Strategy Thoughts 

Interim report

Don’t rely on the Fed
Speculation continues to be dangerous!
It is now official, tapering is good! The market said so in no uncertain terms today. Initially when the Fed announced that they would begin a modest taper the equity market sold off, but then, after it was clarified that rates would stay low until unemployment reached their previous hurdle the market soared, closing up nearly 300 points on the Dow, or close to 2%.

The rationale seems to be that this is a clear signal from the Fed that the economy is improving and the knee jerk reaction from that has been to assume that this is good for stocks. The questions investors should be asking are;

1. Does the Fed know what the economy is going to do? And;
2. Might markets already have discounted whatever modest continued recovery the Fed are now hopeful for?

The first question is obviously no, no one can know for sure what is going to happen in the future, but, like all investors, the Fed have to have a view and then back it. It is therefore worth reviewing the history of their views at recent important peaks and troughs in markets.
On July 13th 2007, coincidentally just after the markets had enjoyed a similar ‘melt up’ as today, a speech from incoming Fed Chairperson Janet Yellen was released by the Federal Reserve Bank of San Francisco (http://www.frbsf.org/economic-research/publications/economic-letter/2007/july/us-economy-monetary-policy-july-2007/).

A few quotes from that speech include;

“the reason for adopting and maintaining the current stance of policy is that it promises to keep the overall economy on an adjustment path where growth is moderate and sustainable. The virtues of this path are that it avoids exposing the economy to unnecessary risk of a downturn” (emphasis added)
“One reason that risk premiums may be low is precisely because the environment is less risky: the volatility of output and inflation has declined substantially in most industrial countries since the mid-1980s, and a number of financial developments associated with technological change and deregulation have reduced transactions costs, diversified and expanded the variety of credit providers, and fostered the creation of new instruments for efficiently allocating and pricing risk. In addition, the health of corporate balance sheets has improved dramatically, and household delinquency rates, including those on residential mortgages, have generally been quite modest.” (emphasis added)
History shows that this comfortable assessment missed a little. She concluded her speech with;

However, it is also essential that policy retain considerable flexibility in responding to emerging data. Last week’s FOMC statement thus continued to emphasize that “Future policy adjustments will depend on the evolution of the outlook for both inflation and economic growth, as implied by incoming information.”
The ‘outlook’ evolved fairly rapidly as within a week the market rolled over and suffered a 10% correction, it then briefly rallied to modest new highs before beginning the more than 50% plunge that we now know as the GFC.

In early 2009, with markets approaching their ultimate lows the FOMC were a lot gloomier than they had been a year and a half earlier. The minutes from their meeting at the end of January 2009 stated

“FOMC participants viewed the outlook for economic activity and inflation as having weakened significantly since last October, when their last projections were made.”

And they concluded with;
“Nearly all participants viewed the risks to the growth outlook as skewed to the downside”
This wasn’t very encouraging for investors, just as we now know they should have been getting ready to buy.

Going back even further, in early 2000, very close to the peak of the stock market, then Fed chairman Alan Greenspan delivered his semi-annual testimony to congress. It was certainly upbeat and whilst he acknowledged that Fed could not take credit for the technology led boom the outlook was still optimistic.

Although the outlook is clouded by a number of uncertainties, the central tendencies of the projections of the Board members and Reserve Bank presidents imply continued good economic performance in the United States. (emphasis added)
Again, this may have provided some comfort to those investors that had enjoyed the bull market of the nineties, even if they were latecomers. Sadly the economy and more importantly for investors, the stock market, did not deliver on Greenspan’s expectations.

Now we have a stock market rocketing higher on the back of positive comments from the Fed. Perhaps this time they will be right and a ‘Goldilocks’, subdued but stable growth, economy will fulfil everyone’s wishes. Unfortunately, even if the Fed does prove to be right about the economy it may not be enough for what I have previously shown is a stretched stock market.

For any market to continue to rise the news must not meet expectations, it must surpass them and deliver a positive surprise. Anything less is a disappointment and markets go down when disappointed.

Despite today’s late surge the risk of disappointment has only increased.
Kevin Armstrong 
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