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Don’t fight (or fear) the Fed

Atul Bhatia, CFA — Minneapolis

“Don’t fight the Fed” is one of the oldest Wall Street aphorisms and for good reason. The U.S.
central bank is an incredibly powerful institution that can exert influence on essentially any
U.S. dollar-denominated asset. For all its power, though, we believe the Fed is also widely
misunderstood.

When it comes to the Fed, the default view of many of future earnings is an absolute negative for investors
investors often seems to be that high rates are bad who are still contributing to their investment portfolios.
and low rates are good, and that the central bank is For any given investment amount, they can buy fewer
nearly omnipotent, particularly when it comes to crisis assets.

management. While we believe there is some element of
truth to these statements, we also think they fall far short
of reality and are unhelpful in thinking about the economy
and the central bank.

There are other mixed impacts to lower interest rates.
They can contribute to economic growth and may lead

to higher earnings multiples on some assets, but they
also reduce reinvestment income on dividends and new
investments. We believe these impacts largely cancel out

Laissez les bon temps rouler for a typical 60/40 mix of stocks and bonds, although it

The financial press tends to portray the current level of depends heavily on the underlying assumptions. We think
Fed rates—around 5.38%—as high, with Fed rate cuts it’s fair to say, however, that the bulk of the perceived
being the key to letting the good times roll. It is true that positive impact from low rates comes from a one-time pop
lower interest rates tend to push the price of assets—such in asset prices.

as stocks, bonds, and real estate—higher, as the current

value of future cash flows increases in a lower interest Low rates can come at a high cost

rate environment. But this is largely a one-time effect—it’s The questionable benefits of low interest rates come with
a shot of adrenaline to securities’ pricing. real costs. Even a cursory glance at this century’s financial

history provides stark reminders of the pitfalls of easy

This is likely to be excellent news for a short-term or ;
monetary policy.

leveraged investor, but for a long-term investor, the

difference is largely one of timing. The investment We think the obvious risk is inflation. The latest iteration
portfolio will likely produce the same or substantially of near-zero interest rates was supposed to lead to only
similar lifetime cash flows under either interest rate “transitory” price impacts; a view that was demonstrably
regime, but low rates lead us to ascribe a higher current incorrect and has since been abandoned by the Fed. We
value to future gains. And we think that early recognition think inflationary risks are particularly acute when—like
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now—Ilabor markets and consumer demand are stronger
than economic models suggest.

Even more pernicious than inflation, however, is the role
of low interest rates on capital allocation. Put simply,
when the Fed keeps low risk rates low, investors are forced
to take additional—and in many cases unwanted—risks

to meet their income needs. The lead-up to the global
financial crisis, we believe, is the quintessential example.
We have serious doubts if CDO-squareds and subprime
mortgages would have sounded attractive to investors
had they been able to earn a decent return on lower-risk
investments.

It’s the economy—pure and simple

More generally, we believe there’s nothing to fear—and
a lot to like—about an economy that can function with
higher interest rates. If companies can continue to

grow revenues and earnings when rates are high, one

of the main implications is that investors can be fairly
compensated across the capital structure. Bond holders
can earn a decent return on their investment, and
shareholders can see growth in earnings and potentially
dividends.

Taking a step back, we find it somewhat odd that the Fed
is even contemplating rate cuts. The institution is charged
with creating full employment, consistent with price
stability. We do not see any meaningful indication of labor
market weakness, while inflation remains a concern. Not
only was the most recent consumer price index report
higher than target, but there are also troubling signs of
inflation becoming embedded in consumer expectations.
The Fed’s preferred measure of this factor—a market
derived indicator of annual inflation over a five-year
period starting five years in the future—remains
stubbornly above target and pre-pandemic levels.

With the economy functioning for workers, companies,
and investors, we think a stable Fed policy rate is not a
particularly troubling outcome.

Fed omnipotence, well, sort of

The Fed can effectively set short-term interest rates and
it has the capacity to fix long-term interest rates—at
least for some time. It can also finance any quantity of
investments for any length of time. This last power was
critical in the bounce back from the global financial crisis
as it bought time for assets to recover.

The Fed’s power in a financial crisis was further
demonstrated during the regional bank turmoil of March
2023. At the time, we emphasized that the central bank
could stop contagion whenever it liked—the issues banks
faced then were a quintessential financing issue. Most
current active investors, ourselves included, have mainly
seen financial crises, leading many of us, we believe,

to overemphasize the Fed’s capacity to deal with any
economic problem.

Back to the future?

The U.S. economy has previously functioned well at this
interest rate level
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The pandemic, however, emphasized the limits of Fed
power: the institution has much less impact in the physical
world than in the financial world. Supply chain problems
are largely outside the Fed’s ability to influence. There’s no
level of interest rates that can make a port operate more
quickly or make ships sail faster. In theory, the Fed could
force interest rates high enough to bring demand in line
with reduced supply, but crushing the economy to match

a temporary supply reduction is an idea only a theorist
could love.

Perils of oversimplification

The Fed is undoubtedly a powerful global institution. In our
view, however, the discourse on the central bank too often
becomes cheerleading for low rates while emphasizing

the Fed’s nearly magical powers. A more nuanced reading
of the institution and its policies makes clear that higher
rates are not to be feared and that Fed support can only
go so far in times of turmoil.
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Kelly Bogdanova - San Francisco

m The S&P 500 has retreated 4.4% from its all-time
high in late March through Wednesday’s close. It’s
not surprising to us that a broad-based pullback has
developed given the index had surged 27.6% in the
previous five months. The U.S. equity market has been
weighed down recently by renewed consumer inflation
concerns, a related downshift in market expectations
for Fed rate cuts and upswing in Treasury yields, and
lackluster earnings reports from some large financial
institutions, along with an escalation of the Middle
East conflict. While these factors have been catalysts
for the decline, we view this as a normal pullback
following a strong rally. Since the late-March peak, the
Communication Services and Energy sectors have held
up the best, whereas Real Estate, Health Care, Financials,
Consumer Discretionary, and Information Technology
have underperformed the S&P 500.

® With almost 13% of S&P 500 companies having
reported Q1 results so far, earnings growth is pacing at
2.2% yly according to Bloomberg, lower than the 3.8% y/y
consensus forecast when the reporting season began.

As more companies disclose results, including mega-
capitalization technology firms, we think the S&P 500’s
earnings growth rate will rise. Thus far, the proportion
of companies recording earnings beats is high at 81%. The
proportion of revenue beats is lower than average, but
overall revenue growth of 3.5% y/y is near the consensus
forecast prior to reporting season.

®m Analysts are closely scrutinizing management teams’
profit margin guidance. RBC Capital Markets, LLC’s

Head of U.S. Equity Strategy Lori Calvasina thinks the
consensus forecasts for S&P 500 operating margins
later this year and next year (shown in light blue on the
chart) are too lofty. When margins reached similar levels
in 2021 and 2022, they were boosted by unique post-COVID
trends and a related bout of strong inflation. Calvasina’s
anticipation of less-robust margin expansion is a key
reason that her forecast for 2024 S&P 500 earnings of $237
per share is lower than the consensus forecast of $242 per
share.

CANADA

Luis Castillo & Josh Nye — Toronto

m Canada’s 2024 federal budget features higher
spending, higher taxes, and still-high deficits. The
annual budget released this week includes CA$53 billion
in new spending over five years, largely financed by a
combination of revenue that is stronger than officials
previously expected and an increase in capital gains
taxes. Aggregate deficits over the next five years are
anticipated to be CA$10 billion higher than assumed

Profit margin expectations seem too high

S&P 500 quarterly operating profit margin (actuals in dark
blue, consensus forecasts in light blue)
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last fall, but the trajectory for the debt-to-GDP ratio is
expected to be slightly lower thanks to an improving
nominal GDP growth outlook. Gross bond issuance is
projected to increase by 12% in the current fiscal year,
which is less than RBC Capital Markets assumed pre-
budget. Bond investors took the budget in stride, with
yields little changed following the release. With new
spending largely to be financed by higher revenues, we
think the net economic impact is likely to be fairly
limited and shouldn’t have a significant impact on the
Bank of Canada’s (BoC) forecasts for GDP and inflation,
nor on its upcoming policy decision in June.

m Canadian inflation took another step in the right
direction in March, putting a June rate cut in focus.
Although headline (all items) inflation ticked higher to
2.9% yly in March, in line with consensus expectations and
due in part to an increase in gasoline prices, the BoC’s
preferred core inflation metrics (excluding volatile items)
came in below expectations, averaging slightly below

3% y/y. On a 3-month annualized basis (which provides

a better gauge of recent inflationary pressure), core
inflation slowed to just 1.25%, the lowest since May 2020.
There will be one more Consumer Price Index (CPI) report,
two more monthly GDP reports, and two more jobs reports
ahead of the BoC’s June meeting. Barring a major step
backwards in the April CPI report, we believe the BoC
should have plenty of optionality to consider cutting
rates in June.

EUROPE

Rufaro Chiriseri, CFA & Thomas McGarrity, CFA - London

B LVMH reported Q1 results broadly in line with
consensus expectations, as the group’s organic revenue
grew 3% y/y. The company reported Chinese consumer
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spending increased 10% y/y in the quarter, driven by
strong growth in tourist spending by Chinese customers,
particularly in Japan, as tourists took advantage of
Japanese yen weakness.

m Sentiment around the luxury goods sector has
soured of late amid worries over slowing demand,
particularly in China. After several years of above-trend
growth following COVID-19, we think the luxury goods
sector is going through a period of normalisation. The
luxury goods industry’s year-over-year growth rate is
expected to slow to the low to mid single digits in 2024,
according to Bain & Company, versus a compound annual
growth rate of about 10% from 2019 to 2023. We believe an
increasingly volatile backdrop for luxury goods as growth
rates normalise will translate into increased performance
dispersion within the sector. Accordingly, investors should
focus on stock-picking opportunities, in our view, rather
than trying to make a broad call on the sector.

®m ASML shares, after gaining over 60% since the

start of Q4 2023, slipped more than 6% after the
company reported Q1 orders were below consensus
expectations. Order intake was €3.6 billion for the
quarter, compared to the €4.6 billion consensus estimate.
On the results call, the company’s Chief Financial Officer
(CFO) noted that ASML’s “order flow can be lumpy and
may not be evenly distributed over the year.” The CFO also
stated that an order rate of just over €4 billion per quarter
for the rest of 2024 would be required for ASML to be on
track to hit the midpoint of its €30 billion-€40 billion 2025
revenue guidance.

m UK economic data this week showed signs of a
cooling labour market and price growth pressures,
albeit marginally above the Bank of England’s (BoE)
February forecasts. Headline CPI inflation data for March
fell to 3.2% y/y from 3.4% y/y in February, with services
inflation decelerating to 6% y/y from 6.1% y/y in February.
Meanwhile, unemployment rose to 4.2% in February, from
4% previously, and job vacancies continued to fall, while
private sector pay growth slowed to 6%.

® While the data presents an “unbalanced picture,”
according to BoE Governor Andrew Bailey, it continues
moving in the right direction. We continue to expect

the first BoE rate cut in August, but June remains a real
possibility. The market now expects around 50 basis
points of easing this year.

ASIA PACIFIC

Nicholas Gwee, CFA - Singapore

m The Asia Pacific equity market traded broadly lower
during the week, with the MSCI AC Asia Pacific Index
trading below the 100-day moving average and breaking
the support level of 170. Sentiment has been weak with
the flare-up in geopolitical risks in the Middle East and

U.S. Federal Reserve Chair Jerome Powell signalling
policymakers are in no rush to cut interest rates.

B The Chinese equity market is an outlier this week.
The Shanghai Shenzhen CSI 300 Index is up 3.50% week to
date as of the time of writing. China’s Q12024 GDP grew
5.3% y/y, ahead of a Reuters poll of economists that
expected 4.6% and faster than the 5.2% growth recorded
in the previous quarter. China has set what we consider

to be an ambitious economic expansion target of “around
5%” for 2024. The Q1 data puts the target within reach.
However, economists are cautioning against extrapolating
Q1 growth data for the rest of the year, citing the latest
indicators—property investment, retail sales, and
industrial output—showing demand remains frail, weighing
on overall momentum. We maintain our neutral stance on
Chinese equities.

m Ching, Japan, and South Korea expressed concerns
this week over the recent weakening of their currencies
against the U.S. dollar and warned they may take steps
to counter any drastic volatility. The People’s Bank of
China (PBoC) said in a report that China will “resolutely”
put the yuan back on track when traders take lopsided
positions and the PBoC will also attempt to avoid
excessive volatility. A joint statement from U.S. Treasury
Secretary Janet Yellen alongside the finance ministers

of Japan and South Korea noted “serious concerns”

about the depreciation of the two Asian currencies.
Observers believe the U.S. has effectively given the nod on
intervention, although it remains unclear when or if this
will take place.

Japanese and Korean currencies have weakened
against the U.S. dollar
USD vs. Japanese yen (JPY) & South Korean won (KRW)
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