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  IS THE FED’S SCRIPT ALREADY WRITTEN?

I have a feeling that many read-
ers didn’t like my conclusion last 

week, that the major markets and asset 
classes are a bit like watching paint dry. 
I concede that it was a lousy metaphor, 
but last week provided an excellent 
example that markets are still playing 
second fiddle to events elsewhere in 
the public sphere. The NATO summit 
in Brussels and Mr. Trump’s visit to the 
U.K. drew all the headlines*, once again 
forcing economists and strategists to 
take on the uncomfortable mantle as 
armchair political analysts. To the extent 
that Mr. Trump’s odd ways are the com-
mon denominator across most geopoliti-
cal risk these days, experience suggests 

that investors should ignore it. That 
said, I suspect the resurgence in the 
dollar has something to do with it. The 
U.S., and by extension Mr. Trump, wield 
extensive power in the global economy. 
The more that the White House 
throws its weight around—on the 
laughable premise that the U.S. is 
being short-changed as part of the 
post-WWII world order—the stron-
ger the dollar gets. In other words, 
Mr. Trump can win the trade wars, and 
extract pounds of flesh from his allies, 
but if the dollar zooms higher, the end-
result could be the opposite of what 
the president, and his base, set out to 
achieve in the first place. 

* I am finishing this before the end of Mr. Trump’s meeting with Mr. Putin in Helsinki.
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* U.S., China, EZ and the U.K.; latest monthly data. 
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SLOWING M1 AND A FLATTER CURVE
Meanwhile in markets, the MSCI 

world rose just under 1% on the week 
continuing the strong performance in 
July. The index is still about 5% below 
the January peak before the short-vol 
crash, though the S&P 500 is flirting 
with all-time highs following another 
strong week of outperformance. The 
mighty NASDAQ, of course, has long 
since eclipsed its January highs, while 
the MSCI EM is still struggling.

I am always open to single-name and 
sector ideas, but from a macro  
perspective, I can’t defend anything but 
a cautious stance on equities. Global 
liquidity and narrow money growth have 
collapsed, signalling downside risk for 
economic data and equity returns alike. 

It is possible that last week’s increase 
in Chinese M1 growth provided the first 
glimmer of a reversal in liquidity condi-
tions there. It fits with the story that 
the PBOC is now in easing mode, but 
it probably won’t matter in the short 
run. Narrow money lags by six-to-nine 
month, signalling a lacklustre second 
half of the year for risk assets.

In bond markets, the upward trend in 
the two-year yield has been replaced by 
indecision around an increasingly tight 
range around 2.5%, while the mes-
merising flattening of the yield curve 
continues. In short, markets are having 
second thoughts about how far the Fed 
can go. Nowhere is this clearer than in 
the eurodollar market where the Dec-
20/Dec-19 and Dec-21/Dec-20 curves 
are now inverted. Bloomberg’s Cameron 
Crise did the work on this last week, 
and it makes for a fascinating chart. 

The story is deceptively simple. The 
yield curve—2s10s and 2s5s—will invert 
in the next 12 months, the U.S. will be 
rececession by the start of 2020, and 
the Fed will, by then, be cutting rates. If 
you believe that story, the trade is easy; 
buy the front-end. I am sympathetic to 
that exposure, but I am not sure that it 
has to end with a recession, and cuts in 
the Fed funds rate, to work. Alternative-
ly, if the economy stays strong, and the 
oil price powers higher, markets could 
take the view that the Fed is behind the 
curve. The key question is this; has the 
Fed’s script already been written?

fig. 01 / (Probably) not safe to ignore — fig. 02 / The tale of a recession foretold? 
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