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The	US	Federal	Reserve	cut	its	benchmark	short-term	interest	rate	for	the	first	time	in	11	years	in	what	Chairman
Jerome	Powell	called	a	“mid-cycle	adjustment”	to	sustain	the	US	economic	expansion.	Powell	appeared	to
struggle	to	reconcile	his	admission	the	US	economy	is	strong	with	this	decision,	says	Franklin	Templeton	Fixed
Income	CIO	Sonal	Desai.	She	shares	her	thoughts	on	the	July	policy	meeting	and	the	potential	market
implications.

In	the	press	conference	following	the	Federal	Reserve’s	(Fed’s)	July	31	monetary	policy	meeting,	Fed	Chairman
Jerome	Powell	looked	quite	uncomfortable—perhaps	not	surprising	given	the	corner	the	Fed	has	boxed	itself	in.

He	found	it	hard	to	justify	the	just-announced	25	basis	point	interest-rate	cut,	and	even	harder	to	explain	what
will	drive	future	policy	moves.

In	his	opening	statement,	Powell	argued	that	the	rate	cut	was	aimed	at	(i)	providing	insurance	against	the	risks
from	trade	tensions	and	the	global	growth	outlook;	(ii)	boosting	inflation;	and	(iii)	making	the	labor	market	even
hotter,	because	lower-income	workers	are	now	benefiting	from	rising	wages	and	more	job	opportunities	(“they
haven’t	seen	a	better	labor	market	in	living	memory”	he	said	later).

But	he	also	admitted	that	the	US	economy	is	strong	(“the	closest	we	have	ever	been	to	our	targets”)	and	the
outlook	is	positive.

Powell	struggled	to	reconcile	this	benign	economic	assessment	with	the	rate	cut.

He	argued	that	the	economy	is	strong	partly	because	the	Fed	has	shifted	to	a	more	dovish	stance	since	last
December,	easing	financial	conditions	and	boosting	confidence.	That’s	a	clever	argument,	but	it	only	goes	so	far.

I	found	his	assessment	of	the	risk	of	trade	tensions	quite	inconsistent.	Powell	knows	that	trade	tensions	have
been	with	us	for	over	two	years,	and	yet,	as	he	noted,	the	US	economy	was	as	strong	in	the	first	half	of	this	year
as	it	was	in	2018—and	2018	was	the	best	we’ve	seen	in	a	while.

One	reporter	put	it	best,	asking	if	instead	of	looking	at	the	economic	data,	the	Fed	is	now	just	looking	at	the
media	headlines	on	trade	tensions.	Powell,	on	the	defensive,	answered	something	like	“trade	is	different,”	and
went	back	and	forth	between	arguing	that	trade	uncertainty	has	already	impacted	investment	and	saying	that
it’s	hard	to	see	the	impact	in	the	data,	but	the	Fed’s	business	contacts	say	they	are	concerned.	Trade	wars
are	the	dog	that	didn’t	bark…but	the	Fed	is	still	scared.

I	was	a	bit	unnerved	at	how	easily	Powell	dismissed	concerns	about	financial	stability.	He	argued	that	the
financial	system	is	well	capitalized	and	resilient,	leverage	is	low	and	household	financial	health	is	strong.	Yes,	he
agreed	that	some	asset	valuations	are	high,	and	so	is	corporate	debt,	but	nothing	to	worry	about	too	much.
Given	the	lessons	of	the	great	financial	crisis	a	decade	ago,	and	with	very	loose	financial	conditions	and	record
valuations	in	both	equity	and	fixed	income	markets,	that	the	Fed	should	be	so	sanguine	is	surprising	to	me.

https://www.federalreserve.gov/newsevents/pressreleases/monetary20190731a.htm
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What	should	we	expect	next	from	the	Fed?

Powell	said	(i)	that	today’s	cut	is	not	necessarily	a	one-off;	(ii)	but	it’s	probably	not	the	start	of	a	long	easing	cycle
either;	(iii)	and	the	Fed	might	hike	rates	again	in	this	cycle;	(iv)	but	it’s	not	likely	that	they	will.		In	short,	it’s
dealer’s	choice.

He	said	the	Fed	wants	to	“adjust	to	a	somewhat	more	accommodative	stance	over	time”	in	what	they	see	as	mid-
cycle	adjustment,	which	seems	to	suggest	one	or	two	more	rate	cuts.

Maybe.

Because	Powell	said	the	Fed	is	data-dependent,	and	the	data	are	strong.	But	when	asked,	well,	what	about	the
positive	data	surprises	of	the	last	month?	He	replied,	ah,	but	there	are	the	risks…

No	wonder	markets	are	confused.	For	the	moment,	this	lack	of	direction	has	been	helpful	in	reining	in	investors’
expectations	of	an	extended	easing	cycle—and	I	think	this	is	healthy.

From	my	perspective,	I	would	like	to	reiterate	that	if	this	was	an	“insurance	cut,”	markets	need	to	recognize	that
it	could	be	reversed	much	sooner	than	the	next	cycle.	It’s	dealer’s	choice,	after	all.

To	get	insights	from	Franklin	Templeton	Investments	delivered	to	your	inbox,	subscribe	to	the	Beyond	Bulls	&
Bears	blog.

For	timely	investing	tidbits,	follow	us	on	Twitter	@FTI_US	and	on	LinkedIn.

The	comments,	opinions	and	analyses	presented	here	are	for	informational	purposes	only	and	should	not	be
considered	individual	investment	advice	or	recommendations	to	invest	in	any	security	or	to	adopt	any	investment
strategy.	Because	market	and	economic	conditions	are	subject	to	rapid	change,	comments,	opinions	and
analyses	are	rendered	as	of	the	date	of	the	posting	and	may	change	without	notice.	The	material	is	not	intended
as	a	complete	analysis	of	every	material	fact	regarding	any	country,	region,	market,	industry,	investment	or
strategy.

This	information	is	intended	for	US	residents	only.

What	Are	the	Risks?

All	investments	involve	risks,	including	possible	loss	of	principal.	Bond	prices	generally	move	in	the	opposite
direction	of	interest	rates.	Thus,	as	prices	of	bonds	in	an	investment	portfolio	adjust	to	a	rise	in	interest	rates,	the
value	of	the	portfolio	may	decline.
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