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Economic Outlook 
Reversing course can be a difficult task to accomplish.  For example, I am sure most readers 

have had the experience of missing a turn while following GPS directions in heavy traffic. 

Once the turn is missed and the GPS finishes its “rerouting”, turning around to get back on 

the correct route can be rather frustrating. This is an experience that the Federal Reserve 

should understand well, as it seems that the Fed has managed a somewhat frustrating 

course reversal of its own. As of last fall, the Fed was in full tightening mode and had 

planned to continue with interest rate increases both this year and next year. After the US 

stock market fell almost 20% at the end of 2018, the Fed began the process of changing 

direction. As of early July, the Fed has strongly signaled that it now plans to lower rates at its 

July 30-31
st

 meeting. This month, the Investment Strategy Committee debated the implications of the Fed’s full course 

reversal. 

 

Looking at the US economy, the Fed’s rate cut will come at a time of slow but steady economic growth. The leading 

recession indicators we follow suggest that the economy should continue to expand over the next several months. The 

job market continues to remain firm with initial claims for unemployment insurance, a proxy for layoffs, staying near the 

lowest levels of the expansion. Small business confidence continues to recover from its Q4 2018 swoon, and retail sales 

have risen in each of the past three months. The economy does have some weak spots though, most notably 

manufacturing.  Weak manufacturing is a global phenomenon as a result of the US-China trade war. While weak 

manufacturing is a concern, we do not believe that it is a large enough part of the economy to lead us into an imminent 

recession. Overall, we think the Fed’s future rate cut will serve to support the slow but steady expansion. 

 

The Fed’s rate cut will happen when US credit conditions are also 

supportive of growth. For example, the blue line in the chart at 

right shows the extra interest over treasury bonds that borrowers 

in the investment-grade corporate bond market must pay to 

borrow.  Notice that prior to the previous two recessions, the 

blue line rose steadily as corporate bond investors saw economic 

conditions deteriorate, causing them to demand more interest to 

lend. Looking at the far right of the chart, that is not the pattern 

now. Other measures of credit conditions tell the same story – 

that businesses in aggregate are having no trouble obtaining 

credit. Relatively easy business borrowing conditions are 

supportive of US economic growth.  

 

The ISC also noted two important points that will make the Fed’s ability to raise rates again in the future difficult, even if 

economic conditions were to warrant it. The first is that the European Central Bank announced that they will likely lower 

short-term rates later this year to combat slow economic growth in the Eurozone. With the shortest-term rate already at 

-0.4%, the ECB plans to push rates further into negative territory.  Secondly, President Trump continues to quite loudly 

criticize the Fed for having raised rates in December and call for the Fed to cut rates quickly. Given then ECB’s intent to 

further cut rates and the President’s strong and vocal desire for lower US rates, it is very difficult to imagine the Fed 

reversing course a 2
nd

 time and raising rates again anytime before the November 2020 election even if US economic 

conditions warrant a rate increase. 



    

Overall then, we believe that the Fed’s rate cut in July 

will come at a time when economic conditions in the US 

are supportive of an expansion, as opposed to already 

deteriorating into a recession. This is an important 

distinction. The chart at right shows the performance of 

the S&P 500 after the first Fed rate reduction in prior 

easing cycles. Notice that the last two times the Fed 

began to lower rates, in 2007 and 2001, the S&P 500 had 

a negative return in the following twelve months (and a 

worse return over the next couple years). Contrast that 

with the 4 prior easing cycles in which the S&P 500 rose 

during the next year. The difference? In 2007 and 2001, 

a recession began 3 months and 2 months respectively 

after the Fed started to lower rates. In the prior cycles in 

which the market rose, a recession was more than a year away.  Therefore, we expect the Fed’s rate cut to be 

supportive of the economy and the stock market on margin, rather than view it as a sign of the expansion’s end. 

 

Investment Strategy 

As mentioned in the first section, we expect US interest rates to remain low for the foreseeable future given that the Fed 

has clearly ended its rate hiking cycle. Therefore, we made two changes to our investment recommendations this 

month. First, we decided to reintroduce a position in REITs, or companies that own and operate real estate. Historically, 

REITS tend to outperform during periods when interest rates stay flat or fall.  To fund this position, we reduced our 

recommended position in Energy Infrastructure MLPs, or companies that own and operate energy pipelines and storage 

facilities. While these companies still have strong fundamentals and cheap valuations, we have trouble identifying a 

near-term catalyst that will unlock this value and lead to their outperformance.  The second recommendation change we 

made this month is to eliminate dedicated exposure to short-term investment grade bonds. We feel client portfolios no 

longer need the shelter from rising rates that these bonds tend to provide. We decided to increase our recommended 

exposure to high-yield bonds. In particular, we like short-term high yield bonds as a slightly more conservative way to 

gain exposure to this asset class that tends to outperform during periods of economic expansion.     

 

Overall, we continue to favor stocks over bonds and US companies over international ones. On the bond side of 

portfolios, we continue to recommend a position in preferred securities. These bonds have a higher yield than the broad 

bond market, and have historically performed well when the economy expands. Please see our overall 

recommendations below.  

                                         Michael Haun, CFA, CFP ® 

                 Vice President, Investment Strategist 



    

 
 

 

Investment Process 

PeoplesBank Wealth Management's asset allocation process develops both long-term (strategic) and shorter-term 

(tactical) recommendations. The strategic recommendations are based upon how the Investment Strategy Committee 

believes investment portfolios should be positioned in a generally neutral market environment over the next five to 

seven years. The tactical recommendations are meant to highlight opportunities over the next one to two years where 

the Committee sees either increased opportunity or risk. 

 

The Wealth Management Investment Strategy Committee (ISC) is responsible for establishing and updating both the 

strategic (long-term) and tactical (short-term) asset allocation for Wealth Management’s investment management and 

trust relationships. The committee is comprised of the senior members of Wealth Management and is chaired by 

Michael Haun, our Investment Strategist. The committee is also responsible for monitoring and updating strategies, 

managers, and funds within client portfolios. The ISC meets on a monthly basis. 

 

If you have any questions or would like to discuss PeoplesBank Wealth Management’s outlook further, please call 

Michael Haun at 717.747.2419 or email him at mhaun@peoplesbanknet.com. 

 
This newsletter is provided for informational purposes only and is not intended to influence any investment decisions. It is not an endorsement 
of any investment or strategy or security and it does not constitute an offer to purchase or sell any security or commodity. Any opinions 
expressed herein are subject to change at any time without notice. Information has been obtained from sources believed to be reliable, but its 
accuracy and interpretation are not guaranteed. Forward-looking statements and assumptions should not be construed as an estimate or 
promise of results that a portfolio could achieve. Actual results could differ materially from the results indicated by this information. Past 
performance is no guarantee of future results. It is impossible to invest directly in an index. 


