Summer 2019
One night in November, 1910, a group of ultra-powerful bankers and politicians, led by Senator Nelson W.
Aldrich and Assistant Secretary of the Treasury A.P. Andrew, stealthily boarded a train for Jekyll Island, a
hideaway for the wealthy off the coast of Georgia. The trip was top-secret, with some of the men, it’s been
reported, using code names in order to hide their identities.
The group had come together over a common concern—the financial crises that had frequently occurred in the
previous century, and again just three years before their gathering. The hush-hush confab was aimed at
discussing U.S. monetary policy and finding a solution to those worries before they left the island. The result
was the draft legislation for the creation of a central bank…what’s come to be known as the Federal Reserve.
Birthed in secrecy and occasionally spawning conspiracy theories, the institution and its purposes have long
been misunderstood by many Americans. (We may vaguely recall, perhaps painfully, having to learn about the
Fed in high school. Then got on with our lives and forgot what exactly it does or why it exists.) To wit, a 2017
WalletHub survey found that 16 percent of Americans believed the Fed was in charge of consumer credit scores
(it’s not), more than half had no idea when the Fed last raised interest rates, and many had no clue who chaired
the Fed (at the time, Janet Yellen).
But presidential Tweets, a historically long economic expansion, and nervous investors, have brought a new
focus on the Fed. So now struck us as a good time for a refresher course, and to share some thoughts on the
current economic landscape.
The U.S. Federal Reserve has three main objectives: maximize employment, stabilize prices, and moderate longterm interest rates. (And its sitting chair is Jay Powell, appointed by Trump, and a frequent target of presidential
criticism.)
Almost every country has a central bank with similar goals. The Canadian central bank, The Bank of Canada
(chartered in 1934), for example, is tasked with low, stable and predictable inflation; a safe currency; a stable and
efficient financial system in Canada and internationally; and effective and efficient funds-management services
for the Government of Canada.
Central banks try to achieve their objective by conducting monetary policy. One tool at their disposal is to
influence short-term interest rates. In the U.S. the Fed sets a target rate or Fed Funds Rate – the interest rate
banks charge fellow banks for overnight lending used to meet required capital reserves. The banks actually
negotiate the rates they charge each other for these overnight loans and the Fed impacts the Fed Funds Rate by
conducting Open Market Operations – the buying and selling of government bonds.
These rates have an influence on short-term market interest rates and influence longer-term rates. It’s the
longer-term rates that impact borrowing rates for
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consumer loans, credit cards, auto loans and mortgages. In turn, consumer spending is influenced greatly by
interest rates and the shape of the yield curve. And in America, and the rest of the world, as consumer
spending goes, so goes the economy.
Since December of 2015, when the Fed Fund Rate rested at 0.25%, rates have been raised nine times. The last
of these occurred this past December, up to 2.5%, a move many argued wasn’t needed, and could cause higher
borrowing costs to an already slowing economy. Those arguments are still being made, despite the fact the
economy has continued to move forward over the past seven months.
Why? Because critics believe the trade tiffs between the U.S. and China are causing a slowdown at all levels of
business. Costs are up due to tariffs, which, to clarify in this chaotic political time, are taxes passed on to
buyers. So, raw materials are more expensive, end goods cost more, and consumers might spend less as a
result. To support this view, critics point to signs of decreased trade between China and Europe, and China and
other Pan-Asian countries and to a handful of companies that have slowed their future investments (in
equipment, technology, and expansion). Put it all together, their narrative goes, and, gulp, a recession is
looming.
They could be right. But the fundamentals and indicators belie their concerns. One indicator of a possible
recession is an inverted yield curve, which occurs when long-term debt has lower yield compared with shortterm debt. Such a scenario, if sustained, would choke off capital from the economy. A brief primer on this
issue: banks borrow money at the short-term rates (pay you and me interest on our savings accounts) and lend
for longer terms (think car loans, mortgages, credit cards). Banks will not borrow money nor lend money if
their borrowing costs are higher than the interest rate they can charge consumers.
Current observation of the U.S. yield curve, using Treasuries as a proxy, shows the difference between threemonth rates of 2.14% and ten-year rates at 2.06% is a mere (0.08%). In Canada, the gap is a tad bigger at (0.5%).
So, an inversion has occurred, but in our view is no cause for immediate alarm. These inversions must be
sustained for a period of months and generally be more significant than present to be concerning in the short
run. In any event, an inversion is usually a very early signpost (12-18 months) in advance of a possible
recession.
Another indicator of a coming recession is the spread between the cost of borrowing and economic growth.
When the cost of borrowing exceeds the economic growth rate, a recession has followed in each of the last six
occurrences. In the chart below, we measure the cost of borrowing as Real Fed Funds Rates (the Fed Funds
Rate minus inflation) and economic growth as Real GDP growth rates (nominal GDP minus inflation). For
example, if the Fed Funds Rate is 2.5% and inflation is at 2.0%, the real cost of borrowing is 0.5%. Similar math
applies for Real GDP.
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History has shown when real interest rates are higher than real GDP growth rates, economies stale and
recessions follow. Currently, the inflation-adjusted or real Fed Funds Rate is just 0.8% but remains below the
level which would prove restrictive to growth (likely closer to 1.5% - 3.5%). With U.S. real GDP at 3% and real
interest rates at 0.8%, the gap is still wide in favor of growth for the near term. While expectations are that the
U.S. economy will slow to between 1.5% and 2% for the rest of this year and into next, it’s also anticipated that
the Fed will target lower Fed Funds Rates in the coming months and likely keep the gap in favor of growth.
There are additional reasons for continued optimism: record low unemployment in the U.S. and Canada and
wages growing around 3.1% and 3.6% annually in the U.S. and Canada (as of June), respectively. When people
are employed and wages are growing, optimism rises and spending increases, adding another layer of
protection against the effects of trade turmoil. Prices may be pushed up, but consumers are better equipped
to weather the storm. And, let’s keep in mind the U.S. has a $19 trillion-dollar economy and tariffs on $200
billion of goods affects about 1% of that total.
Recessions happen. And we’re always vigilant in making sure our clients are cushioned from their effects. If the
Federal Reserve cuts rates in the coming months, which is very likely, it’s in order to push the strong economy
along the growth path, not out of recession fears.
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