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 There always seem to be scary headlines with which equity investors must contend, yet the
asset class historically has generated excellent long-term returns for those that can avoid
emotional reactions to short-term events while remembering that the secret to success in
stocks is not to get scared out of them. Easier said than done, we know, especially with the
talking heads on financial television and editors of business publications competing 24/7 for
attention, one day raving about the latest market rally and the next warning of impending
doom.
 While these days, there is little chatter about the dangers of the Federal Reserve raising
interest rates, and most think there will be another cut in the Fed Funds rate in 2020, we
think it only a matter of time before the purveyors of gloom get around to warning that
we should Fear the Fed, even as market history strongly suggests that those concerns are
misguided.
 In this report, we discuss the Taper Tantrum in 2013, stock performance during rising and
falling rate environments and the Federal Reserve’s inflation and rate targets.
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Those who have read our monthly editions of The Prudent Speculator and the weekly Market
Commentaries that go along with a newsletter subscription are likely well-aware of our upbeat
stance on equities, which doesn’t waver depending on the direction of interest rates. Still, we
think it timely and valuable for our followers and those new to our advisory service to update
our rationale and offer supporting evidence.
We readily concede that stocks have often endured bouts of short-term downside volatility in
the weeks and months before and after the beginning of a series of interest rate regime changes,
but it would seem that few have bothered to study what has actually taken place in the quarters
and years following rate changes.
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As the figures on the following page represent:
On May 22, 2013, Ben Bernanke hinted that the Federal Reserve would soon begin to taper its
$85 billion per month in purchases of bonds and mortgage-backed securities. One month later,
the S&P 500 had dropped by 3.8%.
Yet, one year later, the S&P 500 had recouped those losses and then some, rising 13.6% from
May 22, 2013 to May 22, 2014, even though Janet Yellen’s Fed actually started to taper by $10 billion per month in January 2014.
On December 16, 2015, the Federal Reserve raised the Federal Funds rate by 25 basis points to
0.50%, the first increase (“Liftoff”) in the benchmark interest rate since 2006. One month later,
the S&P 500 had dropped nearly 8%.
Yet, two years later, the S&P 500 had recouped those losses and then some, returning 34.6%
from Dec 16, 2015 to Dec 15, 2017, even though Janet Yellen’s Fed actually hiked the Fed Funds
level four more times to a 1.50% rate.
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F IG U RE 1
S&P 500 during the Taper Tantrum
From 05.22.13 through 06.21.13.
Source: Kovitz, using data from
Bloomberg Finance L.P.

F IG U RE 2
S&P 500 during the Taper Tantrum
From 05.22.13 through 05.22.14
Source: Kovitz, using data from
Bloomberg Finance L.P.

F IG U RE 3
S&P 500 during the Fed Liftoff
From 12.16.15 through 01.15.16
Source: Kovitz using data from
Bloomberg Finance L.P.
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F IG U RE 4
S&P 500 during the Fed Liftoff
From 12.16.15 through 12.15.17.
Source: Kovitz using data from
Bloomberg Finance L.P.

FUTURE EXPECATIONS FOR HIKES
The FOMC’s statement on Dec 11, 2019 read, “Information received since the Federal Open Market Committee met in October indicates that the labor market remains strong and that economic activity has been rising at a moderate rate. Job gains
have been solid, on average, in recent months, and the unemployment rate has remained low. Although household spending
has been rising at a strong pace, business fixed investment and exports remain weak. On a 12-month basis, overall inflation
and inflation for items other than food and energy are running below 2 percent. Market-based measures of inflation compensation remain low; survey-based measures of longer-term inflation expectations are little changed. Consistent with its
statutory mandate, the Committee seeks to foster maximum employment and price stability. The Committee decided to
maintain the target range for the federal funds rate at 1- 1/2 to 1-3/4 percent. The Committee judges that the current stance
of monetary policy is appropriate to support sustained expansion of economic activity, strong labor market conditions,
and inflation near the Committee’s symmetric 2 percent objective.”
Market expectations for interest rates have remained well-grounded, with the Fed Fund futures market suggesting only a
2.6% chance of a hike in 2020 and a 54.2% chance of a cut. Of course, the odds don’t favor a cut until Dec 2020.
F IG U RE 5
Implied Interest Rate Probabilities
As of 01.02.20
Source: Kovitz using data from
Bloomberg Finance L.P.
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Date

|

Hike
Probability

Cut
Probability

1.25% to
1.50%

1.50% to
1.75%

Other

01.29.2020

5.9%

0.0%

0.0%

94.1%

5.9%

03.18.2020

5.5%

5.9%

5.9%

88.6%

5.5%

04.29.2020

5.1%

12.7%

12.3%

82.2%

5.5%

06.10.2020

4.5%

22.0%

20.2%

73.5%

6.3%

07.29.2020

4.1%

28.4%

24.8%

67.5%

7.7%

09.16.2020

3.5%

38.9%

31.4%

57.6%

11.0%

11.05.2020

3.1%

45.8%

34.6%

51.1%

14.3%

12.16.2020

2.6%

54.2%

37.3%

43.3%

19.4%

01.27.2021

2.4%

56.6%

37.6%

41.0%

21.4%
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INFLATION REMAINS RELATIVELY LOW.
The latest read on prices at the consumer level showed that the CPI measure of inflation remained relatively subdued at
2.1%, supporting the Federal Reserve’s statement of a 2% objective over the medium term.

F IG U RE 6
Long-Term CPI
From 12.31.84 through 10.31.19
Source: Kovitz using data from
Bloomberg Finance L.P.

Fed Chair Jerome H. Powell added, “Inflation continues to run below our symmetric 2% objective. Over the 12 months
through October, total PCE inflation was 1.3% and core inflation, which excludes volatile food and energy prices and is a
better indicator of future inflation, was 1.6%. While low and stable inflation is certainly a good thing, inflation that runs
persistently below our objective can lead to an unhealthy dynamic in which longer-term inflation expectations drift down,
pulling actual inflation even lower. In turn, interest rates would be lower as well and closer to their effective lower bound. As
a result, the scope for interest rate reductions to support the economy in a future downturn would be diminished, resulting
in worse economic outcomes for American families and businesses. Against the backdrop of a strong economy and supportive monetary policy, we expect inflation will rise to 2%. The median of participants’ projections rises to 1.9% next year
and 2% in 2021. We are strongly committed to achieving our symmetric 2% inflation goal.”

HISTORICAL EVIDENCE
Using long-term data from Bloomberg and the Federal Reserve, we calculated the total returns for the S&P 500 during each
rising and falling cycle since December 1969, and we found that the index has fared relatively well no matter the direction of
interest rates. In the eight rising rate environments, the S&P rose an average of 32%, while it rose more than 50% during the
eight falling rate environments. We also note that the math requires that rates maintain a certain direction for at least a year,
so we would need the Federal Funds Effective Rate to maintain its current position through May for the chart to tick over to
a falling rate environment.
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F IG U RE 7
Rate Regime Equity Performance
From 12.31.69 through 11.30.19. Index
performance is presented as excess
total return. Rising rate environments
are defined as periods where the
Federal Funds Effective Rate rose at
least 0.75% over one year or more.
Falling rate enviornments are defined
as periods where the Federal Funds
Effictive rate fell at least 0.75% over
one year or more.
Source: Kovitz using data from
Professors Eugene F. Fama and
Kenneth R. French, Morningstar, and
Bloomberg Fianance, L.P.

CONCLUSION
With interest rates likely to remain near historic lows, we continue to like how equities compare to other investment options
from an income perspective, even as we concede that the all-time market highs have finally led to an increase in Bullish sentiment. That said, any potential cause for contrarian concern, in our view, is very much tempered by the continued stampede out of stocks by exchange traded and mutual fund holders, and the long-playing love affair so many frightened folks
have had with fixed income.
While we cannot expect stock prices to move only in a northerly direction in the near term, we see no reason to alter our
enthusiasm for our broadly diversified portfolios of what we believe to be undervalued stocks.

KOVITZ

|

RISING INTEREST RATES AND INFLATION ARE NOT FATAL

|

JANUARY 2020

5

FOR MORE INFORMATION, PLEASE CONTACT:
marketing@kovitz.com
We screen potential investments primarily by their relative valuation metrics and our assessments of stock-specific risk. We recommend only those stocks we believe are undervalued along several lines
relative to their own trading history, those of their peers, or that of the market in general. The prices at which we’ll recommend purchases or sales of stocks incorporate a range of fundamental risks (e.g.
credit, customer and competitive dynamic) that we believe the companies may face over our normal 3-to-5-year investing time horizon.
Past performance may not be indicative of future results. Therefore, you should not assume that the future performance of any specific investment or investment strategy will be profitable or equal
to corresponding past performance levels. Investing involves risk, including possible loss of principal. Diversification does not protect against loss in declining markets. Payment of dividends cannot be
guaranteed.
Opinions expressed are those of the AFAM Division of Kovitz Investment Group Partners, LLC (“KIG”). They are subject to change without notice and are not intended to be a forecast of future events, a
guarantee of future results, or investment advice. Nothing presented herein is, or is intended to constitute, investment advice, nor sales material, and no investment decision should be made based on
any information provided herein. Information provided reflects KIG’s views as of a particular time and uses data from independent sources believed reliable. However, accuracy is not guaranteed and
has not been independently verified. Such views are subject to change at any time, and KIG shall not be obligated to provide notice of any change. Investment recommendations provided herein are
subject to change. Those recommendations are provided for informational purposes only and are not provided as a recommendation to buy or sell any one security.
The dividend-weighted portfolio data is from Eugene F. Fama and Kenneth R. French. The dataset is broken into five groups: non-dividend paying, top 30% of dividend payers, middle 40% of dividend
payers, bottom 30% of dividend payers and all dividend payers (weighted 30% of top dividend payers, 40% of middle dividend payers and 30% of low dividend payers). Non-dividend payers are stocks
that do not pay dividends. Dividend payers are stocks that pay dividends. The capitalization and factor-based (book value-to-price) portfolio data is from Eugene F. Fama and Kenneth R. French. The
dataset is broken into four groups: large value, large growth, small value and small growth. A large value stock is a type of large-cap stock investment where the intrinsic value of the company’s stock is
greater than the stock’s market value. A large growth stock is a growth stock of a company with a market capitalization value of more than $5 billion. A small value stock is a value stock of a company with
a relatively small market capitalization. A small growth stock is a growth stock of a company with a relatively small market capitalization. The total return values presented in Figure 1 from Morningstar’s
Ibbotson Associates are grouped into small- and large-capitalization stocks.
The Russell 3000 index measures the performance of the largest 3,000 US companies representing approximately 98% of the investable US equity market. The Russell 3000 Value Index measures the
performance of the broad value segment of U.S. equity value universe. It includes those Russell 3000 companies with lower price-to-book ratios and lower forecasted growth values. The Russell 3000
Growth Index measures the performance of the broad growth segment of the U.S. equity universe. It includes those Russell 3000 companies with higher price-to-book ratios and higher forecasted
growth values. A value stock is a stock that tends to trade at a lower price relative to its fundamentals (e.g., dividends, earnings and sales) and thus considered undervalued. A growth stock is a company
whose earnings are expected to grow at an above-average rate relative to the market.
Large-cap stocks are represented by the Morningstar-Ibbotson Associates SBBI Large Stock Total Return index. Small-cap stocks are represented by the Morningstar-Ibbotson Associates SBBI Small
Stock Total Return index. Short-term bonds are represented by the Morningstar-Ibbotson Associates SBBI U.S. 30-Day T-Bill Total Return index. Intermediate-term bonds are represented by the Morningstar-Ibbotson Associates SBBI U.S. Intermediate-Term Government Total Return index. Long-term bonds are represented by the Morningstar-Ibbotson Associates SBBI U.S. Long-Term Government
Total Return index.
KIG. is registered with the Securities & Exchange Commission, is editor of The Prudent Speculator (TPS) newsletter and is the Investment Advisor to certain proprietary mutual funds and individually
managed client accounts. Registration of an investment advisor does not imply any level of skill or training.
KIG employees hold, purchase, and sell any of the stocks that appear in this presentation, subject to KIG’s Code of Ethics, Insider Trading, and Personal Trading policies.
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