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Don’t Fight The Fed 
To quote late investment luminary Marty Zweig, when investing in the stock market, it is 
vitally important that we “Don’t Fight the Fed.” The Federal Reserve has (finally) acknowl-
edged that they need to lower interest rates in the attempt to offset global economic weak-
ness and threats to the U.S. economy from the ongoing trade war with China. However, from 
everything I’m seeing, the Federal Reserve is behind the curve, perhaps way behind the 
curve, thus it is possible that their rate cuts may end up being too little, too late.  

To the right you see a chart showing the liquidi-
ty drained by the Fed’s recent actions. All last 
year, both on radio shows and seminars, I ham-
mered the fact that, at the end of the day, liquid-
ity trumps economic momentum, and this is 
now showing up in the system.  

In a recent report Alpine Macro (September 
2019) stated:  

The Fed is much too sanguine. A broad 
range of indicators are warning that policy is 
too restrictive. With typical lag times, this will 
result in weaker growth.  

Start with this week’s spike in overnight 
lending rates. This is widely attributed to tech-
nical factors such as corporate tax payments 
and the settlement of Treasury auctions. But 
this misses the forest for the trees. The funda-
mental reason for the liquidity crunch is the 
Fed’s tight policy stance. The Fed has drained 
too much reserves from the banking system.  

(Ed. Note: Over the past several weeks The Fed 
has injected some $100 billion into the banking 
system to stabilize things, proof positive that 
they have excessively tightened. In some ways 
this is eerily similar to the liquidity crunch 
which started in 2007, just before the Crash in 
2008. Source: WSJ 2019). 

For several years the Fed has been removing 
liquidity from the system, which, in turn, ulti-
mately caused short-term interest rates to rise too high when compared with longer-term 
rates, spawning the vaunted inverted yield curve.  
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According to Bank Credit Analyst, 
seven out of the last eight recessions 
were preceded by an inverted yield 
curve. When short-term rates rise 
above long-term rates, it reflects a 
lack of liquidity in the system. The 
Fed has inadvertently “kinked the 
liquidity hose” so to speak, which 
over time results in reduced lending 
activity, which, in turn, slows the 
economy.  

This reduced liquidity also shows up 
in a stronger U.S. dollar (as shown on 
previous page) versus other curren-
cies, such as the Euro or China’s yu-
an.  A stronger dollar makes it more 
difficult for U.S. multinational corpo-
rations to make profits both in the 
U.S. and overseas due to foreign com-
petition.  

Plus a stronger dollar slows economic 
demand in emerging economies like Chi-
na and India, since oil and other products 
are typically priced in U.S. dollars. So for 
example, when the dollar rises in value, 
the price of gasoline in emerging market 
economies rises as well, thus reducing their demand for oil, ie: less driving.   

On the previous page you can see the significant depletion of excess reserves in the banking system over the 
previous several years. While some of this is due to technical factors, a lot of it is due to the Federal Reserve 
taking liquidity out of the system after the Global Financial Crisis. The Fed “printed” (electronically) some 
$4.5 trillion or so in the attempt to re-liquefy the financial and banking systems after the Crash, in order to 

prevent a repeat of the 1930’s Great Depression deflationary spiral.  

Much of this $4.5 trillion found its way into the banking system, showing up as excess reserves, as banks 
kept more in reserve for their lending than previously required by law, producing excess liquidity in the sys-

tem.  

But as you can see when you compare the charts, as the Fed began bleeding money out of the system in 
what is known as Quantitative Tightening, it began to greatly reduce liquidity, likely contributing to a rise in 

the dollar, plus at least partially causing the inverted yield curve as shown.  

As you can see from the chart, the Federal Reserve historically 
has raised interest rates too high just prior to almost every reces-
sion. According to InvesTech, interest rate tightening cycles have 
occurred 11 times since 1955, resulting in 9 recessions with only 

2 “soft landings.”  
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By the way, the Fed missing it is nothing 
new. Every economic downturn that we 
have seen since 1960 was preceded by ris-
ing interest rates. Raising short-term inter-
est rates too high and/or tightening the 
money supply too much has historically 
always precipitated economic slowdowns 
and recessions.   

The charts you see to the right show the 
Fed’s policy just prior to the 2000 and 2007 
bear markets for stocks. As you can see, 
after raising interest rates too high, the Fed 
then cut rates 13 times starting in 2001 and 
10 times starting in 2007, yet failed to pre-
vent both of the 50%+/- “Daddy” bear mar-
kets in both cases (see CFS special report 
Goldilocks and the Three Bears, 
www.cornerstonereport.com, February 
2019).   

So the fact that the current stock market is 
just a few percent below the all-time highs 
should in no way shape or form breed com-
placency at this point in the cycle.  

While it is too early to predict a U.S. and 
global recession, and/or a major bear mar-
ket for stocks, from my perspective the 
Federal Reserve is on thin ice. The trade 
wars are unlikely to be successfully re-
solved near term despite seemingly positive 
talks. The trade war has taken a huge 
bite out of world economic growth 
this year, plus oil prices may be 
poised to move back up, which is 
also a true threat to the economic 
recovery should things continue to 
get hotter in the Middle East between 
Iran and Saudi Arabia.  

 

The Fed and investors should not take too much comfort in that the stock 
market is still holding near the highs. While equities lead the economy, 
the lead is not long enough for policymakers to prevent recessions. The 
S&P 500 was a mere 1.5% below its record high in September 2000 be-

fore the recession started in March 2001. In the following cycle, the S&P 
500 made an all-time high in October 2007, just ahead of the recession 

that began in January 2008. Alpine Macro (September 2019) 
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With stocks near record highs plus the largest percentage of  margin debt compared to GDP in history, my view 
is that risk is extremely high and potential reward minimal for the next six-nine months or so. (Source: Inves-
Tech August 2019) 

Margin debt creates built in selling pressure during bear markets as falling stock prices cause accelerated losses 
when investing with borrowed money. This in turn tends to produce extreme drops both in terms of the magni-
tude of the drop percentage wise, plus the speed of the decline, as most recently witnessed in 2008-2009.  

I am not predicting a repeat of 2008-2009 as the Global Financial Crisis appeared to have many “once in a life-
time” qualities to it, such as an historic real estate bubble, horrific lending standards and bad judgement by the 
rating agencies. Yet just because we are not likely to see a repeat of 2008-2009 does not mean that risk is not 
presently very high.   

Every business cycle tends to pass through windows of danger when the risk of recession grows very high. This 
cycle is no different and it appears that we are in that window of danger right now.  
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The Cornerstone Report is published by Cornerstone Financial Services, Inc., a Registered Invest-
ment Advisor.  
 
The opinions and statements made within this newsletter should not be construed, directly or indi-
rectly, as an offer to buy or sell any securities mentioned herein. Due to volatility within the mar-
kets mentioned, opinions are subject to change without notice. Statements and opinions are based 
upon sources of information believed to be reliable; however, accuracy and completeness cannot 
be guaranteed. No assurance can be made that recommendations contained herein will be profita-
ble or will be equal to past results. Past performance is no guarantee of future results. 
 
This newsletter is designed to provide general economic and market information and 
should not be construed to comprise individual or specific counsel concerning invest-
ment, tax or legal considerations. Material discussed herewith is meant for general 
illustration and/or informational purposes only, please note that individual situa-
tions can vary. Therefore, the information should be relied upon when coordinated 
with individual professional advice. Please consult your financial advisor(s) for spe-
cific advice pertaining to any and all areas of financial planning.  
 
Please remember: Different types of investments involve varying degrees of risk, and there can be 
no assurance that the future performance of any specific investment, investment strategy, or prod-
uct made reference to directly or indirectly in this newsletter (including the investments and/or 
investment strategies recommended or undertaken by Cornerstone Financial Services) will be 
profitable, equal any corresponding indicated historical performance level(s), or be suitable for 
your portfolio or individual situation or prove successful. Due to various factors, including chang-
ing market conditions, the content may no longer be reflective of current opinions or positions.   
 
Moreover, you should not assume that any discussion or information contained in this newsletter 
serves as the receipt of, or as a substitute for, personalized investment advice from Cornerstone 
Financial Services, Inc. To the extent that a reader has any questions regarding the applicability of 
any specific issue discussed above to his/her individual situation, he/she is encouraged to consult 
with the professional advisor of his/her choosing. A copy of Cornerstone’s current written disclo-
sure statement discussing our advisory services and fees is available for review upon request. A 
complete history of Cornerstone’s market calls is available at the Cornerstone office upon request.  

All technical analysis and resulting conclusions and observations are based upon historical chart 
formations and patterns.  Therefore, observations are a function of each analyst’s interpretation of 
the charts—and also a function of mathematical probabilities.  In effect, technical analysis is a 
study in probabilities.  What happened x number of times in the past per a particular chart pattern 
does not mean it will always recur in the future.  It logically follows that historical precedent does 
not guarantee future results.  
 
In general, bond market is volatile, bond prices rise when interest rates fall and vice versa. This 

effect is usually pronounced for longer-term securities. Any fixed income security sold or redeemed 

prior to maturity may be subject to a substantial gain or loss. Fixed income investments are sub-

ject to various risks including changes in interest rates, credit quality, inflation risk, market valua-

tions, prepayments, corporate events, tax ramifications and other factors. 
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Debt securities are subject to credit risk, which is the risk that the issuer will fail to make timely 

payments of interest and principal. Lower rated debt securities, sometimes called junk bonds, car-

ry increased risks of price volatility, illiquidity, and the possibility of default in the timely payment 

of interest and principal. Bonds are also subject to other types of risks such as call, credit, liquidity, 

interest rate, and general market risks. Moreover, the specific collateral used to secure a loan may 

decline in value and become illiquid, which would adversely affect the loan's value. There is a risk 

that a bond issued as tax exempt may be classified by the IRS as taxable, creating taxable rather 

than tax exempt income. A portion of the income derived from municipal securities may be subject 

to the alternative minimum tax, and state and local taxes may apply. Inverse/Leveraged funds 

present different risks than other types of funds. Inverse/Leveraged funds use leverage and may be 

riskier than similarly benchmarked exchange-traded funds that do not use leverage. Inverse/

Leveraged funds may not be suitable for all investors and should be used only by knowledgeable 

investors who understand the consequences of seeking daily inverse/leveraged investment results, 

including the impact of compounding on performance. Investors in Inverse/Leveraged funds 

should actively manage and monitor their investments, as frequently as daily. An investor in the 

Inverse/Leveraged funds could potentially lose the full principal value of their investment within a 

single day. 

 

 

  

For investment advice or portfolio review, call (800) 327-4285. There is no charge or obligation 
for initial consultation.  Jerry Tuma, David McCord, and other representatives of Cornerstone 

Financial Services, Inc., (CFS), are registered representatives of and offer securities through In-
dependent Financial Group, LLC., (IFG), a registered broker-dealer, member FINRA/SIPC.  Ad-
visory Services offered through Cornerstone Financial Services, Inc. (CFS), a Registered Invest-

ment Advisory firm.  CFS and IFG are not affiliated entities. 
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