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For the last three years the U.S. Federal Reserve (the “Fed”) has implemented a tighter monetary policy, 

taking the Federal Funds Rate from 0% to a target range of 2.25% - 2.50%. By historical standards, these are low 
rates (as can be seen in the below chart).1 However, many investors and commentators – most notably President 
Trump – are concerned rates are too high given that inflation remains under 2% and that slack remains in the labor 
market.2 Amidst this benign inflationary and labor market backdrop, the Fed was roundly criticized for raising 
interest rates at its December 2018 meeting, sparking a sharp stock market sell-off to end last year. 
 

 
U.S. Federal Funds Rate  

(shaded areas denote recessions) 
 

 
 
  

As 2019 began, concerns over global growth faded and the Fed backed off from its intentions to continue 
raising rates and reducing the size of its ~$4 trillion balance sheet. Given this improved macroeconomic backdrop, 
the stock market sharply rebounded to start the year, with the S&P 500 up over 12% (through March 22).3 The Fed 
further reversed course in its recent meeting on March 20th, when Fed Chairman Jerome Powell announced that rate 
hikes are entirely off the table for 2019 (with one hike expected in 2020) and that the Fed will stop its balance sheet 
reduction in September. Initially, investors responded positively to this data, as it suggested that monetary policy 
would remain supportive of risk assets. Lower rates and a larger Fed balance sheet mean more liquidity in markets 
and – all else being equal – higher valuations for risk assets. However, as the week unfolded and investors digested 
the implications of the Fed’s cautious stance, along with troubling economic data out of Europe (showing sharp 
declines in Eurozone manufacturing activity),4 investors again turned pessimistic.  
 
 The concerns are multi-faceted. One: what does the Fed see in its data and projections that have caused it 
to reverse course and conclude that the economy can’t handle higher interest rates? (Per the below chart, many 
worry the Fed sees an increased likelihood of a recession.)5 Two: can the U.S. economy continue growing if the 
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rest of the developed world and China are seeing their economies slow down? Three: if the U.S. economy were to 
slow down what tools could the Fed and Congress implement given that rates are already low, the Fed balance sheet 
is already large, and Congress seems too divided to pass any fiscal stimulus like an infrastructure bill? Not to 
mention that the budget deficit is its largest ever and fiscal hawks might not agree to more unfunded spending.  
 
 

 
 

 
These concerns resulted in investors bidding up “risk-free” securities after the March Fed meeting, 

particularly U.S. Treasuries. With the influx of both U.S. and foreign investors purchasing U.S. government bonds, 
the yield on the U.S. 10-Year Treasury briefly fell below the yield on the U.S. 3-Month T-Bill. This phenomenon 
is known as a yield curve inversion. As the graph below shows, every prolonged inversion since 1982 has been 
followed by a recession within a few years.6 When investors are willing to receive less compensation for holding a 
10-year security than a 3-month one, it usually signals that investors have longer-term concerns over growth and 
implies that the Fed may need to cut rates to stimulate the economy.  
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U.S. 10-Year Treasury Minus 3-Month Treasury Yield Curve  
(shaded areas denote recessions) 

 

 
 

  
There are several reasons to take the current inversion with a grain of salt. For one, the inversion thus far 

has been brief (one day). A more sustained move lower in longer-term treasury rates would be required for the 
inversion signal to have much meaning. Secondly, with over $11 trillion of global government bonds yielding less 
than 0% (meaning that investors are essentially paying governments to hold their debt),7 there is reason to question 
the economic signals investors can interpret from the yield curve. Global investors may be purchasing longer 
duration U.S. treasuries due to a lack of attractive alternatives rather than as a sign of concern over longer-term 
growth. And thirdly, even if the yield curve were to invert for a sustained period, it is not a law that a recession 
must follow or that stocks must sell off (though most times this does happen in the subsequent 1-2 year period).  
 

While there are certainly reasons to remain cautious on the global economy, some recent indicators both 
internationally and in the U.S. suggest that we are still in a positive environment for growth. For example, global 
trade appears to have bottomed out in late January (as can be seen in the following chart depicting global trade 
shipping activity).8 Relatedly, the Trump administration and Chinese government appear to be making progress in 
their trade talks. If the two sides came to an agreement in the next month or two (which would be politically 
expedient for each) we would expect a strong recovery in global economic indicators. And as interest rates have 
come down in the U.S., mortgage rates have followed lower. This has been positive for U.S. housing data. The 
latest U.S. housing data release for February showed that existing home sales jumped 11.8% from January, as many 
buyers likely took advantage of attractive financing.9 Finally, on the stock market front, earnings in the first quarter 
were not as bad as feared and the consensus expectations for 2019 are still for growth above 5%.10 
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 Our expectation is that growth will slow in the U.S. this year (as the stimulus of tax cuts wears off), but not 
contract. Additionally, we expect that the global economic slowdown caused by trade uncertainty recovers as the 
U.S. and China agree to a trade deal and China perhaps attempts to stimulate its economy to avoid a prolonged 
slowdown. President Trump surely knows that his reelection chances are slim if the economy enters into a recession 
before 2020 and as much as he seems to love tariffs, we think he loves economic growth and a positive stock market 
even more. With the Fed on indefinite hold and interest rates in perhaps a structurally lower range, the backdrop is 
generally positive for stocks – particularly growth companies and ones with strong cash flows and high dividends. 
  

At a fundamental level, stocks are worth the present value of future cash flows. Unless there is a recession 
that reduces investors’ long-term cash flow expectations, lower interest rates should result in higher stock 
valuations. If a company is expected to generate $100 of cash flows in the future and interest rates are high, the 
present value of those cash flows will be low (resulting in a lower stock valuation). Conversely, if interest rates are 
lower, then the present value of those cash flows will be worth more to investors. This is illustrated below. 
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Present Value of $100 in High Rate Environment 
 

 
 
 

Present Value of $100 in Lower Rate Environment 
 

 
 
 

Lower rates, therefore, should be quite beneficial for growth stocks, much of whose values are predicated 
on cash flows far into the future. Additionally, lower interest rates should benefit stocks with consistent and 
sustainable dividends. If investors can’t get yields higher than 2.5% in “risk-free” U.S. treasuries, then we expect a 
significant influx of capital into stocks that pay out steady dividends as yield-hungry investors (from pensions to 
retirees) seek to provide themselves a steady income stream. Beneficiaries of this allocation shift would likely 
include real estate investment trusts, utilities, companies with a long-term history of dividend payouts and growth 
and – in particular – U.S. midstream energy firms (which we think would be attractively valued even in a higher 
rate environment given their improved balance sheets and operating fundamentals). Emerging markets may also 
benefit from a lower U.S. rate environment, as it is unlikely the U.S. dollar can appreciate significantly more if 
monetary policy has shifted to a dovish regime. For conservative investors, we also favor owning three- and six-
month Treasury bills.  

 
On an unrelated note, we continue to monitor the outlook for Boeing following the global grounding of its 

737 MAX 8 fleet in the aftermath of the recent Ethiopian Airlines crash (and last year’s Lion Air crash). While 
tragic for passengers and their families, we currently do not anticipate a long-term degradation in Boeing’s business 
outlook. Per the Wall Street Journal, U.S. regulators have tentatively approved software and pilot-training changes 
aimed to address the plane’s automated stall-prevention feature, known as the Maneuvering Characteristics 
Augmentation System (or “MCAS”).11 The MCAS system is at the center of both crashes, as investigators believe 
faulty sensor readings indicating a potential stall resulted in the MCAS system pointing the plane nose down. 
Unfortunately, the Lion Air and Ethiopian Airlines pilots were unable to override this automatic maneuver and each 
flight crashed shortly after takeoff. In addition to increased pilot training, the software modification is intended to 
“create a gentler stall-prevention feature, redesigned so it won’t overpower other cockpit commands or misfire 
based on faulty readings from a single sensor. It is devised to automatically push the nose down only once—for no 
longer than 10 seconds—if the aircraft is in danger of stalling and losing lift.”12 

 

Intervening Years = 3

Discount Rate = 5%
$100.00

Future Cash FlowsValue Today
$86.38

Intervening Years = 3

Discount Rate = 2.5%
$100.00

Future Cash FlowsValue Today
$92.86
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The reality of global aviation today is that airlines only have two viable options when it comes to purchasing 
new planes: Boeing and Airbus. While China hopes to create a competitive commercial aviation company, the 
technical challenges of building planes means that the two incumbents will likely enjoy a duopoly for the 
foreseeable future. Boeing customers who cancel their 737 MAX 8 orders cannot simply shift their business to 
Airbus. That firm has an estimated seven-year order backlog for its competitor A320 Neo aircraft.13 
 
 

 
  
 

Boeing is likely to face intermediate-term reputational damage from this incident, but short of evidence 
showing that the 737 MAX has structural design flaws requiring a total engineering revamp or that Boeing 
criminally withheld potential safety risks from regulators, we do not think the stock has material downside from its 
current price. Analyst estimates put the cost of the 737 Max grounding at $100-$150 million per month.14 The 737 
Max represents approximately 30% of Boeing’s operating profits and cash flows, so a prolonged grounding would 
weaken the firm’s 2019 financial outlook. Litigation is also a risk, with potential liabilities estimated at ~$1 billion.15 
We also expect Boeing to offer price concessions to its customers on new deliveries in the near-term in order to 
maintain stable business relationships and make-up for increased training costs that airlines may have to bare. The 
firm currently has $8.5 billion of cash on its balance sheet, so Boeing should be able to weather potential expenses, 
fines and penalties. However, until Boeing receives the greenlight on its fixes and flights/deliveries of the 737 Max 
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resume, we expect that the company will pause its stock repurchase program and refrain from any dividend 
increases. Again, we think the longer-term outlook for Boeing will be fine and would encourage long-term investors 
to maintain their positions. If the facts change, requiring us to reassess the outlook, we will be sure to communicate 
that to all owners of the stock. 

 
Despite recent market and policy turbulence, we still recommend remaining invested, as valuations are 

reasonable and economic data – though slowing globally – does show some signs of stability. Please let us know if 
you would like to discuss your portfolio, Boeing or any of the ideas covered in this month’s letter.  
 
Sincerely,   
 
 
 
Peter Karmin   Stuart Loren 
Managing Member  Director 
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Investing involves risks, including the possible loss of principal and fluctuation of value. Past performance is no guarantee of future 
results. 
 
This letter is not intended to be relied upon as a forecast, research or investment advice, and is not a recommendation, offer or solicitation 
to buy or sell any securities or to adopt any investment strategy. The opinions expressed are as of the date noted above and may change as 
subsequent conditions vary. The information and opinions contained in this letter are derived from proprietary and nonproprietary sources 
deemed by Karmin Capital to be reliable, are not necessarily all-inclusive and are not guaranteed as to accuracy. As such, no warranty of 
accuracy or reliability is given and no responsibility arising in any other way for errors and omissions (including responsibility to any person 
by reason of negligence) is accepted by Karmin Capital, its principals, employees, agents or affiliates, or by Fort Sheridan Advisors LLC, 
its principals, employees, agents or affiliates. This post may contain “forward-looking” information that is not purely historical in nature. 
Such information may include, among other things, projections and forecasts. There is no guarantee that any forecasts made will materialize. 
Reliance upon information in this post is at the sole discretion of the reader.  
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Please consult with your Karmin Capital financial advisor to ensure that any contemplated transaction in any securities mentioned in this 
letter align with your overall investment goals, objectives and tolerance for risk. In addition, please note that Fort Sheridan Advisors LLC, 
through its wealth management division, Karmin Capital, including its principals, employees, agents, affiliates and advisory clients, may 
have positions in one or more of the securities discussed in this communication. Please note that Karmin Capital, including its principals, 
employees, agents, affiliates and advisory clients may take positions or effect transactions contrary to the views expressed in this 
communication based upon individual or firm circumstances. Any decision to effect transactions in the securities discussed within this 
communication should be balanced against the potential conflict of interest that Karmin Capital has by virtue of its investment in one or 
more of these securities.  

Additional information about Fort Sheridan Advisors LLC is available in its current disclosure documents, Form ADV and Form ADV Part 
2A Brochure, both which are available without charge by contacting Fort Sheridan toll-free at 866-559-9700. You may also request copies 
by email at info@fortllc.com, or access the documents online via the SEC’s Investment Adviser Public Disclosure (IAPD) database at 
www.adviserinfo.sec.gov, using CRD# 151139 or SEC# 801-70517.  

Karmin Capital neither provides investment banking services nor engages in principal or agency cross transactions. Karmin Capital is the 
wealth management division of Fort Sheridan Advisors LLC. All securities transactions are effected through Western International 
Securities, Inc. and Fidelity Brokerage Services LLC. Fort Sheridan Advisors LLC is not an affiliate of Western International Securities, 
Inc. or Fidelity Brokerage Services LLC. 
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