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Confluence Investment Management offers various asset allocation products which are managed using 

“top down,” or macro, analysis.  We publish asset allocation thoughts on a weekly basis in a special 

section within our Daily Comment report, updating the piece every Friday.   
 

January 10, 2020 

 

In our 2020 Outlook, we discussed three risks to the forecast, with one of them being a “melt-up” 

or a dramatic rise in stock prices.  One of the key factors that could bolster higher prices for risk 

assets would be the idea that the FOMC has engineered a soft landing, which is best defined as a 

tightening cycle that doesn’t result in a recession. 

 

In December 2015, the Fed raised the policy rate by 25 bps, lifting the rate from 0.125% to 

0.375%.  The conventional policy models, mostly based on the Taylor Rule, suggested that a 

series of rate hikes was likely.   
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This chart shows four variations of the Mankiw Rule, which is different from the Taylor Rule in 

how it measures slack in the economy.  The former used the unemployment rate, while the latter 

uses the difference between actual and potential GDP.  We prefer the Mankiw Rule because 

labor market measures are easily observable, whereas potential GDP is not.  We have created 

four variations of the Mankiw Rule using various measures of the labor market.  In the chart 

above, the area highlighted in yellow shows that all the Mankiw variations were suggesting the 

policy rate was too low and the Fed needed to raise rates aggressively.  The financial markets 
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feared tighter monetary policy but, as the chart shows, after an initial hike the Yellen Fed paused 

for a year before raising rates again.   

 

Why did this pause occur?  A contributing factor appears to be fragility in the financial markets.   
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This chart shows the 12-week average of the VIX index of S&P 500 volatility and the fed funds 

target.  Note that the VIX rose above 20 with the rate hike in December 2015.  It is possible the 

FOMC worried about triggering broader financial problems by raising rates and thus paused to 

allow financial markets to “calm down” before raising rates further.   

 

In the recent tightening cycle, the Powell Fed raised rates until the VIX broke 20; soon after, the 

Fed lowered rates even though the Mankiw Rules would suggest further tightening was in order.  

The Fed would be loath for the financial markets to conclude there is a “Fed put,” but, given how 

sensitive consumption has become to asset values, avoiding a recession may require guiding 

policy to prevent volatility from rising.   

 

So, if this is what the Fed is doing, what does it mean for equities?  We indexed the S&P 500 to 

early February 2016, when it became clear that Yellen would keep policy on hold, and January 

2019, when Powell signaled at least a pause in tightening.  The idea is that equities should 

benefit if the Fed avoids a “hard landing.” 
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The two periods are generally tracking each other; if this pattern continues, the current S&P 500 

would end up at 3532.56 by late November.  This analysis is clearly not foolproof as one episode 

of a soft landing won’t necessarily generate a repeat performance.  Nevertheless, we are tracking 

relatively closely so further gains in stocks are possible if a recession is avoided.  The trick is 

avoiding recession; accommodative monetary policy is probably a necessary, but not completely 

sufficient, condition for avoiding a downturn.   

   

 

   

   
Past performance is no guarantee of future results.  Information provided in this report is for educational and illustrative purposes 
only and should not be construed as individualized investment advice or a recommendation.  The investment or strategy discussed 
may not be suitable for all investors.  Investors must make their own decisions based on their specific investment objectives and 
financial circumstances.  Opinions expressed are current as of the date shown and are subject to change.   
 
This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based 
upon sources and data believed to be accurate and reliable. Opinions and forward-looking statements expressed are subject to 
change. This is not a solicitation or an offer to buy or sell any security. 


