Current Market News

Thursday, December 20, 2018

Fed hopes fade, but all is not lost

“Think it over, think it under.” - Winnie the Pooh

On Wednesday, December 19, the Federal Reserve (“Fed”) raised

short-term interest rates to a range of 2.25% to 2.5% - as expected.
The Fed also lowered 2019 growth forecasts and inflation forecasts -
as expected. They even modestly lowered interest rate forecasts for

2019 and beyond (Exhibit #1). The market, however, was hoping for
a greater degree of rate path moderation, but directionally speaking
the results were - as expected. What was not expected was a press
conference performance by Chairman Powell that seemed to cast the
Fed as out of touch with recent economic and market developments.
An onslaught of skeptical questions came from reporters about

the need to raise rates, particularly in light of low and falling

inflation estimates. One after another, the crowd turned on him:

“If you haven't achieved 2% inflation, and you don't see
an overshoot which would be implied by a symmetrical
target, what's the point in raising rates again at all?”

“You're about to undershoot your inflation target for the
seventh straight year . . . can you help us to understand
why you would be advocating restrictive monetary policy
at a time of persistent inflation undershoots?”

“What data are you specitically looking at for you that
shows when the Federal Reserve starts to become
that headwind in the economy with the rates?”

Are markets on to something that hasn't
yet showed up in the data?”

“What are the markets telling you?”

“The 10-year note yield has gone down pretty
steeply . . . is it @ worrisome sign for you?”

Yung-Yu Ma, Ph.D, Chief Investment Strategist, BMO Wealth Management - U.S.
Michael P. Stritch, CFA, Chief Investment Officer, BMO Wealth Management - U.S.

Exhibit 1: FOMC Participant Assessments of Appropriate
Monetary Policy (Fed Dot Plot)
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Chairman Powell’s initial responses emphasized the health of the
economy, but as the barrage continued, his answers devolved into
statements that included, “Some volatility probably doesn't leave

a mark on the economy,” ‘we’ll just have to see,” people have
disparate views,“and, “[falling rates on the 10-year I-Note] could
be thought of as a signal of expectations of lower growth, but you
know, we don't know that that will happen.” At the beginning of the
press conference, the equity market was still holding on to half of its
earlier gains. By the end, a fatigued Chairman Powell seemed unable
to convince himself with his responses, much less the market, and
equities closed down about one and a half percent on the day.

For more insights and information, follow - BMO Wealth Management - U.S. LinkedIn

BMO 9® Wealth Management

Please see disclosure on last page


https://www.linkedin.com/company/bmowealthmanagement-us
mailto:michael.stritch%40bmo.com%3B%20yungyu.ma%40ctcmycfo.com%3B%20reply.wealthmanagement%40bmo.com?subject=Current%20Market%20News

Current Market News

We have believed for some time that the Fed would ease back from its
earlier projections for the path of interest rates in 2019. The reasoning
behind our expectation is simply that the economic realities would
prove to the Fed that its projections are untenable. Indeed, based on
the new estimates released at this December meeting, the median
forecast of FOMC members is now for 2 hikes in 2019 rather than

the previous projection of 3 hikes. That's a start, but even after this
December Fed announcement, the market is still placing the highest
probability on zero rate hikes in 2019, and that expectation barely
budged even after this December announcement (Exfibit #2).

In the near term, the hopes of the Fed communicating a position

more supportive to equities have been pushed back to Q12019 at the
earliest. We do expect the Fed's tone and outlook to shift gradually and
lend support to equities over the next few months and quarters. The
relentless line of questioning may have also had a sufficiently visceral
effect on Chairman Powell that the he will focus more on the forest
rather than the trees. In the meantime, the market will have to look
elsewhere for positive news that will help regain economic momentum,
or at least staunch the slowdown.

With the Fed seen as the primary hope to spark a meaningful year-
end rally, it is now likely that 2018 will end with losses across most
major equity asset classes. Sentiment also remains excessively bleak
as investors consider the U.S.-China trade war, an earnings growth
slowdown, BREXIT deadlines and recession fears. Contrast this to the
start of this year, where overly enthusiastic expectations reigned
supreme, and it is no wonder that volatility has increased markedly
these past few months. So where do we go from here? As our 2019
outlook suggests, we believe 2019 will be a slower growth year, but do
not see signs of a severe contraction in business activity or excessive
systemic risks. Assuming the Fed continues to walk back its projections
for higher rates and there is not a material escalation in the U.S.-China
trade war, perhaps the end of 2018 may be the hour “darkest before the
dawn” Indeed, global leading indicators have stabilized recently, and
over 75% of manufacturing PMIs remain above 50 (indicating economic
growth). The path from here will not be straight, but with valuations in-

line to slightly below historical medians (Exhibit #3), corporate earnings

still growing (though at levels below those seen in 2018), and interest
rate pressures easing, our work suggests equities remain an attractive
asset class for 2019.

Exhibit 2: Target Rate Probabilities for December 2019
Federal Reserve Meeting
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Exhibit 3: S&P 500 Price/Earnings History
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Disclosure

CFA®3and Chartered Financial Analyst® are registered trademarks owned by CFA
Institute.

This report contains our opinion as of the date of the report. It is for general
information purposes only and is not intended to predict or guarantee the
future performance of any investment, investment manager, market sector, or
the markets generally. We will not update this report or advise you if there is
any change in this report or our opinion. The information, ratings, and opinions
in this report are based on numerous sources believed to be reliable, such as
investment managers, custodians, mutual fund companies, and third-party data
and service providers. We do not represent or warrant that the report is accurate
or complete.

To the extent this report contains information about specific companies or
securities, including whether they are profitable or not, it is being provided

as a means of illustrating the investment manager’s investment thesis. The
investment manager may or may not have invested in these securities at the
time this report was prepared or is accessed by the reader. References to specific
companies or securities are not a complete list of securities selected and not all
securities selected in the referenced timeframe were profitable.

Other Bank of Montreal affiliates, and their agents and employees, may provide
oral or written market commentary or trading strategies to clients that reflect
opinions that are contrary to the opinions expressed in this report. These same
persons and affiliates may make investment decisions that are inconsistent
with the recommendations or views expressed in this report. We and our
affiliates, directors, officers, employees and members of their households, will
from time to time have long or short positions in, act as principal in, and buy
or sell, the securities referred to in this report. We and our affiliates, directors,
officers, employees and members of their households, may have positions in
the securities mentioned that are inconsistent with the views expressed by this
report.

This report is not intended to be a client-specific suitability analysis or
recommendation, an offer to participate in any investment, a recommendation to
buy, hold or sell securities, or a recommendation of any investment manager or
investment strategy. Do not use this report as the sole basis for your investment
decisions. Do not select an asset class, investment product, or investment
manager based on performance alone. Consider all relevant information,
including your existing portfolio, investment objectives, risk tolerance, liquidity
needs and investment time horizon.

Any forward-looking statements in this report involve known and unknown risks,
uncertainties and other factors that may cause the actual performance of future
markets to differ materially from the projections depicted in the report. Past
performance is not indicative of future results and current performance may be
higher or lower than that shown in the report. There can be no certainty as to
the extent or depth of any market downturn, nor any assurance regarding the
nature, extent or timing of markets rebounding. When evaluating the report, you
are cautioned not to place undue reliance on these forward-looking statements,
which reflect judgments only as of the date of the report. Investment returns
fluctuate, and investments when redeemed, may be worth more or less than the
original investment.

Standardized performance returns include reinvestment of dividends, other
income and capital gains, which depict performance without adjusting for

the effects of taxation or the timing of purchases and sales. Performance

data is presented without deducting the investment advisory fees and other
charges that may be applicable. The deduction of such fees and other charges
(and the compounding effect thereof over time) will reduce portfolio return.
Unless otherwise indicated, traditional investment performance data generally

represents a composite or representative portfolio return and is shown gross of
the investment manager’s advisory fees. Unless otherwise indicated, alternative
investment performance data is shown as net of fund expenses, management
fees, and incentive fees. Index performance data is shown as total return. You
cannot invest directly in an index. Due to a system conversion, the ability to
manipulate or restate client specific performance data prior to December 31,
2007, may be limited.

Any discussions of specific securities, investment managers, or strategies are for
informational purposes only and should not be considered investment advice.
The report does not constitute an offer to sell or a solicitation to buy any security
or investment product. Any offer to sell or solicitation to buy an interest in any
private security, investment product or fund may only be made by receiving a
confidential private offering memorandum, prospectus, investment advisory
agreement or similar documents from the investment manager, which describes
the material terms and various considerations and risks relating to such security,
investment product or fund.

Alternative investments, such as private equity and hedge funds, contain risks
that are amplified when compared with other asset classes, such as illiquidity,
stock or sector concentration, financial leverage, difficulties in valuation, and
short selling. Alternative investment vehicles have minimal requlatory oversight
and alternative managers have the latitude to employ numerous investment
strategies with varying degrees of risk.

We are not licensed or registered with any financial services requlatory authority
outside of the United States. Non-U.S. residents who maintain U.S.-based
financial services accounts with us may not be afforded certain protections
conferred by legislation and requlations in their country of residence with
respect to any investments, investment solicitations, investment transactions or
communications made with us.

You may not copy this report or distribute or disclose the information contained
in the report to any third party, except with our express written consent or as
required by law or any requlatory authority.

“BMO Wealth Management”is a brand name that refers to BMO Harris Bank,
N.A., CTC myCFO, LLC, BMO Harris Financial Advisers, Inc., BMO Delaware Trust
Company, and certain affiliates that provide certain investment, investment
advisory, trust, banking, securities, insurance and brokerage products and
services. “CTC | myCFQ” is a brand name that refers to BMO Harris Bank, N.A.,
CTC myCFO, LLC, and BMO Delaware Trust Company. The CTC | myCFO brand
provides family office, investment advisory, investment management, trust,
banking, deposit and loan products and services. These entities are all affiliates
and owned by BMO Financial Corp., a wholly-owned subsidiary of the Bank of
Montreal. Capital Advisory Services are offered by a division of BMO Harris Bank,
N.A. Member FDIC.
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Broker-dealer and investment advisory services and insurance products are
offered through BMO Harris Financial Advisors, Inc. Member FINRA/SIPC. SEC-
registered investment adviser.

Not all products and services are available in every state or location or through
all entities within BMO Wealth Management or CTC | myCFO. Securities,
investment, and insurance products offered are: NOT A DEPOSIT - NOT INSURED
BY THE FDIC OR ANY FEDERAL GOVERNMENT AGENCY - NOT GUARANTEED BY ANY
BANK - MAY LOSE VALUE.
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