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Financial markets in the second quarter were characterized by increased volatility and uncertainty, 

mainly a result of escalating trade tensions. As we warned last quarter, an escalation in tariffs represents a 

significant headwind to economic growth and will likely have negative repercussions for a number of industries. 

One example of a sector that is vulnerable is the retail sector. Despite strong employment growth and 

accelerating wage growth, many retail stocks are facing both secular and cyclical headwinds. The steady 

diminution of mall traffic along with the ascension of powerful online competitors are pressuring many 

traditional “brick and mortar” retail chains. In the near term, rising tariffs on Chinese manufactured goods could 

make matters significantly more difficult. 

 It is far from clear how these trade wars will play out. Recent signals from President Trump and Premier 

Xi point to a détente of sorts, which has propelled U.S. equity prices to near record highs. But we do not 

anticipate a comprehensive resolution in the near term. Rather, we believe that the U.S. will be engaged in a 

prolonged trade battle, not only with China, but also with a number of other major trading partners that are 

deemed to be taking advantage of existing terms of trade. Thus, despite the solid year-to-date equity market 

performance, we believe some caution is warranted.  

 

Don’t Fear the Yield Curve 

 

 Among the many worries that market prognosticators and economists are grappling with in the current 

macroeconomic environment is the recent inversion of the yield curve. Just what is an inverted yield curve and 

why does it matter? 

 For starters, the yield curve is a graphical representation of the yields on fixed income instruments by 

maturity. The yield curve normally slopes upward, i.e., longer term interest rates are normally higher than 

shorter term rates. This is considered normal as investors usually demand higher yields for lending for longer 

periods. While investors are quite confident about short-term macroeconomic risks, their longer-term perception 

of risk is more parlous. Thus, investors will normally demand a higher interest rate on longer dated debt 

maturities.  

 Over the past 2 ½ years, as the Federal Reserve has lifted short term interest rates, the yield curve has 

inverted. In fact, nearly every Treasury security is now yielding less than the overnight federal funds rate. Since 

1956, the stock market has peaked 6 times since the beginning of a yield curve inversion. So, is it time to panic? 

 One source of relief could be that yield curve inversions at times does not always signal an equity 

market peak. Moreover, while the Federal Reserve has raised the federal funds rate 8 times since late 2016, long 

term interest rates have risen only modestly. To be sure, long term interest rates were rising as late as the fall of 

2018 in concert with the Fed’s rate hikes. But as the global economy slowed, interest rates across the globe 

declined sharply, and in many cases back into negative territory. In response, many global bond investors 

flocked to relatively higher yielding Treasury securities and thus yields have declined sharply. 

 While the yield curve inversion has not altered our equity market forecasts, we are eschewing longer 

dated fixed income securities for our income-oriented clients. Thus, our bond allocation has gravitated mainly 

to shorter dated maturities, which we view as possessing more attractive risk/reward characteristics.  
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