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 It doesn’t make sense. The 
economy is strong, employment contin-
ues to grow, and wages are on the rise. 
Team Powell should be tapping Fed pol-
icy brakes to prevent the U.S. econom-
ic engine from over-heating.  And they 
did just that in December raising the 
fed funds rate 25 basis points (bps) to 
an upper limit of 2.5% . . . as expected. 
And what was the market’s reaction? 
Risk off! Treasuries rallied (yields fell) 
and equities sank—violently—bring-
ing their kissing cousins (investment 
grade and below investment grade cor-
porate bonds) along for the rocky ride 
in the final week and a half of 2018.
 By the start of the new year, 
the yield curve had flattened and invert-
ed at the short end of the curve (1-year 
to 5-year) suggesting a possible policy 
mistake in the making by the FOMC. An 
inverted yield curve, typically defined 
as 2-year treasury yields exceeding 10-
year treasury yields—now only 13 bps 
from crossing that threshold—is gen-
erally believed to signal the risk of a re-
cession in the coming months. In spite 
of Chairman Powell’s walking back the 
FOMC projections for future rate hikes 
as indicated by their Dot Plots—two 
in 2019 and one in 2020—the markets 

remain unsettled. But does this mean 
an economic downturn is imminent?
 Maybe,  maybe not, but it is 
worth mentioning that some nota-
ble bellwether stocks have sent shots 
across the bow of the US Economy. Ap-
ple (AAPL: $153.08) and FedEx (FDX: 
$168.71) recently cut estimates af-
ter suggesting slower international 
growth—in particular China in one case 
and Europe in the other—and trade 
disputes. Certainly one could argue the 
revisions were company specific, but it 
is also reasonable to believe that, given 
their size, they might be the canary in 
the coal mine. The earnings season is 
fast approaching, and we should learn 
more as other companies provide their 

own revenue and earnings guidance in 
the coming months and potentially offer 
the same confessions. It is worth men-
tioning that commodity prices have been 
weak lately, another sign inflation (the 
Fed’s primary target) remains well under 
control and economic activity is slowing.
 So what are we doing about it? 
With the flattening of the yield curve over 
the past several months we’ve continued 
to reduce our overweight to the short and 
long ends of the yield curve and filled in 
the middle maturities somewhat. It is our 
view that the 2 and 10-year treasuries will 
now settle in the proximity of 2.75-3.00% 
longer term—a little lower than our 
guesstimate last quarter—and, since we 
are basically there, it makes sense to us 
to position our interest rate bet accord-
ingly. Consistent with this move, we’ve 
modestly reduced our duration (interest 
rate risk) call to slightly longer than the 
index. We think no more than one Fed 
hike is in the cards for 2019. According 
to Bloomberg, fed funds futures indicate 
no increases in 2019. If the FOMC push-
es short rates higher than long rates, 
they risk setting a recession in motion.
 As always, we remain vigilant 
about credit quality and, while we remain 
overweight corporates, much of this is 
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concentrated in shorter maturity bonds. 
It is worth noting that the investment 
grade credits have seen a notable decline 
in quality over the last forty-plus years. 
We believe the credit portion of our port-
folios are positioned for the inevitable 
downturn in the economy and the credit 
cycle—whenever it comes. We are un-
derweight treasuries as we believe short 
duration high grade corporates and to a 
lesser extent mortgage-backed securities 
(MBS) provide better yield and total re-
turn opportunities. Along with our credit 
quality positioning, our duration-ad-
justed MBS exposure is roughly neutral.

 As to our answer to the headline 
question, investors should expect more 
volatility in the months to come. The 

economy may be entering a transitional 
decelerating phase which may require the 
Fed to back off returning interest rates to 
what most investors consider “normal” 
levels. As such, interest rates, MBS, and 
credit spreads may remain volatile. Giv-
en global demographic and technologi-
cal trends and the fact that inflation re-
mains well under control, investors may 
need to re-evaluate what normal means.

QTD YTD

Bloomberg Barclays US Aggregate Index 1.64% 0.01%

Bloomberg Barclays US Treasury Index 2.57% 0.86%

Bloomberg Barclays US MBS Index 2.08% 0.99%

Bloomberg Barclays US Corporate Index -0.18% -2.51%

Bloomberg Barclays US High Yield Index -4.53% -2.08%

Sector Performance as of 12/31/2018

Source: Bloomberg
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