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The ten-year-old bull
market’s resiliency was
on display during the first
quarter of 2019, with the
U.S. stock market recovering
nearly all its losses from the
previous quarter. Recall that
during the fourth quarter of
2018 risk markets declined
precipitously across the
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world in large part on fears
Chief Investment Officer
that policymakers were
pushing interest rates too
high, potentially hindering economic growth. The S&P 500
increased +13.7% during the first quarter, partially offsetting the
previous quarter’s -13.5% decline, while the MSCI All Country
World ex-U.S. index was up +10.3%.
The Federal Reserve’s dovish pivot (“doves” prefer low interest
rates as a means of stimulating growth) gave investors hope that
it would not choke off economic growth. In fact, the strong returns recorded by most risk assets came despite signs of slowing

growth both domestically and abroad. For the current rally to
continue, we believe output will need to stabilize throughout the
remainder of the year.
The combination of more relaxed monetary policy and decelerating growth sparked a rally in fixed-income investments, as
interest rates generally fell. The Barclays U.S. Aggregate Bond
index returned +2.9% for the quarter. Spreads for higher yielding
bonds compressed, after spiking higher during the previous
quarter, driving strong returns for riskier fixed-income sectors.
High-yield and emerging-market bonds were overall the best
performers, with the Bloomberg Barclays High Yield Corporate
Bond index increasing +7.3% and the JP Morgan Emerging Markets Bond Global index returning +6.6%.
Investors’ fears remain focused on slowing economic momentum
and rising U.S.-China trade tensions. Concerns about the timing
of the next recession rose during the quarter following the U.S.
Treasury yield curve’s inversion. Historically, this has been a
reliable leading indicator of a recession. We explore this and the
evolving U.S.-China relationship in the remainder of this letter.

Inversion
The recent inversion of the U.S. Treasury yield curve has received
significant attention. In this section, we explain the yield curve and
demystify what it might be signaling about the economy and markets.
The yield curve is a graphic representation of interest rates across
different maturities. Analysts calculate the slope or steepness of the
yield curve by measuring the difference between longer-term and
shorter-term interest rates. Typically, short-term bonds yield less
than long-term bonds (Chart 1), as investors demand higher

compensation for locking up capital at a fixed rate of return for a
longer period. Otherwise, investors could invest in shorter-dated
securities and roll them into new ones at maturity. On occasion, investors, believing that interest rates will be lower in the future, cause
the yield curve to invert (Chart 2) by pushing down long-term yields
relative to short-term yields. Interpretations of what an inverted
yield curve signals are varied but typically cluster around the idea
that growth is slowing and/or inflation is falling.
During most of the post-World War II economic regime, the slope
of the yield curve has been positive. This is largely because we have
been in an inflationary environment throughout much of this period.
Inflation erodes the purchasing power of a bond’s future cash flows,
generally requiring longer-term bonds to offer higher yields. In a deflationary environment, which was the norm while the U.S. was still
on the gold standard, the opposite happens. Declining prices cause
lower yields on the longer end of the curve so that a
bond’s cash flows maintain a similar level of purchasing power. This
generates a flat or inverted yield curve.
Experts disagree about the exact definition of a yield-curve inversion. The most common measurement is the difference between
the 10-year and 2-year U.S. Treasury bond yields. By this measure,
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the curve has not yet experienced an inversion in the current cycle.
Other frequently used iterations include the difference between the
3-month Treasury bill or the 1-year Treasury bond against the 10year. These have modestly inverted recently, although, as we write,
they have both returned to a positive slope. Importantly, the signal is
more meaningful the longer it persists.
The media has been quick to point out the association between
inverted yield curves and recessions. Every recession since 1962 has
been preceded by an inverted yield curve; however, not all yield-

curve inversions were followed by a recession. Indeed, of the nine
yield-curve inversions during the same period – in this case, defined
as the difference between the 10-year and 2-year U.S. Treasury
bond – two did not develop into a recession. During those instances
in which it did precede a recession, the time between inversion and
recession was inconsistent. Historically, the time to recession following an inversion has averaged 14 months and has ranged between
seven and 19 months. In conclusion, a yield-curve inversion is a good,
albeit imperfect, leading indicator of recessions, and one with a long
and varied lead time.
W H AT T H I S MEA N S
The inversion of the U.S. Treasury yield curve reflects slowing
global economic growth during the back half of 2018, most notably
in China and Europe, but also in the U.S. As a result, interest rates
across the world have fallen sharply. The bellwether U.S. 10-year
Treasury bond has fallen from a post-financial-crisis high of 3.23%
last October to 2.42% by the end of 2019’s first quarter. German
and Japanese 10-year bonds sport negative yields. We conclude that
slowing growth and decelerating inflation expectations are causing
the long end of the yield curve to sag.
Other factors are contributing to lower-than-expected long-term
yields. For starters, the Federal Reserve has raised rates nine times
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this cycle, beginning in 2015. Chairman Jerome Powell was slow
to respond to the loss of momentum in the economy, maintaining
his hawkish rhetoric (“hawks” prefer higher interest rates in order
to keep inflation in check) throughout almost all of 2018. His now
infamous comment that the interest rates were “a long way from
neutral” sparked the selloff in risk assets and shift into defensive
Treasury bonds during last year’s fourth quarter. In addition, global
central banks’ bond buying programs, often referred to as quantitative easing, have engendered lower than expected interest rates.

We share some of the pundits’ concerns over the flattening/inverting yield curve. Nevertheless, we believe the yield curve may be
distorted. Indeed, purchases of Treasuries by the Federal Reserve
and Chairman Powell’s verbal about-face are the main contributors
to this distortion. We are not ignoring this important leading indicator, but we believe a more sustained inversion would be a necessary
precursor to action.

China - U.S. Tensions: Cold War 2.0
China’s admission into the World Trade Organization in 2001 set in
motion a rivalry for global hegemony between the U.S. and China.
The current battlefront is trade, but make no mistake. This clash of
nations goes much deeper. Global leaders must be aware as the two
nations increasingly engage in direct confrontations.
Since Deng Xiaoping reformed China following the Cultural Revolution, China has been preparing to become a world power. Deng’s
reforms led the way to rising per capita GDP and an increased
reliance on investment and trade. Following the Great Financial
Crisis, China’s current leader, Xi Jinping, has sought to restructure
its economy to be less reliant on external demand. He has put limits
on the use of debt to fuel growth and refocused economic growth on
internal consumption. Most notably, China has aggressively invested
in research and development, and in many instances forced foreign
companies to share technology, in order to grow its market share of
high-tech products.
We believe President Trump’s trade war with China has less to do
with the size of the trade deficit and more to do with China’s recent
successes in developing its technology sector. “The historian Paul
Kennedy, in his bestselling The Rise and Fall of Great Powers, argued
that the history of competition between nations is determined by
economic and technologically advanced industrial production.”1 China now spends more money than Japan, South Korea, and Germany
on research and development, despite spending significantly less
than those countries as a percentage of GDP. At its current trajectory, China would be the world’s largest, and perhaps most technologically advanced, economy by 2030.
The Trump administration’s adversarial attitude toward China has
been on full display since the President took office. The implementation of tariffs was designed to bring China to the negotiating
table. It is not surprising to us that these trade negotiations have
focused on forced technology transfers, intellectual property theft,
and requirements that U.S. companies partner with local companies
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to gain access to the Chinese markets. Recent disputes between
U.S. regulators and China telecommunication companies ZTE and
Huawei are other examples of deteriorating U.S.-China relations.
The U.S. is also trying to curb China’s military expansion, particularly
in the South China Sea, through freedom of navigation activities
known to provoke the Chinese hierarchy. During this period of
direct confrontation, investors need to be keenly aware of elevated
geopolitical risks.
W H AT T H I S MEA N S
The power of nations can primarily be measured across two fronts:
economic output and technological superiority. While it probably is
inevitable that China will become the world’s largest economy due to
the size of its population, many world leaders may not be prepared
to allow China technological supremacy as well. Superior technology
is a direct path to military and strategic ascendency - something
many other nations will seek to curtail.
The confrontation between these two countries has reached a
critical stage. The current trade battle’s successful resolution will
depend on the breadth of the deal pursued by the U.S. and China’s
willingness to adhere to the agreement. We believe that a trade deal
will require China to accept some short-term pain in exchange for
long-term gain and a willingness by the Trump administration to fall
short of its larger goals to curtail China’s technological and military
prowess.
Geopolitics threaten to garner more of investors’ attention moving
forward. The trade war is likely the first of many direct confrontations between China and the U.S. over the coming years. Each new
dispute that opens will likely cause increased volatility in the markets. At a more micro level, companies are being forced to rethink
their supply chains following decades of globalization. These issues
may disrupt corporate profits and lead to increased uncertainty.
Gertken, Matthew and LaBerge, Jonathan, “U.S.-China: The Tech War and Reform Agenda.” BCA Research-Geopolitical Strategy, December 12, 2018, page 2.
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Conclusion
This summer, the economic recovery that officially began in June
of 2009 is poised to become the longest in history. Investors are
unsurprisingly concerned that it might be nearing an end. We are
reminded of Ben Bernanke’s recent quote about the role central
banks play in managing the cycle, “economic expansions don’t die
of old age, they get murdered.” To this end, the recent reversal by
Chairman Powell from his previously hawkish rhetoric represents an
important acknowledgement by the Federal Reserve that we may be
nearing the theoretical neutral level of interest rates (i.e., a level that
is neither accommodative nor restrictive).

We expect that global fiscal stimulus, led by China and the U.S., along
with the aforementioned reversal by the Federal Reserve, should
be enough to stabilize global economic growth over the back half of
the year. A surplus of geopolitical risks, however, most notably Brexit
and the U.S.-China trade war, are continuing concerns that must be
monitored closely. Nevertheless, we see few obvious reasons for the
bull market to end over the near term. As always, we will vigilantly
watch the data for changes to our outlook.

MSCI ALL COUNTRY WORLD INDEX WITH SELECTED HEADLINES FROM Q1 2019

These headlines are not offered to explain marketplace returns. Instead, they serve as a reminder that investors should view daily events from a long-term perspective
and avoid making investment decisions based solely on the news.
Graph Source: MSCIACWI Index [net div.]. MSCI data © MSCI 2019, all rights reserved, and Dimensional Fund Advisors.
It is not possible to invest directly in an index. Performance does not reflect the expenses associated with management of an actual portfolio. Past performance is not a guarantee of future results.

See Colony Spotlight on page 5.
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COLONY SPOTLIGHT
TT

The Colony Group Book

		

The Colony Group celebrated the launch of our recently published book, Personal
Financial Planning for Executives and Entrepreneurs: The Path to Financial Peace of
Mind. Here are a few highlights of our book tour where our authors discussed the
book with our clients and other guests.
If you wish to request a free copy of the book, please reach out to your advisor.
For more information about the book and tour dates, please visit:
www.thecolonygroup.com/book-2/

TCG Book Authors at the Book Launch Party. In photo
from left: Scott McDonald, Matthew Ilteris, Jeffrey Craig,
Steve Stelljes, Michael Haber, Jennifer Geoghegan, Nadine
Gordon Lee, Michael Nathanson, and Joseph Salvati.

Michael Nathanson, Chairman and CEO, and Ron Rubin,
President, Vice Chairman & Chief Culture Officer at our
book launch event.

Advisors, Nadine Gordon Lee and Liz Talbot.

Colony Market Perspectives is prepared by The Colony Group, LLC. Sources include Alpine Macro, Strategas Research Partners, BCA Research, Bespoke Investment Group, FactSet, and JP Morgan
Asset Management. The Colony Group considers these sources to be reliable; however, it cannot guarantee the accuracy or completeness of the information received. This newsletter represents the
opinions of The Colony Group, contains forward-looking statements, and presents information that may change due to market conditions. It is general and educational in nature and is not intended to
be, nor should it be construed as, investment advice.
In accordance with SEC regulations, we request that clients contact us in the event that there have been any material changes in their financial circumstances or investment objectives, or if they wish to
impose any reasonable restrictions on the management of any accounts or modify any existing restrictions on the management of their accounts.
In Florida, The Colony Group is registered to do business as The Colony Group of Florida, LLC.
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