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With Trump’s surprise announcement of additional tariffs at the beginning of 
this month — a day after the Fed’s rate cut — the yield curve continued its free 
fall and flattening that began in earnest at the beginning of 4Q18’s dislocation 
and the gradual heating-up of the tariff war. Argentina’s Presidential primary 
election surprise on Sunday, August 11th, where pro-free markets incumbent 
Macri lost to populist duo Fernandez/Kirchner by a wider than expected margin, 
further exacerbated that trend. In this month so far, the 10-year U.S. Treasury 
yield fell 25bp from 1.90% to 1.65%, while the 2-year fell 15bp from 1.73% to 
1.58% and the 30-year fell 30bp from 2.44% to 2.14%. 

The yield curve is still upward sloping from five years and out, but it remains 
inverted five years and in, as the 5-year fell 19bp from 1.68% to 1.49% so far this 
month. However, it is concerning that the 30-year at 2.14% today is no longer 
much higher than the highest yield at the front end of the curve, the 1-month, 
at 2.09%.

The two driving forces of this persistent yield curve decline and flattening are  
1) a reach for yield from European and Asian investors as the German yield curve 
is now entirely negative and the Japanese yield curve is now negative in its front  
half, and 2) a flight to the safe haven of U.S. Treasury bonds given the uncertainty 
and unease with the escalating U.S.-China trade war that could further undermine 
global growth, the Argentine election that could potentially drive Argentina’s 
bonds to default if the populist camp wins, and the ongoing Brexit saga that 
could put a damper on Europe’s recovery. Today’s announcement by President 
Trump to delay to December 15th some of the tariffs that he announced August 
1st that would have gone into effect September 1st has provided a much-needed 
small respite.

In light of these developments and concerns, certain market pundits including 
asset managers and economists are calling for a 10-year below 1% within 
three years, or even negative rates in the U.S. someday. These are certainly 
not outside of the realm of possibilities as the macro cause is the growing 
retirement demographic that is exiting the Japanese, Chinese, European and 
American workforces. 
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Potential remedies may involve world austerity measures, such as mandated retirement age extensions 
to keep more of the workforce working or, perhaps just as difficult to do, technological advancement to 
drive productivity and or more commerce, such as the driving force behind the Industrial Revolution in 
the late 1800s or the tech boom of the 1990s. A third, perhaps again just as difficult option, is for world 
central banks to stop setting short-term rates negative in their effort to stimulate their economies and 
instead set short-term rates positive and solely use asset purchasing quantitative easing measures instead. 
Conceivably, there are other solutions, but without one soon, the world would be expected to normalize 
to the “lower for longer” rate environment that we’ve come to expect.

A second-order outcome of this “lower for longer” norm, especially if the U.S. yield curve turns negative, 
is that retirees would no longer be incentivized to hold bonds in their portfolio (why pay the issuer to hold 
their bonds?) and allocate all or most of their portfolios to stocks and other asset classes. This then has the 
third-order effect of driving up stock prices, which could lead to a quicker bust and recession. However, if 
rates stay persistently low, the markets may normalize to a point, with massive amounts of capital flowing 
from bonds to stocks, where never-before-seen high P/E ratios may become the future norm.
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