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Inversion, aversion, perversion, reversion
Rather than the usual format, I thought, it would be much
more interesting and a change of pace to do our usual
commentary in a Q&A format. The questions are a mixture
of real ones we have received from clients and anticipated
ones, I thought, are going through clients’ minds. Of
course, there will be other issues that have been missed
and I, therefore, welcome your engagement.
Q&A
Q: I see in the financial media a large number of people
talking about the inversion of the US yield curve (short
term bonds yielding more than long term ones). I hear that
this means a recession is coming to the USA;

Should I sell everything?
A: You are right; this is definitely the topic du jour at the
moment. Yes, the US yield curve has inverted but only
a part of it: the 10year bond yields more than 3-month
bonds.1 It should actually not come as a big surprise given
the flatness of the yield curve for a considerable time.
When looking at the historical data, the diagnosis is inconclusive. In the graph below, there are five instances of yield
curve inversion (see red arrows) at or near bull market peak
and also five other ones when the market went higher before rolling over (see black arrows). The blue line represents
S&P 500 stock price.

Source: FactSet, Bloomberg, Raymond James Equity Portfolio &Technical Strategy; Summary of Inversions since 31.12.1954 until 21.3.2019
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Q: Yes, that’s wonderful, but is a recession coming and
should I sell everything?

Q: Ok, I feel calmer now but am getting a bit bored. I’m very
interested in perversion.

A: You might want to rephrase that last part!
A: Yes and no. A recession is always coming - the key quesWhen I talk about perversion, I am talking about the
tion is, when. Every US recession since 1962 has been preceded by an inverted yield curve but not every inverted yield unusual situation we are in at the moment - trade wars/
tariffs, the partial government shutdown, new car regulacurve has led to a recession. 2 Please read and reread that.
tions in Europe, which stopped the selling of cars for a
while, populism, BREXIT and so on. Each of these factors will
The yield curve inversion has been a very early indicator,
have had an influence on economies and economic data at
around two years too early, so, there should be plenty of
least in the short term. It is good to remember that many
time to make money .3
economic indicators focus around manufacturing, yet the
major global economies are now geared towards individual
There have been arguments put forward that everyone is
consumption.
looking at the wrong part of the yield curve while, in fact,
Q: Yes, you are right; there are so many things to worry
they should be looking at the 2-year versus the 10-year or
about in the world I can hardly sleep. I feel a bit queasy. I
versus the 30-year which are both not inverted.
think, perhaps I should sell everything!
Q: Ok, I feel a little better now and won`t sell this minute.
A: I am afraid the whole global situation is quite troubleCan you explain, why this has actually happened?
some. In fact, you could almost call it aversion. I remember
the time when there wasn`t a problem anywhere – they
A: As you know, the FOMC (Federal Open Market
4
Committee) was raising interest rates and winding down its called it Camelot. Oh…hang on a moment, I seem to
remember
some
troubles
surfacing there as well.
monetary stimulus, and they came out with the announcement that interest rates were on hold for the foreseeable
Seriously though, if you look back at the very recent past,
future and they would stop the quantitative tapering (wind- we should have all been dead from Ebola, nuclear war
ing down monetary stimulus). In simple terms, they found
should have broken out, and Eurozone would have colout that they couldn`t walk and chew gum at the same time. lapsed first thanks to Greece, then because of Spain and
Portugal and latterly, because of Italy.
Q: But it’s the FOMC! Didn’t they see something we haven`t?
– I’m getting nervous again…
None of these things has happened, and markets have
A: Having talked recently to people who have worked for
central banks, they only get the data three days before the
rest of us. You have to remember that these are academics who are way smarter than I am and they are working
off complex financial models. Sometimes, they miss the
obvious and anyway, if they really knew well in advance we,
would never have a recession as they would take preventative action well before.

done quite nicely.

Q: Ok, you have a point. Markets did really well this year…
perhaps it’s time to take profits and, aren’t stocks expensive
now?

Source: Bloomberg; Price Earnings Ratio (PE ratio) for S&P500 long term, as of April 12, 2019.
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A: There is never any harm in taking a profit; however, we
have to set the scene; Yes, markets have recovered nicely
this year, but you must take into account the rather dramatic falls we had last year. Turning to valuations, let’s take
the S&P500 as an example: we are neither at the cheapest nor the most expensive levels. It all depends whether
earnings beat expectations, which has been a dominant
“trend-under promise and over deliver”, and also, whether
economic growth will rebound, which we believe will
happen.

Q: Didn`t the IMF5 just warn us about growth?

Q: Is everything priced in, and what will move markets
higher?

A: Let me ask our expert - Theresa. She seems to be on her
tea break, however. I found this post-it note:

A: In my opinion, a recovery from the oversold, panic-driven
selling at the end of last year along with a more dovish FED
(Federal Reserve System) and a temporary ceasefire on the
US/China trade war – all are currently built in. However, the
removal of some or all tariffs and a full trade agreement is
not. A rebound in economic growth isn’t either.

BREXIT MEANS BREXIT

A: I’m not sure about Tom Cruise`s economic track record; I
will have to watch the last “Mission Impossible” film.
Q: No, the other IMF.
A: I am not sure about their predictive economic ability6 –
didn`t markets already fall last year on recession fears?
Q: What about BREXIT?

The can will be kicked down the road or the road will be
extended.
Q: An economic rebound really?
A: Yes, there are already early signs that China is stabilising
and Germany is following.

Source: China Federation of Logistics & Purchasing; China PMI/German manufacturing correlation between
2006 and 2019.

Q: You talk about aversion, shouldn`t I buy low and sell high?
A: Yes, I have generally found that to be a money-making
strategy. Index levels are higher year-to-date; however, so is

risk aversion, while investor participation in markets is low.
Total assets in money market funds are around USD3 trillion – near the highest level since 2010.7
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In fact, despite posting the best quarter for seven years,
investors pulled USD 79 billion8 from equity funds.
Q: Ok, we covered a lot of ground; Could you give me a
short summary?
A: Yes

Source: U.S. Department of Labor; US average hourly earnings on private nonfarm payrolls between
January 31, 1995 and March 31, 2019.

We believe that we are reverting towards a Goldilocks-style
of economic growth- neither too hot nor too cold.

realising that the Maastricht criteria are too strict and these
are re-written.

Monetary policy is going to remain easier for much longer
than anyone anticipated leading investors to ramp up risk
eventually as there is no alternative.

Overall, it is extremely disappointing that economies are
not stronger ten years after the global recession partly due
to high savings rates and consistent incorrect worries about

Consumer spending is likely to hold up in major economies
as is the low jobless rate and the targeted stimulus from
China will have a magnified effect on the rebound as the
year progresses. Markets are likely to push significantly
higher from current levels as a US/China trade deal is
concluded (both sides have too much to lose by not doing
it). There will be some US/European trade skirmishes but,
I believe, a war will be averted (again there is no political
appetite for this).

inflation.9 We can and should do better.

The Navigator
has been written by:
Peter Ahluwalia, Partner
Chief Investment Officer

Europe will, of course, have its issues but there is unlikely
to be a major disaster, and fiscal stimulus in the form of tax
cuts is likely to happen.
The key game changer that could move us significantly
higher next year as well will be when central banks and
governments ease up on their concerns. Perhaps the FED
realises there are no real rampant signs of inflation and
lets the economy run hot. The ECB really can`t do a whole
lot more, but maybe their efforts are bolstered by Europe
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advisors concerning such matters. Swisspartners Advisors does not provide legal, tax or accounting advice. The information contained herein was
obtained from sources believed to be reliable. Although reasonable care was taken in gathering the information and formulating the opinions contained
herein, swisspartners Advisors does not make any representation whatsoever as to its accuracy or completeness and accepts no liability for any loss
arising from the use of this material. The information, opinions and estimates expressed herein reflect a judgment as of its original publication date
and are subject to change without notice. No representation or warranty, expressed or implied, is made by swisspartners Advisors regarding future
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instruments may be affected by several circumstances, including among others, changes in economic, financial or political factors, time to maturity,
market conditions and volatility, or the credit quality of any issuer or reference issuer. Foreign currency rates may have a positive or adverse effect on
the value of any investment. Investors assume all risk and some or all of the amount invested may be lost. This material is not directed to, or intended
for distribution to or use by, any person or entity that is a citizen or resident of, or located in, any locality, state, country or other jurisdiction where such
distribution, publication, availability or use would be contrary to law or regulation or subject swisspartners Advisors to any registration requirement.
IRS Circular 230 Disclosure: swisspartners Advisors and its affiliates do not provide legal or tax advice. Accordingly any tax-related discussion contained
herein (including any attachments) is not intended or written to be used, and cannot be used, in connection with promoting, marketing or recommending
to any person any transaction or matter addressed herein or for the purpose of avoiding U.S. tax-related penalties.
Forward-Looking Statements
This document contain "forward-looking statements" which are based on our belief, as well as on a number of assumptions concerning future events
based on information currently availabel to us. These statetments involve certain risks, uncertainties and assumptions which are difficult to predict.
Consequently, such statements cannot be guarantees of future performance and actual outcomes and returns may differ materially from statements set
forth herein. All assumptions and underlying materials are availabel for inspection.
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