MARKET VOLATILITY
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The equity and fixed-income markets have experienced considerable volatility over the past few
weeks. Some of this has been related to a recent escalation of trade tensions with China
and falling interest rates. On August 14th, the yield on the 10-year Treasury dropped below that
of shorter-term Treasuries. When this occurs, it is referred to as an “inverted yield curve.”Bear in
mind that there are several ways to measure an inversion. Measuring the 10-year to the 3month security, an inversion actually occurred in March of this year.
The media has been quick to report that yield curve inversions have historically been associated
with an increased likelihood of an economic recession. The equity markets have experienced
weakness as sellers reacted to the news. Bond prices meanwhile surged as some readied to an
immediate recession.
Media reports make it seem that a recession, if one comes at all, might start the following
day! The first question we examine is if an inversion leads to a recession, how long does it take
to occur? Examining recessions that followed a yield curve inversion over the last 50 years
shows some interesting data. The average number of days from an inversion to the start of a
recession was 311 days. That is, of course, almost a year. That is a long time to wait for the wolf
to show up at the door.
Next, one should examinethe historic S&P 500 returns following an inversion. Of 11 previous
inversions, six months later, the S&P 500 was up 45% of the time for an average return of 3.8%.
One year later the market was up 55% of the time for an average 4.2% increase.
We are not saying that this does not matter. Anything that has the potential to affect our clients
and their portfolios matters to us. Markets can move quickly and are subject to sharp moves and
reversals, as we have seen, and more could be on the way. It is our strong belief that we should
prepare for these movements in advance and we have.
As planners, we design portfolios in anticipation of volatility — not in reaction to it. Your portfolio
is carefully constructed with knowledge of your goals, your risk tolerance and your timeframe. If
any of those factors have changed, we are here to talk.
Source: U.S. Dept. of the Treasury, S&P, Strategas, Alliance Bernstein (AB), and Bianco
Research. Average period to recession calculated when yield curve (10 yr – 3 mo) inverts for at
least 10 consecutive days. S&P 500 return calculated using total return (TR). CRN-2688632081619
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