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Curve Ball

Once again, marketchatis dominated bytwo subjects: Brexit and the threatof a US recession. Even now that we are
approaching the re-setdeadlines for Parliamentto come up with a solution, itis notat all clear which of these is going
to happen first. No doubtmany are hoping thatneither will ever occur. That's certainlypossible for the former event,
but not for the second. Even though economic cycles can rumble on foralongtime — Australiahasn’thad a recession
since 1991, forexample —they certainly haven’tbeen abolished. The sheerlongevityof the currentUS cycle, which
was born out of the depths ofthe financial crisisin 2009, is makingmanyinvestors nervous, especiallyas itpromises
to become the longestever this summer.

One key earlywarning sign ofarecession is when the yield curve inverts, and that has happened recentlyin the US.
Avyield curve inversion occurs when the yield on longer-dated governmentbonds (normally 10 year maturities) falls
below the yield on shorter dated instruments (3-month Treasurybills or 2-year Treasurybonds gain the most
attention). In normal circumstances investors demand a higheryield (or term premium) for bonds with alonger
maturity to compensate for the greater uncertainty of investing with a more distanttime horizon. An inverted yield
curve implies thatcurrentinterestrates are too high forthe economyto bear and that cuts are ahead . That message
is backed up in the US interestrate futures market, which is now pricing in a high probabilityof a quarter-pointcut by
the Federal Reserve later this year.

Even so, nothing is crystal clear. Firstof all, the yield curve is nottotally inverted. The trough is at the 3-year maturity,
where the bond yield is 2.25% relative to the 3-month bill yield of 2.39% and the 10-yearyield of 2.44%. Itis also
interesting thatuntil a few months ago the focus was almostentirelyon the 2-year/10-year part of the curve, but that
steadfastlyrefusedto invert, bottoming outat11 basis points on December 19th lastyear. It currently stands at14
basis points. When the 3-month/10-year curve did invert on March 22nd, it was a much better story for the
scaremongers to latch onto.

So, time to panic? Well, not necessarily. These sorts ofindicators are notoriouslyopen to interpretation. lhave a
range of notes from various investmentbank strategists informing me of whatmighthappen next. First, a little history.
The correlation between the yield curve and the future risk of recession was firstnoted in the 1960s, butonly entered
mainstream financial analysisinthe 1980s,and soithas onlya relatively shortrecord, and perhaps onlyduring a
certaintype of economic environmentand interestrate regime. It has been noted, forexample, that the relationship
between the Japanese yield curve and the economybroke downin the 1990s. This is importantifJapan’s ageing,
shrinking population provides a template for the future of other maturing economies. The yield curve canary fails to
send anyrecessionwarning, itappears, in a structurallylow inflation and interestrate environment. Thatsaid, the US
is not Japan —it at leasthas positive interestrates and inflation is trending higher - and so there could still be some
utility.

Another confusing factor is thatany potential recession couldbe as far as two years away, which makes market
timing even more difficult. One of the studies points outthatfollowing the lastthree instances of yield curve inversion
(1989,1998 and 2006), US equities rose on average aremarkable 32% on average. Even stripping outthe Tech
Boom (1998-2000) delivers 19% upside on average before peakingand entering a bear market. Th us to bail out of
equities now could be to leave substantialgains on the table.

There are a number of other questions. Foremost, are longer dated bond yields being depressed by, for example, the
effects of Quantitative Easing and/orthe regulatorypress ure on banks, insurance companies and pensionfunds?
With German 10-year Bunds now sportinga negative yield again, the US equivalentyielding 2.44% looks relatively
attractive, even allowing for currencyhedging. And if arecession does unfold, whatsort will itbe? The Tech Bustand
the financial crisis were very specific in nature, reflecting the previous excesses builtup in those industries. As | have
written before, we do notcurrently observe similar excesses, and so do notexpect to see similar marketdeclines.
That's notto saythere is nothing to worry about, but the second order effects ofa setbackin one industryare less
likely to ripple through the whole economy. An example ofthis could be the sharp downturnin commodity-related
sectors in 2015 (primarily Oil and Mining), which failed to trigger wider recessions.

The yield curve cat is certainlyout of the bag, though, and so we had better get used to being scratched a few more
times. As | have commented previouslyaboutthe relationship between the High Yield creditspread and equities,
there are a lot more computers and algorithms outthere programmed to respond to correlating factors. This will make
equity markets more prone to sharp short-term adjustments. We could also invoke Goodhart’s Law atthis point, which
states that“When a measure becomes a target, it ceases to be a good measure”. Thus, all this talk aboutyield curves
and recessions could actuallyhelp to create a recession! Our opinion is thatthe yield curve is one of a number of
indicators thatis worthyof monitoring, butit needs to be setin the context of other developments. For now we accept
that a US recessionis outthere, which curtails our appetite for risk; butit is not sufficientlyclose to warrantexcessive
caution either.

John Wyn-Evans
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The informationin thisdocument isfor private circulationand isbelieved to be correct but cannotbe
guaranteed. Opinions, interpretationsand conclusionsre present ourjudgement asof thisdate and are
subjectto change. The Company anditsrelated Companies, directors, employeesand clientsmay have
position orengage in transactionsin any of the securitiesmentioned. Past performance isnot necessarily a
guide to future performance. The value of shares, and the income derived from them, may fall aswell asrise.
The information contained inthispublication doesnot constitute a personal recommendation and the
investment orinvestment servicesreferred to may not be suitable for allinvestors; therefore we strongly
recommend you consult your Professional Adviser before taking any action. All referencesto taxation are
based on current levelsand practiceswhich may be subject to change. The value of any tax benefitswill be

dependent on individual circumstances.
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