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Yield Curve Inversions are not Necessarily
Bad for Equity Returns

The Dow Jones Industrial Average plummeted 800 points on August 14 as
theyield on the U.S. 2-year Treasury note traded, for a short period of time,
above that of the 10-year Treasury note. The inversion of this part of the
U.S. yield curve is often thought to be a key recessionary warning signal.
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So you may ask, how have stock markets reacted in the aftermath of the
yield curve inversion historically? To find out, we calculated the average

returns for the S&P/TSX Composite, S&P 500 and MSCI EAFE indices over JAMES GAUTHIER, CFA
various time periods following an initial yield curve inversion. The dates of (416) 601-2422
inversion we used for the purposes of our calculation were: August 17, james.gauthier@iawealth.com

1978, August 20, 1980, December 9, 1998, May 26, 1998 and December
30, 2005. It turns out that things generally haven’t been so bad.

Table | reveals that Canadian, U.S. and international markets all had EDMUND FERNANDEZ, CFA, CIM
positive average returns during every period we considered after the initial (416) 640-8270
inversion of the U.S. 2-year/10-year yield curve. edmund.fernandez@iawealth.com

Selling equity se(_:u_rl_tles_ln a panic in the_ COREY HURWITZ, MBA
aftermath of the initial yield curve inversion (416) 350-3250 x6558
would have led to your clients missing out on corey.hurwitz@iawealth.com
some fairly attractive returns

Table I: Average Index Returns From Date of the First U.S. 2-year/10-year
Yield Curve Inversion (%)

Index 3 Mth 6 Mth 1Yr 2Yr 3Yr
S&P/TSX Composite 0.3 41 14.9 10.7 7.8
S&P 500 TR (Bank of Canada) CAD 2.2 5.8 16.4 8.9 9.1

MSCI EAFE GR CAD 8.2 5.8 13.3 5.6 3.4

Source: Morningstar
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In order to make further sense of what the yield curve
inversion may mean this time around, we sniffed out
commentary from prominent market watchers who
are keenly monitoring this key economic indicator:

e Clément Gignac, Chief Economist of JiA
Investment Management believes an inverted
yield curve is not a sign of an upcoming recession.
While Gignac has increased the probability of a
recession in the U.S. over the next 12 months
from 25% to 35% as a result of the ongoing U.S./
China trade dispute, most leading indicators are
suggesting a continued market expansion.’

e Mohammed El-Erian, an economist for Allianz
commented that the signal of a recession given
by an inverted yield curve may not be as reliable
as it has been in the past. The bond market may
be distorted by what is happening outside of
the U.S. Ultimately in an interconnected world,
El-Erian believes the U.S. may be experiencing
the effects of negative policy rates in Europe.?

e Brian Belski, Chief Investment Strategist for
BMO Capital Markets said the pace of economic
and earnings growth has decelerated in the
U.S., and equity market volatility has spiked.
Uncertainty surrounding tweets and tariffs are
also not helping. Ultimately he feels an inverted
yield curve does not mean a recession is going
to happen tomorrow. In fact, history and analysis
prove a much different conclusion.®
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Bottom Line

According to Credit Suisse, while an inversion of the
U.S. 2-year/10-year yield curve has been a precursor
to every recession over the last 50 years, predicting
when the actual economic recession will happen
has been challenging. Historically, a recession
has commenced anywhere from 14 to 34 months
after the initial inversion. In addition to an inverted
yield curve, other economic signals such significant
challenges in credit markets, wage inflation exceeding
GDP growth, and rising unemployment typically
accompany the inverted yield curve, a situation we
are not witnessing today.*

Selling equity securities in a panic in the aftermath
of the initial yield curve inversion (during the time
periods we reviewed) would have led to your clients
missing out on some fairly attractive returns (Table I).
Overall, yield curve inversions do not necessarily
mean doom and gloom for your equity portfolio.

T Source: Why are long rates so low? Are we heading towards a recession, Webcast Augut 2019

2 Source: https.://www.cnbc.com/2019/08/15/mohamed-el-erian-inverted-yield-curve-recession-signal-distorted.htm/
3Source: BMO Capital Markets US Strategy Snapshot: Yield Curve Facts, August 15, 2019

4 Source: Credit Suisse U.S. Equity Strategy, July 23, 2018



Investment Recommendation Rating System
Recommended List: The list presents a selection of funds that we believe
are among the best of their peers and offer unique characteristics that can
add value when used in a well-diversified investment portfolio tailored to
a client's investment objectives.
Hold: The fund remains on the Recommended List,
but is not recommended for adding to or selling
from client’s portfolios.
Sell: The fund is no longer on recommended list.
Under Review: The fund's participation on the
Recommended List is under review.

General Disclosures

The information and opinions contained in this report were prepared by
Industrial Alliance Securities Inc. (iA Securities). iA Securities is owned
by Industrial Alliance Insurance & Financial Services Inc. (iA Financial).
iA Financial is a TSX Exchange listed company and as such, iA Securities is
related to iA Financial. The opinions, estimates and projections contained
in this report are those of iA Securities as of the date of this report and are
subject to change without notice. iA Securities endeavours to ensure that
the contents have been compiled or derived from sources that we believe
to be reliable and contain information and opinions that are accurate and
complete. However, iA Securities makes no representations or warranty,
express or implied, in respect thereof, takes no responsibility for any errors
and omissions contained herein and accepts no liability whatsoever for
any loss arising from any use of, or reliance on, this report or its contents.
Information may be available to iA Securities that is not reflected in this
report. Nothing contained in this report is or should be relied upon as a
promise or representation as to the future. The pro forma and estimated
financial information contained in this report, if any, is based on certain
assumptions and management’s analysis of information available at the
time that this information was prepared, which assumptions and analysis
may or may not be correct. There is no representation, warranty or other
assurance that any projections contained in this report will be realized.
Opinions, estimates and projections contained in this report are our own
as of the date hereof and are subject to change without notice. This report
is not to be construed as an offer or solicitation to buy or sell any security.
The reader should not rely solely on this report in evaluating whether or
not to buy or sell securities of the subject company. The reader should
consider whether it is suitable for your particular circumstances and talk to
your investment advisor.

Definitions

“The author” means any partner, director, officer, employee or agent of
iA Securities who is held out to the public as a publisher of Investment Fund
Research or whose responsibilities to iA Securities include the preparation
of any written investment fund research report for distribution to clients or
prospective clients of iA Securities. “Investment Fund Research” means
any written or electronic communication that iA Securities has distributed
or will distribute to its clients or the public, which contain author’s
comments concerning current Investment Fund indicators.

Conflicts of Interest

The author and or associates who prepared this report are compensated
based upon (among other factors) the overall profitability of iA Securities,
which may include the profitability of investment banking and related
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services. In the normal course of its business, iA Securities may provide
financial advisory services for issuers. iA Securities will include any further
issuer related disclosures as needed. iA Securities permits the authors to
own and trade in the securities discussed herein. In that case, specific
holdings disclosures will me made.

The Author’s Certification

The author whose name appears on the front page of this Investment
Fund Research report hereby certifies that (i) the opinions expressed in the
investment fund research report accurately reflect the author's personal
views about the marketplace and are the subject of this report and all
strategies mentioned in this report that are covered by such the author
and (ii) no part of the author's compensation was, is, or will be directly
or indirectly, related to the specific views expressed by such technical
strategies in this report. The author(s) of this report own(s) the following
securities of the issuer(s): None.

Dissemination of Reports

iA Securities uses its best efforts to disseminate its investment
fund research reports to all clients who are entitled to receive
the firm's investment fund research reports, contemporaneously
on a timely and effective basis in electronic form, via fax or mail.

For Canadian Residents

This report has been approved by iA Securities, which accepts
responsibility for this report and its dissemination in Canada. Canadian
clients wishing to effect transactions should do so through a qualified
salesperson of iA Securities in their particular jurisdiction where their
iAis licensed.

For US Residents
This report is not intended for distribution in the United States.

For EU Residents
This report is not intended for distribution in the European Union.

For UK Residents
This report is not intended for distribution in the United Kingdom.

Intellectual Property Notice

The materials contained herein are protected by copyright, trademark
and other forms of proprietary rights and are owned or controlled by
iA Securities or the party credited as the provider of the information.

Regulatory

iA Securities is a member of the Canadian Investor Protection Fund and the
Investment Industry Regulatory Organization of Canada. iA Securities is a
trademark and business name under which Industrial Alliance Securities
Inc. operates.

Copyright

All rights reserved. All material presented in this document may not
be reproduced in whole or in part, or further published or distributed or
referred to in any manner whatsoever, nor may the information, opinions
or conclusions contained in it be referred to without in each case the prior
express written consent of iA Securities.
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