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of the next downturn, but, like many events in both finance and
economics, inversion of the yield curve is not always a direct cause
and effect relationship regarding stock market returns, or an accurate
predictor of when a recession will emerge. The chart below graphs
the yield spread versus the one-year future return of the S&P 500
Index.
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When we examine the data, a few things become clear. First, taking
a look at the previous three recessions, the average time from yield
curve inversion to recession was twelve months, with the longest
being twenty-two months in 2007. Second, future one-year market
returns were inconsistent with no discernable pattern. When the yield
curve inverted in 1989, rolling one-year returns post-inversion were
positive and continued that trend through the recession that followed.
In 1998, there was a false signal during the Asian Currency Crisis.
No recession followed and market returns were positive as the tech
bubble took hold. After the inversion in 2000, market returns were
negative approximately 16-20% and would continue that trend
through the recession. Most recently, in 2006, rolling one-year
returns were positive for almost a year before turning decidedly

negative as the housing bubble burst. A hard look at the data is
always needed to see what historical outcomes have unfolded. Does
it signal that caution should be warranted? Yes, especially when
combined with other market data points. We have been in that camp
for some time now as market valuations remain elevated. Does it
signal that the twelve-year economic expansion is getting long in the
tooth? Yes, but that is what should be expected after a twelve-year
economic recovery. To quote famed value investor Howard Marks
when discussing cycles, “We may never know where we’re going, but
we’d better have a good idea where we are . . . and act accordingly.”

We will not try to guess when the next recession or bear market will
start, but we do have a good idea of where we are in this cycle and
our research has us acting conservatively.

Please feel free to email or call with any questions regarding these
topics and how we are managing through them. Thank you!

—~Patrick Mason

Thank you, Patrick.

These are exciting times, made more comfortable by having a plan
and sticking to it. Maybe we will change Patrick’s name to “Col. John
Hannibal Smith” the leader of the renegade commando squad “A-
Team” . .. or not?

Please take me up on my standing offer of swinging in for coffee. The
pot is always on.

Happy Trails,

—)m

Jim Parr, Principal
Cairn Investment Group, Inc.

© 2019 Cairn Investment Group, Inc.



