Inversion Immersion

8/14/19
Greetings!
I haven’t written in a while. Actually, I’ve partially written about three letters, but I
couldn’t find a pressing major theme! Recently, a theme – beyond the ubiquitous trade
and tariff narrative – has emerged.
Lately, there’s been a lot written about an “inverted yield curve,” and I’ve had a number
of clients ask me about it. I didn’t even want to use these words! They’re too fancy, but
the media has seemingly left me no choice, as it’s been all over the news
(immersion). Please keep in mind, my audience is quite diverse. I’m trying to write in
very general and basic terms.
This letter will be relatively brief. There will be a longer one to follow for Those Who
Dare to Venture Forth.
The following represents my beliefs.
First of all, as a Reminder, 800 Points Aren’t What They Used to Be
Quiz Question:
• By how much did the Dow Jones Industrial Average (DJIA) fall today
(Wednesday, August 14th)?
Answer:
• By about 3.0%!
Yes, the DJIA fell 800 points, but these numbers tell us very little nowadays. The day I
started in the business, in April of 1984, the DJIA closed the day at 1243. An 800-point
movement one way or the other would have been quite a day indeed!
Percentages give us the answer! They help us to understand the magnitude of
something. The media, however, still tends to talk in terms of DJIA points – and
gleefully so on a big day. Why? It attracts attention!
As the economy has grown so much over the last 35 years, the DJIA today is over
25,000. An 800-point movement today is quite different from an 800-point movement in
1984.
The “Yield Curve”
Normally, when we invest in bonds (i.e. lend our money), the longer the time to maturity
of the bond, the more we are compensated (the higher the interest rate or “yield”). In
other words, a ten-year bond usually pays us more than a one-year bond. Most of you
understand this, as this is typically the case.

Inverted Yield Curve
Sometimes longer-term bonds pay lower yields than shorter term bonds. This is known as
an inverted yield curve.
This is what’s happening today. Very short-term government bonds yield a bit less than
the 10-year government bond (as I type one-year government bonds yield about 1.75%
and ten-year bonds yield around 1.55%). (1) So, what’s the problem?
Historically, a recession has often followed an inverted yield curve.
This is what you’ve been hearing about if you’ve been watching the news! Why this has
often been true is for the longer version of this letter.
Generally, during a recession, economic growth falls for at least 2 calendar quarters, as
unemployment rises, consumer spending slows and stocks fall to reflect lower corporate
profits. Recessions can be relatively deep like the last one, relatively moderate, or
shallow. No two recessions are alike, although there is a tendency for people to “fight the
last battle,” or expect the next one to look like the last one (this is called “recency bias”).
So, Larry, Are We Going to Have a Recession?
That’s like asking, “Are we going to have rain someday?” As recessions have
historically come along cyclically, but not like clockwork, we’ll likely have a recession
someday. But I believe this inverted yield curve is just a false signal. Why?
US Interest Rates Are Relatively High!
As low as interest rates seem to be, they are generally high in in relation to interest rates
in the developed countries around the world.
With inflation generally around 2%, bond yields in the US probably ought to be higher. I
believe they would be – but US government bond yields are being distorted by money
coming from around the world to buy our relatively high yielding bonds. As the demand
for bonds rises, the interest rate offered usually falls. (2)
The Federal Reserve Bank (the Fed) generally controls short-term interest
rates. Although the Fed recently cut their target rate by .25% (the first cut in 10 years),
they’ve been holding their rate around the 2% level. In the meantime, as many developed
foreign economies have been experiencing slowing growth, money from around the
world has been seeking the perceived safety and relatively high rates of US bonds,
pushing down the longer-term rates. This is why the yield curve is so flat, to slightly
inverted. So, I believe the bond market is not currently “predicting” an economic
downturn in the US. The reason for the interest rate inversion has more to do with this
anomaly. (3)

The U.S. Economy Has Been Fairly Strong
Although things can change at any time, there is seemingly no recession on the near
horizon. US unemployment is near historically low levels, wages have lately been rising
faster than inflation, consumers are confident and have been spending (consumer
represent 70% of all spending). US economic data released Thursday, August 15th, was
generally better than expected. (4)
So, What Was With the 800 Point Down Day on August 14th?
Remember, the market wasn’t down 800 points, it was down 3%. That’s a decent down
day, but:
• It’s much different from what 800 points used to represent.
• We’ve seen up or down days of this magnitude a number of times during this bull
market.
• For perspective, from the recent high-water marks in July to the market close on
August 14th, the DJIA was down 7.0%.
• We’ve had seven market “corrections” of 10% or more off of market high water
marks during this expansion. Corrections are part of the ride. (5)
Challenges to Growth
There are always potential challenges to economic growth, including:
• Many developed foreign economies have recently been experiencing lower rates
of economic growth.
• The ongoing China-US Trade tensions.
• Brexit (Britain leaving the European Union) etc.
Any of these risks could deteriorate or improve at any time.
What Causes a Recession?

Generally, economic imbalances tend to build-up during periods of above-average economic
growth. How does the economy adjust for imbalances? We often have a cyclical downturn – a
recession – and recessions, in economic vernacular, “cleanse the markets” (reduce inflationary
pressures and/or pop bubbles, such as technology stocks at the beginning of this millennium and real
estate in the late 2000’s) and we then start off with a fresh cycle.

During most of this economic expansion, we’ve been growing at a below-average rate,
this means that cycle-ending bubbles and inflation may be building more
slowly. Although an economic shock could cause a recession to ensue at any time, there
are currently no obvious imbalances that might trigger a recession. This is why this
expansion may continue to last longer than average.
Waiting for a Recession is Not an Investment Strategy!

What if we don’t have to endure a recession for, say, five more years? From my
readings, I believe many professionals were looking too hard for a recession way too
early in this economic expansion – to their detriment.
Also, investors who reacted to the bumps during this expansion may have missed most,
or a good portion of it. This is why we manage the volatility of our portfolios with our
stock to bond allocations.
In summary:
• 800 points aren’t what they used to be. Think in percentage terms – not dollar, or
DJIA point terms.
• I believe the flat (to slightly inverted) yield curve is somewhat of an anomaly.
• Many investors invest in stocks because stocks have, historically, given higher
than bond returns over very long periods of time. Stocks, therefore, are considered
by many investors to be a long-term hedge against the deleterious effects of
inflation.
• Since stocks can perform poorly for very long periods of time, many investors
reduce the volatility of their portfolio of financial assets by reducing stocks as a
percentage of assets and increasing bonds – to a proper target allocation, which we
can live with through difficult cycles. This is particularly true as we age.
• We’ll endure a recession someday and no one is going to like it, but they’re part of
the ride.
• Looking for the next recession is not only not an investment strategy; it may be
counterproductive over the long run.
• Although things can change at any time, US economic growth has been
steady. The US has been somewhat of an “island in a turbulent sea.”
I hope you enjoy the balance of your summer – and let us keep our eye on the horizon!
Best!
Larry
August 16, 2019
The opinions expressed here reflect the judgment of Larry Eppolito as of the date of the
report and are subject to change without notice. Statistical information has been obtained
from sources believed to be reliable, but its accuracy and completeness are not
guaranteed. The material has been prepared or is distributed solely for information
purposes and is not a solicitation or an offer to buy any security or instrument or to
participate in any trading strategy. Additional information is available upon request.
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Important Disclosures
The Dow Jones Industrial Average (DJIA) is a price-weighted arithmetic index of 30
significant companies traded on the NYSE and NASDAQ maintained and reviewed by
editors of the Wall Street Journal. It is unmanaged and cannot be invested into
directly. All investing involves risk, including the possible loss of principal amount
invested. No investment strategy can guarantee your investment objectives will be
met. Every investor’s situation is unique and your portfolio should be invested in
accordance with your investment objectives and risk tolerance.
Stocks offer long-term growth potential, but may fluctuate more and provide less current
income than other investments. An investment in the stock market should be made with
an understanding of the risks associated with common stocks, including market
fluctuations and the potential loss of principal.
International investing involves additional risks such as currency fluctuations, differing
financial and accounting standards, and possible political and economic instability. Also,

investing in emerging markets can be riskier than investing in well-established foreign
markets. There is no assurance any of the trends mentioned will continue in the future.
Investing involves risk and investors may incur a profit or a loss, including the loss of all
principal.
Investing in fixed income securities involves certain risks such as market risk if sold
prior to maturity and credit risk especially if investing in high yield bonds, which have
lower ratings and are subject to greater volatility. All fixed income investments may be
worth less than original cost upon redemption or maturity. Bond prices fluctuate
inversely to changes in interest rates. Therefore, a general rise in interest rates can result
in the decline of the value of your investment.
Investments mentioned may not be suitable for all investors. Past performance may not
be indicative of future results. Investing involves risk and investors may incur a profit or
a loss.
The information contained in this report does not purport to be a complete description of
the securities, markets, or developments referred to in this material. There is no assurance
any of the trends mentioned will continue or forecasts will occur. Inclusion of these
indexes is for illustrative purposes only. Keep in mind that individuals cannot invest
directly in any index, and index performance does not include transaction costs or other
fees, which will affect actual investment performance. Individual investor's results will
vary.
Other Important disclosures
Securities offered through Raymond James Financial Services, Inc., member FINRA /
SIPC. Investment advisory services offered through Raymond James Financial Services
Advisors, Inc. Eppolito Financial Strategies is not a registered broker/dealer and is
independent of Raymond James Financial Services.
Raymond James Financial Services does not accept orders and/or instructions regarding
your account by e-mail, voice mail, fax or any alternate method. Transactional details do
not supersede normal trade confirmations or statements. E-mail sent through the Internet
is not secure or confidential. Raymond James Financial Services reserves the right to
monitor all e-mail.
Any information provided in this e-mail has been prepared from sources believed to be
reliable, but is not guaranteed by Raymond James Financial Services and is not a
complete summary or statement of all available data necessary for making an investment
decision. Any information provided is for informational purposes only and does not
constitute a recommendation. Raymond James Financial Services and its employees may
own options, rights or warrants to purchase any of the securities mentioned in e-mail.
This e-mail is intended only for the person or entity to which it is addressed and may

contain confidential and/or privileged material. Any review, retransmission,
dissemination or other use of, or taking of any action in reliance upon, this information
by persons or entities other than the intended recipient is prohibited. If you received this
message in error, please contact the sender immediately and delete the material from your
computer.
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