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Key points

 � P/E expansion in US equities is approaching its limit 
in terms of its ability to be the primary equity return 
driver looking ahead.  

 � Signs of a reduction in current worries about recession 
or in the downside risks to today’s modest earnings 
expectations are needed as a catalyst to support the 
next sustainable leg of equity market returns. We 
remain constructive on both fronts though further 
evidence may only emerge gradually throughout the 
2nd quarter. 

 � The inversion of the US yield curve has rightly raised 
concerns about an imminent recession. However, in 
six of the seven inversion episodes since the mid-1980s, 
US equity investors saw returns of +12-26% one year 
after inversion.    

 � Even as investors await signs that recession and 
earnings concerns are set to fade, historically attractive 
risk-return prospects in both investment grade and 
emerging market debt are available. 

 � Should negative global economic momentum continue 
to stabilise and inflect moving into the summer as 
expected, opportunities exist in China, Japan and 
export-oriented Europe.

P/E expansion reaching historical extremes

The 15% year-to-date rise in US equities has been driven 
primarily by a rise in PE multiples as earnings expectations have 
been steadily downgraded throughout the first quarter. This rise 
is unsurprising, since going back to 1990, a pause in a Federal 
Reserve rate hiking cycle has tended to trigger such multiple 
expansion (as highlighted in our Spotlight, Key Questions from 
the Road, March 2019).

Chart 1. US P/E expansion approaching previous peaks
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However, the expansion from end-December is now nearing 
the upper end of the P/E expansion seen in the three previous 
pauses in Fed rate hikes (Chart 1). As a result, investors will have 

to rely on earnings growth and, in particular, upside surprises to 
earnings growth to drive the next leg of the market rally.  

US Yield Curve Inversion…a sign of a recession ahead?

Rising concerns about a US recession present a meaningful 
hurdle to such upside surprises (or at least an end to the year-to-
date downgrades) to future earnings expectations. 

In particular, the collapse of US 10-year Treasury yields below 
3-month LIBOR rates has increased concerns among investors. 
Indeed, historically such an ‘inversion’ has preceded previous US 
recessions. However, since the mid-1980s, we have seen seven 
such inversions in contrast to only three US recessions over the 
period.  

Chart 2. Historical ‘Inversions’ in US yields 

Typically, shallow inversions have coincided with slowdowns 
in the US economy (and usually more meaningful slowdowns 
globally as in 1995 and 1998). However, deeper inversions – as 
in 1988, 1999-2000, and 2005 – have preceded outright US 
recessions (Chart 2).

Perhaps as importantly for investors, during those seven 
inversions, while bond market performance has varied, US 
equity market performance has been relatively consistent, with 
investors realising positive returns 12 months after the first date 
of inversion in six of the seven episodes averaging 14% (Table 
1). This suggests that investors should not aim to be early in 
anticipating a more meaningful slowdown.

Table 1.  Asset Class performance following ‘inversion’

First Date of 

Inversion*

Chg in UST 

10-yr yield 

(bps)

Chg in Baa 

Spread (bps)

Chg in  

S&P 500

Mar-86 19.3 (108.3) 22.1%
Nov-88 (122.8) 55.8 26.4%
Nov-95 30.3 (19.3) 25.1%
Nov-97 (116.0) 108.0 21.8%
Sep-99 15.4 (0.4) 12.0%
Mar-00 (89.0) 45.0 (22.6%)
Dec-05 20.7 (10.7) 13.6%
Average (34.6) 10.0 14.1%

Orange: represents a US recession within 24 months of 1st invession
Sources: Federal Reserve Bank of St. Louis, NBER, Bloomberg Finance L.P. and UBP

* 3-month LIBOR greater than US 10-year Treasury yields
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Economic ‘green shoots’ starting to appear…

Encouragingly, data beyond the concerns of US yield curve 
inversion suggest stability may be returning to the global 
economy. In particular, recent China Manufacturing PMI data 
(Chart 3) suggest stabilisation may be emerging in the Chinese 
economy following a slowing trajectory since mid-2018.  

Chart 3. Stability in China should bring stability  
in Europe

With slowing exports to China contributing meaningfully to the 
weakness seen in European economies year-to-date, recent 
Chinese reports provide a glimmer of hope that weak growth 
on the continent and in Germany in particular can stabilise in the 
months ahead. 

In the US, similar encouraging signs have emerged recently 
which, if confirmed by a broader range of data, can characterise 
the slowdown in late-2018/early-2019 as being only transitory. 
In particular, the weekly US jobless claims figures suggest that 
claims by the unemployed, having been rising since late-2018 
have now fallen back to levels last seen in summer, 2018.

On the manufacturing front, with sharp declines in the Institute 
of Supply Management index suggesting a deceleration in 
manufacturing activity in late-2018, the March rebound suggests 
that stability is re-emerging in the manufacturing sector. 

While recent data have been encouraging, admittedly in 
aggregate, economic figures remain mixed with downside 
surprises still common in both the US, Europe and Japan. More 
specifically, the US consumer, as reflected in the key US retail 
sales data has been hesitant to spend in recent months, with 
a weak Christmas season followed by disappointing figures 
again in January-February, 2019.  We are hopeful that a firm job 
market as evidenced by jobless claims and non-farm payrolls 
may bolster overall retail sales momentum moving ahead.
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Opportunities in IG / EM debt and China-linked demand 

As investors await signs that recession and earnings concerns 
are set to fade, risk-return prospects remain attractive in both 
investment grade and emerging  
market debt.

So, despite the sharp fall in risk-free USD and EUR government 
yields, the premium earned (“spreads”) by investors from 
investment grade bonds remains near historical averages. 
We expect the dovish tilt by the US Federal Reserve and the 
announcement of the eurozone’s third Targeted Long-Term 
Refinancing Operation (TLTRO) to spur a hunt for yield and keep 
downward pressure on yields looking ahead. 

With USD high yield bonds having seen spreads tighten more 
meaningfully than their USD investment grade counterparts, 
short duration emerging market debt is an increasingly attractive 
opportunity for USD investors supported by more dovish US 
and EM central banks and the prospect of firmer growth among 
key economies.  

In the EUR high yield space, however, spreads remain 
reasonable attractive especially against the near zero percent 
yields seen in 10-year German bunds.  In contrast, we feel 
that EUR-hedged emerging market debt is comparatively less 
attractive than EUR high yield bonds given the high hedging 
costs that remain in place undermining total returns to EUR 
investors.  

With initial signs of a firming manufacturing sector in China, 
investors should now be focused on whether this translates into 
an ongoing loosening of credit conditions within China.   

Having seen the first sign of loosening in January, 2019, further 
credit expansion and the maturity of the economic cycle should 
continue to provide higher conviction opportunities in China.

Chart 4. China equity risk-reward improves as credit 
momentum accelerates
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Disclaimer

This document is a marketing communication containing GENERAL INFORMATION on the financial services and/or financial instruments, and reflecting the sole opinion 
of Union Bancaire Privée, UBP SA and/or any entity of the UBP Group (hereinafter “UBP”) as of the date of issue. It may contain generic recommendations but should not 
be deemed an offer nor a solicitation to buy, subscribe to, or sell any currency, product, or financial instrument, make any investment, or participate in any particular trading 
strategy in any jurisdiction where such an offer or solicitation would not be authorised, or to any person to whom it would be unlawful to make such an offer or solicitation. 
This document is meant only to provide a broad overview for discussion purposes, in order to determine clients’ interest. It does not replace a prospectus or any other legal 
document relating to any specific financial instrument, which may be obtained upon request free of charge from UBP or from the registered office of the fund concerned, 
where applicable. The opinions herein do not take into account individual clients’ circumstances, objectives, or needs. In this document UBP makes no representation as to 
the suitability or appropriateness, for any particular client, of the financial instruments or services described, nor as to their future performances. Clients who wish to obtain 
more information about any specific financial instruments can request it from UBP and/or their Relationship Manager. Where an investment is considered, the information 
on the risks linked to each financial instrument shall be provided in good time by separate means before the investment decision is taken. In any case, each client must 
make his/her own independent decisions regarding any securities or financial instruments mentioned herein and regarding the merits or suitability of any investment. Before 
entering into any transaction, clients are invited to carefully read the risk warnings and the regulations set out in the prospectus or other legal documents and are urged to 
seek professional advice from their financial, legal, accounting and tax advisors with regard to their investment objectives, financial situation and specific needs. This generic 
information is therefore not independent from the proprietary interests of UBP or connected parties, which may conflict with the client’s interests. UBP has policies governing 
cases of conflicts of interest. The investments mentioned herein may be subject to risks that are difficult to quantify and to integrate into the valuation of investments. Generally 
speaking, products with a high degree of risk, such as derivatives, structured products or alternative/non-traditional investments (such as hedge funds, private equity, real 
estate funds, etc.) are suitable only for clients who are capable of understanding and assuming the risks involved. The value of any capital investment may be at risk and 
some or all of the original capital may be lost. The investments are exposed to currency fluctuations and may increase or decrease in value. Fluctuations in exchange rates 
may cause increases or decreases in the client’s returns and/or in the value of the portfolio. The client may be exposed to currency risks if a financial instrument or the 
underlying investment of a financial instrument is denominated in a currency different from the reference currency of the client’s portfolio or from the currency of his/her country 
of residence. For more information on risks, the brochure called “Characteristics and risks of certain financial operations” should be consulted. The information contained 
in this document is the result neither of financial analysis within the meaning of the Swiss Banking Association’s “Directives on the Independence of Financial Research” nor 
of independent investment research as per the EU’s regulation on MiFID provisions. In principle, EU regulation does not govern relationships entered into with UBP entities 
located outside the EU, including but not limited to Union Bancaire Privée, UBP SA in Switzerland, which is subject to Swiss law and Swiss regulation, in Hong Kong, and in 
Singapore, and the subsidiary in Dubai. Reasonable efforts have been made to ensure that the content of this document is based on objective information and data obtained 
from reliable sources. However, UBP cannot guarantee that the information the Bank has gathered in good faith is accurate and complete. Circumstances may change and 
affect the data collected and the opinions expressed at the time of publication. Therefore information contained herein is subject to change at any time without prior notice. 
UBP makes no representations, provides no warranty and gives no undertaking, express or implied, regarding any of the information, projections or opinions contained herein 
nor does it accept any liability whatsoever for any errors, omissions or misstatements in the document. UBP does not undertake to update this document or to correct any 
inaccuracies which may have become apparent after its publication. This document may refer to the past performance of financial instruments. Past performance is not a 
guide to current or future results. The value of financial instruments can fall as well as rise. All statements in this document, other than statements of past performance and 
historical fact, are “forward-looking statements”. Forward-looking statements do not guarantee future performances. The financial projections included in this document do 
not represent forecasts or budgets, but are purely illustrative examples based on a series of current expectations and assumptions which may not happen as forecast. The 
actual performance, results, market value and prospects of a financial instrument may differ materially from those expressed or implied by the forward-looking statements 
in this document. The projected or targeted returns are inherently subject to significant economic, market and other uncertainties that may adversely affect performance. 
UBP also disclaims any obligation to update forward-looking statements, as a result of new information, future events or otherwise. Any performance data included in this 
document does not take into account fees, commissions, expenses charged on issuance and redemption of securities, or any other costs, nor any taxes that may be 
levied. The tax treatment of any investment depends on the client’s individual circumstances and may be subject to change in the future. This document does not contain 
any tax advice issued by UBP and does not necessarily reflect the client’s individual circumstances. This document is confidential and is intended to be used only by the 
person to whom it was delivered. This document may not be reproduced, either in whole or in part. UBP specifically prohibits the redistribution of this document, in whole 
or in part, without its written permission and accepts no liability whatsoever for the actions of third parties in this respect. This document is not intended for distribution in 
the US and/or to US Persons or in jurisdictions where its distribution by UBP would be restricted. UBP is authorised and regulated in Switzerland by the Swiss Financial 
Market Supervisory Authority (“FINMA”). 

UK: UBP is authorised in the United Kingdom by the Prudential Regulation Authority, and is subject to regulation by the Financial Conduct Authority and limited regulation 
by the Prudential Regulation Authority (PRA).

Dubai: This marketing material has been communicated by Union Bancaire Privée (Middle East) Limited, a company regulated by the Dubai Financial Services Authority 
(“DFSA”). It is intended for professional clients and/or market counterparties only and no other person should act upon it. The financial products or services to which this 
material relates will only be made available to a client who meets the professional client and/or market counterparty requirements. This information is provided for information 
purposes only. It is not to be construed as an offer to buy or sell, or a solicitation for an offer to buy or sell any financial instruments, or to participate in any particular trading 
strategy in any jurisdiction.

Hong Kong: UBP is a licensed bank regulated by the Hong Kong Monetary Authority (HKMA) and a registered institution regulated by the Securities and Futures Commission 
(SFC) for Type 1, 4 & 9 activities only in Hong Kong. The securities may only be offered or sold in Hong Kong by means of documents that (i) are addressed to “professional 
investors” within the meaning of the Securities and Futures Ordinance (Chapter 571 of the Laws of Hong Kong) and any rules made thereunder (the “SFO”); or (ii) are defined 
as “prospectuses” within the meaning of the Companies Ordinance (Chapter 32 of the Laws of Hong Kong) (the “CO”) or constitute offers to the public within the meaning 
of the CO. Unless permitted to do so under the laws of Hong Kong, no person may issue or have in his/her possession for the purpose of issuing, whether in Hong Kong 
or elsewhere, any advertisement, invitation or document relating to the securities, directed at, or likely to be accessed or read by, the public in Hong Kong, except where 
the securities are intended to be disposed of only to persons outside Hong Kong, or only to “professional investors” within the meaning of the SFO. 

Singapore: UBP is a bank regulated by the Monetary Authority of Singapore (MAS), is an exempt financial adviser under the Financial Advisers Act (Cap. 110 of Singapore) 
to provide certain financial advisory services, and is exempt under section 99(1) of the Securities and Futures Act (Cap. 289 of Singapore) to conduct certain regulated 
activities. This document has not been registered as a prospectus with the MAS. Accordingly, this document and any other document or material in connection with generic 
recommendations may not be circulated or distributed, whether directly or indirectly, to persons in Singapore other than (i) to institutional investors under Section 274 of the 
Securities and Futures Act (Cap. 289) of Singapore (“SFA”), (ii) to relevant persons pursuant to Section 275(1), or any person pursuant to Section 275(1A) of the SFA, and in 
accordance with the conditions specified in Section 275 of the SFA, or (iii) otherwise pursuant to, and in accordance with the conditions of, any other applicable provision 
of the SFA. This advertisement has not been reviewed by the Monetary Authority of Singapore.

Luxembourg: UBP is registered by the Luxembourg supervisory authority the Commission de Surveillance du Secteur Financier (CSSF). 

Italy: Union Bancaire Privée (Europe) S.A., Succursale di Milano, operates in Italy in accordance with the European passport – held by its parent company, Union Bancaire 
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