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RE:

Yield Curve Inversion and Market Volatility

“When the weather changes, nobody believes the laws of physics have changed. Similarly, I don't
believe that when the stock market goes into terrible gyrations its rules have changed.”
Benoit Mandelbrot
Since the 2008 Global Financial Crisis (GFC), low levels of volatility in the equity and debt markets
has been a dominant theme. Recent market results and evidence indicate we may have now
left that regime behind (see charts below and on the following page).
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During the first week of December 2018, U.S. equity markets experienced increased volatility
above long-term averages following the 2008 GFC (see chart on page 1). The rates markets also
exhibited a small inversion of the yield curve when rates on 5-year Treasuries fell below the rates
of 3-year Treasuries (second chart). We view this as the first portion of a yield curve inversion but
have not yet reached the point that is typically referenced as a traditional yield curve inversion
(some view a traditional inversion as the drop in 10-year rates relative to the 2-year). In addition,
an inverted yield is generally interpreted as an indicator that investors are more confident in the
shorter term economic environment than they are about the economic outlook in the long-term.
At the same time, increased geopolitical uncertainties: tariffs, Brexit, riots in France, military flexing
by China and Russia, populist (anti-globalization activists) activity, etc. have increased. Reflecting
these recent events, the market’s reaction of late has been to penalize risky assets. In light of this
recent environment, PCA recommends that plan sponsors focus on two key areas to help
navigate this and similar future market disruptions:
1. Review rebalancing bands, and
2. Reexamine diversifying strategies
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Review rebalancing bands
Market disruptions such as the current one has the potential to cause unexpectedly rapid
asset allocation changes due to the extreme stock market volatility and potential illiquidity
in other asset classes. Such market events can shift the class weightings in an investment
portfolio so that several classes may end up outside of their pre-established target policy
ranges. In such times, it can be prudent to avoid rapidly rebalancing the portfolio back
to within the policy range. During such times, the cost curve for rebalancing can be
greater than the benefit of remaining at the strategic policy allocation. What this implies
is that rebalancing ranges should potentially be reviewed during periods when volatility
rises above its normal level assumed under the existing rebalancing bands.
Reexamine diversifying strategies
In markets that vacillate dramatically between risk-on and risk-off, sound diversification
strategies are of key importance as they can help smooth portfolio returns during such
periods. PCA has long been a proponent of looking at portfolios through the lens of risk
diversification. Using such a paradigm, we often see that economic growth risk dominates
all other risks within the portfolio, often accounting for 80+% of the portfolio’s risk. As such,
we believe strategic allocations must be able to diversify and seek to diversify against this
risk to a reasonable degree, and only a few strategies can accomplish this task. Simply
relying on strategies with low correlations to one another in a normal market environment
will not provide protection when the market encounters disruptions, which cause broadbased risk-off reactions. To diversify the whole portfolio from broad-based risk-off market
disruptions, an effective diversifying strategy(ies) must offset economic growth risk and
have a large enough allocation to be impactful. Since these topics/reviews can be client
specific, PCA consultants are available to discuss further.
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DISCLOSURES: This document is provided for informational purposes only. It does not constitute an offer of securities of any of the issuers that
may be described herein. Information contained herein may have been provided by third parties, including investment firms providing
information on returns and assets under management, and may not have been independently verified. The past performance information
contained in this report is not necessarily indicative of future results and there is no assurance that the investment in question will achieve
comparable results or that the Firm will be able to implement its investment strategy or achieve its investment objectives. The actual realized
value of currently unrealized investments (if any) will depend on a variety of factors, including future operating results, the value of the assets
and market conditions at the time of disposition, any related transaction costs and the timing and manner of sale, all of which may differ
from the assumptions and circumstances on which any current unrealized valuations are based.
Neither PCA nor PCA’s officers, employees or agents, make any representation or warranty, express or implied, in relation to the accuracy
or completeness of the information contained in this document or any oral information provided in connection herewith, or any data
subsequently generated herefrom, and accept no responsibility, obligation or liability (whether direct or indirect, in contract, tort or
otherwise) in relation to any of such information. PCA and PCA’s officers, employees and agents expressly disclaim any and all liability that
may be based on this document and any errors therein or omissions therefrom. Neither PCA nor any of PCA’s officers, employees or agents,
make any representation of warranty, express or implied, that any transaction has been or may be effected on the terms or in the manner
stated in this document, or as to the achievement or reasonableness of future projections, management targets, estimates, prospects or
returns, if any. Any views or terms contained herein are preliminary only, and are based on financial, economic, market and other conditions
prevailing as of the date of this document and are therefore subject to change.
The information contained in this report may include forward-looking statements. Forward-looking statements include a number of risks,
uncertainties and other factors beyond the control of the Firm, which may result in material differences in actual results, performance or
other expectations. The opinions, estimates and analyses reflect PCA’s current judgment, which may change in the future.
Any tables, graphs or charts relating to past performance included in this report are intended only to illustrate investment performance for
the historical periods shown. Such tables, graphs and charts are not intended to predict future performance and should not be used as the
basis for an investment decision.
All trademarks or product names mentioned herein are the property of their respective owners. Indices are unmanaged and one cannot
invest directly in an index. The index data provided is on an “as is” basis. In no event shall the index providers or its affiliates have any liability
of any kind in connection with the index data or the portfolio described herein. Copying or redistributing the index data is strictly prohibited.
The Russell indices are either registered trademarks or tradenames of Frank Russell Company in the U.S. and/or other countries.
The MSCI indices are trademarks and service marks of MSCI or its subsidiaries.
Standard and Poor’s (S&P) is a division of The McGraw-Hill Companies, Inc. S&P indices, including the S&P 500, are a registered trademark
of The McGraw-Hill Companies, Inc.
CBOE, not S&P, calculates and disseminates the BXM Index. The CBOE has a business relationship with Standard & Poor's on the BXM. CBOE
and Chicago Board Options Exchange are registered trademarks of the CBOE, and SPX, and CBOE S&P 500 BuyWrite Index BXM are
servicemarks of the CBOE. The methodology of the CBOE S&P 500 BuyWrite Index is owned by CBOE and may be covered by one or more
patents or pending patent applications.
The Barclays Capital indices (formerly known as the Lehman indices) are trademarks of Barclays Capital, Inc.
The Citigroup indices are trademarks of Citicorp or its affiliates.
The Merrill Lynch indices are trademarks of Merrill Lynch & Co. or its affiliates.
FTSE is a trademark of the London Stock Exchange Group companies and is used by FTSE under license. All rights in the FTSE indices and/or
FTSE ratings vest in FTSE and/or its licensors. No further distribution of FTSE data is permitted with FTSE’s express written consent.
While PCA has reviewed the terms of the Fund referred to in this document and other accompanying financial information on predecessor
partnerships, this document does not constitute a formal legal review of the partnership terms and other legal documents pertaining to the
Fund. PCA recommends that its clients retain separate legal and tax counsel to review the legal and tax aspects and risks of investing in
the Fund. Information presented in this report was gathered from documents provided by third party sources, including but not limited to,
the private placement memorandum and related updates, due diligence responses, marketing presentations, limited partnership
agreement and other supplemental materials. Analysis of information was performed by PCA.
An investment in the Fund is speculative and involves a degree of risk and no assurance can be provided that the investment objectives of
the Fund will be achieved. Investment in the Fund is suitable only for sophisticated investors who are in a position to tolerate such risk and
satisfy themselves that such investment is appropriate for them. The Fund may lack diversification, thereby increasing the risk of loss, and the
Fund’s performance may be volatile. As a result, an investor could lose all or a substantial amount of its investment. The Fund’s governing
documents will contain descriptions of certain of the risks associated with an investment in the Fund. In addition, the Fund’s fees and
expenses may offset its profits. It is unlikely that there will be a secondary market for the shares. There are restrictions on redeeming and
transferring shares of the Fund. In making an investment decision, you must rely on your own examination of the Fund and the terms of the
offering.
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