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As the U.S. wraps up what is expected to be the strongest quarter 

of real GDP growth since the financial crisis, many investors have 

been surprised that stocks have not responded in kind. Instead of 

spinning the old tale, “the economy is not the market” and rolling 

out the 1987 analogue of the Dow Jones Industrial Average 

dropping over -20% while quarterly GDP was running at almost 

+7%, we prefer to evaluate each cycle on its own merits. 

Clearly, trade protectionism is the headline news of the day 

and could still present a material risk to the outlook for growth; 

however, we are more concerned with the breakdowns behind the 

scenes that suggest we are closer to the end of the cycle than most 

pundits believe. Namely, the significant flattening of the 2-10 U.S. 

yield curve (Chart 1) and the deterioration in credit markets both of 

which have been reliable leading indicators of past downturns. 

With the spread between the U.S. 2yr yield and 10yr now under 

30bps, we are essentially one hike away from an inverted curve. 

Why does this matter? According to a San Francisco Fed paper 

released in June, an inverted curve has predicted all nine U.S. 

recessions since 1955 with a lead of 6-24 months. We also find 

it interesting the flattening took place amidst robust economic 

growth and inflation finally above the Fed’s +2% long-term target, 

which would suggest that interest rates should be moving higher 

not lower. The bond market is sending a very clear signal that it 

does not believe these trends are sustainable. 

Often overlooked by investors, credit spreads are another crucial 

factor in our process. As multi-asset allocators, we appreciate 

credit’s ability to provide a proxy for risk appetite as well as its 

reliability as a leading indicator of equity peaks (about 8 months 

on average over the last 3 cycles). U.S. investment grade credit 

spreads look to have bottomed in February and are now +43bps 

wider, an increase of over 30%. Emerging Market bonds have 

performed terribly, down about -20% peak-to-trough, and with 

yields now at their highest levels since 2009. U.S. high yield 

has performed better than expected, likely given the Energy 

component; however, those spreads have also broken out to 52-

week highs (Chart 2). 

Setting aside the statistical importance of this measure, the fact 

that credit conditions are tightening while economic growth is 

strong and corporate cash flow is booming plainly indicates that 

we are late in the cycle. With global debt levels now at 220% of GDP, 

up from 180% ten years ago (Chart 3), and price-agnostic buying 

Last Exit?
Chart 1 | U.S. Treasury 2-10 Yr Bond Spread

Chart 2 | Corporate & Emerging Market Bond Spreads (1Yr)

source: Bloomberg, Equium Capital

source: Bloomberg, Equium Capital

Chart 3 | Global Debt % of GDP
source: IMF, OECD, BIS, Equium Capital
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Chart 4 | U.S. ISM Index vs. U.S. Financial Conditions (20Yr)
source: Bloomberg, Equium Capital

Chart 5 | Q2’18 U.S. Relative Sector Performance
source: Bloomberg, Equium Capital

support from central banks fading, we expect declining liquidity 

against a larger stock of debt to pressure credit spreads higher 

and eventually slow corporate earnings growth. For this reason, 

we further reduced our exposure to corporate credit within our 

fixed income allocation during the month. 

At this point, we should highlight that while our indicators are 

flashing “yellow”, they are not yet “red”. Other indicators such as 

jobless claims, consumer confidence and manufacturing surveys 

are not yet confirming the credit warning signs (Chart 4). Also, 

even once these have turned there is typically still a period of 

upside to equities, although returns do usually moderate.

As a result, we continue to favour equities over bonds; importantly, 

however, our equity mix has shifted away from cyclicals, such 

as Financials and Industrials, towards more late cycle exposure 

of Energy, Materials and defensives, such as Real Estate. Our 

technical lens confirmed this view during Q2 as these late-cycle 

sectors materially outperformed cyclicals (Chart 5). Also, their 

relative strength trends compared to global equities broke out to 

the upside during the last three months, some, such as Real Estate, 

out of multi-year downtrends. 

Going forward, we will be intently observing the market technicals 

and the progression of leading indicators for signs we are heading 

towards a recession within 12 months, which would necessitate a 

further defensive shift. We will not get ahead of the data, however. 

In fact, there is a chance the economic cycle could be extended if 

trade fears abate, China stimulates its economy through further 

rate cuts or productivity trends finally pick up.

With JPMorgan’s recession risk indicators now pointing to a 96% 

probability of a recession occurring within 3 years the window 

for owning risk assets is closing. Anti-growth trade wars and 

declining central bank liquidity will only serve to reduce the time 

left on the clock. The typical topping process takes 9-12 months 

and begins with credit spreads bottoming (check), followed by 

yields topping (maybe) and then equities rolling over. Enjoy a last 

drink, pack up your things and start looking for the exit.

At the half-way mark for 2018, a quick word on performance is 

warranted. We are pleased with the returns of our Global Tactical 

Allocation Fund (ETAC) year-to-date as it tracks towards our 

annual high single digit absolute return target and well ahead of 

peers. Also, the fund has creditably managed through the volatility 

by preserving capital through drawdowns and building during 

up-trends placing the fund near all-time highs. As we look to 2H’18 

we expect further volatility ahead as the cycle ages and liquidity 

recedes likely requiring material position shifts. Stay tactical!

Table 1 | Investment Recommendation Snapshot
source: Equium Capital
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