
Capital Preservation First,  
   Capital Growth Next. 

With our philosophy comes 
the mentality that we must be 
as concerned with the return 
of your investment capital as 
we are with the return on it.  

This moves even further to the forefront as market cycles 
mature, and we are seeing some of those signposts 
appearing as we navigate beyond the tranquility of 2017.

Inflation and volatility are on the rise, while the Fed is 
well underway with hiking rates, and fiscal stimulus from 
the tax cuts has turned into a tug-of-war with tariffs and 
trade wars.  With unemployment at half-century lows 
and wages growing, the labor market is now tightening.  
These are the ingredients of a late cycle economy. 

In this edition of the ITS Connection, we take a deep dive 
into recessions, what’s led them, what they’ve meant for 
past bull markets, and how close the next one may be.  
We also take a look at an asset class that could be on 
the verge of a bullish trend change, and how a resurgent 
greenback could affect this and other investments.  
Finally, we review our macro strategy and share what 
we’ve been doing to manage risk and reward in the 
current environment. 

Change is often one of the harder things in life to deal 
with. This is typically attributed to the uncertainties 
and challenges it brings.  As we move further along the 
economic continuum, we are assured that change will 
be both certain and necessary when this market cycle 
ultimately comes to an end.  At ITS, we are working hard 
every day to prepare for this change, as we strive to help 
our clients navigate successfully through it.

With the hike in mid-June, the Fed has now raised its key interest rate seven 
times since embarking on its current tightening cycle in December of 2015.  
Presently, the yield on 3-month T-Bills is near 2% for the first time in over a 
decade.  Yields on the flagship U.S. 10-year Treasury Note have eclipsed 3%, 
more than doubling over the last two years.  In that time, the yield curve has 
flattened quite dramatically, especially in the key 2-year to 10-year zone. 

Coming to Terms with Rising Rate Risk
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The flattening curve has been raising angst amongst investors, and here’s 
why—when the Treasury Spread falls to zero or below, the yield curve 
becomes inverted, and recession has generally followed.  That’s a justifiable 
fear, because as the graph below shows, bear markets associated with 
recessions tend to run deeper and last longer.  Since 1959, there have been
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eight U.S. equity bear markets.  Three of them occurred without a recession, those were the crashes of 1962, 1966, and 1987.  The average loss 
and duration of those bear markets was 28% and 6 months.  Fairly shallow and short.  Contrast that with the five other bear markets occurring 
with recessions.  These were the bear markets of 1969-70, 1973-74, 1980-82, 2000-02, and 2007-2009.  Their average loss was over 43% and 
they lasted an average of 1 year 9 months.  So the risk of loss is 1.5 times greater and lasts over 3 times longer where a recession is involved.

It is well known that the stock market generally peaks in advance of recessions.  For these five recession-linked bear markets, the stock market 
peaked 2-12 months before the economy.  Sometimes it was before the yield curve inverted, sometimes it was after.  That makes it crucial to 
understand just how tight conditions really are.  For example, we know the Fed is actively engaged in a tightening cycle via interest rate hiking 
and quantitative tightening or “QT” (the reduction of the Fed’s balance sheet through the sale of bond assets).  But how far have they come in 
this process, and at what point will it start to fully weigh on stocks and the economy?

When the Fed raises rates, it has an almost immediate effect 
on what borrowers pay and savers earn in the short term.  
These are “nominal” interest rates, meaning they are not 
adjusted for inflation—they are the rates you see every day.  
However, to find out what true interest costs or earnings are, 
one must account for inflation.  Currently, the nominal Fed 
Funds rate is about 2% (light blue area).  However, when 
factoring for inflation, the “real” Fed Funds rate was -0.9% 
at the end of June (dark blue line).  Negative rates are bad 
for savers, but good for borrowers.  Since much of modern 
economic growth is fueled by credit, a negative real rate 
can be equated with “loose” monetary conditions, because 
money is cheap.  Historically, when the Fed was busy hiking 
interest rates, it wasn’t until the real rate reached the 2%-4% 
level (shown here as the “recessionary threshold”)  that 
tighter conditions prevailed and the economy faltered.  So as 
of now, conditions remain accommodative for the economy, 
in spite of the Fed’s tightening thus far.

Another meaningful indicator of rising recession risk has been the yield spread of 
High Yield bonds to 10-year U.S. Treasury bonds.  Because of their lower quality 
status and riskier terms, these bonds are more sensitive to economic downturns.  
Historically, this spread has widened considerably before and during recessions.  
While it may be bottoming for this cycle, at present there is no sign of an impending 
recession from the HY spread.

For now, it appears as though the Fed is wanting to err on the side of the economic 
expansion, in that they are willing to let inflation run ahead of their current pace of 
tightening.  However, this is a delicate balancing act, and if inflation were to grow 
more rapidly, the Fed could find itself needing to play serious catch-up.  While trade 
wars and geopolitics are impacting sentiment, the Fed still represents the single 
greatest threat to the continuance of this economic expansion and the bull market in 
equities.  Our approach is to remain patient in this aging market cycle, while staying 
observant and being ready to pivot to a defensive stance when needed.
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After strengthening nearly 30% from mid-2014 through late 2016, 
the trend in the U.S. dollar was met with a significant reversal.  
By February of this year, the dollar retraced almost half of its 
prior gains, becoming a supportive tailwind for U.S. multinational 
corporations (like those in the S&P 500, garnering more than 40% 
of their revenues overseas). It was a boon for foreign stock and 
bond assets held by investors in the U.S., adding to their gains. 
It also provided some needed support for the commodities 
complex, which is notorious for its dollar sensitivity.  

The chart at right shows the price ratio of the S&P GSCI 
Commodities index to the S&P 500 index (blue line).  Following 
the Great Financial Crisis of 2008, commodities peaked and 
have been declining relative to the value of U.S. equities as they 
have been in a bull market.  For the last 2 1/2 years, this ratio 
has been hovering around historical lows not seen since 1970, 
and has looked as though it may be bottoming. Typically, when 
this ratio reaches an extreme low and turns upward, investors 
would be inclined to sell/reduce equity exposure and buy/add 
commodity exposure, with the opposite being true at extreme 
highs.  However, the dollar (gray area) plays a part in this too.  
In general, when the dollar is rising commodities are weakening 
compared to stocks, and when the dollar falls, commodities will 
gain.  The pair are negatively correlated.

The geopolitics of tit-for-tat tariffs and trade 
disputes this spring and summer has largely 
gone in favor of the U.S. dollar, with the index 
rallying around 7%, bringing it back up to a key 
technical level around 95.  As a result, strong-
dollar headwinds have begun to re-emerge, with 
downward pressure on commodities and foreign 
investments being the most noticeable thus far.  
If the dollar pauses here and enters a sideways 
trading range (such as in 2015-16), then the 
pressures should subside.  However, if the dollar 
rally gains momentum in the second half, then we 
could see it begin to drag on less obvious areas 
of the market as well.  It will be important to pay 
close attention to “king dollar” as the situation 
continues to develop over the remainder of 
summer and into the fall.
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Trade War Reignites Dollar Strength, Headwinds Re-emerge

Volatility strikes back.  The ultra-low volatility in the 
equity markets last year is history. In the first half 
of 2018, there already were 4.5 times the number 
of 1% daily moves than in all of 2017. There were 
no 2% or 3% days last year. We have seen a total 
of 10 so far this year. However, compared to the 
average for this bull market cycle, 2018 is running  
18% above average in 1% moves, and is on par 
with the number of 2% and 3% moves. So despite 
how it may feel coming from the historically 
“low vol” environment of 2017, really we are just 
getting back to a more healthy level of volatility in 
the marketplace. If it were to rise markedly from 
current levels, it could become more concerning, 
but as of now volatility is in a normal range.

Volatility Watch
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This newsletter was prepared for established clients of ITS; it should not be construed as a solicitation for investment in any security.  No claim is made as to the suitability of ITS’s strategies for any individual or 
entity or that they will prove profitable. Clients should notify their Financial Professional or ITS of material changes in their financial objectives and/or financial situation, or any reasonable account restrictions 
they wish to impose. Significant changes could impact management program selection. Securities prices fluctuate and may lose value.  PAST PERFORMANCE IS NO GUARANTEE OF FUTURE RESULTS.  Data 
presented herein was obtained from sources believed to be reliable; however, ITS cannot guarantee its accuracy.  Any use of text or graphics including reproduction, modification, distribution, or republication, 
without the prior written consent of ITS, is strictly prohibited. ITS will make its latest Disclosure Brochure and Audited Balance Sheet available upon request.  ALL RIGHTS RESERVED.  
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The S&P 500 Index is an unmanaged market value weighted index of the common stock prices of 
500 U.S. large cap companies chosen for market size, liquidity, industry grouping, and other factors.

The MSCI EAFE is a market cap weighted index including stocks from 21 developed markets outside 
of the U.S. and Canada.

The Barclays U.S. Aggregate Bond Index is composed of all publicly issued U.S. investment grade fixed 
rate securities of government, government agency, corporate, and mortgage-backed securities with 
maturities between one and ten years.

The ICE U.S. Dollar Index (USDX, DXY, DX)  measures the value of the United States dollar relative to a 
basket of six foreign currencies; the EU euro, Japanese yen, Pound sterling, Canadian dollar, Swedish 
krona, and Swiss franc.  The Index goes up when the U.S. dollar gains in value when compared to the 
other currencies and vice versa.

The S&P GSCI is a world-production weighted index of broadly diversified, unleveraged, long-only 
positions in commodity futures. It is designed to be investable by including the most liquid commodity 
futures, and provides diversification with low correlations to other asset classes.

The BofA Merrill Lynch U.S. High Yield Master II Index tracks the performance of U.S. dollar- 
denominated, below investment grade rated, corporate debt publicly issued in the U.S. domestic 
market.  Yield spread was calculated by subtracting the yield of 10-year U.S. Treasury bonds from 
effective month-end yield of each index for the same period. 

On the equity side, we have maintained a bullish 
stance overall, albeit with a bit of added caution. 
Our strategies averaged a healthy overweight to 
equities over the prior twelve months.  Higher 
levels of equity were held in the latter half of last 
year, with exposure reduced some in November, 
in anticipation of increased volatility this year.  The 
opposite has been true for fixed income, where 
we have been more bearish as rates and yields 
have been rising.  Duration measures how bond

prices will move with changing interest rates. Expressed in 
years, a longer duration will be more sensitive to rising interest 
rates, while a shorter duration will be less so.  Overall our fixed 
income exposure has been significantly shorter in duration 
compared to our benchmark (U.S. Aggregate Bond Index).

From an economic standpoint, globally, growth was very 
synchronized last year, whereas trade policy and a stronger 
dollar has put more emphasis on the U.S. as of late.  On 
average, our exposure has favored domestic equities, with 
a sizeable underweight to Greater Europe, and a neutral 
weighting to Greater Asia during the prior twelve months.  
Broadly, we continue to view this as a late cycle environment, 
where the ability to adjust strategy will remain key.

Macro Investment Strategy Review

INDIVIDUALS CANNOT INVEST DIRECTLY IN AN INDEX
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NBER’s Business Cycle Dating Committee maintains a chronology of the U.S. business cycle, comprising 
alternating dates of peaks and troughs in economic activity. A recession is a period between a peak 
and a trough, and an expansion is a period between a trough and a peak. The Committee does 
not have a fixed definition of economic activity. It examines and compares the behavior of various 
measures of broad activity: real GDP measured on the product and income sides, economy-wide 
employment, and real income, as well as other factors that do not consider the whole economy.

The Consumer Price Index (CPI) measures the average monthly change in the price for a basket of 
goods and services paid by urban consumers, including wage earners, clerical workers, technical 
workers, self-employed, short-term workers, unemployed, retirees, and those not in the labor force.

The Federal Funds Rate is the interest rate at which depository institutions lend funds maintained 
at the Federal Reserve to other depository institutions overnight.  The Federal Funds Target Rate is 
a policy rate set by the Federal Open Market Committee (FOMC) of the Federal Reserve Board of 
Governors.  It establishes the target rate, or range, for trading in the Federal Funds market.

The U.S. Treasury yield curve plots the yields of U.S. sovereign debt instruments from 1-month to 
30-years. The yield curve is used as a benchmark for other debt instruments in the market, such as 
mortgage rates or bank lending rates, and may also be used to predict changes in economic output 
and growth. A normal yield curve contains a positive slope, with longer-term instruments carrying 
higher yields as investors demand more for longer maturities in order to compensate for increased 
interest rate risk.

1Global Premier benchmark is 40% S&P 500, 20% MSCI EAFE, and 40% Barclays U.S. Aggregate Bond.  Dynamic benchmarks: 2Conservative is 23% S&P 500, 12% MSCI EAFE, and 65% Barclays U.S. Aggregate Bond, 3Moderate 
is 33% S&P 500, 17% MSCI EAFE, and 50% Barclays U.S. Aggregate Bond, and 4Growth is 43% S&P 500, 22% MSCI EAFE, and 35% Barclays U.S. Aggregate Bond.  5Income Plus benchmark is 100% Barclays U.S. Aggregate Bond.

Source:  Morningstar, ITS
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