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Recession or Not?
Why bond and equity markets are sending two 

very different signals, and how investors should 

position themselves.
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T H E  C O N U N D R U M
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Why has the correlation between the S&P 500 and government bond yields 

weakened recently?
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S&P 500 vs. 10-Year US Bond Yields

|  Sources:  Blomberg, Haver Analytics, Deutsche Bank, WSJ (The Daily Shot)
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It is a phenomenon not limited to government bonds.  The same picture is 

emerging when comparing the S&P 500 to corporate HY bonds …
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S&P 500 vs. Corporate High Yield

|  Sources:  Blomberg, Haver Analytics, Deutsche Bank, WSJ (The Daily Shot)
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... and to copper – one of the most powerful economic indicators of them all.

5|  Sources:  Blomberg, Haver Analytics, Deutsche Bank, WSJ (The Daily Shot)

S&P 500 vs. Copper
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It smacks of weakening economic fundamentals, and that is precisely what is 

happening.
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Composite Purchasing Managers’ Indices
Manufacturing & Services

|  Sources:  IHS Markit, Wall Street Journal
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Even if PMI is stronger in the US than elsewhere, corporate revenue growth 

has come to a virtual standstill there, and that is only the topline.

7|  Sources:  Yardeni Research, WSJ (The Daily Shot)
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The bottom line is also under pressure.  With wages rising faster than prices, 

labour’s share of national income is rising, squeezing corporate profits.  

8|  Source:  Goldman Sachs Global Investment Research

G3 Labour Share of National Income
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Despite relatively poor economic fundamentals, US equities continue to do 

well.  Storm clouds are gathering, though.

9|  Sources:  MSCI, WSJ (The Daily Shot)

US Equities vs. Equities in the Rest of the World
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Commodities-to-equities valuation ratios are at 50-year lows …

10|  Source:  Crescat Capital

Commodities-to-Equities Valuation Ratio

https://www.crescat.net/the-impending-end-of-a-mania/?mod=djemDailyShot&mod=djemDailyShot
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… and 73% of the US yield curve has inverted.  In the past, when more than 

70% of the yield curve has inverted, a recession has always followed.

11|  Source:  Crescat Capital

Yield Curve Inversions vs Recessions in the US

https://www.crescat.net/the-impending-end-of-a-mania/?mod=djemDailyShot&mod=djemDailyShot
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Why do US equities continue to perform so well on the back of all this bad 

news?  I think there are (at least) four reasons.

1. Trade war misconceptions

2. The antics of President Trump

3. ETF craze

4. Lack of alternative investment opportunities
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The US dollar has performed exceptionally well in the post crisis 

environment, making it less attractive for US investors to diversify abroad. 

13|  Sources:  Haver Analytics, Institute of International Finance

US Dollar vs. Other Currencies

Nov. 2019
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W H A T  S H O U L D  Y O U  D O ?
Part 2
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Recommendation #1:  Reduce your equity beta exposure.

We are in dangerous territory and could soon be entering a secular bear market.

|  Source: Advisor Perspectives.  Chart based on S&P Comp. Index as at 31/10/2019.

Secular US Equity Bull and Bear Markets since 1877

https://www.advisorperspectives.com/dshort/updates/2019/11/01/a-perspective-on-secular-bull-and-bear-markets
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Recommendation #2:  Add gold to your portfolio.

Gold almost always does well once the yield curve has inverted.

16|  Source:  Crescat Capital

Gold-to-S&P 100 after Yield Curve Inversions

https://www.crescat.net/the-impending-end-of-a-mania/?mod=djemDailyShot&mod=djemDailyShot
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Recommendation #3:  Invest in robust income-generating strategies.

They always outperform in bear markets. 
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The End of the 
Debt 

Supercycle

Retirement of 
the Baby 
Boomers

Declining 
Spending 

Powers of the 
Middle Classes

Rise of the East 

The Age of 
Disruption 

Running Out of 
Freshwater 

Electrification 
of Everything 

Mean Reversion 
of

Wealth-to-
GDP

60 years of debt accumulation is
about to come to the end of the
road.

More than 150 million people in the
OECD will retire in the next 15 years.

Many countries have not
experienced any meaningful growth
in real wages for many years.

In PPP terms, China has more
middle class families, and is a larger
economy, now than the U.S.

The number of years to fully disrupt
a business is falling as the use of
digital technology spreads across
society.

More people in the world have a
mobile phone than have access to
clean water.

New technologies combined with a
war against climate change will
eventually electrify all heating and
transportation.

The aggregate result of the other
seven mega-trends and why we
keep the equity beta in our
portfolios to a minimum.

Recommendation #4:  Structure your portfolio on the basis of megatrends.

We have, over the years, identified no less than eight of those.
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Megatrends are highly predicable, structural long-term trends.

Why invest in megatrends?  Because …

Megatrends are virtually 

set in stone, i.e. the 

forecasting risk normally 

associated with investing 

is greatly reduced and 

consists predominantly 

of timing risk.

Megatrend investing is 

about structural 

winners which is why it 

is a consistent source 

of alpha.

Investing in megatrends 

can capture behavioural 

biases.

http://www.stockrate.dk/
http://www.stockrate.dk/
http://www.stockrate.dk/
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Think out of the box when investing in megatrends.  Not all investment 

opportunities offer the same efficient mix between risk, liquidity and returns.

20

Equity Beta risk vs. Liquidity vs. Expected Returns

1.Each strategy will offer exposure to more than one megatrend. In this illustration, they key megatrend is highlighted.
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One specific investment idea:

An Equity L/S fund, targeting both winners and losers in the digital revolution.

2121

Investment Overview

▪ This approach allows you to capture disruption 

without taking meaningful equity beta risk.

▪ Disruption creates dispersion and that leads to 

opportunities (top chart below).

▪ ARP has identified a manager who is long the 

disruptors and short the incumbents.

Expected Returns

▪ Our base case is for annual returns net of all fees to 

average at least 10%.

▪ Our base case is not contingent on strong equity 

markets.  As you can see below (bottom charts), 

this investment manager has performed very well 

in adverse market conditions.
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The End of the Debt Supercycle

|  Source:  Financial Times (2019)

Megatrend 1

▪ In the early stages of a typical debt supercycle, GDP and debt grows 1:1, 

but that ratio deteriorates as the cycle matures.  All prior debt supercycles 

have come to an end when GDP grows only £0.20-0.25 for every pound of 

added debt. China is now at 0.21 and the US at 0.28.

▪ The fact that ΔProductivity and ΔGDP are both struggling to gain 

momentum at present are powerful indications that we are fast 

approaching the end of the current debt supercycle.

As is evident from this chart, the world has never 

been more indebted during peacetime than it is now.

Median Govt. Debt as % of GDP

https://www.ft.com/content/661f5c8a-dec9-11e9-9743-db5a370481bc
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Retirement of the Baby Boomers

|  Sources:  IFS, BBC (2018)

Megatrend 2

▪ 150 million OECD workers will retire between now and 2050.

▪ Servicing the elderly is extremely costly.  According to the NHS, 

servicing a man in his mid-80s is 5-6 times more expensive than 

servicing a man at the age of 30 (see below).

NHS Spending on People by Age

https://www.bbc.co.uk/news/health-42572110
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Declining Spending Powers of the Middle Classes

Megatrend 3

▪ Workers in many countries have not experienced any meaningful growth in real wages for years.

▪ Low or no real wage growth negatively affects aggregate demand and partly explains why GDP growth is 

so low everywhere.

|  Sources:  WID.world (2017), World Inequality Report (2018)

Global Inequality



Absolute Return Partners  |  December 2019

QCP
ARP+ December 2019 Webinar

26

Rise of the East

Megatrend 4

▪ In PPP terms, China has more

middle class families now than the US.

▪ The first thing people spend more money 

on when living standards rise is more and better

quality food – almost always more protein-rich food.

▪ One should seek exposure to the phenomenal growth in the 

Chinese economy without being exposed to the over-leveraged 

financial system in China.

Chinese GDP Catch-Up under Various Assumptions

|  Source:  ARP Research.
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The Age of Disruption

No. of Years to Disrupt Incumbent’s Businesses

Megatrend 5

|  Source:  Arrowgrass Capital Partners LLP

▪ Some disruptive businesses succeed whereas others don’t;   

it is a misconception that entrants are disruptive by virtue of 

their success.

▪ Disruption has accelerated as a result of digitisation, but it is 

not at all limited to the technology industry.
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Running Out of Freshwater

Megatrend 6

▪ Water scarcity is widely perceived only to be a major problem in North Africa, Australia and the Middle 

East but, in reality, it is fast becoming a worldwide problem.

▪ Food production must rise 60% in the next 20 years, and food production accounts for nearly 70% of all 

freshwater consumption globally. In other words, the problem can only get worse.

Water Scarcity

|  Source:  New York Times
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Electrification of Everything

UK Fuel Mix in Electricity Generation

|  Sources:  ofgem, IEA

Megatrend 7

▪ The fight against global warming will drive governments all over the world to 

electrify virtually all transportation and heating, which will dramatically reduce 

demand for fossil fuels.

▪ The digital revolution will further accelerate the move towards electrification.

Global Fuel Mix (2018)

https://www.ofgem.gov.uk/data-portal/electricity-generation-mix-quarter-and-fuel-source-gb
https://www.iea.org/geco/electricity/
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Mean Reversion of Wealth-to-GDP 

▪ Asset prices have grown much faster than GDP since the

mid 1980s and, in the long run, one cannot outgrow the other.

▪ Every single time wealth has deviated meaningfully from its long-term

average, it has regressed to the mean, and US wealth is now a tad above 

500% of US GDP against a long-term mean value of 379%.

Megatrend 8

Total US Household Wealth as % of GDP since 1950

|  Source:  The Deviant Investor.
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This material has been prepared by Absolute Return Partners LLP (“ARP”). ARP is authorised and regulated by the Financial Conduct Authority.

It is provided for information purposes, is intended for your use only and does not constitute an invitation or offer to subscribe for or purchase

any of the products or services mentioned. The information provided is not intended to provide a sufficient basis on which to make an

investment decision. Any investment in ARP will be made pursuant to written subscription materials. The information provided in this material

will be subject to, and expressly qualified by, any information contained in the subscription material. The Securities and Exchange Commission

of the United States does not pass upon the accuracy or completeness of any of the information contained herein. Information and opinions

presented in this material have been obtained or derived from sources believed by ARP to be reliable, but ARP makes no representation as to

their accuracy or completeness. ARP accepts no liability for any loss arising from the use of this material. The results referred to in this

document are not a guide to the future performance of ARP. The value of investments can go down as well as up and the implementation of

the approach described does not guarantee positive performance. Any reference to potential asset allocation and potential returns do not

represent and should not be interpreted as projections.

All opinions and estimates included in this report are subject to change without notice. This report is intended for qualified customers of ARP.

The investments discussed in this report may not be suitable for all investors. Investors should make their own investment decisions based

upon their own financial objectives and financial resources and it should be noted that investment involves risk. Investors should be aware that

the market price of the securities discussed in this report may be volatile. Past performance is not necessarily a guide to future performance

and an investor may not get back the amount originally invested. Where investment is made in currencies other than the investor’s base

currency, movements in exchange rates will have an effect on the value, either favourable or unfavourable. An investor may not get back the

original amount invested and in the case of an illiquid stock the investor may be unable to sell at any price. Any tax relief mentioned are those

currently available and are subject to change. Their value depends on the personal circumstances of the investor.
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