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A SECULAR INFLECTION POINT?

“Change of a long term or secular nature is usually gradual enough
that it is obscured by the noise caused by short-term volatility. By the
time secular trends are even acknowledged by the majority they are
generally obvious and mature. In the early stages of a new secular
paradigm, therefore, most are conditioned to hear only the short-term
noise they have been conditioned to respond to by the prior existing
secular condition. Moreover, in a shift of secular or long term
significance, the markets will be adapting to a new set of rules while
most market participants will be still playing by the old rules”

- Bob Farrell Aug. 3, 2001

Notes:
Source: Bob Farrell, Theme & Profile Investing Update, August 3, 2001

Gluskin Sheff + Associates Inc. Gluskin

Sheft



THIS ONE MAY HAVE MARKED THE TOP FOR THIS CYCLE!

Notes:
Source: The Economist (October 7t - 13t 2017)
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2018: A REVERSAL OF FORTUNE
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STEEP CORRECTION OUTSIDE THE USA

United States: Dow Jones World ex. US Index
(index)
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Notes:
Source: Haver Analytics, Gluskin Sheff
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EVEN THE UNITED STATES HAS SEEN A CHANGE IN COMPLEXION

United States: S&P 500

(index) Last Year (index) This Year
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HISTORICAL DOUBLE TOPS - CLASSIC TOPPING FORMATION

United States: S&P 500
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THE WALL STREET JOURNAL
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boost from reduced tax and
regulations will peter out, and the
drag from higher trade barriers
and less immigration will show. Yet
the most important determinant is
monetary policy.”
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Source: Wall Street Journal (January 25, 2018)
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THE FRONT END OF THE CURVE HAS HAD A CORONARY

United States: 2-Year Treasury Note Yield

(percent)
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COUPLED WITH A SHRINKING FED BALANCE SHEET

United States: Fed Balance Sheet
(12-month change; $ trillions)
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POWELL CAUTIOUS ON RISK-TAKING

“I think we are actually at a point of encouraging
risk-taking, and that should give us pause. Investors
really do understand now that we will be there to
prevent serious losses. Itis not that it is easy for them
to make money but that they have every incentive to
take more risk, and they are doing so. Meanwhile, we
look like we are blowing a fixed-income duration
bubble right across the credit spectrum that will
result in big losses when rates come up down the
road. You can almost say that that is our strategy.”

-October 24, 2012

“Overly accommodative monetary policy also poses
risks. First, the economy could overheat, and rising
inflation could require the Committee to raise rates
faster, which--if overdone--could produce a damaging
recession. For now, | would be more concerned with
a second risk, which is that more-accommodative

Trailing P/E 14.5x 18.8x 18.6x policy could lead to frothy financial conditions and
eventually undermine financial stability. While | do
Forward P/E 12.7x 16.9x 15.2x not see a troubling buildup of these risks today, tighter
monetary policy might eventually be necessary if such
High Yield 554 bps 459 bps 369 bps risks do appear.”
Spreads
-April 8, 2015

Notes:

12
Source: Meeting of the FOMC (October 23-24, 2012), Speech at the C. Peter McColough Series (April 8, 2015)
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POWELL AT JACKSON HOLE

# =X “Whatever the cause, in the run-up to the
w past two recessions, destabilizing excesses
fﬂ'l \ appeared mainly in financial markets

rather than in inflation. Thus, risk
management suggests looking beyond
inflation for signs of excesses.”

— August 24, 2018

Notes:
Source: Jerome Powell; Monetary Policy in a Changing Economy; August 24, 2018
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SO WHERE HAS INFLATION BEEN?...IN ASSETS!

Price Change Since 2009

(percent change)

300 -~
275
250 -
200 -
150 -
100 A 2%
annualized
50 - l
O ]
Equities Commercial Corporate Art Gold Commodities Housing Headline CPI
Real Estate Bonds
Notes: 14

Source: Haver Analytics, Gluskin Sheff

Gluskin Sheff + Associates Inc. Gluskin

Sheft




PAYING MORE FOR SLOWER GROWTH!

United States: Historical Bull Markets

(annualized percent change)

Trough Date Peak Date S&P 500 Nominal GDP Real GDP Months

13-Jun-49 15-Jul-57 17.3 7.3 4.6 97
22-Oct-57 3-Jan-62 15.4 5.4 3.8 51
26-Jun-62 29-Nov-68 12.0 7.7 5.0 77
26-May-70 11-Jan-73 23.3 10.0 51 32
3-Oct-74 28-Nov-80 14.1 10.8 3.2 73
12-Aug-82 16-Jul-90 17.5 7.6 4.2 95
11-Oct-90 24-Mar-00 19.0 5.6 3.5 113
9-Oct-02 9-Oct-07 15.0 5.8 2.9 60
9-Mar-09 20-Sep-18 16.6 3.8 2.2 114

Average

Notes: 15
Source: Haver Analytics, Gluskin Sheff
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SUPPLY-SIDE FORCES HAVE BEEN UNDERPINNING EQUITY MARKET

United States
S&P 500 Divisor S&P 500 Buybacks
(billions of shares) ($ billions)
9.4 - 200 7
Record high®
180 A
92 T 160 .
140 A
9.0 +
120 A
100 A
8.8 A
80 A
60 -
8.6 -
40
18-year low
84 T T T T T T T T 20 T T T T T T T T
2002 2004 2006 2008 2010 2012 2014 2016 2018 2002 2004 2006 2008 2010 2012 2014 2016 2018
Notes:
Shaded area represents period of U.S. recession 16

Source: Haver Analytics, Gluskin Sheff

Gluskin Sheff + Associates Inc. Gluskin

Sheff




Yellen's successoris :
likely %o continue :
raising rates to keep .
the expansion on track

B Davw Hasssum

The Senate confirmed Jo
romw Powedl 15 bocome the 16T
chajrman of the Federal Re
serve, chearmg the way for &
new leader libely to contime
ratting Wteresl rates to bewp
e Lateins eCOmOmR nr’n—
#20m oa track.

Mz Powell who was conr
frmwd Tuesdiy by s 8413
voto will take cver when (har
worras Jacwt Vedow') s veay
term af chied ends Feb 1 She
has saed sic would leave the
Fed bowrd of goversors orce
ber sucensor |8 sworn i .

Although Mr Powsll's poes-
nation attracted brosd biparts’
san support, 4 aso drvw oppo.
sthon frem scveral poteatial
temtetidols i the 20 phei:
dential racw. On the Democrat

Notes:

THE WALL STREET JOURNAL

Senate Confirms Powell as Fed Chairman ‘we've been patient in removing

e o it e fn 5 s 1 semen dCCOMModation, and I think that

Utah and Marco Ko of Flor

Me Powell & Fed mmmn(
since 2002, wil indweiit an scon-
cmy on the upeatg Sasled by 3
booming labor smwket and
strong plobal growth His task
will be 30 sustan the coomomyy
oparsion withowe letting =
Pk 5 30 much morsentum
that the Fed mould be forced 1o
ool © off with shap rute i
creases, risking &

The Fed has boctt gradually
ralsing  Wort-lerm  Inferest
rates since kate 2005 and last

f ter the francal aal
s Officisls i December ralsed
4 the Tocy benchimact. rate by 2
3 QuArter percestige point to 4
-—hﬁ“h-“um-&-——— range between | 25% and 1 5%
and penciied B three more such
moves (his year

Mr. Powel s By to stick
with M Yelen's cansiows ig-
mshe“rm

side, those voting against his ria and -Cory Booker of New:
confirmation mchided Sens  Jervey. On the Repubdcas side,

ERdibith Wartvn of Misdahis * Sevis’ Teg! Diul of Teiss, Rand
sottn, Kamals Karrs of Califer-  Pad of Kemeecky, Ilihuco!

Source: Wall Street Journal (January 24, 2018)

Gluskin Sheff + Associates Inc.

ﬂ:hmﬁu-ﬂd'

moving accormerodation, sed |
think thit patience bas served’

" well " M. Powerdl saied ot his.

confirmation hearing Nov. 28

after beitg norinated by Press

dent Demall Trump an Nov 2

Now that prowth has picked up,*
I tme for w10 be normaliz-

Iy interwst rates.” he sdded
Bat Dhime plavs coukd charge
depending oa how e econonmy

evolves - If inflation remains®
stack below the Fod'y 2% target, .

Mr Powell and his colleagun

condkd deide 10 bold off on rate |

Increases 4o ket price pressures

bulld. Or¥f the economy shows -
overseating, Uy .

g of
might wart to move more ag
e

A spart of growth drives by |
the tax overhasl coudd Joad the -
Fed to rajse rates more Quickly |

2 cool off the ccomomy That
condd place My Powrl ot odds

with the White Mouse, which -
would welcome 2 stronger «x- -

pamion

" “we can aford 1o g0 more .
slowdy if we dewrmune 1hat in

Jower L2aa we Though. and we
aa peve more, qupckdy.” My
Pomn!] waid s Noverber

M Powel, 3 Lowyer and for
meY  privafeequity  partner
moved 020 us pew roke with

will e the firet Fed urman @
Vwroe decades who dosan 1 dave
a M n economuct

Mr Powel i Un. second of
Mr Trumg's Fed nominees to
b confirmmed, fallowing Randal
uw am

Butt Nir. Powed still wid have
L2 confersd itk 3 depheted Fod
teard The eves by et
s Theee vacanch.”

Mr. Tramp has u.n:rurm
Marvia Goodirend, s Camegic
Medlon Unseersity peofessor agxd
former Fod economist, to (@
onw of those positiced. The Sew
»tr Rapding Compmtee heic s
corfirmation heanng Tasdsy
® FUAC nemince backe wrall

e B2

patience has served us well, Mr.
Powell said at his confirmation

. hearing Nov. 28, after being

nominated by President Donald
Trump on Nov. 2. Now that growth
has picked up, “it’s time for us to
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THE FED HAS SLICED ITS NEUTRAL POLICY RATE FORECAST

United States: Median FOMC Terminal Funds Rate Forecast

(percent)
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LITTLE (IF ANY) SLACK LEFT IN THE LABOR FORCE

United States: Unemployment Rate

(percent)

10 1

. N A

V \A AL
4 - W 18 months below
Fed's NAIRU

estimate

2 1 I I 1
1995 2000 2005 2010 2015

Notes:
Shaded regions represent periods of U.S. recession 19
Source: Haver Analytics, Gluskin Sheff

Gluskin Sheff + Associates Inc. Gluskin

Sheff




MAKING INFLATION GREAT AGAIN!

United States: PCE Deflator

(year-over-year percent change)

4.5 A

35

25
Fed target A

15

0.5

-0.5 A

-1.5 -
1997 1999 2001 2003 2005 2007 2009 2011 2013 2015 2017

Notes:
Shaded regions represent periods of U.S. recession 20
Source: Haver Analytics, Gluskin Sheff

Gluskin

Gluskin Sheff + Associates Inc. Lrluskin
Sheff




TO NEUTRAL...AND BEYOND!

“...interest rates are still accommodative, but we’re
gradually moving to a place where they will be
neutral...we may go past neutral. But we’re a long
way from neutral at this point, probably.”

- October 3, 2018

Notes: 21
Source: Interview with PBS (October 3, 2018)
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FED TIGHTENING CYCLES AND FINANCIAL EVENTS

United States: Federal Funds Rate

(percent)
20 "~

First Penn/Latam Debt
18 1 Crisis
16 -
14 A Franklin National

Continental lllinois

12 1 Bankruptcy gayings & Loan

Debacle

10 1 PennCentral Lincoln Savings

Asian Crisis/Russian

8 1 Orange
County/Mexican Crisis Défault & LTCM
6 U.S. Housing and
Tech Wrec Credit Collapse
4
?

2 J/.Q)

O T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T T 'l_|_|' 1 T 1 T T T T

2 -

1965 1968 1971 1974 1977 1980 1983 1986 1989 1992 1995 1998 2001 2004 2007 2010 2013 2016
Notes:
Shaded regions represent periods of U.S. recession 29

Source: Haver Analytics, Gluskin Sheff

Gluskin Sheff + Associates Inc. Gluskin

Sheff




HE KNOWS BUBBLES BETTER THAN ANYBODY

“There are two bubbles: We have a stock market
bubble, and we have a bond market bubble...what's
behind the bubble? Well the fact, that, essentially, we're
beginning to run an ever-larger government deficit. As a
share of GDP debt has been rising very significantly and
we’re just not paying enough attention to that.”

— January 31, 2018

Notes: 23
Source: Alan Greenspan, Bloomberg TV, January 31, 2018
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THIRD MOST OVERVALUED STOCK MARKET

United States: Cyclically Adjusted Price-to-Earnings Ratio
(ratio)
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CAVEAT EMPTOR AT 17%!!

United States: Market Cap as a Share of S&P 500

FAANGM Stocks Microsoft, Intel, Lucent, Cisco, Oracle, and Dell
(percent) (percent)
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U.S. STOCK MARKET HIGHLY CONCENTRATED

United States
Relative Contribution of the S&P 500 - 2018 Percent Change - 2018
(percent) (percent)
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BOB FARRELL’S 10 MARKET RULES TO REMEMBER

=

N

W

N o O

Markets tend to return to the mean over time

Excesses in one direction will lead to an opposite excess in the
other direction

There are no new eras — excesses are never permanent
Exponential rapidly rising or falling markets usually go further than
you think, but they do not correct by going sideways

The public buys the most at the top and the least at the bottom
Fear and greed are stronger than long-term resolve

Markets are strongest when they are broad and weakest when
they narrow to a handful of blue-chip names

Bear markets have three stages — sharp down, reflexive rebound
and a drawn-out fundamental downtrend

When all the experts and forecasts agree — something else is
going to happen

10. Bull markets are more fun than bear markets

Gluskin Sheff + Associates Inc.
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Notes:

Buttonwood |

Corporate debt could be the culprit

NTEREST rates are heading higher and

thatis likely to put financial markets un-
der strain. Investors and regulators would
both dearly love to know where the next
crisis will come from. What is the most
likely culprit?

Financial crises tend to involve one or
more of these three ingredients; excessive
horrowing, concentrated bets and a mis-
match between assets and liabilities. The
crisis of 2008 was so serious because itin-
volved all three—big bets on structured
products linked to the housing market,
and bank-balance sheets that were both
overstretched and dependent on short-
term funding. The Asian crisis of the late

L e

Source: The Economist (May 5t - 11th, 2018)

Gluskin Sheff + Associates Inc.

The

Economist

I The A to B of decline
S5&P Global median corporabe-credit rating

B~
Lo Ll et Lo L b i Lo

1980 85 90 0G5 2000 05 10 1518
Source; S&P Global

the London Business School, Alex Brazier,
the director for financial stability at the
Bank of England, compared the yield on
corporate bonds with the risk-free rate
{the market's forecast for the path of offi-
cial short-term rates). In Britain investors
are demanding virtually no excess return
on corporate bonds to reflect the issuer’s
credit risk. In America the spread is at its
lowest in 20 years. Just as low rates have
encouraged companies to issue more
debt, investors have been tempted to buy
the bonds because of the poor returns
available on cash.

Mr Brazier also found that the cost of

insuring against a hond issuerfailing to re-
i s nssmaad e dlaa s i dalaaala
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CORPORATE BALANCE SHEETS ARE NOT IN GOOD SHAPE!

United States: Corporate Debt-to-GDP

(percent)
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STREETWISE | By James Mackintosh

There Have Never Been So Many Bonds That Are Almost Junk

amount to about half of the

#_ ! Investors shareholders realize the dan- Pederal Reserve rate rise.
o "‘53_. often turn to  ger. Trouble appeared in US,  What is going on? BBE My Baby existing size of the £1 trillion
o dts F corporate- junk bonds months before The explanation is that The expilesion of corporate The lowest investmant-grad L5 junk market. In Europe
e — o8 bond markets  the S&P 500 peaked in 2007 high-quality bonds aren’t 88 poneds sines the last recession rating category makes up mare those close to the adge
..ﬁ.}‘___/l"-\_ for earhy and gave several weeks' no- high-quality as they nsed to has bean led by the lowest than 40% of all U5, corporate would add about 35% to the
warning of tice of the 2011 selloff. It be. while junk bonds are a investment-grade rating, BER. bonds for the first time. €347 billion (5205 billion)

trouble, and currently find
reassarance that all is well
Burt look closer and the real
message §s that hidden risks
are building. The next down-
turn conld be more painful
than usual for creditors, with
knock-on effects for share
holders.

Credit markets send two
classic signals: The first
shows excessive risk taking,
when companies pay wery lit
tla above Treasury bonds

isn't infallible—the dot-com
bubble carried on for two
vears after the 1998 bond
selloff—but ks worth watch-
ing.

AT the moment investors
may be seratching their
heads. The first signal is
flashing, but the second is
confused US. junk bonds
have boen doing great, sug-
gesting nothing is wrong,
even as higher-quality bonds
sell off

little safer than they were.
This summer for the first
time more than 40% of the
value of ILS. corporate bonds
was rated BEE, just eking
over the line into investment
grade, and an even higher
proportion was BEE in En
rope.

Back in 2007, bond
spreads were a little lower
than today, but a smaller
slice of bonds was on the
bottom rung of investmeant

Valwe of UL5. corporate bonds

Percentage of LS. corporate

LN, inwstment wate

junk market if all were
downgradad

The good news is that af-
ter the 2008 crunch, lots of
bond-Tund managers changed
their rules to allow them to
hold at least some bonds
that weren't part of their
benchmark, so they wouldn't
hawe to dump downgraded
paper immadiately. But it
sn't clear whether they
could cope with the seale of

downgrades that might re

as in the late 19905 and The aption-adjusted grade and so at risk being B i sult from the changed struc

2007, and again today. This spread—a standard measure  downgraded to junk: only 2005 10 005 0 ture of the market,

is a handy reminder that of the extra vield over Trea-  26% of U5, bonds were rated  Sowoe 10 Data Senvives THE WA LL STREET JOURNAL All this is bad news for in-
Notes: 30

Source: Wall Street Journal (September 21, 2018)
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HALF OF INVESTMENT-GRADE COMPANIES ARE RATED BBB

United States: BBB Share of Investment-Grade Bonds

(percent)
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Notes: 31
Source: Bloomberg, Gluskin Sheff
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BRAINARD ON HEIGHTENED RISKS

U N b A “The past few times unemployment fell to levels as
low as those projected over the next year, signs of

S U P E P overheating showed up in financial-sector

imbalances rather than in accelerating inflation.
The Federal Reserve’s assessment suggests that
financial vulnerabilities are building, which might be
expected after a long period of economic expansion
and very low interest rates. Rising risks are
notable in the corporate sector, where low
spreads and loosening credit terms are mirrored
by rising indebtedness among corporations that
could be vulnerable to downgrades in the event
of unexpected adverse developments.”

— September 12, 2018

N KIN

Notes:

32
Source: Lael Brainard; What Do We Mean by Neutral and What Role Does It Play in Monetary Policy?; September 12, 2018
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CORPORATE BOND SPREADS SUPER TIGHT

United States: Industrials: BBB Credit minus U.S. Treasuries
(basis points)
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CYCLE IS VERY LATE

S

THE U

ions

ic Expansi

Duration of Econom

United States

(months)

Second

|
\

longest!

140 -

120 A

" auny

1002980
T00Z-1eiN
066T-nr
T86T-Nr
086T-uef
€LBT-AON
6967020
096T-dy
1G6T-8nY
€386Tnr
8176T-AON
G6T-0o4
LE6T-RelN
6¢6T-8nY
9267490
€C6T-AelN
0C6T-uer
8T6T-8nY
ET6T-uer
0T 6T-uer
LOGT-Ael
c06T-dos
668T-uUnf
6687090
€68T-uef
0687T-nr
1 88T-1eI
¢88T-1eIN
€/8T390
6987-unf
GogT-dy
0987490
/G8T-unr

Month of Economic Cycle Peak

34

Source: National Bureau of Economic Research, Gluskin Sheff

Notes:

Gluskin
Sheft

(

J
=
p—
w
]
e
<
o
9
®)
w
w
<
+
&
g
—
w2
=
e,
w
=
—
O




U.S. ECONOMY HAS SHIFTED TO AN EXCESS DEMAND BACKDROP (INFLATIONARY)

United States: Output Gap

(percent)
3 -

2 1 Excessdemand

. BVAN

Excess supply

4 -
1995 2000 2005 2010 2015

Notes:
Shaded regions represent periods of U.S. recession 35
Source: Haver Analytics, Gluskin Sheff
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RUNNING OUT OF WORKERS

United States: Available Labor Supply

(millions of people)
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A SKILL-LESS JOBS EXPANSION

United States: NFIB: Businesses with Few or No Qualified Applicants for Job Openings

(percent share)
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DITTO!

United States: NFIB: Quality of Labor Single Most Important Problem
(percent)

30 1

25 - 2

20

15

10

O T T T T T T
1986 1991 1996 2001 2006 2011 2016

Notes:
Shaded regions represent periods of U.S. recession 38
Source: Haver Analytics, Gluskin Sheff

Gluskin Sheff + Associates Inc. Gluskin

Sheff




A SKILL-LESS JOBS RECOVERY

United States
Employment/Population Ratio: Less Than HS Diploma Unemployment Rate: Less Than HS Diploma
(percent) (percent)
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WORKERS ARE JOB HOPPING THE MOST IN YEARS

United States: Job Leavers Share

(percent)
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EVIDENCE OF RISING WAGE GROWTH

United States: Average Hourly Earnings: Production & Nonsupervisory Workers

(year-over-year percent change)
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MORE WAGE ACCELERATION IS ON ITS WAY

United States: NFIB: Planning on Raising Wages in Next 3 Months

(percent)
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A RETURN TO LARGE FISCAL DEFICITS

Once Hawkish, Repubhcans Open MﬂneySp:got
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By JIM TANKERSLEY

WASHINGTON — Republicans
we pouring government stimulus

Maya MacGuineas, the president
of the Committee for a Responsi-
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AN UNPRECEDENTED LATE-CYCLE FISCAL BOOST

... ‘participants generally regarded
the magnitude and timing of the
economic effects of the fiscal policy
changes as uncertain, partly
because there have been few
historical examples of expansionary
fiscal policy being implemented
when the economy was operating at
a high level of resource utilization. A
number of participants also
suggested that uncertainty about
whether all elements of the tax cuts
would be made permanent, or
about the implications of higher
budget deficits for fiscal
sustainability and real interest
rates, represented sources of
downside risk to the economic
outlook.”

Notes: 44
Source: Minutes of the Federal Open Market Committee (March 20-21, 2018)
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THE FED ON TRADE DISPUTES

| “In addition, all participants pointed to
ongoing trade disagreements and
proposed trade measures as an important
source of uncertainty and risks.
Participants observed that if a large-scale
and prolonged dispute over trade policies
developed, there would likely be adverse
effects on business sentiment, investment
spending, and employment. Moreover,
wide-ranging tariff increases would also
reduce the purchasing power of U.S.

households.

Further negative effects in such a scenario
could include reductions in productivity
and disruptions of supply chains.”

Notes:
45
Source: Minutes of the Federal Open Market Committee (July 31 - August 1, 2018)
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INFLATION SURPRISE AHEAD?

FINANCIAL TIMES

“An increasing number of firms are telling us that
they are going to start passing the cost increases
through and will be reflected in final goods
prices. Businesses have told me that they have been
able to absorb a fair amount of the price increases to
date but that their ability to do that is

diminishing” (Raphael Bostic, President of the Atlanta

Price of Trump’s tariff war likely to be
paid by consumers, warn Fed chiefs
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Fed).

“More and more of them [ed note: companies] are
telling me for the first time in years ‘I am putting
through price increases’ or ‘l intend to put
through price increases’. It wouldn’t surprise me if
we see it show up in the data here in the near future”
(Robert Kaplan, President of the Dallas Fed).

“If we continue to have these rolling tariffs where they
keep increasing and adding on and adding on then
you could have a longer spurt of inflation and that
would make things a little more complicated” (Loretta
Mester, President of the Cleveland Fed).

Notes: 46
Source: Financial Times (August 27, 2018)
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BUSINESSES ARE PLANNING TO RAISE PRICES

United States: NFIB: Percent Share Planning to Raise Average Selling Prices
(percent)
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Source: Haver Analytics, Gluskin Sheff
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LEADING INFLATION INDICATORS POINTING UPWARD

United States

(year-over-year percent change)
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FLATTER YIELD CURVE - CLASSIC LATE-CYCLE

United States: 10-Year Less 2-Year Treasury Yield
(basis points)
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Notes:

THE WALL STREET JOURNAL.

Flattening Yield Curve

Treasurys’ move often
warns of a recession,
but current economic
growth remains steady

By DanieL KruGeR
AND SAM GOLDFARB

The gap between short- and
long-term Treasury yields is at
its narrowest in more than a
decade, reflecting investors’
confidence that the Federal
Reserve will maintain its cur-
rent pace of interest-rate in-
creases despite continuing
skepticism about the longer-
term outlook for economic
growth and inflation.

The difference between the
two-year Treasury yield and
the 10-year Treasury yield,
known on Wall Street as the
2-10 spread, settled Tuesday
at 0.428 percentage point, its
tightest since 2007, before
steepening modestly Wednes-
day. Two-year yields tend to
rise along with investors’ ex-
pectations for tighter Fed in-
terest-rate policy, while lon-
ger-term yields are more
responsive to sentiment about
prospects for the economy.

The so-called yield curve,
which measures the spread be-
tween short- and long-term
rates, is a key indicator of sen-
timent about the prospects for
economic growth, but inves-
tors remain split on what the
signal shows now. Because
short-term rates have exceeded
longer-term rates before each
recession since at least 1975—a
phenomenon known as an in-

Source: Wall Street Journal (April 19, 2018)
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helps manage the BMO TCH
Core Plus Bond Fund. “We
don’t necessarily believe the
market will be able to with-
stand a terribly hawkish Fed.”

Ms. Mardarovici said she is
betting that the yield curve
will continue to flatten. Her
portfolios are overweight 10-
and 30-year Treasurys and un-
derweight three-to-five-year
government debt, she said.

On the other hand, higher
short-term yields suggest in-
vestors have confidence that
inflation will reach the Fed's
2% target, but stable longer-
term yields suggest a lack of
concern that policy makers
will lose control, said Michael
Pond, head of inflation-linked
strategies at Barclays PLC. The
Fed “has shown its ability to
control inflation” and prevent
an overshoot, he said.

After dipping below 0.5 per-
centage point in early January,
the 2-10 spread reached as high
as 0.779 percentage point in
February as investors saw
signs that persistently tight la-
bor markets might be translat-
ing into higher wages. Though
those signs of rising wages
were subsequently revised
lower, leading the yield curve
to resume its trend toward flat-
tening, policy makers have ex-
pressed confidence in forecasts
that growth and inflation will
continue as they raise rates.

Investors and analysts are
unsure how closely Fed officials
will watch the bond market to
help guide monetary policy,
said Aaron Kohli, an interest-
rate strategist at BMO Capital
Markets. Mr. Kohli, who is fore-
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THE SAN FRAN FED: ECONOMIC FORECASTS WITH THE YIELD CURVE

FRBSF Economic Letter

2018-07 | March 5,2018 | Research from Federal Reserve Bank of San Francisco

Economic Forecasts with the Yield Curve

Michael D. Bauer and Thomas M. Mertens

“The term spread—the difference between long-term and short-term
interest rates—is a strikingly accurate predictor of future economic activity.
Every U.S. recession in the past 60 years was preceded by a negative term
spread, that is, an inverted yield curve. Furthermore, a negative term
spread was always followed by an economic slowdown and, except for one
time, by a recession. While the current environment is somewhat special—
with low interest rates and risk premiums—the power of the term spread to
predict economic slowdowns appears intact.”

Notes: 51
Source: Economic Forecasts with the Yield Curve (March 5, 2018)
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THIS IS WHAT THE ST. LOUIS FED HAS TO SAY...

United States
U.S. 10-Year T-Note Yield LESS U.S. 2-Year T-Note Yield Unemployment Rate
(basis points) (percent)
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“On average, since 1969, the unemployment rate trough occurred nine months before the NBER-determined recession trough, while the

yield curve inversion occurred 10 months before...based on this evidence, it appears that both indicators tend to be reliable predictors of
a business recession.”

Notes:
Shaded regions represent periods of U.S. recession

52
Source: Economic Synopses; Recession Signals: The Yield Curve vs. Unemployment Rate Troughs (June 1, 2018), Haver Analytics, Gluskin Sheff
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RECESSION PROBABILITIES ARE INCREASING

United States: NY Fed Probability of U.S. Recession 12-Months Ahead
(probability)
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14 OF 15 VARIABLES SUGGEST WE ARE IN THE FINAL INNINGS IN THE U.S.

Average change in

expansions (start to Percent of average

Variable peak/trough) This cycle recovered this cycle
Core CPI (bps) 82.0 60.0 73.2%
CRB Commodity Index (%) 37.0% 48.2% 100.0%
2s/10s Yield Curve (bps) -183.0 -209.0 100.0%
Industry Capacity Utilization Rate (ppts) 9.0 12.9 100.0%
Unemployment Rate (ppts) -2.9 5.7 100.0%
Real GDP (ppts) 8.9 7.8 87.6%
Profit Margins (ppts) 3.9 5.6 100.0%
ISM Manufacturing (pts) 25.0 15.0 60.0%
Auto Sales (%) 56.0% 85.8% 100.0%
Housing Starts (%) 63.5% 128.5% 100.0%
Cyclical GDP Share (ppts) 3.2 4.3 100.0%
Trailing P/E Multiple (pts) 7.8 9.1 100.0%
High Yield Spread (bps) -662.7 -817.7 100.0%
Employment-to-Population Ratio (ppts) 2.5 1.0 40.3%
Consumer Confidence (pts) 43.9 80.7 100.0%

Average 90.7%

Notes: 54
Source: Haver Analytics, Gluskin Sheff
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AS THE CYCLE TURNS...SO SHOULD YOUR PORTFOLIO

Early

-High yield bonds
-Low quality/high beta stocks
-Housing/autos
-Industrials
-Emerging Markets

Notes:

Source: Gluskin Sheff

Gluskin Sheff + Associates Inc.

Middle
-Technology
-Growth stocks
-Financials
-Commercial real estate

Late

-Credit hedge funds
-Low beta stocks
-Floating rate notes
-Inflation protection
-Energy Stocks
-Lifecos

We are here

/
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Notes:

Mark Hulbert
special to USA TODAY

Now is time
to prepare
for end of
bull market

Don’t be surprised when
next bear comes calling

The vast majority of investors will
be caught by surprise when this bull
market in stocks finally comes to an
end. Cultivating a healthy sense of
skepticism will help protect you from
the irrational exuberance that invari-
ably accompanies a market top.

This is far easier said than done, -

however. Bull markets often end witha
burst of impressive performance,
leading even die-hard skeptics to
question themselves and throw in the
towel on their bearishness.
Over the last six months of the bull
market that ended in March 2000, for
‘example, the Nasdaq doubled in value.
By then, not surprisingly, most of that
era’s erstwhile bearishness had given
way to enthusiasm and euphoria.
We all know what happened next.
That early-2000 experience was
hardly unique. Consider the average
recommended stock market exposure
among several dozen market timers
monitored by my Huﬂ?e':i F;]l;:;ﬂmﬂ?
Digest performance-monito "
vice. At bull market tops of the last
three decades, their exposure level av-
araped more than 70 percentage

Source: USA Today (January 15, 2018)
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“Invest in “boring” companies: Another way of preparing for
an eventual bear market is to begin to shift your holdings
away from riskier companies towards firms with the
strongest balance sheets — as measured by financial
quality ratings like those given by companies such as
Standard & Poor’s. The stocks of such firms are likely to go
up as long as the bull market continues but lose a lot less
than the market when it turns down. Wal-Mart stock, to
provide one spectacular example, actually went up during
the 2007-09 financial crisis, gaining 7% even while the
S&P 500 fell 57%.

To be sure, these higher quality companies, much of whose
long-term return comes from dividends, can seem boring at
a time when the stock market is regularly hitting all-time
highs. But if it’s excitement that you crave, just wait until
the next bear market. One will begin someday.”
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DISCLAIMER

The information, opinions, and other materials contained in this presentation is the
property of Gluskin Sheff + Associates Inc. and may not be reproduced in any way, in
whole or in part, without express authorization of the copyright holder in writing. The
statements and statistics contained herein have been prepared by Gluskin Sheff +
Associates Inc. based on information from sources considered to be reliable. We make
no representation or warranty, express or implied, as to its accuracy or completeness.
This publication is for the information of investors and business persons and does not
constitute an offer to sell or a solicitation to buy securities.
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