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On his seminal paper “On Market Tim-
ing and Investment Performance; An 

Equilibrium Theory of Value for Market 
Forecasts” Robert Merton poses that 
there are only two ways to beat the mar-
ket, other than luck: Inside Information 
and market timing. The academic claims 
by the Efficient Markets Hypothesis that 
investors can’t beat the market has been 
continuously proven wrong as investors 
beat the market all the time.

Material inside information is legal-
ly obtainable through superior data 
gathering and analytical talent. Market 
timing is also achievable through proper 
analysis; but exploiting both strategies 
for profit requires a disciplined unbiased 
attitude and the courage to depart from 
the crowds and enter or close positions 
earlier than anticipated by the consensus 
crowd.

By most measures today’s economy in 
the U.S. is booming. Unemployment 
is at the lowest post war rate, GDP is 
expected to grow at above 3.5% annual 
rate in Q2, we are nearing the tenth year 
of economic expansion and the S&P is 
within 3 months of the longest expansion 
in history. Inflation is contained, barely 
now reaching the Fed’s target of 2% per 
year, and wage increases are contained. 
This sounds like a “Goldie Locks” econ-
omy, what is the concern? DEBT and its 
inevitable liquidity stress.

The world is drowning in debt. Global 
debt reached a new record of $233 
Trillion in Q3 2017. Global debt to GDP is 
also at a record of 318%. Private non-fi-
nancial sector debt reached an all time 
record for Canada, France, Hong Kong, 
South Korea, Switzerland and Turkey. 
Emerging economies borrowed $9 Tril-
lion in private commercial debt denomi-
nated in US Dollars, which they can’t pay 
if the dollar continues to appreciate and 

interest rates con-
tinue to rise. As the 
US Markets proceed 
to break records, 
the corporate credit 
markets are deteri-
orating. U.S. non-fi-
nancial corporate 
debt totals are at the 
highest level in his-
tory, both nominally 
and as a percentage 
of GDP, and while 
defaults are low, 
the prospects of the 
Feds continued rate 
hikes combined with 
reduction of their balance sheet has put 
significant pressure on the U.S. invest-
ment grade credit. The IG corporate 
bond index has declined 3.4% year to 
date on its way to its worst year since 
1996, according to Morgan Stanley.

European Corporate Bond Yields 
reached their highest level in two years 
this month. In short, investors are head-
ing for the doors. Bond funds posted 
outflows for five consecutive weeks and 
high yield funds have posted outflows 
for 32 weeks in a row. The credit cycle 
has matured.

When economic cycles mature invest-
ment gains are achieved through higher 
leverage, pushing credit-spreads out 
until eventually they catch-up with stock 
prices as the economy slows down or 
enters a recession. At present, corpo-
rate debt is rising faster than income. At 
the end of 2007, just before we entered 
a recession, non-financial corporate 
debt was $3.35 Trillion or 23% of GDP, 
according to the St Louis Fed. At the end 
of 2016 this figure was $5.81 Trillion and 
31% of GDP.

The banking sector has been lagging the 
general markets all year, in spite a growing 
economy, major fiscal stimulus and sig-
nificant reduction in regulations. Second 
quarter earnings reports from the major 
banks shows most banks beat expecta-
tions; but loan growth year over year 
(YOY) was a meager 2%, yet all banks are 
resorting to stock buy-backs and increased 
dividend in order to maintain stock value 
and show improved performance. The 
return of funds to shareholders is massive 
($60 Billion for Citi Bank, $27 Billion for 
Bank of America, etc.) indicating a lack of 
credit-worthy borrowers as they rather 
return capital than invest it in loans. The 
actions by major banks indicate they 
are preparing for a shift in the economic 
cycle.

The signs of a short-term banking liquidity 
stress are most clearly manifested in the 
London Interbank Offered Rate (LIBOR) 
and the LIBOR-Overnight Indexed Swap 
Rate (OIS) Spreads as well as the extent of 
dealer participation in Treasury Auctions.

Overall participation of the Primary 
Dealers in Treasury Auctions dropped 
significantly in 2018. The primary dealers 
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or are uncertain about the creditworthi-
ness of their 
counterparty. 
The spread 
today is at 59.6 
bps, the highest 
level in two 
years.

An additional 
concern is that 
the Federal 
Reserve is 
attempting to 
replace LIBOR 
with SOFR as 
the benchmark 
rate for USD 
loans and de-
rivatives. A fact 
often missed 
is that SOFR is 
a secured rate 
while LIBOR is 
an unsecured 

rate. SOFR pledges government securities 
as collateral while LIBOR transactions are 
unsecured loans between banks. SOFR 
rates, therefore, should always be lower 
than LIBOR rates 
because of their 
secured nature. 
When the Feds 
compares SOFR 
to LIBOR rates 
they are cover-
ing-up the lack 
of liquidity in 
the unsecured 
interbank lending 
markets.

In addition to 
these liquidity 
signals there are 
many other risk 
measurements 
that are flashing 
danger:

• Among them 
are the no-
tional value 
of global derivatives (U$ 750 trillion 
notional value per BIS), which today 
stands at 700% of Global GDP. During 
the financial crisis derivatives were 
denounced as “financial weapons of 
mass destruction,” at the time the 
notional value of Global derivatives 

was only 200% of Global GDP.

• The U.S. Yield Curve is flat. In today’s 
testimony by Federal Reserve Chair-
man Powell, he reiterated the Fed’s 
Policy of continuing to raise interest 
rates. This will have an immediate 
and significant impact on the value 
of real estate and the affordability 
of housing. It significantly raises 
the odds of an inverted yield curve 
in 2019, which usually preceeds a 
recession.

• U.S. is expected to return to $1 
Trillion yearly deficits adding to the 
lack of liquidity already being experi-
enced. 

 These liquidity signals indicate that 
this may be a good time to consider 
increasing the allocation to cash and 
cash-equivalents in anticipation of a 
worsening liquidity crisis and potential 
recession in 2019. In this game of musi-
cal chairs, the music could stop playing 
suddenly and many will be unable to exit 
quick enough. 

The information contained in this report was obtained 
from sources deemed to be reliable. Every effort was 
made to obtain accurate and complete information; how-
ever, we make no representation regarding the reliability 
or accuracy of the information contained herein.

                                _____________

are the main source of liquidity in the 
Treasury Markets; reduced partici-
pation in treasury auctions causes 
a sharp reduction in liquidity for 
the world’s most important security 
market.

The spread between the LIBOR and 
the OIS Rate has exploded in 2018 to 
a high of 59.6 basis points (bps).

OIS transaction are unsecured swaps 
between two banks or a bank and its 
customer, where one party makes a 
fixed rate payment and the counter-
party makes a floating rate payment 
the equivalent of the overnight rate.

The OIS rate is usually tied to the 
Fed Funds or a central bank target 
rate. Banks lend to each other on an 
unsecured basis using the LIBOR rate. 
Theoretically the OIS and the LIBOR 
Rates should be very close to each 
other, both are unsecured interbank 
rates but the OIS is tied to a rate con-
trolled by central banks such as the 
Fed’s Fund Rate, while LIBOR is tied 
to a rate set by the banks themselves. 
The typical spread between LIBOR 
and OIS is only about 10 bps (0.10%) 
when this spread widens from the 10 
bps it signals a lack of liquidity in the 
banking system. This is because banks 
either do not have the funds to lend 
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