
Key takeaways

 � Today’s investment landscape bears all the hallmarks of late-cycle investing; it’s no longer  
a question of if the cycle will turn, but when.

 � There are a number of strategies investors can implement in late-cycle environments to 
help insulate portfolios from excessive volatility and make the most of what’s to come.

 � Our analysis of advisor model portfolios reveals three areas of potential weakness that 
advisors may wish to address for their clients.

Executive summary

Indicators from across the global economy and markets are flashing warning signs—change  
is in the air. In the United States, liquidity is tightening, the yield curve is flattening, and 
earnings are being revised lower. Globally, Purchasing Managers’ Index (PMI) readings are 
falling and asset price volatility is up sharply. Whether the business cycle turns in 2019 or later, 
it’s clear we’re in the late stages of the global expansion that began roughly a decade ago.  
In this paper, we look at some of the indicators now pointing to a turn in the cycle, strategies 
that have offered value to investors at the end of prior cycles, and how financial advisors are 
positioning client portfolios. 
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“ While the economy still appears to be on 

sturdy footing based on leading economic 

indicators, a flattening or inversion of the 

yield curve suggests a market peak may  

not be that far away.”



For all the knee-jerk reactions and panicked selling that occurs  
in capital markets, important inflection points are often well 
telegraphed. The months leading up to the end of an economic 
cycle and associated bull market are typically characterized by 
tightening monetary policy, a flat or inverted U.S. Treasury yield 
curve, and a more challenging earnings environment. In this 
section, we explore each and describe how it’s affecting  
today’s markets.

Monetary tightening
The U.S. Federal Reserve (Fed) has been adjusting monetary  
policy in response to robust economic growth for several years. 
Chairman Ben Bernanke first announced the Fed would be 
slowing the pace of its asset purchases, known as quantitative 
easing, in 2013—a move that led to a sharp spike in bond 
yields, which commentators dubbed the taper tantrum.1 In late 
2015, the central bank began steadily ratcheting up the federal 
funds rate for the first time since the summer of 2004, raising  
the short-term lending rate nine times from 0.0% to 2.5% at  
the end of 2018. More recently, current Fed Chair Jay Powell has 
hinted that the Fed may be done raising rates for this cycle, and  
St. Louis Federal Reserve President James Bullard has gone so far 

as to say that further rate increases could tip the U.S. economy 
into a recession. 

Adding to monetary retrenchment, in 2017 the Fed began 
actively reducing the size of its balance sheet, which had reached 
a high of $4.5 trillion,2 by allowing a portion of the Treasury- and 
mortgage-backed securities it holds to mature without replacing 
them. What started at $10 billion a month in assets coming off 
the Fed’s balance sheet ticked up to $50 billion a month by  
the end of 2018. In all, more than $400 billion in assets have 
matured already, and an additional $600 billion is set to roll  
off in 2019 at the current pace. There’s some debate, however, 
about how far the Fed will go in shrinking its balance sheet,  
given the growing evidence of a global economic slowdown.  
At his confirmation hearing in 2017, Chair Powell discussed a 
target range for the balance sheet of between $2.5 trillion and 
$3.0 trillion.3 More recently, the Fed issued a statement saying 
they expect to operate with an ample supply of bank reserves.4 
Either way, quantitative tightening, in theory, should have the 
opposite effect of quantitative easing: increasing the supply of 
bonds and lowering prices. Investors are wise to expect the 
deflating of financial assets. 

Late-cycle indicators
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1 U.S. Federal Reserve, 2013. A transcript of Chairman Powell’s remarks can be found here. 2 U.S. Federal Reserve, 2019.  3 U.S. Federal Reserve, 2018. A transcript of Chairman Powell’s 
remarks can be found here. 4 U.S. Federal Reserve, 2019.

Higher short-term rates and a shrinking Fed balance sheet could cut the cycle short

Source: U.S. Federal Reserve, 2018.
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A flat or inverted Treasury yield curve
While the economy still appears to be on sturdy footing based 
on leading economic indicators, a flattening or inversion of the 
yield curve suggests a market peak may not be that far away. 
The Treasury yield curve has inverted (historically defined as the 
2-year Treasury note yielding more than the 10-year Treasury 
bond yield) before each of the past seven recessions.5 Today,  
the spread between these two yields stands at 20 basis points 
(one-fifth of one percentage point).6  

It’s important to note that yield curve inversions typically happen 
months before market peaks. In the past two cycles, the yield 
curve inverted 6 months and 23 months, respectively, before  
the subsequent market peaks. Given the trend of flattening, it’s 
entirely possible that inversion between the traditional 2- and 
10-year yields happens in 2019. 

A more challenging earnings environment
Late-cycle environments typically also include a moderation of 
earnings growth. As monetary conditions tighten and borrowing 
costs increase, many companies lose earnings momentum. In 
fact, a decline in overall earnings has preceded each of the past 
two recessions. This year, S&P 500 Index companies are also 
slashing earnings estimates to account for slower global growth, 

disappointing holiday sales, and the difficulty of exceeding the 
tax-cut-fueled earnings jump of 2018. Beneath the overall 
decline is a much more varied picture. Companies with different 
degrees of free cash flow and levels of indebtedness are having 
different earnings outcomes, which in turn is leading to a greater 
dispersion of stock returns. 
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5 FactSet, 2018.  6 Federal Reserve Bank of St. Louis, as of 2/4/19.

Cumulative growth of $10,000 in the S&P 500 Index                
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The yield curve may hold clues to the timing of the cycle

Source: FactSet, as of 12/31/18. The S&P 500 Index tracks the performance of 500 of the largest publicly traded companies in the United States. It is not possible to invest directly in  
an index. Past performance does not guarantee future results.

n  Recessions 

Earnings growth forecasts for U.S. companies have begun to 
level off

Source: FactSet, as of 12/31/18. The S&P 500 Index tracks the performance of 500 
of the largest publicly traded companies in the United States. It is not possible to 
invest directly in an index. Earnings per share (EPS) is a measure of how much profit 
a company has generated calculated by dividing the company’s net income by its total 
number of outstanding shares. Past performance does not guarantee future results.
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No one knows precisely when the 10-year-old bull market will 
breathe its last breath, or when the economy will fall into a 
recession. What’s clear from prior turns in the business cycle  
is that the strategies that have done the best on the way up 
often fare poorly on the way down. In this section, we examine 
strategies that have the potential to help portfolios weather  
the turn.

Investment-grade bonds
Taking measures to lower risk across investor portfolios is 
warranted as monetary conditions continue to tighten. Nowhere 
will this be more important than in the fixed-income portion of 
portfolios. The exceptionally tight spreads for high-yield bonds  
in 2017 and most of 2018 suggested investors were pricing in 
very little credit risk. In past recessionary periods, these spreads 
widened significantly as default risks grew and liquidity became 
harder to find. This past December offered a preview of just that. 

Relative to high-yield bonds, investment-grade bonds have held 
up much better in periods of market stress and slowing economic 
growth and traditionally have provided important ballast that can 
help offset volatility in equities.7

All-weather equity
After reaching record lows in 2017, market volatility (measured by 
the Cboe Volatility Index) rose sharply in 2018, as investors 
reacted to signs that the cycle may be coming to an end. Beyond 
the Fed tightening and flattening yield curve, talks of tariffs and 
signs of slowing global growth added to investor anxiety. Surveys 
of manufacturers—captured by the Purchasing Managers’ Index, 
or PMI—dropped sharply beginning early last year. All six of the 
largest developed markets outside the United States saw their 
PMIs drop. By the end of the year, PMIs in France and Italy had 
fallen below 50, indicating a contraction of economic activity.8 

Strategies for late-cycle markets
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Investment grade has done better than high yield when economic growth has slowed

High-yield and investment-grade bond credit spreads and price drawdowns (%)

Source: FactSet, as of 12/31/18. High yield is represented by the Bloomberg Barclays U.S. Corporate High Yield Bond Index, which tracks the performance of the U.S. dollar-denominated, 
high-yield, fixed-rate corporate bond market. Investment grade is represented by the Bloomberg Barclays U.S. Corporate Bond Index, which tracks the investment-grade, fixed-rate, taxable 
corporate bond market. It is not possible to invest directly in an index. Past performance does not guarantee future results.

7 FactSet, as of 12/31/18. 8 Markit, World Bank, FactSet, as of 12/31/18. The Purchasing Managers’ Index (PMI) is an indicator of the economic health of the manufacturing sector based 
on five major indicators: new orders, inventory levels, production, supplier deliveries, and the employment. It is not possible to invest directly in an index.  
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n  High-yield spreads 18.33 8.07 7.34 5.22
n  Investment-grade spreads 6.07 2.38 1.93 1.52

n  Investment-grade drawdowns -15.42 -1.96 -3.27 -2.80
n  High-yield drawdowns   -33.31 -7.14 -9.68 -4.90

0

5

10

-20

-10

0

201820172016201520142013201220112010200820072006 2009

0

5

10

-20

-10

0

201820172016201520142013201220112010200820072006 2009

0

5

10

-20

-10

0

201820172016201520142013201220112010200820072006 2009

When credit spreads have increased, high-yield losses have 
averaged more than double those of investment-grade bonds.

4



Historically, an inverse relationship has existed between rising 
volatility and the returns on risk assets, and this was certainly the 
case in 2018. A globally diversified portfolio of stocks and bonds 
returned -8.85% in 2018, the worst showing since 2008.10 A 
sustained rise in volatility is also notable in that higher volatility 
regimes have preceded each of the past three recessions. Investors 
should consider emphasizing sectors less tied to the economic 
cycle, along with strategies that balance return potential with risk 
management. All-weather equity strategies—whether actively 
managed or strategic beta—typically also feature a focus on 
valuation that can help provide a buffer against market declines.

Real assets and long/short strategies
Higher volatility among traditional risk assets like stocks and 
high-yield bonds may result in lower risk-adjusted returns in  
the year ahead. Beyond choosing less cyclically sensitive equity 
sectors, another way to seek higher risk-adjusted returns is to 
add alternative strategies that are less correlated with the 
business cycle. 
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Why not simply hold cash? 

When markets are at or near an inflection point,  

it can be tempting to increase cash positions in 

portfolios. Cash outperformed long-term bonds in 2018 

and in similar periods over the past quarter century where 

investors faced a flattening or inverted yield curve. However, 

these periods of outperformance tend to be short-lived, 

because they typically also represent the beginning of a shift 

in monetary policy from tightening to easing. In fact, over the 

past quarter century, the longest period of outperformance 

was a single 24-month period in 2005 and 2006.9  Today, the 

Fed has already scaled back its expectations for further rate 

increases in 2019 and may soon be in a position to start 

lowering rates, which would benefit longer-maturity bonds 

over cash.

Today’s rise in volatility has echoes of past late-cycle environments

Source: Federal Reserve Bank of St. Louis, as of 12/31/18. The Chicago Board Options Exchange Volatility Index (Cboe VIX) shows the market’s expectation of 30-day volatility and is  
constructed using the implied volatilities of a wide range of S&P 500 Index options. It is not possible to invest directly in an index. Past performance does not guarantee future results.

9 FactSet, as of 12/31/18. Cash is represented by the Bloomberg Barclays U.S. Short Treasury (3–6 Month) Index, which tracks U.S. Treasury Bills, notes, and bonds with less than a year 
to maturity. Bonds are represented by the Bloomberg Barclays U.S. Aggregate Bond Index, which tracks the performance of U.S. investment-grade bonds in government, asset-backed, 
and corporate debt markets. It is not possible to invest directly in an index. Past performance does not guarantee future results. 10 Based on a hypothetical portfolio—rebalanced   
annually—that represents a 60% stock/40% bond mix and tracks the MSCI World Index and the FTSE World Government Bond Index. Data is as of 12/31/18. 
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Real assets can be a good example. These strategies focus on 
physical assets—such as power generation, pipelines, and 
transportation infrastructure—whose economic lives are 
measured in decades. While their returns may not keep up with 
those of riskier, higher-beta holdings during strong bull markets, 
the risk/reward trade-off for real assets can strike a favorable 
balance during late-cycle environments. One key reason is that  
for many stocks in this universe, the companies’ returns on 
investment are set by government regulators or long-term 
contracts. Moreover, the industries they typically operate in are 
considered public services, beneficial and necessary for society. 
That status, along with the durable characteristics of the 
underlying assets (the actual roads, power plants, grids, etc.), 
means that underlying revenue streams are more likely to persist. 
Finally, in many cases returns on real assets are often indexed, or 
linked, to inflation, creating a potential inflation hedge. Although 
we have yet to see inflation break out in this economic cycle, 
inflation did finally climb to the Fed’s 2.0% target in 2018.11

Another alternative source of alpha potential during late-cycle 
environments can be found in long/short strategies. Strategies 
that combine selectively shorting some areas of the market while 
maintaining long exposure to others have tended to gain a 
performance edge in late-cycle market environments. There are 

several reasons for this. First, earnings tend to have a greater 
effect on performance as business cycles progress, so it becomes 
more important to identify which companies can generate strong 
free cash flow. Second, as market volatility rises, so does return 
dispersion, creating fertile ground for a long/short approach.  
In fact, a growing body of research shows that the late-cycle 
backdrop has historically been favorable for long/short equity 
approaches, delivering both greater returns and a greater  
degree of downside protection.12
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11 U.S. Federal Reserve, as of 12/31/18. 12 J.P. Morgan, Hedge Fund Research, Credit Suisse, MSCI, Wellington Management, 2018.

“ While their returns may not keep up with 

those of riskier, higher-beta holdings during 

strong bull markets, the risk/reward trade-off 

for real assets can strike a favorable balance 

during late-cycle environments.”

Long/short equity has outperformed long-only in late-stage environments

Total returns by phase of economic cycle (%), March 1998–December 2017

Source: J.P. Morgan, Hedge Fund Research, Credit Suisse, MSCI, Wellington Management, 2018. The economic cycle is divided into four phases defined by the level and quarterly rate 
of change in the J.P. Morgan Global Manufacturing PMI: recovery = below median level and positive growth rate (13 quarters), expansion = above median level and positive growth rate 
(27), late stage = above median level and negative growth rate (13), and bust = below median level and negative growth rate (26). Equity long/short returns are those of a hypothetical 
50/50 blend of Hedge Fund Research Equity Hedge Total Index and Credit Suisse Long/Short Equity Index. Long-only equities are represented by the MSCI All Country World Index, which 
tracks the performance of publicly traded large- and mid-cap stocks of companies in 22 developed markets and 23 emerging markets. It is not possible to invest directly in an index. Past 
performance does not guarantee future results.
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At John Hancock Investments, we work with thousands of 
financial advisors each year to assess portfolio vulnerabilities and 
help them achieve better outcomes for their clients. Our Portfolio 
Consulting Group has analyzed more than 2,000 model portfolios 
since early 2015, providing fixed-income and equity audits, and 
evaluating each portfolio’s potential resilience in adverse market 
conditions. In this section, we draw on the group’s findings to 
highlight three areas where advisors may be missing the late-
cycle indicators and exposing clients to undue risk. 

Short duration 
The mix of fixed-income securities in model portfolios featured a 
growing allocation to short duration in 2018. Across the industry, 
there was a pronounced move to ultrashort-term vehicles, with 
ultrashort bonds and money market funds leading all categories 
in net inflows. This activity intensified in the final quarter of the 
year, likely funded by sales of equities and alternatives as market 
volatility spiked.13 

The question going forward is whether a shorter duration posture 
will enable clients to take advantage of a pause or change in the 
direction of monetary policy. As the business cycle turns and the 

Fed eventually shifts from tightening to a more accommodative 
stance, longer-term bonds should regain the upper hand. 

A growth equity bias
In August 2018, we surveyed advisor portfolios and published 
our findings in an article titled, “Advisors are tilting client 
portfolios toward growth—and may not know it.”14 Given  
the strong performance of the large growth category, it made 
sense that growth funds would represent a larger weighting of 
client portfolios due to the relative outperformance versus value 
and the desire to allocate additional assets to these strategies. 
However, a review of advisor model portfolios by our Portfolio 
Consulting Group revealed another, less obvious, source of 
growth bias: core equity and value funds that have stretched  
to own growth stocks.

By looking through to the underlying holdings of each fund, we 
found that nearly a third of all the portfolios we analyzed had an 
extreme growth bias—weightings at least 10 percentage points 
higher than the overall market. Seventy percent of advisors in 
our sample had at least one model portfolio with a growth bias 
beyond what exists in the S&P 500 Index today. One explanation 
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How are advisors positioning client portfolios today?

13 Strategic Insight, as of 12/31/18. 14 “Advisors are tilting client portfolios toward growth—and may not know it,” John Hancock Investments, August  2018.

Financial advisor portfolios have closed the gap, but still carry less duration than institutional portfolios

Duration (years)

Source: A survey of 2,092 financial advisor portfolios, John Hancock Portfolio Consulting Group, January 2015–July 2018.   
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is that many of the funds in Morningstar’s core and value 
categories had drifted into the growth space by stocking up  
on some of the biggest momentum winners of the past few 
years, fearful of not owning the larger names in popular 
market-cap-weighted indexes. It’s clear that many well-meaning 
allocations to “value” are not providing the diversification 
potential clients are expecting.

Little or no alternatives exposure
As the bull market in equities plowed ahead in recent years,  
the use of risk-mitigating alternative strategies in client 
portfolios has plummeted. As a whole, alternative strategies 
have disappointed many investors, and managed alternative 
strategies often come with meaningfully higher expense ratios. 
While under-allocating to alternatives may be understandable, 
their role in the portfolio is often misunderstood. 

It’s been said that the time to repair the roof is when the sun is 
shining. The risk of abandoning alternatives late in any business 
cycle is that doing so deprives clients of access to strategies that 
are less dependent on the cycle. Whether the strategy is absolute 
return, real assets, market neutral, or long/short, alternative 
strategies have demonstrated the ability to increase portfolio 
efficiency and lower the impact of volatility in other areas.  
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Use of alternatives in advisor portfolios has declined sharply

Source: A survey of 2,092 financial advisor portfolios, John Hancock Portfolio Consulting Group, January 2015–July 2018. 
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This commentary is provided for informational purposes only and is not an endorsement of any security, mutual fund, sector, or index. The information contained herein is based on 
sources believed to be reliable, but it is neither all inclusive nor guaranteed by John Hancock Investments. 

Diversification does not guarantee a profit or eliminate the risk of a loss.

Stocks and bonds can decline due to adverse issuer, market, regulatory, or economic developments; foreign investing, especially in 
emerging markets, has additional risks, such as currency and market volatility and political and social instability; value stocks may 
decline in price; growth stocks may be more susceptible to earnings disappointments; the securities of small companies are subject to 
higher volatility than those of larger, more established companies; and high-yield bonds are subject to additional risks, such as increased 
risk of default. Fixed-income investments are subject to interest-rate and credit risk; their value will normally decline as interest rates 
rise or if an issuer is unable or unwilling to make principal or interest payments. Liquidity—the extent to which a security may be sold 
or a derivative position closed without negatively affecting its market value, if at all—may be impaired by reduced trading volume, 
heightened volatility, rising interest rates, and other market conditions. Hedging and other strategic transactions may increase volatility 
and result in losses if not successful. Currency transactions are affected by fluctuations in exchange rates. 
Please see the funds’ prospectuses for additional risks. This material is not intended to be, nor shall it be interpreted or construed as, a 
recommendation or providing advice, impartial or otherwise. John Hancock Investments and its representatives and affiliates may receive 
compensation derived from the sale of and/or from any investment made in its products and services.
Clients should carefully consider a fund’s investment objectives, risks, charges, and expenses before investing. To request 
a prospectus or summary prospectus with this and other important information, call us at 800-225-6020, or visit us at 
jhinvestments.com.

What to do now

As a financial advisor, your number one 
priority is your clients and helping them 
achieve their long-term financial goals.  
At John Hancock Investments, we have a 
variety of resources to help you do just 
that, from our capital markets specialists 
to our Portfolio Consulting Group. 
Consider taking advantage of our 
resources to help your clients make the 
most of today’s late-cycle environment.

 � Request an income audit of the fixed-income portion of  
your client portfolios to ensure you have the right mix of  
duration and credit quality

 � Request an equity audit to ensure that client portfolios  
are targeting all-weather strategies with exposure to  
noncyclical sectors

 � Request a full model portfolio review by our Portfolio 
Consulting Group to assess overall portfolio vulnerabilities  
and risks

Helping your clients navigate today’s late-cycle environment may help you build even stronger 
relationships while ensuring they’re on track to pursue their financial goals over the long term. 

Connect with John Hancock Investments: 
@JH_Investments  

John Hancock Funds, LLC
200 Berkeley Street    Boston, MA 02116    800-225-6020    jhinvestments.com

NOT FDIC INSURED. MAY LOSE VALUE. NO BANK GUARANTEE. NOT INSURED BY ANY GOVERNMENT AGENCY. 
THIS MATERIAL IS FOR INSTITUTIONAL/BROKER-DEALER USE ONLY. NOT FOR DISTRIBUTION OR USE WITH THE PUBLIC.
MF729278 LCIWP  2/19

https://twitter.com/jh_investments
https://www.facebook.com/johnhancockinvestments
https://twitter.com/jh_investments
https://www.linkedin.com/company/john-hancock-investments
https://www.youtube.com/user/jhinvestments

