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A strong indicator that the economy is overheating is when the relative
credit spread for junk debt falls near or below the risk-free rate...



RISK DISCLOSURE

TRADING FUTURES, OPTIONS ON FUTURES, AND OTHER LEVERAGED
INSTRUMENTS INVOLVES SUSBTANTIAL RISK OF LOSS AND IS NOT SUITABLE
FOR ALL INVESTORS. PAST PERFORMANCE IS NOT NECESSARILY INDICATIVE
OF FUTURE RESULTS. THE STRATEGIES AND CONCEPTS DESCRIBED IN THIS
DOCUMENT ARE FOR INFORMATIONAL AND EDUCATIONAL PURPOSES ONLY
AND SHOULD NOT BE CONSTRUED AS SPECIFIC TRADING ADVICE.

THIS PAPER DOES NOT CONSIDER THE UNIQUE FINANCIAL CIRCUMSTANCES,
OBJECTIVES, OR RISK TOLERANCE OF ANY INDIVIDUAL READER. BEFORE
ENGAGING IN ANY TRADING ACTIVITY, YOU SHOULD CAREFULLY CONSIDER
YOUR FINANCIAL CONDITION AND CONSULT WITH A LICENSED FINANCIAL
ADVISOR OR BROKER.

ALL INVESTMENTS AND TRADES INVOLVE SIGNIFICANT RISK, AND YOU MAY
LOSE MORE THAN YOUR INITIAL INVESTMENT. BY READING THIS PAPER, YOU
ACKNOWLEDGE AND ACCEPT THESE RISKS AND AGREE THAT THE AUTHORS,
CONTRIBUTORS, AND PUBLISHERS SHALL NOT BE HELD LIABLE FOR ANY
TRADING DECISIONS MADE BASED ON THE CONTENT HEREIN.



In an earlier paper, we explained how credit supply drives the economy: when
abundant, spending increases along with debt, the economy expands, and the
conditions for a contraction are set in motion. The opposite is true when credit
supply tightens. In that paper, relative credit spread, defined as the spread between
investment grade debt and high yield debt, was shown to be a reliable measure of
investors’ risk appetite and potential credit supply, as well as a reflection of the
economy’s current state. What it does not tell, however, is when the economy has
reached its peak — there is a long gap of four years or more between the extreme
relative credit spread and the peak of the economy. A better indicator of economic
peak is when the “tail” of the credit spread, comprised of junk debt, is extremely
low.

At a point in the credit cycle, the economic fundamentals for junk securities (rated
CCC or worse) are looked upon favorably by investors who will readily accept
lower yields for such securities. The economy reaches an inflection point — and a
dangerously extreme level — when the spread for these securities falls near or
below the risk-free rate. A recession is imminent within two years thereafter.
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The red line in the above chart represents parity between the tail spread and the
risk-free rate. Over the past two decades, the tail spread fell below the risk-free
rate twice in August 1997 and in April 2006, and recessions ensued 3.5 and 1.5
years thereafter, respectively.



