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The phase of the cycle points to further risk asset outperformance 
 

The current mixture of improving economic 
activity but enough spare capacity to mean 
that monetary policy will remain loose for a 
considerable period, is one in which investors 
should continue to favour equities and 
corporate bonds over government bonds. 
Investors should also bias the equity portion 
of their portfolios towards emerging 
markets rather than developed markets. 
 

Regular readers of our research will be aware that 
we define the economic cycle with reference to the 
position of the economy relative to its long run 
trend. This enables us to specify four distinct 
phases of the cycle according to whether activity is 
above potential and whether growth is above or 
below its trend. The four phases are: slowdown, 
recession, recovery and expansion. Each phase of 
the cycle is characterised by the different behaviour 
of interest rates, inflation, activity and most 
importantly, for investors, relative asset class 
performance. 
 

Which phase of the cycle are we currently 
in? 
 

Using unemployment and capacity utilisation as 
reasonably real time proxies for GDP growth and 
the output gap, shows that economic growth in 
August was below its trend rate and activity was 
below potential. Strong deflationary forces 
remained at work in the economy and there was 
no need to increase interest rates anytime soon. 
 
In other words, the economy was still in the 
recession phase of the cycle, a phase that it entered 
in February 2008. Given that the economy has been 
in recession for eighteen months, however, it 
seems likely that we are comfortably into the 
second half of the recession phase. 
 

 
 

Implications for asset class performance 
 

The table below, which looks at the historical 
probability of relative asset class outperformance, 
highlights that in the second half of the recession 
phase, equities and corporate bonds tend to 
outperform government bonds and emerging 
markets equities typically outperform developed 
markets. Oil also tends to beat cash. 
 

 

As the following chart shows, probability modelling 
indicates that the prospects of moving out of 
recession over the next three months are low but 
improving and that there is a nearly 80% chance 
that this will happen over the next 6 months. 
History suggests that such a transition is likely to 
cause corporate bonds, which have performed in 
line with equities since the start of June, to lag 
behind equities. This phase of the economic cycle 
should also be favourable for UK commercial 
property relative to cash. 
 

Probability of asset class outperformance 
Recovery Expansion Slowdown Early Recession Late Recession

Corp vs Gov 57 50 49 40 61
HY vs Gov 55 54 37 33 63
HY vs Corp 57 56 37 41 59

Equity vs Bonds 61 68 39 44 56
Corp vs Equity 41 33 55 53 44

EM vs DEV 65 53 53 57 68
Oil vs Cash 59 58 68 41 68

Gold vs Cash 48 35 47 54 44
UK Prop vs Cash 82 91 58 28 56  

 
Source: Coutts, Datastream 
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Issued by Coutts & Co, which is authorised and regulated by the Financial Services Authority. Coutts & Co is registered in 
England No. 36695. Registered office: 440 Strand, London WC2R 0QS. 
 
The value of investments, and the income from them, can go down as well as up, and you may not recover the amount of your 
original investment. Past performance should not be taken as a guide to future performance. Where an investment involves 
exposure to a foreign currency, changes in rates of exchange may cause the value of the investment, and the income from it, to 
go up or down. 
 
The information in this document is not intended as an offer or solicitation to buy or sell securities or any other investment or 
banking product, nor does it constitute a personal recommendation. The information is believed to be correct but cannot be 
guaranteed. Any opinion or forecast constitutes our judgement as at the date of issue and is subject to change without notice. 
Any Coutts company, or a connected company, its clients and officers may have a position or engage in transactions in any of 
the securities mentioned. 
 
The analysis contained in this document has been procured, and may have been acted upon, by Coutts & Co and connected 
companies for their own purposes, and the results are being made available to you on this understanding. To the extent 
permitted by law and without being inconsistent with any applicable regulation, neither Coutts & Co nor any connected 
company accepts responsibility for any direct or indirect or consequential loss suffered by you or any other person as a result of 
your acting, or deciding not to act, in reliance upon such analysis. 
 
Not all products and services offered by the individual Coutts companies are available in all jurisdictions, and some products and 
services may be available only through particular Coutts companies.  
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