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Executive Summary 
The transitions described in last year’s Outlook are now firmly in place, with the U.S. Federal Reserve 
committed to tightening monetary policy and President Trump’s low-tax, pro-business agenda taking 
hold. Despite concerns to the contrary, the credit cycle is not yet nearing its terminal phase; signs of 
recession remain remote while improving conditions in the economy suggest moderate expansion will 
continue for the foreseeable future. The Fed’s policy normalization will continue apace, with at least 
three additional hikes in 2018, although full employment raises the potential for faster acceleration 
in wage inflation and thus a more assertive stance. Conversely, an exogenous shock sparked by 
geopolitical developments or political turmoil in Washington D.C. could quickly put tighter policy 
on ice. The rising tide unleashed by Trump’s economic policies will likely make any equity market 
correction this year a transient one. The much-anticipated ascent in medium- and long-term interest 
rates will remain muted as the Fed unwinds its balance sheet and global capital continues to seek 
out competitive yields; the yield curve has flattened but is unlikely to invert. Broad confidence in the 
underlying economy bodes well for Old Hill Partners’ asset-based lending strategy, while demand for 
the attractive, uncorrelated risk-adjusted returns it can generate will remain robust. 
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Climbing Out 
The twin transitions discussed in our 2017 Outlook have become firmly established over the past twelve 
months. The ultra-accommodative monetary policy stance that characterized most of the developed 
world since the financial crisis is rapidly fading in the background, while equity markets have wasted no 
time pricing in the most pro-business U.S. presidential administration since Calvin Coolidge. These two 
trends, which were in their formative stages at the time of our last Outlook, will serve as core influences 
on the overall environment in which Old Hill Partners operates for the foreseeable future.

As we wrote at this time last year, the secular shift from a stimulus-oriented, liquidity-at-any-cost 
Federal Reserve to a more traditional inflation-concerned one is among the signature hallmarks of 
the transition that began in December 2014. As is often the case, this sea change is occurring in slow 
motion, and is thus not yet accompanied by high relative volatility. So far, so good – we’ve frequently 
referenced the market truism that it isn’t necessarily the absolute amount of a Fed tightening cycle that 
matters, but the speed with which it takes place. In this regard, the Fed’s go-easy approach has been 
prudent. However, this evolution is part of a relatively unique set of circumstances in which economic 
activity is accelerating while fiscal policy is moderating. It’s been a long time since we’ve had a Fed 
in the early stages of a tightening cycle amid a growing economy led by a low-tax president; the 
combination may mean a faster normalization of monetary policy than many current expect. 

Although we accurately predicted the FOMC would enact three quarter-point interest rate hikes in 2017 
and end the year at a federal funds rate around 1.5%, we believe the current consensus of another 
three hikes this year may prove conservative. Characterized by an official unemployment rate of 4.1%, 
87 consecutive months of net job creation, rising wages and a roaring stock market, the only element 
of the current environment not arguing for more restrictive monetary policy is a still-anemic inflation rate 
currently running around 1.8%. Add in the declared policy of unwinding (slowly) the Fed’s mammoth 
$4.4 trillion balance sheet, the replacement of Janet Yellen by Jerome Powell as FOMC chairperson, 
and the retirements of noted hawk Stanley Fischer and centrist William Dudley to the mix, and we think 
any surprise out of the Fed could come in the form of more aggressive steps to dampen the proverbial 
animal spirits awakened during the past year. Although the chances of recession remain remote, the 
risk of a policy mistake in this context has risen accordingly.

On the flip side, last year’s Outlook underestimated the staying power of the stock market rally. While 
we were correct in our anticipation of a bounce in oversold public debt markets (benchmark 10-year 
Treasury yields fell from 2.6% in March to a low of 2.06% in early September), we thought the sharp 
equity market rally sparked by Trump’s November 2016 election would be punctuated by at least one 
temporary correction last year. The combination of steady 2-3% GDP growth, the “great rotation” 
underway since the policy normalization began, and the arrival of the most unabashedly pro-growth, 
low-regulation presidential administration in over twenty years provided more than enough support to 
keep stocks frothy. 



January 2018 Page 3 of 9

 Outlook 2018

© 2018 Old Hill Partners Inc.

Are We Late Yet...?
The economic environment will remain supportive of Old Hill Partners’ private asset-based lending 
activities this year. Fundamentally, the shift in monetary policy is not occurring rapidly enough to 
materially impact business activity among the small- and medium-sized businesses with which we 
work. However, given that the current expansion has lasted more than 100 consecutive months and 
now ranks as the third longest in U.S. history going back to 1854, there are legitimate concerns about 
whether we are in the late stages of the credit cycle. 

We don’t think so. While its age is undeniably robust, this particular credit cycle has been atypical on 
numerous fronts, such as the unprecedented period of frustratingly meager GDP gains that persisted 
for several years following the financial crisis, that make its age less relevant to historical comparisons. 
Moreover, credit cycles don’t expire of old age, or end merely because interest rates have started 
to trend upwards. On the contrary, they end with the arrival of a recession. Despite the accelerating 
backdrop, the risk of a downturn remains low for several reasons:

First, confidence is very high. The 
surge in the National Federation 
of Independent Business (NFIB) 
Small Business Optimism Index 
following Trump’s election has 
continued. Average monthly 
readings set an all-time record 
in 2017 as passage of significant 
tax reform legislation seemed 
assured (the November reading 
was the second-highest in the 

measure’s 44-year history). Not since the early days of the Reagan administration have small business 
owners been so exuberant about future business conditions. This is key, since small companies – the 
primary focus of Old Hill’s lending activity – account for the majority of job creation in the U.S. and are 
typically among the first to sense an impending reversal. In addition:

Broader measures of economic activity concur with the NFIB. For instance, the Institute for Supply 
Management’s Purchasing Managers Index (PMI) hit 59.7 in December, just a stone’s throw from 
confirming new post-crisis highs. This signals improving business conditions within the manufacturing 
industry. As a reminder, a PMI over 50 suggests a growing economy; under 50 a contracting one. 

Recessions typically occur after an overheating economy results in accelerating inflation. While a 
vast improvement over the recent past, current GDP growth remains below average and certainly 
can’t be described as overheated, while inflation is only now beginning to approach the Fed’s 2% 
target. Pressure on prices is nowhere near levels traditionally seen prior to the onset of recession.

n

n
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The Fed may be solidly on a tightening track, but it is important to note the difference between a 
typical Fed tightening cycle aimed at dampening activity and one simply trying to get interest rates 
off zero. Particularly in contrast to previous cycles, the moves to date have not been in response 
to any pressing economic need, but simply to normalize policy. Plus, recessions have usually 
occurred 12-18 months after the Fed has finished raising rates, not in the beginning or middle. 

The U.S. yield curve flattened further last year, as expected in our 2017 Outlook, as the Fed hiked 
short-term interests while longer-dated yields remained relatively steady. The current slope is 

fairly typical of mid-cycle expansions 
characterized by low inflation and 
moderate growth rates, not terminal-
phase ones. Flat curves are not 
predictors of recessions; inverted 
ones are. While further flattening is 
possible this year, it will be from Fed 
normalization pushing up against the 
demand for longer-term yields in a low-
inflation environment, not because of 
any deeply cyclical developments. We 
don’t believe the Fed will intentionally 
tighten itself into an inversion.

Both corporate and consumer fundamentals remain healthy. Rising earnings are able to cover 
rising levels of low-cost debt, while corporate interest-coverage ratios – something we watch 
carefully – are healthy. Reports that leverage is rising to pre-crisis (i.e. unhealthy) levels ignores 
that consumer debt relative to assets is lower than in 2008, and for companies and consumers 
alike, debt is far easier to carry post-crisis that beforehand. In addition, the repatriation of trillions 
in deferred earnings held offshore as part of the tax reform package will drive corporate cash levels 
higher. There is little sign of the financial stress that often precedes a downturn.

Healthy interest coverage means fewer defaults, acceleration in which is an early warning indicator 
of trouble ahead. Speculative-grade default rates as tracked by Moody’s trended down in 2017, 
not up, and should continue falling in 2018. As we explained last year, the uptick in default rates in 
2016 was largely attributable to distressed energy and commodities companies that were heavily 
leveraged by high-yield debt. Moody’s currently predicts last year’s speculative-grade default 
rates of around 3.2% will drop to around 2.3% by the end of this one, a far cry from the 6.5% 
range typically seen as foreshadowing a recession within 12 months. Importantly, the Thomson/
Reuters Paynet Small Business Default Index, which tracks defaults among small- and medium 
sized businesses like the ones we finance, has shown a similar decline in defaults since early 2017.

Our assessment: The current credit cycle’s time horizon has been stretched by an extended post-crisis 
recovery period, and will be much more elongated than the historical averages would suggest. The 

10Y U.S. T-Bond Minus 2Y Treasury
Shaded Areas Indicate Recession
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expansion phase is proving to be similarly stretched. Accordingly, while we concur with the consensus 
that the economy will ultimately come up against cyclical reality, it is premature to describe it as “late 
stage.” Instead, we think the expansion phase of the current cycle continues into 2019.

There are two risks to this position. First, asset valuations in traded equity and bond markets are 
stretched by any definition, and there are symptoms (such as the cryptocurrency craze) of speculative 
excess that has traditionally marked terminal cycle phases. Vulnerability to an exogenous shock is 
therefore heightened.

Secondly, the U.S. economy is statistically already at (or beyond) sustainable full employment. This 
means wage growth will likely accelerate in 2018 – good for consumers’ balance sheets, but likely 
to put upward pressure on inflation. The Fed may be thus forced to move faster than expected. 
The fiscal boost from Trump’s tax reform could fuel this scenario, adding accelerating economic 
momentum to the picture. A steeper, faster ascent of short-term interest rates while longer-term ones 
stay flat could invert the yield curve, which almost always results in a recession within 12-18 months.  

Speaking Of Cycles...
From where we sit, another key indicator of cycle position is the consumer. A portion of Old Hill’s 
lending activities are aimed at the wholesale lending space in which we lend to specialty finance 
companies working with consumer segments including prime, near-prime and sub-prime. For this 
reason, measures like consumer confidence (at post-crisis highs) and credit growth ex-housing are 
important barometers. Neither are flashing danger signs. We also watch the peer-to-peer/marketplace 
lending (MPL) niche, since it has been increasingly (and mistakenly) considered a competitor to the 
small-balance, secured asset-based loans we make. Its value to us is similar to the canary in the coal 
mine; default rates among MPL platforms have proven stubbornly high, and given the rapid, direct 
nature of their transactions, may provide us with early warning that consumers are pulling in their 
horns. Importantly, such platforms (and many the borrowers on them) have not been tested though a 
full credit cycle; high defaults may also be a function of more relaxed underwriting standards. 

In the meantime, we expect Old Hill’s approach to the specialty finance space to remain an attractive 
way to access to the consumer credit market, especially non-prime, where yields are higher. We 
combine lending on traditional hard assets (i.e. inventory, machinery, etc.) and on financial assets (i.e. 
receivables, tax credits, loan/lease pools, etc.) through secured transactions constructed with loan-
to-value ratios of 35%-85% and floating-rate coupons of 9%-15%. In contrast to MPL platforms, we 
are financing a diversified specialty finance firm with its own capital at risk and utilizing a traditional 
underwriting approach that relies on more than just FICO scores and computer algorithms.

The result is exposure to this high-yielding asset class with broad diversification, secured capital 
and multiple layers of risk mitigation. Importantly, should a period of tighter credit conditions or 
market stress arrive, we believe the net risk-adjusted returns from this approach will outperform 
those available from online credit platforms. 
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Follow The Money?
  
Pundits are also pointing to the dramatic amounts of institutional capital flooding into the private credit 
space in recent years as another symptom of a dangerously mature credit cycle. Granted, private credit 
has become an increasingly crowded trade – 2017 was a record year for private debt fundraising, with 
~$107 billion raised by 136 fund vehicles. Direct lending accounted for the majority of both, according 

to Preqin, while last year saw the lowest 
number of distressed debt vehicles 
since 2014. Dry powder in the segment 
now totals a record $234 billion, while a 
staggering 336 private debt funds were in 
the market at the start of the year looking 
for a combined $159 billion in additional 
capital. Understandably, the frenetic level 
of activity in this area has led to concerns 
about overheating, deal competition, 
too much capital chasing too few deals, 
and return compression as private debt 
becomes a seller’s market.

From our perspective, all of these concerns have a degree of merit. Thankfully, they don’t apply to Old 
Hill Partners, at least not directly. The dramatic amounts of capital raised for private debt funds have 
focused on funds aimed at executing very large transactions secured by the cash flow of companies 
owned by private equity sponsors, not ones done on an asset-based LTV model in the intimate, small-
balance lower middle-market sector in which we operate. They are apples and oranges; our highly 
customized asset-based deals possess risk dynamics which are fundamentally more nuanced and 
complex than their larger, cash-flow sensitive brethren. 

While our niche may be smaller, our expertise in finding, researching, structuring, and monitoring secured 
asset-based transactions can generate consistently attractive risk-adjusted returns regardless of the 
broader dynamics of the private debt industry itself.

The Bottom Line For 2018
 

Like him or not, Trump’s election was an undeniable catalyst for a number of critical market and 
macroeconomic indicators, not least of which has been the S&P 500. Trump has ushered in a 
systemic shift towards lower taxes, fewer regulations, and U.S.-first trade policies that have both 
staying power and the potential to extend the current economic expansion significantly beyond 
current projections. From a foundational point of view, this is good for what we do.

The secular transition away from ultra-accommodative monetary policy will continue. In the U.S., 
we expect the Federal Reserve to hike at least three times in 2018, perhaps four, as policy is 

n
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normalized against a backdrop of moderate GDP growth and an inflation rate that will struggle, 
despite full employment, to crest 2%. The Fed Funds rate will close in on 2.5% by year-end; 
central bank policies in Europe and Asia will move more slowly. The U.S. yield curve will probably 
flatten further, but is unlikely to tip negative absent an event-driven flight to quality.

The equity market will continue to benefit from strong strategic trends, such as the rotation 
of capital out of public debt markets, strong corporate earnings, and Trump’s fiscal stimulus. 
However, stocks are richly valued by any yardstick; a correction is overdue and the slightest 
tremor could send investors to the exits in a hurry. As with last year, though, any retracements may 
prove fleeting as the underlying scenario supports buying the dips. 

The biggest wildcards in 2018: The geopolitical situation, with traditional hotspots like North Korea 
and Iran increasingly at odds with a re-assertive U.S., and Trump himself. The U.S. president’s 
unprecedented nature and unconventional style, not to mention the investigations by Congress 
and special prosecutor Robert Mueller, will ensure an extremely volatile news cycle leading up to 
next fall’s crucial midterm elections. Usually more common among emerging markets, the risk of 
internal political turmoil in the U.S. derailing the equity market’s ascent should not be discounted. 

Contrary to popular opinion, the credit cycle is not on fumes. Neither default rates, credit spreads, 
consumer metrics or economic data are approaching levels previously associated with downturns, 
while corporate balance sheets are healthy. Economic growth is steady as confidence among 
business owners and consumers alike is high and rising, both of which will remain highly supportive 
of continued expansion in general and our lower middle-market lending strategy in particular. 

For Old Hill Partners, the combination of a growing economy, optimistic business owners and 
tailwinds from tax reform and lower regulation suggest 2018 will include more of the same: a 
stable environment in which the opportunity set for structuring asset-based lending transactions 
utilizing extensive due diligence and stringent risk mitigation techniques remains robust. All else 
being equal, we expect to continue generating highly competitive risk-adjusted returns for our 
investors, uncorrelated with other markets and constructed with principal protection in mind.

If you would like more information about Old Hill’s asset-based lending strategy, we would welcome the 
opportunity to discuss how it could fit within, or as an adjunct to, your fixed income allocation. 

n
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About Old Hill Partners
Old Hill Partners Inc. (“Old Hill”) is an SEC-registered investment adviser with significant experience in all facets of asset-backed 
lending and alternative investment management. Our primary investment strategy is asset-backed lending. We offer customized 
lending products and services to small and middle-market clients and work closely with our borrowers and partners to provide 
creative funding structures to support their growth initiatives. For more information, please visit www.oldhill.com.

John C. Howe is Old Hill’s President and Chief Investment Officer. He has over 25 years of 
experience investing and managing credit and asset-backed lending transactions, and is 
responsible for overall portfolio construction. Prior to founding Old Hill in 1996, John was a 
Managing Director at Nomura Securities in New York from 1990 to 1995, where he oversaw 
the $40 billion Government Securities Business Unit, and managed and traded fixed-income 
securities for seven years at Kidder Peabody. He has an undergraduate degree from Tufts 
University and a graduate degree from Columbia University, with a specialization in international 
business. John was a captain in the United States Army, serving 10 years in active and reserve units.

Jeffrey Haas is Old Hill’s Chief Operating Officer. He has over 20 years of diverse financial 
experience in portfolio management, transaction structuring and operations management. 
Jeff is responsible for Old Hill’s day-to-day operations, as well as sourcing and structuring 
transactions. Prior to joining Old Hill, he was COO and co-portfolio manager of Juniperhill 
Asset Management and a portfolio manager for Centrecourt Asset Management. Earlier, he 
was a portfolio manager at CIBC World Markets, where he co-managed proprietary trading for 
structured & illiquid investments. Jeff has an MBA in finance and international business from NYU 
Stern and an undergraduate accounting degree from Adelphi University. He is a registered CPA.Jeffrey Haas

John C. Howe

Kevin Mallon is Old Hill’s Director of Marketing and Investor Relations. He is responsible 
sourcing and managing new investor relationships as well as distributing Old Hill’s investment 
offerings. Prior to joining Old Hill, Kevin began his career in 2006 at Tullett Prebon, an inter-
dealer broker, where he covered natural gas markets. He joins Old Hill most recently from 
TCA Fund Management Group, a private credit and private equity investment manager, where 
served as Director of Marketing. Prior to TCA, Kevin worked for an alternative asset manager 
specializing in receivables and collateralized lending to the US legal community. He has a BA 
from Columbia University, an MA from Fordham University, and an MBA from NYU Stern.Kevin Mallon
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Notice & Disclaimer
© 2018 Old Hill Partners Inc. This document is for informational purposes and does not constitute a complete description 
of our investment services or performance. This document is in no way a solicitation or offer to sell securities or investment 
advisory services. Nothing in this document should be interpreted to state or imply that past results are an indication of future 
performance. The information contained herein is not complete, is subject to change, and is subject to, and qualified in its 
entirety. All information is furnished as of the date(s) shown or cited, and is subject to updating; no representation is made with 
respect to its accuracy, completeness or timeliness. 

This information is not intended to be, nor shall it be construed as, investment advice or a recommendation of any kind. This 
information is confidential, is intended only for intended recipients and their authorized agents and may not be distributed to 
any other person without prior written consent from Old Hill Partners Inc.

Old Hill Partners Inc.
1120 Boston Post Road, 2nd Floor

Darien, Connecticut 06820 

Phone: (203) 656-3004 
Fax: (203) 656-3008

info@oldhill.com


