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2019 – 1st Quarter

Investor sentiment shifted from positive to negative late last year
but reversed at the beginning of this year – to positive. This
frantic swing is a symptom that investors can expect from a
market cycle that has now gone on for ten years. This symptom
usually develops in the beginning or end of economic cycles as
investors try to figure out whether a recovery is imminent or if
the next move is down, respectively. You can think of the current
economic environment like a game between you and a friend
where a coin is flipped ten times and every time it comes up
‘heads’. Before the eleventh flip you would have a lot of anxious
energy… almost expecting it to come up ‘tails’ with odds greater
than 50/50. Are the odds against us now that the this market
cycle has chugged ahead into the eleventh year when most
market cycles end in less than eight?

This question is shared amongst investors, institutions, and
policymakers. Everyone has a vested interest and decisions to
make – one way or another – and none can predict the future.
This dynamic can cause us to make some misguided decisions as
would be the case if you determined that the odds were anything
different than 50/50 on making that 11th coin flip. For example:
Investors today might be tempted to sell quickly because they
think ‘2008’ is coming again or they may just get out of the
market as an attempt to not “deal” with the conundrum of poor
sentiment and good fundamentals (and vice versa). We expect
that these contributing forces will continue to influence
sentiment, shifting quicker than it has in the past – testing the
strength of fundamentals. The best thing we can do in order to
not fall subject to these symptoms is to educate ourselves in the
areas of diversification, rebalancing, time horizon, and market
timing.

In this newsletter we want to share some important data
regarding recessions, introduce the idea of a ‘soft landing’, and
then finish with some preparations.

First, historical data on interest rates suggests a strong correlation
between yield curve inversions (when short term rates are higher
than long term rates) and recessions. An inversion occurred in the
first quarter, suggesting a near-term recession. In addition, bond
values appreciated while stocks did the same; which isn’t usually
the case. Bonds are sometimes viewed as a leading indicator (as
“smart money” flocks to purchase them) and given the recent
performance, you could interpret that also as a sign for trouble.
These two concepts generated a lot of discussion during the first
quarter about recessions.

Here is our take:

A recession is defined as two consecutive quarters of negative
Gross Domestic Production (GDP). Note: the definition says
nothing about what the stock market is or isn’t doing but we will
share some information on that topic below.

 Historically, the U.S. is in a recession about 15% of all
months which is why “odds-makers” (read: Economists)
most times put the expectation of recession in the next 12-
24 month range. Statistically, this is true. Historically, it’s
been the wrong way to make investment decisions (note:
the last 10 years).

 The length of a recession has ranged between eight and
eighteen months and eleven months on average.

 The stock market, measured by the S&P 500, has earned an
average of +3% during recessions. Note: the stock market is
a forward-looking indicator, so often times a rally occurs at
the tail end of a recession. The contrary is also true: for the
months leading up to a recession, the market has typically
hit the peak prior to going into a technical recession.

 In the midst of the last two recessions, we saw the stock
market drop 49% and 57% from peak to trough. The
average recession is much more mild at -29.6%... or
excluding these two anomalies, the average is -24.4%.

 On average, the stock market hits a peak about seven
months before we enter the recession and bottoms-out
about six months after the start.

The last bullet is an important one from a timing standpoint. All of
the anxious energy being used to determine when we have a
recession needs to be backed with data and come with at least
thirteen (seven plus six) months advance notice. If it does, then
the smartest of all investors can sell stock prior to the top and
repurchase it later at a lower price in order to time-it perfectly.
Can it be done?

The best known indicator that we have for a recession is a yield
curve inversion (short term interest rates become higher than
long term interest rates). This has preceded nine of the last nine
recessions. All of the other ‘early warning signs’ are less reliable –
they tell us a recession is coming that never does, or they don’t
tell us a recession isn’t coming when it actually does. The yield
curve inversion gives us about fourteen months advance notice.
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If we are going into a recession today, history tells us that we may
have already seen the peak stock market for this cycle but by the
time we get the GDP data (to tell if we are in a technical
recession) it may be too late to do anything different than staying
invested and diversified. The feedback loop is about as long as the
perfect-timing loop. Note: The GDP data comes with a 3 month
lag.

Our first message to clients is that trying to predict a recession
AND taking the correct action is unlikely. Can you predict a
recession? Maybe. Can you time the stock market? Unlikely. Can
you get lucky? Yes, but it isn’t our job to build portfolios with an
expectation of luck. Rather, we can gather and analyze the data
on how the market operates prior to recessions – or late cycles, in
general. One example, as we already mentioned, is shifting
sentiment. It can be unrelated to fundamentals, and being aware
of this can help us stay committed to long term goals. We advised
clients to stay invested because fundamentals (positive) did not
align with sentiment (negative).

Instead of trying to pin-point when a recession hits, we think
there is more to gain by understanding that the “economic
machine” will slow before it stops. In other words, try to find the
landing strip, prepare for a soft landing, and worry less about
exactly when the wheels make contact with the ground. If you can
do this, we feel there are precautions you can take. Before we
detail those precautions, let’s address the length of this runway.

We believe the runway to be long and that the parties involved in 
landing have some tools to make it smooth. That doesn’t mean 
that there won’t be volatility but outside of any imbalances, we 
expect the next recession to be more mild than those of 2002-3 
and 2008. 

Here are the tools/observations that we focus on:

 The Federal Reserve seems to have committed to a “wait
and see” approach. They are not engaged in automatic
growth restricting policies – which was the perception in
2018. In our opinion, they are at or near normal interest
rates (not restrictive, nor stimulative). They can increase OR
decrease rates. They can manage the speed of balance
sheet reductions (faster or slower; longer or shorter
maturities). They are waiting to see inflation or slowing
growth before making their next move… and importantly,
that next move could be higher or lower interest rates…
giving them flexibility (i.e. capability of softening the
landing). Keep in mind that it isn’t their goal to make the
stock market perform better; their goal is to prevent
imbalances between employment and inflation.

 The Average US Household is responsible for about 68% of
economic growth. There are more people employed than
there were last year (an improvement); however, continued
improvements are expected to slow, which would be fine.
Economic growth isn’t dependent on the pace of
employment, although that helps. It would be better, in our
view to have 4.0% unemployment with no jobs added than
to have 7% unemployment and jobs added. Further, the
average household is getting a wage boost which allows
them to save (prepare for economic weakness) or spend
(propelling growth). The personal savings rate trend seems
to indicate that the average household is “stocking the
cooler”.
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 Stock Prices are fair relative to historical norms. If they
were overly optimistic, a bubble could grow and burst
(causing a much shorter runway). At fair value, positive
returns are expected albeit at a potentially lower rate than
previously experienced. Even with economic weakness, it
wouldn’t be a big drop before another investor steps in to
buy the bargain. In other words, you won’t get too hurt
jumping out of the first floor window.

 Household Debts have not blossomed to excess levels. The
consumer has the ability to increase debts (propelling
growth) OR the ability to withstand short periods of
economic weakness by taking on debt. Again, this fact, in
addition to a relatively higher savings rate, increases the
size of the runway.

Each of the above points could change over time, also changing
our conclusions and our actions. No matter the circumstances we
feel there are important lessons that will help us from now until
the decent and into the next recession. Those are:

 Stay invested – Remember, trying to time the market is a
fool’s game.

 Stay diversified and rebalance. If everything in your
portfolio goes in the same direction, you are running the
risk of being wrong. If you let all of your winnings ride on
“heads”, you are running the risk of being wrong.

 Have historical awareness – not just in averages, but for
limits to be pushed, as to the lengths of expansions and also
the lengths of typical recessions. Note: stock performance
during these and the average recovery times. To reiterate –
because we don’t see a bubble, we don’t expect it to burst.

It would be wrong, in our view to expect the severity of
the previous two recessions to be indicators of a future
recession (‘02-03, and ’08 were bubbles, of differing sorts).

 Understand that we can’t predict the future; but being
aware of our surroundings makes staying committed to
long term goals more palatable, and also helps prevent you
(us) from making a mistake. Simply, this is not as simple as
it sounds.

In closing, we’d like to point out that in the fourth quarter of last
year the stock market flirted with a bear market (-20%). The
emotional pain that was inflicted isn’t too much unlike the
average recession. Also drawing on similarities, we’d point to the
quickness of the recovery. Many investors were left behind having
made mistake of letting short-term fear overwhelm their decision
making. A lesson learned the hard way. As we march ahead into
the great unknown, resist the urge to put all your chips on heads…
or tails, for that matter.


