2019 3RD Quarter Economic Update, Is a Recession on the Horizon Part II?
In Part I, we answered the question is the economy booming? Answer, NO IT’S NOT.
Click here to read my research report, or email me for a copy.
Answering the question about the current state of the economy is easier to do because we
focus on current data, mostly government issued reports. Trying to predict the future,
including recessions is extremely difficult. To quote Dr. Jeremy Siegel’s seminal book
Stocks for the Long Run, he writes “Wall Street employs so many economists
desperately trying to predict the next recession or upturn since doing so dramatically
increases returns. But the predicting exact business-cycle turning points is extremely
poor.”
Despite how hard it is to forecast the markets and economy, it does not mean we don’t
try to anticipate the potential trends of the economy and markets. As Dr. Siegel states,
doing so can “dramatically increase returns”.
One of the keys to what happens going forward is a China, U.S. trade deal. If you can
tell me if and when there will be a trade deal I can better tell you the prospects for the
economy and the markets. I do briefly write about this in the China section below.
What Causes Recessions & Bear Markets?
I’ve studied every recession and bear market going back to 1914. I created the table
below with my findings.

Source: Dan Hassey data base, archives

The years highlighted in yellow are years where we had a bear market, but no recession.
The point I’m trying to make with the yellow highlights is investors need to understand
that even though we don’t go into a recession we do have bear markets. So don’t be
surprised if we go into a bear market but we don’t go into a recession. On average, we
do have a recession about every five years. This economic cycle is the longest in history,
and we eventually will enter a recession, we always do.
There are similar studies done by major Wall Street firms. Some of the causes they point
out focus on the Federal Reserve and financial excesses and the indicators and metrics
for pre-recession conditions. Some of the causes they list, not on my list include: Asset
price collapses, bank crisis/credit crunch, foreign financial contagion, foreign demand,
key industry shock.
Let’s review some of these causes and today’s economic conditions. Causes in red
highlight are major concerns. Causes in yellow are cautions.
Specific causes, first three columns Red flag.
The first three columns of my table are specific causes of the bear market/recession for
that year. E.G. 2001 tech wreck, 1998 Asian contagion, 1991 Gulf War I, 1981
stagflation, 1973 Arab oil embargo….
There are many risks to this economy and most are outside our borders: Iran, China,
North Korea, Venezuela, a slowing global economy. The markets barely reflect these
risks.
The president has many balls in the air including his re-election campaign and his
impeachment inquiry. The potential for the mishandling of these important issues is
increasing.
Interest Rates
Interest rates, the cost of money, is one of the most important influences of the economy
and markets. Rising rates tend to slow the economy. Many asset valuation models are
based on interest rates and higher rates lower asset valuations.

There have been 9 Fed interest rate increases since 2015:

The rise in rates are starting to reverse. The Fed has lowered rates twice so far this year, so
the fed funds rate is around 2%. When I started my investment career in the early 1980s,
interest rates were around 15%. Rates are currently close to historic lows.
What’s unusual about this cycle is the lowering of rates and fiscal stimulus is happening late
in a cycle.
Fiscal Stimulus Late-Cycle is Unique

Source: Charles Schwab, Bloomberg, U.S. Department of Treasury, as of June 30, 2019.

We normally get fiscal (tax and spending policies) and monetary stimulus (the lowering of
interest rates) when were in a recession to help us out of a recession. This could make the
next recession last longer because fiscal and monetary stimulus will be limited.
I’ve shown the chart below many times because it visually explains, inflation, interest rates
and recessions:

Source: Federal Reserve Economic Data, FRED

This cycle is following the same trends of past cycles, inflationary pressures increase, Fed
raises rates and we go into recession. This cycle has ultra-low rates below inflation, highly
unusual.
As the chart shows, rates are artificially low and should be higher. E.G. The 10-year
Treasury normally reflects inflation, issuer risk and duration risk. With current inflation
about 1.8% and a historical duration premium of about 3%, the 10-year should be around
4.8% it is about 1.60%. Why are rates artificially low, the two main reasons are: rates were
lowered to historic lows because of the Great Recession of the late 2000s first decade; the
Fed has feared for the last 10 years that raising the rates too much could hurt the fragile
recovery. With the trade wars and a slowing global economy, the Fed has reversed rates to
support the recovery.
The rise in rates is normally part of the last stages of an economic cycle and is cautionary.
As inflation and rates rise and the economy slows, the economic and business sins of the cycle are
revealed, we then tend to go into a recession. For businesses, the problems normally revolve around
too much debt and a bad allocation of capital. Below I write about where there is too much debt and
as the economy slows, some of these debts can go into default and in some cases can push a company
into bankruptcy.

Think of a young couple that lives paycheck to paycheck. To improve their standard of
living they take on debt. This is fine at the start of an economic cycle. As the cycle matures
their debts are normally much larger and now a portion of their income is used to service
interest and principal payments. When the economy slows and we go into a recession the
husband/wife may have cut hours, bonuses, or even a loss of a job. They have trouble paying

their debts and there is little left for discretionary spending. This causes the economy to slow
and the negative feedback loop begins: businesses and individuals are scared and pull back
spending, economy slows more, layoffs occur, defaults and bankruptcies increase.
Because the Fed has stopped raising rates and is now lowering them and because they’re so
low, interest rates are not a red flag.
Because this cycle is the longest in history, debts have piled up.
Credit Crunch/Too Much Debt, Red Flag
Billionaire Ray Dalio who runs the largest hedge fund in the world, posted a YouTube
video, How the Economic Machine Works. In the video he explains how debt works in the
economy and how it ends economic cycles. It’s certainly worth a watch to understand the
double edged sword of debt and how it helps and hurts the economy. Click here to watch the
video.
In my last Outlook, one of the readers of my Outlook emailed me about concerns about the
repo (repurchase agreements, overnight, short-term loans against a company’s short-term
debt assets). There have been many articles written about this development.
The concern was that the liquidity problem in the repo market caused rates to spike to the
10% level and it could impact the rest of short-term rates. It was harder to determine what
caused the liquidity issue. Here are some of the reasons listed by the financial press:


Corporate tax payments were due and corporations had to raise cash. The reader
reminded me companies normally have tax payments to make every quarter. Not a
good reason for the liquidity problems



Companies bought Treasuries at auctions and they had to be paid



Banks involvement in making markets in debt and equity securities have been
reduced, creating less supply



The top nation’s banks are much bigger and their liquidity needs have grown as the
chart below shows:



A shift from using libor to U.S. government rates to determine interest rate levels

Short-term liquidity issues are a concern, but it’s not a credit crunch – yet. Yellow flag.
Problems Created by Ultra-Low Interest Rates
Some analysts and economists point out that ultra-low rates have caused several problems:


Economies, markets, and companies are becoming addicted to low rates.



The low rates are causing some economic bubbles (crypto currencies, more mergers
and acquisitions, corporations borrowing money to buy back stock, some IPOs).



Pension funds who allocate a lot of investable funds into bonds for the income to
match pension benefit payouts are partly underfunded because of the ultra-low rates.
Pension funds are investing in bonds and other debt instruments that have higher
risks and slightly higher interest rates



Many retirees are having a hard time making ends meet because of the low rates.
When I got into the business in the early 1980s CDs, bonds, treasuries were paying
as high as 15%. If you invested $100,000 the income produced was $15,000. Today
you would only get about $2,000 and the cost of living is much, much higher.

Some of the risks of this cycle is type of debts that are out there.

When corporate debt peaks, we normally go into a recession, Red flag:

Source: Gavekal Data/Macrobond, Knightbridge Asset Management

Too early to tell if debt has peaked, but it is a big concern. The only good thing about this
debt is the interest rates are lower than previous cycles and servicing interest expense can
probably be made – if the economy holds up. Also, when the principal is due is another
important concern. Another concern of analysts, economists is leveraged loans:
Many income investors need higher rates so they’re taking more risks by investing in high
yield and leveraged loans (to increase income leverage is used).

Below is a chart that shows who owns these risky income producing investments:

Source: The Daily Shot, WSJ

First, CLO are collateralized loan obligation and normally include low-rated corporate loans,
and leverage is normally used. Many of the companies behind the loans are mid-size and
smaller companies that have more risk.
These leveraged loans, CLOs could hurt investors, especially retirees. The SMA, open and
closed ended funds, and ETFs are probably owned by individuals and retirees. These
investors could see the income from these risky invests go lower as some of these loans
could go into default. Hopefully the banks and institutions do their due diligence. Red flag.

Credit Spreads, Yellow Flag
We can see that there is some selling in lower quality debts:

Bonds rated CCC and below are considered junk bonds and bonds rated BB and above are
considered investment grade. The yield on junk bonds is going up meaning investors are
selling them lowering the price, increasing the yield. Higher quality bonds especially
treasuries are being bought, increasing prices and lowering yields.
The above chart shows the credit spread between investment grade and junk bonds and
when they diverge is normally an important red flag. Investors are selling risk and buying
quality/safety. I believe the credit spread is more important than the yield curve. Some
analysts have been pointing out that some of the companies that are issuing bonds are
zombie companies. Without the low financing costs and available capital, these companies
would probably not exist and if we go into a recession these companies won’t make it.
Inverted Yield Curve Yellow Flag
The yield curve inversion is receiving lots of attention from the financial media. Here is a
chart:

Source: Charles Schwab, Bloomberg, as of August 9, 2019.

The above yield curve inversion chart measures the spread between the 10-year Treasury
and the 3 month T-bill. A normal yield curve is where long-term rates yield more than shortterm rates, investors want to be paid for duration risk. Normally at the end of the cycle shortrates are rising above long-term rates. Also investors see the economy slowing and they
invest in longer term treasuries forcing yields lower. To many this is a red flag as the chart
shows. I don’t think the yield curve is as serious as past cycles because interest rates are too
low this cycle.
Also, some investors, analysts also don’t think the yield curve inversion is as serious this
cycle for a different reason - because foreign investors are driving down long-term rates
because rates are so low in Europe and Japan. What these investors need to consider is why
rates are so low in other countries? Other countries low rates are mainly due to their weak
economies and this should concern investors. The global economy is weak and we are doing
better so global investors invest in our higher yielding treasuries.
Below is an image that explains the forces lowering U.S. yields:

Notice how low other country interest rates are.

Below is a chart of student loans by age:

Source: Credit.com

For 2019, total student loan debt is about $1.52 trillion.
The default rate is about 11% and the default rate will probably rise when we go into a
recession. Most of the defaults were to vocational schools. Most of the loans are owned by
the U.S. Dept. of Education, so taxpayers will be on the hook for these loan defaults.
Another problem is auto loans:

The default rate for auto loans is about 5% and will surely climb when we go into a
recession.
Because this cycle is the longest in history, debts are much larger than past cycles. Again,
like most cycles, rates go up to slow inflation, this causes the economy to slow, defaults rise
and then lenders slow lending and we have a credit crunch. So far, we are following the
normal script of most economic cycles.

Other Indicators That Help Spot a Looming Recession
Peaking Consumer Confidence and Retail Sales, Red flag.
It is helpful to compare an economic cycle and a 10K race. At the beginning of a race/
economic cycle is when one has the most energy and momentum. At the end of a race/cycle
the pace slows and one’s energy is spent and the race eventually ends. Below is a chart of
consumer confidence and this analogy can be used to explain the chart and cycles:

Like a race, once momentum/confidence peaks the momentum can’t be sustained and the
race, economy slows. The chart shows the decline after a peak.
Consumer confidence probably has peaked as the chart below shows:

Source: The Daily Shot, WSJ

As I’ve written about many times before, the consumer is the largest component of our
economy.
Retail sales, a reflection of consumer confidence are slowing:

Source: Commerce Dept.

The reversal of consumer confidence and personal consumption is very important.
Unemployment, Employment, Yellow flag
Going with the concept of a peak, then a reversal let’s look at Unemployment:

Source: WSJ

As the chart shows, once unemployment bottoms, employment peaks we normally go into a
recession and unemployment reverses and increases.

ISM, Yellow Flag
Below is a chart of the ISM (Institute for Supply Management) manufacturing index.

Source: ISM, WSJ

The ISM index is considered a predictor of recessions, despite manufacturing being only
11% of the U.S. commerce component of the economy, and about 8% of employment.
When the index goes below 50, it indicates a contraction in manufacturing.
Notice that the index went below 50 two times during this cycle. Both were due to global
slowdowns, similar to the contraction now.
Leading Economic Indicator, LEI, Yellow Flag
Below is a chart of the LEI and its predictive value in regards to recessions:

Source: Charles Schwab, FactSet, The Conference Board, as of June 30, 2019.

The indicator’s predictive value is good when the trend moves below -5%.
Charles Schwab looked at the LEI and provided ratings of its components. Below is their
trend ratings from strong to worsening:

Source: Charles Schwab

It’s better to look at the trend versus the level, and most trends are worsening. For example,
let’s look at the first indicator, the average workweek. Below is a chart:

When I was a business grad student at UCLA, I had a professor, Professor Norton, whose
favorite economic indicator was the average work week. Hours worked trend has been
falling for most of this year. It is worsening.

A few of the best LEI indicators are bond and market indexes. We looked at credit and bond
markets and they are red to yellow flags. Again, the markets are important leading
indicators.
What are other market indexes saying? Red Flag
Below is a chart of the market for this cycle:

Source: www.erlangerchartroom.com

I’ve analyzed this chart a few times in past Outlooks. Here are the important points of
this chart:


This has been a very long and prosperous bull market. This market cycle is the longest in
market history with the second best returns.



For this cycle, the market bottomed in March of 2009, and has been recently trading
sideways for about two years.



This market needs to stay above the long-term trendline (black upward sloping line).
Over time the trendline will be easier to break below. The other important support level is
the red dotted trendline. If both are breached it would create a long-term selling signal.



The rectangle areas are where the markets stalled. The first two were caused by
international events. The 2011, 2012 stall was caused by the Arab Spring, Grexit and
concerns about the vulnerability of the EU, and the Japanese triple tragedy (earthquake,

Tsunami, nuclear plant crisis). Markets also stalled from 2014 to 2016 caused by the
Chinese shift from an export, manufacturing economy to a consumer based economy.
This caused a recession in several countries that supplied China when it was a
manufacturing and export focused economy. The market got a second breather thanks to
the enthusiasm of the election of Donald Trump as President. Notice all the white
candles, bullish, in 2017.


The market is currently developing a major reversal topping pattern, very bearish. It
looks like a rounding topping pattern. Prices are near the top of the pattern as this market
does have some automatic buying in this index. Other index prices are near the bottom of
the topping pattern. This pattern is a red flag.

This bull market is the longest in history. The market is also overvalued. I’ve learned to be
cautious toward the end of a cycle and when the markets are overvalued.
Click here to learn about the importance of major reversal patterns.
Below is the transportation index:

Source: www.erlangerchartroom.com

Here is what I wrote about the transportation index in my May Outlook: “Dow Theory, part
of technical analysis, states that the transportation index must confirm the trend of the
Dow 30. When it does not confirm, then the trend of the Dow 30 is suspect.”

The transportation index is confirming the major reversal topping pattern similar to the S &
P and Dow 30. But, the transportation index prices are closer to the bottom of the range. The
index is down about 14% from its peak, correction territory. Also the index has been going
sideways for close to three years.
The strongest parts of the economy are safer, dividend paying stocks. Below is a chart of the
S & P dividend ETF, symbol SDY:

Source: www.erlangerchartroom.com

The SDY is basically in a bull market with a rising tops and bottoms trendlines, also known
as a bullish channel.
Other dividend paying stocks and utilities have been stronger than the general market. This
is telling us that safety and dividends, defensive positions are the favorites this late in the
market cycle.
It’s important for the markets have a strong industry leader to lead the markets. For the past
two years, leadership has changed many times and is an unhealthy trend for the markets.

History of Economists Recession Predictions, Yellow Flag:
It is impossible to accurately and consistently predict the future and this includes recessions. I
quoted Jeremy Siegel PhD above about how difficult it is to predict recessions.
Below is the track record of economist predicting recessions

Notice that right before a recession the probability average is from about 40% to about 30%.
Here are current recession predictions:

Recession probabilities have increased to over 30%, worrisome levels.

China & U.S. Trade War
There are many worrisome trends that have developed in the economy and markets. To
reverse these trends the President needs a trade deal with China to lift the uncertainty in the
U.S. and global economy.
Most of us thought there would be compromises and a trade deal by now. Below is a
timeline of some of the China, U.S. trade events:

Source: WSJ

A trade agreement was expected at the Buenos Aires meeting last December but no
agreement was made but both sides agreed to continue to talk. Talks broke down in May.
The U.S. and China are supposed to meet this Oct. 10.
I issued a Special Report on the U.S. China trade war in June. I wrote that the U.S. was
asking for 142 demands and the Chinese said no way, but were open to buying more from
the U.S., open its markets and back off the sharing of technology. A deal could be made if
the U.S. compromises. Email me if you would like a copy of this Special Report.

The President needs to get a deal soon so companies can start planning for 2020. Without a
deal companies will probably continue to sit on the sidelines. Waiting continues to damage
the global economy.
The President is getting lots of pressure from global leaders, Republicans, U.S. companies
and his business friends, so you would think we would make sure we get a trade deal.
There are a few reasons why there may be no deal:


There are China hard liners, especially Peter Navarro PhD and Robert Lighthizer and
they are asking too much. Dr. Navarro wrote a book, Death by China, He also wrote
and directed a documentary based on the book. I rented the documentary and was
shocked on how misguided his ideas and approach to China are. For example he
believes that we can bring back manufacturing jobs from China and that would be
the best jobs program we can pursue. The problem is manufacturing jobs went
overseas because their labor is cheaper and they have less labor and environmental
regulations. As their labor costs have gone up, they are replacing humans with
automation and robots. Below is a chart showing the trend:

This will only get worse. 20 million men make a living driving (trucks, taxis, delivery
trucks….) most only have a high school education or below.
These men could be replaced by self-driving vehicles. Every major car and technology
company in the world is working on electric self-driving cars. This could eliminate millions
of driving jobs. I have many articles on how car and technology companies are working on
self-driving cars. If you would like to receive copies of these articles, please feel free to
email me.

Bringing back manufacturing jobs will not solve the problem of automation replacing jobs.
Think of how many jobs have been replaced by automation (bank tellers by ATMs, gas
station attendants by credit card swipe machines, grocery cashiers by self-checkout stations,
secretaries by voice and email, financial advisors by roboadvisors….)
The President should not be listening to Dr. Navarro.


I thought the odds of a deal because of the pressures was more than 50%. Now with
the impeachment inquiry, the probability of a trade agreement by this month or the
end of the year is remote. I’ve listened to a few of his news conferences this and last
week and he seems obsessed with the impeachment inquiry. I’m old enough to
remember Nixon and Clinton during similar situations and they seemed to handle
their legal and political problems better. Can he focus on getting a trade deal with the
Chinese? I now have my doubts.



Here is a sub-headline from the Wall Street Journal: “Trump could seek a limited deal
to shore up support, but Beijing may be less inclined to compromise if it sees the
president as vulnerable”. There have been reports that the Chinese may wait until after
the election. They believe they could get a better deal if the U.S. elects a different
President.
Summary and Conclusion

It’s hard to predict the future, especially recessions. But, we have been through many
recessions and we do have indicators and market behavior that can help us spot trends that
lead to recessions.


Here are the indicators that are raising red and yellow flags:

1. Credit spreads, high quality versus risky bonds prices and yields are diverging
2. Yield curve inversion, long-term rates drop below short-term rates
3. Too much debt and leveraged loans. This cycle has been the longest in U.S.
economic history, and interest rates have been so low, debts have piled up
4. Corporate debt levels are at levels that normally precede recessions
5. Potential defaults with CLOs, student and auto loans
6. Debt, rising rates, a slowing economy and a bad allocation of capital are the main
reasons for most recessions. This cycle is following this script and is SERIOUS.
7. Bottoming unemployment normally leads to recessions. Unemployment is at historic
lows.

8. Peaking consumer confidence normally leads to recessions. Current consumer
confidence is close to past cycle peaks.
9. The ISM index was around 60 last year. The index has currently dropped to about 47
and this means there is contraction in manufacturing activity. In past cycles when the
ISM reaches 44, we are in a recession
10. The Leading Economic Indicator trends are “worrisome” according to Charles
Schwab


Many major market indexes are forming major reversal topping patterns. These
topping patters are RED FLAGS. These topping formations occur before the decline
phase of a market cycle. The markets normally go into bear markets before we enter
a recession. The markets are anticipatory.



If the President could get a China trade deal agreement, some of these indicators
could reverse. The longer it takes to make a deal, the global and U.S. economy could
slow further and recession odds increase. The odds of a trade deal before the end of
the year has been reduced.

If you can tell me if and when we get a trade deal, I can tell you what may happen to the
economy and markets. If we get a trade deal, the expansion could continue if a deal
happens soon. If we don’t get a deal, the global and U.S. economy continues to get
worse. In other words I don’t know if and when we get a deal. I know we’ll have a
recession, I don’t know when it begins, how long it will last, and when will the next
cycle start. Investing at the start of an economic and market cycle has the lowest risk
with the most upside.
As I’ve been suggesting during this period of the major reversal topping patterns and the
markets overvaluation – be cautious, patient and disciplined. Once we’ve found a low
for the cycle, valuations are undervalued we can then be aggressive but disciplined.
There are trading opportunities especially in ETFs and stocks that are already in bear
markets.

How to contact Dan Hassey, Registered Investment Advisor: danhassey@yahoo.com
I can review your portfolio gratis. The review would include: 1.Upside potential 2. Risks
3. Costs 4. Make sure your portfolio is meeting your financial needs and goals. I would
be willing to spend up to three hours on the free review.
Below is a brief bio. You can also review my LinkedIn profile.
https://www.linkedin.com/in/dan-hassey-7a71301/
Dan Hassey’s passion for investing started at the UCLA Graduate School of
Management where he earned his MBA. After UCLA, Dan started his investment career
as a stock broker for Merrill Lynch in their Beverly Hills office. He has also worked for
Paine Webber, Fidelity Investments, Charles Schwab, and for famed futures money
manager John Henry & Co. Inc.
Dan has also worked as a research analyst covering the markets, and the economy. Dan
also recommended, energy and dividend paying stocks.
Click here to review my recommendations, returns for energy stocks. If you would like
to email me my spreadsheets with all recommendations with profits/losses for each
recommendation contact me at danhassey@yahoo.om
Click here for my returns for my dividend stock recommendations. The report covers
2009 to 2014. The portfolio was closed in mid-year 2015. If you would like a
performance report of the 2009 to closing with my spread sheets contact me at
danhassey@yahoo.com

