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Investment Commentary-July 2019

Last October we noted the possibility of a U.S. recession within the next couple of
years. At the time, the economy was going gangbusters with the second quarter of
2018 marking the first quarter in fifty years of 4%+ GDP growth with sub-4%
unemployment. The Fed was signaling three interest rate hikes in 2019 and one or
two more in 2020. The historical record of eleven recessions following the last
fifteen Fed interest rate hike cycles suggested a bit of caution.
The possibility of a downturn didn't seem to be on investor radar screens back
then, but it is now. Some of that is due to the on again, off again U.S.-China trade
war-as of this writing it seems to be off again. More generally there is a feeling
that after a record long expansion, perhaps it's just time. Worries of a downturn
are reinforced by an inverted yield curve in which the interest rate on the 10-year
U.S. Treasury bond is lower than the interest rate on three-month Treasury bills.
The implication is that interest rates will be lower in the future than they are now,
which implies that the Fed will be lowering rates, which suggests a softer economy
going forward.
Despite all of that, we're a bit more optimistic than we were nine months ago.
Notwithstanding an inverted yield curve, a recession is far from in�itable1 ; the
U.S. economy may instead be in for a protracted period of low but positive growth.
We are encouraged in part by the Fed's dramatic about-face on interest rates.
Instead of three rate hikes in 2019, the question now seems to be whether the Fed
will cut rates once or twice. Beyond that, there are the benefits of a stable housing
market and the limited role of manufacturing in the U.S. economy.
The relevance of housing and manufacturing are illustrated nicely by the chart on
the next page. Over the past 50 years the U.S. economy has been in recession for
27 quarters. The average GDP growth in those quarters has been -1.18%. This
negative growth is strikingly concentrated in three specific areas: business
investment in equipment and software, housing construction, and changes in
manufacturing inventories. These three components of GDP contributed -0.69%,
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Our economies are quite different, but it's worth noting that Australia has not experienced a recession in nearly thirty
years. The Aussie economy happens to be weakening right now but the point is simply that expansions can go on for a very
long time.
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