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Recessions are a Normal
Part of the Business Cycle

Memories of the Great Recession are Skewing the
Perception of What to Expect During the Next Recession

By Brian SOMMERS, CFA
Principal, Chief Investment Officer

AFTER 10 YEARS OF SUBSTANTIAL EXPANSION, the global economy began to stall
in the middle of 2018. Now more than a year later, global growth continues at a slower
pace. Available data indicate that world Gross Domestic Product (GDP) grew about 3
percent annualized in the recently completed third quarter of this year, below the 10-
year average of 3.5 percent but stronger than the second half of last year when growth
dropped to 2.5 percent annualized. The U.S. economy slowed more with GDP growth
estimated at less than 2 percent annualized in the third quarter of 2019.
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A manufacturing slowdown has been one of the primary reasons for the deceleration in
global growth, as the increase in trade tensions between the U.S. and China and policy
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uncertainty surrounding many economies is causing businesses to cut back on
capital expenditures.

As we enter the fourth quarter of 2019, more and more economists are predicting a
recession within the next twelve months. In addition to businesses cutting spending,
there is evidence that consumers are also rethinking their spending habits. If consumers,
who account for nearly 70 percent of GDP growth in the United States, also curtail
spending it could push the global economy into a recession.

So far consumers have been resilient because in general, most are in a good financial
position. Unemployment remains near record lows, wages are ticking higher, and prices
on goods and services remain low. Personal debt has risen but is not exceptionally high,
and interest rates are low so payments on the debt remain manageable.

But we live in a world where news is disseminated constantly across many platforms,
and the scariest headlines get the most attention. At the same time, there is no
shortage of issues in the U.S. and abroad with the potential to derail the ongoing global
expansion. To make matters worse, the media tends to dramatize and magnify the
probability that any of these events might occur. Eventually, this fear mongering can
become detrimental to the psychology of business leaders, consumers and investors.
The risk is real that people will react by reducing their spending and investing, bringing
about the very recession they worry about.

There are some signs that consumers are beginning to scale back. The Conference
Board’'s Consumer Confidence Survey and the University of Michigan Sentiment Survey
both show that consumers are becoming more likely to delay purchases of large
household goods, cars and homes. Spending on automobiles has already suffered. From
2018 to 2019, world vehicle sales will likely fall about 5 percent. In China, auto sales are
expected to fall by as much as 15 percent. In addition to trade tensions, new stringent
emission requirements, expiring tax breaks, and tighter auto lending standards have all
played a role.

Despite all this negative news, global growth may be bottoming and set to improve

in 2020. Manufacturing cycles typically last about three years: 18 months of slowing
growth followed by 18 months of rising growth. Since global manufacturing peaked in
the first half of 2018, it could be nearing the end of its downturn.

In fact, data for the third quarter shows manufacturing improving in many countries. The
Global Purchasing Managers Index (PMI) of manufacturing data has already begun to
turn higher. Although weak data in much of the developed world grabs the headlines,
PMl increased recently in India, Brazil, China, Indonesia, Ireland, Malaysia, United
Kingdom, Mexico, Canada, Taiwan and Turkey.
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Overall, growth appears to have accelerated in many emerging economies, but there
seems to have been a slowdown in the developed world, with the U.S. and the Eurozone
both expected to post slightly slower growth than in the second quarter. But even in the
developed world, there is cause for optimism because the service sector PMI remains
in expansionary territory. This is important because past recessions have been
preceded by a fall in service sector activity as well as manufacturing activity.

Also, the issues causing the drop in auto sales may be less of a factor going forward as
consumers adjust to the new standards. Interest rates are likely to remain low, which
makes purchasing an automobile more affordable.

Finally, most central banks around the world have begun cutting rates, which could
provide a boost to growth in 2020. Normally, as an expansion ages, central banks are
reluctant to lower interest rates to spur growth because it may cause a spike in inflation.
But over the past decade that relationship has broken down. Inflation has remained
low despite historically low interest rates around the developed world. This may be
because globalization has allowed businesses to keep costs low due to the increase in
the portability of labor and production — or because the increased use of computer
automation and other technologies is making firms more efficient. More than likely

a combination of these factors is resulting in an environment where profits must fall
substantially before firms need to raise prices. In any event, looser financial conditions
and low inflation usually bode well for global growth.

Current data indicates a recession won't occur at least for a year or two, but even if

it does, it is important to remember that recessions are a normal part of the business
cycle. In the U.S,, there have been 11 recessions since the end of World War II. The
average length of these recessions is 11 months, and the average decline in economic
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activity (Gross Domestic Product) from peak to trough was only 2.3 percent. The average
performance of domestic stocks, as represented by the S&P 500 Index, was up 0.1
percent during the recessions (not including dividends). It is important to note, however,
that stocks did drop — a modest 3.2 percent on average — in the six months prior to the
onset of a recession.

Recessions Since World War Il

Length Decline In . S&P 500 [ndex Perf9rmance
(months) Business Activity During Recession Prior 6 mos.

1948 - 1949 l -1.7% 9.0% -12.0%
1953 - 1954 10 -2.6% 18.0% -6.0%
1957 - 1958 8 -3.7% -4.0% 5.0%
1960 - 1961 10 -1.6% 17.0% -5.0%
1970 N -0.6% -5.0% -6.0%
1973 - 1975 16 -3.2% -13.0% -9.0%
1980 6 -2.2% 7.0% 10.0%
1981 - 1982 16 -2.7% 6.0% 1.0%
1990 - 1991 8 -1.4% 5.0% 8.0%
2001 8 -0.3% -2.0% -19.0%
2008 - 2009 18 -5.1% -37.0% -2.0%
Average n -2.3% 0.1% -3.2%

Source: National Bureau of Economic Research, Morningstar. Stock market represented by S&P 500.

Why, then, are many so fearful about the next recession? Perhaps because the
headlines continue to claim that a recession would be catastrophic and lead to a sharp
contraction in economic activity and plunging stock prices. That fear is likely based

on the memory of what happened in 2008 and 2009 when domestic stock prices
dropped 37 percent during the Great Recession (and a total drop of 57 percent before
rebounding in the latter stages of that recession. However, a primary cause of that
recession was the crisis in the financial sector, and banks are healthier now that they are
required to maintain more reserves. With inflation and interest rates near historical lows,
the next recession will probably not be anything like the Great Recession. More likely,

a decline in business activity will be closer to the historical average and on the shorter
side of the historical range of six to eight months.

The jobless rate in the United States, at 3.5 percent, is the lowest since 1969, but
inflation is only 1.4 percent. Wage growth and productivity have picked up, and interest
rates remain low. Longer term, the economic environment is still conducive to further
gains in global stock markets. Still, with valuations stretched and so much uneasiness
surrounding the trade war, impeachment proceedings, Federal Reserve uncertainty, and
Brexit, the probability of a short-term correction is high. At the very least, the continued
economic uncertainty amid slower growth could lead to more volatile equity markets
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going forward. In this environment, we believe that companies that can weather the
slowdown thanks to solid cash flow and low debt, but also offer growing dividend
payments, could lead the market forward.

IMPORTANT DISCLOSURES

The information included in this document is for general, informational purposes only. It does not contain any investment advice and does
not address any individual facts and circumstances. As such, it cannot be relied on as providing any investment advice. If you would like
investment advice regarding your specific facts and circumstances, please contact a qualified financial advisor.

Any investment involves some degree of risk, and different types of investments involve varying degrees of risk, including loss of principal.
It should not be assumed that future performance of any specific investment, strategy or allocation (including those recommended

by HBKS® Wealth Advisors) will be profitable or equal the corresponding indicated or intended results or performance level(s). Past
performance of any security, indices, strategy or allocation may not be indicative of future results.

The historical and current information as to rules, laws, guidelines or benefits contained in this document is a summary of information
obtained from or prepared by other sources. It has not been independently verified, but was obtained from sources believed to be
reliable. HBKS® Wealth Advisors does not guarantee the accuracy of this information and does not assume liability for any errors in
information obtained from or prepared by these other sources.

HBKS® Wealth Advisors is not a legal or accounting firm, and does not render legal, accounting or tax advice. You should contact an
attorney or CPA if you wish to receive legal, accounting or tax advice.

Brian Sommers, CFA
Principal and Chief Investment Officer, HBKS® Wealth Advisors

HBKS® principal and chief investment officer, Brian Sommers, oversees the firm's
investment management processes for HBKS® investment advisory representatives.
He chairs the firm’s investment policy committee and is instrumental in the
identification, evaluation and recommendation of the investments that make up the
firm’s client portfolios. He brings HBKS® clients the expertise of more than 20 years

I

managing a wide range of portfolios for both high-net-worth individuals and institutional clients.

Mr. Sommers holds an MBA from the University of Pittsburgh’s Katz Graduate School of Business, has earned the
Chartered Financial Analyst (CFA) designation and is a member of the CFA Institute and CFA Society of Pittsburgh.
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