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Determining when or i f  the economy is  in a recession is  not  an exact

science .  The decis ion is  made by the Nat ional  Bureau of  Economic

Research (NBER )  and the start  date of  a recession is  seen in retrospect ,

meaning the economy wi l l  have already been in a recession before

off ic ia l ly  being declared as such .  Whi le i t  is  a di f f icul t  exercise to t ime a

recession precisely,  there are indicators that  can support  a theory that

one is  on the hor izon and what history shows is  l ikely to happen when the

next  recession does occur.  In  th is  market  commentary,  we wi l l  i l lustrate

how certain measures have been strong predictors of  a looming recession

and what a recession has histor ical ly  meant for  equity and bond markets ,

speci f ical ly  through company earnings and the premium that  investors

should desire for  taking on addit ional  r isks .

Yield Curve Inversion

You can see from the below graphics that  the inversion of  the y ield curve ,

which is  def ined by short  rates (2yr.  or  3mo . )  being higher than long rates

(10yr. ) ,  has histor ical ly  been a good barometer for  detect ing a recession .

This measure does vary in the length of  t ime from ini t ia l  invers ion to

recession ,  but  for  a l l  intents and purposes ,  a  recession has histor ical ly
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occurred within a 2 -year window of  the f i rst  point  of  invers ion .  In  the last

four recessions each downturn was preceded by a re -steepening of  the

curve that  was dr iven by a pivot  in Fed pol icy,  meaning they were cutt ing

rates and causing short  rates to fa l l  faster  than long rates .  Today ’s

environment is  most  s imi lar  to the inf lat ionary per iod of  the late 70 ’s /ear ly

80 ’s in which a recession had been def ined pr ior  to the y ield curve

returning to a more normal ized s lope .

Conference Board Leading Economic Indicators (LEI)

The below is  a representat ion of  the year -over -year change in the LEI

Index ,  which is  a composite of  10 var iables v iewed as having predict ive

capabi l i t ies in the turning point  of  a business cycle .  The US exper ienced

its  4th stra ight  negat ive reading in October,  and s ince 1970,  each t ime

there has been at  least  two consecut ive months of  decl ines a recession

has always occurred in relat ively short  order.  The longest  lag between a

negat ive reading and recession was 16 -months in the ’08 - ’09 Financial

Cr is is .



S&P 500 Earnings

Today ’s forward earnings expectat ions do not  a l ign with what has

histor ical ly  t ranspired in a recession .  Again ,  we are not  current ly  known to

be in a recession ,  but  i f  the expectat ion is  that  the US is  headed for  one ,

th is  can provide a good range of  expectat ions .  As the charts that  fo l low

show,  we should expect  to see earnings decl ine in the event an economic

downturn takes place .  This is  best  i l lustrated by the 1st  chart  showing how

earnings decl ine as they go through the trough of  an economic cycle .

The 2nd graphic shows what the market  is  expect ing in the years ahead ,

which current ly  points to earnings growth in both 2023 and 2024 .  Whi le

these expectat ions have decl ined throughout the year,  h istory would

suggest  that  i f  a  recession is  looming ,  the market  should not  be pr ic ing in

growth at  a l l .

Final ly,  the 3rd chart  detai ls  where the S&P could go f rom here

(11 /28 /2022 )  i f  some simple assumptions are made :  (1 )  2022 EPS

Expectat ions are accurate and (2 )  the S&P wi l l  t rade at  i ts  long - term

average valuat ion of  a 17x P /E Rat io .  As the 1st  chart  showed ,  in  the event

of  a recession ,  EPS decl ines range from -10%  to -30%.  I f  a  recession were

to occur in 2023 ,  the S&P needs to go down from where i t  is  today to

trade at  i ts  longer - term valuat ion .



S&P 500 Recessions

We have highl ighted throughout the year that  the S&P 500 has entered a

bear market .  Whi le the recent equity ra l ly  f rom mid -October has been nice



to see ,  looking back through the history of  the last  9 recessions would

show the S&P has always bottomed dur ing the recession ,  not  pr ior  to .  I f

you consider where the market  s i ts  today and the prospects of  a recession

on the hor izon ,  th is  h istory suggests there could be a new low point  f rom

what a l ready has occurred in 2022 .





Bond Markets

Looking at  your f ixed income port fol io th is  year might  make you think

otherwise ,  but  bond markets have yet  to pr ice in recessionary r isks .  The

drawdown in 2022 is  largely a resul t  of  the rapid r ise in interest  rates ,  not

from a widening of  credit  spreads which is  a measure of  how much

premium the market  wants for  taking on added r isk .  This chart  of  the US

High Yield Bond Index shows how much more a HY bond pays relat ive to a

r isk- f ree Treasury.  Given pr ior  recessions ,  a  h igher premium relat ive to

what is  pr iced in the market  today should be warranted in the event a

recession was to occur.  Perhaps more surpr is ing is  that  the current  spread

is lower than i ts  long - term average even as the prospects for  a recession

increase .
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In Conclusion

While the US economy is  not  known to current ly  be in a recession ,  the

histor ical  data we see would suggests that  the market  is  not  pr ic ing in the

r isk of  such an event happening accordingly.  As Mark Twain infamously

said ,  “History doesn ’ t  a lways repeat i tsel f,  but  i t  of ten rhymes .”




