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The Million Dollar Question

Craig Basinger, Chris Kerlow, Derek Benedet, Shane Obata

All you really need to know is whether or not there will be a recession in the
next six months. Ok, that is an exaggeration but bear with us. Since about
1950, the average monthly return for the S&P 500 is about 0.7%. That works
out to a decent 7.7% on an annualized compound basis and this does not
include dividends (feel free to add 1.5-3.0%). Add a couple points for
dividends and this demonstrates the power of compounding returns over the
long term. During this period there were 11 recessions of varying durations
and magnitudes with the most recent ending in June of 2009. It is common
knowledge that the stock market is not a fan of recessions. Lower economic
activity, credit risk, multiple compression, the list of recession symptoms is
long, and the vast majority are not good for equities. So much so, the vast
majority of bear markets roughly line up with recessions. While there are
some exceptions, this is a good and intuitive general rule.

The chart below right is the S&P 500 (log) as the blue line, with recessions in
red bars and bear markets in grey bars. The grey bars measure when the
market starts falling and ends when the market has started a meaningful
recovery. As you can see, most of these loosely line up. Sometimes the
market begins falling before the recession, to varying degrees.

Markets & Recession

There have been eleven recessions since the late 1940s, coincidentally with
an average duration of eleven months (table). Interestingly, the average price
return of the S&P 500 during these recessions was around 0%. Now much
can be hidden in an average. The last recession (aka global financial crisis)
had markets down 37% once the recession started until it ended. But during
others, the market actually rose. In fact, in six of the eleven recession the
S&P 500 rose.

Recession S&P 500 (price return) Months prior to recession

Start End Duration  During Recession |1to 6m 6to12m 1to12m |12to 18m 18to24m 12to 24m |lto 24m
30-Nov-48  31-Oct-49 11 9% -12% 11% -2% 4%

31-Jul-53  31-May-54 10 18% -6% 4% -3% 5% 8% 13% 10%
31-Aug-57  30-Apr-58 8 -4% 5% -9% -5% 8% 1% 10% 5%
30-Apr-60  28-Feb-61 10 17% -5% 0% -6% 12% 18% 33% 25%
31-Dec-69  30-Nov-70 11 -5% -6% -6% -11% 4% 3% 8% -5%
30-Nov-73  31-Mar-75 16 -13% -9% -10% -18% 7% 17% 24% 2%
31-Jan-80  31-Jul-80 6 7% 10% 4% 14% -1% 13% 12% 28%
31-Jul-81  30-Nov-82 16 6% 1% 6% 8% 7% 10% 17% 26%
31-Jul-90  31-Mar-91 8 5% 8% -5% 3% 16% 9% 27% 31%
31-Mar-01  30-Nov-01 8 -2% -19% -4% -23% 17% 0% 16% -10%
31-Dec-07 _ 30-Jun-09 18 -37% -2% 6% 4% 12% 2% 14% 18%

Average: 11 0.0% -3.2% -0.2% -3.4% 8.3% 8.1% 17.4% 13.1%

Median: 10 5.4% -5.5% -0.1% -2.6% 6.6% 8.6% 15.1% 14.1%
% Positive: 55% 36% 45% 36% 91% 90% 100% 80%
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In many cases most of the palp is felt before thg rece_ssmn a(?tually beglns.. Most the pain comes in the last six
We measured the S&P 500 price performance in various periods approaching months before a recession
recessions and found the six months just before to be a bad period for 10.0% - cep mTSX =EAFE

equities (table on page 1). This obviously supports the view that equity 7.5%
markets are a bit more forward looking especially compared to economic data 5.0%

which is often a bit backward looking. 2.5% I I
The table has several important takeaways. Apart from the last six months 0.0% I |

before recession being painful, markets tend to be very strong. This is the late -2.5% I

stages of a bull market, which can be very profitable. Especially the 12-24 5.0% I

months before the recession starts. Wonder if that was 2017...which was up 7.5%

+19%. During 1to6m 6to12m 12to 18m 18to 24m
Recession

Results in Canada, for the TSX, were similar but had some interesting Months before recession
differences. Focusing on median price returns, Canada did even better during

the 12-24 months ahead of the big R. Our market, with its more resource bent

has greater exposure to what many investors term late cyclicals, including Change in Bond Yields
Energy and Materials. However, our market starts to lose momentum earlier, 7.5%

not doing well during the last six months and also the six months beforehand.
Also, the TSX did not perform well during the recession which could be
attributable to our market's greater leverage to global economy growth. EAFE
was similar.

Median price return

10yr Yields
-5.0%

-2.5%
0.0%
2.5%
To demonstrate the power of diversification, we also applied the same
framework to ten-year bond yields. We reversed the axis as falling yields
means your bond price is rising. Clearly bonds do not do well in the last
stages of a bull market, but start to perform their capital preservation function
in the last six months and into the recession. Just in case you forgot why you
own bonds (or should own bonds).

5.0%
7.5%
10.0%

During l1to6m 6to12m 12to 18m 18 to 24m
Recession

% Change in 10-year Treasury Yield

Months before recession

The Million Dollar Question — could there be a recession in the next six

months? Market Cycle - Still healthybut we used to be
healthier

That is the big question, and it is why we developed the Market Cycle 30 = Danger Zone = Bullish

framework. This approach combines many indicators (over 30) from various £

disciplines including technical, economic, valuations, fundamentals and % 2

sentiment. All with the objective to gain some insight and get some early ::;15

warning if the probability of a recession in the next six to twelve months is § 10

rising or likely. Currently 21 of the 30 indicators are bullish which is well %_’ 5_

above the Recession warning threshold of around 10. But it is worth noting * .

the number of positive indicators was a healthier 26 at the end of 2017, so we g gEEEgEEENNNNNNNNNENNEReY

have seen some deterioration. 252853358885 52585335888588%

Our continued view is that while the global economic data is losing a bit of
momentum, the positive still vastly outweigh the negatives. And given our
indicators remaining bullish, we continue to view the recent weakness as a
normal correction and not the beginning of a bear.
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Charts are sourced to Bloomberg unless otherwise noted.

This material is provided for general information and is not to be construed as an offer or solicitation for the sale or purchase of securities
mentioned herein. Past performance may not be repeated. Every effort has been made to compile this material from reliable sources however no
warranty can be made as to its accuracy or completeness. Before acting on any of the above, please seek individual financial advice based on your
personal circumstances. However, neither the author nor Richardson GMP Limited makes any representation or warranty, expressed or implied, in
respect thereof, or takes any responsibility for any errors or omissions which may be contained herein or accepts any liability whatsoever for any
loss arising from any use or reliance on this report or its contents. Richardson GMP Limited is a member of Canadian Investor Protection Fund.
Richardson is a trade-mark of James Richardson & Sons, Limited. GMP is a registered trade-mark of GMP Securities L.P. Both used under license
by Richardson GMP Limited.



