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INVESTMENT PERSPECTIVES 
 
Recession Playbook? 
“It ain’t what you don’t know that gets you into trouble. It’s what you know for sure that just ain’t so” Mark Twain 
 
Recent sentiment surveys indicate that more than 60% of Americans believe that our economy is on the cusp of recession, 
while magazine covers declare inflation to be dead. The barrage of news stories has prompted an interesting question from 
clients, “Do you have a recession playbook?” In this Investment Perspectives, we want to discuss the most prominent 
economic forces driving the recession talk while also explaining how these signals influence our thinking. We’re not 
saying a recession is out of the question, or that concern is unwarranted. Our main point is that recessions are normal and 
that we plan rather than react. We know that every growth cycle is followed by contraction, but without divine insight of 
its timing, this knowledge is of limited investment use. The state of the economy and the market cycle impact the size of 
our opportunity set but not the way we select securities. Simply said, there are fewer bargain opportunities late in the 
cycle than after a downturn. The length of this current cycle makes it easy to forget that recessions and market drawdowns 
are a normal part of a properly functioning market. Our goal is to maintain a diversified portfolio with a sensible amount 
of cash to take advantage of future opportunities. The phases of the cycle can impact our cash balances for a while, but we 
never lose sight of our objectives. In our experience, adjusting the asset mix expressly to time market events hurts long-
term performance.  
 
Safe-haven assets, such as cash and gold, offer stability in downturns but provide lackluster returns during normal 
markets. Equity corrections may be common1, but substantial declines are infrequent; since 1960, there have been six 
drawdowns of 30% or more, each lasting an average of 16 months. So, over the last 60 years, the market has been in 
periods of meaningful decline only 13% of the time.  Of these six bear markets, four coincided with economic recessions. 
While there’s coincidence, bear markets and recessions are generally not in perfect synch. On average, equity market 
selloffs have begun seven months before a recession was confirmed. This doesn’t mean we ignore the warning signs 
transmitted by the market, but we process them in our unique way. Advances in data analytics help us to evaluate the risk 
embedded in our portfolio based on the characteristics of our individual stock holdings. As this cycle has matured, we 
have used these tools to blend risk management with our objective to remain invested. This has helped us to tilt our 
purchases toward higher-quality businesses, reduce our exposure to companies with questionable credit quality while 
allowing some cash to build through profit-taking. By focusing on individual company fundamentals, we can fine-tune 
our risk exposures as a natural element of portfolio construction.  
 
Easier Said Than Done 
The impact of a deep, sustained drawdown varies by the individual client, so planning is always intertwined with the 
investment process. It’s vital to have a plan in place before the stress of a market decline. Specifically, we mean both 
mental preparation and a pre-set rebalancing plan. We work with clients to craft such a plan and then help reinforce the 
discipline to stick with it. Part of this discipline requires fighting our innate biases. Many of the human behavioral biases 
that hurt investment performance originate in our biology. The same hardwiring, fight-or-flight instincts that once made 
us run from saber-tooth tigers can now kill our investment success. Investor risk tolerance is fluid, moving with changes 
in asset prices. But unlike real-world risks, investor risk aversion rises when asset prices are falling, which can cause an 
impulse to sell just when the risk/reward balance is shifting in their favor. As a result, executing a rebalancing policy after 
a sustained market drawdown requires fighting biology by boosting exposure to risky assets when fear is highest. This is 
not easy.2 However, allowing fear to delay rebalancing can be costly to long-term performance. Since 1980, the median 

                                                      
1 Market convention describes a correction as a drop of 10%-15%, while a bear market is decline of over 20%. 
2 “Managing Portfolios through Equity Market Downturns.” Page 29. Cambridge Associates; 2019. 
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return on US equities has been 1.1% per month. The top ten monthly returns over this 40-year period have averaged 
12.2%, and missing just these ten months (out of 480), cuts the average annualized returns from 9.2% to 6.7%! The lesson 
these data teach us is to strive to be fully invested while holding enough cash to grasp opportunities when they arise.  

 
News vs. Noise 
We are experiencing an unprecedented volume of market-related news and noise. This constant bombardment of opinion 
mixed with fact can leave a residue of inevitability on those without the knowledge to sift out the noise. Asset prices are 
usually more volatile than company fundamentals, making stock prices susceptible to random news-flow. We do not 
pretend to be clairvoyant, but our process fosters the blending of our insights with the support of the unique data we 
consume. Our intensive research process, knowledge of our companies and their industries, helps us filter through the 
clutter to find data that should influence cash flows. Current economic data do not point to an imminent recession but, 
with the power of interconnected information, it’s possible that we can simply talk ourselves into one. The conflict 
between global trading partners is injecting fear among executive decision-makers. This is translating into reduced 
corporate spending and slower economic growth. This has been disproportionately hard on our portfolio due to our 
substantial weighting toward Value stocks. There are some reasons to be concerned about a recession, but the timing 
remains a big unknown.  

 
Yield Curve Inversion 
The issue causing the greatest stir thus far is the inversion of the yield curve. Yield curve inversion is the unusual 
occurrence when long-term interest rates cross below short-term rates. Because of inflation and risk aversion, it is far 
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more common for longer-term interest rates to be higher than shorter-term rates. When expectations of future inflation 
rise, longer-term interest rates must rise to offset the loss of purchasing power. When long-term rates drop below short-
term rates, it signals investor fears of future deflation. Stocks reacted violently on August 14th, 2019, the moment when the 
yield on the US 10-year bond crossed below the yield on the 2-year note. The Dow Jones Industrial Average dropped 800 
points (3.0%) that day, but we saw this as noise rather than a definitive signal. The truth is, that while yield curve 
inversions can be accurate predictors of future recessions, this is only the case when inversion persists for at least three 
months.  
 
Trade Friction 
Globalization has been a boon to US corporations over the past 25 years. By outsourcing manufacturing to China, US 
companies have lowered their cost of production, strengthened their bargaining power with labor, and broadened their 
export markets across Asia. Our spat with China is injecting uncertainty about the durability of supply chains and fears 
that the disagreement will broaden into a currency war and general move to de-globalization. For now, it’s affecting the 
corporate sector, with businesses holding back capital expenditures until we get greater clarity. If the situation results in a 
permanent supply shock from US companies leaving China, this could become inflationary as US companies move 
production away from this low-cost region. 
 
Negative Interest Rates 
Human beings crave certainty. With the data deluge and improvement in computing power, there is a tsunami of computer 
scientists trying to make financial market analysis as scientific as physics. An admirable goal for some but, investing 
remains a social science. Calculating asset prices has degrees of subjectivity, often falling prey to the whims of investor 
emotion. The price of a bond and its yield are inversely related and can be calculated with mathematical formulas, which 
is a bit more scientific than the nuances of equity investing. However, the introduction of negative yields has shaded these 
scientific methods with aspects of voodoo. Breaking the laws of bond-math-physics is disconcerting. Once bond buyers 
decided they would pay prices that forced the yield to maturity below 0%, bond investing became speculative and 
nuanced. This strange development would be less troubling if we could just label it a minor experiment, but it’s quickly 
gone beyond that. Negative yielding securities dominate the landscape of bonds issued outside of the United States; 60% 
of European government bonds and more than 70% of Japanese sovereigns trade at negative yields. Accepting a negative 
yield for a risk-free government bond that one intends to hold to maturity, is akin to putting cash into a safe-deposit box 
and paying a fee for that service.  
 
Germany issued a 10-year bond that pays no coupon interest. Recently, the price was 106.76, meaning it will cost an 
investor $10,676 to buy $10,000 face (par) value of the bond. Over the next ten years, investors will receive no coupon 
payments, and at the end of the term, they will receive $10,000, resulting in a $676 loss—or “safekeeping fee.” The more 
negative the yield-to-maturity, the higher premium to par and the more significant loss of principal at maturity.3 Holding a 
negative-yielding 10-year German Bund to maturity expresses the view that Germany will be in deflation for the next 10 
years. For more tactical bond traders, there is profit available from buying these bonds and later selling them to investors 
with more bearish deflationary expectations. Investors chasing returns may not fully understand the dynamics at work in 
pushing bond prices higher. Massive investor money flows into bonds may be a misguided flight to safety without proper 
consideration of yield to maturity.  

 
                                                      
3 Michael Lebowitz, “The Absurdity of Negative Rates” Advisor Perspectives via ValueWalk website; 5 September 2019. 
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Think Macro, Invest Micro 
Broad economic trends affect individual company fundamentals and investor risk appetite. Economic surprises create 
volatility in stock prices with magnitudes varying by company. As a general rule, Value stocks are more sensitive to 
cyclical forces than Growth stocks, so this long, tepid recovery has been challenging for us. Powerful macroeconomic 
narratives, fueled by expanding outlets for noise, has created an environment of certainty that current trends will persist 
indefinitely. Recent years of mediocre demand and ample supplies across commodity markets has resulted in a narrative 
of unlimited supply and resultant deflation. The stocks of Energy and Financial companies have been dragged down with 
deflation fears. Inflation may be missing in many economies, but we don’t believe it’s lost forever. Our patience has been 
tested in several of our cyclical stocks, but we remain confident in our work. These are great companies operating in 
tough businesses. We can’t build a portfolio made up exclusively of inexpensive cyclical stocks dependent upon an 
improving economy. Therefore, our portfolio balances cyclical businesses with other companies generating more 
consistent excess profits. Maintaining stable Economic Profits (EP)4 irrespective of the economic cycle requires 
competitive advantages. Such advantages are attained through pricing power and capital discipline, and when achieved 
over multiple cycles, these companies are referred to as “Compounders.” These compounders are well-known to most 
investors, and their stocks are rarely mispriced. We used the market weakness in the fourth quarter of 2018 to purchase 
several companies, which we think will be long-term earnings compounders.  
 
Today’s compounders attained competitive advantage through the network effect and market share concentration. In this 
winner-take-all economy, it’s terrific to own the dominant companies, but it’s crucial to avoid the companies on the 
wrong side of these monopolies. Dominant companies, Apple and Samsung, collectively capture nearly 100% of the 
economic profit available in the smartphone industry. Through the power of its brand, Apple has cultivated such a loyal 
user-base that it is able to charge them multiples over cost for memory upgrades. This is not an insignificant sum, as 
Apple earns more money “re-selling” the memory it puts in its iPhones and iPads than the entire memory industry making 
those very chips!5 The top 20% of companies now earn 90% of the total economic profit earned by all firms. In the 2000-
2004 period, the top 20% earned a collective $186 billion, while the bottom 20% lost $61 billion. Ten years later, the top 
20% earned $686 billion (+265%), while the bottom rung lost $321 billion (+425%); so the cost of being uncompetitive 
was nearly twice as severe as the benefit garnered by the winners. Over the last decade, this top quintile of companies 
grabbed 50 cents of every dollar of new capital, fueling their robust growth in economic profit. We are always on the 
lookout for businesses that can invest increasing amounts of capital at a consistently wide spread over their cost of capital. 
Only the best companies can achieve this over long periods. The power of these business models prohibit new entrants 
into their industries, while gradually squeezing out the uncompetitive players. Market share dominance is achieved by 
consolidating an industry through acquisition or by developing an unassailable brand. Over the past ten years, some very 
significant industries have been consolidated. 

• Four airlines dominate all US traffic through local monopolies or duopolies in their regional hubs 
• Two corporations control 90% of the US beer market 
• Five banks control over half the country’s banking assets 
• More than 75% of households with high-speed internet access are serviced by a single provider 
• Many states have health insurance markets wherein the top two providers have 80%-90% market share6 

 
We See Things Differently 
We’ve talked in the past about avoiding crowded trades and trying to be sensibly contrarian. The last two cycles were 
pretty obvious. Avoiding greed and using common sense, kept HCM clients out of Technology stocks in 2000, and 
underweight Financial in 2007. Today is a bit trickier. With the exception of commodities, nearly every asset is expensive. 
Several years of excess supply and tepid demand compared to the China-inspired super cycle (2002-2008), have fed the 
deflation narrative. We have watched central banks print and pour trillions of dollars into the financial system without 
much success. Their antics are starting anew, and the result is $17 trillion in negative-yielding debt—a nonsensical 
phenomenon. Using a nautical analogy, we see just about everybody on the same side of the boat. Powerful narratives 
have created a crowded trade and present a definite risk. We don’t know for sure that they’ll be completely wrong, but 
what if they’re just a little bit wrong? What happens if a bunch of investors moves to the other side of the boat all of a 
sudden? What events might cause such a shift in the narrative? It’s unlikely to come from a sudden surge in demand; we 
see the potential risk emanating from the supply side of the global economy. Our trade spat with China is fueling the 
deflation narrative by dampening demand, but if it spreads more broadly, it could disrupt US manufacturing supply 
                                                      
4 Economic Profit (EP) is the total net cash earnings available after both operating expenses and a charge for the capital used by the 
business in the production of those earnings. 
5 Bradley, Chris; Hirt, Martin; Smit, Sven; “Strategy Beyond the Hockey Stick.” McKinsey & Company; Wiley, 2018. 
6 Tepper, Jonathan; “The Myth of Capitalism;” Wiley, 2019. 
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chains, increasing production costs and raising prices. Energy prices play a significant role in the cost of manufacturing, 
transportation, and distribution throughout the compilation of GDP. The phenomenal growth of North American oil and 
gas production from shale rock formations has fostered a belief in nearly unlimited supply growth. Despite this increased 
supply in recent years, spare capacity in crude oil is very tight. The attacks on the Saudi Arabian oil fields exposed the 
fragility of the crude oil supply chain. While we see risks in the global supply chain, investors continue to hang on every 
word from the central banks. Monetary policy has been a salve, comforting investors and facilitating fiscal profligacy, 
however, markets may find that the tools used by central banks over the past decade are insufficient to solve future 
challenges. 
 
Conclusion 
Fear of recession is prompting defensiveness among investors, and they are shifting cash out of stocks and into bonds and 
cash. Our portfolio has carried above-average cash levels recently, but in our case this developed organically from our 
portfolio construction process rather than from fear of recession. We have built cash by reducing oversized positions 
while remaining disciplined in our new purchases. Most assets are expensive, making our job challenging. Money flows 
explain much of what is perplexing to folks like us who invest through a lens of fundamental value. We puzzle over the 
strength of stock prices despite significant investment flows out of equities. The massive inflows to fixed income do not 
reflect the increasing risk to all but the nimblest traders. 

• In 2008-2009, 7% of total assets under management (AUM) was shifted out of equities to cash and bonds, stocks 
declined by 56% 

• Over the past nine months, 3% of total AUM has been shifted from equities to cash and bonds, yet equities are at all-
time highs 

o It’s odd to us that asset allocation shifts totaling nearly half of what helped drive stock prices down 56% a 
decade ago, today leave them near their peaks 

• Why would sensible long-term investors buy bonds with negative yields? Price sensitive buyers wouldn’t, which 
explains why 80% of outstanding negative yield debt is held by central banks; also, massive money flows into bond 
funds, and bond ETFs have forced their managers to buy whatever bonds are available even if it doesn’t make sense to 
the manager 

o In 2008-2009, despite the degree of panic, only 4% of AUM shifted into bonds 
o Over the past nine months, 16% of AUM has shifted into bonds; this is a tremendous amount of buying 

pressure and is contributing to the surge in negative-yielding debt 
 
The current economic expansion and bull market cycles are long in the tooth. When they end and what the other side of 
the cycle will look like is unknown. The narratives framing the consensus view are clear and the greatest risks reside 
around those crowded trades. Investor certainty in the persistence of recent trends is prompting behavior that strikes us as 
irrational. Being a successful investor means making good decisions but, equally important, avoiding dumb ones. We 
began this paper with one of our favorite Mark Twain quotes. The message of this quote is the danger of overconfidence. 
The most powerful consensus opinions have shaped the current macroeconomic environment with an unprecedented 
impact on individual stock selection. It’s true that the best long-term investments are germinated by forming a unique, 
contrarian viewpoint. However, this does not mean being contrarian simply for the sake of being different. When 
something seems so obvious and is confirmed by all those around you, a smart investor takes a step back and seeks 
objectivity. At HCM we constantly challenge each other in respectful debate which fosters objectivity and optimal 
decision-making on behalf of our clients.  
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PLEASE SEE IMPORTANT DISCLOSURE BELOW: 
 
As of September 30, 2019, Hutchinson Capital Management (HCM) held: 
55,355 shares of Apple Inc. (AAPL) 
0 shares of Samsung Electronics Co (SSNLF) 
 
As of September 30, 2019 (Prices in USD unless noted otherwise) 
Apple Inc. closed at $223.97 
Samsung Electronics Co closed $2210 
 
As of September 30, 2019, the following were the ten largest holdings of HCM: 
 

Name of Issuer 
% of 

Equity 
Portfolio 

09/30/2019 
Closing Price 

JACOBS ENGINEERING GR 5.71% $91.50  
MARKEL CORPORATION  4.63% $1,181.90   

WELLS FARGO & CO 4.40% 
 $50.44   

CVS HEALTH CORPORATION 4.08% $63.07  
INTEL CORPORATION 4.03% $51.53  
CABLE ONE INC COM 3.83% $1,254.70  
MERCK & CO INC 3.81% $84.18  
CARMAX INC 3.40% $88.00  
ROBERT HALF INTERNATIONAL INC 3.39% $55.66  
CARNIVAL CORPORATION 3.35% $43.71  

 
 
For a complete list of holdings, please see our most recent 13F filing on the following SEC website: 
http://www.sec.gov/edgar/searchedgar/companysearch.html 
HCM’s investment decision making process involves a number of different factors, not just those discussed in this document.  The 
views expressed in this material are subject to ongoing evaluation and could change at any time. 
Past performance is not indicative of future results, which may vary. The value of investments and the income derived from 
investments can go down as well as up. It shall not be assumed that recommendations made in the future will be profitable or will 
equal the performance of the securities mentioned here. While HCM seeks to design a portfolio which reflects appropriate risk and 
return features, portfolio characteristics may deviate from those of the benchmark. 
Although HCM follows the same investment strategy for each advisory client with similar investment objectives and financial 
condition, differences in client holdings are dictated by variations in clients’ investment guidelines and risk tolerances.  HCM may 
continue to hold a certain security in one client account while selling it for another client account when client guidelines or risk 
tolerances mandate a sale for a particular client.  In some cases, consistent with client objectives and risk, HCM may purchase a 
security for one client while selling it for another.  Consistent with specific client objectives and risk tolerance, clients’ trades may be 
executed at different times and at different prices.  Each of these factors influence the overall performance of the investment strategies 
followed by the Firm. 
Nothing herein should be construed as a solicitation or offer, or recommendation to buy or sell any security, or as an offer to provide 
advisory services in any jurisdiction in which such solicitation or offer would be unlawful under the securities laws of such 
jurisdiction.  The material provided herein is for informational purposes only. Before engaging HCM, prospective clients are strongly 
urged to perform additional due diligence, to ask additional questions of HCM as they deem appropriate, and to discuss any 
prospective investment with their legal and tax advisers. 
 
 
 


