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Most reporting I’ve seen on the risk of
economic recession and market
volatility continues to focus on U.S.China trade relations, which I would
agree is a big deal. But here’s what I also
believe: Investors should assume that
known risks are already reflected in stock
prices.
If we really want to identify a trigger for
the next recession/bear market, I think
we need to look for underappreciated
risks that no one is talking about. So,
while the U.S.-China trade dispute
concerns me, I would today classify it as
a known risk with fairly weak pricing
power.
Below, I’ll give three examples of
underappreciated risks that we believe
investors should keep an eye on when
trying to identify factors that could end
the cycle. This is not to say that any of
these three risks will imminently end
the expansion – it is more of an effort to
guide investors for how to potentially
identify risks that no one is talking
about.
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Risk #1: Concentration of Power and
the Risk of Regulation
One risk I’m watching more closely is
the concentration of power – and
market capitalization – in just a handful
of technology names. Within the
technology sector alone, Microsoft,
Apple, Google, Amazon, and Facebook
comprise about 50% of the entire
sector’s market capitalization. Those five
companies also make up about a quarter
of the entire U.S. stock market.1

The last time that technology companies
held so much clout in the stock market
was, you guessed it, during the tech
bubble in 2000. Back then, technology
companies made up about one-third of
the entire U.S. stock market, and most
readers can remember what happened
when investors bid-up valuations far too
high.

In the current cycle, I would argue that
the problem isn’t that valuations are too
high or that the biggest technology
companies do not have stable, solid
earnings – they are very profitable
enterprises and investors can make a
good case to pay-up for future earnings.
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I would argue, however, that with so
much market share concentrated in the
hands of just five companies, the risk of
regulation looms larger and has
potentially bigger consequences on
earnings than most market observers
are acknowledging.

To date, making the case for more
regulation on technology has been
difficult. Many of the biggest technology
companies either offer free services or
are selling goods whose prices remain
competitive. Old antitrust laws focused
on preventing companies from growing
so big that they could control pricing
power and remove competition. Today,
even as technology companies have
gotten bigger, the hardware, software,
and services have gotten better, and no
one is complaining about price.

But even as consumers enjoy free
services and improving products, there
has been growing skepticism about
other ways tech companies make
money: by collecting data on your daily
activity, interests, and even movements.
In the modern economy, data is
currency, and technology companies
have scores of it (often unbeknownst to
the consumer).
Regulation seems inevitable, and it’s
actually one of those rare areas in
politics with bi-partisan support.
Overseas, Europe has already taken
formidable regulatory action with the
enactment of the General Data
Protection Regulation, or GDPR. GDPR
covers everything from giving users
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much more control over their personal
data, to setting standards for how
corporations can collect and use user
data, to setting fines for tech companies
in violation of the laws (already in the
hundreds of millions). It may also
provide a template for future U.S. law.
Risk #2: Sustained Weakness in the
Cass Freight Shipments Index

The Cass Freight Shipments Index2 is
one of those little known leading
indicators that has historically been
pretty good at predicting economic
contractions. After all, tracking how
much freight is moving across the
country and across the world should
offer good insight into demand trends
across the global economy.

In December 2018, the index turned
negative for the first time in 24 months,
and has posted negative readings in
every month since. At issue, too, is that
the negative readings are fairly sizable: 6.0% in May, -5.3% in June, -5.9% in
July.3 The last time the Cass Freight
Shipments Index had sustained negative
readings was in 2015, which many
readers may remember was a flat year
for the S&P 500.4 Shipments rebounded
in 2016 (as did the stock market), but
with the economy currently mired in a
trade war during an economic cycle that
is arguable stretched, it will be
important to watch how shipments
shape up in the back half of the year.
Risk #3: Risky Mortgages are Back in
Large Numbers
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The abundance of subprime mortgages
and their inclusion into risky derivative
products were at the root of the 2008
Financial Crisis. In short, banks were
taking excess risk on borrowers with
low income and poor credit, then
hedging their risk through derivative
collateralized debt obligations.

The subprime loans of 2007 are now
referred to as “non-qualified” or non-QM
loans, but they are just as abundant –
and growing. Borrowers took out $45
billion in non-QM loans in 2018, which
is the highest number seen since just
before the crisis in 2008. The numbers
are growing. In Q1 2019, $2.5 billion
worth of non-QM loans were issued,
which is more than double the figure for
Q1 2018 and marks the highest level of
issuance since the end of 2007.5 To be
fair, the biggest banks are shunning
most of this loan business, leaving it to
non-bank lenders. But this is still a trend
worth watching.
Bottom Line for Investors

As of now, the trade war with China has
no end in sight, but it’s been so widely
disseminated at this stage that I believe
the risk is priced into asset prices. The
three examples detailed above should
give investors a better idea of the types
of risks that you should be looking for:
little known, little discussed factors that
could do harm to the broad economy if
they got materially worse. These are the
types of risks to keep a closer eye on.
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Past performance is no guarantee of future
results. Inherent in any investment is the
potential for loss.
Zacks Investment Management, Inc. is a whollyowned subsidiary of Zacks Investment Research.
Zacks Investment Management is an independent
Registered Investment Advisory firm and acts as an
investment manager for individuals and institutions.
Zacks Investment Research is a provider of earnings
data and other financial data to institutions and to
individuals.

completeness or reasonableness of the information
provided herein. Unless otherwise indicated, market
analysis and conclusions are based upon opinions
or assumptions that Zacks Investment Management
considers to be reasonable. Any investment
inherently involves a high degree of risk, beyond any
specific risks discussed herein.
It is not possible to invest directly in an index.
Investors pursuing a strategy similar to an index may
experience higher or lower returns, which will be
reduced by fees and expenses.

This material is being provided for informational
purposes only and nothing herein constitutes
investment, legal, accounting or tax advice, or a
recommendation to buy, sell or hold a security. Do
not act or rely upon the information and advice given
in this publication without seeking the services of
competent and professional legal, tax, or accounting
counsel. Publication and distribution of this article is
not intended to create, and the information
contained herein does not constitute, an attorneyclient relationship. No recommendation or advice is
being given as to whether any investment or
strategy is suitable for a particular investor. It should
not be assumed that any investments in securities,
companies, sectors or markets identified and
described were or will be profitable. All information is
current as of the date of herein and is subject to
change without notice. Any views or opinions
expressed may not reflect those of the firm as a
whole.
Any projections, targets, or estimates in this report
are forward looking statements and are based on
the firm’s research, analysis, and assumptions. Due
to rapidly changing market conditions and the
complexity of investment decisions, supplemental
information and other sources may be required to
make informed investment decisions based on your
individual investment objectives and suitability
specifications. All expressions of opinions are
subject to change without notice. Clients should
seek financial advice regarding the appropriateness
of investing in any security or investment strategy
discussed in this presentation.
Certain economic and market information contained
herein has been obtained from published sources
prepared by other parties. Zacks Investment
Management does not assume any responsibility for
the accuracy or completeness of such information.
Further, no third party has assumed responsibility for
independently verifying the information contained
herein and accordingly no such persons make any
representations with respect to the accuracy,
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