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NEW YORK (TheStreet) -- A significant upward revision to U.S. second-quarter GDP growth to 3.7% from
2.3% (economists expected 3.3%) was mostly driven (59% of entire revision) by a change in all-important
private domestic investment (see table below).
It strains credulity to believe that private-sector capital allocators became meaningfully and sustainably more
optimistic about reinvestment opportunities in the second quarter.
In the 14 quarters since the first one of 2012, private domestic spending in the current quarter ranked 7th highest,
as measured by contribution to the total change in GDP (fixed investment ranked 8 th best).
The latest U.S. GDP revisions provide a timely segue into whether a significant market decline hinges on the
next U.S. recession as asserted frequently in recent days by strategists and market watchers.

U.S. Second-Quarter GDP Growth Revision

The magnitude and direction of interest rates is the key driver of U.S. stock market trends, and a 20% or more
correction has not occurred in the post-World War II era when the U.S. 10-year yield was less than 3.9%. In
contrast, of the nine distinct episodes of at least a 20% drop in the S&P 500 from peak since 1950, three
occurred in the absence of a recession (see table below).

History of 20% Stock Market Drawdowns and Coincident Economic Factors

September will be the 75th month since the end of the last recession. This recovery may be the worst of the postWorld War II era in terms of average growth, but it is the fourth longest streak without a recession in that period.
How much longer can it last in the face of sluggish and decelerating global growth, continued capital spending
weakness among corporations, poor demographics, a chronic labor supply overhang and a domestic fiscal picture
that remains frightening despite smaller recent deficit growth caused by forced discretionary spending cuts under
the sequester?
One need not look beyond the unprecedented experiment of quantitative easing and zero-bound interest rate
policies to explain, at least in part, the protracted avoidance of recession. We are not predicting a U.S. recession
any time soon, but we are certainly not seeing blue skies in perpetuity.
The Federal Reserve will be raising rates sooner rather than later, but the enduring deflationary headwinds
historically created by financial panics will prevent the U.S. 10-year bond yield from seeing 4% before 2017,
and that is the reason a 30% correction is less likely in the near-term than the S&P 500 threatening its highs once
again.
But history suggests returns from current stock market levels over the next 10 years are likely to be significantly
below long-term averages and at least a 30% drawdown is probable.
Investors hanging around to capture the top are bearing too much risk for too little reward, especially given
uncertainties around how uncharted territory of quantitative easing and zero-bound interest rate policies might
alter the protection observed from low interest rates historically.
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