
INVESTMENT INSIGHTS

Is the recession 
obsession justified?
We don’t think so. Here’s why we’re recommending 
investors maintain a balanced and strategic approach.

Something strange happened toward the end of 
the summer—the word “recession” re-entered the 
mainstream. From reading the headlines, some 
may have wondered if we were in a recession 
already. According to Google, the word “recession” 
has only been searched more during the global 
financial crisis (Exhibit 1). This re-emergence is not 
without an explanation: Markets and economic 
data are showing some troubling signs. 

U.S. 10-year yields fell by almost 50 basis points in 
August (the third most dramatic monthly fall since 
the global financial crisis) and are now hovering at 
around 1.50%. This by itself is worrying. It suggests 
that investors are more pessimistic about future 
growth. But the most acute cause for concern is 
that the spread between 10-year Treasury yields 
and 2-year Treasury yields was temporarily inverted 
in August. That means that investors earn less for 
lending money for a longer time. Historically, an 
inversion of the yield curve has been a reliable 
indicator that a recession was imminent. 

EXHIBIT 1: RECESSION AND YIELD CURVE HAVE ENTERED
THE MAINSTREAM
Google trend index (max = 100)

Source: Google. August 31, 2019.
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Other characteristics are adding to recession fears. The Federal 
Reserve reversed course from its rate hiking campaign that began 
in December 2015 by lowering interest rates at the end of July. In 
the past, rate cutting cycles have started in response to rapidly 
deteriorating economic conditions. Globally, manufacturing and 
trade data are suggesting very weak levels of activity, and the 
tit-for-tat escalation of the trade dispute between the United 
States and China is damaging sentiment and adding to uncertainty 
because it threatens to undo the benefits of globalization that took 
decades to develop and accrue (Exhibit 2).  

EXHIBIT 2: TRADE WAR HAS BROUGHT U.S. TARIFF
RATES BACK TO 1970 LEVELS
U.S. effective tariff rate, (duties collected/total imports)

Source: Esteban Ortiz-Ospina and Max Roser, “International Trade,” U.S. International 
Trade Commission, USITC, U.S. Census, JPMAM. September 3, 2019.

WHILE WE AREN’T DISMISSING THESE 
FACTS, WE BELIEVE THAT THE FEAR OF 
IMPENDING RECESSION IS OVERBLOWN
Based on our interpretation of the last few decades of economic 
history, an economy ends up in recession1 because punitive 
interest rates render imbalances untenable. Said differently, over-
extended sectors of the economy (think commercial real estate in 
the early 1990s, tech valuations in the early 2000s or the housing 
market in 2007) unwind because borrowing costs restrict further 
investment and investors’ previous return assumptions turned out 
to be too optimistic. For every boom there is a bust. 

Today, we don’t see credible evidence that interest rates are 
overly restrictive or that there is an imbalance large enough to 
impact the domestic U.S. economy as a whole. On the contrary, 
the Fed’s pivot toward accommodative policy has driven 
borrowing costs lower. The only imbalance with a magnitude that 
could threaten the economy as a whole is non-financial corporate 
debt. Importantly, the accommodative interest rate environment 
reduces the risk that corporate borrowers will be unable to pay 
their debt service.2 To be clear, there are serious growth problems 
in manufacturing and other sectors exposed to the production 
of goods. However, manufacturing contributes less than 15% of 
value added to overall U.S. gross domestic product. Services, 
which look much more stable, are around 70% of GDP. Finally, 
consumer confidence, income and spending all look to us like they 
can sustain a healthy, albeit historically modest, pace of growth.

1What is a recession anyway? This is one that is trickier than you might think. The definition that most know is a “technical recession”: two back-to-back quarters of negative growth. 
This one is easy because it is standard and objective. The problem is that most people in the United States (whether they realize it or not) actually rely on the National Bureau of 
Economic Research’s definition of recession. Theirs is much more subjective: 

“The NBER does not define a recession in terms of two consecutive quarters of decline in real GDP. Rather, a recession is a significant decline in economic activity spread across the 
economy, lasting more than a few months, normally visible in real GDP, real income, employment, industrial production, and wholesale-retail sales.” 

For the purposes of this piece, we define a recession as a meaningful rise in the unemployment rate, a decline in spending in the cyclical sectors of the economy, and significant losses 
in risk assets such as equities and high yield bonds. No matter the definition, we don’t think the economy is on the brink of “recession.”
2This point is further demonstrated in Japan’s unusual multi-decade low interest rate environment. Japan has seen a drastic collapse in growth since the late 1980s, but because rates 
secularly collapsed, the corporate sector has not experienced one visible default cycle. Indeed, since then, the average default rate for Moody’s-rated Japanese HY issuers was just 
1.0% vs. 4.6% globally.
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We aren’t dismissing the signal of the yield curve, either. Indeed, 
we believe that the yield curve is a powerful tool to help determine 
where we are in the cycle. The yield curve traditionally flattens 
as the cycle progresses and the Fed embarks on a rate hiking 
campaign. When the bond market thinks that the Fed is close to 
done, the yield curve inverts in anticipation of lower policy rates. 
Does that sound familiar? It should, because it is precisely what 
happened this time. The critical difference between this episode 
and the experience of the mid-2000s, late 1990s and early 1990s 
is that the Fed continued to raise rates after the yield curve had 
inverted. This time they have already eased, and Chairman Jerome 
Powell’s constant refrain to “sustain the expansion” leads us to 
believe Fed policy will be as easy as it has to be in order to fulfill 
that shadow mandate.    

A BUMPY RETURN TO TREND
We think a better characterization of the current environment is a 
bumpy return to a previous trend. To explain, join us in a flashback 
to late 2015 and 2016. The global economy was sputtering after 
the commodity price collapse (oil prices dropped from over 
$100 per barrel to $30 per barrel from the fall of 2014 through 
the spring of 2016) and a bout of Emerging Market balance of 
payments crises (China spent almost $1 trillion dollars of reserves 
to defend the currency against capital outflows). 

It wasn’t “recessionary,” as job creation continued and the 
global consumer was resilient, but it didn’t feel great, either. 
Manufacturing Purchasing Manager Indices suggested flat growth 
at best, global trade was stagnant, falling inflation was the norm, 
and global bond yields were low everywhere. Equity markets 
trended sideways, and repeated, disruptive headlines caused 
bouts of volatility. 

Then, the global economy got a twofold jolt. First, Chinese 
policymakers enacted an aggressive housing and infrastructure 
stimulus. Next, President Trump’s surprise election victory ignited 
expectations for “reflationary” economic policies such as tax cuts 
and infrastructure spending. Finally, as shown in Exhibit 3, bond 
yields rose from the doldrums, and cyclically levered equities 
outperformed their defensive counterparts.

> Consumer confidence, 
 income and spending 
 all look to us like they 
 can sustain a healthy, 
 albeit historically
 modest, pace of growth.

Fast forward to today. Cyclically levered equities have given up 
all of their outperformance since the middle of 2016, and 10-year 
Treasury yields are back down to around 1.5%. You might think this 
signals that a recession is imminent, but we think it is more likely 
that the global economy is merely back to where it was before the 
Chinese infrastructure stimulus and exuberance over President 
Trump’s reflationary policies. 

EXHIBIT 3: ENTHUSIASM AFTER CHINA STIMULUS AND
TRUMP’S ELECTION WAS SHORT-LIVED
Cyclical vs. defensive equities (Indexed Aug. ’14 = 100) and 
10-year U.S. Treasury yield

Source: Bloomberg, Goldman Sachs. Past performance is not a guarantee of 
future results.



4

On the positive side, labor markets in most 
advanced economies are healthy and wages 
are rising. Furthermore, inflation isn’t yet a 
problem, even in places where unemployment is 
low (like the United States, Germany and Japan) 
because the seemingly low supply of workers 
isn’t translating into higher consumer price 
inflation (in economic language, the Phillips 
Curve is flat).

On the negative side, global trade is stagnating 
and manufacturing growth is weak (Exhibit 
4)—and it isn’t just because of tariffs. The more 
important issue to us is that inventories in the 
manufacturing sector are too high relative 
to sales. As shown in Exhibit 5, inventories 
have generally been growing faster than sales 
since the financial crisis. This suggests that 
producers and wholesalers are overestimating 
end demand. During the China stimulus and 
Trump reflation cycle of 2017, inventories began 
to draw, but this trend reversed as the stimulus 
wore off and trade uncertainty began to disrupt 
supply chains.

We don’t think that the weakness in the 
manufacturing sector is enough to bring down 
the U.S. economy, but it is a strong headwind 
for investors. Both equity and fixed income 
markets, generally speaking, care a lot more 
about global manufacturing activity than 
consumer activity. Indeed, a simple correlation 
analysis shows that bond yields are much more 
linked to manufacturing trends than retail sales. 
There is essentially no relationship between 
U.S. bond yields and retail sales. Further, equity 
earnings revisions tend to move in tandem 
with manufacturing PMIs. The bottom line is 
that as long as global trade remains weak and 
manufacturing inventories remain elevated, 
global bond yields are likely to remain low 
(meaning sub-2% U.S. 10-year yield), and broad 
equity markets are likely to remain range-bound 
and choppy.3

EXHIBIT 4: GLOBAL MANUFACTURING AS WEAK AS IT HAS BEEN SINCE
THE FINANCIAL CRISIS
JPMorgan Global Manufacturing PMI (diffusion index, 50+ = expansion)

Source: J.P. Morgan, Markit. July 1, 2019. Past performance is not a guarantee of future results.

EXHIBIT 5: GLOBAL INVENTORIES ELEVATED AS DEMAND
REMAINS SLUGGISH
Inventory to sales ratio, Indexed 2005 = 1

Source: OECD, WB. Data as of June 30, 2019. Series is a manufacturing value-added weighted aggregate of 
Germany, Japan and the United States. Past performance is not a guarantee of future results.

3This is of course assuming that the Phillips Curve remains flat and inflation stays dormant (which is our base case for at least the next year). The trade war also acts as a hard ceiling 
for equity valuations. 
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WHAT BUCKS THE TREND?
Newton’s first law of motion states that an object in motion stays 
in motion with the same speed and in the same direction unless 
acted upon by an external force. Right now, we think the global 
economy is beholden to the same principle: Absent an external 
force, the environment of sluggish growth, low yields and sideways 
markets is likely to persist. 

The first external force that changed the dynamic in 2016, the 
powerful Chinese stimulus, is unlikely to be repeated. First, 
growth in China isn’t as weak as it was when the economy was 
suffering from industrial weakness and unemployment was rising. 
Second, there simply isn’t policy space to launch a large stimulus 
that China (and the world) have become accustomed to. Total 
debt is approaching 300% of GDP, and large imbalances in the 
housing market limit the extent to which they can ease policy. 
Concerns over financial stability now outweigh the need to boost 
growth. For these reasons, we believe they will continue to use 
piecemeal actions (like targeted tax breaks) to more gradually 
support activity. 

EXHIBIT 6: THE INVESTMENT BOOM THAT NEVER WAS
Fed manufacturing survey (6-month moving average) and % of GDP

Source: BEA, Philadelphia Federal Reserve Bank, NBER, J.P. Morgan PB Econ. 
Data as of July 31, 2019. Grey bar indicates 2008 recession. Past performance is 
not a guarantee of future results.

The second external force, exuberance over President Trump’s 
reflationary policies, is waning. Specifically, it looks like the 
corporate tax cuts that were passed at the end of 2017 increased 
corporate earnings, did little to sustainably increase the growth 
rate of corporate capital spending (Exhibit 6). In other words, 
the tax cuts were a sugar high, not a fiber high. Now that 
protectionism and lower policy rates seem to be priorities for 
the administration, we think it is unlikely that President Trump 
rekindles the reflationary impulse and spurs higher yields. 

So what “external force” could act on the current equilibrium? 
The clear answer is fiscal policy. With sovereign bond yields 
this low, policymakers around the world have the leeway to 
enact expansionary fiscal policy. Several potential Democratic 
presidential candidates have advocated large spending programs 
(such as a Green New Deal), and there have been whispers that 
even Germany is considering a more expansionary fiscal stance. 
Crucially, the next round of expansionary fiscal policy could be 
more positive for economic growth but the implications for risk 
markets are less clear, because it may be financed in part by 
market unfriendly taxes on corporations, financial transactions, 
and even wealth. The bad news is that in the current political 
environment, we think it is unlikely that we will see meaningful 
fiscal stimulus from the United States, Europe or Japan in the 
near term.  

In the absence of an external force, it will take time to work 
through the inventory overhang. This should help to stimulate 
manufacturing activity and would be a positive for cyclical sectors 
of the equity market, and would likely result in a moderate rise in 
sovereign yields. The problem is that we believe it will likely take 
at least a year.

A less likely candidate to catalyze higher yields would be a 
resurrection of the “Phillips Curve.” In this scenario, we would see 
the more classic “late cycle” conditions of rising wages, higher 
consumer prices and a “re-pivot” to central bank tightening. 

Overall, we think “time” is the most likely (and least disruptive) 
scenario, but the longer the slow trend growth environment 
persists, the more appealing a message of fiscal expansion could 
be to voters in the developed world. 
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WHAT SHOULD INVESTORS DO NOW?
Absent fiscal stimulus or a rebound in inflation, we think it is likely that manufacturing growth remains tepid, yields remain low, and 
broad equity markets (hindered by the trade dispute) remain range-bound and choppy. For those already invested, we’ve advocated for 
(and enacted in portfolios that we manage) a more balanced approach relative to longer-term, strategic allocations. We have increased 
exposure to core bonds, concentrated equity exposure in the United States, and reduced exposure to high yield debt. It seems clear that 
it is late in the cycle, and accidents can happen when the Fed has tightened policy and growth has slowed down. That all argues for a 
prudent approach to risk.

For investors looking for new opportunities, there are plenty. Right now, high-dividend stocks are trading at their largest valuation 
discount since 2000, and higher volatility can create opportunities to harvest yield using structured notes. Real estate could again offer 
a diversified source of income. Sectors that are growing may be worth paying more for, and we believe that the global digital buildout 
should continue to generate solid returns for investors. 

Finally, we can’t dismiss the message we are receiving from markets: Risks seem skewed to the downside. As such, we still find value 
in core fixed income and gold, which could offer protection to portfolios if growth slows materially below our base case. Finally, a 
diversified, goals-based approach to investing is crucial while financial markets find their footing as global growth slides back into the 
pre-Trump trend. 
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