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After the ‘recession scare’ 
It would be an exaggeration to suggest that the capital markets came even close to discounting recession 
during the most recent kerfuffle over the inverted yield curve.   

Money market futures arguably priced in a funds rate cut.  But that does not mean they were bracing for 
recession. The Fed would be inclined to ease in response to a forecast of merely below-trend growth, 
because they are not convinced the labor market has overshot by much and would actually prefer to see 
inflation move higher.  The current underlying trend of PCE inflation appears to be about 25 basis points 
below the long-term target of 2%, and the Fed would probably prefer to see it 25 basis points above 
during the late cycle.  

The bond market briefly inverted from cash through to the 10-year maturity.  But that is also no big deal, 
given that the term premium appears to be somewhat negative and — more to the point — far below its 
historical average.  Some would attribute the depressed premium to the lingering effects of QE, either 
domestically or globally.  As you know, I view that as an extreme misinterpretation. But in this context, the 
cause of the depressed term premium does not matter.  What matters is that the curve is now inclined to 
invert on a merely mediocre outlook for growth during the late cycle.  

And all that aside, even taking the yield curve at face value, an inversion does not itself signal that 
recession is the base case.  For example, the NY Fed model, which has belatedly become the consensus 
benchmark, never predicted that the one-year ahead recession risk was more than 1 in 3.  Analysts 
implying that yield curve inversions, taken as binary events, give a strong recession signal were simply 
data mining.   And it is not unusual for such an approach to be punished in real-time application.  

Equities look to be roughly fairly priced to the low vol environment  
— and have not moved much recently 

 
Source: Robert Shiller, S&P Dow Jones Indices, Bloomberg, CBO, BEA, Federal Reserve, FH calculations. 

Data are to the close on Friday.  
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The stock market, meanwhile, barely budged, which suggests that investors — if not analysts — could 
see through the data mining.  As you can see from the chart above, the recent wiggle in the earnings yield 
is barely visible in the monthly data. And even my proxy of the equity premium did not move meaningfully, 
particularly relative to its historical variability around recessions.  As things currently stand, equities are 1

not cheap.  However, they also do not appear to be overvalued relative to the low-volatility secular 
backdrop, which seems more likely than not to persist.  

Still, with that note-to-self not to exaggerate in place, it is probably fair to say that markets were knocked 
a bit off-stride by all the talk of recession and that — for now — there is some increased confidence that 
continued growth is the most sensible base case.   The recession risk is inevitably higher than it was, 
probably above-average at both the one- and two-year horizons, because the Fed is now trying to stick 
the landing, which is always tricky.  But it seems to be accepted, even in the chatter, that recession is not 
actually the base case. 
 
So, then, what is the base case?  The Fed seems to be trying to guide growth down to around its potential 
of about 1 ¾ — 2%, along a shallow tangent or asymptotically.  For now, they remain comfortable with 
slightly-above-trend growth, as they probe for a response on the inflation side of a slowly tightening labor 
market.  This approach is not without risk, as it is more backward looking than the Fed leadership would 
probably like to be.  But it appears to be what they are doing, given all the uncertainty around the main 
drivers within their framework.  The “stars”, for example, are seen only hazily. 

Fed would like only slow labor market tightening from here 

Source: Blanchflower and Levin, CBO, BLS, NBER, FH calculations 
Data are actual to March, with exception of CBO estimates of natural rates of unemployment and participation 

Importantly, this approach does not allow for strong growth, which would risk a destabilizing overshoot of 
employment, at this point of the business cycle. So if growth were to begin to accelerate meaningfully 
from here, Fed tightening would probably come fairly quickly back into view, and we would get a replay in 
some form of the  

The current reality, meanwhile, appears to be that underlying growth has downshifted to about 2 — 2 ¼%.   
If that is the right take, at least as the central case, then the Fed is actually on track to achieve what it 
wants.   And all the sturm und drang around policy errors is actually more a reflection of pre-existing 
condition (of late cycle without inflation), rather than a comment on the path of policy itself.  It is simply 
trickier to stick the landing than to run pedal to the metal, even if driving a Ford Pinto.  

 The move at the turn of the year, which was also contemporaneous with a yield curve inversion, was slightly more noticeable, but 1

did not move valuation metrics much, which is actually — admittedly — a weakness in valuation metrics. 

�2



The US GDP expanded by 2.2% during the fourth quarter, while final domestic demand was up 2.1%, 
roughly in line.  The consensus bean count for Q1 fell fairly steeply at the turn of the year, in response to 
one-offs in trade and inventories and consumer spending weakness that actually occurred in December.    2

That Atlanta Fed’s GDPNow add-up reached a low of just 0.2% in mid-March.   

It has since recovered to 2.1%, although more than half of this recovery has been due to trade and — 
particularly — inventories.   Those influences were meant to be a significant drag a month ago, and have 
since evolved into minor positives.   

We do not have an Atlanta Fed guess for Q2, but working with the NY Fed’s add-up, which runs to Q2 
with less detail, we get a picture that looks roughly as follows: 

Growth is around 2 — 2 ¼ 

Source: BEA, Atlanta Fed, NY Fed, FH calculations 
Data are actual to Q4, Atlanta Fed estimate to Q1, and NY Fed estimate to Q2.  

There are a few quick points to make about the growth environment before moving on: 

• The current trend of private employment growth is running about 1 ½%, according to the jobs data that 
were updated to March on Friday.  Employment is a lagging indicator, and is probably currently slightly 
overstating growth momentum, even if we factor in that trend productivity growth is probably less than 
1%.  On the other hand, decent employment growth can be considered a flywheel, providing some of 
its own momentum, which points away from recession, at least in the very short run. 

• Financial conditions have eased since the turn of the year and — taken in isolation — would appear to 
imply a greater chance of acceleration than deceleration from the current growth rate.  But fiscal policy 
trends roughly offset that, although they are subject to change, by legislation.  

• Inventory investment continues to run at a slightly elevated pace that implies some pent-up demand 
drag going forward.  The first point to mention about this is that it underscores that inventory 
imbalances, whatever their scale, do not have to be resolved over a single quarter — despite analysts’ 
occasional assumptions to the contrary. As a rule of thumb, the sensible horizon for mean reversion is 
about three quarters. And on that basis, we are looking at a drag on domestic demand growth of about 
40 bps a quarter for the next three, with about 15 bps of that drag being offset by weaker imports. So 
the best guess of the hit to GDP growth is about 25 basis points, sustained — on average — for three 
quarters.  

 Because of statistical momentum in the GDP growth calculation, weakness in December has three times the effect on the Q1 2

bean count as it does on the Q4. 
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This leaves us with a somewhat mediocre macro backdrop for risk asset prices.  That is the practically 
important point, as I see it. 

Secondarily, there is the issue of the expansion being about to achieve status as the longest on record, 
dating back to 1857, when the United States were still plural!  The current record holder is the 1990s 
boom, which last exactly ten years or 120 months, according to the NBER.  This expansion will tie that 
record by June and take it out by July if the consensus of continued growth is confirmed, as I expect. 

Slow and steady wins the race? 

Source: BEA, NBER, Atlanta Fed, NY Fed, FH calculations 
Data are actual to Q4 and estimates through Q2 

Of course, this expansion has been much weaker than the 90s boom and slower still than the 60s boom, 
which holds third place for durability.  This raises an interesting question.  Is this expansion running longer 
mainly because it is weaker? 

From me, the short answer would be no.  The main reason that growth has been lower in this episode is 
that productivity and demographics (the two key supply side influences) are currently record weak.  The 
simples way to see this is to reflect on the “fact” (if you will accept it as such) that the US economy is 
already at or very near full employment, roughly where it was at the peak of those two stronger 
expansions.  

On the other hand, I do think that the durability of this expansion is not really a fluke.  Even relative to its 
straitened supply-side potential, there has been no over-heating during this expansion, and — as I have 
often pointed out — the sectoral balances are still in healthy positions, implying that the expansion itself is 
not yet particularly accident prone.  The issue is that the Fed is trying to stick the landing.  And the 
recession risk probably has to be above average in that environment.  But away from that, and not to 
diminish it, the backdrop looks fairly benign from a durability perspective. 
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