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Is The US Heading Towards a Recession?

The renowned Greek philosopher Socrates had formed a novel
way to debate any idea to bring forward the merits supporting and
against it. He used to put forward a question, where the question
merely formed the basis to stimulate different ideas, bring forward
critical thinking and above all ultimately help the people deepen their
understanding of any concept. Paying homage to this method, we
hope to deepen our understanding of different economic concepts
and form a view about the largest economy in the world, merely
by asking a Socratic question: Is The US Heading Towards a
Recession?

www.sganalytics.com

2

A Brief History Of US Recessions
In general parlance, the term “recession”
is associated with a prolonged contraction
in economic activity. The economic
community across the globe, as a rule of
thumb, identifies recession in a technical
sense as “at least two consecutive quarters
of GDP decline”. That said, in addition to
GDP declines, analysts also consider a host
of economic factors such as consumer
spending, consumer confidence, industrial
output, labour data etc. to gauge and
identify recessions. In the table below, we
have enlisted and briefly discussed the
recessions experienced by US economy
since 1960. Over the past 60 years, the US
economy has witnessed eight prominent
recessions.
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Sr.
No

Year

1

1960

2

1969-70

Length

Description

3 Quarters

US consumers shifted to buying foreign-made cars,
thereby impacting domestic inventories. The Fed had
also tightened monetary policies prior to this recession

3 Quarters

A cooling down effect after experiencing rapid economic
growth in prior years, exacerbated through tightening of
budget deficits post the Vietnam war

3

1973-75

7 Quarters

A recession with characteristic ‘stagflation’, i.e. high inflation + high unemployment; the 1973 oil crisis largely
fuelled this recession

4

1980

2 Quarters

The Fed raised interest rates to combat high inflation
preceding this recession

7 Quarters

Double dipped shortly following 1980; this inflation truly
revealed the malice in US economy following prolonged
increases in interest rates amid overarching inflation

2 Quarters

Predominantly triggered through the 1990 Oil Price
Shock, economy cooled off after years of high economic
growth

3 Quarters

Largely dubbed as the ‘dot-com bubble’, this recession
stemmed from the bursting the irrational pricing of tech
companies; 9/11 attacks added to the gloom

6 Quarters

The Great Recession in modern history, it all started to
unravel as housing prices crashed, leading to defaulting of subprime mortgage loans; the investment banks,
which had accumulated unnatural exposure to mortgage
sector due to lucrative money, crashed overnight as
liquidity dried; This recession also introduced unprecedented participation of US government to contain the
slowdown through its QE program.

5

6

7

8

1981-82

1990-91

2001

2008-09
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The Yield Curve Conundrum

The entire debate of an impending recession had already started to
crop up as the current business cycle, which dates back to 2008-09
entered into its 10th year, the longest of any post world war business
cycles! Finally, these discrete murmurs coalesced into one of the
most important economic debates when the yield curve turned
upside down. The yield curve represents the yields of US treasury
securities arranged according to maturities, and is widely venerated
as arguably the most effective leading indicator of a recession. The
inversion simply means that investors are placing more emphasis on
longer dated securities than their short-dated counterparts, which
in economic parlance indicates them becoming so concerned about
future returns that they are eager to lock-in their money into these
long-dated securities. Historically, the yield curve has demonstrated,
almost scarily, prescient characteristics to spell the doom beforehand.
Below, we have shown the difference between 3-month treasury
paper and 10-year treasury bond as a proxy of yield curve. This
yield curve inverted in March 2019 and then re-inverted in October.
Generally, a recession tends to lag the yield curve inversion by a year.
With this strong signal already sounded, we try to touch upon various
aspects of the economy to get a better sense of how, when and the
recessionary impact would be.

Source: Market Data
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Fed Policies: A Recap
The US government was able to contain the economic damages of
the 2008 financial crisis through a unique mix of keeping the interest
rates on both sides of yield curve close to zero percent. The shortterm rates hovered close to zero percent till 2015 as Fed opted to
prolong the expansionary monetary policy long enough to see the
economic growth bounce back (2015 US GDP growth: +2.9%). On
the other hand, the Fed sought to keep the long-term interest rates
low too, in a bid to boost the asset values and in-turn consumption.
To this end, the Fed conducted three rounds of Quantitative Easing
(QE), involving purchasing long duration bonds, from 2008 to 2013.
This led to Fed’s balance sheet size to swell from ~$900bn in 2008
to ~$4.5tn by 2015. As the economic growth stabilized, the Fed
gradually pulled back the stimulus. The interest rates were raised nine
times from 2015 till start of 2019, while the Fed unwound its balance
sheet size to $3.7tn till Sept 2019.

Source: US Federal Reserve
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Nevertheless, the Fed had to take cognizance of slowing economic
growth, hampered by the US-China trade war, as well as structural
problems, both in emerging economies (e.g. Argentina) as well as
developed markets (e.g. Europe). As such, it lowered the interest rates
thrice in 2019. Interestingly, the Fed’s balance sheet has displayed an
upward trajectory over the past few months, rising to $4.0tn at its
current level. The action has been taken by Fed in response
to sudden spike in short-term interest rates in October.
While these purchases - which Fed has stated could
go on well in 2020 - are happening primarily
in shorter duration instruments, some
analysts have questioned whether Fed
is indulging in a covert QE!
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Labour: A sweet spot
The headline unemployment rate of 3.6% (as of Oct 2019) in the
US marks one of the lowest readings in the past 50 years. The
participation rate, which indicates proportion of people looking out
for job among total employable population, has started to trend
upwards after nearly two decades of decline. This rate peaked in
2001 at ~67.0%, but fell persistently to 62.6% by end of 2015, and
currently stands at 63.3%, indicating a slow and steady rise in number
of people looking out for a job. The number of job openings too has
expanded strongly since the last recession, growing from ~2.3mn
in 2008 to ~7.0mn at present. The wage growth of ~3.0%, while
lower than what was observed historically (~5%), has nevertheless
been robust considering overall low-growth-low-inflation scenario.
However, the strength of the labour market can perfectly be judged
from the initial jobless claims filed with the government, which is
widely regarded as a leading indicator. This number of people filing
claims has consistently declined over the past decade, with no
indications yet of any persistent build-up of claims.
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Source: Bureau of Labor Statistics, U.S.

Source: Bureau of Labor Statistics, U.S.

We conclude that labour market in the US remains strong
and supportive for long-term economic growth. However,
there are some concerns in the manufacturing sector,
where the output has shrunk in 2019, although
its impact on jobs is yet to be seen.
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Consumption: Long live the King
The strength of US’ economic growth has always hinged on strong
consumption for the past several decades. Government data
suggests that personal consumption expenditure makes up for ~70%
of US GDP, a proportion which has only grown over the past several
years. This also explains the policymakers’ constant focus and efforts
to boost consumption in the economy. Investors too have followed
various parameters to understand the sentiments of the consumers
to gauge the direction of the economy. Among these, the Consumer
Confidence Index, published by the Conference Board, is a popular
index established through monthly surveys of consumers’ sentiments.
The current level of this indicator is neither at a peak nor has it
exhibited a sustained decline (note: declines act as a precursor for
recessions).

Source: US Federal Reserve
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We also analysed the household debt of US consumers with respect
to their debt service obligations. This is particularly important as
the 2008 financial crisis demonstrated a collective misjudgement to
ascertain the disastrous impact of burdening the consumers with high
credit levels. The current financial obligations of US consumers (as %
of disposable personal income) stand at a much lower level (~9.6%)
compared to peak levels (~13%) before the start of 2008 crisis. Finally,
the overall price levels remain extremely benign to cause any pain in
consumption levels. Most of the recessions in the past century were
preceded by sustained price increases, thereby allowing some cooling
off before the economy reset. The inflation levels, particularly post2008 crisis have actually been below the Fed’s target of ~2%.

A cautionary word on leverage
While the consumers have become smarter and deleveraged
themselves, we point out two important classes who have actually
loaded on debt to take advantage of low interest rates: the corporate
sector and the students. US corporate debt levels have soared in the
recent years and now stand close to $6.5tn, increasing ~75% post the
2008 financial crisis. To put that into perspective, the corporate debt
to GDP ratio has increased ~7pts from 2008 to 2019 and currently
stands at ~31%. Similarly, student debts have ballooned from ~700bn
in 2009 to ~$1.6tn in 2019. While most of this debt (>90%) is owned
by the government, it could still exert substantial pressure on the
economy should the students, who are already finding it increasingly
difficult to manage the interest payments with existing wage levels,
start defaulting.
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Housing markets: restrained yet reassuring
Strong employment coupled with lower interest rates are providing
good support to the residential property markets in the US. Recently,
the National Association of Home Builders’ NAHB/Wells Fargo
Housing Markets Index, which indicates homebuilders’ sentiments
about the housing market, climbed to nearly a two-year high. Home
prices, which fell drastically post 2008-crisis, have maintained their
resilience, showing no signs of any slowdown. Another key leading
indicator, the housing starts, have continuously trended upwards
since the start of this bull run of housing markets dating back to 2011.

Source: US Census Bureau

Source: US Census Bureau

The characteristic of the housing market in this business cycle has
been a gradual but sustained increase in construction activity. While
there has been no dearth of liquidity, consumers have likely displayed
cautious optimism rather than reckless spending that was observed in
the past cycles. This could also mean better longevity of the bull- run,
thereby providing a stable and long-term support to the economy.
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If everything is so good, where is the
problem?
Simple – it’s the industrials sector. Industrial production has shrunk
persistently in 2019 as the impact of trade war started to crystallize,
though one must admit the decline has been limited. New order
formation has also remained subdued this year, although the current
levels are not far from peak levels. The capacity utilization levels,
which generally peak before recessions in their respective business
cycles before declining steeply, are off the peak of this cycle and
declining. The widely followed PMI (Purchasing Managers Index,
manufacturing) indices from ISM (Institute for Supply Management)
have been indicating a slowdown for a while. The manufacturing PMI
has stayed below 50 for over 3 months now, with levels below 50
indicating contraction in activity.

Source: US Federal Reserve
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What do heavy trucks sales tell us about the
economy?

As widely known, the economy depends upon heavy trucks mainly to
ply long distance logistics, transport mining equipment and output,
etc. As such, it is no surprise that the sales of these trucks though
have provided sharp signals on the health of the economy in the past
- peaking in a business cycle before substantially declining, which
coincides with recessionary period. As we can see in the chart below,
the current heavy truck sales in the US are indicative of the peaks of
this business cycle. Moreover, peak sales for past business cycles have
roughly stayed in the same range as today’s levels, thereby indicating
the demand seems to have largely stagnated.

Source: US Federal Reserve

www.sganalytics.com

14

Twin peaks of current cycle ... what next?
Taking more cues from the chart above, we see that a recessionary
period is preceded with two peaks of capacity utilisation. With its
twin peaks, the present business cycle presents a similar case, the
first peak at the end of the 2010-2015 phase and the second at the
end of the 2016-2019 phase. In 2015, US economic growth almost
grinded to a halt as the Chinese economy slowed down on the
back of government’s effort to transition it towards a consumptiondriven economy rather than the traditional investment-driven model.
However, strong consumption in the US however helped the economy
narrowly avoid the recession then, and in fact propelled it towards
newer highs within two years. That raises an important question for
present times: does the economy, which is most certainly nearing the
end of its current cycle, have enough fuel to rise again? Among other
factors that influence the answer to this question, we now discuss a
factor that is arguably the most pressing issue at this time: the USChina trade war.
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Trade war: A Tariff Traffic!
The genesis of the current US-China trade spat dates back to the
early part of the last decade when China was inducted into the World
Trade Organization (WTO). Back then, the US played a gracious
host and helped China by opening up its markets for newly fired up
Chinese manufacturers. In return, the US expected probably China
to reciprocate at some point in the future by providing easy access
to the ever-burgeoning Chinese middle-class consumers. China
however maintained (and continues to maintain) a certain degree of
protectionism, which has regularly irked the US government.
The relations have been further complicated through US
government’s allegations of forced technology transfer by Chinese
companies. Any foreign manufacturer wanting to set up shop in
China requires to forge a partnership with a Chinese firm/s and
stipulates a certain degree of sharing its technology. In an age where
technology is considered to be capital, the US has vehemently
opposed these agreements.
Owing to China not allowing a level playing field and maintaining
its superiority through cost efficiency, the trade deficit between
US and China has progressively widened over years and stood at
$420bn in 2018. The US has also regularly accused China of currency
manipulation. The current US President Donald Trump had in fact
vowed to rectify these issues during his presidential campaign of
2016. The US progressively started imposing tariffs on Chinese
products from early 2018. Currently, the US has imposed tariffs on
$350bn of Chinese goods, whereas China has retaliated with tariffs on
almost all of its US imports.
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The current truce: #3!
Early in Oct 2019, President Trump indicated what looked like a
third truce in a year. Termed as ‘Phase 1’ of the agreement, the
US and China have agreed on putting brakes on the further tariff
imposition, with China agreeing in principle to increase its imports
of US agricultural products to $40bn (currently ~$20bn). The US will
also halve the tariffs on $120bn worth of Chinese goods. While this
conciliatory tone is highly welcome amidst growing tensions, the
issues within the two nations are too deep to be resolved quickly.
While buying more agricultural products is a win for US farmers,
it hardly helps to resolve the big picture. The US still needs to
work around a way to convince China to open its markets
and allow for intellectual property protection. That
said, majority of tariffs remain in place. Another
interesting dynamic at play is the 2020 US
presidential elections. A lot depends on
how Trump perceives this trade war as a
means of campaign rhetoric. At worst,
we could see it prolonged and
intensifying as the elections draw
nearer.
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Is inflation really that low?
Inflation, as measured through traditional means such as CPI or
core PCE (personal consumption expenditure) indicates a benign
consumer environment at the moment, with levels sustainably below
the Fed’s 2.0% target. We are yet to see any tangible impact on
consumers’ spending patterns despite the trade war. In this aspect,
we believe there is a need to look for inflation beyond these obvious
indicators, and include the most important part of the economy - the
asset prices, particularly the financial assets which constitute a major
share of savings.

Source: Moody’s

Source: Market Data

Low interest rates have led to an unprecedented rise in the prices of
financial assets. For instance, Moody’s corporate bond (Aaa) yields
stand at their lowest levels since 1950s, i.e. these Aaa securities are
priced at their highest levels in over 70 years. The prices of other
assets such as equity, housing and commodities like gold also stand
at their life-time highs. In other words, while the cost of living (wages
included) has stayed rather low, the real cost of savings has been
pushed up substantially
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Conclusion
Economists theorize that recessions are part of business cycles, which in
fact allows weeding out the excesses in the economy to once again propel
it towards further growth. Each recession in history has been brought
on by a unique mix of prevailing economic and political conditions. The
last recession in 2008 emanated largely from financial instruments, most
of which had US residential mortgage as underlying securities, and the
heavily leveraged financial institutions dealing in these complex derivative
products. While catching the financial world on the wrong foot, this
recession also exhibited a novelty as a catalyst for recession.
While we believe that the current economy doesn’t exactly present a
rosy picture, there are gaps and holes which have potential to disrupt the
proceedings. Inflation, which to larger extent has been encapsulated in
the financial assets, has potential to start creeping into the mainstream
economy, ironically through improving economic growth and wage
increases. The consumer goods prices, despite spiralling tariffs, have
stayed stable as most of the impact has been absorbed by devaluation
of yen and producers’ ability to withstand their shrinking margins. Thus,
these two factors remain extremely crucial going into 2020 as consumer
inflation has been the culprit historically for inflations. The Fed remains in a
tricky position as it does not hold enough headroom for further monetary
doses as the rates already stand at lower levels. Same goes the case for
fiscal support, as the US government seems to have exhausted its capacity
through going for income tax rate cuts at the end of 2017.
To conclude our argument, we believe the US, while nearing the end of
the current business cycle, still remains some distance from the ultimate
fall. As discussed, consumer inflation could prove to be the black knight
in the next recessionary story. We also believe the Fed’s opportune
intervention holds significant importance for the onset of this feared
recession. Nevertheless, we also believe the US economy still remains
some distance from the ultimate end of this business cycle and holds
enough ammunition to see it through for the near to medium term.
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