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Waiting for the Recession
By Maria Vassalou, PhD and Thomas Cooley, Ph.D
One of the most popular topics of conversation these days in business and
financial circles is speculation about the coming recession. The recent
increase in the volatility of equity markets, the decline in growth abroad and
the disruption to world trade all add to the concern about future growth in
the economy and people are waiting for the other shoe to drop. But, the
U.S. economy continues to be surprisingly robust.
Do we know that a recession is coming? Well, yes… That is because
throughout modern history periods of economic growth have been followed
by periods of decline in a recurring pattern known as the “business cycle.”
Economists have studied the business cycle for many years and
documented its characteristic features. Recessions followed by expansions
are recurrent phenomenon that historically have displayed consistent
patterns. What we don’t know is exactly when recessions (downturns) will
begin or what will trigger them.

Business Cycle History
The formal study of business cycles—these recurrent patterns of recession
and expansion—emerged in the 1930s when economists associated with
the National Bureau of Economics Research (NBER) documented the
characteristic similarities of business cycles both over time and across
countries. Since that time, the NBER has been viewed as the official arbiter
of business cycle dating, specifying the dates of the turning points in the
economic cycle. To be officially classified as a recession, the economic
contraction must be widespread, affecting most sectors of the economy.
The recent expansion—the period of recovery from a recession—is
definitely mature. The expansion began in June of 2009 and is now the
second longest on record. But this recovery was characterized by slow
growth initially and the recovery was from a very steep decline in economic
activity. This “great” recession was the most severe since the 1930s and
was accompanied by a widespread crisis in the financial system.
The following chart shows the path of gross domestic product (GDP) during
the current business cycle compared to other recent U.S. business cycles.
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FIGURE 1: REAL GDP
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It is evident that the recession in the current cycle was deeper and more prolonged than in previous cycles
and that the growth rate in the recovery phase has been much slower. 1 More to the point of the current
discussion, in almost all of the previous cycles the economy had experienced another downturn by this point
of maturity.
The U.S. was not alone in being affected by the financial crisis and the sharp downturn in the economy. As
the following chart shows the same events were much more severe for Europe and Japan.

Please also see, Vassalou, M and J. Donaldson, “This Time IS Different: Potency of Monetary Policy”, PWP Global Macro Insights White Paper,
June 3, 2015.
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FIGURE 2: REAL GDP
Percentage Change from 2008 Q1, Seasonally Adjusted
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In this comparison, the U.S. experience looks relatively benign compared to Europe and Japan.
The following chart shows the growth rate of U.S. GDP for each year of the recovery.
FIGURE 3: REAL GDP: GROWTH RATE BY YEAR
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Predicting Recessions
It is tempting to think that we could infer the onset of a recession from the maturity of the recovery, but
business cycles have both common characteristics and significant differences—they are not all the same.
Economists have long attempted to predict recessions using underlying economic data. One relatively
successful approach predicts recession probabilities using a dynamic factor regime switching model—a
model based on historical data that estimates the probability of a switch from growth to contraction—and it is
updated regularly in the Federal Reserve Bank of St. Louis FRED data base.2 The most recent estimate of
the probabilities are show in the following FRED graph.
FIGURE 4: SMOOTHED U.S. RECESSION PROBABILITIES
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As is obvious from the size of the spikes in the recent data this model estimates the probability of a recession
as very small given current economic data. But, historically, the method does very well at identifying
recessions but not with a lot of lead-time. So it may be that the conditions have not yet shown up in recent
data.

2

Smoothed recession probabilities for the United States are obtained from a dynamic-factor Markov-switching model applied to four monthly
coincident variables: non-farm payroll employment, the index of industrial production, real personal income excluding transfer payments, and real
manufacturing and trade sales. This model was originally developed in Chauvet, M., "An Economic Characterization of Business Cycle Dynamics
with Factor Structure and Regime Switching," International Economic Review, 1998, 39, 969-996. http://faculty.ucr.edu/~chauvet/ier.pdf
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The Yield Curve
Another indicator that market participants pay close attention to is the Treasury Yield Curve. An inverted yield
curve, where interest rates on short-dated Treasuries rise above long- term rates, has occurred prior to some
recessions – notably those in 1990, 2001 and 2008. Figure 5A shows that the gap between short- and longterm rates has narrowed significantly recently but it is not yet inverted. A flatter yield curve generally foretells
slower economic growth ahead. This is not decisive however because, for example, the U.S. economy
continued to grow throughout the 1980’s which were characterized by a relatively flat yield curve.
In addition, as we see in Figure 5B, the level of the US 10yr yield hasn’t risen materially since the Fed initiated
its tightening policy in December 2015. The 10yr yield is higher by a mere 30 basis points compared to that
in December of 2015, despite the Fed having raised interest rates by 225 basis points. At the same time, the
10yr yields in Germany and Japan are close to zero. Low long-term rates suggest that the market expects
low inflation going forward and that the “neutral” rate – the rate that implies that the economy is growing at its
long-term growth trend – has drifted lower. In other words, the long-term yields suggest that both inflation and
the trend growth rate of output are expected to stay low. An environment of persistent low inflation and low
growth is an environment of increased probability of a recession as the fall in output required for the economy
to dip into recession is relatively small.
FIGURE 5A: US TREASURY 10YR-2YR YIELD SPREAD

Source: Macrobond
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FIGURE 5B: 10-YEAR YIELDS FOR THE US, GERMANY AND JAPAN

Source: Macrobond

Volatility and Uncertainty
The recent increase in volatility in the stock markets has also stimulated a lot of concern about the economic
future and investors are facing higher risk because of its uncertainty. We highlight some of the major sources
of uncertainty and concern here.
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■

The huge increase in corporate debt. In 2007 corporate debt in the U.S. was $4.9 trillion, by late 2018
it had ballooned to $9 trillion fueled in large part by low interest rates policies of the Federal Reserve.3
Many corporations have begun to suffer consequences of their heavy borrowing and will find it
increasingly difficult to manage the debt burden if the U.S. and world economies slow down. Examples
abound but the most visible is General Electric, which in 2009 had a triple-A rating on its debt and now
teeters closer to “junk.”

■

A big increase in federal debt. The total outstanding federal debt is now nearly $22 trillion – 103%
of GDP. At debt levels this high the government does not have much flexibility to address future
crises or undertake new programs like infrastructure investment. Nor is there much room for
spending to stimulate the economy in the event of a downturn. Many view the uptick in GDP growth
last year as the result of the stimulus provided by the tax cuts but question whether they will
continue. The federal debt is only part of the picture. State and local pension liabilities are hugely

Non-Financial corporate debt ballooned from $3,3 trillion to $6.3 trillion.
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underfunded. Medicare and Social Security represent enormous future liabilities that seem to be of
little concern to the current administration.
■

Slower growth in our major trading partners. There is now broad evidence that the Chinese
economy has begun to slow down and the U.S. and China are inexorably linked. Growth in Europe
has also slowed dramatically as the earlier chart (Fig. 2) shows. Italy and Germany are officially in
recession according to the most recent data and the U.K. is slowing down. These are bound to have
some feedback effects on the U.S. economy.

FIGURE 6: REAL GDP GROWTH
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■

Trade Wars, Government Shutdowns, Nuclear Threats, the Middle East, and the Rise of
Populist Governments. The chaotic state of politics in the United States and the decline of the
“Davos World Order” of engagement and globalization has raised uncertainty significantly. The
stability of coalitions like the E.U. are seriously threatened not just by Brexit but by the perilous state
of Italian banks and the huge level of Italian debt as well as weakness elsewhere in the Eurozone.
The European Central Bank has pretty much exhausted its capacity for stimulating the economy with
further quantitative easing and its recent projections downgraded growth and pushed back the time
for a reversal in its accommodative monetary policy.

The Next Recession May Be Shallow But Prolonged
The low growth-low inflation environment experienced since the financial crisis, as well as the market’s low
expectations about future growth and inflation, as reflected in the term structure of interest rates, imply that
this muted economic environment may be endemic rather than a lingering symptom of the crisis.
The inability of the unprecedented monetary policy accommodation to provide more vigor to the economy
suggests that a policy error going forward may have a bigger socioeconomic cost than in the past, as central
bank policy is less potent in stimulating the economy than has been historically the case. The risk therefore
is that of a prolonged, potentially shallow, recession that saps the dynamism of the society. In such a case,
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policy makers may be unable to return the economy in a trajectory of growth, as high debt levels would
constrain fiscal policy and low interest rates and the digitalization of the economy constrain monetary policy.

What the Fed Should Do
Part of the argument for the Fed’s monetary policy normalization has been that interest rates have to be
higher so policy makers have room to cut to stimulate the economy in the event of a recession. However,
after a 225 basis points increase in the Fed Funds Rate, we observe that: a. inflation still hovers below the
2% target rate, b. long-term interest rates remain persistently low, and c. signs of an economic slowdown
have started appearing in the horizon. These observations suggest that continuing tightening may not be
justified by the fundamentals.
Even worse, the risk is that inflation expectations may be anchored at a level below 2%, further constraining
the ability of policy makers to conduct monetary policy going forward. Clearly, the Fed is looking for ways to
reassure the market that their 2% inflation target is symmetric. But after undershooting inflation for such a
long time, how much should inflation exceed 2% and for how long for the market to be convinced that the
symmetry around the target indeed applies? We suggest that a one-year rolling window for measuring inflation
and deviations from the target would be a good approach to both allow inflation to temporarily overshoot and
signal that this overshooting will be limited both in size and duration. In other words, the Fed should allow the
economy to run “hot” in a very well defined and controlled manner to both maintain its credibility and reassure
the market that the true inflation target is indeed 2%. Otherwise, they risk plunging the economy in a
Japanese-style stagnation that, as their colleagues in Japan have experienced, is very hard to reverse.

Conclusions
There is no way to clearly foretell whether a recession is in sight based on the information at hand. However,
the biggest risk at this point is that of a Fed policy error that may carry great socioeconomic costs that could
be with us for a long time. Therefore, we believe that the prudent Fed policy at this point is to remain
accommodative and allow the economy to generate inflation above the 2% level in a controlled way and for
a well-defined period of time.
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Perella Weinberg Partners Asset Management
Perella Weinberg Partners Asset Management is a leading institutional asset manager. With approximately $13.4 billion
in assets under management and over 450 investors globally, the firm seeks to deliver a diversified suite of alternative
investment strategies, as well as comprehensive investment solutions based on the outsourced CIO investment model.
Perella Weinberg Partners Asset Management invests on behalf of pensions funds, endowments, foundations, sovereign
wealth funds, family offices, high net worth individuals, and fund of funds, and the Firm invests in most major asset
classes, including equities, fixed income, asset based securities, distressed securities, private investments, and real
estate.
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Legal Disclosures
The Information has been provided to you by Perella Weinberg Partners and its affiliates (collectively “Perella Weinberg
Partners” or the “Firm” or “PWP”) solely for informational purposes and is not an offer to buy or sell or a solicitation of an
offer to buy or sell any security or to participate in any trading strategy. If any offer of securities is made, it will be pursuant
to the Confidential Offering Memorandum (the “Memorandum”) prepared on behalf of Perella Weinberg Partners which
contains material information not contained herein and which supersedes this Information in its entirety. Any decision to
invest in the investments described herein should be made after reviewing the Memorandum, conducting such
investigations as the investor deems necessary and consulting the investor’s own investment, legal, accounting and tax
advisors in order to make an independent determination of the suitability and consequences of an investment.
The Information including, but not limited to, Perella Weinberg Partner’s organizational structure, investment
experience/views, returns or performance, risk analysis, sample trade plans, idea filtration process, benchmarks,
investment process, investment strategies, risk management, market opportunity, representative strategies, portfolio
construction, capitalizations, expectations, targets, parameters, guidelines, and positions may involve our views,
estimates, assumptions, facts and information from other sources that are believed to be accurate and reliable and are
as of the date this information is presented—any of which may change without notice. We have no obligation (express
or implied) to update any or all of the Information or to advise you of any changes; nor do we make any express or
implied warranties or representations as to the completeness or accuracy or accept responsibility for errors.
Perella Weinberg Partners and its affiliates do not provide tax advice. Accordingly, any discussion of U.S. tax matters
contained herein (including any attachments) is not intended or written to be used, and cannot be used, in connection
with the promotion, marketing or recommendation by anyone unaffiliated with Perella Weinberg Partners of any of the
matters addressed herein or for the purpose of avoiding U.S. tax-related penalties.
Investing in financial markets involves a substantial degree of risk. Commodity interest trading involves substantial risk
of loss. There can be no assurance that the investment objectives described herein will be achieved. Investment losses
may occur, and investors could lose some or all of their investment. No guarantee or representation is made that the
Funds’ investment program, including, without limitation, its investment objectives, diversification strategies, or risk
monitoring goals, will be successful, and investment results may vary substantially over time. Additional information
about individual holdings is available upon request. Investment losses may occur from time to time. Nothing herein is
intended to imply that the Funds’ investment methodology may be considered “conservative,” “safe,” “risk free” or “risk
averse.” Economic, market and other conditions could also cause the Funds to alter their investment objectives,
guidelines, and restrictions.
Please refer to the Memorandum for more information on fees including early withdrawal charges and other important
information. The investments discussed herein, including any pooled investment vehicle, may be speculative and involve
a high degree of risk; could involve possible loss of your entire principal; may be leveraged which can potentially increase
investment risk; may have volatile performance; can be highly illiquid and investors may be required to retain their
exposure to investments for an indefinite period of time; do not have a secondary market for the investor’s interest and
none is expected to develop; may have restrictions in transferring interests of the assets; may not be required to provide
periodic pricing or valuation information to investors; may include international investments that are subject to political
influences, currency fluctuations and economic cycles that are unrelated to those affecting the domestic financial markets
and may experience wider price fluctuations; are not subject to the same regulatory requirements as mutual funds; may
involve complex tax structures and delays in distributing important tax information; and, may have high fees and
expenses offsetting profits.
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