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Global recession? It’s not as likely as markets suggest 
Rising interest rates, slowing GDP growth and war have rocked markets. Stock prices say 

recession is locked in; we’re not so sure. It’s a significant risk, but there’s more resilience in 

today’s economy than many investors think.   

 
Stocks and bonds have fallen again over 

past weeks. American and Chinese 

equities have even plumbed new lows 

for the year. Many commentators like to 

post-rationalise short-term gyrations 

with what, to our mind, is often 

spurious accuracy. We think it’s 

sufficient to say that the tumult is the 

result of the huge amount of economic 

uncertainty – particularly around GDP 

growth, inflation and interest rates – 

that we have written about for almost a 

year. We had hoped we had seen the 

bottom, but because we weren’t sure it 

made sense over the last few months to 

position portfolios to be more defensive. 

It was difficult to see a catalyst for any 

subsidence in the wall of fear that 

investors have built around how high 

inflation may go, the scale and 

frequency of interest rate rises and the 

prospect of a central bank-induced 

recession, and the implications of the 

war in Ukraine.  

We must acknowledge that we may not 

get a catalyst for another couple of 

months. We probably need to see signs 

that rates of core inflation (which ignore 

volatile energy and food prices) have 

peaked, we’ll need to see further 

confirmation that wage inflation isn’t 

going to spiral out of control, and then 

we’ll need to see the Federal Reserve 

(Fed), America’s central bank, start to 

soften its language around the extent of 

future monetary tightening.  

However, importantly, we still don’t 

think a global recession is the most 

likely outcome (NB the UK is a different 

matter), which means neither is a bear 

market – where stock markets drop by 

more than 20% and stay there for a long 

time. If we’re correct, that means the 

recovery in equity markets is likely to be 

measured in months, not years. And so 

it makes sense to stay invested.  

Flush with cash 

The indicators that anticipate recession 

the furthest in advance, such as shorter-

dated US government bond yields and 

the inflation-adjusted money supply, 

suggest a negligible chance of recession. 

Apart from consumer confidence – 

whose correlation with actual spending 

has broken down significantly since the 

pandemic – shorter-term leading 

indicators of activity, such as business 

confidence and intentions to invest in 

plant, equipment and technology, 

largely show impressive resilience. This 

is likely due to all the cash amassed by 

businesses and consumers over the past 

two years. We’ve got a decelerating 

global economy, for sure, but not much 

sign of recession.  

We’ve had yet another good season for 

corporate earnings: for all the concern 

about profit margins as input costs have 

risen, we’re not seeing much sign of 

deterioration among the largest 

companies. Almost 80% of companies 

reporting beat earnings-per-share 

expectations. In the US, the magnitude 

of the positive ‘surprise’ is around the 

non-recession average; in Europe, we’ve 

seen even better results. 

But that’s the quantitative analysis – it’s 

only ever a starting point. Qualitatively, 

we’re working under the assumption of 

a one-third chance of recession over the 

next 12 months. We’re not complacent. 

We’re particularly concerned about the 

war of words between Europe and 

Russia over trade in energy and the risk 

of another seismic shift in the price of 

gas that could precipitate a serious 

economic contraction.  

The good news is that there is a lot of 

bad news already priced into those 

companies whose earnings are most 

sensitive to the business cycle (what we 

call ‘cyclical’ companies, as opposed to 

their counterparts, ‘defensive’ 

companies). The price-earnings 

multiples of European banks, carmakers 

and retailers are at seven or eight-year 

lows, while the valuations of more 

defensive pharmaceutical or utilities 

businesses across the world are at 

seven-year highs. In fact, the ratio of the 

valuation of cyclicals relative to 

defensives has only been this low for 

just three significant periods in the last 

30 years. In other words, this is 

recession pricing. But a recession, in our 

opinion, is not the most likely scenario 

so we think there are some compelling 

investment opportunities right now.  

Don’t fight the Fed 

There’s an investors’ aphorism that 

goes, ‘Don’t fight the Fed’. We’re 

starting to hear it from pessimistic 

commentators. But ‘don’t fight the Fed’ 

doesn’t mean sell when the Fed starts 

hiking rates. The S&P 500 Index has 

been up an average of 9% one year on 

from the start of the last 11 Fed 

tightening cycles (which takes us back to 

1967). The average isn’t hiding anything 

either: the S&P was up in 10 out of 11 of 

them, the exception being the early 

1970s. Historically, and across a variety 

of macroeconomic conditions, selling at 
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the start of a tightening cycle would 

have been an almost guaranteed route 

to substantial underperformance. Of 

course, past performance doesn’t 

necessarily mean it will happen this 

time. But that should give pause to 

knee-jerk pessimism. 

You don’t have to assume that the Fed 

will achieve a so-called ‘soft landing’ – 

jargon for calming inflation without 

inducing a recession. Eight of the 11 

episodes in our sample eventually led to 

recession. The point is that equity 

markets just aren’t as forward looking 

as you might think. The headline index 

level leads the economy by about three 

to six months, but it takes 12-24 months 

for monetary policy to fully pass 

through into real activity. And given 

that a recession isn’t likely until the real 

(i.e. inflation-adjusted) interest rate 

breaches the theoretical ‘neutral’ rate of 

interest (where policy is neither 

accommodative nor restrictive), which 

tends to happen towards the end of a 

Fed tightening cycle (which last, on 

average, two to three years) … you get 

the idea. 

‘Don’t fight the Fed’ means that it may 

not pay to run an investment strategy 

that banks on falling interest rates if the 

central bank is at the start of a firmly 

telegraphed tightening cycle. That’s one 

reason why we remain very circumspect 

on speculative technology companies 

(those that are yet to be profitable) 

whose valuations could well fall further 

as real interest rates rise.  

Signals from interest rate futures 

markets suggest investors expect 

another 1.75% of interest rate rises in 

2022. We see this as something of an 

upper bound. It’s above Fed members’ 

current estimate of the long-term 

neutral rate and, historically, if short-

term rates exceed the neutral rate (a 

theoretical level consistent with a stable, 

fully functioning economy) we tend to 

get an economic contraction. Not 

something the Fed is clamouring to 

bring about. Still, it’s not nominal rates, 

but real rates that matter – the path of 

inflation is very important too. We’ll be 

keeping a close eye on the evolution of 

real rates.  

Yielding to uncertainty 

Because we believe it’s more likely than 

not that the US economy will avoid 

recession, we think the 10-year US 

Treasury yield – an important 

benchmark of global financial 

conditions – could continue to rise. 

Especially given all the ongoing 

uncertainty around inflation, as well as 

the central bank’s unwinding of the 

trillions of dollars of bond purchases it 

made as part of its quantitative easing 

programmes. The Fed was the second 

biggest lender in 2021, purchasing $1.5 

trillion of Treasuries and bonds backed 

by bundled mortgages. 

But there is a case that says Treasury 

yields won’t rise any further from the 

current 3.0% level. After all, they have 

already increased by the same amount 

that they have done on average in 

complete historic tightening cycles. And 

core inflation has likely peaked. The 

balance of probabilities suggests to us 

only a small rise in US Treasury yields 

from here. 

It’s worth re-emphasising the growing 

contrast between the monetary policy 

outlook in the UK and that of the US. 

Changes in government spending and 

taxation are a bigger headwind in the 

UK than in the US. Meanwhile, the cost-

of-living squeeze appears more intense 

in the UK and British households didn’t 

accumulate savings to the same extent 

during the acute phase of the pandemic. 

Consumer confidence in the UK has also 

plunged recently, and there have been 

some worrying signs of weakness in 

consumer-related data like retail sales 

and new car registrations. In contrast, 

consumer confidence in the US has 

stabilised in the past couple of months. 

With all of that in mind, we think the 

Bank of England is more likely than the 

Fed to stop tightening sooner than 

investors expect. Because of this we are 

more constructive on UK gilts than we 

have been for a very long time.  

UK aside, this may sound rather 

optimistic but, to repeat, there is an 

unusual level of uncertainty in our 

projections. We may need to see a few 

months of tamer inflation before 

sentiment turns.  

Looking for the peak 

If we look at local peaks in inflation in 

1970, 1975, 1980 and 1991, US equities 

rose significantly in the 12 months that 

followed every time, delivering a greater 

than 10% return on average. Even 

though there were far more reasons 

back then to worry about the state of the 

economy and the likelihood that very 

high inflation was embedded than there 

are today (see why we think a rerun of 

1970s price spirals is unlikely). 

But we’re not there yet. Core inflation in 

the US fell from 6.5% in March to 6.2% 

in April. However, the month-on-month 

increase in core prices was much higher 

than consensus forecasts, driven largely 

by broadening inflation in the services 

sector. Core goods prices did not 

increase at all over the month, which is 

good news. Faced with a real income 

squeeze, consumers are prioritising 

hospitality and travel, while cutting back 

on supply-constrained consumer goods 

that they spent an outsized amount on 

over the last two years. Coupled with 

sky-high retail inventories and easing 

domestic logistical bottlenecks, this 

spending shift to services should mean 

that core goods inflation falls back from 

12% in Q1 towards zero by year end. 

Factory-gate prices of consumer 

durables and electronics in China were 

unchanged on the month, also hugely 

encouraging news for slowing global 

inflation. Disruption to the global 

supply of consumer goods appears 

remarkably limited despite widespread 

lockdowns in China as the dynamic 

zero-COVID strategy continues. 

Normally, goods inflation is zero-to-

negative. A fall back towards that norm 

will take a good few percentage points 

out of core inflation by year end, even as 

services inflation edges higher. Still, to 

repeat, we’re not there yet.  

To sum up, we expect market volatility 

to continue, but because a global 

recession appears unlikely within the 

timeframe to which equity investors 

https://www.rathbones.com/knowledge-and-insight/stagflation-why-isnt-bad-1970s-rerun
https://www.rathbones.com/knowledge-and-insight/stagflation-why-isnt-bad-1970s-rerun
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react, we continue to believe staying 

invested in stocks is warranted. Still, 

growth is slowing and we think the 

probability of recession is a far-from-

insignificant 30%. We have three 

approaches to our equity strategy: we 

want high-quality balance sheets and 

high or stable profit margins, flexibility 

to adjust for rising fixed costs and clear 

pricing power. There are some attractive 

valuations in ‘quality growth’ stocks now 

and they are worth looking at. But to 

balance out any leanings towards 

quality growth, we also want ‘value’ 

stocks – those whose earnings or 

valuations benefit from higher inflation, 

higher commodity prices or higher 

interest rates. And finally we want 

structural, thematic investments that 

move independently of economic cycles 

to hedge against a period of stagnant 

growth. Stocks related to cloud 

computing or more efficient and 

sustainable construction, for example.  

Since 2021, bond prices have tended to 

fall on the days when equities suffered 

their largest falls. Because of this 

breakdown in the traditionally inverse 

relationship with stock prices, we must 

have significant exposure to other 

diversifying strategies to protect our 

portfolios. These strategies have been a 

bedrock of our approach to asset 

allocation for over a decade.  

Keeping an open mind 

But what if we’re wrong? What if a 

recession does occur within the next six 

to 12 months?  

How to position for that will depend on 

what happens to inflation. In a classic 

recession, falling private-sector 

spending and investment tend to be the 

dominant forces, dragging down both 

economic output and inflation. In this 

scenario government bonds tend to do 

well (even when their yields start at 

levels much lower than today’s). Within 

equity markets, consumer staples, utility 

companies and other defensive 

businesses do better than the cyclical 

ones (those that depend on the 

vicissitudes of the economic cycle). 

However, if plunging consumer demand 

still doesn’t curtail inflation, then bonds 

are unlikely to increase in value, and it 

may not be as simple as defensive 

companies outperforming cyclical ones. 

Commodities and so-called ‘real’ assets, 

such as infrastructure, whose incomes 

tend to rise with inflation, may provide 

the diversification you would ordinarily 

get from bonds. And the distinction 

between defensiveness and cyclicality 

may matter far less than companies’ 

ability to push through price increases 

without affecting demand or than 

having valuations that move inversely to 

bond yields.  

We’ve been discussing these differences 

at our recent investment meetings, 

which have increased in frequency this 

year, and we will continue to report our 

analysis to you.    
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This document and the information within it does 
not constitute investment research or a research 
recommendation. Forecasts of future performance 
are not a reliable indicator of future performance.  
 The above information represents the current 
and historic views of Rathbones’ strategic asset 
allocation committee. It should not be classed as 
research, a prediction nor projection of market 
conditions and investment returns. It is in no way 
guidance for investors on structuring their 
investments. 
 The opinions expressed and models provided 
within this document and the statements made are, 
due to the dynamic nature of the items discussed, 
valid only at the point of being published and are 
subject to change without notice, and their 
accuracy and completeness cannot be guaranteed. 
 Nothing in this document should be construed 
as a recommendation to purchase any product or 
service from any provider, shares or funds in any 
particular asset class or weighting, and you should 
always take appropriate independent advice from a 
professional, who has made an evaluation, at the 
point of investing. 
 The value of investments and the income 
generated by them can go down as well as up, as 
can the relative value and yields of different asset 
classes. Emerging or less mature markets or 
regimes may be volatile and subject to significant 
political and economic change. Hedge funds and 
other investment classes may not be subject to 
regulation or the protections afforded by the 
Financial Conduct Authority (FCA) or the 
Prudential Regulation Authority (PRA) regulatory 
regimes. 

 

Rathbones will not, by virtue of distribution of this 
document, be responsible to any person for 
providing the protections afforded to clients for 
advising on any investment, strategy or scheme of 
investments. Neither Rathbones nor any 
associated company, director, representative or 
employee accepts any liability whatsoever for 
errors of fact, errors or differences of opinion or for 
forecasts or estimates or for any direct or 
consequential loss arising from the use of or 
reliance on information contained in this 
document, provided that nothing in this document 
shall exclude or restrict any duty or liability which 
Rathbones may have to its clients under the rules 
of FCA or the PRA. 
 We are covered by the Financial Services 
Compensation Scheme (FSCS). The FSCS can pay 
compensation to investors if a bank is unable to 
meet its financial obligations. For further 
information (including the amounts covered and 
the eligibility to claim) please refer to the FSCS 
website www.fscs.org.uk or call 0800 678 1100. 
 Rathbone Investment Management 
International is the Registered Business Name of 
Rathbone Investment Management International 
Limited which is regulated by the Jersey Financial 
Services Commission. Registered office: 26 
Esplanade, St. Helier, Jersey JE1 2RB. Company 
Registration No. 50503. Rathbone Investment 
Management International Limited is not 
authorised or regulated by the PRA or the FCA in 
the UK. 

 

Rathbone Investment Management International 
Limited is not subject to the provisions of the UK 
Financial Services and Markets Act 2000 and the 
Financial Services Act 2012; and, investors entering 
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Investment Management International Limited will 
not have the protections afforded by that Act or the 
rules and regulations made under it, including the 
UK FSCS. This document is not intended as an 
offer or solicitation for the purpose or sale of any 
financial instrument by Rathbone Investment 
Management International Limited. Not for 
distribution in the United States. Copyright ©2021 
Rathbones Group Plc. All rights reserved. 
 No part of this document may be reproduced 
in whole or in part without express prior 
permission. Rathbones and Rathbone Greenbank 
Investments are trading names of Rathbone 
Investment Management Limited, which is 
authorised by the PRA and regulated by the FCA 
and the PRA. Registered Office: Port of Liverpool 
Building, Pier Head, Liverpool L3 1NW. Registered 
in England No. 01448919. Rathbone Investment 
Management Limited is a wholly owned subsidiary 
of Rathbones Group Plc. 
 Our logo and logo symbol are registered 
trademarks of Rathbones Group Plc. 

 

The value of investments and the income from them may go down as well as up and you may not get back what you originally 
invested. 
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