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In our last Market Outlook, we wrote that we continue to expect that the chances of a 
global recession – historically the main cause of equity bear markets – remains low. In this 
edition, we discuss rising investor concerns about the risk of recession in the next year or 
so, especially following the invasion of Ukraine, which pushed up energy costs and increased 
economic uncertainty.
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Recession signals
The Russian invasion of Ukraine and resulting sanctions have added another supply shock on top 
of the existing pandemic-related supply shock, compounding and prolonging existing inflation 
pressures. In particular, Russia’s position as the world’s third largest oil producer has lifted oil and gas 
prices, which in turn flow through to the costs of many other consumer goods and services, including 
transport, electricity, fertiliser, chemicals and food. In the past, energy price spikes have often led 
to US recessions by reducing discretionary spending and slowing business activity, especially in the 
more energy-intensive manufacturing sector.
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The second transmission mechanism from high energy costs to recession risks is through inflation 
expectations. Higher energy costs tend to push up inflation, which then lifts consumer expectations 
about future inflation. Workers subsequently demand higher wages that then force central banks 
to lift interest rates to dampen inflation expectations and avoid an uncontrollable wage-price 
spiral. This increase in short term interest rates often results in the inversion of the shape of the 
government bond yield curve (where short term bond yields are higher than long term bond yields), 
which has historically forewarned of a recession.
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Inverted yield curves have preceded every US recession over the past sixty years, but not every yield 
curve inversion was automatically followed by a recession. This is because bond market investors 
begin to price in the risks that central banks lift interest rates too aggressively, which then leads 
to a larger-than-expected decline in activity, and subsequent interest rate cuts. While the last 
two recessions weren’t caused by interest rates – that was the pandemic and debt bubble/global 
financial crisis – many prior recessions were caused by overly aggressive monetary policy that led 
to a hard economic landing. This is because economists still don’t fully understand how consumer 
inflation expectations are formed, and therefore, how interest rate changes can shape expectations.

With the recent spike in energy prices and the flatter, although not yet inverted, yield curve, it’s no 
wonder that investors looking at historical recession indicators are becoming increasingly worried 
about rising recession risks. However, there are some good reasons why historical recession 
indicators, such as oil prices and yield curve shape, may not be useful recession guides at present. 
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Is this time different?
Economists often joke that investment markets have successfully predicted nine of the past five 
recessions, and there is reason to think that oil price and yield curve shape may not be good guides 
this time around. 

Firstly, although economic growth forecasts for 2022 may be falling, the starting position for most 
economies remains very strong with very low unemployment and high pent-up consumer savings. 
Even after downgrades to expected future economic growth, most economies are still expected to 
grow either at or above their long-term trend rates this year.

Secondly, many developed economies have become less energy intensive than they were historically, 
due to deindustrialisation, bigger service sectors and more diversified sources of energy. Most of the 
major developed economies have become less dependent on oil, and energy more broadly, as a key 
driver of growth. Additionally, economies like the United States and Australia have become either 
energy independent or net energy exporters, such that higher energy prices don’t have the same 
detriment on consumers and the broader economy that they once did.

Thirdly, there are some reasons to think that 10-year government bond yields have been artificially 
suppressed in recent years by demand and supply dynamics, rather than reflecting the expected 
path of short term interest rates over the next decade. Central bank bond buying and prudential 
regulation-driven demand for government bonds from commercial banks and insurance companies 
has reduced the availability of longer-dated government bonds for other types of investors. This has 
come at a time when traditional diversified portfolio investors have needed to own more long-term 
bonds for duration and portfolio hedging purposes.
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Walking a fine line
Central banks know that the current bout of high inflation is principally caused by supply chain 
constraints, rather than economic overheating. By way of example, the latest economic projections 
from the US Federal Reserve saw economic growth in the US revised down, from 4.0% to 2.8% 
in 2022, while core inflation (excluding food and energy) at the end of 2022 was revised up, from 
2.7% to 4.1%. With inflation and growth moving in opposite directions, due to supply shocks rather 
than economic overheating, there is no historical precedent for the Fed to draw on, increasing 
economic uncertainty and the risks of a policy mistake.
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Other central banks are also grappling with the same issues, although in the Eurozone, Australia, 
Japan and China, inflation measures that exclude food and energy prices are much lower than in the 
United States, giving these banks more leeway. Also economies like Australia are more sensitive to 
short term interest rates given our high debt levels and mostly floating rate mortgages. Whereas the 
US economy is less sensitive to higher short term interest rates, given US mortgages are generally 
tied to 30-year bond yields.

Conclusion
While the prospect of a global recession in the next 12-18 months has risen following the invasion 
of Ukraine, we continue to view the likelihood of a recession as being relatively low. If central banks 
do make a mistake and overtighten monetary policy, this is more likely to occur in mid-late 2023 and 
could lead to a mild recession or slowdown in the following year. 

Given this view, we continue to expect that equities should outperform cash and bonds over the 
next 6-12 months, despite elevated uncertainty about central banks being able to successfully 
manage the trade-off between inflation and growth. Of course if the conflict in Ukraine escalates 
into a broader NATO conflict, or if Russian gas supplies into Europe are blocked, our assessment of 
recession risks would certainly change.


