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• Since last summer, the consensus expectation has
been that the US economy would enter a recession
fairly soon, yet that has not happened.

• We review 10 reasons why the economy has avoided
a recession. They boil down to monetary policy only
recently becoming moderately restrictive, the private
sector being in fundamentally good shape, and the
economy having evolved to become less cyclical.

• Disentangling the consequences and normalization
of extreme pandemic-related dislocations from
normal late-cycle behavior has made assessing the
economy more difficult. The result is noisy, low-
quality data giving poor signals.

• We should not expect a standard recession in this
unorthodox cycle; e.g., the manufacturing sector has
already mildly contracted and could start recovering
by year-end. The economy may instead experience
rolling recessions across different segments.

• The net result could be a very modest recession overall
with unusually low job losses, an outcome very similar
to a soft landing. Such a recession is unlikely to start
much before the end of the year.

Source: UBS

 
By far the most common question that we have been
asked over the past year is, “Do you expect a recession?”
The Federal Reserve’s aggressive rate-hiking cycle has led
many investors to conclude that a recession is inevitable
and necessary for the Fed to achieve its goal of getting
inflation back to 2%. In Bloomberg’s most current survey
of professional economists, 65% expect a recession to start
in the next 12 months (Fig. 1). This percentage has been
at least 50% since last August, so the clock is ticking for
those expectations to be right. Consequently, if a recession
occurs (and one has not started so far), it will be the most
anticipated one in our lifetime.

Table 1: 10 reasons there hasn't been a recession

This report has been prepared by UBS Financial Services Inc. (UBS FS). Please see important disclaimers and
disclosures at the end of the document.



With so many economists and investors anticipating a
seemingly inevitable recession that still has not come to
pass, the obvious question is: Why not? This may not be
the most relevant question for investors, who should be
forward-looking and focused on if and when a recession will
occur. But examining why a recession has not occurred is
helpful, if not necessary, for forecasting whether, when, and
why one could occur in the near to medium term.

Fig. 1: Majority of economists expect a recession
Economists expecting a recession to begin within 12 months (in %)

Source: Bloomberg, UBS, as of 28 June 2023

We tackle this question by identifying 10 factors that
collectively help to explain why the US economy has
avoided a recession. The first set of factors suggest that
monetary policy has not been restrictive enough for long
enough to tip the economy into recession, while fiscal
policy has been expansionary. The next set pertains to
economic fundamentals, including household finances,
corporate balance sheets, and labor demand that are
all stronger than is typical leading up to a recession,
thereby providing a cushion against growth headwinds.
The third set highlights the unique characteristics of this
pandemic-distorted economic cycle that have resulted in
non-synchronous boom-and-bust patterns across different
segments of the economy. This has made the data especially
noisy and overstated the extent to which the economy is
deteriorating versus just normalizing after pandemic-related
shocks. The final set of factors points to structural changes
to the US economy over the past five decades that have
made it less prone to recessions, which also reduces the
usefulness of lessons from historical business-cycle patterns.

While we focus on analyzing why a recession has
not occurred, this exercise illuminates the potential
characteristics of a recession should one occur, and the
factors most likely to make this a reality. Because of extreme
pandemic-induced dislocations to spending patterns and
supply chains, the economy may experience a series of
rolling recessions across different segments rather than a
deeper synchronized contraction across the whole economy.
The housing market is already showing signs of recovery
after a deep slowdown, and the manufacturing sector could

start to expand again by year-end. Thus, a clearly identifiable
recession will require consumer spending and small-business
activity to crack, likely because monetary policy is restrictive
for long enough. But that possibility appears to be at least
two to three quarters away, especially with the Fed pausing
its rate hikes and real income growth now positive. The one
thing that we can say with confidence is that this cycle has
already been unique, and that is likely to continue.

Recession definition
In this report, we use the National Bureau of Economic
Research (NBER) definition of a recession: a significant
decline of economic activity that is spread across the
economy and lasts more than a few months. The
activity measures include declines in real personal income;
real personal consumption expenditures; real retail sales;
nonfarm payroll employment and employment as measured
by the household survey; and industrial production. The
NBER is responsible for officially dating US recessions, and
so far it has not determined that a recession has begun.
That said, there is often a long lag between when the NBER
says a recession started and when it actually formally makes
that declaration, as it waits for overwhelming evidence of
economic contraction.

The NBER definition differs from the popular "technical"
recession definition of two or more consecutive quarters
of negative GDP growth. The two criteria usually overlap,
but not always. The NBER determined there was a recession
from March to November 2001, but there were not
two consecutive quarters of negative GDP growth. More
recently, GDP contracted in the first and second quarters of
2022, but the NBER did not deem this a recession (Fig. 2).
That is because the negative GDP growth was due to large
negative net exports and inventory changes. Real private
sector demand grew positively in both quarters, while total
payrolls increased by over 2.5 million workers. Thus, GDP is
an incomplete and occasionally misleading measure of US
economic activity.

Fig. 2: Negative GDP isn't always a recession
Quarterly US GDP growth (in %), shading NBER-defined recessions

Source: Bloomberg, UBS, as of 28 June 2023
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Why no recession? Ten factors

There are many reasons why the US economy has avoided a
recession over the past year. We have identified 10 factors
that summarize the most relevant reasons, in our view. They
are not all equally important, but each has played a role, and
their influence could increase or fade over the next year.

1. Monetary policy is not restrictive enough to cause
a recession
Starting in March 2022, the Fed raised the federal funds rate
by 500 basis points in a 14-month span, its fastest pace of
rate hikes since the early 1980s. The 5.25% upper bound
on the fed funds rate is also its highest level since it peaked
at the same rate in the 2006–07 rate-hiking cycle prior to
the global financial crisis (GFC). In addition, the Fed has
been shrinking its balance sheet for the past year. Thus, it
is logical to presume that monetary policy is restrictive for
the economy and that rates are high enough to trigger a
recession.

By many measures, monetary policy is only moderately
restrictive, and it has been that way for less than six
months—neither condition likely being sufficient to tip the
economy into recession. This is evident in an estimate
of the real fed funds rate—the nominal rate minus core
personal consumption expenditures (PCE) inflation—which
only turned positive this year (Fig. 3). The Fed's estimate of
the long-run "neutral" policy rate is 2.5%, which can be
thought of as the interest rate that would be appropriate
in “normal” economic times, or when the economy is
in “equilibrium.” This equilibrium rate is informed by a
quantitative model that estimates the real neutral fed funds
rate, which is currently about 0.5%, 2 percentage points
lower than it was prior to the GFC (Fig. 4). While the actual
nominal funds rate is more than double the 2.5% estimated
nominal neutral rate, the real funds rate is much closer to
the 0.5% estimated real neutral rate.

Fig. 3: The real fed funds rate only turned
positive in 2023
Nominal fed funds rate minus core PCE inflation (in %)

Source: Bloomberg, UBS, as of 28 June 2023

Fig. 4: The real neutral fed funds rate is
estimated to be about 0.5%
Holston-Laubach-Williams natural rate of interest in the US (in %)

Source: Bloomberg, UBS, as of 28 June 2023

Other prominent measures of monetary policy tightness are
financial conditions indexes, which actually suggest that
monetary policy has gotten easier in 2023. These indexes
are based on various asset prices and financing costs, such
as the 10-year Treasury yield, broad equity indexes, credit
spreads, and the US dollar. Higher yields, wider spreads,
lower equity prices, and a stronger USD all lead to tighter
conditions, which are a drag on economic growth. The Fed's
goal in 2022 was to tighten financial conditions in order
to slow growth, and by most measures it was successful.
But conditions have eased since the fourth quarter, which is
actually stimulative for the economy, albeit it with a two- to
three-quarter lag (Fig. 5).

Fig. 5: Financial conditions have actually eased in
2023
Goldman Sachs US financial conditions index

Source: Bloomberg, UBS, as of 28 June 2023

The inverted yield curve, where short-term rates are higher
than long-term rates, is a potential counter to these claims
that monetary policy is not that restrictive. An inverted
yield curve has previously been a reliable leading indicator
of recessions, and many recession prediction models rely
heavily on this relationship. The curve has been inverted
since July 2022, as measured by the difference between 2-
and 10-year Treasury yields (Fig. 6).
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It is important not to confuse this relationship for causation
rather than correlation. The curve is inverted because
investors expect the Fed to be successful in getting inflation
down near 2%, thereby allowing it to bring rates back down
to the long-run neutral level. If a recession does occur, it will
be because the Fed raised rates too much, not because long-
term rates are too low. Investor expectations for rate cuts are
keeping the 10-year yield below the 2-year yield. In fact, this
is helping the economy avoid a recession, not contributing
to one. An upward-sloping yield curve at a 5% fed funds
rate would imply a 10-year yield that is at least 140bps
higher than it currently is, which would be a much bigger
drag on the economy, since the 10-year yield is a widely used
benchmark lending rate. Bottom line, an inverted yield curve
is correlated with conditions that often precede a recession;
it is not itself a cause of the recession.

Fig. 6: US yield curve remains deeply inverted
10-year US Treasury yield minus 2-year US Treasury yield (in bps)

Source: Bloomberg, UBS, as of 28 June 2023
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2. Fiscal policy is marginally expansionary and fueling
investment
Fiscal policy was highly expansionary in 2020 and 2021 as
a result of large government transfer payments. With these
payments ending in 2022, year-over-year measures of fiscal
policy turned restrictive. Fiscal policy has implicitly turned
expansionary again over the past six to nine months, as
proxied by the increase in the federal deficit as a percentage
of GDP (Fig. 7). This means that fiscal policy has been more
of a tailwind than a headwind for economic growth this
year. The recent legislation that resolved the debt ceiling
standoff will result in lower non-defense discretionary
spending, especially in inflation-adjusted terms. That impact
will only be felt in fiscal year 2024 starting 1 October, and
the Congressional Budget Office (CBO) estimates that it will
result in only a USD 69 billion reduction in the deficit.

Fig. 7: Fiscal contraction stopped last summer
US federal budget deficit (% of GDP)

Source: Bloomberg, UBS, as of 28 June 2023

Fiscal policy has also had an indirect positive impact on
growth this year as a result of recent industrial policies
encouraging private-sector investment. For example, the
Inflation Reduction Act was expected to provide about
USD 390 billion in tax credits and outlays to speed up
the transition to green energy and electric vehicles. But
consumers and businesses have rushed to take advantage
of its tax breaks and subsidies, which has already resulted in
the CBO increasing the expected cost of the incentives by
about USD 180 billion. Similarly, the CHIPS Act has spurred
actual and announced investments in new factories totaling
nearly USD 200 billion. Even though manufacturing output
has been weak over the past year, construction spending in
manufacturing industries is running more than double the
level from a year ago (Fig. 8).

Fig. 8: Manufacturing investment has surged
US manufacturing construction investment (% of GDP)

Source: Bureau of Economic Analysis, UBS, as of 28 June 2023
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3. Strong household balance sheets are supporting
spending
The pandemic recession of 2020 had the unusual outcome
of households in aggregate exiting the recession in much
stronger financial shape than when they entered it. This
stemmed from the enormous government support to
households in the form of stimulus checks, enhanced
unemployment benefits, and the Paycheck Protection
Program, resulting in household income actually increasing
despite the loss of more than 20 million jobs during the
lockdown period.

Consequently, household savings surged, reaching more
than USD 2 trillion in excess savings at the peak in 2021 (Fig.
9). More recently, households have been gradually using up
those excess savings, but there should be enough left to
support spending through the end of the year. On top of
this, household wealth has soared by around USD 38 trillion
since the start of the pandemic (Fig. 10), helped by rising
home prices and equity markets, which supports spending
and the ability to take on additional debt.

Fig. 9: Excess savings have supported the
consumer
US household excess savings (in USD billions)

Source: Bloomberg, UBS, as of 28 June 2023

Fig. 10: Asset price appreciation caused a jump
in total wealth
US household wealth (% of GDP)

Source: Bloomberg, UBS, as of 28 June 2023

One of the Fed's desired outcomes from hiking rates is to
slow consumer spending in order to cool the economy. Yet
the impact of higher rates on household finances has been
relatively modest. For one, the debt service ratio, which
measures the percentage of disposable income used on
debt payments, is still near a 40-year low of around 9%,
which is below the 13% level during the GFC. Similarly,
higher rates have made it more difficult to afford monthly
payments on new mortgages, but most homeowners locked
in very low rates on 30-year fixed-rate mortgages prior
to the Fed's hiking cycle. Only about 10% of mortgages
were adjustable-rate at the beginning of 2022, meaning
the rise in 30-year mortgage rates to around 7% would
not matter for 90% of homeowners with a mortgage. The
overall takeaway is that consumer spending has not been
particularly rate-sensitive—another reason why the drag on
growth from tighter monetary policy has been less than
anticipated.
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4. The economy lacks clear excesses that make it
vulnerable to a recession
In a typical economic cycle, excesses in the private sector
tend to build up as the expansion goes on, especially
during the strongest periods of growth. Both households
and companies get overly optimistic about their prospects.
This leads households to spend too much, often borrowing
to do so, while businesses over-invest in new capacity and
hire too many workers. As the economy overheats, the Fed
raises rates to control inflation, borrowers struggle to service
their debts, and this triggers a downturn in the cycle.

This cycle is far from typical. While we do view the economy
as being in late-cycle, there are not a lot of the usual
excesses in the private sector. Ratios such as household
debt to disposable income or corporate debt to GDP are
not stretched (Fig. 11). Even some evidence of stress, such
as rising delinquencies on consumer loans and corporate
bankruptcies, are far from recessionary levels (Fig. 12). Nor
is there evidence of corporate over-investment, especially
after a muted capital expenditure cycle in the pre-pandemic
decade. There are debt excesses in the public sector, with
the federal government increasing its total debt by over USD
8 trillion from the first quarter of 2020 to the first quarter
of 2023, largely to fund transfer payments to support
households and businesses. This does not pose nearly the
same recession risk as comparable increases in private sector
debt.

Fig. 11: Household debt loads appear
manageable
US household debt to disposable income ratio (in %)

Source: Bloomberg, UBS, as of 28 June 2023

Fig. 12: Credit card delinquencies are rising, but
off a historically low base
US credit card delinquency rates (in %)

Source: Bloomberg, UBS, as of 28 June 2023
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5. Credit conditions have tightened, but they are not
overly tight
One of the best leading economic indicators is credit
growth, because access to credit is the lifeblood for
increasing consumer spending and business investment.
Thus, banks tightening their lending standards throughout
2022, as shown by the Fed's Senior Loan Officer Opinion
Survey (SLOOS), suggested that access to credit was already
getting more difficult even before the recent bank failures.
The latter would just compound the problem. Indeed, the
latest readings from the SLOOS are in line with what was
seen during previous recessions.

Despite tighter standards, most companies continue to have
good access to credit, at least so far. One indication of that
is larger companies' ability to issue new corporate bonds
in the public debt markets. At almost the midyear mark of
2023, investment grade corporate bond issuance is on pace
to exceed its 2022 total and nearly match that of the 2021
total. High yield corporate bond issuance nearly ground to
a halt after the Silicon Valley Bank bankruptcy, but new
issuance of USD 28.6 billion in May was the highest monthly
total since November 2021 (Fig. 13). Not only are companies
able to raise capital, but they can do so at spreads that are
lower than at the start of the year (Fig. 14). The story is
not that much different for small businesses. In the latest
National Federation of Independent Business (NFIB) survey
of small businesses, only 1% reported that they were unable
to borrow their desired amount.

Fig. 13: The market for high-yield bond issuance
has re-opened
Monthly US high-yield debt issuance (in USD billions)

Source: ICE BofA, UBS, as of 28 June 2023

Fig. 14: High-yield bond spreads have fallen
year-to-date
US corporate high-yield bond spread (in bps)

Source: ICE BofA, UBS, as of 28 June 2023

The bottom line is that even though borrowing costs are
higher after 500bps of Fed rate hikes, credit conditions
have not overly tightened and appear manageable in an
environment of generally strong economic conditions and
good profit margins in most industries.
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6. Labor demand and supply dynamics are keeping the
market tight
One striking aspect of the post-pandemic recovery has been
the ongoing strength in demand for workers, resulting in
a labor market that remains very tight. This robust demand
is arguably the number one reason why the economy has
stayed out of recession so far. More than 25 million jobs
have been created since the current recovery started in May
2020. According to the JOLTS survey, there are still more
than 10 million unfilled positions as business demand for
workers appears insatiable (Fig. 15). While total payrolls
are now around 4 million higher than their pre-pandemic
peak, extrapolating the pre-pandemic trend rate indicates
that payrolls are still about 2 million less than they would
have otherwise been.

Fig. 15: The demand for workers has subsided,
but remains near historic highs
US JOLTS survey of job openings (in millions)

Source: Bloomberg, UBS, as of 28 June 2023

It does appear that conditions have softened somewhat this
year, based on a broad range of labor market indicators. A
recovery in the labor force participation rate and an influx
of immigrant workers have helped to fulfill some demand
—a positive development for both economic growth and
disinflation. Weekly initial jobless claims, one of the best
leading indicators for labor market strength, have ticked up.
However, this is from exceptionally low levels, and claims
remain modest relative to typical pre-recession levels (Fig.
16). Although some prominent companies have announced
large layoffs since the fourth quarter, many more businesses
still quote their biggest problem as finding workers, and
most appear reluctant to shed workers given the difficulty
they had in hiring over the past two years. These labor
market dynamics are why those investors who still expect
a recession generally think that labor market pain will be
modest, with the unemployment rate rising far less than the
2.5–3% in a typical recession.

Fig. 16: Jobless claims remain below pre-
pandemic norms
US weekly initial jobless claims (in thousands)

Source: Bloomberg, UBS, as of 28 June 2023
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7. The pandemic has distorted cycle analysis and made
data noisy
The pandemic and now post-pandemic economy is
unlike anything that economists and investors have ever
experienced. This has made it even more difficult to
determine both how well the economy is performing and
the likelihood of a recession. Investors have relied on analysis
of prior business cycles to draw conclusions about this
one, which has biased them toward a negative economic
outlook. This approach is misleading for three reasons.

First, the economy experienced extreme dislocations during
the height of the pandemic and has spent the past two
years trying to return to post-pandemic normalcy. A good
example of this is consumption patterns. Spending on goods
exploded during the pandemic when people bought items
that they could use at home, while services spending fell
dramatically as those activities were greatly constrained.
Those patterns started reversing in 2022. The result is that
the goods-related sectors that boomed for 18 months have
experienced a significant slowdown, while the opposite
occurred for services-related sectors. Now, over three years
from when the pandemic began, total goods and services
consumptions are converging back to their pre-pandemic
trend levels (Fig. 17). In other words, spending patterns are
returning to long-term patterns, and this normalization has
looked a lot like deterioration for goods-producing parts of
the economy.

Fig. 17: Spending on goods and services is
getting back to normal
Spending on goods and services vs. pre-pandemic trend (in USD
billions)

Source: Bloomberg, UBS, as of 28 June 2023

Second, major economic data, such as monthly job growth
and inflation, have been incredibly volatile as the economy
has swung from one extreme to another. In the first year
of the pandemic, the early months had job losses and gains
well over 1 million. Even in early 2022, job growth exceeded
500,000 for some months. The data has also been subject
to substantial revisions, all of which has made it difficult to
get a good real-time read on how the economy is actually
trending. Since investors have been expecting a recession,

there has been a tendency to view weak data as more
credible because it validates expectations. This is perhaps
why consensus expectations for monthly job growth have
been below the actual number for 14 straight months.
The good news is that data volatility is returning to pre-
pandemic levels now that economic activity is normalizing.
That is evident in the 12-month rolling volatility for monthly
nonfarm payroll growth, which is now back to its pre-
pandemic levels (Fig. 18).

Fig. 18: Job growth volatility has returned to pre-
pandemic levels
Trailing 12-month standard deviation of nonfarm payrolls (in thousands)

Source: Bloomberg, UBS, as of 28 June 2023

Third, the data is also noisy and of lower quality because of
seasonal adjustments, large subsequent revisions, and low
response rates to surveys. The pandemic has complicated
seasonal adjustments because it caused extreme distortions
in almost all data series, with the impact most pronounced
in the March-to-June period of 2020, when the pandemic
recession began and ended. Thus, what looks like bad news
on the surface may simply be the result of new seasonal
patterns. The quality of survey-based data has also gotten
worse because the percentage of people responding to
government surveys has fallen dramatically in some cases,
making the results inherently less reliable. This leads to
constant revisions as new information becomes available
—another reason why it is more difficult to say what
is happening in the economy in real time. Moreover,
sentiment surveys indicate high levels of pessimism about
the economy, but such “soft data” often moves inversely
with inflation and has proven to be too negative when there
is an extraneous risk, such as the debt ceiling, dominating
economic discussions.
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8. Sector-specific rolling recessions may preclude a full
recession
The first year of the economic recovery during the pandemic
was often called K-shaped because of the diverging fortunes
of goods sectors, which boomed, and services sectors,
which were hit much harder and were far slower to recover.
The manufacturing sector was able to recover relatively
quickly because of goods demand. Once spending patterns
started to revert to normal in 2022 and the demand for
goods fell, manufacturing output soon followed. As a result,
manufacturing output has contracted since last fall and has
effectively been in a recession (Fig. 19). Now that spending
on goods, especially autos, has been rising again in 2023,
the manufacturing sector should be able to avoid a deep
slump and start to recover by year-end.

Fig. 19: Manufacturing output has returned to
pre-pandemic levels
Manufacturing output index

Source: Bloomberg, UBS, as of 28 June 2023

Even though real spending on goods fell and the
manufacturing sector contracted, services spending has
been strong enough to keep the economy out of recession.
The services sector was also strong enough to withstand
steep declines in residential investment, which fell about
20% in 2022 (Fig. 20) after mortgage rates soared from
below 3% to over 7% at their peak. More recently, strength
in multifamily housing has helped to offset weakness in
single-family homes, with total new housing starts picking
up sharply in recent months. Stability in the housing market
is also evident in housing prices, which on average are no
longer falling.

Fig. 20: Housing starts are beginning to
reaccelerate
Housing starts, seasonally adjusted annualized rate (in thousands)

Source: Bloomberg, UBS, as of 28 June 2023

Thus, the economy has experienced slowdowns or outright
recessions in specific segments as it normalizes from the
pandemic. The slowdowns are not occurring simultaneously
across all sectors, and that may continue to be the nature
of this stage of the cycle: a series of small, sector-
specific recessions that roll non-sequentially throughout the
economy rather than the entire economy at the same time.
This could keep the economy from experiencing a broad-
based recession.
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9. The services sector dominates the US economy, and
it is still growing well
In a typical business cycle, the manufacturing sector tends
to lead the rest of the economy, and that has been the
case this cycle. The ISM manufacturing index fell below
50 last November, and in our view it is fair to say that
the manufacturing sector is now in recession (Fig. 21).
Meanwhile, the ISM services index is still above 50, and
only in the past three months has it fallen sustainably below
55. Both indexes are consistent with consumer spending
patterns, with the slowdown in goods consumption that
began by the end of 2021 preceding the manufacturing
sector contraction, while solid services spending growth has
kept the sector in expansion territory.

Fig. 21: Manufacturing has slowed much more
than services
ISM PMIs for services and manufacturing; 50 = netural

Source: Bloomberg, UBS, as of 28 June 2023

The economy has avoided a recession not just because
services sector strength offsets manufacturing sector
weakness, but also because the US economy is dominated
by services activity. It constitutes roughly 81% of the total
private sector output, while the manufacturing sector now
represents only about 19% of the private sector (Fig. 22).
Consequently, how well the economy performs is far more
dependent on the strength of the services sector than
the manufacturing sector. In fact, industrial production
contracted over 5% in 2015–16, yet the economy was able
to avoid a recession because of continued growth in the
services sector. A similar dynamic this year has led to the
same outcome so far.

Fig. 22: The manufacturing sector's share of the
private sector continues to shrink
Sector value added by industry (% of private sector output)

Source: Bureau of Economic Analysis, UBS, as of 28 June 2023
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10. The US economy has evolved over time to be less
cyclical and recession-prone
Developments that are often missed when evaluating the
business cycle and probability of a recession are the
structural changes to the US economy over the past 50
years. The shift to being primarily a knowledge-based
services economy has been occurring for decades, while
the manufacturing sector's share has fallen by more than
half since 1968. A byproduct of the smaller share for
manufacturing is that inventories as a percentage of GDP
have declined by 40% since 1980 (Fig. 23), a drop that also
reflects the advent of just-in-time inventory management.
By their nature, many services have little or no inventory
—there is no inventory of unsold haircuts or meetings
with financial advisors. Consequently, while inventory cycles
still exist, their relevance for the overall economic cycle is
diminished.

Fig. 23: Inventories' role in the economy has
structurally declined
Nonfinancial corporate inventories (% of GDP)

Source: Bloomberg, UBS, as of 28 June 2023

A related evolution is that the economy has become less
energy-intensive, requiring only about 35% as much energy
to produce a dollar of GDP today versus 1970 (Fig. 24).

Fig. 24: Economic activity is far less energy-
dependent today than 50 years ago
Primary energy consumption per real dollar of GDP (in thousands of
BTUs)

Source: US Energy Information Administration, UBS, as of 28 June 2023

All these developments have made the economy less interest
rate- and oil price-sensitive, and more flexible to adapt
quickly to shifting demand. The direct consequence is
an economy that is less cyclical and prone to recessions,
barring adverse shocks. After all, the trend is for the
economy to grow over time due to productivity gains and
a steady increase in the labor force based on slow-moving
demographic and immigration trends. Something has to
happen for a recession to occur, whether it is a pandemic,
banking crisis, or other highly disruptive event.

The best illustration for how these structural changes in
the economy have reduced recession risk is the substantial
increase in the average length of expansions over the past
four decades (Fig. 25). From 1854 to 1982, the average
expansion lasted 2.8 years, with the average being 2.2 years
from 1854–1919 and 3.4 years from 1919–82. But the four
expansions since 1982 lasted 8.6 years on average. The
evolution of economic activity that has contributed to the
lengthening of expansions is unlikely to suddenly change in
the post-pandemic economy. Consequently, any evaluation
of recession risk, especially if calibrated on a long history
of economic cycles, must take into account this structural
recession headwind.

Fig. 25: Economic expansions have grown longer
Average length of economic expansions (in years)

Source: NBER, UBS, as of 28 June 2023
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Where does the economy go from
here?

The consensus forecast coming into 2023 was that a
recession would start in the first half, or at least that growth
would have bottomed around midyear and then started to
recover by year-end. Here at the midway point of 2023, a
recession has not started. While growth has slowed, it is still
running close to the long-term trend rate. Growth is likely
to slow further in the second half, but it is far from certain
that the economy will fall into recession, or when that would
happen. Current growth momentum is strong enough that
it is unlikely that a recession starts before late fourth quarter
at the earliest, barring an adverse supply shock or credit
event.

Projecting how the 10 factors could evolve from here
informs our assessment of the likelihood and timing
of a recession. The structural changes to the economy,
including the dominance of services activity, are very
unlikely to reverse, and certainty not within the cyclical
forecast horizon. Post-pandemic normalization trends
should continue, which is disinflationary, and the data
should benefit by becoming less volatile and noisy, though
that does not imply anything about recession risk. For a
recession to start, it will be because of the first six factors
focused on policy and economic fundamentals. They are
likely to evolve in the following ways:

1. Monetary policy will get more restrictive by early 2024.
Fed Chair Jay Powell has said that the FOMC intends to
raise rates another 50bps, while the market is pricing
only an additional 25bps. Even if the Fed is done
hiking, the real fed funds rate will continue to rise as a
byproduct of inflation falling, unless the Fed cuts rates.
While monetary policy becomes more restrictive in both
scenarios, the nominal rate will go up only marginally.
By contrast, the real fed funds rate could surge to 3%
by the end of the year, with headline inflation likely to
rapidly decline. That implies quite restrictive policy in
2024 if the Fed does not start cutting rates.

2. Fiscal policy should become marginally more restrictive
over the next year, though the magnitude is uncertain.
The debt ceiling deal imposed caps on spending
growth, which will take effect in the 2024 fiscal year
starting 1 October. The deal also ended student loan
forgiveness, with payment obligations resuming 1
September. The monthly payments are estimated to be
several billion dollars in aggregate, which will be a hit
to consumer spending. The main uncertainty pertains
to the potential offset from increased private sector
investment stemming from the Inflation Reduction
Act and the CHIPS Act. The announced plans have
exceeded expectations thus far, and more private

investment could follow, thereby positively amplifying
the fiscal multiplier.

3. Household balance sheets should remain healthy over
the next year. Excess savings will continue to run down,
and at the current pace could be depleted some time
in the first half of 2024. Real wages are now rising,
which will allow consumers to increase their savings
rate without altering spending plans. Household total
wealth has also gotten a boost this year from the rise in
stock and bond prices, while average house prices have
stopped declining. Finally, while the marginal borrowing
cost is much higher today than two years ago, because
the large majority of outstanding household debt is
locked in at low fixed rates, the average borrowing cost
will rise only gradually.

4. Private sector excesses should remain manageable
for a while. The year-long expectation for a recession
has motivated many companies to prepare for that
contingency, shoring up their financing and managing
costs and capital to reduce their exposure to recession
risks. The same is not broadly true for households.
Rising delinquencies on credit cards and auto loans
speak to some consumers stretching themselves to
maintain spending.

5. Access to credit can dry up very quickly when macro
conditions deteriorate, especially in public debt
markets. This makes it hard to predict if, or when,
credit conditions will become restrictive for growth. Fed
officials have indicated that bank capital requirements
will increase, which will likely constrain credit, and
while the timing is not known yet, banks will begin
to prepare well in advance. Small businesses are the
most vulnerable segment to tighter credit because they
rely on floating-rate bank debt loans, not fixed-rate
publicly issued bonds. So far, small-business lending
does not appear to have declined much over the past
year, suggesting that these businesses have found other
ways to finance activity.

6. The labor market is likely to remain relatively tight for
the foreseeable future. Labor supply is constrained by
demographics and immigration, and, if anything, may
decline rather than increase as participation rates reach
pre-pandemic levels. Labor demand should fall in a
slowing economy, but even a 3 million decline in job
openings would only get the labor market back to the
same balance as at the start of 2020. Companies may
also engage in labor hoarding, retaining workers even
as demand slows because of the struggle of having to
hire them in the first place.

Based on these factors, the likelihood of a recession hinges
most on monetary policy getting more restrictive and
eventually causing consumer spending to fall. That may
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take at least two more Fed rate hikes, but there is also
the possibility that monetary policy is operating with an
extended lag this cycle, and the tightening thus far will be
sufficient to cause spending to crack. The other plausible
recession channel is that credit conditions continue to
tighten, which would weigh most on small businesses. Since
they account for most of the excess demand for labor, this
scenario could entail a rapid cooling of the labor market.

The most likely factor to keep the US out of a recession is the
tight labor market. The demand for labor may decline only
gradually, but as long as it does enough to get supply and
demand closer into balance, the Fed may be satisfied that
inflation pressures will stay contained. Germany provides
an informative lesson here. It has entered a recession,
but its unemployment rate has stayed near historically
low levels. Considering that the German economy is more
manufacturing-driven than the US, and thus more exposed
to the slowdown in goods consumption, its recession risk
was arguably higher. If Germany's labor market can stay
tight in a recession, then the tight US labor market could
help it avoid a recession.

The bottom line is that the pandemic and post-pandemic
US economy has behaved in highly unusual ways, and
investors should not expect the next stage, which could be
a recession, to be any different. It may well be a “jobloss-
less” recession, where growth, spending, and investment
contract modestly, but unemployment rises barely above
4%. This is not much different from what a soft landing
would look like. Whatever scenario ultimately plays out
should become apparent in the next six months.
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Appendix
UBS Chief Investment Office's ("CIO") investment views are prepared and published by the Global Wealth Management business of UBS Switzerland
AG (regulated by FINMA in Switzerland) or its affiliates ("UBS").
The investment views have been prepared in accordance with legal requirements designed to promote the independence of investment research.
Generic investment research – Risk information:
This publication is for your information only and is not intended as an offer, or a solicitation of an offer, to buy or sell any investment or other
specific product. The analysis contained herein does not constitute a personal recommendation or take into account the particular investment
objectives, investment strategies, financial situation and needs of any specific recipient. It is based on numerous assumptions. Different assumptions
could result in materially different results. Certain services and products are subject to legal restrictions and cannot be offered worldwide on an
unrestricted basis and/or may not be eligible for sale to all investors. All information and opinions expressed in this document were obtained from
sources believed to be reliable and in good faith, but no representation or warranty, express or implied, is made as to its accuracy or completeness
(other than disclosures relating to UBS). All information and opinions as well as any forecasts, estimates and market prices indicated are current
as of the date of this report, and are subject to change without notice. Opinions expressed herein may differ or be contrary to those expressed by
other business areas or divisions of UBS as a result of using different assumptions and/or criteria.
In no circumstances may this document or any of the information (including any forecast, value, index or other calculated amount ("Values")) be
used for any of the following purposes (i) valuation or accounting purposes; (ii) to determine the amounts due or payable, the price or the value of
any financial instrument or financial contract; or (iii) to measure the performance of any financial instrument including, without limitation, for the
purpose of tracking the return or performance of any Value or of defining the asset allocation of portfolio or of computing performance fees. By
receiving this document and the information you will be deemed to represent and warrant to UBS that you will not use this document or otherwise
rely on any of the information for any of the above purposes. UBS and any of its directors or employees may be entitled at any time to hold long
or short positions in investment instruments referred to herein, carry out transactions involving relevant investment instruments in the capacity of
principal or agent, or provide any other services or have officers, who serve as directors, either to/for the issuer, the investment instrument itself or
to/for any company commercially or financially affiliated to such issuers. At any time, investment decisions (including whether to buy, sell or hold
securities) made by UBS and its employees may differ from or be contrary to the opinions expressed in UBS research publications. Some investments
may not be readily realizable since the market in the securities is illiquid and therefore valuing the investment and identifying the risk to which
you are exposed may be difficult to quantify. UBS relies on information barriers to control the flow of information contained in one or more areas
within UBS, into other areas, units, divisions or affiliates of UBS. Futures and options trading is not suitable for every investor as there is a substantial
risk of loss, and losses in excess of an initial investment may occur. Past performance of an investment is no guarantee for its future performance.
Additional information will be made available upon request. Some investments may be subject to sudden and large falls in value and on realization
you may receive back less than you invested or may be required to pay more. Changes in foreign exchange rates may have an adverse effect on
the price, value or income of an investment. The analyst(s) responsible for the preparation of this report may interact with trading desk personnel,
sales personnel and other constituencies for the purpose of gathering, synthesizing and interpreting market information.
Tax treatment depends on the individual circumstances and may be subject to change in the future. UBS does not provide legal or tax advice and
makes no representations as to the tax treatment of assets or the investment returns thereon both in general or with reference to specific client's
circumstances and needs. We are of necessity unable to take into account the particular investment objectives, financial situation and needs of
our individual clients and we would recommend that you take financial and/or tax advice as to the implications (including tax) of investing in any
of the products mentioned herein.
This material may not be reproduced or copies circulated without prior authority of UBS. Unless otherwise agreed in writing UBS expressly prohibits
the distribution and transfer of this material to third parties for any reason. UBS accepts no liability whatsoever for any claims or lawsuits from any
third parties arising from the use or distribution of this material. This report is for distribution only under such circumstances as may be permitted by
applicable law. For information on the ways in which CIO manages conflicts and maintains independence of its investment views and publication
offering, and research and rating methodologies, please visit www.ubs.com/research-methodology. Additional information on the relevant authors
of this publication and other CIO publication(s) referenced in this report; and copies of any past reports on this topic; are available upon request
from your client advisor.
Options and futures are not suitable for all investors, and trading in these instruments is considered risky and may be appropriate only for
sophisticated investors. Prior to buying or selling an option, and for the complete risks relating to options, you must receive a copy of "Characteristics
and Risks of Standardized Options". You may read the document at https://www.theocc.com/about/publications/character-risks.jsp or ask your
financial advisor for a copy.
Investing in structured investments involves significant risks. For a detailed discussion of the risks involved in investing in any particular structured
investment, you must read the relevant offering materials for that investment. Structured investments are unsecured obligations of a particular issuer
with returns linked to the performance of an underlying asset. Depending on the terms of the investment, investors could lose all or a substantial
portion of their investment based on the performance of the underlying asset. Investors could also lose their entire investment if the issuer becomes
insolvent. UBS does not guarantee in any way the obligations or the financial condition of any issuer or the accuracy of any financial information
provided by any issuer. Structured investments are not traditional investments and investing in a structured investment is not equivalent to investing
directly in the underlying asset. Structured investments may have limited or no liquidity, and investors should be prepared to hold their investment to
maturity. The return of structured investments may be limited by a maximum gain, participation rate or other feature. Structured investments may
include call features and, if a structured investment is called early, investors would not earn any further return and may not be able to reinvest in
similar investments with similar terms. Structured investments include costs and fees which are generally embedded in the price of the investment.
The tax treatment of a structured investment may be complex and may differ from a direct investment in the underlying asset. UBS and its employees
do not provide tax advice. Investors should consult their own tax advisor about their own tax situation before investing in any securities.
Important Information About Sustainable Investing Strategies: Sustainable investing strategies aim to consider and incorporate
environmental, social and governance (ESG) factors into investment process and portfolio construction. Strategies across geographies and styles
approach ESG analysis and incorporate the findings in a variety of ways. Incorporating ESG factors or Sustainable Investing considerations may
inhibit the portfolio manager’s ability to participate in certain investment opportunities that otherwise would be consistent with its investment
objective and other principal investment strategies. The returns on a portfolio consisting primarily of sustainable investments may be lower or
higher than portfolios where ESG factors, exclusions, or other sustainability issues are not considered by the portfolio manager, and the investment
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opportunities available to such portfolios may differ. Companies may not necessarily meet high performance standards on all aspects of ESG
or sustainable investing issues; there is also no guarantee that any company will meet expectations in connection with corporate responsibility,
sustainability, and/or impact performance.
External Asset Managers / External Financial Consultants: In case this research or publication is provided to an External Asset Manager or
an External Financial Consultant, UBS expressly prohibits that it is redistributed by the External Asset Manager or the External Financial Consultant
and is made available to their clients and/or third parties.
USA: Distributed to US persons by UBS Financial Services Inc. or UBS Securities LLC, subsidiaries of UBS AG. UBS Switzerland AG, UBS Europe SE, UBS
Bank, S.A., UBS Brasil Administradora de Valores Mobiliarios Ltda, UBS Asesores Mexico, S.A. de C.V., UBS SuMi TRUST Wealth Management Co.,
Ltd., UBS Wealth Management Israel Ltd and UBS Menkul Degerler AS are affiliates of UBS AG. UBS Financial Services Inc. accepts responsibility
for the content of a report prepared by a non-US affiliate when it distributes reports to US persons. All transactions by a US person in
the securities mentioned in this report should be effected through a US-registered broker dealer affiliated with UBS, and not through
a non-US affiliate. The contents of this report have not been and will not be approved by any securities or investment authority in
the United States or elsewhere. UBS Financial Services Inc. is not acting as a municipal advisor to any municipal entity or obligated
person within the meaning of Section 15B of the Securities Exchange Act (the "Municipal Advisor Rule") and the opinions or views
contained herein are not intended to be, and do not constitute, advice within the meaning of the Municipal Advisor Rule
For country information, please visit ubs.com/cio-country-disclaimer-gr or ask your client advisor for the full disclaimer.
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