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An Overview of Our Macro Outlook 
 
Mid-August was the last time we updated our outlook, and at that time, we discussed the growth slump 
in the world economy that has been underway since the end of 2017 and how events had reached a 
critical juncture. 

• Global manufacturing was in a recession based on the drop in the global manufacturing PMI to 
below 50—which is where it’s still at. 

• World trade was in recession based on contracting import and export trade volumes—which is 
still the case—and it is highly unusual for this to occur without a more generalized global 
recession.  

• And industrial commodity prices were still falling—probably the single best coincident indicator 
of global growth—showing that things had not yet stabilized and still have not. 

The economic profile looked pretty ugly in August, and looking backward since that time, there isn’t 
much to say that the growth slump has ended. When we talked about this in August, it seemed that we 
had come to a fork in the road and markets were lining up in a way, warning that something had to give. 

• U.S. breakeven inflation rates were breaking down 
• The Euro Bank STOXX Index was sitting on a ledge of support that had contained the downside 

since ‘08 
• Copper was threatening to take out levels that it had held since 2016 
• And of course, developed country bond yields were collapsing 

The fork in the road was pretty clear—either policymakers act to reflate the world economy—as they 
had twice before since the Great Financial Crisis (GFC) to end previous post-crisis slumps—or they 
wouldn’t and the slump would escalate into something more serious. Our view in August was that the 
authorities were already pivoting to more stimulus, this would continue, 2020 would turn out to be a 
slow growth year in the U.S. but better than this year, and the rest of the world would stabilize. Overall, 
2020 would be a better year. That is still our view.  

It’s only been a couple months, but European bank stocks have bounced off support, copper is holding, 
developed country bond yields are off their late August lows, and there are signs that cyclically sensitive 
sectors of the stock market are stabilizing relative to the more defensive parts of the market. These 
capital market developments are consistent with the three big drivers of the global slump, flipping in a 
pro-growth direction, as we noted in August, and have moved even more so in the interim since. Those 
drivers are China’s economic policy measures, the Federal Reserve’s (Fed) more dovish trend, and a 
possible truce in the trade war. The small positives emerging in the capital markets suggest policy pivots 



 

 

in all three of these factors are beginning to affect the outlook. The issue for the macro outlook is if 
these three drivers of growth continue their dovish pivot and continue to add stimulus. We think the 
answer is yes, they will, and growth will stabilize. 

Evaluating Economic Conditions in China 
 
It’s important to understand China’s role in the global cycle as it is probably the main cause of the global 
slump. This year alone, Asia’s marginal contribution to global growth has been 70%—over half of that 
has come from China. The story really isn’t much different for the last 10 years—China, more than any 
other economy, has made the biggest marginal contribution to the world expansion. So, a meaningful 
swing in China’s growth profile is felt globally.  

But China’s growth profile for the last 11 years has been boom or bust-like, which is a by-product of how 
it pushes and pulls on the policy levers and where its structural imbalances exist. While this does not 
show up in the official real GDP figures, which don’t move around too much, the boom/bust pattern is 
clearly captured in property sales growth, a key economic and policy variable for the country. Property 
sales growth has cycled to over 60% from negative 20% several times since 2008. It has been slowing 
ever since late 2016 and seems to be troughing around 7% currently.  

Ironically, the trade war has not been the big culprit behind the most recent slowdown. China’s latest 
slowdown has been completely domestically driven, caused among other things by policymakers 
clamping down on shadow banking. The result has been a big negative credit impulse up until the start 
of this year. That negative credit impulse resulted in M1 growth, sliding to zero from over 20% by the 
start of this year. The good news is that the credit impulse has started to pick up this year, and what 
looks like a bottom in property sales growth suggests things are stabilizing in China.  

What has held the authorities back from a bigger reflationary push is that they don’t want to re-leverage 
the economy again. The issue for China’s policy leaders has been the growing debt overhang caused by 
successive bouts of fiscal and credit stimulus, the lack of sustainable growth generated by these 
measures, the resulting areas of excess capacity, the ever-increasing budget deficits, and the Communist 
party’s desire to guide economic development instead of letting go of control through economic reform.  
So, the authorities are looking to reduce the economy’s dependence on these big fiscal and credit 
impulses and wean the economy’s dependence on the pace of growth in property sales.  

Nonetheless, as the credit impulse data show, growth has slowed enough that the authorities have 
stepped in with credit countermeasures, which started showing up in the data at the start of the year, 
but not on the same scale as in previous instances of fiscal reflation since 2008. At the moment, 
producer prices are still falling, so the scale of stimulus is still not enough to avert nominal weakness.  

We expect the dovish pivot in China to be less than in other instances since the GFC before but believe it 
will continue for the foreseeable future until there is nominal price stability. All that should feed an L-
shaped-type economic stabilization for the remainder of the year and into 2020.  

 



 

 

Fed Policy and the U.S. Economy 
 
In our view, the yield curve and the dollar are still shouting pretty loudly that the Fed is still behind the 
curve. The Fed did swing to a more dovish stance beginning earlier this year with Chairman Powell 
delivering a rate cut and admitting that last year’s normalization was a mistake. As we expected, it has 
retreated on quantitative tightening, announcing measures this month with the rather dramatic 
announcement that it re-expand the balance sheet almost back to its peak.   

There are a number of ways of assessing whether Fed policy is restrictive or not. The yield curve is one 
metric that is unambiguous in its message. Historically, the yield curve has been an early but reliable 
indicator of mounting business stress. 

Another perspective is commodity prices. Historically, the Fed has tended to cut interest rates very close 
to peaks in commodity prices. But commodity prices peaked as long ago as March 2018. Based on this 
metric, the Fed’s last three or four rate hikes were a mistake as was the balance sheet reduction, which 
played out steadily from that time until a few weeks ago. It will likely take another one to two rate cuts 
to reverse the rate mistake. As for the balance sheet, the tightening that has played out since last March 
should be reversed, which will basically happen with the Fed’s recent promise of expanding the balance 
sheet by $60 billion a month for the next six months in addition to the nearly $200 billion already added.   

The Fed, at the moment, seems to think the policy stance is ok. It writes the yield curve inversion off as a 
distortion, sees the weakness in manufacturing as related to the global story, and views the U.S. 
economy as fairly closed. Since exports are only 12% of GDP, the U.S. is insulated to some extent. In 
addition, part of the confusion stems from the fact that few U.S. corporations or households are 
complaining to the Fed that the level of interest rates is a barrier to borrowing. So how can there be 
recession risk? A few board members have gone out of there way recently to comment on how healthy 
the consumer is given the high savings rate and reduced leverage. 

Our view is that the transmission links are different. Fed normalization and balance sheet tightening 
helped foster a stronger dollar, which has contributed to the global slump by short-circuiting dollar 
lending from non-U.S. financial institutions to the rest of the world. The dollar’s impact on commodity 
prices has also been a factor. So, the transmission linkages are different this time around, in our view, 
and the Fed has more to go. 

Will they keep easing? Yes, in our view. The ISM Manufacturing Index has had a mighty fall to 48 from 
61; the U.S. has now caught up with the slump in the world economy; and the deterioration in the 
Leading Economic Index warns that some GDP prints in the 1% range are coming. U.S. growth could 
continue slowing through the first half of next year. Some of this weakness should blow into the U.S. 
labor market, and there is little if any inflation pressure. Although we think that the Fed is still behind 
the curve, it has started its more dovish pivot and we expect it to continue throughout 2020. 

 
 
 



 

 

The U.S.-China Trade Dispute 
 
Global trade is already in a recession. In our view, an escalation in the U.S.-China trade war would clearly 
increase the risk of a global recession to some level above 50%. Both sides seem to acknowledge this.  
On the U.S. side, it is clear that the administration views the stock market and the economy as the 
scorekeeper and the best gauge of how well it is going to do in the next election. For the Chinese, the 
pain points are less visible, but the threats of major multinational corporations moving their supply 
chains out of China in order to avoid U.S. tariffs is a risk to productivity and the pace of economic growth 
in that economy. It seems that we are close to some sort of a truce with President Trump tweeting 
about Phase I of a deal ahead of his scheduled meeting with President Xi in November. 

The Inflection Point of the Global Growth Slowdown 
 
Looking backward, the data looks pretty ugly. But looking forward, the current quarter of this year and 
into early 2020 are shaping up to be a bottom in the global outlook supported by gradual and sustained 
support from China’s policymakers; a continued dovish pivot by the Fed; and some stabilization, perhaps 
even de-escalation, in the U.S.-China trade war.   

In addition, we have a major global interest rate easing cycle underway led by most of the emerging 
world. It is highly unusual; traditionally in a strong dollar environment, emerging markets are on the 
defensive. But the breadth of the rate cuts across the emerging world is a testimonial to the downward 
pressure on world inflation caused by the slump that permits this source of policy reflation. The Fed’s 
dovish pivot and balance sheet expansion will encourage more of this ahead.  

With the Fed reversing course on quantitative tightening, and the European Central Bank expanding 
once more, the balance sheets of the world’s major central banks are expanding again, reversing the 
quantity tightening that played out in 2018. 

The autocorrecting mechanisms of the market are still in play. The lagged influence of lower bond yields 
and lower oil prices plays to a stronger hand for the global economy in 2020. In line with this are a range 
of OECD leading indicators, which are suggestive of a bottom forming in the global business cycle.  

Putting it all together, we seem to be at an inflection point in the global growth slowdown story. The 
reflationary impulse we are seeing at the policy level is not as strong as previous instances, which argues 
for an end to the growth slump but not a particularly strong rebound. That would imply a stable global 
growth outlook with the U.S. economy recovering in the second half of 2020, and a very subdued, if not 
persistently, disinflationary bias throughout the next year.   

 


