
For Public Distribution in the United States.
For Institutional, Professional, Qualified and/or Wholesale Investor Use Only in other Permitted Jurisdictions as defined by local laws and regulations

A macro market disconnection
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Historical macro relationships appear increasingly 
disconnected, with sizeable divergences between business 
cycle variables and risk assets, morphing some recession fears 
into mistaken hopes that “this time is different.” 

Leading indicators, however, almost uniformly signal elevated 
risk of recession: 

• The pace of the Federal Reserve's (Fed) rate hiking cycle 
has been historic, causing a deeply inverted Treasury yield 
curve—a historically reliable recession indicator. 

• Not only is the 2s10s curve inversion material and 
sustained, but other segments of the yield curve are also 
inverted, including the 3-month1-year curve—which is 
typically consistent with recession risk within a 12-month 
period. 

• The Sahm Rule indicates that through U.S. economic 
history, every time there has been a 0.5% increase in the 
unemployment rate in a 12-month period, it has been 
accompanied by recession. The Fed’s own projections see a 
0.6% increase in the unemployment rate this year. 

And yet, economic indicators have remained resolutely 
resilient, prompting many analysts to expect a soft landing.  

The labor market is feeding those false hopes. Historically, a 
substantial decline in job vacancies has never occurred 
without a sharp increase in unemployment. Yet, the labor 
supply/demand imbalance has gradually loosened via a drop 
in job vacancies alone, permitting wage and inflation 
pressures to ease, unaccompanied by economic weakness.  

Tightening credit conditions, however, suggest labor market 
strength will prove short-lived. Small banks account for 30% 
of all loans in the U.S. economy, so tightening lending 
standards by small banks will likely lead to greater job losses 
and, in turn, recession. 

Risk asset markets have advanced this year, with performance 
consistent with negligible recession risk. However, markets 
have entered a precarious phase, now priced to perfection 
with mounting investor complacency. It seems that markets 
appear oblivious to the higher interest rate environment and 
the deterioration in many leading economic indicators. Equity 
valuations, which should compress with higher interest rates, 
are now approaching lofty multiples last seen before the Fed 
launched its rate hiking cycle.

Investors should keep in mind that Fed policy acts with "long 
and variable lags." Today, these lags appear to be extended 
even longer than usual. Current corporate finance structures 
reflect substantial medium-term debt issuance during the 
pandemic, which at the time was financed at low fixed 
interest rates. This meaningful "maturity funding wall" has so 
far helped maintain a crucial cushion against the impact of 
today's much higher Fed policy rates. However, this 
disconnect can only provide a  temporary window of relief. As 
corporate debts mature in future quarters and require rolling-
over at higher rates, companies will face the true  economic 
impact of higher Fed policy rates and tighter credit conditions. 
Spreads, particularly for lower grade credits, will widen, finally 
precipitating the arrival of one of the most anticipated 
recessions in history. 
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Macro disconnects in charts
The disconnects fueling recession 
skepticism, and the factors that 
indicate why soft-landing hopes are 
likely misguided:

Leading indicators signal 
recession

Labor market false hopes

Vulnerable equity markets

4 The Fed’s “long and 
variable” lags
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An inverted yield curve has reliably anticipated 
prior economic recessions…

…and the Fed’s own economic projections 
imply a recessionary unemployment rise.
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Source: Federal Reserve, NBER, Bloomberg, Principal Asset Management. Data as of August 14, 2023.

1 Leading indicators signal recession

Sahm rule: Unemployment and recession
12-month change in 3-month rolling avg. of U.S. unemployment rate, 1970–present

Source: Bureau of Labor Statistics, National Bureau of Economic Research, Principal Asset Management. 
Data as of July 31, 2023.
Note: Created by former Fed economist Claudia Sahm, the Sahm rule stipulates 
that recession occurs when the unemployment rate rises by at least 0.5%.
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Job vacancies have fallen without a rise in 
unemployment, raising soft landing hopes...

…but tightening credit conditions warn of 
rising jobless claims in the near future.

2 Labor market false hopes

United States labor market vacancy and unemployment
Monthly vacancy and unemployment rates during select time periods

Source: Bureau of Labor Statistics, Federal Reserve, Bloomberg, Principal Asset Management. 
Data as of July 31, 2023.

Small business credit conditions and initial jobless claims
1986–present

Source: NFIB, Bureau of Labor Statistics, Bloomberg, Principal Asset Management. Data as of July 31, 2023.
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Retail investors may feel dejected but 
remained optimistic on stocks…

…despite equities substantially diverging from 
cyclical economic indicators.

Investor sentiment versus equity allocation
1990–present

Source: University of Michigan, American Association of Individual Investors, Principal Asset Management. 
Data as of July 31, 2023.

S&P 500 versus ISM Manufacturing Index
Year-over-year, 2011–present

Source: S&P Dow Jones, Institute of Supply Management, Principal Asset Management. 
Data as of July 31, 2023.

3 Vulnerable equity markets
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Debt maturity walls have temporarily insulated 
corporates from higher policy rates…

High yield credit spreads versus bank lending standards
1998–present

Source: Federal Reserve Board, Ice Data Indices, LLC, Principal Asset Management. Data as of July 31, 2023.

4 The Fed’s “long and variable” lags
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…but as corporate debt matures, tighter bank 
loan standards will drive wider spreads
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Risk considerations

Investing involves risk, including possible loss of principal. Past performance is no guarantee of future results. Equity investments involve greater risk, including higher volatility, than fixed-income investments. 
Important Information

This material covers general information only and does not take account of any investor’s investment objectives or financial situation and should not be construed as specific investment advice, a recommendation, or be relied on in any way as a 
guarantee, promise, forecast or prediction of future events regarding an investment or the markets in general. The opinions and predictions expressed are subject to change without prior notice. The information presented has been derived 
from sources believed to be accurate; however, we do not independently verify or guarantee its accuracy or validity. Any reference to a specific investment or security does not constitute a recommendation to buy, sell, or hold such investment 
or security, nor an indication that the investment manager or its affiliates has recommended a specific security for any client account. Subject to any contrary provisions of applicable law, the investment manager and its affiliates, and their 
officers, directors, employees, agents, disclaim any express or implied warranty of reliability or accuracy and any responsibility arising in any way (including by reason of negligence) for errors or omissions in the information or data provided.  

This material may contain ‘forward-looking’ information that is not purely historical in nature and may include, among other things, projections and forecasts. There is no guarantee that any forecasts made will come to pass.  Reliance upon 
information in this material is at the sole discretion of the reader.

This material is not intended for distribution to or use by any person or entity in any jurisdiction or country where such distribution or use would be contrary to local law or regulation.

This document is intended for use in: 

• The United States by Principal Global Investors, LLC, which is regulated by the U.S. Securities and Exchange Commission.
• Europe by Principal Global Investors (Ireland) Limited, 70 Sir John Rogerson’s Quay, Dublin 2, D02 R296, Ireland. Principal Global Investors (Ireland) Limited is regulated by the Central Bank of Ireland.Clients that do not directly contract with 

Principal Global Investors (Europe) Limited ("PGIE") or  Principal Global Investors (Ireland) Limited (“PGII”) will not benefit from the protections offered by the rules and regulations of the Financial Conduct Authority or the Central Bank of 
Ireland, including those enacted under MiFID II. Further, where clients do contract with PGIE or PGII, PGIE or PGII may delegate management authority to affiliates that are not authorised and regulated within Europe and in any such case, the 
client may not benefit from all protections offered by the rules and regulations of the Financial Conduct Authority, or the Central Bank of Ireland.  In Europe, this document is directed exclusively at Professional Clients and Eligible 
Counterparties and should not be relied upon by Retail Clients (all as defined by the MiFID).

• United Kingdom by Principal Global Investors (Europe) Limited, Level 1, 1 Wood Street, London, EC2V 7 JB, registered in England, No. 03819986, which is authorized and regulated by the Financial Conduct Authority ("FCA").
• United Arab Emirates by Principal Global Investors LLC, a branch registered in the Dubai International Financial Centre and authorized by the Dubai Financial Services Authority as a representative office and is delivered on an individual 

basis to the recipient and should not be passed on or otherwise distributed by the recipient to any other person or organization.
• Singapore by Principal Global Investors (Singapore)Limited (ACRA Reg. No. 199603735H), which is regulated by the Monetary Authority of Singapore and is directed exclusively at institutional investors as defined by the Securities 

and Futures Act 2001. This advertisement or publication has not been reviewed by the Monetary Authority of Singapore.
• Australia by Principal Global Investors (Australia) Limited (ABN 45 102 488 068, AFS Licence No. 225385), which is regulated by the Australian Securities and Investments Commission and is only directed at wholesale clients as defined 

under Corporations Act 2001.
• This document is marketing material and is issued in Switzerland by Principal Global Investors (Switzerland) GmbH.
• Hong Kong SAR (China) by Principal Asset Management Company (Asia) Limited, which is regulated by the Securities and Futures Commission. This document has not been reviewed by the Securities and Futures Commission.
• Other APAC Countries/Jurisdictions, this material is issued for institutional investors only (or professional/sophisticated/qualified investors, as such term may apply in local jurisdictions) and is delivered on an individual basis to the recipient 

and should not be passed on, used by any person or entity in any jurisdiction or country where such distribution or use would be contrary to local law or regulation.
• Nothing in this document is, and shall not be considered as, an offer of financial products or services in Brazil. This presentation has been prepared for informational purposes only and is intended only for the designated recipients hereof. 

Principal Global Investors is not a Brazilian financial institution and is not licensed to and does not operate as a financial institution in Brazil.
Insurance products and plan administrative services provided through Principal Life Insurance Co. Principal Funds, Inc. is distributed by Principal Funds Distributor, Inc. Securities are offered through Principal Securities, Inc., 800 547-7754, 
Member SIPC and/or independent broker/dealers. Principal Life, Principal Funds Distributor, Inc., and Principal Securities are members of the Principal Financial Group®, Des Moines, IA50392.

© 2023, Principal Financial Services, Inc. Principal Asset ManagementSM is a trade name of Principal Global Investors, LLC. Principal®, Principal Financial Group®, Principal Asset Management, and Principal and 
the logomark design are registered trademarks and service marks of Principal Financial Services, Inc., a Principal Financial Group company, in various countries around the world and may be used only with the 
permission of Principal Financial Services, Inc.
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