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Why aren't we already in a recession? The U.S. Federal 
Reserve (Fed) has hiked by a whopping 500 bps, with more 
tightening still in the pipeline. And the consensus has been 
predicting a downturn for over a year now. 

We believe there are three reasons why the economy has 
held up better than expected: the lingering impact of the 
aggressive 2020 and 2021 COVID stimulus packages, the 
renaissance of industrial policy since August 2022, and the 
relatively less restrictive stance of overall financial 
conditions. 

COVID stimulus and excess savings 
The first reason is that the American response to the 
COVID recession was fast and furious, with the CARES Act 
(March 2020), Tax Relief Act (Dec 2020) and American 
Rescue Plan Act (March 2021). As a result, personal income 
and savings immediately soared (Figure 1). While this 
stimulus provided a tremendous impulse for all sorts of 
consumption spending over the last three years, this 
legacy has now been entirely spent and will no longer be a 
positive driver for consumers. 

FIGURE 1 – Cumulative excess real savings (USD tn): 
Peaked at $1.8 tn in mid-2021. 
Drawing down this enormous stockpile provided a gusty 
tailwind for consumption through mid-2023. 

Source: Bloomberg Finance L.P., TD Epoch calculations 
 

Industrial policy renaissance: Booming manufacturing 
construction 
The second reason is that industrial policy has returned, 
after a 50+ year hiatus, with the August 2022 passage of 
both the $280 bn "Chips and Science Act" and the $400 
bn "Inflation Reduction Act" (the latter is horrendously 
misnamed as its primary purpose is incentivizing domestic 
green tech investment). One direct beneficiary is 
manufacturing construction, up 105% yoy, with the 
electronics sector especially strong (Figure 2). 

FIGURE 2 – Manufacturing construction: electronics 
(USD bn, saar).  
Spending on facilities for manufacturing electronics has 
soared from $7 bn two years ago to $97 bn today. 

 
Source: U.S. Census Bureau 
SAAR: Seasonally-adjusted annual rate 

Industrial policy spending on green tech and 
semiconductors is likely to remain strong through 2032, 
with the balance of risks lying to the upside. However, 
broader measures of fiscal policy, which provided 
significant oomph for the economy in 2023, are tightening. 
To illustrate, consensus expects government spending 
growth to slow from 3% this year to 1% in 2024 and 2025.1 
This implies a slightly negative fiscal impulse over the next 
two years. 

1 This reflects the June 3 “Fiscal Responsibility Act”, part of 
the debt limit deal, which sets a cap on federal 
discretionary spending for 2024 and 2025. 
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Financial conditions vs the Fed Funds Rate (FFR) 
Third, while the FFR has skyrocketed, the same can't be 
said of broader financial conditions, which haven't budged 
an inch during the last twelve months (Figure 3). To 
illustrate, the 10Y yield is only a couple basis points higher 
than it was a year ago and the high yield spread is actually 
a touch lower (Figure 4). This helps explain why the U.S. 
household debt service ratio is only 9.6% of income.2 
However, the bad news is that this means the Fed has to 
keep on hiking until financial conditions tighten enough to 
wallop employment, services consumption, and wage 
growth. 

FIGURE 3 – The FFR is still climbing higher, but financial 
conditions peaked last October. 

 
Source: Bloomberg, Goldman Sachs Financial Conditions 
Index 

FIGURE 4 In theory a higher FFR leads to tighter financial 
conditions for U.S. consumers and businesses. However, 
this isn't exactly what's been happening.  
Even mortgage rates are flat over the last 9 months, which 
helps explain housing's recent strength. 

 
Source: Bloomberg 

Three scenarios for the next 12 months 
With wage growth stuck at 6% and core inflation north of 
4%, we expect the Fed to retain a tightening bias for at 
least the next two quarters. While so much tightening, over  

2 This is significantly below the 1980-2019 average of 11.2% 
(in fact, the lowest during that period was 9.8%). 

such a short period, would normally have ensured a 
recession, nothing about this cycle has been normal. That 
is why we have adopted a scenarios framework. 

Our first scenario calls for a soft landing (40% probability), 
with sub-trend but positive GDP growth, inflation stuck well 
above target, a vigilant Fed, and EPS continuing to grow. 
We believe this implies a choppy SPX, with "fat and flat" 
(i.e., choppy but directionless) equity returns. 

The second outcome involves a "short and shallow" 
recession (also 40% likely), with slightly negative GDP 
growth, inflation decelerating, moderate Fed cuts, and EPS 
declining by 5-10%. For equity markets we believe this 
could be similar to the 1990 recession in which the SPX 
declined sharply for two months but then quickly 
rebounded. 

The third scenario is a hard landing (20% chance), in which 
something breaks. This is what happened on a massive 
scale in 2000-2002 and 2007-2009, although this time the 
imbalances are much less extreme (Figure 5).3  Still, in a 
hard landing, GDP growth would be negative for an 
extended period of time, and EPS would slump by over 
15%. In such an outcome the Fed would be focused on 
financial stability rather than inflation and would quickly 
slash rates by several percentage points. Equity markets 
could plummet by 15-30%. 

FIGURE 5 – The Fed often hikes until something breaks: 
This, not declining inflation, is what typically drives Fed 
cuts.  
We are skeptical of FFR futures which have priced in cuts 
from Q4. 

 
Source: Bloomberg, TD Global Investment Solutions 

Investment implications 
The U.S. economy has been much more resilient this year 
than consensus expected. However, the first two reasons 
for this surprising strength, both related to fiscal policy,  

3 The key vulnerabilities this cycle are in private markets, 
commercial real estate, and smaller banks. 
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are fading. Further, the third reason, relatively 
unresponsive financial conditions, is forcing the Fed to 
tighten ever more aggressively. 

Moreover, monetary policy works with lags that are 
famously long and variable. The Fed just started hiking 16 
months ago and in previous cycles it has taken 
considerably longer (typically 21 to 42 months) for 
recessions to take hold. This suggests the current cycle 
might not be that different, it's just that tightening takes a 
long time to produce its desired effect. 

We still believe a recession is more likely than not. 
However, it is impossible to have high conviction regarding 
the timing and depth of an eventual downturn. Rather, we 
prefer a scenario-based approach which favours a 
cautious stance, focused on quality companies with a 
demonstrated ability to return capital to shareholders 
and/or to produce a return on invested capital in excess of 
their cost of capital. 

TD Global Investment Solutions represents the investment capabilities of TD Asset Management Inc. ("TDAM") and Epoch Investment Partners, Inc. ("TD 
Epoch"). TDAM and TD Epoch are affiliates and wholly owned subsidiaries of The Toronto-Dominion Bank. The TD logo and other TD trademarks are the 
property of The Toronto-Dominion Bank or its subsidiaries. For institutional investors only. The information contained herein is distributed for 
informational purposes only and should not be considered investment advice or a recommendation of any particular security, strategy or investment 
product. The information is distributed with the understanding that the recipient has sufficient knowledge and experience to be able to understand and 
make their own evaluation of the proposals and services described herein as well as any risks associated with such proposal or services Nothing in this 
presentation constitutes legal, tax, or accounting advice. Information contained herein has been obtained from sources believed to be reliable, but not 
guaranteed. Certain information provided herein is based on third-party sources, and although believed to be accurate, has not been independently 
verified. Except as otherwise specified herein, Epoch is the source of all information contained in this document. Epoch assumes no liability for errors and 
omissions in the information contained herein. Epoch believes the information contained herein is accurate as of the date produced and submitted but is 
subject to change. No assurance is made as to its continued accuracy after such date and Epoch has no obligation to any recipient of this document to 
update any of the information provided herein. No portion of this material may be copied, reproduced, republished or distributed in any way without the 
express written consent of Epoch. Past Performance: Any performance information referenced represents past performance and is not indicative of future 
returns. There is no guarantee that the investment objectives will be achieved. To the extent the material presented contains information about specific 
companies or securities including whether they are profitable or not, they are being provided as a means of illustrating our investment thesis. Each 
security discussed has been selected solely for this purpose and has not been selected on the basis of performance or any performance-related criteria. 
Past references to specific companies or securities are not a complete list of securities selected for clients and not all securities selected for clients in the 
past year were profitable. The securities discussed herein may not represent an entire portfolio and in the aggregate may only represent a small 
percentage of a client’s holdings. Clients’ portfolios are actively managed and securities discussed may or may not be held in such portfolios at any given 
time. Projected or Targeted Performance: Any projections, targets, or estimates in this presentation are forward-looking statements and are based on 
Epoch’s research, analysis, and its capital markets assumptions. There can be no assurances that such projections, targets, or estimates will occur and 
the actual results may be materially different. Additional information about capital markets assumptions is available upon request. Other events which 
were not taken into account in formulating such projections, targets, or estimates may occur and may significantly affect the returns or performance of 
any accounts and/or funds managed by Epoch. Non-US Jurisdictions: This information is only intended for use in jurisdictions where its distribution or 
availability is consistent with local laws or regulations. Australia: Epoch Investment Partners, Inc. (ABRN: 636409320) holds an Australian Financial 
Services Licence (AFS Licence No: 530587). The information contained herein is intended for wholesale clients and investors only as defined in the 
Corporations Act of 2001. United Kingdom: Epoch Investment Partners UK, LTD is authorised and regulated by the Financial Conduct Authority of the 
United Kingdom (Firm Reference Number: 715988) South Africa: Epoch Investment Partners, Inc. is a licensed Financial Services Provider (license number 
46621) with the Financial Sector Conduct Authority. 




