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According to the Philadelphia Fed's survey of US forecasters, the probability of a 

contraction in US GDP in a year's time diminished slightly between Q1 and Q2. At 

the same time, many of the Fed's members are thinking about resuming the 

normalisation cycle. With financial conditions having eased, the risk of recession 

in the US seems to have receded recently. We are taking advantage of this lull to 

look at what happens when an expansion phase nears its conclusion. Do cycles 

come to an end following a regular pattern and if so, can we say that the US 

economy is going through the end of its expansion phase? 

Hardcore (recession)… I know it when I see it 

A quick look at Google Trends shows that the media spotlight on the topic "US 

recession" has become less intense recently. In the survey published last week, the 
professional forecasters polled by the Philadelphia Fed edged down their probability 
estimate for a contraction in real GDP in one year's time. Several members of the Fed 
seem to have become more optimistic again. The economic situation in the US appears 
to be less of a source of concern than a few months ago. We are taking advantage of 
this lull to look at what happens when an expansion phase nears its conclusion. Our 
goal is to identify common characteristics borne by end phases of cycles, i.e. before the 
recession dynamic sets in, most often following a shock.  
 

First, we must do away with the widespread (but largely misguided) notion that the 
longer the expansion lasts, the higher the risk of entering a recession is. The analogy 
between economic cycles and the life cycles of human beings is not borne out by the 
facts

1
. Or to be more specific, based on US data, it has lost all meaning in the post-war 

period which saw the implementation of contra-cyclical policies. Before World War II, 
the risk of recession rose sharply as the business cycle's duration increased. After, this 
positive relationship more or less vanished. Next month, the expansion in the US will 
enter its eighth year, but we cannot say that this in itself is a reason to worry (charts). 

US: probability of recession and duration of expansions US: duration of expansions 

  
Sources: NBER, Fed SF, Oddo Securities 

 The question raised by the ageing of the cycle pertains to possible imbalances that 
have formed since the recovery started. These include excess debt, valuation bubbles 
and inflationary pressure and make the economy more vulnerable to shocks, which is 
what triggers the recession. In short, expansion phases do not die of old age, but 
they do tend to have a violent death. At the end of last summer, we took a closer look 

                                                           

 
1
 The standard reference work is Diebold & Rudebusch (1990), “A nonparametric investigation of duration dependence in the American business cycle”, 

Journal of Political Economy. The result is updated by Rudebusch (2016), “Will the economic recovery die of old age?”, FRBSF Economic Letter. 
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at the usual suspects
2
. There are five of them: a spike in oil prices, monetary tightening, 

the bursting of a property bubble, a financial crisis and a slowdown in external demand. 
None of these potential shocks, particularly the first three, is of significant magnitude to 
pitch the US economy into recession. Oil prices are still low, despite their recent 
rebound. The Fed is, for the moment, being ultra-gradual in its rate hikes. The real 
estate sector is in the full throes of recovery with no real signs of overheating. The 
turbulence in the financial markets is more worrying, particularly because it is recurring 
(Q3 2015 and Q1 2016), but no clearly visible negative impact can be seen on the real 
economy. And, with all due caution, we can say that the authorities in China seem to 
control more or less efficiently the ongoing slowdown. 
 
To evaluate the vulnerability of the cycle, it can be useful to identify any patterns 
followed during the end of expansion phases, i.e. by examining what happens 
just before recessions. To do so, we have looked at how macro-economic data have 
fared since 1950 at the start and end of expansions, i.e. in the 18 months following and 
preceding recessions as defined by the NBER. We have retained the usual data which 
measure growth, inflation, labour market conditions, consumer spending, investment 
and profits. By way of comparison, we have also looked at the situation of the past year 
compared with 2009-2010 which marked the start of the current expansion. 
 

US: trends in economic data at various stages of the business cycle 

 
Sources: Thomson Reuters, NBER and Oddo Securities 

  
What does the end of a cycle look like? It is characterised by a significant loss of 

momentum in GDP and consumption growth. This slowdown is more marked in real 
than in nominal terms because inflationary pressure surfaces. Unemployment no longer 
drops since the labour market has normalised (return to or below full employment). 
Profitability peaks. Residential investment slows down significantly, possibly resulting 
from an increase in mortgage rates and tougher loan standards. More surprisingly, 
industrial investment does not show signs of flagging, perhaps because capital intensity 
becomes distorted by rising labour costs.  
 

Does the current situation of the US economy already fit in with the standard 
pattern of a cycle end? Overall, the answer is no, but some details do need to be 
pointed out.  

 For three of the ten variables, recent trends (compared with the start of the recovery 
in 2009-2010) have been similar to what we can expect 18 months ahead of the next 
recession. Nominal growth has dipped, core inflation has recovered and the labour 
market is nearing full employment.  

 The profit cycle is unusual in that we can already see a sharp contraction in profits 
while the economy remains on a growth path close to or even higher than its 
potential. The impact of the oil crisis is clear, as it is exerting a significant drag on 
part of the industrial sector. The dollar's firming trend over the same period has also 
eroded profits generated outside the US. 

 Two variables are sending out a more ambiguous signal. On the one hand, the 
slowdown in real growth is ultimately fairly moderate. Granted, growth did not rise as 
high as might have been hoped in the first place given the severity of the recession 
(Zarnowitz rule). On the other, unemployment remains on a downtrend since job 
creation is outpacing the rise in the working-age population. The recent stabilisation 
in the unemployment rate (the downside of the rise in the participation rate) warrants 
careful monitoring. 

                                                           

 
2
 See our Economic Note of 3 September 2015, "What could trigger a recession in the US in the coming year?” 
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growth

Industrial 

investment 

growth

Post-WWI recessions -1.4 2.8 5.0 5.4 2.3 -316 0.4 -3.2 -8.8 -3.3

Post-WWII expansions

(a) Start of expansion 5.1 7.9 2.4 3.0 -0.5 132 4.7 27.4 19.0 6.9

(b) End of expansion 3.7 7.5 4.3 4.4 -0.3 197 3.7 0.7 3.6 11.8

Current expansion

(c) 2009-2010 2.7 4.1 1.9 1.0 0.1 63 2.4 32.0 1.5 4.6

(d) 2015 2.0 3.3 1.1 2.3 -0.7 146 2.7 -9.8 12.2 6.3

Change

(b) versus (a) -1.4 -0.4 1.8 1.3 0.2 65 -1.0 -26.7 -15.4 4.9

(d) versus (c) -0.7 -0.9 -0.9 1.3 -0.8 82 0.3 -41.8 10.8 1.7

Unless otherwise indicated, quarterly annualized growth/change *non-farm payrolls, normalized to 2015 levels
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 Four variables are developing in a way that is entirely uncharacteristic with the end 
of a cycle. First, headline inflation remains low and is showing no clear acceleration, 
which eliminates pressure on the central bank to significantly tighten its policy 
stance. Even if the Fed intends to resume its cycle of rate hikes, as suggested by 
several recent comments (see our Focus-US of 20 May: "The Fed returns to its real 
mandate"), no-one at the Fed is worried about a spiralling of inflation. Once the 
moderating effects of the oil counter-shock have abated, inflation should return to its 
target, but not well above. Second, household spending remains solid, without any 
identifiable deterioration in their financial situation. The savings rate is relatively high 
and their indebtedness has fallen since the subprime crisis. Third, the increase in 
industrial investment is fairly modest (here again, partly due to the recession in the 
oil sector) and shows absolutely no excess. Nevertheless, business investment is a 
good coincident indicator but not a leading indicator of the business cycle. Lastly, 
investment in residential construction remains firmly in a catch-up phase.  

 The role of the residential construction sector in the US cycle should be put in 
its rightful place, i.e. first. It is often said that industry foreshadows trends in the 

rest of the economy, but historically this is not the case. It is actually residential 
construction that predicts cycle peaks and, above all, cycle troughs, due to its 
geographic reach, its jobs content and its repercussions on the balance sheets of 
households and banks. For some, this sector alone is the business cycle

3
. Eight out 

of ten recessions since 1945, were preceded by a decline in activity in the residential 
construction sector. The only two exceptions were the recession of 1953 (caused by 
the reduction in military spending) and that of 2001 (caused by the bursting of the 
internet bubble). The strength of the residential sector is therefore a reassuring sign. 
In Q1 2016, investment in the residential sector represented only 3.6% of GDP vs an 
average of 4.6% since 1950. There is certainly no excess in housing construction, or 
even a perceptible overheating in the national trend of house prices.  

 
Experience tells us that it is easier to grab attention by saying that a recession is 
coming in six months’ time than by saying that no recession is expected over the 
same time period. We also know that a recession always contains a trigger which 
although not immediately apparent is visible after the fact. That said, we conclude 
that for the time being the US economy is showing no clear signs that it has 
already entered the final months of its expansion. The weakness of several 

economic data (e.g. inflation, capital investment, business climate, profits) is essentially 
linked to the effects of the oil counter-shock. The collapse in investment in the oil sector 
(-70% since 2014) has wiped more than half-a-point from GDP growth. This weakness 
does not appear to have spread to the rest of the economy, notably via the exposure of 
the financial sector, although this risk should be monitored. For the remainder, the 
majority of factors leading to recession (housing bubble, inflation pressures) are absent, 
or where they do exist (markets, China), they have not gained in intensity over recent 
months.  
  

 

  

                                                           

 
3
 See Leamer (2007), “Housing IS the business cycle”, NBER working paper. This paper cause something of a sensation when it was  presented to the 

Jackson Hole Symposium in the summer of… 2007. 
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