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Vanguard economic
and market update
Vanguard’s key points:
• Major global equity markets have
fallen in the last month, many by
more than 5%, amid heightened
US-China trade tensions, among
other factors.

• Against a backdrop of
weakening growth and uncertain
policymaking globally, investors
should expect more volatility.

Recession risk
The phenomenon of shorter-term interest
rates exceeding longer-term rates is known as
an inverted yield curve, and it’s traditionally a
harbinger of recession.
• Vanguard has been closely watching the yield
curve since the yield on US 3-month Treasury
bills exceeded that of 10-year notes in March.
On August 14, the 2-year/10-year curve similarly
inverted, for the first time since 2007. Equity
markets took notice, with the S&P 500, as an
example, falling nearly 3%.
• Vanguard’s base case currently isn’t for a
US recession in 2020. But if the yield curve
doesn’t normalise after the September US
Federal Reserve meeting, Vanguard is poised to
reassess its outlook for both a US recession and
the Fed’s interest-rate target.

Economic growth
Vanguard expects softening global growth to
continue over the next 12 months owing to trade
tensions and policy uncertainty. A global or major
regional recession still is not our base case, but the
risk is more elevated than normal.
• In the United States, with US-China trade
tensions still high, Vanguard sees growth
slowing to below trend by the end of the year.
On June 10, Vanguard cut its outlook for US
economic growth to 1.7% (annualized) for the
second half of the year, with full-year 2019
growth now lower at close to 2%.

•

It is important that investors
have a balanced portfolio that
they can remain committed
to, says Vanguard Chief
Investment Officer Greg Davis.

• In China, Vanguard still sees 2019 real GDP
growth at 6.2%, but with risks to the downside.
With China in a prolonged structural slowdown,
we see growth further slowing to closer to
5.8% in 2020 given continued private-sector
weakness and drags from US tariff escalations.
• In the euro area, following continued
deterioration in global manufacturing and an
escalation of US-China trade tensions, we
have downgraded our 2019 GDP forecast from
1.0% to 0.8%. We now place a 35% to 40%
probability on a euro area recession in the next
12 months.
• In the UK, we expect growth to remain sluggish
given the ongoing drag from Brexit uncertainty,
and the weaker global backdrop.

Monetary policy
All signs point to central banks lowering interest
rates as they aim to stimulate economic growth
amid low inflation.
• In a change to our view since our July update,
we now expect both the Bank of England
and the Bank of Japan to lower rates later
this year. And we foresee other emerging
markets following the lead of India, Indonesia,
and Thailand, all of which have cut benchmark
interest rates recently.
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• In the United States, the US Federal Reserve
cut the target for its federal funds rate, as
we expected, by 25 basis points on July 31
to a range of 2.0% to 2.25%. We expect an
additional cut by the end of the year, with the
magnitude dependent on the shape of the
yield curve.
• We maintain our view that the European
Central Bank will cut rates by up to 20 basis
points and restart quantitative easing—an
increase in the money supply through central
bank purchases of government securities—at a
pace of around €30 billion a month by the end of
the year.

Inflation
Vanguard’s outlook on inflation is mixed, with
weaker global growth offset by upward pressure
from tariffs. But the sensitivity of core inflation
to tight labour markets is likely weaker than in
past cycles, owing to increased labour market
competition from low-wage offshore workers and
advances in technology.

Trade
The US-China trade dispute has continued to
move global financial markets.
• In the most recent development, the United
States said on August 13 that it would delay
imposition of 10% tariffs on certain Chinese
goods including certain consumer electronics,
toys, and clothing until December 15. Still, a
sharp escalation in tariffs and concomitant
spillovers to global trade represent the
greatest downside risk to several of our
economic projections.

• Yet despite challenges, global trade isn’t
dead. In late June, the European Union and
the South American trading bloc known as
Mercosur reached a broad trade agreement
that, among other things, removes most tariffs
on EU exports to Brazil, Argentina, Uruguay,
and Paraguay.

Brexit
We expect Brexit-related uncertainties to persist
into the new year, with a rebound in UK GDP in the
quarters following an agreement, which we see as
the most likely longer-term outcome.
• The ISG research paper It’s not EU, it’s me:
Estimating the impact of Brexit on the UK
economy presents Vanguard’s findings on
the potential effects of Brexit under a variety
of scenarios.

Employment
Vanguard expects unemployment rates in most
major economies to remain broadly stable in the
year ahead.
• However, Vanguard foresees the decline in US
employment growth continuing as the labour
market’s ability to fill jobs disappears and
businesses curb hiring over heightened policy
uncertainty and trade concerns.
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