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The strong recovery of financial markets in recent months has far outpaced the real economy’s more mixed rebound. We 
show that a broadly similar divergence has been a feature of every U.S. recession for more than 50 years. Furthermore, the 
timing of such divergences has typically been a powerful signal of a forthcoming macro recovery. 

Following an unprecedented, virus-induced decline through the spring, the U.S. economy posted a remarkably strong 
rebound during the summer. Third-quarter real GDP growth appears to have expanded 30% (on an annualized basis)—
the strongest quarterly pace of the post-war period. Similarly, the labor market has restored well over 10 million jobs. 

But, even so, the overall level of economic performance remains weak. Real GDP is down roughly 3-4% relative to its level 
in Q4 2019, and the labor market still has a deficit of more than 10 million jobs. Available macro indicators point to a 
somewhat softer pace of recovery in the months ahead, even as Washington has failed to reach agreement on another 
round of fiscal stimulus—including much-needed unemployment benefits. All of this is occurring in the face of a historically 
contentious presidential election, with the controversies threatening to drag on until well after election day. And the virus 
remains a severe concern.1 

Notwithstanding these uncertainties, U.S. financial markets have rebounded vigorously in recent months (Figure 1).  Equity 
prices, while down from their early-September peak, are above pre-virus levels. Corporate spreads for U.S. investment-
grade and high-yield debt have also recovered substantially. While still somewhat above pre-pandemic levels, these 
spreads have moved back below their twenty-year averages. 

FIGURE 1: THE REBOUND IN U.S. EQUITIES AND CORPORATE CREDIT SPREADS 

 
Source: Standard & Poor’s and Bloomberg. *For both investment grade and high yield. 
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All of this raises the question: have the markets become unmoored from the fundamental realities of the economy? 

Figure 2 draws on a recession probability model that we developed in a February 2020 white paper to shed light on this 
question. At the time, we found little hint of recessionary forces at work in the U.S. economy. Of course, everything changed 
as the virus proliferated across the globe.2 

Our model assesses the probability that the economy is in recession during the coming year. Applying this framework to 
recent data confirms a marked divergence between the macro and financial variables.  

Looking just at macro variables—including initial unemployment claims, goods consumption, and consumer confidence—
the model sees conclusive evidence (100% probability) that the economy remains in recession. 

In contrast, the financial model, which incorporates the Treasury term spread, real returns on the S&P500, and the non-
commercial paper spread, shows only a slightly elevated recession probability. Financial markets seem to be taking a more 
buoyant view of the economy’s prospects. 

FIGURE 2: RECESSION TRACKING MODELS ARE DIVERGING 

 
*Variables include Initial Unemployment Claims, Real Goods PCE, Consumer Confidence, Housing Permits, and Average Hourly 
Earnings. **Variables include Term Spread, Real S&P500 Index, Nonfinancial Commercial Paper Spread. Source: PGIM Fixed 
Income 



HAVE THE MARKETS BECOME UNMOORED FROM FUNDAMENTALS? October, 2020 

For Professional Investors Only. All Investments involve risk, including the possible loss of capital. 

By our reckoning, this divergence between macro and financial performance reflects several factors. First, the Fed’s 
massive monetary stimulus tends to provide rapid support to the markets, but its effects on the real economy—on spending, 
investment, and housing—percolate more slowly over time. Second, and more fundamentally, the markets are forward-
looking in their assessments. Asset prices reflect the state of the economy today, but they also factor in the prospects for 
economic recovery going forward. 

Of course, another possibility is that large-scale economic stimulus and other policy interventions are blunting the market’s 
capacity to assess risks, with investors expecting further policy interventions in the event of renewed downside pressures. 
These expectations, in turn, may be creating unrealistic expectations for the timing and strength of the recovery, artificially 
lifting asset prices. 

With this in mind, Figure 3 looks at the divergence between the recession probabilities obtained from the two models using 
data back to the mid-1960s.3 Viewed in historical context, the current divergence is significant but hardly unprecedented. 
Divergences of similar magnitude have occurred before. And, notably, a sizable divergence has characterized the end of 
all eight previous U.S. recessions.  

The lower table examines these downward spikes in more detail. In each instance, the recession’s trough has been 
accompanied by a roughly contemporaneous divergence between the estimates of the two models. Such divergences 
have been remarkably reliable signals that a recession is coming to an end. 

FIGURE 3: EXUBERANCE—OR A SIGNAL THAT THE RECESSION IS ENDING? 

 

 
Source: PGIM Fixed Income 
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The one false positive from this framework occurred in May of 2008. Following the financial disruptions in the fall of 2007 
and the collapse of Bear Stearns in March 2008, it looked like stresses were poised to abate. 

As just one example of perspectives at the time, at the June 2008 FOMC meeting, St. Louis Fed President Jim Bullard 
noted, “Policy was very aggressive during January and March of this year. This was, in part, a pre-emptive action, insurance 
against a particularly severe downturn brought on by financial contagion. This was a very real possibility, but it did not 
materialize.”  

Of course, the situation deteriorated further, leading the Fed to again ramp up its stimulus. The two models again diverged 
in June 2009 and, this time, nailed the trough of the downturn. 

These results suggest that through recessionary periods, markets have been a powerful forward-looking signal of recovery.  
As such, the recent rebound in financial markets, while extraordinary given the ongoing challenges the economy faces, 
should not be quickly dismissed as just “market exuberance.” Clearly, the macro uncertainties remain high, but in past 
episodes, the markets have done exceptionally well in piercing through the fog. 

 

1 Consistent with these observations, the Fed’s minutes from its September meeting noted, “Participants continued to see the uncertainty 
surrounding the economic outlook as very elevated, with the path of the economy highly dependent on the course of the virus…” 

2 Our paper, memorably entitled, “Can This Expansion Last Forever?,” provides more details regarding the structure and estimation of 
our framework 

3 Light blue shading indicates the 12 months before a recession; gray shading indicates the recession period. 
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and a Prudential Financial, Inc. (“PFI”) company. Registration as a registered investment adviser does not imply a certain level or skill or training. PGIM Fixed 
Income is headquartered in Newark, New Jersey and also includes the following businesses globally: (i) the public fixed income unit within PGIM Limited, 
located in London; (ii) PGIM Netherlands B.V. located in Amsterdam; (iii) PGIM Japan Co., Ltd. (“PGIM Japan”), located in Tokyo; (iv) the public fixed income 
unit within PGIM (Hong Kong) Ltd. located in Hong Kong; and (v) the public fixed income unit within PGIM (Singapore) Pte. Ltd., located in Singapore 
(“PGIM Singapore”).  PFI of the United States is not affiliated in any manner with Prudential plc, incorporated in the United Kingdom or with Prudential 
Assurance Company, a subsidiary of M&G plc, incorporated in the United Kingdom.  Prudential, PGIM, their respective logos, and the Rock symbol are 
service marks of PFI and its related entities, registered in many jurisdictions worldwide. 

These materials are for informational or educational purposes only.  The information is not intended as investment advice and is not a recommendation 
about managing or investing assets.  In providing these materials, PGIM is not acting as your fiduciary. These materials represent the views, opinions and 
recommendations of the author(s) regarding the economic conditions, asset classes, securities, issuers or financial instruments referenced herein.  
Distribution of this information to any person other than the person to whom it was originally delivered and to such person’s advisers is unauthorized, and 
any reproduction of these materials, in whole or in part, or the divulgence of any of the contents hereof, without prior consent of PGIM Fixed Income is 
prohibited.  Certain information contained herein has been obtained from sources that PGIM Fixed Income believes to be reliable as of the date presented; 
however, PGIM Fixed Income cannot guarantee the accuracy of such information, assure its completeness, or warrant such information will not be changed.  
The information contained herein is current as of the date of issuance (or such earlier date as referenced herein) and is subject to change without notice.  
PGIM Fixed Income has no obligation to update any or all of such information; nor do we make any express or implied warranties or representations as to 
the completeness or accuracy or accept responsibility for errors.  All investments involve risk, including the possible loss of capital. These materials are not 
intended as an offer or solicitation with respect to the purchase or sale of any security or other financial instrument or an y investment management 
services and should not be used as the basis for any investment decision.  No risk management technique can guarantee the mitigation or elimination of 
risk in any market environment.  Past performance is not a guarantee or a reliable indicator of future results and an investment could lose value.  No liability 
whatsoever is accepted for any loss (whether direct, indirect, or consequential) that may arise from any use of the information contained in or derived from 
this report.  PGIM Fixed Income and its affiliates may make investment decisions that are inconsistent with the recommendations or views expressed herein, 
including for proprietary accounts of PGIM Fixed Income or its affiliates. 

The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as 
recommendations of particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made regarding 
the suitability of any securities, financial instruments or strategies for particular clients or prospects.  For any securities or financial instruments mentioned 
herein, the recipient(s) of this report must make its own independent decisions. 
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留意事項 2 
 

※本資料はPGIMフィクト・インカムが市場動向に関する情報提供としてプロの投資家向けに作成したものです。PGIMフィクスト・インカムは、⽶国SECの登録投資顧問会
社であるPGIMインクの債券運⽤部⾨です。 
 
※本資料は情報提供を⽬的としたものであり、特定の⾦融商品の勧誘⼜は販売を⽬的としたものではありません。また、本資料に記載された内容等については今後変更
されることもあります。 
 
※記載されている市場動向等は現時点での⾒解であり、これらは今後変更することもあります。また、その結果の確実性を表明するものではなく、将来の市場環境の変動
等を保証するものでもありません。 
 
※本資料に記載されている市場関連データ及び情報等は信頼できると判断した各種情報源から⼊⼿したものですが、その情報の正確性、確実性について当社が保証す
るものではありません。 
 
※過去の運⽤実績は必ずしも将来の運⽤成果等を保証するものではありません。 
 
※本資料は法務、会計、税務上のアドバイスあるいは投資推奨等を⾏うために作成されたものではありません。 
 
※当社による事前承諾なしに、本資料の⼀部または全部を複製することは堅くお断り致します。 
 
※“Prudential”、“PGIM ”、それぞれのロゴおよびロック・シンボルは、プルデンシャル・ファイナンシャル・インクおよびその関連会社のサービスマークであり、多数の国・地域で登
録されています。 
 
※PGIMジャパン株式会社は、世界最⼤級の⾦融サービス機関プルデンシャル・ファイナンシャルの⼀員であり、英国プルーデンシャル社とはなんら関係がありません。 
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