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Learning the hard way

Debates about a “soft landing” versus a U.S. recession rather miss some of the harder questions

investors should really be concerned about.

L

- We tend to see the strength of the U.S. economy in the
year to date, which has surprised many observers
including us, as likely to prove fleeting.

- That, in turn, informs our caution for risky assets such
as equities.

- But we are constantly testing the assumptions
underpinning this with, in light of incoming evidence.
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S ometimes, you can get lucky. That is roughly the

logic financial markets have been leaning towards in recent
months, when it comes to U.S. recession risks. Hopes have
been on the rise for a “soft landing”. That's the term that has
been in use since the mid-1990s when the U.S. Federal Reserve
(Fed) manages to keep inflation under control without causing
a recession. For further details on how to assess some of the
latest readings in terms of recession probabilities, we would
refer you to our latest U.S. economic outlook! Our base case
remains - excuse the bad pun - a “soft recession” at some
point this winter, perhaps starting in the fourth quarter or a
little later.

Unless you earn a living in part by making “recession” calls,
as many of us do, this is a distinction without all that much

of a difference. Whether you call a soft patch a recession or
not has as much to do with who makes the call and how as
it does with the underlying economic realities.? It distracts
from some of the harder questions investors should really
be concerned about. Therefore, in what seems to be becoming
an annual tradition since the start of the pandemic, we have
to talk about sense and nonsense once again.?

Like a lot of nonsense you have been reading in recent years,
that debate starts with a rough, often quite sensible rule of

a thumb for economic and financial forecasting. It is usually
a good idea to be skeptical of stories driving markets that
sound too good to be true. Monetary policy lowers inflationary
pressures by trying to impede growth through various channels,
from home mortgages making construction of new houses

Available at: Soft landing or soft recession | U.S. Economic Outlook | DWS Investment GmbH
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less appealing, to loans for business investments and your
very own credit card charges. More subtly, though, it also can
produce winners. For example, those credit card charges are
someone else’s income, ultimately benefitting some house-
holds. The bulk of household savings is held richer and older
ones, which may have lower propensities to consume the
additional income form their savings.

Working through all these different channels and finding proxies
that served econometric modelers well in the past is a dark
art that takes years, if not decades to master. Skilled practi-
tioners learn how to take shortcuts that have worked in
practice, even if they make little sense in theory.

That said, experienced practitioners with a solid theoretical
foundation will likely know when to pause and reconsider the
behavioral assumptions behind their models. Knowing when
to make that call is often extremely tricky, even conceptually
in the philosophy of science.* When is it time to reconsider
your worldview in light of the evidence in order to better
understand afterwards?

This general question also applies to the world of finance.
Many practitioners and market participants ask themselves
far too rarely when everything seems as it should be at the
surface. Until things turn out differently than “everyone” thinks.
That is part of the underlying reason why conventional wis-
dom in financial markets so often gets stuff wrong, producing
nonsense. Insidiously, if enough practitioners make the same
type of error on the same question, they have every reason to
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https://dws.com/insights/cio-view/us-economic-outlook/2023/us-economic-outlook-202309/?setLanguage=en
https://www.nber.org/research/business-cycle-dating/business-cycle-dating-committee-announcements
https://www.nber.org/research/business-cycle-dating/business-cycle-dating-committee-announcements
https://www.dws.com/insights/cio-view/cio-view-quarterly/q3-2022/202209-cio-view-focus/
https://www.dws.com/insights/cio-view/cio-view-quarterly/q3-2021/sense-and-nonsense-in-pandemic-times/
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believe that there is safety in numbers. Making the usual
cognitive lapses in the process we have previously outlined.?

These people have convinced themselves - and others -
that “soft landings” are “empirically” hard to pull off and
therefore, unlikely in 2023 and 2024. "Common sense” often
contributes.® Intuitively, it seems exceedingly hard for the Fed
to achieve a “soft landing.” Would that not require the Fed -
or some other central bank to get everything exactly right,
even in the face of badly timed shocks to the supply side - from
oil prices to wars and global supply chains? Intuitively, it seems
like a safe assumption that times of tranquility, such as the era
of the great moderation until the Global Financial Crisis of 2008,
tend to have to do with good luck as much as with superior
policy making wizardry and may even store up problems for
later when the luck runs out.”

We certainly have some sympathy with the view central bankers
are never quite as omniscient as some of their leaders or public
acolytes like to think.2 However, depending on how you define
them and categorize individual cycles, soft landings are not all
that rare in recent U.S. economic and monetary history.® A
moment of thought suggests why. If surprises — whether on
the supply or in terms of behavioral changes or model mis-
calibrations are random, that would suggest that luck - and
ignorance are going to be helpful roughly as often as harmful
from the perspective of central bankers.

Such thinking can be extremely valuable. Many investors may
not particularly care where they are wrong in terms of their
explanations. They do care, though, about when and how the
market as a whole might be wrong. Knowing about the pitfalls
of common sense and intuitive reasoning of most other par-
ticipants is a powerful tool for doing so.

During periods of heightened underlying uncertainty, investors
and business alike tend to react instinctively. This can create
inefficiencies and forecasting errors. As the economist Andrew
Lo likes to put it: “Financial markets are driven by our interac-
tions as we behave, learn and adapt to each other, and to the

o identify

social, cultural, political, economic, and natural environments
in which we live."

Such collective learning works well, when conditions are stable.
But if and when the environment is hit by sudden shocks, or a
series of shocks, from a global pandemic and a war to an inflation
surge not seen for decades, adoptive expectations can be very
different from what looks rational with the benefit of hindsight.
Add measurement issues and previously reliable correlations,
for example between consumer sentiment and actual spend-
ing breaking down, and the fog is currently unusually thick. In
inflationary times, after all, it is not that unusual for behavior
patterns to change, potentially interacting in ways you cannot
guess from just looking at historical data.

This is when a solid theoretical grounding and knowledge

of economic history comes in handy. It turns out that during
inflationary episodes, a decoupling between investment-
driven economic momentum on the one hand, and financial
markets and other sentiment indicators on the other, is neither
all that unusual nor theoretically implausible.?

Nevertheless, our house view remains cautious, mainly given
the headwinds currently building for U.S. consumers. Signs of
labor market weakening come on top of a whole host of drags
looming in coming months, from student debt repayments
increases and an unfolding autoworkers strike, to higher energy
prices. Meanwhile, we tend to see the strength of the U.S.
economy in the year to date, which has surprised many
observers including us, as likely to prove fleeting® It reflected
several factors now likely to fade. In particular, issues such as
the timing of tax payments, and higher than expected deficits,
supported consumption in the first half. Along with upside
surprises in volatile business investments, such as automo-
tives and aircraft, as well as rigid inventories in the second
quarter, this suggests to us that upside revisions to economic
output for 2023 will come at the expense of weaker growth
heading into the new year. That, in turn, informs our caution
for risky assets such as equities.
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https://www.dws.com/en-ch/insights/cio-view/investment-traffic-lights/itl-2023/202308-investment-traffic-lights/
https://www.clevelandfed.org/publications/economic-commentary/2008/ec-20080301-the-great-moderation-good-luck-good-policy-or-less-oil-dependence
https://www.dallasfed.org/research/economics/2022/0712
https://www.dallasfed.org/research/economics/2022/0712
https://www.nber.org/system/files/working_papers/w19981/w19981.pdf
https://www.nber.org/system/files/working_papers/w19981/w19981.pdf
https://pubs.aeaweb.org/doi/pdfplus/10.1257/jep.37.1.101
https://www.economist.com/graphic-detail/2023/09/07/the-pandemic-has-broken-a-closely-followed-survey-of-sentiment
https://www.nytimes.com/2023/09/07/opinion/economy-inflation-negativity.html
https://www.atlantafed.org/cqer/research/gdpnow
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Glossary

A budget deficit is created whenever the spending in a public A recession is, technically, when an economy contracts for

budget exceeds the income within a given time period two successive quarters but is often used in a looser way to
indicate declining output.

The financial crisis refers to the period of market turmoil that

started in 2007 and worsened sharply in 2008 with the col- A soft landing is when an economy's rate of growth slows in a

lapse of Lehman Brothers. controlled fashion without major disruptive effects on employ-
ment, external balances etc.

Inflation is the rate at which the general level of prices for

goods and services is rising and, subsequently, purchasing The U.S. Federal Reserve, often referred to as "the Fed"”, is

power is falling. the central bank of the United States.

Volatility is the degree of variation of a trading-price series
over time. It can be used as a measure of an asset's risk.
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