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A closer look

The U.S. economy: how close to a late cycle?

Overview

The economic expansion1 in the United States keeps rolling along.
It's already more than nine years old, the second longest on record,
and it shows little sign of flagging. It has even gained strength
over the past year, and though this acceleration is unlikely to be
sustained, the expansion is well positioned to become the longest
in U.S. history by summer 2019. Age alone will not do it in. As
we have argued before, the probability of a U.S. expansion coming
to an end is independent of how long it has already lasted – no
higher for "old" expansions than "new" ones.2 And what constitutes
"old" has been changing, with expansions since the 1980s lasting
longer on average than their predecessors. That's true outside the
United States as well, where some countries (e.g., United Kingdom,
Australia) have seen expansions last well over a decade.

So if age doesn't kill expansions, what does? In a word, excesses.
Expansions can strain the economy's resource capacity, generating
destabilizing inflationary pressures that prompt aggressive
tightening by the U.S. Federal Reserve (Fed) and ultimately bring
on recession. Expansions can also be felled by a different, albeit
related excess: households and businesses becoming imprudent,
weaving an interconnected web of debt, mal-investment, and
leveraged financial claims built on unduly optimistic expectations
that eventually provokes a day of reckoning. Prime examples
include the tech or overinvestment binge turned to bust in the early
2000s commonly known as the Dotcom bubble, and the housing or
consumer debt bubble that precipitated the financial crisis. In short,
expansions get undone either because the economy overheats or
overindulges – sometimes a bit of both.

How vulnerable is the current expansion on these fronts?
Fortunately, it still seems largely devoid of the kinds of excesses
that derailed the last two expansions. Chastened by the crisis,
households and businesses, borrowers and lenders, savers and
spenders (and regulators) have been more cautious this time.
What's more, inflation expectations appear firmly anchored, and
wages and prices seemingly less responsive to changes in slack,
suggesting the economy is less prone to inflationary overheating.
But it's hardly immune. Labor markets are tight and likely to get
tighter still, threatening not only an uptick in inflation, but also
suggesting that monetary policy may still be too accommodative,
and might yet kindle broader financial and economic excesses. Or
these excesses could develop on their own. Though not imminent
or unavoidable, these are non-negligible risks. Labor markets are
eventually going to have to stop tightening, and perhaps even
ease up a bit, and some further snugging of monetary policy and

1
Expansion is the phase of the business cycle when the economy moves from a trough to a peak. It is a period when business activity level surges

and gross domestic product (GDP) expands until it reaches a peak.
2
A Closer Look, February 2017, "Does the U.S. expansion still have legs?" https://dws.com/US/EN/resources/insights/market-insights/
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financial conditions will likely be needed to make that happen
(and to forestall other financial or economic imbalances). This
process may not be seamless. Cooling the financial and economic
backdrop enough to pre-empt destabilizing excesses without short-
circuiting the expansion has historically proven challenging. Though
the economy today does seem better positioned to pull off this kind
of "soft landing3 ," it's still going to be tricky.

The private sector is not over its skies

There are many ways of gauging economic and financial excess.
Aggregate debt, current account balances, asset prices and
financial market valuations, lending standards and practices, are
just a few of the telltale barometers commonly scrutinized for signs
of imprudence. A broad measure that encapsulates many of these
indicators, and that has been a pretty reliable portent of trouble, is
the private sector financial balance: the sum of the total income less
the total spending of all households and businesses. Equivalently, it
is the private sector's domestic saving less its domestic investment
– essentially, its contribution to the nation's current account balance
(which is also comprised of the government's fiscal balance). When
the private sector is running a large financial surplus, its income well
above spending, it is generally on firm ground, well able to support
continued growth, and not a threat to financial stability. That ground
becomes shakier, however, as the financial balance shrinks, and
especially if it turns to deficit – if spending outstrips income,
forcing households and firms to rely on net borrowing (or asset
sales) to keep the music playing. That's inherently unstable, making
households and businesses especially vulnerable to shifts in credit
availability, financial conditions, risk appetites, and expectations.
And if those shifts force the private sector to hunker down – to
bring spending suddenly into better alignment with income – that
can create a vicious, negative feedback loop between deteriorating
economic and financial conditions that may even threaten the
stability of the financial system.

Debt alone is not necessarily the problem. The private sector's
debt-to-income and debt-to-asset ratios were trending higher for
decades prior to the tech and housing bubbles, but much of that
rise in leverage was benign; a reflection of financial innovations
(like the increased availability of credit) that helped households and
firms better manage their cash flows, smooth their spending, and
spread risk around the financial system.4 It's when the debt enabled
unsustainable spending – pushing the private sector's financial
balance below historical norms, and especially into deficit – that
trouble ensued. That's what happened prior to the financial crisis,
in the run-up to the 2001 recession, and to a lesser extent before
the recessions of the early 1990s and early 1980s.

3
A soft landing is when an economy’s rate of growth slows in a controlled fashion without major disruptive effects on employment, external

balances etc.
4
The debt ratio is a financial ratio that measures the extent of a company’s or consumer’s leverage and is defined as the ratio of total debt to total

assets.

All opinions and claims are
based upon data on 11/16/18
and may not come to pass.
This information is subject to
change at any time, based upon
economic, market and other
considerations and should not be
construed as a recommendation.
Past performance is not
indicative of future returns.
Forecasts are based on
assumptions, estimates, opinions
and hypothetical models that
may prove to be incorrect.
DWS Investment Management
Americas Inc.

CRC 063487 (12/2018)

All articles are available on https://go.dws.com/cio-view-articles 2

https://go.dws.com/cio-view-articles


//

Private Sector Financial Balance: Not Stretched

Sources: U.S. Bureau of Economic Analysis (BEA), National Bureau of Economic Research as of
11/2018
*Total income minus total spending

That sort of trouble does not seem to be brewing today. Although
the private sector's financial surplus is down substantially from
the peaks reached following the massive retrenchment of the
Great Recession, it remains moderately positive, above long-term
averages and far from the precarious depths plumbed prior to
past downturns (particularly the deficits that preceded the last
two recessions). On this metric, then, the private sector does
not seem stretched. Households, nonfinancial firms, and financial
intermediaries are being decidedly more prudent this time around;
the personal savings rate, for example, remains well above the lows
reached during the housing bubble, even though household net
worth is back at record highs. Households seem not just wealthier,
but wiser. So too do their lenders (and perhaps their regulators).
The banking system, for example, is much better capitalized and
less leveraged, and though lending and credit standards have
eased substantially since the crisis, they have not become wantonly
reckless again. On the nonfinancial corporate side, the financing
gap remains in check, reversing a temporary jump related to tax
reform and retracing to well below the peaks reached in the run-ups
to prior downturns (especially the tech boom). Firms do not seem
overextended in their capital outlays, or overly reliant on external
financing.
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Households: More prudent this time

Sources: U.S. Federal Reserve Board, U.S. Bureau of Economic Analysis (BEA), National Bureau
of Economic Research as of 11/2018

Corporate Financing Gap in Check

Source: U.S. Federal Reserve Board as of 11/2018
*Capital expenditures minus internally generated funds

Still, there are areas of concern. Equity valuations and credit
spreads are demanding, some segments of households and firms
stretched, and certain types of credit hinting at excess (e.g.,
leveraged loans, bond covenants). But overall, risk appetites and
expectations of future growth do not seem unduly giddy, and
perhaps most importantly, the private sector's spending does not
appear to rest on the kinds of unsustainable foundations that
brought such trouble in the past.

But labor market overheating is a risk

The labor market, though, is starting to flash some amber warning
lights – not of imminent slowing, but of potential overheating.
Although it's hard to say for sure just where "full employment" lies,
and we can't definitively rule out that there may still be some small
reservoirs of slack remaining, a host of statistical indicators and
anecdotal reports suggest the labor market is tight – perhaps not
quite as tight as in some (rare) instances in the past, but close. And
getting closer. Indeed, the labor market is still tightening, with job
growth running well above even the most optimistic estimates of
what's needed to keep up with trend demographics.
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Tight labor markets have their upsides. They can help cement
inflation's recent move back up to the Fed's target, reminding
people grown accustomed to sub-par inflation that 2% is not a
ceiling but a truly symmetric target, thus solidifying their long-term
expectations around that target. Also, drum-tight labor markets
might draw still more people into the labor force and keep them
there, lifting the economy's long-run growth potential. They may
also help reverse the tilt of income towards capital and away from
labor that has contributed to rising inequality.

Labor-market slack seems all gone

Sources: Bureau of Labor Statistics, Congressional Budget Office, DWS Investment Management
Americas Inc. as of 11/2018
* Unemployment rate minus Congressional Budget Office estimate of the natural rate ** Labor
force participation rate minus Congressional Budget Office estimate of the trend rate ***
0.5*(Part-time workers who want full-time work minus rate consistent with NAIRU)

But white-hot labor markets are not devoid of risks. The
more materially full employment is exceeded, the greater the
chance that unsustainable strains develop, that inflation pressures
keep building, and that they potentially even unmoor inflation
expectations. Though there's no indication we're near that point yet,
there are hints of stresses. Firms are reporting increased difficulties
finding workers and meeting demand, and wages have been
accelerating in response – reminding us, yet again, that reports
of the death of the Phillips Curve have been greatly exaggerated.
The pickup has been moderate so far, and has only pushed labor
costs back up into a range likely to be consistent over time with
the Fed's 2% inflation target. But wages have accelerated with a bit
more vigor of late, and given that they often respond with a lag to
labor market tightness, there's likely more to come – especially if
labor markets tighten further. Well-anchored inflation expectations
and a generally attenuated responsiveness of wage and prices
to changes in slack provide some protection, but there is some
evidence that the process could intensify if labor markets get very
tight.5 Tightening labor markets and above-trend growth may also
signal that financial conditions are still too lax, and could yet stoke
destabilizing economic and financial excesses.

And unsustainably-tight labor markets can be hard to unwind
seamlessly – difficult to be cooled just enough to ease the strains
without sending the economy into a tailspin. Achieving that kind of

5
See, for example: Babb, Nathan R. and Alan K. Detmeister (2017). "Nonlinearities in the Phillips Curve for the United States: Evidence Using

Metropolitan Data" Federal Reserve Board Finance and Economics Discussion Series, (070).
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soft landing has proven challenging historically – not impossible, as
evidenced by the "pauses that refreshed" during the long cyclical
expansions of the 1980s and 1990s, for example – but a delicate
balancing act all the same, all the more so the tighter labor markets
become.

Labor costs moving up

Sources: Bureau of Labor Statistics (BLS) of the U.S. Department of Labor, U.S. Federal Reserve
Board as of 11/2018
*Unweighted, 3-month moving average

A soft landing?

The economy does have a few aces up its sleeve, though.
Perhaps most importantly, as already noted, the private sector
has not overindulged. It is not harboring the kinds of excesses
and imbalances that precipitated past downturns. Also, risks of
a sharp, destabilizing inflation outbreak still seem remote. And
the economy's supply side potential may be improving, at least
modestly, aided by tax and regulatory reform and some recovery
from the unusual sluggishness of productivity in recent years,
which may afford the expansion additional non-inflationary running
room. Finally, the impact that fiscal stimulus is having right now
in stoking demand will likely dissipate over the next year or so,
reducing overheating pressures. All of this should help the Fed to go
slowly, reducing the likelihood that more aggressive tightening of
monetary and financial conditions will be needed, and suggesting
the economy will be better able to handle whatever tightening
does ensue. Indeed, this is all central to our expectation that the
economy will achieve something close to a soft landing over the
next couple of years. Still, it will be a tough needle to thread. Shifting
the economy onto a more sustainable trajectory will likely be the
key challenge to the sustainability of the expansion.
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Glossary

Accommodative

The aim of an accommodative monetary policy is to support the
economy by means of monetary expansion.

Covenants

Covenants designate contractual obligations or restrictions
intended to protect the financial interests of creditors.

Credit market

The credit market is the market for corporate bonds

Current account

The current account includes trade in goods and services, a net-
factor-income balance (e.g. earnings on foreign investments and
cash transfers from individuals working abroad) and transfers (e.g.
foreign aid). It is a part of the balance of payments.

Dotcom bubble

The dotcom bubble refers to the rapid rise and eventual collapse of
equity market valuations of technology stocks from the late 1990s
to 2001.

Financial crisis

The financial crisis refers to the period of market turmoil that
started in 2007 and worsened sharply in 2008 with the collapse of
Lehman Brothers.

Great Recession

The Great Recession refers to the prolonged economic downturn
in much of the world after the financial crisis of 2007-08.

Inflation

Inflation is the rate at which the general level of prices for goods
and services is rising and, subsequently, purchasing power is
falling.

Leverage

Leverage attempts to boost gains when investing through the use
of borrowing to purchase assets.

leveraged loan

Leveraged loans are loans extended to companies or individuals
that already have considerable amounts of debt. Lenders consider
leveraged loans to carry a higher risk of default and, as a result, a
leveraged loan is generally more costly to the borrower.
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Monetary policy

Monetary policy focuses on controlling the supply of money
with the ulterior motive of price stability, reducing unemployment,
boosting growth, etc. (depending on the central bank's mandate).

Monetary-policy tightening cycle

A monetary-policy tightening cycle is a period of time during which
a central bank raises interest rates with the aim of slowing GDP
growth or inflation.

Non-Accelerating Inflation Rate of Unemployment (NAIRU)

The Non-Accelerating Inflation Rate of Unemployment (NAIRU)

describes rate of unemployment refers to a level of unemployment
below which inflation accelerates.

Phillips curve

In economics, the Phillips curve is a historical inverse relationship
between rates of unemployment and corresponding rates of
inflation.

Productivity

Productivity measures how much economic output is produced for
a given level of inputs (such as capital and labor).

Recession

A recession is, technically, when an economy contracts for two
successive quarters but is often used in a looser way to indicate
declining output.

Soft landing

A soft landing is when an economy's rate of growth slows in a
controlled fashion without major disruptive effects on employment,
external balances etc.

Soft landing

A soft landing is when an economy's rate of growth slows in a
controlled fashion without major disruptive effects on employment,
external balances etc.

Spread

The spread is the difference between the quoted rates of return on
two different investments, usually of different credit quality.

U.S. Federal Reserve Board (the Fed)

The U.S. Federal Reserve Board, often referred to as "the Fed", is
the central bank of the United States.
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Valuation

Valuation attempts to quantify the attractiveness of an asset, for
example through looking at a firm’s stock price in relation to its
earnings.
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Risk warning

Investments are subject to investment risk, including market
fluctuations, regulatory change, possible delays in repayment and
loss of income and principal invested. The value of investments can
fall as well as rise and you might not get back the amount originally
invested at any point in time.

Investments in Foreign Countries – Such investments may be in
countries that prove to be politically or economically unstable.
Furthermore, in the case of investments in foreign securities or
other assets, any fluctuations in currency exchange rates will affect
the value of the investments and any restrictions imposed to prevent
capital flight may make it difficult or impossible to exchange or
repatriate foreign currency.

Foreign Exchange/Currency – Such transactions involve multiple
risks, including currency risk and settlement risk. Economic or
financial instability, lack of timely or reliable financial information
or unfavorable political or legal developments may substantially
and permanently alter the conditions, terms, marketability or price
of a foreign currency. Profits and losses in transactions in foreign
exchange will also be affected by fluctuations in currency where
there is a need to convert the product’s denomination(s) to another
currency. Time zone differences may cause several hours to elapse
between a payment being made in one currency and an offsetting
payment in another currency. Relevant movements in currencies
during the settlement period may seriously erode potential profits
or significantly increase any losses.

High Yield Fixed Income Securities – Investing in high yield bonds,
which tend to be more volatile than investment grade fixed income
securities, is speculative. These bonds are affected by interest rate
changes and the creditworthiness of the issuers, and investing in
high yield bonds poses additional credit risk, as well as greater risk
of default.

Hedge Funds – An investment in hedge funds is speculative and
involves a high degree of risk, and is suitable only for “Qualified
Purchasers” as defined by the US Investment Company Act of 1940
and “Accredited Investors” as defined in Regulation D of the 1933
Securities Act. No assurance can be given that a hedge fund’s
investment objective will be achieved, or that investors will receive
a return of all or part of their investment.

Commodities – The risk of loss in trading commodities can
be substantial. The price of commodities (e.g., raw industrial
materials such as gold, copper and aluminium) may be subject
to substantial fluctuations over short periods of time and
may be affected by unpredicted international monetary and
political policies. Additionally, valuations of commodities may be
susceptible to such adverse global economic, political or regulatory
developments. Prospective investors must independently assess
the appropriateness of an investment in commodities in light
of their own financial condition and objectives. Not all affiliates
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or subsidiaries of Deutsche Bank Group offer commodities or
commodities-related products and services.

Investment in private equity funds is speculative and involves
significant risks including illiquidity, heightened potential for loss
and lack of transparency. The environment for private equity
investments is increasingly volatile and competitive, and an investor
should only invest in the fund if the investor can withstand a total
loss. In light of the fact that there are restrictions on withdrawals,
transfers and redemptions, and the Funds are not registered under
the securities laws of any jurisdictions, an investment in the funds
will be illiquid. Investors should be prepared to bear the financial
risks of their investments for an indefinite period of time.

Investment in real estate may be or become nonperforming after
acquisition for a wide variety of reasons. Nonperforming real estate
investment may require substantial workout negotiations and/ or
restructuring.

Environmental liabilities may pose a risk such that the owner or
operator of real property may become liable for the costs of removal
or remediation of certain hazardous substances released on, about,
under, or in its property. Additionally, to the extent real estate
investments are made in foreign countries, such countries may
prove to be politically or economically unstable. Finally, exposure
to fluctuations in currency exchange rates may affect the value of
a real estate investment.

Structured solutions are not suitable for all investors due to potential
illiquidity, optionality, time to redemption, and the payoff profile of
the strategy. We or our affiliates or persons associated with us or
such affiliates may: maintain a long or short position in securities
referred to herein, or in related futures or options, purchase or sell,
make a market in, or engage in any other transaction involving such
securities, and earn brokerage or other compensation. Calculations
of returns on the instruments may be linked to a referenced
index or interest rate. In such cases, the investments may not be
suitable for persons unfamiliar with such index or interest rates, or
unwilling or unable to bear the risks associated with the transaction.
Products denominated in a currency, other than the investor’s home
currency, will be subject to changes in exchange rates, which may
have an adverse effect on the value, price or income return of the
products. These products may not be readily realizable investments
and are not traded on any regulated market.

Important Information – EMEA

The following document is intended as marketing communication.

DWS is the brand name under which DWS Group GmbH & Co.
KGaA and its subsidiaries operate their business activities. Clients
will be provided DWS products or services by one or more legal
entities that will be identified to clients pursuant to the contracts,
agreements, offering materials or other documentation relevant to
such products or services.

The information contained in this document does not constitute
investment advice.
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All statements of opinion reflect the current assessment of DWS
Investment GmbH and are subject to change without notice.

Forecasts are not a reliable indicator of future performance.
Forecasts are based on assumptions, estimates, opinions and
hypothetical performance analysis, therefore actual results may
vary, perhaps materially, from the results contained here.

Past performance, [actual or simulated], is not a reliable indication
of future performance.

The information contained in this document does not constitute a
financial analysis but qualifies as marketing communication. This
marketing communication is neither subject to all legal provisions
ensuring the impartiality of financial analysis nor to any prohibition
on trading prior to the publication of financial analyses.

This document and the information contained herein may only be
distributed and published in jurisdictions in which such distribution
and publication is permissible in accordance with applicable law in
those jurisdictions. Direct or indirect distribution of this document is
prohibited in the USA as well as to or for the account of US persons
and persons residing in the USA.

DWS Investment GmbH 2018.

Important Information – UK

Issued in the UK by Deutsche Asset Management (UK) Limited.
Deutsche Asset Management (UK) Limited is authorised and
regulated by the Financial Conduct Authority.

DWS is the brand name of DWS Group GmbH & Co. KGaA.
The respective legal entities offering products or services under
the DWS brand are specified in the respective contracts, sales
materials and other product information documents. DWS, through
DWS Group GmbH & Co. KGaA, its affiliated companies and its
officers and employees (collectively “DWS”) are communicating
this document in good faith and on the following basis.

This document is a financial promotion and is for general
information purposes only and consequently may not be complete
or accurate for your specific purposes. It is not intended to be an
offer or solicitation, advice or recommendation, or the basis for
any contract to purchase or sell any security, or other instrument,
or for DWS to enter into or arrange any type of transaction as
a consequence of any information contained herein. It has been
prepared without consideration of the investment needs, objectives
or financial circumstances of any investor.

This document does not identify all the risks (direct and indirect)
or other considerations which might be material to you when
entering into a transaction. Before making an investment decision,
investors need to consider, with or without the assistance of
an investment adviser, whether the investments and strategies
described or provided by DWS, are suitability and appropriate,
in light of their particular investment needs, objectives and
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financial circumstances. We assume no responsibility to advise the
recipients of this document with regard to changes in our views.

Past performance is no guarantee of future results.

The products mentioned in this document may be subject to
investment risk including market fluctuations, regulatory change,
counterparty risk, possible delays in repayment and loss of income
and principal invested. Additionally, investments denominated in
an alternative currency will be subject to currency risk, changes
in exchange rates which may have an adverse effect on the value,
price or income of the investment. The value of an investment can
fall as well as rise and you might not get back the amount originally
invested at any point in time.

We have gathered the information contained in this document
from sources we believe to be reliable; but we do not guarantee
the accuracy, completeness or fairness of such information and it
should not be relied on as such. DWS has no obligation to update,
modify or amend this document or to otherwise notify the recipient
in the event that any matter stated herein, or any opinion, projection,
forecast or estimate set forth herein, changes or subsequently
becomes inaccurate.

DWS does not give taxation or legal advice. Prospective investors
should seek advice from their own taxation agents and lawyers
regarding the tax consequences on the purchase, ownership,
disposal, redemption or transfer of the investments and strategies
suggested by DWS. The relevant tax laws or regulations of the tax
authorities may change at any time. DWS is not responsible for
and has no obligation with respect to any tax implications on the
investment suggested.

No assurance can be given that any investment described herein
would yield favorable investment results or that the investment
objectives will be achieved. In general, the securities and financial
instruments presented herein are not insured by the Federal Deposit
Insurance Corporation (”FDIC“), and are not guaranteed by or
obligations of DWS or its affiliates. We or our affiliates or persons
associated with us may act upon or use material in this report
prior to publication. DWS may engage in transactions in a manner
inconsistent with the views discussed herein. Opinions expressed
herein may differ from the opinions expressed by departments or
other divisions or affiliates of DWS.

This document contains forward looking statements. Forward
looking statements include, but are not limited to assumptions,
estimates, projections, opinions, models and hypothetical
performance analysis. The forward looking statements expressed
constitute the author‘s judgment as of the date of this material.
Forward looking statements involve significant elements of
subjective judgments and analyses and changes thereto and/
or consideration of different or additional factors could have
a material impact on the results indicated. Therefore, actual
results may vary, perhaps materially, from the results contained
herein. No representation or warranty is made by DWS as to
the reasonableness or completeness of such forward looking

All opinions and claims are
based upon data on 11/16/18
and may not come to pass.
This information is subject to
change at any time, based upon
economic, market and other
considerations and should not be
construed as a recommendation.
Past performance is not
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Forecasts are based on
assumptions, estimates, opinions
and hypothetical models that
may prove to be incorrect.
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statements or to any other financial information contained in this
document.

DWS conducts its business according to the principle that it must
manage conflicts of interest fairly, both between itself and its clients
and between one client and another.

As a global financial services provider, DWS faces actual and
potential Conflicts of Interest periodically. DWS’s policy is to take all
reasonable steps to maintain and operate effective organisational
and administrative arrangements to identify and manage relevant
conflicts. Senior management within the firm are responsible for
ensuring that the firm’s systems, controls and procedures are
adequate to identify and manage Conflicts of Interest.

DWS is a trading name of Deutsche Asset Management (UK)
Limited. Registered in England & Wales No 5233891. Registered
Office: Winchester House, 1 Great Winchester Street, London EC2N
2DB. Deutsche Asset Management (UK) Limited is authorised and
regulated by the Financial Conduct Authority. Financial Services
Registration Number 429806

This document may not be distributed in Canada, Japan, the United
States of America, or to any U.S. person

© Deutsche Asset Management (UK) Limited 2018.

Publisher: DWS Investment GmbH, Mainzer Landstraße 11-17,
60329 Frankfurt am Main, Germany
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