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What Are the Prospects for the U.S. Economic
“Soft Landing”?

Zhiteng Zeng, Economist

During the FOMC meeting in September 2024, the Federal Reserve (the “Fed”
hereafter) lowered its federal funds rate target by 50bps, slightly exceeding market
expectations. This decision marks a shift in the Fed’s monetary policy making, as it
moves its focus from inflation risks to concerns about the potential downturns in the
labor market and the overall economy. Besides, the Fed Chairman Jerome Powell
and other officials have indicated that achieving a “soft landing”, defined as guiding
inflation back to the target level while avoiding significant damage to the labor
market and the macroeconomy, is a primary objective. These statements from the
Fed, coupled with recent fluctuations in labor market data, have sparked market-
wide discussions regarding the feasibility of a “soft landing” for the U.S. economy.
This article will explore the current state and outlook of the U.S. economy, focusing
on both labor market dynamics and macroeconomic conditions. In addition, it will
provide a brief outlook of the Fed’s future interest rate path.

I. Labor Market: Cooling Trends with Resilience
and Manageable Downside Risks

In recent months, U.S. non-farm payroll growth has shown a drastic downward
trend, accompanied by a rising unemployment rate that has triggered the Sahm
Rule. This rule signals a recession warning when the 3-month moving average of
the unemployment rate increases by 0.5% or more from its lowest point over the
past 12 months. Consequently, there are growing concerns regarding a potential
sharp downturn in the U.S. labor market. Our analysis indicates that while labor
demand has noticeably cooled down, it remains resilient overall. Recent adverse
signals in the labor market have been closely related to supply-side disruptions.
Looking ahead, there’s an increased risk that further cooling demand could lead to
a significant rise in unemployment. However, with the Fed having shifted its policy
stance, the risk associated with a deteriorating labor market remains manageable.
These points of view will be elaborated in detail as follows.

Despite a cooling in labor demand, there have not been signs of a sharp
deterioration. On one hand, due to the lagged effects of monetary tightening
and slowing expansion in the services sector, U.S. labor demand has cooled
significantly compared to the previous two years. According to The Job Openings
and Labor Turnover Survey (JOLTS), the job openings rate fell to 4.8% in August
2024, a notable decline from the post-pandemic peak of 7.4%. Other indicators,
such as hiring and quits rates, have reflected similar trends. On the other hand, this
moderation in labor demand has merely brought it closer to the balance between
labor supply and demand observed before the pandemic, without demonstrating a
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drastic decline, and remains well above recessionary levels. As shown in Figure 1, indicators related to labor shortages
and labor market tightness have significantly dropped from their post-pandemic highs, returning to normalized levels
without falling into the recessionary territory. In addition, indicators of layoffs and discharges remain low (Figure
2), which is inconsistent with features typically observed during economic recessions and further suggests that labor
demand has not yet shown signs of deterioration.

Figure 1: U.S. Labor Shortages and Labor Market Tightness Figure 2: U.S. Layoffs and Discharges
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Notes: 1. In Figure 1, labor shortages = (labor demand - labor supply) / labor supply x 100%, in which labor demand is the sum of job openings and
employment, while labor supply refers to the number of people in the labor force. Labor market tightness = job openings rate/unemploy-
ment rate.

2. The shaded area in Figure 2 represents the economic recession periods as identified by the National Bureau of Economic Research (NBER).

Source: Macrobond, Hong Kong Financial Research Institute of Bank of China

Supply-side disruptions may have amplified the recent pessimistic signals in the labor market. Specifically,
the labor participation rate has rebounded from a pandemic low of 60.8% to 62.7% as of September 2024 (with
the participation rate for those ages 25 to 54 rising from 80.6% to 83.8% during the same period). Additionally,
lenient border policies have led to an influx of immigrants, particularly unauthorized ones, significantly boosting
the labor supply. Against the backdrop of normalizing labor demand, this unusual growth in supply has pushed up
the unemployment rate. Research by Petrosky-Nadeau and Stewart (2024) from the San Francisco Fed suggests that
maintaining stable unemployment required 70,000 to 90,000 new jobs per month prior to the pandemic. Even during the
relatively sluggish period from June to August this year, the 3-month moving average of new non-farm jobs remained
at 140,000. This suggests that the current pace of job creation should be adequate to absorb new labor supply and keep
unemployment relatively stable under normal conditions. While the unemployment rate may rise in the short term, the
Congressional Budget Office (CBO) projects that upward pressures from labor supply will gradually diminish. Coupled
with the fact that layoffs and discharges have not shown marked escalation, we believe that the recent pessimistic signals
from the labor market may be overstated due to supply-side disruptions.

The further cooling of labor demand has heightened the risk of a notable rise in unemployment, while
the Fed’s policy shift mitigates the possibility of a sharp downturn in the labor market. The U.S. Beveridge
Curve, which illustrates the empirical relationship between job openings rates and unemployment rates (as depicted
in Figure 3), indicates that as labor demand further declines, this curve will begin to flatten. This flattening implies
that a contraction in job openings could lead to a more pronounced increase in unemployment. Nevertheless, the
Fed’s 50bps rate cut in September conveys the signal that it “does not seek or welcome further cooling in labor
market conditions” (as stated by Powell). In light of diminishing inflationary pressures, the Fed has shifted its
monetary policy focus from price levels to the labor market in order to fulfill its “dual mandate” of price stability
and maximum sustainable employment. Moreover, the Fed has ample space for monetary easing. Therefore,
although the likelihood of a vicious cycle—characterized by “rising layoffs and unemployment— decreased
consumption—reduced aggregate demand—further increases in layoffs and unemployment”—has increased
compared to the last year, it remains well-managed.



Figure 3: U.S. Beveridge Curve
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Notes: Due to factors such as a significant rise in the temporary unemployment rate, the U.S. Beveridge curve shifted outward after the pandemic.
To simplify analysis, data from April 2020 to December 2021 is omitted from Figure 3.
Source: WIND, Hong Kong Financial Research Institute of Bank of China

II. Macroeconomic Conditions: Robust Private Sector Balance Sheets
Bolstering Economic Resilience and Mitigating Recession Risks

Since the Fed’s rate hike cycle starting in early 2022, the U.S. economy has demonstrated unanticipated resilience.
Data shows that U.S. real GDP growth experienced apparent slowdowns only in the first two quarters of 2022, followed
by solid growth momentum over the two years (Figure 4). In contrast to the Great Recession from December 2007 to
June 2009, the private sector-including households, non-financial businesses, and financial institutions-has maintained
relatively healthy balance sheets in the post-pandemic period. This has weakened the the amplification effect of
the monetary tightening associated with the “financial accelerator” mechanism, where falling asset prices lead to
deteriorating private sector balance sheets and can potentially trigger economic downturns. Our assessment suggests that
robust private sector balance sheets have prevented the previous monetary tightening from significantly raising financing
costs for the real economy. This has dampened the adverse impact of high interest rates on consumption and investment
activities, thereby increasing the probability of a “soft landing” for the U.S. economy.

Figure 4: U.S. GDP Growth and Breakdown (Annualized Q-0-Q %)
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U.S. households maintain relatively healthy balance sheets, which have limited the adverse effects of high
interest rates on debt burdens and may continue to support consumption activities. Following the financial crisis,
households adopted a more cautious approach to leveraging, and asset prices have been driven up by monetary easing
measures following the financial crisis and the pandemic. These factors have collectively reduced household debt-
to-asset ratios. In addition, amid the low-interest-rate environment during the pandemic, many households switched
their loans from variable to fixed interest rates. Therefore, the Fed’s aggressive rate hikes have not considerably
raised household debt burdens. For instance, while the 30-year mortgage rates, reported by Freddie Mac, peaked at
7.8% in October 2023 (an increase of over 400bps compared to late February 2022), the effective rate on existing
mortgages rose by only 49bps during the same period. This data indicates that the Fed’s rate hikes have exerted a
relatively modest impact on household interest expenditures, demonstrating that the negative impact of monetary
tightening on household balance sheets are manageable. Consumption has remained solid, bolstered by well-managed
household debt, a solid labor market, and robust growth in services spending. Looking ahead, while high interest
rates may suppress demand for interest-sensitive goods like durable items, the probability of a substantial decline in
consumption growth momentum in the near-term appears low, thanks to healthy balance sheets and stable income
growth.

Similar to households, U.S. businesses maintain relatively robust balance sheets, lowering the risk of a
drastic decline in corporate investment. Particularly, during the low-interest-rate period from 2020 to 2021, many
non-financial firms extended their debt maturities when issuing bonds, making recent repayment pressures more
manageable. Although overall debt service pressures are expected to build up over the next two years due to apparently
higher financing costs compared to the pandemic period, the Fed’s entry into the rate cut cycle and the ample liquidity
assets held by businesses keep their repayment and refinancing challenges within controllable limits. Therefore, while
corporate investment growth may be more volatile than household consumption, the likelihood of a sharp decline in
corporate investment that could trigger a deep recession remains low.

The stability of the financial system has helped prevent a sharp spike in borrowing costs following monetary
tightening, thereby shielding the economy from recession risks. The possibility regarding the outbreak of systemic
financial risks has significantly diminished, thanks to robust household and corporate balance sheets, along with an
enhanced financial regulatory system established after the financial crisis. In this context, the Fed’s previous monetary
tightening has not substantially magnified financial stress. Meanwhile, credit spreads have not widened remarkably in
the high-interest-rate environment (Figure 5), which has somewhat alleviated the transmission of rate hikes to financing
costs for the real economy. Calculations based on credit spreads indicate that the probability of an economic recession
remains below 20% (Figure 5), suggesting that recession risks are relatively manageable.

Figure 5: U.S. Credit Spread and Recession Probability
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Notes: The credit spread and the associated recession probability are based on Gilchrist and Zakrajsek (2012).
Source: Macrobond, Hong Kong Financial Research Institute of Bank of China



II1. Risks Persist in the “Soft Landing” Baseline Scenario Amid Uncertainty
About Future Interest Rates

Based on the analysis above, the U.S. labor market has returned to pre-pandemic levels after initially
experiencing tight conditions in the post-pandemic period. However, labor demand remains strong. Recent negative
signals in the labor market are primarily driven by supply-side factors, which differ markedly from the rapid
decline in labor demand typically observed during economic recessions. While the chances of a further labor market
slowdown leading to significant rise in unemployment have increased, the Fed’s policy shift helps mitigate the risk
of a severe deterioration. Moreover, healthy balance sheets across households, non-financial businesses, and financial
institutions, combined with the Fed’s entry into an easing cycle, should continue to bolster household consumption
and corporate investment. Therefore, although economic growth may moderate in the future, these solid balance
sheets will enhance the economy’s resilience to adverse shocks. As a result, we expect a “soft landing” to be the
baseline scenario for the U.S. economy.

Noteworthy, while a “soft landing” remains a relatively likely scenario, adverse factors in the U.S. economy
have gradually been accumulating. These include the drag on consumption from depleted excess savings, the
potential impact of debt refinancing on corporate credit conditions, and fiscal expansion that may fall short of
expectations. Therefore, although the possibility of the U.S. economy experiencing a deep recession akin to 2007-
2009 remains low, it still faces certain downside risks. Consequently, the possibility of a mild recession cannot be
completely ruled out.

In the “soft landing” baseline scenario, the Fed is expected to address potential adverse economic impacts
from risks related to an employment downturn through gradual rate cuts. Although the Fed’s focus has shifted from
inflation to the labor market, current conditions in the labor market and the overall economy do not show clear signs
of recession. Additionally, the Fed may need to retain policy space to respond to potential large-scale economic
shocks, suggesting that it will likely pursue its “dual mandate” through cautious fine-tuning. Therefore, the likelihood
of the Fed maintaining a 50bps rate cut is low in the near term. However, with the Fed de-emphasizing forward
guidance in favor of a more “data-dependent” approach, future policy adjustments have become less predictable.
Given uncertainties surrounding upcoming employment and macroeconomic data, it remains possible that the Fed
could implement more aggressive rate cuts to stimulate the economy if recession signals emerge. In this context,
uncertainty regarding the pace of rate cuts may heighten volatility in U.S. and global financial markets. This
underscores the need for ongoing vigilance to facilitate timely strategic adjustments.
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