US economy is in a precarious position. Any misstep- especially with unemployment- could tip the scales 
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A potential “soft landing” for the US economy might just be in sight. The end-of-year decline in retail sales and industrial production were reminders that the economy is slowing, but January saw signs that the economy might still be growing too fast for the Fed’s liking.1 Some additional obstacles have appeared on the runway, however. Deloitte’s economic forecast remains optimistic but takes into account some very significant risks for the next year. Four key problems need to be solved for the economy to continue to grow: Labor markets need to loosen up. January 2023 saw employment rise by over half a million. That’s simply unsustainable when the working-age population is growing at a trend rate of about 50,000 per month. If employment doesn’t slow, wage growth could accelerate. The Fed would then respond very strongly, and continued interest rate hikes pose a clear danger for economic growth. The Fed raised interest rates quickly in 2022, and some impact of those interest rate hikes could show up in 2023. We still don’t know if the Fed was too aggressive in 2022. Deloitte’s baseline assumes that the impact of the rise in interest rates so far is not enough to push the economy into recession. Congress needs to vote to raise the debt ceiling. If it doesn’t do so, the US Treasury may be unable to pay its bills, which might lead to a drop in spending and, more importantly, severe financial market volatility (see the sidebar, “The looming debt ceiling problem”). Congress and the President need to agree on a budget for the federal government by October 1. The budget takes the form of 12 appropriations bills. A failure to pass and sign all of these appropriations bills by October 1 would lead to a decline in government spending. This is not likely enough to create a recession on its own, but it would certainly add to business uncertainty. Learn more Learn how to combat COVID-19 with resilience Explore the Economics collection Learn about Deloitte's services Go straight to smart. Get the Deloitte Insights app Observers of the US economy need to remember that there are two separate budget problems: the need to raise the debt ceiling and the need to pass appropriation bills to fund the government. Policymakers may connect them for political reasons; one possibility is a short-term debt ceiling hike in June to allow for a negotiation over them to be tied together. But that may not happen. In any event, current political arrangements, combined with must-pass legislation, pose a significant risk to US economic activity. Currently, however, the US economy is surprisingly healthy, given that it is coming off of a global pandemic, severe supply chain issues, and a war affecting a key global energy supplier. Labor market conditions alone provide a lot of support for the idea that the economy can achieve the desired soft landing (and, despite claims to the contrary, soft landings are not that unusual).2 Inflation remains a concern, but much less of one than it was a year ago. As long as US policymakers can avoid any damaging policy moves, like not lifting the debt ceiling, the signs are good that—after a few quarters of slow growth—the US economy will continue to innovate and create jobs, goods, and services. Scenarios Baseline (60%): Economic growth slows to a crawl in 2023, but never really declines enough to merit the label of recession. Tighter monetary policy, slow growth in Europe and China, higher energy prices, and an expensive dollar are significant headwinds for the economy. However, households continue to increase spending on pent-up demand for services such as entertainment and travel. Business investment continues to grow, particularly in information-processing equipment and software. Investment in nonresidential structures remains weak, however, as the oversupply of office buildings and retail space weighs on the market. And the housing market slump really is a recession for that sector. Inflation settles back to the 2% range by late 2023 as demand for goods slows and businesses solve their supply chain issues. Inflation comes back (10%): The decline in inflation due to slackening supply chain pressures proves to be temporary. Continued strength in the labor market pushes wages up, leading to higher costs and prices. The Fed, having attempted to slow inflation through shock therapy in 2022, proves reluctant or unable to slow the hot labor market enough to matter, and inflation settles in at about 6%. Nominal interest rates reach levels that would have been punishing just a few years ago, but economic activity remains relatively strong. The next recession (30%): The Fed’s focus on inflation leads it to minimize risks to the economy until it’s too late. On top of that financial shock, US authorities fail to come to a timely agreement on the debt ceiling and the 2024 budget. Although the financial shock is smaller than in 2008, the already weak economy contracts a substantial 2.7% by the end of 2023. The unemployment rate rises to over 5%, which alleviates some—but not all—of the pressure on the job market. The shock causes Congress and the President to focus on a budget solution, and the Fed to moderate policy. The economy bounces back in 2024.
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