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A New Hope for a V-shaped Recovery 
Third-quarter real GDP expanded by 7.4 percent at a 
quarterly rate, or a 33.1 percent annualized rate, shat-
tering most expectations. That performance was wel-
come news after the 9 percent quarterly decline in the 
second quarter. In 2020Q3, economic output stood 
just 3.5 percent below the prior peak in 2019Q4. 
 
Generous federal income support programs, to the 
tune of about 860 billion dollars, allowed consumption 
expenditures in 2020Q3 to rebound sharply, to 3.3 per-
cent below 2019Q4 levels. The composition of con-
sumption, however, has changed drastically. Con-
sumption of services remains 7.7 percent below 
2019Q4 levels, whereas consumption of goods is 7 
percent above 2019Q4 levels. We expect the compo-
sition of consumption to shift back toward services 
once the pandemic subsides. 
 
Residential investment experienced a remarkably 
quick rebound. Expenditures on information pro-
cessing equipment expanded strongly for two consec-
utive quarters, likely reflecting business spending on 
technology to facilitate remote work. Nonresidential in-
vestment, however, continued to decline.  

The Revenge of COVID-19 
Several states, primarily in the Midwest, are currently 
suffering from spikes in new cases and hospitaliza-
tions. This development is consistent with the sea-
sonal pattern of infections rising sharply as activity 
moves indoors. We are already seeing some northern 
and western U.S. states and large municipalities im-
pose restrictions similar to the recent ‘lockdowns 2.0’ 
in Europe, which appear to have been largely sufficient 
to slow the spread of the disease. However, with 
Americans growing weary of the pandemic, the pub-
lic’s compliance with public health measures despite 
the ongoing pandemic may decline. We expect the re-
covery to continue during the winter, albeit at a slower 
pace, as continued strong growth in the warmer states 
dominates a potential contraction up north.  
 
Pfizer's and Moderna's recent announcements about 
the efficacy of their vaccine candidates lifted markets 

and, surely, some spirits. Our forecast assumes that a 
vaccine will be available to workers on the front lines 
by early 2021, with wider availability by summer 2021. 
 
State and local government spending has been se-
verely affected by the coronavirus pandemic. They 
have responded by furloughing or laying off workers 
and lowering expenditures. As coronavirus cases rise 
and potentially more schools transition online in some 
parts of the country, state and local governments will 
need to tighten their belts further. 
 
The burden of this recession has been distributed ex-
tremely unevenly. Lower-wage customer-facing work-
ers took on most of the early employment hit, while 
employees in many high-paying occupations transi-
tioned to working from home. As a result, sectors that 
largely depend on demand from high-income consum-
ers are holding up well or even booming. Unfortu-
nately, a more complete recovery and the return of the 
jobs in the service sector will have to wait until 2021. 

The Housing Sector Awakens 
The demand for housing appears to be strong, show-
ing that a substantial portion of homebuyers' fortunes 
have been largely unaffected by the pandemic, and, 
perhaps, helped by low interest rates and rising stock 
prices. The available supply of homes for sale has not 
kept up with demand. Because of supply shortages, 
housing starts bounced back strongly over the sum-
mer to 11 percent year-over-year growth in Septem-
ber. While the rebound was markedly weaker in multi-
family starts, the third-quarter reading of single-family 
starts stood at its highest level since August 2007! 
 
Industrial activity also appears to be accelerating. The 
ISM manufacturing index rose to 59.3, its highest read-
ing since September 2018, partially because of the un-
expectedly brisk recovery of the demand for new vehi-
cles. In September–October, the annualized light ve-
hicles sales pace exceeded 16 million units. 

The Low-inflation Menace 
Barring a handful of episodes, the year-over-year PCE 
inflation rate has largely remained below 2 percent 
since 2010. In an attempt to raise inflation to its 2 per-
cent target, in August, the Fed announced that its goal 



 
 

is "to achieve inflation that averages 2 percent over 
time," a policy now broadly labeled as "average infla-
tion targeting." Practically speaking, this means the 
Fed will likely keep interest rates low until its own in-
flation forecasts have spent some time over the 2 per-
cent mark, provided that longer-term inflation expecta-
tions remain well anchored. We expect the federal 
funds target range to remain unchanged, at 0–0.25 
percent, over the duration of our forecast.  

Divided Government Strikes Again 
Our forecast assumes Democrats have retained con-
trol of the House, and Joe Biden will almost surely be 
the next president, but control of the Senate hinges on 
two runoff elections in January. We expect Republi-
cans to maintain control of the Senate, likely limiting 
the scope for large-scale policy changes.  
 
Most of the income support provided by the previous 
federal stimulus either has expired or is due to expire 
by the end of the year. While divided government often 
leads to gridlock and partisanship, we believe that the 
urgency for fiscal support for the large number of un-
employed persons and struggling firms will overcome 
partisan divisions. In the short run, we expect a stop-
gap measure of around 200 billion dollars, tied to a 
deal to keep the government open, to pass in Decem-
ber during the lame-duck session. We also anticipate 
that the resurgence of COVID-19 cases in the fourth 
quarter, and the accompanying slowdown in the recov-
ery, will prompt Congress to provide another round of 
fiscal support in the new year. We expect the new 
Congress to provide around 700 billion dollars in aid 
beginning in 2021Q1, of which about 275 billion dollars 
is allocated to schools, hospitals, and state and local 
governments.  

The 2021–22 Outlook: The Return of Growth 
The boost from federal income support and growing 
vaccine availability lift annual real GDP growth to 4.2 
percent in 2021. Growth slows to 3.0 percent in 2022 
as federal support wanes, but the recovery continues. 
 
Sharp declines in the first half of the year cause light 
vehicle sales to slow to 14.5 million units in 2020. 
Sales pick up to 16.3 million units in 2021 and 16.7 
million units in 2022. Total housing starts rise from 1.3 
million units in 2019 to 1.34 million units in 2020, owing 
to a strong rebound in single-family starts. Low interest 
rates help boost the housing market. Housing starts 
rise to 1.4 million units per year in 2021–22, while ex-
isting home sales rise from 4.9 million units in 2020 to 
5.2 million in 2021 and 5.4 million in 2022.  
 
After declining by an unprecedented 20.8 million jobs 
in April, total nonfarm payroll employment added back 
12.1 million jobs over May–October. Total employ-
ment continues to recover over the forecast, ending 
2022 only 800,000 jobs below the level in 2020Q1. 
The unemployment rate declines from 6.9 percent in 
October to 5.6 percent and 5.1 percent at the end of 
2021 and 2022, respectively.  
 
Core CPI inflation has slowed somewhat so far in 
2020, largely reflecting slower inflation in the shelter 
component. Core CPI inflation grows to an average of 
1.8 percent in 2021 and 1.9 percent in 2022. As energy 
prices recover, all-item CPI inflation rebounds from 1.2 
percent in 2020 to 2.0–2.1 percent in 2021 and 2022.  
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