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The Pandemic Almost in the Rearview Mirror 

Real GDP expanded at a 6.4 percent annualized pace 
in 2021Q1, largely led by strong growth of consump-
tion expenditures boosted by two more rounds of re-
bate checks and generous unemployment benefits. 
Very strong consumer demand and some supply chain 
disruptions caused a drain of inventory stocks. Without 
the reduction in inventories, real GDP would have 
grown at a 9.1 percent annual rate in the first quarter.   
 
With real-world estimates of COVID-19 vaccines' ef-
fectiveness close to the remarkable readings obtained 
during clinical trials, the pandemic will likely soon di-
minish to a second- or third-order influence over the 
outlook. Our baseline scenario is for COVID-19 to be-
come the fifth endemic human coronavirus, with regu-
lar seasonal waves of dramatically reduced severity.  
 
Good news on the pandemic, however, will likely filter 
slowly into the collective psyche. Hesitancy to rejoin 
the labor force out of fear of the virus likely contributed 
to the weak April payroll jobs report, which posted only 
266,000 jobs gained, some 700,000 jobs below con-
sensus estimates. As good public health news accu-
mulates, hesitancy should wane. Reinstated job 
search requirements to claim unemployment insur-
ance, and a growing number of states scaling down 
benefits, will also likely fuel labor supply growth over 
the coming months. 
 
Inflated Inflation Threat? 

The blockbuster April CPI report, with core prices 
jumping by almost one full percent, could cause some 
political ripple effects. Still, it is probably premature to 
declare that sustained high inflation has arrived. Re-
cent strong readings have largely compensated for 
weak inflation a year ago, with unremarkable 24-
month inflation rates. 
 
Still, inflation is likely to remain elevated in the near 
term. The 5-year breakeven inflation rate (measured 
as the difference between nominal and real 5-year 
zero-coupon yields) has now surpassed 2.5 percent 
and stands at its highest level since 2008. Upward 
pressure on raw material prices has been intense.  

While inflation is almost certain to drive headlines for 
a while, we think that production will eventually catch 
up to meet the additional demand. This will eventually 
dampen the inflationary impulse. 
 
Everything Silicon  

Global supply chain stress remains acute, which may 
contribute to near-term inflation. With several sectors 
experiencing high demand, even temporary disrup-
tions can cause ripple effects. The fallout from the sil-
icon chip shortage that has been plaguing the automo-
tive sector since late 2020 is spreading. The shortage 
is starting to delay shipments of industrial and farm 
equipment, and may spread further. Additionally, high 
demand for imported goods is causing record loads on 
the nation's ports, leading to major delays in interna-
tional and domestic freight. 
 
In the longer term, the ongoing supply chain disrup-
tions may have global buyers looking to diversify their 
supplier bases. 
 
Bubble Memories 

Low mortgage rates, a shortage of existing homes for 
sale due to virus fears, favorable demographic trends, 
foreclosure and eviction moratoria, the extended for-
bearance period provided to homeowners, and in-
creased demand for indoor and outdoor space due to 
the pandemic have all likely helped to support strong 
growth in house prices. Several home price indices are 
approaching or have already exceeded their peak 
growth rates during the housing bubble in the mid-
2000s. 
 
Indices of home-selling conditions have improved 
markedly in recent months. As pandemic-related nerv-
ousness about listing homes fades away, an inflow of 
supply should help moderate the pace of home price 
appreciation. 
 
Stress Test for the Fed 

The Federal Reserve has been in an extremely ac-
commodative mode for more than a year, but with in-
flation rising, it may have to act soon. We expect the 
Fed to succeed in its goal of letting inflation run above 



 
 

2 percent for some time to “make up” for previous 
shortfalls. But to keep inflation expectations in check, 
it may soon be forced to ease off the gas pedal. 
 
Despite low mortgage rates contributing to brisk house 
price appreciation, the Fed is still buying mortgage-
backed securities. We believe the Fed will taper its 
purchases of mortgages and other assets this year, 
which will prove sufficient to keep inflation expecta-
tions anchored. The Fed will wait till mid-2023 to raise 
rates, responding to the tightening labor market. 
 
Worse than WWII 

In March 2021, President Biden signed a 1.9-trillion-
dollar fiscal stimulus, pushing the total pandemic relief 
to over 5 trillion dollars. Calendar-year deficits of 15.0 
percent and 14.4 percent of GDP in in 2020 and 2021, 
respectively, exceed even that of 1945, at the peak of 
World War II spending. 

Recently, the Biden administration has rolled out two 
bills to fulfill several major campaign promises, with 
over 4 trillion dollars in spending through 2032 and 
over 2 trillion dollars in revenue offsets.  

The prospect of a bipartisan deal looks bleak, and we 
think that even some Democrats will find the full price 
tag hard to swallow. We expect a 2.4-trillion-dollar 
spending package to pass Congress this fall via rec-
onciliation, with the start of the most consequential tax 
policy changes delayed until fiscal year 2023. 
 
The 2021–23 Outlook: Back on Trend 

The level of real GDP is projected to exceed its pre-
pandemic peak in the current quarter, completing a V-
shaped recovery. Moreover, by the end of 2021, real 

GDP is projected to catch up with the pre-pandemic 
growth trajectory. 
 
On an annual basis, we anticipate that output will re-
bound by 6.2 percent in 2021 before growing by 4.2 
percent in 2022 and 2.7 percent in 2023. 
 
As the Fed sticks to its new policy vision, core CPI in-
flation averages 2.4 percent in 2021 and 2.6 percent 
in 2022, before edging down to 2.5 percent in 2023. 
As energy prices recover their declines from spring 
2020, the all-item CPI grows faster than the core, av-
eraging 3.2 percent in 2021. In 2022 and 2023, all-item 
CPI grows by 2.6 and 2.5 percent respectively. 
 
Despite supply chain disruptions, we project that light 
vehicle sales will reach 17.2 million units this year and 
surpass their prior all-time highs in 2022–23. Lack of 
capacity, especially for trucks, will make it a challenge 
to rebuild the inventory after the chip shortage eases. 
 
In 2021, we expect total housing starts to continue to 
grow, propped up by low levels of new and existing 
housing inventory and high prices. Housing starts sta-
bilize at 1.7 million units in 2022 and continue at that 
pace throughout 2023. 
 
The economy shed 8.6 million jobs in 2020 and is pro-
jected to gain 11.5 million in 2021–23. The recovery of 
payroll employment lags real GDP, with total payroll 
employment reaching its pre-pandemic level only by 
2022Q4. The unemployment rate continues to fall 
throughout the forecast, averaging 5.7 percent in 
2021, 4.8 percent in 2022, and 4.3 percent in 2023. 
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