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REFLATION RISK

Amid the accelerating economic recovery, the largest US ﬁscal stimulus outside of
war times and the Fed’s commitment to keep monetary policy very easy until higher
inﬂation is sustained have stoked concerns that the US economy is set to overheat,
sending US inﬂation expectations and bond yields higher. Whether these concerns
are warranted, and the implications for bond yields and broader markets, is Top of
Mind. Given that GS growth forecasts are at the high end among forecasters, our
Fed views are at the dovish end, and yet we don’t expect problematic overheating,
we put our own Jan Hatzius in the hot seat. He explains that much more slack in
the US economy than suggested by ofﬁcial estimates means that even our high
growth forecasts will generate only moderate inﬂationary pressures, which will lessen as this year’s temporary ﬁscal
stimulus fades. We then ask Dominic Wilson and other GS strategists what this means for bond yields (a moderate
rise from here) and other assets (more upside for cyclical assets), and how to protect portfolios from reﬂationary risks.

“

There's no question that the amount of stimulus set to hit
the US economy this year is unprecedented outside of
major wars… but the economy is coming out of a deep
hole and there’s still a large gap to ﬁll between actual and
potential output… so [the stimulus] should not result in
substantial overheating.
- Jan Hatzius
The market today probably still isn’t fully reﬂecting the
above-consensus growth that we expect in the coming
months… This suggests more near-term upside for
cyclical assets.
- Dominic Wilson
All major commodity bull markets and inﬂationary
episodes have been invariably tied to redistributional, or
populist, policies that have reduced income and wealth
inequality.
- Jeff Currie
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We provide a brief snapshot on the most important economies for the global markets
US

Japan

Latest GS proprietary datapoints/major changes in views
• We raised our 2Q21 GDP forecast to 10.5% qoq ann.
following a sharp pickup in consumer spending in March.
Datapoints/trends we’re focused on
• The next round of fiscal spending, which we expect to be
focused on infrastructure and total at least $2tn, and will
likely be at least partially offset by tax increases.
• Fed tapering/liftoff, which we continue to expect to begin in
early 2022 and 1H24, respectively.
• Overheating risk; we’re not that worried about large overheating
given ample economic slack and a fading fiscal impulse.
• Virus/vaccines; while case growth has recently moved
sideways, the daily pace of vaccinations has risen to 2.8mn.

Latest GS proprietary datapoints/major changes in views
• We lowered our 1Q21 GDP forecast to -6.0% qoq ann. to
reflect lower-than-expected January consumption data due to
lower holiday travel and a renewed state of emergency.
Datapoints/trends we’re focused on
• Zombification risk; we expect zombie companies to be
smaller in size than in the 1990s, limiting the potential
macroeconomic impact of any zombification.
• Climate goals; while Japan has set a goal of achieving carbon
neutrality by 2050, we anticipate the country will face many
challenges to doing so, including geographic conditions and the
risk of natural disasters.

Fiscal spending: more ahead, but smaller growth boost

Japan has been relatively slow to reduce emissions

Potential federal spending from a $2tn infrastructure package, $bn

Greenhouse gas emissions/real GDP, kg per PPP $ of GDP
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Europe

Emerging Markets (EM)

Latest GS proprietary datapoints/major changes in views
• No major changes in views.
Datapoints/trends we’re focused on
• EMU4 fiscal stance, which we expect will remain
expansionary in 2021 before turning slightly contractionary
in 2022/23, although German elections later this year may
nudge fiscal policy more towards expansionary territory.
• Italian politics; while PM Draghi appears to be steering
policy in the right direction, we believe political uncertainty
remains the key risk for the economy beyond 2021.
• Virus/vaccine divergence; while case growth in the UK has
declined as the vaccine rollout has moved ahead rapidly,
cases in the EA have risen as the rollout continues to lag.

Latest GS proprietary datapoints/major changes in views
• We raised our 2021 China growth forecast to 8.5% on
stronger-than-expected exports and IP data in Jan/Feb.
Datapoints/trends we’re focused on
• Inflation and central bank moves; we expect higher oil and
food prices to drive EM headline inflation sharply higher,
raising the risk of more hawkish EM central banks over the
next 3-12 months.
• Herd immunity, which we think is unlikely in many EMs,
including the majority of Asian economies, until 2022.
• EM sovereign downgrades, which have continued even as
sentiment has improved, but we think the worst is now over.

Budgets: 2021 expansions, followed by contractions

EM headline inflationary pressures set to rise

Fiscal stance by funding, % of GDP

Headline CPI vs. expected impact to CPI from various shocks, % yoy
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Amid the accelerating economic recovery from the COVID-19
recession, the largest US fiscal stimulus outside of war times
as well as the Fed’s commitment under its new Average
Inflation Targeting (AIT) framework to keep monetary policy
very easy until higher inflation is actually sustained have stoked
concerns that the US economy is set to substantially overheat.
Indeed, the likes of former Treasury Secretary Larry Summers
and former Chief IMF economist Olivier Blanchard have
recently voiced such concerns (see pg. 6), which they and
others argue, to varying degrees, could ignite inflationary
pressures similar to the late 1960/70s, or force the Fed to
tighten policy more quickly than it currently expects, potentially
strangling growth and jeopardizing the still nascent recovery.
Partly in response to these concerns, US bond yields have
jumped as inflation expectations have risen and as the market
has pulled forward its expectations for Fed liftoff from 2Q24 at
the beginning of the year to 1Q23 currently. And investors have
begun to grapple with what the prospect of higher bond yields
means for other assets. Whether the current overheating
worries are warranted, and the implications for bond yields, and
markets more broadly, is Top of Mind.
We first speak with Jan Hatzius, GS Head of Global Investment
Research and Chief Economist, who pushes back on the view
that US fiscal support far exceeds what’s needed to aid the
recovery and will lead to substantial overheating. So what are
those who are more worried missing? According to Hatzius,
two things: one, the amount of slack in the economy is likely
much higher than official estimates suggest, so even GS’s
above-consensus growth forecasts will leave the economy
operating only slightly above potential, and, two, fiscal stimulus,
and, in turn, growth, is set to decline sharply beyond this year,
even assuming another sizable investment-oriented package is
enacted, which will limit any overshoot of potential output.
As a result, despite GS’s strong growth views, Hatzius expects
inflation to rise only modestly above the Fed’s target over the
coming months, before moderating somewhat (see pg. 7 for an
overview of GS inflation views). These views, he says, are
consistent with the Fed starting to taper asset purchases in
early 2022, and hiking rates in 1H24—later than the market is
currently pricing. And he sees risks to the timing of liftoff as
balanced, or even skewed to the later side. That said, once the
hiking cycle begins, risks are skewed toward a steeper hiking
path, in his view.
David Mericle, GS Chief US Economist, then discusses the
risks around our US growth, Fed, and inflation views that would
generate more overheating than we currently expect. But if the
economy did substantially overheat, he thinks the bigger worry
than the Fed allowing an inflationary spiral would be the high
cost of slowing things down given the historical track record of
sparking recessions in these situations.
So what does this all suggest for bond yields? Praveen
Korapaty, GS Chief US Interest Rates Strategist, answers the
most-asked questions about the bond yield outlook. He argues
that after a brief pause, yields will move higher—on the order
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of an additional 20bps for UST 10y yields—to end the year at
1.9%, driven by the growth acceleration that GS economists
expect. In his view, an overshoot is certainly possible, but
probably unsustainable, and a further steepening in nominal,
and especially, real yield curves is likely from here.
We then turn to Dominic Wilson, GS Senior Markets Advisor
within Global Investment Research, to discuss how the current
situation in bond markets differs from past episodes of
volatility, such as the 2013 Taper Tantrum, and what that
means for asset performance. He underscores that the 2013
episode resulted from a major Fed policy shock, whereas the
recent (and so far much smaller) repricing has mainly stemmed
from progress on the economic recovery, which risk assets
have generally digested more easily. But he finds that markets
today still aren’t fully reflecting the above-consensus growth
that we expect in the coming months. So he recommends
investors stay exposed to cyclical parts of the market in the
near term, like cyclical equities and commodities, and avoid
bonds, bond proxies and rate-sensitive growth assets.
Peter Oppenheimer, GS Chief Equity Portfolio Strategist, digs
deeper into the differences between past reflationary cycles
and the potential one ahead, which he argues suggest a broadly
supportive environment for equities, but a shift in market
leadership toward Value and Cyclical stocks, as well as regional
markets with greater exposure to them, like Europe and Japan.
And Jeff Currie, GS Global Head of Commodities Research,
explains why the current reflationary backdrop sets the stage
for a commodity bull market, though perhaps not for the
reasons commonly believed. He makes the case that the
defining driver behind past commodity bull markets associated
with reflationary episodes is expansionary policies focused on
redistribution. These populist policies, he says, increase
commodity-intensive spending from the large number of lowincome households, substantially boosting commodity demand.
In his view, it was this dynamic, generated by the War on
Poverty in the 1960s—not oil supply shocks—that created the
infamous inflation of the 1970s, and even the 2000s supercycle
was driven by a wealth redistribution to low-income rural
Chinese. Given policymakers’ focus on using expansionary
policy to address high income inequality today, he sees a
similar bullish period for commodities ahead, and recommends
owning commodities as a hedge against broader inflationary
risks.
Finally, Christian Mueller-Glissmann, GS Senior Multi-Asset
Strategist, reiterates the benefit of a pro-cyclical asset
allocation orientation given the moderate reflation acceleration
that we expect. But he agrees with Currie that the potential for
inflation to overshoot—or, conversely, disappoint rising inflation
expectations—warrants hedging portfolios against these tail
risks. And options still look like an attractive way to do this.

Allison Nathan, Editor
Email: allison.nathan@gs.com
Tel:
212-357-7504
Goldman Sachs and Co. LLC
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Jan Hatzius is Head of Global Investment Research and Chief Economist at Goldman Sachs. Below,
he argues that the risk of substantial economic overheating as the economy reopens remains limited.
Allison Nathan: Economists such as
Larry Summers and Olivier
Blanchard have recently raised
concerns that amid an already
emerging economic recovery, very
expansive US fiscal policy on top of
easy monetary policy risks sharply
higher inflation. Our 2021 US
growth forecast of 7.2% (on an
annual-average basis) is one of the
highest among forecasters, so do you share these
concerns?
Jan Hatzius: Not really. There's no question that the amount of
stimulus set to hit the US economy this year is unprecedented
outside of major wars. Together with the reopening of the
economy, this is likely to produce very strong growth of about
8% on a Q4/Q4 basis in 2021. But the economy is coming out
of a deep hole and there’s still a large gap to fill between actual
and potential output. We estimate that US output was about
6% below potential as of late last year, which is only slightly
smaller than the difference between our 8% growth forecast
and our 1.75% estimate of potential growth. So even the
above-consensus recovery that we expect should leave output
only slightly above potential. That would suggest inflation of
slightly, but not dramatically, more than 2%. Obviously, there is
significant uncertainty around all of these estimates, so I think
we need to be humble and willing to change our minds if the
evidence changes. But at this point I agree with Treasury
Secretary Janet Yellen that the American Rescue Plan Act
(ARPA) should bring the economy roughly back to full
employment but should not result in substantial overheating.
Allison Nathan: What accounts for the differences between
your views and those who worry more about overheating?
Jan Hatzius: There are two main differences. First, Summers
and Blanchard rely on the estimate of the Congressional
Budget Office (CBO) that GDP was only 3% below potential in
late 2020, while our estimate is twice as large. Output gaps are
admittedly hard to measure, but we think there are strong
reasons to believe that the CBO estimate is too small. Their
figures show the economy running above potential in the two
years before the pandemic, which is hard to square with the
fact that inflation was, on average, below the Fed's target.
Also, employment is still down 6% from the pre-pandemic
level. Normally, this would indicate an output gap of
significantly more than 6% because swings in output typically
exceed swings in employment by a factor of about two, a
relationship known as Okun’s law. While Okun’s law doesn’t
hold under current circumstances because weakness is so
concentrated in the economy’s most labor-intensive sectors,
the 6% employment drop nevertheless makes an output gap of
just 3% highly implausible.
Second, overheating concerns focus on the comparison of the
output gap with the exceptionally large amount of fiscal
support, which we estimate at 11% of GDP in fiscal 2021. That
Goldman Sachs Global Investment Research

is undeniably a very large and positive impulse. But much of it
is temporary and concentrated in one-off payments and
programs, such as longer and higher unemployment benefits
that are eventually set to expire and will also scale down
naturally as the labor market improves. Next year, we forecast
that fiscal support will diminish to just 5% of GDP. This is
despite our assumption of further fiscal packages focused on
infrastructure and other spending that total over $3tn, because
those packages will be spread over a ten-year period and will
also be partly offset by higher taxes. We expect the implied
6pp drop in fiscal support to lead to much slower growth in
2022, especially in the second half of the year. This should limit
any overshoot of potential output.
Allison Nathan: What about the argument that multiplier
effects will amplify the impact of the stimulus,
exacerbating overheating risks?
Jan Hatzius: I don’t find the discussion of multipliers very
illuminating in the context of a one-off spending increase
because the multiplier is a longer-run concept. So, for example,
if we assume that an increase in transfer payments has a
multiplier of one—meaning that it will prompt an increase in
GDP equivalent to the initial increase in government
spending—that doesn't mean we expect people to spend every
extra dollar they receive. Rather, we assume that they will
spend some of it, which will eventually generate more
employment and wage growth, so that the boost to the level of
GDP in two or three years' time ultimately reaches the size of
the original stimulus. But this assumes that transfer payments
are sustained at their higher level—otherwise the positive
multiplier effects of the increase in transfer payments in year 1
will be offset by the negative multiplier effects of the decline in
transfer payments in year 2.
Even abstracting from this issue, some parts of the ARPA are
unlikely to have large effects on spending. The $350 million for
state and local aid, for example, is probably bigger than what is
needed to support state and local governments, whose tax
receipts have come in better than expected in recent months.
The state and local aid might still make sense because it will
allow these governments to replenish their rainy-day funds,
reducing the risk of a downturn in state and local spending in
response to a future shock. But the immediate stimulative
impact is unlikely to be large.
Allison Nathan: Does the shift in the Fed’s framework
towards Average Inflation Targeting (AIT) increase the risk
that the Fed falls behind the curve and we end up with an
inflation overshoot?
Jan Hatzius: Yes, but it’s important to remember that the Fed
now wants to overshoot 2% temporarily in order to ensure that
inflation averages 2% over the cycle as a whole. This desire
largely stems from the Fed’s discovery that treating their 2%
inflation target as an effective ceiling, or at least as a symmetric
target, has delivered modestly below-target inflation on
average. So while 2% remains the official inflation target, in
4
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practice this has probably increased by roughly three to four
tenths, implying modestly higher inflation outcomes over time.
In line with this shift, Fed officials have stated that they want to
see clear evidence of realized inflation and the achievement of
maximum employment before withdrawing stimulus in this
cycle.
It’s natural to worry that this shift toward greater inflation
tolerance could lead to a repeat of the inflationary experience of
the 1960s/70s, prior to the more pre-emptive inflation-fighting
approach of Fed Chair Paul Volcker in the early 1980s. But this
comparison misses the greater role that well-anchored inflation
expectations play today in keeping inflation low and stable.
Admittedly, we can't be 100% sure that inflation expectations
will always remain anchored. But much better measurement of
long-run inflation expectations today via consumer inflation
surveys, forecaster inflation surveys, and inflation-linked
government bonds suggest that any material shift in the
market’s expectations of longer-term inflation dynamics would
be quickly detected earlier and thus much less likely to sneak
up on policymakers in the same way as in the 1960s/70s.
And if the economy did look like it was starting to overheat
seriously—whether that is because of even stronger growth
than we expect, a smaller output gap than we estimate, or
other unforeseen developments—the Fed would respond. At
this point, our Fed call remains relatively dovish; we expect
tapering to begin in early 2022 and rate liftoff in 1H24. But
we're not dug into those forecasts. If inflation surprises sharply
to the upside on a sustained basis, the Fed wouldn't just sit
back and watch—they would react.
Allison Nathan: At the other end of the spectrum, is there a
point at which the Fed would become concerned that
higher bond yields were becoming too restrictive,
prompting them to act on the dovish side?
Jan Hatzius: Yes, but Chair Powell has stated that they look at
broad financial conditions rather than just interest rates to
assess this risk. And financial conditions as reflected by our GS
Financial Conditions Index (GSFCI) remain near the all-time
easiest levels ever. So that's the key metric to watch, but
we're still quite far from a point that would cause the Fed
concern.
Allison Nathan: So how do you view the risks around our
relatively dovish Fed liftoff call?
Jan Hatzius: In terms of the timing of liftoff, I think the risks to
our 1H24 forecast—which is about a year later than market
pricing—are fairly balanced or perhaps even tilted to the later
side. That’s because the Fed’s guidance that they will taper QE
first limits the extent to which rate hikes can be pulled forward.
Our baseline forecast for the start of tapering is 1Q22, and the
earliest plausible date is 4Q21. The FOMC has said that the
tapering process will resemble 2013-2014, which we interpret
as eight $15bn steps over a year. This means that early 2023 is
the first realistic point for a rate hike, even in an upside inflation
scenario. This is about a year before our baseline liftoff
forecast. By contrast, a disruption of the current strong
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economic recovery could reasonably delay rate hikes by one,
two or even more years.
In terms of the level of rates, though, risks are probably
skewed to the higher side. While it's not our baseline, the
Fed’s willingness to let inflation run higher for longer might
require earlier and more frequent hikes than what we assume
in our baseline. So this potential need for the Fed to “catch up”
does introduce some risk of a significantly steeper rate hiking
path than we, as well as the market, expect.
Allison Nathan: Are risks to the terminal Fed funds rate
skewed to the upside, then?
Jan Hatzius: The Fed's estimate of the longer-term funds rate
is 2.5%, and they’ve said they want to wait until the economy
is at full employment before hiking rates, which suggests a
peak rate in this cycle perhaps slightly higher than this
estimate. So a 2.5-3.0% terminal funds rate seems reasonable
to me, which is only modestly above current market pricing.
But I see upside risk to this 2.5-3.0% terminal rate based on
the shifting attitudes toward fiscal policy. The world seems less
concerned about running larger budget deficits than was the
case a decade or two ago. Just as a matter of accounting,
larger public sector deficits require larger private sector
surpluses, and this could mean that real rates have to rise in
order to entice the private sector to save more. I'm struck by
the fact that even with the substantial selloff in bond markets
over the past few months, 5y5y TIPS yields are still in the
0.3%-0.4% range, which is actually slightly below the average
of the five years prior to the pandemic. At a minimum, it seems
likely that we will get back to the pre-pandemic average, and
there's some risk that we will move meaningfully higher. This
all suggests a strong curve steepening bias from here; in the
short-term, the market is probably overestimating how quickly
the Fed moves to rate hikes, but risks are skewed to the upside
at the longer-end.
Allison Nathan: Beyond the US, are any countries or
regions at risk of overheating?
Jan Hatzius: I don’t think so. In fact, risks are clearly skewed in
the other direction in most economies because they’re
generally starting from a bigger economic hole and have
enacted less stimulus than the US. Specifically, real GDP was
down by 2.4% year-on-year as of late 2020 in the US,
compared to 5% in Europe and 8% in the UK. And while fiscal
authorities in Europe, Japan, and other advanced and emerging
economies provided substantial support to their economies in
2020, the incremental fiscal impulse in 2021 is less positive
than in the US. As a result, even our above-consensus growth
forecasts in many of these economies suggest that they will
remain relatively far away from potential output and full
employment in 2022, and maybe even in 2023. So it's difficult
to see any kind of overheating scenario. From a policy
perspective, this suggests that while the amount of support in
the US seems about right, in Europe and other places, a lot
more could and should be done to support the economic
recovery.
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US stimulus set to exceed official output gap by ~6x in 2021

The fiscal deficit this year will be the largest since WWII

US output gap, % of potential GDP; fiscal stimulus, % of GDP

US fiscal surplus/deficit, % of GDP
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Fed funds rate remains accommodative relative to history

The Fed has also further expanded its balance sheet

Effective fed funds rate, %

Securities held by the Federal Reserve, $tn
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A drawdown of pent-up savings could provide a boost

Larger multipliers could amplify the impact of fiscal stimulus

US personal savings rate as % of disposable income

Estimated aggregate demand impact of ARP Act, $tn

40

4

35

3.5
3

30

2.5

25

2

20

1.5

15

14%

1

10

0.5

5

0

0
1960

Assumed multiplier:
Low
Mean
High

1970

1980

1990

Source: Haver Analytics, Goldman Sachs GIR.

Goldman Sachs Global Investment Research

2000

2010

2020

Individual
rebates

UI and Public health Other
State and
targeted
public
local aid
relief
investments

Total

Note: Fiscal multipliers based on estimates made by Olivier Blanchard.
Source: Olivier Blanchard, CEA, Goldman Sachs GIR.
6

Top of Mind

Issue 97

Inflation snapshot
El

Core PCE to jump sharply before falling to 1.95% by year-end

Upside scenario could see rise to 2.4%, though only temporarily

Headline and core PCE inflation, % change yoy

Core PCE inflation, % change yoy
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Base effects will be a key driver of near-term inflation surge

Inflation expectations have started to rise, but from a low level

Contribution to change in yoy core PCE inflation rate, pp
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We expect higher services inflation to drive core PCE to 1.95% by year-end 2021 and 2% by year-end 2022
GS core PCE inflation forecast, weight by category, expected change and contribution to change by category, % yoy
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YoY
to Change

1.95
0.2
1.6
-2.8
-2.7
-5.2
0.8
4.9
2.4
0.4
1.7
5.7
0.4
2.6
2.7
3.2
14.2
2.1
4.5
2.4
6.2
1.4

0.54
0.03
0.01
-0.13
-0.07
-0.03
-0.02
0.03
0.23
0.10
0.02
0.01
-0.01
0.53
0.13
0.01
0.23
0.05
0.29
-0.21
0.14
-0.11
-0.02

YoY

2.00
-0.6
-0.5
-6.5
-3.3
-7.4
-0.2
1.8
1.1
2.1
0.9
2.9
-0.3
2.9
3.5
2.2
3.6
3.2
2.9
2.5
3.0
2.6

End 2022
Contribution to
Change

0.59
-0.18
-0.04
-0.18
-0.07
-0.08
-0.02
0.00
0.18
0.17
0.02
0.00
-0.08
0.74
0.27
0.01
0.16
0.13
0.14
-0.19
0.11
0.12
0.03

Special thanks to Spencer Hill and Ronnie Walker
Goldman Sachs Global Investment Research
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The risk of overheating
El

David Mericle discusses the risks around his
US growth, Fed, and inflation views that
would generate more overheating than we
currently expect
Market-implied inflation expectations have drifted substantially
higher in recent months amid a debate among economists and
policymakers about the risk that the economy could seriously
overheat and inflation could rise well beyond the moderately
above 2% level that Fed officials are targeting under their new
Average Inflation Targeting (AIT) framework. But we think our
optimistic growth and unemployment forecasts are still
consistent with relatively tame inflation over the next several
years. With this in mind, we answer four key questions about
the risk of overheating.
How high is the risk of overfilling the output gap?
Concerns about overheating center around the combined size
of the $900bn Consolidated Appropriations Act passed in
December and the $1.9tn American Rescue Plan Act (ARPA)
passed in March. This legislation will provide a huge boost to
household disposable income that more than fills the hole in
private income during the first half of this year. This is already
contributing to a surge in spending in March and will also
further swell the pent-up savings that households have
accumulated over the course of the pandemic.
The fiscal support this year will come at a time when the
economy is also benefiting from other powerful tailwinds,
including the reopening of high-contact consumer services that
will largely restore normal spending opportunities, spending of
pent-up savings, and the boost from easy financial conditions.
We estimate that the combination of these impulses will boost
the level of GDP by roughly an incremental 6% in 2021 on top
of an end-2020 starting point that was already benefitting from
the residual effects of the CARES Act. This boost on top of the
economy’s potential growth pace implies a GDP growth rate
roughly consistent with our 8% 2021 Q4/Q4 forecast. Starting
in mid-2022, however, the combined impulse fades and
becomes a drag on growth.

Reopening, fiscal support, pent-up savings likely to deliver a
growth boost big enough to close output gap by 4Q21
Effect on level of real GDP, %
20
15

Reopening

Fiscal Support

Pent-up Savings

Easy Financial Conditions

Forbearance Cliff

International Trade

Total

Our forecast implies an overshoot of our estimate of potential
GDP of about 1% next year. But the uncertainty is greater than
usual, both because of the lack of modern precedents for the
reopening and pent-up savings effects, and because of
uncertainty about future fiscal measures. Greater fiscal support
and a higher rate of spending out of pent-up savings than we
expect could each plausibly add as much as 1% to the level of
GDP. If both risks materialized, the level of GDP could rise
above potential by as much as 3%. We also see upside risks
from a quicker pace of reopening or faster spending of stimulus
money, but both would likely mean a short-term burst of
spending that pulls demand forward, rather than a steady multiyear boost to the level of demand.
We expect our growth forecast to translate to a further rapid
decline in the unemployment rate to 4% at end-2021, 3.5% at
end-2022, 3.2% at end-2023, and 3.1% at end-2024. But these
upside scenarios could push the unemployment rate below
3%, which would present upside risk to inflation.
How high is the risk of a larger inflation overshoot?
We expect this sharp decline in the unemployment rate to
translate to core PCE inflation of 2.1-2.2% by 2023-2024, above
the peak seen last cycle but roughly the rate that Fed officials
would like to see before liftoff under their new policy
framework. Our view that inflation is likely to remain fairly tame
takes on board two lessons from last cycle. First, the Phillips
curve that captures the inverse relationship between
unemployment and inflation is alive but not very steep, and that
is particularly true of the PCE index. And, second, health care
legislation passed under President Obama was significantly
disinflationary, and that legislation remains in place and might
even expand under President Biden.
We do think that a more substantial overshoot of another 0.250.5pp is possible, as we’ve found that inflation is often more
uncertain than intuition suggests, consensus inflation forecast
errors have been surprisingly large, and local-level data show
that moderately above-target inflation has actually been fairly
common in extremely tight labor markets. The bottom line is
that inflation is both cyclical and hard to forecast at multiyear
horizons, and we would therefore not be shocked by a
moderate upside surprise to our forecast.
But the much larger overshoots that some commentators have
suggested are less realistic, in our view, for two reasons. First,
only 40% of the core PCE index shows consistent cyclicality,
meaning that cyclical categories would have to run at high
levels of inflation to cause a large overshoot in the overall core
measure. And second, healthcare inflation is likely to remain
depressed by policy pressures over the coming years.

10
5
0
-5

Q4
2020

Q1

Q2

Q3

Q4

2021

Q1

Q2

Q3

Q4

2022

Source: Goldman Sachs GIR.
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City-level evidence shows that CPI inflation has averaged
2.5-3% in very tight labor markets

Average MSA core CPI inflation by MSA unemployment rate since
1997, one standard deviation confidence interval, % change, year ago
4.5
4.0
3.5
3.0
2.5
2.0
1.5
1.0

> 10%

9 to 10%

8 to 9%

7 to 8%

6.5 to 7%

6 to 6.5%

5.5 to 6%

5 to 5.5%

4.5 to 5%

4 to 4.5%

3.5 to 4%

3 to 3.5%

0.0

< 3%

0.5

Healthcare inflation likely to remain depressed in coming years
Contributions to SF Fed acyclical core PCE inflation, pp
Healthcare

Ex-Healthcare

Total

1.6
1.2
0.8
0.4
0.0
-0.4
2000

2003

2006

2009

2012

2015

2018

2021

Source: San Francisco Fed, Goldman Sachs GIR.

How high is the risk of de-anchoring inflation
expectations?
Even a larger jump in inflation than we expect would only be a
longer-term problem to the extent that it also dragged inflation
expectations higher and became self-perpetuating. But, in
recent decades, expectations have been firmly anchored on the
2% target, and empirical studies find that only 10-20% of
fluctuations in realized inflation have flowed through to inflation
expectations.
Going back further in history, the US experienced surges in
inflation after WWII and then again in the 1960s and 1970s, the
latter of which resulted in a long-lasting de-anchoring of
expectations. The inflation surge after WWII has little
contemporary relevance because the rise in inflation was
caused mainly by food shortages and the removal of wartime
wage and price controls, and because the Fed was largely
prevented by the Treasury Department from raising interest
rates at the time.

Goldman Sachs Global Investment Research

But we think the differences between that episode and today
outweigh the similarities. Fed officials made a long series of
major policy errors in the 1960s and 1970s that arose from
serious conceptual errors and heavy political pressure that are
hard to imagine today. Perhaps the most important difference
is that Fed officials, having learned from past mistakes, now
see keeping long-term inflation expectations anchored on 2%
as a paramount goal. As a result, they are highly attentive to
many high-frequency measures of household, business,
professional forecaster, and market-implied measures. If these
measures were to rise much above the top end of their post2000 range, we are confident the FOMC would react forcefully.
How high is the risk that the Fed will act too slowly?

Source: Department of Labor, Goldman Sachs GIR.

2.0

But the inflationary spiral beginning in the 1960s is more
unsettling in that in that it emerged from a lengthy period in
which inflation and (1-year) inflation expectations were
extremely stable, and, much like then, fiscal policy today is
highly expansionary and policymakers are again adopting an
aggressive definition of maximum employment.

There are a few reasons to be somewhat more worried than
usual that the Fed might be slow to act. First, the abruptness of
the reopening process and the size of the fiscal measures will
make for a much faster than usual pace of recovery. This
makes it easier to imagine a scenario in which the economy
overheats before the FOMC hits the brakes hard enough.
Second, the FOMC has decided to taper its asset purchases
before raising rates, and past experience with unfavorable
market reactions have made Fed officials understandably
averse to any drastic or sudden changes to balance sheet
policy. Third, the Fed’s new monetary policy framework rejects
pre-emptive tightening in response to a low unemployment
rate and commits the FOMC to not lift off until inflation reaches
at least 2%, which raises the odds of venturing into a steeper
part of the Phillips curve.
But we believe that some investors worried about overheating
take this narrative too far. In our view, AIT is unlikely to have
particularly radical implications, the political pressure on the Fed
today is not comparable to that in the 1960s/70s, and the Fed’s
new broad-based and inclusive maximum employment goal is
unlikely to delay rate hikes should inflation rise beyond the
Fed’s comfort zone.
If the economy did overheat seriously, we would worry less
that the Fed would allow an inflationary spiral than that the
price of slowing things down would be high. It’s hard to
imagine a situation in which inflation expectations become
unanchored and the FOMC doesn’t react aggressively. But
history shows us that nudging up the unemployment rate just
enough to undo an overshoot is very difficult in practice without
sparking a recession.

David Mericle, Chief US Economist
Email:
Tel:

david.mericle@gs.com
212-357-2619

Goldman Sachs and Co. LLC
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Inflation: wars vs. pandemics
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Kevin Daly, Co-Head of CEEMEA Economics in GS Global Investment Research, and Rositsa
Chankova* compare how inflation and government bond yields have behaved around major wars and
pandemics, finding that wars tend to be inflationary and see higher bond yields, but pandemics do not.
A (very) long history of wars and pandemics
Wars

Duration
(years)
Event
Years
World War II
1939-1945
6
World War I
1914-1918
4
Thirty Years War
1618-1647
29
Napoleonic Wars
1803-1814
11
Seven Years War
1755-1762
7
First English Civil War
1642-1646
4
Vietnam War
1963-1973
10
Korean War
1950-1953
3
American Civil War
1861-1864
3
Spanish Civil War
1936-1938
2
Franco-Spanish War
1648-1658
10
Franco-Dutch War
1672-1677
5
Avg. Duration
7.8
Med. Duration
5.5

Pandemics
Global?
Y
Y
Y
Y
Y

Fatalities
150-250m
80-120m
70-130m
35-45m
10-12m
6-8m
5-8m
4-8m
4-6m
2-3m
2-3m
2-3m

Event
Black Death
Spanish Flu
Plague in Kingdom of Naples
Encephalitis Lethargica Pandemic
Third cholera pandemic
Plague in Spain
Asian Flu
Russian Flu
Italian plague
Hong Kong Flu
Great Plague of Sevilla
Great Plague of London

Duration
(years)
22
2
2
11
6
6
1
1
2
1
5
1
5.0
2.0

Years
1331–1353
1918–1920
1656–1658
1915–1926
1848-1854
1596–1602
1957–1958
1889–1890
1629–1631
1968-1969
1647–1652
1665–1666
Avg. Duration
Med. Duration

Global?
Y
Y

Fatalities
2-3bn
150-200m
15-16m
6-7m
6-7m
8-9m
4.5-5.5m
4-5m
3-4m
2m
2m
1-1.5m

Y
Y
Y
Y
Y

Note: 12 largest wars and pandemics, measured by deaths, excluding regional wars/pandemics without data; fatalities have been rescaled to today’s global population.
Source: Cirillo and Taleb (2020); Goldman Sachs GIR.

Inflation has typically risen sharply following major wars, but not following pandemics
CPI inflation around wars, years (x-axis), % yoy (y-axis)

CPI inflation around pandemics, years (x-axis), % yoy (y-axis)
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Source: BoE, Schmelzing (2018), Goldman Sachs GIR.

Bond yields have tended to rise much more during wars than pandemics
Nominal 10y bond yields around wars, years (x-axis), % (y-axis)
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Source: BoE, Schmelzing (2018), Goldman Sachs GIR.

*Rositsa Chankova is an intern in the CEEMEA Economics team.
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Measuring inflation: CPI vs. PCE
Consumer price index (CPI). One of the two main inflation measures, the CPI is a monthly measure of the average change over
time in the prices paid by urban consumers—who represent ~93% of the total US population—for a market basket of consumer
goods and services. The market basket is developed from expenditure information provided by families and individuals on their
purchases, and is updated every two years. The CPI is constructed through price data compiled by the Bureau of Labor Statistics.
Personal Consumption Expenditures (PCE) price index. The other of the two monthly main inflation measures, the PCE
measures price changes for a basket of goods that evolves on a monthly basis as household expenditure patterns shift. Because
consumers tend to shift their spending over time to buy products with relatively lower inflation, the PCE tends to report lower
inflation than the CPI. So the PCE likely provides a closer representation of actual price changes in the economy, which is one
reason the Fed prefers to use it instead of the CPI. The PCE price index is produced by the Bureau of Economic Analysis.

Pricing inflation: Survey and market-based indicators
Survey-based inflation expectations. Measures of inflation expectations based on surveys of the general public or professional
forecasters and economists conducted by various institutions. Popular surveys include the New York Fed Survey of Inflation
Expectations, University of Michigan’s Survey of Consumer Attitudes and Behavior, and the Survey of Professional Forecasters.
Market-based inflation expectations. Inflation expectations derived from the prices of financial securities. Two common gauges
of market-based inflation expectations are the 10y breakeven inflation rate—calculated by comparing 10y nominal Treasury yields
with yields on 10y TIPS—and inflation swaps. Such measures of expectations include a risk premium to compensate investors
for inflation uncertainty and may be affected by factors unrelated to changes in expectations.
Treasury Inflation-Protected Securities (TIPS). A type of US government bond that provides protection against inflation. Like
US Treasury bonds, TIPS pay interest twice a year at a fixed rate and repay their principal at maturity. However, while the interest
rate is fixed, the principal invested in TIPS adjusts with changes in the CPI, increasing with inflation and decreasing with deflation.
As a result, TIPS interest payments fluctuate with inflation. Consider an investor who buys a 30y TIPS for $1,000 with an annual
coupon of 1%. If CPI inflation in the first year following the investment is 2%, the principal will adjust to $1,020 ($1,000 x 1.02),
while the annual interest payment would be $10.20 ($1,020 x 1%). At maturity, the TIPS investor would receive the greater of (a)
the inflation-adjusted principal and (b) the original principal.
Breakeven inflation rates. The difference in yield between US Treasury bonds and TIPS of the same maturity. Because US
Treasury bonds guarantee a nominal yield and TIPS guarantee a real yield, the breakeven rate should reflect investors’
expectations of the future rate of inflation. If future inflation were to match this rate, holders of regular US Treasury bonds and
TIPS would, in theory, receive the same return and therefore “break even.” In practice, however, breakeven inflation rates reflect
more than just inflation expectations. They include risk premia to compensate investors for the uncertainty around the future rate
of inflation and can reflect the relatively lower liquidity of the TIPS market compared to the regular Treasury market.
Inflation swaps. Contracts in which one party agrees to swap fixed payments for floating payments tied to the inflation rate, for a
given notional amount and period of time. One party (the “payer”) makes a payment that varies according to the actual rate of
inflation over the contract period. The other party (the “receiver”) makes a fixed payment based on the expected rate of inflation
plus some inflation risk premium. The fixed rate is known as the inflation swap rate, and provides information about the expected
rate of inflation at the time the contract matures. Inflation swaps are used by market participants to hedge inflation risk and to
speculate on the course of inflation, and by market observers more broadly to infer inflation expectations.
Inflation forwards. Derived from breakeven inflation rates or inflation swap rates with different maturities, these are usually
quoted as AyBy, reflecting expected inflation over a period of A years beginning B years from now. For example, the 3y7y forward
rate—in the belly of the curve—reflects average expected inflation over a three-year period beginning seven years into the future.

The Fed’s inflation framework: A shift to AIT
Flexible average inflation targeting (AIT). Adopted by the Fed at the 2020 Jackson Hole Symposium, under AIT the FOMC will
aim for inflation moderately above 2 percent following periods when inflation has run persistently below 2 percent in order to
average 2 percent over time. This framework marks a departure from the previous “let bygones be bygones” approach of policy
not responding to past deviations of inflation from target, though Fed Chair Powell has emphasized that the FOMC will remain
flexible and will not be tied to a particular mathematical formula.

Source: Bureau of Economic Analysis, Bureau of Labor Statistics, Federal Reserve, Goldman Sachs GIR.
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Dominic Wilson is Senior Markets Advisor in Global Investment Research at Goldman Sachs. Below,
he discusses the recent repricing in US bond markets and the spillover effects on other asset classes.
Allison Nathan: What drove the
initial repricing in bond markets?
Dominic Wilson: The initial bond
repricing at its heart was mostly a
reflection of progress in the economic
recovery. Towards the end of 2020,
the economy was coming out of a big
hole, and vaccine announcements led
the market to upgrade its growth
expectations sharply, but bond yields barely moved; Fed
anchoring and the deeply distressed starting point of the
economy was enough to keep a lid on yields even as growth
improved. But vaccine progress has moved the economy closer
to a point of substantial growth acceleration, creating dry tinder
for the bond markets to finally start to reflect rising growth and
inflation pressures. The spark that likely lit the tinder was the
massive fiscal stimulus that was passed in December and even
more so in March, which, unlike the earlier rounds of stimulus,
hasn’t been implemented in the face of an immediate
emergency, but rather amid an emerging economic recovery.
Investors looked at the mix of all that and said, we’ve basically
left the bond market alone as we’ve repriced the growth
outlook in many other places, and now we’re seeing a more
normal recovery profile that demands yields move higher.
Allison Nathan: What do you make of the jump in bond
yields post the recent FOMC meeting? Is the market too
concerned about Fed tightening?
Dominic Wilson: Relative to our expectations that temporary
inflation pressures will recede as the strong pace of growth we
expect in coming months slows once we’ve passed the peak
fiscal impulse—and then will only build back slowly—the frontend of the curve looks like it’s pricing in too many rate hikes.
But the market is grappling with two challenges regarding the
Fed here. The first relates to its reaction function, meaning
whether the Fed will stick to the commitment they’ve made
under their new Average Inflation Targeting (AIT) regime not to
tighten policy until they actually see the whites of the eyes of
inflation, and see them for some time. Given the Fed’s
historical track record of tightening earlier than that, the market
wants reassurance that the Fed won’t walk away from that
commitment in the face of economic normalization. But I don't
think that will be the problem. The Fed has done a pretty
careful and credible job of pushing back on that concern, and
understands the risks of abandoning its commitment.
The second challenge is the more difficult one: whether the
Fed’s forecasts for growth and inflation that suggest tightening
is still some way off will prove correct. In other words, while
the Fed can provide the market reassurance about their
reaction function, they can’t provide the same reassurance
about the economic outlook. The reality is that we’re probably
entering a period of unprecedentedly rapid economic growth at
the same time that fiscal and monetary policy remain
exceptionally expansionary. This leaves the growth and inflation
trajectories highly uncertain, and if growth and inflation are high
Goldman Sachs Global Investment Research

enough, the Fed will raise rates. So the Fed can communicate
their forecast to markets, but the market can still worry that the
Fed is not bullish enough, and as a result wants to price in the
risk that the Fed hikes before they think they will based on their
current forecasts. This source of pressure and concern will
likely only rise until the economy is on the other side of the
growth and inflation bump we expect.
Allison Nathan: Do moves in other asset classes post the
bond market repricing make sense?
Dominic Wilson: Directionally, yes. Equities, commodities and
the more cyclical parts of the market have moved broadly
higher, the Dollar has faced some upward pressure, and EMs
have struggled a bit, which is what we would have generally
expected. But the magnitude has been a bit more surprising. In
particular, some of the moves in parts of the rate-sensitive
space, EM and the NASDAQ have been larger than we
would’ve predicted. That’s likely in part a reflection of the fact
that investors have built up overweight positions for a long time
in areas that have benefited from the multi-decade secular
downward trend in real rates, namely long-duration growth
assets like tech stocks. These assets have substantially
outperformed in recent years, and remain heavily subscribed,
owing both to that trend as well as the favorable bottom-up
fundamentals of these stocks. But the rates move is now
challenging that kind of positioning, forcing rotations towards
more conventional cyclical parts of the market, which has
amplified moves in these assets.
Allison Nathan: Are concerns that we could be on the brink
of a sharp move in bond yields, perhaps similar to the 2013
Taper Tantrum, warranted?
Dominic Wilson: It’s still early days, but we’re really only just
approaching the lower limit of the real yield moves we saw in
the 2013 episode, or even the more moderate bond yield
volatility that occurred in 2015/16. Beyond size, I see important
differences between the current episode and these historical
ones. The 2013 Taper Tantrum was a major policy shock. Fed
Chair Ben Bernanke surprised the market with early talk of
tapering, causing the market to pull the whole Fed profile
forward. That sort of Fed communication error, or surprise, has
not happened today. And while the global growth backdrop
was also broadly supportive in 2013, as it is now, growth in
China was slowing. As a result, the China complex, EMs more
broadly and commodity currencies were pummeled. There’s no
China slowdown dragging EMs down today in the same way.
Allison Nathan: So are EMs less vulnerable to rising rates
today?
Dominic Wilson: 2013 was a particularly bad year for EMs
because they were coming off a long period of
outperformance, and then the slowdown in China and a real
rate shock added to that fragility. Today, the structural backdrop
for EMs looks better; they aren’t suffering from similar levels of
overvaluation or balance sheet issues, China growth is quite
solid, and the commodity outlook is more positive. That said,
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rising rates and the prospect of Fed hawkishness still pose a
greater challenge for the EM complex than for many other
places, so there’s still somewhat of a tug-of-war between
these positive and negative forces, even if EMs look less
vulnerable now than they did in past periods of rising rates.
One way that EMs are more vulnerable today is that the carry
cushion in EM assets, and particularly in EM currencies, is
lower than in the past. Historically, rates in traditionally highyielding countries like Brazil were much higher than in the US,
so even if US rates were rising, EM yields still looked attractive.
Given that most EM central banks have also cut rates deeply
during the pandemic, this isn’t the case today. However, partly
as a result of that, as well as of rising inflationary pressures,
EM central banks seem more inclined to move early to
withdraw some of the extraordinary recent stimulus. Brazil,
Turkey and Russia have already done so, and more EMs are
likely to follow. Proactively hiking rates into these pressures
should act as a stabilizing force for EM bond markets and
currencies, especially as central banks raise policy rates from
levels that could be viewed as inappropriately stimulative. And,
in any case, it’s better to tighten earlier than to wait until
market pressure forces a more dramatic central bank response,
though recent developments in Turkey show that it can be
tough for central banks to stick to this course of action.
Allison Nathan: How should investors be positioned today?
Dominic Wilson: It depends on the time horizon. The market
has already priced a decent amount of growth improvement
ahead. But if we map how the market has priced cyclical
recoveries relative to growth views historically, the market
today probably still isn’t fully reflecting the above-consensus
growth that we expect in the coming months, and it likely
won’t fully reflect it until the much stronger growth actually
prints. This suggests more upside for cyclical assets in the near
term, so we recommend remaining long cyclical equities, as
well as commodities outside of gold. At the same time, we
expect rates to continue to move moderately higher—
consistent with our strong growth views (see pgs. 14-15). So
investors should stay away from assets that are sensitive to
higher rates, like the growth-sensitive NASDAQ, and should
avoid exposure to bond and bond proxies, if not outright short
them. From a global perspective, non-US DMs like Japan and
Europe that have more exposure to the areas we expect to do
well in this environment generally look more appealing than
EMs and perhaps also the broad US market.
But beyond the next few months, the investing environment
may shift. Again, we forecast that after a very strong near-term
bump in growth, the overall pace of growth will remain high but
slow down steadily over time and that inflation pressures will
prove transient. If that plays out, it will be interesting to see
whether the market anchors on the level of growth or on the
momentum of growth. It often does the latter, in which case
some of the heavily-cyclical trades could lose some luster and
some of the rate-sensitive areas that have been
underperforming—EM assets, growth stocks and perhaps
bonds themselves—may move back into favor.
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Allison Nathan: What would make you more concerned
about the impact of rates moves on asset performance?
Dominic Wilson: Either a faster or larger move in rates to the
upside than we expect would likely prove disruptive to our procyclical views, but over different time horizons. Near term, no
matter the driver, any rapid rise in rates—10bp+ in one day or
30bp+ in a month—would likely lead to a patch of wobbliness in
the equity market, as we’ve already seen. But past experience
suggests that the market only needs rates to stop rising—rather
than to reverse—to recover from these episodes. A sustained
material increase in rates would likely erode the attractiveness
of equities on a more durable basis. While we’re still a long way
away from credit and fixed income instruments looking
appealing relative to the cash flow yields on equities, a 40-50bp
move higher in real yields could start to present an obstacle to
equities, both in terms of relative attractiveness to other assets
and via the removal of the support to equity valuations that
negative real yields have provided.
Allison Nathan: What’s the most underappreciated risk in
markets today?
Dominic Wilson: The market seems to be quite concerned
about the prospect of higher inflation and the associated
implications for portfolios. I worry less about this because if
inflation seems at risk of moving too high for too long, the Fed
will likely just head this off by raising rates more and earlier.
The risk that the market seems too complacent about is that
real rates don’t stay this low forever, and that the terminal rate
is actually higher than the 0.5% real rate that prevailed at the
end of the last cycle. Many of the factors in the last cycle that
made us willing to accept that real rates would remain low are
no longer in place. Recall that the last cycle began with a
massive private sector deleveraging out of a huge balance sheet
problem, followed by public sector austerity within 18 months
of recovery. On top of that, Chinese growth shifted downward,
the commodity market collapsed, and Europe and then the UK
had problems of their own. The Fed then basically began to hike
alone, precipitating a large Dollar appreciation. And, amid that
challenging environment, a trade war began.
Conditions today look very different. The recovery is much more
synchronized, the private sector will likely want to run down the
significant savings it’s accumulated over the pandemic once the
recovery takes off, the public sector is committed to
expansionary policy for longer, and commodities have entered a
bull market. The market is slowly waking up to this risk, but to
the extent that portfolios are deeply structured around the
notion that real rates are going to remain at low levels forever,
the potential need to adjust to a materially higher terminal real
rate could prove to be a more persistent challenge.
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Q&A on recent moves in bond yields
El

Praveen Korapaty expects the US bond selloff
to continue after a brief pause, as well as
further steepening of the yield curve
Q: The fierce selloff in global bond markets over the past
two months appears to be slowing. Is this just a pause
amid the onset of a bond bear market, a new period of
stability, or the start of a reversal?
A: Since the start of the year, benchmark yields in every major
bond market have moved higher. Among G10 economies,
countries fall into two groups—one that includes the US,
Canada, the UK, Australia and New Zealand, where 10y yields
have risen by 60-90bp, and another group that mostly includes
countries in continental Europe as well as Japan, where 10y
yields have risen by a more modest ~25bp. While these are
large moves over a short period of time, they fall well short of
the spikes seen during the 2013 US Taper Tantrum or the 2015
German Bund Tantrum. And, unlike those episodes, where the
selloff was the result of perceived monetary policy tightening
and stretched positioning, we think the current repricing is
reflationary in nature, and reflects the strong ongoing economic
recovery. While yields have risen well off their lows, it’s worth
keeping in mind that, in most cases, those were all-time lows.

G10 yields have moved higher since the beginning of 2021
Year-to-date move in 10y benchmark yields, bp

was expecting a deep and prolonged recession. As it became
clear that was unlikely to be the case, yields readjusted higher.
In our view, a few specific factors drove this shift in the
market’s outlook. First, despite some hiccups in mass
vaccination drives, market and analyst expectations about
when a critical herd immunity threshold would be reached in
many advanced economies have been brought forward relative
to last year. Second, data have generally held up better than
feared through the winter months. Third, the twin Democratic
wins in Georgia—which gave the party unified control of the
federal government—greatly expanded what was possible on
the US fiscal front. Expansionary budget proposals also
emerged in other regions like the UK. Finally, the starting point
for yields in many economies, particularly in Europe, was too
low, and so just pricing in a cyclical bounce led to higher yields.

Recent yield repricing reflects the strong economic recovery
Year-to-date decomposition of 10y UST yields by macro factor, %
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Q: Along with higher yields, markets also appear to have
pulled forward policy rate normalization. Does this make
sense given that central banks have indicated that they are
likely to be on hold for a while?
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Going forward, after a brief pause, we expect the selloff to
continue given our expectation for a strong acceleration in
growth, which we believe markets have not yet fully priced in.
We forecast year-end yields for 10y US Treasurys and Bunds of
1.9% and 0%, respectively, roughly 20bp and 30bp above
current levels, respectively. So how brief a pause do we
expect? We believe that most of the repricing will occur in 2Q
and 3Q, coinciding with the broader opening of economies.
During these two quarters, it is possible that yields exceed our
forecasts given the difficulty markets may have in
distinguishing between transient and permanent aspects of the
economic data, but we would not expect a sizable overshoot to
be sustainable.
Q: What caused the initial selloff?
A: In many cases, the exceptionally low level of bond yields
following the COVID-19 shock last year suggested the market
Goldman Sachs Global Investment Research

A: If we use 1, 2, or 3y interest rate forwards to gauge how
much policy rate tightening is priced, across G10 economies,
markets do indeed appear to be ahead of our expectations for
liftoff. Because most central banks are currently close to their
respective effective lower bounds, and because forward prices
are expectations over a distribution of outcomes that include
scenarios with higher inflation than our base case, we would
expect average market prices to reflect some tightening.
However, even accounting for this, some hike pricing appears
stretched to us. In the US, for instance, markets are pricing
between two and three hikes by year-end 2023. The Fed’s
March dot plot, which shows participants’ expectations of the
optimal policy rate, shows no change in the median of these
expectations through 2023. And our economists expect liftoff is
most likely to occur in 1H24.
That said, while aggressive, we don’t think market pricing is
necessarily inconsistent with Fed guidance. Fed members have
repeatedly noted that their guidance is outcome-based rather
than calendar-based, and markets appear to be optimistic about
achieving persistent above-target inflation in 2023. In other
words, market hike pricing is internally consistent with market
14

Top of Mind

Issue 97

El

inflation expectations, though we should note that these
inflation expectations are higher than what our economists, or
the Fed, expects.

Markets are pricing liftoff ahead of our expectations

Months to first rate hike, market (x-axis) vs. GS forecasts (y-axis)
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Q: The Fed formally adopted a new average inflation
targeting (AIT) framework last year. Have markets
internalized the implications of this change?
A: The Fed has been somewhat vague about the details of its
goal of symmetric 2% inflation under the new framework. Fed
guidance suggests liftoff won’t happen until maximum
employment has been achieved and inflation has “risen to 2%
and is on track to moderately exceed 2% for some time.”
Taken literally, this means that there should be a period around
and following liftoff when higher than 2% inflation is priced, but
given the somewhat limited inflation shortfall we expect during
this cycle, we should see a convergence back towards 2% over
the long run. Traded inflation curves are extremely inverted, so
they don’t quite reflect this bump in the belly that would be
expected under an AIT framework. That said, since markets
measure headline inflation, the optimism around achieving high
levels of inflation over the next one to two years could reflect
not just one-offs or expectations for core inflation, but also
expectations of higher commodity and especially energy prices.
Q: What does the current mix of fiscal and monetary policy
mean for the US yield curve?
A: All else being equal, the Fed’s new framework should mean
steeper nominal yield curves. The front-end is likely to remain
anchored so long as liftoff is some time away, and good news
on the recovery will largely be priced as higher intermediate
and longer maturity yields. Importantly, these curves will look
steeper than they have in past recoveries after adjusting for
where we are in the business cycle.
Real yield curves will look even steeper, again because of the
Fed’s new framework and employment objectives, which, in
practical terms, means that the Fed will likely raise the policy
rate later and possibly slower than it would have in the past
given an identical set of economic data.
Q: How have other G10 bond markets fared? What are the
risks to European yields here?

Goldman Sachs Global Investment Research

A: As noted earlier, G10 bond markets are bifurcated in how
the recovery is being priced, with one group seeing larger yearto-date increases in benchmark yields than the other. Core Euro
area yields fall into the latter category. This differentiation
seems reasonable, as the former group consists of countries
that have either engaged in larger fiscal expansions, or have
greater exposure to the global commodity cycle. At the same
time, the ECB has pushed back more strongly than other
central banks against the recent selloff. Going forward, while
we expect Euro area growth to lag behind some other G10
economies, we believe not enough cyclical upside is priced into
yields currently—10y Bund yields are only slightly over 20bp
above their lows for the year, and we think those yields can
rise by another ~30bp this year.
Intra-Euro area yields are an interesting story. Italian yields have
risen by a smaller amount than German yields, with the spread
compression between the two owing to the emerging
economic recovery, pandemic-related policy support, and, in
Italy’s case, political developments. But the point holds more
broadly—most EMU spreads to Germany have been fairly
stable, and we expect that to continue, although it is hard to
make a case for further compression given the already tight
levels of spreads in many cases. Increases in real yields
warrant watching, though. While we are still far from levels
where higher real yields would be problematic, beyond a
certain threshold, yield increases would weigh fairly heavily on
debt sustainability considerations, particularly in Italy.
Q: How much of a role has supply played in the selloff?
A: Not as big a role as many fear. Once we account for central
bank purchases, of the G10 economies, the US is the only
major source of duration supply. But even in the US, the
massive amount of Fed purchases over the past year has taken
enough inventory out of public hands so that, at least for now,
supply hasn’t been a factor. That’s not to say it won’t matter in
the future. But, in any case, we find that these supply effects
aren’t large—we estimate around a 20bp rise in yields for every
10% increase in the stock of debt relative to GDP.

Massive Fed purchases have taken USTs out of public hands
Average monthly net UST issuance in 10y equivalents by quarter, $bn
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Equities and reflation
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The recent swift move higher in US yields alongside rising
market inflation expectations has raised the prospect of a
paradigm shift in equity markets after a decade of subdued
inflation following the Global Financial Crisis (GFC). In contrast
to the last equity bull market, the combination of significant
monetary support and fiscal expansion prompted by the
pandemic—a kind of practical application of modern monetary
theory—coupled with a very strong synchronized economic
rebound from a record deep recession, points to a far more
reflationary environment ahead. The expected drivers,
magnitude and speed of this reflation should be positive for
equities, in our view, and support a continued rotation toward
more Cyclical and Value-oriented leadership within the equity
market. But this reflationary backdrop also suggests a greater
risk that higher inflation expectations in time push up bond
yields and slow asset price inflation.

likely in the current environment when years of falling inflation
expectations and perceived downside growth risks have
resulted in rising equity risk premia (ERP) and a coincident
increase in equity valuations. As global growth expectations
accelerate from the COVID-led recession, and policy rates
remain at the zero lower bound—forcing real rates to be
negative—the ERP will likely narrow, supporting equities.

Asset prices outpaced "real economy" prices in last cycle
Total return performance in local currency since January 2009, %
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From disinflation to reflation
The current cycle is likely to be distinct from the cycle that
prevailed after the GFC (2009-2020) in several ways. The 2020
bear market was "event-driven," triggered by the global COVID19 pandemic and associated government policies that abruptly
closed down large parts of economies to slow its spread. The
recession it produced was therefore unusual in that it wasn't
the result of economic or financial triggers, such as unwinding
imbalances or rising interest rates, leaving less likelihood of
structural overhangs in coming years, particularly in light of the
aggressive monetary and fiscal policy response. In comparison,
the bull market cycle that emerged out of the financial crisis
came in the wake of a "structural" bear market plagued by major
imbalances and a banking crisis that took time to unwind.
The period following the GFC was also associated with sharply
declining inflation expectations, slowing long-term nominal GDP
expectations, and lower revenue growth in the corporate
sector, except for a small area of the market, specifically,
Technology. This led to a deflationary economic and financial
cycle from 2009-2020, at least in the real economy. But
because this coincided with significant declines in interest rates
and increased credit creation—via QE and related policies—this
period also saw a significant and broad-based rise in asset
prices. Since 2009, most prices in the real economy have been
very subdued, while asset markets have experienced significant
inflation. Within asset markets, the highest inflation has been in
the longest duration growth assets—the Nasdaq and "Global
Growth" stocks—and the weakest in the markets more levered
to growth—such as Europe and Japan—and also in shorter
duration "Global Value" stocks.
Looking ahead, the different drivers and changing mix of policy
support in the current cycle suggest greater risk of a reflationary
cycle that could see rising inflation expectations leading to
rising bond yields, which, in turn, slow asset price inflation. On
a relative basis, however, equities should protect investors
against higher inflation expectations to some degree, while
bonds will suffer from higher term premia. This is particularly
Goldman Sachs Global Investment Research
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Peter Oppenheimer argues that the coming
reflationary cycle should support equities and
Value and Cyclical sectors in particular

Source: Datastream, Haver Analytics, FRED, STOXX, Goldman Sachs GIR.

Dissecting the impact of inflation on equities
While starting valuations and the ERP will likely be significant
determinants of equity performance amid the current
reflationary backdrop, the impact of any change in inflation on
the broader stock market will depend on three main factors: the
level of inflation, the speed of any change in inflation and the
drivers of the change.

Low but rising inflation is best macro backdrop for equities
Annualized real total return (data since 1910), %
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The level and direction. Equities tend to perform best either
when inflation is rising from very low levels and the risks of
deflation are falling, or when inflation is moderating from high
levels. Higher levels of inflation, above the 3% threshold and
rising, have historically produced the worst outcomes for
equities, bonds, and balanced funds. For equities in particular,
the best returns tend to be when inflation is below 1% but
rising; this is often associated with a recovery from a recession
and also a diminishing risk of deflation, and it is therefore not
16
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particularly supportive to bond markets.
The speed of change. Gradual moves in inflation expectations,
and therefore bond yields, tend to be more benign for equity
markets than very fast moves, which tend to hurt equity
performance. S&P 500 returns, for example, have typically been
negative in months when bond yields have risen by more than
two standard deviations. When bond yields have surged by one
to two standard deviations in a month, or around 20-40bp today,
S&P 500 returns have typically been flat.
The drivers of rising bond yields. Generally, equities perform
better when increases in bond yields are driven by rising
breakeven inflation expectations as growth expectations rise,
and do worse when rising nominal yields mainly reflects a rise
in real yields. In particular, if moderating growth expectations
are driving a decline in breakeven inflation and, therefore, rising
real interest rates, equities tend to perform poorly. But if rising
nominal rates are a function of stronger growth expectations,
so that inflation expectations also rise, real rates are likely to
remain unchanged and equities will generally fare better. Rising
real rates that reflect higher term premia because of greater
uncertainty in central bank policy are also likely to have a less
favorable impact on equity markets in general.
In the current environment, inflation is rising from low levels,
the pace of the rise is expected to be relatively gradual,
especially when adjusting for transitory pandemic-related base
effects, and the main driver of the inflation, and thus, rising
bond yields, is expected to be better growth as the economy
continues to recover from the pandemic hit. This all reinforces
the likelihood that the expected reflationary backdrop will be a
tailwind for equities this time around, rather than a headwind as
has been the case in some past reflationary cycles.

rates, significantly outperforming value companies, which are
cheaper and typically found in mature and heavily-disrupted
industries that were negatively impacted by lower inflation and
interest rates.
Higher bond yields and inflation expectations from here would
be consistent with a continued rotation of leadership towards
more Cyclical and Value-oriented parts of the market. In
particular, rising bond yields would be most positive for groups
of Cyclicals and Value sectors, especially those with high
operational leverage or high sensitivity of earnings to changes in
global nominal GDP, such as Banks, Autos, Resources and
Construction. A strong relationship also exists between the
relative performance of Growth versus Value and breakeven
inflation or inflation swaps. A meaningful rise in inflation
expectations therefore typically triggers a reasonable degree of
rotation in leadership towards more Cyclical and Value-oriented
companies.
The impact of inflation and bond yields on sector returns can
also be reflected at the regional level as some markets are
much more exposed to Growth sectors, such as the US and
China, while others have a higher composition of Cyclical and
Value companies, like Japan and Europe. Similar to Value
sectors such as Commodities and Banks that have been the
biggest laggards of the post-GFC era, Europe–-also a big
laggard–-stands to benefit from higher global inflation too.

European equities more sensitive to inflation

10y beta of major global equity indices to breakeven inflation
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A (possible) shift in leadership
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Amid expected broad support for the equity complex, stronger
growth and potentially higher inflation expectations could lead
to a shift in equity sector leadership in the coming cycle away
from the significant outperformance of Growth versus Value
since the GFC, at least at the margin.
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Growth stocks have outperformed since the GFC
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The increased focus on de-carbonization may also support
these rotational and regional shifts in performance. While the
digital revolution dominated the last cycle and, along with it
technology and capital-light businesses, the de-carbonization
revolution is likely to support increased growth in other sectors
that have hitherto experienced mature growth, such as utilities.
Such sectors may also benefit from significant increases in
capex spending focused on upscaling renewables capacity and
distribution.

Source: Bloomberg, Goldman Sachs GIR.

The last cycle was dominated by growth companies, which are
characterized by long duration and benefit from falling interest
Goldman Sachs Global Investment Research
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The inequality-inflation tradeoff
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Jeff Currie argues that the defining driver
behind past commodity bull markets
associated with reflationary episodes has been
populist policies focused on redistribution
Physical inflation, as measured by commodity prices, CPI or
wages, is a dynamic driven by volume. It occurs when the
volume of demand exceeds the volume of supply, creating a
scarcity premium in prices. In contrast, financial inflation as
measured by the stock market, bond yields or even GDP is a
notional value dynamic—volumes simply do not matter. As we
learned in the post-financial crisis period, a few economic
sectors and people can drive stocks, bonds and GDP higher
without creating physical price pressures.
Precisely because volumes matter in creating physical inflation,
demand driven by the relatively small number of high-income
households simply can never be large enough to create
physical inflation. These households, however, do control a
large amount of notional wealth, and can therefore create
financial inflation and drive GDP growth. This suggests a
negative relationship between physical inflation and income
inequality. It is not a coincidence that income equality in the US
was at its peak during the 1970’s—a period of high inflation and
commodity prices.

Inequality bottomed after the War on Poverty drove the
1970’s commodity supercycle
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Rather than technological or demographic drivers, this suggests
that the commodity underperformance of the past decade, and
deflationary pressures more broadly, were the inevitable
consequence of global policy focused on macro and financial
stability following the Global Financial Crisis (GFC). By
definition, these polices took risk out of the system, and left
the global economy stuck in a mid-cycle holding pattern with
asset price inflation that benefited a few high-income
households that don’t consume a large volume of goods,
driving inequality up and inflation down.
The pandemic, not the vaccine, is the catalyst for the
next supercycle
It’s perhaps no surprise, then, that all major commodity bull
markets and inflationary episodes have been invariably tied to
redistributional, or populist, policies that have reduced income
and wealth inequality. Creating physical demand requires
Goldman Sachs Global Investment Research

The stark health, wealth and racial inequalities in Western
society that the pandemic laid bare has prompted a shift
towards such populist policies, which will reach many more
lower-income households ready to spend than the macrostability policies enacted following the GFC. We see this shift
as the catalyst for the next commodities supercycle, as policies
are designed to increase the volume of demand and broaden
access to future GDP growth. Such inclusive growth
accentuates further rises in physical goods demand.
Solving inequality requires an overheating economy
Policies to address income and wealth inequality that shift
unspent savings from a few high-income households to a large
number of low-income households with a higher propensity to
spend—whether this is achieved through borrowing, taxing or
other methods—almost ensure the strong volumetric demand
growth that lies behind an overheating economy and physical
inflationary pressures. Indeed, we find that wage growth
compression historically has only been achieved in overheating
economies as it requires reaching deep into the labor pool. This
can only occur late in the business cycle when scarcity makes
sticky labor look more attractive than flexible capital.

To help reduce inequality, policymakers are incentivized to
run the economy hot
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volume, achieved by increasing the incomes of as many
households as possible, and especially those households that
are most likely to spend it. It is a well-known fact that the
propensity to consume is higher among lower-income
households that are inherently consumption-constrained.
Moreover, these households have a higher propensity to
consume physical goods over services, and commodityintensive goods—food, fuel, and capital goods—than higherincome households.
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There is also a long history of using infrastructure projects to
help compress inequality in these environments. Today, the
focus on addressing climate change favors “green levelling”, or
using green capex to promote income equality. But this is not
dissimilar from past power-related infrastructure projects, like
the Tennessee Valley Authority in FDR’s New Deal, which also
had the benefit of addressing environmental and social issues.
Supply shocks are inflation’s red herring—populist policies
are the key
A common misperception is that oil supply shocks and costpush inflationary pressures drove the commodity bull market
and the inflationary episodes of the 1960s/70s. But the supply
shocks actually created recessions, reducing the volume of
physical demand and, in turn, price pressures. Rather,
inflationary pressures only emerged as the result of populist
18
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policies. It is almost entirely forgotten that OPEC’s first attempt
at an oil embargo in 1967 failed to increase oil prices because
of insufficient demand. In contrast, after five years of Lyndon
B. Johnson’s populist “War on Poverty”, oil demand growth
accelerated from 3.9% in 1967 to 8.1% in 1973—more than
sufficient to make OPEC’s second attempt at an oil embargo
successful.
Although the combination of rising oil prices alongside a rising
unemployment rate led observers to blame cost-push inflation
for the apparent ensuing period of “stagflation”, in actuality,
per capita demand increased markedly during this period,
driven by a surge in employed people not captured by the
unemployment rate given a sharp increase in the labor supply.
Metals prices, however, reflected this dynamic—as the poverty
rate declined, household formation rose, increasing demand for
metals-intensive goods.

Sharp rises in employment driven by higher participation
rates are a better signal for commodity price pressures than
the unemployment rate
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Even China’s commodity bull market of the 2000s was a result
of redistributional policy on a global scale. Once the US decided
to allow China to join the WTO, it unleashed a powerful
outsourcing arbitrage that resulted in a redistribution of wealth
to a large number of low-income Chinese laborers. With this
newfound income, these households bought physical goods in
large volumes just as low-income households in the US and
Europe did in the late 1960s and 1970s.
And just as it is tempting to blame supply shortages for the
outperformance of commodities in the 1970s, it is tempting to
blame too much supply driven by innovations in shale, nickel
pig iron or smart farming, for the underperformance of
commodities, and, in turn, inflation, over the past decade.
However, there is little evidence of this. In oil, OPEC (in the
spirit of “market stability”) offset shale increases, while in
metals Chinese “supply-side reforms” did the same.
Misplaced emphasis on debt and demographics
In a similar vein, aging demographics are often blamed for
lower inflation. But the strong correlation between declining
poverty and rising aggregate demand suggests that
demographics in and of themselves don’t matter much for
inflation dynamics. Instead, what is important is how many
people have newfound wealth that will spend it. So the 1970s
inflationary episode was associated with the baby boomers, as
Goldman Sachs Global Investment Research

is commonly understood, but from the War on Poverty that
encouraged them to enter the labor market and grow their
demand, not from the population growth they created.

Metal prices reflect underlying demand dynamics better than
oil prices
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At the other end of the spectrum, the lack of inflationary
pressures in Japan despite growing government debt owes, in
our view, to the spending dynamics created by their aging and
shrinking population. An aging population requires increased
fiscal support from a shrinking workforce, generating a
structural deficit but stagnant volumes of demand, and hence
no inflation. Moreover, wealth is far more evenly distributed in
Japan than in the US and most other economies. As a result,
there is less need for inflationary populist policies. In fact, the
upward price pressures they create would actually hurt most
Japanese people that show a tendency to maintain large
savings—often through JGB holdings—as well as low debt.
As a result, Japan’s political economy protected voters from
inflationary pressures. Periods of accommodative monetary
policy were offset by more contractionary fiscal policy, and vice
versa. High debt levels in Japan also provide evidence that
“printing money” is not sufficient to create inflation, as the
proceeds never made it to those who would spend it, but
instead ended up on corporate balance sheets as excess cash.
Like in the US post the GFC, this liquidity was simply recycled
into the financial system.
Hopefully this time it is different
Addressing income inequality is already igniting the next major
commodity supercycle. Since the conditions for commodity and
wage inflation are less stringent than that for CPI inflation,
which requires letting the economy overheat far deeper into
the cycle, there is hope that policymakers can navigate this.
But given the powerful forces we expect to pull all physical
demand higher, we recommend investors use commodities to
hedge against the risk of a broader inflationary episode. After
all, when did the US Democratic party last maintain a sweep
through the midterm elections? It was during Lyndon B.
Johnson’s presidency amid his War on Poverty. Once populist
policies start, they rarely stop until the people want them to.
That’s populism.

Jeff Currie, Head of Global Commodities Research
Email:
Tel:

jeffrey.currie@gs.com
+44 20 7552-7410

Goldman Sachs and Co. LLC

19

Top of Mind

Issue 97

Asset (re)allocation amid reflation
El

Christian Mueller-Glissmann discusses the
optimal asset allocation for portfolios in the
current reflationary environment
With investors moving from fading deflation risks to pricing an
inflation overshoot, and as realized inflation starts to pick up,
the optimal asset allocation is changing. In particular, the
beneficial role of bonds in balanced portfolios will likely
diminish further as reflationary pressures rise. Reflation favors
greater equity exposure, which is also consistent with our
current pro-risk asset allocation given expectations of a strong
growth acceleration out of the COVID-19 crisis. But if
inflationary pressures run too far, equities and bonds could
decline together. During periods of high and rising inflation,
commodities, as well non-US, short duration equities tend to
outperform, suggesting portfolio tilts in these directions could
prove beneficial. But as reflation optimism increases, so does
the potential for disappointment. Relatively low FX and rates
volatility today—which may rise should inflation-related risks
increase—suggests value in hedging these risks via options.
Low inflationary pressures have benefitted 60/40 portfolios
in recent decades…
Since the early 1980s, inflation and macro volatility have
declined as central bank inflation targeting ushered in the Great
Moderation and as disinflationary pressures from globalization,
technological disruption and demographic headwinds took hold.
The growth and inflation mix during this period has been
generally favorable for simple 60/40 portfolios, which have
delivered strong real returns. And equity/bond correlations have
been mostly negative due to low and anchored inflation,
resulting in robust risk-adjusted returns. As a result, bonds have
not only been in a 40-year bull market, but have also offered
protection during equity drawdowns.
…but new reflationary pressures favor greater equity
exposure…
The beneficial role of bonds in balanced portfolios has more
recently been in doubt given that bond yields close to the zero
lower bound offer a diminished returns buffer during "risk-off"
periods. These doubts have only increased alongside concerns
that an accelerating economic recovery from the pandemicinduced recession, amplified by historically large US fiscal
stimulus, could lead to a strong rise in inflation and, in turn, the
start of a prolonged bond bear market. During most historical
bond bear markets, equities have outperformed bonds and
have delivered positive real returns. This has been especially
the case over the last 20 years, during which bond bear
markets tended to be short and shallow.

And, importantly, equities often suffer if inflation and bond
yields rise too much. Prior to the late 1990s, several bond bear
markets saw bonds and equities falling together. During these
periods, the rise in real rates often outpaced the increase in
breakeven inflation, or inflation accelerated to surprisingly high
levels. Large inflation surprises can put upward pressure on
equity risk premia alongside bond premia. And high and rising
inflation can also eventually force central bank tightening and
broader deleveraging, which increases recession risk and
macro volatility, weighing on equity returns. As a result,
equities, bonds and 60/40 portfolios performed poorly during
past periods of high and rising inflation.
What’s outperformed in rising/high inflation
environments?
In these past periods of high and rising inflation, the broad
Dollar index (DXY) tended to decline, providing opportunities for
investors to protect against inflation risk by diversifying
regionally within assets, and particularly by increasing
allocations to non-US assets. Commodities—especially oil—
have performed the best in periods of rising inflation and the
worst in periods with falling inflation, irrespective of inflation
levels, in large part because commodity shortages have driven
many of the historical episodes of sharply higher realized
inflation. Non-US equities, TIPS and gold have also helped
portfolios in periods with high and rising inflation. And within
equities, short duration value stocks have tended to outperform
long duration growth stocks. Portfolio tilts in these directions
are therefore likely to help reduce risk stemming from
reflationary pressures today.
Maintain pro-risk orientation, but hedge against risks from
reflation acceleration
We continue to recommend a pro-risk asset allocation (OW
equities and commodities, N credit, UW bonds) given our
expectations for a strong recovery from the pandemic hit and
relatively benign Fed views. The potential for reflation
acceleration suggests higher equity allocations remain
beneficial given the relatively moderate rise in inflation and
yields that we expect (see pgs. 14-15).
That said, the combination of a strong recovery and
expansionary fiscal policy raises the potential for inflation to
overshoot. As a result, we favor commodities and cyclical or
value parts of equities. Of course, as inflation and growth
expectations continue to increase, so does the potential for
disappointments. Investors therefore need to balance inflation
and deflation tail risks in their portfolios.

…although not if inflation moves too high
But higher equity allocations present their own risks. Increased
exposure to equities leaves portfolios more vulnerable to
deflation or negative growth shocks.
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In recent bond bear markets, equities outperformed bonds and delivered positive real returns
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Source: Haver Analytics, Datastream, Goldman Sachs GIR.

60/40 portfolios have often suffered during or after periods of high (3%) and rising inflation
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Source: Robert Shiller, Goldman Sachs GIR.

Rising inflation points to pro-risk asset allocations, up to a certain level
Low inflation (<1%) and rising
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Note: Average monthly real total returns since 1950; gold/oil have little movement during Bretton Woods and Texas Railroad Commission; 10y TIPS history since 1959.
Source: Haver Analytics, Robert Shiller, Goldman Sachs GIR.
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Source: Bloomberg, Goldman Sachs Global Investment Research. For important disclosures, see the Disclosure Appendix or go to www.gs.com/research/hedge.html.

Forecasts

Market pricing as of March 31, 2021.

Source: Haver Analytics and Goldman Sachs Global Investment Research.
Note: GS CAI is a measure of current growth. We have recently revised our methodology for calculating this measure. For more information on the methodology of the CAI please see “Lessons Learned: Re-engineering Our CAIs in Light of the Pandemic
Recession,” Global Economics Analyst, Sep. 29, 2020.

Growth

•Globally, we expect above-consensus global growth of 6.8% in 2021. Our optimism reflects the view that post-vaccination reopening, accommodative monetary and fiscal policy, pent-up savings,
and limited scarring effects will support a continued recovery in economic activity, though the spread of more infectious virus strains poses risks.
•In the US, we expect above-consensus full-year growth of 7.2% in 2021 on the back of significant fiscal stimulus and widespread immunization—with 50% of the population expected to be
vaccinated by May. We expect the unemployment rate to fall to 4% and core PCE inflation to reach 1.95% by year-end 2021.
•The Fed has adopted flexible average inflation targeting and outcome-based forward guidance, which we view as consistent with our expectation of liftoff in 1H24. The Fed has also adopted
outcome-based forward guidance for asset purchases, and we expect tapering to begin in early 2022, though substantial further progress on employment and inflation could bring forward the start
to 4Q21. On the fiscal policy front, the Biden administration has proposed a package focused on infrastructure and other benefits totaling $2.2tn over 10 years, which we expect will be partially
offset via higher taxes, including an increase in corporate taxes.
•In the Euro area, we expect 1.9% qoq non ann. growth in Q2 on the back of an expected acceleration in the vaccine rollout, though recent virus resurgence and extended lockdowns present
downside risks. We expect above-consensus growth of 5.1% in 2021, and look for underlying sequential inflation to increase from the second half of the year, but expect only a gradual increase in
underlying core inflation to 1.5% in late 2024.
•We expect the ECB will maintain a pace of PEPP purchases of around EUR 20bn per week through Q2 and exhaust the full PEPP envelope by mid-2022, but believe it will keep rates on hold
until 2025. We expect the ECB to adopt a symmetric 2% inflation aim but include "soft" elements of Average Inflation Targeting (AIT) by placing some emphasis on persistent inflation misses
when the strategy review concludes in September. On the fiscal side, we expect the EUR 750bn Recovery Fund, which will provide fiscal support to the countries most affected by the virus, to be
ratified and disbursement to begin in Q3.
•In China, we expect 2021 real GDP growth of 8.5% and view the risks to this forecast as broadly balanced, with the potential for stronger-than-expected exports posing upside risk and the recent
tightening of financial conditions and emission-related industrial output curbs posing downside risks.
•WATCH CORONAVIRUS. While the trajectory of the coronavirus remains highly uncertain, our base case assumes that declining hospitalizations will drive a continued recovery in global
economic activity this year. We expect a majority of the population in most DMs to receive their first vaccine dose by mid-year, but don't see 50% vaccination being achieved in most EMs before
late 2021.
Goldman Sachs Global Investment Research.
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Current Activity Indicator (CAI)
GS CAIs measure the growth signal in a broad range of weekly and monthly indicators, offering an alternative to Gross
Domestic Product (GDP). GDP is an imperfect guide to current activity: In most countries, it is only available quarterly and is
released with a substantial delay, and its initial estimates are often heavily revised. GDP also ignores important measures of real
activity, such as employment and the purchasing managers’ indexes (PMIs). All of these problems reduce the effectiveness of
GDP for investment and policy decisions. Our CAIs aim to address GDP’s shortcomings and provide a timelier read on the pace
of growth.
For more, see our CAI page and Global Economics Analyst: Trackin’ All Over the World – Our New Global CAI, 25 February
2017.

Dynamic Equilibrium Exchange Rates (DEER)
The GSDEER framework establishes an equilibrium (or “fair”) value of the real exchange rate based on relative productivity and
terms-of-trade differentials.
For more, see our GSDEER page, Global Economics Paper No. 227: Finding Fair Value in EM FX, 26 January 2016, and Global
Markets Analyst: A Look at Valuation Across G10 FX, 29 June 2017.

Financial Conditions Index (FCI)
GS FCIs gauge the “looseness” or “tightness” of financial conditions across the world’s major economies, incorporating
variables that directly affect spending on domestically produced goods and services. FCIs can provide valuable information
about the economic growth outlook and the direct and indirect effects of monetary policy on real economic activity.
FCIs for the G10 economies are calculated as a weighted average of a policy rate, a long-term risk-free bond yield, a corporate
credit spread, an equity price variable, and a trade-weighted exchange rate; the Euro area FCI also includes a sovereign credit
spread. The weights mirror the effects of the financial variables on real GDP growth in our models over a one-year horizon. FCIs
for emerging markets are calculated as a weighted average of a short-term interest rate, a long-term swap rate, a CDS spread,
an equity price variable, a trade-weighted exchange rate, and—in economies with large foreign-currency-denominated debt
stocks—a debt-weighted exchange rate index.
For more, see our FCI page, Global Economics Analyst: Our New G10 Financial Conditions Indices, 20 April 2017, and Global
Economics Analyst: Tracking EM Financial Conditions – Our New FCIs, 6 October 2017.

Goldman Sachs Analyst Index (GSAI)
The US GSAI is based on a monthly survey of GS equity analysts to obtain their assessments of business conditions in the
industries they follow. The results provide timely “bottom-up” information about US economic activity to supplement and crosscheck our analysis of “top-down” data. Based on analysts’ responses, we create a diffusion index for economic activity
comparable to the ISM’s indexes for activity in the manufacturing and nonmanufacturing sectors.

Macro-Data Assessment Platform (MAP)
GS MAP scores facilitate rapid interpretation of new data releases for economic indicators worldwide. MAP summarizes the
importance of a specific data release (i.e., its historical correlation with GDP) and the degree of surprise relative to the
consensus forecast. The sign on the degree of surprise characterizes underperformance with a negative number and
outperformance with a positive number. Each of these two components is ranked on a scale from 0 to 5, with the MAP score
being the product of the two, i.e., from -25 to +25. For example, a MAP score of +20 (5;+4) would indicate that the data has a
very high correlation to GDP (5) and that it came out well above consensus expectations (+4), for a total MAP value of +20.
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intended for "wholesale clients" (as defined in the Financial Advisers Act 2008) unless otherwise agreed by Goldman Sachs. A copy of certain Goldman
Sachs Australia and New Zealand disclosure of interests is available at: https://www.goldmansachs.com/disclosures/australia-newzealand/index.html. Russia: Research reports distributed in the Russian Federation are not advertising as defined in the Russian legislation, but are
information and analysis not having product promotion as their main purpose and do not provide appraisal within the meaning of the Russian legislation
on appraisal activity. Research reports do not constitute a personalized investment recommendation as defined in Russian laws and regulations, are not
addressed to a specific client, and are prepared without analyzing the financial circumstances, investment profiles or risk profiles of clients. Goldman
Sachs assumes no responsibility for any investment decisions that may be taken by a client or any other person based on this research
report. Singapore: Goldman Sachs (Singapore) Pte. (Company Number: 198602165W), which is regulated by the Monetary Authority of Singapore,
accepts legal responsibility for this research, and should be contacted with respect to any matters arising from, or in connection with, this
research. Taiwan: This material is for reference only and must not be reprinted without permission. Investors should carefully consider their own
investment risk. Investment results are the responsibility of the individual investor. United Kingdom: Persons who would be categorized as retail
clients in the United Kingdom, as such term is defined in the rules of the Financial Conduct Authority, should read this research in conjunction with prior
Goldman Sachs research on the covered companies referred to herein and should refer to the risk warnings that have been sent to them by Goldman
Sachs International. A copy of these risks warnings, and a glossary of certain financial terms used in this report, are available from Goldman Sachs
International on request.
European Union and United Kingdom: Disclosure information in relation to Article 6 (2) of the European Commission Delegated Regulation (EU)
(2016/958) supplementing Regulation (EU) No 596/2014 of the European Parliament and of the Council (including as that Delegated Regulation is
implemented into United Kingdom domestic law and regulation following the United Kingdom’s departure from the European Union and the European
Economic Area) with regard to regulatory technical standards for the technical arrangements for objective presentation of investment recommendations
Goldman Sachs Global Investment Research

26

Top of Mind

Issue 97

El

or other information recommending or suggesting an investment strategy and for disclosure of particular interests or indications of conflicts of interest
is available at https://www.gs.com/disclosures/europeanpolicy.html which states the European Policy for Managing Conflicts of Interest in Connection
with Investment Research.
Japan: Goldman Sachs Japan Co., Ltd. is a Financial Instrument Dealer registered with the Kanto Financial Bureau under registration number Kinsho
69, and a member of Japan Securities Dealers Association, Financial Futures Association of Japan and Type II Financial Instruments Firms Association.
Sales and purchase of equities are subject to commission pre-determined with clients plus consumption tax. See company-specific disclosures as to
any applicable disclosures required by Japanese stock exchanges, the Japanese Securities Dealers Association or the Japanese Securities Finance
Company.
Global product; distributing entities
The Global Investment Research Division of Goldman Sachs produces and distributes research products for clients of Goldman Sachs on a global basis.
Analysts based in Goldman Sachs offices around the world produce research on industries and companies, and research on macroeconomics,
currencies, commodities and portfolio strategy. This research is disseminated in Australia by Goldman Sachs Australia Pty Ltd (ABN 21 006 797 897); in
Brazil by Goldman Sachs do Brasil Corretora de Títulos e Valores Mobiliários S.A.; Ombudsman Goldman Sachs Brazil: 0800 727 5764 and / or
ouvidoriagoldmansachs@gs.com. Available Weekdays (except holidays), from 9am to 6pm. Ouvidoria Goldman Sachs Brasil: 0800 727 5764 e/ou
ouvidoriagoldmansachs@gs.com. Horário de funcionamento: segunda-feira à sexta-feira (exceto feriados), das 9h às 18h; in Canada by either Goldman
Sachs Canada Inc. or Goldman Sachs & Co. LLC; in Hong Kong by Goldman Sachs (Asia) L.L.C.; in India by Goldman Sachs (India) Securities Private
Ltd.; in Japan by Goldman Sachs Japan Co., Ltd.; in the Republic of Korea by Goldman Sachs (Asia) L.L.C., Seoul Branch; in New Zealand by Goldman
Sachs New Zealand Limited; in Russia by OOO Goldman Sachs; in Singapore by Goldman Sachs (Singapore) Pte. (Company Number: 198602165W);
and in the United States of America by Goldman Sachs & Co. LLC. Goldman Sachs International has approved this research in connection with its
distribution in the United Kingdom and European Union.
European Union: Goldman Sachs International authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and
the Prudential Regulation Authority, has approved this research in connection with its distribution in the European Union and United Kingdom.
Effective from the date of the United Kingdom’s departure from the European Union and the European Economic Area (“Brexit Day”) the following
information with respect to distributing entities will apply:
Goldman Sachs International (“GSI”), authorised by the Prudential Regulation Authority (“PRA”) and regulated by the Financial Conduct Authority
(“FCA”) and the PRA, has approved this research in connection with its distribution in the United Kingdom.
European Economic Area: GSI, authorised by the PRA and regulated by the FCA and the PRA, disseminates research in the following jurisdictions
within the European Economic Area: the Grand Duchy of Luxembourg, Italy, the Kingdom of Belgium, the Kingdom of Denmark, the Kingdom of
Norway, the Republic of Finland, Portugal, the Republic of Cyprus and the Republic of Ireland; GS -Succursale de Paris (Paris branch) which, from Brexit
Day, will be authorised by the French Autorité de contrôle prudentiel et de resolution (“ACPR”) and regulated by the Autorité de contrôle prudentiel et
de resolution and the Autorité des marches financiers (“AMF”) disseminates research in France; GSI - Sucursal en España (Madrid branch) authorized
in Spain by the Comisión Nacional del Mercado de Valores disseminates research in the Kingdom of Spain; GSI - Sweden Bankfilial (Stockholm branch)
is authorized by the SFSA as a “third country branch” in accordance with Chapter 4, Section 4 of the Swedish Securities and Market Act (Sw. lag
(2007:528) om värdepappersmarknaden) disseminates research in the Kingdom of Sweden; Goldman Sachs Bank Europe SE (“GSBE”) is a credit
institution incorporated in Germany and, within the Single Supervisory Mechanism, subject to direct prudential supervision by the European Central
Bank and in other respects supervised by German Federal Financial Supervisory Authority (Bundesanstalt für Finanzdienstleistungsaufsicht, BaFin) and
Deutsche Bundesbank and disseminates research in the Federal Republic of Germany and those jurisdictions within the European Economic Area
where GSI is not authorised to disseminate research and additionally, GSBE, Copenhagen Branch filial af GSBE, Tyskland, supervised by the Danish
Financial Authority disseminates research in the Kingdom of Denmark; GSBE - Sucursal en España (Madrid branch) subject (to a limited extent) to local
supervision by the Bank of Spain disseminates research in the Kingdom of Spain; GSBE - Succursale Italia (Milan branch) to the relevant applicable
extent, subject to local supervision by the Bank of Italy (Banca d’Italia) and the Italian Companies and Exchange Commission (Commissione Nazionale
per le Società e la Borsa “Consob”) disseminates research in Italy; GSBE - Succursale de Paris (Paris branch), supervised by the AMF and by the ACPR
disseminates research in France; and GSBE - Sweden Bankfilial (Stockholm branch), to a limited extent, subject to local supervision by the Swedish
Financial Supervisory Authority (Finansinpektionen) disseminates research in the Kingdom of Sweden.
General disclosures
This research is for our clients only. Other than disclosures relating to Goldman Sachs, this research is based on current public information that we
consider reliable, but we do not represent it is accurate or complete, and it should not be relied on as such. The information, opinions, estimates and
forecasts contained herein are as of the date hereof and are subject to change without prior notification. We seek to update our research as
appropriate, but various regulations may prevent us from doing so. Other than certain industry reports published on a periodic basis, the large majority
of reports are published at irregular intervals as appropriate in the analyst's judgment.
Goldman Sachs conducts a global full-service, integrated investment banking, investment management, and brokerage business. We have investment
banking and other business relationships with a substantial percentage of the companies covered by our Global Investment Research Division.
Goldman Sachs & Co. LLC, the United States broker dealer, is a member of SIPC (https://www.sipc.org).
Our salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to our clients and principal
trading desks that reflect opinions that are contrary to the opinions expressed in this research. Our asset management area, principal trading desks and
investing businesses may make investment decisions that are inconsistent with the recommendations or views expressed in this research.
We and our affiliates, officers, directors, and employees, will from time to time have long or short positions in, act as principal in, and buy or sell, the
securities or derivatives, if any, referred to in this research, unless otherwise prohibited by regulation or Goldman Sachs policy.
The views attributed to third party presenters at Goldman Sachs arranged conferences, including individuals from other parts of Goldman Sachs, do not
necessarily reflect those of Global Investment Research and are not an official view of Goldman Sachs.
Any third party referenced herein, including any salespeople, traders and other professionals or members of their household, may have positions in the
products mentioned that are inconsistent with the views expressed by analysts named in this report.
This research is focused on investment themes across markets, industries and sectors. It does not attempt to distinguish between the prospects or
performance of, or provide analysis of, individual companies within any industry or sector we describe.
Any trading recommendation in this research relating to an equity or credit security or securities within an industry or sector is reflective of the
investment theme being discussed and is not a recommendation of any such security in isolation.
This research is not an offer to sell or the solicitation of an offer to buy any security in any jurisdiction where such an offer or solicitation would be
illegal. It does not constitute a personal recommendation or take into account the particular investment objectives, financial situations, or needs of
individual clients. Clients should consider whether any advice or recommendation in this research is suitable for their particular circumstances and, if
appropriate, seek professional advice, including tax advice. The price and value of investments referred to in this research and the income from them
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may fluctuate. Past performance is not a guide to future performance, future returns are not guaranteed, and a loss of original capital may occur.
Fluctuations in exchange rates could have adverse effects on the value or price of, or income derived from, certain investments.
Certain transactions, including those involving futures, options, and other derivatives, give rise to substantial risk and are not suitable for all investors.
Investors should review current options and futures disclosure documents which are available from Goldman Sachs sales representatives or
at https://www.theocc.com/about/publications/character-risks.jsp and https://www.fiadocumentation.org/fia/regulatory-disclosures_1/fia-uniformfutures-and-options-on-futures-risk-disclosures-booklet-pdf-version-2018. Transaction costs may be significant in option strategies calling for multiple
purchase and sales of options such as spreads. Supporting documentation will be supplied upon request.
Differing Levels of Service provided by Global Investment Research: The level and types of services provided to you by the Global Investment
Research division of GS may vary as compared to that provided to internal and other external clients of GS, depending on various factors including your
individual preferences as to the frequency and manner of receiving communication, your risk profile and investment focus and perspective (e.g.,
marketwide, sector specific, long term, short term), the size and scope of your overall client relationship with GS, and legal and regulatory constraints.
As an example, certain clients may request to receive notifications when research on specific securities is published, and certain clients may request
that specific data underlying analysts’ fundamental analysis available on our internal client websites be delivered to them electronically through data
feeds or otherwise. No change to an analyst’s fundamental research views (e.g., ratings, price targets, or material changes to earnings estimates for
equity securities), will be communicated to any client prior to inclusion of such information in a research report broadly disseminated through electronic
publication to our internal client websites or through other means, as necessary, to all clients who are entitled to receive such reports.
All research reports are disseminated and available to all clients simultaneously through electronic publication to our internal client websites. Not all
research content is redistributed to our clients or available to third-party aggregators, nor is Goldman Sachs responsible for the redistribution of our
research by third party aggregators. For research, models or other data related to one or more securities, markets or asset classes (including related
services) that may be available to you, please contact your GS representative or go to https://research.gs.com.
Disclosure information is also available at https://www.gs.com/research/hedge.html or from Research Compliance, 200 West Street, New York, NY
10282.
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