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GROWING BUT SLOWING

As executives turn to planning the year ahead, they face a growing but slowing global
economy. Although stimulusis fading, consumers are well placedto carry the expansion
forward. But leaders must also navigate risks that—while contained for the macroeconomy
as a whole—can threaten individual sectors and firms.

In planning the next chapter, leaders should start with a macro viewin mind and translate
that systematicallyto their markets, situations, and strategies.

KEY MACRO TRENDS COMPANIES MUST CONSIDER

Fiscal policy and vaccines have underpinned a successful global rebound, though with

varying degrees of structural scarring. As stimulus retreats and the growth bounce
fades, households can tap boominglabor markets as well as strong savings and balance
sheets to pick up where policy makers left off. While the economic recovery is slowing, the
growth context is strong for 2022 and the Deltavanant has shifted growth out, not down.

US DEEP DIVE | FACTOR IN US DYNAMICS AND RISKS

At the frontier of the global recovery, the US is the first to navigate nsks related to the strong
rebound. Bottlenecks in labor markets will take more time to ease and even when they do,
wage pressures will continue, necessitating that firmsinvest in productivity growth. Product
market bottlenecks will also persist as demand overshoot will keep straining productive
capacity and inflictintense localized pain. Inflationary pressures will continuein the first half
of 2022 but are less likely to be structural. The retreat of monetary policy will likely be slow,
but policy errors remain the greatest risk of potentialvolatility to markets and the economy.
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— Insights from the US economy v
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Planning season: 12 priorities emerging from macroeconomic trends

Six macro trendsin 2022

Source: BCG

Growth slowdown

Consumer-led recovery
going forward

Labor market
bottlenecks

Productmarket
bottlenecks

Inflationary
pressures

Monetarypolicy
and rates

Considerations when planning for 2022

=

Prepare for growing but slowing macro outlook, as many economies returnto tight conditions
2) Account for multiple growth dynamics as varying degrees of structural scarring matenalize

w

Focus on drivers behind consumers’ ability to sustain recovery as fiscal stimulus retreats
4) Assess demand shifts and the drivers and sustainability of consumption overshoots

S) Expect acute bottlenecks to ease as intense “scramble” to rehire workers lessens
6) Protect margins with productivityenhancing investments as wage pressures will persist

Monitor economy’s inventory dynamics to separate macro stress from intense localized pain
8) Investin supply chain resilience to continue recoveringand prepare for future disruptions

9 Understand and monitor the drivers of cyclical vs.structural inflation to assess risks
10) Do not conflate temporary pricing power with persistent pricing power and act accordingly

11 Plan for soft and orderly exit from ultra-low policy rates but risk of faster pace of tightening
12) Consider the risk of volatility as policy errors have potentialto upset markets and eventhe cycle
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A fast and strong global recovery—with varying degrees of structural

scarring and an expected growth slowdown in 2022

...with levels recoverywithin sight everywhere, but trend recovery has wider
distribution (structuralscarring) in emerging markets
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Growth slowdown in 2022 built into V-shapes, returning manyeconomies to a 2019-like growth environment
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Stimulative fiscal policy, which successfully contained structural damage,

is now (appropriately) in retreat around the world

COVID fiscal stimulus (% of GDP)
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...but now flips from being tailwind to headwind

(asit is expected to fadein 2022)

1-year change in government balance (%)
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Recoveries throughout the world in 2021 are currently in a “risky window

of handoff from policy makers to consumers
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Consumers 1n strong position to sustain expansion due to booming labor

markets, large savings, and record wealth
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( since 2000-2001)
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n
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Households have accumulated

trillions in savings during pandemic
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Economies have also begun to "decouple"” from the virus, meaning that

COVID case surges likely to shift recovery and growth out but not down

In the US, the spikein Delta COVID cases changed
growth expectations - pushingit out,notdown
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== USdeep dive| Overall healthy outlook for 2022, with need to navigate
2 four risks of the 2022 macroeconomic environment

Important to consider US economicoutlook inyour 2022 planning:

US econony at frontier of rebounding global economy: US stimulushas led the world and
delivered a faster and stronger rebound than in most other economies. It also means that the US 1s
the first to experience bottlenecksin labor and product markets associated with a strong
consumption overshoot - dynamics that are growing around the world

US centrality to global systent US dynamics matter not only because of weight of US economyin
global system but also for financial and monetary policy spillovers to the rest of the world

In the US, consumer spendingwill support a healthy outlook for 2022, with expected growth still above
(long-term)trends.Althoughrisks are likely to ease, need to monitor and managefour areas:

@ 0 O 6

Labor market Product market Inflationary Monetary policy
bottlenecks bottlenecks pressures normalization
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Bottlenecks in labor and product markets will take time to ease—with

different rates of normalization of demand and supply

US economy operates above pre-COVID levels ... but with 5 million fewer workers
Trillions ofreal 2012 USD Number of workers (millions)
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==| Labor bottlenecks: Labor demand in the US is still below pre-COVID levels—

2.1 | hiring difficulties and wage growth driven more by speed of hiring
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o (right axis) Q%
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2.1

Real wage pressures will persist as the US labor market quickly returns to

tightness, necessitating a strategic response by firms to protect margins

US post-COVID cycle returningto tightness inrecord time...

Unemployment rate

14%

12%

10%

8%

6%

4%

2%

0%

Post-COVID expansion
(starting 2020) on verge of
turning “tight”

Post-GFC*! expansion (starting 2009)
took ~90 months to turn tight

Level of unemployment at which labor
market is considered tight (u*)

1 13 25 37 49 61 73 85 97 109 121
Months into expansion

...hecessitates planningfor persistent
wage pressures

While hiringdifficulties will likely ease,
the labor market will not return to the
easy condition that lasted for most of
the previous cycle—it willremain tight

Wage growth will put cyclical pressure
on margins—firms forced to absorb or
offset with greater productivity growth

Passing through to consumers not
possible forevery company, all the time—
risk of loss of market share

Tight cycles,when laboris less available,
tend to spur capitalinvestment and lift
productivity growth cyclically
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2.2

Inventory-to-sales ratios are low... ...largely driven by high goods

consumption...

High goods consumption persists even as vaccines
and easing restrictions allow servicesto come back

Retail inventory-to-sales ratio Goods and service consumption (relative to baseline)

e 100 1
Goods consumption proxy
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In US product markets, many firms also struggle to meet demand and

experience disrupted supply chains, largely due to high goods consumption

..while inventories are mostlystable,
though manypainfulexceptions persist

Inventory (100 =12/2019)

Wholesale:
120 nondurable
etail (excl.auto)
100 N~
Wholesale:
durable
80
Retail: auto
60
12/19 3 6 9 12 3 6 9

2020

2021 —

Strongreboundin demand exacerbates localized bottlenecks in supplychains which have
been strained by pandemic-related production interruptions creating acute pain for some
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— | Inflation: Key question for 2022 is whether inflation is a transitory spike

2.3 | or a structural inflection

Transitoryinflation spike (post-WWII bottlenecks):Driven  Structuralregime inflection (60s-70s): Years of tight economy

by reopening and bottlenecked consumer economy and sustained policyerrors permanently shifted inflation up
Headline inflation (Y/Y) Headline inflation % (Y/Y) E
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Analogy highlights transient pressures related to Analogy highlights slowmotion breaking of inflation rg
systemic bottlenecks and consumption surge regime relatedto tightness and policy errors 2
Movementis up and down but not a structural inflection Movementis up and up with ever-higher lows :
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=—| If month-over-month inflation remains contained, the first opportunity for

2.3 | year-over-year decline is April 2022, given base effects. Will it happen?

Know the mechanics and drivers of

; ) ) Y/Y elevated but M/M not—focus on month-over-month evolution
each inflation print

Inflation? (%)
=t  Month-over-month inflation has

updated 25October 2021 Version 2.0

§ been contained, highlighting that 14
7 yearon-year printsare driven by base 12 .
effects? 10 1M annualized change —»

3M annualized change
, Year-over-year prints must stay
— high until at least April and May of
7N\ 2022, which1s the first opportunity to
roll out of high base effects of April
and May of current year
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12M annualized change

If month-over-month remains at
current levels until then,year over
year inflation would fall by May 2022
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2.3

Evidence of broad-based inflation continues to be scant as a small
number of items—not the whole price basket—are driving inflation prints

Broad-based measure (medianinflation) notspiking
higher, despite surges in headline inflation...

Raw inflation figure Capturesonly the centerof CPI

(allitems) basket used to calculate inflation?
Y/Y change T
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...caused bya few reopening-related consumption
categories

Two-thirds of inflation driven by COVID-sensitive sectors
that account for ~17% of the CPI basket
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Policy should normalize in an orderly way—but if inflation starts to look

structural, policy makers would tighten faster to prevent a structural break

If the Fed turnsoutto be wrongabout transitoryinflation,
it will need to tighten policyfaster,which would upset
markets and could evenrisk the cycle

Market-implied path of policy interest rate (%)

updated 25 October 2021 Version 2.0

2022 23 24 25 26 27 28 29 30 31

Soft and gradual exit from ultra-low rates expected by
3.0 o m market and Fed as inflation thought to be transitory
Fed's view of neutral rate =
2.5
2.0 e If inflation proves not to be transitory, the pace of £
1.5 WM tightening will quicken to contain the risk of a structural :
break of inflation regime =
1.0
0.5 lﬁ This would rapidly tighten financial conditions and ;
0.0 — disrupt financial markets, threatening the economic expansion ¢

N , - . —_ Risk of “policy error” is up—could either be to tighten too
l\/larke_t pr_mmg.ofthe Fed’s rate path does not exhibit expectation of /,T\/ soon or too much (triggering recession) or policy inaction
spiraling inflation (risk of regime break)
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Recent macroeconomics publications by BCG

Basinoss = FORTUNE SEARCH  SIGNIN = FORTUNE SEARCH  SIGN IN BCG D) iz slene 2021 WORLD
Review COMMENTARY « CURRENCY - ECONOMIC
The U.S. Economic Recovery Is Slowing ! i . . N BCG Canter for Macroeconomics FORUM

Down. Don’t Be Alarmed. The dollar’s dominance is far from Popular outrage, not economics, will Is the labor market experiencing shortages or

done . L bottlenecks? Why we shouldn'! overstate the pandemic's
Y Pt s Sl Pl St aodMarin s £/ PHILIPP CARLSSON-SZLEZAK, PAUL SWARTZ. 2112 PAUL HSIAD determine the fate of Blg Tech effect on productivity growth
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‘ \ X2

August 18, 2021 11:00 AM EDT

lezak, Pho.
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CEBOOK

ECONOMIC Egéiﬁgs = FORTUNE SEARCH  SIGN IN = FORTUNE SEARCH  SIGN IN Parvard
FORUM Review
- - COMMENTARY - MARKET BUBBLES COMMENTARY -+ BIDEN ADMINISTRATION . "
The secret of productivity growth is not Wl?otvt\"'"PWT (_2 a'?g Lose How we can learn to stop worrying Will Bidenomics transform Understanding the Economic
technology E in the 905 -Lovi and love market bubbles America’s economy? Not so fast Shock of Coronavirus
02 Aug 2021 by gg:lglglx;lezak paul Swarts. and Mortin Rooves BY PHILIPP CARLSSON-SZLEZAK AND PAUL SWARTZ BY PHILIPP CARLSSON-SZLEZAK AND PAUL SWARTZ il o
Philipp Carlsson-Szlezak 2 K July 13 )21 11:00 AM EDT

May 23, 202110:00 AM EDT

Paul Swartz

Click here to read past editions of Executive Perspectives

Harvard
Business
Review

Preparing for the Next
Macroeconomic Cycle —
and Its Risks

by Philipp Carlsson-Szlezak, Paul Swartz, and Martin Reeves

Harvard
Business
Review

Why The Global Economy
Is Recovering Faster Than
Expected

by Philipp Carlsson-Szlezak, Paul Swartz, and Martin Reeves
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