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Recently, consensus thinking about the U.S. economy has become much less 

optimistic: Bond yields are tracking lower; macro data is disappointing1; the Delta 

variant is spreading and there’s a relative weakness in cyclically sensitive parts of 

the U.S. economy (most notably in housing and manufacturing). 

And now, after a strong post-pandemic bounce, the bears are suggesting that 

earnings growth, economic growth, and liquidity have all peaked. They are arguing 

that the “V-shaped” growth recovery will now turn into a “reverse J-shaped” 

one—with bearish secular trends about to reassert themselves. Those trends 

include the poor performance of U.S. industrial production, which remains below 

its 2018, 2014, and 2007 peaks—as well as below pre-pandemic levels.

U.S. economy and markets: boom or bust?

“I’m afraid that the world economy has now done its 

V-shaped recovery. It’s now more of a reverse J-shaped 

recovery. We’re lower than where we started.”

— Bloomberg News, “‘Reverse J-Shaped: Economist Weinberg”, 7/19/21
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Figure 1: As lending has trended down, consumer appetite to re-leverage may  
begin to increase
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Sources: Longview Economics, Macrobond, September 2021.

The question then becomes: Are the bears correct? Now that activity has recovered, is growth about to revert 
lower (i.e., back to pre-pandemic levels), or will the U.S. continue to expand at strong, above-trend growth rates 
for a prolonged period? And, linked to all of that, what does it mean for the markets?

There’s strong evidence that it’s the latter: That is, a multi-year economic boom is likely, which may last for  
at least the next one to two years and possibly more. That should be driven by strong U.S. consumption given 
the significant levels of “spare” cash in household bank accounts (see point #1 on the next page), and spare 
balance sheet capacity/appetite to re-leverage (see point #2).
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1. U.S. households have approximately $3.4 trillion in “spare” cash. We measure this as the 
difference between actual cash in household bank accounts ($17.6 trillion) and the trend level of cash 
($14.2 trillion). That equates to spare spending capacity of about 16% of GDP. It’s reasonable to expect 
households to draw down on that spare cash over the coming years. The global financial crisis (GFC) 
playbook is interesting in that respect: Household deposits accelerated during the recession—driven 
by higher precautionary savings and stimulus checks2—before falling and moving back towards the 
trend (see Figure 2).

Figure 2: Household deposits accelerated during the recession before then  
falling and moving back towards the trend
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2. Having deleveraged for most of the past decade, U.S. household balance sheet 
capacity to re-leverage is significant. The start of this economic cycle has been marked by  
a renewed phase of re-leveraging, with strong consumer credit and mortgage equity withdrawal.  
That’s likely to persist over coming years because of cheap money and record loose credit conditions 
(see Figure 1), rising house prices and strong wealth effects, and an improving demographic profile. 
We believe all of that should boost U.S. economic growth in coming quarters and years. 
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Other factors that we expect should result in strong growth include: the re-stocking of manufacturing inventories 
(from low levels); large levels of free/surplus cash flow in the corporate sector (measured using the financing 
gap); signs that consumer confidence has returned to the corporate sector; and a strong likelihood that more 
fiscal stimulus is coming.

Outside the U.S., the picture is similar. For example, in Europe, companies are holding free cash flow to the tune  
of 2% of GDP (i.e., one of the largest surplus cash flow positions on record, see Figure 3). Equally, Eurozone 
manufacturing inventories are at record lows and likely to be rebuilt—especially given the recent acceleration  
in new orders. In other words, the key ingredients for a strong production outcome are in place  
in the Eurozone economy.

Figure 3: The key ingredients for a strong production outcome are in place in the 
Eurozone economy 
Eurozone corporate sector net lending/borrowing (% of GDP)
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Naturally, all of that begs a key question: With rich valuations, and many equity markets at all-time highs, is all  
the good news already factored into the price? Are developed equity markets vulnerable—particularly with a 
looming tapering announcement from the Fed and the European Central Bank (ECB) having arguably already 
announced its plan to taper? 

History is a useful guide. Experience shows that, while central banks are expanding their balance sheets, equity 
markets can be overextended on many measures for some time—and expensive valuations and signs of froth 
and over-exuberance typically increase rather than revert to mean.
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As Figure 4 shows, the equity market has historically become vulnerable and experienced significant 
pullbacks when the Fed completes its asset purchases. The largest pullbacks in the five years following the  
GFC all occurred after the first two quantitative easing (QE) periods (QE I in 2010 and QE II in 2011)—and  
then again in 2015 after the tapering of QE III. While easing remains ongoing, and markets are supported  
by ample liquidity, the uptrend in equities is likely to remain intact. 

Figure 4: Historical equity market performance during the three QE phases  
and Fed tapering
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However, there are multiple risks. For instance, once the Fed’s QE program draws to a close in 2022, downside 
risks to equity markets are likely to resurface. There’s a growing argument that inflationary pressures will likely, 
once again, rebuild.

Clearly, current transitory inflation isn’t concerning key central bankers. Fed Chairman Powell (and others) are 
comfortable arguing that most of the recent pick-up in inflation is due to one-off re-opening (and supply chain 
related) effects. In our view, there is a credible argument to be made in that respect. For now, therefore, markets 
are buying Powell’s rhetoric.

In 2022, the drivers of inflation are likely to change. For instance, it’s likely that the inflationary effects of the 
dramatic growth in money supply will begin to materialize, especially if households start meaningfully spending 
their spare cash. Other inflationary pressures are also likely to make an impact through stronger shelter inflation 
due to strong house prices and the rapid tightening of the labor market.
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The August nonfarm payrolls number was interesting in that respect. Despite a much weaker than expected 
jobs number (235k vs. 733k), the average hourly earnings print was +0.6% month-over-month (vs. expected 
+0.3%). With the 2Q 2020 lockdown now having rolled out of the year-on-year comparisons, a somewhat 
clearer understanding of wage trends is emerging. A cursory glance at the evolution of the underlying wage 
levels in the past 18 months reveals a step-up to a new level and, with that, a current acceleration of the rate  
of change of wage growth (see Figure 5).

Figure 5: Evolution of wage levels reveals a step-up to a new level and an acceleration  
of the rate of change of wage growth
U.S. average hourly earnings—level shown with pre-pandemic trend
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Given that backdrop, the tone of central banks will likely change at some point in 2022. Instead of labeling 
inflation as transitory, it will likely become a more concerning issue. If so, markets should start to anticipate  
the beginning of rate increases in earnest (pricing higher rates across the yield curve) and, with that, the 
beginning of the removal of cheap money.
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As well as higher inflation, other key market risks include the outlook for the Chinese economy—many parts  
of which have slowed in recent months. Purchasing Managers’ Index (PMI) readings, for example, have fallen; 
various leading economic indicators (LEIs) have rolled over; consumer confidence has faded; while linked to all  
of that, the credit “impulse” has fallen sharply—measured as the year-over-year change in monthly credit flows 
(see Figure 6). While that indicator is somewhat distorted by the base effects from the surge in credit growth  
in the pandemic, its fall appears to be impacting activity in China’s economy this year. 

How the Chinese central bank responds bears close watch. So far, it has pushed back on calls for significantly 
looser policy, with the People’s Bank of China Vice Governor Pan Gongsheng this month re-emphasizing  
the central bank’s plan “not to resort to flood-like stimulus.” However, they do continue to implement small 
incremental loosening measures.

Figure 6: Chinese credit impulse—Total social financing credit flows
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Overall, despite key risks, the outlook for markets remains positive given the  
combination of a strong U.S. macro backdrop and plentiful liquidity in markets— 
until the Fed’s QE program has finished—with further gains likely in the U.S. and 
global equity market. 

Given a strong U.S. macro-outlook, as well as growing inflationary pressures, it’s likely that U.S. Treasury yields 
have bottomed and will move higher over the coming months. If that assumption is correct, then the gains in the 
U.S. and global equity markets are likely to be led by the cyclically sensitive and value-oriented stocks, much like 
they were in 4Q 2020 and 1Q 2021. At that time in the U.S., there was a marked outperformance by certain high 
beta indices, such as the Russell 2000 Index, while the S&P 500 and NASDAQ 100 indices underperformed. 
Equally, several of the value and cyclically sensitive European indices also performed well, including the Swedish, 
German, and Italian equity markets. Many of those themes, which have fallen out of favor this past summer as 
bond yields have moved lower, should therefore re-establish themselves as the uptrend in bond yields resumes.

Additionally, emerging markets (EM) are increasingly likely to outperform developed markets in the coming 
months. Most notably, EM assets have priced in plenty of bad news in recent months—particularly with respect 
to Chinese regulatory news flow and the slow roll out of vaccines. And, in contrast to early 2021, EM assets are 
unloved and under-owned in investors’ portfolios. The primary downtrend in the dollar is also likely to reassert 
itself as the U.S. economic recovery remains robust and is underpinned by strength in both the household and 
corporate sectors, which should drive a growing U.S. twin deficit thereby undermining the dollar’s strength. 

If correct, then the key themes in this economic expansion would share parallels with the 2001-2007 cycle.  
That is, the macro theme would be a strong U.S. economy with a widening trade deficit and growing inflationary 
pressures. At the time, that resulted in a weaker dollar, an uptrend in bond yields, and an equity bull market that 
was led by value and cyclically sensitive sectors.
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1. Relative to expectations, e.g., refer to the U.S. Citi Economic Surprise Index.

2. Albeit significantly smaller than in 2020 and early 2021. In 2008, individual taxpayers received up to $600, and married couples filing jointly 
received up to $1,200. Households with children received $300 per dependent child.

Index Definitions
Citi’s Economic Surprise Index measures the degree to which economic data is either beating or missing expectations. The NASDAQ 100 Index  
is a stock market index made up of 102 equity securities issued by 100 of the largest non-financial companies listed on the Nasdaq stock market. 
The Purchasing Managers’ Index (PMI) is an index of the prevailing direction of economic trends in the manufacturing and service sectors. 
The Russell 2000 Index is a small-cap stock market index of the smallest 2,000 stocks in the Russell 3000 Index. The S&P 500 Index is a 
stock market index tracking the performance of 500 large companies listed on stock exchanges in the United States.

Definitions
Beta is a measure of a stock’s volatility in relation to the overall market. High-beta stocks are supposed to be riskier but provide higher return 
potential; low-beta stocks pose less risk, but also lower returns. Consumer Price Index (CPI) is a measure of the average change over time  
in the prices paid by urban consumers for a market basket of consumer goods. Forward Price-to-Earnings (P/E) Ratio is a version of the 
price-to-earnings ratio that uses the expected future earnings of a company rather than the reported or historical earnings. Quantitative  
Easing (QE) is a form of unconventional monetary policy in which a central bank purchases longer-term securities from the open market to 
increase the money supply and encourage lending and investment.

The views expressed herein are from Longview Economics and do not necessarily reflect the views of New York Life Investment Management LLC or  
its affiliates. Longview Economics is not affiliated with New York Life Investment Management LLC. This material represents an assessment of the 
market environment as at a specific date; is subject to change; and is not intended to be a forecast of future events or a guarantee of future results. 
This information should not be relied upon by the reader as research or investment advice regarding the funds or any particular issuer/security.

The strategies discussed are strictly for illustrative and educational purposes and are not a recommendation, offer, or solicitation to buy or sell any 
securities or to adopt any investment strategy. There is no guarantee that any strategies discussed will be effective. Any forward-looking statements 
are based on several assumptions concerning future events, and although we believe that the sources used are reliable, the information contained in 
these materials has not been independently verified and its accuracy is not guaranteed. In addition, there is no guarantee that market expectations 
will be achieved.

This material contains general information only and does not take into account an individual’s financial circumstances. This information should not  
be relied upon as a primary basis for an investment decision. Rather, an assessment should be made as to whether the information is appropriate  
in individual circumstances, and consideration should be given to talking to a financial professional before making an investment decision.

“New York Life Investments” is both a service mark, and the common trade name, of certain investment advisors affiliated with New York Life 
Insurance Company.
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