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Key Takeaways

Source: Bureau of Economic Analysis, Survey of Professional Forecasters, Morningstar.

Inflation Versus GDP Growth ScenariosOverheating Economy?
We've revised our 2023 GDP forecast up to 2.3% as data continues to show an economy 
running hot. Alleviating supply constraints have helped inflation to fall even as GDP 
growth has accelerated, but we still see a slight weakening in growth as being needed 
to bring inflation down to 2%. We expect the economy to achieve a "soft landing" where 
inflation returns to 2% and growth slows but avoids an outright recession. Consensus 
has moved closer to our favorable outlook on a soft landing, given recent inflation data 
coming in low.

Are Higher Interest Rates the New Normal? 
While the economy has seemed nearly impervious to the effects of rate hikes so far, we 
think a greater slowdown is coming as the strain of rate hikes continues to accumulate. 
We expect GDP growth to slow greatly in 2024, and we expect large federal-funds rate 
cuts to be needed to propel a rebound in growth in 2025 and following years. The forces 
that have driven real interest rates lower for decades (such as demographics) haven't 
abated. We don't think the economy can preserve itself for long on a diet of high rates.

Our Inflation Optimism Is Playing Out
The supply constraints that drove high inflation are being resolved, causing an 
unwinding of the runup in prices in energy, food, durables, and other areas. Aggressive 
capacity expansion across many areas could turn widespread shortages into gluts within 
a few years. Combining these factors with monetary policy tightening, we expect 
inflation to drop to 3.6% in 2023 and average just 1.8% over 2024-27.
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We Still Expect Inflation To Plummet, Allowing the Fed To Cut Rates and Jump-Start GDP Growth

Estimates of Excess Savings, $ Billion

Housing Affordability Versus Housing Starts

Sources: Bureau of Economic Analysis, Federal Reserve (bottom), Morningstar.

Long-Term GDP
We remain bullish on long-term GDP growth. We expect a cumulative 300 basis points 
more real GDP growth through 2027 than consensus does. Consensus remains overly 
pessimistic on a recovery in the labor supply and has generally overreacted to near-term 
headwinds. 

Interest Rates
We expect the Fed to start cutting in February 2024, with the federal-funds rate falling 
by over 300 basis points by the end of 2025 (hitting about 2%), which is below market 
expectations. Our long-run expectation for the 10-year Treasury yield is 2.75%, well 
below the current yield of 4.2%.

Consumer Spending
Household savings rates remain very low as consumers have spent down excess savings 
accumulated during the pandemic. As these excess savings near depletion, we expect 
consumer spending to slow.

Housing
We expect a 10% drop in housing starts in 2023, along with a 2% decline in housing 
prices. Higher mortgage rates combined with the earlier surge in housing prices mean 
that home affordability is at its worst since 2007. Lower mortgage rates will be needed 
to avert a deeper and prolonged downturn in the housing market.
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Forecast Update

We Remain Optimistic on GDP and Inflation Compared With Consensus
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We Still Expect Inflation To Plummet, Allowing the Fed To Cut Rates and Jump-Start GDP Growth

GDP Forecast Revisions

Inflation Forecast Revisions

We Expect Growth To Trough Over Next Year, but Rebound by 2025 
Our 2023 GDP growth forecast has increased again owing to strong data on 
consumption, housing, jobs, and elsewhere. However, we still think the Fed's rate hikes 
will eventually hit the economy hard, with GDP growth troughing in 2024. We think 
aggressive rate cuts in 2024 will trigger a GDP growth rebound in 2025 and following 
years. 

Inflation Should Return to Normal in 2023
Our inflation forecast hasn't changed much compared with a month ago. While 
economic growth is running strongly, inflation data is nevertheless heading down in line 
with our expectations. We expect an aggressive drop in inflation through the end of 
2023. In 2024 and following years, we expect the Fed to undershoot its 2% target. A 
combination of easing supply constraints and Fed tightening is winning the battle 
against inflation.

Exhibit Sources: Morningstar.
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We Remain More Optimistic Than Consensus on Strong GDP Growth and Mild Inflation

Real GDP Forecast Comparison

Inflation (PCE) Forecast Comparison 

GDP Rebounds Strongly in Third Quarter as Headwinds Reversed
We're upbeat on U.S. economic growth, as we expect a cumulative 3% more real GDP 
growth through 2027 than consensus does. In the near term, the divergence is driven by 
our view that falling inflation will allow the Fed to cut rates and jump-start the economy. 
In the longer run, we're more optimistic on supply-side expansion, both in terms of labor 
supply and productivity.

We Expect Inflation To Fall Much Faster Than Consensus 
On inflation, our views diverge significantly from consensus. While consensus has 
partially given up on the "transitory" story for inflation, we still think most of the sources 
of recent high inflation will unwind over the next few years, providing prolonged 
deflationary pressure. This includes energy, autos, and other durables.

Exhibit Sources: Survey of Professional Forecasters, Morningstar.
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Interest Rates Will Soon Be Headed Back Down 

Source: Federal Reserve, Morningstar.

We Expect the Fed To Shift Back to Easing in 2023
Interest rates have soared over the past year as expectations of monetary policy 
tightening have built up and begun to play out. However, we think the Fed will receive 
the green light from falling inflation to pivot back to easing in early 2024. The Fed will 
need to lower interest rates to avert a greater fall in housing activity and eventually 
generate a rebound. This should allow GDP growth to reaccelerate in 2025. By 2027, we 
expect monetary policy with a neutral stance, with the federal-funds rate and the 10-
year Treasury yield in line with our assessment of their long-run natural levels.

While we've upped our yield forecasts recently in response to rising rates, the jump in 
bond yields in recent months means that there's still a significant divergence between 
our views and the market. The five-year Treasury yield is 4.4% as of August, implying an 
average federal-funds rate of around 4% over the next five years. By contrast, we expect 
an average effective federal-funds rate of about 3% over the next five years. Likewise, 
the 10-year Treasury yield is 4.2%, well above our long-run projection of 2.75%. The 
emerging narrative that the U.S. economy is permanently moving to a higher-interest-
rate regime is incorrect, in our view.
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Our Supply-Side View Drives Our Bullish View on GDP

Exhibit Sources: Bureau of Economic Analysis, Morningstar.

We Expect More Labor Force Expansion Than Consensus 
Our longer-run GDP forecast is determined solely by our projections for the supply side 
of the economy, as we expect the Fed to calibrate aggregate demand, so the economy is 
operating at full capacity. GDP growth in the prepandemic years was fueled heavily by 
cyclical labor market expansion (the long recovery from the Great Recession). So, we 
can't take for granted that prepandemic growth rates represent a good benchmark for 
long-term growth. 

Our bullish view on GDP through 2027 compared with consensus is driven greatly by our 
expectations for labor supply. We expect labor force participation (adjusted for 
demographics) to recover ahead of prepandemic rates as widespread job availability 
pulls in formerly discouraged workers. Consensus expects labor force participation to 
struggle to reach prepandemic rates. 

We also expect productivity to perform a bit stronger than consensus expects. 
Productivity weakened in 2022, but we think this was a temporary slowdown that 
reflects the disjointed nature of the postpandemic economic recovery. Productivity 
growth has averaged about 1.3% since the start of the pandemic, and we expect about 
1.5% growth over 2023-27.

U.S. Real GDP Growth: Supply Side Decomposition

Labor Productivity: real GDP/total hours worked

Hours Per Worker: total hours worked/total employment

Employment Rate: total employment/labor force … also equal to 1 minus the unemployment rate

Labor Force % of Potential: labor force/"potential" labor force

Potential Labor Force: derived from our estimates of cyclically neutral labor force participation rates for 
each age group in the population 
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