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Peak growth to douse inflation scare   
 
Equities remain buoyant, while interest rates have declined markedly, despite the occasional brief flare up of market vola-

tility. Today, we examine the underlying macro trends and argue that the current inflation scare is probably peaking along 

with the economic recovery's momentum – an outlook that should ultimately put financial markets in a sweet spot.  

 

Since the later part of 2020, we had welcomed the surge in US 

inflation expectations above 2%, viewing it as a benign harbin-

ger of a robust reflationary economic recovery. Today, we ar-

gue that the initial phase of that recovery has run its due 

course. Hence, inflation expectations are in the process of 

peaking (graph 1) and should moderate going forward.  

 

 
 

Consequently, we believe the short- to medium-term inflation 

expectations should also continue to retreat from their recent 

highs, while the long-term outlook, represented by red line in 

our graph, should move sideways around the 2% mark, i.e. the 

targeted average annual inflation rate.  

 

Admittedly, this process may cause some interim market vola-

tility as income data will produce some noise and investors 

gradually adjust to the new macro environment parameters. 

However, this process should also ultimately put risk-asset mar-

kets in a sweet spot – i.e. a macro regime characterized by 
broadly on-target inflation, and decent economy growth.   

 

Four recent developments make our case for a continued re-

treat of potentially excessive inflation expectations:    

 Ordinary consumers' inflation expectations are already 

very high, which is typically a counter-indicator    

 The cyclical rebound in the West is peaking  

 The credit tightening in China continues  

 There is plentiful slack in the US labor market  

 The Federal Reserve is already acting to douse excessive 

short-term expectations without abandoning its broader 

accommodative policy goals  

 

Admittedly, pandemic-related distortions will continue to play a 

role as the economy reopens and lockdowns might return to 

some degree, which would complicate this process, as would 

commodity prices if they continue to surge into next year.  

 

With regard to the pandemic, the just-published reading of the 

US consumer price index for June offers a case in point. While 

the index gains were higher than expected, the predominant 

driver was catch-up pricing in business segments that had suf-

fered most during the lockdowns. Specifically, in the core in-

dex, used car prices, airline fares, and lodging away from home 

(i.e. hotels), contributed nearly two-thirds of the increase.  
 

The outsized price pressures on a narrow segment of the econ-

omy represent supply-side disruptions that are transitory in na-

ture, while overly restrictive COVID-measures are politically and 

socially unsustainable in most major economies. Moreover, the 

Fed has made clear it will largely ignore such transitory devel-

opments, which is what matters for financial markets. 

Consumers' inflation expectations are al-
ready very high   
 

Consumer survey-based inflation expectations are already very 

high in the US. For example, the June Conference Board's sur-
vey showed that Americans, on average, expect annual infla-

tion to hit 6.7% a year from now – the highest reading in 13 

years.  

 

 

Graph 1 

Inflation expectations peak to reflect Fed policy goal   
(Annual inflation rates implied by market instruments) 

Various inflation-linked securities and interest rate swaps. Source: Bloomberg, LGT Capital 
Partners 
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This is more likely a counter-indicator than a predictor: histori-
cally, consumers' have consistently overestimated inflation 

(graph 2) - by 3.4 percentage points on average over the past 

decade.  

 

That is why we primarily focus on traded inflation pricing in-

struments, like the so-called breakeven rates. These market-

based inflation predictors have consistently proved more accu-

rate in terms of the actual outcome.   

Peak cyclical momentum in the West  

The recovery of the Western economies over the past year has 

been extraordinary by historical standards. However, it has also 

largely run its course in the meantime. The economic expan-

sion is clearly near its peak momentum phase, moderating to-

ward a more normal run rate: down from the record annual-

ized surge of 33.4% in the Q3/2020 to somewhere closer – 
but likely above – the two-decade average of 2.3% per year.  

 

The fundamental drivers of inflation, while remaining intact, of 

course, are already subsiding in intensity and likely to continue 

to fade in the coming months. The relatively tight correlation 

between the purchasing managers’ indices and the breakeven 
rates illustrates this well (graph 3).  

  

As in the case of the lockdown-induced supply distortions, this 

year's surge in energy and base metal prices could again com-

plicate this cooling process, without ultimately canceling it.  

  

Finally, it is worth noting that, while energy and base metal 

prices also influence inflation expectations, the overall PMI is 

more closely synchronized with them – which is why the Fed 

tends to largely ignore energy prices, along with food prices, 

when setting long-term policy parameters.   

China to start exporting deflation soon 

 

China is in the early stages of a credit tightening cycle. Since 

2003, Chinese credit tightening cycles have averaged two years 

in duration and the current one is in its seventh month. Manu-

facturing goods and parts coming out of China in the coming 

quarters are thus likely to defuse upward price pressures.   

 

Again, some COVID-19 lockdown related distortions, such as 

the global shortage in the microchips, might admittedly com-

plicate this moderation. Still, what matters more is the broader 

economic influence on price developments out of China – and 

that factor will most likely prove to be disinflationary for a 

good while, if we take typical duration of Chinese tightening 

cycles as a guide.  

 

Last week's cut of China's Reserve Ratio Requirement for 

banks, in our view, represents an effort to avoid an overtight-

ening, rather than a wholesale reversal of the policy direction. 

Historically, i.e. since 2010, the credit impulse did not turn pos-

itive until half a year later, on average.      

 

How tight is the US labor market?  
 

In February 2020, the pandemic wreaked havoc on the US la-

bor market, which shed about 22 million jobs in just two 

months. The US unemployment rate soared to 14.8%. One 

and a half years later, as of June 2021, the jobless rate has 

dropped to 5.9%, but the US is still about 6.5 million jobs 

short compared to the pre-COVID level. Nevertheless, reports 

suggest labor supply is tight.  

Graph 2 

Consumers consistently overestimate inflation    
(Difference between surveyed and actual change in prices) 

Overestimation = Conference Board Consumer Confidence Inflation Expected 12 Month 
Hence minus actual year-on-year change in the Consumer Price Index a year later.  
Source: Bloomberg, LGT Capital Partners 

Graph 4 

China credit cycle is a disinflationary force  
(Credit impulse in % of gross domestic product) 

Source: Bloomberg, LGT Capital Partners 

Graph 3 

Business cycle momentum and inflation outlook  
(PMI index and market-based inflation pricing) 

PMI = Purchasing Manager Index by IHS Markit. DM = developed markets. Expected inflation 
based on USD CPI swaps market. Source: Bloomberg, LGT Capital Partners 
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The National Federation of Independent Business Survey attests 
that 48% of small businesses find it difficult to fill vacancies, 

the highest level since the survey started in 1975. However, 

COVID-related distortions are exaggerating the problem by 

masking the following developments:   

 Labor market participation is still depressed among low 

wage workers due to temporarily increased unemploy-

ment benefits 

 School closures require at least one parent to look after 

the kinds, preventing many workers from rejoining the la-

bor force for now  

 Pandemic-related travel restrictions hamper immigration 

and hence employment in many service segments  

 Health concerns prevent workers from returning to rela-

tively crowded places of work  

 Early retirement has spiked during the pandemic, tempo-

rarily shrinking the supply of experienced workers   

 

Furthermore, the labor shortage that results from the conflu-

ence of all these factors presents an opportunity for employees 

to look for new, more attractive jobs. Unsurprisingly, the 

monthly rate of people voluntarily leaving their jobs in June 

surged from 164,000 to 942,000, taking the unemployment 

rate higher in its wake. From an economic perspective, such an 

uptick due to voluntary unemployment is a show of confidence 

in the economy and one's prospects in it, rather than a sign of 

a deteriorating the labor market. It is hence not particularly 

worrying.   

Job growth will remain strong, but not 
overly inflationary  
 

Going forward, the prospects for a broader strengthening of 

the labor market recovery are good. As the US continues to 

move toward economic normality, most of the current head-

winds will abate, easing the perceived tightness of the market:  

 Enhanced unemployment payouts will expire in Septem-

ber, incentivizing low-income workers to rejoin the work 

force 

 Schools are likely to reopen by fall, allowing more caregiv-

ers to reenter the labor market  

 The current administration is unlikely to return to the 

closed-border policies of 2020, while it will probably allow 

visa restrictions to expire in most cases  

 Progressing vaccination campaign should make remaining 
health concerns manageable  

 

Consequently, the supply-demand balance in the labor market 

should normalize. The most recent job openings and labor 

turnover data confirm this: for the first time since the COVID 

outbreak, there is now a job opening for every available 

worker.  

 

After the Great Financial Crisis of 2008, by contrast, it took the 

economy eight years to reach that milestone. The current re-

covery is thus clearly on a sounder footing. At the same time, 

as more people rejoin the labor force and the participation rate 

improves, further declines in the unemployment rate are likely 

to slow and perhaps become more uneven.  

The risk of labor market scarring 

The COVID recession's job losses were biggest among groups 

that are often overrepresented in lower wage sectors, such as 

ethnic minorities, women, or the less educate. As the lock-

downs reinforced structural and socioeconomic trends, some 

of these jobs will probably be permanently lost. For example, 
the COVID-induced boost to automation and digitalization has 

arguably accelerated a structural transition in the economy, 

rendering certain skill-sets less needed and even changing the 

way of conducting business in some cases. Examples are the 

accelerated pivot to e-commerce, the drop in business travel, 

as online meetings have become a standard procedure, or re-

duced consumer spending in central business districts due to 

working from home policies.  

Most of these trends are not new, but the pandemic has 

helped to accelerate their broader adoption, while shortening 

the time for the skill set of the labor force to adapt, which has 

increased the risk of skill-mismatch and long-term labor market 

scarring. Of course, such developments are not limited to the 

US – they are global: a recent McKinsey Global Institute study 

argued that up to 25% more workers would need to find a dif-

ferent occupation by 2030 in the advanced economies, relative 

to the pre-COVID trend. Despite the ongoing robust cyclical re-

bound in the labor market, broader structural unemployment 

and labor market slack could remain elevated for years to come 

– mitigating the more inflation-friendly macro policies.   

Paradigm shift in US monetary policy 

 

Speaking of policy settings: during previous upswings, such un-

derlying structural dynamics would have borne little implica-

tions for policy makers, due to the prevalent notion that mone-

tary policy affects nominal variables like prices but not real 

variables like employment or its productivity.  

 

However, in view of recent changes to the Fed’s mandate and 

against the backdrop of growing coordination between gov-
ernmental and monetary authorities in the US, the prospects of 

higher structural unemployment are likely to bear conse-

quences for the current setting of monetary policy: enter the 

concept of maximum employment. Alongside the introduction 

of flexible average inflation targeting in 2020, the Fed's labor 

market mandate was adapted to aim for “maximum employ-

ment” instead of “full employment.” The change accounts for 

the fact that the relationship between inflation and unemploy-

ment has become notably weaker over the last decades. 

According to the Atlanta Fed, maximum employment is “the 

state of the economy whereby virtually all who are willing and 

able to work have the opportunity to do so.” Moreover, in a 

Graph 6 

Unemployment: big gaps, depending on segment  
(In % of the labor force, seasonally adjusted) 

 

Source: Bloomberg, LGT Capital Partners 
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speech in January, Fed Governor Lael Brainard noted that the 
Fed has "made changes to monetary policy that can be ex-

pected to support fuller and broader-based employment than 

in earlier recoveries, improving opportunities for workers who 

have faced structural challenges in the labor market.”  

 

In plain English, the Fed nowadays considers hitherto neglected 

factors such as the rate of inclusion of various types of workers 

and wage growth in different sectors when it assesses the la-

bor market – and the timing of tightening policy. It is hence no 

longer taking only cyclical, but at least partly also structural fac-

tors into account when setting policy. In consequence, the 

threshold for monetary policy normalization has risen notably.  

 

Per se, this is a more inflation-tolerant mindset of course – 

which is why our argument is not that inflation will not be 

higher than in past decades. We are merely arguing that the 

recent spike in short-term inflation expectations has probably 

run its course.  

Still far from maximum employment 

 

So, when will the US economy actually reach maximum em-

ployment? The Fed has remained deliberately ambiguous in 

this regard. As one simple workaround, we can look at the pre-

crisis trajectory of employment: according to this metric, even 

in the best case scenario of the US adding one million jobs per 

month going forward, employment is still at least a year shy of 

that level (graph 7).  

 

  
 

Moreover, to account for the inclusivity component of maxi-

mum employment, we can additionally look at unemployment 

rates across ethnicities and economic sectors – and here, after 

a vivid initial bounce once the lockdowns in the US had ended, 

progress has slowed recently, suggesting that slack in the labor 

market remains plentiful after all. 

  

Additionally, some indicators remain heavily distorted by pan-

demic effects. For example, average hourly earnings, a re-

nowned measure of wage growth, is highly sensitive to sudden 

changes in the labor force composition and will only gradually 

normalize. More robust wage growth gauges and surveys 

among business leaders, meanwhile, continue to point to im-

proving but not excessive wage dynamics. 

Against this tug of war between robust job growth and struc-
tural challenges as well as distorted data, the Fed is unlikely to 

bring forward its policy normalization plans. It will maintain its 

current wait-and-see stance and prefer to err on the side of ac-

commodation – until the broader data is clearer on this matter.  

 

We believe the US central bank will probably signal a (gradual) 

tightening bias this coming autumn, with an actual tapering of 

asset purchases starting at some point next year, depending on 

the data between now and then. Meanwhile, the Fed will not 

raise its policy rate before concluding tapering in its entirety.  

 

Moreover, as the current inflation scare is already rolling over, 

the US central bank will feel confirmed in its argument that the 

inflation spike is indeed transitory, which further lowers the 

prospects of a genuinely hawkish monetary surprise.  

The Fed is already using short-term fixes 
to douse inflation scare   
 

In addition, the Fed also has quick-fix technical tools to man-

age overheating risks ad-hoc, without changing its broader 

policy parameters – and is in fact already using them success-

fully, given the current cooling of inflation expectations. Specif-

ically, the Fed last month raised the interest on excess reserves 

(IOER) to 0.15% from 0.10% and lifted the rate paid on re-

verse repos (RRR) to 0.05% from zero. The IOER is the rate 

paid to banks for their excess reserves at the Fed. The Fed in-

troduced the IOER system shortly before the start of its first 

quantitative easing program in 2009, precisely because it 

wanted an extra tool to control overheating risks. The RRP op-

erations began in 2013 and serve to keep bank cash tied up 

overnight at the central bank.   

 

Since mid-May, the Fed has been increasingly absorbing excess 

reserves. At the end of June, for instance, it mopped up a rec-

ord USD 2.4 trillion in cash (about 11% of GDP) from the 

banking system in just three days (graph 8). Thereby. Thereby, 

it reduced the potentially inflationary liquidity gushing around 

in the system, temporarily "neutralizing" the monetary expan-

sion.  

 

 
 

This liquidity management has evidently helped avoid an over-

heating of short-term inflation expectations, as the ongoing re-

treat in inflation expectations shown graph 1 shows.  

Graph 7 

US total employment well below pre-COVID trend  
(Non-farm payrolls in thousand) 

K = Thousand. Source: Bloomberg, LGT Capital Partners 

Graph 8 

Amount of daily excess cash withdrawn by the Fed  
(Billion US dollar, four-day moving average)  

RRP = reserve repurchase agreements. Source: Bloomberg, LGT Capital Partners 
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Conversely, should market expectations turn too disinflationary 
in the coming days or weeks, the Fed could move in the oppo-

site direction just as quickly – flooding the system with excess 

cash.   

 

Thus, Fed policy also remains highly credible in terms of its abil-

ity to achieve its goals. An erosion of this credibility, by con-

trast, would undermine the stability of financial markets over 

time. If policy makers were unable to douse short-term over-

heating risks, the markets would perceive a greater risk of a 

harsher and more disruptive tightening later.   

 

The sweet spot for the economy and markets arises from the 

fact that the slowing cyclical momentum, the structural factors 

slowing the return to so-called maximum employment, and the 

effectiveness and the credibility of the Fed's ad-hoc policy tools 

make a premature tightening of the broader monetary policy 

unlikely.  

Financial markets will welcome a bal-
anced scenario 

 

Although further temporary scares are always possible, if not 

more likely during the coming transition from extreme easing 

to an eventual gradual tightening, financial markets are ulti-

mately likely to cheer the current policy setting and mix of 

macro developments. 

On the one hand, prospects of accelerating job growth are a 
promising sign that the recovery and the reflation of the US 

economy is progressing successfully. On the other, slack in the 

labor market remains substantial enough for the Federal Re-

serve to stay its course of continued monetary accommodation. 

As this is happening at a time when inflation expectations are 

already rolling over while growth will stabilize above potential, 

the current macro environment is pretty close to the ideal.   

 

To be fair, in view of the still significantly distorted economic 

data and the ongoing factional disputes within the Fed over 

how to implement its "new and improved" mandate, unex-

pected changes in the policy outlook are risks that could mate-

rialize in the coming months.   

 

Moreover, as the recovery solidifies and growth momentum 

and the economy further normalize, central banks around the 

world will eventually move to reduce monetary support. How-

ever, as this will occur in an environment of above trend 

growth, any corresponding ruptures in asset prices should be 

rather short lived. After all, bull markets usually falter at the 

end of a hiking cycle, not at its beginning. 
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LGT Capital Partners' current tactical asset allocation  

The tactical asset allocation (TAA) is set quarterly with a time horizon of up to six months. The table shows our current positioning ver-

sus the strategic allocation (SAA) of the LGT Endowment, or Princely Strategy, for 2021.  
 

 Equities: tactical overweight in developed markets, with an emphasis on reflationary/reopening theme  

 Fixed income: underweight, with a preference for emerging markets bonds (in local currency)     

 Alternatives and currencies: active position in gold and NOK vs. EUR and a small passive overweight in EM currencies  

Reference portfolio: LGT GIM Balanced (USD). The TAA is valid for all similar portfolios but various restrictions or liquidity considerations can lead to deviations in implementation. In currencies, “others" 

represents indirect exposures resulting from unhedged positions in markets against the base currency. * Includes global government, inflation-linked and corporate bonds. 

 

 

SAA
2021

Short-term investments 0.0%

Investment grade bonds* 23.0%

High yield bonds 5.0%

Emerging market bonds 7.0%

Global defensive 7.5%

Global developed 26.5%

North America OW

Europe OW

Japan OW

Asia-Pacific OW

Emeging markets 5.0%

Listed private equity 5.0%

Liquid alternatives 13.0%

Insurance-linked securities 6.0%

Real estate (REITs) 5.0%

Gold 0.0%

SAA
USD 88.0%

EUR 0.0%

CHF 0.0%

NOK 0.0%

Others 12.0%

Asset class underweight                                       Tactical allocation versus SAA                                       overweight
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Performance of markets relevant to our asset allocation 

 
 

¹ Annualized return ² Equal-weighted hard and local currency total return indices ³ Bloomberg correlation-weighted currency indices of a currency versus its nine major counterparts, except for the CNY 
(shown against the USD).| Source: Bloomberg 
 

 

Corporate fundamentals  
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 1 month 3 months Year to date  3 years, p.a.¹  5 years, p.a.¹

Fixed Income

Global government bonds USD 0.4% 1.1% -2.0% 4.4% 2.5%

Global inflation l inked bonds USD 0.5% 1.9% 2.5% 4.0% 3.3%

Investment grade corporate bonds USD 0.2% 1.2% -0.4% 6.0% 3.8%

High yield bonds USD -0.1% 1.8% 2.7% 7.1% 6.8%

Emerging markets ² USD -1.8% 2.0% -2.5% 4.6% 3.7%

Equities

Global USD 2.1% 5.7% 15.8% 14.4% 14.3%

Global defensive USD 1.1% 5.4% 8.9% 9.8% 8.5%

North America USD 2.6% 6.2% 16.6% 17.8% 16.7%

Europe EUR 0.5% 6.0% 16.2% 7.6% 9.0%

Japan JPY 0.5% 1.3% 10.2% 7.6% 11.0%

Emerging markets USD -2.8% 1.0% 4.9% 10.0% 11.6%

Alternative and real assets

Listed private equity USD 1.6% 11.4% 34.0% 20.3% 20.0%

Hedge funds USD 0.9% 3.9% 6.5% 5.4% 5.4%

Insurance l inked securities (ILS) USD 0.6% 1.4% 2.3% 3.9% 3.9%

Real estate investment trusts (REITs) USD 0.2% 11.8% 22.1% 11.4% 6.9%

Gold USD -2.9% 4.3% -4.6% 13.3% 6.3%

Currencies (vs. rest of G10) ³

US dollar USD 2.8% 1.6% 2.6% -0.6% -0.1%

Euro EUR -0.3% -0.3% -1.5% -0.3% 1.2%

Swiss franc CHF 0.5% 2.1% -1.5% 2.6% 1.4%

Japanese yen JPY 2.4% -0.1% -4.8% 0.0% -1.2%

Australian dollar AUD -1.0% -2.4% -1.0% -0.5% -0.6%

Norwegian krone NOK -3.2% -3.5% 0.0% -3.5% -1.2%

British pound GBP 0.5% 1.9% 3.8% 1.0% 0.7%

Canadian dollar CAD -0.5% 1.7% 4.6% 1.3% 0.6%

Chinese yuan (vs. USD) CNY -1.5% 0.9% 0.7% 1.0% 0.6%

 USA China Eurozone Japan Germany France U.K. Canada S. Korea

Exchange capitalization* bn USD 50,372 10,102 18,941 6,860 2,846 1,031 3,682 762 2,241
Growth in earnings per share, estimated (MSCI)

12 months forward / trail ing 12 monthsConsensu 31.6% -18.2% 131.1% 24.1% 118.6% 186.6% 282.6% 32.3% 71.5%

Next fy / 12m fwd Consensu 10.6% 16.7% 12.9% 10.8% 10.9% 13.2% 3.8% 5.6% 2.9%
Growth in revenue per share, estimated (MSCI)

12m fwd / trail  12m Consensu 14.8% 35.5% 13.3% 11.2% 12.2% 14.5% 14.1% 5.9% 12.2%

Next fy / 12m fwd Consensu 6.2% 15.2% 5.0% 3.5% 4.8% 4.7% 3.0% 4.2% 8.1%
Valuations (MSCI)

Price-Earnings Ratio (est 12m fwd) Consensu 23.3 16.3 18.0 16.4 15.7 19.0 12.8 16.2 11.6

Price-Sales Ratio (est 12m fwd) Consensu 3.0 1.2 1.3 1.1 1.1 1.5 1.3 2.2 1.1

Dividend yield Consensu 1.3% 1.6% 2.6% 2.1% 2.6% 2.5% 4.2% 2.6% 1.7%
* China market cap includes  Hong Kong | Source: Bloomberg Data  per: 14.07.2021


