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In the fight to combat high inflation, the Fed and ECB have embarked on aggressive 
tightening paths. But how much damage to economic growth will they ultimately 
have to inflict to win this fight? At the core of this question in the US lies a heated 
debate about whether the Fed can rebalance an overheated labor market—a key 
requirement to tame inflation—without a sharp rise in unemployment. We speak 
with the Peterson Institute’s Olivier Blanchard—who says “No”—and our own Jan 
Hatzius as well as other GS economists—who say “Yes”—and discuss the 
implications of these differing views for recession risk. Our strategists then assess 
what each view could mean for markets, with Blanchard’s more hawkish scenario 

suggesting substantial downside for risk assets from here. As for Europe, Hatzius and Blanchard agree: the ECB will 
ultimately have to tighten less than the Fed to slay inflation, so the risk of a central bank-induced recession is larger 
in the US than in Europe. But Europe’s energy crisis is nonetheless likely to push the region into recession, in our view.     

“ Some observers seem to be hoping for an immaculate 
conception outcome in which job openings decrease and 
unemployment doesn’t increase, but I see zero probability 
of that outcome. 

- Olivier Blanchard

“
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Allison Nathan | allison.nathan@gs.com       
...AND MORE

I don’t see compelling evidence of a structural mismatch 
between job openings and available workers… So, I think 
[labor market] overheating can be relieved by a reduction 
in job openings without a sharp rise in unemployment…
While it’s true that such an adjustment would be 
unprecedented, 2021 was also an incredibly unusual 
environment. 

- Jan Hatzius
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Note: The following is a redacted version of the original report published September 13, 2022 [25 pgs]. 
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Wage growth is high, but looks set to slow somewhat  Shelter inflation has been persistently high

Commodity prices have come down from recent highs Inflation from supply-constrained categories has fallen sharply 

We expect the disinflationary impulse from core goods to help 

reduce core PCE to 4.2% by Dec-22 and 2.6% by Dec-23 

We expect sharp declines in both core and headline CPI by the 

end of the year and into 2023 
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New Cars
Used Cars
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Consumer Electronics
Sports & Rec. Veh.
Sporting Equipt.
Furniture
Household Appliances
Total

GS Forecast

July 2022

Weight YoY YoY
Contribution 

to Change
YoY

Contribution 

to Change

Core PCE 100.0 4.6 4.2 -0.4 2.6 -2.0

Core Goods 27.6 5.4 3.0 -0.7 -1.5 -1.7

New Vehicles 2.6 10.5 7.4 -0.1 -2.1 -0.3

Used Vehicles 1.6 4.7 -10.7 -0.2 -17.0 -0.3

Household Appliances 0.5 5.0 0.5 0.0 0.7 0.0

Video, Audio, Computers 2.4 -2.9 -4.3 0.0 -5.1 0.0

Recreational Vehicles 0.7 3.3 2.5 0.0 1.1 0.0

Jewelry, Watches 0.8 0.7 0.1 0.0 0.3 0.0

Clothing & Footwear 3.3 4.9 4.3 0.0 0.7 -0.1

Pharma & Medical 4.2 3.3 3.6 0.0 -0.2 -0.1

Pets Products 0.7 8.9 8.9 0.0 2.8 0.0

Expenditures Abroad 0.1 -3.6 -7.9 0.0 -1.1 0.0

Residual Core Goods 10.7 7.6 5.2 -0.3 -0.4 -0.7

Core Services 72.4 4.2 4.6 0.3 3.9 -0.2

Housing 17.1 5.9 6.9 0.2 4.8 -0.2

Ground Transportation 0.3 -0.3 2.9 0.0 2.2 0.0

Air Transportation 1.0 18.7 20.9 0.0 -1.0 -0.2

Food Services & 

Accommodation
8.0 5.6 6.0 0.0 4.4 -0.1

Financial Services & 

Insurance
8.4 -1.5 -1.0 0.0 3.0 0.4

Medical Services 17.8 2.4 2.2 0.0 3.1 0.1

Foreign Travel 1.4 12.0 15.6 0.0 4.1 -0.1

Residual Core Services 18.5 5.5 5.6 0.0 4.4 -0.2

Dec. 2023Dec. 2022 August 2022

Weight YoY YoY
Contribution to 

Change
YoY

Contribution to 

Change

Core CPI 100.0 6.3 5.8 -0.6 2.7 -3.6

Apparel 3.1 5.0 4.1 0.0 0.6 -0.1

New Cars 5.2 10.1 7.0 -0.2 -2.1 -0.6

Used Cars 5.2 7.8 -2.7 -0.5 -14.6 -1.2

Medical Care 

Commodities
1.9 4.1 4.0 0.0 -0.2 -0.1

Health Insurance 1.1 24.3 14.2 -0.1 -15.4 -0.4

Medical Services ex 

Insurance
7.6 3.1 3.4 0.0 3.7 0.0

Pets 1.4 10.1 9.0 0.0 2.8 -0.1

Household Furnishings 

+ Ops.
6.1 9.9 7.9 -0.1 3.4 -0.4

Personal Care 2.8 6.1 6.7 0.0 3.6 -0.1

Rent + OER 39.8 6.4 6.9 0.2 4.8 -0.6

Public Transportation 1.2 21.1 25.9 0.1 5.6 -0.2

Private Transportation 

Services
6.3 9.6 10.0 0.0 10.1 0.0

Miscellaneous goods 

and services
18.3 5.2 5.6 0.1 4.3 -0.2

Headline CPI 100.0 8.2 6.8 -1.5 2.5 -5.8

Core CPI 77.7 6.3 5.8 -0.4 2.7 -2.8

Food 13.5 11.4 10.7 -0.1 5.6 -0.8

Energy 8.8 23.9 10.0 -1.2 -4.8 -2.5

Dec. 2023Dec. 2022



Despite two consecutive quarters of negative growth… …most NBER recession indicators have been positive 

Nonfarm payrolls have grown at a relatively rapid pace... ...while consumer spending and real income have continued to rise, 

although at a slower pace 

Earnings and revenues are still growing for most sectors For now, we see recession odds of 30% over the next 12 months 
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Recent Trend** As of

Nonfarm payrolls* 3.0% August

Real personal income ex. Transfers 1.2% July

Real GDP -0.6% Q2

Real GDI 1.4% Q2

Industrial Production 1.9% July

Real manufacturing and trade sales -3.7% June

Household employment 0.8% August

Aggregate weekly hours index 2.2% August

Monthly real PCE 0.6% July
*The business cycle dating committee reports that these are the "two measures [they] 

have put the most weight on" in recent decades.

**For monthly indicators, we report the three-month annualized percent change. For 

quarterly indicators, we report the latest quarter-on-quarter annualised rate.
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Taming inflation without a recession: the requirements  
The slowdown required to rebalance the labor market and calm wage growth and 

inflation, % 

The economy is now likely on the below-potential growth 

trajectory needed for supply to gradually catch up with demand 
Contribution to real annualized GDP forecast, pp 
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The jobs-workers gap has closed by about one-fifth of the amount 

we estimate is necessary 
Jobs-workers gap, percent of population 

Wage growth is still too high, but appears set to moderate 

somewhat 
Index (lhs), percent change, year ago (rhs) 
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Matching workers with jobs has been difficult primarily because 
fewer unemployed workers actually applied for jobs  
Share of unemployed workers who applied for a job last month, 3mma, % 

Slower growth has a much smaller effect on employment when 
demand for workers is very high 
Cumulative impact on payroll employment over 12m of a -1pp shock to the GS 
Current Activity Indicator (ex. labor) by jobs-workers gap quintile, thousands 
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The labor market adjustment in the US is underway… …as the number of open positions has fallen from its March peak   

A decline in job openings has historically been associated with a 
rise in the unemployment rate… 

…but job openings have so far declined without unemployment 
rising much  

The quits rate has slightly declined, confirming that the labor 
market is loosening at the margin 

Initial jobless claims have declined following earlier rises  
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We compare the trough-to-peak tightening in financial conditions 

with the trough-to-peak change in the unemployment rate across 

recessions to benchmark the FCI tightening that may be required 
Bp (lhs), % (rhs) 
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https://www.bloomberg.com/opinion/articles/2022-07-14/what-it-will-take-for-the-fed-to-tame-inflation


Our approach suggests that equities would have further to fall, 

yields would rise, and the Dollar would strengthen if the 

additional FCI tightening implied by these scenarios materialized 

The implied FCI tightening in these two hawkish scenarios is large, 

but not historically unprecedented  
GS US FCI, index 

The equity market declines implied in these two scenarios would 

take the market to fresh lows, but would not be unusually large 

relative to the corrections of previous recessions 
S&P 500 peak-to-trough equity corrections of >15% 
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The jobs-workers gap has increased since the start of the 

pandemic across most G10 economies 

The jobs-workers gap in the UK has decreased slightly from its 

pandemic peak, primarily driven by a moderation in job openings 

The jobs-workers gap in France has decreased from its pandemic 

peak, driven by a rise in the participation rate 

The jobs-workers gap has continued to rise in Germany, driven by 

a decline in employment 

The jobs-workers gap has also risen in Canada, driven primarily by 

an increase in job openings 

The jobs-workers gap in Australia has risen to record-highs, driven 

by a decline in labor supply  
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https://www.bankofengland.co.uk/-/media/boe/files/monetary-policy-summary-and-minutes/2022/monetary-policy-summary-and-minutes-august-2022.pdf
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