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®  Supply chain constraints and a surge in ener rices — coming at a time of large fiscal and monetary stimulus — have
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helped push consumer inflation to multi-decade-highs across advanced econowhe

As the global economy contends with the supply shock, a slowdown in China’s economic growth has further clouded
the prospects for the recovery.

We remain of the view that inflation rates will begin to head lower in the coming months as consumer spending in ad-
vanced economies rotates away from goods and back to services. In China, proactive measures to secure energy supplies
are a reassuring sign that authorities are moving to alleviate production problems.

However, there is a high degree of uncertainty around the outlook. As such, we have conducted a simulation study to
gauge the potential economic impacts under a set of more pessimistic assumptions. Relative to our prevailing forecast,
we calculate that U.S. and Canadian real GDP growth could come in lower by roughly 0.7 and 0.6 percentage points,

respectively, in 2022.

Emerging from the pandemic, a series of supply side shocks have presented a growing challenge to economies around the globe.

Surging inflation within advanced markets is a byproduct of the boost in demand from fiscal and monetary stimulus amid bind-

ing supply constraints. Prices are rising at their highest pace in many years in multiple regions: Eurozone (13-year high), U.S.

(30-year high), U.K. (9-year high) and Canada (18-year high).

'The sources of the stress have varied from semiconductor shortages to insufficient shipping containers and labor. Put an-

other way, the plumbing underlying the global economy has effectively become clogged. Since the health crisis brought on

shifts in consumption patterns, the common perception (that

has been shared by us) is that the disruptions will gradually

Chart 1: Staggering Surge of Volumes at Top U.S. Ports
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gas in Europe and coal in China; and (ii) the prospect of a
dramatic deceleration of Chinese growth amid a crackdown on
leverage in its property sector.

*Seasonally adjusted. Note: Series is a sum of inbound loaded containers at Ports of Los

Angeles, Long Beach, New York/New Jersey, and Savannah.

Source: Port Authority of N.Y. and N.J., Port of Los Angeles, Port of Long Beach and Port of

Savannah, TD Economics.
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We have conducted a thought exercise that examines how
medium-term growth performances among key economies
could potentially be impacted under conditions that are
moderately more pessimistic than those incorporated in
our latest September baseline forecast. As we detail below,
the simulations yield a real GDP growth hit of around 0.7
percentage points in the United States in 2022, whereas 0.6
percentage points would be shaved from Canadian growth
over the same period.

Before delving into this alternative forecast scenario, we
first provide some historical context around these key risks.

Ports, Power and a Pandemic Push On Prices

This story of supply side disturbances started after the first
series of pandemic lockdowns stranded empty containers in
parts of the world where they weren't needed. When demand
for goods surged as the economy reopened, prices to move

goods skyrocketed.

The issue is most evident in the U.S. ports of Los Ange-
les, Long Beach, Savannah (Georgia), and New York-New
Jersey. These are typically the four busiest U.S. ports. After
troughing in May 2020 due to the combined effect of the
pandemic and a trade war with China, shipping activity
surged at an impressive pace (Chart 1).! In the span of 10
months, inbound volumes rose 55%.

Indeed, shipping demand didn't just normalize, it completely
overshot. As of September, inbound activity was 16% above
the average level in the two years prior to the crisis. Stories
of a record number of ships at anchor off of California’s busi-
est ports have made headlines but unloading containers off

Chart 2: Trucking Industry Employment % Change from
December 2019
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Chart 3: U.S. LNG Exports to China Surge
350 Billions of Cubic Feet, Janunary to October
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Source: U.S. Energy Information Administration, TD Economics.

the ships is only part of the story. Moving containers from
the ports requires a logistical network, one that depends on
the availability of rail capacity and truck drivers.

Here, too, there have been unprecedented bottlenecks. As
container volumes exploded, so did the number of truck
drivers in California (Chart 2). The gains, however, were
more muted in the other states with large ports (Georgia,
New York and New Jersey). As a result, there were far
more containers than available drivers, leading to a pile up
at these ports.

'The bottlenecks have become so profound that Los Angeles
has moved to start levying fines on carriers that don't prompt-
ly move containers from the port area.” As well intentioned as
the fines might be, there is only so much that can be done if
not enough people are working on the problem.

Of course, delivering goods is only part of the story. When
factories ramped up to meet the demand for goods, energy
requirements surged. In response, energy prices worldwide
skyrocketed. In Europe, the effects are shaping up to be the
most profound as a confluence of factors, some structural
and some idiosyncratic, have collided to make a mess of
natural gas markets.

Not surprisingly, the pandemic played a role in depressing
energy supplies. Restrictions introduced last year to limit
the spread of the virus resulted in the deferral of important
maintenance at natural gas liquification facilities in Australia
and Russia.’ These operations took place this year, leading to

a decrease in global LNG supplies at a time that demand
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Chart 4: Europe Draws on Gas Inventories
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Source:: Gas Infrastructure Europe - Aggregate Gas Storage Inventory, TD Economics.

in Asia surged (more on this below). Compounding the is-
sue, Norway also brought forward maintenance operations
to the second quarter of the year, while Russian deliveries of
piped gas to Europe fell as it restocked its own inventories.

Demand-side surprises have also played a large role in push-
ing prices higher. Droughts in China and Brazil reduced
hydroelectric output, requiring unexpected LNG deliveries.
Healthy energy demand in China also increased demand
for coal, which still accounts for over half of total energy
consumption.* However, limits on coal production, as au-
thorities moved to rein in carbon dioxide emissions, along
with safety incidents and floods in coal producing regions,
reduced its availability and drove up prices. This induced
substitution, where possible, for natural gas. Moreover, even
the increase in natural gas imports has not been enough to
satiate energy demand, as authorities have contended with
blackouts in the face of insufficient power supply.

In Europe, a longer, and colder winter followed by a hot
summer with limited wind generation meant gas supplies
were tapped (Chart 4) to produce electricity at a time of
the year when stockpiles are usually being filled (Chart 5).
This exacerbated the large disconnect between supply and
demand, leading to a surge in prices.

Currently, the pop in energy prices is contributing roughly
half of the inflationary impulse in the Euro area. So, while
supply chain factors are important (like component short-
ages due to pandemic related factory closures in emerging
markets °), the role of energy prices can't be understated.

Further Deceleration in China is a Looming Risk

For the global outlook, China’s economic slowdown offers
a key risk as it absorbs a series of shocks. In 2020, authori-
ties moved to limit borrowing in the property development
sector introducing a set of “Three Red Lines” that mea-
sure total leverage by firms. These regulations essentially
set caps on liability-to-asset, debt-to-equity, and cash-to-
short-term debt ratios — limiting the amount of borrowing
firms can do to finance operations and acquisitions. For
firms that were reliant on new debt to sustain the expan-
sion and ongoing projects, the liquidity crunch has led to
missed debt payments and delayed projects.”

'The spillovers to the rest of the economy can be profound.
Work by Rogoft and Yang (2020)8 put the total contribu-
tion of the real estate sector (both direct and indirect) at
nearly 30% of GDP. Their estimates are even higher than
those of Spain’s real estate sector, which made up rough-
ly 26% of GDP before it melted down in epic fashion in
2008. As the economy rotates away from a reliance on real
estate-powered growth, the concern is the extent to which
alternative productive uses of capital can be readily found.

Further complicating matters is the threat of a drop in land
and housing prices on government budgets. Local govern-
ments have historically relied on land sales for roughly a
third of revenues®!® while municipal governments used fu-
ture land revenues as collateral for bank loans.™

Of course, a rapid depreciation in housing prices has other
deleterious effects. Consumer confidence can wither as
prospects for future housing price increases fade. Amplify-

Chart 5: Injections into Gas Storage Have Not Kept Pace
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ing this eftect is widespread balance sheet repair that de-
presses private consumption for a prolonged time.!? This
factor is one of the key features of financial crisis-induced
recessions, and the reason they tend to experience slower
recoveries than those caused by other factors.

And lastly, we would be remiss not to mention the role
COVID continues to play in the Chinese economy. The
ongoing commitment to eradicating COVID within na-
tional borders is resulting in intermittent shutdowns and
quarantines.’® Two high profile examples were the shut-
down of a terminal at the Ningbo-Zhoushan port!# and
the quarantine of roughly 30, 000 visitors at Disneyland
Shanghai after a single reported case.’> While extreme
examples, these situations are emblematic of the strict
measures used to control the virus that continue to have a
meaningful effect on the economy.

Where Things Likely Go from Here:

Faced with substantial global challenges, we anticipate many
of these issues will resolve in the coming months. Indeed,
there are already early glimpses of things turning a corner.

With regards to shipping containers, prices have un-
wound some of their gains as of mid-November (Chart
6). The cost of moving boxes is still extremely high, but
no longer moving higher. The hold on shipping inflation
comes as inbound container volumes at major U.S. ports
slow. These are the types of early signals that are antici-
pated as consumer spending slowly rotates back to ser-
vices and away from goods.

Chart 6: Container Prices Slow Upward March
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Source: Freightos, Bloomberg, TD Economics. Last observation: November 14, 2021.

Globally, the recovery in services expenditures is progress-
ing in fits and starts, with the emergence of the Delta vari-
ant being the most recent force to dent demand. OpenT-
able data show that while seated diners at restaurants are
higher in Germany, the UK. and Australia than they were
in 2019, the U.S. and Canada remain below their 2019
levels (Chart 7). Yet the trend is towards improving condi-
tions, despite temporary setbacks.

European natural gas prices have also eased from their
record highs and, despite a recent rise, are roughly 15%
below their October peaks. While more immediate re-
lief is unlikely given the limited supplies available, higher
prices typically presage increased supply (more details can
be found in our recent commodity outlook). The winter
may be a bumpy ride as electricity provider margins are
squeezed (in the U.K. alone at least 16 providers have gone
bankrupt®) but, at a minimum, 2022 likely won't feature
another wave of delayed maintenance on LNG facilities
that reduces supply at a time when demand surges. There is
also a political aspect to all of this, as approval of the Nord
Stream 2 pipeline that would pipe Russian gas directly
into Germany continues to await approval.

Lastly, many of China’s current problems are a byproduct
of regulatory initiatives. As such, a loosening of regula-
tions, or policy adjustments, will work to resolve the issues.
For instance, measures have already been implemented to
offset the pinch in energy markets. Coal futures prices are
down roughly 50% as production and imports surged to

Chart 7: Restaurant Traffic Shows Mixed Picture of
Return to Services Spending
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Chart 8: China Coal Inventories Recover from Lows
Days Supply
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Source: Beijing China Coal Times Technology Development Co., Ltd.,TD Economics. Last
observation: November 9, 2021.

improve inventories (Chart 8) and increase electricity out-
put. Moreover, with the 20th Party Congress set for next
year, it is highly unlikely that authorities will have much
tolerance for instability in the economy. Appetite for slow-
er growth in the second half of 2021 came off of a rapid
rebound from the pandemic shock in early 2020. Going
torward, should growth continue to slow, authorities will
likely provide alternative supports for the economy.

What If We're Wrong?

We expect the current issues to be largely resolved over the
coming months, but with risks pulling on so many differ-
ent threads, the odds of a forecast error are significantly
higher. In this event, how might circumstances change?
'The analysis that follows highlights how a moderately ad-

verse economic scenario might unfold.

The three factors presented above can have offsetting eco-
nomic effects, so it’s useful to consider them together. First,
we need to lay down some assumptions about the potential
magnitude of the real estate shock in China. At one ex-
treme, it would be a repeat of the type of housing market
bust that preceded the Global Financial Crisis. Between
2005 and 2010, U.S. residential real estate investment fell

Table 1: Headline CPI Inflation Impacts
(Year-over-Year % Change)

Countries 2022 2023
Canada 0.7 -0.2
United States 0.8 -0.2
Eurozone 2.3 -0.6

Source: Oxford Economics, TD Economics.

an average of 16 percent per year, in Spain it was 9.9 per-
cent per year out to 2013. These types of declines as as-
sociated with large scale economic meltdowns and are a
bit more severe than what we’re looking for within a more
command-controlled economy like China.

For our purposes, we apply a 25% drawdown in China’s
real private residential investment. This would bring invest-
ment back to its late 2017 level, before the most recent
burst upwards. A housing price correction of roughly 25%
is also assumed. Admittedly, the magnitude of this price
shock is on the larger side — the U.S. saw a roughly compa-
rable decline when the housing bubble burst, while Spain
saw roughly a 30% pull-back.

Second, to capture the energy price effects in Europe, we
assume that natural gas prices rise further as the arrival of
new supplies doesn’t keep up with expectations — setting
prices in the winter roughly 20% higher than currently
expected. Relief does come, but not until the spring, with
prices quickly moderating into the summer.

Lastly, we assume that supply-chain impacts are more pro-
longed, leading to persistently higher inflation relative to
our September outlook (Chart 9). In this context, more
persistent inflation works to slow economies by depressing
real personal disposable income and forcing central banks
to respond with tighter monetary policy.

Life is not so simple, however. While elevated gas prices
and persistent supply-demand imbalances will drive infla-
tion higher, a rapid deceleration in China’s property market
represents a global disinflationary shock. Excess capacity is

Chart 9: Impact to Headline CPI
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Chart 10: Impact to Projected 2022 Real GDP Growth
6.0 Year/Year % Change
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created, offsetting some of the inflationary pressures from
the latter two shocks.

'The real estate shock in China shaves 1.4 percentage points
(p.p.) off growth in 2022, bringing it down to roughly 4%
on an annual basis. Under these circumstances, Chinese
authorities adopt a more accommodative monetary policy
stance and ease liquidity conditions to prevent a broader
collapse. Spillovers from China to the Eurozone and North
America are relatively limited. Indeed, the monetary easing
helps support Chinese exports to the rest of the world as
the renminbi depreciates vis-a-vis the U.S. dollar.

In North America, the supply-demand imbalance result-
ing from strained supply chains results in core inflation
remaining above target in the U.S. and Canada into 2023.
'This has the dual effect of pushing interest rates higher and
dampening real incomes. Higher rates come about as cen-
tral bankers are forced to bring forward their anticipated
rate hikes to tame price growth and keep inflation expecta-
tions anchored. In anticipation of this move, longer term
bond yields move higher. Elevated borrowing costs work
to reduce credit availability, weighing on overall demand.
'This, in effect, delays the recovery as the demand side of the
economy cools to restore stable price growth.

Table 2: Real GDP Impacts
(Year-over-Year % Change)

Countries 2022 2023
Canada -0.6 0.0
United States -0.7 0.3
Eurozone -0.8 0.0
China -1.4 0.2

Source: Oxford Economics, TD Economics.

Rising interest rates and a more challenging corporate
operating environment hit equity valuations. U.S. equity
prices correct 15% as investor optimism wanes. Falling as-
set prices dent consumer confidence as well, compounding
the effect of lower real incomes on consumer expenditures.

'The combined headwinds shave 0.7 p.p. from U.S. real
GDP growth in 2022 (Chart 10). However, the shocks do
not permanently impair the economy’s potential and so
only serve to further delay the recovery. Indeed, the added
pent-up demand begins to be released in 2023 lifting GDP
growth 0.3 p.p. above what is currently anticipated.

'The story in Canada is similar. The initial burst of inflation
hits real incomes and spurs the central bank to lift rates
more aggressively than previously expected. Offsetting
some of the negative impacts to the economy are higher
energy prices that support investment. This offers limited
relief in 2022 as energy prices subside as demand moder-
ates. All told, Canadian GDP grows by 0.6 p.p. less in 2022
and in line with our prevailing view in 2023. The foregone
growth is distributed in 2024 and beyond as the economy
plays catch-up (Chart 10).

In the Eurozone, the recent easing of gas prices proves
temporary, and prices resume their upward march surpris-
ing another 20% to the upside and holding there through
the first quarter of 2022. While the effects of supply chains
are more muted than in the U.S,, the shock to gas prices
drives headline inflation 2.3 p.p. above our baseline. How-
ever, the ECB is still reluctant to lift rates, so longer term
bond yields rise while the policy rate remains at the effec-
tive lower bound.

Combined with the other global shocks, 0.8 p.p. is cut
from GDP growth in the common currency area next
year. However, as natural gas prices begin to fall, they pro-
vide a deflationary impulse through the latter half of 2022
and into 2023.This effect helps keep the outlook for 2023
in line with what we expected in September and lays the
foundation for out-performance in 2024.

Globally, the drag on GDP equates to roughly 0.6 percent-
age points next year, though this is obviously not equally
distributed and concentrated in regions directly impacted
by the factors studied here.
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Bottom Line

Our modelling suggests that under these simple assump-
tions, roughly $570 billion of real value-add in the global
economy would be wiped out next year. The shock itself
is of a moderate size and doesn’t result in a recession, but
leaves an unenviable mix of slower growth and higher infla-
tion. In addition, it’s very difficult to model the confidence
channels, and greater fear-based behavior could undermine
these projections further.

Again, this isn't what we expect to happen. But it is pru-
dent to plan for alternative scenarios given the high degree
of uncertainty. We have provided one. There are of course
other risk factors that could move the outlook further. Pol-
icy responses as the virus evolves continue to be the biggest
wildcard in the global economy.
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