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EXECUTIVE SUMMARY
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The Sonoma County Economic Development Board is pleased to present the Spring 2021 Local
Economic Report. Our research partner, Moody’s Analytics, provided the data for this report. For
additional information, questions, comments, or suggestions, please contact us at (707) 565-7170
or visit www.sonomaedb.org.
Disclaimer to the Reader: The forthcoming details in this report reflect trends sourced from data gathered
during the novel Coronavirus pandemic. Figures, such as employment rates and COVID-19 case rates, have
been susceptible to great variability and are ever-changing.

HIGHLIGHTS
A lower number of COVID-19 cases were reported in March,
allowing business restrictions to begin loosening in the spring.
The unemployment rate sits slightly above its post-crisis low
at 5.7%. Despite a slight drop in 2020, Sonoma County’s GDP
growth is projected to grow to 32.2 billion in 2021 (in 2012
inflation adjusted dollars). Demand for housing rises in Sonoma
County, likely due to its high quality of life and proximity to
Bay Area economies. Housing prices are rising at the fastest
rate in more than two years, alongside the California average.

Rebuilding efforts following the devastating 2017 Tubbs and
2019 Kincade wildfires have led Sonoma County to regain
nearly all of its housing units lost. Less building permits
were issued in 2020, albeit still nearly twice as many than
in 2017. Data on the more recent 2020 Glass Fire and 2020
Walbridge-Meyers Fires (LNU Lighting Complex) shows that
the majority of homes destroyed in those fires have not yet
attained permits for construction, let alone been rebuilt.

Sonoma County’s economy relies heavily on visitor
spending.
Winemakers,
craft-beer
producers,
and
restaurateurs should benefit from increased spending
as restrictions on many businesses and COVID-19 fears
ease this summer. As vaccination rates increase, job losses
will recover. The high quality of life and highly educated
workforce will aid the county with job and income growth.
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MIGRATION FLOWS

SKILLS MISM
ATCH
MISMA

INTO SONOMA COUNTY CA

% OF TOTAL
Less than HS

Undereducated

High School

Balanced
SON

Some College

U.S.

T
ECONOMIC DISENFRANCHISEMEN
DISENFRANCHISEMENT

Associate’s
Bachelor’s
Graduate

0

5

10

15

20

25

30

Index
Gini coefficient
Palma ratio
Poverty rate

Rank*
203
152
337

HOUSEHOLDS BY INCOME, %

PER CAPIT
CAPITA
A INCOME

20,000-39,999
40,000-59,999
60,000-74,999

60

75,000-99,999

55

100,000-124,999

50
45

125,000-149,999
150,000-199,999

40
35

200,000+

09 10 11 12 13 14 15 16 17 18 19
2019

SAA
SON $66,700

CACA
$66,745

Sources: BEA, Moody’s Analytics

6 8 10 12 14 16 18

0 2 4

U.S.
U.S. $56,474

SON

San Rafael CA
San Francisco CA
Oakland CA
Sacramento CA
Los Angeles CA
San Jose CA
Napa CA
Vallejo CA
San Diego CA
Riverside CA
Total in-migration

U.S.

Sacramento CA
San Rafael CA
Oakland CA
San Francisco CA
Vallejo CA
Napa CA
Los Angeles CA
San Diego CA
Portland OR
San Jose CA
Total out-migration

1,543
1,238
1,108
834
705
582
492
383
365
364
18,756

Net migration

-4,865

Sources: Census Bureau, ACS, Moody’s Analytics, 2019

NET
MIGRATION,
Net
Migration,
SAA #

COMMUTER FL
FLOWS
RESIDENTS WHO WORK IN SAA

1,811
1,413
1,316
661
581
458
451
377
292
240
13,891

FROM SONOMA COUNTY CA

0-19,999

$ THS

70
65

2018
0.46
3.2
10.1%

*Most unequal=1; Most equal=403

Population
Occupations
Sources: Census Bureau, ACS, Moody’s Analytics, 2018

Number of
Migrants

Overeducated

1,000

WORKERS WHO LIVE IN SAA

0
-1,000
-2,000
84.1%

-3,000

91.7%

Top Outside Sources of Jobs
Sonoma County CA
San Rafael CA
San Francisco CA
Napa CA
Oakland CA
San Jose CA

Share
6.7
3.4
1.9
1.5
0.5

-4,000

Top Outside Sources of Workers
Sonoma County CA
San Rafael CA
Vallejo CA
Napa CA
Oakland CA
San Francisco CA

Share
2.0
1.3
1.1
0.9
0.5

GENERATIONAL BREAKDOWN

EDUCATIONAL
TIONAL ATTAINMENT
EDUCA

POPULATION BY GENERATION, %

% OF ADULTS 25 AND OLDER
100
80

Millennial

60

Gen X

40

Baby Boom

20
0

Silent &
Greatest

14

13

13

23

22

20

33

28

29

21

27

16

11

19
10
SON

0

5

10

15
SAA
SON

20

25

30

U.S.

Sources: Census Bureau, Moody’s Analytics, 2019

MOODY’S ANALYTICS / Précis® U.S. Metro / April 2021

16

Domestic
Foreign
Total

17

18

19

2016

2017

2018

2019

130
708
838

-1,061
361
-700

-4,202
74
-4,128

-4,534
97
-4,437

Sources: IRS (top), 2018, Census Bureau, Moody’s Analytics

Sources: Census Bureau, Moody’s Analytics, avg 2011-2015

Gen Z

-5,000

CA

< High school
Some college
Graduate school

U.S.
High school
College

Sources: Census Bureau, ACS, Moody’s Analytics, 2019

PG. 9

POPULATION BY AGE, %
≥75
70-74
65-69
60-64
55-59
50-54
45-49
40-44
35-39
30-34
25-29
20-24
15-19
10-14
5-9
0-4

0

2

SON

4

6

U.S.

8

Sources: Census Bureau, Moody’s Analytics, 2019

10

PRÉCIS® U.S. METRO • Sonoma County CA
GEOGRAPHIC PROFILE
PROFILE
POPULATION DENSITY

MEDIAN HOUSEHOLD INCOME

POPULATION & HOUSING CHARACTERISTICS
Units
Total area
Total water area
Total land area
Land area - developable
Land area - undevelopable
Population density
Total population
U.S. citizen at birth
Naturalized U.S. citizen
Not a U.S. citizen

AVERAGE COMMUTE TIME

Value Rank*

sq mi
sq mi
sq mi
sq mi
sq mi

1,767.9
192.1
1,575.8
878.2
697.6

pop. to developable land
ths
% of population
% of population
% of population

561.5

116

494.3
83.4
7.2
7.8

126
335
62
61

43.1

50

Median age

COMING SOON

202
97
211
179
170

Total housing units
Owner occupied
Renter occupied
Vacant

ths
% of total
% of total
% of total

208.3
56.9
34.6
8.5

131
235
86
278

1-unit; detached
1-unit; attached
Multifamily
Median year built

% of total
% of total
% of total

67.1
7.1
21.1
1979

190
66
200

* Areas & pop. density, out of 410 metro areas/divisions, including metros in Puerto Rico;
all others, out of 403 metros.
Sources: Census Bureau, Moody’s Analytics, 2019 except land area 2010
Sources: ACS, Moody’s Analytics
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Time for Infrastructure Investment
BY MARK ZANDI
I have been a professional economist for
more than 30 years and have made many
projections during that time. Some of those
forecasts I have made with confidence, others not so much. But I cannot remember a
time when I have been so sure of the U.S.
economy’s near-term prospects. It is going
to be rip-roaring. For the next six months,
probably for the next year, and perhaps even
well into next year, real GDP growth and job
gains will boom, and unemployment will
quickly decline.

were sold. No surprise then that manufacturing is booming. The ISM manufacturing
survey posted its strongest reading since
1983. The other economic statistic that
stood out was the quick revival in consumer
confidence. According to the Conference
Board, sentiment is already stronger than it
has been on average in the more than 50year history of the survey.
The pandemic’s demographic blow may
also begin to fade. According to microdata
from the Current Population Survey, the
number of households fell sharply when the
pandemic hit a year ago, particularly among
younger households. Households headed
by someone less than 30 years old fell by
close to 2.5 million between January and
June of last year. Apparently, many young
people chose to move back home or crash
with roommates during the lockdown. But
household formation rebounded with the
economy’s reopening last summer. Cushioning the hit to households early on during the
pandemic was the increase in the number
of households headed by those in their 60s
and early 70s. That is tougher to explain. Is it
possible that families segregated their elderly parents because they were worried about
exposing them to the virus (see Chart 1)?

Gaining strength
The economy is already rapidly gaining strength. That is clear in the March jobs
numbers. Employment increased by more
than 900,000 in the month with an impressive over 70% of industries reporting job
gains. Weather played a role with the rebound from awful winter storms in February,
but business and school reopenings added
a lot to payrolls. Unemployment fell to 6%
at the same time labor force participation
notched higher. The benefit from the $1.9
trillion in fiscal support provided by the
American Rescue Plan did not materially
impact the numbers, but it will starting in
April. ARP-funded stimulus checks probably
did help power the gangbuster 17.7 million
new vehicles sold (at an annualized rate) in
March. There are fewer than a dozen other
months in history in which more vehicles

Long-term prospects
The economy’s long-term prospects also
brightened with President Biden’s proposed

American Jobs Plan, the part of his “Build
Back Better” presidential campaign agenda
focused on investing in the nation’s infrastructure. There is no argument that the
nation’s infrastructure needs are great. The
U.S. has underinvested in infrastructure for
decades. Federal, state and local government spending on infrastructure peaked at
close to 6% of GDP in the 1950s and 1960s
when the Interstate Highway System was
built. It fell sharply in the 1970s and again
in the wake of the financial crisis in the
early 2010s. Infrastructure investment as a
share of GDP is well below 2% of GDP, the
lowest in the data available since World
War II (see Chart 2).
The result has been a steady aging of the
nation’s stock of public infrastructure. For
example, the average age of the nation’s
highways is close to 30 years, double what it
was in the 1960s. The average age of the nation’s dams is even older. If maintained, this
would not necessarily present a problem
or urgent need for replacement, but maintenance has not been performed in many
cases, and the need for additional spending
is intensifying. Take the nation’s more than
600,000 bridges. The Department of Transportation classifies more than one-fourth
as structurally deficient or functionally obsolete. Many of the larger and most heavily
used of these bridges were built in the same
period and will reach replacement age—the

Rip-Roaring Economy

What Is Behind the Rising Rates?
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Steadily Rising Rates in the Baseline

cade as Biden has
proposed has both
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today, the one-year
multiplier on traditheoretical life of a bridge is approximately
tional infrastructure spending is close to an
50 years—around the same time.
estimated 1.5, among the highest compared
with other types of federal government
American Jobs Plan
spending and tax policy. With close to 3
Biden’s American Jobs Plan calls for $2.2
million more workers still permanently untrillion in increased government spending
employed as a result of the COVID-19 panover the 10-year period from 2022 to 2031,
demic, an infrastructure plan that provides
and $400 billion in tax credits. Two-thirds
new jobs in communities across the country
of the cost of the plan is paid for over the
would be particularly effective (see Chart 3).
decade with $1.8 trillion in higher corpoInfrastructure benefits
rate taxes. The nation’s budget deficit thus
Long term, economic research is in
increases more than $800 billion over the
strong agreement that public infrastructure
decade on a static basis—that is, before acprovides a significantly positive contribucounting for the economic benefit of the
tion to GDP and employment. It lowers
plan on the government’s finances. The bigbusiness costs and thus improves competigest boost to spending goes to traditional
tiveness and productivity, allows workers to
infrastructure, including transportation projlive closer to where they work and thus reects such as roads, bridges and ports, and to
duces commute times, improves labor parshore up the nation’s crumbling water and
ticipation, and reduces carbon emissions.
power infrastructure. Social infrastructure,
There is more debate on whether public
including education, healthcare and housing,
infrastructure spending boosts GDP by as
also receives substantially more financial
much as private capital does. One reason
support. To lift the nation’s competitivefor this is that, unlike private investment,
ness, the plan allocates more funds to basic
federal investment is not driven solely by
research and development, manufacturing,
market forces or by maximizing economic
and broadband. Workforce development
returns of firms. Federal infrastructure also
funds are also provided to fund the trainhas the goal of improving quality of life,
ing needed to prepare the workforce for
reducing inequities, supporting the work of
future jobs, including those created by the
the federal government itself, and addressinfrastructure projects. One seemingly ining other broader social objectives that
congruous part of the plan is $400 billion in
policymakers may have. The federal govspending on better care for the elderly and
ernment also imposes various requirements
disabled. This has much more in common
that can increase the costs of the projects
with Biden’s next proposed fiscal package to
that it funds. We estimate the average rebuild out the nation’s social safety net.
turn on private capital to be close to 10%—
Increasing infrastructure investment by
that is, a $1 increase in private investment,
more than 1% of GDP over the next deMOODY’S ANALYTICS / Précis® U.S. Macro / April 2021

all else being equal, increases GDP by 10
cents over a year—while it is almost 7% for
public infrastructure.
Still, the state of the economy makes this
an especially propitious time to increase infrastructure investment, since extraordinarily low
interest rates make the return on that investment substantially greater than the government’s cost of financing. Thirty-year Treasury
yields are just over 2%, while the return on almost any public infrastructure project is likely
to be meaningfully greater than that.
The infrastructure plan results in a
stronger economy over the coming decade,
with higher GDP, more jobs and lower unemployment. However, the most immediate impact in early 2022 is to marginally
reduce growth. That is because the higher
corporate taxes take effect right away,
while the increased infrastructure spending does not get going in earnest until later
in the year. This changes quickly. By 2023
and throughout much of the middle of
the decade the ramp-up in infrastructure
spending significantly lifts growth. The
apex in the boost to growth from the plan
is in 2024, when real GDP is projected to
increase 3.8%, compared with 2.2% if the
plan fails to become law. In terms of jobs,
with the infrastructure plan the economy
recovers the jobs lost in the pandemic
recession in the next couple of years, not
much different than without the plan. But
the plan does result in substantially more
jobs mid-decade, with employment under
Biden’s term as president increasing by
13.5 million jobs. Unemployment is also
meaningfully lower with the plan, falling to
a low of 3.5% by the end of Biden’s term
in 2024, consistent with the low reached
just prior to the pandemic. Labor force participation by then is also expected to fully
recover from the impact of the pandemic
(see Table).

Productivity, deficits, debt
Long term, the economy enjoys stronger productivity growth. The improvement
is marginal through the first half of the
decade but will be measurable by decade’s
end as the stock of public infrastructure
meaningfully increases, adding as much
3
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as 0.1 percentage point to annual real
GDP growth.
The nation’s deficits and debt load are
higher over the 10-year budget horizon,
because the infrastructure plan is not fully
paid for. On a static basis, the 10-year cumulative deficit increases by nearly $850
billion. On a dynamic basis—accounting

for the benefits of the stronger economy
resulting from the plan on government
revenues and expenditures—the 10-year
cumulative deficit is expected to be close
to $625 billion. It is important to note that
the spending under the plan winds down
after 10 years, while the increased tax revenue continues to accrue to the Treasury,

so that after about 15 years the infrastructure plan is fully paid for.
There are many potential political impediments to passage of the plan, but we
expect that an infrastructure plan similar in
spirit and size to what the president has proposed will become law later this year via the
budget reconciliation process.

Macroeconomic Impact of American Jobs Plan

Real GDP, % change
With AJP
Without AJP
Difference
Nonfarm employment, mil
With AJP
Without AJP
Difference (ths)
Unemployment rate, %
With AJP
Without AJP
Difference

2020

2021

2022

2023

2024

2025

2026

2027

2028

2029

2030

Avg annual
2021-2030

-3.49
-3.49
0.00

7.23
7.23
0.00

3.86
3.91
-0.04

2.30
1.90
0.41

3.77
2.23
1.54

2.85
1.82
1.03

1.86
1.79
0.07

1.63
2.01
-0.38

2.02
2.14
-0.13

2.23
2.07
0.16

2.24
2.06
0.18

2.99
2.70
0.29

142.26
142.26
0

146.37
146.37
0

150.89
150.91
-23

152.47
152.45
19

155.14
153.67
1,472

156.89
154.38
2,514

157.82
155.01
2,818

158.60
155.73
2,869

159.47
156.62
2,843

160.35
157.57
2,780

161.24
158.55
2,690

8.12
8.12
0.00

5.59
5.59
0.00

4.44
4.44
0.01

4.38
4.39
-0.01

3.76
4.31
-0.55

3.63
4.36
-0.73

3.67
4.51
-0.83

3.81
4.52
-0.71

3.83
4.47
-0.64

3.84
4.44
-0.60

3.83
4.43
-0.59

Sources: BEA, BLS, Moody’s Analytics
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Forecast Assumptions
BY MARK ZANDI

Monetary policy

Fiscal policy

U.S. dollar

The Federal Reserve continues to maintain
a highly accommodative monetary policy.
Short-term rates remain firmly at the zero
lower bound, and the Fed remains engaged in
quantitative easing—the purchase of Treasury
and agency mortgage-backed securities—to
keep long-term interest rates down.
The Fed has wound down a range of credit
facilities that it stood up early in the crisis to
support different parts of the credit market.
Those included a commercial paper facility, a
facility to support money market funds, and
new facilities to help the struggling corporate
bond and municipal bond markets. These efforts successfully supported credit markets.
Credit spreads are wider in the pandemic, and
new bond issuance has been somewhat diminished, but credit remains amply available.
The Fed’s efforts have insulated the financial system from the problems in the economy.
This is significantly different from the financial
crisis over a decade ago, when the financial
system collapsed and required a government
bailout. That exacerbated the downturn and
was a key to the slow recovery. This time, the
financial system will manage through relatively
gracefully, limiting the economic damage and
hastening the recovery.
Moody’s Analytics expects the Fed’s other
emergency measures to remain in place for
some time. The quantitative easing is expected
to begin tapering in early 2022, while the zerointerest-rate policy will remain in place until it is
clear the economy is near full employment and
inflation is firmly above the Fed’s 2% inflation
target, which is not expected until early 2023.
Ten-year Treasury yields have risen to near
1.75% as global bond investors discount prospects for much stronger growth due to the
aggressive fiscal policy response by President
Biden. Rates should slowly rise, particularly
after the pandemic is clearly winding down
later this year and investors begin to anticipate
the Fed’s tapering. Ten-year yields should rise
to 2% by the end of this year and reach their
estimated long-run equilibrium of 3.75% by
mid-decade.

Highly expansionary fiscal policy—deficitfinanced discretionary fiscal policy—will
provide a large boost to the economy this
year. The American Rescue Plan that became law in mid-March and the COVID-19
relief package that lawmakers agreed upon
in late December together will add nearly
$1.9 trillion in fiscal support to the economy in calendar year 2021 and another $800
billion in 2022.
Total fiscal support to the economy
throughout the pandemic, including the
massive CARES Act passed into law in
March 2020, and several smaller fiscal
packages, will ultimately total well over
$5 trillion. This is equal to an astounding
almost 25% of pre-pandemic 2019 GDP—
approximately three times that provided
during the global financial crisis, and substantially more than provided by any other
country in the world.
We expect that President Biden and Congress will pass another fiscal package later
this year, fashioned on his campaign’s Build
Back Better economic agenda. This package,
which we expect will include approximately
$3 trillion in new spending on infrastructure and social programs and various tax
law changes including higher corporate tax
rates and higher taxes on the well-to-do,
will add several hundred billion dollars to
the deficit over the next decade. Given the
Democrats’ 50-50 margin in the Senate,
this plan will likely only become law using
the arcane budget reconciliation process.
The federal government will have a
deficit of well over $3 trillion this fiscal
year, and over $2 trillion in fiscal 2022.
The publicly traded debt-to-GDP ratio has
surged to near 100% and will soon breach
the all-time high of 106% reached briefly
after World War II. Lawmakers are appropriately not focused on the red ink given
the need to respond to the crisis. But, once
the pandemic is clearly behind us, addressing the nation’s fragile fiscal situation will
be critical.

The U.S. dollar came off its early pandemic highs as the safe-haven demand for the
currency abated, but it remains strong.
On a real broad trade-weighted basis,
the dollar is still more than half a standard
deviation above its long-run average since
it began to freely float in the early 1970s. Its
value is expected to remain strong as long as
the pandemic is a threat since the virus will
do more damage to the global economy than
to the U.S. economy. Emerging market currencies will be especially vulnerable.
The dollar will weaken further on the other side of the pandemic, but geopolitical uncertainties including the U.S. trade war with
China will ensure that any decline will be
modest. The dollar’s reserve currency status
will remain intact for the foreseeable future.

MOODY’S ANALYTICS / Précis® U.S. Macro / April 2021

Energy prices
Global oil prices have pushed up to $65
per barrel. Global oil demand has firmed as
the worst of the pandemic-related global
downturn is over, and the supply side of the
global energy market has significantly reduced
oil production. Further increases in oil prices
post-pandemic are likely as the recovering
global economy’s stronger demand for oil
conflates with rationalized global supplies.
The potential for price spikes later this year
and in 2022 is meaningful. However, given
ample global reserves, oil prices should eventually settle near their estimated long-run
equilibrium level of $55 to $60 per barrel.

COVID-19 pandemic
The pandemic remains a significant headwind to the global economy. The worst of
the economic fallout from the virus is likely
behind us, but until effective vaccines are
widely adopted, travel, tourism and trade
will remain impaired and the global economy
will continue to struggle.
There is a high degree of uncertainty, but
under our baseline outlook we anticipate the
U.S. population will effectively achieve herd
immunity from the virus this summer.
5
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Forecast Risks
BY MICHAEL FERLEZ

 COVID-19
The intensification of the COVID-19 crisis
presents several downside risks to the U.S.
forecast. Although the number of new COVID-19 cases is well below the highs from
earlier this year, most state and local governments will remain cautious of reopening
too quickly. Making matters worse, a new
and more contagious strain of the virus
threatens to worsen the health crisis. Additionally, there is still the risk that a surge in
case counts could depress consumer spending, hurting small businesses and keeping
the unemployment rate elevated.
The distribution of the vaccine remains
another source of risk. The baseline forecast assumes that herd immunity will be
reached this summer. However, there is still
the risk that public mistrust of the vaccine
could slow its adoption and usefulness,
delaying herd immunity and causing economic growth to fall short of expectations.
A more devastating risk would be if new
variants of the virus become either partially
or fully resistant to current vaccines. Under
such a scenario, the odds of widespread
lockdowns would increase, stressing the
global recovery.
Longer term, the virus also carries immense risks to the economic forecast.
One of the more damaging would be a
permanent change in consumer behavior
leading to lasting disruptions of certain
industries that perpetuate job losses and
income inequality.

 Stimulus
Prospects for additional fiscal stimulus
have greatly improved after a ruling by the
Senate parliamentarian would allow Democrats to revise the current budget and pass
next year’s budget using the budget reconciliation process, thereby eliminating the risk
of a possible Republican filibuster. The April
baseline now assumes that Congress will
pass $3 trillion in new fiscal stimulus this
year, an increase of about $1.5 trillion from
our March forecast. Although prospects

have improved, Democrats’ slim control of
the Senate and a highly contentious political
climate remain downside risks.
Longer term, the already-immense size
of the stimulus carries its own risks. Moody’s
Analytics projects the federal budget deficit
to remain elevated at 14% of GDP this year.
The extraordinary costs of these programs and
how they are eventually wound down will be a
source of downside risk in the years ahead.

 Consumer spending
Additional fiscal stimulus and a historically high saving rate raise the upside risk for
a boom in consumer spending later this year.
Last year, a sharp drop in discretionary
spending and an increase in fiscal stimulus
drove the U.S. saving rate to a record high
of 26% in the second quarter. Although the
saving rate declined sharply in the second
half of the year, consumers still hold billions
in excess savings. With another round of
fiscal stimulus further bolstering consumers’ savings, the timing and the amount of
savings consumers spend will have a large
impact on growth. The Moody’s Analytics
forecast is for the saving rate to gradually
decline over the coming years. However,
as the effects of the pandemic fade in the
coming months, there is an upside risk that
consumers spend more of their savings
than expected, causing economic growth to
surpass expectations.

 Financial conditions
Rising long-term U.S. interest rates and
lofty equity valuations increase the odds of
a costly tightening in financial market conditions. In recent months, expectations for
stronger growth and more fiscal stimulus have
pushed long-term interest rates higher, with
yields on the 10-year Treasury bond reaching their highest levels since February 2020.
One risk is that a continued rise in long-term
interest rates will precipitate a correction in
equity markets. Though a modest correction in
prices can be healthy, a prolonged slump along
with a tightening in financial conditions could
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weaken the near-term recovery. Rising longterm interest rates could also create problems
for other asset classes, including real estate
and corporate debt. Nonfinancial debt and
loans sit near record-high shares of GDP, and
higher rates could significantly increase the
borrowing costs for highly indebted corporations—many of which are still struggling from
the pandemic. A string of corporate defaults
or a significant widening of corporate bond
spreads could dampen investor sentiment and
soften investment.

 Sovereign debt crisis
Soaring sovereign debt loads and an
uncertain economic environment could set
the stage for a devastating global debt crisis. The COVID-19 pandemic has resulted
in an unprecedented strain on government
finances. For many countries, this strain will
be compounded by failures to reform and
deleverage following the Great Recession. In
southern Europe, Italy and Greece are in the
worst shape. If conditions fail to improve,
both countries could easily burn through their
remaining fiscal space. A sovereign debt crisis
in either Europe or the emerging world could
easily spiral out of control and ignite a broader contagion. The economic, financial and political fallout of a global sovereign debt crisis
could easily precipitate a global recession.

 Fed policy mistake
The Federal Reserve has played a critical role in supporting the economy during
the pandemic, but its extraordinary policy
response and a change in framework increase
the risk of a policy error. Last year, the Federal
Open Market Committee adopted average
inflation targeting. The risk is that the shift in
policy could cause the Fed to react too slowly
in raising interest rates. If the Fed’s policy
response were to lag too far behind the economy, it then could be forced to tighten more
aggressively, disrupting financial conditions.
There will also be an increased risk of a policy
mistake once the Fed begins the slow process
of unwinding its enormous balance sheet.
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