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index is up by 6.4  percent over the same period, also the strongest
in nearly four decades.

The shock from accelerating price increases is taking a toll
on household confidence. An index of consumer sentiment tracked
by the University of Michigan, slumped in early March to the
lowest level since the summer of 2011, when the economy was
struggling to emerge from the deepest recession since the 1930s.
Usually when consumer confidence tumbles so badly, it is due to
weak employment conditions. In mid-2011, the unemployment
rate stood at 9.0 percent, only fitfully retreating from the recession
peak of 9.9 percent. With unemployment now at a historically low
3.8 percent, households are saying their chief source of angst is
that inflation would continue to erode income gains. Indeed, their
expected inflation rate over the next year is the highest since 1981.

That worry together with a robust job market has spurred
workers to demand higher wages to keep up with inflation. Their
efforts are bearing fruit, as worker pay is also increasing at the
fastest clip in decades. Unfortunately, the effort is still falling
short, as inflation-adjusted earnings are more than 2 percent lower
now than a year ago. The danger is that workers will intensify their
efforts to catch up, setting in motion a wage-price spiral that would
require a harsh growth-killing response by the Federal Reserve.
Not surprisingly, economists as well as traders see higher odds
that the Fed will overcorrect and send the economy into a
recession.

The First of Many

In a well-telegraphed move, the Federal Reserve’s policy-
setting committee on March 16 voted to increase its short-term
rate target a quarter-percentage point from near zero to a range of

The Russian invasion of Ukraine is primarily a human tragedy,
but the global economic costs can’t be ignored – and they are piling
up. It’s unclear how long the war will go on; the longer it persists,
the greater the toll on world economies. As it is, the conflict has put
a crimp in economic activity and amplified inflationary pressures
that were already stoked by pandemic-related supply shortages.
That combination has led some to compare the looming economic
environment with the stagflation of the 1970s, a decade that featured
many years of sluggish growth, high unemployment and sharply
rising prices.

That said, the U.S. is weathering the geopolitical storm better
than its European colleagues, particularly Germany which relies
heavily on natural gas imports from Russia. But while oil and gas are
more accessible in the U.S. they are also becoming much costlier and
fueling the fastest pace of price increases in nearly 40-years. What’s
more, things will get worse before they get better. Not only is the
pressure from elevated oil prices expected to continue driving
inflation higher over the next several months, another wave of
Covid-19 is spreading overseas and crippling production, particu-
larly in China where many factories are shut down.

Simply put, snarled supply-chains that were starting to ease
late last year are once again getting roiled by the war in Ukraine and
new pandemic lockdowns. Shipping costs are soaring, delivery
times are lagging and prices of virtually everything that goes into
production are rising faster. Not only are businesses coping with
higher costs of supplies, they are also struggling to find workers
amidst a scarce pool of job applicants, which is driving up labor
costs. Understandably, the Federal Reserve is moving swiftly to an
inflation-fighting mode, raising interest rates for the first time since
December 2018 and signaling that it will continue on a rate-hiking
path through next year. The problem is, the Fed has a poor record
of curtailing high inflation without causing a recession. Will this time
be different?

Feeling The Pinch

Inflation has been building for over a year, but Americans
seem to be finally getting the painful message. With food prices
surging, utility bills heating up, rents going through the roof and
prices at the gas pump leaping over $4 a gallon, shoppers are seeing
their purchasing power shrink by the day. The consumer price index
surged by 7.9 percent in February from a year ago, the fastest in 40-
years, and the acceleration is broadening throughout the basket of
goods and services that households normally purchase. Excluding
volatile food and energy items, the so-called core consumer price
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.25-.50 percent. Given the red-hot inflation environment and the
belated recognition by Fed Chairman Jay Powell that rates should
have been raised earlier, many believe that a larger increase would
have been more appropriate. Indeed, in the weeks prior to the Russian
invasion, the financial markets were increasingly pricing in a larger
half-point increase at the policy-setting confab.

But the war in Ukraine persuaded the Fed to take a more
cautious approach, as the conflict and ensuing sanctions injected
the “stag” into the worsening inflation environment. Still, the out-
break of hostilities did not change the Fed’s view that the inflation
threat outweighed the potential blow to growth. Hence, while the
growth outlook was reduced at the meeting, Fed officials believe the
economy has enough muscle to withstand projected rate hikes
totaling 1.75 percentage points this year and another three-quarters
of percent next, leaving the short-term rate target at 2.75 percent by
the end of 2023.

Since the mid-March policy meeting Powell has sounded a
more hawkish tone, noting at a recent conference that he would
advocate steeper rate hikes if inflation seemed to be getting out of
control. Hence a half-point increase is back on the table, either at the
next meeting in May or shortly thereafter. Simply put, the Fed is
pulling no punches in the inflation fight. With the supply shocks
from the war in Ukraine intensifying and getting reinforcement from
rising cases of Covid overseas, the odds that it will become more
aggressive in tightening policy is growing.

Can The Economy Take It?

Fed officials think the economy is well equipped to absorb the
rate increases without toppling over into a recession.  In this regard,
it’s important to remember that this inflation spiral is not just a
supply-side phenomenon. The massive pandemic-era fiscal stimu-
lus totaling $5 trillion has fueled a torrid increase in demand. And with
spending on services curtailed during the pandemic, more of the
demand was diverted to goods, which amplified the squeeze on
scarce supplies and reinforced pressure on prices.

Importantly, consumers still have fuel in the tank from unspent
funds during the pandemic, leaving them with bloated bank accounts
that can be used to satisfy pent-up demand. It is estimated that
households retain more than $2 trillion in excess savings that can still
flow into the spending stream. Those savings together with rising
stock and home prices have swollen household balance sheets,
making it easier for consumers to accept higher prices. Hence, while
the Fed does not have the ability to relieve shortages, it can cool off
demand to bring it more in line with supply.

To be sure, balance sheet influences on demand are not
permanent. Savings are being drawn down to support consumption,
and portfolios could be swiftly depleted by a sharp market correction.
What the Fed is particularly looking at is the extreme tightness in the
labor market, where there are a record 1.7 more job openings than
unemployed workers. As chair Powell noted, this is an unhealthy
condition that stokes both demand as well as wage inflation, which
could become more deeply entrenched the longer it persists. Put
simply, the Fed understandably believes that there is leeway to cool
off demand without endangering the expansion. And with momen-
tum still strong, it is probably advisable to start stepping on the
brakes sooner rather than later.

Normalization Will Bring Some Relief

The Fed’s ultimate goal is to guide the economy into a soft
landing, i.e., slow growth but not kill it while it reins in inflation.
But historically things did not end well when the central bank
embarked on a rate-hiking campaign. More than 80 percent of the
time, it resulted in a recession. But there have been some suc-
cesses; Powell likes to point to 1995 as one. From early 1994 to
early 1995, the Fed hiked its short-term rate target from 3 to 6
percent, which stifled the rise in inflation without leading to a
recession. But the inflation peak then was 3.25 percent, less than
half of where it is now. It has never accomplished that feat when
inflation topped 5 percent.

That said, there are several things working in favor of a more
successful outcome this time. For one, some special forces
continue to drive up inflation, which should unwind as conditions
normalize. Supply-chain disruptions caused by pandemic-related
restrictions will ease as health conditions improve. Likewise, as
workers feel more comfortable about returning to offices, the labor
supply will expand and curtail wage growth. Consumers, too, are
eager to resume normal spending behavior, spending more on
services, which will relieve pressure on goods prices. Finally,
geopolitical tensions should hopefully fade before the end of the
year and ease the squeeze driving up oil prices.

It’s difficult to measure how much these external shocks to
supply have contributed to the inflation surge. The Fed is
probably correct that some price pressures will ease on their own
as these transitory influences fade. If so, it may not have to move
as aggressively to bring inflation down to acceptable levels. But
some inflationary influences that were dormant before the onset
of the pandemic are likely to stick. It’s doubtful that labor
shortages will be resolved anytime soon, thanks to a wave of
retirements, reduced immigration and other factors keeping workers
on the sidelines, all of which points to more rapid increases in labor
costs than before. And the war in Ukraine is prompting the U.S.
to recalibrate trade links for security reasons, with an eye towards
producing goods domestically instead of importing them from
unreliable nations. That deglobalization trend, should it continue,
would increase production costs.

Meanwhile, demand continues to outpace supply and
pressure the Fed to sap some of its strength. Although history
suggests that it will go too far and send the economy into a
recession, that risk is probably higher for 2023 than this year.
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FINANCIAL INDICATORS*

12-Month Range

February January December November October September August High Low

Prime Rate 3.25 3.25 3.25 3.25 3.25 3.25 3.25 3.25 3.25

3-Month Treasury Bill Rate 0.33 0.15 0.06 0.05 0.05 0.04 0.05 0.33 0.02

5-Year Treasury Note Rate 1.81 1.54 1.23 1.20 1.11 0.86 0.77 1.81 0.76

10-Year Treasury Note Rate 1.93 1.76 1.47 1.56 1.58 1.37 1.28 1.93 1.28

30-Year Treasury Bond Rate 2.25 2.10 1.85 1.94 2.06 1.94 1.92 2.34 1.85

Tax-Exempt Bond Yield 2.50 2.24 2.10 2.10 2.27 2.18 2.12 2.50 2.01

Corporate Bond Yield (AAA) 3.25 2.93 2.65 2.62 2.68 2.53 2.55 3.25 2.53

Conventional 30-Year Mortgage Rate 3.76 3.45 3.10 3.07 3.07 2.90 2.84 3.76 2.84

Dow Jones Industrial average 34648 35456 35641 35849 35056 34688 35244 35849 32373

S&P 500 Index 4436 4574 4675 4667 4461 4446 4454 4675 3911

Dividend Yield (S&P) 1.46 1.39 1.34 1.36 1.33 1.41 1.34 1.47 1.33

P/E Ratio (S&P) 22.5 23.2 24.6 25.0 25.2 23.9 27.0 29.7 22.5

Dollar Exchange Rate (vs. Major Currencies) 115.0 115.1 115.8 115.4 114.4 113.8 113.7 115.8 111.5

* Monthly Averages

ECONOMIC INDICATORS

12-Month Range

February January December November October September August High Low

Housing Starts (In Thousands) 1769 1657 1754 1703 1552 1550 1573 1769 1514

New Home Sales (Thousands of Units) 801 839 749 667 725 668 873 667

New Home Prices (Thousands of Dollars) 423 396 425 427 413 404 427 360

Retail Sales (% Change Year Ago) 17.6 14.0 16.6 18.9 16.2 14.2 15.7 53.4 14.0

Industrial Production (% Change Year Ago) 7.5 3.6 3.4 5.0 4.7 4.5 5.4 17.9 1.8

Operating Rate (% of Capacity) 77.6 77.3 76.3 76.6 76.1 75.2 76.0 77.6 74.8

Inventory Sales Ratio (Months) 1.25 1.29 1.25 1.24 1.26 1.25 1.32 1.24

Real Gross Domestic Product (Annual % Change) 7.0 2.3 7.0 2.3

Unemployment Rate (Percent) 3.8 4.0 3.9 4.2 4.6 4.8 5.2 6.1 3.8

Payroll Employment (Change in Thousands) 678 481 588 647 677 424 517 704 263

Hourly Earnings (% Change Year Ago) 5.1 5.5 4.9 5.3 5.4 4.8 4.3 5.5 0.6

Personal Income (% Change Year Ago) -2.1 7.5 7.8 6.2 5.3 7.1 29.5 -2.1

Savings Rate (Percent of Disposable Income) 6.4 8.2 7.2 7.3 8.1 9.8 26.6 6.4

Consumer Credit (Change in Blns. Of Dollars) 6.8 22.4 39.3 13.9 26.0 11.8 39.3 6.8

Consumer Prices (% Change Year Ago) 7.9 7.5 7.0 6.8 6.2 5.4 5.3 7.9 2.6

CPI Less Food & Energy (% Change Year Ago) 6.4 6.0 5.5 4.9 4.6 4.0 4.0 6.4 1.6

Wholesale Prices (% Change Year Ago) 10.1 10.1 10.0 9.9 8.9 8.8 8.6 10.1 4.1


