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ing. The increased cost of living is taking a toll on household
spirits. By at least one widely followed survey taken by the
University of Michigan, household sentiment has sunk to the
lowest level on record.

That may seem incongruous at a time when job opportuni-
ties have never been more plentiful. Not only is the economy
generating close to 400 thousand payrolls a month, workers are
getting the biggest raises seen in decades. But this is a good
news/bad news story because those raises are being passed on to
consumers in the form of higher prices. Hence, while workers
are being compensated more generously, their bigger pay-
checks are not going as far. Still, that has not stopped them from
keeping their wallets open, as consumer spending has held up
well in the second quarter, punctuated by a stronger increase in
retail sales in June than expected.

One reason that the inflation-induced plunge in sentiment
and erosion in purchasing power have not yet stifled consumer
spending is that households are in pretty good financial shape to
sustain living standards – at least for a while. A look at their
collective balance sheets shows that net worth is at a record
high, boosted by appreciating housing and financial assets and
relatively low debt burdens. Importantly, households retain
ample liquid assets, with excess savings from stimulus pay-
ments still amounting to around $2 trillion. And contrary to
some reports, a good deal of those unspent funds are held by
lower-income individuals, who are more likely to spend these
funds than wealthier households. That reservoir of purchasing
power should for a time fuel the economy’s growth engine
through the gathering headwinds.

In real estate, they say that location is everything. In eco-
nomics, timing is paramount. With prices rising at a pace not seen
since the early 1980s, the Federal Reserve admittedly waited too
long to start putting on the brakes, believing that the initial stage
of the inflationary upsurge last year was transitory and would fade
once pandemic-related supply disruptions cleared up. Unfortu-
nately, the Fed also underestimated the strength of demand that
was colliding with supply shortages, an imbalance that continues
to this day.

Part of the blame can arguably be placed with Washington.
Last year it doled out nearly $2 trillion of stimulus payments,
which could not be spent either because households were locked
into their homes or factories could not produce enough product to
satisfy demand. Hence, consumers entered this year with bloated
savings and enhanced purchasing power that is now being injected
into a reopening economy that is still short of supply. What’s
more, a robust job market and sturdy increases in wages are
reinforcing the imbalance between demand and supply – and
stoking inflation.

Unsurprisingly, the Federal Reserve is now racing to catch
up. The problem again is timing. Because it waited too long to start
the process, it is now hiking interest rates more aggressively than
it has in forty years. The aim is to curb demand just enough to allow
time for supply to catch up. But monetary policy, as noted by
Milton Friedman, affects the economy with long and variable lags.
Simply put, no one knows exactly when – nor by how much – the
economy will respond to the rate hikes being put in place. More
important, it is difficult to tell when the Fed should stop its rate-
hiking campaign, which raises the prospect that the lagged impact
may throw the economy into a recession before the Fed realizes
it went too far. Economists believe there’s a 50-50 chance of a
recession within the next 12 months, up from less than 20 percent
before the Fed started raising rates in March. The good news is that
if a recession comes, the economy has rarely been as prepared to
deal with it as it is now.

Households Have a Cushion

The rampant inflation over the past year – with the consumer
price index surging by a 41-year high of 9.1 percent in June – is
sending shock waves through American families. In survey after
survey, households complain that inflation is their number one
source of anxiety. Paced by food, housing costs and, most notably,
gas prices, just about everything in the basket of goods and
services normally purchased by consumers have been skyrocket-
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Healthy Business  Balance Sheets

Like households, businesses are also feeling downbeat about
the economy. Small businesses in particular are expressing deep
concerns, with the small business optimism index reported by the
National Federation of Independent Businesses falling to an eight-
year low. Not only are they complaining about higher costs for
labor and supplies, small businesses are experiencing severe
staffing problems, with one out of two business owners looking to
fill open positions – and forced to offer better compensation to
attract workers.

But just like households, businesses are not cutting back – at
least not yet. Despite mounting woes on the cost side, revenues are
holding up for both small and large companies. Business
proprietor’s profits rose to an all-time high in May, extending an
upward trend that was disrupted by on-again, off- again government
subsidies during the pandemic. Larger corporations also report
sturdy profits, reflecting strong pricing power that enables them to
pass through escalating costs.

What’s more, business balance sheets are in good shape to
whether adversity. Although corporate debt outstanding rose to a
record high of $12 trillion in the first quarter of this year from $10
trillion at the end of 2019, debt relative to corporate profits fell
from 4.9% to 4.3% and companies have a record cushion of liquid
assets to cover interest expense and short-term obligations. They
also took advantage of historically low interest rates in recent
years to refinance outstanding higher-yielding debt and replace
short-term debt with less volatile longer-term obligations. Hence,
they are much better insulated from the Fed’s rate hiking campaign,
reducing the risk of default and posing less of a threat to the
banking system during a recession.

Housing Recession

Clearly, if feelings and actions were aligned, the economy
would already be mired in a recession, brought down by the deep
pessimism expressed by consumers and businesses. In fact some
believe that one has started, reflecting weak readings in some
economic indicators. Housing activity, for example, has plunged
in recent months as the steep increase in mortgage rates spurred by
the Fed’s actions together with record-setting home prices has
taken on big toll on housing affordability.

Indeed, the monthly mortgage payment on a median priced

home has increased by $700 or 56 percent since the start of the
year, pricing millions of buyers out of the market. Not surpris-
ingly, home sales are plummeting, with transactions for previ-
ously owned homes sliding to the lowest level in June since the
worst months of the pandemic in early 2020. Builders are
responding in kind, curtailing construction of single-family
homes in June to the lowest level since mid-2020.

Ironically, the slump in home sales and construction is
actually adding fuel to inflation, as people who can’t afford to
buy are forced to rent. That, in turn, is driving up rental and other
housing costs, which carries an outsized one-third weight in the
consumer price index. Rents are increasing at the fastest rate
since the spring of 1986, climbing nearly 6 percent in June
compared to the same month last year. But whereas builders of
single-family homes are cutting back in response to weaker
sales, construction of multi-family homes, mainly apartments,
remains strong as high rents are encouraging builders to bring
more supply to the market. This expansion in apartments should
eventually slow the rise in rents.

Soft Landing  Still Possible

With unemployment still historically low and price in-
creases raging ahead, the Federal Reserve has no choice but to
keep raising rates until supply is brought into better balance
with demand. The challenge is to decide how high rates should
go before it sends the economy into a downward spiral and
causes massive layoffs. The trade-off between inflation and
unemployment has always been a difficult choice for
policymakers, and this time is no different.

The decision to front-load aggressive rate hikes is aimed
at avoiding even steeper increases later on if inflation becomes
more entrenched, something that would cause more damage to
the economy and the job market than is currently envisioned.
No doubt, the Fed still has work to do, and the rate hike expected
at the July 26-27 policy meeting will not be the last. Even after
that increase, the Fed’s short-term policy rate would still be
historically low relative to inflation and, hence, behaves more
like a stimulus than an impediment to demand. The gap can be
narrowed in two ways – through still higher rates or lower
inflation. The faster inflation recedes, the less the Fed needs to
raise interest rates.

Odds are, inflation will stay elevated at least through
September, boosted by rising housing and labor costs, meaning
that further rate increases would be needed to bring policy
closer to neutrality. But the peak inflation should not be much
higher than it is now, and price pressures are poised to ease  later
in the year and early 2023 as the demand boost from excess
savings and robust job growth fades and business pricing power
weakens. As well, supply-chain disruptions are starting to ease,
with shipping logjams clearing up and freight charges coming
down. Energy prices are also slipping, owing to reduced demand
that is offsetting oil shortages linked to the war in Ukraine.
Taken together, this confluence of forces should allow the Fed
to slow its rate-hiking campaign later this year, upping the
chances of achieving a soft landing. While it may go too far in
applying the brakes, as it has in the past, the healthy balance
sheets of households and businesses should limit the damage
and keep any recession on the mild side.
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KEY ECONOMIC AND FINANCIAL INDICATORS
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FINANCIAL INDICATORS*

12-Month Range

June May April March February January December High Low

Prime Rate 4.38 3.94 3.50 3.37 3.25 3.25 3.25 4.38 3.25

3-Month Treasury Bill Rate 1.49 0.98 0.76 0.44 0.33 0.15 0.06 1.49 0.04

5-Year Treasury Note Rate 3.19 2.87 2.78 2.11 1.81 1.54 1.23 3.19 0.76

10-Year Treasury Note Rate 3.14 2.90 2.75 2.13 1.93 1.76 1.47 3.14 1.28

30-Year Treasury Bond Rate 3.25 3.07 2.81 2.41 2.25 2.10 1.85 3.25 1.85

Tax-Exempt Bond Yield 3.45 3.24 3.03 2.57 2.46 2.24 2.10 3.45 2.01

Corporate Bond Yield (AAA) 4.24 4.13 3.76 3.43 3.25 2.93 2.65 4.24 2.53

Conventional 30-Year Mortgage Rate 5.52 5.23 4.98 4.17 3.76 3.45 3.10 5.52 2.84

Dow Jones Industrial average 31447 32379 34315 34030 34648 35456 35641 35849 31447

S&P 500 Index 3899 4040 4391 4391 4436 4574 4675 4675 3899

Dividend Yield (S&P) 1.72 1.56 1.54 1.40 1.46 1.39 1.34 1.72 1.33

P/E Ratio (S&P) 22.9 20.7 20.7 22.8 22.4 23.1 24.6 27.0 20.7

Dollar Exchange Rate (vs. Major Currencies) 120.2 119.8 117.3 116.4 115.0 115.1 115.8 120.2 113.3

* Monthly Averages

ECONOMIC INDICATORS

12-Month Range

June May April March February January December High Low

Housing Starts (In Thousands) 1559 1591 1805 1716 1777 1666 1768 1805 1559

New Home Sales (Thousands of Units) 696 629 715 790 831 839 839 629

New Home Prices (Thousands of Dollars) 449 455 433 427 431 410 455 404

Retail Sales (% Change Year Ago) 8.4 8.2 7.8 7.1 17.7 13.7 16.8 18.9 7.1

Industrial Production (% Change Year Ago) 4.2 4.8 0.6 4.9 7.0 2.9 3.7 10.2 0.6

Operating Rate (% of Capacity) 80.0 80.3 80.4 79.9 79.5 78.9 78.7 80.4 77.4

Inventory Sales Ratio (Months) 1.29 1.28 1.27 1.27 1.27 1.29 1.29 1.26

Real Gross Domestic Product (Annual % Change) -1.6 6.9 6.9 -1.6

Unemployment Rate (Percent) 3.6 3.6 3.6 3.6 3.8 4.0 3.9 5.4 3.6

Payroll Employment (Change in Thousands) 372 384 368 398 714 504 588 714 368

Hourly Earnings (% Change Year Ago) 5.1 5.3 5.5 5.6 5.2 5.4 4.9 5.6 4.3

Personal Income (% Change Year Ago) 5.3 2.7 -11.4 6.6 -1.7 8.0 8.2 -11.4

Savings Rate (Percent of Disposable Income) 5.4 5.2 5.3 5.8 5.8 8.7 10.5 5.2

Consumer Credit (Change in Blns. Of Dollars) 22.3 36.8 47.5 34.4 15.6 23.0 47.5 15.6

Consumer Prices (% Change Year Ago) 9.1 8.6 8.3 8.5 7.9 7.5 7.0 9.1 5.3

CPI Less Food & Energy (% Change Year Ago) 5.9 6.0 6.2 6.5 6.4 6.0 5.5 6.5 4.0

Wholesale Prices (% Change Year Ago) 11.2 10.8 10.9 11.6 10.5 10.2 10.2 11.6 7.8


