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It’s All About Inflation

Today’s consumer price index report was not a good one for Americans, for the stock market, and for the
Federal Reserve (Fed). This report will increase the pressure on the Fed to do what is needed to bring
inflation down at (any?) cost. However, the increase in the consumer price index (CPI) on a year-over- year
basis was also accompanied by a decline in the year-over-year number for the core CPI number, that is, the
number that excludes items like food and energy, which are very volatile. The core CPI number is the one
that the Fed looks at closely to gauge what is happening to overall inflation and that number was just a bit
better than in April.

Having said this, there is no denying that inflation has become the most pressing subject for Americans, as
was shown today by the release of the June preliminary University of Michigan Consumer Sentiment
number. It has also become the most pressing issue for policymakers and for the Fed.

The US has enjoyed low and relatively stable inflation for so many years that we seem to take low inflation
for granted. In fact, many economists argued for many years that, because of our aging population and the
slowdown in population growth, the US economy would follow the path of the Japanese economy with
very low inflation and very low rates of economic growth. Many even argued that high inflation was
something we would never see again.

Others argued that our rate of inflation was too low for comfort, approaching zero or even negative rates,
i.e., deflation, during some periods. In fact, monetary policy over the last several decades had to be
retooled for the new normal of very low inflation and very low interest rates with what has been called the
‘zero-lower-bound.’ As ex-chairman of the Federal Reserve Ben Bernanke indicated in a 2017 Brookings
Institution article “…the scope for rate cuts is limited by the fact that interest rates cannot fall (much)
below zero, as people always have the option of holding cash, which pays zero interest, rather than
negative-yielding assets. When short-term interest rates reach zero, further monetary easing becomes
difficult and may require unconventional monetary policy, such as large-scale asset purchases
(quantitative easing).”

If high inflation is bad for the economy, deflation is not much better. Our policy toolbox is very apt for
fighting inflation, but we are still trying to figure out what policy tools may help us from experiencing
deflation. If inflation is bad for those that live on a fix income, deflation is bad for those that hold debt.

What About Stagflation?

We have also heard a lot about stagflation lately. We even heard a presumed ‘expert investor’ saying that
we are in a ‘hyperinflationary’ scenario, something that is ludicrous. Talking about hyperinflation makes no
sense, not only because inflation today is ‘just’ 8% but also because hyperinflation is a very particular event
and the conditions for it to become a reality are such that it is almost impossible for it to happen in the US.

But what about stagflation? Stagflation is what happened during the 1970s and early 1980s. The US
economy beat stagflation during the tenure of Fed Chairman Paul Volcker by raising interest rates very high
and sending the US economy into a severe recession. Stagflation is the combination of stagnant economic
growth plus high inflation, thus the term ‘stagflation.’ How close are we to stagflation today? Not close at
all.

On this call we politely disagree with the ex-Chairman of the Federal Reserve, Ben Bernanke, who has been
doing the ‘new book’ selling round and has been saying that a stagflation environment is possible. For
stagflation to be an alternative, inflation needs to become entrenched.
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That is, future or long-term inflationary expectations need to become unanchored. And this is not
happening today. We are not saying that this may not happen in the future, but it is not true today. What we
are saying is that under current conditions, stagflation is not a feasible outcome today.

The graph above shows that before we got to stagflation in the mid-1970s, inflation had been increasing for
almost ten years. This recent bout of inflation started in the second quarter of 2021, so it has only one year
and change. For those that suffer inflation the most, that is, those in the lower echelons of income, (and for
those of us that don’t have an electric car), it feels like an eternity. However, in economic terms, it is not
that long of a period. But there are other issues at play today. First, potential economic growth back in the
1970s and 1980s was close to 4.0%. Thus, growing 1.5% to 2.0% was considered stagnant economic
growth. Today’s potential output is closer to 1.5% to 2.0%, so out of the gate, the definition of stagnant
economic growth becomes an issue. Today, stagnant economic growth should probably be close to 0%,
that is, no growth or negative real, per capita economic growth.

Looking at the graph above, inflation is very high today because economic growth is also very high, much
higher than what potential output is estimated to be today, which is closer to 1.5% to 2.0%. That wasn’t the
case in the 1970s and 1980s. Inflation was rampant even though economic growth was very weak and much
lower than potential output at the time. That is, for stagflation to be true we have to have high inflation
with very low economic growth for a long period of time.

Figure 1: GDP & CPI
Quarterly Average Percent Change
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And, by the way, you noticed that I have not even talked about the Ukraine/Russia war and the price of
food, petroleum, and gasoline, etc., yet. But yes, these issues have added to uncertainty and to the upward
pressure on prices. This is clear from looking at what is happening in the rest of the world. Even Japan is
experiencing accelerating inflation. The Bank of Japan has been trying to get inflation higher since the
1990s to no avail and this war has given them a triumph they seem to be trying to disown!

The graph above shows the evolution of commodity prices over the years, and we can see that the current
increase in commodity prices is not related to US monetary policy but to overall world supply-demand
imbalances, something neither the US Federal Reserve nor the US political administration has control over.
Of course, we could argue that if the central banks of the world increase interest rates at the same time and
to very high levels they could generate a global recession. Then, global commodity prices would certainly
come down to earth. But such an event requires conditions that are even more difficult to attain than the
conditions needed for the US economy to enter into stagflation.

Figure 2: Global Price Index of All Commodities



WEEKLY HEADINGSJune 10, 2022

Summary of the week:

Initial Jobless Claims: Initial jobless claims is one of the most watched employment numbers and is the
only employment number that comes out on a weekly basis. Thus, this is a good gauge of what is
happening in the US economy in real time. The seasonally adjusted number of initial jobless claims was
229,000 for the week ending June 4, an increase of 27,000 from the previous week’s revised number of
202,000. The four-week moving average was 215,000, up 8,000 from the previous week’s revised number of
207,000. The insured unemployment rate, that is, the current number of people receiving unemployment
insurance as a percentage of the labor force, was 0.9% for the week ending on May 28, 2022, unchanged
from the previous week. Initial jobless claims give, perhaps, the most up-to-date view of the conditions of
the labor market. Although this measure has been slowly trending up, it is still close to record low levels.

Consumer Price Index (CPI): The Consumer Price Index was hotter than expected and raises the odds on
future Federal Reserve actions. Perhaps the only silver lining from this report was the fact that the core CPI
increased 0.6% month-over-month, a similar increase than in April. This increase took the year-over-year
rate to 6.0% compared to a 6.2% rate in April. Thus, it can be argued that the increases in food and energy
prices in May were not affecting other sectors of the economy. The May Consumer Price Index (CPI) report
was hotter than what markets were expecting with the overall CPI accelerating from 8.3% to 8.6% on a year
earlier basis. However, the core CPI, that is, the CPI which excludes volatile items such as food and energy,
slowed down a bit on a year-over-year basis, from 6.2% in April to 6.0% in May. The CPI for All Urban
Consumers increased a more than expected 1.0% in May on a seasonally adjusted basis after rising 0.3
percent in April, the US Bureau of Labor Statistics reported today. The largest contributors to May’s CPI
increase were a 16.9% increase in fuel oil, an 8.0% increase in piped natural gas, and a 4.1% increase in
gasoline prices. Food prices were up 1.2% in May compared to a 0.9% increase in April. The all items less
food and energy component (Core) was up 0.6% in May, a similar increase to the one reported in April. Over
the last 12 months, the all items index increased 8.6% before seasonal adjustment, compared to 8.3% in
April. Meanwhile, the all items less food and energy increased 6.0% year-over-year compared to a 6.2%
reading in April of this year.

Consumer Sentiment: The preliminary consumer sentiment number was at a record low in May and could
point to potentially slower consumer demand (which is what the Fed is trying to accomplish) coming into
focus for the US economy. The preliminary University of Michigan Consumer Sentiment number decreased
to 50.2, a 14% decline from May. This number was the lowest recorded value, even lower than the level
reached during the 1980 recession. All of the components of the Index were lower in May, with the year-
ahead outlook in business conditions declining by 24%. Consumers’ view of their personal financial
situation also worsened, down 20% with 46% of consumers attributing their negative views to inflation.
Consumer sentiment continued its downward trajectory, reflecting a strongly negative view of higher
prices. The Consumer Sentiment Index dropped below the level achieved during the 1980 recession and is a
reminder of how inflation is impacting consumers’ view of the future.
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Economic Forecasts:

Fed Funds Target Rate:

Fed Meeting
Fed Funds 

Target Rate
Current 0.75-1.00
June 14-15 1.25-1.50
July 26-27 1.75-2.00
September 20-21 2.25-2.50
November 1-2 2.25-2.50
December 13-14 2.25-2.50

Annual
1Q21 2Q21 3Q21 4Q21 1Q22 2Q22 3Q22 4Q22 1Q23 2Q23 3Q23 4Q23 2021 2022 2023

GDP (annual rate) 6.3 6.7 2.3 6.9 -1.4 2.2 2.0 2.0 1.8 1.8 1.7 1.7 5.7 2.4 1.8
Year-over-year 0.5 12.2 4.9 5.5 3.6 2.5 2.4 1.2 2.0 1.9 1.8 1.7

Private Domestic Final Purchases 11.8 10.1 1.4 2.6 3.7 2.6 2.8 2.2 1.9 1.9 1.8 1.7 7.9 3.1 2.1
Year-over-year 2.5 16.0 7.3 6.4 4.4 2.5 2.9 2.8 2.4 2.2 2.0 1.8

CPI (y/y) 1.9 4.8 5.3 6.7 8.0 8.2 8.0 7.2 5.8 4.4 3.5 2.7 4.7 7.9 4.1
Ex-food & energy 1.4 3.7 4.1 5.0 6.3 5.9 5.9 5.7 5.0 4.3 3.3 2.5 3.6 5.9 3.8

PCE Price Index (y/y) 1.8 3.9 4.3 5.5 6.3 6.4 6.4 6.1 5.3 4.4 3.5 2.7 3.9 6.3 4.0
Ex-food & energy 1.7 3.4 3.6 4.6 5.2 4.9 4.8 4.5 4.1 3.6 2.9 2.3 3.3 4.9 3.2

Unemployment Rate 6.2 5.9 5.1 4.2 3.8 3.6 3.6 3.5 3.4 3.5 3.6 3.7 5.4 3.6 3.6

Quarterly ForecastQuarterly Historical Annual Forecast


Sheet1

				Fed Meeting		Fed Funds Target Rate

				Current		0.75-1.00						0.75		1.00

				June 14-15		1.25-1.50						1.25		1.50

				July 26-27		1.75-2.00						1.75		2.00

				September 20-21		2.25-2.50						2.25		2.50

				November 1-2		2.25-2.50						2.25		2.50

				December 13-14		2.25-2.50						2.75		3.00
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© 2022 Raymond James & Associates, Inc., member New York Stock Exchange/SIPC. © 2022 Raymond James Financial Services, Inc., member 
FINRA/SIPC. Investment products are: not deposits, not FDIC/NCUA insured, not insured by any government agency, not bank guaranteed, subject to 

risk and may lose value.

DISCLOSURES

Economic and market conditions are subject to change.

Opinions are those of Investment Strategy and not necessarily those Raymond James and are subject to change without notice
the information has been obtained from sources considered to be reliable, but we do not guarantee that the foregoing material
is accurate or complete. There is no assurance any of the trends mentioned will continue or forecasts will occur last
performance may not be indicative of future results.

Consumer Price Index is a measure of inflation compiled by the US Bureau of Labor Studies. Currencies investing are generally
considered speculative because of the significant potential for investment loss. Their markets are likely to be volatile and there
may be sharp price fluctuations even during periods when prices overall are rising.

Consumer Sentiment is a consumer confidence index published monthly by the University of Michigan. The index is normalized
to have a value of 100 in the first quarter of 1966. Each month at least 500 telephone interviews are conducted of a contiguous
United States sample.

Personal Consumption Expenditures Price Index (PCE): The PCE is a measure of the prices that people living in the United
States, or those buying on their behalf, pay for goods and services. The change in the PCE price index is known for capturing
inflation (or deflation) across a wide range of consumer expenses and reflecting changes in consumer behavior.

Consumer confidence index is an economic indicator published by various organizations in several countries. In simple terms,
increased consumer confidence indicates economic growth in which consumers are spending money, indicating higher
consumption.

Source: FactSet, data as of 6/10/2022
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