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Big Turnaround in the Fed’s Projected Path for Rates

The risks to our forecast and to the US economy increased considerably after the latest statement from the
FOMC with its updated projections for the path of interest rates. As an example, the March 2022 projection
for the federal funds rate for 2022 was 1.9%, which was still below what is currently called the ‘neutral’ level
for the federal funds rate. However, in this new projection, the FOMC estimates the “projected appropriate
policy path” to be 3.4% for 2022, which is a highly restrictive level. Furthermore, for 2023, the path for the
federal funds rate changed from 2.8% during its March projection, which was slightly restrictive, to 3.8% for
this new projection, which is highly restrictive.

Thus, we are changing our forecast for the US economy and now estimate that the US economy will
probably face a shallow recession during 2023. That is, the probability of a recession in 2023 has increased
to 60%. The timing of this recession will depend on how fast the Federal Reserve (Fed) increases the federal
funds rate during the rest of this year but at this time, our estimation is for a recession to hit the US
economy during the second and third quarter of 2023. Our new forecast for US economic growth in 2022 is
2.1% while our forecast for 2023 is now 0.5%. Thus, we expect this to be a shallow recession. That is, we
don’t expect the recession in 2023 to be deep or long lasting so the economy should be growing again by
the end of 2023.

Why Are We Making This Recession Call?

Two factors are contributing to our view. First, the Fed is not in control, currently, of the factors pushing
inflation higher from the cost side, i.e., supply chain issues, Ukraine-Russia war, etc., so the only thing it can
do is slowdown consumer demand in order to rein in inflation and inflation expectations.

Second, the only way it can slow consumer demand today is by slowing employment growth and wage
growth even at the risk of pushing the economy into a recession. And, the only instrument in its control to
do that is increasing interest rates. Some argue that this is the same as using a ‘sledgehammer’ to hammer
in a tack, as higher interest rates affect highly sensitive sectors of the economy, like the housing market.
This may be true, but the Fed cannot risk a continuous increase in inflation expectations or what it sees as
expectations becoming unanchored.

Can the US Economy Avoid a Recession in 2023?

Yes, there is still a smaller probability (40%) where we see the US economy avoiding a recession in 2023.
But the stakes are high currently. The Fed needs to see inflation, and particularly, longer-term inflation
expectations, abate. Thus, the path of inflation during the second half of this year is the key for determining
whether we can avoid a recession in 2023. If inflation starts to slow down in the second half of the year,
then the Fed tightening campaign may also slow down and in the end the Fed may not need to go as high as
what their “projected appropriate policy path” is today.
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The Federal Reserve: Trying to Beat Inflationary Expectations

The race is on for the Fed to try to control inflationary expectations, so they don’t become entrenched (see
our Weekly Economics for June 10, 2022). Consumers and businesses hold the key to whether this latest
inflationary episode abates or lingers for a longer time, as happened back in the 1970s and early 1980s.

The concept of expectations seems a bit flimsy, to say the least. However, it is not. It is of utmost
importance and the Fed knows this. If consumers and business expectations agree with what the Fed sees
for the future, the Fed’s job becomes easier. However, if that is not the case, the Fed may have to push the
economy into a deep recession in order to conquer those expectations the hard way. And the social and
economic costs of doing that are great. Thus, the Fed will try to do whatever it takes for inflationary
expectations to remain anchored.

Today, inflationary expectations are riding high, just as inflation is, and American businesses and
consumers feel the pain of higher prices in all the things they do.

According to the University of Michigan Inflation Expectation Index, one year ahead inflation expectations
have increased considerably, as shown in the graph below.

But the Fed is not extremely concerned about the year ahead measure of inflation expectations as higher
inflation is already here. What they are most concerned about is future inflation expectations. The Fed is
watching the behavior of longer-term inflation expectations and June’s value for the Michigan Inflation
Expectations Index five years ahead, which is still preliminary, at 3.3%, loomed large during this week’s
FOMC policy meeting discussions. If this 3.3% value stands, it will be the highest reading since a 3.4% print
in May 2008. By the way, the price of petroleum in May 2008 was $125.40 per barrel, which looks eerily like
today’s price for petroleum. True, the real price of petroleum, that is the price of petroleum adjusted for
inflation back in 2008 was still much higher than today’s price of petroleum. However, the real (and
nominal) price of gasoline today is fast approaching 2008’s values (see graph on the next page).
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This is a clear signal that there are other factors affecting the price of gasoline that were not present in 2008
and whose control fall outside of the Fed’s sphere of influence. The war between Ukraine and Russia plus
supply chain issues as well as low inventories, not only for petroleum but also for gasoline, fuel oil, and
natural gas, etc. have been pushing prices much higher than they would otherwise be, putting further
pressure on inflation.

The similarities with the pre-Great Recession environment are not that many. Yes, we could argue that
there is froth in the housing market today but the differences with the pre-2008 period are marked, and we
do not expect something like the Great Recession to happen under current conditions.

Thus, we do not see a financial crisis as we saw during the Great Recession, and we also don’t see a deep
recession affecting the US economy.
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Summary of the week:

Retail Sales: The May retail sales report was very weak and could be pointing to weakening consumer
demand. Although this was a very weak retail and food services sales report, the service sector is doing
better than the goods sector of the economy. Retail and food services sales declined 0.3% in May compared
to the previous month. Consensus expectations estimated retail sales for May were going to be up 0.2%.
Since retail and food services sales are reported in nominal terms, this means that inflation-adjusted real
retail sales fell more than 1.0% during the month. Compared to a year-earlier, nominal retail and food
service sales were up 8.1%. However, we know that inflation was up 8.6% in May, so this puts year-over-
year real retail and food services sales in negative territory. Retail sales (without food services sales)
declined a larger 0.4% and were up 6.9% compared to a year earlier. Control group sales, which go into the
calculation of personal consumption expenditures in the GDP calculation were flat in May after increasing
0.5% in April. The biggest culprits for the decline in May’s retail sales were a drop of 3.5% in motor vehicle &
parts dealers’ sales. Meanwhile, sales at electronics & appliance stores were down 1.3% in the month while
sales at miscellaneous store retailers’ outlets were down 1.1% and for non-store retailers were down 1.0%.
On the other hand, sales at food & beverage stores were up 1.2% while gasoline station sales were up 4.0%
during the month, helped by the strong increase in the price of gasoline, as these are nominal sales, which
are affected by changes in price. Sales at food services & drinking places stores were up 0.7% during the
month while sales at sporting goods, hobby, musical instruments, & bookstores were up 0.4%. Retail sales
and food services sales excluding motor vehicle & parts dealers were up 0.5% while sales excluding
gasoline stations sales were down 0.7%. This was a weak retail sales report, especially considering that
inflation was 1.0% in May, month-over-month, and 8.6% on a year-earlier basis. We had an early hint at
trouble in ‘retail country’ as the May non-farm employment report had shown a decline of 60.7 thousand
positions for the sector. The best performing sectors, other than gasoline stations sales due to the increase
in the price of gasoline, were all related to food and beverage, either at home or away from home.

Consumer Price Index (CPI): US import prices increased 0.6% in May after increasing a revised 0.4% in
April, according to the US Bureau of Labor statistics. The April report indicated that import prices had
remained unchanged in April from March. Import prices were pushed higher by a 7.5% increase in fuel
prices after fuel prices increased by only 0.5% in April. Fuel import prices have increased 73.5% over the
past year, the largest 12-month increase since recording an 87% increase in November of 2021. If we take
out fuel prices, import prices declined 0.3% in Mary after increasing 0.4% the preceding month. The
strength in the US dollar is probably helping to push down import prices excluding fuels. The prices of
foods, feeds, and beverages declined 0.2% in May after advancing 0.9% in April. This was the first monthly
drop in this index since a decline of 0.1% in November 2021. Nonfuel industrial supplies and materials
prices were down 1.7% while prices on finished goods increased across all the segments during May. The
price index for US exports increased a larger 2.8% in May following a 0.8% increase in April. Agricultural
exports prices increased 2.1% in May. Meanwhile, all exports excluding agriculture increased 2.9% in May
following a 0.7% increase in April. The increase in the price of fuel imports was more than enough to
increase overall import prices during May. Meanwhile, American exporters are enjoying a strong market for
their goods.

Consumer Sentiment: The HMI weakness is another indicator that confirms the ongoing slowdown in the
US housing market as mortgage interest rates continue to increase. This shows the impact of Federal
Reserve policy on the housing market. The National Association of Home Builders (NAHB)/Wells Fargo
Housing Market Index (HMI) declined from 69 in May to 67 in June, according to the NAHB. The index
measures builder confidence for newly-built single-family homes. This was the sixth straight monthly
decline and shows the lowest HMI reading since June 2020. Rising inflation and mortgage rates were
mentioned as the cause of the decline in the index. According to the report, the slowdown has been
particularly noticed in the entry-level market as affordability has been declining due to the increase in the
price of homes as well as the increase in mortgage interest rates.
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Housing Starts: Signs of a housing slowdown continued to be evident with May’s release of building
permits and housing starts. The surge in the federal funds rate and in the 10-year Treasury yield are having
the intended effects on mortgage rates and thus the housing market. Building permits were 1,695,000 at a
seasonally adjusted annual rate in May, a decrease of 7.0% compared to the revised rate of 1,823,000
reported in April. Building permits were up slightly, by 0.2%, compared to May of 2021. Housing starts for
May were at a seasonally adjusted annual rate of 1,549,000, or 14.4% lower than the revised 1,810,000
estimate for April and 3.5% below last year’s rate. Housing completions, on the other hand, were up to a
seasonally adjusted annual rate of 1,465,000, or 9.1% higher than the revised estimate for April. Housing
completions were up 9.3% compared to the May 2021 level. Housing starts and building permits continue
to point to a slowdown in the US housing market. The strong increase in mortgage rates since the
beginning of the year is finally making a dent on the housing sector and we expect this trend to continue as
mortgage rates surge further in June.

Initial Jobless Claims: Initial jobless claims remained close to record low numbers during the week of June
11. Thus, there are still few signs of an ensuing recession coming from the US labor market. The seasonally
adjusted number of initial jobless claims was 229,000 for the week ending on June 11, a decrease of 3,000
from the previous week’s revised number of 232,000. The four-week moving average was 218,500, up 2,750
from the previous week’s revised number of 215,750. 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 June 4, the same level as the previous week. Initial jobless claims are still very low even
though they have been trending up since mid-April.

Leading Economic Indicators Index: The May Leading Economic Index showed that the US economy has
continued to slow down from a relatively strong pace of growth earlier this year. The Leading Economic
Index (LEI) declined 0.4% in May following a downwardly revised decline of 0.4% in April on a seasonally
adjusted, month-on-month basis according to the Conference Board. The Index was down 0.4% for the six-
month period between November 2021 and May 2022. Still, the index remains close to its historic high
level. May’s decline was due to the continued decline in the stock market, a slowdown in the housing
market and very low consumer expectations, according to the institution. Still, the Index continues to show
expansion in the US economy.

Industrial Production: The US industrial sector continued to expand in May, slowing a bit compared to
April on a year-earlier basis. The mining and utilities sectors were the leading growth sectors in the
Industrial Production Index in May. The Industrial Production Index increased 0.2% in May after increasing
1.4% in April. On a year-over-year basis, the Index increased 5.8%, according to the Federal Reserve. The
weakest sector in May was manufacturing production, with a decline of 0.1%. This decline followed a 1.3%
increase in February and a 0.8% increase in both March and April. Manufacturing production was up 4.8% in
May compared to a year earlier. The strongest sectors during May were mining and utilities production,
increasing by 1.3% and 1.0%, respectively. Mining production surged 9.0% on a year-earlier basis in May
while utilities production increased 8.4%. Capacity utilization inched slightly higher in May, to 79.0 from a
reading of 78.9 in April.
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Economic Forecasts:

Fed Funds Target Rate:

Fed Meeting
Fed Funds 

Target Rate
Current 1.50-1.75
July 26-27 2.25-2.50
September 20-21 2.75-3.00
November 1-2 2.75-3.00
December 13-14 3.25-3.50

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 2.0 1.0 0.7 0.5 -0.1 -0.2 0.9 5.7 2.1 0.5
Year-over-year 0.5 12.2 4.9 5.5 3.6 2.4 2.1 0.6 1.1 0.5 0.2 0.3

Private Domestic Final Purchases 11.8 10.1 1.4 2.6 3.7 2.3 1.2 0.7 -0.6 -0.7 -0.8 0.4 7.9 2.8 0.1
Year-over-year 2.5 16.0 7.3 6.4 4.4 2.5 2.4 2.0 0.9 0.2 -0.3 -0.4

CPI (y/y) 1.9 4.8 5.3 6.7 8.0 8.3 8.4 7.9 6.9 5.7 4.8 3.9 4.7 8.2 5.3
Ex-food & energy 1.4 3.7 4.1 5.0 6.3 5.9 6.2 6.0 5.3 4.5 3.6 2.7 3.6 6.1 4.0

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 3.6 4.1 4.7 5.0 5.4 3.6 4.3

Quarterly ForecastQuarterly Historical Annual Forecast


Sheet1

				Fed Meeting		Fed Funds Target Rate												Alternative (75 bps in June and July)

				Current		0.75-1.00						0.75		1.00				0.75		1.00

				June 14-15		1.25-1.50						1.25		1.50				1.50		1.75

				July 26-27		1.75-2.00						1.75		2.00				2.25		2.50

				September 20-21		2.25-2.50						2.25		2.50				2.75		3.00

				November 1-2		2.25-2.50						2.25		2.50				2.75		3.00

				December 13-14		2.25-2.50						2.75		3.00				3.25		3.50

		updated:

				Fed Meeting		Fed Funds Target Rate

				Current		1.50-1.75

				July 26-27		2.25-2.50

				September 20-21		2.75-3.00

				November 1-2		2.75-3.00

				December 13-14		3.25-3.50
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INTERNATIONAL HEADQUARTERS: THE RAYMOND JAMES FINANCIAL CENTER

880 CARILLON PARKWAY // ST. PETERSBURG, FL 33716 // 800.248.8863
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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 6/17/2022
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