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US Federal Reserve: Going for the Kill?

The June consumer price index (CPI) report wasn’t what the doctors were recommending. But it wasn’t the
top number, or headline inflation, that is moving markets and potentially the Fed. Everybody knew that oil
and gasoline prices were going to have an outsized impact on the number and that was the reason for
consensus expectations at 1.1% for the month. The problem was that the core consumer price index (Core
CPI) was up by 0.7% versus 0.6% in May. And this means that not only are energy and food prices moving
higher, but also the rest of the sectors of the US economy, with commodities (excluding food and energy
commodities) prices increasing by 0.8%, new vehicles prices increasing 0.7%, used cars and trucks prices
surging 1.6% once again, apparel prices increasing 0.8%, shelter prices up 0.6%, transportation services
prices surging 2.1% and medical care services prices increasing 0.7%.

Thus, after the very negative CPI report the markets’ knee-jerk reaction was to price in an 80.3% chance
that the Federal Reserve (Fed) would increase the federal funds rate by 100 basis points (100 basis points
equals 1%) during the Federal Open Market Committee (FOMC) meeting to be held on July 26-27. If this is
what happens during the FOMC meeting, then the federal funds rate will be slightly above what economists
today consider the neutral federal funds rate.

That is, if the Fed goes with an increase of 100 bps during the July meeting, the federal funds rate will be at
2.50% to 2.75% in July, which is borderline restrictive if we assume that the neutral federal funds rate is
about 2.25% to 2.50%.

However, two days after the CPI report (Friday July 15), markets have calmed down somewhat and now the
bets are more even between a 75 basis point increase (53.6%) and a 100 basis point increase (46.4%). These
odds will probably evolve over the next weeks before the FOMC meeting.

At this time we are inclined to say that the Fed is going to go for a 75 basis point hike because although
retail sales were stronger than consensus, consumer demand was very weak in Q2. Meanwhile industrial
production was also very weak at the end of the second quarter. So, the Fed will have lots of evidence to
justify 75 basis points rather than 100 basis points. On top of this, five-year ahead inflationary expectations
from the preliminary University of Michigan Index came in at 2.8%, which means that long-term inflation
expectations remain anchored.

Inflation is Going to Slow Down

We know, and the Fed knows, that inflation is going to slow down in the near term because oil prices, and
thus, gasoline prices, are down considerably in July compared to June. So, the top line CPI number is going
to be lower in July compared to June. The year-on-year measure, on the other hand, is more difficult to
predict, and will depend on what happens to core prices. If core prices continue to increase at current
rates, the year-over-year rate may not come down too much depending on how strong the core rate is.

If the economy was in recession already, as many argue today, the Fed should not worry so much, as core
prices are going to come down because American consumers will have no money to continue to buy these
goods. But the economy is not in recession (even if second quarter GDP comes out negative) and if gasoline
prices are coming down considerably in July, American consumers are going to spend less on gasoline but
will probably use those savings to buy other goods and services, which could keep the core rate higher than
what markets are expecting. However, as we said above, consumer demand has weakened considerably
and thus will help keep prices contained in the coming months.
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It Is Not The Fed’s First Rodeo

While the Fed increased the fed funds rate by 100 or more basis points 21 times between 1971 and 1988,
the 75 basis point increase last month, and the potential (but not our call) 100 basis point increase later
this month are unprecedented in size and scope. In fact, the last time the Fed raised the fed funds rate by
100 basis points was in 1988, when it raised it from 6.5% to 7.5%. However, that increase was
approximately a 15% increase in the fed funds rate, while the 75 basis point increase last month was a
record five times larger in percentage terms, as the Fed surprised markets and economists by increasing
rates from 1% to 1.75%. Regardless of whether the number will be 75 or 100 basis points at the next
meeting, the total increase in the last two months alone will still be close to a 150% increase in the federal
funds rate.

The only other time in history that saw a triple digit increase in a short period of time was in the 1980s
during the Volcker era. At that time, the federal funds rate increased from 9% in August of 1980 to 19.5% in
December of that same year. However, the US economy back then was facing both high inflation and very
slow growth, also known as ‘stagflation.’ Today, that’s not the case. While US inflation is at a 40-year high,
the economy is slowing but still above potential output despite GDP numbers in Q1 and perhaps in Q2
suggesting otherwise.
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Summary of the week:

Consumer Price Index: The Federal Reserve (Fed) has its hands full with today’s inflation report. We expect
inflation in July to slow down considerably on a month-on-month basis from what we had in June. Today’s
higher-than-expected increase is likely to further reinforce the Fed’s decision to hike rates by 75 basis
points at its next meeting on July 26-27. The consumer price index (CPI) increased a more than expected
1.3% in June, on a seasonally adjusted basis, according to the Bureau of Labor Statistics. On a year-over-
year basis, the index also increased a more than expected 9.1%, not seasonally adjusted. Energy prices,
shelter, and food were the largest contributors to the CPI during the month. The energy index increased a
strong 7.5% in June compared to an increase of 3.9% in May and a drop of 2.7% in April. Food prices were
also strong in June, increasing 1.0% during the month but down from an increase of 1.4% in May. The all
items less food and energy index increased 0.7%, up from an increase of 0.6% in May. Once again, used car
prices were a major contributor to the index in June, increasing 1.6% compared to an increase of 1.8% in
May. Transportation services prices were also very strong in June, increasing 2.1% compared to an increase
of 1.2% in May. The month-over-month CPI increased a more than expected 1.3% in June following another
strong increase of 1.0% in May. The major drivers for the June increase were energy prices, energy
commodities and energy services. Energy commodities increased 10.4% during the month with gasoline
prices up 11.2% while fuel oil prices declined 1.2%. Energy services increased 3.5% during the month with a
large increase in utility (piped) gas services, up 8.2% after increasing 8.0% in May. The year-over-year CPI
rate increase to 9.1% in June, up from an 8.6% reading in May, the highest reading in a bit more than 40
years.

Producer Price Index: The large increase in the PPI, up 1.1% in June, but specifically in PPI for final
demand goods, up 2.4% versus an increase of “only” 0.4% in PPI for final demand services continues to
underscore the effects of energy prices on the US economy. The Producer Price Index (PPI) for final
demand increased 1.1% in June on a seasonally adjusted basis, according to the Bureau of Labor Statistics.
This was an increase compared to May when it increased 0.9%. On a non-seasonally adjusted basis, PPI for
final demand was 11.3% compared to the increase of 10.9% for the twelve months ending in May. (Please
note: PPI Y/Y% found in table below is reflecting the change on a seasonally adjusted basis). Three quarters
of the June increase in PPI for final demand was due to a 2.4% increase in prices for final demand goods
while the index for prices for final demand services increased 0.4% during the month. Prices for final
demand less foods, energy, and trade services increased 0.3% in June after increasing 0.4% in May and
April. The year-earlier rate was 6.4% in June. The PPI report shows a very high increase in the prices of final
demand goods due to a very large increase in energy goods prices, up 10% in June versus an increase of
4.6% in May, underscoring the effects of June’s increase in oil and gasoline prices.

Initial Jobless Claims: Initial jobless claims continued to trend upward during the week ending July 9.
However, the increase doesn’t show generalized weakness in the US labor market. Initial jobless claims
increased by 9,000 during the week ending July 9, to 244,000 from a previous, unrevised number of
235,000. The four-week moving average increased to 235,750, or an increase of 3,250 from the previous
week’s unrevised reading of 232, 500. The insured unemployment rate for the week ending July 2 went
back down to 0.9% after a reading of 1.0% the previous week. The initial jobless claims number continued
its slow upward trend during the week ending July 9. New York state had 5,165 layoffs in the transportation
and warehousing and health care and social assistance industries while Michigan reported 5,104 layoffs in
the automobile industry. Georgia reported 2,935 layoffs in the manufacturing, trade, administrative and
support and waste management and remediation services, and health care and social assistance
industries. California, Missouri, and Indiana had 2,823, 1,364, and 1,075 layoffs, respectively but provided
no specifics on affected sectors. Meanwhile, Illinois and Kentucky reported 1,508 and 1,232 less
unemployment claims but offered no comments on sectors while Mississippi reported 1,075 fewer layoffs in
manufacturing, other services, and health care and social assistance industries.
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Retail Sales: Total retail and food services sales for June were up 1.0% compared to May while May’s
original decline of 0.3% was revised up to a decline of 0.1%. Consensus expectations were for retail sales to
have increased 0.9%, according to the US Census Bureau. Compared to a year earlier, retail and food
services sales were up 8.1%. Retail sales were also up 1.0% in June compared to May and by 7.7%
compared to a year earlier. Total sales excluding motor vehicle and parts were up 1.0% in June compared
to May and by 10.6% compared to the previous year. Excluding gasoline stations sales, sales were up 0.7%
in June compared to May and by 5.1% compared to the previous year. Control group sales, which are a
proxy for personal consumption expenditures that goes into calculating GDP, were up 0.8% in June after
declining 0.3% in May. For April, control group sales were up 0.5%. On a year-earlier basis, control group
sales were up 5.3%. Thus, personal consumption expenditure growth is not going to be strong in the
second quarter of the year. By sectors, motor vehicle and parts dealers’ sales were up 0.8% versus May
while furniture and home furniture store sales were up 1.4%. Electronic and appliance stores sales were up
0.4% while building materials and garden equipment and supplies dealers’ sales were down 0.9%. Gasoline
station sales were up 3.6% in June compared to May and were up 49.1% versus a year earlier, underscoring
the effects of higher gasoline prices on this line item. Miscellaneous store retailers’ sales were up 1.4%
during June compared to May while non-store retailers’ sales were up 2.2%. Food services and drinking
places’ sales were up 1.0% compared to May. Although total retail and food services sales were better than
expected in June and were revised up in May, the story for the consumer is not going to look good during
the second quarter of the year. Control group sales, which are used in the calculation of personal
consumption expenditures were relatively weak during the second quarter of the year.

Industrial Production: The US industrial sector closed a positive production quarter in June. However,
industrial production weakened considerably at the end of the quarter compared to the strength it
experienced at the beginning of the quarter. This is another indication that the US economy has continued
to weaken in the second quarter of the year. June’s total industrial production was down 0.2% compared
to May, according to the Federal Reserve. The May number was revised down to 0.0% compared to an
original increase of 0.1%. However, industrial production increased at an annualized rate of 6.1% during
the second quarter of the year. On a year-earlier basis, industrial production was up 4.2% in June.
Manufacturing production declined a larger, 0.5% in June, a similar decline to the one posted in May.
However, manufacturing production increased 4.2% at an annual rate during the second quarter of the
year. On a year-earlier basis, manufacturing production was up 3.6% while mining production surged 8.2%
and utilities production was up just 1.4%. Mining was the strongest sector of manufacturing production,
posting a 1.7% increase in June versus an increase of 1.2% in May. However, utilities production was down
1.4% during the month after increasing 1.9% during the previous month. Industrial production was very
weak in May and June but was very strong in April. The strength shown in April was enough to help
industrial production remain positive for the second quarter, according to the Federal Reserve.

Consumer Sentiment: While the slight improvement in the preliminary sentiment index is positive, the
most encouraging message from this report was the drop in the five-year ahead inflationary expectations
index, which fell to 2.8%. This should finally put market speculation that the Federal Reserve (Fed) is going
to go for a 100 basis point increase in the federal funds rate to rest. Instead, we expect there to be a 75
basis point increase. The preliminary number for the University of Michigan consumer sentiment was 51.1,
slightly higher than the reading for June, which was 50.0. This number is still near an all-time low, but it
moved up slightly. Consumers mentioned that they were buying more durables because of the easing of
supply chain issues, as well as because they wanted to avoid further increases in prices. Inflation
expectations remained steady or improved somewhat, according to the report. The median expected year-
ahead inflation rate was 5.2%, almost unchanged for the last five months. However, long run inflation
expectations fell to 2.8% in June, below the range of 2.9%-3.1% they have been at over the last 11 months.
The improvement in consumer sentiment in June, while positive, is very small. However, the improvement
in five-year ahead inflationary expectations should be reassuring for the Fed and is another argument for it
to not go for 100 basis points during the upcoming FOMC meeting.
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Economic Forecasts:

Fed Funds Target Rate:

Fed Meeting Fed Funds 
Target Rate

20
22

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

20
23

January 31-February 1 3.25-3.50
March 21-22 3.25-3.50
May 2-3 3.00-3.25
June 13-14 2.75-3.00
July 25-26 2.50-2.75
September 19-20 2.25-2.50
October 31-November 1 2.25-2.50
December 12-13 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 -1.6 0.7 1.7 0.7 0.5 -0.1 -0.2 0.9 5.7 2.0 0.5
Year-over-year 0.5 12.2 4.9 5.5 3.5 2.0 1.9 0.4 0.9 0.7 0.2 0.3

Private Domestic Final Purchases 11.8 10.1 1.4 2.6 3.0 -0.6 0.9 0.7 -0.6 -0.7 -0.8 0.4 7.9 2.2 -0.1
Year-over-year 2.5 16.0 7.3 6.4 4.4 1.7 1.6 1.2 0.1 0.1 -0.3 -0.4

CPI (y/y) 1.9 4.8 5.3 6.7 8.0 8.6 8.8 7.8 6.5 4.8 3.9 3.5 4.7 8.3 4.6
Ex-food & energy 1.4 3.7 4.1 5.0 6.3 6.0 6.2 5.8 5.1 4.3 3.3 2.6 3.6 6.1 3.8

PCE Price Index (y/y) 1.8 3.9 4.3 5.5 6.3 6.5 6.6 5.8 4.8 3.8 2.8 2.4 3.9 6.3 3.4
Ex-food & energy 1.7 3.4 3.6 4.6 5.2 4.8 4.7 4.0 3.3 2.9 2.2 1.9 3.3 4.7 2.6

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
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INTERNATIONAL HEADQUARTERS: THE RAYMOND JAMES FINANCIAL CENTER
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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.

The "Consumer Price Index for All Urban Consumers: All Items Less Food & Energy" is an aggregate of prices paid by urban
consumers for a typical basket of goods, excluding food and energy. This measurement, known as "Core CPI," is widely used by
economists because food and energy have very volatile prices.

The Producer Price Index is a family of indexes that measures the average change over time in the selling prices received by
domestic producers of goods and services. PPIs measure price change from the perspective of the seller.

Inflation expectations, as reported by the University of Michigan, are simply the rate at which people—consumers, businesses,
investors—expect prices to rise in the future.

Source: FactSet, data as of 7/15/2022
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