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What an Interesting Week: Recession or No Recession, This Is the Question!

If we stop and think what happened this week just by reading the result of GDP growth for the second
quarter, we would probably conclude that the US economy was in a recession during the first half of the
year, but is now coming out of it. This is probably what a Martian dropping into the Earth would say after
looking at the GDP report. Why? Because according to the GDP report, the economy declined by 1.6%
during the first quarter of the year and then it ‘only’ declined by 0.9% during the second quarter of the year.
Thus, his/her conclusion would be: Oh, the economy is improving, as it posted a better rate of growth in the
second quarter than in the first quarter!

But we know that this is nonsense. The US economy was actually weaker in the second quarter of the year
than in the first quarter of the year, no matter what the GDP report says. This is the reason many
economists say that the first quarter GDP result was a fluke, and it cannot be counted as the start of a
recession, assuming we take, for the sake of this example, the definition of a recession as two consecutive
quarters of negative growth.

Thus, we have said over the last several months that the first quarter GDP result was a fluke. But what
about the second quarter result? Well, that’s a very different story. The second quarter result is a clear
indication that the economy has weakened considerably. That’s because personal consumption
expenditures, which increased by 1.8% during the first quarter of the year, only increased by 1.0% during
the second quarter of the year.
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Meanwhile, investment, or gross private domestic investment, increased by 5.0% during the first quarter of
the year but plunged by 13.5% during the second quarter of the year. Meanwhile, exports of goods and
services declined 4.8% during the first quarter of the year but surged by 18.0% during the second quarter
of the year. Imports, on the other hand, which enter the calculation of GDP growth with a negative sign,
surged 18.9% during the first quarter of the year while increasing by only 3.1% during the second quarter
of the year. In fact, the surge in imports of goods and services during the first quarter of the year is what
made the first quarter GDP result a ‘fluke!’

The decline in GDP reported for the second quarter, if sustained (this is just the first estimate for Q2 GDP),
could be the starting point of a recession. We did not experience a recession in the first half of the year.
However, we could be close to a recession if, as we expect, the US economy continues to weaken from
here.

What is the NAIRU?

The NAIRU is something we will hear a lot about for the next year or so. It is a catchy term and a tool in
economists’ toolkits that, today, will be useful to explain what seems to be happening at the Federal
Reserve (Fed) that may push it to increase interest rates too much to try to bring inflation down. We
haven’t heard about this concept for several decades because inflation has not been a serious issue since
the 1990s. However, we have read several analysts/economists that argue that Fed officials’ “reaction
function” seems to be pivoting to a NAIRU explanation of the origins of today’s rate of inflation. And if this
is the case, then it is not good.

Let us take a look at the technical aspects of the NAIRU first. The NAIRU stands for the Non-Accelerating
Inflation Rate of Unemployment. That is, NAIRU is a fancy way of saying that if inflation is increasing,
then it must be that the rate of unemployment is too low.

This is not good because thinking that today’s unemployment rate is too low for maintaining price stability
means that the Fed may want to increase the rate of unemployment. The biggest issue with the NAIRU is
that nobody knows what the NAIRU is at any point in time. It is not fixed, it’s a moving target. However, we
have had very low rates of unemployment before with very low rates of inflation. What has happened
today that would prompt the Fed to start speculating that the NAIRU may have changed, that is, now the
NAIRU may be higher, closer to 5% or 6% as we have been hearing and reading?

Furthermore, the only reason the unemployment rate is so low today is because the labor force
participation rate is too low, and firms seem to be increasing wages and benefits in order to attract more
people into the labor force and/or competing with other firms to bid away their workers. In any event, we
believe that targeting the rate of unemployment, if that is what the Fed may be ready to do, is a very bad
decision because it may make it increase the federal funds rate too much and risk sending the economy
into a deeper recession.

The Fed has recognized that the Russian/Ukraine war and issues with supply chain imbalances are at the
root of why inflation is so high today. It is true that fiscal policy was the culprit for inflation at the
beginning of this process, but those effects have been flushed out already. Failing to recognize this and
blaming the tightness of the labor market seems to be the incorrect approach to solving the inflation
problem today.
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The Federal Reserve Decision

This brings us to the Fed decision to increase the federal funds rate on July 27, 2022. There was no surprise 
here as markets had anticipated the Fed’s move to increase the federal funds rate by another 75 bps. Clearly, 
markets were happy with the decision, and they rallied after it  was announced.

In general, the statement by the Fed included nothing markets were not expecting. However, the press 
conference by Chairman Powell after the decision was announced raised some questions that are a bit 
concerning. The most concerning of his comments was that the labor market remained too tight for price 
stability and that a further strong increase in the federal funds rate may be needed. Furthermore, he also said 
that we needed to get economic growth below potential for some time to give the supply side of the 
economy time to recover and thus bring inflation down.

We believe that the Fed will increase the federal funds rate by another 50 bps during its September meeting 
and by another 50 bps during the December meeting. However, they indicated that they are open to making 
changes based on incoming data. The part of the commentary that was concerning was this idea that the 
“labor market remained too tight for price stability.”

What does the “labor market remains too tight for price stability” mean? Does it mean that it needs to bring 
the unemployment rate up no matter what? There are two ways to bring the unemployment rate up. The first 
one is through an increase in the labor force participation rate. If Americans decide to reengage in the 
economy in the coming months and start looking for jobs, an increase in the labor force participation rate 
will increase the unemployment rate, all else constant. However, the Fed has no control over the individual 
decision of Americans to come back to the labor force.

This means that it is talking about a second way of increasing the rate of unemployment, one that is fully 
under its control. That is, increase the federal funds rate so much as to generate a recession. However, we are 
talking about a true recession, not the one that ‘did not occur’ during the first half of this year, which created 
2.74 million jobs during the first six months of the year at a monthly average of 457 thousand jobs per month. 
No, what this statement is suggesting is that they will do what is necessary so the economy starts to destroy 
jobs, which will also increase the rate of unemployment (see previous section where we discuss the NAIRU).  

We understand that the Fed has two fundamental mandates, price stability and low unemployment. 
However, Chairman Powell’s commentary seems to be pivoting to just one mandate, that of price stability. 
And having a correct understanding of why inflation is so high today is very important so the Fed can 
prescribe the correct medicine for the continued health of the US economy. 
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Summary of the week:

FHFA & S&P Case Shiller Home Price Index: Home price appreciation remained strong in May, according
to both, the FHFA and the S&P CoreLogic Case-Shiller price Indices. However, the year-over-year rates of
appreciation continued to slowdown in both indices. We should see more weakness in home price
appreciation for the remainder of the year. However, it is clear that low inventory of homes has continued
to sustain the resilient pace of home prices. The FHFA House Price Index was up 1.4% in May compared to
April and 18.3% compared to May of last year, according to the Federal Housing Finance Agency. The April
number, which was reported to have been up 1.6% from March, was revised slightly downward to 1.5%.
Meanwhile, the S&P CoreLogic Case-Shiller Index was up 19.7% in May compared to the same month a year
earlier, according to S&P Dow Jones Indices.

Consumer Confidence Index: The Conference Board Consumer Confidence Index declined from 98.4 in
June to 95.7 in July. The two components of the index, the Present Situation Index and the Expectations
Index were both down during the month. The Present Situation Index went from 147.2 in June to 141.3 in
July, while the Expectations Index declined slightly from 65.8 in June to 65.3 in July according to the
Conference Board. High inflation continues to affect consumer confidence and is also taking a toll on the
strength of Americans’ ability to consume, and this is reflected in Americans’ view of the future.

Durable Goods: If markets are looking for economic weakness, the durable goods sector is not the sector
to look at. Although durable goods orders of transportation equipment lead the way in June, durable
goods orders excluding transportation equipment were still relatively strong, up 0.3% and in line with
consensus. June’s result was the largest since January and the eighth increase during the last 9 months.

Pending Home Sales: June’s Pending Home Sales Index decline shows that the US housing markets will
continue to weaken in the months to come, especially if (as we expect) interest rates continue to rise.
Pending home sales provide a good estimate of what is building in the home sales pipeline. June’s result is
a clear indication of further acceleration in the slowdown we have already seen in the housing market over
the last several months.

New Home Sales: New home sales of single-family homes continued to weaken in June to a pace of
590,000 and a median price of $402,400. However, the story was mixed for regional markets with the
Midwest and the West remaining strong compared to May. However, the best region is still the West, which
showed strength both on a month-over-month basis as well as versus last year.

GDP Q2 2022, First Estimate: The US economy shrank by 0.9% during the second quarter of the year, in
annualized terms, according to the Bureau of Economic Analysis’ first estimate. This decline followed a
1.6% decline during the first quarter of the year. Personal Consumption Expenditures (PCE), the largest
component of GDP, increased 1.0% during the quarter (driven by a very strong service sector—up 4.1%),
after posting a growth rate of 1.8% in Q1 while goods consumption declined 4.4%. For those who follow the
“technical” definition of recession, the Q2 GDP results would put the US economy in a “technical”
recession. However, as we have said before, the National Bureau of Economic Research (NBER), the official
body in charge of determining if we are in a recession, will not consider today’s number as being in a
recession.

Personal Income: This result was included in the Q2 GDP report, but it is useful to see what happened
during the last month of the second quarter. The takeaway is that consumer demand was stronger in June
than in May, but Personal Consumption Expenditures (PCE) inflation was also stronger than in May which is
not good news for the Federal Reserve. Personal income increased 0.6% in June, according to the Bureau
of Economic Analysis (BEA)–higher than consensus expectations of a 0.5% increase. Disposable personal
income, which is basically take-home pay, increased 0.7%. Meanwhile, PCE increased 1.1% compared to
consensus expectations for a 0.9% increase, all in nominal terms.
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Economic Forecasts:

Fed Funds Target Rate:

Fed Meeting Fed Funds 
Target Rate

20
22

July 26-27 2.50-2.75
September 20-21 3.00-3.25
November 1-2 3.00-3.25
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 -0.9 0.9 0.4 -0.3 -0.5 -0.2 0.9 5.7 1.6 0.0
Year-over-year 0.5 12.2 4.9 5.5 3.5 1.6 1.3 -0.3 0.0 0.1 -0.2 -0.1

Private Domestic Final Purchases 11.8 10.1 1.4 2.6 3.0 0.0 0.1 -0.1 -1.0 -1.1 -0.8 0.4 7.9 2.2 -0.5
Year-over-year 2.5 16.0 7.3 6.4 4.4 1.9 1.6 0.9 -0.2 -0.5 -0.7 -0.6

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 5.7 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 4.8 4.1 3.4 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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© 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 S&P CoreLogic Case-Shiller Composite Home Price Index is a value-weighted average of the original metro area indices.

S&P Dow Jones Indices is the largest global resource for essential index-based concepts, data and research, and home to iconic
financial market indicators, such as the S&P 500® and the Dow Jones Industrial Average.

The Consumer Confidence Index (CCI) is a survey, administered by The Conference Board, that measures how optimistic or
pessimistic consumers are regarding their expected financial situation.

The Present Situation Index is a subindex that measures overall consumer sentiment regarding the present economic
situation. This index is determined via a survey conducted for the Conference Board by Nielsen, and it is used to derive the
Consumer Confidence Index.

Leading Economic Indicators: The Conference Board Leading Economic Index is an American economic leading indicator
intended to forecast future economic activity. It is calculated by The Conference Board, a non-governmental organization,
which determines the value of the index from the values of ten key variables

Certified Financial Planner Board of Standards Inc. owns the certification marks CFP®, CERTIFIED FINANCIAL PLANNER™, CFP®
(with plaque design) and CFP® (with flame design) in the U.S., which it awards to individuals who successfully complete CFP
Board's initial and ongoing certification requirements.

Source: FactSet, data as of 7/29/2022
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