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Economic and Market Outlook: Third Quarter 2022
Persistent post-pandemic inflation in the global economy has forced the U.S. Federal Reserve and other central banks to
keep raising policy rates to dampen demand in order to get inflation under control. While September’s headline inflation
report showed the Consumer Price Index (CPI) eased slightly, prices have not yet declined substantially from their multidecade highs, and at 8.2% remain uncomfortably above the Federal Reserve’s target.
Importantly, the Consumer Price Index is a lagging indicator which reflects prices still driven by strong post-pandemic demand and the limited supply of goods and labor. However, the Federal Reserve’s aggressive tightening efforts are already
starting to slow the economy and key prices are beginning to roll over. We are also beginning to see weakness in the housing market due to the rapid rise in mortgage rates, and the corporate sector is slowing given the decline in new orders and
buildup in inventories over the last few months. Even the jobs market is showing signs of cooling with the number of job
openings falling by 15.0% from March to August of this year, according to research by Bank Credit Analyst, an independent
economic research firm.
A 1970s Re-Run?
While the current environment is unique in its own way, the causes of today’s inflation are reminiscent of those that drove
the Great Inflation of the 1970s and 1980s. The blue shaded area in Figure 1 shows how headline inflation, as measured by
CPI All Urban Consumers, began to rapidly increase in the late 1960s at a time when the unemployment rate dropped below
4.0%. Today, after spiking well above 14.0% in the midst of the Pandemic, the U.S. unemployment rate has again dropped
below 4.0% and inflation has accelerated to its highest level since 1982.
Figure 1: The Next Great Inflation?

Source: U.S. Bureau of Labor Statistics, Unemployment Rate [UNRATE], retrieved from FRED, Federal Reserve Bank of St. Louis; https://fred.stlouisfed.org/series/
UNRATE, October 12, 2022. Consumer Price Index for All Urban Consumers: All Items in U.S. City Average [CPIAUCSL], retrieved from FRED, Federal Reserve Bank
of St. Louis; https://fred.stlouisfed.org/series/CPIAUCSL, October 14, 2022.

Theory and Practice
In economics, the relationship between unemployment and inflation is described by the Phillips Curve. William Phillips
developed the theory and published his research in 1958 in an effort to explain the fact that with economic growth comes
inflation, which in turn should lead to more jobs and less unemployment. While this relationship had been challenged of late,
particularly during the post-global financial crisis period where unemployment dropped from 10% to below 4.0% without
triggering inflation, the theory has proven to be relevant at the very low levels of unemployment the U.S. has experienced
in the post-pandemic era.
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In addition to full employment, government (fiscal) spending in the 1960s that preceded the Great Inflation was exceptionally accommodative like it is today. At that time, it was military spending as a result of the Vietnam War and social spending with the introduction of the Medicare and Medicaid programs that drove prices higher. Today, one can point to the
COVID-19 Pandemic-related fiscal stimulus packages (government spending bills passed in 2020 and 2021) and ultra-low
interest rates (Fed’s monetary policy), designed to support businesses and households at a time where economic activity was
restricted, have contributed to the current inflationary environment as well.
While headline rates (nominal interest rates) are often quoted in the media, inflation-indexed or real interest rates are what
drive economic activity. The Fed’s actions, specifically the recent rate increases and balance sheet reductions (quantitative
tightening), have pushed real rates above 1.0% to pre-pandemic levels. As a result, financial conditions are tighter today than
they have been in many years and this will result in a slowing of the global economy by increasing the cost of borrowing
for households and for businesses.
Figure 2: Monetary Policy Has Turned Restrictive Again

Board of Governors of the Federal Reserve System (US), Market Yield on U.S. Treasury Securities and Inflation Indexed U.S. Treasury Securities at 10-Year Constant
Maturity, Quoted on an Investment Basis retrieved from FRED, Federal Reserve Bank of St. Louis; https://fred.stlouisfed.org/series/DFII10, September 27, 2022.

Whip Inflation Now
There are also important parallels with respect to the supply-side disruptions in the global economy that contribute to inflation. The Arab Oil Embargo in 1973 limited supply of crude oil and caused oil prices to quadruple in price at the time. Later
in the decade, the Iranian Revolution introduced more supply disruption that tripled the price of oil again. Today’s parallel is
Russia’s invasion of Ukraine, which has put additional upward pressure on food and energy prices, exacerbating an already
challenging environment.
The 1970s was also a time of great upheaval in the global currency markets as a result of the collapse of the Bretton Woods
agreement that essentially severed the tie between gold and the U.S. Dollar. The U.S. Dollar weakened against global currencies at the time and made economic conditions worse.
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Source: “Whip Inflation Now” [WIN] button, President Ford’s symbol of the fight against inflation.

Because today’s environment is similar to that of the 1970s, the U.S. Federal Reserve, led by Jerome Powell, is looking to
the Federal Reserve’s 1979 playbook when then chairman Paul Volker took over as Fed Chairman. In early 1980, Volcker
said, “[M]y basic philosophy is over time we have no choice but to deal with the inflationary situation because over time
inflation and the unemployment rate go together.… Isn’t that the lesson of the 1970s?” (Meltzer 2009, 1034 – The Great
Inflation – Federal Reserve History).
As a result of Volcker’s aggressive monetary policy, interest rates soared and the economy entered a severe and protracted
recession that lasted until November 1982. Eventually, growth stabilized and the economy regained its footing. What followed was The Great Moderation, a period of relative economic stability defined by moderate inflation, falling interest rates
and generally positive growth that prevailed from the mid-1980s to 2007.
Today, Jerome Powell and the Federal Reserve are trying to “whip inflation now” without tipping the economy into a recession; something that has never been done successfully before. However, the Fed has more experience and a better understanding of the drivers of growth and inflation today. In addition, the unique pandemic-related supply disruptions that have
contributed to the problem are beginning to abate. That, along with the Fed’s rate increases, should help to bring headline
inflation lower and do so with less economic damage than what was required before.
Reasons for Optimism?
While there are similarities between today’s challenges and those during the Great Inflation, there are important differences
too. Most importantly, there are signs that the Fed’s actions are having the desired effect on future inflation expectations
(which was not the case in the 1970-80s). Market evidence suggests that the Fed’s actions have had the desired effect on
long-term inflation expectations, which remain in-check as indicated by the 5-Year and 10-Year Breakeven Inflation rates
and are now suggesting future inflation of approximately 2.3%.
Figure 3: The Market is Giving the Federal Reserve the Benefit of the Doubt

Source: Federal Reserve Bank of St. Louis, 5-Year Breakeven Inflation Rate [T5YIE] and 10-Year Breakeven Inflation Rate [T10YIE],, retrieved from FRED, Federal
Reserve Bank of St. Louis; https://fred.stlouisfed.org/series/ October 14, 2022.
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The breakeven inflation rates in Figure 3 represent measures of expected inflation derived from 5-Year and 10-Year Treasury Constant Maturity Securities and 5-Year and 10-Year Treasury Inflation-Indexed Constant Maturity Securities, respectfully. The latest value implies what market participants expect inflation to be in the next 5 and 10 years, on average. The fact
that these have come off their highs is a positive sign. In other words, while the market is reacting to a significant shift in
monetary policy in the short term, it has given the Fed the benefit of the doubt when it comes to keeping long-term
inflation expectations under control.
In addition, the widely followed University of Michigan Consumer Sentiment Survey shows that not only market
participants feel that long-term inflation is well-anchored, but even business owners and the consuming public have modest
expectations for long-term inflation. According to the latest consumer survey, long-term inflation expectations remain below
3.0%, which compares favorably to the 10% inflation consumers expected in the 1980s.
Summary
The overall markets have been challenging so far this year, but history has shown that after a 20% decline, returns the
following years have been positive. However, any sustainable market recovery does take time. While it has been a difficult
year for most asset classes, interest rates are now at a level where we expect better returns from our bond investments than
in the past. In addition, higher rates have, and will continue to, remove the speculative excesses in certain stocks, real estate,
digital currencies, etc., over the last several years. We believe this will result in renewed interest in a broader range of stocks,
particularly small and mid-cap companies that remain attractively priced relative to their earnings power.
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