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The Fed's dilemma:
The economy is clearly slowing; yet inflation keeps plowing ahead
The inflation heat wave continues with both consumer and wholesale prices
climbing faster than analysts expected in June. The former has been edging
dangerously close to double-digit rates, while the latter already crossed that
threshold in each of the last 7 months.
The latest leap up in inflation fueled more speculation the Fed is inclined to hike
rates by a historic full percentage point later this month, with the terminal rate, by
some estimates, settling well past 4%.
If that is the plan, it requires us to warn clients that such a rapid pace in monetary
tightening will ultimately do more harm than good for consumers and business.
By that we mean, brace yourself for an economic downturn AND stubbornly high
inflation this year.
Here’s why. This inflation cycle is unlike any in the past. It's a global inflation
problem triggered by global shocks. So even if the Fed ratchets up rates to the point
where it sucks out all the oxygen from the economy, it will still not make much of a
dent in bringing inflation close to the Fed's 2% target.
That’s because so long as the war in Ukraine rages on, it will continue to elevate food
and energy prices. And if China repeatedly shifts back and forth between lockdowns
and reopenings, it will stall any progress in global supply chains. So long as Russia
reduces or shuts down the flow of natural gas to Europe, the cost to Western and

Central European countries to rebuild their inventory for next winter will surge. That
will also encourage US energy companies to export even more LNG to the region.
These are all inflation dynamics of which the Fed has little control. It can certainly
dampened domestic demand by raising the cost of borrowing, but can’t do anything
about improving the global supply of goods ---which is at the heart of the current
inflation problem. So any aggressive series of rate hikes in the US designed to force
inflation to roll over looks more like firefighters pouring water on a building because
it’s nearby when the actual blaze is happening across town.
Case in point: It's not ironic that just weeks after Jerome Powell first raised the fed
funds rate in March, the number of Americans filing for unemployment benefits to
turned up. And it has continued to climb every week since then on a 4-week moving
average basis. New filing last week surged by 9,000 to 244,000, the highest level in
nearly 8 months. Clearly, the Fed’s monetary tightening is having an effect. Yet
inflation keeps accelerating, utterly impervious to the slowdown in hiring, jump in
layoffs, pull back in consumer and business spending and the utter collapse in
confidence the private sector has about the economic outlook.
Look, we may well see CPI and PPI retreat the rest of the summer months, but the
relief will likely be brief. All the economic and geopolitical forces remain in place for
prices to rebound again later this year.
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