
 

    

         Available for Participant Use 
 

1 

     Economic Perspective                                                                           June 27, 2022 
 
 

 

 
QUARTERLY ECONOMIC OUTLOOK 
 

 

 

 

by Robert F. DeLucia, CFA 
Consulting Economist 
 

Summary and Major Conclusions: 

 
▪ Investor confidence in the US economy continues to deteriorate as fears of a recession have become 

increasingly widespread. Markets are also fearful of excessive monetary tightening by the Federal Reserve 
in coming months. 
 

▪ The major event during the second quarter was the June 15 Federal Open Market Committee (FOMC) 
meeting. The Federal Reserve shocked the markets with a larger than expected 75 basis point increase in 
the overnight federal funds rate, the biggest rate increase since 1994. 
 

▪ The 1.0% monthly increase in the May Consumer Price Index (CPI) — raising the year-over-year headline 
inflation rate to 8.6% — was the trigger for the FOMC to pivot to a more aggressive strategy. The initial 
market reaction was a steep increase in long-term interest rates and a sharp compression in equity 
valuations. 
 

▪ There is a raging debate among both economists and investors regarding the future direction of the 
economy. My forecast assumes continued steady growth in spending and output over the next four 
quarters, at a minimum. 
 

▪ The primary risk to sustained growth is the newly fierce determination of central banks to reduce the rate 
of increase in consumer prices. Under this new more stringent policy regime announced at the June 15 
FOMC meeting, the odds of recession in the next 12 months have increased but are still below 25%. 
 

▪ The classic preconditions for recession are not evident. Consumer and business finances are the healthiest 
in several decades. Both household and corporate debt burdens are near the lowest levels in recent 
memory, while savings are elevated. The banking sector is also in the best health in several decades. 
 

▪ A robust labor market should also support spending for many months into the future. Business demand 
for labor far exceeds the number of jobseekers, causing wage growth to accelerate. 
 

▪ The outlook for business capital investment is the most favorable since the 1990s. Investment in energy 
and agricultural equipment, infrastructure, labor-saving equipment, and the rebuilding of supply chains 
should support strong growth in capital expenditures. 
 

▪ Government data on inflation are near a peak for the current cycle, implying the trend in price increases 
could be lower over the next year. The surge in inflation over the past year is not sustainable and should 
be followed by a countercyclical period of temporary moderation.  
 

▪ However, from a cyclical perspective, the inflation outlook through 2025 remains unfavorable. The 
underlying inflation rate is likely to accelerate again during 2023 and 2024, peaking at 5% during the next 
recession. The second phase of accelerating inflation will be driven by services rather than goods. 
 

▪ The central issue facing investors is the timing of the next economic contraction. A recession is an 
inevitable component of the classic business cycle, but timing can be elusive. I continue to believe that a 
recession is not imminent and is unlikely to occur prior to the middle of next year, at the earliest. 

 

 

Monetary policy is 

arguably at the most 

critical juncture it has 

been at in decades.       

The Fed’s current 1.75% 

policy rate is dangerously 

low and well below its 

equilibrium level with the 

inflation rate exceeding 

5%. Fed officials have 

finally arrived at the same 

conclusion and have 

signaled an urgent need 

to raise rates aggressively 

over the next six months.    

I expect the overnight 

federal funds rate to 

reach 3.5% by yearend 

and 4.5% during 2023. 

The critical question for 

financial markets is 

straightforward: In its 

determination to restore 

core inflation to its long-

term target, can the 

Federal Reserve engineer 

a soft landing?    
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▪ Despite an expected aggressive pace of Fed rate hikes, real interest rates are likely to remain in negative 
territory over the next 12 months, at a minimum. There has never been a recession when interest rates 
were below the rate of inflation.  
 

▪ Recessions are typically triggered by cyclical imbalances in one or more sectors of the economy. The exact 
opposite is true today: There is a shortage of housing units, while the pent-up demand for investments in 
plant and equipment is enormous. 
 

▪ Pulling it all together, current economic conditions are healthy and a recession is not imminent. However, 
implementation of an aggressive rate-tightening cycle as discussed at the June 15 FOMC meeting will 
ultimately result in a slower pace of US economic growth. 
 

▪ There is a considerable time lag between Federal Reserve policy and the real economy. My forecast 
assumes real GDP growth of 2.5% over the next four quarters, slowing sharply to 1% during late 2023 and 
2024.  
 

▪ The abrupt pivot in Federal Reserve policy implies an increased probability of recession. Because of time 
lags and current healthy economic fundamentals, the probability of recession is less than 25% over the 
next year but rises to 40% during the second half of next year and to 60% in 2024. 

 

 

 
 

Investor confidence in the US economy continues to deteriorate, as fears of a recession 
have become increasingly widespread. Markets are also fearful of excessive monetary 
tightening by the Federal Reserve in coming months. GDP data have undermined economic 
confidence. The US economy expanded at a sluggish pace in the second quarter, with real 
GDP increasing at an estimated annual rate of only 1%, roughly comparable to that of the 
first quarter, and below the long-term trend of 2%.  

 

Monthly Economic Data: Sluggish economic growth was also evident in a wide variety of 
monthly indicators, including retail sales, personal income, factory orders, and housing 
starts. However, an economic slowdown is not the equivalent of an economic contraction. 
As another reliable gauge of underlying growth, the Conference Board’s Index of 
Coincident Economic Indicators is growing at a 2.5% annual rate, slightly faster than GDP. 
 

The Federal Reserve: The major event during the second quarter was the June 15 Federal 
Open Market Committee (FOMC) meeting. The Federal Reserve shocked the markets with 
a larger than expected 75 basis point increase in the overnight federal funds rate, the 
biggest rate hike since 1994. The 1.0% monthly increase in the May Consumer Price Index 
— raising the year-over-year headline rate to 8.6% — was the catalyst for the FOMC to 
pivot to a more aggressive strategy. The initial market reaction was a steep increase in 
long-term interest rates and a sharp compression in equity valuations.  
 
Corporate Earnings: The combination of slowing economic momentum and rising cost 
pressures is reflected in corporate earnings. Compared with annual growth of 40%, 25%, 
and 10% in the three previous quarters, company earnings growth slowed to an estimated 
5% rate in the second quarter, on revenue growth of 10%.  
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▪ Profit Margins: While company revenues remain strong, profit margins remain 
under pressure because of rapid cost increases for raw materials, energy, shipping, 
and labor. Earnings reports will continue to diverge by company and industry, 
predicated upon the ability of firms to exercise pricing power and offset cost 
increases with selling price increases. 

 

UNDERLYING ECONOMIC CONDITIONS 
 
There is a raging debate among both economists and investors regarding the future 
direction of the economy, with most forecasters predicting a recession in 2022. My 
forecast assumes continued steady growth in spending and output over the next four 
quarters, at a minimum. The primary impediment to sustained economic growth is the high 
level of inflation and the determination of central banks to reduce the rate of increase in 
consumer prices. Under this new more stringent policy regime announced at the June 15 
FOMC meeting, the odds of recession within the next 12 months have increased but are 
still below 25%.  

 

The following factors should support continued economic growth through much of 2023: 
 

Consumer and Business Finances: Consumer and business finances are the healthiest in 
several decades. Both household and corporate debt burdens are near the lowest levels in 
recent memory, while savings are elevated. Companies have locked in a whopping  
$2 trillion in long-term debt over the past two years at very low interest rates (see chart 1).  

 

 
 
 

Chart 1: Lightest US Corporate Debt Burden in Five Decades      
Interest Coverage Ratio, US Nonfinancial Corporations 
Net Interest Expense as a Percent of Cash Flow 
Source: Bureau of Economic Analysis 
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Banking System: The banking sector is also in the best health in several decades, as 
measured by capital and liquidity ratios and an unusually low level of credit problems. The 
loan-to-deposit ratio for domestic banks remains extremely low, providing ample scope for 
banks to increase lending. 

 

Employment: A robust labor market should also support spending for many months. 
Business demand for labor far exceeds the number of job seekers, causing wage growth to 
accelerate. Most recent data show that wages are rising at a 5.5% annual rate.  
 
Capital Formation: The outlook for business capital investment is the most promising since 
the 1990s. Underlying fundamental conditions are uniquely favorable and consistent with a 
potential capital spending boom.  

 

▪ Positive Fundamentals: Record returns on invested capital, strong growth in final 
demand, and the desire to invest in labor-saving equipment and software should 
turbocharge business investment over the next two years. Business spending on 
energy and agricultural equipment, the unfolding of the government’s $1 trillion 
infrastructure program, and a rebuilding of supply chains should also support strong 
growth in capital expenditures (see chart 2). 

 
TIMING THE NEXT RECESSION 

 

The central issue facing investors is the timing of the next recession. A recession or 
economic contraction is an inevitable component of the classic business cycle, but timing 
can be elusive. I continue to believe that a recession is not imminent and is unlikely to 
occur prior to the middle of next year, at the earliest. An analysis of underlying economic 
trends strongly suggests that the classic preconditions for a recession are not evident:  

 

Chart 2: Unprecedented Growth in Capital Goods Orders 
New Orders, Nondefense Capital Goods Industries ($ Millions) 
Source: Commerce Department 
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Source: Federal Reserve 
 
 
 
 

 
 
 
 

▪ Real Interest Rates: There has never been a recession when interest rates were 
below the rate of inflation. Real interest rates are likely to remain in negative 
territory during the next 12 months, suggesting that a recession is unlikely until the 
second half of next year, at the earliest. The Fed’s main policy rate (1.75%) is well 
below the current core inflation rate of 5% (see chart 3).  
 

▪ The Yield Curve: The yield curve is arguably the single best recession indicator, 
consistently signaling a recession with lead times of 18 months. The yield curve is 
currently in a steep upward slope, with a yield spread of 150 basis points between 
ten-year bonds (3.25%) and the overnight federal funds rate (1.75%). The yield curve 
is unlikely to invert until next year, which would signal a recession in 2024  
(see chart 4). 
 

▪ Cyclical Imbalances: Recessions are typically triggered by cyclical imbalances in one 
or more sectors of the economy. The exact opposite is true today: There is a 
shortage of housing units, while the pent-up demand for investments in plant and 
equipment is enormous. Debt levels within the household and business sectors are 
at manageable levels, while banking sector financials are the best in decades. The 
only physical imbalances are excess spending on non-auto consumer durable goods 
(less than 6% of GDP) and excessive inventories at the retail level.  
 

▪ Tightening Cycle: The average lead time between the onset of a rate-tightening 
cycle and a recession has been approximately 30 months, implying a recession in 
mid-2024. However, an exceptionally aggressive monetary tightening cycle over the 
next 12 months could trigger a recession sooner than that indicated by all previous 
cycles (see table). 

Chart 3: US Economic Expansion Will Likely Persist  
Until Policy Rates Exceed Inflation 
      Federal Funds Rate ————— 
      Core Consumer Price Deflator ————— 
Source: Federal Reserve
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Chart 4: Yield Curve in Steep Upward Slope 
    Ten-Year US Treasury % Yield ————— 
    Overnight Federal Funds % Rate ————— 
Source: Federal Reserve  
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▪ Housing Construction: Residential construction has proven to be a highly reliable 
leading indicator of the business cycle. In previous cycles, housing starts have peaked 
roughly two years before the onset of recession. The number of homes started in 
April rose to 1.8 million — the highest level in 15 years and will likely mark the peak 
for the current housing cycle.   
 

▪ Corporate Earnings: The lead time between a cyclical peak in company profits and 
the onset of recession is 18 months. Earnings are expanding at a moderate pace and 
are unlikely to peak until the middle of next year, at the earliest. 

 
CONSUMER INFLATION 
 
There is an unusually wide divergence among the various inflation data. The headline 
Consumer Price Index (CPI) is near a peak for the current cycle, implying the trajectory in 
consumer price increases could be downward over the next year. The surge in inflation over 
the past year is not sustainable and should be followed by a countercyclical period of 
moderation. However, from a cyclical perspective, the long-term inflation outlook through 
2025 remains negative: The underlying inflation rate is likely to accelerate again during 2023 
and 2024, persisting at uncomfortably high levels until the next recession (see chart 5). 
 

There are three reasons to expect inflation data to moderate on a temporary basis over the 
next six to nine months:  
 

▪ In a purely statistical context, monthly comparisons should become less onerous  
as a result of what economists call base effects. 

 

FEDERAL RESERVE RATE-TIGHTENING CYCLES

LONG LEAD TIMES BETWEEN FED TIGHTENING AND SUBSEQUENT RECESSIONS

ONSET OF TIGHTENING CYCLE ONSET OF RESESSION LEAD TIME IN MONTHS

October 1954 August 1957 34 Months

May 1958 April 1960 23 Months

July 1967 January 1970 30 Months

January 1977 February 1980 37 Months

March 1988 August 1990 29 Months

January 1999 April 2001 27 Months

June 2004 January 2008 31 Months

March 2022 ?
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▪ The surging demand for durable goods is likely to abate as consumers shift their 
purchases from goods to services, resulting in falling goods prices (see chart 6). 
 

▪ Supply-chain disruptions should continue to ease as a result of improving public 
health conditions worldwide.  

 

Inflation Forecast: Currently at an average annualized run rate of 5.5%, core consumer 
inflation could decline to 3.5% later this year. However, the longer-term outlook is 
predicated upon service inflation, which comprises 70% of the Consumer Price Index and 
tends to be a lagging indicator of goods inflation. Currently at an annual rate of 5%, core 
consumer service inflation is in a rising trend and could reach 5.5% in 2023, implying an 
overall inflation rate of 4.5% in the second half of 2023 and all of 2024. Inflation should peak 
and head lower during 2025. 
 

FEDERAL RESERVE POLICY 
 

Monetary policy is arguably at the most critical juncture it has been at in decades. The Fed’s 
current 1.75% policy rate is dangerously low and well below its equilibrium level with the 
inflation rate exceeding 5%. Fed officials have finally arrived at the same conclusion and 
have signaled an urgent need to raise rates aggressively over the next six months. I expect 
the overnight federal funds rate to reach 3.5% by yearend and 4.5% during 2023. The 
critical question for financial markets is straightforward: In its determination to restore core 
inflation to its long-term target, can the Federal Reserve engineer a soft landing?    

Chart 5: Unprecedented Divergence in Inflation Measures 
    Core Consumer Price Deflator, Three-Month Annual Rate ———— 
    Headline Consumer Price Index, Year-over-Year Rate ———— 
Source: Bureau of Labor Statistics, Bureau of Economic Analysis   
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Chart 6: US Personal Consumption Will Shift From Goods to Services 
     Index of Consumer Spending on Services ————— 
     Index of Consumer Spending on Durable Goods ————— 
Source: Bureau of Economic Analysis 
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ECONOMIC OUTLOOK 
 

Pulling it all together, current economic conditions are healthy, and a recession is not 
imminent. However, implementation of an aggressive rate-tightening cycle as discussed at 
the June 15 FOMC meeting will ultimately result in a slower pace of US economic growth.  
As a reminder, there is a considerable time lag between Federal Reserve policy and the real 
economy. My forecast assumes real GDP growth of 2.5% over the next four quarters, 
slowing sharply during late 2023 and early 2024 to 1%. The probability of recession is less 
than 25% through the middle of next year but rises to 40% during the second half of the 
year and to 55% in 2024 and 2025. 
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This material is intended to provide information only. This material is not intended as advice or recommendation about investing or managing your retirement 
savings. By sharing this information, Empower is not acting as your fiduciary as defined by the Department of Labor or otherwise. If you need 
investment advice, please consult with a qualified professional. 
 
The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as 
recommendations of particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made regarding the 
suitability of any securities, financial instruments or strategies for particular clients or prospects. For any securities or financial instruments mentioned herein, 
the recipient(s) of this report must make its own independent decisions. 
 
Certain information contained herein may constitute “forward-looking statements,” (including observations about markets and industry and regulatory trends 
as of the original date of this document). Due to various risks and uncertainties, actual events or results may differ materially from those reflected or 
contemplated in such forward-looking statements. As a result, you should not rely on such forward-looking statements in making any decisions. No 
representation or warranty is made as to future performance or such forward-looking statements. 
 
The financial indices referenced herein are provided for informational purposes only. You cannot invest directly in an index. The statistical data regarding 
such indices has been obtained from sources believed to be reliable but has not been independently verified. 

Bloomberg US Aggregate Bond Index: is a broad base, market capitalization-weighted bond market index representing intermediate term investment 
grade bonds traded in the United States. Investors frequently use the index as a stand-in for measuring the performance of the US bond market. 

Dow Jones Industrial Average: is a stock market index that measures the stock performance of 30 large companies listed on stock exchanges in the 

United States. 
 
MSCI World Excluding US Equity Index: is a stock market index comprising of non-U.S. stocks from 23 developed markets and 26 emerging markets. 

The index is calculated with a methodology that focuses on liquidity, investability, and replicability.  
 
NASDAQ: is an American stock exchange at One Liberty Plaza in New York City. It is ranked second on the list of stock exchanges by market capitalization 
of shares traded, behind the New York Stock. 
 
Russell 2000 Index: is a small-cap stock market index of the smallest 2,000 stocks in the Russell 3000 Index. It was started by the Frank Russell Company 
in 1984. The index is maintained by FTSE Russell, a subsidiary of the London Stock Exchange Group. 
 
Russell 3000 Growth Index: is a market capitalization-weighted index based on the Russell 3000 index. The Russell 3000 Growth Index includes 
companies that display signs of above-average growth. The index is used to provide a gauge of the performance of growth stocks in the United States. 
 
Russell 3000 Value Index: is a market-capitalization weighted equity index maintained by the Russell Investment Group and based on the Russell 3000 
Index, which measures how U.S. stocks in the equity value segment perform by including only value stocks. 
 
S&P 500® Index: Measures the performance of 500 widely held stocks in US equity market. Standard and Poor's chooses member companies for the index 
based on market size, liquidity and industry group representation. Included are the stocks of industrial, financial, utility, and transportation companies. Since 
mid-1989, this composition has been more flexible and the number of issues in each sector has varied. It is market capitalization-weighted. 
 
These materials are not intended as an offer or solicitation with respect to the purchase or sale of any security or other financial 
instrument or any investment management services and should not be used as the basis for any investment decision. Past performance is 
not a guarantee or reliable indicator of future results. 

The information provided is not intended to provide investment advice and should not be construed as an investment recommendation by Empower or any 
associated entities. 

 
Empower refers to the products and services offered by Great-West Life & Annuity Insurance Company (GWLA) and its subsidiaries, including Empower 
Retirement, LLC.  
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