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Summary and Major Conclusions: 

 
As I have repeatedly noted, the future path of inflation is the critical variable in the outlook for 
financial markets. As such, the Consumer Price Index (CPI) for July announced last Wednesday 
provided welcome relief for both the Federal Reserve and the stock and bond markets, with 
consumer prices increasing at the slowest monthly pace since the early months of the pandemic in 
2020.  

 
The equity market rallied strongly on the news, with gains of 4% in the S&P 500 and NASDAQ in the 
space of only three trading days. The small-cap Russell 2000 jumped by 5.5%. Beyond the CPI, there 
is a broad base of data suggesting that the trend in inflation is likely to be lower over the next 12 
months, with favorable implications for monetary policy, the economy, and market prices of risk 
assets.  

 

▪ Headline CPI for July was unchanged from the previous month, as the decline in goods 
prices more than offset the rise in service sector prices. Excluding food and energy, core CPI 
rose by 0.3%, the slowest monthly increase since September 2021. The year-over-year 
increase in headline and core CPI declined to 8.2% and 5.8%, respectively. 
 

▪ The sharp slowdown in inflation can be attributed to three broad factors: (1) A decline in 
used car prices; (2) A sharp slowdown in prices of services associated with the reopening of 
the economy, such as airfare, hotel rates, and restaurant prices; and (3) Selling price 
pressures at major retail chains resulting from excess inventory on such items as apparel, 
household durable goods, and sporting goods.  
 

▪ The unprecedented gap between the core CPI and the core Personal Consumption 
Expenditures Price Deflator (PCE) persisted in July. On a year-over-year basis, the rise in core 
CPI of 5.9% remains well in excess of that of the PCE deflator of 4.8%. On a six-month 
annualized basis, the core PCE deflator of 4.5% is below the core CPI of 5.8%. 
 

▪ Virtually all economists agree that the CPI is flawed in its construction and that the PCE 
deflator is a more accurate measure of consumer inflation. As an example, nearly 40% of the 
CPI is comprised of input costs related to housing — and rents in particular — which is highly 
disproportionate relative to consumer budgets. The Federal Reserve’s long-term core 
inflation target of 2% is based on the PCE deflator.  
 

▪ There are other indicators suggesting that consumer inflation has peaked and could be in a 
sustained downtrend: 

 
1. The producer price index (PPI) for July fell by 2% 

2. Commodity prices have declined by 20% from the March 2022 peak 

3. Global supply chains are gradually improving 

 

 

Pulling it all together, 
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conclude that inflation is 

at an inflection point.     

My forecast assumes that 

inflation will trend lower 

over the next 12 months, 

led by declines in prices of 

consumer goods. A steady 

slowdown in the inflation 

rate has positive 

implications for monetary 

policy. Assuming a 

favorable outlook for 

inflation early next year, 

the Fed could decide to 

pause and hold rates 

steady during the first half 

of the year.  

 

 

 

 

 

 



 

    

         Available for Participant Use 
 

2 

     Economic Perspective                                                                        August 17, 2022 
 
 

 

4. Delivery times among manufacturers have shortened in recent months 

5. Purchasing managers are reporting a sharp slowdown in input prices 

6. Labor costs are showing some preliminary signs of easing 

 

▪ Pulling it all together, investors can safely conclude that inflation is at an inflection point. My 
forecast assumes that inflation will trend lower over the next 12 months, led by declines in 
prices of consumer goods. Compared with monthly increases of 0.55% during the first half 
of this year — equivalent to an annual rate of 6.8% — the core PCE deflator could slow to an 
average monthly increase of only 0.35% during the second half of this year, an annual rate 
of less than 4.5%. 
 

▪ A steady slowdown in the inflation rate has positive implications for monetary policy. It is 
virtually certain that the Federal Reserve will hike its policy rate on September 21 and 
November 2, with a further rate hike possible on December 14, lifting the federal funds rate 
to around 3.5% at yearend. But a temporary respite is likely to follow this first phase of the 
tightening cycle. 
 

▪ Assuming a favorable outlook for inflation early next year, the Fed could decide to pause 
and hold rates steady during the first half of the year. The federal funds futures market is 
signaling actual rate cuts during 2023. I disagree. The combination of a strengthening 
economy next year and still elevated service inflation would not justify a reduction in policy 
rates, in my judgment. 
 

▪ Nonetheless, a steady albeit gradual decline in inflation also has favorable implications for 
economic growth. Falling inflation would support somewhat faster growth in real GDP, 
predicated on an improvement in consumer purchasing power and a lessening of hawkish 
rhetoric from Federal Reserve officials. Spending would also benefit from a relaxation in 
financial conditions, facilitated by stability in the US Treasury market, and narrowing credit 
spreads on corporate bonds.  
 

▪ There are other factors supporting the domestic economy in 2023, including a continued 
rebound in spending on consumer services; improving business and consumer confidence; 
continued strong job creation; and a potential rebound in housing construction if mortgage 
rates fall below 4.5%. Capital formation could strengthen significantly in both 2023 and 2024 
as the Infrastructure Investment and Jobs Act passed by Congress in 2021 begins to kick in 
following a one-year lag.  
 

▪ As I have stated on many occasions, inflation is the critical independent variable in the 
outlook for financial markets. A favorable outlook for inflation over the next 12 months 
should boost economic growth and support corporate profitability. The equity market is a 
forward-looking indicator, discounting economic conditions three to six months in the 
future. 
 

▪ With respect to the outlook, the economic and policy conditions that I envision in six 
months includes the following: Faster economic growth; a declining trend in inflation; less 
hawkish rhetoric from the Federal Reserve; improving prospects for company earnings;  
stability in the fixed-income market; and a falling US dollar. 
 



 

    

         Available for Participant Use 
 

3 

     Economic Perspective                                                                        August 17, 2022 
 
 

 

▪ The equity market has already recouped more than 50% of its cumulative bear market 
losses through mid-June, and further price appreciation appears likely through yearend. I 
continue to expect the S&P 500 to reach new highs during the first half of 2023. 
 

▪ Unfortunately, the longer-term outlook is less favorable: Economic and policy conditions 
could worsen beginning in the second half of next year, as prospects for economic growth 
strengthen, thereby reviving inflationary pressures. Persistently high service inflation could 
prevent core inflation from moving below 3.5% in the absence of an abundance of economic 
slack engendered by a recession.  
 

▪ In a perverse manner, falling inflation could in fact sow the seeds of its own destruction, 
with economic growth accelerating during the course of 2023. As inflationary pressures 
build with a strengthening economy, the Fed would be compelled to resume its tightening 
cycle. Long-term interest rates would move higher along with the rise in both policy rates 
and inflationary expectations. These developments could put the equity market at serious 
risk. 
 

▪ The timing of the next recession — which could be in 2024 or 2025 — is dependent upon 
the future path of monetary policy. The critical question is: Will the Federal Reserve 
persevere in its mission to restore core inflation to its traditional 2% target, thereby 
inducing a recession; or will the Fed accept 3.5% as the new normal and choose to tolerate 
higher inflation data in order to avert a recession and rising unemployment? This question 
cannot be answered at this time.   
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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 Empower Annuity Insurance Company of America and its subsidiaries, including Prudential 
Retirement Insurance and Annuity Company and Empower Retirement, LLC. 

“EMPOWER” and all associated logos and product names are trademarks of Empower Annuity Insurance Company of America.   
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