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No Rush to Cut Rates

January tends to be an ornery month for economists,
and the calendar did not disappoint this year. In the
closing months of 2023, it appeared that a Goldilocks
economy was unfolding, one that featured a cooling, but
still solid, pace of economic activity amid a steady
decline in inflation. Against this backdrop, investors
had fully priced in expectations of a Federal Reserve
rate cut as early as March; stock prices rallied strongly,
and bond yields plunged. But as the notable baseball
philosopher, Yogi Berra, famously said 'the game ain't
over till it's over”. As the curtain rose on 2024, things
appeared to be going off the rails. Instead of cooling,
some key economic indicators, most notably job
growth, came in hotter than expected in January
and, more disconcerting, inflation picked up.

To its credit, the Fed never capitulated to the growing
rate-cutting pressure late last year. Despite the sig-
nificant cooling of price pressures over the second
half of the year, it was not convinced that inflation
was firmly on the path to its 2 percent target. Wages
were still growing too rapidly, service price increases
remained elevated, and the economy as well as the
job market continued to chug along in the face of
more than 5 percentage points of interest-rate increases
since early 2022. Still, the Fed did pivot away from its
rate-hiking campaign, projecting rate cuts in 2024—
just not as early or as steep as traders were expect-
ing.

For a while, the markets and the Fed were at
Cross-purposes, as investors entered 2024 still ex-
pecting the central bank to cut rates early in the
year. However, the employment and consumer price
reports for January quickly put the kibosh on that
notion. As the March policy meeting approaches,
No one expects a move, as investors are now fully
aligned with the Fed's ongoing intention to keep
rates "higher for longer”. The earliest rate cut that is
currently priced into the markets is May, and if in-
coming reports echo the strength in jobs and infla-
tion shown in January, the first reduction could be
delayed to the summer. The direction inflation takes
in coming months not only impacts monetary policy
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and interest rates, but it could also influence the
presidential election.

Inflation and the Elections

The presidential election is rapidly approaching, and
the post-pandemic bout of alarmingly high inflation
has pushed this issue to the top of people’s concerns.
How voters perceive inflation, among other economic
developments, will influence the outcome of what

is set to be a rematch between incumbent President
Joe Biden and former President Donald Trump. To be
sure, subjective matters influence voter decisions, but
they are impossible to build into economic models
that rely on objective data to generate projections.
However, polls show that Americans care deeply
about inflation, and there are three scenarios that
voters in key battleground states may bring with
them to the ballot box on election day.

The first scenario — which is aptly known as the
sticker-shock situation - is one in which voters fixate
on the cumulative increase in the level of consumer
prices since Inauguration Day. This is the scenario that
grabs headlines, as it is the one that people complain
loudly about. Their anger is directed particularly
towards items that are frequently purchased — such
as groceries and gasoline — that cost 20 percent or
more than on inauguration day. Unsurprisingly, this is
the model that produces the most unfavorable result
for the incumbent president.

While households typically focus on the level of
prices — especially on basic necessities like food and
energy — economists prefer to look at the change in
consumer prices. The second scenario assumes that
swing voters think more like economists and reward
the incumbent president for the moderation in inflation.
Clearly, inflation has fallen dramatically since hitting a
peak in the fall of 2022. Even with the January surprise
acceleration, the annual increase in the consumer
price index has plunged to 3.1 percent from its 9.1
percent peak. What's more, prices of many products
are actually falling, particularly big-ticket items like
used autos; indeed, prices of all goods, excluding
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food and energy, are lower than they were a year
ago for the first time since the post-pandemic inflation
cycle got underway in 2022.

The third scenario is constructed in the spirit of what
is commonly known as the misery index, a measure
originally developed by economist Arthur Okun
during the Carter Administration. This index is calculated
by adding the annual inflation rate to the unemploy-
ment rate. Thanks mostly to the inflation retreat, this
gauge has also fallen precipitously over the past year
but is about where it was on inauguration day. On

its face, therefore, it should not move the needle in
voters minds one way or the other.
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The January Effect

It is a time-honored adage in economics that one
month does not make a trend. While that is true for
any month, it is particularly the case when it comes
to January. It's important to remember that this
month follows some key holidays, including Christmas,
Hanukkah and Thanksgiving. Companies ramp up
seasonal hiring leading up to those events to ac-
commodate an anticipated rush of sales. Conversely,
when those holidays are over and sales revert to normal
patterns, companies lay off those same workers.

The government statisticians recognize seasonal hiring
quirks and adjust incoming data so that their seasonality is
removed, and apples are compared to apples when
gauging changes from month to month. However,
the seasonal adjustments also change from year to
year to account for evolving trends and it appears
that they have become less reliable in the post-pan-
demic environment, which has upended traditional
spending and hiring patterns. With labor costs acceler-
ating amid a tight labor market, it's likely that companies

hired fewer seasonal workers than usual leading up
to the holidays and, hence, had fewer layoffs than
normal in January. Since the seasonal adjustment
factors assume larger layoffs, they yielded a surprisingly
strong seasonally adjusted increase in jobs in January
that probably overstates the strength of the job market.

A similar story may apply to the surprisingly hot
consumer price report during the month. January

is when businesses tend to reset prices to recover
the higher costs incurred over the previous year. Not
only did worker earnings stage a robust advance last
year — well above the pre-pandemic trend — it was
the first time since 2020 that average hourly earnings
increased faster than consumer prices. Recall that
some major union contracts that generated hefty pay
raises were negotiated during the year. Importantly,
service sector employees received the biggest wage
increases, as labor shortages were particularly severe
for restaurants, hospitality, and health care workers.
This is significant because labor costs have a much
bigger influence on prices in the services sector than
they do in the goods-producing sectors.

Bumpy Road

We suspect that the larger than expected increase in
the consumer price index in January was influenced
by these one-off factors, just as the surge in payrolls
reflected fewer layoffs than normal rather than a
burst of actual hiring. Both inflation and job growth

Workers Catch Up To Inflation
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should revert to a cooling trend in coming months.
That said, the hotter than expected data during the
month was a wake-up call for rate-cutting advocates
who believed that the inflation retreat was on a one-
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way path towards 2 percent, encouraging the Fed
to cut rates sooner than later. The economy rarely
moves in a linear fashion, as potholes are more
likely than not to cause mid-course corrections.
The challenge for policy makers is to recognize
the bumps in the road and remain focused on the
broader picture.

Odds are, just as the Fed held firm while inflation reced-
ed late last year, itis not likely to let a one-month
flareup in consumer prices and job growth sway it
from its intention to lower rates later this year. That
plan — to cut rates by about three-quarters of a per-
cent — was presented in the economic projections
at the December policy meeting, when the pros-
pect for a soft landing loomed large. Unfortunately,
the financial markets took that prospect and ran
with it, racing far ahead of reality. The wake-up call
in the January data brought investors back to their
senses. That said, this is no time for complacency
and the Fed needs to stay nimble in its approach to
policy in coming months.

Keep in mind that the economy has landed in a
good place - still chugging along even as inflation
is receding — due to a combination of flexible policy
decisions as well as good luck. When the Fed realized
that it waited too long to start pushing back on in-
flation - believing it was due to a transitory shock —
it abruptly changed course and aggressively slammed
on the brakes starting in the spring of 2022. That
delayed response led to a long catch-up phase that
generated the steepest rate-hiking cycle in more
than forty years. Importantly, it stayed the course
until pausing in July of last year despite mounting
calls that the economy would suffer a hard landing.

Good Luck
The fact that the economy remained so resilient

has as much to do with luck as with policy decisions.

In fact, the Fed was prepared to accept a mild
recession to conquer the inflation dragon and was
just as surprised by the economy’s muscular per-
formance late last year as everyone else. Clearly, it
underestimated the firepower that the huge pandem-
ic-era savings buildup had in stoking the economy’s

growth. It also underestimated the supply of workers
that would return to the labor force, allowing wage
growth to cool amid a hot job market.

However, banking on more good luck is not a
strategy; the Fed's decision to keep rates higher for
longer — which was reaffirmed at the late January
policy meeting— heightens the risk that a hard
landing will be the price paid for overstaying the
inflation fight. The hotter than expected January
data validates the Fed's decision to keep rates
elevated for now, but it also signaled that it is more
concerned about cutting rates prematurely before
inflation is decisively under control rather than waiting
too long and risk a recession. That preference is a
bit odd, as there is a lot of disinflation in the pipeline,
particularly for goods, and the wage hikes last year
that are putting pressure on service prices are in the
rear-view mirror. If the central bank waits for clear
signs that the job market, as well as the broader
economy, is deteriorating, it will be behind the
curve, much as it was behind the inflation curve in
the spring of 2022. In that case, it will require a lot
of luck to avoid a recession.
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Key Economic Financial Indicators

FINANCIAL INDICATORS*

12-Month Range

January December November October September August July High Low
Prime Rate 8.50 8.50 8.50 8.50 8.50 8.50 829 8.50 7.74
3-Month Treasury Bill Rate 522 5.24 527 5.34 5.32 5.30 5.25 5.34 4.65
5-Year Treasury Note Rate 3.98 4.00 4.49 4.77 4.49 4.31 4.14 4.77 354
10-Year Treasury Note Rate 4.06 4.02 4.50 4.80 4.38 4.17 3.90 4.80 3.46
30-Year Treasury Bond Rate 4.26 4.14 4.66 4.95 4.47 4.28 3.96 4.95 3.68
Tax-Exempt Bond Yield 3.36 3.36 3.83 413 3.93 3.77 3.64 4.13 3.36
Corporate Bond Yield (AAA) 4.87 4.74 5.28 5.61 513 4.95 4.66 5.61 4.47
Conventional 30-Year Mortgage Rate 6.64 6.82 7.44 7.62 7.20 7.07 6.84 7.62 6.26
Dow Jones Industrial Average 37764 36948 34705 33319 34319 34881 34777 37764 32483
S&P 500 Index 4804 4685 4460 4269 4409 4457 4508 4804 3969
Dividend Yield (S&P) 1.47 1.48 1.54 1.61 1.63 1.54 152 173 1.47
P/E Ratio (S&P) 233 22.9 219 20.6 21.0 221 22.0 233 18.9
Dollar Exchange Rate (vs. Major Currencies) 120.6 120.2 1217 123.9 122.1 120.4 118.6 123.9 118.6
*Monthly Averages
12-Month Range
January December November October September August July High Low
Housing Starts (Thousands of Units) 1331 1562 1512 1376 1356 1305 1451 1583 1305
New Home Sales (Thousands of Units) 664 615 676 698 654 728 728 615
New Home Prices (Thousands of Dollars) 413 426 415 427 440 435 626 413
Retail Sales (% Change Year Ago) 0.6 53 3.6 2.2 4.0 2.8 2.8 53 0.6
Industrial Production (% Change Year Ago) -0.1 0.0 03 -0.9 -0.1 0.0 0.1 0.9 -0.9
Operating Rate (% of Capacity) 78.5 78.7 78.8 78.6 79.4 79.4 79.5 79.8 78.5
Inventory Sales Ratio (Months) 137 137 137 136 137 139 1.40 136
Real Gross Domestic Product (Annual % Change) 33 4.9 4.9 2.0
Unemployment Rate (Percent) 37 37 37 3.9 3.8 3.8 35 3.9 34
Payroll Employment (Change in Thousands) 353 333 182 165 246 210 184 353 146
Hourly Earnings (% Change Year Ago) 4.5 43 43 43 4.5 4.5 47 47 43
Personal Income (% Change Year Ago) 47 4.6 43 4.6 4.8 4.8 5.8 43
Savings Rate (Percent of Disposable Income) 37 4.1 4.1 3.8 4.4 4.4 53 37
Consumer Credit (Change in Blns. Of Dollars) 16 235 7.1 10.1 -15.2 11.5 32.6 -15.2
Consumer Prices (% Change Year Ago) 31 34 31 3.2 37 37 33 6.0 3.0
CPI Less Food & Energy (% Change Year Ago) 3.9 3.9 4.0 4.0 41 43 47 5.6 3.9
Wholesale Prices (% Change Year Ago) 0.9 0.9 0.7 11 1.8 19 12 4.8 0.4
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