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A Tale of Two Inflation Pictures

Economists typically need two hands
when weighing the significance of
contrasting data, and this week’s
inflation reports are no exception. On
the one hand, the latest read on
prices showed headline inflation

cooling for the second consecutive Lindsey M. Piegza, Ph.D

month with some categories showing Chief Economist

vast improvement from peak levels. e

On the other hand, certain categories continue to climb, leaving broad-based inflation
still uncomfortably elevated.

From a consumer standpoint, while any inflationary relief is welcome, a further step back
in costs is desperately needed. And from a policy standpoint, while a reduced pace of
ascension is encouraging and may serve to justify smaller rate hikes going forward, it
falls well short of a meaningful decline in prices. And that will likely keep pressure on the

Federal Reserve (Fed) to continue along a pathway to higher rates, despite mounting

evidence of weakness in the domestic economy. laLiEn €. Mendaasi
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The Consumer Price Index (CPI) unexpectedly rose 0.1% in August contrary to
expectations fora 0.1% decline. Year-over-year, however, consumer prices continue to
slow their rate of growth, up 8.3%, down from the 8.5% pace reported the month prior,
albeit still near a four-decade high.

Food prices rose 0.8% in August and 11.4% over the past 12 months, while energy
prices dropped 5.0% on the month, following a similarly sized decline in July. Despite the
monthly retreat, energy prices have risen nearly 24% from this time last year, down from
a near-term peak of 42% in June.

Stripping out the volatile food and energy components, the core CPI rose 0.6% in August,
double the 0.3% rise expected. Year-over-year, the core CPl increased 6.3% last month,
rising from a 5.9% pace in July, albeit still below the near-term peak of 6.5% in March.

In other details, housing prices, medical care costs, and apparel prices, as well as

education and communication costs continue to climb higher rising between 0.5% and S I IFEL
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8% over the past 12 months. Even transportation and commaodities costs, which were
down 2.3% and 0.8% in August, rose 13% and 11% on an annual basis.

Producer Prices

Producer prices, meanwhile, fell 0.1% in August, in line with expectations and following a
0.4% decline in July. Year-over-year, producer prices rose 8.7% in August, less than the
8.8% gain expected and down from a 9.8% increase in July.

In the details, energy prices dropped 6.0% in August, the second consecutive month of
decline, while food prices were unchanged (0.0%) from the prior month. Excluding food

and energy costs, the core PPl rose 0.4%, a tenth of a percent more than expected. Year-

over-year, the core PPl increased 7.3% in August, a ten-month low, albeit more than the
7.0% annual increase expected.

Similar to the CPI report, declining energy prices were the primary driver of the headline
PPI report reflecting welcome reprieve at the pump despite rising pressures in other
categories. Peaking at $5.02 on June 13, according to AAA, the national average of gas
has dropped to $3.69 a gallon as of September 16, a 16% reduction.
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investors have now
seemingly bought into
the Fed’s more aggressive tone. Two stronger-than-expected employment reports,
positive, albeit moderate, consumer activity, and Federal Reserve Chairman Jerome
Powell’s clearly articulated need for a prolonged period of pain for households and
businesses tipped the scale back in the direction of a more sizable hike in September.
The latest read on August inflation, however, was the final straw needed to put investors
over the edge.

While one month’s data point, particularly a tenth of a percentage point in either
direction would not be enough to sway the market in more normal times, today, with a
hyper-focus on prices, it appears to be more than sufficient. In fact, the larger-than-
expected increase in monthly consumer costs appears to have solidified a third-round
75-basis-point (bps) increase next week. Meanwhile, the minimal retreat in producer
prices should remove any mounting pressure for a larger 100 bps hike (or more).
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GLOSSARY

CPI = Consumer Price Index

FOMC — Federal Open Market
Committee

PP| — Producer Price Index
GDP — Gross Domestic Product

SEP — Summary of Economic
Projections

YoY — Year over Year
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As of September 13, the market is fully pricing in a 75-bps hike with a larger increase of
100 bps gaining some momentum, at roughly a 22% probability.

LONGER-TERM OUTLOOK
Of course, while day traders and Fed watchers are engrossed in the debate of the
potential size of the September rate hike, the outcome next week is somewhat

inconsequential. The real question is how the Fed will proceed in the coming months with

additional data points painting a clearer picture of both growth and inflation, as well as
the labor market. How high will the federal funds rate climb and by when? Will the Fed
pause by year end, or early next year? When can the market expect the first rate cut?

According to Bloomberg’s September Forecast Survey, the Fed is expected to reach a

terminal rate of 3.88% by the first quarter of 2023 and begin to cut rates as early as the
second quarter of 2023. While investors are convinced the Fed will hike another 75 bps
on September 21 and potentially 1700 bps more by the end of the year, taking the upper

bound of the Committee’s target range to 4.25%, the majority of market players anticipate
policy makers will quickly reverse course and lower the target rate to 3.50% by the end of

2023.

Such an “optimistic” forecast, however, is based on the underlying presumption that

inflation behaves and continues to retreat nearer the Fed’s preferred 2% target range over

the coming months. As this week’s inflation reports indicated, a clear and accelerated
retreat in prices, however, may remain a utopic and unobtainable outcome. At the very
least, reining in inflation is likely to prove more complicated than expected as price

pressures remain more persistent in nature. Thus, arguably, more important than even the
presumed trajectory of policy is the Fed’s expected pathway for prices, second only to the

realized pathway of prices.

Along with the policy announcement next week on Wednesday, the Fed will also release
an updated version of its Summary of Economic Projections (SEP). Given the Fed’s
heightened rhetoric regarding restoring price stability and the painful consequences that
such an effort would
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raise rates to roughly 3.5% by the end of the year with a terminal rate of 3.75% in 2023.
In terms of inflation, mid-year projections showed policy makers anticipating a sizable
reduction in costs to 5.2% by year end and further to 2.6% by the end of 2023, with a
steady outlook for 1.7% GDP over the next 18-24 months. More recently, however, at
least some Fed officials have indicated the federal funds rate may reach 4% or higher with
inflation stubbornly elevated through the fourth quarter and posing a larger downside risk
to growth.

WHAT TO EXPECT

With the market clearly in the camp of a 75-bps hike, the Fed is likely to take advantage of
the green light to “go big” for the third consecutive meeting. Going forward, however, as
policy has now presumably moved beyond neutral, with emerging evidence of weakness
from slowing activity in housing and production to waning momentum in spending and
negative topline growth, without an equally sized reduction in costs, the Fed will struggle
to maintain a balance between moderating prices and providing support to a potentially
failing economy. At this point, the Fed has been clear that pain is not only likely, but
necessary to achieve its inflation goals. As recessionary conditions become increasingly
apparent, the big question is will the Fed be able to hold the line?

Lindsey Piegza
Ph.D., Chief Economist
piegzal@stifel.com
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DISCLAIMER

The information contained herein has been prepared from sources believed to be reliable but is not guaranteed by us and is not a complete summary or statement of
all available data, noris it considered an offer to buy or sell any securities referred to herein. Opinions expressed are subject to change without notice and do not take
into account the particular investment objectives, financial situation, or needs of individual investors. There is no guarantee that the figures or opinions forecasted in
this report will be realized or achieved. Employees of Stifel, Nicolaus & Company, Incorporated or its affiliates may, at times, release written or oral commentary,
technical analysis, or trading strategies that differ from the opinions expressed within. Past performance is no guarantee of future results. Indices are unmanaged, do
not reflect fees or expenses, and you cannot invest directly in an index.

Asset allocation and diversification do not ensure a profit and may not protect against loss. There are special considerations associated with international investing,
including the risk of currency fluctuations and political and economic events. Investing in emerging markets may involve greater risk and volatility than investing in
more developed countries. Due to their narrow focus, sector-based investments typically exhibit greater volatility. Small company stocks are typically more volatile
and carry additional risks, since smaller companies generally are not as well established as larger companies. Property values can fall due to environmental,
economic, or other reasons, and changes in interest rates can negatively impact the performance of real estate companies. When investing in bonds, it is important to
note that as interest rates rise, bond prices will fall. The Standard & Poor’s 500 index is a capitalization-weighted index that is generally considered representative of
the U.S. large capitalization market. The Dow Jones Industrial Average (DJIA) is a price-weighted average of 30 significant stocks traded on the New York Stock
Exchange (NYSE) and the NASDAQ. The DJIA was invented by Charles Dow back in 1896. The MSCI EAFE index (Europe, Australasia, and the Far East) is a free float-
adjusted market capitalization index that is designed to measure the equity market performance of developed markets, excluding the U.S. and Canada. The NASDAQ
Composite Index is a capitalization-weighted index that is comprised of all stocks listed on the National Association of Securities Dealers Automated Quotation System
stock market, which includes both domestic and foreign companies.
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