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The U.S. economy is in the late cycle period with the Fed expected to tighten monetary policy further to slow still rapid inflation. Key leading
indicators (including the yield curve) point to elevated recession risks over the next year, although the labor market has been resilient to rate
increases to date.

CYCLE END GETTING CLOSER
The business cycle chart is nearing recession
territory with the yield curve inverted and the
housing market already in a recession.

• Key recession signals, including the yield curve,
the Index of Leading Economic Indicators and
a tightening in bank lending standards point to
a likely recession over the next year.

• Our baseline forecast assumes that a moderate
recession hits in the second half of 2023. The
tightening of lending standards in the fallout of
SVB bank failure and market stresses add
downside risk to our forecast.

SUSTAINED YIELD CURVE INVERSION
The 10-year to fed funds spread remains deeply
inverted and the yield curve has shown a full
inversion for nearly four months.

• Since at least 1962, a recession has always
followed a sustained yield curve inversion,
although the depth of the inversion has not
historically correlated well with the severity of
the downturn.

• While a contraction may not be imminent, the
inversion reflects the bond market’s elevated
expectation of a recession in the year ahead.

MARKET RATE PROJECTIONS DROP
Following the turmoil in the banking sector,
financial markets are pricing in much less rate
tightening by the Fed over 2023.

• Markets now expect the Fed to ease rates
several times over the second half of 2023, a
rapid shift in expectations for Fed actions.

• The spike in volatility has added a new factor
for Fed officials to consider, but we still expect
the FOMC to be steadfast in its inflation fight
with restrictive monetary policy maintained
into 2024.

-2

-1

0

1

2

3

4

1990 1995 2000 2005 2010 2015 2020
0.0

1.0

2.0

3.0

4.0

5.0

6.0

Jan Apr Jul Oct Jan Apr Jul Oct
2022 2023

New 
Market 
Expectation

Previous 
Market 
Expectation
as of March 8

Sept
5.69%

Feb
4.63%

Sept
4.27%



Economic Review

Where we 
are this 
month

What does 
this mean

Employment
MONTHLY CHANGE IN NONFARM PAYROLLS

February’s job 
growth was solid, 
but didn’t match 
January’s surge
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still elevated 
inflation 
readings.
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Cooler trends, but only modestly so
Job growth in February was far lower than January’s stunning surge, while retail spending pulled back broadly. But services inflation was hot again
as labor conditions remain too strong to meaningfully slow price increases for consumers — adding pressure on the Fed to continue rate
tightening despite the disruptions across the banking industry.

ENCOURAGING TREND IN JOBS REPORT
Nonfarm payrolls exceeded expectations again,
growing by 311,000 in February, while the
unemployment rate climbed to 3.6 percent.

• Job growth was solid in February, but much
lower than January’s blowout number amid
signs that labor demand has eased a bit.

• With nearly two job openings per job seeker,
the labor market is still tight. However, the rise
in labor force participation and a slower pace of
wage and income growth suggest there was
some additional slack added in February.

HEADLINE INFLATION FALLS
Annual change in the CPI fell to 6.0 percent in
February, its lowest reading since September
2021, as goods disinflation continued.

• There was little easing of core inflation, which
continues to be pushed up by rising costs for housing
and services. Core services less rents only ticked
down slightly as inflationary pressures from the labor
market remain strong.

• Sticky inflation for housing and services are expected
to keep readings elevated into 2024, which should
bias the Fed towards tighter policy for longer.

SLOWDOWN IN RETAIL SALES

• January’s spending spree was likely an aberration
rather than a trend reversal. However, the
resiliency of consumer spending through February
is still stronger than expected and continues to
drive economic growth in Q1.

• First quarter real GDP growth is tracking between
2.5 to 3.0 percent — too rapid to allow inflation to
slow substantially.
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Retail sales pulled back in February — the third decline
in four months. However, given January’s surge, the
level of sales is still higher than it was in October.
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Markets shaken by banking stress
Revelations of several bank failures unnerved investors, causing equities to surrender much of their early 2023 gains and adding to worries about
flattening profit margins this year. Long treasuries topped four percent at the start of March as inflation proved more persistent. However, the yield
rally ended as fixed income markets priced in an accelerated end to the Fed tightening cycle.

A SURRENDERED RALLY
The S&P 500 index lost much of its early 2023
gains as the prospects of further Fed tightening
and banking industry woes weighed on investors.

• Equities have a wall of worry to climb in 2023
as earnings prospects fade. Downside
risks prevail, with corporate revenues under
pressure from inflation-weary consumers.

• Unlike the bond market, the equity market
does not appear to be pricing in a hard landing.
Earnings expectations remain too optimistic in
our view.

INTEREST RATES VOLITALITY
The yield on the 10-year Treasury note remained
volatile in 2023, climbing above 4.0 percent
again before falling sharply on the banking news.

• Persistent inflation concerns and the likely Fed
response raised the 10-year yield above four
percent as March started.

• The emergent banking crisis caused yields to
pull back by mid-March — emphasizing the
volatility in the current bond market as
investors assess forward rate actions by the
Fed and building signs of a downturn.

WILD RIDE FOR SHORT-TERM YIELDS
Short-term government fixed-income securities
have been pulled in two directions by Fed
commentary and bank bankruptcies.

• Policymaker comments about the need to
further raise rates lifted the yield on the 2-year
Treasury note above 5.0 percent on March 8 –
its highest level since 2007.

• But yields quickly reversed (falling as low as
4.0 percent) as the collapse of Silicon Valley
Bank and the risk of contagion across the
banking industry reduced market expectations
for Fed rate hikes over 2023 .
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Latest Forecast
Data as of March 2023

Additional hikes and 
higher rates over 2023
The Fed should lift the fed
funds rate to the 5.25-5.50
percent range by mid-year in
response to continued signs of
economic strength. This should
keep longer duration Treasury
yields higher over 2023, too.

The Fed is expected to wait to
ease rates until 2024 but this
will be highly dependent upon
the inflation outlook.

Sticky inflation likely
into 2024
Services inflation remained hot
into February. Labor conditions
should cool eventually but
elevated costs for workers
should keep inflation above
trend into 2024 — influencing
Fed policy decisions.

2022 2023 2024 2025 2026
ACTUAL ESTIMATE FORECAST

REAL GDP 2.1% 1.3% -0.2% 2.2% 1.7%

UNEMPLOYMENT 
RATE 3.6% 4.1% 5.3% 4.7% 4.3%

INFLATION 
(CPI) 7.1% 4.1% 3.0% 2.4% 2.0%

TOTAL 
HOME SALES 5.67 4.53 5.05 5.50 6.00

S&P/CASE-SHILLER 
HOME PRICE INDEX 5.8% -3.0% 2.5% 3.0% 3.5%

LIGHT VEHICLE 
SALES 13.8 14.6 15.4 16.2 16.5

FEDERAL FUNDS 
RATE 4.25% 5.25% 3.00% 2.00% 2.00%

5-YEAR 
TREASURY NOTE 3.99% 4.00% 3.10% 2.70% 2.50%

10-YEAR 
TREASURY NOTE 3.88% 3.80% 3.15% 2.90% 2.70%

30-YEAR FIXED-RATE 
MORTGAGE 6.42% 6.40% 5.20% 4.65% 4.40%

MONEY MARKET 
FUNDS 2.27% 5.15% 3.84% 2.40% 2.03%

4.1%     3.0% 

4.00%

3.80%

5.25%  3.00%  

Outlook:
Inflation & high food prices

15 min

CLICK HERE

Financial obligations ratio is relatively muted

4

Limited imbalances point to 
a milder downturn
While the economy continues to perform quite well on balance, there have been
several signposts in recent months to suggest that the recession risks are still
elevated. Federal Reserve tightening has inverted the yield curve, bank lending
standards have turned more stringent, and consumer expectations have faltered.
There remains some scope for a soft landing, but it is diminishing steadily as the
lagged effects of higher interest rates and quantitative tightening continue to take
hold. At the same time, there is little to point toward a deep downturn anytime
soon, as the imbalances that often build over the course of long expansions are
largely absent in this case. Household and corporate debt burdens are both
relatively muted, for example, while leverage in the financial system has been
reined in substantially since the Global Financial Crisis.
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Household/corporate 
debt burdens are 

much lower than prior 
pre-recession periods

Shaded areas depict recessionary periods

https://podcasts.apple.com/us/podcast/outlook-on-inflation-and-high-food-prices/id1608630785?i=1000604196905
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