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For the first time in this cycle, Federal Reserve chair Jay Powell cheerily intoned on Wednesday
that “a disinflationary process has started”. Accordingly, the Fed further slowed the pace of
tightening—hiking the main policy interest rate by 25bp (to just under 4.75%), as opposed to
prior increments of 50bp and 75bp. So given this apparent disinflationary dynamic, why is
Powell and his policymaking committee still signaling “ongoing increases” in rates?

First, consider the growing evidence of a slowdown in US inflation (a.k.a., disinflation). The
Fed’s favored measure—the price index on personal consumption expenditures—is already
trending back toward 2%. Over the last three and six months, annualized PCE inflation has
averaged 2.1%, down from 5.0% over the past year, to put it basically on target.

While headline inflation can be volatile, most indicators suggest this disinflation is not “transient”.
The less noisy core PCE index is trending lower, averaging an annualized 2.9% over the past
three months, down from 3.7% in the past six months and 4.4% in the last year. While Fed vice
chair Lael Brainard and other policymakers do not see evidence of an upward wage- price
spiral, they must take comfort in the recent slowdown in wage growth. The best measure—the
employment cost index—released earlier this week showed wage growth slowing to 5.1% year-
on-year in 4Q22, down from 5.2% in 3Q and 5.4% in 2Q. Add in another sub-50 reading from
the ISM manufacturing PMI (at 47.4 for January), and this week’s data generally supports the
message that existing policy and financial conditions in the US are successfully weighing on
demand and price pressures.

This week’s data releases did throw one spanner in the works. Job openings measured by the
JOLTs release jumped in December, reversing much of the downtrend seen in the last eight
months. This matters since one of Powell’s favorite indicators of labor market supply and
demand is the ratio of job openings to unemployment. If this reading marks the start of a new
trend— whether stable or rising—it implies a US recession may not yet be in the works and the
Fed may need to keep hiking interest rates.

However, there is reason to think the jump in JOLTs is noise. Private-sector measures of job
openings (job postings on Indeed.com) continue to decline. Wage growth is slowing, and more
forward-looking data within the JOLTS report continues to point to a softening labor market.

Consider the ratio of quits to layoffs, a handy leading indicator of Powell’s favorite job openings-
to-unemployment ratio. Lots of resignations show workers to be confident, as people usually quit
a job when a better opportunity awaits. In contrast, lots of layoffs indicate wary employers, since
a downgraded outlook often calls for cost-cutting. Put together, a decline in the quits-to-layoffs
ratio signals falling confidence from one or both sides of the employment contract and a
softening labor market. This ratio peaked in December 2021, foreshadowing a rollover in job
openings/unemployment three months later. With this measure still falling in December, the
rebound in the job openings-to-unemployment ratio could be a head fake.
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While labor market data is still solid, recessions usually start with employment and wage data
rolling over from robust levels. Hence, there is good reason to pay as much attention to the
direction of travel with labor market data as to levels. So, why is Powell and his committee
signaling ongoing rate hikes, with two or more still to come? There are three probable, and not
mutually exclusive, explanations for his approach:

1. Powell wants more data to confirm a “disinflationary process” has duly started. If so, then
more soft data could result in a pause at one of the next two Fed meetings, in spite of
Wednesday’s statement. Note that upcoming CPI data will have to be handled with care
given methodology changes (see Is The US Fudging Inflation Data?).

2. The Fed chair expects to pause soon, but does not want to undermine that outcome by
prematurely easing market conditions through dovish promises. If correct, the chance of a
pause at one of the next two meetings is also high, provided markets and data cooperate.

3. Powell wants to err on the side of overtightening since he sees runaway inflation as a
bigger problem than subpar inflation. If this is the primary explanation, it will take very
weak data to convince him to pause and a US recession will be all the more likely.

With the policymakers’ statement anticipating “ongoing increases” in the target rate, the base
case must be that the Fed hikes at least one more time. However, there is good reason to
expect US growth and inflation data to keep heading toward a disinflationary bust—and possibly
a recession. If so, the Fed may need to revise its stated plans.
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