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With a presidential election looming, geopolitical tensions
escalating and a central bank considering amajor shift initspolicy
stance, 2024 1o0okstobean eventful year withawiderangeof possible
outcomes. Sofar, thefinancial marketsaretakinga“what meworry”
attitude, as stock prices have hit new records and businesses have
hadlittletroublerai singhugeamountsof fundsinthecapital markets.
One reason for market complacency, of course, is that unfolding
developments and the swirl of uncertainty facing the nation have
hardly put a dent in the economy. The job market is still chugging
along, incomesarerisingamid easinginflation, consumersaregrum-
bling about high pricesand interest rates but continueto spend, and
household as well as business balance sheets are in good shape.

Simply put, recession fearsthat weresorampant last year have
been put on the back burner, asthe economy seems able to weather
anything thrown at it, including a pandemic, wars, inflation and
skyrocketing interest rates since the spring of 2022. A sense of
invincibility, however, isnot an effectiveweapon against adversity.
Indeed, history shows that the economy usually appears muscular
in the months before a recession strikes, much like the current
backdrop. But whenthingsstart togo bad, they tend to go bad quickly
and are difficult to stop. That’s not to say a burst of misfortune in
inevitable. A soft landing where the stars align to bring about
sustai ned growth, high employment andlow inflation may well bein
the futurefor the U.S. economy; indeed, many more commentators
believethat suchaGoldilocksscenario hasachanceof materializing
than afew months ago.

Butluck aswell assmart decisionswill needtoplay aroleinthe
process. Luck wouldinvolvean easing of Mid-East tensions, limited
economic ramificationsfromthe Russia/lUkraineconflictandacalm
political process|eading up to the November el ections. Smart deci-
sionswill also berequired of policy makerswho are debating when
and by how much to cut interest ratesthisyear. But smart decisions
mean that the Federal Reserve needs smart datato guideit, and that
may bedifficulttoobtainearly intheyear. That’ swhenincoming data
are corrupted by unpredictable winter weather and by the resetting
of pricesand wagesthat may temporarily give adistorted picture of
underlyinginflationandincometrends. Tobesure, policy makersare
not flying blind; but any misinterpretation of reality due to faulty
information canlead to misguided policy decisionsthat haveharmful
economic effects down the road. Hopefully, spring will bring more
clarity on the economy beforeit istoo late.

The Fed Stays the Course
In the waning months of 2023, most economists thought the

Noisy Data Complicates Fed Palicy

economy was poised to roll over and would need the Fed to step
inquickly tostaveoff arecession. After all, inflation had tumbled
dramatically over the second half of the year and the 2 percent
target sought by policy makersseemedwell withinreach. Slowing
growth, the ongoing healing of supply chain bottlenecksand the
potential bitefromtheFed’ saggressiveratehikingcampaignwere
coalescing into areceptive backdrop for the Fed to start cutting
rates sooner rather than later.

But asthe calendar turned to 2024, some key datarefused
tofollow thescript. Bothjob creationandinflation camein hotter
than expectedin January and February, prompting the marketsto
rethink thewisdom of agrowth-stimulating ratecut. Toitscredit,
the Fed had steadfastly resisted calls for an imminent rate cut,
clashing with traders who were pricing in not only an early
reductioninratesbut at | east four more beforetheend of theyear.
Followingthedatafor January and February, however, that divide
between the Fed and the markets has closed; for thefirst timein
awhile both traders and policy makers are on the same page.

Unsurprisingly, at the March 19-20 policy meeting, Fed
officials reaffirmed their “wait-and-see” approach, keeping the
policy rateunchanged at the’5.25-5.50 percent rangein placesince
last July. Also, unsurprisingly, the marketsappl auded this stand-
pat approach, recognizing that therisk of stoking higher inflation
was just as high as the risk of bringing on a recession. In its
updated projections Fed officials still expect to cut rates three
timesthis year, but the starting date remains up in the air.

Showing Patience

As aways, the Fed is being data dependent. As Chair
Powell reiterated at his post-meeting press conference, inflation
ismovingintheright direction (down) but not asquickly ashoped.
By itself, that won't derail the predicted rate cuts; inflation does
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not haveto hit the 2 percent target for the Fed to pull therate-cutting
trigger, only that it ismoving sustainably towardsthat goal. Unfor-
tunately, the data over thefirst two months of the year suggest that
progress on inflation front may have stalled, as both consumer and
producer prices (the cost of goods to businesses) ticked higher.

What’'s more, job growth, as noted earlier, also came in
stronger thanexpected. That, inturn, createsmorepaychecks, which
should support demand and give businesses the ability to keep
raising prices. No doubt, both the strength in the job market and
hotter consumer price data have given the Fed |ess confidence that
inflationwill continueto retreat, something that Chair Powell noted
in his post-meeting press conference on March 20.

But just asthe Fed did not respond in knee-jerk fashionto the
steepinflationretreatin 2023 by cuttinginterest rates, itisnot about
to overreact to two-months of firmer-than-expected price data by
turning more hawkish. AsPowell noted, itisunclear if theuptick in
inflation in January and February is just a bump in the road, or
something more durable. Since Fed officials did not change their
prediction of three rate cuts this year that they put forward in
December, they till believethat theinflation retreat will resumein
comingmonths. Theroadwill bebumpier, but thelast mileto 2 percent
was aways thought to be the hardest.

Questioning the Data

So why isthe Fed downplaying the hotter inflation data over
the past two months? Historically, the consumer price index in
January and February increasesfaster thaninany other month of the
year. Inthe 10 years prior to the pandemic the core consumer price
index, whichexcludesvolatilefood and energy pricesandisconsid-
ered more representative of underlying inflation, increased by an
average of 4.1 percent at an annual rate, much higher than every
subsequent month and more than double the 1.5 percent average
fromMarch through December.

Onereason isthat businesses reset pricesin January to cover
wageand other costincreasesincurred over thepreviousyear. While
thisisarecurring phenomenon, the statisticiansusually do not fully
remove the early-year bump in prices through the seasonal adjust-
ment process. This statistical quirk extends into February because
the Labor Department collects data for certain items every other
month, depending onthegoodsand servicesand their location. The
reliability of thewinter readingsisfurther diluted by unpredictable
weather conditions, which were particularly harsh this January and
may have depressed the response rate in the survey, pushing some
outsized price increasesinto February.

That said, the Fed was undoubtedly irked by the upside
inflation surprise, supporting its decision to hold off on rate cuts.
Somestill believethat holding rates* higher for longer” whichisnow
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the Fed's playbook runs the risk of overstaying a restrictive
policy, sending the economy into arecession. However, policy
makers believe that the ongoing strength in the job market
diminishesthat risk, particularly sincewagesarerising at asolid
clip, generating the purchasing power to support consumption.
As long as consumers continue to spend — which drives about
70 percent of total economic activity —therisk of adownturnis
dim.

Strong Hiring Will Not Derail Rate Cuts

That, of course, iswheretherubber meetstheroad. Just as
inflation and job growth came in surprisingly hot, consumers
turned more frugal than expected to start theyear, asretail sales
slumpedinboth January and February. Tobesure, theearly-year
hiatus may be nothing more than consumers taking a breather,
following their shopping spree over the holidays in the final
monthsof 2023. What' smore, although they areshunning goods
sold at retailers households are still spending on services —
traveling, goingtoconcerts(hello Taylor Swift), sporting events,
and generally partaking of experiencesthat were delayed during
the pandemic.

From our lens, consumers are not about to zip up their
walletsand pursesasreal incomes are growing at adecent pace,
thanksto solid job growth, and householdsin the aggregate are
in good financial shape. Nor doesthe strengthin thejob market
cause much of aconcern to policy makers, despite the potential
wage-price spiral that an overly tight labor market threatens to
bring about. AsFed Chair Powel | noted at thel atest post-meeting
press conference, the steepest decline in inflation last year
occurred alongside of accelerated job growth. Simply put, the
strength of the economy last year was driven as much by
expanded supply as demand. Goods became more available,
immigration boosted labor supply and people returned to the
labor force.

TheFediscounting onmoresupply-drivengrowththat will
continue to ease wage and price pressures this year, paving the
way for rate cuts. That’ swhy the upgraded forecast presented at
the March 20 policy meeting included a higher growth outlook
withonly amodest uptick ininflation expectations. That said, the
Fed is understandably coy about when it expects to start the
easing process, setting the stage for months of speculationinthe
financial markets that will no doubt spur more volatility than
otherwise.

We agreethat thefirm readingson pricesearly intheyear
overstates actual inflation and thetrend islikely heading lower.
Beside the seasona quirks mentioned earlier, thereis a lot of
disinflation in the pipeline, particularly for goods, and the el-
evated pace of housing costs—which had abig influence on the
January/February inflation data—doesnot capturethesignificant
slowingof market rentscurrently unfolding. They will, however,
soon enter the official dataand drag down theinflation ratelater
in the year. The widespread expectation isthat the first rate cut
islikely tocomeinJuneor July, atime-tabl ethat seemsappropri-
ate. By then, theFed will havethreemorereportsoninflationand
jobs, which should give a more accurate picture of where the
economy stands-- and what policy changeswill be needed. The
wintry mix of noisy datawill soon give way to more clarity as
normal weather and price-setting conditions return.
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KEY ECONOMICAND FINANCIAL INDICATORS

“““ Hnancid Indicators*
12-Month Renge
Februay Jauay Decarber Novenber  October Sptember August High Low
RimeRate 850 850 850 850 850 850 850 850 8
3Month Tressury Bill Rete 524 52 524 527 53 5 530 53 4
5-Year Tressury Note Rate 419 38 400 449 a77 449 431 a77 34
10-Yeer Tressury Note Rate 421 406 4@ 45 480 43 417 480 346
30-Year Tressury Bond Rate 438 426 414 466 4% 447 428 4% 363
TaxBEenpt Bond Yidd 353 3% 3% 38 413 38 377 413 3%
Gorporate Bond Yidd (AAA) 503 487 474 528 561 513 4% 561 447
Gonventiona 30-Year Mortgage Rate 678 664 68 7.4 2 720 707 762 6.4
Dow Jones Industrid average Ira 377A 348 A6 33319 4319 xB1 Ira 3483
S&PE0Index 5012 484 465 4460 420 449 57 5012 3D
Dividend Yidd (S&P) 142 147 148 154 161 163 154 167 142
PERdtio (&P 24 233 29 219 206 210 21 244 196
Dollar Echange Rete (vs. Mégor Qurrencies) 1214 1206 1202 =7 1239 21 1204 1239 1186
* Monthly Averages
[ Econonic Indicators |
12-Month Renge
Februay Jauay Decarber Novenber  October Smtevber  August High Low
Housing Sarts (Thousands of Units) 521 1374 156 1512 1376 1336 136 1533 136
New Horre Sdles (Thousands of Units) 661 66l 607 670 68 64 728 07
New Horre Rices (Thousands of Dollars) vivd 413 18 418 16 40 6% 413
Retail SHes (% Change Year Ago) 15 00 50 36 22 40 28 500 0
Industriad Froduction (% Change Year AQO) 02 03 12 01 08 02 01 12 08
Operating Rete (% of Capacity) 783 783 .7 70 738 4 4 798 783
Inventory Sdes Retio (Months) 130 138 137 137 136 137 140 136
Redl Gross Domrestic Froduct (Annud % Change) 32 49 49 20
Unenploynent Rete (Rercent) 39 37 37 37 39 38 38 39 34
Payroll Brployment (Changein Thousands) 275 229 290 182 165 246 210 303 146
Hourly Earmings (% Change Year Ago) 43 44 43 43 43 45 45 47 43
Fersond Incomre (% Change Year Ago) 48 48 47 44 48 49 58 44
Savings Rete (Percent of Disposable Incone) 38 37 41 41 38 44 53 37
Gonsurrer Qeedit (Changein Blns. OF Dollars) 195 09 233 21 103 -151 X6 -151
Gonsuner Rrices (% Change Year Ago) 32 31 34 31 32 37 37 50 30
(A Less Food & Energy (9% Change Year Ago) 38 39 39 40 40 41 43 56 38
Wholesde Rices (% Change Year Ago) 16 10 11 08 11 18 19 27 03
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