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Infl ation Fears and Strong Labor 
Markets
The United States economy is in uncharted territory. On the one hand, many measures look 
very strong. The economy created 377,000 jobs in June 2022, bringing the total for the fi rst 
half of the year to 2,740,000. The private sector has now gained back all the jobs lost in the 
pandemic. The unemployment rate stands at 3.6%, just 0.1 percentage point higher than its 
low point over the last half century. And, people are quitting jobs in numbers far higher than 
before the pandemic. This means that workers stuck in jobs with low pay and bad bosses 
now feel they have the freedom to leave.

At the same time, we see infl ation hitting a 40-year high. The year-over-year rate reported in 
June was 9.1%. Measures of consumer confi dence have sunk through the fl oor and many 
economists are now predicting a recession, while most people tell pollsters we are already 
in one. Also, our GDP data showed the economy shrank in the fi rst quarter, with the data 
available to date indicating a decline in the second quarter is also likely. There is much to 
sort out here.

The fi rst issue to deal with is the GDP data. It is absurd to imagine that the U.S. economy is 
currently in a recession, even if the second quarter data again show GDP is dropping. We 
do not have recessions when the economy is creating more than 400,000 jobs a month.

The issue here seems to be largely accounting. The negative growth in the fi rst quarter was 
due to a big rise in net exports and a smaller rise in inventories than in the fourth quarter, 
both of which are negative entries for GDP. Final sales of domestic product, which excludes 
inventory accumulation and net exports, increased at a healthy 2% rate in the quarter. This 
is almost the same as the 1.8% growth reported for real domestic income, which in princi-
ple is just GDP added up on the income side.

GDP reportedly grew at a 6.9% rate in the fourth quarter, with inventories contributing 5.3 
percentage points of this growth. It is likely that this number will be lowered in revisions 
and the fi rst quarter number raised. Similarly, both consumption and investment look to be 
growing at a respectable pace in the second quarter, meaning that a negative number for 
this quarter will again be driven by inventories and/or net exports.

In short, the economy is not currently in a recession, but if the crew demanding big rate 
hikes from the Fed has its way, it could be soon. The claim of the recession lobby is that 
we are in the middle of a wage-price spiral like we saw in the 1970s. If the Fed does not 
raise rates aggressively, infl ation will keep getting worse. Eventually, we will be faced with a 
choice of double-digit infl ation or a deep recession, like the one engineered by Paul Volcker 
as Fed chair in 1981-82.

The problem with this story is that it does not fi t the data. First, the labor market is hugely 
diff erent in 2022 than in the 1970s. Most importantly, unions are far weaker today, with just 
over 6% of the private sector workforce now being unionized, compared to more than 20% 
in the 1970s.
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We also have a far more internationalized economy. This limits the ability of domestic com-
panies to raise prices in response to cost-pressures.

This is not just speculation. While the infl ation rate has been rising through the fi rst half of 
2022, wage growth has actually slowed sharply. The annualized rate of wage growth at the 
end of 2021 was over 6.0%. In the most recent data, it was just 4.4% using three-month av-
erages. If we just annualized the rate from June alone, it was 3.8%. This is only slightly high-
er than the 3.4% rate in 2019, when infl ation was comfortably below the Fed’s 2% target.

The wage data are erratic, so we have to view the exact numbers with some caution, but 
the direction of change is clear. Wage growth is slowing, not speeding up. We cannot have 
a wage-price spiral like in the 1970s if wage growth is getting slower, not faster. This is not 
a good story for real wages (more in a moment), but it means that we are not on the cusp of 
double-digit infl ation.

We can also say that infl ationary expectations do not seem to be getting embedded in 
the economy. The breakeven rate of infl ation between infl ation indexed Treasury bonds 
and regular Treasury bonds has been falling in recent months. It is now just over 2.3% for 
10-year Treasury bonds. Similarly, consumer surveys show expectations of infl ation are 
falling.

The wage-price spiral story clearly does not fi t the data. Instead, the United States is see-
ing infl ation driven by the same factors as the European Union and the rest of the world. 
Soaring prices for oil and gas, due to concerns about supply following Russia’s invasion of 
Ukraine, is a huge part of the story. Similarly, the price of wheat and other agricultural com-
modities jumped after the invasion. We have also seen shortages of a wide range of prod-
ucts, from apparel to household furnishings and appliances, as a result of supply-chain 
problems caused by the COVID-19 pandemic.

However, we are fi nally working through many of these problems. Non-car inventories are 
more than 25% above their pre-pandemic level. The price of wheat has fallen back to its 
pre-invasion level and oil prices are now back below $100 a barrel, sending gas prices tum-
bling in the last month. Even used car prices, which had risen by almost 50% since the start 
of the pandemic, are now headed downward.

For these reasons, it is virtually certain that infl ation will be much slower in the second 
half of 2022 and 2023 than it has been over the last year. This means that even if wages 
increase in a 3% to 4% range, workers will be able to see a healthy pace of real wage 
growth.

The big risk in this story is the actions of the Fed. The overnight interest rate directly under 
its control is still at a low level. Its hikes to date have been successful in heading off  a bub-
ble in the housing market and seem to have curbed infl ation in rents as well.

However, if the Fed responds to pressure from infl ation hawks, and continues to hike in-
terest rates at a rapid pace, it will slow the economy and quite possibly throw us into a 
recession. Furthermore, if we do go into a recession, and the Republicans take control of 
at least one house of Congress, it could end up being a long one. The Republicans view a 
recession as their best hope of beating Biden in 2024 and will do nothing to try to boost the 
economy before the election.

For this reason, the biggest threat to the economy today comes from the recession lobby. 
If they can force the Fed to boost rates enough to have a recession, we could have a very 
diffi  cult road ahead.


