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he Fed’s dual mandate of full employment and 
moderate inflation ensures conflict at turning points. 

The challenge for the Fed is finding the balance to ensure 
the long-sought “soft landing” of the economy. The 
“higher rates for longer” policy led to gradually lower 
inflation while employment growth continued modestly. 
The prolonged elevation of interest rates will eventually 
result in a slower economy and lower employment. The 
Fed’s policy path will determine the depth of the 
economic slowdown. The trouble arises with housing: 

dramatically lower interest rates in response to the Pandemic fed the housing market. Excess 
housing demand over constrained supply drove housing prices and rents higher. The Fed 
faces the same risk as it seeks the timing for rate cuts: lower interest rates may again lift 
housing prices and limit disinflation. The prudent path is policy moderation. 
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“ 
Monetary stimulus brought unprecedented lows 
in mortgage interest rates and lifted housing 
prices, which continue to increase. 
 
The Fed's challenge is that lower interest rates 
cure slowing employment. Unfortunately, high 
housing costs mean the cure for employment 
may reignite housing. Prudence dictates 
moderation for interest rate normalization.   
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Highlights 
• Growth for the year will slow to 2.1% 

as consumption persists. 
• The second half will experience slower 

growth with fading exports. 
• Health Care leads employment 

growth, yet its durability is questionable. 
• Net Exports will continue to drag on 

growth as the strong dollar persists. 
• State & Local governments face 

budget challenges in the second half. 
• Inflation will continue to recede with 

goods and commodities, yet persistent 
housing costs warrant caution. 
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decision point. The economy continues to hum along with all 
domestic sectors adding to growth (Exhibit 1). While imports 
continue to drag on growth, consumption, investment, and 

government are expanding. This strong growth situation gives the Fed 
confidence in its policy of higher rates as inflation moderates yet remains 
above target. The challenge for the Fed is to achieve the long-sought soft-
landing of the economy where policy loosens in advance of employment losses, 
thus achieving its dual mandate of moderate inflation and full employment.  
 
The trouble is that it’s not evident that achieving this virtuoso policy 
management is possible. The closest scenario to this outcome was the 
technology bubble in 2000, which saw a minimal decline in gross domestic 
product yet a moderate loss in employment as the technology bubble 
reallocated labor. The difference now is that there is no apparent stock bubble 
to unwind (artificial intelligence notwithstanding) with high interest rates. 
This time, inflation is of the more nefarious type that directly impacts 
consumer spending, not how they invest excess savings. While prolonged high 
rates drive inflation downward, they may lead to an impairment of 
employment, thus a conundrum for the Fed. 
 

Exhibit 1. GDP Contribution by Component 

 
Source: Federal Reserve Economic Database, CRM Calculations.  
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Deflating Inflation. The pandemic caused a surge of inflation not seen for 
nearly forty years (Exhibit 2). The initial debate was on the timing of its 
remediation: some were on the side of transitory inflation that would not seep 
into wider and more secular inflation. With inflation running above the Fed 
target over three years, it would seem evident that the transitory side was 
misguided in its prognosis. Indeed, it seems likely that inflation will return to 
the two percent threshold in about a year at the current deceleration rate. This 
outcome would deliver five years of above-target inflation, suggesting some 
degree of permanence. 

Exhibit 2. Consumer Price Index (CPI) and CPI ex Food & Energy (Annual Change, %) 

 
Source: U.S. Bureau of Labor Statistics, retrieved from FRED, Federal Reserve Bank of St. Louis. 

 

This inflation period would, however, be three years shorter than the 1991 to 
1998 period, when core inflation rose and then slowly declined to two percent. 
Of course, the difference at that time was the higher level of trend inflation, 
which was closer to four percent than two percent. Yet, the rise of inflation 
from breaching two percent to its peak occurred over thirty months (March 
2020 to September 2022), so deflating over a similar period would seem the 
most likely outcome. This trajectory is playing out and gives the Fed leeway to 
switch focus to employment. As with inflation forecasting, timing is critical to 
policy. 
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The Reality of Rules. It is said that rules are meant to be broken. Yet monetary 
policy requires prudence. The Sahm Rule states that a recession begins when 
unemployment's three-month moving average (MA3) increases by more than 
0.5 percent above its 12-month MA3 low.1 Currently, the number is 0.4, merely 
0.1 below the threshold that signifies a recession’s start. Given the trend of 
+0.1 over the prior five months, it would only take the next two months of that 
rate to reach the definition. Thus, a recession could occur if the past is a 
prelude. 

The Sahm Rule is intuitively appealing for determining when a recession 
begins. A large jump in unemployment over a short period would suggest a 
dramatic reversal in the employment situation. Yet, two critiques arise. First, 
market technicians and data miners know the peril of fitting past data since 
informationally complex data always offer an ex-post explanation. Second, the 
Pandemic’s large upheaval of employment, shifting people from services to 
goods and back, may suggest frictional rather than structural unemployment.  

Exhibit 3. Sahm Rule of Recession  

 
Source: U.S. Bureau of Labor Statistics, retrieved from FRED, Federal Reserve Bank of St. Louis. 

 
 
1 A more fulsome discussion can be found at https://en.wikipedia.org/wiki/Sahm_rule 
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An Inverted Precedent. The criticality of monetary policy to the economy is 
indisputable. The cost of money drives investment and savings decisions. A 
bank’s net interest margin (i.e., profit) depends on the interest rate level, where 
they borrow short-term and lend long-term. This dynamic is enabled when 
short-term interest rates are lower than longer-term interest rates (i.e., an 
upward-sloping yield curve), which permits banks to pay less for deposits 
(i.e., borrow money) than they receive on loan payments (i.e., auto loans). 
Thus, changes in the shape of the yield curve can portend a recession. 
 

Exhibit 4. Yield Curve Slope (3-Month minus 10-Year) 

 
Source: Retrieved from FRED, Federal Reserve Bank of St. Louis. The grey area is a recession period. 

 
A much-followed heuristic is the yield curve's slope (e.g., 10-year yield minus 
3-month yield), which shows when short-term money is expensive (Exhibit 4). 
Historically, an inverted curve (e.g., a negative curve) delivered a recession 
within a year. Yet, this infallible measure was inverted in the third quarter of 
2022 without a recession arriving two years later. The outcome provides 
context for the Sahm rule: a coherent economic argument supported by 
historical data does not provide future certainty. Some of the most expensive 
words in finance are “it’s different this time.” Yet, it is a helpful reminder that 
informationally complex data requires pragmatism rather than dogmatism.       
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Laboring Employment. The Fed’s battle against inflation is nearing an end as 
the growth rate returns to target. Yet, the Fed has a dual mandate: inflation and 
employment.2 This dynamic ensures that the monetary policy will focus on two 
moving targets. Since the Pandemic, employment grew briskly as the 
dislocations that occurred were reversed. Yet, the most recent numbers show a 
notable deceleration in the employment situation (Exhibit 5). Some prognostics 
argue that employment data should compel the Fed to cut rates soon to avoid 
employment decline.  
 

Exhibit 5. Non-Farm Payroll Employment (000) with a Three-Month Moving Average 

 
Source: U.S. Bureau of Labor Statistics, retrieved from FRED, Federal Reserve Bank of St. Louis. 
 
The Fed's challenge is that these growth rates are not materially different from 
the mean rates (140K) that occurred 50 years before the Pandemic. Certainly, 
the labor force is larger, yet the prime-age labor force stopped growing in 
2020. 3 The implication is that this level of employment growth may reflect the 
current workforce composition, which has implications for monetary policy.  
Cutting rates when employment is strong may reignite inflation. 

 
 
2 The U.S. Federal Reserve is the only monetary authority in the developed world that is subject to a 
dual mandate. The others primary mandate is inflation, then a secondary mandate of employment.  
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Rate Neutrality. Monetary policy intends to manage the flow of savings and 
investment in the economy. A lower rate encourages more investment, while a 
higher rate encourages more savings. Viewing the economy as the output of 
total investment (i.e., the total diversified portfolio), an incentive exists to 
borrow money and invest when borrowing rates are below this output rate.3 
When the Fed talks of the natural rate, they reference some version of this 
concept. The challenge for the Fed is that policy remains stimulative.    
 

Exhibit 6. Nominal GDP Growth (%) Minus Fed Fund Effective Rate (%) 

 
Source: U.S. Bureau of Economic Analysis, retrieved from FRED, Federal Reserve Bank of St. Louis.  
 
The Fed increased the Fed Funds rates materially in a short period. 
Historically, a change of rates at this speed and magnitude led to a recession, 
yet not this time. The reason is that the Fed Funds rate is still stimulative 
(Exhibit 6). For the Fed to begin cutting rates, it must believe that growth or 
inflation will slow further. While inflation continues to decline further, 
housing costs are the main laggard and the one that lower rates will greatly 
enhance. Thus, cutting rates could impede a further slowing of inflation. 

  
 

 
3 The total economy is viewed as the complete portfolio with risk fully diversified. Thus, this yield can 
proxy for the risk-free (i.e., minimizing) rate. 
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A Question of Quantity. The Fed knows the dangers of cutting too soon: the 
1970s are not so distant that the lessons are forgotten. The debate is about 
when and the amount. With current policy only modestly stimulative and 
inflation slowing, a rate reduction could align policy with future economic 
conditions. This is particularly true when monetary policy implementation 
takes time to work through the economy. Yet, precedent indicates another 
path (Exhibit 7). The Fed usually responds with material rate reductions before an 
economic slowdown. 
 

Exhibit 7. Fed Funds Effective Rate (%) 

 
Source: U.S. Federal Reserve Board, retrieved from FRED, Federal Reserve Bank of St. Louis. The grey 
area indicates recession periods. 
 
Herein lies the Fed's quandary. Inflation is trending towards target, and 
employment is slowing. Yet, current employment levels are consistent with 
average growth and not indicative of a recession. Thus, the prudent path for 
the Fed is to reduce the rate consistent with the inflation reduction until new 
employment data indicates otherwise. The Fed has consistently stated that it is 
data-dependent in its policy decisions. The current situation does not indicate 
otherwise. A large initial cut would indicate economic weakness, which would 
cause unease. The prudent path indicates a modest rate reduction to align with 
the neutral rate until employment indicates otherwise.   
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Slowing Down. High interest rates impair consumption, government 
spending, and commercial real estate. Government spending will eventually 
fade as expenses and revenue align. Office real estate remains in critical 
condition in some cities, with significant debt amounts about to reset. 
Consumers no longer enjoy the tailwind of mortgage refinancing, stimulus 
payments, or student loan holidays. While the hope is that trade will improve, 
the strong dollar limits the benefits. In this environment, the economy will 
likely begin to fade in the new year (Exhibit 8). The unknown is how much.    
 

Exhibit 8. Forecast for US GDP Growth  

 
Source: CRM estimates for each component.  
 

For 2024, growth will approach 2.1%, below the consensus estimate of 2.4%. 
With inflation continuing to fade, it’s not evident that this level of growth will 
cause the Fed to overreact with monetary policy. The key risks are a material 
change in net exports caused by a lower dollar or geopolitical risks, as well as 
the durability of the consumer. While monetary policy was focused on 
inflation for the last two years, the focus will change to employment and 
wages. Should either deliver a negative surprise, expect the Fed to bring 
forward rate cuts. Until then, the mantra is a modest pace and marginal cuts. 
In a data science world, policymakers will depend on data. 
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hile the leisure sector continues to benefit from the transition 
back to services from goods, the Healthcare sector is undergoing 
startling employment growth. Over the last year, Healthcare 

employment grew more than all the other sectors combined (Exhibit 8). The 
combined average monthly job growth rate is about 160 thousand; without 
Healthcare, it is only 80 thousand. This situation brings two challenges 
forward: the sustainability of the Healthcare sector and the sensitivity of the 
Leisure sector to retrenchment. If either fades, then growth turns to recession. 
 

Exhibit 8. U.S. Private Employment Change by Sector (Thousands) 

 
Source: Federal Reserve Economic Database. Change from June 2023 to June 2024. 

 
Ambulatory care is the main contributor to the healthcare sector, yet its 
growth rate is not inconsistent with the past. Social services are the next 
largest contributor to Healthcare, yet they reflect a similar outcome. Thus, the 
durability of the Healthcare sector seems tenable, even if the growth rate 
slows. It is different for the Leisure sector, where Food Services and 
Amusements are the main drivers of employment. These sectors are highly 
sensitive to changes in consumption patterns, particularly if the growth was 
an overshoot of post-pandemic spending on services from goods. 
 

W  
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Service-oriented. Services dominate the US economy by accounting for about 
65% of total consumer spending, which itself is about 70% of the economy. 
Thus, services are about 45% of the economy and double the next largest 
category, goods. Services consistently grew over the last year, while goods, 
particularly durable goods, were much more volatile (Exhibit 9). This outcome 
is expected: nondurable goods are disposable items used only once (e.g., food, 
drugs, gasoline, etc.) that are constant in their application (e.g., eating and 
cleaning). In contrast, durable goods are one-off items used repetitively over 
time (e.g., cars, televisions, computers, etc.). Yet, this situation provides a 
signpost for when change is afoot: monitor services. 
 

Exhibit 9. Consumption Contribution by Component 

 
Source: Federal Reserve Economic Database. Values are an annualized rate. 

 
Services encompass many activities, including, rather unintuitively, housing, 
both owner-occupied and rental. These are slow-moving measures in GDP, yet 
other indicators provide more timely measures (e.g., house and rent prices). 
The area to focus on is discretionary services, which include transportation, 
recreation, dining, and hotels. These are all firmly in the category of first-to-go 
when costs must be cut and will provide a guidepost to consumer behavior 
changes.   
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Borrowed from the Future. The composition of goods consumption reflects 
the post-pandemic landscape (Exhibit 10). Motor vehicles and furnishings are 
at the same level as at the end of 2021. Excess spending on durable goods was 
about $400 billion above the prior trend, bringing forward future purchases. 
Durable goods have an expected life span of more than three years, so the 
slowing of consumption is not a surprise.4 These insights suggest reduced 
future growth for purchases that include vehicles and furnishings. 
 

Exhibit 10. Goods Consumption Contribution by Component 

 
Source: Federal Reserve Economic Database. Values annualized rates. 

 
A further challenge awaits in other goods (e.g., jewelry and cell phones) and 
clothing. Both jumped substantially above their trend as pandemic stimulus 
reached consumers' pockets, resulting in no growth for the last three years. 
Thus, it seems plausible that consumer spending on goods will remain 
constrained for the near term, particularly in the automotive sector, with the 
rush into electric vehicles abating. As with any demand shock, the consumer 
will adjust in time. The question is whether the adjustment is finished. 

  
 

 
4 See Capital Risk’s USA Economic Outlook for Second Quarter 2021, “The Property Ladder,” for a 
more expansive discussion of the pandemic's impact on the consumption basket.  
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A Healthy Growth. The Pandemic created extreme volatility in healthcare 
spending, which dropped precipitously in 2020 and did not return to its 2019 
peak until the second quarter of 2021. Since then, the growth rate has exceeded 
its pre-pandemic rates. Disentangling the driver of this higher growth rate is 
difficult as there are several credible drivers, including increased demand 
(e.g., catch-up for missed healthcare during the pandemic or an aging 
population). The crucial insight is that the demand will persist, even if the 
growth rate moderates.  
 

Exhibit 11. Service Consumption Contribution by Component 

 
Source: Federal Reserve Economic Database. Values are an annualized rate. Leisure = Dining & Hotels. 

 
The challenge is that leisure activities exhibit little growth as the post-
pandemic lift abates. Dining and hotels showed no growth for the last two 
quarters, while transportation and recreation are expanding below prior 
trends. While it is positive that marginal growth exists in these sectors, the 
ability for the consumer to pivot from these services is high should the 
employment and wage outlook change. Thus, the key performance indicators 
for service consumption change lie within these sectors. While any slowdown 
will not follow the extremes reflected during the Pandemic, a slow fade to 
retrenchment is still a sign of changing consumer behavior. 
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he residential housing boom reversed course in 2023 by deflating the 
pandemic-driven excess demand with little change since. Commercial 
real estate replaced much of the retreat in residential housing. Yet, 

change may be afoot as both declined modestly in the last quarter (Exhibit 12). 
With housing prices at all-time highs, this action seems counterintuitive for 
builders seeking to maximize prices, particularly with the slowing pace of 
goods prices. This incongruence results from future commercial sales, as 
empty structures continue to enter the market at discounted prices. This trend 
may not reverse in a service- and technology-driven world, where the need for 
a physical presence at an office diminishes. Thus, demand for new office space 
may be limited, with empty structures transitioning to fill residential housing 
demand, as in lower Manhattan after 9/11. 
 

Exhibit 12. Investment Contribution by Component 

 
Source: Federal Reserve Economic Database. Values are an annualized rate. 
 
A challenging dimension of the equipment component is that the information 
technology component leads the way. Indeed, the demand for data centers for 
artificial intelligence is durable, given its transformational technology. Yet, this 
bonanza only returns equipment investment to the pre-pandemic trend level. 
The critical question is whether this investment will produce incremental 
growth and not merely enable a return to trend. 
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he U.S. consumer is renowned for its conspicuous consumption. While 
the pandemic gave it pause, the rebound makes evident the 
unchanged behavior. Import goods continue to grow, while exports 

remain subdued, with little growth in the last two quarters (Exhibit 13). Since 
the end of 2019, net exports fell further into deficit by about $500 million, 
doubling the trade deficit. This expanded deficit is a 2.2% (0.4% per year) drag on 
GDP. This divergence between imports and exports is unmatched in 50 years, 
with the only parallel the strong dollar period of the mid-1980s.  
 

Exhibit 13. Net Exports 

 
Source: Federal Reserve Economic Database. Values are an annualized rate. 
 
The strong U.S. Dollar magnifies the trade imbalance, which brings higher 
export prices and lower import prices. Indeed, the convergence of high 
demand for computer processors for artificial intelligence and a strong dollar 
has delivered an $80 billion jump in computer imports over the year, 
accounting for half of the growth of import goods. From a strategic level, the  
short-term expansion of imports should lead to an eventual expansion of 
business service exports as the technology is deployed. The challenge is the 
gap between implementation and realization, which may not be resolved for 
years. While strategy beats tactics, the interim may be politically unpalatable. 
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ederal fiscal policy supported the economy during the Pandemic, with 
the more consequential State & Local levels notable for not cutting 
spending rather than adding support (Exhibit 14). Yet, over the last year, 

the continued growth of State & Local government drives governmental 
expenditure growth. The challenge for this environment is that the federal 
transfers from the Pandemic are largely spent; thus, the growth is contingent 
upon local tax collections that depend highly on the housing market and sales 
tax collection. If these revenue sources falter, this spending growth may stall.  
 

Exhibit 14. Federal and State Government 

 
Source: Federal Reserve Economic Database.  
 
The critical issue for State and Local Governments is their balanced budget 
mandates. A drop in revenue does not permit an expansion of tax collections; 
it must be met with a reduction in spending that would further exaggerate the 
situation. Cutting spending would have a substantial impact since it accounts 
for ten percent of the economy. A housing downturn would further magnify 
the effect since real estate taxes account for a material component of their 
revenue. With a worsening federal deficit and increasing debt payments, the 
Federal government may be unable to fill the gap for State & Local 
governments. Policy choices matter now more than ever.
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The GDP forecast for 2024 is 2.1%, with a consensus estimate of 2.4%.5 
Consumption remains the main growth driver, with services the main 
contributor. The path forward for investment is uncertain as real estate lags 
and the equipment rebound fades. The critical challenge is on two fronts: the 
modest cuts expected to government budgets during the year’s second half 
and the continued strength of the U.S. Dollar pushing net exports lower.  

The expected headline CPI Inflation for 2024 is 2.6%, and core CPI is 3.0% 
versus a revised consensus rate of 2.5% and 2.7%, respectively. The main 
driver of the divergence from consensus is a slower moderation of housing 
prices and a sharper drop in commodities prices, primarily gasoline. While the 
trajectory will appease the Fed, the levels will remain higher than the Fed’s 
two percent inflation target. This dilemma will guide the Fed to incremental 
rate cuts that will gradually lower the rate over the year.  

Exhibit 15. Annual Forecast Versus Actual (%, y/y) 
 

 2024 2023 2022 2021 
Real GDP     

Forecast  2.1 0.0 0.2 6.0 
Actual   3.1 0.7 5.4 

Consensus 2.4 1.3 3.7 4.5 
CPI     

Forecast 2.6 2.9 4.6 3.9 
Actual  3.3 6.4 7.2 

Consensus 2.5 3.1 3.8 2.2 
Core CPI     

Forecast 3.0 3.4 4.4 3.7 
Actual  3.9 5.7 5.5 

Consensus 2.7 3.4 3.6 2.0 
     

Note: All rates are percent changes 4Q/4Q. The consensus is the first-quarter Survey of Professional Forecasters.  

 

 
 
5 Survey of Professional Forecasters, May 2024. https://www.philadelphiafed.org/research-and-
data/real-time-center/survey-of-professional-forecasters/  
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Exhibit 16. GDP Component Summary Data  
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