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The Long and Short: Inflation + Recession = Stagflation 

Lots has been written lately about stagflation. Since I have written an article on “Inflation” 
(https://www.gfmi.com/articles/everything-you-wanted-to-know-about-inflation-but-were-afraid-
to-ask/) and a blog on “Predicting Recessions” (https://www.gfmi.com/the-long-and-short-
predicting-recessions/), I thought I would combine them with an update using today’s economic 
variables. This article assumes you have read both the prior inflation article and the blog – or 
have a good foundational knowledge of capital markets and economic variables. To be sure we 
are all on the same page, here is a definition of stagflation: prices for goods and services are 
increasing while the economy is not growing.  

Inflation 

By any measure, inflation is a problem. Here are the economic releases showing the levels of 
inflation including CPI, PPI and PCE and their corresponding levels less food and energy (note the 
BLS also releases two core measures for PPI). 

 
Sources: U.S. Bureau of Labor Statistics, Consumer Price Index for All Urban Consumers: All Items in U.S. City Average 
[CPIAUCSL], retrieved from FRED, Federal Reserve Bank of St. Louis; https://fred.stlouisfed.org/series/CPIAUCSL, 
August 26, 2022. 
U.S. Bureau of Labor Statistics, Consumer Price Index for All Urban Consumers: All Items Less Food and Energy in U.S. 
City Average [CPILFESL], retrieved from FRED, Federal Reserve Bank of St. Louis; 
https://fred.stlouisfed.org/series/CPILFESL, August 26, 2022. 
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Source: U.S. Bureau of Labor Statistics, Producer Price Index by Commodity: Final Demand: Final Demand Less Foods, 
Energy, and Trade Services [WPSFD49116], retrieved from FRED, Federal Reserve Bank of St. Louis; 
https://fred.stlouisfed.org/series/WPSFD49116, August 26, 2022. 

 
Source: U.S. Bureau of Economic Analysis, Personal Consumption Expenditures Excluding Food and Energy (Chain-
Type Price Index) [PCEPILFE], retrieved from FRED, Federal Reserve Bank of St. Louis; 
https://fred.stlouisfed.org/series/PCEPILFE, August 26, 2022. 
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A few points here: 

 By any measure, inflation is historically high. 
 The supply chain is supposedly easing, which should alleviate some cost pressures. 
 The ongoing movement towards onshoring will in all likelihood add to price pressure1. 
 Oil is a wild card. 
 The Federal Reserve has congressionally mandated goals of maximum employment and 

price stability. Price stability is code for controlling inflation! 
 Inflation is well above the Federal Reserve’s target of 2%.  
 Chair Powell made it very clear in Friday’s (August 26, 2022) speech at Jackson Hole that 

inflation is a top priority. Clearly there are more interest rate increases that lie ahead2. 

Another area of concern is the increase in wages. Every client I speak with mentions how the pay 
scale has increased, whether it is for operational personnel or programmers. From unions to new 
hires, across the economy, wages are climbing higher. Increased income will give folks some 
serious buying power, assuming it is not eroded by inflation. This is a huge assumption! And you 
know what they say when you assume… 

Recession 

Once again, negative yield curves have been getting a great deal of attention over the past 
several months. The chart below shows the U.S. Treasury 10-year note minus the U.S. Treasury 
3-month bill. In the chart, when the line falls below “0” indicating an inversion, a recession ensues. 
This has held true for each recession since 1970.  

 
Source: https://www.newyorkfed.org/research/capital_markets/ycfaq.html#/interactive 
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The chart below illustrates the same spread but includes data up to August 29, 2022. Technically 
the curve never inverted but came awfully close in mid-August and again is approaching 
inversion! 

 
Source: https://ycharts.com/indicators/10_year_3_month_treasury_spread 

Interestingly, the press has focused more on the 10-year Treasury minus the 2-year Treasury, 
which doesn’t have quite the same track record of 10-year minus 3-month bills (these are constant 
maturity observations) but does show a recession is coming. 

 
Source: Federal Reserve Bank of St. Louis, 10-Year Treasury Constant Maturity Minus 2-Year Treasury Constant 
Maturity [T10Y2Y], retrieved from FRED, Federal Reserve Bank of St. Louis; 
https://fred.stlouisfed.org/series/T10Y2Y, August 28, 2022. 
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Institute of Supply Management Purchasing Managers Index  
(ISM PMI) 

Here is the July 2022 update for the ISM/PMI: 

 
Source: https://www.ismworld.org/globalassets/pub/research-and-surveys/rob/pmi/rob202208pmi.pdf 

According to this survey, the economy is expanding but is heading in the wrong direction as the 
chart indicates the trend in growth is slowing. 

Consumer Sentiment 

There are two indicators tracking consumer confidence/sentiment: the Consumer Confidence 
Survey® produced by the Conference Board and the University of Michigan Index of Consumer 
Sentiment. 

The Consumer Confidence Survey® reflects prevailing business conditions and likely developments 
for the months ahead. This monthly report details consumer attitudes and buying intentions, with 
data available by age, income, and region.  
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Source: https://www.conference-board.org/topics/consumer-confidence  

The University of Michigan Index of Consumer Sentiment surveys have long stressed the important 
influence that consumer spending and saving decisions have in determining the course of the 
national economy. The Surveys of Consumers have proven to be an accurate indicator of the 
future course of the national economy3. 

 
Source: The Daily Shot -August 29, 2022 
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Both indexes indicate a downtrend in consumer views toward the economy although the University 
of Michigan consumer sentiment index has turned upwards over the past couple of months, the 
overall trend is clearly down.  

Gross Domestic Product 

The following two charts show the contribution to real GDP by sector (%). The first chart shows 
that in the first two quarters of 2022, the U.S. experienced negative growth in GDP. Two 
consecutive quarters of negative growth would be classified as a technical recession. The second 
chart is the same chart from the previous blog indicating how important the consumer is to the 
economy. If the consumer stops spending, the economy is in deep trouble. 
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Source: WSJ Daily Shot Oct. 29, 2019 

Sahm Recession Indicator 

In our blog “Predicting Recessions” we introduced the new kid on the block for predicting 
recessions, the Sahm Recession Indicator. It is really pretty simple. The concept is that when the 
economy starts heading south, employers start laying off staff. This indicator captures the change 
relative to the previous 12-month low in unemployment. As the St. Louis Fed website states:  

“Sahm Recession Indicator signals the start of a recession when the three-month 
moving average of the national unemployment rate (U3) rises by 0.50 percentage 
points or more relative to its low during the previous 12 months.” 

The indicator clearly has not crossed over this 0.50 threshold.  
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Source: Sahm, Claudia, Real-time Sahm Rule Recession Indicator [SAHMREALTIME], retrieved from FRED, Federal 
Reserve Bank of St. Louis; https://fred.stlouisfed.org/series/SAHMREALTIME, August 24, 2022. 

Conclusion 

So, there you have it. As chair Powell stated on Friday, August 26, 20224: “The Federal Open 
Market Committee's (FOMC) overarching focus right now is to bring inflation back down to our 2 
percent goal.” Looking at the inflation charts above there is a lot of work to do. 

He further went on to state: 

“Restoring price stability will take some time and requires using our tools forcefully 
to bring demand and supply into better balance. Reducing inflation is likely to 
require a sustained period of below-trend growth. Moreover, there will very likely 
be some softening of labor market conditions. While higher interest rates, slower 
growth, and softer labor market conditions will bring down inflation, they will also 
bring some pain to households and businesses. These are the unfortunate costs of 
reducing inflation. But a failure to restore price stability would mean far greater 
pain.” 

I don’t think there is any doubt about the future of short-term rates. But the key question to 
consider is what will happen to long-term rates? Will the markets perceive the Fed is doing 
enough to bring down inflation? Or, will it be the opposite? 

In my opinion, if the Fed does not tackle the inflation issue, the global markets will lose confidence 
in the Fed. This will have catastrophic consequences for the economy, U.S. dollar, and the U.S.’s 
ability to raise funds. 

So far, the good news is the Sahm Recession Indicator is not indicating an immediate recession. On 
the other hand, some of the other indicators appear to pointing to recession down the road. A lot 
will rest with the U.S. consumer and their reaction to higher interest rates. Only time will tell. 

Bottom line: It looks like a strong probability we are heading into a period of stagflation or, 
given the Fed’s resolve on inflation, it seems like an outright recession is also a possibility. 
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