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Amid Signs of Economic Improvement, an Overly
Aggressive Fed Could Trigger a Recession

By Chad Stone

Update: This paper has been revised to reflect new inflation data released on February 24.

After the major economic disruption caused by an unprecedented global pandemic, the economy
has healed considerably. Economic developments in the second half of 2022 were encouraging and
should give pause to Federal Reserve officials as they consider the next steps for achieving their twin
goals of price stability and high employment.

Namely, inflation and wage growth came down significantly in the second half of the year, and job
growth, while still strong, cooled over that period as well. Inflation expectations — what the public
and financial markets believe will happen to inflation over the next couple of years — indicate that
people (and financial markets) believe inflation will continue to fall, which is key to reducing upward
pressure on nominal wages that could trigger more inflation.'

Data for January have been more difficult to interpret, with very strong job growth reported, but
much of that growth is likely due to idiosyncratic measurement issues rather than an acceleration in
the job growth trend. Similarly, the inflation data are confusing for January: the consumer price
index (CPI) is up 3.5 percent at an annual rate over the last three months, but the personal
consumption expenditure (PCE) price index is up 4 percent over the same period.”

To be sure, the U.S. is not out of the woods on inflation yet — we don’t know if the slowing since
mid-2022 will continue toward a stable rate consistent with the Fed’s 2 percent inflation target, low
unemployment, and solid real (inflation-adjusted) wage growth. Month-over-month inflation can be
volatile, but the overall positive trends should mean that the Fed has some breathing room to assess
the economy’s trajectory before deciding whether to continue raising interest rates.

! Federal Reserve Bank of New York, “Short-Term Inflation Expectations Continue to Decline, Tick up Slightly in
Longer Term,” January 9, 2023, https://www.newyorkfed.org/newsevents/news/research/2023/20230109.

2 Technically, the Fed’s inflation target is not based on the consumer price index (CPI) but on the price index for
personal consumption expenditures (PCE). CPI inflation usually tends to run a few tenths of a percent higher than the
PCE price index, but the longer-term trends are very similar and this paper uses the better-known CPL
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One important consideration for the Fed should be the downsides to raising rates too high and
triggering a recession. Even a modest recession will lead to rising unemployment and a significant
increase in the number of households facing real hardship.

If the economy goes into recession, the Fed could reverse course and lower interest rates, but
monetary policy affects the economy with a lag, which means that hardship will remain high for
some time. Moreover, monetary policy alone will not target help to those who need it and may be
inadequate for the job of helping the economy rebound quickly. But in today’s political
environment, it likely would be very difficult — perhaps impossible — to quickly enact stimulative
fiscal policy measures like emergency unemployment insurance to support demand for goods and
services and relieve hardship for unemployed workers, their families, and others hurt by a recession.

While going too far or too fast with rate hikes can have serious consequences, some observers
have raised whether going too slowly could also have downsides, particularly since many think the
Fed should have acted sooner to raise rates as inflation rose in 2021. Given how much inflation has
moderated and that the public and financial markets expect lower inflation in the future, a modest
pause to evaluate additional months of economic data while maintaining a strong commitment to
future interest rate hikes if they are necessary should carry smaller risks than the recession risks from
raising rates too much.

At its January meeting, the Fed raised its target interest rate by 0.25 percentage point, but unlike
Canada’s central bank, which suggested it may take a pause, the Fed indicated that it is not done
raising rates. Most observers think a 0.25 percentage point increase at each of the next two Fed
meetings in late March and May is very likely (and some are calling for a larger increase after the
January PCE report). Given the uncertainty surrounding recent economic data and the serious
downsides to a recession, caution and patience on the part of the Fed are warranted. The Fed can
and should communicate that pauses to assess the balance of risks need not compromise its
commitment to making steady progress toward its inflation goal.

Let’s look at the data and the decisions facing the Fed.

CPI Inflation Has Come Down

Both inflation and economists’ evaluations of inflation have been on a roller coaster for the past
three years. The sharp contraction in economic activity in the March-April 2020 recession was
accompanied by a sharp decline in inflation. (The line in Figure 1 shows the most widely followed
measure, the percentage change from a year earlier in the consumer price index or CPI, on the left
scale, and the bars show the monthly percentage change on the right scale.) CPI inflation, while
rising, remained below 2 percent early in 2021, as it had been for several years before the pandemic.
But inflation shot up in the spring.

The Federal Reserve and many economists viewed the rise in inflation in early 2021 as a
“transitory” increase in prices largely associated with the global economy’s difficulty supplying goods
and services to meet rising demand as the economy continued its recovery from the pandemic
recession.” Pandemic-driven supply bottlenecks and shortages of materials in some sectors led to

3 Chad Stone, “Recent Inflation Is No Reason to Pare Back Needed Investments,” CBPP, August 9, 2021,

https:/ /www.cbpp.org/research/economyv/recent-inflation-is-no-reason-to-pare-back-needed-investments.
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very large price spikes and windfall profits in those sectors. In a rapidly reopening economy, many
employers faced labor shortages that put upward pressure on wages. These inflationary pressures

were expected to resolve relatively quickly.

But inflation proved to be more persistent than expected, with 12-month CPI inflation peaking at
9.1 percent in June 2022, as the impact of the Russian invasion of Ukraine in late February 2022
affected food and energy prices worldwide as well as near-term inflation expectations.

Long-term inflation expectations, however, remained largely unaffected.

CPI Inflation Has Come Down
One- and 12-month changes in consumer price index (CPI)
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Since the June 2022 high point, however, CPI inflation has been coming down, as evident in the
much lower month-over-month inflation in the second half of 2022, compared with the first half.
Near-term changes in the CPI have generally been much smaller in recent months, with the three-
month change expressed at an annual rate falling to 3.3 percent in December before edging up to 3.5

percent in January.

Analysts often focus on inflation in the CPI excluding food and energy, which has also slowed,
although not as much as the overall CPI. This “core” inflation measure rose at a 4.3 percent annual
rate in the last three months of 2022, compared with 6.4 percent over the three months ending in



July.* Although measured inflation is still greater than the Fed’s target, inflation expectations
continue to reflect public and financial market confidence that inflation will return to that target.

As month-over-month inflation fell, the “headline” annual rate also fell, but more slowly because
the annual rate compares prices in a month to those 12 months earlier. The 12-month rate fell to 6.5
percent in December and 6.4 percent in January.

The way the CPI measures shelter costs also complicates the analysis of inflation trends. Shelter
services (measured either as actual rent or “owners’ equivalent rent” for homeowners) are a major
component of the CPI, accounting for about a third of the goods and services in the index. It takes
time, however, for changes in shelter costs to be reflected in the CPI, as rent typically only changes
once a year for people with annual leases. Housing inflation has now slowed considerably for people
entering into new leases, but the lag means that it will take time before the changed trajectory in
housing inflation shows up as creating downward pressure on the CPI overall and the CPI for
services in particular.’

While the CPI is the most recognized measure of inflation, the Federal Reserve focuses on the
PCE index. Revisions to those data released in February show less progress against inflation than
data available in January showed. These may reflect technical issues, but they could nevertheless lead
the Fed to be more aggressive with rate increases that increase recession risks.

Job Market Remains Healthy

Total nonfarm employment fell by 1.5 million jobs in March 2020 and a staggering 20.5 million
jobs in April, creating a jobs deficit of 22 million compared with February 2020 and largely erasing
the gains from the previous decade of job growth. A strong policy response in early 2020, however,
helped reverse some of the initial job losses, and progress against the pandemic as well as
subsequent policy steps taken at the end of 2020 and in early 2021 helped re-energize a jobs
recovery that has since erased April 2020’s huge jobs deficit. (See Figure 2.)

Since the trough of the recession in May 2020, every month except December 2020 has seen job
gains. In December 2022, payroll employment was 2.2 million jobs above its February 2020 level
and very close to the projected level for the fourth quarter of 2022 in the Congressional Budget
Office’s (CBO) last pre-pandemic forecast in January 2020.

Job growth in 2022 averaged 401,000 jobs a month, down from 606,000 per month in 2021 but
still quite strong. Job growth slowed to a still solid 291,000 jobs per month in the fourth quarter of

#'The PCE price index the Fed officially targets rose at a 2.1 percent annual rate in the last three months of 2022, and the
PCE-core index excluding food and energy rose at a 2.9 percent annual rate. Over longer time periods, CPI inflation
tends to run a few percentage points higher than PCE inflation.

5 Amy Scott, “Shelter costs rose in December while the Consumer Price Index declined. Why?” Marketplace, January 12,
2023, https:/ /www.marketplace.org/2023/01 /12 /shelter-costs-rose-in-december-while-the-consumer-price-index-

declined-why/.
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2022 (October-December), indicating that the job market is gradually returning to more normal
levels of job growth as the economy heals from the upheaval of an unprecedented recession.’

The unemployment rate in December 2022 was 3.5 percent. This is the same as it was at the peak
of the previous expansion in February 2020, which was the lowest it has been in over 50 years. The
unemployment rate fell below 4 percent in July 2018 and remained below 4 percent in every month
except January 2019 until the pandemic hit and unemployment spiked in early 2020. As discussed
more below, Black, Hispanic, Asian, and white unemployment rates all fell to historically low levels
in that period. During that period of low unemployment, inflation remained very low — with the
average annual rate of CPI inflation just 1.9 percent from July 2018 to February 2020.

¢ These figures reflect data as of December 2022. In January 2023 the Bureau of Labor Statistics released revised data for
2021 and 2022 that raised the level of payroll employment in those years but had only a modest effect on the rate of
monthly job growth in 2022.



Relief Legislation Key to Solid Jobs Recovery

Change in payroll employment since February 2020, in millions of jobs
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Economic Growth Picked Up in the Second Half of 2022

The relief and recovery measures that spurred the jobs revival also spurred strong economic
growth coming out of the pandemic recession. Real gross domestic product (GDP) surpassed its
pre-recession peak in the second quarter of 2021, just one year after the trough of the
recession. This recovery was much more robust than the CBO’s mid-2020 projections for GDP
growth. (See Figure 3.)

Growth faltered in the first half of 2022, with negative growth in the first two quarters of the year
raising concerns in some quarters that the economy could already be in a recession. Growth in the
third and fourth quarters erased those losses, and GDP in the fourth quarter was 0.9 percent higher
than a year earlier. Of some concern, however, is a weakening of consumer spending, the largest
component of GDP, in preliminary data for the fourth quarter,” which could be a warning sign that
the economy could cool further.

7 Bureau of Economic Analysis, “Gross Domestic Product, Fourth Quarter and Year 2022 (Second Estimate),”
Department of Commerce, February 23, 2023, https://www.bea.gov/news /2023 /gross-domestic-product-fourth-
quarter-and-vear-2022-second-estimate.
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GDP Has Grown Faster Than CBO Projected in
Mid-2020

Gross domestic product, in trillions of 2012 dollars
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Evaluating Labor Market Tightnhess

The job market remains strong and unemployment remains low, as described above. But nominal
wage growth over the 12 months ending in December was both higher than is consistent with
meeting the Federal Reserve’s 2 percent inflation target and lower than would have been necessary
to achieve real wage gains over that period.

The Federal Reserve and many economists continue to express a concern that the labor market is
too tight and that will keep wage growth and inflation high. Their logic is the following:

Broadly speaking and over time, the inflation-adjusted wages and benefits businesses can pay
while maintaining a constant profit margin can grow at the rate of growth of labor productivity
(output per hour), which was about 1.5 percent per year in the nonfarm business sector in the three
years just before the pandemic. If prices are rising at a 2 percent annual rate consistent with the
Fed’s inflation target, employers can raise nominal wages at a 3.5 percent annual rate while
maintaining normal profit margins. Real wages, on average, would then rise at a 1.5 percent annual
rate, consistent with productivity growth.



But wages don’t necessarily have to bear the full burden of adjustment to reach 2 percent
inflation. Corporate profit margins are larger than normal historically,” so patt of the adjustment
should come through an adjustment of profit margins down to more normal levels. Some of the
adjustment could also come through an increase in labot’s share of business income, which was
above 60 percent from 1947 through 2004 but has averaged 57 percent since. Lower profit margins
and a larger labor share can happen in a tight labor market that increases workers’ wage-bargaining
power. Faster labor productivity growth could also boost real wages.

The employment cost index (ECI) is perhaps the best regularly published measure of growth in
wages, salaries, and benefits. The ECI is released quarterly. Unlike the monthly jobs report’s average
annual earnings data, the ECI is a measure that holds the mix of jobs constant for a better read on
changes in average houtly earnings over time.” Both wages and salaries and compensation (wages
and salaries plus benefits) rose 5.1 percent over the course of 2022 for civilian workers. In the last
three months of 2022, compensation costs moderated, rising 1 percent (4 percent at an annual rate).
Both compensation and wages and salaries grew more slowly than inflation from December 2021 to
December 2022, but each grew somewhat faster than inflation in the second half of the year, which
means that workers were starting to experience real wage gains again. Some economists look at
wages and salaries for all occupations less incentive-paid occupations (where pay is not related to
hours worked). This measure grew 5 percent over the course of 2022, but only 3.2 percent at an
annual rate in the last three months.

The ECI data show that wage growth is moderating but may not yet be as low as is needed to be
consistent with the Fed’s inflation target. However, the trajectory is in the right direction, giving the
Fed breathing room to assess further data.

Concern that labor markets are too tight also rests on estimates from the Job Openings and Labor
Market Turnover Survey that showed a surge in job openings and quits to unprecedented levels
relative to the supply of workers in 2021, which only eased modestly in the second half of 2022. If
taken literally, those estimates imply a shortage of workers, which would put upward pressure on
nominal wages and inflation if those labor costs get passed through into prices. But there is
uncertainty about how serious employers are about filling all their openings. If employers were not
working very hard to fill most openings or had no plans to fill some of them in the near term, the
number of actual openings to be filled could be significantly overstated. There is also uncertainty
about the accuracy of the survey data because the share of employers responding to the survey has
dropped significantly. (Falling response rates since the pandemic are a serious issue for other key
economic data sources as well.")

8 Josh Bivens, “Corporate profits have contributed disproportionately to inflation. How should policymakers respond?”
Economic Policy Institute, April 21, 2022, https://www.epi.org/blog/corporate-profits-have-contributed-
dispropottionately-to-inflation-how-should-policymakers-respond/.

9 The problem with not holding the mix of jobs constant was illustrated in the pandemic. Average hourly earnings rose
sharply when large numbers of low-wage jobs were lost in the 2020 recession (which raised average hourly earnings
because the remaining jobs were higher paid on average), but many came back in the recovery (lowering average annual
earnings).

10 Bureau of Labor Statistics, “Household and establishment survey response rates,” accessed February 17, 2023,
https://www.bls.gov/osmr/response-rates/home.htm.



https://www.epi.org/blog/corporate-profits-have-contributed-disproportionately-to-inflation-how-should-policymakers-respond/
https://www.epi.org/blog/corporate-profits-have-contributed-disproportionately-to-inflation-how-should-policymakers-respond/
https://www.bls.gov/osmr/response-rates/home.htm

There is also scope for increases in labor force participation, including through immigration, to
expand the supply of workers and ease some tightness in the labor market. Labor force participation
rates (the share of the population either working or unemployed and actively looking for work) in
several age groups are not fully back to their pre-pandemic levels. That includes people in their
prime working years (ages 25 to 54), although it is close for this group.

Much about the labor market has changed as a result of the pandemic disruptions, but it is worth
remembering that the pre-pandemic economy had low inflation along with high labor force
participation (with room to improve), low unemployment, and in 2018 and 2019 rising real wages.
Unfortunately, even in those boom years, the labor share of business income was low compared to
historical levels. The goal is to maintain low unemployment and return to low inflation, while
workers experience significant and sustainable real wage gains. The labor market has moved toward
that goal but more progress is needed; what’s not at all clear, however, is whether further rate hikes
at this point make this outcome more likely or less likely.

Too Aggressive Anti-Inflation Measures Increase the Risk of a Recession

When the Fed in early 2022 began tightening monetary policy by raising interest rates,'’ some Fed
officials thought a “soft landing” might be possible, in which economic growth slowed and tighter
monetary policy cooled firms’ hiring intentions but did not lead to substantial layoffs. In such a
scenario, economic growth would slow and new entrants to the labor force might have longer job
searches, but a full-blown recession in which economic activity contracted and unemployment rose
sharply would be avoided. "

The Fed backed away from this hope as inflation continued to rise through the first half of 2022,
but the recent behavior of the economy bears some resemblances to that scenario. Nevertheless,
after the December meeting of the Federal Open Market Committee (FOMC)," and again in
February, Federal Reserve Chair Jerome Powell stated the FOMC’s position: “We continue to
anticipate that ongoing increases in the target range for the federal funds rate will be appropriate in
order to attain a stance of monetary policy that is sufficiently restrictive to return inflation to 2
percent over time.” While acknowledging that recent developments are encouraging, Powell stated

11'The Fed also turned from quantitative easing (buying securities as a way to ease credit conditions and lower interest
rates) to quantitative tightening and is reducing the size of its balance sheet by selling off its long-term assets to tighten
credit conditions.

12 While two quarters of negative growth are a popular indicator of a recession, the Business Cycle Dating Committee of
the National Bureau of Economic Research (NBER), the acknowledged arbiter of business cycle dating, describes a
recession as “the period between a peak of economic activity and its subsequent trough, or lowest point...involv[ing] a
significant decline in economic activity that is spread across the economy and lasts more than a few months.” (The
unique characteristics of the 2020 pandemic recession negated the “more than a few months” criterion.) See NBER,
“Business Cycle Dating,” https://www.nber.org/research/business-cycle-dating.

13 Monetary policy decisions are made by FOMC, which consists of 12 members: the seven members of the Board of
Governors of the Federal Reserve System; the president of the Federal Reserve Bank of New York; and four of the
remaining 11 Reserve Bank presidents, who serve one-year terms on a rotating basis. See
https://www.federalreserve.gov/monetarypolicy/fome.htm.
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that “we will need substantially more evidence to be confident that inflation is on a sustained
downward path.”"*

Such a path carries with it the risk of inducing a recession. The December Summary of Economic
Projections of FOMC participants (released before fourth-quarter 2022 data were available) shows
neither a soft landing nor a recession. Economic growth was projected to be 0.5 percent (fourth
quarter to fourth quarter) in both 2022 and 2023, and the average unemployment rate in the fourth
quarters of 2023 and 2024 was projected to be 4.6 percent. These are not recession projections, but
they are far from a soft landing. A rise in the unemployment rate would mean many more workers
and their families would have limited means to weather a spell of joblessness and would risk
increased hardship.

A rise in unemployment would likely be particularly hard on Black and Latino workers. A long
history, and the continuing reality, of structural racism and discrimination in employment and other
areas has contributed to persistently higher rates of unemployment for Black and Latino workers
than for white workers. Since the Bureau of Labor Statistics began collecting unemployment data by
race in the early 1970s, Black unemployment has on average been roughly twice as high — and
Latino unemployment roughly one and one-half times as high — as white unemployment, whether
the economy was expanding or contracting. (See Figure 4.)

Until the Great Recession, Black unemployment in the best of times was not much better than
white unemployment in the worst of times. Significant racial disparities have persisted since then,
but Black, Latino, Asian, and white unemployment rates are all back to being close to their pre-
recession rates in the recovery from the pandemic recession. Historically, Black workers have been
the “last hired and first fired” and would suffer the most harm in a recession.

The Fed’s rationale for tightening monetary policy is a desire to keep expectations of future
inflation “anchored” at close to its 2 percent target."”” What the Fed has wanted to avoid is above-
target current inflation getting built into expectations of future inflation, which could trigger a cycle
of anticipatory wage and price increases that could only be broken by very tight monetary policy and
a severe recession, as happened under then-Fed Chair Paul Volcker in the early 1980s.' In the Fed’s
view, convincing people of its willingness to “do what it takes” to bring down current inflation is
necessary to keep inflation expectations anchored. As mentioned eatlier, however, longer-term
inflation expectations have remained anchored.

14 Federal Reserve, “Transctipt of Chair Powell’s Press Conference, February 1, 2023,”
https:/ /www.federalreserve.cov/mediacenter/files/FOMCpresconf20230201 .pdf.

15 James Lee, Tyler Powell, and David Wessel, “What are inflation expectations? Why do they matter?” Brookings
Institution, November 30, 2020, https://www.brookings.edu/blog/up-front/2020/11/30/what-are-inflation-
expectations-why-do-they-matter/.

16 Dylan Matthews, “How the Fed ended the last great American inflation — and how much it hurt,” Vox, July 13, 2022,
https://www.vox.com/future-perfect/2022/7/13 /23188455 /inflation-paul-volcker-shock-recession-1970s.
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Black and Latino Unemployment Rates
Persistently Higher Than White Rate
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Powell makes the following risk management argument for continuing to tighten: if the Fed
overtightens monetary conditions and the economy weakens too much, the Fed has the tools to
reverse course and support the economy. But if the Fed doesn’t get inflation under control because
it didn’t tighten enough or began to loosen too soon and inflation becomes entrenched, the
employment costs of getting it back down likely will be much higher.

The counter, of course, is that because of the lags in the response of economic activity to changes
in monetary policy, the economy could be well into a recession before an easing of monetary policy
would begin to support economic activity and employment. The result would be rising
unemployment and significant hardship — outcomes that will likely fall disproportionately on low-
paid workers, particularly Black and Latino workers, and on those who have little in savings to fall
back on. When the economy weakens, businesses and individuals see unemployment rise and,
concerned about what the economic future holds, pull back on spending and investment, further
weakening demand and economic growth and leading to further increases in unemployment.

Fiscal Stimulus to Fight a Recession May Not Be Available

The prospect of rising unemployment and recession is particularly concerning in our current
political landscape, in which it is not clear that Congress would agree to use fiscal policy to respond
to a weakening economy. A look at recent examples is instructive. A Democratic Congress and
President George W. Bush reached a bipartisan agreement to provide modest relief in 2008 in
response to the recession. But in early 2009, President Obama and congressional Democrats
received no Republican support in efforts to shore up an economy by then in freefall. The result was
a unilateral Democratic effort that, while highly successful in providing critical relief to households
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and the economy, proved to be undersized, leading to a weaker recovery than would have been
possible with more robust action.

Democrats at the time controlled the White House and both chambers of Congtress until the 2010
elections. With the return of divided government, enacting significant additional stimulus measures
became impossible. With divided congressional control today, legislation can only be enacted
through bipartisan action. Early in the pandemic in 2020, a divided Congtress did reach bipartisan
agreement on important and robust relief measures that President Trump signed into law. But after
President Biden took office, Republican interest in negotiating around relief measures waned
considerably. The American Rescue Plan, a crucial piece of the recovery from the pandemic
recession, received no Republican votes.

It is certainly possible that if faced with rising unemployment, Congress could reach bipartisan
compromise on efforts to reduce hardship and stimulate aggregate demand. But there are serious
political headwinds to such a compromise.

Absent congressional action, the only significant federal policy response to a recession would be
through monetary policy, which acts more slowly and can’t target assistance to those facing real

hardship.

The Fed faces a challenging task. It may not want to deviate from its public stance that it will
continue tightening monetary policy until inflation is clearly on a path to stabilizing at or near its 2
percent target. But the risks and costs of precipitating a recession should play an important role in
determining monetary policy going forward. The Fed can and should communicate that pauses to
assess the balance of risks need not compromise its commitment to making steady progress toward
its inflation goal.
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