
                                       OTFS Economic Update: 

        Thursday, May 19, 2022 

By: Brad Olson 

 

“Your Money, OUR Economy: They’re Linked”  

Yogi Bera: “When you come to a fork in the road, take it.” -- “It ain’t over till it’s over.” 
 

The business cycle remains in late Phase-3. During this phase the economy is still “relatively” strong as business keep 

rebuilding inventories, although very close to Phase-4. The economy is slowing down, driven by declining income and 

wages after inflation, slower orders, and slower sales of big-ticket items. Manufacturing activity is still growing at a solid 

pace but is starting to slow down. Manufacturing production will be cut when business recognizes that sales are 

faltering. At this point, commodities and bond yields decline, driven by a much weaker business cycle. At that point, we 

will be working in the later stage of Phase-4 as we begin a recovery. 

Key: Red = Indicator of Concern;   Green =Positivendicator;  Yellow = Indicator of Caution 

➢ Purchasing managers - Firm manufacturing but slowing down. This index follows exactly our business cycle 

indicator. The index is still at elevated levels, reflecting good growth in manufacturing. The index, however, is 

declining, suggesting manufacturing activity is slowing down as in 2011, 2014, and 2018. 

➢ Wages - Declining after inflation. The irrational money-printing by the Fed needed to finance the generous 

government programs has been achieving the opposite result. Inflation is penalizing workers. Wages after 

inflation are declining – now down -2.0% y/y. 

➢ Durable goods orders - Weak. New orders are slowing down – up +2.0% y/y after inflation. The decline in 

consumers’ purchasing power, however, is causing new orders of consumers’ big-ticket items to sink -10.1% y/y 

after inflation. 

➢ Income - Plunging after inflation. Consumers are enduring difficult times, as reflected by consumer optimism 

near record low levels. The above data further indicate their predicament. Personal income after inflation: down 

-20.2% y/y. Personal consumption expenditures after inflation are slowing down to a crawl: +0.5% y/y. 
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➢ Commodities - Close to a top. The most important commodities, such as copper, lumber and crude oil maybe 

showing signs of weakness. This is what happens when business activity slows down. 

➢ Inflation – Rising. A main driver is strong home prices. Inflation has far exceeded the Federal Open Market 

Committees’ 2% target, with headline Consumer Price Index (CPI) rising 0.3% m/m and 8.3% y/y, while Core CPI 

jumped 0.6% m/m and 6.2% y/y. While declines in energy prices led a moderation in headline CPI, core inflation 

accelerated as airfares, new vehicle prices and shelter costs rose solidly. 

➢ Bond yields - Rising. Yields seem to be stabilizing, for now, around 3% as oil and copper show signs of weakness. 

➢ The Dollar – Strengthening. This is responding to economic weakness in the world.  We have the strongest 

economy, the best economic system, and the best workers. We also have problems, but the other countries 

have much bigger ones. This is the reason international investors buy Dollars when the times get tough. 

Bottom line. Business keeps producing while consumers spend less. Inventories are building up and soon business must 

decide to scale down production to bring inventories in line with sales. 

Stock Market - Many investors are beginning to wonder is the market oversold? Are equities at or close to a bottom? Is 
this the end of the decline? No one will know those answers until we read about them in the history books. What we do 
know is that we usually will see more cyclical and sensitive sectors leading us out of the bottom, as they would be 
profiting from the return of strong economic growth. Currently, that is not happening as the defensive sectors (not the 
cyclical sectors) are still seeing relative strength: staples, utilities, and healthcare. Some good news is that rising yields 
and some commodity prices have paused—will that hold? We would like to see much slower growth in M2 (M2 is a 
measure of the money supply that includes cash, checking deposits, and easily-convertible near-money) which would 
mean that the Fed is truly serious about controlling inflation. Until we see these events play out, we may see a near-
term, temporary ‘bounce-up’ in the market, which may not – if it occurs -- be the actual end of the downturn. The 
economy is a living body; no one knows how it will react to the type or the amount of medicine the FED is trying. Plus, 
there are other viruses that can come up at any time and delay a recovery. These realities are why we practice market 
logic and not market timing! 

Investment Risks 

• Heightened geopolitical tensions with Russia could result in severe energy shortages, worse consumer confidence 

and dampened growth. 

• Inflation could spike further and remain elevated for longer if energy shortages worsen. 

• The removal of policy support and stretched valuations could provide a challenging backdrop for equities. 

Investment Themes 

• U.S. equity investors may use earnings as a guide in a rising rate environment. 

• Fixed income investors may want to underweight duration and explore alternative sources of income. 

• Long-term growth prospects, a falling dollar and cyclicality support international equities. 

{Data source for information in update: https://www.bls.gov/ - Bureau of Labor Statistics; J.P. Morgan Market Insights} 
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