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

 “There is no evidence that the business cycle has been repealed.” — Alan Greenspan 
{This is why, at Oak Tree Financial Services-Brookfield, we closely analyze and apply the nation’s four-phase business cycle.} 

 

OVERVIEW: The business cycle seems to be working its way through Phase 3. In this phase the economy is still strong as 

businesses keep rebuilding inventories. We see commodities peak, interest rates peak, inventory-to-sales ratios bottom, 

inflation rise, credit conditions worsen, and earnings at peak growth. Stocks are typically in a bull market propelled by 

increased liquidity and strong earnings. Rising inflation, home prices, and interest rates eventually hinder consumer 

optimism and become a headwind against earnings, the economy, and the stock market. Normally, the business cycle 

will bottom in Phases 3 and 4 then transition back to Phase 1 when inflation, home prices, and interest rates decline, 

and when consumer confidence rises. 

Key: (Red = Concerning Indicator;  Green = Positive Indicator;  Yellow = Cautious Indicator) 

➢ Consumers - Worried. Consumers are expecting considerable deterioration in personal finances relative to their 
current conditions. The good news is the latest consumer sentiment indicators continue to rise with wage gains. The 
bad news is inflation continues to outpace those gains. The next major data point is consumer spending on January 
14 when December retail sales are released. 

➢ Housing starts and auto sales - Firm housing starts. Weak auto sales. Auto sales have declined to recessionary 
levels. The good news is the important housing sector is still strong, as also reflected by rising lumber prices. 

➢ Industrial production and retail sales - Strong. Retail sales are very strong: +18.2% y/y. This is a high number that 

may not be sustainable with income declining after inflation and taxes. Industrial production, meanwhile, must be 

ramped up (+5.3%) to produce the goods needed by consumers. These growth rates may suggest business will have 

to experience a major inventory correction when sales slow down to the average growth rate of 4% after inflation. 

➢ Commodities - Pausing. Commodities keep trading in range. Lumber is an exception, reflecting strong housing. 
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➢ Inflation - High and rising. Inflation has far surpassed the Federal Open Markets Committee (FOMC) 2% target, 

meaning inflation is both significant and may not be temporary. The November CPI report showed consumer prices 

rose at their fastest pace in 40 years as gasoline prices and vehicle prices continued to accelerate. Headline CPI met 

expectations at +0.8% m/m and +6.8% y/y, while Core CPI rose 0.5% m/m and 4.9% y/y. However, as we look to 

2022, we hopefully see a significant moderation in inflation as supply chain issues ease and  energy prices cool. If 

history is a teacher, inflation will decline after a painful business slowdown. The growth of M2 (money supply) must 

slow down in a major way to control inflation. 

➢ Bond yields - Declining. Yields decline when the business cycle declines. The bond market seems to agree with our 

assessment of the economy. Since March many economic indicators have shown a gradual slowdown. Since then, 

yields have been declining. We believe they will keep heading lower. 

➢ Federal Reserve Policy – Tapering. A rapidly improving labor market and persistent inflationary pressures have 

pushed the Fed to adopt a more hawkish stance toward monetary policy. At its December meeting, the FOMC 

officially announced its plans to accelerate the taper of its net asset purchases to $30bn per month, suggesting the 

FOMC will conclude tapering by March 2022 and pave the way for rate hikes next year. The Fed now implies three 

rate hikes in 2022 and 2023. In the statement, the Fed retired the word “transitory,” making clear that high inflation 

and a falling unemployment rate prompted the committee to hasten its tapering timeline. 

➢ Jobs – less than expected.  November nonfarm payrolls rose by just 210K, well below consensus expectations for a 

545K gain. On the other hand, the unemployment rate fell more than expected, declining 0.4 points to 4.2%, the 

lowest since the pandemic began. Employment in the household survey, in contrast to the payrolls survey, rose by a 

very strong 1.1M workers with a healthy 594K gain in the labor force. While the headline payrolls number was a 

significant miss, the overall narrative remains – economic momentum is very strong despite the economy rapidly 

running out of labor resources. This report may well strengthen the Fed’s resolve to consider a faster tapering of 

bond purchases when it meets in December. 

Bottom line. We are anticipating an inventory correction in the coming months. The outcome will cause slower growth. 

The Fed, meanwhile, is attempting to reign in the monetary excesses. This environment favors sectors performing well in 

a future slow growth economy. 

 Areas of Concern 

• The emergence of COVID-19 variants and global vaccine delays could slow the economic reopening. 

• Inflation could spike in the medium term. 

• Business is facing slower growth accompanied by rising input costs 

• Extremely accommodative monetary and fiscal policies could lead to a boom-bust recession. 
Possible Investment Themes in Current Environment  
• U.S. equity investors may use earnings and solid recurring income streams as a key factor in stock selection if we 

have a rising rate environment. 

• Fixed income investors may underweight longer term bonds, maintaining short durations as rates rise. 

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

{Data sources for information in update: https://www.bls.gov/ - Bureau of Labor Statistics, JP Morgan Market Insights} 
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