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Confluence Investment Management offers various asset allocation products which are managed using “top 
down,” or macro, analysis.  We publish asset allocation thoughts on a bi-weekly basis, updating the report 

every other Monday, along with an accompanying podcast. 

 

The Inflation Surprise 
 

August 22, 2022 

 

July inflation came in below expectations.  On a yearly basis, the market expected an overall rate 

of 8.7%, while the actual reading was 8.5%.  For core CPI, the actual was 5.9% compared to 

expectations of 6.1%.  Perhaps the most bullish part of the report was the monthly change, where 

the overall rate was unchanged compared to June and the core rose by 0.3% compared to 

expectations of a 0.5% rise.  This was the first monthly reading for the overall rate that was zero 

or less since May 2020.   

 

The reaction of financial markets was swift and bullish.  The S&P 500 rose over 2% on 

Wednesday, August 10.  The dollar fell, commodities mostly rose, and the short end of the yield 

curve rallied.  Why the strong reaction?  The July data was the first time in months we have seen 

a modest rise in inflation and there is hope that we may be past “peak inflation.”  This hope may 

be fulfilled.  It’s clear the U.S. economy is slowing and there is evidence that supply chains are 

slowly improving.  

 

Is this optimism justified?  Although the news on inflation was positive, comparing the policy 

rate relative to CPI and unemployment suggests the FOMC still has a long way to go before 

achieving a neutral rate. 

 

 

Asset Allocation Bi-Weekly 
 

By the Confluence Asset Allocation Committee 

 

 

https://www.confluenceinvestment.com/category/podcasts/asset-allocation-weekly-podcast/
https://www.newyorkfed.org/research/policy/gscpi#/interactive
https://www.newyorkfed.org/research/policy/gscpi#/interactive
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In the above chart, the independent variable is CPI less the unemployment rate.  The blue line 

shows the difference from the model’s estimation of what the policy rate should be based on the 

difference between CPI and unemployment.  Since 1957, the Federal Reserve has never 

conducted a policy this easy.  Although recent tightening has somewhat narrowed the gap, the 

FOMC needs to see either a rise in unemployment or a sharp drop in inflation.   

 

Financial markets, in contrast, are anticipating an end to this tightening cycle.  Comparing the 

implied interest rate from the Eurodollar futures market, two years into the future, suggests the 

Fed will be easing in the coming months. 
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Eurodollar futures are already projecting a lower rate over the next two years.  We have not 

reached the extremes of earlier tightening cycles, but another rate hike of 50 bps will push the 

deviation into easing territory. 

 

So, why the difference in the two models?  The financial markets are anticipating a change in 

economic conditions, either falling inflation, rising unemployment, or both.  Why?  In part, it’s 

because the financial markets are anticipating recessionary conditions.  For example, the yield 

curve has inverted.   The chart below depicts a study that looks at 10 different Treasury yield 

curves.  History shows that when more than six of these curves invert, a recession occurs, on 

average, in 15 months.  In July, eight of the curves inverted.  As an aside, note that it is common 

for these curves to steepen after the inversion but before the recession develops.  One should not 

take any comfort in fewer yield curves inverting once we exceed six. 
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What is unknown is how fast inflation will fall or unemployment will rise.  Our concern is that 

the financial markets are anticipating a rapid adjustment in the first chart’s indicator that may not 

be borne out by the data.  If that outcome occurs, the FOMC may tighten more than the market 

expects and maintain that tightness longer than anticipated.  That outcome would likely be 

negative for equities, but for now, hopes of falling inflation and an easing response from 

policymakers have lifted risk assets.  If this positive outcome fails to materialize, a downturn in 

risk assets is likely.   

 
Past performance is no guarantee of future results. Information provided in this report is for educational and illustrative purposes 
only and should not be construed as individualized investment advice or a recommendation. The investment or strategy discussed 
may not be suitable for all investors. Investors must make their own decisions based on their specific investment objectives and 
financial circumstances. Opinions expressed are current as of the date shown and are subject to change.   
 

This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based 
upon sources and data believed to be accurate and reliable. Opinions and forward-looking statements expressed are subject to 
change. This is not a solicitation or an offer to buy or sell any security. 
 


