Inflation lowering but careful measures are needed to prevent a recession 
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Remember inflation? The most recent data on prices suggests that the spike in U.S. inflation seen over the last two years is finally going away.
On Wednesday, the Labor Department reported the  rose 3% on an annual basis in June, down from a 4% annualized gain in May. On a monthly basis, the CPI gained 0.2%.
The latest CPI data is further evidence that aggressive  finally have inflation trending steadily lower. Year-over-year CPI inflation hit a 40-year high of 9.1% in June 2022, but it has now fallen for 12 consecutive months. June CPI by the Numbers
Prior to 2022, the consumer price index hadn’t gained more than 8.3% on a year-over-year basis in any month since 1982. However, post-Covid 19 supply chain disruptions, pent-up consumer demand and the tight labor market drove prices sharply higher.
In June, core CPI, which excludes volatile food and energy prices, was up 0.2% on a monthly basis and 4.8% from a year ago. Economists had projected a 5% annual gain.
Food prices were up 0.1% month-over-month and 5.7% compared to a year ago. Energy prices were up 0.6% on a monthly basis but were still down 16.7% over the prior 12 months. Shelter costs kept rising, gaining 0.4% compared to May and 7.8% compared to June 2022.
The latest CPI numbers come after the Labor Department reported the U.S. economy added 209,000 jobs in June, missing economist expectations for 240,000 new jobs. The Labor Department reported U.S. wages were up 4.4% year-over-year in June, while the unemployment rate dropped to 3.6%.
The June CPI data confirms that the U.S. inflation problem may finally be in the rear-view mirror. In late June, the Commerce Department reported the core  was up 4.6% on an annual basis in May, down from a 4.7% year-over-year gain in April. Core PCE is the Federal Reserve’s preferred inflation measure. The Fed Has Nearly Won the War on Inflation
Inflation has been the Fed’s top priority since early 2022. The Federal Open Market Committee began raising interest rates starting in March 2022 in an attempt to bring inflation back down to its 2% long-term target.
The FOMC has now raised rates 10 times in the past 16 months, increasing its federal funds rate target range by a total of 5%. The Fed is also allowing up to $60 billion in Treasury securities and $35 billion in agency mortgage-backed securities (MBS) to mature and roll off its more than $8.3 trillion balance sheet per month.
After the Fed finally paused its rate hikes in June, Thursday’s CPI reading increased the chance the Fed is approaching its final rate hike of the current cycle.
David Bahnsen, chief investment officer at The Bahnsen Group, says the CPI report is a clear signal the Fed has finally defeated inflation.
“Wednesday’s weaker-than-expected CPI gives the Federal Reserve more than enough cover to extend their interest rate pause and essentially do nothing for the time being,” Bahnsen says. One More Fed Rate Hike
According to CME Group, markets are currently pricing in an 89.9% chance the FOMC will raise its target fed funds interest rate by  in July, which would bring the target fed funds rate to between 5.25% and 5.5%.
The market is also pricing in a 34.5% chance the Fed will continue to raise rates by at least another 25 bps by the end of the year.
In the , most Fed officials indicated further policy tightening will likely be necessary, but the committee opted to temporarily pause its rate hikes to “allow them more time to assess the economy’s progress.”
Hawks calling for more rate hikes argue inflation isn’t declining fast enough, particularly core PCE. Doves calling for the Fed to continue to pause its rate hikes in July are concerned the 5% increase in interest rates in the past 16 months could have a delayed, cumulative impact on the economy in the second half of the year.
Jeffrey Roach, chief economist for LPL Financial, says inflation will likely continue to ease in coming months.
“Rent for new tenants has plummeted. We know the official inflation metrics need some time to process the decline in the rental industry, but the decline bodes well for inflation rates in the coming months,” Roach says. The Economic Outlook
The Fed is attempting to navigate a balancing act of raising interest rates to bring down inflation without .
Up to this point, the labor market has remained resilient despite the Fed’s aggressive monetary policy tightening measures. However, the economic uncertainty has weighed on corporate earnings.
Higher interest rates increase borrowing costs for companies and consumers, slowing economic activity. The New York Fed’s recession probability model suggests a 67.3% chance of a U.S. recession sometime within the next 12 months.
Fortunately, impressive stock market gains so far in 2023 indicate Wall Street remains optimistic about the economic outlook. The S&P 500  in early June, surpassing a 20% gain from its October 2022 lows, and is now up 15.6% year-to-date.
Elevated interest rates have historically hit growth stocks particularly hard because higher rates have a negative impact on discounted cash flow valuations. However, that trend has reversed so far in 2023. The Russell 1000 Growth Index is up 27% year-to-date, while the Russell 1000 Value Index is up just 3.3%.
The technology sector has been a particularly strong performer this year after a difficult 2022. S&P 500 technology sector earnings declined 9.5% in the first quarter of 2023 as elevated interest rates compressed tech sector margins. However, the Technology Select Sector SPDR Fund (XLK) is up 34.6% year-to-date.
Stock market bulls see the 2023 rally as a sign the economy is in the clear, but critics have pointed out the bull market may be more fragile than it appears at first glance. In fact, the seven-largest  accounted for about 86% of the entire index’s gains in the first half of the year, while the other 493 stocks barely gained any collective ground at all.
Brian Price, head of investment management for Commonwealth Financial Network, says investors should consider  and taking profits in some of the best-performing assets. “So far in 2023, equity and fixed income markets have performed well. A rebalancing approach that results in fading those areas that have performed extremely well while leaning into asset classes that haven’t delivered stellar returns could be a sensible strategy as we enter the second half of the year,” Price says. What’s Next for Inflation?
With the next FOMC meeting just weeks away, investors and Fed officials will be watching upcoming economic data points closely. On July 14, the University of Michigan releases its preliminary U.S. Consumer Sentiment Index reading for the month of July. Investors will also be paying attention to the US Census Bureau’s June Retail Sales report on July 18.
Perhaps most importantly, the second quarter earnings season kicks into full swing when big bank stocks Citigroup (C), JPMorgan Chase (JPM) and Wells Fargo (WFC) release their quarterly financial reports starting on July 14. Analysts estimate second-quarter S&P 500 earnings dropped 6.4% year-over-year in the second quarter.
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