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Still Unprecedented

What a difference a year makes!

One year ago the Federal Reserve was forecasting that real
GDP would grow a strong 4.0% in 2022, that PCE prices would
be up a relatively moderate 2.6%, and we should expect a grand
total of three 25 basis point (bp) rate hikes by the end of the year.

Instead, it looks like real GDP will be up about 0.5%, PCE
prices will be up 5.6%, and we had the equivalent of seventeen
25 bp Fed rate hikes, finishing the year at 4.375%. So, if you
feel a little dizzy about all of this, imagine how the Fed feels.

For 2023, the Fed is forecasting another year of 0.5% real
GDP growth, inflation of 3.1%, and the unemployment rate
rising to 4.6%. As for Fed policy, the dot plot shows another 75
bps of rate hikes in 2023, and no planned cuts.

We think growth will undershoot the Fed’s forecast in
2023. Instead of growing 0.5% in 2023, we expect real GDP will
shrink about 0.5%. Meanwhile, we think inflation will
overshoot: ending next year above 4.0%. Sure, inflation
moderates in 2023, but not as much or as fast as many expect.

What does that mean for the Fed? While others obsess
about short-term interest rates, we still think investors (and the
Fed) should pay more attention to the money supply, M2 in
particular. M2 surged in 2020-21, hitting a peak of 27% year-
over-year growth and rising a cumulative 40%. But in the past
year, M2 growth hit a wall, and is up just 1% from a year ago. If
accurate, this means economic activity is likely to slow very
sharply — and soon.

However, we think some of this decline in M2 growth is
because the Treasury General Account at the Fed (the Treasury’s
checking account) grew from $100 billion at the end of 2021, to
a current level of $600 billion. In other words, the Treasury has
extracted roughly $500 billion of M2 from taxpayers and bond
buyers and put it aside in an account that does not count as M2.
If we adjust M2 for this sleight-of-hand, M2 is up roughly 4% in
the past year, not 1%.
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We also can’t rule out the possibility that measurement
error has led to the Fed miscalculating M2. If M2 has really
slowed to 1% in the past year, it’s hard to figure out how total
bank credit is still up more than 7% from a year ago.

If their calculations are true, the dramatic slowdown in M2
growth in 2022 would be entirely consistent with a recession
starting sometime in 2023. But, so far, we don’t see evidence of
any large squeeze in overall economic liquidity.

Lurking in the background of all these forecasts, including
our own, is the fact that we are in unprecedented times. Forget
COVID lockdowns; every prior episode of inflation in the post-
World War II era was accompanied by the Fed operating in a
“scarce reserve” system, whereby it would tighten monetary
policy by draining reserves from the banking system to make
short-term interest rates move higher. Meanwhile, those reserves
would generate zero income for the banks unless they lent them
to other banks.

Now, for the very first time with high inflation, the Fed is
operating in an “abundant reserve” system, trying to tighten
monetary policy by directly paying banks higher interest rates to
hold the copious reserves that well exceed banks’ needs. The
continued growth in bank credit suggests that, so far, this
experiment in monetary policy is not quite going according to
plan.

Interest rates all along the yield curve remain below every
economic model of neutral rates (i.e. The Taylor Rule). The Fed
has held the federal funds rate below inflation for 90% of the past
thirteen years. This is all part of the unprecedented policies that
investors must analyze and deal with.

Put it all together and the only thing we’re confident about
is that whatever happens in 2023, it will likely look very different
from what the Fed is forecasting.
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