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A year ago, the Federal Reserve forecasted that real GDP (GDP adjusted for infl ation) would grow 
4.0% in 2022, personal consumption expenditure (PCE) prices would rise only 2.6%, and a total of 
only three 25 basis point rate hikes by the end of the year was anticipated. Instead, at year-end 
real GDP is only up 0.5%, PCE prices increased by 5.6%, and the U.S. economy endured the equiv-
alent of seventeen 25 basis point rate hikes, fi nishing the year at 4.375%. Given what investors 
began the year expecting to happen, it’s no wonder many are left reeling as a new year is set to 
begin. 

Undoubtedly, the Fed is having similar feelings as it looks ahead to 2023. Currently, the Fed is 
forecasting another year of 0.5% real GDP growth, infl ation of 3.1%, and unemployment rising to 
4.6%. All the while, they intend to execute another 75 basis points of rate hikes with no planned 
cuts.

A Deeper Look at the Numbers
Because the Fed’s 2022 forecast was far diff erent than the outcome, a logical question becomes, 
“What happens if they are wrong again?” While many will focus on short-term interest rates, 
investors (and the Fed) are wise to pay more attention to the money supply, especially M2. M2 
spiked in 2020-21, peaking at 27% year-over-year growth and rising a cumulative 40%. But over 
the past year, M2 growth hit a wall, and is up only 1% from a year ago. 

If the Fed’s M2 calculation is accurate, economic activity could experience a pronounced slow-
down in the coming year. Optimistically speaking, there are a couple of reasons to believe their 
1% growth fi gure is fl awed, however. First, some of the decline in M2 growth is because the Trea-
sury 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 collected $500 
billion of M2 from taxpayers and bond buyers, putting it aside in an account not included as M2. 
Adjusting M2 for this translates to a growth rate of approximately 4% in the past year, not 1%.

There is also the possibility that measurement error has led to the Fed miscalculating M2. If year-
over-year M2 growth has really slowed to 1%, it’s hard to reconcile the fact that total bank credit 
is still up more than 7% from a year ago.

If the Fed’s calculations are in fact accurate, the dramatic slowdown in M2 growth in 2022 would 
be consistent with a recession beginning sometime in 2023. But, so far, there is no real evidence 
of any large squeeze in overall economic liquidity.

Market Conditions Remain Unprecedented
While noted many times before when considering economic data, it bears repeating that investors 
are living in unprecedented times. COVID aside, every prior battle against infl ation since World 
War II has been accompanied by the Fed operating in a “scarce reserve” system, whereby it would 
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tighten monetary policy by removing reserves from the banking system to make short-term inter-
est rates move higher. Meanwhile, those reserves would generate zero income for banks unless 
they lent them to other banks.

For the fi rst time in history, the Fed is fi ghting infl ation in an “abundant reserve” system, trying to 
tighten monetary policy by directly paying banks higher interest rates to hold reserves that well 
exceed banks’ needs. The continued growth in bank credit suggests that, so far, the Fed’s experi-
ment in monetary policy is not going according to their plan.

Interest rates all along the yield curve remain below what every economic interest rate model 
suggests they should be. In fact, the Fed has held the federal funds rate below infl ation 90% of 
the time since the Financial Crisis. This is all part of the unprecedented policies that investors must 
continue to analyze and deal with.

A Prudent Investment Approach for the New Year
All things considered, the Fed’s recent track record, accompanied by unprecedented monetary 
policy, means that investors should continue to expect the unexpected in 2023. This doesn’t 
suggest that fear and pessimism should govern decision-making, but instead serve as a timely 
reminder that proper diversifi cation and discipline is paramount to success as markets navigate 
largely uncharted waters.
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