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The Federal Reserve announced a 75bp rate hike on Wednesday. Markets initially reacted positively to 
the offi  cial statement, as the following language was inserted:

‘In determining the pace of future increases in the target range, the Committee will take into account 
the cumulative tightening of monetary policy, the lags with which monetary policy aff ects economic 
activity and infl ation, and economic and fi nancial developments.’

The language was interpreted that the Fed would slow the pace of hikes going forward as they assess 
the lagged impact of earlier rate hikes on the economy. The bond market had correctly anticipated 
the 75bp hike this month and forecast less aggressive hikes of 50bp and 25bp in December and Feb-
ruary respectively – with the Federal funds rate topping out around 4.5%. 

However, thirty minutes after the offi  cial statement was released, Jerome Powell stated that ‘the ulti-
mate level of interest rates will be higher than previously expected,’ leading investors to believe that 
the terminal interest rate might be higher than the ~4.5% level that Fed offi  cials had projected in their 
September meeting. 

Though the Fed may indeed be less aggressive with their next two scheduled rate hikes, some Wall 
Street fi rms are betting that the Fed will tack on an extra 25bp to 50bp in the March 2023 meeting. 
The impact of this development is that investors can expect more short-term volatility as the Fed 
looks toward incoming infl ation data (CPI next week) for clear signs that, though infl ation rates are off  
their worst levels, that they are clearly trending lower. 

A Delicate Balance
On a positive note, fi scal distortions in the wake of Covid-related lockdown support are subsiding. For 
example, the federal budget defi cit in FY2021 was $2.78 trillion, but for FY2022 (which ended on 9/30), 
it fell to $1.375 trillion.

Recall federal government spending equated to the equivalent of 25.1% of GDP last year.  With the 
exception of the Covid years, FY2022 spending as a share of GDP was the highest for any year since 
World War II.  This is even higher than the peak year of the Financial Crisis (FY 2009), when govern-
ment spending peaked at 24.3% of GDP.

However, off setting the extreme levels of government spending, government revenues have soared – 
revenue hit 19.6% of GDP in FY2022 only surpassed by the last two years of World War II and the year 
2000, during the dot-com boom. Individual income tax receipts soared 29% last year, to a record high, 
and were $1 trillion above 2020 levels. 

How is this possible? The massive fi scal and monetary stimulus of 2020-21 temporarily boosted eco-
nomic activity and has now led to the highest infl ation recorded in forty years.  Nominal wages and 
profi ts surged, as did government revenue.  In a sense, the government borrowed from future gener-
ations to hand out checks and then taxed its own stimulus back after it circulated in the economy.  
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This fi scal support has dampened some of the impact of rate hikes, keeping the economy out of re-
cession this year. 

Between these two opposing forces, there is a small window over the next several months where 
infl ation starts showing signs of receding in time for the Fed to end its tightening regime just as fi scal 
revenues and spending top out. The net result would be the economy slowing just enough to get 
infl ation under control without falling into a deep contraction – the proverbial economic soft landing. 
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