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2022 is the third year of the dramatic shift in
government policies away from free-market
classical economic principles. 2022 has been a
year of rapid increases in current dollar
spending, high inflation, little real growth,
declining living standards and public discontent.

In 2016 to 2019 government policies moved
toward classical principles. As a result, real
earnings grew steadily from 2017 until the
government-force lockdown in early 2000.
Average real earnings soared in 2020 as many
lower wage earners were locked out of work.
Average earnings then declined as these
workers returned. An ongoing shortage of
workers has kept earnings above where they
were before the lockdown.

For 2023, a restrictive monetary policy is
forecast to significantly slow current dollar

policy and its impact on spending in the section
on Monetary Policy.

The impact of monetary restraint already has hit
the stock market and housing. In 2023, the
signs of economic weakness will spread
through much of the rest of the economy.

Increases in federal spending and regulations
have taken their toll on productivity, which fell
by 1.3% in the year ending in the third quarter.
With little hope for any meaningful control over
federal spending and regulations, an
improvement in productivity is unlikely.

Without an improvement in productivity, it will
take a significant easing in demand to contain
inflation. As a result, the outlook for 2023 is for
continued monetary restraint and higher interest
rates through much of the year along with a

) . : moderate and extended downturn in real
spending (GDP). See details on measuring Fed
output.
Annual Employee Earnings: Before & After Inflation
$60,000
$58,000
$56,000
$54,000 —
$52,000
After |inflation
$50,000
$48,000 JM \T
A
$46,000 - — ot
W~, ——
$44,000
2015 2016 2017 2018 2019 2020 2021 2022
Source: Federal Reserve Bank of St. Louis; classicalprinciples.com; average weekly earnings all employees annualized;
real earnings adjusted by consumer price index in 2015 dollars

© Copyright 2022 Robert Genetski & Associates, Inc.


mailto:rgenetski@gmail.com

Classicalprinciples.com

Monetary Indicators and the Economy

Since the creation of the Federal Reserve in
1913, its monetary decisions have impacted the
economy. Whenever the Fed creates more
money than business needs to produce output
inflation occurs. When the Fed creates less
money than business needs, the results are
slow growth or a downturn.

Since the financial crisis of 2008 the Fed has
used its unprecedented power to add or remove
massive amounts of money into or out of the

economy.

Such power has led to an

unprecedented increase in the Fed’s portfolio.

There are

numerous ways to measure

monetary ease or restraint. One measure has

which usually is the way the Fed increases the
money supply.

In addition, our analysis considers the behavior
of trillions of excess bank reserves—balances
banks hold at the Fed. When banks reduce
these deposits, they increase the amount of
money in the economy.

Measuring the change in money from the Fed’s
purchases or sales of securities, minus banks
excess reserves, provides a measure of the
change in money entering the economy. The
following charts show Fed purchases or sales
of securities, excess bank reserves, and the
combined effect of both labeled liquidity.

been to observe Fed purchases of securities,
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These monetary measures reveal the massive
increase in money from early 2000 until the
spring of 2022. This increase produced the
double-digit surge in spending and the highest
inflation in 40 years.

The measures also show how the Fed stopped
buying securities in the spring of 2022, about
the same time they began raising interest rates.
Finally, the chart shows how banks have
reduced their deposits at the Fed, thereby
offsetting some of the Fed’s intended restraint.

Our conclusion is that the Fed’s monetary
restraint began in July, 2022 when the
combination of Fed sales and bank reserves
first began to decline. Even with this five-month
decline, the year-over-year increase in liquidity
still was 26%. This leads to the conclusion, that
money remains expansive.

While it may be reasonable to conclude that
money remains expansive, we have argued that
money is dynamic and that much of the
economy over the past two years has already
digested the explosive increase in money. If so,
the recent leveling off or modest decline in
money is a major change that represents
restraint.

We also contend that monetary policy does not
occur in a vacuum. Other financial indicators
should confirm a period of monetary restraint.

This is happening as vyield curves become
inverted—where short-term interest rates move
above longer-term rates. Inverted curves often
precede recessions. The yield curve charts on
following page show actual data through
November and estimates based on rates in
early December.

Other charts on the following page show more
traditional measures of the money supply,
which also point to a restrictive monetary policy.

Hence, despite the liquidity measure showing a
substantial amount of bank reserves in the
economy, numerous other signs point to
monetary restraint. These signs support the
case for a slowing in spending.

In terms of timing, a normal 6-to-9-month lag
would produce a significant weakening in
current dollar spending in the first half of 2023.
While the extent of the slowdown in spending is
highly speculative, the extent of the decline in
housing activity and the stock market is not.
Both point to a downturn in output of at least
2% to 3%.

The magnitude of the decline and prospects for
recovery depend on how long the Fed
maintains its restraint and how quickly inflation
subsides.
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Sensitive Indicators

Sensitive short-term indicators remain mostly
negative. The two most reliable early
indicators—stocks and housing—continue to
point to a looming downturn.

Most sensitive indicators for October also point
to an upcoming downturn. New orders for
durable goods are declining even Dbefore
allowing for higher prices. The November
Homebuilders’ survey plummeted to 33. In
addition, the Meyers Report shows shipping
volumes in November down close to 50% from
a year ago.

The one exception to signs of weakness is the
November ISM survey of business activity in
the service sector of the economy. The ISM

November survey showed healthy growth in
new orders and backlogs with readings above
the mid-50s. An alternative November survey
from S&P shows service activity declining for
the third straight month with a reading of 46,
and a sharp decline in new orders adding to the
weakness. The conflicts in these surveys are
likely due to surveying different businesses.

While sensitive indicators warn of weakness,
most coincident indicators continue to show the
economy expanding. The latest Atlanta Fed real
growth estimate for the fourth quarter is a
strong 3.4%, which we believe is too high.
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SENSITIVE INDICATORS
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ECONOMIC INDICATORS
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Inflation Indicators

Most commodity prices were flat to down in
November. The combination of weaker
business activity and an increase in the value of
the dollar contributed to reducing price
pressures.

Inflationary pressures occur whenever the
growth in current dollar spending (GDP)
exceeds the growth in output. While there is
usually a two-year lag before excess spending
increases inflation, sharp changes in spending
can be shorter. This happened when the
lockdown led to a sharp drop in spending and
inflation as well as when the recovery sent
inflationary pressures higher.

Current dollar spending (GDP) is the main force
dominating future inflationary pressures. In the
year ending in the third quarter, spending
slowed to 9%, down from 12% in the year
ending in 2021. In the first three quarters of this
year, the annualized quarterly rates have been
6.6%, 8.5%, and 7.3%, respectively. An
alternative gauge of total output (measured

from incomes instead of spending) shows
quarterly annual growth rates of 9.2%, 8.2%
and 4.6%, respectively.

Our forecast anticipates monetary restraint will
produce additional slowing in spending and
incomes into 2023. A normal six- to nine-month
lag would produce most of the slowdown in the
first half of 2023. The extent of the slowdown is
speculative. It depends in part on the Fed’s
upcoming monetary changes. At this point, we
assume the rate of increases in current dollar
spending will slow to the 2% to 3% range.

We anticipate inflation will subside slowly with
price increases remaining in the vicinity of 3%
to 4% next year. If the Fed continues its policy
of restraint, the slower spending pace is
expected to bring inflation down to the Fed’s
target of 2.0% to 2.5% by 2024.
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INTEREST RATES

Our assumption of a relatively slow unwinding
of inflation means the Fed will have to maintain
a restrictive monetary policy through most of
2023. This means further sales of securities
and further increases in the fed funds interest
rate.

The peak in the fed funds rates will depend on
how quickly inflation subsides, the extent of the
downturn in the economy, and the Fed’s
tolerance for balancing its objectives.

At this point, expectations about the peak in
interest rates remain speculative. If the pace of
spending comes down as dramatically as we
anticipate, and the Fed follows through as
markets anticipate, we expect inflation to be in
the 2% to 3% vicinity by 2024.

The recent decline in longer-term interest rates
assumes a faster decline in inflation than is
likely. We anticipate the likelihood of further
increases in interest rates.
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STOCK PRICES

Stock prices have increased by 15% from their
lows in October while bonds have rallied
significantly. Financial markets are behaving as
if the Fed easily will succeed in meeting its
objective of reducing inflation to the 2% vicinity.

While we expect the Fed to be successful in
containing inflation, we do not expect it to be
quick and easy. Rather the Fed will have to
raise interest rates further and hold them high
longer than most expect.

Our forecast assumes the upcoming recession
will lead to a reduction in corporate sales and
earnings. Once the economy begins to decline,
unanticipated events can easily send it down
further and longer.

Our stock market model, which uses earnings
trends and our estimate for fundamental longer-
term interest rates, continues to place the

S&P 500 Index: Actual

index 1941-43=10 (log scale)

underlying value of the S&P500 in the vicinity of
3200 this year and 3300 in 2023. As a result,
the S&P is currently 25% overvalued.

An alternative stock market model, using
current long-term interest rates, places the
value of the S&P500 close to 3800. If longer-
term interest rates remain constant or decline,
the S&P500 is appropriately valued.

There is a near-term light at the end of the
tunnel for stocks, particularly if longer-term
interest rates remain close to current levels.
However, if our forecast for additional increases
in interest rates prevails, stocks will remain
vulnerable to continued downward pressure into
2023. If our forecast is accurate, stocks could
begin to recover by mid-2023 in anticipation of
an easing in monetary policy and a recovery in
2024.
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GROSS DOMESTIC PRODUCT
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(1) Profits adjusted for capital consumption and inventory adjustment.
(2) Millions at seasonally adjusted annual rates.
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Monetary Aggregates quarterly:
M2 %ch at annual rates

Securities less excess reserves (bil$)

year over year % change
Interest Rates:
Moody's BAA corp bonds 15+years
Moody's AAA corp bonds 15+years
Mortgage rates 30-year fixed
10-YR GOVT SECURITIES
5-YR GOVT SECURITIES
2-YR GOVT SECURITIES
3-MONTH T-BILL
FEDERAL FUNDS RATE

STOCKS:
S&P 500
S&P 500 fundamental value

S&P 500 reported earnings annualized

S&P 500 p/e on reported earnings

S&P 500 operating earnings annualized

S&P 500 p/e on operating earnings

S&P 500 reported trend earnings*
S&P 500 p/e on trend earnings****

Actual Estimate

2022 2022 2022
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1.2 -08 0.0
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0.77 2.19 3.66
4110 3974 4000
3183 3178 3212
171.0 185.3 152.0
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25.8 245 24.3

*reported earnings based on a 6.5% long-term growth rate
*price earnings based on reported earnings trend.

Forecast Yearly averages

2023 2023 2023 2023 2021 2022 2023 2024
I I M v

0.0 00 0.0 30

3685.17 4973.74
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4.25 4.67 4.67 4.58 0.8 3.0 4.5 4.3
425 4.84 4.84 4.84 0.2 3.0 4.7 4.8
425 5.14 514 514 0.1 2.0 4.9 4.7
455 5.14 514 5.14 0.1 1.7 5.0 4.7
3442 3074 3484 3612 4267 4138 3403 3655
3242 3274 3284 3312 3464 3221 3278 3405
144.0 144.0 160.0 168.0 197.9 173.1 154.0 185.0
239 21.3 21.8 215 21.6 23.9 22.1 19.8
151.2 151.2 168.0 176.4 197.9 173.1 154.0 185.0
22.8 20.3 20.7 205 21.6 23.9 22.1 19.8
167.2 169.8 172.5 175.3 151 161 171 182
20.6 18.1 20.2 20.6 28.3 25.7 19.9 20.0
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