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Soft Landing?

We wrote last week about the soft landing that markets now
seem to expect. If the US does have a soft landing it would be
because the Federal Reserve tightened enough to slow inflation,
but not enough to throw the economy into recession.

In our opinion, Fed policy should not be measured using
interest rates alone. The Fed held the federal funds rate at 0%
from 2008 to 2015 without inflation. During COVID, the Fed
held the funds rate at zero for just two years. If seven years didn’t
cause inflation, how did two years?

The answer to that question is that following the financial
crisis, the Fed shifted to an “abundant reserve” monetary policy
and held rates at zero, but increased capital requirements and
liquidity rules by enough to keep the M2 money supply in check.

During COVID, the Fed expanded reserves through
Quantitative Easing again but relaxed liquidity rules; using banks
to distribute pandemic loans and hand out unemployment checks.
As a result, M2 peaked at 27% year-over-year growth in
February 2021. This is why inflation accelerated, right on time
to prove Milton Friedman correct again.

Looking at the two things the Fed can control — interest
rates and the growth rate of the money supply — there is a massive
divergence. The funds rate is still below inflation. Looking at
just rates, monetary policy is not yet tight.

But, looking at M2, money is tight. The growth rate of M2
has slowed from 27% year-to-year in early 2021, to 12% in
January 2022, to 0% in November 2022. Given that Milton
Friedman told us a slowdown in M2 growth would impact
economic growth with a lag of roughly six to nine months, the
economy should be showing the impact. There are a few signs
of slow growth (like the ISM surveys showing contraction), but
gold prices are surging (up $260 per ounce in the past three
months) and the jobs market hasn’t weakened materially.
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Hold on, though, before thinking that M2 doesn’t matter, it
is important to remember that pandemic policies were
unprecedented. Shutting down most services, and only really
opening them up freely in 2022, has distorted economic data.
Services were held below trend for two years and are now
artificially boosted — no matter what money growth does.

In addition, when the Fed started its Abundant Reserve
monetary policy, the Treasury started using its Fed checking
account, called the Treasury General Account (TGA) to hoard
money. For decades, the TGA had an average balance of roughly
$5 billion. But, lately, the TGA has held hundreds of billions and
this money does not count as M2 even if it is cash held at the Fed.

Taxpayers write checks from their bank accounts. If the
Treasury puts those taxes in the TGA rather than spending them,
they do not return to the banking system. From the end of 2021
to November 2022, the TGA grew from $134 billion to $524
billion. In other words, M2 was reduced by $390 billion because
the Treasury held cash out of the system. This has slowed
reported M2 growth and just maybe money isn’t as tight as it
appears.

Another sign that money may not be as tight as it appears is
that loans and leases at banks are up 12% in the year ending
December even though M2 has not grown.

Nonetheless, money growth has slowed rapidly. When the
money supply brakes are slammed, economic growth should
suffer before inflation comes down. When this happens at the
same time that distortions caused by pandemic policies come to
an end, a recession seems inevitable.

Our forecast for real GDP growth this year is -0.5%, with
inflation remaining above 4%. In other words, a recession with
higher inflation — stagflation. That’s what we expect...and it’s
not a soft landing.
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