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HAPPY NEW YEAR – We certainly hope 2024 is 
off to a good start for everyone.  Let’s dive right into 
a few things we are watching as the new year gets 
underway.

The Economy.  Last year, the U.S. economy 
proved resilient in the face of some slowing, if not 
contracting, economic data and market signals.

Take, for example, the ISM Manufacturing index 
remaining in contraction for 14 months, the most 
extended period of declining activity since 2000-
2001.

On the services side of the equation, the ISM 
Services index fell to 50.6 in December (above 50 is 
expansion, below is contraction).  It was the lowest 
reading in seven months.

If we look even closer at the new orders data within 
both ISM surveys the numbers are weak and on 
par with previous recessionary periods.  There 
would need to be a sustained reversal of trend if the 
economy plans to avoid a material slowdown.

The Conference Board produces a Leading 
Economic Index (LEI) comprised of ten components 
designed to signal turning points in the business 
cycle.  The LEI has been in a state of decline for 
20-months, the longest streak since 2008.

If we zoom out a bit and simply look at Gross 
Domestic Product (GDP) compared to Gross 
Domestic Income (GDI) we find GDP is outpacing 
GDI.  It’s easiest to think of GDP as a measure of 
spending while GDI is a measure of income.  The 
data suggest consumers are relying more heavily on 
savings and credit to fuel spending versus income.

In theory, GDP and GDI data should match-up 
because every expense is another’s income.  In 
reality there are periods when they diverge, like they 
are now, with GDI (income) falling faster than GDP 
(expenditures).

Jeremy Nalewaik, an economist with the Fed, wrote 
a paper titled Estimating Probabilities of Recession 
in Real Time Using GDP and GDI.  Inquiring minds 
can read it here but spoiler alert; GDI just might be 
a better indicator of recession and at the least it’s a 
necessary component alongside GDP in measuring 
the true state of the economy.

The Consumer.  Part and parcel of last year’s 
economic strength was household spending.  The 
most recent data show consumer spending at nearly 
68% of GDP.  The long-term average is roughly 
64%.  The consumer still appears solid; however, we 
are watching some signs of stress including:

Household excess savings are shrinking, the personal 
savings rate as a percentage of disposable income 
is below pre-Covid levels, lending standards and 
access to credit have tightened significantly, personal 
interest payments as a percentage of income have 
soared alongside credit card balances.  Speaking of 
credit cards, delinquency rates are now above pre-
Covid levels.  And speaking of delinquency rates, 
lenders are seeing a rise in late-payments for auto 
loans as well.  Oh, and student-loan payments have 
resumed.

Housing.  Prices and mortgage rates remain elevated 
making affordability a tough equation for many 
buyers.  The below chart from UBS illustrates the 
challenge by showing the ratio of median sale price 
to median family income.
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THE S&P 500 closed out 2022 down nearly 20%, its worst performance since 2008.  If the year felt like a gut 
punch it’s because it was.  For historical comparison, over the last 95 years going back to 1928, there have only 
been six other times the market closed out a year lower on a percentage basis.  For inquiring minds, three of those 
six times were 2008, 2002 and 1974.  The other three were in the 1930’s.

How did bonds fare?  Not good.  In fact, by several measures it was the 
worst year on record.  The Nasdaq was down more than 34%.  Was there 
any good news, you might ask?  Sure, relatively speaking, the Dow Jones 
Industrial Average outshined its peers, only dropping near 10%.

Ok, 2022 was one for the ages and we could spill gallons of ink breaking 
it all down but instead we’ll summarize it as a market (stocks and bonds) 
trying to price the implications of the Fed tightening and ratcheting down 
on fi nancial conditions at a historic pace.  How hawkish, exactly, was the 
Fed last year?  The target rate went from 0% in March to 4.25% in De-
cember.  We can turn to a chart from Statista to illustrate what this looks like compared to previous Fed tightening 
cycles.

If last year was a market trying to adjust to the Fed’s hawkish policy then 2023 will be a market trying to adjust to 
the impact of that policy on the real economy.  Here are the drivers that we believe will have the most impact on 
the upcoming year. 

Infl ation and by extension that means the Fed – We have to start here because infl ation is the entire basis for 
the Fed’s actions.  The two mandates for the Fed are price stability (control infl ation) and maximum employment.  
Notice the dual mandate says nothing about real money in the economy or money supply.  Spoiler alert, that is 
because the Fed doesn’t control the money supply; instead, they are left to target an interest rate environment that 
can only infl uence the demand side of the equation.  When the consumer price index (CPI) is high, as it is now, 
the Fed moves towards a restrictive policy in hopes that the outcome will be prices fall.

The trade off for these policy tools is employment.  The concept is rooted in what is called the Phillips curve 
which you may have heard Jerome Powell reference and it states that infl ation and unemployment have an inverse 
relationship.  Said another way, when infl ation is high unemployment is low and therefore the economy can 
absorb tighter fi nancial conditions that will bleed through the system setting off a chain reaction of lower demand, 
revenue, profi ts and fi nally culminate in job loss which will invariably bring prices (infl ation) down.  

The Fed is loyal to the Phillips curve and that is why you hear so much discussion around the unemployment rate 
and job openings.  The Fed believes we are coming off a red-hot economy post-Covid with an extraordinarily 
tight labor market that presents ample room to continue tightening.  We’re much more skeptical of the Phillips 
curve, the jobs opening data and even the establishment survey of the non-farm payroll report.  We see cracks and 
discrepancies in the data and believe not all price increases are created equal meaning there is a supply side to the 
equation the Fed cannot fi x.  But, when the only tool you have is a hammer, everything is treated like a nail.  The 
Fed will keep hammering away at the consumer price index (CPI) dismissing any data aberrations or root causes 
so let’s get an update on where infl ation stands.

INFLATION AND THE FED.  We could end this quarter’s newsletter right there and you would have the 
market’s conundrum pegged to bullseye.  However, for the inquiring minds, we will go deeper and 
hopefully provide some insight to help you understand what is going on in the markets.

The market is repricing risk – both equity and fixed income alike.  The reason is inflation (January’s 
headline CPI report at 7% was the highest in 40 years) and the Fed’s pivot to tighter monetary policy.  
Inflation erodes the value of assets and even more so for longer dated assets.  The Fed controls the fed 
funds rate which sets the tone for much of the interest rate environment.  One of the Fed’s mandates is to 
promote stable pricing so with inflation running this hot they have communicated their plans to raise rates 
and end their bond buying program (quantitative easing, QE) in the effort to cool pricing pressures.

For both equity and fixed income markets, digesting the environment we just described can be painful.  
Stocks in cyclical sectors such as financials, industrials and materials do well because their cash flows and 
earnings are geared to the present while stocks of companies forecasted to generate the bulk of their 
earnings further out into the future (think growth, tech or anything with uncertainty) are sold.  Again, this 
happens because higher rates and inflation erode the value of future cash flows so these assets get a 
discounted valuation, or repriced downward.  We said that nicely, in truth, the market has pummeled these 
stocks.  According to Bloomberg, the Nasdaq composite is nearing a record for the number of stocks 
trading down 50% or more from their one-year highs.  

So, what causes inflation?  Getting to the root of this question is quite complex but we can turn to 
economist Milton Friedman who famously said, “inflation is always and everywhere a monetary 
phenomenon in the sense it is and can be produced only by a more rapid increase in the quantity of money 
than in output.”  What a great segue back to the Fed.  It’s not too hard to reason that due to the central 
bank’s policy, namely QE (often referred to as printing money), the Fed is responsible for the rapid 
increase in the quantity of money and by extension this inflationary environment.  Spoiler alert, the Fed 
does not print money through quantitative easing (QE).  Let’s keep going because what comes next is very 
important to not only understanding the dynamics of what is actually taking place but, as we said above, 
the conundrum facing this market and the Fed.

The U.S. Treasury auctions off bonds of various maturities.  Primary Dealers such as banks (not the Fed) 
buy these bonds.  After the auctions, the U.S. Treasury has cash from the bond sales to fund government 
operations and the banks have safe, liquid assets in the form of treasuries on their balance sheet.  The Fed 
now gets involved by purchasing the bonds from the dealer banks.  The result is balance sheet expansion 
whereby the Fed puts the treasuries (assets) on its balance sheet and must create a bank reserve (liability) 
for the transaction.  It can appear as though money is being created but it’s not, it amounts to an asset swap, 
an accounting function, no money was put into the real economy.  The banks simply swapped out their 
treasuries for reserves at the Fed.

You may be asking why this theatre?  The belief in QE is if bank reserves increase it will encourage banks 
to put that money to work by lending it out which, by the way, is how money is created and put into the 
real economy.  The challenge is banks are not lending all that much; instead, they are keeping high levels 
of reserves as well as buying more treasuries to replace the ones they are selling to the Fed. The takeaway 
for our purposes is QE and a low fed funds rate is an attempt to influence monetary demand; the Fed does 
not print money into the real economy.  

Ok, so now we know the quantity of money has not rapidly increased from the Fed’s QE, so where else 
could it have come from because the inflation pressures are real, there is no denying that and it is 
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The U.S. Treasury Yield Curve – A Market 
Signal.  We’re not going to bury the lede here.  The 
popular measure of the 10-year minus the 3-month 
U.S. Treasury remains inverted and it has been 
for longer than any other time in history. All other 
previous occurrences of 10y / 3m inversions were 
followed by a recession. 

In real terms, a 10y / 3m inversion means an investor 
is compensated more, on a yield basis, for owning 
a 3-month treasury than they are for owning a 10-
year treasury.  We have previously written about the 
significance of the yield curve and more specifically 
that inversion is not normal.  We stress – an inverted 
yield curve does not cause a recession.  Instead, the 
inversion is a signal; it’s a reflection of underlying 
economic conditions and the probability that future 
rates will be lower and the Fed will be forced to 
adjust their monetary policy accordingly.  What is 
often missed in yield curve analysis is asking the 
question, why?  Why is the market consistently 
pricing in lower rates?  Historically, the answer has 
been signs of economic weakness.

The Labor Market.  The labor market, as defined 
by the unemployment rate, remains strong.  We are 
beginning to see some normalization evidenced 
in continuing claims numbers trending higher, 
workweeks and quit rates are decreasing and the 
number of job openings are falling.

Keep an eye on the non-farm payroll reports.  Final 
numbers for 2023 are not in yet but the Bureau of 
Labor Statistics (BLS) have downwardly revised 
every single payroll report in 2023 – except one.  
This means fewer jobs have actually been created 
compared to what was initially reported.  If this 
trend continues and/or if payroll numbers begin 
to disappoint outright – economic weakness will 
follow.

Inflation.  Headline CPI rose to 3.4% in December 
from 3.1% in November.  Gasoline prices were 
to blame, declining only slightly compared to 
the much larger decline in November.  Core CPI 
reached a two-and-a-half year low, falling to 3.9% in 
December from 4.0% in November.

The Fed’s preferred measure of inflation is the 
personal consumption expenditure index (PCE).  The 
headline number fell to 2.6% for November.  Core 
PCE removes food and energy and it fell to 3.2% in 
November.  December data will be released at the 
end of this month.  

We see meaningful progress on inflation and we 
expect that progress to continue in 2024.  We believe 

the Fed does too.

The Fed.  The Fed released an updated Summary 
of Economic Projections (SEP) at their December 
meeting.  Therewithin was the pivot that both the 
stock and bond market absolutely loved – the Fed 
signaled three rate cuts in 2024.  Interestingly, at 
Chairman Powell’s November press conference, 
when asked by Coby Smith with the Financial Times 
about tightening financial conditions and rate cuts, 
Powell said, “… the fact is the Committee is not 
thinking about rate cuts right now at all.  We’re not 
talking about rate cuts.”

So, what changed in a matter of weeks causing 
the Fed to pivot from not even thinking about rate 
cuts and stressing a higher for longer message to 
signaling rate cuts are coming?  We’ll never know 
that answer but we suspect the Fed sees meaningful 
progress on inflation as economic headwinds build 
which increases the potential for negative outcomes 
if real rates remain too restrictive.

In other words, real rates simply refer to inflation 
adjusted rates derived by subtracting inflation from 
nominal rates.  In our discussion here, the nominal 
rate would be the fed funds effective rate which is 
currently 5.3%.  Subtracting inflation of 3.4% leaves 
a real rate of roughly 2%.  Presuming inflation 
continues to soften, and indications are it will, if 
the Fed does not adjust the overnight rate, it means 
financial conditions will actually be getting tighter.

Positive real rates are good for savers.  If you are 
earning 4.5% on a bond or CD and inflation is at 
3.4% you are increasing your buying power.  The flip 
side of that is also true – if real rates were negative, 
you would be losing purchasing power.

For the economy and markets (and the Fed) – if 
positive real rates are too restrictive for too long it 
is problematic because that means borrowing and 
financing is more expensive which impacts growth. 

We devoted this newsletter to highlight a few things 
that have our attention because the roadmap in 2024 
will likely be quite different than it was in 2023.  
We are committed to helping our clients navigate 
the market and economic cycles to achieve long-
term financial well-being.  We remain focused on 
managing risk, capitalizing on opportunities in the 
yield environment and maintaining appropriate 
equity exposure.
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Stocks in cyclical sectors such as financials, industrials and materials do well because their cash flows and 
earnings are geared to the present while stocks of companies forecasted to generate the bulk of their 
earnings further out into the future (think growth, tech or anything with uncertainty) are sold.  Again, this 
happens because higher rates and inflation erode the value of future cash flows so these assets get a 
discounted valuation, or repriced downward.  We said that nicely, in truth, the market has pummeled these 
stocks.  According to Bloomberg, the Nasdaq composite is nearing a record for the number of stocks 
trading down 50% or more from their one-year highs.  

So, what causes inflation?  Getting to the root of this question is quite complex but we can turn to 
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than in output.”  What a great segue back to the Fed.  It’s not too hard to reason that due to the central 
bank’s policy, namely QE (often referred to as printing money), the Fed is responsible for the rapid 
increase in the quantity of money and by extension this inflationary environment.  Spoiler alert, the Fed 
does not print money through quantitative easing (QE).  Let’s keep going because what comes next is very 
important to not only understanding the dynamics of what is actually taking place but, as we said above, 
the conundrum facing this market and the Fed.

The U.S. Treasury auctions off bonds of various maturities.  Primary Dealers such as banks (not the Fed) 
buy these bonds.  After the auctions, the U.S. Treasury has cash from the bond sales to fund government 
operations and the banks have safe, liquid assets in the form of treasuries on their balance sheet.  The Fed 
now gets involved by purchasing the bonds from the dealer banks.  The result is balance sheet expansion 
whereby the Fed puts the treasuries (assets) on its balance sheet and must create a bank reserve (liability) 
for the transaction.  It can appear as though money is being created but it’s not, it amounts to an asset swap, 
an accounting function, no money was put into the real economy.  The banks simply swapped out their 
treasuries for reserves at the Fed.

You may be asking why this theatre?  The belief in QE is if bank reserves increase it will encourage banks 
to put that money to work by lending it out which, by the way, is how money is created and put into the 
real economy.  The challenge is banks are not lending all that much; instead, they are keeping high levels 
of reserves as well as buying more treasuries to replace the ones they are selling to the Fed. The takeaway 
for our purposes is QE and a low fed funds rate is an attempt to influence monetary demand; the Fed does 
not print money into the real economy.  

Ok, so now we know the quantity of money has not rapidly increased from the Fed’s QE, so where else 
could it have come from because the inflation pressures are real, there is no denying that and it is 
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To our clients, thank you for the opportunity to serve 
your investment needs and please do not hesitate to 
contact us if you experience any material changes in 
your personal situation or would like to discuss any 
specific matters.

To our other readers, if you would like a 
complimentary review of your investment accounts 
or any other financial matters, please do not hesitate 
to contact us.  As fiduciaries, we will happily provide 
you with an unbiased opinion based on your specific 
situation.

Lastly, follow us on social and let’s connect!

https://www.facebook.com/aimainc/
https://www.instagram.com/aima_inc_/
https://www.linkedin.com/company/ables-iannone-moore-associates-inc/
https://twitter.com/aima_inc_
https://www.youtube.com/@aima_inc_

