SMBC Group

US Macroeconomics May 30, 2023

Joseph Lavorgna, Chief US Economist | 212.893.1528 | joseph.lavorgna@smbcnikko-si.com

Now We Can Refocus on the Data and the Fed

The Administration and Speaker McCarthy reached agreement on the broad contours of a debt
ceiling increase that will extend out until 2025, which will be well past next year’s Presidential Election.
As expected, unused Covid-related funds will be returned and count towards deficit reduction (about $60
billion). Internal Revenue Service funding will be reduced $20 billion, but this was after last year's $80
billion increase. Biden’s defense budget and monies appropriated for the Inflation Reduction Act are
untouched.

However, nondefense discretionary spending is scheduled to decline in 2024 to around fiscal year 2022
levels and then increase just 1% in 2025. Whether this modest belt-tightening stays in place over the
next couple of appropriations cycles remains to be seen. History councils caution.

In terms of timing, the House of Representatives votes on the debt ceiling bill tomorrow, and the
Senate votes on Friday. This should provide enough time for the bill to become law by June 5, the new
Treasury X-date. Consequently, investors should now look past the latest debt ceiling imbroglio and worry
about the Fed. The futures market is discounting a better than 50% chance of a 25 basis point (bp) June
14 rate hike. A 25 bp hike by the July 26 FOMC meeting is nearly fully priced. Whether the Fed hikes
next month, and we still believe they will not, is based on three factors — employment, market
expectations and the consumer price index (CPI).

The June employment report is released this Friday. Our nonfarm payrolls projection is modestly above
consensus on May jobs (220k versus 195k) but this does not change the downward trajectory in hiring.
The three-month moving average slips from 222k to 213k if we are on the mark. While the unemployment
rate is expected to remain at a 54-year low (3.4%), average hourly earnings are anticipated to be up just
0.3% which keeps the year-over-year rate at 4.4%. If, however, we get a blowout NFP report, the Fed
will lift rates because the bond market will be expecting it. Policymakers almost never disappoint
strong market expectations of a particular action, so we doubt this time will be different.

The only way the Fed would not hike in the face of a strong employment print is if the May CPI is much
weaker than anticipated. But with the consensus of forecasters looking for 0.3% increases in both the
headline and core, such results will not sway market expectations.

Another interest rate hike is likely to further invert the Treasury vield curve and exacerbate
deposit flight out of regional commercial banks who have been unable to compete with the return on
money market accounts. The economy is already weak and Leading Economic Indicators suggest it will
get weaker.

Over the last five quarters, real GDP has grown at a meager 1.0% annualized rate. Some economists
believe real Gross Domestic Income (GDI) is a more accurate measure because it is based off tax
receipts. Over the last five guarters, real GDI has declined 0.6%. The last two quarters have been
notably soft, declining 3.3% in Q4 2022 and -2.3% in Q1 2023. Does a more meaningful slowdown in the
labor market await us? We think so.
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