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Why is the Fed About to Cut Rates? 

We have long argued that the inverted yield curve is problematic, and that the Fed should cut interest rates to realign the 
bond market and prevent a broader slowing in the economy. In fact, Chair Powell some time ago had even cited the Fed’s 
own research to the same effect, even if policymakers did use a different metric than our preferred 2- to 10-year spread. 

The Fed has been mum on the curve ever since.  

Moreover, despite the yield curve’s unblemished historical record in predicting downturns, a recession has yet 
to materialize. Last quarter, real GDP grew at a sturdy 2.8% annualized rate and an even faster 3.1% year over year 
rate. The headline and core PCE deflators expanded by 2.6% and 2.9%, respectively. Their year-over-year rates were 
2.6% and 2.7%, which hardly qualifies as price stability even by the Fed’s own admission. 

It is possible that growth is not as strong as it appears. We have highlighted numerous times that the income side of 
the economy has been growing much slower. Since income is based off tax receipts, we have always preferred this metric 
to the product side of the economy. But the income figures come out with a lag, and conventional macroeconomic analysis 
focuses on GDP rather than GDI, so we do also.  

So why no recession, at least yet? One consideration is government spending — both federal as well as state and local. 
It is up nearly 4% over the past year. As we can see below, the unemployment rate is historically low relative to the current 
pace of public expenditures. In fact, government spending has never grown this fast with unemployment so low 
(4.1%). 

In point of fact, there have been eight instances since 1960 where annualized, inflation-adjusted government spending 
was 4% or higher. It occurred in 1961, 1962, 1966, 1967, 1985, 1986, 2002 and 2023. Excluding last year when the 
unemployment rate averaged just 3.6%, the average unemployment rate for the remaining seven periods was 5.7%. 
Since government spending is generally immune from higher interest rates, its fast pace is keeping the economy 

stronger than it otherwise would be and is also surely keeping inflation higher too. 

But that is not all. The dramatic equity-led easing of financial conditions is also keeping growth afloat through 
positive wealth creation and changing corporate and household behavior. Rising stock prices are creating enough 
wealth that households feel comfortable running down their savings. And rising stock prices are lifting CEO confidence 

enough to reduce the risk of any sizeable, economy-wide downsizing of headcount.  

Against this backdrop, and arguments monetary policymakers have made in the recent past, near-term rate cuts are not 
fundamentally justifiable at this point. However, the Fed is loath to disappoint the bond market when it leans so heavily in 
one direction. Maybe it is time to change monetary policy, but we doubt it.  

-4

-2

0

2

4

6

8

10

12

2

3

4

5

6

7

8

9

10

11

12

55 60 65 70 75 80 85 90 95 00 05 10 15 20 25

Unemployment Rate Real Government Spending (rs)

%
 Y

o
Y%

Source: BLS, BEA, Haver, SMBC Nikko 



 

Disclaimers 

This document is provided by SMBC Group (including, collectively or individually, Sumitomo Mitsui Banking Corporation, 
SMBC Nikko Securities America, Inc., and their affiliates, as applicable) for informational purposes only, solely for use by 
the client(s) or potential client(s) to whom such document is directly addressed and delivered. This document was prepared 
by SMBC Group’s economist(s).    

This document has been prepared for and is directed at institutional investors and other market professionals, and is not 
intended for use by retail customers.  It does not take into account any specific investment objective, financial situation, or 
particular need of any recipient.  The information contained herein should, for whatever purpose, be used solely at the 
discretion and responsibility of the recipient. SMBC Group does not accept any liability or responsibility for any results in 
connection with the use of such information.  Recipients are responsible for making final investment decisions and should 
do so at their own discretion following their own independent analysis and assessment of the merits of any transaction prior 
to execution, after conducting a careful examination of all documentation delivered, explanatory documents pertaining to 
listed securities, prospectuses, and other relevant documents. The financial instruments discussed may be speculative and 
may involve risks to principal and interest. 

Conflicts of Interest Disclosures 
 
The views, statements, assumptions and forecasts expressed herein may differ from those expressed in globally branded 
research produced by SMBC Group. The trading desks of SMBC Group trade or may trade as principal in the financial 
instruments that are the subject of this material, and the author(s) of this document may have consulted with the trading desks 
while preparing this document. The proprietary interests of SMBC Group may conflict with those of the recipient.  SMBC 
Group may seek to do business with the companies mentioned in this material and the trading desks may accumulate, be in 
the process of accumulating or have accumulated, long or short positions in the financial instruments mentioned and may 
have acquired them at prices no longer available. The trading desks may also have or take positions inconsistent with the 
views expressed in this document or may have already traded on those views.   
 
This material is not a research report, and neither this material nor its author(s) is subject to policies and procedures that 
apply to the globally branded research reports and research analysts of SMBC Group or to legal requirements designed to 
promote the independence of investment research. It is not subject to any prohibition on dealing ahead of the dissemination 
of investment research. This means that on the date of this document, SMBC Group, and its directors, representatives, or 
employees, may have a long or short position in any of the instruments mentioned in this document and may make a market 
or trade in instruments economically related to the securities, derivatives or other underlying assets mentioned herein, in each 
case either as principal or as agent. 
 
No part of the author(s) compensation was, is, or will be, directly or indirectly related to the specific recommendations or views 
expressed herein. The personal views of authors may differ from one another. 
 
This document is the property of SMBC Group, subject to copyright. Any reproduction of this document, in whole or in part, 
is prohibited, and you may not release this document to any person, except to your advisors and professionals to assist you 
in evaluating the document, provided that they are obligated, by law or agreement, to keep the document confidential. 
Distribution, possession or delivery of this document in, to or from certain jurisdictions may be restricted or prohibited by law. 
Recipients of this document are required to inform themselves of and comply with all such restrictions or prohibitions. 
 
© 2024 SMBC Group. All rights reserved. 

 

 


