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Outside the Box

Opinion: Recession was inevitable,
economists said. Here’s why they were
wrong.
Published: Jan. 22, 2024 at 12:45 p.m. ET

Be skeptical of predictions based on monetary policy

By Gary N. Smith
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In an August 2022 CNBC interview, Steve H. Hanke, a Johns Hopkins University economics professor,

predicted: “We’re going to have one whopper of a recession in 2023.” In April 2023, he repeated the

warning: “We know the recession is baked in the cake,” he said. Many other economists also

anticipated a recession in 2023. They were wrong.

Most recession predictions were based on the reasonable assumption that the U.S. Federal Reserve

would do whatever was necessary to bring inflation down to the central bank’s 2% target level. During

the Fed’s great war on inflation that began in 1979, Fed Chair Paul Volcker was asked if the tight

money policies would cause a recession. He answered immediately, “Yes, and the sooner the better.”

In another conversation in 1980, Volcker said that he wouldn’t be satisfied “until the last buzz saw is

silenced” — a reference to the devastating effects of higher interest rates on the construction of

homes, factories and office buildings.

In 2022, with the rate of inflation threatening to reach double-digit levels, as had been the case in

1979, Fed watchers naturally assumed that the Fed would again jack up interest rates high enough to

cause a recession large enough to crush inflation. To their surprise, the Fed engineered a soft landing,

bringing down the rate of inflation without causing a recession.

Read: Inflation is ‘far from dead’: Why one large asset manager doubts U.S. can hit 2%

Hanke’s reasoning was more dogmatic, focusing on the U.S. money supply rather than interest rates.

He has long held that the quantity theory of money provides a tight linkage between money and

inflation. So if, for example, helicopters were to fly around the country dropping money from the sky,

thereby doubling the money supply, prices would also double, and life would proceed otherwise

undisturbed.

There are several problems with this simplistic model. One is that it assumes that velocity — the ratio

of gross domestic product to the money supply —is constant. If this ratio were 5, for example, then, on

average, each dollar would be used five times a year to purchase domestically produced goods and

services. There is no reason why this ratio should be 5 or any other particular number, especially since

money is used to purchase many things that are not included in GDP, including intermediate goods,

imports, stocks and other financial assets, along with real estate and other existing real assets.

A second problem is that there is no clearly best way to measure money. Along with many other

monetarists, Hanke favors M2, a measurement that includes cash, a variety of bank deposits and retail

money-market funds. The idea is that M2 measures readily available funds that people can spend if

they want to. The elephant in the room is that many purchases are made with credit cards and

consumer and business loans. There is no good way to measure the extent to which these constrain

spending.

Nonetheless, Hanke has often relied on the quantity theory of money to argue that there is a tight one-

for-one link between M2 and inflation. For example, in 2023 he wrote that “velocity and real output

growth are very close to being constant, and … the money supply growth rate and inflation have a near

one-to-one relationship.”

That conclusion is demonstrably wrong, but my concern here is with Hanke’s August 2022 prediction

of a “whopper of a recession” in 2023 based on a slowing of M2 growth.

Hanke is hardly the last monetarist standing. A Jan. 7 Motley Fool article noted that M2 has dropped

by 2% over the past year and warned that “declines in M2 have historically been a harbinger of

economic downturns.” Though the article did note that the historical episodes were more than a bit

dated (1878, 1893, 1921 and 1931-1933), it nonetheless gave an ominous warning: “The previous four

instances all resulted in deflationary depressions for the U.S. economy, along with a sizable increase in

the unemployment rate.”

Monetarists love to point accusatory fingers at the Fed, but the U.S. central bank does not directly

control monetary aggregates like M2. The Fed uses open-market operations to control the monetary

base — currency outside banks plus bank reserves. M2 and other monetary aggregates are determined

endogenously by public decisions about how to allocate their wealth among things that are or are not

included in M2.

Another complicating factor is that the U.S. dollar is the official currency in several countries, is an

unofficial medium of exchange in many others, and is widely held by central banks as foreign-exchange

reserves. Almost half of all U.S. currency is now held outside of the United States.

The bottom line is that there is no persuasive reason why M2 should be tightly linked to the monetary

base. In practice, it isn’t. This figure of the ratio of M2 to the monetary base shows how loose the

connection is. The precipitous drop in the ratio of M2 to the monetary base in 2008 was due to the Fed

pumping up the monetary base to keep the Great Recession from turning into the second Great

Depression while M2 barely budged. It is deeply misleading to call M2 the money supply, as if this were

controlled by the Fed.

These various considerations do not mean that the Fed is impotent. Central bankers can certainly

shrivel liquidity and jack up interest rates in order to cause a recession whenever they feel it is in our

best interests to be unemployed. What these considerations do mean is that it is foolish to think that

there is a tight link between M2 and either inflation or output, and that it is hazardous to make

predictions based on wiggles and jiggles in M2.

Gary N. Smith, Fletcher Jones professor of economics at Pomona College, is the author of dozens of research

articles and 17 books including, most recently, “The Power of Modern Value Investing: Beyond Indexing, Algos,

and Alpha,” co-authored with Margaret Smith (Palgrave Macmillan, 2023).
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We are more of stagflation where prices keeping increase but real wages do not keep up.  Grocery store 

items are 20% higher than 3 years ago but many jobs only got a 5% increase in the same amount of time and 

some literally lost their incomes or jobs.
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The bible on inflation book Peter Bernholz : Some 98% of cases of hyper inflation come from big budget 

deficits before that.
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You're probably right. A small percentage of the citizenry made huge gains which may lopside the overall 

numbers. Thus the wealth gap widens, grocery item costs are still outrageous and few economists notice.
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Recessions are always little and short lived. It is why they do not call them depressions. Capitalism is an 

economic system based on, structured and operating off of constant increases. Increases in production, 

consumption and profits. You can not have constant increase in literally everything econ...
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Unless, that is, the falling  cost of production counters the drift toward increase. It is here where we excel,  

driven by constantly fabricating and distributing cheaper than any other free major nation on earth. This 

why in Canada, next door, gas for your car costs nearly double of ours.  All sor...
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The ones that predicted it for 2023 weren't taking into account the excess savings still sitting in consumers 

bank accounts. That money is gone now and credit card debt is climbing every quarter. 
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