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Introduction 

The state of the economy remains extremely challenging to interpret amid conflicting signals 

about its current condition, future trajectory, and even the recent past. Real GDP expanded at a fairly 

healthy pace of 2.9 percent in the fourth quarter of 2022. The benchmark revision of payroll employment 

found some 800,000 extra jobs in the economy, cutting deep into estimates of existing labor market slack. 

The employment report for January 2023 saw a blow-out 517,000 nonfarm jobs added, the strongest 

reading since July 2022. The recent pace of headline and core inflation has slowed measurably, 

somewhat raising the odds of a soft landing.   

And yet, many other metrics are quite worrisome. Industrial output is falling; monthly real personal 

consumption expenditures—a major engine of growth in recent quarters—declined in November–

December 2022; consumer loan rates are up sharply; lending standards are tightening; residential 

housing construction is likely to slow further in the near term; and business fixed nonresidential 

investment growth has stalled.  

University of Michigan, Ann Arbor 
Department of Economics 

611 Tappan Avenue 
Ann Arbor, MI 48109-1120 

 
Gabriel M. Ehrlich, Director  

George A. Fulton & Saul H. Hymans 
Directors Emeriti 

lsa.umich.edu/econ/rsqe 
734-764-2567 

 



2 
On balance, we judge that a mild contraction in real GDP in the second half of 2023, driven by a 

slowdown in consumer spending, is still more likely than not. We expect a very modest increase in the 

unemployment rate, which will peak at 4.2 percent in mid-2024.  

We project the fed funds rate to reach a terminal range of 5.0–5.25 percent this spring. From then, 

we expect the Fed to hold the fed funds rate flat for the rest of the year, as inflation gradually falls and 

unemployment inches up. By early 2024, with inflation falling convincingly toward the Fed's 2.0 percent 

target and the labor market softening, we expect the Fed to start cutting rates at a measured pace. We 

expect the pace of real GDP growth to top 2.0 percent again by the second half of 2024. 

The return of a divided government promises some contentious fights in Washington, with little 

actual fiscal action. Hence, we expect fiscal policy to continue largely on autopilot, with some spending 

restraint for discretionary non-defense spending, but sizeable increases in defense spending due to the 

war in Ukraine and other global threats. Geopolitical and energy supply risks remain prominent, and we 

are monitoring the evolving situation closely. 

The Current State of the Economy 

The stacked colored bars in Chart 1 show the growth contributions of the major components of 

GDP over recent quarters, while the dashed 

light blue and solid black lines show the 

growth contribution of domestic final sales and 

the annualized pace of real GDP growth, 

respectively. In the final quarter of 2022, real 

GDP expanded at a solid 2.9 percent 

annualized pace, despite the tame 0.9 

percentage point contribution from domestic 

final sales.1 The contributions from the volatile net exports and inventory investment components of GDP 

                                                
1 Domestic final sales is the sum of consumption, fixed investment, and government spending. It provides a better 
measure of the medium-term economic momentum than topline real GDP. 
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added 2.0 percentage points. While consumption expenditure growth remains solid, residential 

investment subtracted 1.3 percentage points. 

Recent and projected inflation dynamics are instrumental in shaping our outlook. Considerable 

recent declines in energy prices have contributed to a welcome moderation of headline Consumer Price 

Index (CPI) and Personal Consumption 

Expenditures (PCE) deflator inflation. More 

importantly for the Fed's inflation projections, 

the 3-month average pace of core CPI 

inflation, shown in yellow on Chart 2, declined 

from around 6.1 percent in October 2022 to 4.6 

percent in January.2 Shelter inflation is a major 

driver of core CPI inflation. After showing 

double-digit year-over-year increases, 

measures of new tenant rent inflation slowed markedly over the course of 2022. The official BLS rent 

inflation metric has been shown to lag new tenant rent inflation by several quarters; therefore, we expect 

shelter inflation to decelerate markedly by the end of this year.3 The collapse of used car prices that has 

also been helping to bring down core CPI inflation in recent months appears to have abated, however, 

with wholesale prices rising somewhat in December and January. Additionally, PCE inflation, the Fed's 

primary focus, has remained hot across large parts of the service sector. Hence, we believe that some 

further monetary restraint from the Fed will be needed to make sure the inflationary momentum dissipates 

for good.  

The Fed's prior efforts to slow inflation are already having a major impact on the economy. 

Although the current levels of interest rates are not historically unusual, the speed with which key rates 

ballooned during 2022 had not been seen in decades. As Chart 3 shows, new car loan rates rose by a 

                                                
2 Prior to the introduction of updated seasonal factors on February 10, 2023, the deceleration appeared more 
meaningful, declining from about 6.0 percent in September to 3.1 percent in December 2022. 
3 Brian Adams, et.al, "Disentangling Rent Index Differences: Data, Methods, and Scope," BLS Working Paper 555, 
posted online October 4, 2022, https://www.bls.gov/osmr/research-papers/2022/pdf/ec220100.pdf. 
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full 3 percentage points over the course of the 

year. The 30-year fixed mortgage rate has 

roughly doubled since late 2021. It averaged 

about 6.3 percent in January after briefly 

touching 7.0 percent in October 2022. It is no 

wonder that housing market activity took a dive 

last year.  

Chart 4 shows the National 

Association of Home Builders' Housing Market 

Index alongside the volume of new mortgage 

applications for purchase reported by the 

Mortgage Bankers Association. Both indices 

nosedived in the second half of 2022. Small 

rebounds early in 2023, as mortgage rates 

came off their recent highs, make us hopeful 

that the bottom in new construction will come 

soon.  

The near-term manufacturing outlook remains weak. The Institute for Supply Management's 

diffusion index for manufacturing, shown in 

Chart 5, continued to slide deeper into 

contraction. The December 2022 service 

sector index posted a shock collapse into 

contractionary territory, but it has since 

rebounded almost completely, assuaging 

fears of a sudden-onset recession in the 

services sector. 

Chart 6 shows the monthly pace of 

nonfarm payroll job gains. The January reading of 517,000 jobs was a massive upside surprise. Despite 
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the tight labor market, most measures of wage 

growth show deceleration from a still-elevated 

overall pace. The Fed will likely want to see a 

further slowdown in wage growth followed by 

a meaningful deceleration of inflation in wage-

sensitive sectors before it stops raising rates. 

The vehicle sector, which had been 

severely disrupted by supply shortages, 

appears to be slowly healing. Chart 7 plots annualized rates of light vehicles sales and domestic 

assemblies. The latter improved markedly over the summer of 2022. The recent level of production has 

allowed dealers to start rebuilding inventories. Still, the levels of production and vehicle inventories both 

remain considerably short of their pre-Covid levels, constraining sales. Additionally, sharply higher new 

vehicle prices, coupled with increases in 

vehicle financing interest rates, are surely 

taking a bite out of the still-significant pent-up 

demand for new vehicles. The January sales 

pace jumped to 15.7 million vehicles, beating a 

weak seasonal for the second year in a row. As 

in 2022, we do not expect this level of sales to 

endure, with the near-term pace likely receding 

into the mid-14-million range in the coming months. Still, this pace would still constitute a marked 

improvement on 2022.  

The mood of consumers and small business owners remains subdued. Chart 8 shows the 

National Federation of Independent Businesses (NFIB) small business confidence index and the 

University of Michigan Consumer Sentiment Index. The small business index has been stuck at 

recessionary levels since mid-2022, dragged down by widespread pessimism about future economic 

conditions. As gasoline prices have moderated, the Consumer Sentiment Index has come up from its all-
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time low in June 2022. It remains at deeply depressed levels historically associated with declines in 

consumption expenditures. And yet, 

consumers keep on spending.  

We believe that going forward, 

sustaining consumption growth will become 

even more challenging. As pandemic-era 

excess liquid savings are depleted, stock and 

bond portfolio values stagnate, and consumer 

lending standards tighten (as shown on Chart 

9), many households will likely find it challenging to keep spending more.  

Over the coming years, several 

industries will likely benefit significantly from 

the new bipartisan industrial policy aimed at 

making critical domestic supply chains more 

self-sufficient, supporting aggregate demand 

in the economy. One such impact is already 

evident on Chart 10. Nonresidential 

construction investment in computer, 

electrical, and electronic manufacturing has 

skyrocketed in the aftermath of the CHIPS 

Act, which passed in mid-2022.4 With more 

than 200 billion dollars' worth of new 

investment announced already, this type of 

infrastructure investment will likely persist at 

high levels for a few years, and will soon be 

                                                
4 The official name of the act is the Creating Helpful Incentives to Produce Semiconductors for America Act. 
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followed with a corresponding increase in industrial production as microchip plants start coming online. 

Overall, the state of the economy remains noisy and challenging to interpret, with many 

contradictory signals. We believe that the current picture is consistent with still-growing economic activity 

that is likely to give way to a mild contraction in the second half of this year.  

Next, we outline several key policy and economic assumptions underlying the forecast. 

Monetary Policy 

While inflation showed signs of easing in recent months, the Federal Open Market Committee 

(FOMC) has continued to tighten its monetary policy stance, in line with its commitment to bringing 

inflation down to its 2 percent objective. Still, the pace of hikes has slowed down from 75 basis points 

(bps) in the four meetings between June and November 2022 to 50 bps in December 2022 and 25 bps 

in the February 2023 meeting. The target range for the federal funds rate now stands at 4.5–4.75 percent. 

In its February 1 statement, the FOMC reiterated that it "anticipates that ongoing increases in the 

target range will be appropriate." The Committee’s language emphasizes that monetary policy has a 

lagged effect, however, likely implying that future rate increases will come in increments of 25 bps given 

the previous rapid hikes. The December FOMC meeting participants’ median economic projection for the 

federal funds rate indicated an end to the tightening cycle this year at the 5–5.25 percent target range, 

equating to two more 25 bps hikes in 2023. In December 2022, the Committee believed inflation would 

continue to moderate this year, as the participants’ median economic projection saw PCE deflator year-

over-year inflation falling to 3.1 percent with the unemployment rate ticking up to 4.6 percent by the end 

of the year. At the press conference following the FOMC’s February meeting, Chair Powell confirmed 

that he does not see the Committee cutting rates this year. 

Even after recent revisions, the CPI data for the fall and winter months brought optimism on the 

inflation front. Core CPI increased by 0.3 percent in November 2022, 0.4 percent in December 2022, and 

0.4 percent in January, below the 0.5 percent average for January–September of 2022.5 All-item CPI 

                                                
5 The first releases showed core CPI growing by only 0.2 and 0.3 percent in November and December, respectively. 
However, the BLS has since revised the seasonal components and with it the overall indices, tempering down some 
of the initial enthusiasm. 
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remained relatively tame with a 0.2 percent increase in November 2022, and 0.1 percent increase in 

December 2022, but increased markedly again by 0.5 percent in January due to the rebound in gasoline 

prices. Despite that late-year moderation, CPI inflation registered 5.7 percent for core and 6.4 percent for 

all-items last calendar year. 

Core PCE, a key metric for forecasting future inflation, increased by 4.4 percent year-over-year 

in December. That was the lowest reading of the year, and a notable decline from 5.2 percent in 

September. Goods price inflation has eased considerably. Inflation in housing services is still 

unacceptably elevated, but according to privately-compiled measures, the momentum in new rents has 

been easing for several months, which should translate to CPI and PCE measures of housing inflation 

later during 2023. This shifts focus to 

inflation in non-housing services, the 

sector probably most sensitive to wage 

pressures and roughly half of private 

consumption. Chart 11 shows that PCE 

Service Inflation excluding housing 

increased sharply in 2021 and has 

remained just under 5 percent since then, 

with little evidence of sustained easing. 

Chair Powell suggested several times 

following the FOMC's most recent meeting that meaningful disinflation in this sector is one of key signals 

the committee is waiting for to feel confident that the current stance of monetary policy is sufficiently 

restrictive. 

The Fed’s statutory dual mandate requires a balanced approach in promoting maximum 

employment as well as price stability. So far, the labor market continues to surprise to the upside. Total 

nonfarm payroll employment rose by 517,000 in January, above last year’s average monthly gain of 

401,000. The unemployment rate currently stands at 3.4 percent, the lowest reading since May 1969. 

The labor market's resilience puts less pressure on the Fed to reverse course on rate hikes in the near 
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future. It may also be contributing to sustained inflation in the wage-sensitive sectors of the economy, 

clearly a thought on FOMC members' minds. 

So far, inflation expectations have remained remarkably stable. Un-anchoring of longer-term 

inflation expectations represents a major adverse risk to the economy. If high inflation were to become 

engrained in long-term plans and contracts, it could be very costly to bring back down. We have therefore 

been reassured to see the 10-year breakeven inflation rate fall from over 3 percent in early April 2022 to 

2.3 percent by early February.6 The 5-year-to-10-year inflation expectations from the University of 

Michigan's Surveys of Consumers has dipped below 3 percent in recent months.  

Since May, the Fed has been reducing the size of its balance sheet, though the pace of the sell-

off has been somewhat slower than previously announced. Since mid-October, the Fed’s balance sheet 

is on track to decline at a steady pace of over 70 billion dollars per month for the foreseeable future.  

Our forecast assumes that the Fed will raise the target range for the federal funds rate twice more 

in upcoming months. The average effective fed funds rate surpasses 5 percent in the second quarter and 

settles around 5.1 percent in the second half of 2023. We do not expect the Fed to start cutting rates until 

early in 2024. Chart 12 shows our projections for selected key interest rates. The 3-month Treasury Bill 

rate increases to 4.7 percent in 2023Q1 and 5.1 percent in 2023Q4 before moderating to 4.2 percent by 

2024Q4. The 10-year Treasury rate 

averages 3.6 percent in 2023Q1 and 

slips to 3.5 percent by the end of 2024, 

leading to an inverted yield curve over 

our entire forecast horizon. The 30-year 

conventional fixed-rate mortgage rate 

falls to 6.2 percent in 2023Q1 and 

subsides to 5.4 percent by the end of 

2024. Mortgage rates decline faster than 

                                                
6 The 10-year breakeven inflation rate is defined as the spread between 10-year nominal Treasury bond yield and 
10-year Treasury Inflation Protected Securities yield, and it serves as a proxy for the 10-year inflation expectations 
of financial markets participants. 
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government bond yields, as the excess spread that had developed between them shrinks toward normal 

levels by 2024Q4. 

Fiscal Policy 

The lame duck legislative session of the 117th Congress ended up producing some consequential 

legislation, defying the historical odds. The Consolidated Appropriations Act, 2023 was signed into law 

on December 29, 2022. Despite the looming House of Representatives change of control, Senate 

Republicans refused to delay the fiscal 2023 spending bill until January, and they did not even force the 

Democrats to use reconciliation. As a result, the fiscal 2023 appropriations bill attracted a large bipartisan 

array of policy riders reaching beyond the 1.7 trillion dollar topline discretionary spending figure. On the 

surface, fiscal 2023 defense discretionary spending got about a 10.0 percent boost, and nondefense 

discretionary spending grew by 8.0 percent, well above the Administration's budget requests. On top of 

regular appropriations, the bill also allocated about 45 billion dollars for military and humanitarian aid to 

Ukraine, and a further 38 billion dollars in relief for 2022 natural disasters. 

Under the hood, the 2023 Omnibus introduced many important changes unrelated to the budget, 

largely centered on healthcare. First, the 2023 Omnibus will let states disenroll Medicaid recipients no 

longer meeting eligibility criteria while preserving the state's access to the expanded federal matching 

rate of 6.2 percent. Second, the expanded matching rate (as well as CHIP matching rates) will be phased 

out over the course of 2023, starting with a step down to 5.0 percent in April. Furthermore, the Covid-

related expansion of SNAP benefits will expire on March 1. There are 18 states that have already ended 

the expanded benefits, with the remaining 32 states to follow shortly. The 2023 Omnibus has effectively 

mandated the wind-down of the bulk of spending related to the Covid-19 public health emergency (PHE). 

It now appears that the PHE will officially expire in May 2023. On the other hand, the 2023 Omnibus 

expanded some medical coverages, with the introduction of mandatory 12-month continuous eligibility 

for all children under the age of 19 for both Medicaid and CHIP, as well as several other Medicaid, CHIP, 

and Medicare enhancements.  

Notably absent from the 2023 Omnibus was the expected delay in phasing out 100 percent bonus 

depreciation, as originally scheduled in the 2017 tax law. With the expiration of many more important 
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2017 tax law provisions on the horizon, including the 2025 reversal of the 2018 personal tax rate cuts, it 

is likely that these policies will take center stage in fiscal debates over the next two years. 

Going forward, fiscal policy fights will likely become more contentious. For example, the new rules 

of the House of Representatives under Speaker McCarthy's leadership will preclude packages of 

spending bills à la the 2023 Omnibus, necessitating separate House votes on all twelve appropriation 

bills. And then there is the upcoming debt ceiling fight, which is shaping up to be a nail biter. Since late 

January, the Treasury has been engaged in the now routine "extraordinary" measures of managing the 

nation's debt, with the tentative "drop dead" deadline projected sometime this June or July. Fiscal 

conservatives, who were unhappy with Senate Republicans' unwillingness to stall the 2023 Omnibus, 

have significant leverage in the current House and will be hard to appease. Speaker McCarthy has 

already floated the idea of bringing back discretionary spending caps starting in 2024. It will likely take 

some financial market turbulence and, potentially, a glance or two into the abyss before a deal becomes 

palatable to all parties. An arrangement similar to the resolution of the 2011 debt ceiling crisis appears 

plausible—a commission to study ways to constrain the growth of mandatory spending, with discretionary 

spending caps to fall back on should the commission fail. As a result, we are projecting a considerable 

slowdown of discretionary spending growth for fiscal 2024, largely coming from nondefense spending. 

It is also worth highlighting that the pace of sales of oil from (or, in the future, purchases for) the 

Strategic Petroleum Reserve (SPR) has a non-trivial impact on federal government consumption. In the 

final quarter of 2022, slower oil sales added 0.2 percentage points to the federal government's 

contribution to real GDP growth. If the SPR is eventually refilled, it would also constitute a boost to 

government spending.  

While federal tax revenue has jumped by nearly 750 billion dollars in fiscal 2022, it was boosted 

by "declarations and settlements" revenue growing by 300 billion dollars. They were likely driven in turn 

by outsized capital gains during 2021 and early 2022, which have since evaporated. Hence, going 

forward, nominal federal revenues may come under pressure, especially as both economic growth and 

inflation slow. Various tax provisions of the Inflation Reduction Act will likely reshuffle the tax burden 

between households and business, with only a small net effect in the near term. 
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Table 1 contains fiscal year data and projections for the federal budget on a National Income and 

Product Accounts (NIPA) basis from 

2020 to 2024. In 2022, current 

expenditures fell by 15.6 percent as 

most pandemic-related spending 

ended. Several programs such as 

healthcare provider relief, SNAP 

benefits, and the Medicare payment 

boost, will phase out during 2023, 

further shrinking transfer payments. The 

Inflation Reduction Act, however, 

extended the pandemic-era expanded ACA credits through 2025. Federal consumption expenditures 

grow, boosted by the 2023 Omnibus, outlays related to the Infrastructure Investment and Jobs Act of 

2021, strong growth of defense spending, and refilling of the SPR. We project federal subsidies to 

continue to shrink toward more normal levels through fiscal 2023–24. Finally, federal interest expenses 

nearly double between 2020 and 2024 as new borrowing is met with higher interest rates. In fact, the 

growth of interest payments over 2023–24 more than accounts for all of the growth in current 

expenditures compared to fiscal 2022. 

The federal deficit narrowed from 13.0 percent in fiscal 2021 to 4.4 percent in fiscal 2022, a drastic 

improvement. A 17.9 percent jump in revenues certainly helped. We expect capital gains taxes, which 

propelled revenues higher in 2021–22, to be a drag on the growth of tax collections in fiscal 2023–24. 

Still, ongoing inflation will ensure that nominal revenue remains stable despite the mild recession we 

project in the second half of 2023. As a result of stagnant revenue growth and rising interest expenses, 

the federal deficit widens to average 5.0 percent of GDP in fiscal 2023–24. As the Fed continues to wind 

down its portfolio of Treasury securities at an expected pace of 60 billion dollars per month, those 

securities will make their way into private hands, pushing the privately held debt-to-GDP ratio higher. As 

a result, we project the privately held debt-to-GDP ratio to increase from about 72.8 percent in 2022Q4 

to nearly 81.4 percent in 2024Q4. 
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The Housing Market 

With sharply higher mortgage rates eroding affordability, housing market demand has 

deteriorated rapidly and the pace of price appreciation has shifted into reverse. While the seasonally 

adjusted Case-Shiller National Home Price Index grew by almost 1.6 percent per month during the spring 

of 2022, since July it has declined for five consecutive months. The year-over-year appreciation rate 

stood at 20.8 percent in March but collapsed to 7.7 percent by November. Looking closely, though, some 

recent high-frequency indicators suggest the decline in demand may be abating, perhaps because 

mortgage rates have receded from their October–November 2022 weekly peak of 7.1 percent. We judge 

that the housing market has not bottomed out yet and that further declines in homebuyer demand, lower 

sales volumes, and reduced prices lie ahead. We expect the remaining correction to be marginal, though, 

avoiding large volumes of distressed sales or mortgage defaults with major spillovers to the rest of the 

economy. 

Annualized sales of new single-family homes fell from above 800,000 units early last year to 

roughly 600,000 units in June but have largely stabilized since.7 The collapse of existing single-family 

home sales has been considerably more pronounced and continued through fall 2022. The pace of 

existing single-family home sales fell from 5.8 million units in January 2022 to around 4.3 million in 

August, and to 3.6 million in December. Leading indicators of demand for existing homes may now be 

leveling off. Mortgage purchase applications fell by over 45 percent between January and October of last 

year but have since risen modestly. Pending home sales had fallen 37.8 percent year-over-year as of 

November but increased marginally in December. The NAHB's Housing Market Index plunged to levels 

last seen during the first months of the pandemic, but it saw a slight uptick in January and a measurable 

increase in February. The University of Michigan Survey of Consumers' sentiment index of conditions for 

buying a home also saw modest improvements in January and February. 

Depressed demand for housing effectively ended the construction boom by the middle of last 

year. The annualized pace of single-family housing starts fell from nearly 1.2 million in March 2022 to 

                                                
7 The rate of new sales might also be overestimated due to a high rate of contract cancellations, which the Census 
Bureau data does not take into account. 
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817,000 in November and 909,000 in December. The multi-family market has been holding up much 

better, with fourth quarter starts running at a 541,000-unit average pace, ahead of the first-quarter 

average. The months' supply of new single-family homes for sale peaked at over 10 months in the fall 

and reverted to under 9 months by December, still indicating considerable supply overhang. Months' 

supply in the market for existing single-family homes loosened to 3.4 months in December, up from 1.8 

months in January 2022. Higher mortgage rates may be freezing prospective sellers in place, restraining 

inventory growth in the existing homes market. The pace of new listings is down 10.5 percent year-over-

year in the latest National Association of Realtors' (NAR) weekly data. 

The NAR Housing Affordability Index fell to its lowest level since 1985 in October. Chart 13 plots 

a similar measure of affordability that we calculate—the ratio between a mortgage payment on a newly 

bought home and average wage income.8 Despite the run-up in house prices during the pandemic, low 

mortgage rates kept housing reasonably affordable throughout 2021. As mortgage rates have climbed, 

affordability has cratered, returning to levels last seen in late 2006. We estimate that the share of average 

wage income that would go toward a mortgage payment on a newly purchased home peaked at 44 

percent in 2022Q4 and will start to improve this year. 

Despite the ongoing stress, we expect the housing market to hold up much better in this cycle 

than it did in the aftermath of the 2008 

financial crisis. We do not foresee a large 

increase in distressed sales or mortgage 

defaults. The Mortgage Banking 

Association’s Mortgage Credit 

Availability Index suggests that mortgage 

lending standards have remained much 

more conservative over recent history 

than during the run-up to the financial 

                                                
8 The mortgage payment is computed assuming no down payment using the contemporaneous average 
conventional mortgage rate. As a proxy for the mortgage size we index the median home price in 2012 to cumulative 
house price growth since that time as measured by the Case-Shiller Home Prices Index. Average wage is computed 
by dividing total wage income by employment level in the BLS' household survey. 

file://lsa-econ-rsqe.m.storage.umich.edu/lsa-econ-rsqe/US/2022/02/Forecast/Sections/fig_ha_f.png
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crisis. Mortgage delinquency rates and foreclosures remain very low. In the absence of a severe 

recession with widespread job loss, we expect the mortgage market to adjust to higher rates without 

acute dysfunction such as the sharp increase in nonperforming loans seen following the financial crisis. 

Chart 14 shows the historical and forecast paths of year-over-year and annualized quarterly rates 

of home price appreciation as measured by the Case-Shiller Home Price Index. Based on our in-house 

nowcasting model, we have penciled in a 0.6 percent decline for national house prices in the fourth 

quarter of 2022, which comes to 2.3 

percent at an annualized rate (only a mild 

decline compared to the 7.8 percent 

pace recorded in the third quarter). We 

project that prices will follow the recent 

trends in high-frequency demand 

indicators and record a slight nominal 

increase in the first quarter of this year. 

After that, a slowdown in overall 

economic conditions brings further marginal declines in house prices throughout the rest of 2023. Prices 

hold steady to start 2024 and then begin to rise slowly as falling mortgage rates and rising employment 

bring relief to the market. This double dip in quarterly appreciation rates produces a continued decline in 

the path of year-over-year appreciation in the Case-Shiller Home Price. We are forecasting a modest 

year-over-year appreciation of 0.9 percent in the first quarter of this year to transition into a decline of 2.4 

percent in the second quarter. Small year-over-year declines persist through the middle of 2024 before 

giving way to limited nominal appreciation of 1.3 percent year-over-year by the end of next year.  

Energy Markets 

The volatility in energy prices has continued as markets attempt to equilibrate to a new world 

following the Russian invasion of Ukraine and the ensuing international sanctions of Russian energy. Oil 

prices have declined considerably since their peaks last year, but show some signs of flattening out. The 

price for West Texas Intermediate crude oil averaged 83 dollars per barrel in 2022Q4, after peaking at 

file://lsa-econ-rsqe.m.storage.umich.edu/lsa-econ-rsqe/US/2022/02/Forecast/Sections/fig_shiller.png
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120 dollars per barrel in early June. The benchmark price remained volatile after the summer peak, but 

with an overall downward trend until the end of November, and it has been oscillating between 73 and 

80 dollars since then. 

The Russian invasion of Ukraine and the political response from the Group of Seven (G7) and 

European Union (EU) upended markets. The EU ban on importing Russian oil and the G7 and EU price 

cap have realigned the global oil trade. Much of Russian oil exports have been redirected towards Asia. 

The EU and G7 price cap for crude oil has been in effect since December 5th and appears to have been 

largely priced in prior to taking effect. An additional price cap for Russian petroleum products took effect 

in early February. Russian production originally stayed higher than expected, but in mid-February Russia 

announced it would cut production by 500,000 barrels a day (about 5 percent of its output). Looking 

forward, Russian output could still change significantly as the geopolitical landscape continues to evolve.  

The member countries of the Organization of the Petroleum Exporting Countries (OPEC) have 

not made any public comments indicating that they intend to reverse course from the supply cuts they 

announced in October 2022. On the demand side, the Chinese government’s pivot away from its "zero 

Covid" policy will likely be the biggest contributor to global demand. Because China is the world’s largest 

crude oil importer, a return towards strong Chinese demand will exert upward pressure on oil prices. 

Indeed, the International Energy Agency expects Chinese demand to account for nearly half of the growth 

in demand in 2023. 

Domestically, production of crude oil averaged 11.9 million barrels per day in 2022, which the 

U.S. Energy Information Administration expects to increase to 12.5 million barrels per day in 2023. This 

increased production is expected to come from more productive wells, as the number of new wells will 

not grow much given that the total exploratory rig count reported by Baker Hughes appears to have 

stabilized below its pre-pandemic level. Supplementing domestic production, the Biden Administration 

released over 180 million barrels from the Strategic Petroleum Reserve last year, and has recently 

announced additional sales of 26 million barrels, bringing the reserve’s level to just 345 million barrels, 

the lowest in 40 years. The Administration announced plans in December to replenish the reserve by 

restocking during periods when the price for WTI is below 72 dollars, likely providing a floor for the price 

in the near term.  
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Natural gas prices at the Henry Hub averaged just 3.4 dollars per thousand cubic feet in January, 

significantly down from the Q4 average of almost 6 dollars and well below the highs of over 9 dollars from 

last summer. Low prices came as domestic consumption fell due to milder temperatures than expected— 

temperatures in January were the warmest since 2006. In addition, the extended closure of the Freeport 

liquefied natural gas (LNG) exporting facility has continued to constrain exports. Freeport and other LNG 

export facilities currently under construction will provide for substantial growth in demand from abroad 

going forward as the European Union continues to reconfigure its natural gas supply away from its 

dependence on Russian gas.   

Chart 15 shows our forecast for 

WTI prices in blue and the implicit price 

deflator for imports of petroleum in 

yellow. We expect the price of WTI to 

stay flat at 80 dollars per barrel through 

2024, as downward pressure on prices 

from slowing Western economic activity 

roughly balances with increased Chinese 

demand growth and supply contractions from Russia and OPEC.  

The implicit price deflator for imported petroleum products has historically been a more relevant 

metric for domestic gasoline prices. Imported oil prices are driven by oil price benchmarks other than the 

WTI. We expect the Brent–WTI price spread to remain approximately constant around 6 dollar per barrel 

and the price for imported petroleum to stay steady through 2024.  

  

file://lsa-econ-rsqe.m.storage.umich.edu/lsa-econ-rsqe/US/2022/02/Forecast/Sections/fig_shiller.png
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The Forecast for 2023–2024 
 

The path of future monetary policy is vital for the outlook, but it remains uncertain. Inflation dynamics are 
behind both the importance and the uncertainty. Monthly core CPI and PCE inflation rates decelerated 
substantially over October–December 2022, prompting revisions of financial markets' expectations of the 
terminal fed funds rate range for this tightening cycle. However, the Fed seems particularly concerned 
with inflation in wage-sensitive services, which does not appear to be slowing just yet. Additionally, after 
recent data revisions, the slowdown in CPI inflation now appears less decisive. So, we continue to think 
the Fed still has more work to do on inflation. Recent labor market releases and data revisions surprised 
on the upside, suggesting that the Fed has more runway to achieve a soft landing than it previously 
thought, but also from a higher speed. Hence, we expect the Fed to raise rates at least 50 basis points 
higher, and keep them there for a while, delaying the rebound of activity in interest-sensitive sectors. On 
balance, even though the chances of the Fed delivering a soft landing have improved considerably, our 
outlook features a moderately turbulent landing that has better than even odds of being called a recession 
by the NBER. The economy and inflation trends, however, remain difficult to read, causing significant 
swings in financial valuations on small bits of news with implications for the real economy. For example, 
recent data for the housing sector seems to suggest that construction activity may bottom soon. However, 
a few inflation and wage growth readings could change the near-term outlook for the housing sector 
dramatically. 
 

• The annualized growth pace of real GDP averaged 3.1 
percent during 2022H2. With private final sales 
contributing only 0.6 percentage points to that figure, 
the economy likely is in a more vulnerable state than 
the headline reading may suggest. 

• We expect headline growth to moderate but remain 
positive in 2023H1, supported by growing consumption 
expenditures. 

• In 2023H2, economic momentum fades, and headline 
growth turns slightly negative, with a cumulative 
contraction of just over 0.1 percent of GDP. 

• GDP growth returns next year. It reaches 2.4 percent 
by 2024H2, helped by investment spending and looser 
monetary policy.  

• Despite the contraction late in 2023, calendar year 
growth averages 1.2 percent. Calendar 2024 growth 
averages 0.7 percent. 
 

• In 2022Q4, inventory restocking supplied half of real 
GDP growth, with consumption of services and new 
vehicles adding about 1.4 percentage points. 
Residential investment was the largest laggard, 
subracting 1.3 percentage points. 

• We project consumption growth to falter between 
2023Q2 and 2024H1, stalling out under the weight of 
stagnating real incomes and tightening credit 
standards.  

• We project mortgage rates to have peaked. As a result, 
we expect the headwind to growth from the residential 
construction sector to diminish over 2023H1. Starting 
in 2023Q4, residential investment adds to growth.  

• Net exports boost growth in 2023, as nonpetroleum 
goods imports fall more quickly than exports, and 
energy exports continue to expand.  

• Inventory investment is a drag on growth during 2023. 
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• The labor market momentum continues to surprise on 

the upside. The unemployment rate hovered around 
3.6 percent in 2022 and settled at 3.4 percent in 
January, its lowest level since the late 1960s. 

• There has been virtually no recovery in labor force 
participation over the past year, with the participation 
rate inching up from 62.2 percent in January 2022 to 
62.4 percent in January 2023. 

• Despite the softening labor market, the labor force 
participation rate stays virtually unchanged in our 
forecast, hovering at 62.3 percent in 2023 and 2024. 
The stagnation largely reflects early retirements that 
prove impossible to reverse.   

• As restrictive monetary policy puts a dent in demand, 
the labor market gradually loosens by the end of this 
year. The unemployment rate rises from 3.4 percent 
this quarter to 3.7 percent in 2023Q4 and tops out at 
4.2 percent in mid-2024. 
 

• Payroll employment started 2023 off very strong, with 
the economy adding 517,000 jobs in January, 
outpacing the 2022 monthly average of 401,000 jobs. 
The January report surprised, as job gains had shown 
some signs of slowing in 2022Q4. 

• The January report also included the annual 
benchmark revisions to payroll employment. The 
March 2022 total nonfarm payroll employment was 
revised upward by 568,000, further contributing to 
optimism about the current state of the labor market. 

• The economy starts shedding jobs by 2023Q4 as tight 
monetary policy takes hold. Total employment declines 
by about 480,000 jobs from 2023Q4 to 2024Q2. 

• Positive but modest job growth resumes in the second 
half of 2024. Monthly payroll job gains average 36,000 
in 2024Q3 and 110,000 in 2024Q4.  
 

• All-items CPI inflation came in at 7.1 percent year-over-
year in 2022Q4, while core inflation registered 6.0 
percent. Recent declines in prices of oil and durable 
goods have continued to draw inflation lower. The Fed 
will look to see if core inflation, especially in the wage-
sensitive non-housing services, is trending toward 
levels consistent with a 2.0 percent inflation target. 

• Price inflation continues to moderate gradually over the 
next year, as overall consumer demand weakens and 
a rapidly cooling rental market propagates to lower 
shelter inflation.  

• Core CPI inflation registers 5.2 percent year-over-year 
in 2023Q1, 3.1 percent in 2023Q4, and 2.6 percent in 
2024Q4. Core CPI inflation is expected to remain 
slightly above all-item CPI throughout the forecast.  

• The year-over-year percent change in the PCE deflator 
declines gradually over our forecast window, slowing 
from 4.4 percent in 2023Q1 to 2.4 percent in 2024Q4.  
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• The annual pace of single-family housing starts fell 

from 1.2 million units in the first quarter of 2022 to 
860,000 units in the fourth quarter. On a quarterly 
basis, multi-family housing starts held above the 
500,000 unit-pace throughout last year.  

• With the peak in mortgage rates behind us, the pace of 
single-family starts bottoms at 785,000 units in the 
second quarter of 2023.  

• Single-family construction recovers slowly through 
2024Q1, with starts growing to just 805,000. Starts 
improve to 880,000 by 2024Q4, as broad economic 
growth returns. 

• Multi-family starts hold on for longer, sustained by low 
vacancy rates, elevated rents, and a limited increase in 
unemployment. They slide from 541,000 in 2022Q4 to 
500,000 in 2023Q4 and 436,000 in 2024Q4, still a 
respectable pace by the standards of recent history. 

 

• Last year’s strong growth in intellectual property 
investment compensated for the continued decline in 
nonresidential structures investment. Investment in 
new cars and trucks fell by 11.7 percent in 2022. As 
chances of a recession rise, investment growth is 
cooling across many sectors.  

• Even though investment in new trucks grows by a solid 
10.6 percent in 2023 and 5.7 percent in 2024, overall 
investment in equipment grows by only 0.3 percent in 
2023 and falls by 1 percent in 2024.  

• Despite massive investments in new microchip plants, 
investment in nonresidential structures falls by 2.2 
percent in 2023 and barely grows in 2024 held back by 
caution about the future of office work and recession 
fears.  

• Growth in intellectual property investment decelerates 
from 8.7 percent in 2022 to 6.4 percent and 5.8 percent 
in 2023 and 2024, respectively.  
 

• Light vehicle sales totaled 13.8 million in 2022, the 
lowest annual total since 2011. 

• The annualized pace of sales jumps to 14.8 million in 
2023Q1, as tax breaks on new battery and hybrid 
electric vehicles kick in.  

• The pace of sales climbs above 15.0 million units by 
2023Q3 but then stagnates for several quarters, as 
high prices and interest rates finally take a bite out of 
pent-up demand and the economy goes through a soft 
patch. 

• As job growth returns in the second half of 2024, 
vehicle sales turn up, climbing toward the 16 million 
unit pace. 

• Vehicle prices rose much more quickly than the overall 
price level last year. However, with many vehicle 
manufacturers investing heavily into the battery-
electric transition, it is unclear whether they will be 
willing to cut into their profit margins soon. As a result, 
we expect vehicle prices to remain high through our 
forecast window.  
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• To forecast demand for U.S. exports, we construct a 

trade-weighted index of real GDP for six of our major 
export markets: Canada, Mexico, China, Japan, the 
United Kingdom, and the euro area.  

• Calendar-year growth for our key trade partners 
excluding China is projected to have averaged a solid 
3.2 percent in 2022, driven largely by Canada and 
Mexico.  

• In 2023, recessions in the United Kingdom and the 
Eurozone, and a growth slowdown in North America 
drag the five-economy weighted GDP growth rate 
down to just 0.3 percent. In 2024, growth rebounds to 
1.3 percent. 

• China's recent abrupt exit from its "zero Covid" policy 
and the ensuing wave of infections will cost the 
Chinese economy some growth in the first quarter of 
2023. For the whole calendar year, the impact will likely 
be minor, with growth averaging 4.9 percent. We 
project an acceleration to 5.8 percent growth in 2024. 

 

• The current account deficit exploded during the 
pandemic, rising from 1.9 percent of GDP in 2019Q4 
to 4.5 percent in 2022Q1, as the pandemic-driven 
rotation from services to goods boosted imports and 
strong demand proved persistent. 

• The current account deficit declined modestly to 3.5 
percent of GDP by the fourth quarter of last year. A 
strong dollar cushioned the falling demand for imports. 

• Both exports and imports pull back in 2023 relative to 
GDP. As the dollar depreciates slightly, consumption 
continues to shift back from goods to services, and 
overall demand cools off, imports fall by more than 
exports and the trade deficit continues to contract over 
2023–24. 

• The current account deficit shrinks to 2.9 of GDP by 
2023Q4 and 2.3 percent by 2024Q4. 

 

 

Risks to the Forecast 

Our forecast is subject to important risks. The largest set concerns the Federal Reserve's 

campaign to bring inflation back down to its target and the depth of the resulting contraction in the housing 

sector. A second set concerns potential disruptions to the supply side of the economy, most prominently 

from the Russian invasion of Ukraine. An important tail risk to the economy is the possibility that the 

United States will not successfully resolve the ongoing standoff over the debt ceiling. 

Until recently, the Fed's efforts to restore price stability seemed to be bearing fruit. At his February 

1 press conference, Chair Powell noted, "I will say that it is gratifying to see the disinflationary process 
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now getting underway, and we continue to get strong labor market data." Although he cautioned that 

inflation in the core services excluding housing sector had still not shown signs of moderation, markets 

rallied in response to his acknowledgement of disinflation. Recent data releases and revisions have 

complicated that narrative. Revised seasonal factors for the CPI have also reduced the measured pace 

of disinflation in core CPI in the fourth quarter, while the job market now appears even stronger. Taken 

together, these developments suggest that reading trends from a few months' worth of early data is a 

risky proposition. Future data releases may require the Fed to tighten further than we previously 

expected, or, alternatively, shorten the waiting period before the Fed begins easing. 

The Fed's monetary restraint would normally affect the real economy through tighter financial 

conditions, leading to slowdowns in the rate-sensitive housing and manufacturing sectors. As mortgage 

rates have spiked, activity in the housing market has slowed considerably, consistent with the textbook 

transmission mechanism. Our forecast calls for modest further declines in house prices and a much 

milder decline in construction activity than in the Great Recession. If inflation proves more difficult to tame 

than we expect, mortgage rates may rise even higher, and real activity may fall more sharply than we 

have forecast. If the recent upticks in housing market indicators prove to be temporary flukes or noise in 

the data, the decline in house prices will likely be deeper than we currently project, putting a strain on 

both residential investment and consumer spending. 

Manufacturing activity has held up better so far than housing, reflecting in part the ongoing 

improvement in supply chain disruptions that restrained the recovery from the pandemic. We forecast 

real industrial production to fall by slightly more than during the fracking bust of 2014–2016 or the 2001 

recession but by much less than during the initial phase of the pandemic or the Great Recession. Strong 

demand for light vehicles is an important part of the resilience we foresee in this sector. If tight money 

leads manufacturing activity to slow by more than we currently project, the mild recession in our forecast 

would likely be more severe. 

Most of the supply-side risks to the economic outlook come from abroad. Energy prices have now 

fallen back to their levels from before Russia's invasion of Ukraine, easing the strain on household 

budgets and reducing inflationary pressures. We believe that there is currently enough supply to match 
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demand over the next two years, and we expect energy prices to remain steady over our forecast horizon. 

A large spike in energy prices, potentially driven by adverse developments related to Russia's war against 

Ukraine, by China's reopening from the pandemic, or by disruptions to flows of energy commodities from 

other volatile parts of the world, would certainly make the economic outlook darker. China's reopening 

should bring improvements to global supply chains and boost external demand, but it is also likely to put 

upward pressure on commodity prices. 

The U.S. debt ceiling represents a wild card in the economic outlook. We believe that breaching 

the so-called "X date" at which the Treasury's extraordinary measures will be exhausted would precipitate 

an immediate economic contraction. Given the sheer volume and complexity of day-to-day U.S. Treasury 

operations, we do not have much confidence that proposed workarounds such as prioritization of 

payments to bondholders would actually stave off a debt default. At present, financial market participants 

seem unalarmed by the prospect of a default, and we share the assessment that it remains a very low-

probability event. Still, the razor-thin majority in the House of Representatives may weaken leadership 

and empower small groups of members to block a potential deal. 

Although the specific risks that we have identified skew toward the downside, it is important to 

remember that there are upside risks to our forecast, as well. Despite widespread projections that reining 

in inflation would entail significant economic pain, so far the Fed's tightening has not inflicted much 

damage on the real economy outside of the housing and tech sectors. Even monetary hawks envision 

relatively limited incremental tightening going forward. It may well turn out that the economy has enough 

momentum that improving supply chains and ongoing economic normalization will allow the Fed to 

achieve a soft landing. We would be delighted if our baseline forecast of a mild recession within the next 

two years proves to be too pessimistic. 
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