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KCM’s Top-Down Focus 
The following is from the San Francisco Federal Reserve’s web site: “The San Francisco Fed 
has launched a new data page that helps gauge the stance of monetary policy under various 
types of actions. The Proxy Funds Rate focuses on financial market indicators, which show the 
influence of the Fed’s forward guidance and asset sheet actions beyond what can be seen 
through the level of the federal funds rate. 

For many years, the Federal Open Market Committee (FOMC) conducted monetary policy 
solely through changes in the federal funds rate—the short-term interest rate that is the basis 
for other interest rates in the U.S. economy. However, to help the economy recover from the 
Great Recession, the FOMC needed to begin relying on additional ways of putting policy into 
action, specifically through forward guidance and the balance sheet. 

Using these new tools is an effective way of helping the Fed guide the economy toward its dual 
mandate goal of stable prices and maximum employment. But because the tools are different, 
it’s challenging to find a single way to measure the broad stance of monetary policy. In other 
words, how do we know whether forward guidance and changes in the balance sheet are 
having an effect, and can we summarize the multiple tools into an easy-to-interpret indicator? 
The answer is the Proxy Funds Rate translates a set of financial variables into a rate that is 
comparable to the federal funds rate.” 
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The Fed is aggressively raising the Fed Funds rate and shrinking its balance sheet, (i.e.,QT or 
quantitative tightening), this combination, according to a study by the San Francisco Federal 
Reserve Bank, makes the proxy Fed Funds rate about 6.5% (see above). This will likely lead 
to a CPI U level of about 2% by late 2023, a tail wind for the stock market (see below). 
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Inflation is cooling. The Bloomberg Commodity Index is off 21% from June (see above). Money 
supply growth has turned negative which will, with a lagging effect, put downward pressure on 
inflation over the next year or more (see below). 
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Jobless claims remain at a historically low level (see above), keeping upward pressure on wage 
inflation. Layoff announcements also reached a level last seen in September 2020, putting 
downward pressure on wage inflation (see below). 
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Leading Indicators predict a recession in 2023 (see above) and every time the Fed Funds to 
ten-year Treasury bond yield curve has inverted, our economy has entered a recession. Using 
the Proxy Funds rate, the yield curve is the most inverted ever (see below)! 
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Some important indictors of a potential Bull Market (see above). The Atlanta Fed’s Real GDP 
projection for Q1 is signaling 2.16% growth (see below). Soft landing-mild recession? 
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For the first time since 1970 the market has had a significant correction before the yield curve 
inverted, reacting to the Fed’s forward guidance and discounting a possible recession (see 
above).We believe stock prices have bottomed and bond yields peaked, the Market Cycle has 
turned (see below) 
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Expected 
Terminal Rate 
of ~5.25% 

Peak yield historically 
occurs before peak Fed 
Funds. Probably already 
peaked at 4.25%. 

Peak yield historically 
occurs before peak Fed 
Funds. Probably already 
peaked at 4.75%. 
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Both tax-free municipal bonds and taxable corporate bonds still offer a competitive alternative 
to stocks. A guaranteed 3.6% tax-free yield on an 8-10-year municipal bond equates to a 6% 
annual return on stocks, for a California resident, at current capital gains rates.  

 



KCM INVESTMENT ADVISORS LLC 
__________________________________________________________________________________ 
 

10 
 

 

We start with the big picture. Where are we in the Economic Cycle and, importantly, where are 
we in the Market Cycle. The next step is to construct or rebalance a portfolio that reflects our 
thinking. Constructing a stock portfolio starts with a sector allocation, slightly overweighting 
those sectors we expect to outperform, and underweighting potential underperforming sectors, 
given our macro-outlook. We then build a portfolio of individual bonds stocks or sector ETF’s. 
We go through the same process with the fixed income allocation. What is the most attractive 
place to be on the yield curve and what individual bonds are the most attractive around that 
point. 

 

------------------------------ -------- --------- --------- --------- --------------

CONSUMER DISCRETIONARY 0.00% 10.48% 3.00% 13.48% 13.48%
(GROWTH-CYCLICAL)

CONSUMER STAPLES 0.00% 6.91% -1.00% 5.91% 5.91%

(VALUE)

ENERGY 0.00% 4.45% -1.00% 3.45% 3.45%

(VALUE-CYCLICAL)

FINANCIALS 0.00% 11.37% 0.00% 11.37% 11.37%
(VALUE)

REAL ESTATE 0.00% 2.55% 2.00% 4.55% 4.55%
(VALUE)

HEALTHCARE 0.00% 13.37% -2.00% 11.37% 11.37%
(VALUE)

INDUSTRIALS 0.00% 8.05% 0.00% 8.05% 8.05%
(VALUE-CYCLICAL)

INFORMATION TECHNOLOGY 0.00% 25.74% 0.00% 25.74% 25.74%
(GROWTH)

MATERIALS 0.00% 2.53% 0.00% 2.53% 2.53%
(VALUE-CYCLICAL)

COMMUNICATION SERVICES 0.00% 11.94% 0.00% 11.94% 11.94%
(GROWTH)

UTILITIES 0.00% 2.61% -1.00% 1.61% 1.61%

(VALUE)

0.00% 100% 0.00% 100% 100%
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Wrapping up: 

 The Proxy Funds Rate, calculated by the San Francisco Federal Reserve Bank, is about 
6.5% versus the actual Fed Funds rate of 4.5%, reflecting the additional tightening 
influence of the Fed’s forward guidance and quantitative tightening.  

 The Fed’s favorite inflation indicator is the Core Personal Consumption Expenditures 
number (PCE), is currently at 4.7% year-over-year. The Proxy Funds rate of 6.5% is 180 
basis points higher, high enough to put downward pressure on inflation and bring the 
PCE and other inflation measures into an acceptable 2%-3% range in the second half 
of 2023.  

 Inflation is clearly abating; the Bloomberg Commodity Index is down 21% from its June 
high. Oil is off about 30%, natural gas is off about 65%, freight rates are off about 65%, 
and home prices are off sharply, all from their recent highs.  

 Money growth (M2) has turned negative year-over-year, putting downward pressure on 
inflation. 

 Historically low jobless claims, an unemployment rate of only 3.4%, and a high level of 
wage growth, about 6% year-over-year, kept upward pressure on inflation. (The last 
reported Average Hourly Earnings, month-over-month, was only 0.3%, giving us hope 
that wage growth is slowing.) 

 We have likely seen the peak in Treasury bond yields (see the charts on page 8). 

 Leading indicators and a historically inverted yield curve are strong indications that we 
will have a recession, probably in the second half of 2023, which would cause inflation 
to further slow, and push bond rates lower.  

 The market has predicted, and to some extent discounted, a recession, as witnessed 
the 30%-plus drop in the Nasdaq from its high and about 20% decline in the S&P 500. 

 Higher than expected inflation is what got us into this mess and what underpins our 
positive outlook is our prediction for faster-falling and lower inflation than the current 
consensus. Please see our PCE prediction chart on page 2. 

 We believe the “long and variable lag” to central bank policy moves has probably 
shortened, inflation will move to an acceptable level sooner than the consensus believes 
and the markets have largely discounted a likely moderate recession. 

 Aggressive fiscal policy, sending money directly to the people, helped bail us out from 
the Covid recession. It also emboldened politicians to believe more money printing, and 
central planning, are the solution to any perceived future problem. Sending more money 
directly to the people buys votes, reduces the labor force growth rate, lowers the 
productivity of some workers, and puts upward pressure on wage inflation, possibly 
causing the Fed to tighten more and longer than they would like.   

 We believe the Fed’s current Fed Funds rate, forward guidance, and quantitative 
tightening path, are sufficient to get inflation to an acceptable level. A good job 
so far.  

 Our advice has not changed. Stay the course, add to your equities during a bottoming 
market, and take solid comfort locking in some of today’s attractive bond yields.  
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 The information provided in this article is for informational purposes only and should not be 

considered investment advice. There is a risk of loss from investments in securities, including 
the risk of loss of principal. The information contained herein reflects KCM Investment Advisor’s 
(“KCM”) views as of the date of this commentary. Such views are subject to change at any time 
without notice due to changes in market or economic conditions and may not necessarily come 
to pass. KCM does not provide tax or legal advice. To the extent that any material herein 
concerns tax or legal matters, such information is not intended to be solely relied upon nor used 
for the purpose of making tax and/or legal decisions without first seeking independent advice 
from a tax and/or legal professional. KCM has obtained the information provided herein from 
various third-party sources believed to be reliable, but such information is not guaranteed. Any 
forward-looking statements or forecasts are based on assumptions and actual results are 
expected to vary from any such statements or forecasts. No reliance should be placed on any 
such statements or forecasts when making any investment decision. KCM is not responsible for 
the consequences of any decisions or actions taken because of information provided in this 
presentation and does not warrant or guarantee the accuracy or completeness of this 
information. No part of this material may be (i) copied, photocopied, or duplicated in any form, 
by any means, or (ii) redistributed without the prior written consent of KCM. 
 

 Note: All graphs were produced by Jay Kellett, with data from Bloomberg. 
 
 
 

 

Jay Kellett, Founder and CEO 


