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Financial conditions do not appear yet to have tightened enough 
This report provides a quick update of the state of financial conditions in the US.  It’s main conclusion will 
probably sound familiar.  Conditions do not appear yet to have tightened enough for the Fed to achieve 
the required moderation of aggregate demand growth — down toward the economy’s supply-side 
potential, which is probably in the neighborhood of 2%.   

In the base case, delivering the necessary tightening should require the Fed to raise the funds rate a bit 
more quickly than is even now discounted in forward rates, although the short call at the short end of the 
yield curve is quite a bit less compelling than it was earlier in the cycle.  1

Financial conditions are hard to measure, and there is an abundance of competing indicators, which now 
provide somewhat conflicting signals about how much of a financial headwind has arisen recently.  I have 
no confidence that I could resolve the debate around the correct formulation, but I can add value here by 
making / reiterating three basic points about how the competing measures of financial conditions should 
be used. 

• First, the Fed pursues its objective for aggregate demand growth (usually) by changing the funds rate 
in order to tighten or ease broader financial conditions.  The funds rate is the policy instrument, but the 
actual work is done by financial conditions.  Given that there is typically a lot of slippage from the policy 
instrument to financial conditions, it is quite wrong for Fed watchers to set out a path for the funds rate 
and then suggest that possible movements of financial conditions might put that path “at risk.” The 
better approach is to start with financial conditions, back into what that might imply for the funds path, 
and then make adjustments as the slippage from funds to financial conditions ebbs and flows.   As an 
aside: one implication of this perspective is that speculations on where the “neutral” funds rate might be 
are almost completely irrelevant in real-time application.  

• Second, macro economics is not advanced enough to allow us to relate even a correct measure of 
financial conditions to future aggregate demand growth — even if you will spot me the assumption that 
the basic framework is correct. The practical get around is to make an assessment of the economy’s 
underlying growth momentum and then to compare the state of financial conditions today with our 
assessment of the (past) state of financial conditions that has delivered that momentum. This is easiest 
to do when financial conditions have only recently changed, obviously. But, as a general point, we want 
to measure the impetus involved in a comparison of financial conditions today with their recent moving 
average.  Accordingly, the absolute level of financial conditions is irrelevant — to us mere mortals.  

• Third, we need to pay attention to how changes of the state of the business cycle affect the relationship 
between the state of financial conditions and the outlook for risk asset prices. At the beginning of a 
cycle, when confidence is bombed out and a dearth of aggregate demand is the main issue, it may 
make perfect sense to claim that an easing of financial conditions led by a rise in the price of risk 
assets is actually bullish for risk assets.  That may sound circular, but circular is not necessarily a flaw 
when the main debate is whether things can cycle stronger.  In the current environment, however, the 
logic is flipped. Evidence that financial conditions are buoyant would — taken in isolation — be 
negative risk assets because that would signal that conditions have to tighten, and it is impossible 
excluding the possibility that equities might need to be implicated in that tightening.  

 The main reasons are that aggregate demand growth is now actually decelerating and financial conditions have almost certainly 1

tightened meaningfully, although probably not by quite enough. In this environment, the debate is down to quantification, which is 
uncertain, and turns less on qualitative issues, which can be easier to assess. 
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With that interpretive guidance in mind, let’s take a quick look at how my measures of financial conditions 
have evolved recently.    2

 

Source: Federal Reserve, Robert Shiller, Bloomberg, FH calculations 

On my measure, financial conditions have tightened — relative to the recent averages that are now 
implicit in our sense of current momentum — by enough to reduce that momentum by about 50 to 75- 
basis points at the 2-year and one-year horizon.   Most of the work (estimated) here is being done by the 
fed funds rate itself (particularly at the one-year horizon, which funds rate signaling effects are assumed 
to be strongest) and by changes of 10-year Treasury yield and real foreign exchange value of the US 
dollar.    

But the estimated impetus is not sufficient to make a stabilization of the unemployment rate the obvious 
base case forecast at either the one- or two-year horizons.  Certainly, such an outcome is possible, for 
various reasons. But it is not yet quite the base case, given that underlying growth momentum currently 
appears to be around 3%. 

Source: Federal Reserve, Bloomberg, BEA, FH calculations 
Both real yield and real exchange rate are estimated to today 

 I call my measures “beta” because they are uncertain and subject to change.  At this point, my indexes are based simply on 2

conventional estimates of the growth effects of various asset price changes within one of the Fed’s macro-econometric model, 
FRBUS. 
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Equities, being still very near their highs, have played little role in the tightening of financial conditions so 
far achieved.  But we occasionally hear complaints that the weight assigned to equities in various 
measures of financial conditions is too high, perhaps because changes of risk asset prices are less 
important when they are driven by “policy” or by changes in the estimated risk premium, rather than by 
so-called “fundamentals.” What should count as a true fundamental is beyond the context of this note, but 
when equities are down, maybe the standard measures look too much to have tightened. And taking a 
longer view, maybe financial conditions have tightened more in the past one or two years than equity-
inclusive measures have picked up.  Again, I am not confident I can resolve that debate, but I can 
calculate my measures with the weight on equities forced to zero.  It does not change much, practically 
speaking. The current headwind looks a bit higher, but not meaningfully so. Moreover, most would 
concede that assigning a weight of zero would be a bit extreme. 
  

Another issue related to equities is a bit harder to assess.  Some might claim that equities are particularly 
exposed to the Fed’s efforts to tighten financial conditions, particularly now that the partly-tax-cut-induces 
profits boom is seemingly behind us. I sign on for that view to the extent of being (atypically) agnostic out 
the outlook for equities here, fearing that they might well be implicated in the ongoing financial conditions 
tightening at some point. But the idea that equities are so vulnerable that the base case should be that 
they will collapse and thereby eliminate the need for further Fed rate hikes seems extreme.  Even 
factoring in the effects on valuation of what I take to be a reduced potential growth rate, equities do not 
appear to be particularly expensive on my metrics.  So I view potential weakness in them as endogenous 
to the Fed, not as a likely exogenous shock that would stop the Fed. 

Source: Robert Shller, BEA, S&P Global, Bloomberg, FH calculations 
All pricing is current to today 
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One obvious criticism with assessing the effect of financial conditions through the prism of financial 
conditions is that it is agnostic to the implications of a flattening yield curve.  Indeed, to the extent that 
markets do not extrapolate changes of the fed funds rate or outlook for the fed funds rate out into the 
longer-maturity yields, the estimated implications of Fed rates policy changes are diminished.  Those who 
like to forecast the economy by reference to the slope of the yield curve will obviously have a problem 
with this. 

However, the link from the slope of the yield curve to the economy’s growth rate is not meant to be linear, 
even among those who are enthusiastic advocates of curve analysis.  The issue, rather, is that recession 
risks tends to rise when the relevant portion of the yield curve inverts.  And within this perspective, two 
aspects of the current situation seem worth highlighting. 

First, the relevant portion of the yield curve, with the funds rate itself at the short-maturity leg, is not 
inverted and is nowhere near inverting.  So the standard yield-curve-based measures of recession risk 
are not yet flashing yellow. 

Second, 2s-10s have flattened, but they (only arguably) a measure of medium-term — rather than 
immediate  — recession risks.  Moreover, 2s/10s are typically sensitive to the position of the labor market, 
as measured below by my construct of the “employment gap.” When the labor market pushes through full 
employment, the coupon curve often inverts as investors anticipate that policy will have to get tight, 
presumably briefly, to prevent a further employment overshoot.   That is clearly an issue now. But relative 
to it, 2s/10s are not even flat. And much more to the point, this fundamental issue imposes itself. It is not 
something that Fed can “back away from”, at least not ultimately.  Goldman has been pushing this view, 
correctly in my opinion. But I definitely got to the same spot independently.  
 

Source: Blanchflower and Levin, BLS, CBO, Bloomberg, FH calculations 
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