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Talking Point 
Is the Fed breeding complacency? 
By Simon Stevenson - Head of Strategy, Multi-Asset 
 
 

“I used to think that if there was reincarnation, I wanted to come back as the president or the pope 
or as a .400 baseball hitter. But now I would like to come back as the bond market. You can 
intimidate everybody." James Carville, Adviser to President Bill Clinton. 

 
US monetary policy is currently at emergency settings: the official cash rate is effectively at zero and the 
US Federal Reserve (Fed) is buying bonds, pumping money into the system.  However, the emergency 
has passed.  The banking system has been recapitalised1, growth has been positive for an extended 
period of time, and the unemployment rate has fallen sharply from the peak of 10 per cent to 6.1 per cent. 
All the while markets have responded benignly to this dichotomy between policy and economic 
fundamentals.  
 
This article explores the apparent complacency of market participants. Markets continue to respond in line 
with rhetoric of the Fed, which argues that because of excess economic slack2, they can aggressively 
stimulate growth without creating an inflation problem. However, less traditional measures of slack are not 
as benign, suggesting that the Fed and markets may be underestimating economic risk. The last time this 
was the case, the late 2000s; it led to the severe disruptions of the GFC.  
 
Business cycle 

There are two key factors when considering the business cycle; in combination they indicate the stage of the 
economic cycle.  These factors are the output gap and the growth gap.  The output gap tells us how much 
slack there is in the economy, and therefore inflation pressures, while the growth gap, economic growth relative 
to trend, captures whether the output gap is rising or falling.  These two factors, in combination, explain the four 
broad stages of the business cycle. 
 
 Figure 1: US Growth gap versus IMF output gap 

 
Source: Schroders, Datastream, IMF 
 

 

                                                      
1 The leverage ratio for the US banking system is the healthiest it’s been since 1984 - from which FDIC data is available. 
2 The Fed believes that there is “significantly more people willing and capable of filling a job than there are jobs for them to 
fill” (Yellen, 2014). 
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The four quadrants of Figure 1 are labelled for four stages of the business cycle. Recession is when the output 
gap is negative and economic growth is not strong enough to see it rise.  During the early stage of the business 
cycle, the output gap is still negative, while growth strengthens, closing the output gap. Mid cycle is when the 
economy grows above trend and the output gap turns positive; while late cycle, growth stalls amid a positive 
output gap.  Economic growth is weak during late cycle and recession and these stages are difficult periods for 
equity markets, while early and mid cycle are periods of rising inflation pressures and are difficult periods for 
bond markets. 
 
Figure 1 plots Schroders’ estimate of the growth gap versus the IMF’s measure of the output gap.  This places 
the US economy in the early stages of the business cycle, with disinflationary pressures still prevailing.  This is 
consistent with the reaction of bond markets to the US Federal Reserve’s aggressive policy action, while 
expected to lift the growth gap it is not expected to be inflationary because the very large output gap will have 
to be closed first.   
 
Publicly the US Fed Reserve is also very much of this view and this can be seen in their estimate of the non-
accelerating inflation rate of unemployment (NAIRU).  The NAIRU is best seen as a tipping point, while the 
unemployment rate is above, wages pressures are benign, while when the unemployment rate is below, 
upward pressure on wages is high.  Figure 2 shows that the Fed’s current estimate of the NAIRU is well below 
the current unemployment rate of 6.1%, suggesting aggressive policy will not be inflationary.  However, it is 
interesting that the Fed assumptions are in stark contrast to the views of academic economists, which are 
much higher, with most suggesting inflationary pressure are on the rise.  This captures an important theme: 
there is much debate about the size of the output gap within the academic community, and also within the Fed 
(with several dissenters), but this uncertainty is not spilling over into markets and the pricing of assets. 
 
Figure 2: Estimates of the US NAIRU 

 
Source: Deutsche Bank 
 

Output gap 

The above analysis raises the question: at what level is the output gap?  The output gap is quite a theoretical 
concept and while academic economists create quite eloquent models to determine its level, truth be told it’s 
not something that can be known in real time.  The 1970s is a very good example of this. At the time most 
economists in the US believed the output gap was negative, i.e. actual output was below potential and 
therefore there were no inflation pressures, however it is now known inflation pressures were very high and the 
output gap was positive - current measures of the output gap, for that time, now reflect this.  It has been argued 
that it was the Fed’s belief that the output gap was negative that resulted in their overheating the economy 
contributing significantly to the inflation problem of the 1970s (Orphanides, 2002). 
 
Given the importance of the output gap, it is something we examine closely.  When we calculate the output gap 
we include the usual suspects, comparing the unemployment rate and capacity utilisation relative to trend, but 
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also add in measures of wages and inflation.  If the output gap is negative, suggesting inflation pressures are 
modest, a downward pressure on wages growth and inflation is expected, and if the output gap is positive, 
upward pressure.  So changes in wages growth and inflation act as a very useful reality check to any measure 
of the output gap. 
 
This relationship holds if the drivers of an economy are coming from the demand side.  However, a supply side 
shock will lead to changes in inflation and wages growth that will be independent of the output gap, just think of 
the oil price shocks of the 1970s.  Economists at the Fed have created models that calculate the implied output 
gap based on the inflation rate, adjusting for supply side shocks (Weidner and Williams, 2009).  Analysing the 
Fed’s research leads to three points. Firstly, the output gaps implied from inflationary trends can diverge 
significantly from those that are derived from traditional methods.  Currently, these two methods are providing 
very different results, with the traditional method pointing to a large negative output gap, while the output gap 
implied from inflation is a small positive.  Secondly, while supply sides shocks occur they have generally had a 
marginal impact that is relatively pro-cyclical.  The largest driver of supply side shocks tends to be commodity 
prices, which have to move dramatically to have a large economic impact and tend to move in line with the 
business cycle – falling in recessions and rising in economic expansions.  Lastly, financial markets have 
responded to supply side shocks as if they are demand side shocks.  A good example of this was the first oil 
shock and the 1974 recession, where bond yields rose in response to the rising inflation rather than falling in 
line with the negative output gap generated by the recessionary environment. 
 
Figure 3: US Growth gap and Schroders’ output gap 

 
Source: Schroders, Datastream 
 
Our measure of the output gap, combining a traditional methodology with feedback from wages growth and 
inflation, is very different to the official view of the output gap and suggests that the output gap is positive3.  
While inflation and wage growth are very low they have been rising, US inflation has risen to 2.0% from 1.1% 
earlier this year, suggesting there is no excess capacity in the US economy.  This dichotomy is likely related to 
work that suggests that the long-term unemployment rate is a less significant determinant of inflation and 
wages growth than the short-term unemployment (Krueger, Cramer, & Cho, 2014).  While the overall 
unemployment rate remains elevated the short–term unemployment rate is below its long term trend – slack in 
the labour market may be less that the headline number would suggest.  This finding is consistent with the 
surveys of businesses that suggest that there is difficulty in finding labour and that firms will pay higher wages 
in the near future.  The National Federation of Independent Business survey finds 26% of businesses have at 
least one unfilled vacancy while 25% reporting higher wages, compared to 2% reporting lower wages.  The 

                                                      
3 But consistent with the Fed’s research that derives the output gap from inflation (www.frbsf.org/economic-
research/files/el2009-19-update.pdf). 
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Fed’s argument is that the current rise in inflation is temporary, as it is not consistent with their views on the 
output gap.  However, we believe the rise is due to a positive output gap and therefore is more permanent.  If 
we are correct at some stage in the future the Fed will not be able to maintain the inconsistency between their 
view of the output gap and the inflationary pulse and will begin to remove their emergency setting and move 
rates to more normal levels. 
 
Recession risk 

Given there is still a large amount of debt in the US economy, and signs of late cycle speculative activity in 
financial markets, especially the corporate bond market, it raises questions about the US economy’s 
vulnerability to a rising interest rate environment.  With our expectation of cash rates rising sooner rather than 
later, this is an issue that the US economy may have to confront in the very near term.  So, are the traditional 
warning signs flagging potential problems? 
 
Historically, the US yield curve has been the best indicator of recession risk (Rudebusch & Williams, 2008).  
There has been a plethora of research by the Fed and academic economists that show that an inverted yield 
curve provides a warning signal, out as much as the year, that a recession is likely to occur.  Each time this 
happens, financial market economists provide arguments as to why “this time is different”, the yield curve is 
wrong and a recession will not occur.  However, usually a recession has ensued. 
 
We do believe this time is different, but not for the usual reasons.  With cash rates so close to zero there is a 
strong chance the yield curve will not invert prior to the next recession.  Japan is a very good example of this. 
Prior to the bubble bursting the yield curve would invert prior to the recessions, post the bubble bursting the 
yield curve has never inverted while there have been several recessions.  With cash rates at zero it would 
require the long-term bond yields to become negative, not something that generally occurs. If the yield curve 
inverts it would still provide a signal of elevated recession risk.  The problem is that it may not occur prior to the 
next recession. 
 
Given the key period of vulnerability for risk assets is just prior to the onset of recession, indictors that give 
significant lead time are very useful.  Equity markets tend to peak six months prior to the onset of recession, 
with high yield bond markets generally leading equities.  The yield curve was such a great variable to follow, as 
it had a lead time of one year, and therefore provided plenty of time to de-risk portfolios.  However, with the 
strong risk that the yield curve will not provide a warning of the next recession, a search is required to see if 
there are other factors that can take its place. 
 
Figure 4: US recession model 

 
Source: Schroders, Datastream 
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In our view, there are other indicators that provide a similar lead to that of the yield curve.  Two considered 
beneficial are: profit margins and the cash rate.  For profit margins we use the national accounts data, given 
that this tends to be a cleaner version compared to that which companies announce.  Profit margins are 
consistent with the growth/output gap analysis of the business cycle.  Coming out of recession companies cut 
costs, and the high unemployment, results in downward pressure on wages, leading to a rise in profit margins.  
However, as the economy grows, the labour market tightens, wages start to rise taking more of the overall 
income pie, leading to a fall in profit margins.  Initially while wages share rises and consumption is strong, 
volumes in the economy offset the weakness in profit margins, seeing overall profit continue to rise.  However, 
if volumes start to fall, this combined with falling profit margins leads to a downward spiral and recession. 
 
Volume growth is typically impacted by tightening monetary policy.  So, a combination of falling profit margins 
and rising cash rates provide an early warning of recession risk.  Currently cash rates are not truly capturing 
the stance of monetary policy, given quantitative easing (QE) and guidance.  Some academic economists in 
the US have created a shadow fed funds rate to capture these other influences (Wu & Xia, 2014).  They use 
the shape of the maturity structure of the bond market to calculate the implied cash rate.  Based on their 
analysis the shadow cash rate is equivalent to minus 2.8 per cent. 
 
Combining profit margins and cash rates into a model we can generate the probability of a recession in one 
year hence (Figure 4).  A probability of 20%, or one in five, generally sees a recession ensue in a year.  While 
the model has flagged more recessions that have occurred, the periods of false signals; the mid 60s, late 80s 
and late 90s; were all periods of significant market distress.  Currently the model suggests that the risk of 
recession in the next year is low. 
 
Implied volatility 

So, how do financial markets respond in an environment of rising cash rates while recession risk is low?  While 
we could plot the performance of the various markets over similar periods, a more interesting analysis is to 
consider the impact on implied volatility of equity markets.  Given risky assets tend to fall faster than they rise; 
implied volatility of equity markets is generally high when the market is falling and is low when the market is 
rising.  This is why the VIX, a measure of implied volatility, has been called the “fear” index.  Historically, there 
has been a strong relationship between wages growth and the VIX index (see Figure 5).  This is not surprising 
as wages accelerate, given our previous analysis, it suggests that the risk of recession is rising, therefore fear 
should be rising.   
 
However, during 2000s we saw something quite different, while wages growth rose, implied volatility stayed 
low.  The reason we believe this happened is that the Fed was very transparent about its tightening cycle in the 
2000s, clearly stating that they would raise cash rates by 0.25% each meeting, every six weeks, in a steady 
and controlled manner.  No surprises!  However, this transparency saw excessive risk taking develop, a clear 
manifestation of which was the development and marketing of ‘dubious’ products by Wall Street banks, which 
were purchased by low risk investors.  This meant that when volatility did finally rise, it exploded; taking it well 
and truly off the chart in Figure 5 – the VIX averaged 62% in November 2008. 
 
Figure 5: US Wages and implied volatility 

 
Source: Schroders, Datastream 
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We are currently observing a similar environment, with wages growth rising while the VIX is staying low.  Again, 
the Fed is at the centre of calming market fears.  We are also observing risky behaviour develop in the 
corporate debt markets, with the rapid growth in covenant lite and payment in kind bond issuance, and more 
broadly across markets, as the search for yield has seen investors move down the quality spectrum, adding 
risk to boost returns. 
 
 
Conclusion 

While there is significant debate within the Fed and academia about the level of slack within the US economy, 
this has not spilled over into markets, with markets keying off the soothing comments of Janet Yellen and her 
fellow doves.  We argue that this is misplaced and that alternative measures of the output gap suggest that 
inflation and thus economic risk is rising in this environment.  The best case scenario would be that the Fed 
adds uncertainty into markets.  While this will add to volatility in the short run, it would lead to risk being 
appropriately priced, limiting excesses being built in the system. Glenn Stevens (RBA Governor) discussed this 
issue recently in a speech: “As for things that monetary policy should try to avoid, we are also cognisant of the 
fact that monetary policy does work initially by affecting financial risk-taking behaviour.  In our efforts to 
stimulate growth in the real economy, we don't want to foster too much build-up of risk in the financial sector, 
such that people are over-extended.  That could leave the economy exposed to nasty shocks in the future.” 
(Stevens, 2014). 
 
The longer the Fed suppresses volatility, the more dysfunctional markets will become and the final payback 
(you can’t suppress volatility forever) could be severe.  There is the old saying “when the tide goes out you can 
see who is swimming naked”.  The longer the current environment continues, the more people will be taking 
their swimmers off, and the more shocking it will be when the tide goes out. 
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