Financial conditions are neutral to slightly loose

With output above potential and inflation above target, they should be tighter than neutral
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Source: fcistar.org (Caballero, Caravello and Simsek), data through Oct 14, 2026. FCl is FCI-G (Ajello et al. 2023). nc: daily FCI nowcast (Q3 quarter-end; Oct 14) vs. SPF-based FCI* forecast.
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Presenter Notes
Presentation Notes
FCI* is the level of financial conditions consistent with output at potential. The gap was strongly positive in 2022–23 as policy tightened, narrowed through 2024, and turned negative in mid-2025. As of October 14 it is about −0.05: roughly neutral, slightly loose. The decomposition matters: equities alone contribute about −0.7 pp of next-year GDP growth; rates, spreads and housing are close to zero. Mortgage rates are a modest tightening force. So the high level of long rates is not restraining demand once wealth is counted. With a positive output gap and core PCE around 2.7%, the stance of financial conditions should be tighter than neutral, not at it. Signal to watch: the equity contribution. Further valuation gains push the gap more negative with no change in the policy rate.


Risk-centric macro: what ~16% SPX earnings growth requires

2027, Q4/Q4: SPX earnings +16.35%, all other corporate profits flat, CBO and SPF macro forecasts as given

2026 Q4 - 2027 Q4

Real GDP growth

Aggregate corporate profits, nominal
Labor share (comp / GDP), change
Real compensation growth

Real consumption growth needed
Required real wealth growth

Required real equity-wealth growth

Consumption shortfall if equities flat, % GDP

Benchmark GDP growth
CBO SPF

1.81% 2.18%
9.42% 9.42%
-0.56 pp -0.53 pp
0.7% 1.1%

1.5% 2.0%

4.6% 5.8%

9.7% 12.3%

0.60 0.76

Benchmark + 0.5 pp

CBO
2.31%
9.42%

-0.51 pp
1.3%
2.3%
6.3%

13.5%

0.84

SPF
2.68%
9.42%

-0.47 pp
1.7%
2.8%
7.4%

16.1%

1.00

~ 2%
Labor-share decline vs. its 2000—-25 pace;
the share is already at a post-1990 low

5-7%

Real wealth growth needed; realized 5.1-
5.8% in 2023-25

0.6-1.0%

of GDP in lost demand if equities simply go
flat

AC = 0.668-AL + 0.030-AW; consumption is GDP less CBO/SPF investment, government and net exports. Non-equity wealth grows with real GDP; equities are 35.4% of net worth. +0.5 pp: higher real GDP growth,
same inflation and non-consumption spending. SPX growth is a scenario input (FactSet CY2027 bottom-up consensus = 17%). Source: SPX Earnings and Macro Consistency (Oct 2026).
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Presenter Notes
Presentation Notes
Take ~16% SPX earnings growth for 2027, in line with bottom-up consensus, hold all other corporate profits flat, and take the CBO and SPF macro forecasts as given. Aggregate profits then grow 9.4% against nominal GDP of 4.1–4.9%, so the labor share must fall about half a point in one year — roughly twice its 2000–2025 pace. Real compensation grows only 0.7–1.7%. For consumption to absorb the forecast output, wealth must do the work: real wealth growth of 4.6–7.4%, and real equity-wealth growth of 10–16%. Faster GDP makes this harder, not easier: with profits pinned, the extra output goes to labor and other income, households spend only about two-thirds of it, and wealth has to fill the gap. This is the risk-centric point: aggregate demand depends on equity prices continuing to compound. A flat equity market subtracts 0.6–1.0% of GDP from demand. Policy implication: in the short run, financial conditions should be tighter. Structurally, once the investment cycle is behind us and income has shifted to high-saving capital owners, the neutral rate is likely lower. This is the mechanism in my paper Speculative Growth and the AI Bubble: during the buildout investment demand raises rates; during AI deployment the labor share falls while wages hold; at the high-capital steady state the wealth-saving feedback leaves the rate below where it started. The labor share (compensation/GDP) is already at a post-1990 low: 57.9% in 2001 Q1, 50.3% in 2026 Q2. Signals: compensation growth relative to nominal GDP; SPX versus non-SPX profits; the equity contribution to FCI.


Long rates up worldwide; Treasury absorption premia too

A combination of FCl-stabilization and limited debt capacity

10-year government bond yields Measured Treasury absorption premia bp, annualized

(Percent) 10/12/2026

6

Cash-Treasury Real duration Total

2015 Q1 -18.2 8.4 -9.9
2026 Q1 -0.5 38.9 38.3
2026 Q2 -1.0 48.1 47.1
Change +17.2 +39.8 +57.0

2019 2020 2021 2022 2023 2024 2025 2026 -+ 5 7 bp 8 O —_ 2 O 5

Source: London Stock Exchange Group and U.S. Treasury via Haver Analytics

Absorption premia, 2015 bp marginal absorption
Q1to 2026 Q2 cost (+124 bp)

Left: Chicago Fed AAC economy slides (Oct 12, 2026); LSEG and U.S. Treasury via Haver Analytics. Right: Caballero, The Safe-Debt Laffer Curve (2026), Table 1. Cash-Treasury: debt-weighted Treasury par yield minus
matched swap rate. Real duration: debt-weighted DKW real term premium. Marginal cost adds the repricing of privately held notes and bonds (Table 2).
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Presenter Notes
Presentation Notes
Long rates have risen across the advanced economies. Two forces: FCI stabilization, since with equities loosening financial conditions, higher long rates are part of what keeps the FCI gap near neutral (first slide); and limited debt capacity, a rising premium for absorbing Treasuries. In The Safe-Debt Laffer Curve I measure two premia. The cash-Treasury premium, Treasury yields minus matched swap rates, went from −18 bp in 2015 Q1 to about −1 bp: the convenience of holding cash Treasuries has essentially disappeared. The real duration premium, the DKW real term premium weighted by outstanding debt, rose from 8 to 48 bp. Together, +57 bp. Adding how much an extra dollar of supply reprices the outstanding privately held stock, the marginal cost of absorbing Treasuries rose from about 80 to 205 bp, roughly 124 bp. The distinction matters for policy: a rising absorption premium raises the Treasury funding rate without implying a higher neutral safe rate. In the paper's calibration, moving to the Laffer peak, about a third more debt, raises the funding rate about 56 bp but the safe rate only about 5 bp. Beyond the peak, more debt lowers the safe rate. Signals to watch: Treasury–swap spreads, term premium estimates, and dealer balance-sheet capacity.
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