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Navigating the tight policy, loose liquidity paradox 
 

Tight Fed policy doesn’t always equate to tight liquidity 
The Federal Reserve's dual mandate is to maintain stable inflation and maximize employment. With inflation 
having fallen significantly and the post-pandemic extreme labor market tightness having subsided, the Fed 
believes its policies are now too restrictive, hence the aggressive start to its easing cycle. While the Fed’s policy 
stance appears tight on a variety of metrics (Chart 1), liquidity conditions tell a different story. The Fed manages 
liquidity through its policy tools, but it's crucial to remember that the Fed is just one source of liquidity among 
several. The Fed acts like a coxswain on a rowing team, steering the liquidity boat, but the rowers (factors like 
capital markets, fiscal policy, banks and foreign capital) aren't always in sync. Despite the Fed's efforts to tighten 
liquidity over the past year, other forces have moved in the opposite direction, keeping financial conditions 
relatively loose. Even banks, which have been tightening lending standards, have slowed their pace of tightening 
over the past year, contributing to an environment of easy liquidity compared to historical norms (Chart 2). 

Chart 1: Fed policy is tight based on most metrics  Chart 2: Avg US Financial Conditions Index over select periods 

 

 

 
Source: Richard Bernstein Advisors LLC, Bloomberg, Federal Reserve Board  Source: Richard Bernstein Advisors LLC, Bloomberg US Financial Conditions Index 

Could the Fed be adding fuel to the fire? 
This is the first time in history that the Fed has ever cut interest rates when corporate profits were strong 
(currently ~10% y/y) and accelerating, except in the wake of the 1987 and 2002 bear markets (Chart 3). Easing 
into an economy with ample liquidity and accelerating corporate profits could reignite inflationary pressures, 
particularly when key components such as food, health care, education and autos are already stabilizing or 
accelerating. Persistently higher inflation could eventually force the Fed into another round of tightening, 
potentially choking off growth. But in the meantime, faster nominal growth could benefit certain segments of the 
market, including US small caps, deep cyclical sectors (such as industrials, energy, and materials), and non-China 
emerging markets, all of which appear to be in the early stages of earnings recoveries. 

Chart 3: Fed has never cut rates when corporate profits were strong and accelerating, except following bear markets 

 
Source: Richard Bernstein Advisors LLC, Bloomberg, S&P 
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investment product, vehicle, service or instrument. Such an offer or solicitation may only be made by delivery to a prospective investor of formal offering materials, including 
subscription or account documents or forms, which include detailed discussions of the terms of the respective product, vehicle, service or instrument, including the principal risk 
factors that might impact such a purchase or investment, and which should be reviewed carefully by any such investor before making the decision to invest. RBA information may 
include statements concerning financial market trends and/or individual stocks, and are based on current market conditions, which will fluctuate and may be superseded by 
subsequent market events or for other reasons. Historic market trends are not reliable indicators of actual future market behavior or future performance of any particular investment 
which may differ materially and should not be relied upon as such. The investment strategy and broad themes discussed herein may be unsuitable for investors depending on their 
specific investment objectives and financial situation. Information contained in the material has been obtained from sources believed to be reliable, but not guaranteed. You should 
note that the materials are provided "as is" without any express or implied warranties.  Past performance is not a guarantee of future results. All investments involve a degree of risk, 
including the risk of loss. No part of RBA’s materials may be reproduced in any form, or referred to in any other publication, without express written permission from RBA. Links to 
appearances and articles by employees of Richard  Bernstein Advisors, whether in the press, on television or otherwise, are provided for informational purposes only and  in no way 
should be considered a recommendation of any particular investment product, vehicle, service or  instrument or the rendering of investment advice, which must always be evaluated 
by a prospective investor  in consultation with his or her own financial adviser and in light of his or her own circumstances, including the  investor's investment horizon, appetite for 
risk, and ability to withstand a potential loss of some or all of an  investment's value. Graphs, charts, and tables are provided for illustrative purposes only. Investing is subject to 
market risks. Investors acknowledge and accept the potential loss of some or all of an investment's value. Views represented are subject to change at the sole discretion of Richard 
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