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Fed: Why a soft landing will be harder to achieve this time
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■ The Fed has embarked on eleven tightening cycles since 1965. Eight were followed by a recession, three ended
with a soft landing. The three benign cycles (1964, 1984 and 1993) coincided with a drop in inflation, a fall in the
unemployment rate, and an easing in economic growth. In a recent speech, Fed Chair Jerome Powell referred
to these three episodes to express the FOMC’s optimism that it can remove monetary policy accommodation
and restore price stability, while engineering a soft landing for the economy.

■ Our Chart of the Week shows that, this time around, the task will be more difficult. It reports the so-called
unemployment gap – the difference between the actual and the natural unemployment rates.* A positive
difference means that the labor market is tight, whereas a negative difference indicates that there is still sizable
slack. The chart indicates that today’s starting point is very different from the three benign monetary tightening
cycles mentioned by Mr. Powell. In both 1984 and 1993, the gap was negative; in 1964, it was close to zero.
Thus, it was possible to hike rates without necessarily creating substantial economic slack to bring inflation
down. In fact, during all three episodes the actual unemployment rate dropped, pushing the unemployment gap
up.

■ At the moment, however, the unemployment gap is at its highest level in about twenty years and at one of the
highest levels in four decades. This means that the tightening cycle is starting late, with the unemployment rate
already in inflationary territory. A positive unemployment gap of 1pp implies that the labor market is adding to
inflationary pressures, via wages. Therefore, in order to rein in inflation, the unemployment rate would have to
rise substantially to generate slack and bring the gap down – a very different situation from the three prior
benign hiking cycles. Add to this that inflation is currently well above target, and much higher than at the start of
the three previous benign episodes, and it’s clear that the Fed has to perform a very complicated balancing act.

■ Whether or not this also implies a hard landing is an open question given the high degree of uncertainty. For
example, it could be that the natural rate of unemployment is currently lower than the Congressional Budget
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Office estimates. The 1964 episode is reassuring in this respect. Even though the initial gap was below the
current level, it crossed it at the end of the tightening cycle – meaning that a soft landing is possible. However,
during all the other episodes where the gap was close or above current levels, interest rate hikes were followed
by a recession.

■ Therefore, there are two potential paths for the Fed, with direct implications for the labor market. In a benign
scenario, price pressures will come down as demand weakens (due to fiscal and monetary tightening and
higher inflation eroding real incomes) and supply bottlenecks ease. In this case, the Fed tightens only back to a
neutral setting, unemployment rises back to neutral and there is a soft landing. In a less-benign scenario, if
supply shortages persist (for example, as a result of the Russia-Ukraine conflict and the COVID-19 outbreak in
China) or if inflation expectations were to become de-anchored, the unemployment rate will need to do most of
the heavy lifting, moving well above the natural rate. This implies faster and larger monetary tightening, which
would risk triggering a recession.

■ The FOMC looks poised to bring interest rates towards the natural rate – and, thus, a neutral stance initially and
then will decide whether the inflation outlook warrants a restrictive monetary policy (i.e. rates above their neutral
level). Some, for example, former New York Fed president William Dudley or former Treasury Secretary Larry
Summers, think that a restrictive stance (a target fed funds rate well above the natural rate) is warranted as a
result of the labor market tightness and well-above-target inflation. In our view, but acknowledging the high
degree of uncertainty, inflation is likely to return to around the 2% target in 2H23 as supply and demand adjust,
even without restrictive monetary policy.
*The natural rate of unemployment is the unemployment rate that is consistent with stable inflation. It varies over time as a result of structural
factors. The Congressional Budget Office estimates that in the seventies it was around 6.2% in the US, whereas now it is at 4.4%.
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