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Summary and Major Conclusions: 

 
▪ The Federal Reserve is expected to begin a new rate-tightening cycle at its March 16 Federal 

Open Market Committee (FOMC) meeting. This monetary tightening cycle is likely to persist 

throughout 2023 at a minimum, consistent with previous cycles. 

 

▪ The critical challenge for investors is to assess the impact of higher interest rates on the real 

economy and to project when the higher cost of capital will begin to impinge on aggregate 

spending and output.  

 

▪ There are two primary channels through which monetary policy impacts the real economy: 

Higher real (inflation-adjusted) rates and restrictive credit conditions. A rising level of real 

interest rates dampens spending by increasing the cost of capital. 

 

▪ An analysis of previous rate-tightening cycles during the past five decades reveals a consistent 

pattern. Changes in interest rates affect economic activity with significant lag times. A study of 

previous business cycles shows that economic activity only begins to weaken 12 to 18 months 

following the onset of a tightening cycle.   

 

▪ On average, the duration of monetary tightening cycles was two years, with the Fed’s policy rate 

rising by an average 200% over that period. The average number of rate hikes was ten. 

 

▪ Most rate-tightening cycles culminated in an outright recession, including those in the 1970s, 

the early 1980s, the late 1980s, the late 1990s, and the Great Recession in 2008. The 

Federal Reserve was successful in orchestrating soft economic landings in the mid-1980s, the 

mid-1990s, and 2019.  

 

▪ The average time between the initial rate hike and the next recession was 2.5 years. The 

longest lead time was in the early 2000s. The FOMC began to raise rates in June 2004 and the 

Great Recession began at the end of 2007. There were 17 rate hikes over that three-year 

period.  

 

▪ Rather than nominal interest rates, inflation-adjusted interest rates are most relevant with 

respect to forecasts of spending and output. As an example, mortgage rates are the highest in 

several years but might not be restrictive because they are below the rate of inflation.  

 

▪ Underlying credit conditions are an important consideration when trying to determine the 

economy’s vulnerability to higher interest rates. All sectors of the US economy are extremely 

healthy and appear to be in a strong position to absorb a period of higher interest rates. 

 

▪ The current cycle is unique in many respects: Monetary stimulus over the past two years has 

been unprecedented; current Federal Reserve policy is lagging the economy to an 

unprecedented degree; and fiscal policy stimulus over the past two years has also been 

unprecedented. 
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▪ The critical implication of these unique circumstances is that the upcoming monetary cycle 

could persist for far longer than the typical cycle of the past 50 years — and that policy rates 

could move much higher than generally expected. 

 

▪ My assumption is that the Federal Reserve will begin a new rate-tightening cycle on March 16 

that could persist over the next two years, at a minimum. I expect the overnight federal funds 

rate to be at 1.25% at the end of this year and 2.5% at the end of 2023. 

 

▪ Assuming a federal funds rate of 2.5% at the end of 2023 and an inflation rate of 4%, the real 

fed funds rate would still be in deep negative territory at that time. The implication is that this 

tightening cycle could extend for far longer than generally expected. 

 

▪ It is important to differentiate between tightening and tight: While the Fed will be tightening 

policy over the next two years, monetary conditions are unlikely to be tight, or restrictive, until 

2024.  

 

▪ As such, my economic forecast assumes well-above-average GDP growth this year followed by 

moderately above-average growth in 2023, with a low probability of recession anytime soon. 

 

▪ A recession is unlikely within the next 18 months, absent powerful exogenous shocks. Timing 

of the next recession will depend upon the rate of inflation and the level of interest rates 

needed to reduce economic growth.  

 

▪ Assuming a rise in the federal funds rate to 4% or higher in 2024, long-term interest rates 

could climb to the highest level since 2014. Currently at 2%, the yield on the benchmark ten-

year US Treasury bond could exceed 4% in 2023 and 5% in 2024. 

 

▪ Assuming a replay of history and that economic growth remains strong over the next 18 

months, the equity market should post positive rates of return in 2022. Continued growth in 

corporate earnings and the absence of recession should allow stock prices to grind higher over 

the next year. 

 

 

 

 

 

The Federal Reserve is expected to begin a new rate-tightening cycle at its March 

16 Federal Open Market Committee (FOMC) meeting. This monetary tightening 

cycle is likely to persist throughout 2023, consistent with the history of previous 

cycles, and could linger into 2024. The critical challenge for investors is to assess 

the impact of higher interest rates on the real economy and to project when the 

higher cost of capital will begin to impinge on aggregate spending and output. This 

week’s Economic Perspective explores the extent to which rising interest rates will 

impact the US economy. 

 

Monetary Channels: There are two primary channels through which monetary policy 

impacts the real economy: Higher real (inflation-adjusted) rates and restrictive 

credit conditions. A rising level of real interest rates dampens spending by 

increasing the cost of capital. Tighter financial conditions dampens spending by 

reducing the availability of credit in the economy.  
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▪ Additional Channels: There are two additional channels through which 

monetary policy is transmitted to the economy: Reduced household wealth  

and shrinkage in financial liquidity. Rising interest rates result in lower asset 

prices, all else equal, and a negative wealth effect. And general liquidity 

within the financial system also declines as the Fed tightens policy. 

 

INTEREST RATES AND THE ECONOMY 

  

An examination of previous rate-tightening cycles over the past five decades 

reveals a generally consistent pattern. Most rate-tightening cycles over the past  

five decades culminated in a recession, including those in the mid-1970s, the 

early 1980s, the late 1980s, the late 1990s, and the Great Recession in 2008. 

The Federal Reserve succeeded in engineering soft economic landings in the  

mid-1980s, the mid-1990s, and 2019, during which time GDP growth slowed 

sharply but remained positive.  

 

History of Rate Hikes: An analysis of these previous rate-tightening cycles of the 

past 50 years can provide useful perspective. The lead times between the onset of 

a new tightening cycle and economic slowdowns and recessions were relatively 

uniform:  

 

▪ The average lead time between the onset of a monetary tightening cycle and a 

notable shift to slower growth was approximately two years.  

 

▪ The average lead time between the initial rate hike and the next recession was 

2.5 years. The longest lead time was in the early 2000s. The FOMC began to 

raise rates in June 2004 and the Great Recession began at the end of 2007, 

encompassing 42 months, with a total of 17 rate hikes (see chart 1).  

Chart 1: The Very Long Rate-Tightening Cycle of the Early 2000s 

The Overnight Federal Funds Rate 

Source: The Federal Reserve 
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▪ The average lead time between the onset of a new tightening cycle and the 

peak in the equity market was approximately two years. The shortest lead time 

was 18 months and the longest was 3.25 years. The average increase in stock 

prices across all tightening cycles since the 1970s was 28%. 

 

▪ Adjusted for inflation, the federal funds rate peaked at 3% in the two 

tightening cycles of the 1990s and 4% in the late-1980s cycle. The real  

fed funds rate peaked at 2.25% during the tightening cycle leading up to the 

Great Recession and zero during the 2016-2018 tightening cycle. With the 

core consumer inflation rate at 5.5%, the real federal funds rate is currently in 

deep negative territory.  

 

Two Fundamental Principles: There are two basic economic principles governing 

the relationship between interest rates and the real economy: 

 

1. Lag Times: Changes in interest rates affect economic activity with significant lag 

times. A study of previous business cycles shows that economic activity only 

begins to weaken 12 to 18 months following the onset of a tightening cycle.   

 

2. Real Interest Rates: Rather than nominal interest rates, inflation-adjusted 

interest rates are most relevant with respect to forecasts of spending and output. 

The combination of a projected federal funds rate of 2.5% and an inflation rate 

of 4% at the end of 2023 is unlikely to restrain the rate of economic growth 

because real rates would still be negative. As an example, mortgage rates are 

currently below the rate of inflation for the first time in many years  

(see chart 2). 

 

Chart 2: Mortgage Rates Exceed the Consumer Inflation Rate 

     Mortgage Rates: 30-Year Conventional Fixed Rate ———— 

     The Core Consumer Inflation Rate ————— 

Source: Freddie Mac; Bureau of Labor Statistics 
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CREDIT CONDITIONS 

 

Current credit conditions are an important consideration when trying to determine 

the economy’s vulnerability to higher interest rates. The focus of this analysis 

should be on the amount of leverage or debt within key sectors of the economy; 

liquid assets held on balance sheets; and the underlying sustainability of income 

flows. Based upon these factors, all sectors of the US economy are extremely 

healthy and appear to be in a strong position to absorb a period of higher interest 

rates. 

 

▪ Household Sector: Following a painful deleveraging cycle from 2008 through 

2018, household sector finances are in excellent health. From a peak of 

137% of personal income, total household debt has plunged to only 97%  

of income. Consumers are flush with cash, as measured by cumulative excess 

savings of $2.2 trillion (see chart 3).  

 

▪ Corporate Sector: The nonfinancial business sector is also in excellent 

financial health. While debt levels have risen somewhat, shareholders’ equity 

has risen even faster, resulting in a sharp decline in debt-to-equity ratios. 

Soaring corporate profits and cash flow have pushed interest coverage ratios 

significantly higher. 

 

▪ Banking Sector: Banks are in the best financial condition in decades and 

should not have problems extending loans to businesses and households for 

the foreseeable future. In fact, banks have recently loosened lending standards 

and are keen to increase lending in a rising interest rate environment.  

Chart 3: The Massive Deleveraging Cycle of the Previous Decade 

Total Household Debt as a Precent of Disposable Personal Income 

Source: Bureau of Economic Analysis 
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THE CURRENT CYCLE 

 

The current cycle is unique in many respects. The critical implication of this 

uniqueness is that the upcoming monetary cycle could persist for far longer than 

the typical cycle of the past 50 years — and that policy rates could move much 

higher than generally expected. The current cycle is unique in the following 

respects: 

 

▪ Monetary stimulus over the past two years has been unprecedented  

(see chart 4). 

 

▪ Current Federal Reserve policy is lagging the economy to an unprecedented 

degree. 

 

▪ Fiscal policy stimulus over the past two years has also been unprecedented. 

 

▪ Assuming continued improvement in public health conditions, the underlying 

strength of the US economy is the best since the 1990s.  

 

▪ US consumer inflation is rising at the fastest rate since the 1980s. 

 

Rate Forecast: My assumption is that the Federal Reserve will begin a new  

rate-tightening cycle on March 16 that could persist over the next two years, at a 

minimum. Assuming a federal funds rate of 2.5% at the end of 2023 and an 

inflation rate of 4%, the real fed funds rate would still be negative at that time. 

The implication is that the imminent monetary tightening cycle could be far longer 

than generally expected. 

Chart 4: Unprecedented Monetary Stimulus by the Federal Reserve    
Federal Reserve Assets Held ($ Trillions) 

Source: Federal Reserve 
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Economic Forecast: It is important to differentiate between tightening and tight: 

While the Fed will be tightening policy over the next two years, monetary 

conditions are unlikely to be tight, or restrictive, until 2024. As such, my 

economic forecast assumes well-above-average GDP growth this year followed by 

moderately above-average growth in 2023, with a low probability of recession 

anytime soon. 

 

Investment Implications: Assuming a rise in the federal funds rate to 4% or higher 

in 2024, long-term interest rates could climb to the highest level in 15 years. 

Currently at 2%, the yield on the benchmark ten-year US Treasury bond could 

exceed 4% in 2023 and 5% in 2024. Assuming a replay of history and that 

economic growth remains strong over the next 18 months — even as the Federal 

Reserve is tightening policy — the equity market should post positive rates of 

return in 2022. Continued growth in corporate earnings and the absence of 

recession should allow stock prices to grind higher over the next year. 
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This material is intended to provide information only. This material is not intended as advice or recommendation about investing or managing your retirement 
savings. By sharing this information, Prudential Retirement® is not acting as your fiduciary as defined by the Department of Labor or otherwise. If you need 
investment advice, please consult with a qualified professional. 
 
The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as 
recommendations of particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made regarding 
the suitability of any securities, financial instruments or strategies for particular clients or prospects. For any securities or financial instruments mentioned 
herein, the recipient(s) of this report must make its own independent decisions. 
 
Certain information contained herein may constitute “forward-looking statements,” (including observations about markets and industry and regulatory 
trends as of the original date of this document). Due to various risks and uncertainties, actual events or results may differ materially from those reflected or 
contemplated in such forward-looking statements. As a result, you should not rely on such forward-looking statements in making any decisions. No 
representation or warranty is made as to future performance or such forward-looking statements. 
 
The financial indices referenced herein are provided for informational purposes only. You cannot invest directly in an index. The statistical data regarding 
such indices has been obtained from sources believed to be reliable but has not been independently verified. 

Bloomberg US Aggregate Bond Index: is a broad base, market capitalization-weighted bond market index representing intermediate term investment 
grade bonds traded in the United States. Investors frequently use the index as a stand-in for measuring the performance of the US bond market. 

Dow Jones Industrial Average: is a stock market index that measures the stock performance of 30 large companies listed on stock exchanges in the 

United States. 
 
MSCI World Excluding US Equity Index: is a stock market index comprising of non-U.S. stocks from 23 developed markets and 26 emerging markets. 

The index is calculated with a methodology that focuses on liquidity, investability, and replicability.  
 
NASDAQ: is an American stock exchange at One Liberty Plaza in New York City. It is ranked second on the list of stock exchanges by market capitalization 
of shares traded, behind the New York Stock. 
 
Russell 2000 Index: is a small-cap stock market index of the smallest 2,000 stocks in the Russell 3000 Index. It was started by the Frank Russell 
Company in 1984. The index is maintained by FTSE Russell, a subsidiary of the London Stock Exchange Group. 
 
Russell 3000 Growth Index: is a market capitalization-weighted index based on the Russell 3000 index. The Russell 3000 Growth Index includes 
companies that display signs of above-average growth. The index is used to provide a gauge of the performance of growth stocks in the United States. 
 
Russell 3000 Value Index: : is a market-capitalization weighted equity index maintained by the Russell Investment Group and based on the Russell 3000 
Index, which measures how U.S. stocks in the equity value segment perform by including only value stocks. 
 
S&P 500® Index: Measures the performance of 500 widely held stocks in US equity market. Standard and Poor's chooses member companies for the index 
based on market size, liquidity and industry group representation. Included are the stocks of industrial, financial, utility, and transportation companies. Since 
mid-1989, this composition has been more flexible and the number of issues in each sector has varied. It is market capitalization-weighted. 
 
These materials are not intended as an offer or solicitation with respect to the purchase or sale of any security or other financial 
instrument or any investment management services and should not be used as the basis for any investment decision. Past performance is 
not a guarantee or reliable indicator of future results. 

The information provided is not intended to provide investment advice and should not be construed as an investment recommendation by Prudential 
Financial or any of its subsidiaries.     

 
©2021 Prudential Financial, Inc. and its related entities. Prudential, the Prudential logo, and the Rock symbol are service marks of Prudential Financial, Inc., 
and its related entities, registered in many jurisdictions worldwide. 


