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Summary and Major Conclusions: 

 
▪ It is crucial for investors to understand the Federal Reserve’s assessment of the underlying 

strength of the US economy. In the aftermath of the world financial crisis in 2008, the Fed 

adopted a pessimistic view regarding the potential long-term economic growth for the US 

economy, which it estimates at only 1.8%. 

 

▪ Within this framework, the Federal Reserve believes that it possesses far more effective 

policy tools for restraining an overheating economy versus its ability to revive a sagging 

economy. Consistent with this view, Fed officials also believe that deflation is a greater 

threat to economic stability than inflation is.  

 

▪ The most relevant gauge of the thrust of Fed policy is the level of real short-term interest 

rates. Currently at a nominal rate of zero, the overnight federal funds rate is in deep 

negative territory, an indication of a massively expansionary policy.   

 

▪ The Fed is virtually assured of maintaining an overly accommodative policy for the next 12 

to 18 months. Policy rates should remain near zero through the middle of next year, and 

the initial phase of a new rate-tightening cycle will likely proceed at a very measured pace. 

 

▪ There are five prerequisites for the Fed to begin a new rate-tightening cycle: A sustained 

period of healthy job creation; a labor market at full employment; an extended period of 

inflation exceeding 2.5%; clear evidence of a spillover from price inflation to wage 

inflation; and a sharp rise in inflationary expectations. 

 

▪ As a rough estimate, I expect the federal funds rate to be less than 1% at the end of next 

year and less than 2% by yearend 2023. It is difficult to argue that these policy rates are 

restrictive for the economy, especially with inflation more than 2.5%.  

 

▪ The risks associated with monetary policy are asymmetrical. The most obvious risk is that 

the Fed will fall far behind the inflation curve by persisting in its current expansionary 

posture to the point when the economy begins to overheat, pushing the inflation rate to 

dangerous levels. 

 

▪ Risks to the economy and financial markets would be exacerbated in a scenario in which 

an aggressive monetary tightening by the Fed appears inadequate to cool an overheating 

economy and slow the rise in inflation. Financial markets could suffer large declines based 

upon fears of an increased likelihood of recession.   

 

▪ The key components of my forecast for the next four quarters include an outright boom in 

economic output, employment, and company profits, accompanied by a rising trend in 

inflation.  

 

 

 

 

Seemingly convinced that 

the recent spike in inflation 

is transitory, the Federal 

Reserve is highly likely to 

err on the side of monetary 

ease over the foreseeable 

future, effectively 

increasing the probability 

that the US economy will 

overheat later next year and 

during 2023. 
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▪ The impact of monetary policy on financial markets will likely evolve as the next two years 

unfold. An interim period of moderating inflationary pressures could alleviate market 

concerns over Fed policy and spark a mini rally in stock prices. Government bond yields 

would remain depressed under this scenario. 

 

▪ Financial market conditions could change radically beginning in the second half of next 

year. As the labor market moves closer to full employment by late 2022, the odds of an 

overheating economy could increase exponentially, especially if Congress passes President 

Biden’s infrastructure bill.  

 

▪ The most severe equity bear markets during the past half-century occurred when the Fed 

had fallen well behind the inflation curve and was forced to play catch-up by tightening 

policy aggressively, increasing the odds of recession. 

 

▪ At some point during 2022, all asset classes could be at risk as financial markets begin to 

discount a more aggressive monetary tightening cycle. Common stocks, corporate bonds, 

and commodities could all suffer significant price declines under this scenario.    
 

 

 

 

 

 

 

The direction of monetary policy is a critical variable in the outlook for the economy 

and financial markets. This week’s Economic Perspective provides an analysis of 

current monetary conditions, a forecast of the likely direction of policy over the next 

two years, and the economic and investment implications.   

 

COULD YOU BEGIN WITH AN UPDATE ON FEDERAL RESERVE POLICY? 

 

Since the onset of the pandemic in the first quarter of last year the thrust of monetary 

policy has been one of the most expansionary in the one-hundred-year history of the 

Federal Reserve. The Fed’s policy rate has been at zero for the past 18 months — 

down from a pre-pandemic peak of 2.5% — while the size of the Fed’s balance sheet 

has increased exponentially. In short, monetary policy settings remain at maximum 

stimulus with no meaningful changes expected anytime soon. 

 

WHAT ARE THE MOST RELIABLE MEASURES OF THE THRUST OF MONETARY 

POLICY? 
 

The best measure of policy is the level of real short-term interest rates. Over long 

periods, the real yield on the overnight federal funds rate has averaged 2%. Currently, 

real short-term interest rates are in deep negative territory consistent with a policy of 

extreme accommodation. Other indicators of monetary policy include the growth rates 

in money and credit and the Federal Reserve’s balance sheet. 
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Since the onset of the pandemic early last year, the M2 money supply has grown by a 

cumulative 35%, the most rapid expansion in more than 75 years. The Fed has also 

provided unprecedented liquidity to the financial system through its policy of 

quantitative easing (QE), which involves outright purchases of government bonds for 

its own portfolio, which have averaged $120 billion per month. As a result, assets held 

within the Federal Reserve system — primarily US Treasury and US agency mortgage-

backed securities — surged from a pre-pandemic level of $4 trillion in early 2020 to 

nearly $8.5 trillion at the end of August. 
 

HOW CAN INVESTORS BEST UNDERSTAND THE THRUST OF MONETARY POLICY? 
 

It is crucial for investors to understand the Federal Reserve’s fundamental assessment 

of the underlying strength of the US economy. In the aftermath of the world financial 

crisis in 2008, the Fed adopted a pessimistic view regarding the potential long-term 

economic growth for the US economy, which it estimates at only 1.8%. Like many 

economists and investment professionals, the Fed appears to believe in the secular 

stagnation thesis.  
 

The essence of this hypothesis is that the US economy has become structurally far 

less dynamic, resilient, and growth oriented than it was during the last half of the 

20th century. Consequently, the Federal Reserve believes that it possesses far more 

effective tools to combat an overheating economy than it does to rescue a sagging 

economy. Consistent with this view, Fed officials also believe that deflation is a 

greater threat to economic stability than inflation is.  
 

WHAT ARE THE IMPLICATIONS FOR THE DIRECTION OF POLICY OVER THE NEXT 

TWO YEARS? 

 

Federal Reserve officials believe that the risks to monetary policy are asymmetrical, 

i.e., that the downside risks to economic growth far exceed the upside risks of an 

overheating economy. As a general proposition, the obvious policy ramification is that 

under most economic scenarios the Fed will err on the side of monetary 

accommodation in an effort to perpetuate the economic boom — because of its 

conviction in the relative ease of reversing course in the event of an overheating 

economy.  
 

Based upon these perceptions regarding the real economy, the Federal Reserve will 

almost certainly maintain an accommodative posture for the next 12 to 18 months. 

Policy rates should remain near zero through the middle of next year; more 

importantly, the initial phase of the new rate-tightening cycle will likely proceed at a 

cautious and measured pace. The Federal Reserve is unwilling to risk the sustainability 

of the expansion cycle and is prepared to allow the economy to run hot for a while to 

ensure an extended period of healthy economic growth.  
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WHEN IS THE FED LIKELY TO SHIFT FROM MONETARY EASE TO RESTRAINT? 
 

I agree with the message implied in the futures markets that the initial lift-off in 

policy rates will occur during the second half of next year. There are five prerequisites 

for the Fed to begin a new rate-tightening cycle: 
 
 

▪ An extended period of healthy job creation 
 

▪ A labor market at full employment 
 

▪ An extended period during which core consumer inflation exceeds 2.5% 
 

▪ A decisive spillover from price inflation to an intractable wage/price spiral  
 

▪ A sharp rise in inflationary expectations 
 

 

However, while the timing of the onset of a tightening cycle is important, the pace at 

which the Fed raises policy rates could be even more important. In that regard,  

I expect the rate-tightening cycle to be cautious and methodical, which implies a 

multi-year period of interest rate normalization.  

 

COULD YOU QUANTIFY THE LIKELY PATH OF POLICY RATE INCREASES? 
 

As an approximation, I expect the federal funds rate to be within a range of 0.5% to 

1% at the end of next year and less than 2% by yearend 2023. It is difficult to argue 

that these policy rates are restrictive for the economy. Adjusted for inflation, the 

overnight federal funds rate — currently in deep negative territory — is unlikely to rise 

to zero until 2024 or later. In principle, an even higher rate of inflation than I envision 

would require an even higher fed funds rate to restrict spending and output. In the 

meantime, the nominal fed funds rate will remain zero for the next year, at a 

minimum. Using the level of real interest rates as a guide, the overarching conclusion 

is that monetary conditions are unlikely to become truly restrictive until 2024.   
 

WHAT ARE THE MAJOR RISKS FACING THE FEDERAL RESERVE? 

 

The risks associated with monetary policy are asymmetrical. The most obvious risk 

associated with monetary policy is that the Fed will fall far behind the inflation curve 

by persisting in its current ultra-expansionary posture. The ultimate result of this 

policy would be an overheating economy and a sustained rise in inflation to dangerous 

levels. The implication is that the Fed would then have no choice but to play catch-up 

and adopt an aggressive tightening stance to compensate for the previous period of 

excessive monetary ease.  
 

Risks to the economy and financial markets would be accentuated if such aggressive 

monetary tightening by the Fed appears inadequate to cool an overheating economy 

and to slow the rise in inflation. Under this scenario, financial markets could suffer 

large declines based upon the assumption that an extremely aggressive tightening in 

policy would become necessary to conquer inflation, thereby increasing the likelihood 

of recession.  
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WHAT ARE THE KEY ECONOMIC IMPLICATIONS? 

 

Seemingly convinced that the recent spike in inflation is transitory, the Federal 

Reserve is highly likely to err on the side of monetary ease for the foreseeable future, 

effectively increasing the probability that the US economy will overheat later next year 

and during 2023. This would imply upside surprises in GDP growth over the next year 

followed by negative surprises in 2023 and 2024. The key components of my forecast 

for the next four quarters include an outright boom in economic output, employment, 

and company profits, accompanied by a steadily rising trend in both wage and price 

inflation.  
 

HOW IS MONETARY POLICY LIKELY TO IMPACT FINANCIAL MARKETS OVER THE 

NEXT TWO YEARS? 
 

The impact of monetary policy on financial markets will likely evolve as the next two 

years unfold. It is crucial for investors to differentiate between the medium- and long-

term prospects for investment returns. Assuming continued monetary accommodation 

through the middle of next year, the path of least resistance for common stock prices 

should be upward, although rates of return over the next 6 to 12 months will likely be 

modest because of lofty valuations. Economically sensitive stock groups should 

outperform defensive, traditional growth, and technology stocks over this period. 
 

Financial market conditions could change radically during the second half of next year 

and during all of 2023. As the labor market moves closer to full employment by late 

2022, the odds of an overheating economy could increase exponentially, especially if 

Congress passes President Biden’s multi-year infrastructure bill. Long-term interest 

rates could increase significantly during 2022 and 2023, as the US Treasury yield 

curve remains steeply sloped, i.e., long-term rates should rise faster than short-term 

rates. Beyond the middle of next year, all asset classes could be at serious risk as 

financial markets begin to discount a more aggressive monetary tightening cycle.  

 

The most severe equity bear markets during the past half-century occurred when the 

Fed had fallen well behind the inflation curve and was forced to play catch-up by 

tightening policy aggressively, thereby increasing the odds of recession. The longer the 

Fed postpones the inevitable tightening of policy, the greater the risks of high inflation 

and a subsequent recession. Because inflation tends to respond to monetary policy 

with a lag, the worst-case scenario would be a continued rise in inflation even as the 

Fed is tightening policy aggressively. 
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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 Barclays 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. 
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