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WHAT TO EXPECT FROM THE FEDERAL RESERVE 
 

by Robert F. DeLucia, CFA 

Consulting Economist 

 
The Federal Reserve held rates steady at its regular Federal Open Market 

Committee (FOMC) meeting on January 26 but signaled that a new rate-tightening 

is imminent. Financial markets have reacted negatively to Chairman Powell’s 

uncharacteristically hawkish comments at the press conference following the 

meeting.  
 

▪ The Federal Reserve has pivoted dramatically in recent weeks, shifting from a 

mode of complacency to a more hawkish mindset with respect to inflation, 

triggering a sharp and sudden sell-off in stock prices. Investors should be 

prepared for a steady dose of rate hikes beginning at its March FOMC meeting 

and persisting through yearend 2023, at a minimum. 
 

▪ The Fed possesses two policy instruments to normalize interest rates: (1) A 

steady stream of increases in its overnight federal funds rate; and (2) 

Management of its balance sheet holdings of government securities. In 

principle, the Fed relies much more heavily on changes in short-term interest 

rates to achieve its policy objectives.  
 

▪ Rate hikes have a greater impact on intermediate-term interest rates, whereas 

changes in the size of its balance sheet are reflected in market yields on long-

duration bonds. Market expectations of a new rate-tightening cycle have 

resulted in a flattening of the yield curve, as intermediate-term rates have 

risen faster than long-term interest rates. 
 

▪ My forecast assumes four rate hikes during this year, with the federal funds 

target reaching 1% by yearend. Another four rate hikes are possible in 2023, 

bringing its main policy rate to 2% at yearend 2023. The actual pace of rate 

hikes over the next two years is predicated upon the pace of economic growth, 

inflation, and net job creation, along with financial market conditions. 
 

▪ The FOMC will end its program of asset purchases in March and hold its 

balance sheet steady at $9 trillion for the foreseeable future. Exact timing of 

an actual shrinkage in the Fed’s balance sheet remains uncertain. The Fed 

statement indicated that its balance sheet would be reduced “over a period of 

time in a predictable manner.” The end of quantitative easing should not 

affect underlying economic trends. The FOMC will likely defer outright sales of 

assets until later in the tightening cycle. 

 

 

A study of previous 

tightening cycles suggests 

that the equity market 

could remain in a rising 

trend over the next year. 

Outright cyclical bear 

markets as in 2008 and 

2002 only occur during 

periods of recession. During 

the past 50 years, except 

for the October 1987 crash, 

the stock market has not 

posted a decline greater 

than 20% outside of full-

blown recessions. Monetary 

restraint will eventually 

bring the bull market to an 

end, but not before real 

rates reach a level that 

threatens the sustainability 

of the economic expansion. 
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▪ I believe that the Federal Reserve will tighten policy in a more cautious 

manner than expected by the bond market and most economists. A prolonged 

tightening cycle lies ahead, but at a slower pace than needed given the threat 

of inflation. My assumption is that the Federal Reserve is extremely reluctant 

to accept economic risk and will therefore refrain from shocking the economy 

and financial markets.  

 

▪ As it often does, the Fed is posturing and using market guidance and rhetoric 

as tools to calm the bond market and to establish its credibility as an inflation 

fighter. The implication is that the Fed is unlikely to manage policy as 

aggressively as it is currently signaling to the markets because its highest 

priority is to extend the life of the business expansion.  

 

▪ While obviously concerned about inflation, the Fed is more concerned about 

economic growth and employment. Federal Reserve officials are also sensitive 

to public opinion, which has turned decisively against the central bank 

because of its complacency with respect to inflation. 

 

▪ There are lengthy time lags between changes in monetary policy and changes 

in the economy. Under a scenario of four rate hikes in 2022, the federal funds 

rate would end the year at only 1%, a deeply negative rate after adjustment for 

inflation of 3% estimated for yearend.  

 

▪ The impact of these hikes on the real economy this year is likely to be 

minimal. Underlying economic conditions are far healthier and more resilient 

than perceived by the consensus, underscoring the need for a longer tightening 

cycle necessary to slow the pace of economic growth. 

 

▪ It is crucial to differentiate between underlying inflationary pressures and 

monthly government data on inflation. Underlying pressures will continue to 

build over the next several years as massive government monetary and fiscal 

stimulus work its way through the economy.  

 

▪ However, monthly inflation data should reflect a moderating trend over the 

next 12 months as public health conditions improve and supply-side pressures 

abate, triggering a sharp decline in goods inflation. From its peak of 6% in 

July, core consumer inflation could decline to 3% later this year.  

 

▪ Robust underlying economic conditions are currently masked by the Omicron 

wave of the pandemic that began in early December. Following a projected 

slowdown this quarter, GDP growth should accelerate strongly in Q2 and 

remain on a path of above-average growth for the remainder of this year. 

Consumer spending, capital formation, and manufacturing should be at the 

forefront of growth. 
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▪ The spike in bond yields can be attributed to rising short- and intermediate-

term rates rather than a rise in inflationary expectations. The Federal Reserve 

measure for expected inflation in five years has declined recently to a low of 

only 2.2%, down from 2.5% at yearend. In other words, the spike in bond 

yields was caused by expectations of the Fed’s imminent rate-tightening cycle 

rather than fears of higher inflation. The flattening of the yield curve reflects 

the low level of confidence in the US economy and only modest expectations 

for future inflation.     

 

▪ Bonds have been in a bear market since August of 2020, when the market 

yield on the benchmark ten-year Treasury bond bottomed at 0.5%.  

Fixed-income portfolios are at risk to further losses in both 2022 and 2023. 

Currently at 1.78%, the market yield on ten-year government bonds could rise 

to 2.25% by midyear and to 2.5% at the end of this year, causing the yield 

curve to steepen.      

 

▪ From a longer-term perspective, the equity market has entered a new phase of 

the investment cycle. While I expect positive rates of return from the equity 

market over the next year, the investment landscape is transitioning to a more 

volatile phase, and equity portfolio returns will be more modest.  

 

▪ Corporate earnings will replace excess liquidity as the primary driver of stocks, 

which means that individual stock-picking will replace top-down investment 

themes and sector selection as the main catalyst for portfolio returns. The 

momentum-driven market of the past several years will also likely fade.  

Finally, investors are likely to pay much closer attention to valuation than was 

the case during 2021.  

 

▪ A study of previous tightening cycles suggests that the equity market could 

remain in a rising trend over the next year. Outright cyclical bear markets as in 

2008 and 2002 occur only during periods of recession. During the past 50 

years, with the exception of the October 1987 crash, the stock market has not 

posted a decline greater than 20% outside of full-blown recessions. Monetary 

restraint will eventually bring the bull market to an end, but not before real 

rates reach a level that threatens the sustainability of the economic expansion.  

 

▪ Investors should closely monitor sentiment measures along with key economic 

indicators such as inflation, credit spreads, company reports, service sector 

activity, the yield curve, and the trend in COVID cases and hospitalizations. 

Market volatility is likely to remain elevated over the next several months, but 

a sustained bottoming process should begin soon, creating the foundation for 

the next phase of the cyclical bull market, possibly lasting through yearend. 
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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. 
 
NYSE FANG+ Index: is an equal-dollar weighted index designed to represent a segment of the technology and consumer discretionary sectors consisting 
of highly-traded stocks of technology and tech-enabled companies. 
 
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. 
 
The Value Line Geometric Composite Index: is the original index released, and launched on June 30, 1961. It is an equally weighted index using a 

geometric average. Because it is based on a geometric average the daily change is closest to the median stock price change. 
 
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.  
©2022 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. 
 

Robert F. DeLucia, CFA, was formerly Senior 

Economist and Portfolio Manager for Prudential 

Retirement. Prior to that role, he spent 25 years at 

CIGNA Investment Management, most recently serving 

as Chief Economist and Senior Portfolio Manager. He 

currently serves as the Consulting Economist for 

Prudential Retirement. Bob has 45 years of 

investment experience. 
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