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Economic performance around Fed rate increases 

   

This report catalogues and analyzes economic and financial performance around 
the five rate increase episodes going back to the early 1980s. It finds that when the 
Fed has raised rates from an easy monetary policy, economic growth is sustained, 
US and global stock markets fare well and financial market adjustments are not 
jarring. When it has waited too long to raise rates and subsequently tightened too 
much, performance suffers. These historical experiences suggest that the Fed’s 
worries about raising rates from zero with the economy displaying mid-cycle 
characteristics are unwarranted. 

In recent years, the Fed has persistently forecast sustained economic growth while 
also forecasting that rates should rise along an appropriate path. At the same time, 
it has expressed an evolving set of concerns about the negative economic and 
financial responses to even a 0.25% increase in rates, and has kept its Federal funds 
rate target anchored to zero. All of this has added to confusion. Financial markets 
and the general public have been left to speculate about what may unfold when the 
Fed begins to normalize monetary policy. 

The Fed’s earlier concern was that the economy was so fragile that even a small rate 
rise may sidetrack the economic expansion, even as it officially forecast stronger 
growth. Following the taper tantrum – the temporary sharp increase in bond yields 
in mid-2013 after the Fed suggested that it would eventually taper its asset 
purchases – the Fed’s concerns shifted toward undesired financial market 
responses to rate increases. It indicated that it would continue to reinvest the 
maturing assets in its portfolio until after it began raising rates as part of an explicit 
effort to keep bond yields low. In spring 2015, Fed worries that the strong US dollar 
would harm the economy contributed to its decision not to raise rates in June; in 
September, it identified new international concerns that “global economic and 
financial developments may restrain economic activity”.   

The Fed’s efforts to be fully “transparent” and its heavy reliance on “forward 
guidance” have resulted in mixed signals that seem to reflect a confused state of 
monetary policy, raising the risk of losing the confidence of financial markets and 
the public (see Monetary policy: transparency and clarity require a strategy, dated 2 
October 2015).  

This report analyzes the economic and financial market behavior around the five 
Fed increase cycles since the early 1980s: June 2004-June 2006, July 1999-June 
2000, February 1994-February 1995, April 1987-March 1989 and May 1983-August 
1984. Based on historical experiences of economic and financial market 
performance around Fed rate increase episodes, the Fed’s expressed concerns about 
raising rates are unwarranted. The Fed’s concerns presumably rest on its 
assessment that either economic conditions and behavior during this expansion are 
vastly different than during every recent expansion or the Fed’s policies have 
sufficiently distorted economic and financial markets such that raising rates may 
generate jarring adjustments. History suggests that even with low inflation, 
delaying raising rates would harm economic performance.   

Summary 

● The US economy remained healthy with sustained growth as the Fed normalized 
rates (Table 1). Economic growth was strong leading into four of the five rate 
increase cycles (1983, 1994, 1999 and 2004) and moderate leading into 1987. The 
real Federal funds rate was low or negative prior to 1994 and 2004, but close to 
average in 1987 and 1999 (2.6% and 2.3%, respectively) and very high in 1983 
(5.1%). Growth remained healthy following the 1983-1984 and 1994 rate 
increases, but it slumped with a lag following the excessive monetary tightening 
cycles concluding in 1989, 2000 and 2006. 
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● The US stock market either trended sideways or rose during every rate increase cycle, 
maintaining the strong gains of the prior year (Table 2). Developed nations’ stock 
markets were flat or rose during every Fed rate increase cycle except 1994, when 
modest declines followed significant gains in the prior year. Most emerging nations’ 
stock markets also rose with the exception of 1994 when crises in Mexico (currency) 
and Brazil (inflation) were large drags. 

● During the Fed rate increases, the dollar depreciated versus major currencies about as 
frequently as it appreciated, reflecting an array of factors other than monetary policy 
(Table 3). In general, Fed rate increase cycles did not tend to interrupt the longer 
trends in the US dollar versus major currencies, except in 1994 when the Fed’s rate 
increases were a catalyst for the ensuing dollar strength. The dollar appreciated 
versus most emerging currencies, with the exception of 2004-2006, in some 
instances significantly when troubled nations faced crises.  

● Bond yields rose to varying degrees during every Fed rate increase cycle, but by less 
than short-term rates, generating a flatter yield curve (Table 4). The yield curve was 
inverted at the end of the Fed rate increase cycles of 2004-2006, 1999-2000 and 1987-
1989. 

● International economic performance fared well: growth in developed economies and 
most emerging nations remained solid or strengthened, except in select troubled 
emerging nations.  

Economic performance during the Fed rate increases  
The generally positive economic and financial market behavior around Fed rate increases 
is not surprising. With the exception of 1987, when the Fed raised rates to try to prevent the 
US dollar from falling, the initial rate increases in each cycle were primarily a reflection of 
improving economic conditions and as such did not constitute a monetary tightening.  The 
increases in real rates were a realignment with the higher natural rate associated with 
healthy growth and higher expected rates of return, and were not harmful (Chart 1). The 
availability of credit or the growth in money supply was not interrupted; in fact, during 
every rate increase cycle, household and business lending actually accelerated. As a result, 
growth in domestic demand remained solid amid increasing real interest rates. Only when 
Fed rate increases resulted in tight money and credit conditions did the economy suffer.  

Chart 1 

 

It is noteworthy that the economy remained strong during and following rate increases of 
1983-1984 and 1994 when the Fed did not provide formal forward guidance to warn 
markets that it would raise rates.  During those rate increase cycles, the Fed referred to its 
longer-run objectives but did not attempt to manage market expectations. This policy 
approach shifted as the Fed approached the 2004 rate increases and reliance on forward 
guidance has intensified with the zero bound on interest rates. The Fed’s efforts to manage 
market expectations are excessive and should be reconsidered. 

The 1983 Fed monetary tightening is particularly striking because it began just two 
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quarters into the strong economic recovery from back-to back recessions when the 
unemployment rate stood at 10.2% and the real funds rate was 5.1%. Fed Chairman Volcker 
was persistent in keeping inflation low and reducing inflationary expectations that had 
kept bond yields so high. The Fed had raised rates dramatically in late 1979-early 1980, 
lowered them abruptly in response to economic contraction, raised them sky-high by year-
end 1980 and lowered them from late-1981 into early 1983.   

Even as the Fed hiked rates aggressively from 8.6% in May 1983 to 11.4% in August 1984, 
real GDP growth averaged 8%, driven by robust 19% growth of business fixed investment 
and an acceleration of exports, despite the strong appreciation of the dollar during the 
early 1980s. The strong growth and dollar appreciation reflected the pro-growth tax and 
economic policies of the Reagan Administration, the rising confidence stemming from the 
decline in inflationary expectations and the Fed’s heightened credibility. Bond yields 
receded as the Fed raised rates and subsequently fell sharply through 1986 as inflationary 
expectations dissipated.  

The 1987-1989 Fed rate increases involved several Fed mistakes that harmed performance: 
beginning in spring 1987, when real rates were already fairly high and domestic demand 
was growing moderately, the Fed tightened policy (from 6.1% in March to 7.25% in October) 
in an explicit attempt to prevent a further decline in the US dollar that had begun in early 
1985. That was a mistake. Financial markets became increasingly concerned that further 
rate increases aimed at supporting the dollar would harm the economy, culminating in the 
stock market crash of October.  

The Fed wisely cut rates immediately, but when the economy showed resilience and 
inflation pressures mounted, the Fed began raising rates again in spring 1988. It 
subsequently tightened monetary policy too aggressively, from 6.75% to 9.8% resulting in a 
4.9% real funds rate, a decline in real money balances and an inverted yield curve. This 
generated a mild recession in late-1990.  

The aggressive rate increases in 1994 successfully constrained inflationary expectations 
and actually improved economic performance and elongated the 1990s expansion. 
Following the slow and “jobless” recovery of the early 1990s, the economy accelerated 
significantly in the second half of 1993. The 3% Federal funds rate was barely above 
inflation that had receded from 3% in mid-1993 to 2.5% in early 1994. In response to clear 
signs of economic strengthening, rapid job gains and a modest rise in wages, the Fed 
aggressively raised its funds rate target from 3% to 6% from February 1994 to February 
1995.  

Despite the sharply rising real interest rates, economic growth remained healthy, with 
sustained solid gains in domestic demand and exports. Favorable policies--NAFTA and the 
deficit reduction legislation of the Clinton Administration--supported the healthy growth. 
Following the rate increases, growth temporarily slowed in the first half of 1995, but then 
reaccelerated. Ironically, business investment and housing, two of the most interest 
sensitive sectors of the economy, led the acceleration, despite high real interest rates.  

It is noteworthy that during the 1983-1984 rate increases as the Fed forced lower 
inflationary expectations and during 1994 when the Fed raised the real Fed funds rate 
toward its natural level, there was ample availability of credit and money growth, and 
monetary policy accommodation was sustained.  

The Fed’s 1994 rate increases and strong economic and financial performance greatly 
enhanced the Fed’s credibility. The rate increases were frequently highlighted by Fed 
members and in Fed research as an example of effective monetary policy. The negative was 
the sharp selloff in bonds, which clearly harmed some financial institutions.  

Unfortunately, the Fed allowed international and financial concerns to influence its 
monetary policy in the second half of the decade. With the economy booming (real GDP 
growth averaged 4.4% during 1996-1999) and the unemployment rate below 5%, the Fed 
delayed raising rates in 1997 due to worries about the Asian debt crisis and in 1998 when 
Russia defaulted and Long Term Capital Management collapsed. In the second half of 1999, 
as the growth boom persisted and the stock market skyrocketed, the Fed raised rates 
tentatively, expressing concerns about liquidity issues that may arise during the year-end 
Y2K conversion. As that concern passed, inflation accelerated modestly, and by June 2000 
the Fed had tightened money too aggressively, raising the Federal funds rate to 6.5% and 
inverting the yield curve.   

As the economy recovered from the 2001 recession, the Fed made it clear that it did not 
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want a repeat of the big 1994 bond market selloff. While this is understandable, it is 
nevertheless striking how the Fed seemed to distance itself from every aspect of the 
successful 1994 rate increases. As the economy strengthened in 2003 and the Fed’s 
concerns about deflation dissipated, the Fed tip-toed toward raising rates from 1% and 
went to great lengths to quell bond market concerns.   

Bond yields rose in the first half of 2004 as the Fed clearly signaled that it would raise 
rates, but as the Fed actually raised rates along a prescribed gradual and predictable path, 
bond yields actually receded though early 2006, even as inflation rose. Fed Chairman 
Greenspan expressed surprise at the low bond yields (Greenspan’s “conundrum”) even 
though the Fed had led markets in that direction.  

The resulting performance was unfortunate: although real GDP rose moderately during 
2004-2006, the artificially low rates and bond yields that stemmed from the Fed’s delayed 
and very gradual rate increases and forward guidance clearly distorted economic and 
financial market behavior. The debt-financed housing bubble lifted residential investment 
to an unsustainable level by early 2006, and the unsustainable debt explosion and leverage 
in financial institutions eventually culminated in a financial crisis.  Let’s be clear: the Fed’s 
policies did not cause the financial crisis – it had many sources – but the artificially low 
rates facilitated behavior that led to it.  

Stock market performance during Fed rate increases  

The healthy stock market performance during Fed tightening periods going back to the 
early 1980s is consistent with the positive economic outcomes. As shown in Table 2, in the 
year leading up to each Fed rate increase stock markets advanced strongly in the US and 
other developed nations. In the US, those gains were maintained as the Fed raised rates, as 
higher profits offset lower price-earnings multiples associated with higher bond yields.  

International stock trends were a bit more mixed during Fed rate increase cycles. The 
Japanese stock market rose sharply with the exception of 1994, when economic stagnation, 
threats of deflation and a largely insolvent banking system contributed to an 8.3% decline 
in the Nikkei, a one-half retracement of its rise in the prior year. European stocks were 
more mixed, increasing during 1983-1984 and 2004-2006, chopping sideways during 1987-
1989 and falling 6.7% during 1994, a fraction of its robust 29.7% rise in the prior year. 
Emerging markets stocks tended to soar during the 1987-1989 and 2004-2006 rate 
increases. The sharp decline in emerging markets stocks during 1994 largely reflected 
crises in Mexico and Brazil.  

The US dollar  

The finding that the US dollar major currencies index depreciated as frequently as it 
appreciated during Fed rate increases, and that currency behavior varied significantly by 
country, is not surprising. The dollar is determined endogenously by numerous US and 
international macroeconomic and financial factors, of which Fed policy is only one 
influence and not always the dominant one.  

Nevertheless, the dollar’s mixed behavior provides an important lesson: simply assuming 
that Fed rate increases will push up the US dollar, as the Fed did earlier this year, may be 
misleading. Many factors influence currencies--the broader economic and inflation 
conditions and expectations, policies and international capital flows. Even taking into 
account major explanatory variables, currencies do not always behave as expected.  

Since the early 1980s, the dollar major currencies index has tended to move in long 
trends, and these trends have been largely unaffected by Fed rate increases, with the 
exception of 1994 (Chart 2). The US dollar had appreciated sharply since late-1980 when 
President Reagan was elected, fueled by rapidly declining inflation, pro-growth economic 
policies and higher expected rates of return on investment. The dollar continued to 
appreciate during the Fed’s 1983-1984 rate increases, but its trajectory did not change 
materially. The dollar’s major currency index fell during the second half of the decade, and 
continued to fall when the Fed raised rates in 1987-1989, albeit at a slower pace.  
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Chart 2 

 

The dollar chopped sideways versus major currencies during the first half of the 1990s, fell 
moderately (5.4%) during the Fed 1994 tightening, and then appreciated sharply in the 
second half of the decade. The healthy economic performance in response to the Fed’s 1994 
rate increases and the Fed’s greatly enhanced credibility seems to have been a positive 
catalyst for the dollar. 

During the 1994 rate increases, the dollar fluctuated significantly versus different 
currencies. It appreciated 7.5% versus the yen, reflecting worries about Japan’s economic 
malaise and insolvent banking system, and 4.3% against the Canadian dollar, reflecting 
Canada’s large current account deficits and Quebec’s threatened sovereignty movement, 
but it fell versus key European currencies. European nations were moving toward 
monetary union and were taking steps toward fiscal belt-tightening to achieve the budget 
and financial criteria established in the Maastricht Treaty, and their high inflation-adjusted 
bond yields were attractive relative to US inflation-adjusted yields.  

The dollar fluctuated very modestly during the 1999-2000 rate increases. It slid in value 
from early 2002 until mid-2008 when the financial crisis heated up, and the 2004-2006 
Fed rate increase did not alter this trend.  

The dollar tended to appreciate versus emerging nation currencies during these Fed rate 
increases, in some cases significantly reflecting debt or inflation crises in select emerging 
nations. The dollar OITP index (Other Important Trading Partners, which includes most 
emerging nations plus Singapore, Hong Kong and Israel) appreciated sharply during 1983-
1984, 1987-1989 and 1994, rose slightly during 1999-2000 and depreciated modestly during 
the 2004-2006 Fed rate increases. As shown in Table 3, there were very large differences 
between the nominal and real trade-weighted dollar OITP index during the earlier Fed rate 
increase cycles; this reflects high and fluctuating inflation in select emerging nations. 

There are two other interesting implications of the dollar trends around Fed rate increases. 
First, as shown in Table 1, it is not always the case that a strengthening dollar necessarily 
hurts the economy, as the Fed seems to argue. US exports remained strong during all prior 
rate increase cycles, even during the strong dollar appreciation of the early 1980s. That 
outcome reflected the healthy fiscal policy fundamentals, and the robust US and world 
economies overcame the impacts of the dollar’s upward adjustment. Second, with the 
exception of the dollar strength in the early 1980s, the dollar declined versus major 
currencies leading up to Fed rate increase cycles. This suggests either that expectations of 
Fed rate increases were less influential in influencing the dollar or their impacts were 
offset by other factors that depressed the dollar.  

Interest rates  

In every recent Fed rate increase cycle, bond yields rose but by less than the Fed funds rate, 
generating a flatter yield curve. By the end of rate increase cycles in 1987-1989, 1999-2000 
and 2004-2006, the yield curve had inverted (Table 4 and Chart 3). As noted above, each of 
these yield curve inversions eventually were followed by recession. 
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Chart 3 

 

The starting points and trajectories of interest rate movements varied among the monetary 
tightening cycles. When the Fed began raising rates in 2004 and 1994 the real Federal 
funds rate was negative or very low and inflation-adjusted yields on 10-year Treasury 
bonds were around 3%. When the Fed began raising in 1987 and 1999, the real funds rate 
was 2.3% and 2.6%, respectively, and it was 5.1% in spring 1983. Inflation-adjusted bond 
yields exceeded 3% at the beginning of every Fed rate increase cycle (they were 7% in spring 
1983). Noteworthy, bond yields rose significantly more slowly than inflation during 2004-
2006 even as the Fed raised the real Fed funds rate by 4 percentage points. Presently, the 
real funds rate is negative and the inflation-adjusted bond yield is now 0.9% based on the 
core PCE deflator.  

The current situation 

Compared with prior Fed rate increase cycles, the US economy has been growing more 
slowly, but it has been expanding much longer. Domestic final sales to private domestic 
purchasers have risen a solid 3.25% in the last year but exports and government purchases 
have been soft. The current 5.1% unemployment rate is below its level when the Fed began 
raising rates in four of the five cycles (10.3% in spring 1983, 6.2% in spring 1987, 6.6% in 
early 1994 and 5.5% in mid-2004); the exception was spring 1999 when the unemployment 
rate was 4.3% (Chart 4). However, inflation is also lower: the core PCE deflator is now 1.3%; 
it had risen to 2.0% when the Fed commenced raising rates in mid-2004 from 1.4% in late 
2003; CPI inflation was 2.1% in spring 1999, 2.5% in early 1994, and 3.7% and accelerating in 
spring 1987 and 3.4% in Q2 1983 (down from 6.9% in Q2 1982 and 9.8% in Q2 1981).  

Chart 4 
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Financial market behavior in the last year has been similar to periods leading up to prior 
Fed rate increase cycles. The US and most global stock markets have appreciated. The yield 
curve has been fairly steep. The trade-weighted dollar has appreciated 15% against both its 
major currency index and OITP index in the year ending September. Unlike periods leading 
up to prior Fed rate increases, the recent dollar strength has been fueled in part by 
expectations that the Fed would hike rates while the ECB, BoJ and other leading central 
banks maintain their quantitative easing.  

International economic trends are less favorable now than prior to Fed rate increase cycles, 
but not dramatically so. Growth in the EuroArea is only modestly slower than before the 
Fed’s 2004 and 1994 rate increase.  Japan’s economy is weaker than it was in 2004, but far 
healthier than in 1994. Recently, growth in emerging nations has decelerated, but China’s 
growth remains strong and conditions in some emerging nations were far worse prior to 
earlier Fed rate increases (ie Mexico’s debt and currency crises in the early 1980s and mid-
1990s)  

Expected outcomes when the Fed increases rates 

● Real GDP is projected to maintain its recent growth pace and even pick up a bit, with 
solid growth in domestic demand offsetting weak exports that are constrained by the 
stronger US dollar and global weakness. The real Federal funds rate will remain 
negative during initial rate increases, maintaining extreme monetary ease, particularly 
in light of the $2.5trn of excess reserves the Fed created through its QE programs. Banks 
are adequately capitalized and credit availability and growth will not be affected. Even 
when the real funds rate becomes modestly positive, it will remain below the natural 
rate and will not materially slow growth. This outlook is only moderately more 
optimistic than the Fed’s official forecast. 

● Inflation will drift up, primarily reflecting the unwinding of the temporary impact of 
the lower oil prices. The PCE deflator will approach 2% by early 2016 as monthly 
declines in the second half of 2014 roll off the year-over-year measure, and the core 
PCE deflator will drift up toward  

● 2% during 2016. At the same time, the CPI, reflecting different weightings, will rise 
toward 2.5%. Inflation will remain relatively modest until nominal GDP accelerates 
above its recent range of 3.75-4.0% and creates an environment conducive to higher 
wages and product prices. 

● Bond yields will rise, but initially only modestly. They will be constrained by low 
inflationary expectations, market expectations that the Fed will raise rates only 
gradually, and foreign demand for the relatively high inflation-adjusted yields on US 
bonds. Moreover, until the Fed changes its current policy of reinvesting the proceeds of 
maturing assets in order to maintain the size of its balance sheet, its large share of 
Treasury bonds will keep yields low. Eventually, bond yields will rise higher. 

● The US stock market performance will depend on corporate profits. In the past, rising 
profits supported healthy stock markets as rising rates depressed price-earnings 
multiples. Profits are high in absolute terms and relative to GDP, but they have flattened 
since late 2014 reflecting higher operating costs and the negative impact of the stronger 
dollar on multi-national firms. Renewed profit gains and a healthy stock market may 
require a pickup in economic growth. 

● The US dollar is expected to appreciate when the Fed first raises rates, and 
subsequently is likely strengthen moderately further, but it will be influenced by a host 
of factors. History is a reminder that currencies do not always perform as expected, in 
the short run. The significant depreciations of the Euro and yen have improved their 
alignment with their economic and financial fundamentals. Favoring the dollar, Fed 
rate increases will highlight its diverging monetary policy versus the ECB and BoJ, and 
US inflation-adjusted bond yields are much higher than those in Germany or Japan. 
Countering these factors, EuroArea economies are improving have a combined current 
account surplus exceeding 3% of GDP while Japan’s current account surplus also 
exceeds 3% of GDP and nearly all of its large debt burden is funded by domestic 
creditors. Emerging nations currencies will be vulnerable when the Fed hikes rates. In 
particular, those with poor economic or financial fundamentals, unfavorable 
international imbalances or misguided policies face risks of capital flight.  
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Raising interest rates and normalizing monetary policy will require financial adjustments 
because the Fed’s QE and forward guidance have been geared toward keeping bond yields 
artificially low and they have purposely distorted financial markets. Nevertheless, from the 
situation of extreme monetary ease, while financial markets are functioning efficiently and 
the economy has mid-cyclical expansion characteristics, the Fed’s worries about raising 
rates from zero toward “normal” – even if that normal is lower than before – are vastly 
overstated. Historical experiences suggest they are unwarranted.  

Table 1 
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Table 2 
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Table 4 
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Miel Bakker +44 20 3207 7808 Paul Walker +44 20 3465 2632 Ellen Parker +44 20 3465 2684

Martin de Laet +44 20 3207 7804 LONDON Sarah Weyman +44 20 3207 7801

Alexander Wace +44 20 3465 2670 FRANCE Mike Berry +44 20 3465 2755 Lisa Winterton +44 20 3753 3057

Thibault Bourgeat +33 1 5844 9505 Stewart Cook +44 20 3465 2752

GERMANY Alexandre Chevassus +33 1 5844 9512 Chris McKeand +44 20 3207 7938

Michael Brauburger +49 69 91 30 90 741 Dalila Farigoule +33 1 5844 9510 Simon Messman +44 20 3465 2754

Nina Buechs +49 69 91 30 90 735 Clémence Peyraud +33 1 5844 9521 AJ Pulleyn +44 20 3207 2756
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Shawna Giust +1 646 445 7216 Tristan Hedley +1 646 445 5566

Zubin Hubner +1 646 445 5572 Christopher Kanian +1 646 445 5576 CORPORATE ACCESS

Jessica London +1 646 445 7218 Lars Schwartau +1 646 445 5571 Olivia Lee +1 646 445 7212
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