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Since the global financial crisis, investors have become accustomed to the “Fed put” during periods of market stress. 
Severe downdrafts in risky assets and their associated risks to growth were met by a Fed willing to ease policy in an effort 
to meet the maximum-employment side of its dual mandate. Yet, the existence of that reaction function in the current cycle 
is a key question for investors contemplating fair value for risk assets. Hence, the following examines the historical 
evolution of the Fed’s reaction function, estimates the Fed funds target under different inflation environments, and 
considers scenarios that could prompt the Fed to pivot from its current trajectory. The findings indicate that the Fed put is 
deeply out of the money and support our cautious outlook for risk assets until inflation starts to observably moderate 
toward central bank targets. 

 

We start with two recent episodes where financial conditions tightened significantly (Figure 1). The first episode emanated 
from risks to China’s growth in 2015, and the second emerged from a confluence of factors weighing on the outlook in late 
2018 - including the Fed’s hawkish stance and the trade war with China. In both instances, the Fed pivoted from its 
tightening path, providing a crucial backstop to the economy and markets. 

FIGURE 1: The Fed Has Become More Sensitive to Financial Conditions Since the Financial Crisis (LHS: Index, 
lower = tighter; RHS %) 

 
Source: PGIM Fixed Income and Haver Analytics. 
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However, the Fed has not always demonstrated this degree of sensitivity to financial conditions. To assess the relationship 
between Fed policy and financial conditions over time, we estimate a Taylor rule augmented with financial conditions and 
track the evolution of its coefficient.1,2 After controlling for inflation and unemployment, we observe that the Fed’s sensitivity 
to financial conditions has increased in recent years (Figure 2). Notably, since the financial crisis, tightening financial 
conditions have been associated with easing Fed policy, whereas the relationship was the opposite from 1963-1986. 

FIGURE 2: The Relationship Between Fed Policy and Financial Conditions Has Changed Over Time (β1 Coefficient) 

 
Source: PGIM Fixed Income and Haver Analytics. 

What Changed? 

The inflationary environment in each period drove the Fed’s changing relationship with financial conditions. In high-inflation 
environments, the Fed restores the price-stability side of its mandate by tightening policy, which in turn tightens financial 
conditions (leading to a negative relationship in our prior estimate). Yet, when inflation is low and stable - as in the decade 
preceding the pandemic - the Fed can focus on maximum employment. Thus, even when the unemployment rate was low, 
inflation was not a “live constraint,” which allowed the Fed to be vigilant in accommodating risks to the outlook and respond 
to deteriorating financial conditions.3 This policy backdrop conditioned market participants to “buy-the-dip” after selloffs in 
risky assets. 

However, with inflation now running at multi-decade highs, the markets can no longer count on the Fed put. As the Fed 
returns to a more conventional conduct of monetary policy to bring inflation back to target, it is actively seeking tighter 
financial conditions (Figure 1).4 The upshot is that the Fed is unlikely to bow to financial conditions until “clear and 
convincing” evidence emerges that inflation is coming back to target. 

In Figure 3, we illustrate the difference between a Fed with a “live inflation constraint” and that of the post-GFC Fed using 
the models from Figure 2. Specifically, we calculate the model-implied Fed funds rate from the augmented Taylor rule 
using two estimation periods: pre-GFC and post-GFC. The pre-GFC model implies that the Fed would be raising rates to 
almost 4% - which is roughly in line with their recent projection of 3.8% at the June FOMC meeting. Conversely, the post-
GFC model would have the Fed Funds rate at 2% as it would involve easing in response to tightening financial conditions.5 
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FIGURE 3: The Inflation Backdrop is a Critical Factor in the Fed’s Reaction Function (%) 

 
Source: PGIM Fixed Income and Haver Analytics. 

Notwithstanding, there is potential for the Fed to reverse course before inflation comes back to 2%. One such scenario 
might entail a deterioration in economic conditions or demand that clearly indicates subsiding inflationary pressures. We 
look to the mid-1970s for a historical parallel - the economy tilted into recession and the Fed started cutting well before 
inflation rolled over (Figure 4). Another possibility is if the Fed were to temporarily accept somewhat higher inflation to 
prevent the economy from entering recession. This scenario strikes us as somewhat unlikely as it risks a possible 
unanchoring of inflation expectations and is inconsistent with the Fed’s messaging. That said, if inflation was only slightly 
above its target, it’s possible that the Fed would be more comfortable given its flexible average inflation targeting (FAIT) 
framework, but not when inflation is so high relative to target. 

FIGURE 4: The 1970s Show that the Fed Could Pivot Before Inflation Peaks (%) 

 
Source: PGIM Fixed Income and Haver Analytics 
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All told, a shift in the decade-long inflation backdrop implies that the Fed’s reaction function to weakening financial 
conditions may be far different that it was in the recent past. Furthermore, when fighting inflation, the Fed becomes the 
source of the shock rather than the shock absorber. Taken together, the evidence suggests the Fed put is deeply out of 
the money and supports our cautious outlook for risky assets until inflation starts to observably roll over. 

Appendix: Regression Results 

 
Source: PGIM Fixed Income. 
Note: Regression models include an unreported constant; t-stats in parentheses; Newey-West standard errors used to correct for 
autocorrelation. 

 

 

 

1. The Taylor Rule indicates that three factors—actual inflation relative to target, economic activity relative to full employment, the short-
term interest rate needed to be consistent with full employment—should determine the real short-term interest rate. 

2. We proxy broader financial conditions using the S&P 500 Index because of data availability. Details of the model estimation can be 
found in the appendix. 

3. We interpret the statistical insignificance of the inflation coefficient during the post-GFC period to reflect the relative lack of inflation-
induced policy adjustments compared with other periods. In other words, the exceptional stability of inflation meant it was hardly a 
constraint on Fed policy. 

4. While this policy course pits the Fed’s two mandates against each other, Chair Powell made clear in a recent May press conference 
that the Fed’s primary focus was on inflation: “We see restoring price stability as absolutely essential for the country in the coming years. 
Without price stability, the economy doesn’t work for anybody, really. And so it’s really essential, particularly for the labor market.” 

5. After the FOMC’s June 2022 meeting, the Fed funds target range stood between 1.50-1.75%, which was on the cusp of the target 
peak in the cycle prior to the COVID pandemic. 

 

 

The comments, opinions, and estimates contained herein are based on and/or derived from publicly available information from sources 
that PGIM Fixed Income believes to be reliable. We do not guarantee the accuracy of such sources or information.  This outlook, which 
is for informational purposes only, sets forth our views as of this date. The underlying assumptions and our views are subject to change. 
Past performance is not a guarantee or a reliable indicator of future results. ESG investing is qualitative and subjective by nature; there 
is no guarantee that the criteria used or judgment exercised by PGIM Fixed Income will reflect the beliefs or values of any investor.  
Information regarding ESG practices is obtained through company engagement or third-party reporting, which may not be accurate or 
complete, and PGIM Fixed Income depends on this information to evaluate a company's commitment to, or implementation of, ESG 
practices.  ESG norms differ by region.  There is no assurance that PGIM Fixed Income's ESG investing techniques will be successful. 
Source(s) of data (unless otherwise noted): PGIM Fixed Income, as of July 5, 2022. 
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留意事項  
 

※本資料はPGIMフィクト・インカムが市場動向に関する情報提供としてプロの投資家向けに作成したものです。PGIMフィクスト・インカムは、⽶国SECの
登録投資顧問会社であるPGIMインクの債券運⽤部⾨です。 
 
※本資料は情報提供を⽬的としたものであり、特定の⾦融商品の勧誘⼜は販売を⽬的としたものではありません。また、本資料に記載された内容等に
ついては今後変更されることもあります。 
 
※記載されている市場動向等は現時点での⾒解であり、これらは今後変更することもあります。また、その結果の確実性を表明するものではなく、将来
の市場環境の変動等を保証するものでもありません。 
 
※本資料で⾔及されている個別銘柄は例⽰のみを⽬的とするものであり、特定の個別銘柄への投資を推奨するものではありません。 
 
※本資料に記載されている市場関連データ及び情報等は信頼できると判断した各種情報源から⼊⼿したものですが、その情報の正確性、確実性につ
いて当社が保証するものではありません。 
 
※過去の運⽤実績は必ずしも将来の運⽤成果等を保証するものではありません。 
 
※本資料は法務、会計、税務上のアドバイスあるいは投資推奨等を⾏うために作成されたものではありません。 
 
※当社による事前承諾なしに、本資料の⼀部または全部を複製することは堅くお断り致します。 
 
※“Prudential”、“PGIM ”、それぞれのロゴおよびロック・シンボルは、プルデンシャル・ファイナンシャル・インクおよびその関連会社のサービスマークであり、多
数の国・地域で登録されています。 
 
※PGIMジャパン株式会社は、世界最⼤級の⾦融サービス機関プルデンシャル・ファイナンシャルの⼀員であり、英国プルーデンシャル社とはなんら関係が
ありません。 
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