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The tortoise and the hare 

As we make our way through 2022, it has become ever more apparent that a sustained 
period of central bank rate hiking is upon us. Major western central banks, such as the 
Federal Reserve (Fed) and the Bank of England (BoE), have already hiked rates.1 The 
European Central Bank (ECB) has begun to taper asset purchases and has signalled further 
action to come. Looking ahead, the US yield curve is forecasting a sharp hiking cycle unlike 
any in recent memory.2 Combined with Russia’s invasion of Ukraine, the impact on 
portfolios due to the market's reassessment of future interest rates has been anything but 
subtle. Year-to-date, global equities, measured by the MSCI ACWI, are down nearly 17.3%, 
while global bonds, measured by the Bloomberg Global Aggregate (USD hedged), are 
down 7.7% (as of May 11, 2022). 

The change in rhetoric from the Fed, along with a broad sell-off in markets, has spooked 
investors who fear that the looming series of rate increases will lead to further market 
weakness. However, every rate hiking cycle is different, and so too is the magnitude of the 
market reaction. In this piece, we examine the speed of historical hiking cycles and draw 
lessons from the impact these cycles have had on financial markets. We then examine 
some of the unique factors impacting the current hiking cycle. Our key observations are 
two-fold: (1) not all tightening cycles occur at the same pace, with swift hiking cycles 
historically resulting in worse market returns; and (2) central banks, particularly in the US, 
are embarking on this hiking cycle from a far more extreme position than in the recent 
past.  

Given the uncertainty on the path and outcome of this hiking cycle, it is important that 
investors ensure their portfolio diversification and governance processes are robust. First, 
having diversified return drivers, as we discussed in more depth in our paper on inflation 
protection last year,3 helps to make portfolios robust to a wide range of plausible future 
scenarios. Second, strong and nimble governance sets investors up to make decisions 
quickly as we gain more clarity in this highly dynamic market environment. 

Previous rate hiking cycles … tortoise or hare? 
A central bank tightening or rate hiking cycle denotes a period of rising short-term policy 
rates and, in a post-quantitative-easing world, a run-off or outright sale of prior asset 
purchases. The rise in interest rates caused by tightening central bank policy works in two 
ways to reduce demand: it a) makes saving money more attractive than consuming and b) 
makes borrowing money to consume and invest more expensive. This slowdown in 
demand would be expected to lead to higher unemployment, thereby reducing pressure 
on wages and breaking a wage-price inflation spiral. 

 

 

 

 

 

 

 

                                                 
1 In addition, a broad swath of other central banks, both in developed markets, including Australia, New Zealand and Canada, 

and emerging markets, have already hiked rates. Notably, China, as a result of a number of factors, including lockdowns 
associated with its zero-COVID policy, is easing monetary policy. 

2 See appendix for further details of policy changes so far in 2022 and implied pricing for the remainder of 2022. 
3 Inflation Protection – building robust portfolios (2021) 

https://insightcommunity.mercer.com/v1/api/uploads/13f2cbbe48ce4bd2ae93df1a6210398f.pdf?public=true
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Below, we review the past eight tightening cycles in the US (see Figure 1), going back to 
1973. We group them into swift (hare) and gradual (tortoise) cycles based on the average 
pace at which the FOMC4 increased rates in each cycle.5 For reference, markets are 
currently pricing in a swift hiking cycle in the US (see Appendix 1). Typically, tightening 
cycles have resulted in slowing economic growth and can lead to a recession, but as 
demonstrated by the 1994 and 2015 cycles, this has not always been the case. In the most 
recent six cycles that resulted in a recession, it occurred on average 24 months after the 
first rate hike, but there has been wide dispersion around this figure. Even in swift hiking 
cycles, where we might expect a recession sooner, results have ranged from 10 to 29 
months. 

Figure 1. A history of FOMC hiking cycles 

First Fed 
rate hike 

Recession  
start 

Months 
to 
recession 

Type of  
tightening 
cycle 

Change in 
interest  
rates 

Length of  
rate hiking  
(months) 

January 1973 November 1973 10 Swift 5.00% 8 

August 1977 January 1980 29 Swift 14.12% 31 

September 1980 July 1981 10 Swift 10.00% 10 

September 1987 July 1990 34 Gradual 3.00% 22 

February 1994 N/A N/A Swift 3.00% 14 

June 1999 March 2001 21 Gradual 1.75% 20 

June 2004 December 2007 42 Gradual 4.25% 40 

December 2015 N/A N/A Gradual 2.25% 44 
Source: Mercer 

 
For us as investors, of course, the question is more than academic. We want to understand 
what a rate hiking cycle, in particular a swift rate hiking cycle, has typically meant for asset 
performance. After all, markets do not have to wait for the actual event of rate hikes to 
start pricing in the impact. 

Performance depends on what time period one examines. The initial three-month period 
following the first rate hike has tended to be negative for global equities, with average 
returns of -1.8%. However, when extending the period out to one and two years, global 
equities have performed better at 3.7% and 10.2%, respectively. 

We get more clarity if we divide hiking cycles into our swift and gradual categories. As 
Figure 2 illustrates, the median return for the S&P 500 has been better when the Fed has 
raised rates gradually rather than swiftly. Speed does seem to matter when it comes to 
asset class performance – shock versus shake. 

It is worth noting the poor performance of equities in the Stagflation/Arab Oil Embargo 
cycle of the 1970s. This event represented a meaningful, negative regime change for the 
real economy and financial markets, as opposed to a variation on a standard business 
cycle.  

 

 

 

                                                 
4 The Federal Open Market Committee (FOMC) makes monetary policy decisions in the US. 
5 Swift tightening cycles are those in which central banks raised rates at a pace of 200 basis points or more per annum. Using 

the FOMC’s current eight meetings per annum, this equates to a 25 basis point hike per meeting. Gradual tightening cycles 
are defined as those where the pace is below 200 basis points per annum. 
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There are certainly parallels to what we are seeing today but also meaningful differences.6 
We still expect inflation to head lower eventually but to remain above central bank targets. 
However, we believe that the risk of more frequent inflationary shocks has increased since 
the beginning of 2022. We will explore different medium- and long-term scenarios, 
including stagflation, in more depth in an upcoming piece. 

Figure 2. Median S&P 500 returns around the first Fed rate hike vs. speed of 
hikes (Date of first hike = 100; left – total return; right – total return adjusted 
for inflation) 

 
Source: Mercer, Bloomberg. Data as of April 26, 2022. 100 = date of first rate hike. Gradual tightening cycles (09-04-
1987, 06-30-1999, 06-30-2004, 12-16-2015). Swift tightening cycles (01-15-1973, 08-31-1977, 09-26-1980, 02-04-1994). 
All underlying cycle returns are in the lighter colors. 

 
Returning to asset class performance, we again see a worse performance in swift hiking 
cycles for bonds (Figure 3). In the year following the first rate hike, bonds have typically 
traded sideways with a fair degree of variance. However, historically, yields were much 
higher than they are today, allowing carry7 to offset much of the capital depreciation of 
rising rates. Examining returns just from capital appreciation or depreciation, typically 
bonds have seen capital depreciation in year one, followed by trading sideways in year 
two. Given the low starting level of yields, the current cycle will likely prove challenging and 
we have already witnessed bonds struggle massively in 2022. 

                                                 
6 See our paper ‘Inflation - Turning up the heat’ for a more detailed discussion on similarities and differences between now 

and the 1970s as well as why we believe stagflation risk has increased.  
7 The two main components of returns in fixed income are capital appreciation and carry. Carry is the extra return gained 

from holding the asset. For example, if bond yields are higher, the lender earns more from this higher yield and thus higher 
returns. 
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https://insightcommunity.mercer.com/v1/api/uploads/c2bee7179b4c4d4999e49f41637dd7b5.pdf?public=false
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Figure 3. Median US Treasury returns around the first Fed rate hike vs. speed 
of hikes (Date of first hike = 100; left – total return; right – price return) 

 
Source: Mercer, Bloomberg, Robert Shiller. Data as of April 26, 2022. 100 = date of first rate hike. Gradual tightening 
cycles (09-04-1987, 06-30-1999, 06-30-2004, 12-16-2015). Swift tightening cycles (01-15-1973, 08-31-1977, 09-26-1980, 
02-04-1994). All underling period returns are in the lighter colors. 
 

What is different now … dealing with a hare-brained global 
economy 
So far, we’ve seen that swift hiking cycles have been harder on equity and bond returns, 
but that there has been a fair degree of dispersion. So, while we can learn many useful 
lessons from history, it is equally important to recognize the unique circumstances 
currently facing western central banks. In this section, we will highlight a number of 
economic and financial idiosyncrasies particular to this cycle. 

Inflation, wage growth and output gap 

To start with the obvious, inflation remains at multi-decade highs. This is in contrast to last 
year’s Fed-led narrative that the inflation spike would be largely transient and dissipate as 
the impact of supply-chain disruptions and re-openings faded.  

Why did this narrative not play out? Wage growth has continued, particularly in low-wage 
jobs, and unemployment has closed in on pre-2020 lows. While supply chains have 
recovered somewhat, the conflict in Ukraine and large-scale lockdowns in China have been 
a setback. Indeed, it appears the stimulus in the US over the last two years has more than 
closed the output gap8 and pushed the US economy to overheat, similar to the end of a 
typical business cycle but with greater growth momentum. It should be noted that the UK 
and Eurozone are also witnessing elevated inflation but to a lesser extent than the US.  

It is no surprise that the market now perceives the Fed to be behind the curve, as 
demonstrated by the number of rate hikes currently priced in and the tendency of stocks 
and bonds to sell off in tandem on “good” economic data. 

                                                 
8 The output gap measures the difference between the actual and potential GDP of a country and signals whether the overall 

economy is running above or below full capacity. 
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Figure 4. US inflation and real output gap 

Source: Bloomberg, Mercer, Congressional Budget Office. Data as of March 31, 2022. Gray areas indicate previous rate 
hiking cycles. 
 

Yields 

Turning to fixed income markets, signals from yield curve steepness, often seen as a 
forward-looking recession indicator, have been in conflict. Historically, an inversion of 2s10s 
spread9 has been successful in predicting a recession in the 18 to 24-month period following 
an inversion. This has already occurred, albeit temporarily and far sooner than in past cycles. 
However, the Fed’s preferred forward spread metric (18M3M forward minus nominal 3M10) is 
currently trading at 2.6% (as at 6 May 2022), near its all-time highs, hence not signalling a 
looming recession but continued growth and a need for an extended hiking cycle. This leaves 
us with interest rate curve predictions of recession that are unusually at odds, adding to 
investor uncertainty. 

  

                                                 
9  The 2s10s curve is the difference between the US 10-year government bond and the US 2-year government bond. As the 

spread approaches zero it signifies a flattening of the yield curve.  
10 The 18M3M forward minus nominal 3M is an estimation of 3-month nominal treasury rates in 18 months minus the current 

3-month nominal rate. This measure is commonly used by Federal Reserve to determine the market’s expectation of 
future short-term rates. 
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Figure 5. US curve signals at odds as investors keep faith in the Fed 

 
(Left hand chart) Source: Bloomberg, Mercer, Alger Asset Management. Data as of May 9, 2022. (Right hand chart) 
Source: Bloomberg, Mercer. Data as of May 9, 2022. 

 

To an extent, this oddity in the yield curve is driven by markets maintaining their faith that 
the Fed will control inflation in the long run. If we look at US breakeven inflation, the 
market is indicating higher inflation expectations at the front end than at the back end, 
consistent with the transitory narrative of inflation and a market not pricing for a transition 
to stagflation.  

What is also apparent, looking at the real yield curve, is that the Fed policy on the shorter 
end is still very accommodative versus long-term history, even with the aggressive rate 
hiking cycle priced in. Forward one-year real rates only turn positive on a real-yield basis at 
the end of the hiking cycle currently being predicted by the market. If we removed the 
post-Global Financial Crisis period of low and negative real yields from investors’ collective 
memory, expectations on how the hiking cycle and future neutral rate are going to play 
out would likely be higher than is currently priced in. However, a hiking cycle like the 1970s 
or 1980s would appear equally unlikely due to the uniqueness of the current environment, 
changes in the economy, a greater amount of debt outstanding and deepening capital 
markets/greater financialization. Which force wins out remains hotly debated in the 
market as participants struggle with estimating what the policy rate will look like in the 
future. 

Valuations 
Even with the poor performance of markets year-to-date, stocks, rates and credit have not 
turned cheap compared to historical valuations. The long regime of falling real interest 
rates has supported the price levels of all assets. It stands to reason that unwinding that 
regime would result in a reversal of this effect. Indeed, despite the pullback in equities 
year-to-date, the equity risk premium for the S&P 500 remains near long-run averages as 
bonds have sold off to an equivalent extent (Figure 6). 

The path of equities from here remains uncertain as robust corporate profits compete with 
negative investor sentiment and the desire of central banks to weaken economic growth to 
reduce pressure on labor markets. Given momentum, it seems unlikely that the economy 
will weaken unless corporate profits come under threat. A similar story exists in high yield, 
where spreads remain below their historic median. Market expectations of defaults remain 
low, but the threat of increasingly tight financial conditions is growing on the horizon.  
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Figure 6. S&P 500 equity risk premium (left) and US high yield spreads (basis 
points) (right)  

  
 
(Left hand chart) Source: Bloomberg, Refinitiv, Mercer. Data as of March 31, 2022. (Right hand chart) Source: 
Bloomberg. Data as of May 11, 2022. 

 

Providing direction at a crossroad 

Pulling it all together, when comparing the current tightening cycle to previous cycles, our 
starting point is more extreme from an economic standpoint, with multi-decade highs in 
inflation as a result of a multitude of factors. This would argue, as has been priced into 
rates markets, for a swift hiking cycle, which has typically been worse for equity and bond 
markets than a gradual hiking cycle. Alas, even the aggressive hiking cycle currently priced 
in fails to return real interest rates to positive levels until mid-2023 due to the high 
expected level of inflation versus forward bond yields. 

While this may be cause for concern for investors, as we have seen, not all rate-hiking 
cycles result in recession, and when they do, the timing is relatively uncertain. 
Furthermore, forward-looking yield curve metrics for detecting recessions are in conflict. 
Additionally, global markets have already fallen meaningfully despite relatively robust 
consumer and business balance sheets, which are supportive of future consumption and 
investment. 

It is certainly a difficult situation for investors as we (and central banks) face a market 
environment unlike any other. While here we have focused on interest-rate hiking cycles 
and starting market and economic environments, in a follow-up piece we will delve further 
into the possible medium-term scenarios facing markets and the potential future stable 
state of the economy and financial markets.  

As it stands right now, we feel the uncertainty of the current environment only heightens 
the importance of having a well-diversified portfolio and making sure your governance 
structure is both robust and nimble. First, having a well-diversified portfolio across 
multiple asset classes and risk factors helps you to invest for the long term by protecting 
against a wide variety of adverse market scenarios. Recent papers on inflation, gold and 
commodities are all focused on preparing portfolios for greater uncertainty in financial 
markets. Second, robust and nimble governance puts investors in a better position to  
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respond quickly when we hit inflection points in financial markets.11 Nimbleness has 
become increasingly important as the reaction function of markets has quickened and the 
instances of air pockets in liquidity have increased. Having adequate dry powder is an 
essential tenet of investors’ nimbleness, either in more-liquid downside protection assets 
or cash. This nimbleness is necessary not so that investors can attempt to play market 
momentum but rather to allow them to deploy capital quickly if risk assets, supported by 
long-term fundamentals, become more attractive.12 We believe investors who focus on 
these two tenets will set themselves up for long-term success by minimizing the short-
term pain of the inevitable downdrafts of markets.  

 

  

Max Becker 
Strategic Investment Research Analyst 

Nathan Struemph 
Strategic Investment Lead Specialist 

 

  

                                                 
11 How to be ready for investment opportunities  
12 Time to buy high yield debt 

https://src.us-east-1.prod.awsapp.mercer.com/v1/api/uploads/d0118db513964d2991339dd433717480.pdf?public=false
https://insightcommunity.mercer.com/news/5e8303a4bab33d00249e4e24/Mercer_Time_to_Buy_High_Yield_Debt
https://src.mercer.com/dashboard
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Appendix 1. Central bank policy changes and market implied pricing 

Central 
bank Current rate Action 

2022YE 
market 

implied rate 
Change from 

current 
Peak interest 
rate (when)1 

Fed 1.0% 
Raised rates 25 basis points 
in March 2022 and 50 basis 

points in May. Tapering 
asset purchase program. 

2.75% +1.75% 3.1% 
(July 2023) 

BoE 1.0% 
Raised rates 75 basis points 

in 2022. Tapering asset 
purchase program. 

2.25% +1.50% 
2.4% 

(May 2023) 

ECB -0.50% 
Announced a tapering of 

asset purchases. 
0.30% +0.80% 

2.2% 
(~2032) 

BoJ -0.10% Continuing asset purchases. -0.10% 0% 
1.2% 

(~2047)  

Source: Bloomberg, Mercer. Data as of May 5, 2022. 1 1m forward OIS rates. 

  

Appendix 2. One-year asset class performance following the first rate hike 

Date of first 
Fed rate 

hike 

Global 
equity 

Small 
cap 

equity 

Emerging 
market 
equity 

Government 
bonds 

Corporate 
bonds 

Inflation-
linked 
bonds 

Gold Oil Dollar 
index 

Hedge 
funds 

01/15/1973 -14.5%   3.3%   94.5%  -2.4%  

08/31/1977 22.9%   -1.4%   42.4%  -13.2%  

09/26/1980 4.2%   -19.1%   -39.4% 6.5% 26.3%  

09/04/1987 -11.3%   8.4%   -8.1% -23.6% 1.2%  

02/04/1994 -2.4% -3.6% -18.7% 4.1%   -3.3% 12.1% -8.8% -5.9% 

06/30/1999 12.5% 18.4% 9.5% 3.1% 4.0% 3.8% 10.7% 83.9% 3.9% 19.7% 

06/30/2004 10.6% 16.6% 34.9% 7.7% 8.4% 10.3% 11.1% 63.2% 0.3% 6.2% 

12/16/2015 8.0% 11.6% 11.3% 0.4% 2.7% 0.5% 5.3% 48.7% 5.2% -0.8% 

Median 6.1% 14.1% 10.4% 3.2% 4.0% 3.8% 8.0% 30.4% 0.7% 2.7% 

Source: Refinitiv, Bloomberg, Robert Shiller. 12-month performance where data is available. Data as of April 4, 2022. 
Data in bold indicate swift tightening cycles. 
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