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US rates outlook for 2022 (revised) 

 We revise our US rates outlook 

We revise our US interest rate outlook, but now think the rise in US rates is topping out. The 
game changer in the Fed's language is the word "unconditional." The "unconditional" 
commitment referred to in the 17 June Fed's Monetary Policy Report and Fed chair Powell's 
testimony to Congress on the 23rd is reminiscent of former ECB President Mario Draghi's 
commitment to do "whatever it takes" to defend the euro. Just as Mr. Draghi's committed to 
do whatever it takes to calm the euro crisis, Mr. Powell has unconditionally committed to 
lowering US inflation expectations (breakeven inflation) to the lower 2% range. The Fed has 
made it clear that its previous sugarcoating of and tolerance for high inflation expectations is 
over with and that it is now committed unconditionally to beating back inflation.  

 

This update to our outlook takes account of the large and early rate hike expectations 
generated by rising inflation, the decline in inflation expectations generated by the Fed's 
unconditional commitment (explained later), concerns that a recession will arrive around 
mid-2023 (see page 4), and the neutral interest rate suggested by the 20yr forward 10yr 
Treasury yield, which has been unusually stable during this cycle of rising rates.  

 

Given also the possibility we see of recession concerns gaining momentum between 
September and end-December, if risk-off moves deepen we would expect the worst-case 
scenario to start looking more plausible. At any rate, this increase in our projected range is 
likely to be the last one and we think Jul-Sep will present a buying opportunity.  

 
10Y US Yield Outlook   US Yield Outlook (%) 

  

 

 
Source: Bloomberg; compiled by Daiwa Securities.  Source: Bloomberg; compiled by Daiwa Securities. 
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 The Fed's "unconditional" commitment is lowering inflation expectations 

As we already reported, there are signs that the breakeven inflation rate (BEI) is in a 
declining trend by way of recession concerns weakening commodity prices and thereby 
pulling inflation expectations lower. The US 10yr BEI has already declined to 2.57%, 47bp 
below the 3.04% level reached on 21 April this year, and the 5yr forward 5yr BEI, the 
measure favored by the Fed, is down to 2.29%. This appears to be the result of the market 
envisioning a future in which inflation is tamed by the Fed's new unconditional 
commitment.  

 

Looking back, the rise in interest rates since the pandemic was largely driven by rising 
inflation expectations. Certainly, US interest rates are likely to remain volatile in this illiquid 
environment and inflation expectations are likely to rebound to an extent during periods of 
improving sentiment, but the Fed's new unconditional commitment means that any 
rebound in inflation expectations generated by improving sentiment will by itself trigger a 
resurgence of recession concerns.  

 

Up until now, the Fed's sugarcoated language had been sowing confusion among market 
participants, but now that the Fed has indicated a willingness to cause a recession if 
necessary, we think that, regardless of whether actual inflation remains high or declines on 
its own, a significant rise in medium- to long-term inflation expectations (BEI) has become 
unlikely.  

 

If the market believes in the Fed's new "unconditional" commitment, which is akin to Mario 
Draghi's commitment to do whatever it takes, the likely result is a peaking of the rising rate 
cycle that began early in the pandemic and has been driven by rising inflation 
expectations.  

 
US Long-term Yield, Inflation Expectations (BEI)   US Breakeven Inflation Rates (BEI)  

 

 

 
Source: Bloomberg; compiled by Daiwa Securities.  Source: Bloomberg; compiled by Daiwa Securities. 

 
 A sudden change in stance following the midterm elections is unlikely 

With political pressures easing after the midterm elections, some market participants 
expect the Fed to become more dovish, but we do not expect it to change its stance. What 
the sharp (farcical) change in stance that occurred during the latest blackout period has 
made clear is that the Fed's response function to upside inflation risks (data) is very 
asymmetrical.  

 

It is significant that in April this year, the common inflation expectation (CIE) derived by 
Fed staff and referred to by the FOMC as an indicator of overall inflation expectations was 
revised to give households' inflation expectations, especially near-term ones, a higher 
weight. This updating of the CIE is an indication that inflation is not just problematic for the 
Biden administration's approval rating but has become a problem for the nation (and for the 
Fed's credibility). Although the midterm elections are certainly a major political event, when 
the elections are over there is unlikely to be a sudden change in the Fed's efforts to contain 
inflation, efforts based on the accumulated wisdom of its staff. This is especially true given 
the Fed's current need to restore its lost credibility.  
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 What does the end-2025 dot chart look like? 

In Daiwa’s View reports, we argue that as inflation expectations (BEI) become less likely to 
rise and concerns over a US (or global) recession deepen, market participants will 
gradually become more open to recognizing the factors with a downward impact on 
interest rates.  

 

Although it may be a bit premature to talk about, it will be interesting to see, when it 
releases its Summary of Economic Projections (SEP) following the September FOMC 
meeting, what the Fed will forecast for the fed funds rate at end-2025. If the Fed is truly 
committed to taming inflation, it should expect actual inflation to subside prior to end-2025. 
This means there should be little need to leave the fed funds rate at restrictive levels until 
end-2025 and that the end-2025 dot chart may wind up being close to the long-run rate of 
2.5%.  

 

If market participants start to price in an end-2025 fed funds rate projection in the 
September FOMC SEP of 2.5% and a long-run rate of 2.5%, unless they assume a very 
high term premium, the 10yr Treasury yield would be unlikely to remain above 3% (based 
on the rational expectations hypothesis). In that sense, the new dot chart coming out in 
September is an important one to watch.  

 

 The implications of the 20yr forward 10yr rate being stable at 2.5% 

If interest rates do decline, how far down will they go? One interesting aspect of the current 
period of rising interest rates is how stable the 20yr forward 10yr rate has remained. 
Although the 10yr yield is trading around 3.1-3.2% and the 30yr yield around 3.2 to 3.3%, 
the 20yr forward 10yr yield is just above 2.4% and its peak during the current cycle, 2.59% 
on 18 May, never reached as high as 2.6%.  

 

The 20yr forward 10yr yield shows the marginal return sought by investors when 
lengthening the term from 20 years to 30 years, and it is well worth noting that this has 
been equal to the long run rate of 2.5% during the current cycle of rising rates (this 
suggests the possibility that even after the pandemic, long-term investors will seek an 
expected return on 30yr bonds of around 2.5%). This is another indication of the likelihood 
that 2.5% (a 2% inflation expectation + real rate of 0.5%) is an effective level to target, and 
a benchmark equilibrium rate for US rates to return to after inflation is subdued.  

 
20Y10Y US Yield, Longer-run Rate 

 
Source: Bloomberg; compiled by Daiwa Securities. 
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 Recession concerns and preventative rate cuts (an inverted OIS yield curve) 

Now that the Fed has become committed unconditionally, the debate has shifted from 
whether inflation can be subdued to whether a hard landing can be avoided. In Daiwa’s 
View reports, we argue that recession concerns are no longer a question of if but now a 
matter of when and that the most likely scenario is a mild recession. Based on this, we 
forecast the Fed will make precautionary rate cuts around the fall of 2023 (see the 
following page).  

 

During the last cycle that included precautionary rate cuts by the Fed, which occurred back 
in 2018-2019, the 10yr yield started declining around December 2018, 7-8 months before 
the Fed's first precautionary rate cut in July 2019. Applying the same "7-8 months prior" 
pattern and assuming the Fed starts its precautionary rate cuts in the fall of 2023 in line 
with our base scenario, the 10yr yield would begin a significant declining trend around Jan-
Feb 2023. Of course, the 10yr yield could start declining earlier if the recession and 
precautionary rate cuts are shifted forward in time.  

 

The current OIS 3-month forward rate and 1.5yr forward 3-month forward rate are pricing 
in a yield inversion in three months (around September 2022) and a deepening of that 
inversion in six months (around December). This suggests the possibility of the market 
sensing a strong recession signal in Sep-Dec this year.  

 

10Y US Yield, FF Rate   US OIS 3M Forward Rate  

 

 

 
Source: Bloomberg; compiled by Daiwa Securities.  Source: Bloomberg; compiled by Daiwa Securities. 

 
This update to our rates outlook is based on a holistic look at the factors outlined above. 
The Fed's new unconditional commitment is rich in meaning, and we think this will wind up 
being the last upward revision to our rates outlook. Additionally, given the tendency in the 
current cycle for things to happen faster than anticipated, recession concerns could gain 
momentum even earlier than we are forecasting, and we think Jul-Sep will provide a solid 
buying opportunity for hedging purposes.  
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IMPORTANT 
 
This report is provided as a reference for making investment decisions and is not intended to be a solicitation for investment. Investment decisions should be 
made at your own discretion and risk. Content herein is based on information available at the time the report was prepared and may be amended or otherwise 
changed in the future without notice. We make no representations as to the accuracy or completeness. Daiwa Securities Co. Ltd. retains all rights related to the 
content of this report, which may not be redistributed or otherwise transmitted without prior consent.  
 

Ratings 
Issues are rated 1, 2, 3, 4, or 5 as follows: 
1: Outperform TOPIX/benchmark index by more than 15% over the next 12 months. 
2: Outperform TOPIX/benchmark index by 5-15% over the next 12 months. 
3: Out/underperform TOPIX/benchmark index by less than 5% over the next 12 months. 
4: Underperform TOPIX/benchmark index by 5-15% over the next 12 months. 
5: Underperform TOPIX/benchmark index by more than 15% over the next 12 months. 
 
Benchmark index: TOPIX for Japan, S&P 500 for US, STOXX Europe 600 for Europe, HSI for Hong Kong, STI for Singapore, KOSPI for Korea, TWII for 
Taiwan, and S&P/ASX 200 for Australia. 
 

Target Prices 
Daiwa Securities Co. Ltd. sets target prices based on its analysts’ earnings estimates for subject companies. Risks to target prices include, but are not limited 
to, unexpected significant changes in subject companies’ earnings trends and the macroeconomic environment. 
 

Disclosures related to Daiwa Securities 
Please refer to https://lzone.daiwa.co.jp/l-zone/disclaimer/e_disclaimer.pdf for information on conflicts of interest for Daiwa Securities, securities held by 
Daiwa Securities, companies for which Daiwa Securities or foreign affiliates of Daiwa Securities Group have acted as a lead underwriter, and other disclosures 
concerning individual companies. If you need more information on this matter, please contact the Research Production Department of Daiwa Securities. 
 

Explanatory Document of Unregistered Credit Ratings 
This report may use credit ratings assigned by rating agencies that are not registered with Japan’s Financial Services Agency pursuant to Article 66, Paragraph 
27 of the Financial Instruments and Exchange Act. Please review the relevant disclaimer regarding credit ratings issued by such agencies at:  
https://lzone.daiwa.co.jp/l-zone/disclaimer/creditratings.pdf 
 
 
Notification items pursuant to Article 37 of the Financial Instruments and Exchange Law 

(This Notification is only applicable to where report is distributed by Daiwa Securities Co. Ltd.)    
If you decide to enter into a business arrangement with our company based on the information described in this report, we ask you to pay close attention to the 
following items.  
 
 In addition to the purchase price of a financial instrument, our company will collect a trading commission* for each transaction as agreed beforehand with 

you. Since commissions may be included in the purchase price or may not be charged for certain transactions, we recommend that you confirm the 
commission for each transaction. In some cases, our company also may charge a maximum of ¥2 million per year as a standing proxy fee for our deposit of 
your securities, if you are a non-resident.  

 For derivative and margin transactions etc., our company may require collateral or margin requirements in accordance with an agreement made beforehand 
with you. Ordinarily in such cases, the amount of the transaction will be in excess of the required collateral or margin requirements**.  

 There is a risk that you will incur losses on your transactions due to changes in the market price of financial instruments based on fluctuations in interest 
rates, exchange rates, stock prices, real estate prices, commodity prices, and others. In addition, depending on the content of the transaction, the loss could 
exceed the amount of the collateral or margin requirements.  

 There may be a difference between bid price etc. and ask price etc. of OTC derivatives handled by our company.  
 Before engaging in any trading, please thoroughly confirm accounting and tax treatments regarding your trading in financial instruments with such experts as 

certified public accountants.  
 
* The amount of the trading commission cannot be stated here in advance because it will be determined between our company and you based on current 
market conditions and the content of each transaction etc. 
** The ratio of margin requirements etc. to the amount of the transaction cannot be stated here in advance because it will be determined between our company 
and you based on current market conditions and the content of each transaction etc.  
 
When making an actual transaction, please be sure to carefully read the materials presented to you prior to the execution of agreement, and to take 
responsibility for your own decisions regarding the signing of the agreement with our company. 
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