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Front-loaded rate hike expectations are a response to persistent inflation. But the US 

bond market is questioning whether the hikes will stick. Ultimately, the debate comes 

down to two questions: (1) How fast will inflation fall in the coming months? and (2) Can 

central bank equilibrium rates be pushed higher this cycle? 

The first question is the result of upside inflation surprises prevailing for more than a 

year, effectively refuting the ‘inflation is transitory’ view. Indeed, Fed Chair Jerome 

Powell has said it is time to retire the word transitory (30 November 2021). Having got 

something consistently wrong, rational forecasters will likely hesitate to make similar 

predictions. Once bitten, twice shy. 

Persistent upside inflation surprises have contributed to a widening of confidence 

intervals around forecasts for lower inflation. For example, the Bloomberg consensus 

forecast for US CPI is for it to fall to 2.80% a year from now, whilst the level implied 

by the inflation swap market is circa 100bp higher. 

This additional risk premium for swaps, versus the forecasts, probably incorporates 

the downward bias to inflation forecasts at a time of heightened uncertainty. Let’s not 

forget: most forecasters were conditioned by a decade of disinflation in large parts of 

the developed world, so they were ‘surprised’ by the fall-out from the pandemic. Many 

are now questioning the assumptions behind their forecasts. But we cannot be too 

harsh, as policymakers around the world also missed the shift. 

The inflation upside surprise had many sources, mainly emanating from supply-side 

disruptions related to the pandemic and, subsequently, the re-opening of some 

economies. This means the inflation has been broad-based and persistent. Prices of 

second-hand cars, airline tickets, rent, food and energy all contributed to the upside 

surprises of the last year. 

Inflation is likely to fall in the coming months as some of the goods price inflation goes 

into reverse and base effects work through. This said, there are not many market 

forecasters in the mood to make a strong call. Those that previously forecast very low 

inflation have lost their voice. Sceptics justifiably ask: why wouldn’t high inflation just 

persist for longer? Sticky inflation has become the prevailing narrative. It won’t change 

until there is hard evidence in the data to the contrary. 

The second question is on the equilibrium rate, the level to which central bank policy 

rates achieve neutrality; i.e. when inflation is averaging close to target and full 

employment has been reached. 

Persistent inflation has resulted in a growing conviction that rates will be rising a lot 

this year. In just a few months, markets moved from anticipating three-to-four 25bp 

hikes to seven-to-eight this year. Our view is that the market is likely to gyrate 

between hawkish and dovish narratives, reflecting binary outcomes. 
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There is less conviction in the bond markets as to whether the longer-run equilibrium rate will be 

reached, let alone passed. Bonds are questioning the sustainability of high inflation expectations. 

Flat to inverted forward yield curves suggest recession risks, and the conclusion is that the 

terminal rate need not be pushed higher. At least that is the perspective of the bond market 

today, which appears to recognise that lower-for-longer yields have been the result of a multi-

decade trend that pre-dates the pandemic and the Global Financial Crisis (GFC). 

 

Figure 1. Inversion implies easing in two years – Forward three-month rates 

 

Note: Weekly data, overnight interest swaps (OIS): five/three/two-year forward, three-month rates 
Source: Bloomberg, Federal Reserve, HSBC 

 

We use a five-year forward, three-month swap rate (black line in Figure 1) to estimate where 

markets see the policy rate peaking. The forward is comfortably below the Fed’s own guidance 

for the longer-run equilibrium rate, so there is much at stake here because long bond yields are 

guided by this rate. Forward yield curves (red line) offer hints of recession and even the chance 

that the rate hikes of the next two years will be reversed soon after. Bonds recognise that rate 

hikes will be delivered, but question how far they can go if this is at the expense of growth. 

So, what needs to give? For the bond bulls to be right, inflation must fall enough for tightening 

expectations to dial back to something more modest. For the bulls to be wrong, estimates of the 

equilibrium rate would have to be pushed higher, with forecasts emboldened by rate hikes being 

delivered at every meeting in response to stubbornly high inflation. By the summer, we will know 

more about just how sticky this inflation is. 

Markets are not so patient. We note that the Reserve Bank of New Zealand (RBNZ) has just 

projected a higher equilibrium rate, lifting its projection for the cash rate by 75bp, from 2.5% to 

3.25%. This is one for the hawks because it shows it can be done. The counterargument is that 

this may be a unique episode, consistent with a small open economy that has experienced a 

disproportionate fallout from the pandemic. 

In the meantime, we are in debate mode, testing hypotheses, waiting for the rate hikes, and, 

along with the bond market, questioning whether they will stick. 

 

Previous editions of ‘The Major bond letter’ 

#1.  Eurozone common issuance #9.  Stuck in the middle 
#2.  How to spice it up in a dull market #10.  Taper and the Hole 
#3.  New year, old narrative #11.  Every basis point counts 
#4.  Beneath the surface #12.  Push back 
#5.  The bond market sell-off #13.  Game of chicken 
#6.  Treasuries and trees #14.  Across the pond 
#7.  Inflation rationality #15.  The most insightful question 
#8.  Lucky number #16.  QT teaser 

1.76

-0.10

2.50

-0.25

0.25

0.75

1.25

1.75

2.25

2.75

3.25

3.75

2015 2016 2017 2018 2019 2020 2021 2022

Y
ie

ld
 (%

)

Fed longer-run equilibrium policy rate

Five year forward rates

Three-two year forward rates slope

https://www.research.hsbc.com/C/1/1/320/jzNhTWf
https://www.research.hsbc.com/C/1/1/320/RsrtSMK
https://www.research.hsbc.com/C/1/1/320/TMLbmhf
https://www.research.hsbc.com/C/1/1/320/J6vjbvb
https://www.research.hsbc.com/C/1/1/320/FFhqd62
https://www.research.hsbc.com/C/1/1/320/6VCNl7S
https://www.research.hsbc.com/C/1/1/320/MlRsWRk
https://www.research.hsbc.com/C/1/1/320/B2Jj7xf
https://www.research.hsbc.com/C/1/1/320/SwWRKDs
https://www.research.hsbc.com/C/1/1/320/GnsF2Hg
https://www.research.hsbc.com/C/1/1/320/ngtHD6N
https://www.research.hsbc.com/C/1/1/320/vjTnz6j
https://www.research.hsbc.com/C/1/1/320/LwKxdCk
https://www.research.hsbc.com/C/1/1/320/fSDCTzM
https://www.research.hsbc.com/C/1/1/320/gHxNNkz
https://www.research.hsbc.com/C/1/1/320/cXzCJjN


 

3 

Free to View ● Fixed Income – Rates 
25 February 2022 

Disclaimer 

The following analyst(s), who is(are) primarily responsible for this document, certifies(y) that the opinion(s), views or forecasts 

expressed herein accurately reflect their personal view(s) and that no part of their compensation was, is or will be directly or 

indirectly related to the specific recommendation(s) or views contained in this research report: Steven Major, CFA 

This document has been issued by The Hongkong and Shanghai Banking Corporation Limited, which has based this document 

on information obtained from sources it believes to be reliable but which it has not independently verified.  Neither The Hongkong 

and Shanghai Banking Corporation Limited nor any member of its group companies (“HSBC”) make any guarantee, representation 

or warranty nor accept any responsibility or liability as to the accuracy or completeness of this document and is not responsible 

for errors of transmision of factual or analytical data, nor is HSBC liable for damages arising out of any person’s reliance on this 

information. The information and opinions contained within the report are based upon publicly available information at the time of 

publication, represent the present judgment of HSBC and are subject to change without notice. 

This document is not and should not be construed as an offer to sell or solicitation of an offer to purchase or subscribe for any 

investment or other investment products mentioned in it and/or to participate in any trading strategy. It does not constitute a 

prospectus or other offering document. Information in this document is general and should not be construed as personal advice, 

given it has been prepared without taking account of the objectives, financial situation or needs of any particular investor. 

Accordingly, investors should, before acting on it, consider the appropriateness of the information, having regard to their 

objectives, financial situation and needs. If necessary, seek professional investment and tax advice.  

The decision and responsibility on whether or not to purchase, subscribe or sell (as applicable) must be taken by the investor. In 

no event will any member of the HSBC group be liable to the recipient for any direct or indirect or any other damages of any kind 

arising from or in connection with reliance on any information and materials herein. 

Past performance is not necessarily a guide to future performance. The value of any investment or income may go down as well 

as up and you may not get back the full amount invested. Where an investment is denominated in a currency other than the local 

currency of the recipient of the research report, changes in the exchange rates may have an adverse effect on the value, price or 

income of that investment. In case of investments for which there is no recognised market it may be difficult for investors to sell 

their investments or to obtain reliable information about its value or the extent of the risk to which it is exposed. Some of the 

statements contained in this document may be considered forward looking statements which provide current expectations or 

forecasts of future events. Such forward looking statements are not guarantees of future performance or events and involve risks 

and uncertainties. Actual results may differ materially from those described in such forward-looking statements as a result of 

various factors. 

This document is for information purposes only and may not be redistributed or passed on, directly or indirectly, to any other 

person, in whole or in part, for any purpose. The distribution of this document in other jurisdictions may be restricted by law, and 

persons into whose possession this document comes should inform themselves about, and observe, any such restrictions. By 

accepting this report, you agree to be bound by the foregoing instructions. If this report is received by a customer of an affiliate of 

HSBC, its provision to the recipient is subject to the terms of business in place between the recipient and such affiliate. The 

document is intended to be distributed in its entirety. Unless governing law permits otherwise, you must contact a HSBC Group 

member in your home jurisdiction if you wish to use HSBC Group services in effecting a transaction in any investment mentioned 

in this document.  

Certain investment products mentioned in this document may not be eligible for sale in some states or countries, and they may 

not be suitable for all types of investors. Investors should consult with their HSBC representative regarding the suitability of the 

investment products mentioned in this document. 

HSBC and/or its officers, directors and employees may have positions in any securities in companies mentioned in this document. 

HSBC may act as market maker or may have assumed an underwriting commitment in the securities of companies discussed in 

this document (or in related investments), may sell or buy securities and may also perform or seek to perform investment banking 



 

 

Free to View ● Fixed Income – Rates 
25 February 2022 

4 

or underwriting services for or relating to those companies and may also be represented on the supervisory board or any other 

committee of those companies.  

HSBC will from time to time sell to and buy from customers the securities/instruments (including derivatives) of companies covered 

in HSBC Research on a principal or agency basis.  

From time to time research analysts conduct site visits of covered issuers.  HSBC policies prohibit research analysts from 

accepting payment or reimbursement for travel expenses from the issuer for such visits.   

Analysts, economists, and strategists are paid in part by reference to the profitability of HSBC which includes investment banking, 

sales & trading, and principal trading revenues. 

Whether, or in what time frame, an update of this analysis will be published is not determined in advance. 

For disclosures in respect of any company mentioned in this report, please see the most recently published report on that company 

available at www.hsbcnet.com/research. 

The Hongkong and Shanghai Banking Corporation Limited is regulated by the Hong Kong Monetary Authority. If it is received by 

a customer of an affiliate of HSBC, its provision to the recipient is subject to the terms of business in place between the recipient 

and such affiliate. 

Additional disclosures 

1 This report is dated as at 25 February 2022. 

2 All market data included in this report are dated as at close 23 February 2022, unless a different date and/or a specific time 

of day is indicated in the report. 

3 HSBC has procedures in place to identify and manage any potential conflicts of interest that arise in connection with its 

Research business. HSBC's analysts and its other staff who are involved in the preparation and dissemination of Research 

operate and have a management reporting line independent of HSBC's Investment Banking business. Information Barrier 

procedures are in place between the Investment Banking, Principal Trading, and Research businesses to ensure that any 

confidential and/or price sensitive information is handled in an appropriate manner. 

4 You are not permitted to use, for reference, any data in this document for the purpose of (i) determining the interest payable, 

or other sums due, under loan agreements or under other financial contracts or instruments, (ii) determining the price at 

which a financial instrument may be bought or sold or traded or redeemed, or the value of a financial instrument, and/or  

(iii) measuring the performance of a financial instrument or of an investment fund. 

© Copyright 2022, The Hongkong and Shanghai Banking Corporation Limited, ALL RIGHTS RESERVED. No part of this 

publication may be reproduced, stored in a retrieval system, or transmitted, on any form or by any means, electronic, 

mechanical, photocopying, recording, or otherwise, without the prior written permission of insert issuing entity name. MCI (P) 

037/01/2022, MCI (P) 017/10/2021 

 

 


	Disclaimer
	© Copyright 2022, The Hongkong and Shanghai Banking Corporation Limited, ALL RIGHTS RESERVED. No part of this publication may be reproduced, stored in a retrieval system, or transmitted, on any form or by any means, electronic, mechanical, photocopyin...


