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Fixed Income spotlight 
How realistic are the market’s rate assumptions? 

The summer rally in risk assets remains in full swing, with U.S. equities having rallied 
some 17% from the lows of mid-June (S&P, data as of August 15). An important driver 
of this rally is the market’s apparent belief that the U.S. Federal Reserve (Fed) is nearing 
the end of its rate hike cycle and will soon pivot to cutting rates again. As of August 15, 
federal funds futures contracts were pricing a peak in rates of 3.62% by April 2023, and 
a rate of just 3.20% by December 2023 (from a current federal funds target range of 
2.25% – 2.50%). The fact that the market is pricing almost two quarter-point rate cuts in 
2023 seems to imply that it assumes either that inflation will return rapidly to the Fed’s 
target range near 2%, or that the Fed will “crack” and reverse course with inflation still 
untamed in face of a U.S. recession. And with equities rallying strongly, it is fair to 
further infer that the first of these alternatives is really what the market has in mind; 
that is, inflation rapidly subsiding and the Fed somehow, against history, engineering a 
“soft landing” (avoiding recession). 

Our view is that the federal funds rate will be around 3.5% by the end of this year 
(broadly in line with the Fed’s guidance and the market view), but that it will likely be 
near 4% or higher by the end of 2023. That is to say, the Fed may slow the pace of rate 
increases if inflation is seen to have peaked, but it is unlikely to revert to rate cuts 
unless inflation moves back toward the 2% level far faster than we expect. 

Unreliable predictors 

So, something is out of place here — either the level of equities, the market profile for 
federal funds rates, or both. It is worth pointing out that while some fixed-income 
market indicators have a good track record (the U.S. yield curve inversion as a precursor 
of recession, for instance1), the market-implied path of federal funds rates at any given 
point is not really a good predictor of actual outcomes, reflecting as it does the ebb and 
flow of short-term sentiment and data. By way of example, we wrote about market 
expectations for the Fed back in January of this year (before rate hikes had begun), and 
noted that the implied path then (just four 25-basis-point rate hikes over 2022 and a 
peak rate of 1.50% – 2.00%) seemed overoptimistic to us.2 We believe the current path 
suggesting a Fed pivot back to easing also seems overoptimistic. 

  

                                                                    
1. See Chart of the Week “Our preferred recession predictor has spoken”, August 16 20 

2. One basis point is one hundredth of one percent, or 0.01%. 
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Too optimistic to expect short hiking cycles, quickly reversed? 

 
Sources: Bloomberg and Wells Fargo Investment Institute, latest data as of August 15, 2022. Interest rate expectations are derived from the 
Overnight Index Swaps (OIS) market. An OIS is a fixed to floating interest rate swap where the floating leg is computed using a published 
overnight index rate, and these swap rates are commonly used (as here) to indicate market expectations of central-bank policy rates. One basis 
point is one hundredth of one percent, or 0.01%. 

The “Great Moderation” may make market expectations too moderate 

Consider also what the market expects more broadly across four major developed 
economies — the U.S., the eurozone, the United Kingdom, and Japan. The chart above 
shows the change that the market expects from current levels for central-bank rates in 
each of those economies over four horizons: six months, one year, two years, and three 
years.3 What can we infer about the market’s current assumptions, and how likely are 
those assumptions to be correct? 

A general point that can be made — given how historically low rates remain — is that 
the market expects only very limited rate cycles this time; nowhere are rates seen 
heading much above 3.5%. The underlying assumption may be that economies are just 
too weak, or maybe debt is too high, to withstand protracted hiking cycles or elevated 
levels of short-term rates. Or, that central banks simply lack the will to fight inflation 
with sustained higher rates as they have done in the past. 

Both of these assumptions may be over-influenced by the recent history of the “Great 
Moderation” — the 40 years of gradually slowing growth and tame inflation seen since 
the mid-1980s. In any case, the growth-debt assumption seems somewhat at odds with 
the recent rally in stock markets and so-far well-contained credit spreads. The 
assumption that central banks lack will is likely to be tested, and we should bear in mind 
that very few participants in the markets today have direct experience of a central-bank 
response to inflation significantly above the benign “2% or thereabouts” levels of recent 
years. 

The simple conclusion to this discussion is that the market’s assumption that the Fed 
will soon start cutting rates is unlikely to be borne out by events, in our opinion. To the 
extent that the recent July-August rally has been predicated on this unrealistic 
assumption, we believe this is also built on fragile foundations. 

 

                                                                    
3. Note that this chart shows not the absolute level of rates, but the expected further move in rates from starting levels as of August 15. U.S. rates are seen remaining higher, given the 
fact that the Fed is already further advanced in its rate hike cycle. As of August 15, central-bank policy rates were: U.S. 2.375% (mid); eurozone 0.0%; UK 1.75%; Japan -0.1%. 
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Equities 
Second-half earnings expectations falling 

Second-quarter earnings season is nearing completion and the equity markets 
have cheered overall results that were “better than feared.” S&P 500 Index (the 
Index) revenue grew by more than 13%, while earnings per share (EPS) grew by 
nearly 8%. 63% of the Index beat sales expectations and 76% beat earnings 
expectations. Roughly half of the Index beat operating margin expectations, but 
cost pressures continued to build across multiple sectors. 

The Energy, Industrials, and Materials sectors led the way, with Energy earnings 
growing by roughly 300%. However, excluding the Energy sector, overall S&P 
500 Index earnings declined slightly. The Communication Services, Consumer 
Discretionary, and Financials sectors saw earnings contract in the quarter, with 
Financials earnings falling more than 20%. Excluding the two outliers (Energy 
and Financials), S&P 500 Index EPS rose by approximately 4%. 

Forward guidance had a tone of “glass half empty,” with many companies 
continuing to deal with rising input prices, a tight labor market, and currency 
headwinds. We lowered our forecast for 2022 earnings in anticipation of this, 
and now consensus estimates are beginning to come in. Since the start of 
earnings season (early June), third- and fourth-quarter earnings growth 
estimates have been cut in half (see chart below). Looking forward, we expect 
earnings growth to slow and potentially contract as recession risks rise. In this 
environment, we suggest focusing on high-quality companies with consistent 
earnings growth, low debt levels, and high return on equity. 

S&P 500 Index third- and fourth-quarter earnings growth estimates falling 

 
Sources: Wells Fargo Investment Institute and Bloomberg. Consensus estimates as of August 15, 2022. Weekly data from June 3, 
2022 to August 12, 2022. 
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Real Assets 
“It’s not that we use technology, we live technology.”  — Godfrey Reggio 

The U.S.’s fall from the top of lithium production 

Clean energy headlined U.S. news last week with the signing of the Inflation 
Reduction Act. Laced into the legislation were extra incentives for the adoption 
of electric vehicles (EVs) and renewable energies. Wall Street largely applauded 
the legislation with many ESG (Environmental, Social, and Governance) equities 
rising.   

Remember that the road to a greener U.S. will not be smooth. The journey will 
be long, and full of both opportunities and challenges. Lithium is a prime 
example. One common theme between EVs and renewables is the need for an 
advanced and reliable battery. Lithium is often a critical component of modern 
batteries. The challenge is that the U.S. largely relies on other countries for 
lithium, although interestingly, this was not the case only a few years back.  

In 1995, the U.S. produced 36% of the world’s lithium. Today, it represents only 
0.85% of global supply. What happened was the introduction of a cheaper form 
of lithium from South America, extracted from brine. U.S. lithium production, at 
the time, largely came from mining pegmatites — a form of rock extraction. This 
method is costly and harsh on the environment, which is why only one of these 
mines operates in the U.S. today. 

Should the U.S. want to become a major lithium producer again, it does have 
options. Untapped U.S. deposits are estimated to hold 8.2 million tonnes of 
lithium (10% of global deposits), and brine extraction in places such as the 
geothermal fields of California appear to be a major opportunity as well.    

In the end, the road to a greener U.S. will not be cheap or easy. Fortunately, 
America has domestic production options for many key “green” minerals, like 
lithium, should it need to one day turn to them. 

Global lithium mining production 

 
Sources: BP Annual Statistical Review of World Energy 2022 and Wells Fargo Investment Institute. Yearly data 1995-2021. 
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Alternatives 
The velocity of value is still high in venture capital 

Once a private company reaches unicorn status with a valuation of over $1 
billion, its velocity of value and velocity of growth become two key drivers of its 
exit value. To gauge this, investors and analysts use the velocity of value 
creation ratio, or VVC ratio, which tracks the value created (in millions of U.S. 
dollars) per day in between rounds of investment. While value creation is 
important, equally important in this ratio is the time in between rounds of 
investment. The VCC ratio can accelerate quickly if the time in between 
investment rounds is truncated. As seen in the chart below, the median VVC 
ratio is 3 – 5 times greater through midyear 2022 than it was in 2020, with late-
stage companies creating over $71 million in value per day, while early-stage 
companies were creating over $61 million in value per day. 

This parabolic rise in the VVC ratio since 2020 can be explained by a much more 
aggressive risk appetite in 2021, which pushed valuations to never-before-seen 
levels. In fact, much of the pain experienced this year in the Information 
Technology sector can be attributed to the excessive private company 
valuations of this past year. So far this year, given the challenging market 
backdrop and overall risk aversion, one would expect to see a declining VVC 
ratio. But that is not the case through midyear, largely due to a shorter window 
between investment rounds. If the time frame between rounds continues to 
tighten, it is possible that we see a continuation of higher VVC into next year. 

Parabolic VVC ratio: What goes up should (eventually) come down 

 
Sources: Pitchbook. *Data through of June 30, 2022. 
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Risk Considerations 

Each asset class has its own risk and return characteristics.  The level of risk associated with a particular investment or asset class generally correlates with the level 
of return the investment or asset class might achieve. Stock markets, especially foreign markets, are volatile.  Stock values may fluctuate in response to general 
economic and market conditions, the prospects of individual companies, and industry sectors.  Foreign investing has additional risks including those associated with 
currency fluctuation, political and economic instability, and different accounting standards. These risks are heightened in emerging markets. Small- and mid-cap 
stocks are generally more volatile, subject to greater risks and are less liquid than large company stocks. Bonds are subject to market, interest rate, price, 
credit/default, liquidity, inflation and other risks. Prices tend to be inversely affected by changes in interest rates. High yield (junk) bonds have lower credit ratings 
and are subject to greater risk of default and greater principal risk. The commodities markets are considered speculative, carry substantial risks, and have 
experienced periods of extreme volatility.  Investing in a volatile and uncertain commodities market may cause a portfolio to rapidly increase or decrease in value 
which may result in greater share price volatility. Real estate has special risks including the possible illiquidity of underlying properties, credit risk, interest rate 
fluctuations and the impact of varied economic conditions. 

Alternative investments, such as hedge funds, private equity/private debt and private real estate funds, are speculative and involve a high degree of risk that is 
appropriate only for those investors who have the financial sophistication and expertise to evaluate the merits and risks of an investment in a fund and for which the 
fund does not represent a complete investment program. They entail significant risks that can include losses due to leveraging or other speculative investment 
practices, lack of liquidity, volatility of returns, restrictions on transferring interests in a fund, potential lack of diversification, absence and/or delay of information 
regarding valuations and pricing, complex tax structures and delays in tax reporting, less regulation and higher fees than mutual funds.  Hedge fund, private equity, 
private debt and private real estate fund investing involves other material risks including capital loss and the loss of the entire amount invested. A fund's offering 
documents should be carefully reviewed prior to investing. 

Hedge fund strategies, such as Equity Hedge, Event Driven, Macro and Relative Value, may expose investors to the risks associated with the use of short selling, 
leverage, derivatives and arbitrage methodologies. Short sales involve leverage and theoretically unlimited loss potential since the market price of securities sold 
short may continuously increase. The use of leverage in a portfolio varies by strategy. Leverage can significantly increase return potential but create greater risk of 
loss.  Derivatives generally have implied leverage which can magnify volatility and may entail other risks such as market, interest rate, credit, counterparty and 
management risks.  Arbitrage strategies expose a fund to the risk that the anticipated arbitrage opportunities will not develop as anticipated, resulting in potentially 
reduced returns or losses to the fund. 

An index is unmanaged and not available for direct investment.  

General Disclosures 

Global Investment Strategy (GIS) is a division of Wells Fargo Investment Institute, Inc. (WFII). WFII is a registered investment adviser and wholly owned subsidiary of 
Wells Fargo Bank, N.A., a bank affiliate of Wells Fargo & Company. 
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recommendation to buy, hold or sell securities. Do not use this report as the sole basis for investment decisions. Do not select an asset class or investment product 
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