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Daiwa’s View 

The Fed’s “dividing line between safety and 

destruction” 

 Federal funds rate of 6%? 

 

 

 
People do have feelings. They’ll always bring emotions and foibles to their economic and investing decisions. As a result, they’ll become euphoric 
at the wrong time and despondent at the wrong time —exaggerating the upside potential when things are going well and the downside risk when 
things are going poorly —and thus they’ll take trends to cyclical extremes. (Howard Marks) 

 
The Fed’s “dividing line between safety and destruction” 
In the dot plot at the June FOMC meeting, the Fed projected the federal funds rate for end-
2023 to be 5.5~5.75%. Fed Chair Jerome Powell said that two additional rate hikes within 
2023 would be appropriate. This appears to be a reasonable response in light of stronger-
than-expected economic performance. 
 
The problem is that the Fed will be forced to conduct additional rate hikes if the economy 
remains strong. BOJ Governor Kazuo Ueda expressed concern about the risks that would 
be caused by such developments, saying that they would lead to “strong downward 
pressure.” If the Fed were forced to increase interest rates higher than 6% in 2H 2023 amid 
a continuation of this trend, I think it would be stepping over the “dividing line between safety 
and destruction” that is envisaged by two factors—the true value of the US economy and the 
limit for negative yields. 

 

 BOJ Governor Kazuo Ueda (16 Jun 2023)   
One more point is that, in my view, economic and price conditions are judged to be slightly stronger than previously projected, as shown by the 
Fed’s latest revision to its projections. If this situation continues, I think that this would necessitate additional rate hikes, and that the 
combination of such hikes and the accumulated effects of rate hikes thus far could hold the risk of causing strong downward pressure on the 
economy a little further in the future. 

 
 30-year US yield has not exceeded 4% since the beginning of the year 

As previously reported, the 30-year US yield has not exceeded 4% since the beginning of 
the year. The 30-year yield is a yield that reflects the true value of the US economy from a 
long-term perspective. The fact that the 30-year yield is unable to top 4% appears to suggest 
that 4% is an unsustainable level for the current US economy. 
 
30Y UST Yield 

 
Source: Bloomberg; compiled by Daiwa Securities.  
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 Daiwa’s View: 27 June 2023 

 
 The limit for negative yields is slightly more than -1.5% 

If the Fed were to continue to raise interest rates, we would inevitably see either a rise in 
the 10-year yield or flattening of the yield curve (deepening of negative yields). However, 
there is a certain limit to negative yields. Therefore, if the Fed were to continue to 
implement additional rate hikes, the 10-year yield would reach a critical point above 4% at 
some point. Since 1992, the limit for negative yields has been slightly more than -1.5%. 

 
10Y UST Yield, FF Rate  Limit of Negative Yields (10Y yield – FF rate) 

 

 

 

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

 
 “Dividing line between safety and destruction” is federal funds rate of 6% 

Currently, the market is pricing in only one more rate hike. In that case, the effective 
federal funds rate would be projected to be 5.35% and the 10-year yield level (after taking 
into consideration the limit for negative yields) would be 3.75%. If the Fed were to 
implement two more rate hikes in line with the dot plot, this would raise the effective federal 
funds rate to 5.6% and the 10-year yield to exactly 4%. The economy might be able to 
withstand that (unless a credit crunch occurs). However, if the Fed were to raise interest 
rates higher than 6% by making additional rate hikes above and beyond the current dot 
plot, the 10-year US yield would clearly top 4%. In that case, the level of the 10-year US 
yield would likely substantially exceed the true value of the economy, which is indicated by 
the 30-year yield. Considering this, I think that a federal funds rate of 6% would be a 
dangerous line, and that collapses would likely occur (such as US bank bankruptcies or a 
sudden credit crunch). 
 
Outlook for Rate Hikes and Yield Level (%) 

 
Source: Compiled by Daiwa Securities. 
 

Looking at recent data, I think, in the end, cooling down employment and inflation may 
prove difficult unless the Fed raises interest rates to a level that “breaks something.” 
Needless to say, if possible, we would like to see inflation cool down before the Fed steps 
over the “dividing line between safety and destruction.” We will get a clearer idea of the 
likely consequences of the Fed’s strategic decisions around the time of the Jackson Hole 
conference in late August—whether 5.75% will become the peak in the current rate hike 
cycle or the Fed will decide to raise interest rates higher than 6%. 
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