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SUMMARY

e The 10-year US Treasury yield rose from a low of 3.31% on 6 April to a high of

4.34% on 21 August, the highest level since 2007, primarily driven by higher real
yields. This reflected, in part, more resilient-than-expected US economic activity,
which opened the door for higher-for-longer US Federal Reserve (Fed) policy
rates. The downgrade of the US’s credit rating by Fitch at the start of August
against the backdrop of a surge in the federal government’s deficit as well as the
Bank of Japan’s (Bo]) tweak of yield curve control around the same time likely
also contributed to the increase in long-term US yields.

The term premium is a key component in any assessment of the future direction
of the 10-year Treasury yield. A number of factors are likely driving the extra yield
that investors are demanding for holding longer-dated US debt. These include the
uncertainty surrounding the country’s fiscal trajectory as a growing budget deficit
could lead to ever-increasing Treasury supply. Greater macroeconomic volatility
could also drive the term premium higher.

Both the postponement of our call for a US recession to H1 2024 and the
probability of a structural increase in the term premium lie behind our decision
to raise our year-end forecast for the 10-year Treasury yield from 3.5% to 4%,
which is still lower than the 4.26% at which it is trading currently (as of 8
September). There is a chance the 10-year yield ends lower than this if recession
fears take hold in the market sooner than we expect. It is against this backdrop
that we remain overweight US Treasuries.

TREASURY YIELDS SURGED OVER THE SUMMER

Bond market volatility has receded from the heights reached in March in response
to the failure of several regional banks in the US. The 10-year US Treasury yield rose
from a low of 3.31% on 6 April to a high of 4.34% on 21 August, the highest level
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since 2007. The rise was primarily driven by higher real yields (see chart 1), reflecting
more resilient-than-expected US economic activity (see chart 2), which suggested
that Fed policy rates could remain persistently high. Indeed, the US consumer is
holding up remarkably well for now, as shown by solid consumption numbers in
Hi.

Along with positive economic surprises, Fitch’s downgrade of the US’s public debt
rating from AAA to AA+ on 1 August put upward pressure on the 10-year yield. The
ratings downgrade was in part due to deteriorating US government debt dynamics
and the expanded debt issuance announced by the US Treasury Department to fund
the growing US deficit.

Another factor that maintained upward pressure on the US 10-year yield during the
summer was the Bank of Japan’s (BoJ]) decision to further tweak yield curve control,
which caught investors by surprise. Creating a degree of ambiguity about its inten-
tions, the BoJ widened the previous +/- 50bps trading band for the 10-year Japanese
government bond (JGB) yield, to +/- 100 bps in effect raising the hard yield cap to
1.0%. This decision could prompt Japanese investors to shift out of global markets
and back to domestic bonds if yields in Japan continue to increase, as the 10-year
JGB yield has already risen since the beginning of the year (by 24 bps, to 0.66% at
time of writing).

Chart 1: 10-year US Treasury yield, breakdown be- Chart 2: 10-year US Treasury yield vs. Citigroup’s
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TERM PREMIUM AS A DRIVER OF US TREASURY YIELDS

On 31 July, the US Treasury Department released surprisingly elevated borrowing
estimates for the coming quarters due to falling revenues and increasing outlays.
The rising gap between spending and revenues led to a significant US deficit at
USD1.8 trn in Q2 2023 The Congressional Budget Office (CBO) projects the deficit
to increase further in the coming years. The fall in government receipts was partly
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due to delayed tax collection in California, reduced wealth and income taxes on fi-
nancial assets due to poor market performance in 2022 and decreasing Fed’s remit-
tances.

Moreover, the US Treasury Department announced its intention to rebuild its cash
balance to USD750 bn by the end of the year. It therefore revised up its expected net
issuance for Q3 2023 to USD1.01 trn and announced a further USD852 bn of net
issuance for Q4 (considering the Fed’s System Open Market Account (SOMA) re-
demptions). Although most of this will still be financed by US Treasury Bills, US
Treasury Notes and Bonds issuance was also set to expand.

The erosion of US public debt governance was also cited by Fitch as contributing to
its decision to downgrade its rating of US sovereign debt. Repeated political cliff-
hangers involving the US debt ceiling have eroded confidence in fiscal management.
Increased political polarisation in the US makes it difficult to find common ground
on important fiscal matters.

The rise in Treasury yields is already having a painful effect on US government cof-
fers. The rapid increase in interest payments, which reached a record high of
USD970 bn in Q2 (see chart 3), representing 3.6% of GDP, has raised further con-
cerns on how the government will cope with higher-for-longer interest rates. At
15% of total federal expenditures, the burden of interest payments has reached a
level not seen for over 20 years.

In addition, recent estimates suggest that, instead of reducing the US deficit, as pre-
viously forecasted by the US Congressional Budget Office (CBO), the Inflation Re-
duction Act (IRA)' could have a neutral or negative impact on the federal budget.
This is because the US government may have underestimated the demand for tax
credits related to electric vehicles and advanced manufacturing, among other things.

Uncertainties surrounding the US fiscal trajectory have spread to investors, and
likely pushed up the US 10-year Treasury term premium (the compensation that
investors require for bearing the risk of holding longer-term bonds over short-term
ones). Due to the rising US Federal government deficit and the related increase in
Treasuries issuance, investors seem to be demanding a higher risk premium to ab-
sorb the additional net supply. According to the Adrian, Crump & Moench model?,
the term premium on the 10-year US Treasury yield has become less negative since
the end of July, moving from -80 bps (on 28 July) to -24 bp on (6 September). But
beyond increased supply, there are other factors to consider.

Macroeconomic uncertainty seems to be another important factor driving changes
of the term premium (see chart 4). Considering today’s resilient economy, macro un-
certainty may recede temporarily as the disinflation process continues and the fears
of an immediate recession diminish. However, data could start to deteriorate ahead
of the recession we expect in H1 2024, increasing macroeconomic volatility. This,
combined with investors’ demands for a higher compensation for rising Treasury
issuance, could lead to a structurally higher term premium and hence higher long-
term yields even beyond this year.

" https://www.crfb.org/blogs/ira-energy-provisions-could-cost-two-thirds-more-originally-estimated
2 Term premium based on Adrian, Crump & Moench model (2013): https://www.newyorkfed.org/research/data_indica-
tors/term-premia-tabs#/overview
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Chart 3: US Federal government interest debt pay- Chart 4: 10-year US Treasury term premium’ vs.
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MACRO UNCERTAINTY IS THE MAIN RISK TO OUR FORECAST

The US economy has proved remarkably resistant to the Fed’s rate-hiking cycle so
far and lags in monetary policy transmission to the real economy seem to be taking
longer than in previous cycles. We are now expecting the US economy to decelerate
in Q4 (rather than Q3) and to tip into a shallow contraction in H1 2024. Hence, we
have raised our real US GDP growth forecast for 2023 to 2.1% from 1.6%. Due to our
expectations for negative growth in H1, along with decelerating inflation, we expect
the Fed to start cutting policy rates at the end of Q2 2024, with a total of 150bps of
cuts in the Fed funds rate by the end of next year. This compares to the 90 bps of
cuts currently being priced in by the Fed funds futures market (on 8 September).

Both the postponement of the US recession from H2 this year to H1 next year in our
scenario as well as the likelihood of a structural increase in the term premium lie
behind our decision to raise our year-end forecast for the 10-year US Treasury yield
from 3.5% to 4%. But the 10-year yield could end the year lower if recession fears
take hold in the market sooner than we expect. It is against this backdrop that we
remain overweight US Treasuries.

On the fiscal front, talks over the federal budget for 2024 could lead to a govern-
ment shutdown if no agreement is reached by 1 October 2023, bringing the erosion
of fiscal governance in the US back into focus. In the medium term, our scenario
may also be challenged by the US’s fiscal trajectory, especially as the 2024 presiden-
tial and congressional elections approach. Future budgetary policy, and hence the
supply of Treasuries, will largely depend on the outcome of these elections,
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acknowledge that you have (i)
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6 OF 7 FLASH NOTE

to the relevant clauses of your
mandate, as well as the Terms
and Conditions of Pictet Lon-
don Branch.

The content of this document
shall only be read and/or used
by its addressee. Any form of
reproduction, copying, disclo-
sure, modification and/or
publication in any form or by
any means whatsoever is not
permitted without the prior
written consent of Pictet Lon-
don Branch and no liability
whatsoever will be incurred by
Pictet London Branch. The ad-
dressee of this document
agrees to comply with the ap-
plicable laws and regulations
in the jurisdictions where they
use the information provided
in this document.

Pictet London Branch isa
branch of Bank Pictet & Cie
(Europe) AG. Bank Pictet &
Cie (Europe) AG is a credit in-
stitution incorporated in Ger-
many and registered with the
Handelsregister, the German
Commercial Register under
the no. HRB 131080. Its head
office is at Neue Mainzer Str.
1, 60311 Frankfurt am Main,
Germany. Bank Pictet & Cie
(Europe) AG is authorised and
regulated by the Bundesan-
stalt fiir Finanzdienstleistung-
saufsicht, the German Federal
Financial Supervisory Author-
ity (BaFIN)

Pictet London Branch is regis-
tered as a UK establishment
with Companies House (es-
tablishment number
BR016925) and its UK estab-
lishment office address is
Stratton House, 6th Floor, 5
Stratton Street, London W1J
8LA. Authorised by the Pru-
dential Regulation Authority
(PRA) and subject to regula-
tion by the Financial Conduct
Authority (FCA) and limited
regulation by the Prudential
Regulation Authority. Details
about the extent of our regula-
tion by the Prudential Regula-
tion Authority are available
from us on request.

Distributors: Bank Pictet & Cie
(Asia) Ltd ("BPCAL") in Singa-
pore and/or Banque Pictet &
Cie SA, Hong Kong Branch
(“Pictet HK Branch”) in Hong
Kong.

The information, tools and
material presented in this doc-
ument are provided for infor-
mation purposes only and are
not to be used or considered
as an offer, an invitation to of-
fer or solicitation to buy, sell
or subscribe for any securities,
commodities, derivatives, (in
respect of Singapore only) fu-
tures, or other financial instru-
ments (collectively referred to
as “Investments”) or to enter
into any legal relations, nor as
advice or recommendation
with respect to any Invest-
ments. This document is in-
tended for general circulation
and it is not directed at any
particular person. This docu-
ment does not have regard to
the specific investment objec-
tives, financial situation
and/or the particular needs of
any recipient of this docu-
ment. Investors should seek
independent financial advice
regarding the appropriateness
of investing in any Invest-
ments or adopting any strate-
gies discussed in this docu-
ment, taking into account the
specific investment objectives,
financial situation or particu-
lar needs of the investor, be-
fore making a commitment to
invest.

BPCAL/Pictet HK Branch has
not taken any steps to ensure
that the Investments referred
to in this document are suita-
ble for any particular investor,
and accepts no fiduciary du-
ties to any investor in this re-
gard, except as required by
applicable laws and regula-
tions. Furthermore,
BPCAL/Pictet HK Branch
makes no representations and
gives no advice concerning the
appropriate accounting treat-
ment or possible tax conse-
quences of any Investment.
Any investor interested in buy-
ing or making any Investment
should conduct its own inves-
tigation and analysis of the In-
vestment and consult with its
own professional adviser(s) as
to any Investment including
the risks involved.

This document is not to be re-
lied upon in substitution for
the exercise of independent
judgment. The value and in-
come of any Investment men-
tioned in this document may
fall as well rise. The market
value may be affected by,
amongst other things, changes
in economic, financial,

PICTET WEALTH MANAGEMENT

political factors, time to ma-
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interest in, any of the Invest-
ments mentioned herein, and
may or may not have relation-
ships with the issuers of or en-
tities connected with Invest-
ments mentioned in this docu-
ment. BPCAL/Pictet HK
Branch and their affiliates (or
employees thereof) may act
inconsistently with the infor-
mation and/or opinions pre-
sented in this document.

The information used to pre-
pare this document and/or
any part of such information,
may have been provided or
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fore this document was re-
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mation may have been acted
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This document is provided
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duced, published, circulated
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Singapore

This document is not directed
to, or intended for distribu-
tion, publication to or use by,
persons who are not accred-
ited investors, expert investors
or institutional investors as
defined in section 4A of the
Securities and Futures Act
2001 (“SFA") or any person or
entity who is a citizen or resi-
dent of or located in any local-
ity, state, country or other ju-
risdiction where such distribu-
tion, publication, availability
or use would be contrary to
law or regulation or would
subject BPCAL and any of its
affiliates or related corpora-
tions to any prospectus or reg-
istration requirements.

BPCAL is a wholesale bank
regulated by the Monetary
Authority of Singapore
(“MAS”) under the Banking
Act 1970 of Singapore, an ex-
empt financial adviser under
the Financial Advisers Act
2001 of Singapore (“FAA") and
an exempt capital markets li-
cence holder under the SFA.
Please contact BPCAL in Sin-
gapore in respect of any mat-
ters arising from, or in connec-
tion with this document.
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quirements. If you do not want
Pictet HK Branch to use your
personal information for mar-
keting purposes, you can re-
quest Pictet HK Branch to
stop doing so without incur-
ring any charge to you.

In distributing an investment
product as agent for a third
party service provider, Pictet
HK Branch distributes the
product for the third party ser-
vice provider and the product
is a product of the third party
service provider but not Pictet
HK Branch. In respect of an el-
igible dispute (as defined in
the Terms of Reference for the
Financial Dispute Resolution
Centre in relation to the Fi-
nancial Dispute Resolution
Scheme) arising between Pic-
tet HK Branch and you out of
the selling process or pro-
cessing of the related transac-
tion, Pictet HK Branch is re-
quired to enter into a Finan-
cial Dispute Resolution
Scheme process with you;
however any dispute over the
contractual terms of the prod-
uct should be resolved directly
between the third party ser-
vice provider and you.

Banque Pictet & Cie SAis a
limited liability company in-
corporated in Switzerland. It is
an authorized institution
within the meaning of the
Banking Ordinance and a reg-
istered institution (CE No.:
BMG891) under the SFO car-
rying on Type 1 (dealing in se-
curities), Type 4 (advising on
securities) and Type 9 (asset

management) regulated activi-
ties. The registered address of
Pictet HK Branch is 9/F.,
Chater House, 8 Connaught
Road Central, Hong Kong.

Warning: The contents of this
document have not been re-
viewed by any regulatory au-
thority in Hong Kong. You are
advised to exercise caution in
relation to the offer. If you are
in any doubt about any of the
contents of this document,
you should obtain independ-
ent professional advice.
Please contact Pictet HK
Branch in Hong Kong in re-
spect of any matters arising
from, or in connection with
this document.
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