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SUMMARY

o The UK economy is facing a range of challenges, from structural issues to the

energy crisis. PM Rishi Sunak needs to restore trust in the outlook for UK public
finances without asphyxiating the already-weak economy through an excessive
tax burden. We forecast a 2023 GDP decline of 1.6%. We expect consumer price
inflation of 6.0% in 2023.

After hiking by 50bp to 3.5% at its December meeting, we expect the Bank of
England to implement two more 50bp hikes before a final 25bp rate increase to
4.75% in May. But this could depend on the severity of the recession in the first
half of the year and whether the Federal Reserve hikes again in March. As of 19
December, market participants were pricing in a bank rate of 4.63% by June.

Even though in October many market participants (us included) feared that the
UK government bond market rout had an emerging-market flavour, the fall in
yields and sterling’s strengthening against the US dollar since then lead us to
believe that the new government has already regained some of the credibility the
UK lost around the time of the Truss mini-budget. Nevertheless, the Bank of
England’s resolve in its fight against inflation will also be crucial in avoiding
another sharp rise in long-term gilt yields.

We expect UK gilt yields to remain range bound between 3% and 3.8% next year,
driven by still-elevated inflation and higher policy rates on the one hand and
falling economic growth on the other. Forecasting the 10-year yield to end 2023
at 3.3%, we have recently moved from underweight to neutral on UK gilts.

STRUCTURAL CHALLENGES AND ERODED TRUST IN POLICYMAKING

The UK economy is facing a range of challenges, from structural issues (the most
obvious of which is Brexit) to the energy crisis. On top of this, investor confidence
in UK policy took a big hit under the short-lived premiership of Liz Truss, re-
sulting in additional interest-rate and risk premia for UK businesses and assets.

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
returns may increase or decrease as a result of currency fluctuations. There can be no assurance that these projections, forecasts or
expected returns will be achieved. The projection is not based on simulated past performance.
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Her successor, Rishi Sunak, faces a difficult task in trying to rebuild confidence. In
particular, he has to restore trust in the outlook for UK public finances without as-
phyxiating the UK’s already weak economy through an excessive tax burden.

From having forecast a sharp increase in net issuance of gilts under Liz Truss’s
premiership, on 17 November the UK Debt Management Office revised the UK gov-
ernment’s net refinancing requirement for the current fiscal year 2022-23 down
from GBP234.1 bn to GBP202.7 bn in the wake of the budget brought by the new
Chancellor of the Exchequer, Jeremy Hunt. Although not particularly conservative,
it still foresees more tax income (largely through tax-band freezes and windfall taxes
on energy groups) and less fiscal spending (through reduced support for energy
bills) than was planned in the ‘mini budget’ of his short-lived predecessor. This will
bring down the amount of net gilt issuance this fiscal year by GBP24.4 bn to
GBP169.5 bn.

UK consumers, whose real incomes have been hit by inflation, will soon also be
faced with new tax hikes. Meanwhile, weak business confidence is likely to weigh on
corporate investment plans. As a result, we expect the UK economy to contract by
1.6% in 2023, more than current Bloomberg consensus of -1.0%. Consumer price
inflation fell slightly from 11.1% year-on-year in October to 10.7% in November.
While the October reading may have represented the peak in inflation, we think the
descent will be gradual due to resilient services prices as well as the renewed rise in
utility bills in April 2023. Our forecast is for a very gradual descent in headline
consumer inflation to an average of 6.0% in 2023.

A COMPLICATED TASK LIES AHEAD FOR THE BANK OF ENGLAND

As expected by market participants, the Bank of England (BoE) hiked the bank
rate by 50bp to 3.5% at its December meeting. Six of the monetary committee’s
nine members voted for the 50 bp rise and one for a 75 bp rise, while two voted for
the bank rate to remain unchanged. The tone of the BoE’s statement was relatively
hawkish in our opinion, stating that it believes that inflation risks are still skewed
“to the upside” in particular due to high wage growth and a tight labour market.
The BoE, echoing the Federal Reserve (Fed) in the US, highlighted the still-high va-
cancies-to-unemployment ratio. As such, the Bank of England said a “forceful
monetary policy response” is needed, while it warned that more tightening is to
come.

As of 19 December, market participants were pricing in a 44bp hike at the BoE’s
next meeting on 2 February. We expect a 50bp hike, followed by another 50bp hike
in March. We then expect a final 25bp hike to 4.75% in May, shortly after the
further increase in energy bills due to take effect in April, because of the Bank’s
concerns about second-round inflation effects. But the hiking trajectory could
depend on the severity of the recession in the first half of the year (and whether the
labour market weakens), and the size of a Fed rate increase in March. While the
Bank of England obviously responds to domestic conditions, we think it is also
very influenced by policy-making in the euro area and in the US. As of 19 De-
cember, market participants were pricing in a bank rate of 4.63% by June 2023.

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
returns may increase or decrease as a result of currency fluctuations. There can be no assurance that these projections, forecasts or
expected returns will be achieved. The projection is not based on simulated past performance.
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Chart 1: UK policy rate and gilt yields Chart 2: US, UK and euro inflation swap curves
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INFLATION OUTLOOK WILL BE KEY FOR GILTS

Although the turbulence in the UK’s leadership and budget has caused havoc in
the gilt markets in recent months, yields have stabilised since Jeremy Hunt’s
fiscal statement on 17 November. After peaking at 4.47% on 10 October, the UK
10-year yield had fallen to 3.38% by 16 December, coming down 7bp in the wake of
the Bank of England’s December meeting alone (probably due to the bleak macroe-
conomic outlook outlined by the BoE, see chart 1).

Even though the amount of net gilt issuance the market will need to digest next year
is still unprecedented, the government’s commitment to bring down the UK
public debt-to-GDP ratio over the medium term seems to have reassured the
market somewhat. What’s more, UK inflation is showing signs of moderating,
and is likely to decelerate further next year given the ongoing economic slowdown.
This has led sterling inflation swap curves to come down significantly, with one-
year inflation expectations at 6.25% and 10-year expectations at 3.5% (on 16 Decem-
ber, see chart 2). While still well above the BoE’s 2% target, this moderation has
helped to drive gilt yields lower recently.

Another important contributor to their fall has been the sharp drop in inflation-
linked bond yields, which had surged on the back of massive selling by UK liability-
driven investment funds’ in the wake of the ill-fated September “mini-budget”. Alt-
hough the BoE mini-quantitative easing quickly helped to restore some normality to
the market, the 10-year inflation-linked government bond yield only fell back into
negative territory in late October (after peaking at 1.23% on 10 October). It cur-
rently stands at -0.30% (on 19 December).

Even though in October many market participants (us included) saw hints of an
emerging-market crisis in the UK government bond market rout, the fall in yields

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
returns may increase or decrease as a result of currency fluctuations. There can be no assurance that these projections, forecasts or
expected returns will be achieved. The projection is not based on simulated past performance.
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and sterling’s strengthening against the US dollar since then shows the new
government has regained some of the UK’s lost credibility. Nevertheless, the
Bank of England’s resolve in its fight against inflation will also be also crucial in
avoiding another sharp rise in long-term gilt yields.

We expect UK gilt yields to remain range bound between 3% and 3.8% next year,
driven by still-elevated inflation and higher policy rates on the one hand and falling
economic growth on the other. Forecasting the 10-year yield to end 2023 at 3.3%,
we have recently moved from an underweight to neutral position on UK gilts.

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
returns may increase or decrease as a result of currency fluctuations. There can be no assurance that these projections, forecasts or
expected returns will be achieved. The projection is not based on simulated past performance.
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and guidance (the “FCA Hand-
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complete its suitability assess-
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ent’s ability to absorb financial
risk. Should its addressee de-
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tion and other financial, legal
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Any information contained in
this document is disclosed for
information purposes only,
and neither the producer nor
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liable for any fluctuation of
the price of the securities. No
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mance. The opinions ex-
pressed reflect an objective
evaluation of information
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tioned in this document. It is
also expressly noted that fore-
casts are not a reliable indica-
tor of future performance,
while past performance is not
a reliable indicator of future
results.
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decisions when you fully un-
derstand the relevant financial
product and the involved
risks. In particular, the rele-
vant product documentation
(such as the issuance pro-
gram, final terms, prospectus,
simplified prospectus and key
(investor) information docu-
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the latest version of them



UK MACRO AND RATES 2023 OUTLOOK
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product document, you
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respective KID/KIID/other
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Pictet London Branch is not
the manufacturer of the prod-
uct(s) and the KID/KIID/other
product document is provided
by a third party. The
KID/KIID/other product docu-
ment is obtained from sources
believed to be reliable. Pictet
London Branch does not make
any guarantee or warranty as
to the correctness and accu-
racy of the data contained in
the KID/KIID/other product
document. Pictet London
Branch may not be held liable
for an investment decision or
other transaction made based
on reliance on, or use of, the
data contained in the
KID/KIID/other product docu-
ment.

By subscribing to the prod-
uct(s) proposed herein, you
acknowledge that you have (i)
received, in good time, read
and understood any relevant
documentation linked to the
product(s), including, as the
case may be, the respective
KID/KIID/other product docu-
ment; (ii) taken note of the
product(s) restrictions; and
(iii) meet the applicable sub-
jective and objective eligibility
conditions to invest in the
product(s).

Pictet London Branch may, if
necessary, rely on these
acknowledgements and re-
ceive your orders, to transmit
them to another professional,
or to execute them, according
to the relevant clauses of your
mandate, as well as the Terms
and Conditions of Pictet Lon-
don Branch.
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any recipient of this docu-
ment. Investors should seek
independent financial advice
regarding the appropriateness
of investing in any Invest-
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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-
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tioned in this document may
fall as well rise. The market
value may be affected by,
amongst other things, changes
in economic, financial, politi-
cal factors, time to maturity,
market conditions and volatil-
ity, and the credit quality of
any issuer or reference issuer.
Furthermore, foreign currency
rates of exchange may have a
positive or adverse effect on
the value, price or income of

PICTET WEALTH MANAGEMENT

any Investment mentioned in
this document. Accordingly,
investors must be willing and
able to assume all risks and
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from sources believed to be
reliable, BPCAL/Pictet HK
Branch is not able to, and do
not make any representation
or warranty as to its accuracy
or completeness. Accordingly,
BPCAL/Pictet HK Branch ac-
cepts no liability for loss aris-
ing from the use of or reliance
on this document presented
for information purposes only.
BPCAL/Pictet HK Branch re-
serves the right to act upon or
use any of the information in
this document at any time, in-
cluding before its publication
herein.

BPCAL/Pictet HK Branch and
its affiliates (or employees
thereof) may or may not have
long or short positions in, and
buy or sell, or otherwise have
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



UK MACRO AND RATES 2023 OUTLOOK

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
circulated to employees
and/or one or more clients of
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fore this document was re-
ceived by you and such infor-
mation may have been acted
upon by such recipients or by
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This document is provided
solely for the information of
the intended recipient only
and should not be repro-
duced, published, circulated
or disclosed in whole or in
part to any other person with-
out the prior written consent
of BPCAL/Pictet HK Branch.

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
(Cap. 289 of Singapore)
(“SFA") or any person or entity
who is a citizen or resident of
or located in any locality,
state, country or other juris-
diction 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 Au-
thority of Singapore ("MAS”")
under the Banking Act Cap. 50
of Singapore, an exempt finan-
cial adviser under the Finan-
cial Advisers Act Cap. 110 of
Singapore (“FAA”) and an ex-
empt capital markets licence
holder under the SFA. Please
contact BPCAL in Singapore in
respect of any matters arising
from, or in connection with
this document.

Hong Kong

This document is not directed
to, or intended for distribu-
tion, publication to or use by,
persons who are not “profes-
sional investors” within the
meaning of the Securities and
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Futures Ordinance (Chapter
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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
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management) regulated activi-
ties. The registered address of
Pictet HK Branch is 9/F.,
Chater House, 8 Connaught
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Warning: The contents of this
document have not been re-
viewed by any regulatory au-
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advised to exercise caution in
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contents of this document,
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