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SUMMARY 

• Inflation in the UK has been higher and more persistent than the Bank of 
England (BoE) expected. Following the large upside surprise in April core CPI, 
market participants expect inflation to remain around 4% for over the next five 
years, well above the BoE’s 2% long-term target. 

• As a result, the path for BoE rates has been repriced materially higher, with a 
peak rate close to 5.5%. The two-year UK gilt yield, which is more sensitive to 
monetary policy, has already moved up to 4.43%, while the 10-year yield was well 
above its US counterpart at 4.27% (on 30 May). 

• Although current market pricing looks elevated to us given our forecast for an 
economic slowdown and lower headline inflation in H2, we expect that 10-year 
gilt yields could remain above 4% for some time. As such, we have revised our 
year-end forecast higher, from 3.3% to 4.0%. 

• Finally, UK gilts have become increasingly attractive for foreign investors now 
that they offer the highest yields in the core sovereign bond space, even once 
hedging costs are taken into account. But for investors’ confidence to be retained, 
both the BoE and the UK government need to stay the course in keeping the UK 
public debt trajectory on a sustainable path. 

STICKY INFLATION STILL EXPECTED TO EASE IN H2 2023 

Strong inflation data have put renewed pressure on the BoE to hike rates further 
over the next few months, and to keep them at higher levels for longer than initially 
anticipated. While lower energy prices have pushed headline CPI lower, to 8.7% 
year-over-year in April, core inflation unexpectedly rose to 6.8% driven by both 
goods and services. Special factors likely played a role in April, including some de-
gree of indexation of CPI components based on past energy prices, but by and large 
there is no escaping the stickiness of core inflation in the UK.  
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Services inflation remains particularly high and sticky, adding to the risks of a de-
anchoring in expectations by more than in most other developed economies. Wage 
growth may have peaked following a large increase at the start of this year, but at 6-
7% it remains well above the level consistent with the BoE’s definition of price sta-
bility. Meanwhile, indicators of labour market tightness are still consistent with on-
going upward pressure on pay growth.  

On a more encouraging note, supply chains are still improving and imported infla-
tion easing, consistent with a decline in core goods inflation over the coming 
months. At the headline level, lower energy and food prices will likely push CPI 
inflation lower in H2, and below 5% by the end of the year according to our 
forecasts. 

Although we still view a weak supply-side as the UK’s main source of underlying 
inflationary pressures, the latest indicators have also been consistent with resilient 
demand. Credit conditions have tightened significantly but the overall impact on 
the real economy has been relatively contained so far. Real GDP has been essentially 
flat since early 2022, meaning that the UK has avoided the (large) recession that eve-
ryone anticipated. The labour market has been resilient, and retail sales have re-
cently surprised to the upside. True, most of the tailwinds to household consump-
tion have come from the fall in energy prices, but the broader economy has 
proved to be much more resilient than expected. 

Chart 1: breakdown of UK CPI inflation drivers 

 
Source: Pictet WM CIO Office & Macro Research, ONS, 24 May 2023 

At the May meeting of the Monetary Policy Committee, the BoE said that further 
monetary tightening would be required “if there were to be evidence of more persis-
tent pressures”. Since then, Governor Bailey reiterated the BoE’s “absolute commit-
ment” to price stability, although the BoE’s policy stance will remain data depend-
ent and flexible. Our base case had been for the BoE to deliver a final rate hike in 
June, to 4.75%, but recent data will likely force them to err on the hawkish side 
until they see convincing evidence of a turnaround in inflation dynamics. 
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THE HIGHEST YIELDER 

In this context, market participants have repriced the path for UK policy rates 
higher, with a terminal rate not far from 5.5% by the end of the year (implying 
almost three more rate hikes, on 30 May), and only limited rate cuts priced in there-
after. Meanwhile, the UK inflation swap curve now shows headline inflation 
around 4% over the next five years, which is well above the BoE’s 2% long-term 
target (see chart 2).  

This sharp repricing of the BoE’s expected rate path has caused a surge in UK sover-
eign bond yields, with the two-year yield, which is more sensitive to monetary pol-
icy, reaching 4.43% (on 30 May, see chart 3). This is not far from the levels it reached 
last September during the scare around the ‘mini budget’ of ex-prime minister Liz 
Truss. The 10-year UK gilt yield now trades well above its US counterpart at 
4.27% (against 3.70%, on 30 May), making it the highest yielder among long-
dated core sovereign bonds.  

Chart 2: US, UK and euro inflation swaps curves 

 
Source: Pictet Wealth Management, Bloomberg Finance, 
L.P., 30.05.2023 

 Chart 3: UK policy rate and sovereign bond yields 

 
Source: Pictet Wealth Management, FactSet, 30.05.2023 

Although current market pricing seems elevated to us given the risk of slowing 
economic growth and base effects that should lower headline inflation in H2, we 
expect that 10-year gilt yields could remain above 4% for some time. Neverthe-
less, the fact that investors’ base seems to be slowly shifting, with UK pension 
funds lowering their share of gilts holdings as a percentage of total outstanding 
(from 26.5% in Q4 2021 to 24.2% in Q4 2022), while foreigners have increased theirs 
(from 28.3% in Q4 2021 to 30.9% in Q4 2022 according to the Office for National 
Statistics (ONS)), suggests that the recent surge in yields could be somewhat 
capped.  

In fact, not only do most UK sovereign bonds trade at higher yields than their US 
counterparts across the curve, once hedged, the yield pick-up is even higher for 
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US dollar investors (+60 bps for a three-month GBPUSD hedge) and with a three-
month EURGBP hedging cost of only 1.4% annualised, the 10-year gilt yield once 
hedged in euros still remains higher than its German counterpart (2.83% versus 
2.36% for the 10-year German Bund, on 30 May). This likely explains the increas-
ing inflows from foreigners into the gilt market at the expense of UK pension 
funds, which may have downsized their gilt allocation in the aftermath of the liabil-
ity-driven investment (LDI) strategies debacle last autumn.  

In a context where elevated and sticky inflation could keep the BoE on its toes, 
we have revised our 10-year gilt yield year-end forecast significantly higher, 
from 3.3% to 4.0%, believing persistently high rates will likely be needed to tackle 
inflation. However, we do not expect the recent surge in yields to continue in 
H2, both because of deteriorating economic growth prospects and falling inflation 
thanks to favourable base-effects. Finally, UK gilts have become increasingly at-
tractive for foreign investors now that they offer the highest yields in the core 
sovereign bond space, even once hedging costs are taken into account. But for in-
vestors’ confidence to be retained both the BoE and the UK government need to 
stay the course in maintaining the UK public debt trajectory on a sustainable path.  
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the supervision of the Swiss 
Financial Market Supervisory 
Authority (FINMA). 
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ument are disclosed for infor-
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recommendation, either gen-
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liable for them, nor do they 
constitute an offer or an invi-
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the purposes of the relevant 
EU MiFID provisions. All infor-
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good faith, but no representa-
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implied, is made as to its accu-
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Except for any obligations that 
any entity of the Pictet Group 
might have towards the ad-
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tained herein. In case this doc-
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income of one or more securi-
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is based on rates from the cus-
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The market value of financial 
instruments may vary on the 
basis of economic, financial or 
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term, market conditions, the 
volatility and solvency of the 
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not be readily realizable since 
the market in the securities 
can be illiquid. Moreover, ex-
change rates may have a posi-
tive or negative effect on the 
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of the securities or the related 
investments mentioned in this 
document. When investing in 
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note that the political and 
economic situation in those 
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plied warranty is given as to 
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ver, forecasts are not a reliable 
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mance. The content of this 
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dressee of this document 
agrees to comply with the ap-
plicable laws and regulations 
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use the information repro-
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reserved. Copyright 2022. 
Distributor: Pictet & Cie (Eu-
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cation distributed by Pictet 
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ther a personal recommenda-
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in the Financial Conduct Au-
thority’s Handbook of rules 
and guidance (the “FCA Hand-
book”)), nor the results of in-
vestment research within the 
meaning of the FCA Hand-
book. Moreover, it does not 
constitute an offer, or an invi-
tation to buy, sell or subscribe 
to securities or other financial 
instruments, nor is it meant as 
a proposal for the conclusion 
of any type of agreement. Fur-
thermore, this document 
should not be considered a 
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London Branch has not re-
ceived all the necessary infor-
mation on the recipient to 
complete its suitability assess-
ment that covers the recipi-
ent’s knowledge and experi-
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ment needs and the recipi-
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risk. Should its addressee de-
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product referred to herein, 
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sibility, and the suitability/ap-
propriateness of the transac-
tion and other financial, legal 
and tax aspects should be as-
sessed by an expert. 
Any information contained in 
this document is disclosed for 
information purposes only, 
and neither the producer nor 
the distributor can be held 

liable for any fluctuation of 
the price of the securities. No 
express or implied warranty is 
given as to future perfor-
mance. The opinions ex-
pressed reflect an objective 
evaluation of information 
available to the general public, 
such as rates from customary 
sources of financial infor-
mation. The market value of 
securities mentioned may vary 
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conditions, the volatility and 
solvency of the issuer or the 
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exchange rates may have a 
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casts are not a reliable indica-
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while past performance is not 
a reliable indicator of future 
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decisions when you fully un-
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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-
ment), as well as Appendix 4: 
Risk Warnings Relating to 
Trading in Financial Instru-
ments of the Terms and Con-
ditions of Pictet London 
Branch, shall be read. Struc-
tured products are complex fi-
nancial products and involve a 
high degree of risk. The value 
of structured products de-
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vided with a link to access the 
respective KID/KIID/other 
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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. 
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branch of Pictet & Cie (Eu-
rope) S.A.. Pictet & Cie (Eu-
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fice is at 15A, avenue J.F. Ken-
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with Companies House (es-
tablishment number 
BR016925) and its UK estab-
lishment office address is 
Stratton House 6th Floor, 
London, 5 Stratton Street, 
W1J 8LA. 
Authorised and regulated by 
the Commission de Surveil-
lance du Secteur Financier. 
Deemed authorised by the 
Prudential Regulation Author-
ity. Subject to regulation by 
the Financial Conduct Author-
ity and limited regulation by 
the Prudential Regulation Au-
thority. Details of the Tempo-
rary Permissions Regime, 
which allows EEA-based firms 
to operate in the UK for a lim-
ited period while seeking full 
authorisation, are available on 
the Financial Conduct Author-
ity’s website. 
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, 
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ties to any investor in this re-
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applicable laws and regula-
tions. Furthermore, 
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gives no advice concerning the 
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stitute the investment policy 
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or an investment recommen-
dation, and merely contains 
the different assumptions, 
views and analytical methods 
of the analysts who prepared 
them. Furthermore, the infor-
mation, opinions and esti-
mates expressed herein reflect 
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of publication and are subject 
to change without notice and 
without any obligation on 
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update any of them.  
BPCAL/Pictet HK Branch may 
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other reports or documents 
that are inconsistent with, and 
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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 
BPCAL/Pictet HK Branch be-
fore this document was re-
ceived by you and such infor-
mation may have been acted 
upon by such recipients or by 
BPCAL/Pictet HK Branch. 
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 

Futures Ordinance (Chapter 
571 of the Laws of Hong 
Kong) and any rules made 
thereunder (the “SFO”) or any 
person or entity who is a citi-
zen or resident of or located in 
any locality, state, country or 
other jurisdiction where such 
distribution, publication, 
availability or use would be 
contrary to law or regulation 
or would subject Pictet HK 
Branch and any of its affiliates 
or related corporations to any 
prospectus or registration re-
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 dis-
tributing investment products 
as agents for third party ser-
vice providers, Pictet HK 
Branch is an agent of the third 
party service provider and the 
product is a product of the 
third party service provider 
but not Pictet HK Branch. In 
respect of an eligible dispute 
(as defined in the Terms of 
Reference for the Financial 
Dispute Resolution Centre in 
relation to the Financial Dis-
pute Resolution Scheme) aris-
ing between Pictet HK Branch 
and you out of the selling pro-
cess or processing of the re-
lated transaction, Pictet HK 
Branch is required to enter 
into a Financial Dispute Reso-
lution Scheme process with 
you; however any dispute over 
the contractual terms of the 
product should be resolved 
between directly the third 
party service provider and 
you. 
Banque Pictet & Cie SA is 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.  
Distributor: Pictet Bank & 
Trust Limited, where regis-
tered office is located at Build-
ing 1, Bayside Executive Park, 
West Bay Street & Blake Road, 
Nassau, New Providence, The 
Bahamas. 
The document is not directed 
to, or intended for distribution 
or publication to or use by 
persons who are not Accred-
ited Investors (as defined in 
the Securities Industry Regula-
tions, 2012) and subject to the 
conditions set forth in the Se-
curities Industry Regulations, 
2012 or to 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 Pictet Bank & Trust 
Limited to any prospectus or 
registration requirements. Pic-
tet Bank & Trust Limited is in-
corporated in The Bahamas 
with limited liability. It is a 
bank and trust company that 
is licensed in accordance with 
the Banks and Trust Compa-
nies’ Regulation Act and is 
regulated by the Central Bank 
of The Bahamas.  Additionally, 
Pictet Bank & Trust Limited is 
registered with the Securities 
Commission of The Bahamas 
as a Broker Dealer II and is ap-
proved to (i) Deal in Securities 
1.(a) & (c ); (ii) Arrange Deals 
in securities; (iii) Manage Se-
curities; (iv) Advise on Securi-
ties.  
Warning: The content of this 
document has not been re-
viewed by any regulatory au-
thority in The Bahamas.   You 
are, therefore, advised to exer-
cise caution when processing 
the information contained 
herein. If you are in any doubt 
about any of the content of 
this document, you should ob-
tain independent professional 
advice. 


