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SUMMARY 

• Rising volatility in the US Treasury market has been linked to uncertainties 
surrounding the US Federal Reserve’s (Fed) hiking cycle. At the same time, the 
Fed’s shift from quantitative easing (QE) to quantitative tightening (QT) has 
contributed to a deterioration in US Treasury market liquidity throughout the 
year. This new environment has led to a rebuilding of risk premiums on US 
Treasuries, but we expect the Fed to maintain large bond holdings, meaning 
that risk premiums could remain well below the pre-QE averages. 

• Along with QT, the rising capital constraints on US banks have probably 
worsened market liquidity. These constraints, mostly regulatory, will take time 
to change, meaning that it is more likely we see the US Treasury Department buy 
back off-the-run US Treasuries as a near-term remedy. 

• As the rout in UK government bonds in recent weeks shows, a well-functioning 
repo market is the lifeblood of financial markets, as it provides liquidity and 
limits the impact of panic selling. Knowing this, the Fed instituted a standing 
repo facility (SRF) in July 2021 for the Treasury market. However, it remains to 
be seen whether it will be sufficient to forestall a panic selling. 

• The end of QE and US banks’ balance sheet constraints justifies part of the in-
crease in both US Treasuries’ term and liquidity premia, but we suspect that a 
market that functions better coupled with a more predictable policy rate path 
could well reduce both risk premia and lead to lower long-term yields. 

MARKET PARICIPANTS REQUIRE HIGHER RISK PREMIA 

Rising volatility in the US Treasury market (according to the ICE Bank of Amer-
ica Merrill Lynch (BofA) Move index) has been linked to uncertainties surround-
ing the Fed’s hiking cycle. At the same time, the shift from QE to QT has contrib-
uted to a deterioration in US Treasury market liquidity according to the Bloomberg 
US Treasury liquidity index (see chart 1). The last time such illiquidity was seen was 
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in March 2020, suggesting that the recent rout in the UK gilts rippled right through 
the global government bond market.  

Chart 1: US Treasuries liquidity and volatility 

 
Source: Pictet Wealth Management, Bloomberg Finance, 
L.P, 31 October 2022 

 Chart 2: TIPS liquidity premium and Fed’s holdings 

 
Source: Pictet Wealth Management, SIFMA, Fed, 
https://www.federalreserve.gov/econres/notes/feds-
notes/tips-from-tips-update-and-discussions-
20190521.htm  

Two risk premiums are particularly important: the term premium (the addi-
tional compensation investors demand for accepting the risk of a change in rates 
until maturity) and the liquidity premium (additional compensation for holding 
a less liquid bond). The 10-year Treasury term premium (as calculated using the 
Fed’s Adrian, Crump and Moench (ACM) model) has turned less negative since the 
beginning of 2022, but the last time it was positive was before the onset of ‘QE-for-
longer’ in 2014. In other words, investors are relatively relaxed about holding 
long-term Treasuries despite interest rate uncertainty.  

The liquidity premium on 10-year Treasury Inflation-Protected Securities (TIPS) 
calculated using the Fed’s D’Amico, Kim, and Wei (DKW) model rose from -70 bps 
at the beginning of 2022 to +40 bps on 30 September (see chart 2). The last time 
this liquidity premium rose so sharply was in March 2020 during the Treasury mar-
ket rout at the same of time of the covid pandemic outbreak. This suggests that 
bond investors are concerned by evaporating liquidity as rates go up and the 
Fed winds down its Treasury holdings. 

Both in the case of the term and liquidity premium, QT seems to be having an im-
pact. The Fed’s large US Treasuries holdings (it held over 24% of all TIPS and Treas-
ury notes and bonds outstanding in October) would seem to justify the continua-
tion of a negative term premium, while the fact that the Fed is reinvesting only part 
of the maturing TIPS bonds it holds to shrink its balance sheet could justify a posi-
tive liquidity premium. Nevertheless, we expect the Fed to remain a very large 
holder of US Treasuries (perhaps USD4.4 trn by mid-2024). This means that both 
premia could remain well below the pre-QE era averages, thereby dampening 
10-year US Treasury yields. 
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US BANKS’ BALANCE-SHEET CONTRAINTS ARE REDUCING LIQUIDITY 

Along with the Fed’s QT, the rising capital constraints on US banks have prob-
ably accentuated the deterioration in Treasury liquidity. Daily trading volume 
has collapsed from 19% of US Treasury notes outstanding in 2007 to only 3% in 
September, having declined throughout this year. Primary dealer transactions fell 
to 2.2% of the total value of US Treasuries outstanding in October from over 10% 
before the global financial crisis.  

US banks’ balance sheet constraints are mostly regulatory and may not change 
soon. However, in the last resort the Fed could still reinstate the supplementary 
leverage ratio (SLR) exemption for banks’ reserves and US Treasuries as it did be-
tween April 2020 and April 2021. The Fed also seems to be working on a more 
profound review of banks’ capital regulations that could take effect further out. 
Other possible measures include the central clearing of US Treasuries exchanges, 
as the US Securities and Exchange Commission (SEC) has proposed. But there 
again, implementation is likely to take months if not years. 

In the meantime, buybacks of off-the-run US Treasuries by the US Treasury De-
partment is the likeliest near-term measure to improve liquidity. However, the 
Treasury Department itself reckons that the impact could be marginal. An im-
portant question is how these buybacks would be funded. If paid for predomi-
nantly with T-bills or Treasury money deposited at the Fed (on the Treasury 
General Account), intervention could indeed relieve some pressures on the me-
dium-to-long-end of the Treasury curve. Large scale T-bills issuance would also 
reduce the weighted average maturity of US public debt.  

REPURCHASE AGREEMENTS ARE A KEY TOOL 

As panic selling of UK gilts in late September shows, bond liquidity can deterio-
rate quickly, even in large government bond markets. The repurchase agree-
ments (repo) market enables investors to sell a security overnight in exchange for 
cash, with an agreement that they buy it back the day after at a slightly higher 
price. For this reason, the repo market is the lifeblood of financial systems, 
providing liquidity and keeping a lid on panic selling. With this in mind, the 
Fed instituted a standing repo facility (SRF) in July 2021 that could become an es-
sential instrument in avoiding panic selling in the Treasury market.  

Although the Fed’s SRF lies unused, US Treasury repo transactions have surged 
lately (see chart 3). This suggests that market participants increasingly in need of 
cash are using their US Treasuries as collateral. There is little incentive to use the 
Fed’s SRF facility for now because the minimum bid rate is higher than on the mar-
ket. However, in periods of stress it remains to be seen whether the list of eligible 
counterparties will be sufficient for the SRF facility to limit stress in the repo mar-
ket. Alongside primary dealers, banks and savings associations that meet set crite-
ria can become counterparties if they request it. The current list is made up of 14 
large banks. The shadow banking sector, like money market funds, is not eligi-
ble to act as a counterparty. 
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Chart 3: Amount of daily repurchase agreements using US Treasuries 

 
Source: Pictet Wealth Management, Securities Industry and Financial Markets Association 
(SIFMA), 30 September, 2022 

CONCLUSION 

The deterioration in Treasury market liquidity is a source of concern for inves-
tors and policy makers alike and requires close monitoring. The end of QE and 
the constraints on US banks’ balance sheets justify part of the increase in term and 
liquidity premia. Nevertheless, we suspect that a signal from the Fed that it was 
about to pause on rate hikes would reduce volatility linked to monetary-policy un-
certainty and thereby lead to a fall in Treasury yields. Better market functioning 
coupled with a more predictable policy-rate path could well reduce both term 
and liquidity premia. As we await tangible signs that the end of Fed rate hikes 
is near, we remain neutral on US Treasuries. 
 

 

0

1000

2000

3000

4000

5000

6000

11 12 13 14 15 16 17 18 19 20 21 22

GCF repo with US Treasuries Primary dealers with US Treasuries

Tri-party repo with US Treasuries Amount of repo with US Treasuries (tri-party & GCF & primary dealers)

USD bn

207% growth 
since March 
2021

3255



US TREASURY MARKET PICTET WEALTH MANAGEMENT 

 
5 OF 7 FLASH NOTE  
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The information, data and 
analysis furnished in this doc-
ument are disclosed for infor-
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do not amount to any type of 
recommendation, either gen-
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Unless specifically stated oth-
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indicative only. No entity of 
the Pictet Group may be held 
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constitute an offer or an invi-
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instruments. The information 
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tioned in this document. 
When investing in emerging 
countries, please note that 
the political and economic sit-
uation in those countries is 
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ble indicator of future perfor-
mance. The content of this 
document can only be read 
and/or used by its addressee. 
The Pictet Group is not liable 
for the use, transmission or 
exploitation of the content of 
this document. Therefore, any 
form of reproduction, copy-
ing, disclosure, modification 

and/or publication of the con-
tent is under the sole liability 
of the addressee of this docu-
ment, and no liability whatso-
ever will be incurred by the 
Pictet Group. The addressee 
of this document agrees to 
comply with the applicable 
laws and regulations in the ju-
risdictions where they use the 
information reproduced in 
this document.  
This document is issued by 
Banque Pictet & Cie SA. This 
publication and its content 
may be cited provided that 
the source is indicated. All 
rights reserved. Copyright 
2022. 
Distributor: Pictet & Cie (Eu-
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without notice. You should 
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or if you are in any doubt as to 
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reproduction, copying, disclo-
sure, modification and/or 
publication in any form or by 
any means whatsoever is not 
permitted without the prior 
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addressee of this document 
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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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with the Luxembourg Registre 
de Commerce et des Sociétés 
(RCS no. B32060). Its head of-
fice is at 15A, avenue J.F. Ken-
nedy, L-2016 Luxembourg. 
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, 
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 
document are provided for in-
formation purposes only and 
are not to be used or 

considered as an offer, an in-
vitation to offer or solicitation 
to buy, sell or subscribe for 
any securities, commodities, 
derivatives, (in respect of Sin-
gapore only) futures, or other 
financial instruments (collec-
tively referred to as “Invest-
ments”) or to enter into any 
legal relations, nor as advice 
or recommendation with re-
spect to any Investments. This 
document is intended for gen-
eral circulation and it is not 
directed at any particular per-
son. This document does not 
have regard to the specific in-
vestment objectives, financial 
situation and/or the particular 
needs of any recipient of this 
document. Investors should 
seek independent financial 
advice regarding the appropri-
ateness of investing in any In-
vestments or adopting any 
strategies discussed in this 
document, taking into ac-
count the specific investment 
objectives, financial situation 
or particular needs of the in-
vestor, before making a com-
mitment 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 
treatment or possible tax con-
sequences of any Investment. 
Any investor interested in 
buying or making any Invest-
ment should conduct its own 
investigation and analysis of 
the Investment and consult 
with its own professional ad-
viser(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, finan-
cial, political factors, time to 
maturity, market conditions 
and volatility, and the credit 
quality of any issuer or refer-
ence issuer. Furthermore, 

foreign currency rates of ex-
change may have a positive or 
adverse effect on the value, 
price or income of any Invest-
ment mentioned in this docu-
ment.  Accordingly, investors 
must be willing and able to as-
sume all risks and may receive 
back less than originally in-
vested.  
Past performance should not 
be taken as an indication or 
guarantee of future perfor-
mance and no representation 
or warranty, expressed or im-
plied, is made by BPCAL/Pic-
tet HK Branch regarding fu-
ture performance. 
This document does not con-
stitute the investment policy 
of BPCAL/Pictet HK Branch, 
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 re-
flect a judgment at its original 
date of publication and are 
subject to change without no-
tice and without any obliga-
tion on BPCAL/Pictet HK 
Branch to update any of them.  
BPCAL/Pictet HK Branch may 
have issued or distributed 
other reports or documents 
that are inconsistent with, and 
reach different conclusions 
from, the information pre-
sented in this document. 
While the information and 
opinions presented herein are 
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-
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this document at any time, in-
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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 
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ships with the issuers of or 



US TREASURY MARKET PICTET WEALTH MANAGEMENT 

 
7 OF 7 FLASH NOTE  

entities connected with In-
vestments mentioned in this 
document. 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 
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 inves-
tors 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 
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