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SUMMARY

>

While it rallied in the aftermath of Russia’s invasion of Ukraine, hawkish
communications from the US Federal Reserve (Fed) mean that the 10-year US
Treasury yield is still considerably higher than at the start of the year, while the US
10-to-two-year yield curve has inverted.

Our central scenario (to which we assign a 55% probability) is for the Fed to hike
rates gradually, albeit with a one-off 50 bps hike in May, and then to pause in H2 as
inflation falls and US economic growth slows down. This could lead to the 10-year
US Treasury yield falling from 2.38% on 1 April to 2.1% by the end of the year. In
the short term, however, the 10-year Treasury yield could hover around 2.5% as the
Fed threatens to hike rates by 50 bps several times and growth data remains solid.

In our alternative, more positive, scenario (20% probability), US economic growth
could remain robust, leading to a stronger rise of the 10-year US Treasury yield to
2.5% by the end of the year. In our negative scenario (25% probability), we see it
falling to 1.9% in response to a sharp slowdown in economic growth.

We maintain our neutral stance on US Treasuries despite the sharp recent increase
in yields as we expect yields to fall back in H2. Despite the considerable uncertainty
about the lagged economic effects of higher yields, we still see US Treasuries as
good (albeit costly) protection in the event of economic growth slowing down.

CHART 1: US 10-YEAR TREASURY YIELD AND FORECASTS
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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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A wild ride

The 10-year US Treasury yield has swung wildly since the beginning of the year.
Although its 87 bps rise to 2.38% between the beginning of 2022 and 1 April led to its
worst quarterly performance since 1973 (at -5.6%, as measured by the Bloomberg US
Treasury Index), it has not been increasing in a straight line. The Fed’s hawkish shift since
late last year contributed to Treasury yields rising in the first few weeks of this year, but
Russia’s invasion of Ukraine on 24 February led to risky assets selling off and the 10-year
yield falling to 1.73% by 1 March.

However, market expectations that surging energy prices in the wake of the war would
translate into higher inflation and even tighter monetary policy quickly led to the 10-year
yield rebounding to above 2%. What's more, Fed Chairman Jerome Powell’s hints of a
50-bps hike at the May Federal Open Market Committee (FOMC) meeting resulted in
it spiking to 2.47% on Friday 25 March, having surged by 30 bps over the week. Market
participants” expectations of quicker Fed rate hikes mean that Fed funds futures are now
pricing in further rate hikes of 217 bps by the end of the year, with a 50-bps hike in May
almost fully priced in as of 1 April (see chart 2).

Ongoing supply-chain disruptions, rising housing prices and the energy-price shock due
to the invasion of Ukraine have contributed to US headline inflation’s continued rise,
with a print of 7.9% in February. Although the Fed’s favoured measure of inflation, the
core Personal Consumption Expenditures (PCE) index, is lower at 5.4% and less likely to
be impacted by surging energy prices, it has still been above the Fed’s 2% target for
several months. High inflation, coupled with market expectations that the war in Ukraine
will see it rise further in the short term (the US one-year inflation swap rate was up 60
bps since the invasion to 5.31% as of 1 April), has seemingly reinforced the Fed’s resolve
to accelerate the pace of monetary tightening.

Taking into account the Fed’s change of tone, our US economist has revised his
expectations for Fed rate hikes. He now predicts a 50 bps hike in May instead of 25
bps, but after further 25 bps hikes in June and July he still expects the Fed to pause in
response to weakening US economic growth and softening inflationary pressures.
However, he believes that risks are tilted towards further hikes, especially if US wage
growth continues to accelerate, as this could fuel a wage-price spiral (see Fed looks to
accelerate policy tightening).

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 2 : US FEDERAL FUND RATE FUTURES CURVE EVOLUTION CHART 3: US TREASURY YIELD CURVE EVOLUTION
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Which recession signal?

The two-year US Treasury yield has also risen sharply so far this year, up by +89 bps to
2.46% as at 1 April as market participants price in steeper rate hikes (see chart 3).
According to futures pricing at 1 April, the high point for Fed fund rates is expected to
be 3.15% in June 2024 (see chart 2). Such a level is even higher than the latest FOMC
projection of a median Fed funds rate of 2.8% in 2023 and 2024'. Although we do not
rule out the possibility of the 10-year yield hitting this kind of high in the coming months,
we see the FOMC'’s longer-run median of 2.4% as a potential anchor for the 10-year US
Treasury yield, and as such we have adjusted our mid-year forecast for the 10-year
Treasury yield up from 2.1% to 2.5% (see chart 1).

Against this backdrop, the 10-to two-year slope of the US Treasury yield curve has
inverted recently, with the two-year Treasury offering 5 bps of yield more than the 10-
year Treasury on 1 April. The movement in yields has caught market participants’
attention as inversion between two-year and 10-year yields has always occurred prior
to recessions in the US over the past 70 years. However, it is noteworthy that for the first
time ever, the 10-to-three-month slope has been steepening while the 10-to-two-year
slope has been flattening.

Many explanations have been brought forward to explain this divergence, and also why
the recessionary signal sent by the 10-to-two-year yield curve inversion might be

! https://www.federalreserve.gov/monetarypolicy/fomcprojtable20220316.htm

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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distorted this time around. First, the three-month Treasury yield is closely anchored to
the Fed funds rate. As the Fed has only hiked once so far, to arrange of 0.25-0.50% in
March, the three-month yield was anchored at a low level of 0.51% as of 1 April despite
market participants expecting the effective Fed funds rate to reach 2.37% by the end of
the year. This suggests the 10-to-three-month slope could start flattening as the Fed
hikes rates further.

Second, according to a recent paper published by the Fed,? the abnormally high
difference between short- and long-term inflation expectations, with the two-year
inflation breakeven rate at 4.4% and its 10-year equivalent at 2.8% on 1 April, may in part
explain why the two-year yield has risen above the 10-year yield. Another possible
explanation for the comparatively low 10-year US Treasury yield is that it is being
compressed by certain risk premiums. One of these often referenced is the term
premium, as estimated by Adrian, Crump and Moench at the Federal Reserve Bank of
New York (ACM, 2013)3. This calculates the premium that compensates investors for the
higher interest-rate risk involved in holding long-term bonds. Although the 10-year
ACM term premium briefly rose into positive territory in 2021, it had fallen to -0.5% by
1 April. This means that investors are actually ready to pay a premium (in other words,
to accept lower yields) to hold long-dated US Treasuries. This has contributed to the
flattening of the US yield curve.

Looking at the one-year forward rate for the 10- and two-year US Treasury yields and
their yield differential, it seems that market participants are expecting the recent
flattening to continue, translating into an inversion of -58 bps in a year’s time (as of 1
April). Although the jury is still out regarding the potential validity of the recessionary
signal sent by an inverted yield curve, the relatively limited rise in the 10-year yield
over recent months probably still signals that market participants are expecting the US
economy to slow down in the coming quarters. This is in line with our central scenario,
which we describe below, and to which we assign a 55% probability.

Central scenario is still for yields to fall

In our central scenario we expect US economic growth and inflation to decelerate in H2,
enabling the Fed to pause after hiking rates to a range between 1.25-1.50% (which is
below current market expectations). With the Fed sticking to its gradual approach, we
still expect the 10-year US Treasury yield to fall in H2, albeit to a slightly higher level
than we previously expected. As such, we have revised our year-end forecast for the 10-
year US Treasury yield up from 1.9% to 2.1% (see Our 2022 scenario for US and German
government bonds).

This change is because we expect the 10-year inflation breakeven rate to fall somewhat
from its elevated level of 2.8% on 1 April towards 2.6% as inflationary pressures ease.
Although we expect the 10-year US Treasury Inflation-Protected Securities (TIPS) yield to
rise from -0.44% on 1 April towards -0.3% by June (underpinning our forecast of 2.5% for
the 10-year nominal yield in June), we expect the 10-year real yield to fall back to -0.5%

2 https://www.federalreserve.gov/econres/notes/feds-notes/dont-fear-the-yield-curve-reprise-20220325.htm
 http://libertystreeteconomics.newyorkfed.org/2014/05/treasury-term-premia-1961-present.html

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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as economic growth slows down and the Fed becomes less hawkish. As both are key
drivers of long-term real yields, growth rates and Fed policy should ensure the 10-year
TIPS yield remains negative this year.

In our alternative, more positive scenario, to which we assign a 20% probability, US
economic growth would remain robust in H2 thanks to resilient US household
consumption despite elevated inflation and higher rates. This resilience could in part be
supported by people spending their stockpile of savings and in part by an increase in
nominal wages, which is particularly important for low-income households. Such
developments could alleviate investors’ fears of recession and lead to a slight rise of the
10-year US Treasury yield to 2.5% by the end of the year.

In our more negative scenario (25% probability), we see the 10-year Treasury yield
falling to 1.9% in response to a sharp slowdown in economic growth. In this scenario,
the US yield curve (including the 10-to-three-month slope) would invert further as the
Fed carries on hiking rates aggressively, such that they reach 2% by the end of the year.
Fears of recession provoked by excessive Fed tightening would become acute and
could lead to risky assets selling off. In these conditions, US Treasuries’ safe-haven
status could come to the fore, resulting in the 10-year yield falling below 2%. Although
we believe the Fed is most likely to reduce its balance sheet passively (passive
“quantitative tightening”) by setting a cap on monthly redemptions of US Treasuries and
mortgage-backed securities, in this negative scenario we could envisage the Fed
resorting to active selling in an attempt to steepen the yield curve—but probably
without much success, in our view.

In summary, we are sticking to our neutral stance on US Treasuries despite the sharp
recent increase in yields as we expect the 10-year yield to fall in H2. Despite the
considerable uncertainty regarding the lagged economic effects of higher yields, we still
see US Treasuries as good (albeit costly) protection against our expectations of a
slowdown in economic growth.

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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warranty as to its accuracy or completeness. Accordingly, BPCAL/Pictet HK Branch accepts no liability for loss arising from the use of or reliance on this document presented for
information purposes only. BPCAL/Pictet HK Branch reserves the right to act upon or use any of the information in this document at any time, including 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
Investments mentioned herein, and may or may not have relationships with the issuers of or entities connected with Investments mentioned in this document. BPCAL/Pictet HK
Branch and their affiliates (or employees thereof) may act inconsistently with the information and/or opinions presented in this document.

The information used to prepare 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 before this document was received by you and such information 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 reproduced, published, circulated or disclosed in whole or in part to any
other person without the prior written consent of BPCAL/Pictet HK Branch.

Singapore

This document is not directed to, or intended for distribution, publication to or use by, persons who are not accredited 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 jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or would subject BPCAL and any of its affiliates or
related corporations to any prospectus or registration requirements.

BPCAL is a wholesale bank regulated by the Monetary Authority of Singapore (“MAS”) under the Banking Act Cap. 50 of Singapore, an exempt financial adviser under the
Financial Advisers Act Cap. 110 of Singapore (“FAA”) and an exempt 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 distribution, publication to or use by, persons who are not “professional 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 citizen 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 requirements. If you do not want Pictet HK Branch to use your personal information for marketing
purposes, you can request Pictet HK Branch to stop doing so without incurring any charge to you. In distributing investment products as agents for third party service 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 Dispute Resolution Scheme) arising between Pictet HK
Branch and you out of the selling process or processing of the related transaction, Pictet HK Branch is required to enter into a Financial Dispute Resolution 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 incorporated in Switzerland. It is an authorized institution within the meaning of the Banking Ordinance and a registered
institution (CE No.: BMG891) under the SFO carrying on Type 1 (dealing in securities), Type 4 (advising on securities) and Type 9 (asset management) regulated activities. 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 reviewed by any regulatory authority 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 independent professional advice. Please contact Pictet HK Branch in Hong Kong in respect of any
matters arising from, or in connection with this document.

Distributor: Pictet Bank & Trust Limited, where registered office is located at Building 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 Accredited Investors (as defined in the Securities Industry Regulations,
2012) and subject to the conditions set forth in the Securities Industry Regulations, 2012 or to any person or entity who is a citizen or resident of or located in any locality, state,
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country or other jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or would subject Pictet Bank & Trust Limited to any
prospectus or registration requirements. Pictet Bank & Trust Limited is incorporated in The Bahamas with limited liability. It is a bank and trust company that is licensed in
accordance with the Banks and Trust Companies’ 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 Il and is approved to (i) Deal in Securities 1.(a) & (c ); (ii) Arrange Deals in securities; (iii) Manage Securities;
(iv) Advise on Securities.

Warning: The content of this document has not been reviewed by any regulatory authority in The Bahamas. You are, therefore, advised to exercise caution when processing the
information contained herein. If you are in any doubt about any of the content of this document, you should obtain independent professional advice.
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