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SUMMARY

The US 10-year yield has surged since September, briefly touching 5% on 23
October (before retreating to 4.76% on 1 November). Contributing to this surge
have been market participants’ expectations for ‘higher-for-longer’ policy rates
and the fast increase in the term premium (the compensation that investors
require for the extra risk entailed in holding longer-term bonds) given elevated
macroeconomic uncertainty and a growing fiscal deficit. This is making our year-
end forecast of 4% for the 10-year US Treasury yield look optimistic. The decision
in September to raise our projections for the 10-year Treasury yield has proved
correct, although the year-end rate could be more in the 4-4.5% range than the 4%
we have been pencilling in.

Longer term, the 4.3% policy rate expected by market participants in 10 years’
time looks aggressive. It looks to us that the US Federal Reserve (Fed) is done with
its hiking cycle, especially as US economic growth could slow in the coming
months. This could progressively push market participants to lower their longer-
term expectations for policy rates.

Regarding the 10-year term premium, fiscal uncertainty is likely to remain high in
the US as a federal budget for the 2024 fiscal year has yet to be agreed. This factor,
along with the high net supply of US Treasuries and still elevated macroeconomic
uncertainty could push the term premium further up.

Overall, a possible decline in long-term policy rate expectations that is offset by a
higher term premium could mean the 10-year US Treasury yield at the end of
December is closer to 4.5% than to our previous prediction of 4%. While there is
upside risk to our forecasts for US economic growth and the Fed funds rate, the
recent widening of credit spreads and fall in equity indices point to tightening
financial conditions. If this continues and triggers a recession at some point, the
safe-haven status of US Treasuries could come back into focus, helping to bring
the term premium back down. However, the surge in US Treasury supply could
still mean the premium remains positive.

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 FASTER INCREASE IN THE TERM PREMIUM

A Flash Note we published on US Treasuries in September (see Treasury yields could
drop back, but remain structurally higher) explained why we were raising our year-
end forecast from 3.5% to 4.0% for the 10-year yield. The main drivers for this
change were:

1. Expectations for a ‘higher-for-longer’ policy rate environment thanks to the
surprising resilience of the US economy to substantial increases in funding costs;

2. Elevated macroeconomic uncertainty (reflected in a higher term premium), as
both the trajectories of US inflation and growth have confounded market partici-
pants over the past year. Inflation has been more persistent than forecast and
economic growth more robust (as shown by the annual GDP growth of 4.9% in

Q3); and

3. A growing US fiscal deficit (reflected in a higher term premium) that could push
up US Treasury supply over the coming year, with an expanding share of longer-
term notes and bonds rather than short-term bills.

We identified these three factors as likely to maintain the US 10-year Treasury yield
elevated until the end of the year—in part through a higher term premium. Never-
theless, we expected the increase in the term premium to be gradual. But over the
past month, the term premium (as calculated by the Adrian, Crump & Moench
(ACM) model) has moved sharply up and is positive again at 0.42% (on 31 October),
compared with a low point of -0.95% (on 19 July, see chart 1). Reflecting both market
participants’ expectations for ‘higher-for-longer’ policy rates and the fast increase in
the term premium, the 10-year US Treasury yield has surged, briefly touching 5% on
23 October before retreating to 4.76% (on 1 November).

Chart 1: Ten-year US Treasury yield and ACM term premium
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Source: Pictet Wealth Management, FactSet, as of 01.11.2023

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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'HIGHER-FOR-LONGER’ IS WELL PRICED IN

Although we believe that we were correct in identifying the three drivers for higher
US 10-year yields, the magnitude of the increase requires more detailed explanation.

First, market participants have been increasingly integrating the prospect that pol-
icy rates will remain high for some time. On 1 November, the US dollar overnight
index swap (OIS) curve showed they expect the US federal funds rate to stabilise at
around 4.3% over the next five and 10 years (see chart 2). This is well above the
longer-run median estimate of 2.5% in Federal Open Market Committee’s (FOMC)
most recent ‘dot plot’ forecast.

A Fed model decomposes the 10-year Treasury yield (the D'Amico, Kim, and Wei
(DKW) 2018 model) between the real policy rate and inflation expectations in 10
years’ time adding to that the inflation risk premium and the real term premium
(see chart 3). We use it as a framework for our year-end forecast for the 10-year Treas-
ury yield. This model suggests that the expectation for policy real rates in 10 years'
time had moved up to 1.6% by end September. This translates into a nominal policy
rate expectation of 4.4% (when 10-year inflation expectations are added), which is
close to the 4.3% expected by market participants according to the OIS curve.

We believe that the resilience of the US economy to the higher rate environment up
to now and the substantial energy transition investments being made (notably
through the Inflation Reduction Act) likely mean that the US’s potential growth is
higher than it was pre-covid. Combined with continued tightness in the labour mar-
ket, US inflation could also remain structurally higher for the same reason. Never-
theless, while the ‘dot plot’ forecast of 2.5% could prove too low, 4.3% seems ele-
vated given that ‘higher-for-longer’ policy rates could drastically cut growth in a
highly indebted US economy.

Including government, households and corporations, US indebtedness reached
254% of GDP in Q1 2023, according to the Bank for International Settlements. It is
true that the US economy is less sensitive than it was to movements in rates as
households and corporates have turned increasingly to long fixed-rate debt. But the
elevated level of indebtedness likely means that monetary transmission—the time it
takes for Fed rate hikes to hit the real economy—could still hurt, but with a greater
lag than in the past.

In this new post-pandemic regime, we believe that the longer-run policy rate could
prove higher than Fed forecasts, but probably lower than market participants’ fore-
casts.

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 dollar overnight index swap curve Chart 3: Breakdown of 10-year US Treasury yield
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A CHALLENGING ENVIRONMENT FOR FORECASTERS

Since the pandemic of 2020-21, economists and market participants have had a hard
time correctly forecasting inflation and GDP growth. Inflation has been higher and
more persistent than thought, with the headline US consumer price index (CPI)
peaking at 9.1% in June 2022, while economic growth has proved more resilient than
forecast, with expectations for a recession being continuously postponed. Whereas
many economists had been expecting the US economy to record negative growth by
now, GDP growth actually accelerated to an annual rate of 4.9% in Q3, far higher
than expected. This is another proof of this increased economic uncertainty. As we
commented in our previous note, macroeconomic uncertainty seems to be an im-
portant factor driving changes of the term premium and it has likely contributed to
its increase lately.

In addition, the US fiscal deficit surprised to the upside in fiscal year 2023 (which
ended on 30 September), coming in at USD1.7 trn, up from USD1.4 trn the previous
year. Most of this deficit has been financed by T-bills (with maturities up to one-
year), while the issuance of T-notes (Treasuries with maturities ranging from two to
10-years) has remained negative over the last 12 months. But market participants are
worried about the ongoing surge in US Treasury issuance since the temporary agree-
ment to raise the federal debt ceiling in June, especially in light of a higher-than-
expected federal deficit (see chart 4). Nevertheless, US T-bills have found willing buy-
ers in the form of money market funds. Attracted by high yields, these have been
parking their cash in T-bills, significantly reducing the size of their reverse repur-
chase agreement operations at the Fed in the process.

A higher term premium has considerably narrowed yield-curve inversion since the
summer, with the 10-to-two-year slope at only -20 bps on 1 November. In this con-
text, we had expected the US Treasury Department to announce a reduction in

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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coupon issuance (bonds with a maturity between two and 30 years) in favour of bill
issuance at its quarterly refunding announcement on 1 November. Not only did the
US Treasury Department refrained from increasing the auction sizes of the 10-, 20-
and 30-year tenors as much as in its August quarterly announcement, but it also
lowered by USD76 bn its net borrowing estimates for the coming three months,
while signalling that only an additional quarterly increase in coupon auctions sizes
would probably be necessary. Such a development could provide more respite for
long-term US Treasuries by further increasing the share of T-bills as a total of Treas-
ury debt outstanding (see chart 5).

As we commented in our September Flash Note, part of the recent rise in the term
premium was triggered by the surprisingly elevated borrowing estimates announced
by the US Treasury Department on 31 July. Past rounds of quantitative easing (QE,
outright purchases of government bonds by central banks) kept the term premium
negative—in part by reducing the net supply of US Treasuries. But the reverse has
been true since June 2022, when the Fed started passive quantitative tightening (QT,
the non-reinvestment of maturing government bonds to shrink its balance sheet).

Chart 4: US Treasuries, net issuance Chart 5: Breakdown of US Treasuries by type
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CONCLUSION

The US 10-year yield has surged since September, briefly touching 5% on 23 October
(before retreating to 4.76% on 1 November). Contributing to this surge have been
market participants’ expectations for ‘higher-for-longer’ policy rates and the fast in-
crease in the term premium given elevated macroeconomic uncertainty and a grow-
ing fiscal deficit. This is making our year-end forecast of 4% for the 10-year US Treas-
ury yield look optimistic. The decision in September to raise our projections for the

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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10-year Treasury yield has proved correct, although the year-end rate could be more
in the 4-4.5% range than the 4% we have been pencilling in.

Longer term, the 4.3% policy rate expected by market participants in 10 years’ time
looks aggressive. It looks to us that the Fed is done with its hiking cycle, especially
as US economic growth could slow in the coming months. This could progressively
push market participants to lower their longer-term expectations for policy rates.

Regarding the 10-year term premium, fiscal uncertainty is likely to remain high in
the US as a federal budget for the 2024 fiscal year has yet to be agreed. This factor,
along with the high net supply of US Treasuries and still elevated macroeconomic
uncertainty could push the term premium further up.

Overall, a possible decline in long-term policy rate expectations that is offset by a
higher term premium could mean the 10-year US Treasury yield at the end of De-
cember is closer to 4.5% than to our previous prediction of 4%. While there is up-
side risk to our forecasts for US economic growth and the Fed funds rate, the recent
widening of credit spreads and fall in equity indices point to tightening financial
conditions. If this continues and triggers a recession at some point, the safe-haven
status of US Treasuries could come back into focus, helping to bring the term pre-
mium back down. However, the surge in US Treasury supply could still mean the
premium remains positive.

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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of the analysts who prepared
them. Furthermore, the infor-
mation, opinions and esti-
mates expressed herein reflect
a judgment at its original date
of publication and are subject
to change without notice and
without any obligation 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-
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
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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
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
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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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 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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