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SUMMARY 

› Since the beginning of the year, the continued acceleration of inflation has led 
central banks to sound increasingly hawkish, driving the yield on the 10-year US 
Treasury up sharply to 2.92% and on its German Bund equivalent to 1.01%. This has 
triggered one of the worst year-to-date total return performances ever, at -11.3% for 
the 10-year US Treasury and -11.0% for the Bund on 4 May (in local currency). 

› The main driver of the rise in long-dated rates has been the market’s repricing of 
the terminal rate. Looking at futures curves, the market expects the fed fund rate to 
peak at 3.2% in 2023 and the European Central Bank (ECB)’s deposit rate to peak at 
1.8% (on 4 May). Both these figures are above the central banks’ own terminal rates 
estimates and our forecasts. 

› After peaking at around 3%, our central scenario (to which we ascribe 55% 
probability) is for the US 10-year yield to fall toward 2.6% in H2 as slowing inflation 
leads the US Federal Reserve (Fed) to tone down its hawkish rhetoric, and a 
slowdown in economic growth triggers a pause in its rate-hiking cycle.  

› Although the 10-year German inflation breakeven rate has shot up recently, we 
expect it to drop again in H2 as inflation falls. Our central scenario is for a 10-year 
Bund yield of 0.6% at year’s end after a short-term peak of around 1%.  

› In alternative scenarios, we could see 10-year US and German yields rising to 3.0% 
and 1.2%, respectively at year’s end, if economic growth holds up well, or falling to 
2.0% and 0.2%, respectively, should recessionary fears rise. 

CHART 1: US AND GERMAN 10-YEAR SOVEREIGN BOND YIELDS  

Source: Pictet’s wealth management division -AA&MR, Factset, 04.05.2022 

 
CHART 2: US AND EURO POLICY RATE CURVES, FUTURES PRICING 

Source: Pictet’s wealth management division - AA&MR, Bloomberg Finance LP, 04.05.2022 
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A limit to central banks’ hawkishness? 

Since the beginning of the year, further increases in inflation have led central banks to 
adopt increasingly hawkish rhetoric. Investors are wondering when will the resultant 
bloodbath in fixed income end. Having risen to 2.92% and 1.01%, respectively, 10-year 
US Treasuries and German Bunds have delivered some of their worst year-to-date total 
return performances in history (at -11.3% and -11.0% on 4 May, see chart 1).  

Markets are currently pricing cumulative rate hikes of 192 bps in the US and 87 bps in the 
euro area by end-2022 (see chart 2). More important are the terminal rates being priced in 
by market participants, which are driving long-dated rates in particular. Based on futures 
curves, the market sees both the Fed fund rates and the ECB’s deposit rate peaking in 
2023, at 3.2% and 1.8%, respectively (on 4 May). Although both curves flatten slightly 
beyond 2023, it is still striking that market participants seem to anticipate terminal rates 
higher than the Fed’s and ECB’s official estimates of 2.4% and 1%-1.5%, respectively. 

The Fed’s 2.4% terminal rate can be derived from the Federal Open Market Committee 
(FOMC) longer-run projections (as seen in its median dot plot), even though the FOMC 
expects to hike rates to as high as 2.8% by December 2023 (see chart 3). In the past, the 
Fed’s terminal rate has proved to be a reliable anchor for the 10-year US Treasury 
yield. Historically, when bond yields rise rapidly, market participants generally end up 
aligning their estimate for the terminal rate (using the 5yr/5 yr forward US Treasury as a 
proxy) with that of the Fed.  

This year is proving no different, with market pricing of the terminal rate peaking at 
2.99% on 4 May, and the US 10-year yield following closely behind. As such, the key 
question now for US Treasury yields is whether the FOMC will revise higher its own 
projections for the terminal rate and for the Fed fund in 2023 when it releases new ‘dot 
plot’ projections in June. Unless there is a revision higher, we continue to believe that the 
Fed’s current terminal rate should be a reliable anchor for the US 10-year Treasury yield 
in the medium term.  

Propped up by market participants’ expectations of aggressive Fed rate hikes, the US 
10-year yield could remain around 3% in the short term. However, Fed Chairman 
Jerome Powell seemed to dampen those expectations on 4 May by stating that the FOMC 
was not actively considering 75 bp rate hikes. At this stage, our central scenario (to which 
we assign a 55% probability) is for the 10-year US Treasury yield to fall from around 3% 
toward 2.6% in H2 as slowing inflation leads the Fed to dial back on hawkish rhetoric. 
After one further 50 bp hike in June, we expect the Fed to opt for a smaller rate increase 
in July and then to mark a pause as it assesses the risk of a sharp slowdown in economic 
growth and a further sell-off in risk assets.   
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CHART 3 : US TREASURY YIELD AND FED’S TERMINAL RATE 

Source: Pictet’s wealth management division - AA&MR, Bloomberg Finance LP., 
04.05.2022 

 
CHART 4: US AND EURO LONG-TERM INFLATION EXPECTATIONS 

Source: Pictet’s wealth management division - AA&MR, Bloomberg Finance LP., 
04.05.2022 

After a step-down to a +25bp hike in July (but with a high risk for +50 bps), our US 
economist expects a long pause before the Fed potentially resumes hiking in 2023 (see 
Fed looks vaguely into the future). This would mean an effective Fed fund rate at 1.63% 
at the end of this year, or about 100 bp lower than current market pricing (on 4 May). 
This is key to our expectation for a drop in the 10-year yield in H2.  

Nevertheless, we recognise there is a risk that the Fed does not actually pause its rate 
hikes if wage growth and inflation remain elevated. Under this alternative scenario (to 
which we assign a 45% probability) we could see the 10-year yield move above or below 
our 2.6% year-end forecast, depending on how the US economy holds up. The 10-year 
yield could end the year at 3.0% if recession is avoided and peak closer to 3.5% in the 
short-term, but fall to 2.0% if aggressive rate hikes trigger fears of a recession in 2023. 

Will the peak in inflation equal a peak in rates? 

The outlook for Bunds is similar to the one for US Treasuries. As with the Fed, we 
think ECB rate hikes will come in lower than current market expectations. We see the 
ECB hiking twice by 25 bp this year, starting in September (although there is a risk of 
three hikes, starting in July), and bringing the deposit rate back up to 1.0% next year 
(whereas market participants were pricing in an end-2023 deposit rate of 1.8% on 4 May). 
We expect the ECB to hike the deposit rate close to its terminal rate projection of 1%-
1.5% over time. But we see limited risk of the deposit rate overshooting it, as the market 
currently expects, because the euro area economy is in a very different situation than the 
US.  
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First, the European economy is much more vulnerable to the rise in commodity prices as 
well as to the risk of an energy shortage and of a sharp slowdown in China. Depending 
on how the situation evolves, all of these factors could trigger a slowdown in the euro 
area economy, or even push it into recession. Second, we believe that the recent increase 
in European inflation is predominantly driven by the surge in commodity prices rather 
than excess demand whereas the risk of a wage-price spiral is lower than in the US, 
despite a falling unemployment rate. 

The recent sharp rise of the 10-year Bund yield to 1% was mostly linked to a surge in 
market-based inflation expectations, with the 10-year inflation breakeven rate moving to 
2.92% on 4 May, above its US counterpart for the first time since 2009 (see graph 4). This 
means that inflation-linked (IL) bond yields remain deeply negative in Germany, with the 
10-year IL at –2.06%, while it has become slightly positive for 10-year Treasury Inflation-
Protected Securities (TIPS), at 0.05% (on 4 May).  

The divergence between the factors driving the US 10-year Treasury yield higher (a rise 
in TIPS yields) and its Bund equivalent (a higher inflation breakeven rate) owe much to 
differences in the macroeconomic backdrop, in our view. Inflationary pressure is likely to 
remain high in the euro area as long as commodity prices keep rising—something over 
which the ECB has little influence. In the words of ECB president Christine Lagarde, “if I 
raise interest rates today, it is not going to bring the price of energy down.”  

This means inflation expectations could stay high in the euro area until alternatives to 
Russian energy supplies are found or until the economy slows down sharply. But in 
our central scenario (to which we ascribe 55% probability), we still expect the 10-year 
inflation breakeven to moderate in H2 as inflation falls, justifying our forecast of a 10-
year Bund yield of 0.6% by year’s end after a short-term peak of around 1%. In 
alternative scenarios, the Bund yield could rise to 1.2% if the euro area economy holds up 
well or fall to 0.2% if a recession leads the ECB to postpone rate hikes. 

As inflationary pressures in the US are in part linked to excess consumer demand and 
rising housing prices, the Fed is better placed to cool them down through monetary 
tightening (for example, the 200 bps rise in the 30-year mortgage rate since the beginning 
of the year is already impacting the demand for home loans). Moreover, US growth 
seems more resistant to the rise in commodity prices (in part due to the large excess 
saving accumulated thanks to past fiscal stimulus) and to China’s GDP slowdown. This 
probably explains why the US 10-year inflation breakeven rate has stabilised at around 
3% since mid-March.  

The Fed and ECB are still likely to keep large government bond portfolios 

The Fed’s resolve to hike swiftly and reduce the size of its balance sheet (through passive 
quantitative tightening, QT) in a bid to control inflation as well as the continued 
resilience of the US economy are probably behind the sharp rise into positive territory of 
the of the 10-year TIPS yield.  

Although we believe that the hints of a start to ‘passive’ QT (with a cap on non-
reinvestments of maturing US Treasuries and mortgage backed securities (MBS)) 
contained in the March FOMC minutes partially explain the sharp increase in TIPS 
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yields, the actual announcement of a start to QT made on 4 May reinforces our belief that 
the reduction of the Fed’s US Treasuries holdings will be slow. A cap of USD60 bn per 
month on QT from end-August onward amounts to a reduction of only 7% of the Fed’s 
Treasury holdings (excluding Treasury bills) in 2022, with the run-off increasing to a 
maximum of 12% in 2023, according to our estimates (see chart 5). Assuming its balance-
sheet reduction proceeds smoothly, the Fed could have a US Treasuries portfolio of 
about USD3,000 bn at end-2025 compared with USD5,300 bn today.  

CHART 5: MATURING US TREASURIES HELD BY THE FED AND NON-REINVESTMENTS CAPS 

 
Source: PWM - AA&MR, Federal Reserve of New York, April 2022 

Coupled with fewer Fed’s rate hikes than the market is currently pricing, a slowdown in 
the US economy in H2 and a core inflation rate that remains above the Fed’s 2% average 
inflation target for some time (feeding retail investors’ interest in inflation-hedge 
instruments), we expect the 10-year TIPS to fall back to -0.3% by year’s end. 

We see the German 10-year IL yield at -1.8% by year’ end, slightly higher than its current 
level (of -2.06% on 4 May), mostly because we believe the ECB will end its quantitative 
easing (QE) purchases in June and inflation will slow in H2. However, we expect the 
ECB to fully reinvest its maturing bonds. We see the risk of QT as very remote in the 
euro area given the recent widening in euro periphery sovereign bond spreads over 
Bunds. Reinvestment of the ECB’s bond holdings could be one way for the ECB to 
address concerns over fragmentation as a result of this widening. Hence, the ECB is likely 
to hold onto its EUR3300 bn of euro area government bond holdings for years to come. 
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DISCLAIMERS 

STOXX Limited (“STOXX”) is the source of Stoxx 600 and of Euro Stoxx and the data comprised therein. STOXX has not been involved in any way in the creation of any reported 
information and does not give any warranty and excludes any liability whatsoever (whether in negligence or otherwise) – including without limitation for the accuracy, 
adequateness, correctness, completeness, timeliness, and fitness for any purpose – with respect to any reported information or in relation to any errors, omissions or interruptions 
in the Stoxx indices mentioned on this document or its data. Any dissemination or further distribution of any such information pertaining to STOXX is prohibited.”  

ICE-BofA Merril Lynch. The index data referenced herein is the property of ICE Data Indices, LLC, its affiliates (”ICE Data”) and/or its Third Party Suppliers and has been licensed 
for use by Pictet. ICE Data and its Third Party Suppliers accept no liability in connection with its use.  

NYSE Euronext. All rights in the NYSE Euronext indices and/or the NYSE Euronext index trademarks vest in NYSE Euronext and/or its licensors. Neither NYSE Euronext nor its 
licensors accept any liability for any errors or omissions in the NYSE Euronext indices or underlying data. No further distribution of NYSE Euronext data and/ or usage of NYSE 
Euronext index trademarks for the purpose of creating and/or operating a financial product is permitted without NYSE Euronext’s express written consent.”  

Bloomberg Index Services Limited.  

”SIX Swiss Exchange AG (”SIX Swiss Exchange”) is the source of SMI_SPI and the data comprised” SIX Swiss Exchange AG (”SIX Swiss Exchange”) is the source of SMI_SPI and 
the data comprised therein. SIX Swiss Exchange has not been involved in any way in the creation of any reported information and does not give any warranty and excludes any 
liability whatsoever (whether in negligence or otherwise) – including without limitation for the accuracy, adequateness, correctness, completeness, timeliness, and fitness for 
any purpose – with respect to any reported information or in relation to any errors, omissions or interruptions in the SMI_SPI or its data. Any dissemination or further distribution 
of any such information pertaining to SIX Swiss Exchange is prohibited.  

The MSCI information may only be used for your internal use, may not be reproduced or redisseminated in any form and may not be used as a basis for or a component of any 
financial instruments or products or indices. None of the MSCI information is intended to constitute investment advice or a recommendation to make (or refrain from making) 
any kind of investment decision and may not be relied on as such. Historical data and analysis should not be taken as an indication or guarantee of any future performance 
analysis, forecast or prediction. The MSCI information is provided on an ”as is” basis and the user of this information assumes the entire risk of any use made of this information. 
MSCI, each of its affiliates and each other person involved in or related to compiling, computing or creating any MSCI information (collectively, the ”MSCI Parties ”) expressly 
disclaims all warranties (including, without limitation, any warranties of originality, accuracy, completeness, timeliness, non-infringement. merchantability and fitness for a 
particular purpose) with respect to this information. Without limiting any of the foregoing, in no event shall any MSCI Party have any liability for any direct, indirect, special, 
incidental, punitive, consequential (including, without limitation, fast profits) or any other damages. (www.msci.com).  

@ 2021, Markit Economics Limited. All rights reserved and all Intellectual property rights retained by ”Markit Economics Limited.” or as may be notified by Markit to Pictet from 
time to time.  

The TOPIX Index Value and the TOPIX Marks are subject to the proprietary rights owned by Tokyo Stock Exchange, Inc. and Tokyo Stock Exchange, Inc. owns all rights and know-
how relating to the TOPIX such as calculation, publication and use of the TOPIX Index Value and relating to the TOPIX Marks. No Product is in any way sponsored, endorsed or 
promoted by Tokyo Stock Exchange, Inc. 
 

Distributors: Banque Pictet & Cie SA, Route des Acacias 60, 1211 Geneva 73, Switzerland and Pictet & Cie (Europe) SA, 15A, avenue J. F. Kennedy, L-1855 Luxembourg/B.P. 
687 L-2016 Luxembourg. 

Banque Pictet & Cie SA is established in Switzerland, exclusively licensed under Swiss Law and therefore subject to the supervision of the Swiss Financial Market Supervisory 
Authority (FINMA). 

Pictet & Cie (Europe) SA is established in Luxembourg, authorized and regulated by the Luxembourg Financial Authority, Commission de Surveillance du Secteur Financier. 

This marketing communication is not intended for persons who are citizens of, domiciled or resident in, or entities registered in a country or a jurisdiction in which its distribution, 
publication, provision or use would violate current laws and regulations. 

The information, data and analysis furnished in this document are disclosed for information purposes only. They do not amount to any type of recommendation, either general 
or tailored to the personal circumstances of any person. Unless specifically stated otherwise, all price information is indicative only. No entity of the Pictet Group may be held 
liable for them, nor do they constitute an offer or an invitation to buy, sell or subscribe to securities or other financial instruments. The information contained herein is the result 
neither of financial analysis within the meaning of the Swiss Bankers Association’s Directives on the Independence of Financial Research, nor of investment research for the 
purposes of the relevant EU MiFID provisions. All information and opinions expressed in this document were obtained from sources believed to be reliable and in good faith, but 
no representation or warranty, express or implied, is made as to its accuracy or completeness.  

Except for any obligations that any entity of the Pictet Group might have towards the addressee, the addressee should consider the suitability of the transaction to individual 
objectives and independently assess, with a professional advisor, the specific financial risks as well as legal, regulatory, credit, tax and accounting consequences. 

Furthermore, the information, opinions and estimates in this document reflect an evaluation as of the date of initial publication and may be changed without notice. The Pictet 
Group is not under any obligation to update or keep current the information contained herein. In case this document refers to the value and income of one or more securities or 
financial instruments, it is based on rates from the customary sources of financial information that may fluctuate. The market value of financial instruments may vary on the 
basis of economic, financial or political changes, currency fluctuations, the remaining term, market conditions, the volatility and solvency of the issuer or the benchmark issuer. 
Some investments may not be readily realizable since the market in the securities can be illiquid. Moreover, exchange rates may have a positive or negative effect on the value, 
the price or the income of the securities or the related investments mentioned in this document. When investing in emerging countries, please note that the political and 
economic situation in those countries is significantly less stable than in industrialized countries. They are much more exposed to the risks of rapid political change and economic 
setbacks.  
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Past performance must not be considered an indicator or guarantee of future performance, and the addressees of this document are fully responsible for any investments they 
make. No express or implied warranty is given as to future performance. Moreover, forecasts are not a reliable indicator of future performance. 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, copying, disclosure, modification and/or publication of the content is under the sole liability of the addressee of this document, and no liability whatsoever will be 
incurred by the Pictet Group. The addressee of this document agrees to comply with the applicable laws and regulations in the jurisdictions 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. 
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This document sets forth neither a personal recommendation tailored to the needs, objectives and financial situation of any individual or company (investment advice as defined 
in the Financial Conduct Authority’s Handbook of rules and guidance (the “FCA Handbook”)), nor the results of investment research within the meaning of the FCA Handbook. 
Moreover, it does not constitute an offer, or an invitation 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. Furthermore, this document should not be considered a suitability report as Pictet London Branch has not received all the necessary information on the 
recipient to complete its suitability assessment that covers the recipient’s knowledge and experience, tolerance to risk, investment needs and the recipient’s ability to absorb 
financial risk. Should its addressee decide to proceed to any transaction in relation to a financial product referred to herein, this will be in his sole responsibility, and the 
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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 
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indicator of future performance, while past performance is not a reliable indicator of future results. 
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Trading in Financial Instruments of the Terms and Conditions of Pictet London Branch, shall be read. Structured products are complex financial products and involve a high 
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In respect of any product documentation, including key information documents of Packaged Retail and Insurance-based Investment Products (“KIDs”) and key investor 
information documents of Undertakings for Collective Investment in Transferable Securities (“KIIDs”), please note that these may change without notice. You should therefore 
ensure that you review the latest version of them prior to confirming to Pictet London your decision to invest. If you have been provided with a link to access the respective 
KID/KIID/other product document, you should therefore click on the link immediately before confirming to Pictet London Branch your decision to invest, in order to review the 
most recent version of the respective KID/KIID/other product document. If you have not been provided with a link to access the relevant document, or if you are in any doubt as 
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Pictet London Branch may, if necessary, rely on these acknowledgements and receive 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 London Branch. 

The content of this document shall only be read and/or used by its addressee. Any form of reproduction, copying, disclosure, modification and/or publication in any form or by 
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it is not directed at any particular person. This document does not have regard to the specific investment objectives, financial situation and/or the particular needs of any 
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