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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

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

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance.
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CHART 3 : US TREASURY YIELD AND FED’S TERMINAL RATE

CHART 4: US AND EURO LONG-TERM INFLATION EXPECTATIONS
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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.
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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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 InflationProtected 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 10year 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 nonreinvestments of maturing US Treasuries and mortgage backed securities (MBS))
contained in the March FOMC minutes partially explain the sharp increase in TIPS
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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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 balancesheet 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
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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.

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance.
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duties to any investor in this regard, except as required by applicable laws and regulations. Furthermore, BPCAL/Pictet HK Branch makes no representations and gives no advice
concerning the appropriate accounting treatment or possible tax consequences of any Investment. Any investor interested in buying or making any Investment should conduct
its own investigation and analysis of the Investment and consult with its own professional adviser(s) as to any Investment including the risks involved.
This document is not to be relied upon in substitution for the exercise of independent judgment. The value and income of any Investment mentioned in this document may fall
as well rise. The market value may be affected by, amongst other things, changes in economic, financial, political factors, time to maturity, market conditions and volatility,
and the credit quality of any issuer or reference issuer. Furthermore, foreign currency rates of exchange may have a positive or adverse effect on the value, price or income of
any Investment mentioned in this document. Accordingly, investors must be willing and able to assume all risks and may receive back less than originally invested.
Past performance should not be taken as an indication or guarantee of future performance and no representation or warranty, expressed or implied, is made by BPCAL/Pictet
HK Branch regarding future performance.
This document does not constitute the investment policy of BPCAL/Pictet HK Branch, or an investment recommendation, and merely contains the different assumptions, views
and analytical methods of the analysts who prepared them. Furthermore, the information, opinions and estimates 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 presented 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 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 II 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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