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SUMMARY
›

The combination of market expectations for a faster and stronger ECB hiking cycle,
the sharp slowdown in growth and the rise in sovereign bond yields has brought
debt sustainability questions back onto the radar screens. The good news is that
most countries have used years of extremely low rates to increase the duration of
their outstanding debt, making them less sensitive to temporarily rising rates.
However, a persistent rate shock has the potential to put the Italian debt to GDP
ratio on an increasing path by 2030.

›

Barring a further and persistent 200 bp increase in BTP yields, we estimate that
Italy’s public debt-to-GDP ratio should either stabilise (if yields move up by an
additional 100 bp) or, in our baseline scenario, decline further towards 140% by
2030. We stick to our expectations of a tightening of the 10-year Italian spread vs the
Bund from 195 bp (on 11 May) towards 160 bp by year-end.

›

Key to this spread-tightening view is also our expectation that the ECB will
underdeliver on the rate path currently priced in by market participants, being
constrained by both weaker growth and higher financial market volatility, while we
expect euro area inflation to moderate slightly in H2. However, in the meantime,
the 10-year BTP spread could continue to hover around 200 bp until the end of the
summer, with market participants potentially testing ECB’s resolve to use the
flexibility embedded in PEPP reinvestments.

›

As such, the ECB could well announce its readiness to use this flexibility at its
upcoming meetings if periphery government bond spreads vs the Bund widen
further. However, barring a sharp and broad-based increase in periphery spreads,
we do not expect the ECB to announce a new stability QE facility. The bar is too
high as the ECB focuses again on its primary mandate: fighting inflation.
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Debt sustainability is back in focus
Since the beginning of 2022, euro area sovereign bond yields have been rising sharply as
higher and more persistent inflation than anticipated led to expectations that the
European Central Bank (ECB) would accelerate the pace of monetary policy tightening.
Market participants now expect the ECB to bring the deposit rate back to positive
territory this year (from -0.5% on 11 May), starting with a likely 25 bp hike in July,
bringing the deposit rate up to around 1.6% in 2023 according to the EURIBOR futures
curve. This market repricing has led both the 10-year German and Italian government
bond yields to hit new year-to-date highs of 1.0% and 3.0%, respectively in early May.
Inflation well above target has put the ECB under pressure to ‘normalise’ its monetary
policy stance, despite rapidly slowing growth. According to recent comments made by
Governing Council members, a July rate hike looks all but certain unless another major
shock hits the euro area in the meantime.
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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At the same time, ECB members are becoming more concerned that the window to hike
rates beyond the summer will soon close if the economic slowdown deepens. For the ECB
to keep hiking rates “gradually”, which we understand as a quarterly pace once the
deposit rate hits zero, a broad-based recession must be avoided.
The combination of market expectations for a faster and stronger ECB hiking cycle, the
sharp slowdown in growth and the rise in sovereign bond yields has brought back into
focus debt sustainability, particularly for Italy. The country is not only more exposed to
the Russia-Ukraine crisis; rising political risk premia (general elections are scheduled for
spring next year) and an elevated public debt to GDP ratio are additional worries.
The good news is that most countries in the euro area have used the ultra-loose
monetary policy environment over the past 10 years to increase the duration of their
outstanding debt, making them less sensitive to temporarily rising rates and yields.
The weighted average maturity of Italian debt is around seven years, so higher yields
take time to change the cost of debt.
CHART 1: ITALIAN SOVEREIGN YIELD CURVE YEAR-TO-DATE EVOLUTION
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The average cost of debt has also been declining since 2012 thanks to the ECB’s buying
programmes and extremely low rates. According to the European Commission (EC)’s
calculations for Spain and Italy, it stood at 2.4% and 2.0%, respectively in 2021.
Considering the sharp year-to-date upward movement in Italian sovereign bond (BTP)
yields, we see that refinancing with bonds with maturities above seven years would lead
to an increase in Italy’s borrowing costs, whereas at the beginning of 2022, the 30-year
Italian government bond (BTP) yield was trading below 2% (see chart 1).
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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That said, a persistent shock has the potential to put the debt to GDP ratio on an
increasing path by 2030 (see chart 3).
The bad news is that the current environment has led to more public spending to
shield the impact of higher energy prices on consumers and firms. The growth outlook
has deteriorated as well. Italy is particularly vulnerable owing to its higher exposure to
Russian energy products and a higher share of industry in its economy. Higher headline
inflation will lift nominal growth, but the key question is all about potential growth. Italy
is currently receiving European Union (EU) money via the Next Generation EU. Hopes
are that reforms and spending on key sectors will help boost potential growth. Ensuring
that Italian economic growth rates substantially exceed pre-pandemic averages beyond
the post-Covid bounce will be key to the sustainability of the Italy’s public finances.
CHART 3: ITALY - DEBT TO GDP RATIO UNDER THREE DIFFERENT SCENARIOS
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Market fragmentation is emerging again
Market participants’ concerns regarding Italy’s debt sustainability are probably one of
the reasons for the higher risk premium on Italy’s BTPs (the political risk being the
other). Plotting the average euro area sovereign credit rating with their 10-year
government bond spread vs the Bund, we see that there are two outliers: Italy and
Portugal (see chart 2). In the case of the former, a tighter spread than suggested by the
regression means that rating upgrades could be on the cards if Portugal’s solid nominal
GDP growth persists and enables it to rapidly decrease its debt-to-GDP ratio (which
stood at 127% in 2021).
Regarding Italy, the approximately +50 bp spread difference with the level implied by the
regression suggests that 10-year Italian bonds are trading at yield levels more consistent
with a high-yield rating than an investment-grade (IG) one. This is consistent with the
fact that, despite a very high public debt-to-GDP ratio for an IG rating, rating agencies
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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justify maintaining Italy in the IG camp partly because of its euro area membership (and
the fiscal and monetary support that comes with it).
Along with the rise in euro area sovereign bond yields since the beginning of the year, 10year spreads vs the Bund have also been widening, with the 10-year BTP spread standing
at 195 bp and its Spanish counterpart at 107 bp (on 11 May, see chart 5). What is striking is
how much wider the spread-widening has been for peripheral countries (Italy, Spain,
Portugal and Greece) compared to the GDP-weighted average of all euro area
government bonds and semi-core ones (France, Austria, Belgium, Ireland and Finland)
(see chart 4).
CHART 4: 10-YEAR GDP-WEIGHTED EURO GOVERNMENT BOND SPREADS

CHART 5: 10-YEAR ITALY AND SPAIN GOVERNMENT BOND SPREADS
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This sharper reaction in periphery bond markets brings to the fore the risk of market
fragmentation. However, at 159 bp the 10-year GDP-weighted periphery spread is still
lower than the peak reached in 2020 and close to the average of 171 since 2014.
Although we believe that market fragmentation is not yet severe enough for the ECB to
act upon it, the implicit assumption from markets has long been that the ECB would step
in, one way or the other, if peripheral spreads widened to the point of impairing the
transmission of monetary policy. ECB President Christine Lagarde has said repeatedly
that the ECB stands ready to use the flexibility embedded in existing tools, including
PEPP reinvestments, but also to design a new backstop facility to prevent spreads from
becoming disconnected from macro and fiscal fundamentals. The question is whether the
ECB will deliver on its promises and, if so, what their pain threshold is in terms of
peripheral spreads.
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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Constructive ambiguity for longer
Speculation over ECB interventions are not exactly new, but this time is different on all
levels. Most crucially, inflation is well above target, which weakens the justification for
asset purchases in general. At the same time, the euro area stands out as very vulnerable
to global risks, including the war in Ukraine, the slowdown in China, or the rise in US
bond yields. We have argued that this time, the case for a new QE facility should be made
by the hawks – they know that the ECB will be in a position to go back to neutral if, and
only if, peripheral bond spreads stop widening.
Yet there are many reasons to believe that the bar for ECB intervention is higher today
than it was in the past, and that constructive ambiguity will likely prevail for now.
First, we don’t believe that there is any agreement within the Governing Council in terms
of the level of bond spreads that constitutes a threat to monetary policy transmission. The
pain threshold depends on the drivers of the sell-off – as long as the move is
predominantly driven by expectations of ECB rate hikes, higher BTP yields will be seen
as a feature rather than a bug. Second, the average cost of debt has been declining for
years, and it would take a sustained increase in bond yields to translate into a higher
interest-rate burden weighing on long-term debt sustainability. Third, the moment the
ECB becomes more explicit about a new tool, the market is likely to test it. The appetite
for actual purchases, as opposed to verbal interventions, is likely to be very limited still.
In the meantime, the path of least resistance could see the ECB use the flexibility of QE
reinvestments to mitigate widening of spreads. We estimate that PEPP reinvestments will
amount to about EUR200bn over the next twelve months, with another EUR225bn in
public bond redemptions coming from PSPP holdings. However, only a share of these
amounts can be redirected towards the BTP market over time, even assuming that the
flexibility embedded in the PEPP is transferred to the PSPP. In the event of a protracted
sell-off, markets are likely to push for more.
Ideally, a new stability QE facility would include the most efficient features from
previous tools, essentially building on the PEPP. It would have no ex ante limits in terms
of volume. It would be flexible in terms of asset purchases relative to capital keys. And it
would ‘de-consolidate’ bond holdings from other ECB bond portfolios (a crucial point to
make any such programme credible given that some countries are close to 30% limits
under the APP, and up to 15-20% under the PEPP). Last but not least, a new programme
may include some degree of conditionality to mitigate the significant legal risks, possibly
building on the existing coordination mechanisms designed with the EU Recovery and
Resilience Facility. It would prove more complicated than that in practice, but another
difference with previous episodes is that such mechanisms exist today.

Conclusion
Considering our view that, barring a further and persistent 200 bp increase in BTP yields,
with the seven-year moving up from 2.4% (on 11 May) to 4.4%, Italy’s public debt-toGDP ratio should either stabilise (if yields move up by an additional 100 bp) or in our
baseline scenario, decline further towards 140% by 2030, we stick to our expectations of a
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.

5 OF 10

PICTET WEALTH MANAGEMENT
ASSET ALLOCATION & MACRO RESEARCH
12 May 2022

FLASH NOTE

EURO PERIPHERY BOND - UPDATE

THE ECB CANNOT IGNORE MARKET FRAGMENTATION
tightening of the 10-year Italian spread vs the Bund from 195 bp (on 11 May) towards
160 bp by year-end (see chart 5 and The end of negative euro bond yields (at least for
now)).
Key to this spread tightening view is also our expectation that the ECB will underdeliver
on the rate path currently priced in by market participants, being constrained by both
weaker growth and higher financial market volatility, while we expect euro area inflation
to moderate in H2 to fall back to ECB’s 2% target in 2023. However, in the meantime, the
10-year BTP spread could continue to hover around 200 bp until the end of the
summer, with market participants potentially testing ECB’s resolve to use the
flexibility embedded in PEPP reinvestments.
As such, the ECB could well announce its readiness to use this flexibility at its upcoming
meetings if periphery government bond spreads vs the Bund widen further. However,
barring a sharp and broad-based increase in periphery spreads, we do not expect the ECB
to announce a new stability QE facility. The bar is too high as the ECB focuses again on
its primary mandate: fighting inflation.

------------------------------------------Appendix
Debt ratio equations:
𝑑𝑡 =

1+𝑖
∗ 𝑑𝑡−1 − 𝑠𝑡
1+𝑔

where 𝑑𝑡 and 𝑑𝑡−1 are the debt-to-GDP ratios in time periods t and t − 1, respectively; 𝑖
and 𝑔 are average cost of debt and growth rates (interest rate and nominal growth rate
are often used as a proxy), respectively; and 𝑠 is the primary budget balance as a
percentage of GDP. The difference between the average cost of debt and the nominal
growth rate (𝑖 - 𝑔) is key for the sustainability of public finances. If nominal growth
exceeds the nominal cost of funding (i.e. if 𝑔 > 𝑖), countries can run a primary deficit
while keeping the debt ratio constant.

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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London, 5 Stratton Street, W1J 8LA.
Authorised and regulated by the Commission de Surveillance du Secteur Financier. Deemed authorised by the Prudential Regulation Authority. Subject to regulation by the
Financial Conduct Authority and limited regulation by the Prudential Regulation Authority. Details of the Temporary Permissions Regime, which allows EEA-based firms to
operate in the UK for a limited period while seeking full authorisation, are available on the Financial Conduct Authority’s website.
Distributors: Bank Pictet & Cie (Asia) Ltd (“BPCAL”) in Singapore 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 information purposes only and are not to be used or considered as an offer, an invitation to offer
or solicitation to buy, sell or subscribe for any securities, commodities, derivatives, (in respect of Singapore only) futures, or other financial instruments (collectively referred to
as “Investments”) or to enter into any legal relations, nor as advice or recommendation with respect to any Investments. This document is intended for general circulation and
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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
recipient of this document. Investors should seek independent financial advice regarding the appropriateness of investing in any Investments or adopting any strategies
discussed in this document, taking into account the specific investment objectives, financial situation or particular needs of the investor, before making a commitment to
invest.
BPCAL/Pictet HK Branch has not taken any steps to ensure that the Investments referred to in this document are suitable for any particular investor, and accepts no fiduciary
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 i nvestors” 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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