B BVA Creating Opportunities

Research

US Interest rates monitor

Treasury yields soar amid a lack of further progress
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The most recent data suggest a rate cut soon is off the table as
odds for less than three rate cuts this year jumped

= 2-and 10-year Treasury yields are now 25 and 35 bps higher than last month’s (Figures 4 and 5) after pricing
in that the policy stance will likely need to remain restrictive for longer.

=  The stability of 3- and 6-month Treasury yields below 5.5% reflects the relatively low risk priced in by financial
markets that the Fed will need to hike rates at any of the upcoming meetings (Figures 6 and 7).

= The single-day 20bp jump in the 10-year Treasury yield following the latest CPI report was the largest since
September 2022 (Eigure 8), which was echoed by equity (VIX) and fixed income volatility indexes (Eigure 9).

=  The implied probability in the futures market of at least three rate cuts this year went from 77% a month ago to
23% after the most recent stronger-than-expected CPI inflation report (Eigures 21 and 22).

= While the Fed expected “some unevenness” in monthly inflation readings as it returns to target (Figures 29 and
30), the most recent economic data suggest a rate cut in the upcoming meetings is likely off the table.

A third-in-a-row 0.4% MoM core CPI inflation reading for March following strong jobs reports added to a

series of hot data that points to a lack of further progress so far this year to bring inflation back to target
Figure 1. 2-YEAR, 10-YEAR TREASURY YIELDS AND FED FUNDS RATE (%)
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... achieve the needed confidence on a sustained

suggest it will take “longer than expected” to...

Figure 2. FED FUNDS RATE IN TIGHTENING CYCLES
(%)
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... longer than expected to begin a rate cut cycle;

2- and 10-year Treasury yields are now 25 and...

Figure 4. 2-YEAR TREASURY YIELD IN TIGHTENING
CYCLES (%)
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disinflation process, which means it will take...

Figure 3. FED FUNDS RATE IN TIGHTENING CYCLES
(BPS VS RATE LEVEL AT LIFTOFF)
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... 35 bps higher than a month ago as markets

priced in the need to remain restrictive for longer

Figure 5. 10-YEAR TREASURY YIELD IN TIGHTENING
CYCLES (%)
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With policy deemed to be “well positioned to ... persist,” concerns on the possibility of further
handle the risks [faced] if higher inflation does... rate hikes seem overdone
Figure 6. TREASURY YIELDS Figure 7. TREASURY YIELD CURVE
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The single-day 20bp jump in the 10-year Treasury

... largest since Sep 2022, which was echoed by

yield following the latest CPI report was the...

equity (VIX) and fixed income volatility indexes

Figure 8. 10-YEAR TREASURY YIELD DAILY CHANGE Figure 9. ICE BOFAML US BOND MARKET OPTION
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The stability of 3- and 6-month Treasury yields below 5.5% reflects the relatively low risk priced in by

financial markets that the Fed will need to hike rates again, i.e., today's uncertainty revolves around...
Figure 10. TREASURY YIELD SPREADS (BPS)
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... how much longer should the fed funds rate ... higher should it go (as it was the case during

remain at its current level, and not about how...

3Q23). This makes it less likely that the 10-year...

Figure 12. 10Y-3M TREASURY YIELD SPREAD
(% AND BPS)

Figure 11. 10Y-2Y TREASURY YIELD SPREAD
(% AND BPS)
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... territory despite these nuances regarding the

October. The term premium is close to positive...

Figure 13. 10-YEAR TREASURY YIELD AND TERM
PREMIUM (%)
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nature of the current uncertainty

Figure 14. CHANGE IN 10-YEAR TREASURY YIELD
(BPS)

31-Mar

to -8 48 21
31-Aug

31-Aug

to -32 [18 93
31-Oct

31-Oct

31-Dec

31-Dec

to 19 025 30
22-Apr

-120 -100 -80 -60 -40 -20 O 20 40 60 80O 100 120

mExpected real interest rate = Expected inflation = Term premium

Source: BBVA Research / Haver

... year's progress on inflation is reflected in

expected economic activity data despite last...

Figure 15. INFLATION INDEXED (TIPS) YIELDS
(%)
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higher rates across the real yield curve. Greater...

Figure 16. INFLATION INDEXED (TIPS) YIELD CURVE
(%)
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... potential output could be behind it. Likewise,

... far this year following 2023's notable progress,
Treasury-market implied inflation expectations...

Figure 18. 5Y5Y FORWARD IMPLIED INFLATION RATE

although inflation data have disappointed so...
Figure 17. BREAKEVEN INFLATION RATES
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... moved up somewhat but remain well anchored
as mid- and long-term expectations...

Figure 19. 5-YEAR BREAKEVEN INFLATION RATE

... continue to hover around the levels seen in
decade before the pandemic

Figure 20. 10-YEAR BREAKEVEN INFLATION RATE
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The implied probability in the futures market of at ... a month ago to 23% after the most recent
least three rate cuts this year went from 77%... stronger-than-expected CPI inflation report

Figure 21. IMPLIED RATE IN 30-DAY FED FUNDS Figure 22. IMPLIED RATE IN 30-DAY FED FUNDS
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The housing market continues to be the most ... while the IG bond market appears to remain

sensitive to the high interest rate environment, ... immune to the steepest hiking cycle in decades

Figure 23. MORTGAGE RATES Figure 24. CORPORATE BOND SPREADS
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Broad indexes continue to point to easier A likely explanation is that both households and
financial conditions compared to past standards businesses have not been severely affected...
Figure 25. CHICAGO FED NATIONAL FINANCIAL Figure 26. BLOOMBERG FINANCIAL CONDITIONS
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... by the increase in financing costs because ... the ultra-low rates period. Risks remain as
they managed to shield their liabilities during... debts mature and are refinanced at higher rates
Figure 27. FED FINANCIAL STRESS INDICES Figure 28. OFR FINANCIAL STRESS INDEX
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Odds for less than three rate cuts this year have increased as
some participants discard the “residual seasonality” explanation

While the Fed expected some unevenness in ... target, and while there was a broad consensus
monthly inflation readings as it returned to... among FOMC officials on beginning to dial...
Figure 29. FOMC PARTICIPANTS PROJECTED FED Figure 30. FOMC PARTICIPANTS PROJECTED FED
FUNDS RATE (MEDIAN PROJECTION, %) FUNDS RATE (MEDIAN PROJECTION, %)
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... back the policy restriction at some point this year, the most recent economic data suggest a rate cut

soon is off the table. The median estimate for the neutral interest rate rose slightly to 2.6% from 2.5%
Figure 31. PROJECTED LONGER RUN FEDERAL FUNDS RATE (%)
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DISCLAIMER

The present document does not constitute an “Investment Recommendation”, as defined in Regulation (EU) No 596/2014 of the
European Parliament and of the Council of 16 April 2014 on market abuse (“MAR?”). In particular, this document does not
constitute “Investment Research” nor “Marketing Material”, for the purposes of article 36 of the Regulation (EU) 2017/565 of 25
April 2016 supplementing Directive 2014/65/EU of the European Parliament and of the Council as regards organisational
requirements and operating conditions for investment firms and defined terms for the purposes of that Directive (MIFID II).

Readers should be aware that under no circumstances should they base their investment decisions on the information
contained in this document. Those persons or entities offering investment products to these potential investors are legally
required to provide the information needed for them to take an appropriate investment decision.

This document has been prepared by BBVA Research Department. It is provided for information purposes only and expresses
data or opinions regarding the date of issue of the report, prepared by BBVA or obtained from or based on sources we consider
to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers no warranty, either express or implicit,
regarding its accuracy, integrity or correctness.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any interest in
financial assets or instruments. Neither shall this document nor its contents form the basis of any contract, commitment or
decision of any kind.

The content of this document is protected by intellectual property laws. Reproduction, transformation, distribution, public
communication, making available, extraction, reuse, forwarding or use of any nature by any means or process is prohibited,
except in cases where it is legally permitted or expressly authorised by BBVA on its website www.bbvaresearch.com.
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