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Are markets underestimating the
risks of tariff-related inflation?

Javier Amador, lvan Fernandez

Markets seem to reflect recent soft inflation data and dovish
members’ views on the limited impact of tariffs on inflation

Last week’s updated SEP showed the median FOMC participant still expects two rate cuts before
year-end, but Fed officials are increasingly split on where rates will end up (Eigures 2 and 3).

The parallel downward shift of the yield curve in the past month (Eigure 10) likely reflects the market
dissent on the need to extend the pause amid the lack of evidence showing tariff impact on prices.

Market volatility from early April remains contained (Figure 11), yet new outbreaks are not ruled out
amid geopolitical risks and the end of the 90-day pause on reciprocal tariffs in a couple of weeks.

The absence of signs that the U.S. is set to address debt sustainability is likely contributing to the c.
50bp spread between 10-year and 30-year Treasury yields (Eigure 14).

The historical disconnect between rate levels and the U.S. dollar persists (Figure 20), but a sudden
loss of the exorbitant privilege seems unlikely, as private domestic investors hold most of U.S. debt.

Mid- and long-term Treasury yields have pulled back from last month’s highs amid soft inflation prints and
dovish signals from Fed officials like Bowman and Waller, who have voiced support for a July rate cut
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Last week’s updated SEP showed the median

FOMC participant still expects two rate cuts...

FIGURE 2. FOMC PROJECTED FED
FUNDS RATE (%)
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... before the end of this year, but Fed officials
are increasingly split on rate projections (see)

FIGURE 3. FOMC PROJECTED FED
FUNDS RATE (%)
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For 26 and 27, median rate expectations edged higher to 3.6 and 3.4% (from 3.4 and 3.1%). If revisions
continue, the longer-run rate estimate—so far unchanged—could eventually move higher

FIGURE 4. FOMC LONGER RUN FED FUNDS RATE ESTIMATION (%)
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The timing of the Fed’s next move remains very
uncertain, as Powell noted that no one is...

FIGURE 5. FED FUNDS RATE IN EASING
CYCLES (%)
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... strongly confident in their forecast. Despite
ample support for being “well-positioned”...

FIGURE 6. FED FUNDS RATE IN EASING
CYCLES (BPS VS RATE AT FIRST CUT)
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... towait and Powell’'s emphasis on sticking to a
“forward-looking” approach, some of the...

FIGURE 7. 2-YEAR TREASURY YIELD IN
EASING CYCLES (%)
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... recent market dissent on the policy path
appears driven by the lack of clear evidence...

FIGURE 8. 10-YEAR TREASURY YIELD IN
EASING CYCLES (%)
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... showing tariffs’ impact on prices. This is

reflected in the parallel downward shift of the...

FIGURE 9. TREASURY YIELDS
(%)
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... yield curve, which drove a c. 30 bps decline in
the 10 year yield from a mid-May 4.6% high

FIGURE 10. TREASURY YIELD CURVE
(%)
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Despite lingering uncertainty, the early April market volatility peak remains contained, yet new outbreaks
are not ruled out due to increased geopolitical risks and the uncertainty around upcoming U.S. actions...

FIGURE 11. ICE BOFAML MOVE INDEX (INDEX POINTS)
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...when the 90-day pause on reciprocal tariffs ends in a couple of weeks. The steepening of the yield curve
continues to indicate ongoing concerns about long-term U.S. economic risk rather than a positive outlook

FIGURE 12. TREASURY YIELD SPREADS (BPS)
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The absence of signs that the U.S. is set to ... the c. 50bp spread between 10-year and
address debt sustainability is likely fueling... 30-year Treasury yields. The upward trend...
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...driven by these concerns seems to have

come to a halt. The real yield curve downshift ...

FIGURE 15. TREASURY REAL YIELDS
(TIPS) (%)
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... reflects a slight decrease in the term
premium. Besides, the recent dropin...

FIGURE 16. TREASURY REAL YIELD
CURVE (TIPS) (%)
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...nominal rates is also likely reflecting easing
inflation concerns after the latest CPI data

FIGURE 17. BREAKEVEN INFLATION
RATES (%)
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Nevertheless, a historical disconnect between
interest rate levels and the US dollar’s...

FIGURE 18. 10-YEAR TREASURY YIELD
CHANGE BREAKDOWN (BPS)
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... performance persists. However, a sudden
loss of the US’s exorbitant privilege seems...

FIGURE 19. 10-YEAR TREASURY YIELD
BREAKDOWN (%)
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... unlikely, as most of its debt is currently held
by private domestic investors

FIGURE 20. 10-YEAR TREASURY YIELD &
DXY INDEX (% & INDEX POINTS)
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The futures market now prices a 90% chance of
at least two 25bp rate cuts this year, ...

FIGURE 21. FUTURES-IMPLIED FED
FUNDS RATE (%)
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... up from 2-to-3 odds last month

FIGURE 22. FUTURES-IMPLIED FED
FUNDS RATE (%)

x ~~EQMC (Jun-25)

FOMC (Mar-25)

<«¢‘% % B % T % % Y,
% X ﬁd% =y r’d\/\"’;@@;v’a % %

1 year ago = 3 months ago == 1 month ago
25-Jun

The gray lines indicate weekly implied rate paths over the past
year. Source: BBVA Research / CME / Fed

1 month ago

Jul Sep Now Jan Mar  May
24 25

Sep-25 Dec-25 == Jun-26

The gray area indicates the fed funds rate target range
Source: BBVA Research / CME / Fed



BBVA

Research

Mortgage rates edged down last month, in line
with long-term Treasury yields

FIGURE 23. MORTGAGE RATES
(%)
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Early-April’s pressure on investment-grade
corporate spreads continued to ease slightly

FIGURE 24. CORPORATE BOND YIELD
SPREADS (%)

1 month ago

Jul Sep MNov Jan Mar May
24 25

10-year Treasury yield == 15-year mortgage rate (rhs)
== 30-year mortgage rate (rhs)

The gray area indicates the fed funds rate target range (rhs)
Source: BBVA Research / Bankrate / Fed / Treasury Dept.

The relative calm in financial conditions
indexes reflects the fact that the Fed has not...

FIGURE 25. CHICAGO FED NATL. FIN.
COND. INDEX (>0: TIGHTER THAN AVG.)
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... had to intervene with extraordinary liquidity
measures to this year's volatility bouts

FIGURE 26. FED FINANCIAL STRESS
INDEXES (>0: ABOVE AVG. FIN. STRESS)
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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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