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Why bond yields may stay close to current levels

20 October 2026

UST and Bund yields have moderated from recent peaks. We discuss why
this is unlikely to be the start of a trend and why we see vyields remaining
higher than in recent years. Higher yields and too bold expectations of
further tightening by the Fed and ECB make the asset class increasingly
attractive for medium-term investors.

1. Current Treasury yields offer attractive carry and some protection adainst further Fed tightening, with the main
upside risk being a higher term premium related to fiscal risk. The balance of risks suggests that any sustained
UST rally should come from weaker growth or equity market weakness rather than from lower inflation.

2. Higher UST yields have made carry more attractive. Investors with a medium-term investment horizon face an
asymmetric distribution of returns, with positive outcomes outweighing negative ones. The picture is less
compelling for investors with a shorter investment harizon, for whom carry plays a smaller role. For these
investors, a cautious stance on duration remains advisable given the still-elevated rate volatility.

3. Bund yields have risen alongside global rates in 2026. Weaker growth and renewed safe-haven demand amid
widening credit spreads suggest limited scope for a sustained rise in yields. Conversely, a decline back towards
3% would likely require a meaningful moderation in ECB rate expectations, accompanied by a similar repricing
of the Fed outlook.
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Higher UST yields: a real-rates story

This year has been anything but uneventful for government bond investors. After a positive start, the outbreak of the
conflict with Iran put the asset class under pressure. US Treasury yields have risen by around 100bp YTD, reaching
levels not seen for decades. As a result, UST returns have turned nedative, although the losses have been far less
severe than in 2022 thanks to higher starting yields.

What has driven this rise in yields? In Chart 1, we divide the increase in the 10Y Treasury yield into three components:
breakeven inflation, expected real short-term rates and the term premium. Breakeven inflation is derived directly
from US inflation-linked bonds (TIPS), while expected real short-term rates and the term premium are estimated
using the Adrian-Crump-Moench (ACM) model.

Most of the increase in UST yields can be attributed to higher real rates, while inflation expectations and the term
premium have remained broadly unchanged.

CHART 1: HIGHER UST YIELDS MAINLY REFLECT HIGHER REAL RATES
10Y BREAKEVEN INFLATION, TERM PREMIUM, REAL YIELDS (CHANGE SINCE JAN 2026, BP)
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Source: Bloomberg, The Investment Institute by UniCredit
Note: short term expected rates and the term premium are calculated based on the ACM model.

Are higher real yields justified?

Higher real rates are consistent with the resilience of the US economy, supported by Al-related investment and
spending by higher-income households. Higher real rates also align with recent comments by Fed Chair Kevin Warsh,
who described Al as a significant benefit to the US economy, with the potential to boost productivity over time. In
addition, higher real rates reflect growing borrowing needs from hyperscalers and expectations that investment
spending in the Al space will remain strong for years to come.

The evolution of real rates will be crucial for Treasury markets in the quarters ahead. The key question is whether
economic growth will ultimately validate current expectations (see Coffee Break - Views from Bandkok for mare
details on the topic of Al). We believe higher real rates are likely to persist, supported by Al-related investment and
productivity growth, at least in the near term. Consequently, while USTs may currently appear somewhat oversold,
the scope for a substantial rally remains limited. Investors should get used to yields remaining above the levels
typical of the past twenty years.

www.the-investment-institute.unicredit.eu 2



https://www.research.unicredit.eu/DocsKey/fxfistrategy_docs_2026_189034.ashx?EXT=pdf&KEY=KZGTuQCn4lsvclJnUgseVC3FbuQ10KutPuOkgxOniyZ7DJG-qpMwLA==&T=1

The Investment Institute The Short View
by UniCredit 20 October 2026

Inflation expectations remain anchored

Meanwhile, 10Y breakeven inflation has been volatile but broadly trendless despite higher energy prices. This reflects
the fact that the US is a net energy exporter and that core inflation, while high in absolute terms, has remained
relatively stable this year. The dynamics of US breakeven inflation also highlight the Fed’s credibility and investors’
confidence in its commitment to price stability. As such, inflation expectations are likely to remain broadly neutral
for Treasury yields. At around 2.35%, the 10Y breakeven rate is only modestly above the Fed’s inflation target. Since
the start of 2022, it has traded between roughly 2.05% and 3.00%. Based solely on recent history, risks to breakeven
inflation remain skewed modestly to the upside.

US fiscal concerns are not a driver now but remain a key risk

The ACM term premium has remained broadly stable and currently stands near 80bp. While close to the average
observed in 2026, it remains well below the levels prevailing before the global financial crisis, when it averaged
around 145bp between 1995 and 2007. The lack of any sustained upward trend in the term premium is somewhat
surprising given elevated uncertainty surrounding both monetary policy and geopolitics. It also contrasts with a
backdrop of persistent fiscal deficits and a more price-sensitive investor base. In our view, the risk of a higher term
premium remains the clearest source of upside pressure on Treasury yields.

Debt supply does not appear to be a significant driver of yields at present. This is evident from the 10Y UST-0IS
spread, which has remained broadly stable at around 40/45bp since late August and is still close to the lower end of
its range over the past two years. A repricing of the term premium remains a key risk for Treasury investors.

CHART 2: FISCAL RISK NOT A DRIVER OF UST YIELDS (YET)
10Y TERM PREMIUM AND 10Y UST-0IS SPREAD
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Source: LSEG, The Investment Institute by UniCredit

USTs: higher yields improve attractiveness, the investment horizon is key

In recent weeks, markets have priced the peak fed funds rate at between 4.75% and 5.00%. This is more than we
expect from the fed. Moreover, 10Y Treasury yields are now trading above that range. Looking at past tightening
cycles, this is unusual: the 10V Treasury yield has typically traded below the peak fed funds rate (for further details
see our Coffee Break — What the shape of the UST curve tells us). Unless markets begin pricing a significantly higher
terminal rate, 10Y USTs, currently trading at around 5.20%, already provide a meaningful cushion adainst further Fed
tightening.
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CHART 3: UST YIELDS CURRENTLY EXCEED FED PEAK PRICED IN BY FORWARDS
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Source: Bloomberg, The Investment Institute by UniCredit

For medium-term investors, current yield levels offer attractive carry and a favourable asymmetry in expected
returns. A further 50bp increase in yields, pushing the 10Y Treasury yield to around 5.60%, would still generate a
positive one-year total return of roughly 2%. By contrast, a 50bp decline to around 4.60% would deliver a return
close to 9%.

The picture is less compelling for investors with a shorter investment horizon, for whom carry plays a smaller role.

Given still-elevated rate volatility, maintaining a cautious stance on duration risk remains prudent.

CHART 4: 10Y UST RETURNS UNDER DIFFERENT YIELD SCENARIOS
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Bund vields

Bund vields have risen in line with moves observed across most major bond markets. However, unlike UST vyields,
Bund yields remain well below their historical highs. While 10Y UST yields have reached levels last seen in 2006-07,
10V Bund vyields are still around 3.4%, compared with more than 4.5% in 2007-08.

This reflects Europe’s weaker growth backdrop. Euro area GDP is expected to expand at less than half the pace of US
GDP this year and next. The eurozone is also lagging the US with respect to the tech sector, so the case for a higher
R-star is less compelling. Indeed, compared to the US, the rise in Bund yields has been less driven by real yields, while
inflation expectations have played a larger role, rising by around 40bp since the start of the year.

In recent weeks, Bunds have also benefited from renewed pressure on EGB spreads. Selling in OATs and BTPs has
generated safe-haven demand for Bunds, which remain the benchmark risk-free asset within the euro area.

It remains difficult to build a strong bearish case for Bunds. For 10Y Bund yields to move above 4% on a sustained
basis, a much stronder growth story would likely be required, which currently appears unlikely. The eurozone’s neutral
real rate may be around 0.5%, depending on the success of fiscal and infrastructure initiatives and the extent to
which Al boosts productivity while demodraphic trends remain a structural headwind for Europe, limiting the upside
potential. In such an environment, any increase in the ECB policy rate above 2.50% is likely to be viewed as temporary
and have only a limited impact on long-dated vyields, as seen in 2022-23. An ECB policy rate remaining in the 3.0-
3.5% range for an extended period (consistent with neutral real rates in the 1-1.5% area) would probably be
necessary to push 10Y Bund yields towards 4.0-4.5%.

Conversely, a scenario in which 10Y Bund yields move towards 4% despite ECB rates stabilising around 2.5% would
require a structurally much steeper yield curve, likely related to higher risk premiums. This appears unlikely, given that
euro area fiscal expansion is still expected to remain relatively limited, even after accounting for Germany’s fiscal plans.

What could drive Bund yields lower? Most likely, a significant repricing of ECB expectations, triggered either by weaker
growth data or lower energy prices or rising flight to quality if tensions on EGB spreads escalate. As Chart 5 illustrates,
10Y Bund yields were below 3% in late June amid an improving outlook for the Middle East conflict, when markets
were pricing ECB rates at around 2.5% one year ahead. However, back then 10Y UST vyields were below 4.5%,
reflecting more subdued expectations for Fed tightening. Reverting to that situation is less likely now that the Fed
has hiked rates. This should also limit the downside potential for Bund yields.

CHART 5: BUND YIELDS AND ECB EXPECTATIONS
EXPECTED ECB RATES ONE YEAR AHEAD AND THE 10Y BUND YIELD
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Source: Bloomberg, The Investment Institute by UniCredit
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Ledal Notices

Glossary

Terms used in the report are available on our website: Our glossary.

Marketing Communication

This publication/video constitutes a marketing communication of UniCredit S.p.A., UniCredit Bank Austria AG, Schoellerbank AG and
UniCredit Bank GmbH (hereinafter jointly referred to as the “UniCredit Group”) is addressed to the general public and is provided free of
charge for information only. It does not constitute investment recommendation or consultancy activity by the UniCredit Group or, even
less, an offer to the public of any kind nor an invitation to buy or sell securities. The information contained herein does not constitute an
investment research or financial analysis since, in addition to the lack of content, it has not been prepared in accordance with ledal
requirements designed to promote the independence of investment research, and it is not subject to any prohibition on dealing ahead
of the dissemination of investment research.

UniCredit Group, including all its group companies may have a specific interest in relation to the issuers, financial instruments or
transactions detailed herein. Relevant disclosures of interests and positions held by UniCredit Group are available at: Conflicts of interest.
Any estimates and/or assessments contained in this publication represent the independent opinion of the UniCredit Group and, like all
the information contained therein, are given in good faith on the basis of the data available at the date of publication, taken from reliable
sources, but having a purely indicative value and subject to change at any time after publication, on the completeness, correctness and
truthfulness of which the UniCredit Group makes no duarantees and assumes no responsibility. Interested parties must therefore carry
out their own investment assessments in a completely autonomous and independent manner, relying exclusively on their own
considerations of the market conditions and the information available overall, also in line with their risk profile and economic situation.
Investment involves risk. Before any transaction in financial instruments please refer to the relevant offering documents. It should also
be noted that:

4. |Information relating to the past performance of a financial instrument, index or investment service is not indicative of future results.

5. Ifthe investment is denominated in a currency other than the investor’s currency, the value of the investment can fluctuate strongly
according to changes in exchande rates and have an undesirable effect on the profitability of the investment.

6. Investments that offer high returns can undergo significant price fluctuations following any downgrading of creditworthiness. In the
event of bankruptcy of the issuer, the investor may lose the entire capital.

7. High volatility investments can be subject to sudden and significant decreases in value, being able to generate significant losses at
the time of sale up to the entire capital invested.

8. In the presence of extraordinary events, it may be difficult for the investor to sell or liquidate certain investments or obtain reliable
information on their value.

9. If the information refers to a specific tax treatment, it should be noted that the tax treatment depends on the individual situation of
the customer and may be subject to change in the future.

10. If the information refers to future results, it should be noted that they do not constitute a reliable indicator of these results.

11. Diversification does not guarantee a profit or protect against a loss.

The UniCredit Group cannot in any way be held responsible for facts and/or damages that may arise to anyone from the use of this

document, including, but not limited to, damades due to losses, lost earnings or unrealised savings. The contents of the publication —

including data, news, information, imades, graphics, drawings, brands, and domain names — are owned by the UniCredit Group unless

otherwise indicated, covered by copyright and by the industrial property law. No license or right of use is granted and therefore it is not

allowed to reproduce its contents, in whole or in part, on any medium, copy them, publish them and use them for commercial purposes

without prior written authorisation from UniCredit Group unless if purposes of personal use only. E 25/1
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