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Feels normal, but bounded by extremes: 3
calls for rates

In our base case, we hit mythical normal levels for rates in 2026. We
end at around 4.25% on the 10yr. We expand on two variations. One,
where the Fed cuts to 2% on macro angst. The other is where the Fed
does something similar, but purely on a super dovish tilt

The Fed's rate-cutting
agenda is set to be
completed in early
2026

ING's base call: It's unusual to get to a normal curve, but we
might just see it

What we call normal levels for rates typically derive from long-run averages, to avoid us just
making them up. In our base case, we hit the mythical normal rate levels through 2026.
Even Japanese rates are moving in that direction.

In fact, we are practically there in the eurozone. The ECB's deposit rate is pitched at 2%,
consistent with an "around 2%" inflation expectation and a zero (to low) real rate. Currently,
we have the 10yr Euribor rate at 2.7%. For 2026, our call is for this to head to the 3% area.
The add-on of heavier issuance (defence spending) should lift government yields by more
than the rise in the ESTR 10yr, thereby widening the Bund swap spread.

In the US, the Fed's rate-cutting agenda is set to be completed in the early months of 2026.
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The market discount has the funds rate bottoming in the 3% area. The 10yr swap rate, now
at 3.65%, looks a tad low against a backdrop where US inflation is at 3%, and prone to rising
in the coming months. We see 10yr SOFR edging up to the 3.75% to 4% area. That pitches
the 10yr Treasury yield in the 4.25% to 4.5% area, assuming a deficit-impacted re-widening
in the swap spread to the 50+bp area.

Our risky call: The Fed cuts for justifiable reasons

Following the 'Risky Call' outlined in the US section, we ask here what happens to bonds when the
picture morphs to corrections in the tech and housing markets, squeezing confidence and
spending, necessitating Fed cuts to 2%. This would be at 1% to 1.5% below what we consider
neutral (3 to 3.5%).

In this "non-inflationary" scenario, the US 10yr yield is quickly pulled structurally below 4%, and
has the potential to get all the way down to 3%. We'd have a central tendency in the 3% to 3.5%
area on the assumption that the Fed is actually done cutting at 2% and there is an ambition for
the next move then to be a hike, even if eventually.

This would impact eurozone rates too, with the 10yr Bund yield liable to find comfort in the
sub-2.5% areaq, likely 2.25% to 2.5%, as the eurozone would be unable to shrug off the effects of
US angst.

Our bold call: What happens if the Fed slashes for unjustifiable
reasons

Again, following the lead from the US section, the 'Bold Scenario' is where the Trump
administration manages to secure the required turnover so that the Fed executes rate cuts far in
excess of what's required, all in an attempt to juice the economy in good time for the midterms.
While there are some positive outcomes for Treasuries from higher tax receipts, the bigger
negative is the rise in inflation risks. Add to that the notion that the Fed is doing things it really
should not be doing, thereby tarnishing credibility.

While Treasuries love rate cuts, they won't like them much given this cocktail. Here, there is a
material risk that finally things begin to unravel for longer tenors, with the 10yr yield hitting 5%,
and the 30yr risks hitting 6%.

In the eurozone, the 10yr Bund yield structurally moves above 3%, and likely settles in the lower
half of the 3% to 3.5% area, looking at a 150bp to 200bp spread to Treasuries.
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Disclaimer

This publication has been prepared by the Economic and Financial Analysis Division of ING Bank N.V. (“ING”) solely for information
purposes without regard to any particular user's investment objectives, financial situation, or means. ING forms part of ING Group
(being for this purpose ING Group N.V. and its subsidiary and affiliated companies). The information in the publication is not an
investment recommendation and it is not investment, legal or tax advice or an offer or solicitation to purchase or sell any financial
instrument. Reasonable care has been taken to ensure that this publication is not untrue or misleading when published, but ING
does not represent that it is accurate or complete. ING does not accept any liability for any direct, indirect or consequential loss
arising from any use of this publication. Unless otherwise stated, any views, forecasts, or estimates are solely those of the author(s),
as of the date of the publication and are subject to change without notice.

The distribution of this publication may be restricted by law or regulation in different jurisdictions and persons into whose
possession this publication comes should inform themselves about, and observe, such restrictions.

Copyright and database rights protection exists in this report and it may not be reproduced, distributed or published by any person
for any purpose without the prior express consent of ING. All rights are reserved. ING Bank N.V. is authorised by the Dutch Central
Bank and supervised by the European Central Bank (ECB), the Dutch Central Bank (DNB) and the Dutch Authority for the Financial
Markets (AFM). ING Bank N.V. is incorporated in the Netherlands (Trade Register no. 33031431 Amsterdam). In the United Kingdom
this information is approved and/or communicated by ING Bank N.V., London Branch. ING Bank N.V., London Branch is authorised by
the Prudential Regulation Authority and is subject to regulation by the Financial Conduct Authority and limited regulation by the
Prudential Regulation Authority. ING Bank N.V., London branch is registered in England (Registration number BR0O00341) at 8-10
Moorgate, London EC2 6DA. For US Investors: Any person wishing to discuss this report or effect transactions in any security
discussed herein should contact ING Financial Markets LLC, which is a member of the NYSE, FINRA and SIPC and part of ING, and
which has accepted responsibility for the distribution of this report in the United States under applicable requirements.

Additional information is available on request. For more information about ING Group, please visit www.ing.com.
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