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Rates: Just 30bp, seriously?

This July, rates remain under wraps due to dollar strength, geopolitics
and a resistance by central banks to hike rates

The 'too low' 30bp German 10yr yield

The fall to sub 30bp for the 10yr German yield is remarkable when contextualised against an ECB
intending to (1) end quantitative easing (QE) this year and ready to (2) raise rates next year. While
there is lots of talk about a weakening economy, that's neither the driver nor a persuasive
argument. We think there are two dominant influences, which added to a number of sideshows,
are keeping rates under wraps.

@ Dollar strength

The first of the dominant influences is dollar strength and the risk that more could still be in the
works. The transition mechanism here is chiefly through emerging markets, as the firmer dollar
has exposed vulnerabilities in the likes of Turkey and Argentina, among others. While there has not
been mass contagion, there has been correlation and outflows generally from risk assets as a
result. The counterflow is into core bonds.

And by the way, the ECB's intention to exit QE has seen the bid falter in investment grade Euro
corporates too, adding to strain in lower rating product.

Q The Eurozone factor

The second dominant influence is Italy and the wider Euro project. This is a big driver for flows into
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Germany in particular. A decent rump of the bid to bunds is driven by its hedge quality should
things ever turn sour; effectively it is a long in a Deutschmark proxy. Pension funds will always be
forgiven for over-allocating in the ultra-safe core.

The market's questioning rate hike ambitions

The various sideshows then centre on geopolitics, the trade war narrative (which risks becoming a
dominant influence, but we're not there quite yet) and market chatter on resistance to future
hikes from central banks. For example, there is no conviction rate hike discount for the Fed above
2.75%, and many doubt the ECB will be in sync enough with the current upturn to get any material
traction on a 2019/20 rate-hiking cycle.

This all leaves investors with a nervousness on being too short carry, and the average investor has
been slowly liquidating some of the over-exposure on the front end of the yield curve and fading
longs back into the belly and long end funds. This can be clearly gleaned from flows data in the
past month, although on a 3-month snapshot we still find a heavy overweight build in the front
end over the back end (implied duration short).

Change in assets under management - last month

500 % AUM PAST MONTH

1.50
1.00
0.50

0.00

-0.50
-1.00

-1.50
-2.00

Government Corporate Multi-Product

mShortend mBelly mlongend mTotal

Source: EPFR Global, ING estimates

Change in assets under management - last quarter

% AUM PAST QUARTER

8.00
7.00
6.00
5.00
4.00
3.00
2.00
1.00
0.00

-1.00 -

-2.00

-3.00

Government Corporate Multi-Product

mShortend mBelly mlongend mTotal

Source: EPFR Global, ING estimates

Article | 6 July 2018 2



THINK economic and financial analysis

The 3% 10yr US remains in the rear view mirror

In consequence, the 10yr Treasury yield finds the path of least resistance is lower, with 3% now
seen as a hurdle too far, at least for now. That all said, our US macro model for rates continues to
flag fair value at north of 3% but below 3.5%; essentially we find that market rates should be
100bp above the normal rate, which we identify as 2.25% (flat to core inflation). Bund yields would
correlate higher and should rise by more.

As our US economist eloquently notes, this is a near 7% nominal growth rate environment. It won't
last, but there is a window ahead for rates to re-test higher again.
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United States
GDP (% QoQ, ann) 12 31 322002 20 &0 33 23 29\pi50 22 A0 on2r 17 18 18 17 18
CP1 headline (% Yov) 26 IO NG ANN 2 23 27 29 26 26023 ZGU2RUPRSPF 23 22 21 19 21
Federal funds (%, eop)! 075 100 100 125 150 175 200 2.25 250 250 275 275 300 325 325 3.00
3-menth interest rate (%, eop) 115 130 133 156 230 235 262 2.84 3.06 299 327 330 355 372 354 3.46
10-year interest rate (%, eop) 240 230 230 240 300 300 300 320 330 320 320 320 320 310 300 290
Fiscal balance (% of GDP) 35 -40 47 -50
Fiscal thrust (% of GDP) 00 14 08 0L
Debt held by public (% of GDP) 761 773 798 830
Eurozone
GDP (% GoQ, ann) 2530 29 AR 26 15 15 17 ‘16 20fi7 46Tk IFNET 17 16 12 09 16
CP1 headline (% YoY) 15 S0 k5 s 1 135 17 20 16 17514 16 A6 19 16 17 17 17 17 17
Refi minimum bid rate (3, eop) 000 000 0.00 0.00 000 000 000 000 000 000 000 025 025 025 050 050 050 050
3-menth interest rate (%, eop) -0.33 -0.33 -0.33 -0.33 -0.33 0.33 -0.33 033 -0.25 -0.20 -0.10 010 010 0.15 030 040 050 050
10-year interest rate (%, eopl 045 040 045 042 030 030 040 050 0.60 0.70 0.70 080 0.80 050 1.00 100 100 100
Fiscal balance (% of GDP) 0y -08 cLL -10
Fiscal thrust (% of GDP) 0.2 02 0.3 01
Gross public debt/GDP (%) 89.2 877 86.1 851
Japan
GDF (% QoQ, ann) 19 235 16 13 17 06 18 19 10 10 ‘61 78 12 1& 07 11 11 11 11 06
CP1 headline (% YoY) 02 04 06 06 05 13 07 10 06 09 06 22 22 23 18 23 10 10 10 10
Excess reserve rate (%) 01 01 01 01 01 01 01 -01 01 -01 01 00 00 00 00 00
3-month interest rate (%, eop) 000 000 0.00 0.00 000 000 000 000 00 00 005 01 01 01 01 01
10-year interest rate (%, eop) 010 010 010 0.10 010 010 010 010 01 01 01 01 02 02 02 03
Fiscal balance (% of GDF) 48 41 36 -30
Gross public debt/GDP (%) 2210 2230 2240 2260
China
GDP (% YoY) 69 69 68 &8 69 68 67 67 68 6B &7 67 66 66 67 66 65 65 64 65
CP1 headline (% YoY) 15 14 16 18 16 25 20 20 21 22 /19 19 19 20 19 20 19 1B 17 20
PBOC 7-day reverse repo rate (% eop) 245 245 245 250 255 255 255 255 255 255 260 265 270 270 270 270 270 275 275
10-year T-bond yield (%, eap) 329 357 361 390 375 354 350 340 340 330 320 310 300 300 300 295 295 290 290
Fiscal balance (% of GDP) 37 -35 =35 -35
Public debt, inc local govt (% GDP) 500 850 100 100
UK
GDP (% QoQ, ann) TSI SION 16815 09 19 15 18 y 0oy . SR S B 21 17 17 17
CP1 headline (% Yo) 2ENAE ISR N2 27 25 25 23 25220 FINNEONeR NN 21 22 22 21 22
BoE official bank rate (%, eop) 025 025 025 050 050 0.50 075 0.75 0.75 0.75 0.75 100 100 100 100 125 125 150 150 150
BoE Quantitative Easing (£bn) 445 545 445 &45 G445 445 445 G445 L45 G445 445 4AS LGA5 G445 445 445 GA5 445 445
3-menth interest rate (%, eop) 035 035 035 052 0.60 0.80 0.80 0.50 0.80 0.85 105 105 105 105 130 135 160 165 165
10-year interest rate (%, eop) 115 110 135 120 145 148 170 180 180 190 190 200 200 20 21 22 22 22 22
Fiscal balance (% of GDP) it -18 -17 -1&
Fiscal thrust (% of GDF) -05 -0.4 0% 03
Gross public debt/GDP (%) 87.0 865 860 855
EUR/USD (eop) 108 112 120 120 125117 117 123 125 130 133 135 136 137 138 140
USDAPY [ecph 112 115 110 113 107 110 110 110 108 105 102 100 980 950 930 900
USDICNY (eop) 689 678 6.65 6£.51 6.28 6.67 680 7.00 7.00 680 660 650 65 64 64 63
EUR/GEP (2op] 087 088 054 089 0.88 088 088 086 083 082 081 080 08 08 08 08
Brent Crude (US$/bbl, avg) 55 51 52 61 55 67 72 70 68 69 6% 66 67 66 66 610 660 710 660 660
Lower level of 25bp range; 3-month interest rate forecast based on interbank rates
Source: ING forecasts

Source: ING Global Research
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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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