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Rates: Flight to safety
One possibility is that the Fed under-delivers on market rate cut
expectations. This could force long rates lower as the disappointment on
the extent of the delivery of cuts prompts investors to switch out of risk
assets into Treasuries, which still offer a positive yielding risk-free rate
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How low can rates go?
These are exceptional times. The bond market is calling for a US rate cut - a sequence of them.
The Federal Reserve took note and acknowledged the discount through various commentaries.
And then we got a meagre 75k rise in US employment, signalling real evidence of some
slowing in the labour market. Participants calling for rate cuts feel emboldened, and we’ve now
pencilled a couple in, but the call for market rates is complex, and especially with so many cuts
already discounted. We examine how low they can go.

Despite the fundamentals, a sub-2-year US yield could be rationalised by a flight to safety.
Given a choice of global risk-free rates, US Treasuries remain in a class of their own; they offer
a positive yield (compare that to negative yielding German and Japanese yields). In that sense,
a 2-handle could be viewed as a “steal”, especially with the USD seemingly intent on remaining
at the extremities of its fair value range. This combination as a stand-alone could rationalise a
break into the 1.75% to 2.00% range, with all the trade war/Brexit/dis-inflation/uncertainty
noises echoing in the background.
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A break below 1.75% would need significant safety flows
For a break into the 1.5% to 1.75% range, these safety flows would need to be significant.
Again, this is perfectly possible should the verbal back and forth on trade take another turn for
the worse, as we suggest, with associated freezes on corporate decision making. Note that it
would imply the 10-year trading through the current 10-year break-even inflation rate on
Treasury Inflation Protected Securities (TIPS) at 1.73%. At the extremity, the real 10-year yield
would likely approach zero (currently 44bp). This isn’t impossible, but it would imply quite a
negative macro scenario for the coming years.

It would also likely imply a semi-permanent inversion of the yield curve. The 2-year would be
anchored by the federal funds rate, in the sense that it should be a breakeven versus the funds
rate in the coming two years, more or less. Meanwhile the 10-year could trade well through as
there is no similar anchor, and especially if we have dis-inflation in the background (as inflation
is the biggest issue in the 10-year).

The Fed is still likely to under-deliver on the rate cuts
Leaving aside fundamentals for the moment, we know the Fed would prefer not to cut rates
aggressively; as the more they cut, the closer they get to the ultimate floor of zero and a
reversion back to quantitative easing (in the most extreme scenario). So it could make sense
for the Fed to drag their heels on rate cuts, and instead let the market do the easing for them,
dragging down mortgage rates etc. It would be oxygen for President Trump’s criticism of the
Fed, but could be a smart path for the Fed – let the aggressive market expectations and lower
long tenors yields do the work of propping up the economy and risk asset markets.

Leaving aside fundamentals for the moment, we know the Fed
would prefer not to cut rates aggressively; as the more they cut,
the closer they get to the ultimate floor of zero and a reversion
back to quantitative easing

That narrative could support a scenario where the funds rate gets cut to 1.75%, but the 10-
year temporarily trades through this to the 1.5% - 1.75% range as worries peak (only to
subsequently and slowly revert higher, eventually back above 2%). Such an outcome is still a
significant undershoot versus current fundamentals, although the same could be said of the 2-
year Schatz yield of -70bp, which is quite a large discount for the coming few years at the very
least.

One of the nuances that we identify here is the likelihood that the Fed under-delivers on the
market rate cut expectations. This could force long rates lower than otherwise since
disappointment on the extent of delivery of cuts flow into Treasuries – which still offers a
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positive yielding risk free rate.

Author

Padhraic Garvey, CFA
Regional Head of Research, Americas
padhraic.garvey@ing.com

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 BR000341) 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.

mailto:padhraic.garvey@ing.com
https://www.ing.com

