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Rates Spark: Benign environment for
carry trades
Seemingly defying a backdrop of high uncertainty even by the ECB’s
own accounts, volatility in markets continues to decline. On the
surface, it may look like complacency. But a perceived limited upside
in rates, and a potentially bigger downside if they were to actually
start falling, also gives spreads their backing

The collapse of
volatility in front-end
euro rates is seen as
beneficial for carry
trades

The collapse of volatility favours carry trades
With the volatility at the front end of euro rates collapsing, we need to start asking ourselves what
rates markets will look like after a soft landing. The daily volatility of the 2Y swap was only lower
when the European Central Bank policy rate was at the zero lower bound. One could argue that
this is a very benign environment for carry trades. Simply take up a bit more duration and sit back
and relax. We already see that European government bond spreads and also corporate credit
spreads look very tight. And this argument suggests this environment can continue.

The fact that the ECB still has room to ease more also makes carry trades more attractive. Whilst
the ECB feels it is in a good place, the minutes from Thursday do confirm our notion that the bias is
towards more cuts. We see downside risks to both inflation and growth, whereas the upside is

https://think.ing.com/snaps/ecb-minutes-sep25-meeting/
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more difficult to see. But if such risks were to materialise, the ECB could quickly cut more, maybe
once, maybe even twice. In any case, barring any major economic setbacks, the additional easing
would help contain the widening of spreads. 

Front-end volatility has never been lower except during the zero
lower bound

Friday's events and market views
French politics will remain in the headlines with the president expected to convene with
party representatives in the afternoon and likely to appoint a new prime minister thereafter
– some think it could again be Lecornu. There won’t be much else to work with in Europe
with the ECB’s Escriva speaking and Italian industrial production data in the morning. After
the markets close, rating reviews will move into focus with S&P slated to review Italy
(BBB+/Stable) and the UK (AA/Stable). Moody’s has Slovenia (A3/Positive) and Belgium
(Aa3/Negative) on its review calendar.

The main US data item to watch is the University of Michigan Consumer Sentiment Index,
which is expected to decline somewhat again. On the speaker front, the Fed’s Daly,
Goolsbee and Musalem are scheduled to speak.

There is no government supply scheduled for today, but it is worth noting that yesterday's
30y US Treasury auction was again a mixed result after the softer reception of 10y supply
the day before. The auction tailed slightly, but there was a record-high share awarded to
non-dealers.
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