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Rates Spark: ever tighter spreads
Tightening sovereign spreads hinge on expectations of both EU fiscal
and monetary support. Both are high already and could cause a
temporary setback, with our spread targets being reached earlier than
expected.

Source: ECB, ING

EU and ECB support boosts peripheral debt
In an environment where core rates are at the bottom of their recent range, and offer only dismal
carry (consider that Bund yields are again flirting with their repo rate driving carry to zero), it does
not necessarily follow that demand should be displaced to higher yielding alternatives, such as
peripheral debt. The second, more important, condition is that support from the ECB and the EU
will result in a reduction in the stock of peripheral bonds available for investors to buy over the
coming years.

This has resulted in the 10Y Italy-Germany spread reaching our target of 125bp earlier than we
expected (we had Q1 2021 pencilled in). In the near-term, we expect demand for carry and the
build-up to the coming ECB meeting will trigger more tightening. There are some potential hiccups
along the way however.

But expectations are already high
It is not yet certain when the EU recovery fund (NGeu) will be operational, but it seems that most
of the 2021 disbursements will take place in the second half of the year. While this might still be a
basis for recipient countries to reduce their debt issuance earlier in the year, and thanks to earlier
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SURE payments, we do not think markets would take the news of the delay in the fund’s launch
well.

As we have argued earlier, central bank support should play a more important role in driving
spreads tighter One concern we have is that markets are already pricing a high propability of
central bank easing more than two months ahead of its likely announcement date. Another
potential cause for disappointment is if, as our economics team expects, PSPP is boosted instead of
PEPP, its more flexible alternative. We suspect a wave of profit-taking might cause a temporary re-
widening in sovereign spreads ahead of the October 29th ECB meeting.

Net purchase increase on the week, but still the ECB saves its
PEPP ammunition.
Total ECB net asset purchases increased to €24.2bn in the week ending 9 October. Hereof €13.4bn
was conducted via the pandemic emergency purchase programme (PEPP) and €10.5bn via the
public sector purchase programme (PSPP), which suggests that the focus on the public sector and
away from spread products that was disclosed with the detailed PEPP data for the months of
August and September is still ongoing in light of benign market conditions.

The remaining PEPP envelope sits at €765bn which would allow the ECB to purchase slightly more
than €20bn on average per week until the programme runs out mid next year. Current volumes
remain well below that threshold, leaving more room for future intervention should needs arise.

Today's events: Italy auction and US inflation
Italy selling 3Y/7Y/30Y is the higlight of today's supply slate which also features a 7Y Dutch bond
reopening and bill auctions from Spain, Belgium, Finland, and the ESM. Bloomberg reported
yesterday that Slovenia might carry out a 30Y bond sale today.

In data, the Zew survey is the main release in the morning. Things will get livelier in the afternoon
with US small business optimism, and CPI.

The perceived centre ground among ECB governing council members is shifting towards
easing. Today's comments from Knot, typically sitting among the hawkish wing of the governing
council, will be particularly important in assessing how close hawks are to coming around to the
idea. VP De Guidos signalled overnight that the December forecast will allow for a reassessment of
the PEPP envelope.
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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 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 http://www.ing.com.

http://www.ing.com

