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Rates Spark: It's confirmed, long-end
yields rise if Powell were to go

We saw an interesting experiment played out on Wednesday as the
market seemed to genuinely believe that Fed Chair Powell was about
to be removed. We continue to identify this as a low probability event,
but we examine how markets behaved in reaction to it, as a mini-
version guide on how it might behave if it really did happen. No
surprises...

3 US PPI for June came in
below expectations at
0.0% month-on-month

Market reaction to Fed Chair Powell

We should really put to one side all of the speculation on Fed Chair Powell getting the sack. If he
goes it's more likely that he chooses to leave, and even that is unlikely. But if he did, see here what
we think would happen. Wednesday saw a preview of how it might go down.

It was as follows: 1. Short-end Treasury yields fall, 2. The dollar falls, 3. Equity markets fall, 4. Credit
spreads widen, and 5. Long-end Treasury yields rise.

That's pretty much how we'd see it, but with one alternative. We think that the impact would
indeed be risk-off, but we suspect that equities might just be tempted to subsequently rally on a
theory that rate cuts are coming. But as we conclude in the report, in the end it would not end
very well in all probability; better to leave the management of the funds rate with an unbiased Fed.
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Beyond that, there was a decent reaction to Wednesday's subdued PPl inflation, with inflation
generally a big talking point as we head through the coming tariff-impacted months. In the event,
the June PPl outcome was super low at 0.0% month-on-month, and running at 2.3% year-on-year
overall. If we stay here, that's super. The big issue really is where CPI inflation heads to, and we'll
see more on that in the next few months.

PPl was tame

The components from PPI that feed through into the Fed's favoured measure of inflation -
the core PCE deflator - were fairly mixed, but point to that reading coming in at 0.2% MoM.
Airline faires in PPl were much softer than in CPI (-2.7% versus -0.1%) so that would argue
for a lower MoM PCE deflator, but portfolio management fees jumped 2.2% MoM. The
healthcare components in aggregate were a touch softer than in CPI so that looks as
though we are looking at a 0.2% MoM. The July, August and September inflation readings
are the ones we (and the Fed) will be more nervous about.

Thanks to James Knightely for that.

Treasuries like the PPI report

Treasuries liked what they saw from the headline PPI report, and unwound some of the sell-off
seen on Tuesday. The 10yr real yield, which popped up post the CPI report, calmed back down
towards 2%, and the 10yr yield back around 4.45%. We're still missing a steeper curve here, with
the curve preferring to move in tandem (2yr at around 3.9%). That will change, we think. We're
comfortable that front-end rates ultimately head lower, but less convinced on the 10yr, where we
continue to see reasons for the yield there to remain elevated, if not head higher in the coming
months.

One silver lining is tariff income on tax receipts, but the bigger picture sees the issuance pressure
remaining elevated and an ongoing issue. Remember the US Treasury likely does $0.5tn of net
issuance in the coming months, mostly in bills, but still, the long end knows its coming down the
track at some point.

Thursday's events and market views

The UK will open with jobs and earnings data, which will be watched closely for weakness
after Wednesday's upside surprise of inflation. From the US we have retail sales together
with export and import prices. Also, jobless claims will be monitored for a cooling jobs
market.

In terms of supply we have an auction from Spain with 5Y, 10Y and 23Y SPGBs, together for
€6bn. France will start with regular 3Y, 5Y and 6Y OAT auctions totalling €12bn and then
follow up with 9Y, 13Y (green) and 14Y OATis for €1.5bn. With an increased focus on the
ongoing budget discussions, the auction results could be interesting to watch.
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