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Rates Spark: System stresses are key

SVB reverberations continue. In the US, the FRA/OIS spread is at a
tipping point and needs to calm to help generate wider calm. US
financial conditions have tightened considerably as a consequence of
all of this. This does a job for the Fed, but the Fed would no doubt
prefer the system to look and feel safer. US CPI is less relevant - the
system is key for now

The FRA/OIS spread is at a point of vulnerability; spelling trouble
if it does not calm

The US 3mth FRA/OIS spread spiked out to 60bp yesterday, it's widest since the pandemic. But it is
nowhere near as wide as it got to during the Great Financial Crisis a decade and a half ago, and so
far there is no major panic here. The FRA/OIS spread has been in the 40-50bp area on many
occasions over the past decade in fact. Still it's a market deviation versus the very tight FRA/OIS
spread seen in recent seeks. We remarked at the time that such a tight spread meant that the Fed
could indeed deliver a 50bp hike at the March meeting, as the system was taking it quite calmly.
That's clearly changed in the wake of the Silicon Valley Bank collapse.
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Now the FRA/OIS spread is in territory where the system is under
some stress, or at least under perceived stress

Now the FRA/QIS spread is in territory where the system is under some stress, or at least under
perceived stress. It remains to be seen whether there is a material wider contagion in the small
and regional banking sector in the US. Certainly there was a strongly correlated tumble in the
performance of stocks in that sector yesterday, including some outsized moves in certain names.
So far there has not been another actual collapse, nor material evidence there's one coming. But
its early days. Re-scrutiny of quarterly results is ongoing now, especially given the clear hindsight
evidence from the SVB results that there were potential issues there.

Meanwhile, the Federal Home Loan Bank System is set to raise over US$80bn in short-term debt,
typically employed as a means to help shore up deposit shortfalls for US banks. The fear is that the
genesis of this is deposit outflow pressure on the part of some banks; the smaller ones in
particular. Over the weekend, the Fed, Treasury and regulators managed to stem this risk by
protecting depositors, at least in SVB and Signature Bank, and there is an implication that all
deposits are in fact safe, especially given the blanket comments made by President Biden.

Part of the market panic is counterintuitive

Part of the market panic is counterintuitive, and likely reflects an implied concern coming from the
very swift and significant action coming from the Treasury and Fed. The thinking here is they must
have been worried enough to warrant action taken. If we go through the rest of this week and
there is nothing else to see, then this whole thing will likely calm down. Watch the FRA/OIS spread
as an ongoing gauge of system risk. Alternatively, should the FRA/OIS spread remain elevated it
suggests that the system remains fragile and vulnerable, even if still functional.

The collapse in 2Y Treasury yields highlights the dramatic shift
in Fed hike expectations
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Financial conditions have tightened considerably; less
immediate pressure to hike

Importantly, the biggest impact so far has been a material tightening in financial conditions. Even
though market rates have fallen significantly, which loosens financial conditions, the widening in
credit spreads and the likes of the FRA/OIS spread has the opposite effect, and that has dominated.
US financial conditions are now as tight as they have been during the rate hiking cycle so far. In a
way this is far more impactful than the delivery of a large interest rate hike. That should be the
narrative even if we get a large CPI inflation reading; the thinking being that there is no need for a
hike right now if the weak system is showing vulnerability.

No need for a hike right now if the weak system is showing
vulnerability

The market has undiscounted hikes in the coming months. A 25bp hike in March is discounted with
a 60% probability, but in reality not fully discounted till the May meeting. From there, the market is
discounting cuts, starting with at least a 25bp cut from the July meeting. The US 2yr yield is back
below 4% in tandem. Remarkably this had broken above 5% only a week ago. It's now at it's lowest
since September last year, yet the fed funds rate is higher by 150bp since then. Less dramatic is
the 10yr, which is back in the 3.5% area we were at only a month ago.

The silver lining is that the dramatic dis-inversion of the 2/10yr curve (now -40bp, was over -100bp)
can imply less future pain for the economy. The logic here is that fewer hikes can mean less pain,
and earlier cuts help cushion the economy.

This maay be the case, but we need to get through the system stresses first.

Away from the banking sector, signs of contagion have so far
been limited
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EUR rates see a sharp repricing of ECB policy outlook...

The risk-off move in the US paired with an extraordinary shift in policy expectations has also
gripped European markets. This comes just a few days ahead the European Central Bank meeting
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where the bank plans to brandish its inflation-fighting credentials. The ECB had managed to firmly
anchor expectations for a 50bp hike this week, and just last Thursday markets were seeing a good
chance that the ECB could take the deposit rate from 2.5% currently to above 4% this year.

Now, markets are on the edge between 25bp or 50bp this Thursday, seeing the overall tightening
to be delivered this year at just below 90bp - the ECB might just reach 3.5% after summer. The
magnitude of the interest rate moves are mind-boggling, with 2Y Bund yields dropping 40bp and
the 10 still 25bp just yesterday. In outright terms, we are back to where we were just a few days
after the last ECB meeting at the start of February.

... although stress indicators themselves look more contained

The question the ECB will ask itself is how bad is it? The ECB of course will always have an eye on
sovereign spreads. The key spread of 10Y Italian government bonds over Bunds widened by 11bp
to just over 191bp - we have seen wider spreads in February.

One will be more inclined to look at market measures related to systemic stress in the banking
system and short-term funding markets. The European stress measures are still well below peaks
seen in the latter half of 2022. The Itraxx senior financials CDS spread is 26bp wider from last
Thursday. At 112bp, it is the widest since November, but still below the c.150bp peak of last
September. In money markets the forward 3m Euribor/OIS for June widened to 18bp yesterday, up
from just below zero at the start of last week. But it is also just 5bp over the average where the
market saw the spread one quarter out over the course of 2022.

News stories citing ECB sources suggest that it will stick to its
plan with regards to the 50bp hike

News stories citing ECB sources over the course of yesterday suggest that the ECB will stick to its
plan with regards to the 50bp hike this week. But the outlook beyond March has become
increasingly uncertain, considering financial stability fears. Our economists have stuck to the view
that the ECB will only get to 3.50% in the depo rate, citing the lagged impact of monetary policy. A
tightening of financial conditions via systemic stress might just be that, but it also still implies more
tightening and likely higher market rates again.

Today’s events and market view

Today's data features the US CPI release, once seen as key but for now degraded to playing
second fiddle to systemic concerns. Inflation looks set to continue running hot, with core CPI
steady at 0.4% month-on-month, even as the headline comes down somewhat, but
markets will look back at this only if market stresses blow over.

Given a dearth of data Eurozone government bond markets will be looking at primary
markets where the Netherlands, Germany and Italy will all be active.
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