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Rates Spark: The pressure cooker eases
Market rates have drifted off their highs. It mostly reflects an easing in
inflation expectations. But its also been helped by the severe risk-off
seen in previous weeks which has pushed the bond market on to the
ropes. The thing is, if we move to risk-on, that would provide room for
real yields to resume their uptick, ultimately pressuring yields up
again too

Risk-off has morphed to some risk-on, correlating with a
decompression of the dollar premium
A key undercurrent of price action in the past few weeks has been the bursting of the dollar
bubble, or at least a denting of it. We see this not just in the FX crosses and the dollar trade
weighted index, but also in the key cross currency swap basis, where for example the EUR discount
has tightened from in excess of -30bp to -26bp and it continues to edge lower. The dollar premium
is shrinking.

The dollar premium is shrinking

This is helping to take some stress away from emerging markets. And the stall in the rise in real
rates has helped the higher beta space generally. We also see an element of this in a tightening of
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the Treasury – Bund spread, which had topped out at over 200bp, and is now in the 170bp area.

The fall in US Treasury yields in the meantime has correlated with falls in inflation expectations,
which had been above 3% in the 10yr, and are now in the 2.6% area. All in all, a pronounced
decompression of stress.

Have we seen the turning point in rates? Maybe; but unlikely

Given that, have we seen the turning point in rates? Maybe; there’s enough there to make the
beginnings of a case. But still unlikely. The 5yr is still too cheap to the curve, the 2/5yr is showing
resistance to flattening, and the rise in real rates is not necessarily over.

This risk-on phase has a way to run yet, but it still smells like many of the above new trends can
easily prove to be short-term ones, and we revert to a re-test higher in market rates.

The US front end remains bubbly though, in part reflecting
super strong tax revenues on a firm economy
On the US front end, the cash going back to the Federal Reserve in the past week has been heavily
impacted by Government Sponsored Enterprises (GSE) cash that has been parked on repo. That
came to an end yesterday as that cash gets taken out of repo. It should allow for an easing in
volumes going back to the Fed. But it still remains very elevated.

Market repo continues to struggle

Market repo continues to struggle to match the 80bp on offer at the Fed’s reverse repo window.
The latest SOFR reading at 78bp is in fact an underestimate of the downside risks seen in the past
week. Not only has chunks of GSE cash been a factor on repo, but less T-bill issuance has been a
feature too. The US Treasury is chock-a-block full of tax revenues as the contemporaneous
economy continues to boom.

The US Treasury is chock-a-block full of tax revenue

There may be credible talk of recession and slowdown in the air, but the front and centre economy
remains hot. Hence the reduced need for the US Treasury to come in and issue bills, which
typically can help to redress the imbalance between excess liquidity and collateral, helping to push
repo rate higher.

Balance sheet roll-off ahead will help, but realistically is may not be till 2023 before there is a
material impact from this.
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A flurry of US data to watch ahead of a long US weekend
Yesterday's US 7yr auction was stellar. Phenomenal actually. There was a huge indirect bid,
indicative of foreign (including central bank) interest. A massive cover too. It helped to place
something of a cap on the effort being made for yields to be tempted higher. Overall, this is
indicative of an improved demand for fixed income. This always looks more impressive
when the market is risk-on. It shows there are certainly buyers out there.

With the key supply behind us, today sees a focus on the the US core PCE deflator. It has
been one of the favourites of the Fed. It is currently running at 5.2% year-on-year, and the
market is looking for an easing to 4.9% YoY. A sub-5% number would gel with the notion
that inflation has peaked, and should help underpin the easing seen in inflation
expectations in recent weeks.

We'll also see US personal income and spending, but there should be more interest in the
forward-looking University of Michigan indices for May. The market discount is for these to
be stable, but the risk is for a surprise to the downside.

The eurozone awaits a smattering of regional consumer confidence readings for May and
retail sales reading for April. They are in fact quite important given the slowdown seen in
eurozone data of late, but as is typical tend not to have a big market impact, barring an
exceptional outcome.

Authors

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

Benjamin Schroeder
Senior Rates Strategist
benjamin.schroder@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

mailto:padhraic.garvey@ing.com
mailto:benjamin.schroder@ing.com


THINK economic and financial analysis

Article | 26 May 2022 4

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

