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Rates Spark: Pivot and stretch
The front end of the US curve is approaching zero, as SOFR touched
just 1bp yesterday - time for the Fed to technically adjust soon to
ensure the effective funds rate don't follow; if only to show that all is
under control. In the Eurozone, the ECB will look with some concern on
widening sovereign spreads, just as Italy decides to go green.
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The front end of the US curve is approaching zero. Time for the
Fed to think about acting
SOFR has hit a new low at just 1bp - so close to zero! (and potentially negative territory). The
effective fed funds rate is holding at 7bp, but could easily begin to dip to 6bp. The all-time low was
4bp, but we feel that hitting 5bp would be enough to tempt an upward adjustment in the rate on
excess reserves, to tempt some liquidity into that bucket, preventing the funds rate from getting
too close to the floor at zero.

As we have noted in our sparks and money market updates, we have a combination of excess
liquidity in play, but also a growing shortage of collateral. The Treasury will spend chunks of the
US$1.7tr sitting on the Fed's balance sheet, morphing that into bank reserves and adding to the
liquidity excess. At the same time the Treasury wants to reduce T-bill issuance, in proportional
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terms from over 25% of debt down towards 20% (it was 15%). Although they will increase longer
tenor supply, that tends to be less active in repo.

As every repo player knows, excess liquidity will push down
market rates, but add in less available collateral and you have a
combination that would typically mark negative, just as an
individual bond can go on special.

The Fed has had little to say on this approach of SOFR to zero, apart from some useful reference in
the minutes to a possible adjustment to the rate on excess reserves or repo if required to manage
the effect funds rate. But this is in any case all very important, as system stability starts on the
money/repo markets.

And by the way, some of this excess liquidity will make its way into risk assets, so it is in the Fed's
interest to do some mopping up. The less talk about negative rates the better from their
perspective, and especially if they are seen to be propping up stocks too (they are not, but that's
how the conversation could go).

Still higher as the Fed steps aside the ECB has no more than
words
The trend higher remains intact, lifting 10Y UST yields above 1.40% yesterday. If there were any
hopes that Fed Chair Jay Powell might reconsider his stance with regards to rising yields on his
second day of testimony to Congress, they were disappointed again. He continues to see in them
a vote of confidence in an improving outlook rather than anything too concerning. And other Fed
officials such as Lael Brainard yesterday stressed again the near-term increase in inflation is more
related to temporary supply constraints as the economy reopens. In all, the Fed’s view remains
that it is still far away from reaching its goals on both inflation and employment.

The negative feedback loop of higher rates into risk assets has
started to surface more often

However, the negative feedback loop of higher rates into risk assets has started to surface more
often. In the eurozone that means we are also seeing periphery countries’ bond spreads over
German Bunds under widening pressure – another element of the ECB’s assessment of funding
conditions that is turning less favourable despite Christine Lagarde’s verbal efforts earlier this
week.

Lights still on green for Italy?
The spread of 10Y Italy is testing the 100bp mark again these days, a level not seen since early
February. Whether this is higher volatility taking its toll on carry trades remains to be seen. For
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now we are tempted to blame the underperformance of Italy, at least partially, on the prospect of
an inaugural Italian green bond being in the pipeline. Today the debt agency will present its green
bond framework after signalling the launch of a first green issue within the first quarter in its 2021
outlook last year.

€24bn of green bonds
issued by Eurozone sovereigns in 2020

Italy's entrance to the growing eurozone green sovereign bond market would follow France,
Belgium, Ireland, the Netherlands, and last year's new entrant Germany. €24bn had been issued
by these countries in 2020. A new green BTP would give a boost to this segment which has seen
issuance of just below €4bn year to date. Eventually we will also see Germany expanding its green
curve with a new 30Y and 10Y bond. France also still plans a new green 20Y bond and next to Italy
another possible new eurozone sovereign entering the market could be Spain.

Today’s events and market view
There wasn’t much of a catalyst behind yesterday’s move. With the US stimulus bill making
its way through Congress and a house vote expected for tomorrow we fail to see anything
that could derail the trend unless we get a greater hiccup in risk assets or more forceful
intervention from the official side. Here we are not holding our breath for anything out of
the US at least. On the data front we have durable goods order, initial jobless claims and the
second estimate for 4Q GDP. That could be revised higher, but only marginally at best,
according to our economist. A technical factor that could provide support to bonds are the
month end index extensions. 

We fail to see anything that could derail the trend

In EUR rates the prospect of a longer-dated EU deal could keep yields from seeing larger
relief. The EU sent out an RFP for a SURE-related social bond deal. The past couple of times
such an announcement came on a Friday with a deal following two weeks later. The pattern
this time might indicate a deal as soon as next week. According to the latest investor
presentation, the EU aims to raise another €20bn this quarter. A dual tranche deal could
raise more than half of the targeted amount.

In primary markets today, Italy will launch a new 5Y bond for up to €5bn and reopen a
floating rate CCTeu for up to €1.25bn. 



THINK economic and financial analysis

Article | 25 February 2021 4

Author

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

Benjamin Schroeder
Senior Rates Strategist
benjamin.schroder@ing.com

Antoine Bouvet
Head of European Rates Strategy
antoine.bouvet@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
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 www.ing.com.

mailto:padhraic.garvey@ing.com
mailto:benjamin.schroder@ing.com
mailto:antoine.bouvet@ing.com
https://www.ing.com

