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Rates Spark: Can Christine sound as calm
as Jerome?
The more Chair Powell spoke yesterday, the more he meandered into
less hawkish territory. But he did not stray too far. Next up is the
ECB's Lagarde, who is more prone to deviate. The 25bp hike is not the
point. The tone is. We show that the US 10yr yield looks low relative to
the strip, while in fact the 10yr Euribor rate looks if anything high
versus its strip

Christine Lagarde,
president of the
European Central Bank

The Fed cements a mild rate cutting discount ahead, keep
upward pressure on Treasury yields
From a market rates perspective one of the key things to watch from the Federal Open Market
Committee (FOMC) outcome was how the Fed decision and subsequent commentary might affect
the Fed funds strip. In particular, beyond the hiking and into the discounting completion of the rate
cutting phase. This is important, as where the fed funds strip sits in 2025 has a material effect on
longer-dated Treasury yields, as, say the 10yr yield, really should not trade much through the
longer dates on the strip. In fact they should trade at a 30bp premium to it (above it).
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The US 10yr is still low to the terminal funds rate

We went into the FOMC with the Jan 2025 implied rate at just under 4%. It’s still there post the
meeting, but closer to 3.9% now (as it jumps around, typically on low volumes). Remember this
was down in the 3% area when Silicon Valley Bank went down. The fact that its some 100bp higher
now limits the extent to which the 10yr Treasury yield can fall. In fact it should rise, and we
continue to target it to get to the 4% area in the coming weeks, versus a current level of
around 3.9%. That is broadly flat to the implied funds rate in Jan 2025. That’s too low for the 10yr
yield, as it implies no curve just as the Fed has completed it rate cutting cycle.

Front-end rates up, with the reverse repo at 5.3% now at the level
of bills

We are not agreeing with the market discount per se, but where it sits is important in terms of
framing the here and now for the 10yr Treasury yield, and in that way helps to add context to the
immediate few weeks ahead. Meanwhile, the Fed continues to gradually tighten through its bond
roll-off programme. Most of the impact of this has been in lower volumes going back to the Fed on
the reverse repo facility. Bank reserves have in fact held steady. This allows the Fed to keep the
tightening pressure on. It also keeps bills rates under elevation pressure, and prevent the bills curve
from moving to a state of material inversion. At least not just yet. And, all other key rates are up
by 25bp too, including the reverse repo rate now at 5.3%.

The ECB to match the Fed, but the 10yr Euribor rate trade with
more of a cushion
It's the European Central Bank's turn on Thursday, with a 25bp hike anticipated. Delivery will see
the Refi rate get to 4.5% and the Deposit rate to 3.75%, with the latter still heavily influential with
respect to where front end Euribor rates are actually pitched. The current 3mth Euribor rate is
pitched at just over 3.7%, at or about the level of the deposit rate. And the Euribor strip has it
extending up to 3.9%, and so just about discounting one more 25bp hike.

Phrasealogy from Lagarde is key

The biggest attention will be centered on the words coming from President Lagarde. Chair Powell
post the FOMC outcome started off sticking to script, but slowly morphs to an acknowledgement
that inflation has indeed fallen, the real rate had risen and was indeed in a restrictive state. As the
conference went on he was almost on the verge of a nod towards an eventual rate cutting track
down the line. Lagarde will need to be a bit more careful. Chair Powell tends not to stray too far
from script, while Lagarde can deviate far more.
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10ry Euribor at least is comfortably above the implied strip

If we look out along the Euribor strip, the 3mth rate is discounted to be below 3% by the middle of
2025, and it stays below, getting down to 2.7%. There is a gap between that and where the 10yr
Euribor rate currently sits at around 3.6%. Here there is a difference relative to the US, there the
10yr Treasury yield is already flat to or below where the fed funds strip is pitched. Part of this is
reflective of the tendency of the deposit rate to have an outsized influence, but it's not all that.
Optically there is more value in 10yr Euribor on this simple measure.

Today's events and market views
Ahead of the ECB meeting, we'll have some regional consumer confidence, producer price
inflation and retail sales. But nothing that is likely to move the market in any material
fashion.

More influential will be the US data. US GDP data for the second quarter is expected to
confirm that the US economy continued to grow at a pace of almost 2%, while the GDP
price index is set to fall to about 3%. The latter is a good look, and a reminder of the recent
CPI number at the same rate. The core PCE index should be more influential though. It too
should fall, but to a still elevated 4%.

We'll also get durable orders, which should see a calming in the ex-transportation reading.
But still far from a recessionary-type number. The headline should remain elevated, in the
area of 1.3% helped by airline orders. We'll also get another helping of weekly jobless
claims, expected to be still in the 230k area, and still well below average.

And then there are inventories data which should not be very market moving. Home sales
data is expected to be weak, but has had a tendency to surprise to the upside of late. And
the the Kansas City Fed Index should be weak too, especially given its aimed at the
manufacturing sector where weakness has been in the waters for quite some time now.
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