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Some of the factors holding core rates down have subsided, and there
has been a clear shift in central bank thinking. There are a number of
things at play pointing to high rates, but it’s never straightforward.
However, it does seem that the waters are finally parting in the direction
of a further nudge higher in rates

Contents
Investors are paring duration risk and positioning for higher rates
QE paring narrative should result in rates testing higher

Some of the factors that had been holding core rates down have subsided.

1

Ever since Turkey hiked rates, a few weeks back, sentiment has turned more positive there, and
slowly investors have uncoiled extreme risk hedges. This has coincided with a more positive tone
across emerging markets, meaning less need to park cash in the core markets like Treasuries.
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After a run of troubling weeks for Italy which peaked with the posting of a 2.4% deficit target
(should have been sub-2%) alongside blasé and sometimes provocative commentary, finally the
choice of words from Rome turned more constructive and conciliatory. Hence Bunds have lost a
residual bid too.
On top of that there has been a shift in central bank thinking:
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Following the latest Federal Reserve hike, Fed chair Jerome Powell has asserted that policy is no
longer ‘accommodative’. Initial reaction to this was bullish for bonds, but on reflection, it is clear
that Powell has simply stated that rates are now neutral. But the brakes still need to be applied, so
the rate hike cycle continues.
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A week before that, ECB president Mario Draghi surprised everybody with his observation that core
inflation was seeing a ‘vigorous’ pickup. This has been partly walked back by other ECB members,
but it’s out there now. Draghi appears to be preparing for a step away from extreme dovishness,
even if not ready to be outright hawkish just yet.
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Investors are paring duration risk and positioning for higher rates
Then on a technical front, there are a number of items in play that point to higher rates.
Latest fund flows show that investors have been reducing risk, at least as far as their core bond
holdings are concerned. They’ve been nibbling in emerging markets, but have been selling belly
and long end investment-grade funds. They are effectively positioning for higher rates.

Change in developed markets assets under management (%)
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QE paring narrative should result in rates testing higher
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On top of all that, let’s not forget that the Fed is allowing between $10 billion to $30 billion
per month of its quantitative easing holdings of bonds to roll off the front end. And the ECB,
once a €80bn per month buyer, is heading to being a pure balance sheet reinvestment
play of €10bn per month.
It’s never straightforward, but it does seem that the waters are parting in the direction of a
further nudge higher in rates.
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Disclaimer
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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 NV and its subsidiary and affiliated companies).
The information in the publication is not an investment recommendation and it is not
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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. The producing legal entity 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
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subject to limited regulation by the Financial Conduct Authority (FCA). 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.
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