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US Treasury yields have seen a significant 30bp rise. Retracement risks
are there, unless counteracted by higher CPI inflation.

2.3%

10yr Treasury yield
move from 2.05% has been relatively abrupt

The move from 2.05% back to 2.3% for the 10yr Treasury yield in the past month has been
relatively abrupt, but also moves the yield back to a level that we view as appropriate. Factors that
could tempt a retracement from here include:
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Geo-politics (Korea)
Hurricane impacted data
Euro stress coming from Catalonia (and potentially Italy)
Pitted against that is a pure macro focus centred on the prognosis for CPI inflation to edge higher
in the coming quarters, forcing nominal rates higher with it.

The Fed's rate hike credibility
On the front end markets continue to refuse to place much credibility in Fed rate-hike ambitions.
There are many ways to measure this; one that we like is the positioning of the 5yr on the curve.
Before Donald Trump was elected president, a moderate richness was attached to the 5yr which
equates to rate hike rejection by the markets.
This quickly changed as Trump was elected. The re-cheapening of the 5yr to the curve correlated
with the marketplace inputting more belief that Fed hikes could be delivered. That said, once the
Fed delivered the first hike, the market had to be bullied into discounting further hikes. The Fed has
delivered two hikes since, but at the same time the 5yr has re-richened to the curve. As a measure
of market psychology this shows that the market is pricing in a very benign interest rate prognosis
again.
There are two factors that risk disrupting this balmy backdrop. First, we are of the opinion
that US CPI inflation will head into the 2% to 2.25% area in the coming quarters – which is
important as to hit a zero real Fed funds rate the nominal rate would have to be hiked by
another 100bp (currently 1.00% to 1.25%). Second, while balance sheet unwind eases in
with just US$10bn a month, within a year that will be up at between US$30-50bn per
month. That equates to between one-quarter to one-third of net issuance. The
combination of the two has the capacity to disrupt core markets, to the tune of 10yr rates
rising by 25-50bp.
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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 NV 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. 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
communicated by ING Bank N.V., London Branch. ING Bank N.V., London Branch is
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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