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Easing yields benefit risk asset markets
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xxx
x

Yellen’s address before
Congress unsurprising
Note yields easing towards
2.30%
ECB to postpone policy
adjustment to September
Neutrality warranted in rate
markets
OAT, Bonos outperform in
sovereign space

Janet Yellen’s speech before Congress points
to little changes as concerns the course of
monetary policy in the months ahead.
Unsurprisingly, US yields eased and volatility
fell further last week. The yield on US 10-year
Treasury bonds has reverted to 2.30% amid
curve flattening. In the euro area, investors
have bought back Bunds. The new benchmark
is trading below the 0.60% mark. Sovereign
spreads have moved tighter. France’s OATs
and Spain’s Bonos have seen spreads narrow
to the tune of 11bps and 9bps respectively.
Corporate bonds keep rallying. IG spreads
hover about 95bps over German Bunds. The
market is however less supportive of
speculative-grade bonds, where spreads are
8bps wider compared with a month ago. That
said, the iTraxx Crossover index did rebound
in the wake of stronger equity markets and
lower bond yields. In emerging bond markets,
sovereign spreads in US dollars narrowed
within 310bps whilst local-currency bond
yields followed US yield gyrations.
In parallel, the dollar has fallen across the
board. The euro trades above $1.14 with
sterling atop $1.30. Mexican peso and
Brazilian real both gained 2.5% last week
against the greenback.

are quite well known. Mario Draghi will aim at
reaching consensus. Monetary adjustment
appears inevitable but policy changes may not
be announced before September 7. In this
context, Thursday’s meeting should not turn
out to be a game-changer. Inflation, confirmed
at 1.3%yoy, still argues for monetary
accommodation. Underlying inflation is barely
above 1%, hardly above the average since
2013 (0.9%yoy). That being said, the euro area
economy is near a cyclical peak. Growth will be
close to 2% this year. Furthermore, headline
inflation including import prices may not be a
reliable gauge of domestic price pressures.
Unemployment is down in most euro area
member states. The ECB’s President will
comment on the bank lending survey. In the
first quarter, the survey indicated slowing firm
demand for loans that seemed traceable to
declining mergers and acquisitions activity.
Conversely, credit demand from households
linked to durable good spending and housing
investment remains well oriented.
Uneventful Humphrey-Hawkins testimony
The unsurprising analysis offered by Chair
Yellen contributed to stabilization in US bond
yields and propelled equities and credit markets
higher. Gradualism applied to both rate and
balance sheet policies keeps volatility at a low
level that benefits carry strategies.
The Fed President indicated that normalization
would be a long process that could stretch until
2022. By then, the Fed’s balance sheet could
be about $2.5T. Over time, the composition of
the balance sheet would evolve towards a
higher share of Treasury securities compared
with mortgage-backed securities. The Fed is
therefore committed to a long-term policy,
which will be applied unless a major crisis
occurs. Inflation below target (1.6% on CPI in
June) will have to be ignored by Central
Bankers, at least in the short run.

ECB: rendezvous in September?
The ECB meeting is the main event this week.
Disagreements within the governing council
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Neutrality warranted on rates

OATs and Bonos outperform

Risk-free yields have fallen in response to
Janet Yellen’s address before Congress and a
downside surprise on the June CPI. The yield
on US 10-year note has drifted lower to
2.30%. Technical levels consistent with the
resumption of the upward trend on yields are
about 2.40%. Without a break above 2.40%,
the technical backdrop will be consistent with
a neutral stance. Weekly economic releases
should only confirm the benign growth
environment (near 2% potential) although
there is no catalyst for acceleration upwards
towards fair value of 2.70% on US 10-year
note yields. Neutrality is recommended in US
bond markets.

In sovereign markets, the trend is still
favorable. Final investor flows in the asset class
have nevertheless slowed over the past few
weeks. French and Spanish spreads have
tightened. Ten-year OATs now evolve within
30bps of the new 10-year Bund benchmark.
Japanese lifers have started to make a
comeback in OAT markets. In Spain, asset
managers and asset-liability management
accounts are bidding up Bonos prices. That
said, cash bond markets remain highly illiquid
in contrast with rather high volumes in futures
markets in recent trading sessions.

In the euro area, the German debt agency
issued a new 10-year benchmark bond. The
security trades below 0.60% at present. This
week, the ECB will only postpone policy
decisions to the next meeting in September. A
volatility spurt is therefore unlikely. We see
fair value at 0.70% on 10-year German
Bunds. In addition, the T-note-Bund spread is
relatively stable, although carry does favor US
bonds. The euro 10s30s spread, which has
tightened since early June, may narrow
further. The €1bn sale of 30-year German
debt is likely to be met with large demand
given its relatively small size and the recent
pickup in bond yields. Indeed, 30-year yields
above 1.30% have not been observed in 2017
ahead of a long bond auction. However, we
hold no positions in 2s10s. In turn, swap
spreads seem correctly valued.
Gilts may react to inflation data to be released
this week. The RPI index, which serves as
reference to inflation-linked bonds issued by
the UK government, may accelerate further
past 3.7%yoy in June. The BoC followed the
Fed on its tightening path by raising rates by
a quarter percentage point. The BoE could
well decide to hike rates by 25bps in August
in an effort to rebalance the economy and
reduce foreign imbalances. We hold a neutral
stance.

As concerns strategies, we hold on to our
constructive stance on Spain and Portugal.
French debt remains more attractive than
Belgian OLOs. However, there is little value in
core markets (Netherlands, Finland), outside of
certain maturities (2023-2024).
Credit in high demand
Credit keeps benefitting from the slow
adjustment of monetary policy. Credit spreads
have dipped under the 100bp mark vs. Bunds
in euro investment grade markets. Institutional
accounts and asset allocators keep pouring into
investment grade corporate debt despite good
competition from BBB sovereign debt.
High yield markets are still trading heavy due
to rich valuations presumably. The average
spread on euro high yield issuers is less than
300bps. This highlights the absence of true
yield premium over likely default compensation.
The iTraxx Crossover index did rally in the
wake of higher equity markets. The index is
below 250bps.
In parallel, emerging debt fared well as US
yields drifted lower. The EMBI spread is within
310bps. The premium on Brazil’s debt
securities shrank noticeably to less than 270bps
in USD-denominated exchanges.
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Main Market Indicators
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Source: Bloomberg, Natixis Asset Management
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Market View
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Other Bond Markets
EUR Index-Linked Bonds (Breakeven View)
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Positions on a scale of "-2" to "+2", "=" stands for neutral
+1 is long (-1 is short) spread or duration or steepening view
Source: Natixis Asset Management
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