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Markets’ muted response to Italy’s political shock
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Limited market reaction to
the outcome of Italian
elections
Bund and T-note yields near
fair values
ECB; BoJ: status quo
expected this week
Neutral duration stance on
rates
Hold Spain and Portugal vs.
Italy bonds

European risk-free yields eased slightly in
response to election results in Italy showing a
marked rise in far-right parties.
Bunds are trading in a 0.65-0.70% range. In
parallel, BTP spreads widened modestly to the
tune of 3bp to 140bp with no contagion to
other asset classes. ECB intervention likely
discouraged would-be sellers of BTPs. Italian
equities did underperform other European
markets, which were up early on Monday.
In the US, Jerome Powell maintained earlier
Fed commitments to measured monetary
tightening. The balance sheet reduction policy
is underway and rates will rise gradually.
Flattening
pressure
is
modest.
Gilt
outperformance was most surprising all the
more so that UK economic releases appear
consistent with a resilient economy despite
uncertainty.
Credit spreads have increased by about 3bp in
investment grade space. High yield spreads
are also a touch wider at 307bp extending
weakness seen in the past month or so. In
addition, emerging debt is trading near
290bp.
As concerns currency markets, the dollar
rebounded against all currencies except for
the yen. The dollar-yen exchange rate stands
about 106. The euro-dollar exchange rate is
1.23$.
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Political uncertainty in Italy
Italian elections have led to the expected
stalemate. Partial results so far are not marketfriendly to say the least. The 5-star movement
gain 32% of the votes, whilst the Democratic
Party appeared very weak (5pp below latest
polls). The right-wing coalition (36%) is
dominated by far-right parties, including Lega.
Hence, populist parties and euro-skeptics
turned out to be much stronger than
anticipated. That said, no coalition is in a
position to form a government at this juncture.
A 5-star/far-right coalition appears highly
unlikely. A center coalition is mathematically
impossible.
For the time being, Paolo Gentiloni will run a
caretaker government while parties negotiate
potential government agreements. Without
such an agreement, new elections may
ultimately be called in a few months’ time. The
highest-probability outcome is still a right-wing
coalition although gaining confidence votes in
both chambers of Parliament would require
abstention from left-wing parties.
ECB communication will change… in June
ECB policy will stay unchanged this week.
Growth forecasts for 2018 will be rounded up.
The latest batch of activity surveys is indeed
consistent with above-trend output growth
early on in 2018. The fall in Italian PMI is worth
noting though. Nevertheless, Mario Draghi will
intentionally ignore Italian internal affairs. It
may still be too early to envisage a
communication change and announce the
termination of the asset purchase program
(likely next September).
Furthermore,
the
profile
of
inflation
(deceleration in the second half of 2018) will
make it hard for the ECB to call the end of
unconventional monetary policy. Interest rate
policy will only be discussed towards the end of
the year to provide guidance ahead of rate rise
in 2019.
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Likewise, the Bank of Japan is not yet ready
to amend its current expansionary policy. The
reappointment of Kuroda as BoJ governor and
two deputy governors in favor of easy
monetary conditions ensure that policy will
continue to be highly accommodative. The
yield targeting policy already allowed a slower
pace of purchases.
Neutral duration stance in bond markets
Major bond yields are close to their fair values
at present. The US 10-year yield are close to
2.90% (2.94% is our fair value estimate) and
Bunds trade near 0.70% which is our
equilibrium yield level. The growth backdrop
is fully priced by market participants and
monetary policy evolves quite slowly. Flows
into Treasury bond ETFs picked up noticeably
to the detriment of US high yield, credit and
to a lesser extent TIPS (i.e. index-linked
securities). The rise in bond yields and the
equity drawdown did trigger allocation flows
out of risk assets. In the US, Jerome Powell’s
policy is for the most part a continuation of
Yellen’s. Indeed, balance-sheet reduction will
proceed as planned. Interest rates will rise 3,
to 4 times this year. That said, tightening
expected for 2019 remains modest. In the
euro area, Mario Draghi will postpone any
announcement regarding the likely end date
for
the
quantitative
easing
program.
Neutrality will prevail across major bond
markets. Yield curve flattening has stopped so
that 2s10s spreads are now 64bp. In turn,
10s30s spreads have stayed under the 30bp
mark for some time. We recommend a neutral
stance on curve trades.
Gilt outperformance is difficult to understand.
The deceleration in UK growth is contained so
far but 10-year UK yield have outperformed
the main markets last week. It is possible that
the net improvement in the public-sector net
borrowing requirement fostered a reduction in
bond yields towards 1.50%. We hold on to
our bearish stance on Gilts, both in absolute
terms and against German Bunds. Despite
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higher yields on Gilts, a short spread strategy
appears to have positive total carry (due to
Bund funding rate).
Very modest impact of Italian elections on
sovereign spreads
The ECB’s asset purchase program keeps large
amounts of debt securities out of bond
markets. That said, a security lending facility
has been put in place (including the possibility
of cash collateral) but the equilibrium of bond
markets has been durably changed. This is
likely a reason why reaction to political events
has been muted. Italian spreads have briefly
risen above 140bp before falling back below
this threshold. Spreads on Spain and Portugal
have widened but have also rapidly decreased.
We stay cautious on Italian debt. Italian ratings
will be reviewed by two agencies in mid-March,
including Moody’s which has a negative outlook
on Italy’s sovereign rating. Downgrade risk
appears significant given political uncertainties.
Conversely, we are over-exposed to Spain’s
and Portugal’s bonds. Core issuer bonds offer
little value relative to Bunds. However, stability
in OAT spreads (close to 25bp) over the past
few months is remarkable.
Profit-taking in credit markets
In credit space, the equity correction appears
to have had a delayed impact on spread
valuations. European investment grade bond
markets are trading near 84bp, some 5bp wider
than a month ago. Credit ETF outflows have
been observed in magnitude comparable to that
seen before the French elections in spring
2017. European high yield spreads increased by
7bp in the past week. Spreads remain too tight
at 307bp. High yield valuations are still
unappealing. Final investors have taken profit
in the past few weeks.
In keeping with credit market trends, emerging
debt markets has undergone selling pressure.
However, external debt spreads in USD stand
about 290bp.
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