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BTPs exposed to downgrade risk
Continued economic strength out of the US
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T-note does not react to
strong data
Fed opts for status quo, cites
low inflation expectations
Raise US duration exposure
Italian spreads skyrockets to
200bps

Bond yields fell last week in the euro area.
The yield on 10-year Bunds dipped through
the 0.40% threshold even as euro area
inflation surprised on the upside (1.8%yoy in
January). As a matter of fact, breakeven
inflation rates barely budged. The drop in
yields is even more pronounced in 2y Schatz
markets. Persistent widespread volatility
across sovereign bond markets has spurred
demand for safe-haven Bunds. Spain Bonos
are caught in cross-fires of selling flows
targeting Italian BTPs and French OATs.
Credit spreads are modestly wider in the wake
of upward tensions on short to medium-run
swap spreads. High yield has seen some profit
taking after a strong start of year. Synthetic
indices are however unchanged from a week
ago in keeping with stability in equity
markets.
In the US, economic data hint at strong
activity growth but bond markets keep trading
sideways. Positioning and a dovish FOMC
statement pointing to still low inflation
expectations more than compensated the
impact of economic strength. T-note yields
are trading near year-end levels. In turn the
BoE seemingly pays little attention to rising
inflation projections. UK Gilts have been
outperforming within the G4 universe.
Emerging debt keeps defying gravity. Spreads
on emerging external debt (316bps) have
reverted to November 2014 lows. The dollar
fell in foreign exchange markets most notably
against the peso and the yen. The euro is
trading above the $1.07 mark.

Surveys continue to paint a bright picture of
economic activity. The ISM survey (56)
unsurprisingly confirmed the positive tone of
January regional manufacturing surveys. The
output component is now above 60 and new
orders accelerate. In addition, delivery times
and prices paid hint at nascent inflation
pressure through the supply chain. Service ISM
readings are in line with recent months. Activity
is being pulled by robust domestic demand.
Net job creation totaled 227k in January in
spite of 10k government lay-offs. The reported
increase in non-farm payrolls was much larger
than anticipated by consensus (180k). At this
juncture, employment should evolve in line with
labor force growth. Indeed, unemployment rate
(at 4.8% last month) is essentially unchanged
from a year ago below 5%, having reached its
long-run sustainable level. Employment and
hours worked have in turn been revised higher
for 2015 and 2016. Last year’s GDP growth
should thus be revised up in the coming weeks.
Underemployment (U-6) crept higher by 0.2pp
to 9.4% and average hourly wage increases are
still moderate at 2.5%. The Fed repeatedly
used these arguments to back accommodative
policy. That said, the level of aggregate
demand (which can surely be influenced by Fed
policy) is unlikely to be the primary reason
restraining the ability of part-time workers to
expand their workweek. Other public policies
must be implemented to reduce structural
unemployment and raise potential output
growth.
Draghi reaffirms need for QE
The ECB has shown no intention to alter the
course of monetary policy in response to a
faster-than-expected rebound in inflation in the
euro area. The acceleration in inflation to
1.8%yoy in January is largely traceable to
energy costs. Except for Italy, all major
countries recorded a significant pickup in
inflation rate. Annual inflation indeed came in
at 2.7% in Belgium. Furthermore, euro growth
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showed signs of strengthening towards yearend
and
surveys
indicate
continuing
momentum into the first quarter of 2017.
Faced with critics coming out of Germany,
Mario Draghi confirmed in his semi-annual
European Parliament address that continued
monetary accommodation is still warranted.
Add back to T-note holdings
The Treasury market failed to react to
incoming data releases. The yield on 10-year
bonds still hovers about 2.44%, its year-end
level. The cyclical backdrop led us to review
fair value upward to 2.61%. The increase in
fair value was nevertheless compensated by
factors that annihilated upward pressure. The
Fed’s statement indeed included reference to
still
low
inflation
expectations.
Such
characterization of inflation expectations came
as a surprise given current levels of long-term
(10-year) breakeven inflation in both TIPS
(2%)
and
swap
markets
(2.3%).
Furthermore,
bearish
sentiment
among
market participants may entail support to
bond prices. Sellers of US bonds are already
positioned. High volumes of traded put
options hint at hedging demand in US
government
bond
markets.
Speculative
positioning is also quite short. In sum the
above protects bond markets against the risk
of a drawdown in our opinion. We thus opt for
a long duration stance in US bond markets. In
addition, we remain of the view that 10s30s
spreads have room to tighten.
In the euro area, bond market dynamics
reflect aversion against sovereign risk, in
particular France and Italy. The economic
backdrop justifies raising our fair value
estimate to 0.52% on 10-year German bonds.
Bund yields did dip below the 0.40%
threshold largely due to its safe haven status.
Investor flows reported by Citi point to large
demand for Bunds, in the 10-year sector and
to a lesser degree 30-year maturities. The
level of intraday volatility has risen due to
multiple factors. As concerns the term
structure, ECB purchases below the deposit
rate lowered the average maturity of
Bundesbank purchases to just 9.4 years
compared with 12.6 years a month ago. It is
worth keeping a steepening bias across the
euro bond yield curve but we take profits on

2s10s having hit our target (neutral). Swap
spreads have widened again after easing in the
first half of January. We opt for a neutral Bund
stance. We prefer holding Gilts vs. 10y Bunds.
The BoE gave the impression that it would not
respond to a projected prolonged period of
above-target inflation over the coming years.
In the near term, carry favors UK government
bonds.
Italy bonds at 200bps, widest since 2014
Sovereign spreads are under pressure. Surveys
of euro area investors point to a decline in
peripheral debt exposure in the past two
weeks. Risk aversion has focused on BTPs as
Moody’s
stands
ready
to
announce
a
downgrade in Italy’s sovereign rating to Baa3
at the end of the week. This cut will likely be
limited to one notch so that Italian bonds will
retain the all-important investment grade
status even as the decision will indeed stress
economic and political challenges. The spread
on BTPs rejoined the 200bp level for the first
time since February 2014. Current market
developments comfort our short bias on Italian
debt. Spain is caught in the widespread selloff
despite success at recent auctions (2030,
2037) and syndicated deals and 3% economic
growth last year. The Spain-Italy yield gap has
grown to 60bps on 10-year maturities, the
widest it’s been since 2011. Long-term PGBs
(387bps) less supported by PSPP also
underperform.
As concerns core sovereign bond markets,
selling pressure is evident in OAT future
markets. This contributes to wider spreads. The
10y yield gap climbed to 75bps. In the 2012
Presidential elections, spreads shot up to
145bps although comparisons are difficult to
make given the banking crisis then and no QE.
In credit markets, spread volatility is much
mopre muted although premiums did increase.
Euro IG is trading at 121bp vs. Bunds. Spreads
on agencies (+5bps) and covered bonds
(+4bps) have increased, which argues for
caution. Conversely, emerging market debt in
US dollars has tightened considerably most
notably in Mexico (279bps) after a rough start
of the year which had led to 320bp wides.
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Main Market Indicators
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Market View

Government Bonds
EUR Bunds 10y
EUR Bunds 2s10s

=
=

EUR Bunds 10s30s

+1

USD Treasuries 10y

+1

USD Treasuries 2s10s
USD Treasuries 10s30s
Cross-Currency Spreads

=
-1
Market View

USD Treasuries - GBP Gilts (10y)

=

USD Treasuries - EUR Bunds (2y)

=

€ Sovereign Spreads - All Maturities

Market View

France vs. German Bunds

=

Netherlands vs. German Bunds

-1

Belgium vs. German Bunds
Spain vs. German Bunds
Italy vs. German Bunds

-1
+1
-1
Market View

Other Bond Markets
EUR Index-Linked Bonds (Breakeven View)
EUR Corporate Credit
EUR Agencies (vs. Swap Curve)

= / +1
=
-1

=
(vs. Swap Curve)
=
EUR Pan-European High Y ield
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

EUR Securitized - Covered

www.nam.natixis.com

Writing
axel.botte@am.natixis.com

This material has been provided for information purposes only to investment service providers or other Professional Clients, Qualified or Institutional
Investors and, when required by local regulation, only at their written request.
In the E.U. (outside of the UK) This material is provided by NGAM S.A. or one of its branch offices listed below. NGAM S.A. is a Luxembourg management
company that is authorized by the Commission de Surveillance du Secteur Financier and is incorporated under Luxembourg laws and registered under n. B
115843. Registered office of NGAM S.A.: 2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. France: NGAM Distribution (n.509 471 173
RCS Paris). Registered office: 21 quai d'Austerlitz, 75013 Paris. Italy: NGAM S.A., Succursale Italiana (Bank of Italy Register of Italian Asset Management
Companies no 23458.3). Registered office: Via Larga, 2 - 20122, Milan, Italy. Germany: NGAM S.A., Zweigniederlassung Deutschland (Registration number:
HRB 88541). Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor, Frankfurt am Main 60322, Germany. Netherlands: NGAM, Nederlands filiaal
(Registration number 50774670). Registered office: World Trade Center Amsterdam, Strawinskylaan 1259, D-Tower, Floor 12, 1077 XX Amsterdam, the
Netherlands. Sweden: NGAM, Nordics Filial (Registration number 516405-9601 - Swedish Companies Registration Office). Registered office: Kungsgatan 48
5tr, Stockholm 111 35, Sweden. Spain: NGAM, Sucursal en España. Registered office: Torre Colon II - Plaza Colon, 2 - 28046 Madrid, Spain. In
Switzerland This material is provided for information purposes only by NGAM, Switzerland Sàrl, Rue du Vieux Collège 10, 1204 Geneva, Switzerland or its
representative office in Zurich, Schweizergasse 6, 8001 Zürich. In the U.K. This material is approved and provided by NGAM UK Limited which is
authorised and regulated by the UK Financial Conduct Authority (register no. 190258). This material is intended to be communicated to and/or directed at
persons (1) in the United Kingdom, and should not to be regarded as an offer to buy or sell, or the solicitation of any offer to buy or sell securities in any
other jurisdiction than the United Kingdom; and (2) who are authorised under the Financial Services and Markets Act 2000 (FSMA 2000); or are high net
worth businesses with called up share capital or net assets of at least £5 million or in the case of a trust assets of at least £10 million; or any other person
to whom the material may otherwise lawfully be distributed in accordance with the FSMA 2000 (Financial Promotion) Order 2005 or the FSMA 2000
(Promotion of Collective Investment Schemes) (Exemptions) Order 2001 (the "Intended Recipients"). To the extent that this material is issued by NGAM UK
Limited, the fund, services or opinions referred to in this material are only available to the Intended Recipients and this material must not be relied nor
acted upon by any other persons. Registered Office: NGAM UK Limited, One Carter Lane, London, EC4V 5ER. In the DIFC This material is provided in and
from the DIFC financial district by NGAM Middle East, a branch of NGAM UK Limited, which is regulated by the DFSA. Related financial products or services
are only available to persons who have sufficient financial experience and understanding to participate in financial markets within the DIFC, and qualify as
Professional Clients as defined by the DFSA. Registered office: Office 603 - Level 6, Currency House Tower 2, PO Box 118257, DIFC, Dubai, United Arab
Emirates. In Japan This material is provided by Natixis Asset Management Japan Co., Registration No.: Director-General of the Kanto Local Financial
Bureau (kinsho) No. 425. Content of Business: The Company conducts discretionary asset management business and investment advisory and agency
business as a Financial Instruments Business Operator. Registered address: 2-2-3 Uchisaiwaicho, Chiyoda-ku, Tokyo. In Taiwan This material is provided
by NGAM Securities Investment Consulting Co., Ltd., a Securities Investment Consulting Enterprise regulated by the Financial Supervisory Commission of
the R.O.C . Registered address: 16F-1, No. 76, Section 2, Tun Hwa South Road, Taipei, Taiwan, Da-An District, 106 (Ruentex Financial Building I), R.O.C.,
license number 2012 FSC SICE No. 039, Tel. +886 2 2784 5777. In Singapore This material is provided by NGAM Singapore (name registration no.
53102724D) to distributors and institutional investors for informational purposes only. NGAM Singapore is a division of Natixis Asset Management Asia
Limited (company registration no. 199801044D). Registered address of NGAM Singapore: 10 Collyer Quay, #14-07/08 Ocean Financial Centre, Singapore
049315. In Hong Kong This material is issued by NGAM Hong Kong Limited. In Australia This document is issued by NGAM Australia Pty Limited (NGAM
Aust) (ABN 60 088 786 289) (AFSL No. 246830) and is intended for the general information of financial advisers and wholesale clients only . In New
Zealand This document is intended for the general information of New Zealand wholesale investors only and does not constitute financial advice. This is not
a regulated offer for the purposes of the Financial Markets Conduct Act 2013 (FMCA) and is only available to New Zealand investors who have certified that
they meet the requirements in the FMCA for wholesale investors. NGAM Australia Pty Limited is not a registered financial service provider in New Zealand.
In Latin America This material is provided by NGAM S.A. In Chile Esta oferta privada se acoge a la Norma de Carácter General N°336 de la SVS de Chile.
In Uruguay This material is provided by NGAM Uruguay S.A., a duly registered investment advisor, authorised and supervised by the Central Bank of
Uruguay. Registered office: WTC – Luis Alberto de Herrera 1248, Torre 3, Piso 4, Oficina 474, Montevideo, Uruguay, CP 11300. The sale or offer of any
units of a fund qualifies as a private placement pursuant to section 2 of Uruguayan law 18,627. In Colombia This material is provided by NGAM S.A.
Oficina de Representación (Colombia) to professional clients for informational purposes only as permitted under Decree 2555 of 2010. Any products,
services or investments referred to herein are rendered exclusively outside of Colombia. This material does not constitute a public offering in Colombia and
is addressed to less than 100 specifically identified investors. In Mexico This material is provided by NGAM Mexico, S. de R.L. de C.V., which is not a
regulated financial entity with the Comisión Nacional Bancaria y de Valores or any other Mexican authority. This material should not be considered an offer
of securities or investment advice or any regulated financial activity. Any products, services or investments referred to herein are rendered exclusively
outside of Mexico.
The above referenced entities are business development units of Natixis Global Asset Management, the holding company of a diverse line-up of specialised
investment management and distribution entities worldwide. The investment management subsidiaries of Natixis Global Asset Management conduct any
regulated activities only in and from the jurisdictions in which they are licensed or authorized. Their services and the products they manage are not
available to all investors in all jurisdictions. It is the responsibility of each investment service provider to ensure that the offering or sale of fund shares or
third party investment services to its clients complies with the relevant national law.
The provision of this material and/or reference to specific securities, sectors, or markets within this material does not constitute investment advice, or a
recommendation or an offer to buy or to sell any security, or an offer of services. Investors should consider the investment objectives, risks and expenses
of any investment carefully before investing. The analyses, opinions, and certain of the investment themes and processes referenced herein represent the
views of the portfolio manager(s) as of the date indicated. These, as well as the portfolio holdings and characteristics shown, are subject to change. There
can be no assurance that developments will transpire as may be forecasted in this material. Past performance information presented is not indicative of
future performance.
Although Natixis Global Asset Management believes the information provided in this material to be reliable, including that from third party sources, it does
not guarantee the accuracy, adequacy, or completeness of such information. This material may not be distributed, published, or reproduced, in whole or in
part.
All amounts shown are expressed in USD unless otherwise indicated.

www.nam.natixis.com

