FIXED INCOME STRATEGY WEEKLY
WEEKLY ANALYSIS 12 JUNE /// #20-2017
D o c u m e n t in te n d e d fo r p ro fe s s io n a l c lie n ts

Fedspeak more important than rate hikes
Key Points
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Draghi lowers inflation
forecasts to 1.3% next year
Fed likely to hike rates this
week
Neutral on rates before Fed
meeting
Tighter sovereign spreads,
stability in credit spreads

Mario Draghi’s speech was fully in line with
market expectations. Reference to possible
rate cuts was taken out of the policy
statement but inflation forecasts have been
lowered. Bunds have stabilized about 0.25%
without
significant
curve
movements.
Sovereign spreads tightened considerably.
BTPs have narrowed by more than 20bps
from a week ago as risks of early elections
fade. French OAT spreads dipped below the
40bp threshold. Credit markets benefit from
the low volatility environment and current
economic growth conditions. The iTraxx index
stands under the 60bp mark whilst XO index
is at 241bps. Spreads in corporate bond
markets hover near 110bps vs. Bunds.
In the US, yields on 10-year notes oscillate
about 2.20%. Market participants are in
waiting mode ahead of the Fed’s decision.
Absence of volatility is striking. The MOVE
index is at its practical historical low. A rate
hike is in the cards but the balance sheet
unwinding
strategy
is
still
to
be
communicated. The yield curve has barely
changed from a week ago.
The euro hesitates about $1.12. The Mexican
peso is the best performing currency.
Furthermore, emerging sovereign bonds
labelled in USD show little volatility about
300bp spreads.
Draghi avoids surprises
The ECB finally conceded that the growth
environment in the euro area was solid.

Domestic demand, most notably business
investment, is the driver of the economy. GDP
expanded at a 0.6% clip in the first quarter.
Risks on the expansion are now described as
balanced by the Central Bank, which forecasts
growth of 1.8% and 1.7% over the next two
years respectively. The reference to possible
rate cuts has been dropped from the policy
statement. That being said, inflation projections
have fallen to 1.3% for 2018. Lower expected
oil prices and stronger euro derived from
futures’ market quotes area the reasons behind
the mark down in expected inflation. This
revision dampens ECB optimism on growth and
makes exit form QE all the more uncertain. The
case of an insolvent Spanish bank bought out
by another institution was briefly discussed
mainly to underline the independence of the
supervision mechanism from monetary policy
decisions.
FOMC to hint at balance sheet unwinding
strategy
The Fed will probably raise interest rates by
25bps this week. The reverse repo rate will rise
to 1% (this is the rate at which the Fed borrows
liquidity from the financial system). Excess
reserve balances will be remunerated at a
1.25% interest rate. The expected rate hike
has little effect on bond valuations since it
leaves excess reserves across the banking
system unchanged. In a reverse repo, the Fed
indeed sells securities and simultaneously
promises to buy them back at a future date. At
most, the hike contributes to flatten the term
structure by reducing the term premium (i.e.
the risk premium on long-term bonds). Banks
have the possibility to park their excess cash
with the Fed, which reduces their demand for
short-term bonds and promotes a flatter yield
curve. The term premium is again in deep
negative territory, which is arguably a sign of
past (and current) large Central Bank
interventions in the US bond marketplace.
During the press conference, Janet Yellen will
likely be asked about the Fed’s strategy to
unwind the balance sheet, already discussed by
several FOMC members on public appearances.
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The optimal size of the Fed’s balance sheet is
likely to be about $2.5T considering existing
Treasury balances with the Fed, currency in
circulation and a certain amount of bank
liquidity reserves linked to Basel III
regulation.
Neutral stance ahead of Fed meeting
The T-note market is characterized by a total
absence of volatility at present. The MOVE
index, a measure of 1-month implied volatility
in futures’ option markets is close to all-time
lows at 52.5bps. The yield curve is fairly flat.
The Fed’s communication will be a key input
to market participants’ duration exposure. The
term premium is currently at minus 31bps,
which highlights the richness in valuations,
due to large Treasury bond holdings of
Central Banks and other institutions which are
insensitive to prices. Our fair value estimate is
2.71%. A more hawkish twist in the Fed’s
policy could be a catalyst for a market
correction but this is unlikely to occur before
the end of the year. In the meantime, it
fosters the implementation of carry trades, all
the more so that consensus for higher yields
is battered by negative carry. Technical
analysis describes current conditions as
favorable to lower yields below the 2.23%
mark. Neutrality in US duration appears
warranted. However 10s30s spreads have
room to widen from current levels.
In the United Kingdom, Theresa May lost her
gamble. The conservative Party no longer
holds a majority in Parliament. An agreement
with a Northern Ireland Party which holds 10
seats is still hypothetical. Gilts have barely
moved from 1% on 10-year maturities but
sterling fell below the 1.28$ level. The
legitimacy of Theresa May to guide her Party
appears in jeopardy… and the UK’s strategy in
current Brexit negotiations with the EU is now
all the more uncertain. In the meantime, the
BoE looks firmly determined to sit on its
hands.
In the euro area, the yield on 10-year Bunds
is about 0.25%. Despite strong growth, the
ECB is not inclined to change gear given low
readings on inflation (1.4%) relative to target.
The Bundesbank continues to purchase mostly
intermediate-term
bonds
(4y
average

maturity in May) which is increasingly at odds
with other Eurosystem Central Banks. A neutral
stance is broadly appropriate. Ten-year bond
auctions (DSLs, Bund, peripherals this week)
will create hedging demand on Bund futures
which argues for a flattening bias in 10s30s
spreads. Paying pressure at the long end of the
curve from banks and corporate accounts do
signal caution on a 10s30s flattener. We
recommend no bias in terms of 2s10s curve
spread and remain neutral on swap spreads.
Investors in euro area bonds have cut their
exposure to peripheral bonds in the past two
weeks. The risk of early elections in Italy had
spurred BTP selling and taken the spread up to
the 200bp area with notable collateral damage
in Spain’s Bonos market. The absence of an
agreement to change the electoral law ignited a
rally. BTP spreads have now shrunk below
180bps. Ten-year Bonos have benefitted from
easing tensions in Italy and now trade near
115bps. Portuguese debt also outperformed
last week. In core markets, President Macron is
likely to gain a clear majority in Parliament.
Ten-year OAT spreads are tightening and
trading at 34bps for the first time since
November of last year. The unwinding of short
positioning via OAT futures ahead of the
elections is finally occurring. Japanese investors
are still out of the market and could jump in
the bandwagon. In sum, we hold on to our
bullish stance on Spain, PGBs and OATs
notably.
ITraxx IG under 60bps
Corporate credit markets are still well behaved.
The average IG spread in euro markets is about
110bps. ECB support amounts to €1.8bn on
average over the past four weeks. Final
investor flows are also buying corporate credit.
ITraxx hence continued to rally despite dear
valuations. The Crossover index is trading near
240bps. The rally in sovereign debt influenced
spreads lower in both agency debt and covered
bond space.
In US dollar markets, flows remain favorable to
corporate credit with the exception of high
yield, which faces a challenging environment
with renewed weakness in oil prices. Emerging
debt spreads barely move thanks to currently
low rate volatility US.
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Main Market Indicators
12-Jun-17

-1wk (bps)

-1m (bps)

EUR Bunds 2y

-0.72 %

-2

-5

+4

EUR Bunds 10y

0.25 %

-4

-14

+4
+16

Government Bonds

Ytd (bps)

EUR Bunds 30y

1.11 %

-5

-8

EUR Bunds 2s10s

97 bps

-2

-9

0

USD Treasuries 2y

1.35 %

+5

+6

+16

USD Treasuries 10y

2.2 %

+2

-12

-24

USD Treasuries 30y

2.86 %

+2

-13

-20

USD Treasuries 2s10s

85 bps

-3

-18

-40

GBP Gilt 10y

0.97 %

-7

-12

-27

JPY JGB 10y

0.06 %

+1

+1

+1

12-Jun-17

-1wk (bps)

-1m (bps)

Ytd (bps)

France

35 bps

-9

-10

-13

Belgium

33 bps

-4

-8

+0

177 bps

-22

-9

+16

Spain

120 bps

-10

-4

+2

Portugal

273 bps

-3

-25

-82

€ Sovereign Spreads (10y)

Italy

12-Jun-17

-1wk (bps)

-1m (bps)

Ytd (bps)

EUR OATi

107 bps

-7

-12

-20

USD TIPS

178 bps

-4

-9

-19

303 bps
12-Jun-17

-2
-1wk (bps)

-5
-1m (bps)

+1
Ytd (bps)

EUR Swap Spread

50 bps

+0

+8

+4

USD Swap Spread

-5 bps
12-Jun-17

+1
-1wk (bps)

+3
-1m (bps)

+6
Ytd (bps)

EUR Corporate Credit OAS

110 bps

+1

+6

-13

EUR Financials OAS

119 bps

+0

+4

-20

EUR Agencies OAS

49 bps

-2

+2

-8

EUR Securitized - Covered OAS

55 bps

-2

+4

-12

296 bps
12-Jun-17

+0
-1wk (%)

-8
-1m (%)

-83
Ytd (%)

Inflation Break-evens (10y)

GBP Gilt Index-Linked
Swap Spreads (10y)

EUR Credit Indices (BarCap)

EUR Pan-European High Yield OAS
Currencies
EUR/USD

$1.120

-0.59

+2.1

+6.53

GBP/USD

$1.265

-1.84

-2.02

+2.49

USD/JPY

¥109.79
-0.34
+3.47
+6.53
Source: Bloomberg, Natixis Asset Management

Selected Market Views
Market View

Government Bonds
EUR Bunds 10y

=

EUR Bunds 2s10s

=

EUR Bunds 10s30s

-1

USD Treasuries 10y

=

USD Treasuries 2s10s

=

USD Treasuries 10s30s
Cross-Currency Spreads
USD Treasuries - EUR Bunds (10y)
USD Treasuries - EUR Bunds (2y)
€ Sovereign Spreads - All Maturities

+1
Market View
+1
=
Market View

France vs. German Bunds

+1

Netherlands vs. German Bunds

-1

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

=
+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)
= / +1
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

