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IN A WORD:
The health crisis, triggered by the coronavirus outbreak, is expected to hamper global growth.
Risk aversion has been noticeable in bond markets but there has been no panic. Bond yields
have fallen to near all-time lows. Credit spreads have widened moderately. Asian central banks
have eased monetary policy. We don't think the Fed and the ECB will follow suit.
Bond yields are likely to rise once the risk aversion phase is over. The increase is expected to
be limited notably due to supply and demand dynamics. Our 12-month targets are 2% for the
US Treasury and -0.25% for the German Bund.
Periphery countries in the eurozone have made the headlines as their latest sovereign issues
attracted record demand. Periphery bonds are expensive, and should remain so in the absence
of attractive yields in other eurozone countries.
We maintain our preference for short-dated US dollar sovereign bonds, euro and dollar
Investment Grade bonds, eurozone convertibles, Emerging Market sovereign bonds in local
currency and Emerging Market corporate bonds denominated in hard currency.
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Chart of the month: bond yields have fallen
Investors, concerned about the economic consequences of the coronavirus outbreak, have been
buying safe-haven assets like government bonds, thus pushing yields lower. The Bund yield is
about 0.30% above its all-time low while the US Treasury yield is about 0.20% above its all-time
low.
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Central banks: a pause




US Federal Reserve
o The Fed recognises that coronavirus poses a risk to growth, but does not suggest
that it will cut rates.
o

The markets are urging it to intervene: they expect 1.5 rate cuts this year,
compared with 0.7 before the outbreak.

o

We stick to our scenario for the US policy rate.

European Central Bank
o The ECB has started its strategic review. The conclusions are expected by the
end of the year. “Review will encompass quantitative formulation of price
stability, monetary policy toolkit, economic and monetary analyses and
communication practices. Other considerations, such as financial stability,
employment and environmental sustainability, will also be part of review.”
o

The ECB believes that the outbreak will have short-term (not long-term)
consequences. We therefore believe that it will not change its monetary policy
in the immediate future. The market, on the other hand, is currently pricing in a
0.6 deposit rate cut this year.
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Bond yield targets
•

We leave our 12-month forecasts unchanged, despite the coronavirus outbreak, as our
growth and inflation expectations remain intact. Bond yields are likely to tighten again
once the risk-off phase is over. This could happen when the number of new confirmed
cases slows down.

•

The rise in bond yields should, however, be limited due to the appetite of investors and
central banks for government bonds (via their bond buying programmes), lower supply
and new geopolitical risks (Brexit negotiations and the US presidential election in
particular).
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View on Peripheral Bonds
•

Bond issues in the periphery markets have made the headlines by setting new
subscription records and demand far outstripped supply. The Spanish 10-year issue
drew EUR 53bn of bids (the largest ever order book for a eurozone bond sale) for its
new EUR 10bn bond sale. This was closely followed by the 16-year Italian issue: EUR
50bn bid for an issue size of EUR 9bn.

•

The strong demand can be explained by investors’ search for yield (only 13% of eurozone
government bonds offer a yield of over 1%; note that the Greek 10-year yield has fallen
below 1%), the additional demand generated by the ECB's bond buying programme, the
reduced bond supply and the return of political stability in Italy and Spain.

•

Periphery bonds have become expensive and yields are historically very low. Spreads
against the German benchmark bond are low, but could tighten further due to the
supply/demand dynamics and the lack of an attractive alternative in the eurozone.

•

We have a neutral view on periphery bonds. They are expensive and should remain so.
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Our views
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•

We are positive on the front-end of the US yield curve for USDbased investors as short-term yields have a limited upside.

•

We are negative on long-term US govies and German govies,
whatever the maturity.

•

We stay neutral on periphery debt (Portugal, Italy, Spain).

•

We prefer corporate bonds over government bonds.

•

We like EUR and US IG bonds with duration at benchmark. We
focus on quality issuers in the US but we do not make that
discrimination in the eurozone.

•

We are positive on eurozone convertible bonds.

•

We are neutral on both US and eurozone High Yield.

•

We are positive on EM sovereign debt in local currency and
corporate debt in hard currency.

•

We are neutral on EM government debt in hard currency.
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