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 Long rates  

with three main themes.

Firstly, the fall in money market forecasts has caused an impressive 
rally in 2-year rates. They are reaching levels rarely observed and, 
in our opinion, difficult to justify on the model of the 2-year 
German rate that briefly passed under the 1% bar, the same level 
as the ECB’s Refi rate. These slightly extreme recent movements 
as well as our scenario on the monetary policies have led us to 
maintain under exposure on these curve segments, indeed to 
strengthen them.

On the long rates front, the range of fluctuation remains in place. 
On the one hand, the positive surprises on the economy front and 
the still very present government issues caused occasional tensions 
at the start of the period. On the other hand, these tensions were 
very quickly offset by bearish underlying inflation figures and by 
the return of risk aversion and concerns on the deficits of States 
causing a sharp drop at the end of the period on German rates. 
We continue to believe that the overall trend should be on the 

 Short rates  

The play in IV acts that we previously presented has followed 
the script. The ECB continues to maintain its position, marginally 
altering refinancing conditions and engage in a very cautious 
discourse. For its part the Fed has begun its gradual introduction 
of exit procedures with notably a change to come in the bank 
lending rate.

Expectations of a rise in refinancing rates have been postponed 
by one quarter on both sides of the Atlantic. As we wrote here a 
few weeks ago, we thought the previous forecasts seemed too 
optimistic. The current estimations, of a first gesture planned 
at the end of the third quarter for the Fed and at the start of 
next year for the ECB, are consistent with our own unchanged 
forecasts.

The still very cautious reasoning of the Central Banks has certainly 
contributed to this delay. However, the return of risk aversion, 
sovereign risk most of all with the theme of the potential inability 
of certain States to sustain their debt on the periphery of the 
Eurozone, is the main reason for this delay.

Euribor 3 month and Eurodollar 
3 month yield curve forecasts
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tension of rates and therefore maintain unchanged our 12-month 
targets and our portfolios in undersensitivity.

The debts of peripheral States in the Eurozone, Greece most of all, 
then Spain and Portugal, have been particularly badly handled lately. 
Nervousness has been at its height and it is therefore difficult to 
separate speculative interventions from the real fundamental risk. 
After ‘PIIGS’ (*), our Anglo-Saxon colleagues invented the acronym 
‘STUPID’ (**), which seems a bit extreme (cf. our editorial). Even 
if the risk is real, the premium levels reached seem to us greatly 
exaggerated, and for some, like Spain, unjustifiable. Equally, even 
if this will not be politically easy, we still believe in on the one 
hand a Greek austerity plan and on the other, ultimately, support 
in order to avoid trouble in the Eurozone. Therefore, we maintain 
our tactical overweighting positions on the debts of peripheral 
States, particularly Greece, Spain and Portugal.

(*) PIIGS : Portugal, Irland, Italy, Greece, Spain. 
(**) STUPID: Spain, Turkey, United Kingdom, Portugal, Italy, Dubai.
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 In�ation indexed   
Inflation-indexed bonds have suffered during the period and 
under-performed their nominal counterparts in practically all the 
countries. The only exception is Japan, which benefited from a 
significant flow of debt purchase by the Japanese finance minister. 
The labelling of these debts as risky assets in a climate of the 
return of risk aversion, the sharp drop in the price of oil in the 
second half of the period as well as food prices, and lastly the 
still falling underlying inflation figures are the main factors that 
have caused a sharp drop in inflation break-even points and a 
temporary disaffection for the asset class. 

In fact, we estimate that this will only be temporary for two 
reasons. Firstly, seasonality that again becomes positive from 
March and overall inflation figures that are still heading in the 
right direction. Therefore, we maintain our allocation on the 
asset class.

 Change in the spreads by rating
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 Credit  

Despite a sudden return to risk aversion over the last two 
weeks of the period, the sudden fall in the equity markets that 
followed, as well as the more aggressive political dialogue on 
the financial sphere particularly in the US, it is surprising to note 
the excellent resistance of credit bonds. Risk premiums have 
only widened a little. 

There are two main reasons for this surprising resilience, a positive 
flow of fundamental improvements and a still present technical 
flow. Fundamentally we note both the positive surprises on the 
economic front, a good US corporate results season and finally a 
fall in the forecasts of the default rate, for which the peak now 
seems to be behind us. Technically, the pursuit of yield is still 
very present and if the investment flows are leaving the money 
market vehicles en masse, they are mainly turning to bonds. 

In this configuration, we maintain our positive positioning on 
credit. However, we remain cautious because if this economic 
respite is good, it can only be short term and moreover the 
uncertainties on the various financial debts are still present.

Lastly, after eleven months of nearly uninterrupted upward 
movement, we are taking the profits by closing certain 
positions.

Philippe-Henri Burlisson, 
Core Management Director

Past performance is not a reliable indicator of future performance.

Change in the short and long rates 
in the United States and the Eurozone
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