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Relief rally ahead of FOMC meeting

Key Points

Western developed markets up 2%, Asia gained 4% last week

T-note yields near 3.20% after payroll report

Peripheral spreads easing further

Lower oil, inflation breakevens under pressure

Stabilisation in high yield after sharp widening in October

The end of the month favoured short covering in
equity space after a brutal drawdown In October
(S&P fell 9.7% peak to trough). Hope for a US-China
trade deal (unlikely in the short run) helped Asian
equities higher (+4% last week). Western developed
markets gained about more than 2%. Bond prices
fell. The yield on US 10-year notes rose to 3.20%
following solid non-farm payroll data. Emerging bond
spreads came in to the tune of 10bp. Bund (0.43%)
followed US vyields to some extent. Sovereign
spreads in Italy (290bp) and in Spain (115bp) kept
easing. Conversely, credit spreads remain close to

Chart of the week

United States: monthly changes in real swap rates and

inflation expectations (%)

2018 highs (127bp vs. Bunds) although synthetic
indices did react to higher equity prices. High yield
was tighter in the euro area putting an end to a sharp
move wider in October. Brent oil was marked down
under $73 per barrel. Inflation breakeven are
unchanged from a week ago despite higher nominal
rates.

In currency markets, the euro struggles to trade
above $1.14 whilst sterling stands near $1.30.
Mexican peso underwent profit-taking probably due
to excessive bullish positioning.

Swap rates (linked to LIBOR

rates) are unchanged from a

month ago. Ten-year rates
0.40 have decreased by 2bp over

the period to 3.26% currently.
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FOMC to ignore October correction

The US economy grew at a 3.5%qa pace in the third
quarter according to the BEA’s advance estimate.
October surveys hint at a slight slowdown ahead.
Unemployment is 3.7% of the labour force, fully 1pp
below the long-run norm according to Fed forecasts.
Labour market indicators show no sign of slowdown.
Net job gains were 250k in October and wage growth
is trending higher. Furthermore, consumer price
inflation is 2% in line with the Fed’s target.

In this context, the Fed is unlikely to deviate from the
well-communicated interest rate path despite the equity
downshift in October. Last March, Jerome Powell had
raised rates as planned already ignoring the January-
February volatility spurt. The November 8 FOMC
should be uneventful. The next rate rise will occur in
December. The communiqué may still insist on high
growth although it may include reference to slower

business spending and contraction in residential
investment.
Furthermore, the US growth, which relies

disproportionately on access to credit markets, has its
own vulnerabilities. Former Fed chair Janet Yellen
shared her worries regarding easing of credit standards
and covenants in the leveraged loan business.
Weaknesses are apparent across the US financial
system but the Fed has decided recently to ease the
regulatory burden on intermediate-size banking
institutions. The fact that banks are now well capitalized
is certainly welcome, but an important share of such
debt is being repackaged and sold elsewhere via the
securitisation channels. Thus, it is not just a question of
what banks do that imperils themselves, it is about risks
they create to the financial system.

Risk appetite returns in US markets?

In terms of strategies, the drop in equity prices eased
somewhat towards the end of the month. Monthly
closes tend to foster positioning squaring which likely
meant equity short covering late last month. The return
of share repurchases also contributed to market
stabilisation. Between April and September, US firms
bought back their own shares to the tune of $400b. The
change in sentiment was palpable last week: utilities
underperformed to the benefit of battered cyclical
sectors (basic resources, consumer discretionary,
industrials). Furthermore, a divided Congress following
the US mid-term elections could reduce the risk of
protectionist action, which had proven a strong support
to the US dollar. The greenback played its safe haven
role though the October correction but external
imbalances may prevent further appreciation.
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Monetary tightening to come still favours an
environment of higher yields, all the more so that a
December hike is not fully priced in. However, ISM non-
manufacturing moderated last month and producer
price inflation may dip further. Our models suggest fair
value is currently 3.13%. Hence, we recommend a
short-term long duration stance in US Treasuries.

BTP spreads easing, neutral Bund stance

In Europe, some form of paralysis seems to prevail.
Calm seemingly prevails in Italy as the European
Commission works through the details of the 2019
budget proposal. Italian GDP stalled in the third quarter,
which in itself may already jeopardize fiscal deficit
projections. Spread volatility remains high but the
absence of downgrade into high yield reduces the risk
of forced selling at least in the near term. Spain (115bp
on 10-year bonds) and Portugal (145bp) benefitted
from ltalian easing. Bunds are hence torn apart
between higher US yields, a slowdown in the euro area
(growth was just 0.2%q in 3q18) and long-standing
domestic risks. The yield on German bonds oscillates
about 0.40%. Duration neutrality prevails, all the more
so that Brexit still appears to have no workable solution.
In turn, the ECB already talks about extending
TLTROs, which mature in 2020-2021. Fulfilling
regulatory ratios including the net stable funding ratio
may require postponing the maturity of long-term bank
loans. Italian banks depend on ECB long-term funding
to the tune of €250b, Spanish banking institutions have
borrowed €170b.

Fragile equity bounce in Europe, credit
spreads under pressure

Despite a 2% rebound last week, earnings releases
appear mediocre at best so far. Positive surprises on
EPS outnumbered negative surprises but average EPS
growth was quite modest at 2.4%. Sales growth was
close to 0%. Cyclicals nevertheless bounced in keeping
with the risk-on market sentiment.

Credit markets face a difficult situation. Final investors
continue to reduce holdings in corporate credit ETFs
and investment funds. Spreads remain close to 2018
highs at 127bp against Bunds despite a rally in
synthetic indices in keeping with higher equities. The
growth slowdown is unfavourable to the corporate
credit asset class. In the same vein, high yield suffered
from domestic economic woes. The average spread on
speculative-grade bonds in Europe still tops 400bp
against the risk-free German benchmark curve.
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Main Market Indicators
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G4 Government Bonds 05-Nov-18 -1wk (bp) -1m (bp) Ytd (bp)
EUR Bunds 2y -0.61 % +2 -9 +2
EUR Bunds 10y 0.43% +5 -15 0
EUR Bunds 2s10s 103 bp +3 -5 -2
USD Treasuries 2y 291 % +9 +2 +102
USD Treasuries 10y 32% +11 -3 +79
USD Treasuries 2s10s 29 bp +2 -6 -23
GBP Gilt 10y 1.5% +10 -22 +31
JPY JGB 10y 0.13 % +2 -3 +8
€ Sovereign Spreads (10y) 05-Nov-18 -1wk (bp) Ytd (bp)
France 36 bp 0 +3 +1
Italy 290 bp -6 +5 +131
Spain 114 bp -3 +14 0
Inflation Break-evens (10y) 05-Nov-18 Ytd (bp)
EUR OATi 130 bp +0 -10 -13
USD TIPS 207 bp +0 -1 +8
GBP Gilt Index-Linked 311 bp -2 -10 +5
EUR Credit Indices 05-Nov-18 Ytd (bp)
EUR Corporate Credit OAS 127 bp -1 +13 +41
EUR Agencies OAS 56 bp -1 +5 +18
EUR Securitized - Covered OAS 58 bp -1 +6 +18
EUR Pan-European High Yield OAS 395 bp -18 +50 +101
EUR/USD CDS Indices 5y 05-Nov-18 Ytd (bp)
iTraxx IG 70 bp -5 +1 +25
iTraxx Crossover 288 bp -12 +7 +56
CDXIG 66 bp -4 +5 +17
CDX High Yield 365 bp -20 +22 +57
Emerging Markets 05-Nov-18 -1wk (bp) -1m (bp) Ytd (bp)
356 bp 9 +17 71
Currencies 05-Nov-18 -1wk (%) -1m (%) Ytd (%)
EUR/USD $1.142 +0.63 -0.51 -4.86
GBP/USD $1.304 +2.62 -0.23 -3.47
USD/IJPY ¥113.18 -0.27 -0.2 -0.43
Commodity Futures 05-Nov-18 -Twk ($) -1m($) Ytd ($)
Crude Brent $73.5 -$3.9 -$10.3 $10.2
Gold $1230.3 $7.5 $43.8 -$72.5
Equity Market Indices 05-Nov-18 -1wk (%) -1m (%) Ytd (%)
S&P 500 2734 3.51 -5.25 2.26
EuroStoxx 50 3217 1.98 -3.83 -8.18
CAC 40 5101 225 -4.81 -3.97
Nikkei 225 21899 3.54 -7.92 -3.80
Shanghai Composite 2665 4.85 -5.53 -19.40
VIX - Implied Volatility Index 20.18 -18.30 36.17 82.79

Source: Bloomberg, Ostrum Asset Management
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Legal information

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. This material must not be used with Retail Investors.

In the E.U. (outside of the UK): Provided by Natixis Investment Managers S.A. or one of its branch offices listed below. Natixis Investment Managers 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
Natixis Investment Managers S.A.: 2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. France: Natixis Investment Managers Distribution (n.509 471 173 RCS Paris).
Registered office: 43 avenue Pierre Mendés France, 75013 Paris. Italy: Natixis Investment Managers 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: Natixis Investment Managers S.A., Zweigniederlassung Deutschland (Registration number: HRB 88541).
Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor, Frankfurt am Main 60322, Germany. Netherlands: Natixis Investment Managers, Nederlands (Registration number
50774670). Registered office: World Trade Center Amsterdam, Strawinskylaan 1259, D-Tower, Floor 12, 1077 XX Amsterdam, the Netherlands. Sweden: Natixis Investment Managers,
Nordics Filial (Registration number 516405-9601 - Swedish Companies Registration Office). Registered office: Kungsgatan 48 5tr, Stockholm 111 35, Sweden. Spain: Natixis Investment
Managers, Sucursal en Espafia. Serrano n°90, 6th Floor, 28006, Madrid, Spain.

In Switzerland: Provided for information purposes only by Natixis Investment Managers, Switzerland Sarl, Rue du Vieux College 10, 1204 Geneva, Switzerland or its representative office in
Zurich, Schweizergasse 6, 8001 Ztirich.

In the U.K.: Provided by Natixis Investment Managers 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").
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: Natixis Investment Managers UK Limited, One Carter Lane, London, EC4V 5ER.

In the DIFC: Provided in and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch) 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: Provided by Natixis Investment Managers Japan Co., Ltd., 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: 1-4-5,
Roppongi, Minato-ku, Tokyo.

In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting (Taipei) 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
2017 FSC SICE No. 018, Tel. +886 2 2784 5777.

In Singapore: Provided by Natixis Investment Managers Singapore (name registration no. 53102724D) to distributors and institutional investors for informational purposes only. Natixis
Investment Managers Singapore is a division of Ostrum Asset Management Asia Limited (company registration no. 199801044D). Registered address of Natixis Investment Managers
Singapore: 10 Collyer Quay, #14-07/08 Ocean Financial Centre, Singapore 049315.

In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to institutional/ corporate professional investors only.

In Australia: Provided by Natixis Investment Managers Australia Pty Limited (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
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In Latin America: Provided by Natixis Investment Managers S.A.

In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly registered investment advisor, authorised and supervised by the Central Bank of Uruguay. Office: San Lucar 1491,
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