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OVERVIEW 

Recent developments
The Fed and the ECB keeping 

the market rally going 

Some mixed economic 
numbers, the ongoing 
deceleration in inflation, the US 
Federal Reserve’s decision to 
make no move to start tapering 
and the European Central 
Bank’s cut in interest rates 
helped to keep financial 
markets moving forward in 
November. Yields on 10-year 
US Treasury bonds and German 
Bunds held fairly steady over 
the month whilst spreads on 
both peripheral eurozone bond 
markets and various corporate 
bond segments narrowed as 
investors continued to search 
for yield. Emerging-market debt 
was the only category to remain 
under pressure, sidelined by 
investors concerned about the 
negative implications for capital 
flows once the Fed does decide 
to curtail its QE3 bond 
purchases. Local-currency 
emerging-market debt 
registered the worst score as 
currencies lost further ground 
against the US dollar. Spreads 
on USD-denominated 
emerging-market debt, which 
had declined in October, edged 
a little higher again. 

Economic data in the USA 
provided more reassuring 
readings once the Federal 

government re-opened  
its office doors 

GDP growth in the USA for Q3 
2013 was upgraded to 2.8%, 
Purchasing Managers’ Indices 
(PMIs) progressed, giving lie to 
consensus expectations for a 
decline, and more jobs were 
created than had been 
projected. All this revived  

speculation about when the Fed 
would decide to scale back its 
purchases of bonds, but 
comments made by Janet Yellen 
and Ben Bernanke soothed the 
uneasiness, as they suggested 
that, even if tapering does 
indeed have to happen, the Fed 
funds rate will stay low for 
many months to come. 

Europe still struggling to shake 
off the doldrums, with deflation 

looming large as a worry 

Against the backdrop of 
virtually flat GDP growth in the 
eurozone, a rise in the jobless 
rate from 12.0% to 12.2%, a 
steep drop in the rate of 
inflation and the euro holding 
firm against a good many 
currencies, the ECB took the 
decision to cut its benchmark 
interest rate from 0.50% to 
0.25%. During the course of Q3 
2013, GDP growth slowed in 
Germany (+0.3%), moved back 
into the red in France (-0.1%) 
and stayed in the negative zone 
in Italy (-0.1%). Overall growth 
in the euro-zone economy 
worked out at just +0.1% for the 
third quarter, signalling a 
slowdown from Q2 2013. 
Although the eurozone 
Manufacturing PMI did climb a 
fraction in November, inching 
up from 51.3 to 51.5, the 
Composite PMI disappointed as 
it slipped lower from 51.9 to  

51.5, prompting economic 
forecasters to project very 
lacklustre 0.2% growth in GDP 
for the final quarter of 2013. 

High-yield corporates segment 
once again took the laurels in 

November 

The investment-grade 
corporates market experienced 
a bit of lull in November. The 
gentle narrowing of credit 
spreads barely managed to 
make up for the uptick in 
benchmark yields. On a more 
positive note, high-yield 
corporates recorded healthy. 
monthly returns again. The cut 
in ECB interest rates and the 
ECB’s highly accommodating 
monetary stance rebooted 
investors’ search for yield 
throughout Europe, resulting in 
an across-the-board rally for all 
types of high-yield corporate 
bonds. Looking at sectors, 
financials outperformed, driven 
upwards by subordinated debt 
paper as banks reinforced their 
balance sheets ahead of the 
ECB’s Asset Quality Review 
(AQR) and stress-testing 
exercise. Issuers from the 
eurozone’s periphery showed 
their mettle in the rallying 
market 

PERFORMANCES NOVEMBER 2013  CREDIT SPREADS 
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OVERVIEW 

Forecasts
Central banks’ policies set to 

remain accommodating 

In her decidedly doveish 
testimony to the US Senate, Fed 
Chief-to-be Janet Yellen insisted 
on the reality that both the US 
economy and the jobs market 
were operating at well below 
their potential. She also pointed 
out that the brittleness of the 
economic upswing and the 
cramped room to manoeuvre 
for using conventional 
monetary-policy tools (short-
term rates already pinned down 
at zero) called for a wary 
approach towards tapering 
although she did confirm the 
principle behind the validity of 
this QE exit strategy. 

With mid-term elections on the 
horizon in 2014, Republicans 
are likely to be somewhat less 
intransigent during talks over 
the budget and the Federal debt 
ceiling, heightening the 
likelihood compromise deals 
will be clinched before the 
sands of time run out. If the 
Administration manages to 
avert another government 
shutdown in January, the Fed 
might well start to turn down 
the liquidity pumps provided 
the flow of economic news 
allows for it. If that does 
happen, long-bond yields might 
well head up towards 3%-3.25% 
even though the Fed will restate 
its intent to keep the Fed funds 
rate pegged to the floor for 
months to come. 

Eurozone at risk of staying 
stuck in the economic quagmire 

As for Europe, it cannot be 
taken for granted that the  

plentiful supplies of low-cost 
liquidity will be converted into 
the lending needed to underpin 
the recovery. For now, growth 
in M3 and bank lending to the 
private sector remains sluggish. 
Key ECB members who have 
voiced their views of late have 
not ruled out the possibility of 
more rate cuts, even a move to 
shift to negative interest rates, 
or recourse being made to non-
conventional measures, like 
quantitative easing, if needed. 
The December updating of the 
ECB’s inflation and growth 
forecasts might well heighten 
the chances of some sort of 
gesture along those lines being 
made. As we move towards the 
end of the year, the eurozone 
bond market as a whole should 
remain fairly range-bound until 
clarity over what is happening 
in general noticeably improves. 
If the prospect of the ECB 
making further interventions 
mounts, then the 10-year Bund 
yield might well decouple even 
more noticeably from its US T-
bond equivalent. 

In Japan, the hike in the 
consumer sales tax is giving 

cause for concern 

With growth in Japan betraying 
signs of slowing in Q3 2013, 
many economists remain 
unconvinced that a virtuous 
economic circle is taking hold, 

believing that the government 
will have to put its foot down 
on the reform accelerator. 
Another reflationary package is 
on the cards to mitigate the 
negative impact from the move 
to raise the rate on consumer 
sales tax from 5% to 8% as of 1st 
April 2014. With the Bank of 
Japan (BoJ) taking an activist 
approach, Japanese government 
bond yields are set to stay at 
rock-bottom. 

Credit-risk instruments could 
go on outperforming 

The overriding themes on 
credit-risk markets – the 
outperformance by financials, 
convergence by periphery 
issues, new issuance volumes 
and investors’ search for yield – 
are likely to hold good over the 
next few weeks. Upside 
potential does, however, look 
somewhat more restricted 
considering current pricing 
levels and investors being likely 
to err on the side of caution as 
2014 nears. Default rates should 
stay reasonably low next year. 
Companies’ balance sheets are 
still pretty healthy as 
managements too are erring on 
the side of caution. 

 

10-YEAR GOVT BOND YIELDS  CORE INFLATION 
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INFLATION-LINKED BONDS 

Eurozone standing on the verge of sliding into deflation? 
ECB sprang a surprise and cut interest rates 

After falling gently for several months, the y-o-y 
rate of increase in the eurozone’s consumer 
prices index plummeted from 1.1% in September 
to 0.7% in October. The underlying rate exhibited 
the same trend, working out at +0.8% y-o-y, the 
lowest rate of increase since the eurozone was 
instituted.  

Just one week after the CPI numbers were 
released, the ECB grasped the nettle and cut its 
key repo rate to 0.25%. It justified this extra 
easing on the grounds of the resurgence in 
deflationary pressures. Although its move does 
look to be well founded, this apparent sudden 
dawning realisation that deflation is a looming 
risk, prompted by just one month’s figures, no 
matter how disappointing, is not really in 
keeping with the ECB’s habitual unhurried, 
studied and reflective approach. 

In reality, the eurozone’s periphery is already 
mired in deflation although this has been 
masked by the string of tax increases, but the 
base effect from these is about to disappear from 
the y-o-y basis of comparison for price indices. 

With no adjustment possible by devaluing the 
currency, the solution has to come through prices 

The deflation taking a grip in Southern Europe is 
not ostensibly a bad thing. For countries seeking 
to resharpen their blunted competitive edges, 
adjustments are frequently made through 
exchange rates – a more or less severe 
depreciation in a currency’s value will, generally, 
be the main way of achieving this. 

However, in the eurozone’s case, the fact an 
individual member state cannot exert control 
over the value of the common currency scotches 
any possibility of external devaluation, which 
means internal devaluation – rebalancing of 
relative prices inside a currency zone – remains 
the only option. A spell of deflation for those 
countries struggling most has, therefore, to be 
seen as a necessary evil, enabling them to restore 
a more sustainable degree of competitiveness. 

 

That said, deflation spreading right throughout 
the eurozone remains an unlikely prospect. The 
threat hanging over the eurozone is more 
precisely the danger of low inflation (i.e. close to 
1%) becoming chronic within the zone rather 
than falling prices. 

The prime objective behind the ECB’s recent 
move to lower interest rates will, therefore, have 
been to stave off any build-up of long-term 
disinflationary or even deflationary expectations, 
which could have a disconcerting knock-on 
effect on consumers’ future spending patterns. 

Monetary easing still woefully short of the mark 

This small step in the direction of further 
monetary easing will not be enough on its own 
though. The gradual dispelling of fears that the 
eurozone would self-destruct has seen a return 
to inflows of capital in recent months, forcing the 
euro upwards and counteracting monetary 
policy. What is more, the steady reimbursement 
of almost 40% of those funds initially allocated 
under the ECB’s long-term refinancing 
operations (LTRO) has dramatically mopped up 
the surplus liquidity. That pool stood at almost 
EUR600bn at the outset of 2013, but it has now 
shrunk to little more than EUR150bn, with this 
well-entrenched downtrend liable to trigger 
further tension on interest rates. 

The ECB will have to react in the not too distant 
future. The question is what ammunition does it 
have left in its armoury. Any further cut in the 
repo rate would be of token significance. A 
decision to push the deposit rate into the 
negative zone (-0.10%) might be forthcoming to 
reverse the euro’s uptrend. A fresh LTRO round 
would be controversial as the ECB knows all too 
well that LTRO liquidity is virtually exclusively 
deployed to buy up peripheral sovereign debt. 
Lastly, although it would really be a last resort, 
the instigation of fully fledged quantitative 
easing in the eurozone is beginning to look 
increasingly likely. 

In light of that prospect, eurozone inflation-
linked bonds have regained some of their appeal 
relative to their nominal-rate equivalents after 
undergoing a severe correction in November. 

 



 

MONTHLY BOND LETTER | DECEMBER 2013 | 6 

INFLATION-LINKED BONDS 

      
 

PERFORMANCES 2013 (LOCAL CURRENCIES)  INFLATION 
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CREDIT RISK 

Some tepid performances
On a quest to find yield 

The investment-grade corporates market 
experienced a bit of lull in November. The gentle 
narrowing of credit spreads barely managed to 
make up for the uptick in benchmark yields. 
Investors’ search to find yield is, however, 
working to the advantage of credit-risk 
instruments, with their quest becoming even 
more energetic in the aftermath of the ECB’s 
decision to cut interest rates and its assertion it 
will stick with its highly accommodating stance. 
This benefited, on the one side, issuers from the 
eurozone’s periphery and, on the other, hybrid 
debt issued by borrowers from the energy and 
utilities sectors. There were a couple of notable 
exceptions to this rule of thumb though: 
Alliander’s and Veolia’s paper posted negative 
returns following changes in credit ratings. 
Among Italian borrowers, Telecom Italia’s bonds 
registered a negative return in response to S&P’s 
downgrading of its credit rating and its exit from 
investment-grade benchmarks. Moreover, 
modest spreads and low yields on issues from 
the consumer and energy sectors were, in 
general, snubbed by investors. On another front, 
uncertainties over the prospects for US monetary 
policy have been fuelling volatility, which, in 
part, explains why, as in June this year, negative 
returns were made on paper issued by 
borrowers from emerging countries, the likes of 
Pemex, Vale, Petrobras or América Móvil from 
Latin America or Gazprom Neft from Russia.  

Financials sector 

Financials’ subordinated debt extended its 
outperformance, especially perpetual bonds 
issued by reinsurance groups and Tier 1 debt 
from banks. The best performances in the Lower 
Tier 2 banking debt segment came from US and 
Italian banks. Conversely, spreads widened 
again on paper issued by UK and Dutch banks. 
Returns from senior debt were generally positive 
although peripheral eurozone banks did not 
outperform by much.  

On the regulatory front, several countries, with 
Germany in the vanguard, are keen for the bail-
in regime for senior debt, initially scheduled for 

2018, to come into force by as early as 2015 once 
the ECB fully takes over the reins as supervisory 
authority for the banking system. That would 
imply the solution first used for Cyprus 
becoming the general rule. The thinking behind 
the move is to postpone as far as possible any 
intervention to recapitalise banks by drawing 
down funds from the European Stability 
Mechanism (ESM). 

Primary market 

The volume of bonds being issued overall was 
up compared to November 2012, but the 
financials sector remains the locomotive behind 
the increase, especially French, Dutch and Italian 
banks. Maturities that were preferred ranged 
between 5 and 7 years, but also 3 years in some 
cases. No new investment-grade subordinated 
debt was issued in November. Conversely, the 
volume of new instruments of the contingent-
capital type being issued is expected to rise 
sharply in the coming months as a result of the 
need to fulfil future prudential requirements and 
standards.  

As for non-financial companies, issuance volume 
was quite brisk, but few bonds offered investors 
an issue premium. Interestingly, several 
borrowers who traditionally tend to issue USD-
denominated paper, the likes of IBM, General 
Mills, 3M or Anglo American, did find it in their 
interest to raise funds in euros.  

Outlook  

The overriding themes on the investment-grade 
segment – the outperformance by financials, 
convergence by periphery issues and new 
issuance volumes – are likely to hold good over 
the next few weeks. Upside potential does, 
however, look somewhat more restricted 
considering current pricing levels and investors 
being likely to err on the side of caution as 2014 
nears. 
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CREDIT RISK 

      
 

RETURNS ON BONDS IN EURO  CREDIT SPREADS (EURO) 
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CREDIT RISK 

European high-yield bonds displaying 
commendable resilience

Positive performance in November  

European high-yield bonds performed well in 
November. Flows remained steady in the 
European high-yield segment and resumed in 
the USA. The ECB’s cut in rates, along with its 
very accommodating stance, renewed investors’ 
interest in yield across Europe. As a result, all 
ratings went up. In terms of sectors, financials 
outperformed led by subordinated debt as banks 
shore up their balance sheets in preparation for 
the ECB’s forthcoming Asset Quality Review. 
Peripheral issuers proved solid in this bullish 
market. As for the macroeconomic landscape, 
momentum is still in favour of a gradual 
recovery. However, credit growth remained 
negative in Europe, hitting peripheral borrowers 
hardest. Spain also surprised markets as the 
Bank of Spain reported sliding prices in October 
at -0.1%. In contrast, in the USA, the latest 
employment data came out very strongly, 
triggering discussions about the timing of the 
Fed’s QE tapering. 

In November, companies continued to report 
their third-quarter earnings. Chemical 
companies posted good results while packaging 
companies’ earnings were fine. Car makers’ 
results proved mixed, but there were no 
significant improvements in margins.  

The primary market proved very active in 
November. First-time issuers made their debut: 
Global Closure, several East European names 
such as Serbia Telecom, as well as Bulgarian and 
Romanian cable companies. Other issuers active 
on the primary market included Galp Energia, 
the unrated Portuguese petroleum company 
issuing a 2019 4.125% bond, Abengoa, the B-
rated Spanish conglomerate, and Obrascón, the 
BB-rated construction company. In November, 
Telecom Italia was downgraded to high-yield 
status by S&P. Following last month’s 
downgrade by Moody’s, Telecom Italia has now 
fully migrated into the high-yield segment, 
becoming eligible for the segment’s main indices. 
In the wake of this downgrade, the hybrid bonds 
lost their 50% equity content. Veolia’s rating was 
also lowered to BBB. As a result, the hybrid debt 
issued last September was downgraded to BB+ 
and entered the high-yield space. In terms of 

corporate activity, the BB-rated company Polsat 
acquired Polkomtel. A new wave of rumours 
surrounded Wind about a potential M&A. Most 
gaming companies resolved issues regarding 
their tax liabilities with the Italian tax authorities. 
Reynolds, the packaging company, called its 
2016 bond and reissued a bond with a similar 
maturity while shaving off 100 basis points. 
Norsk Skog, the CCC-rated paper company, 
negotiated a NOK250m loan agreement 
(securitisation facility) with SpareBank Gruppe, 
hence securing its financing. 

Outlook 

We have maintained our constructive view 
regarding the European economy. Growth 
should continue to recover, although at a 
moderate pace. Balance sheets remain in decent 
shape on the back of conservative management. 
Spreads have tightened significantly over the last 
two months, and we have turned more cautious. 
However, the end of the year, traditionally 
favourable to credit, should keep markets well-
oriented. The recent ECB rate cut further fuelled 
the search for yield. We are still closely 
monitoring the ECB’s potential next move (bank 
regulation, unorthodox measures) and, generally 
speaking, the political situation in Europe. The 
appointment of a new Fed Chairman may also 
create short-term volatility as she will formulate 
her guidance as regards interest-rate policy and 
QE. All in all, we remain positive on high-yield 
corporates as banks’ deleveraging offers 
opportunities and as non-European investors are 
returning to European equity and credit markets. 
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CREDIT RISK 
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EMERGING DEBT 

Investor demand still subdued
Local-currency debt – Recent developments 

After October’s partial recovery, November saw 
continued weakness despite the Fed’s apparent 
commitment to QE and low rates for longer. 
Outflows continued to drip out from the asset 
class as investors began positioning themselves 
for lower liquidity as we head towards the year-
end and eventual tapering in 2014. Not one 
country registered a positive return, apart from 
Mexico which was slightly up from a stronger 
peso. Mexico’s fundamental story is one of the 
best in the emerging world although timing of 
the energy reform bill continues to drag on. 
Investors went back to punishing markets 
viewed as being more vulnerable to rising 
borrowing costs such as those with current-
account deficits, over-reliance on commodities 
and a lack of reforms to stimulate growth. The 
Indonesian rupiah, Russian rouble, South 
African rand and Brazilian real were all down 
between 1% and 3% at the time of writing. In 
signs that global growth remains challenging, we 
saw Chile, Romania and Peru, where the copper-
driven export sector has underperformed, all cut 
interest rates along with three other Eastern 
European countries. Indonesia hiked rates again 
by 25bp to 7.5% in continued efforts to stabilise a 
currency down 16% in the year to date and an 
economy with sluggish growth, rising inflation 
and a current-account deficit over 3%. 

Local-currency debt – Outlook 

Increased volatility, more differentiation 
between markets and scrutiny by investors, little 
improvement in growth, more political risk due 
to several upcoming elections and lower returns 
overall will be key characteristics of the asset 
class. Despite these challenges, it remains one of 
the more attractive areas in the fixed-income 
universe given the investment-grade status, 
attractive yield and good fundamentals, even 
though they may have passed their peak for 
now. Flows and positioning remain key drivers 
and, while institutional investors remain 
supportive, we have not seen any meaningful 
return of inflows as eventual US Fed tapering 
remains a headwind. Improving growth in 
developed markets has historically led to better. 

growth in emerging markets, but we worry 
whether this time the leverage effect may be 
somewhat lower although weaker currencies are 
part of the right remedy. 

External debt – Recent developments 

November saw external debt move lower as US 
Treasury yields moved up despite the Fed’s 
apparent commitment to QE. We have seen 
issuers rush to take advantage of the small 
window of opportunity before lower liquidity 
and trading volumes around the year-end and 
expectations of higher yields early next year as 
we march closer to Fed tapering. Hungary, 
Croatia and Venezuela’s PDVSA are examples of 
new issues. Investment-grade and high-yield 
countries were equally impacted in November, 
with almost no country seeing a positive return, 
save for Argentina where speculators continue to 
drive the bonds higher despite lingering 
litigation, a weakened President and fall in 
international forex reserves. S&P and Fitch 
downgraded Ukraine to B- although there was 
little impact as the market had already priced in 
the continued deterioration in fundamentals and 
contraction in growth. Lebanon was also 
downgraded to B- by S&P. Venezuela was 
sharply down given political concerns with the 
government looking to pass a law conferring 
more power on the President. 

External debt – Outlook 

The asset class’s well-known long-term 
fundamentals, such as lower debt/GDP ratios 
than developed countries and attractive yields, 
remain broadly intact, but eventual Fed tapering 
will continue to cause downward pressure. What 
is clear is that, in a world less reliant on QE, 
more focus will be placed on the fundamentals 
of each country, leading to increased 
differentiation. A number of countries have seen 
some signs of economic improvement, and one 
could argue there is value given the attractive 
yield and good support from longer-term 
investors such as pension funds who remain 
underweight. However, the asset class remains 
subject to investor sentiment, and we have not 
yet seen signs of a reversal in investor flows. 
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USA 

Eventual QE tapering still on the agenda
Economic data provided some reassurance  

once the Federal government re-opened  
its office doors 

The preliminary estimate for GDP growth for Q2 
2013 was revised upwards (from 2.5% to 2.8%), 
but the upgrade can be explained away 
primarily by restocking. The leading economic 
indicator advanced by 0.7% in September and by 
0.2% in October. Both the Manufacturing and 
Services PMIs posted increases in October (to 
56.4 and 55.4, respectively) whereas the 
consensus had been expecting declines. More 
new jobs were created in October than had been 
expected (204k as opposed to 120k), and figures 
for the previous month were also revised 
upwards. In contrast, the unemployment rate 
moved back up a notch from 7.2% to 7.3%. These 
reassuring numbers overall rekindled fears that 
the Fed would make a start on reining in its asset 
purchases by March or maybe even earlier.  

After being unsettled by the spike in interest 
rates over the summer months, statistics being 
reported for the housing market remain mixed 
although property prices are still climbing. The 
NAHB/Wells Fargo Housing Market Index, 
regarded as a bellwether for the housing sector, 
extended its downtrend, dipping from 55 to 54 in 
November. Consumer confidence has also been 
rattled, as can be seen from the plummeting 
indices: the Conference Board index sank from 
80.2 to 71.2 in October before sliding even lower 
to 70.4 in November; the University of 
Michigan’s barometer displayed a similar 
pattern, slipping from 85.1 in July to 73.2 in 
October, but it did pick up slightly to 75.1 in 
November. The y-o-y rate of headline inflation 
continued to decelerate, down from 1.2% to 1.0% 
in October, whereas the underlying rate was 
steady at 1.7%. Consumer prices fell by 0.1% 
m-o-m, pushed downwards by the fall in petrol 
prices. 

With mid-term elections on the horizon in 2014, 
the Republicans are likely to be somewhat less 
intransigent during talks over the budget and the 
Federal debt ceiling, heightening the likelihood 
that compromise deals will be clinched before 
the sands of time run out. If the Administration 
manages to avert another government shutdown 

in January, the Fed might well start to turn down 
its liquidity pumps provided that the flow of 
economic news allows for that. 

FOMC still committed to pursuing its highly 
accommodating policy for as long as necessary 

In her decidedly doveish testimony during her 
US Senate confirmation hearing, Janet Yellen, 
whose appointment as Fed Chairman has been 
ratified, insisted on the reality that both the US 
economy and the jobs market were operating at 
well below their potential. She also pointed out 
that the brittleness of the economic upswing and 
the cramped room to manoeuvre for using 
conventional monetary-policy weapons (short-
term rates already pinned down at zero) called 
for a wary approach towards tapering although 
she did confirm the principle behind the validity 
of this QE exit strategy. In a speech at the 
National Economists Club’s annual dinner in 
Washington, outgoing Fed Chairman Ben 
Bernanke confirmed his diagnosis, but he gave 
no further inkling as to when tapering might 
possibly get underway. These two leading 
spokespersons for the Fed both refuted the 
argument that the Fed’s policy of easy money 
was of more benefit to financial markets, with 
the danger of inflating new speculative bubbles, 
than to US households. 

The Fed keen to make its monetary-policy 
intentions even clearer  

If economic numbers continue to deliver 
reassuring readings, the market is likely to 
remain fearful about the onset of the Fed’s 
tapering process. Long-bond yields might well 
head up towards 3% even though the Fed will 
restate its intent to keep the Fed funds rate 
pegged to the floor for months to come. 
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EUROZONE 

ECB cuts repo rate and has not ruled out further measures

Bad news prompted the ECB  
to lower its benchmark interest rate  

Against the backdrop of virtually flat GDP 
growth in the eurozone in Q3 2013, a rise in the 
jobless rate from 12.0% to 12.2%, a steep drop in 
the rate of inflation and the euro holding firm 
against a good many currencies, the ECB took 
the decision at its early-November meeting to cut 
its benchmark repo rate from 0.50% to 0.25%. 
Without going as far as to launch another three-
year LTRO, the ECB also decided that banks 
could rely on its pledge to provide unlimited 
supplies of liquidity up to July 2015.  

The purpose behind the rate cut was to revitalise 
the economy and, above all, stave off the risk of 
deflation. It cannot be taken for granted that the 
plentiful supplies of low-cost liquidity will be 
converted into the lending needed to drive the 
recovery. For now, growth in M3 and bank 
lending to the private sector remains sluggish. 
Key ECB members who have voiced their views 
of late have not ruled out the possibility of more 
rate cuts, even a move to shift to negative 
interest rates, or recourse being made to non-
conventional measures, like quantitative easing, 
if needed. 

The December updating of the ECB’s inflation 
and growth forecasts might well heighten the 
chances of some sort of gesture along those lines 
being made, particularly as, according to ECB 
President Mario Draghi, interest rates may not 
yet have effectively bottomed out. If its inflation 
projections are marked down noticeably, the 
ECB may well have to resort to further 
unorthodox monetary-policy measures. 

Eurozone still floundering  
in the economic doldrums 

During the course of Q3 2013, GDP growth 
slowed in Germany (+0.3%), moved back into the 
red in France (-0.1%) and stayed in the negative 
zone in Italy (-0.1%). Overall growth in the euro-
zone economy worked out at just +0.1% for the 
third quarter, signalling a slowdown from Q2 
2013. The French economy was penalised by 
falling business investment and exports. 

Although the eurozone Manufacturing PMI did 
climb a fraction in November, inching up from 
51.3 to 51.5, the Composite PMI disappointed as 
it slipped lower from 51.9 to 51.5, prompting 
economic forecasters to project very lacklustre 
0.2% growth in GDP for the final quarter of 2013. 
Figures for France were particularly 
disappointing, raising fears the country’s 
economy might well slump back into recession. 
S&P also downgraded France’s credit rating 
from AA+ to AA, pointing out that the 
government’s current approach to budgetary 
and structural reforms looked highly unlikely to 
improve the country’s fortunes in the medium 
term. The downgrade had no impact on how 
French Treasury bonds performed though. 

The European Commission is less upbeat about 
prospects for the eurozone economy. It is now 
projecting that eurozone GDP will shrink by 
0.4% this year and post 1.1% growth in 2014 
(revised down from 1.2% before). It considers 
that export growth is still too anaemic to drive 
an upturn in the rest of the economy and that 
unemployment looks set to remain very high. 

The headline rate of inflation extended its 
decelerating trend in October, with the y-o-y rate 
dipping to 0.7% owing to falling energy prices 
and the euro’s strength. Inflation looks set to 
hover around that level for quite some time to 
come.  

Recent events have favoured a driftdown in 
German yields and further spread narrowing 

As we move towards the end of the year, 
eurozone bond markets as a whole should 
remain fairly range-bound until clarity over 
what is happening to the economy noticeably 
improves. If the prospect of the ECB making 
further rate cuts or pushing through new non-
orthodox monetary-policy measures (asset-
purchasing programme) were to mount, then the 
10-year Bund yield might well decouple even 
more noticeably from its US T-bond equivalent. 
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EUROZONE 

      
 

SHORT-TERM RATES (EURO)  10-YR BUND YIELDS 
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UK 

Economic recovery setting down ever sturdier roots

Recent economic indicators are still showing 
positive signals and inflation has moved closer 

to the BoE’s official 2% goal 

The upswing in the UK economy gained further 
credibility in Q3 2013, with preliminary 
estimates for GDP growth showing a reading of 
+0.8%. Although the Manufacturing PMI did 
inch down from 56.7 to 56.3 in October, it is still 
pitched at a high level; the Services PMI 
advanced from 60.3 to 62.5 as it rose to a 16-year 
high. Industrial production rose by 0.9% and 
manufacturing output was up by 1.2% in 
September. On the back of supportive measures 
for the building industry and a variety of 
programmes to underpin property lending (the 
Funding for Lending plan), both the construction 
and housing sectors are buoyant, fuelling the 
energetic upturn in the economy overall. The 
index based on the survey conducted by the 
Royal Institution of Chartered Surveyors, 
regarded as a leading indicator for the housing 
market, progressed again in October, from 54 to 
57, fuelling the debate about whether a housing-
market bubble is being inflated. Unemployment 
has continued to decline gently, with the rate 
easing from 7.7 % to 7.6%. In contrast, retail sales 
proved a little disheartening, with a 0.7% m-o-m 
fall in October whereas commentators had been 
looking for them to be flat. New car registrations 
also dipped, but they had registered strong 
growth in previous months. 

Headline inflation slowed more than expected in 
October, pushing the y-o-y rate down from 2.7% 
to 2.2% whereas a rate of 2.5% had been 
expected. The drop in the CPI in recent months 
can be explained chiefly by the strong pound 
and falling commodity prices, especially the cost 
of oil.  

The public deficit also posted an encouraging 
reading in October, totalling GBP8.1bn, thanks to 
increasing tax revenues being fuelled by the 
economic recovery. This was good news for the 
Chancellor of the Exchequer, George Osborne, 
who will shortly be delivering his traditional 
Autumn Statement to the House of Commons. 

The Bank of England opted to make no change  
as it believes the UK is enjoying  

a sustainable non-inflationary recovery  

The minutes of the last meeting of the Bank of 
England’s Monetary Policy Committee (MPC) 
indicated the UK economy has embarked on a 
sustainable recovery not dogged by any inflation 
risk. As a result, the MPC saw no pressing need 
to make any change to the base lending rate. 
MPC Members are expecting GDP growth to 
quicken in the final quarter of 2013 (rate of 
+0.9%), with inflation on course to move back 
below the 2% threshold by early 2015. Provided 
that expectations for inflation remain solidly 
anchored where they are, interest rates might not 
have to be raised as soon as the 7% threshold set 
for unemployment is reached. In its quarterly 
inflation report, the Bank of England (BoE) 
predicted that the jobless rate would drop much 
more quickly than expected as the economy 
gained speed. The BoE considers that 
unemployment might even fall to 7% sometime 
in 2014, some two years earlier than it had been 
predicting in August this year. Financial-market 
operators who had been widely expecting the 
BoE to upgrade its economic forecasts are now 
looking for the first hike in the base lending rate 
to come in the first few months of 2015. 

The health of Britain’s economy should keep up 
the pressure on the gilts market 

Although the base lending rate will remain 
glued to rock-bottom levels until employment 
has expanded enough and inflation has moved 
back below the 2%-bar, the gilts market might 
still correct further if the recovery continues. 
Yields on 10-year gilts might test out the 3% 
barrier towards the end of 2013, with the yield 
curve possibly taking on an even steeper profile. 
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SWITZERLAND 

Budget in surplus, a resilient economy and no inflation
Confederation on track to book  

a budget surplus for 2013  

If we extrapolate from figures for the first nine 
months of the year, the Confederation looks on 
track to book a fiscal surplus of CHF300m 
whereas a deficit of CHF450m had been 
projected in the budget. The Federal Council has 
signed off a virtually balanced budget for the 
2014 fiscal year, with the Swiss parliament due to 
vote on this in December. 

Influential economic forecasters are still 
confident about the Swiss economic outlook  

The Lausanne-based research institute Créa is 
predicting GDP growth of 2.2% for 2013, 2.5% in 
2014 and 3.1% in 2015. These projections are 
slightly more optimistic than those of the State 
Secretariat for Economic Affairs (SECO) and 
other forecasting institutes. Over the coming 
quarters, Switzerland’s economy is likely to 
continue being underpinned by robust domestic 
demand although prospects for exports, which 
are struggling to regain any momentum, remain 
quite uncertain. UBS, one of the more cautious 
forecasters, is looking for 1.8% growth in 2013, 
followed by +2% in 2014. It has indicated that 
domestic demand is still being fuelled by free 
movement of people and the Swiss National 
Bank’s highly accommodating monetary stance 
which is boosting the property market, as can be 
seen from the strong rise in mortgage lending. 
The UBS Real Estate Bubble Index climbed again 
in October, rising from 1.15 to 1.20. UBS is not 
anticipating any rise in inflation in the near term, 
but is not ruling out the possibility that the 
strength of Switzerland’s domestic economy 
could, in future, fuel some inflation, which 
would force the SNB to tighten its monetary 
screws.  

Consumer prices fell by 0.1% in October, 
pushing the y-o-y rate even further into the 
negative zone from -0.1% to -0.3%. The decline in 
consumer prices has been due primarily to 
falling prices of oil and petroleum products as 
well as the weak dollar. Conversely, domestic 
prices have been climbing. 

 

According to SECO’s quarterly survey, 
consumer confidence perked up somewhat, with 
its barometer climbing from -9 in July to -5 in 
October. Moreover, the accelerated rise in KOF’s 
economic barometer augurs well for further 
positive growth in the economy. Contrasting 
with that though, the Manufacturing PMI inched 
back down, sliding from 55.3 to 54.2. Lastly, GDP 
advanced by 0.5% q-o-q in Q3 2013. 

SNB unlikely to diverge from its monetary line 
as long as it considers the strong franc  

poses dangers for the economy 

SNB Governing Board members have indicated 
that the global economic recovery is still quite 
lacklustre, which implies the SNB will continue 
defending its floor level on the euro/franc 
exchange rate at CHF1.20. At its meeting on 12 
December, the SNB is likely to keep its target 
range for the benchmark 3-month LIBOR at 
0.0%-0.25% whilst also reiterating its belief the 
franc’s value is high and, if it were to firm any 
more, it could compromise both price stability 
and economic growth in Switzerland.  

The SNB reported a consolidated loss of 
CHF6.4bn over the first nine months of 2013. 
This can be blamed on the tumbling bullion 
price. The SNB’s gold reserves, whose level is 
unchanged, incurred a loss in value of 
CHF10.7bn. In contrast, foreign-exchange 
holdings delivered a gain of CHF4bn. The SNB’s 
currency reserves levelled out in the early 
summer as tensions in the eurozone eased. It is 
worth bearing in mind that payments to the 
Confederation and cantonal authorities are 
affected by the volatility in the SNB’s results. 

Although the Swiss economy has been 
performing solidly, Confederation bond yields 

look set to remain at rock-bottom  
in the run-up to the year-end 

With uncertainties hanging over the world 
economy and the prospect that most leading 
central banks worldwide will keep their loose 
monetary policies in place, the Swiss bond 
market can be expected to move pretty much in 
lock-step with other major bond markets. 
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JAPAN 

With growth slowing, the consumer sales tax hike is a concern
The Abenomics policies being implemented by 

the government did foster an economic recovery, 
but structural reforms appear necessary  

to ensure it is sustainable  

The weakening yen, reflationary fiscal policies 
and the adoption of bolder measures by the Bank 
of Japan (BoJ) have helped to extricate Japan’s 
economy from its recessionary trough. Once the 
new Governor had taken over the reins in late 
spring 2013, the BoJ announced several 
exceptional new monetary measures, the 
purpose being to hit its target of an inflation rate 
of +2% in two years’ time. At that time, it had 
pointed out its monetary policy should double 
the size of the monetary base by end-2014, until 
which time the policy of zero interest rates 
would continue to hold sway. The BoJ had also 
decided to buy longer-dated Japanese 
government bonds (maturities up to 40 years) 
and, in lesser quantities, riskier assets (listed and 
property funds), the objective being to push 
long-bond yields lower and create a monetary 
climate that is more clement for lending to 
individuals and businesses as an incentive for 
them to spend and invest. The purpose behind 
this extremely expansionary monetary stance 
was also to force the yen’s value and interest 
rates down to promote economic growth and 
exorcise the deflationary demons that have held 
Japan in their grip for a good many years. 

Japan has returned to growth, but GDP posted a 
smaller increase in Q3 2013 just when the hike in 

the consumer sales tax is igniting fears  
of a slump in consumer spending 

Growth in Japan’s economy stuttered quite 
unmistakably in Q3 2013, with GDP expanding 
by just 0.5%, compared to rates of +1.1% in Q1 
and +0.9% in Q2. This deceleration can be 
blamed on a 0.6% drop in exports. Overseas sales 
would appear to have been handicapped by flat 
sales of new vehicles in the USA and the 
lethargic state of emerging economies. 
Lacklustre domestic demand (+0.1%) also 
provided some explanation for the weakening. 
Households’ consumption was dented by rising 
prices and the ongoing slide in wages just when 
the proposed hike in the consumer sales tax,  

which will propel inflation to 3% next April, will 
further erode their purchasing power. Consumer 
prices, with perishable goods stripped out, rose 
by 0.7% y-o-y in October, but that should not be 
construed as Japan emerging from deflation as 
the rise was primarily due to higher electricity 
and petrol prices. In the wake of the news that 
the consumer sales tax would be raised, the 
consumer confidence index sank by 4.2 points. 
Even though findings from the quarterly Tankan 
report were improved, businesses are still erring 
on the side of caution, with spending on capital 
goods up by only 0.2% in Q3 2013. 

New JPY5,000bn reflationary package  
being pieced together  

Many economists remain unconvinced that a 
virtuous economic circle is taking hold in Japan, 
firm in their belief the government will have to 
put its foot down on the reform accelerator. The 
Minister for Economic & Fiscal Policy called on 
support from fellow cabinet members to push 
through the new JPY5,000bn reflationary 
package to mitigate any negative impact from 
the proposed hike in the consumer sales tax from 
5% to 8% as of 1st April 2014. 

With the BoJ taking an activist approach, 
Japanese government bond yields  

are set to stay at rock-bottom 

The BoJ has already intimated that it will adopt 
further new measures to support the economy if 
growth were to be dented too severely by the 
hike in the consumer sales tax. Over the next few 
months, we expect Japanese government bonds 
(JGBs) to continue being underpinned by the 
BoJ’s wholesale purchases, with yields being 
fairly tightly range-bound. Confirmation that the 
Japanese economy is recovering sustainably, 
matched by deflation being genuinely 
vanquished, would be needed to unsettle the 
bonds which are majority-owned by domestic 
Japanese investors. 
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Disclaimer 

The information and material presented in this document are provided for 
information purposes only and are not to be used or considered as an offer 
or solicitation to buy, sell or subscribe to any securities or other financial 
instruments. 

 

This document does not take into consideration the specific investment 
objectives, financial situation or particular needs of any person who may 
receive this report and invest in any financial instrument. Pictet & Cie has 
not taken any steps to ensure that the securities referred to in this report 
are suitable for any particular investor. 

 

This report is not to be relied upon in substitution for the exercise of 
independent judgment. The value and income of any of the securities or 
financial instruments mentioned in this document can go up as well as 
down. The market value may be affected by changes in economic, financial 
or political factors, time to maturity, market conditions and volatility, or 
the credit quality of any issuer or reference issuer. Furthermore, foreign 
currency rates may have a positive or adverse effect on the value, price or 
income of any security or related investment mentioned in this report. 

 

Many factors may affect the value of a financial instrument, and 
accordingly, investors effectively assume all risks and may receive back 
less than they had originally invested. Any investors interested in buying a 
financial instrument should conduct their own investigation and analysis 
of the instrument as to the risks involved with transactions on such 
instrument. 

 

Past performance should not be taken as an indication or guarantee of 
future performance and no representation or warranty, expressed or 
implied, is made by Pictet & Cie regarding future performance. 

 

This document does not constitute the investment policy of Pictet & Cie or 
an investment recommendation, but merely the different assumptions, 
views and analytical methods of the analysts who prepared it. 
Furthermore, the information, opinions and estimates expressed herein 
reflect a judgment as of its original publication date and are subject to 
change without notice. Pictet & Cie may have issued other reports that are 
inconsistent with, and reach different conclusions from, the information 
presented in this report. 

 

The information and opinions presented by Pictet & Cie analysts have been 
obtained from sources believed to be reliable. Although all reasonable care 
was taken in gathering the information and formulating the opinions 
contained herein, Pictet & Cie does not make any representation 
whatsoever as to its accuracy or completeness. 

 

Accordingly, Pictet & Cie accepts no liability for any loss arising from the 
use of this document, which has been made available for information 
purposes only. 

 

This report is issued by Pictet & Cie. This document may not be reproduced 
or distributed, either in part or in full, without prior authorization being 
obtained from Pictet & Cie. 

 

This report is distributed by Pictet & Cie based in Geneva, Switzerland. 
Pictet & Cie and its affiliates (or employees thereof) may or may not hold a 
position in or with respect to the securities mentioned herein. 

 

In the United Kingdom, this report has been approved for issue in the 
United Kingdom by Pictet Asset Management Limited (authorized and 
regulated by Financial Services Authority). Pictet & Cie is not regulated 
under the Financial Services & Markets Act of 2000 and the protections 
afforded to investors under the United Kingdom regulatory system are not 
applicable hereto. 


