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The Global Bond Sell-Off is Over ! Long Live Bull Markets?!?

-

Fadi Nasser

In line with what we rightly predicted in our last economic piece titled “The New Market Normal: Surreal Events
That Keep Recurring” (where I suggested that any further sell-off in bond markets - especially German bunds would be met with verbal intervention on the part of the European Central Bank President Mario Draghi, who
would step in to calm markets and confirm the ECB’s willingness to ensure - within its mandate - that European
yields remain low whatever it takes), last Thursday evening speech by the ECB chief to the International
Monetary Fund (IMF) provided a late but highly needed support to bond prices that has extended throughout
the Friday session.
“The ECB’s economic stimulus program is working but needs more time to bring European inflation back to
healthier levels and restore consumer and business confidence”, Draghi said. He was referring to the EUR 1.1
trillion (US$ 1.3 trillion) in bond purchases that was unveiled by the ECB at is January 22nd meeting (extending up
to end-September 2016) to support economic activity and eliminate deflationary risks within the Eurozone. In
fact, earlier last week, the 19 countries that use the Euro currency reported the fastest economic growth in two
years (1Q2015 +0.4% QoQ / +1.0% YoY), and Eurozone consumer prices have recently stopped falling (April
Eurozone CPI +0.2% MoM / +0.0% YoY, core CPI +0.6% YoY).
But Mario Draghi was not ready to declare victory over Europe's long struggle with economic stagnation. "After
almost seven years of a debilitating sequence of crises, firms and households are very hesitant to take on
economic risk," he added. “The bond-buying program will therefore stay in place as long as needed for its
objective to be fully achieved on a truly sustained basis", and policymakers would implement the programme “in
full” because it would take time for the benefits to spread to the wider economy.
Stock and bond markets rallied on this latest bullish news (more accommodation and extended low rate policies
… Yippee!), whilst the US Dollar trimmed some of this week’s losses against its peers (Euro last at 1.1425 and
GBP last at a stunning 1.5725 after trading to a high of 1.5817 on Thursday!).
Nonetheless, Draghi admitted that keeping rates low for a prolonged period of time carried other risks: “I don’t
want to underplay the attention that we need to devote to risks coming from an environment where rates are
too low for too long. One specific risk linked to monetary policy is liquidity risk. The premium on liquidity, when it
is abundant, is very low, so people tend naturally to invest in assets which in other circumstances would be
considered to be illiquid. This premium is expected to stay low as long as the abundant liquidity conditions last.
That’s why exiting from abundant liquidity policies has to be done very, very carefully”
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So What Happens Next??
With Central Bank interference/manipulation reaching new heights and rendering bonds levels/valuations
useless as an economic barometer, it has become extremely challenging to formulate a solid view on the future
direction of fixed-income markets (similarly with equities, credit and commodity valuations). After all, as soon as
the European Central Bank embarked upon quantitative easing in 2015, bond prices rose and yields fell (even
turning negative in some instances) across Europe. With a central bank committed to buying EUR 60 billion of
securities every month, traders/economists began wondering whether any other outcomes were even possible,
just in time to be unpleasantly surprised with a 1350% jump in German bund yields within a matter of week(s)
(from an all-time low of 0.055% to a brief test of 0.80% earlier this week!).
The recent bond sell-off/correction/”whatever it is” was surely damaging for participants that entered the fixedincome market in the past 4 months. But the move is a lot less damaging when someone considers the journey
that the bond market has undertaken on a longer timescale.
German 10-Year Bund Yields

US 30-Year Bond Yields

So after all the despair and heartache over what happened with bonds in recent weeks, two conclusions
emerge: First, higher yields are a sign that parts of the global economy are on a glide path to recovery. And
second, 10-year German and USD borrowing costs at their current level of 0.67% and 2.20% percent respectively
are a lot less worrying than the 0.05% and 1.60% lows they reached earlier in 2015. Maybe - just maybe - the US
and Euro regions have avoided the much feared deflation bullet witnessed in late January when WTI oil prices
traded to a low of $ 42.5 per barrel!!
Elsewhere - and in a sharp contrast to the 2013 taper tantrum - risk assets have held up quite well so far despite
higher long-term real rates. This is likely due to the timing of the first US hike being pushed further out
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(currently the June 17th FOMC is totally priced out, whilst a tiny probability remains assigned for a September
17th first Fed interest rate hike) after a series of disappointing US economic releases in past month.
The market is essentially calling the Fed’s bluff! Traders are betting that policy makers would not be able to raise
rates this year without disrupting stocks and bonds, something they would really prefer to avoid. So either U.S.
policy makers will have to risk another market-wide tantrum (Fed Yellen, Dudley and William still cautioning
markets – in recent speeches – that the US economy is improving, Fed policy remains data dependent and every
upcoming FOMC meeting is on the table for a possible rate rise), or they will soon give in to traders who
embrace the idea of these historically low borrowing costs sticking around for much longer. At least for now,
equity traders seem to have opted for the latter scenario, with equities on fire in recent weeks – hardly affected
by the recent steep jump in long term yields. The Dow Jones Industrial Average closed last week near record
highs at 18,272, whilst the S&P ended at record 2,023 high! The NASDAQ remained comfortably above the 5,000
mark (last at 5,049).
Whether the stock market chooses to sell hard in the coming months (a la recent bond rout of the past 3
weeks!) - on the back of solid economic/inflation data that pushes the Fed to adopt quick and more aggressive
restrictive monetary policies - remains to be seen.
One thing is for sure: Recent history should have every market participant expecting the unexpected at all
times!!
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Disclaimer
It is important that you only use this report if you are the intended recipient of this report and you have satisfied yourself that
you are eligible to receive such information. This report is provided to you because you are one of our esteemed customers and have
previously shown interest in receiving the type of information contained in this report.
The Treasury and Investment Management department of Gulf International Bank B.S.C. ("GIB") have compiled the information in this
report. GIB is incorporated in the Kingdom of Bahrain and is licensed by the Central Bank of Bahrain (the "CBB") as a conventional
wholesale bank. GIB's head office is located at Al-Dowali Building, P.O. Box 1017, 3 Palace Avenue, Manama, Kingdom of Bahrain.
This report is intended for the accredited investors, as defined in the Investment Business Code of Conduct published by the CBB.
This information has not been reviewed by the CBB or any other regulatory authority in any jurisdiction and neither CBB nor any
other regulatory takes any responsibility for the correctness or accuracy for the information contained in this report.
The information contained herein is not directed at or intended for use by any person resident or located in any jurisdiction where
(1) the distribution of such information is contrary to the laws of such jurisdiction or (2) such distribution is prohibited without
obtaining the necessary licenses or authorizations by the relevant branch, subsidiary or affiliate office of GIB and such licenses
or authorizations have not been obtained. The recipient of such information is responsible for ensuring that this information has
not been received by it in breach of laws and regulations of any jurisdiction.
This report contains publicly available information only, which has only been complied by GIB. The information provided herein is on
"as is" and "as available" basis and without representation or warranty of any kind. GIB hereby disclaims any representation or
warranty, express or implied, as to the accuracy, timeliness, completeness, merchantability, fitness for any particular purpose or
non-infringement of any of such information.
In no event shall GIB or its subsidiaries, affiliates, shareholders or their
directors, officers, employees, independent contractors, agents and representatives (collectively, "GIB Representatives") be liable
(1) for any inaccuracy, delay, loss of data, interruption in service, error or omission or for any damages resulting there from, or
(2) for any direct, indirect, incidental, special, compensatory or consequential damages arising from any use of information or
arising from any error (negligent or otherwise) or other circumstance or contingency within or outside the control of GIB or any GIB
Representative, in connection with or related to obtaining, collecting, compiling, analyzing, interpreting, communicating,
publishing or delivering any such information. The information here is, and must be construed solely as, compilation of information
(unless expressly stated otherwise) and not statements of fact as to credit worthiness or recommendations or opinions of GIB.
This report does not provide individually tailored investment advice. Any materials contained herein have no regard to the specific
investment objectives, financial situation or particular needs of any specific recipient. The document is provided for information
purposes and is not to be construed as a solicitation or an offer to buy or sell any securities or related financial instruments.
GIB makes every effort to use reliable, comprehensive information, but we do not represent that it is accurate or complete.
No
representation or warranty, either express or implied, is provided in relation to the accuracy, completeness or reliability of the
materials, nor are they a complete statement of the securities, markets or developments referred to herein. Recipients should not
regard the materials as a substitute for the exercise of their own judgement. Any opinions are subject to change without notice and
may differ or be contrary to opinions expressed by other business areas or groups of GIB as a result of using different assumptions
and criteria. GIB is not under any obligation to update or keep current the information contained herein.
The value of, and income from, your investments may vary because of changes in interest rates or foreign exchange rates, securities
prices or market indexes, operational or financial conditions of companies or other factors. Past performance is not necessarily a
guide to future performance. Estimates of future performance are based on assumptions that may not be realised.
The information contained in this report is just for informational purposes.
Information does not constitute a solicitation, an
offer, or a recommendation to buy or sell any investment instruments, to effect any transactions, or to conclude any legal act of
any kind whatsoever. GIB does not intend to provide investment, legal or tax advice through this report and does not represent that
any securities or services discussed are suitable for any investor. When making a decision about your investments and business, you
should seek the advice of professional advisors.
The report may contain statements that constitute "forward looking statements".
While these forward looking statements may
represent GIB’s judgment and future expectations, a number of risks, uncertainties and other important factors could cause actual
developments and results to differ materially from GIB’s expectations. GIB is under no obligation to (and expressly disclaims any
such obligation to) update or alter its forward-looking statements whether as a result of new information, future events, or
otherwise. The historical information is provided for information purposes only. Performance figures are calculated before tax (if
any) and after deducting ongoing fees and expenses. The performance figures are historical and past performance is not necessarily
an indication of future results.
Certain amounts (including %ages) included in this document may have been subject to rounding
adjustments. Accordingly, figures may not be an exact arithmetic aggregation of the figures to which they relate. The values and
forecasts shown represent our current indicative valuations and forecasts of the relevant transactions, currencies, interest rates,
commodities or securities as at the date shown. Any value or forecast shown herein is not an indicative price quotation. We
expressly disclaim any responsibility for the accuracy of the values or forecasts shown, any errors or omissions in the report
With the exception of information regarding GIB and save as otherwise specifically indicated, the information set out in this report
is based on public information. We have, where possible, indicated the primary source of information. We strongly recommend the
recipients consult the primary source of information. Facts and views in this report have not been reviewed by, and may not reflect
information known to, professionals in other GIB business areas.
This Report, and the information contained herein (save to the extent that such information is publicly available) is confidential
and may not be disclosed by you to any other person outside of your organization without our consent.
GIB retains all right, title and interest (including copyrights, trademarks, patents, as well as any other intellectual property or
other right) in all information and content (including all text, data, graphics and logos) in this document. All recipients must
not, without limitation, modify, copy, transmit, distribute, display, perform, reproduce, publish, license, frame, create derivative
works from, transfer or otherwise use in any other way for commercial or public purposes in whole or in part any information, text,
graphics, images from this document (excluding publicly available information) without the prior written permission of GIB.
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