
 

June 2015          page 1 

The Market Letter 
A MONTHLY REVIEW AND PERSPECTIVES ON    

FINANCIAL MARKETS 

June 2015 

Financial conditions and policy rates ring different bells 
The USD has been weak in past weeks against most currencies, and principally 
versus the Euro and its satellites. This is a healthy consolidation phase, in a multi-year 
uptrend. Indeed, a too quick rise was insidiously becoming detrimental to emerging 
countries and to commodity producing ones. It also impaired the US competitiveness, 
and reinforced the entrenched domestic disinflation (via cheap imports). 

The USD strength, which resulted from sound fundamentals, was logically coupled 
with the resilience of nominal interest rates. Indeed, the US10y spread versus 
German Bunds kept on climbing from roughly minus 50bp in 2009 to +150bp these 
days (a record in past decades). Consequently, the US is experiencing positive real 
rates at the long end of the curve, contrarily to most G7 countries. This is a harbinger 
of a gradual and welcome normalization, in the aftermath of the credit crisis. However 
this also features what economists call a significant tightening of (relative) financial 
conditions for the US. This metric is a comprehensive assessment of the economic 
stance of an economy, more accurate than just policy rates. In spite of having 
maintained its Fed rates at zero for several years, the US financial conditions have 
actually been tightening dramatically.  
 
The Eurozone is getting better cyclical traction, but… 
A weak Euro, much lower interest rates including in the periphery and for SMEs, 
proved enough to finally turnaround the economic agents’ mindset. Over the past few 
calm quarters, the banks managed to further heal and consequently are less prone to 
deleverage. A virtuous circle is gradually setting in, paving the way for a better 
momentum by end-2015 / 2016. It seems that despite its high symbolic and political 
feature, a Grexit would not put this trend into question. The recent turbulences in bond 
markets, including in Bunds, should neither be damageable, as they result from a 
reversal of too pessimist / one-sided markets and it should not continue up to a non-
accommodative level. 

The medium term issue of the Eurozone still lies in the intra-zone very disparate levels 
of productivity and of competitiveness. A levelling-off them may be either obtained by 
a long period of higher inflation in core (say Ger-many) or by lower costs (say wages) 
in periphery. Unfortunately none of these propositions are politically viable these days. 
Granted, a very long period of significant Euro undervaluation may possibly help to 
shift in the right direction. But the odds of it are low in the context of a still raging 
currency war and of pretty low international cooperation and coordination. It therefore 
sounds like the upcoming upswing is welcome, but cyclical in nature. It is no harbinger 
of a durable improvement of economic conditions in Europe. 
 

High yield looks immunized against interest rates spike 

The riskiest sector, namely high yield has produced positive returns. The spread 

     Performances 2015    
         (May 31st, 2015) 

Equities 

MSCI World +4.1%  

S&P 500 +2.4% 

Eurostoxx +15.8% 

Nikkei +17.8% 

MSCI Emerging +5.0% 

 

Bonds  

US Treasury 10y +0.9% 

US Corporate +0.9% 

Bund 10y +1.1% 

EU Corporate +1.0% 

 

Currencies 

USD index +7.4% 

EUR/USD -9.2% 

GBP/USD -1.9% 

USD/CHF -5.7% 

USD/JPY +3.5% 

 

Commodities 

Gold +0.1% 

Silver +6.8% 

Oil (Brent) +14.4% 

 

Source: Bloomberg 
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«Emerging currencies are attractive »  

 
Relief  in vulnerable emerging countries  
The much better developments in commodities markets brings some fresh air namely to 
Brazil and Russia, as well as Middle Eastern countries. This more favourable 
landscape, also featuring a calmer USD, seems to have room to continue for a few 
more weeks at least. A more balanced global growth, though tepid, is a source of better 
capital inflows, and lower tensions in capital markets. China’s soft landing seems well 
controlled, as poli-cymakers smartly become more accommodative in terms of interest 
rates, while vigilant in terms of credit growth and risks of speculation. 
 

 

 

 

tightening in this market was more than enough to offset the increase in government bond 
yields, although returns have tended to be more volatile. HY will be able to provide some 
of the highest risk-adjusted returns over the coming months, as global corporate leverage 
remains under control. If growth and inflation prospects continue to improve, investors 
may start to upgrade their expectations for corporate operating cash flow. This is unlikely 
to have a big impact on the investment grade market at this point of the cycle. However, it 
could be an unabashed positive for the high yield market. 
 
Commodity prices recovery fuelled demand for related currencies 
The CAD is in the midst of massive swings and rising volatility. Oil prices were largely 
thought to have bottomed, providing relief to the Canadian economic outlook but not 
erasing the devastation of the initial drop. Oil prices remain the most significant 
component of the near-term economic outlook and feed directly into the BoC interest rate 
path and CAD outlook. The sudden optimistic shift of the BoC supported the currency. 
The AUD is entering May near fresh multi-month highs after having broken above its 
downtrend. Gains have come on the back of USD weakness and a moderation of 
concerns about China. Sentiment has stabilized. However, the RBA is probably 
concerned with the recent AUD strength, which should limit any currency gains from here. 
 

 
Emerging debt 
 
The consensus view on the 
outlook for emerging markets 
bonds is bearish. Many point to 
risks posed by a Fed rate hike, 
falling commodity prices, 
possible Grexit and a slowing 
China have been the reasons. 
However, geopolitical events 
appear to have stabilized in 
several regions. Inflation in 
some of the larger EM countries 
is now at a friendlier phase, 
which give the central banks 
some additional monetary policy 
flexibility. The recent oil and 
commodity prices’ rebound also 
suggests more positive effects 
in some EM markets. EM bond 
yields are attractive on a 
relative basis as yields stay 
elevated especially when 
developed market government 
bond yields are at very low 
levels. Finally, flows into EM 
debt markets have slowed. So, 
some of the fast money players 
are no longer in the asset class. 
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INVESTMENT CONCLUSION 
 

The strong activity in mergers and acquisitions is a good sign for the stocks, as well 
as confidence in the economic outlook. The two big recent deals are a friendly offer 
from Royal Dutch Shell on BG Group for $70 billion and an unfriendly one from Teva 
on Mylan for $40 billion, excluding the Mylan’s offer on Perrigo for $35 billion. 
According to Bloomberg data, mergers and acquisitions stood at $1,800 billion 
($257 billion completed and $947 billion in progress) in 2015, already 42% of those 
posted for the whole 2014. 

 
A weak USD will paradoxically help the Fed to raise its policy rates by summer. A 
temporarily stronger Euro will legitimate a prolonged QE by the ECB. This 
framework is favourable to risky assets (and namely to emerging ones), but 
rotations across regions and sectors will accelerate. 
 

 

China performs 
 
China has experienced 
exceptional stock market 
performance of domestic indices 
during the last 12 months with 
120% and a catch-up of the 
Chinese companies listed in Hong 
Kong with +30% in a month and a 
half. Since mid-April, these 
indices are in the process of 
consolidation/correction. The 
internationalization of the Yuan 
and its recognition as a reference 
currency from the IMF and the 
process of a unification of the 
different Chinese stock markets 
(Shenzhen, Shanghai and Hong 
Kong), will enable the market 
capitalization to adjust and to be 
more in line with the size of the 
Chinese economy, which 
represents 14% of the global 
GDP. See graph. Today, China 
accounts for only 2% of global 
indices. In the long term, a 
weighting of at least 15% seems 
more realistic. Prices will not be 
multiplied by 7, because many 
IPOs should take place, 
particularly with state companies, 
but we believe that the Chinese 
stock market is in a strong 
structural trend of outperformance 
relative to other major exchanges. 
Japan had experienced a similar 
trend during the liberalization of 
the yen in the early 80s. We 
believe that the upside potential of 
the Chinese indices is very 
significant in a 18-month horizon. 
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