the drive you demand

NAVIGATING QUANTITATIVE
TIGHTENING IN THE EUROZONE
Spotlight

Global Investment Committee

Key points


The European Central Bank (ECB) has
announced the end to its Quantitative Easing
(QE) programme and the start of a multi-year
Quantitative Tightening (QT) programme by
end-2018

programme in October 2014. As inflation was showing signs
of accelerating and despite slowing growth momentum, the
FED raised rates for the first time in December 2015. As the
US economy began to slow sharply and inflation expectations
started to fall noticeably in 2015-16, the Fed paused its rate
hiking cycle, staying on the sidelines for 2016.



Given the more complex risk backdrop and lower
starting yields than in the US, the ECB’s QT may
be more gradual than the Fed’s

As growth rebounded in 2017, the US rate hiking cycle
resumed and the FED took the next step in unwinding its QE
strategy by beginning to shrink its balance sheet so putting an
end to its reinvestment policy.



Lower-rated government and corporate bonds
should suffer more than their higher-rated peers



Danish mortgage bonds are an attractive
alternative to German bunds and high quality
credit



We prefer asset-backed securities, insurance-linked
bonds, and event-driven alternative strategies
for investors seeking alternatives to peripheral
sovereigns and low-rated credit

While this tightening bias of the US central bank was apparent
throughout its exit process, the FED outlined its willingness, to
moderate both the magnitude and speed of its exit depending
on the development of growth, inflation and overall financial
conditions (see chart). The aim was to ensure that the
economic recovery trajectory would remain intact even in the
face of slowdowns as seen in 2016.

US Quantitative Tightening: A road map for the ECB
Since the 2008–09 global financial crisis, the Federal Reserve
has set a trend among major central banks by cutting policy
interest rates nearly to zero and implementing more aggressive
bond-buying strategies, known as Quantitative Easing (QE),
driving down longer-term interest rates to support its flagging
economy. With US economic performance now on the mend,
the exit begun by the US Federal Reserve (FED) in 2013
provides a good road map to understand both the trajectory
and reaction function of the US central bank to changes in
underlying economic conditions as a result of its policy shift.
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ECB: Navigating a more complex road
Beginning in 2017, the European Central Bank (ECB) began
to scale down its asset purchase programme. In fact, the ECB
has announced that it will not extend QE purchases (currently
EUR 30 billion per month and EUR 15 billion after September
2018) beyond December 2018, approximately one year after
beginning its tapering, as seen in the US.
While the ECB appears to be following a similar path as set by
its US counterpart, the single currency area’s central bank has
to navigate a much more complex risk and political backdrop.
A new government in Italy, progress towards the UK’s exit from
the European Union, as well as burgeoning trade pressures
with the US, and rising geopolitical tensions all pose credible
risks to the current growth trajectory.

US QT: Calibrating tightening to sustain economic
growth
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So, with current growth strong and inflation within the FED’s
target, the US central bank will unwind its balance sheet to the
tune of between USD 1-1.2 trillion of US Treasury securities
and around USD 800 billion of US Mortgage Backed Securities
according to our estimates. Should the US economy show
signs of faltering once more, as it did in 2015–16, we expect
that the Fed will again adjust the magnitude and pace of its
rate-hiking cycle.

18

Source(s): Bloomberg Finance L.P. and UBP

With the US economy among the most advanced in its
recovery cycle, the FED began its exit process in 2013 by
slowing its asset purchases (“taper”) before halting its QE

Given lower starting levels of both short-term and long-term
rates in the eurozone as well as lower potential economic
growth rates, we expect that the ECB tightening process may
be more gradual than what is taking place in the US, having to
be responsive to the impact the policy changes are having on
growth, inflation and overall financial conditions.
In spite of these risks, with growth in the eurozone currently
above potential, the case for exiting their quantitative easing
policy regime seems prudent. Indeed, should these risks prove
short-lived, growth, inflation and financial conditions might
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However, as with the US, should growth and/or inflation
slow dramatically in light of the ECB policy shift or financial
conditions unduly tighten, we expect the ECB to adjust the
speed of travel along its policy trajectory.
Outlook for Eurozone Fixed Income Markets
As the ECB pivots its policy, eurozone fixed income markets
should face a more challenging environment looking forward
– shifting from a decidedly declining rate environment to one
characterised by rising two-way volatility in interest rates.
Indeed, though many investors fear a sharp rise in yields as
seen in the 2013 US ‘Taper Tantrum’, even with that US yields
have moved broadly sideways, though admittedly in a much
wider range.
Eurozone QT: Look for increased two-way volatility in
bond markets
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Several factors, however suggest that the eurozone may see
more upward risks to yields than the US experienced as the
FED exited their QE programme.
From 2012-2015, as the FED began slowing its purchases of
US government debt, the issuance of new debt declined as
the US fiscal deficit narrowed from 8% of GDP in 2012 to as
low as 2% of GDP in 2016. Similarly, during 2012, the Bank of
Japan began its own version of quantitative easing (QQE) while
the ECB joined in during 2015 pushing investors to buy US
Treasuries in search of yields and potentially helping to cap the
upside in yields in the US.
In the eurozone, the end of quantitative easing will see more
limited buyers stepping into the shoes of the ECB. While the
reinvestment of maturing bonds in the ECB portfolio will provide
some additional demand, this reinvestment will fall short of new
issuance in the eurozone as a whole.

France and Italy to place more significant pressure on
yields
100

Issuance by country net of QE (bn Eur)

allow the deposit facility rate to rise by mid-next year according
to our estimates. The ECB balance sheet would only start to
decrease in 2021.
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We expect the impact of QT to vary by country with German
bunds well supported with still negative net issuance expected
in 2018-19. Indeed, France which saw as much as EUR 40-70
billion in supply removed from the market in 2016 and 2017
should see net new supply of EUR 50-55 billion in 2018-19
(see chart), a swing of EUR 90-125 billion.
Furthermore, peripheral countries have benefitted the most
from the ECB’s bond purchasing programme. The 10 year
yields in France, Italy and Spain have decreased by 100-200
basis points since June 2014 while German yields fell a more
modest 85 basis points over the same period.
Undoubtedly, the biggest beneficiary of the ECB quantitative
easing programme has been European credit via the Corporate
Sector Purchase Programme (CSPP). Through the CSPP,
the ECB bought 30 to 40% of net market issuance over the
period. As a consequence, the cost of capital decreased
sharply especially in France and Spain. European Investment
grade and high yield spreads tightened by 62 and 300 bps
respectively.
Even in that context, lower rated bonds were the biggest
beneficiary. Even with the ECB reinvesting principal from
maturing bonds, its net purchases are expected to decline
from EUR 55 billion to EUR 18 billion in 2018-19.
Low quality credits benefitted most from ECB QE
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Thus, even starting with a baseline of sideways movement for
risk-free yields in the eurozone, the likely lack of fiscal tightness
limiting new issuance as seen in the US, a slowing of Japan’s
QQE programme combined with more substantial supplydemand imbalances for France and Italy among government
issuers and lower rated credits among corporate issuers all
merge to suggest the prospect for an upward bias to yields
and thus a headwind for returns in the Euro-area fixed income
as the ECB shifts its policies.
Seek refuge in bonds which have not benefitted from
ECB QE
Fixed income investors in the eurozone are facing a very
challenging environment with the ECB exiting as a major buyer
in the market.
While German bunds and higher quality corporate credit should
benefit in relative terms, their low absolute yields provide little
in the way of return prospect should yields stay stable and
only a limited cushion should yields even back up slowly in the
months ahead.
We see AAA-rated, callable Danish mortgage bonds as a
liquid, comparatively higher carry alternative for risk-averse
EUR-referenced investors. Pegged to the Euro and backed by
substantial reserves, investors are exposed to modest FX risk
despite a higher carry.
Similarly, should yields in Denmark and the broader Euro-area
rise, the ability of Danish homeowners to effectively buy back
their mortgage at a discount caps the potential losses in a
rising yield environment.
In addition, held to maturity, (actively managed to mitigate
credit risk) fixed maturity bond portfolios can provide some

refuge for investors able and willing to look through interest rate
volatility as seen in US government markets since 2013.
For investors who had sought refuge in peripheral eurozone
government bonds or lower-rated corporate credit in search
of higher yields, we view US dollar denominated asset backed
securities, hedged back into Euros as a credible alternative
way to secure yields while diversifying away from the prospect
of a further widening in corporate credit spreads that began
earlier this year.
Similarly, seeking to avoid high concentrations in corporate
credit risk, insurance-linked, or ‘catastrophe’ bonds provides
an additional, alternative source of attractive carry, uncorrelated
to the economic cycle. Though it does expose investors to
the risk of natural disasters (as seen in September, 2017), the
high yields and floating rate structure protect against both
rising bond yields and provide sufficient income to mitigate
the negative impact of periodic natural disasters for long-term
holders.
Danish Mortgage Bonds: A Credible Alternative for
low-risk EUR investors
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Disclaimer
This document is a marketing communication containing GENERAL INFORMATION on the financial services and/or financial instruments, and reflecting the sole opinion
of Union Bancaire Privée, UBP SA and/or any entity of the UBP Group (hereinafter “UBP”) as of the date of issue. It may contain generic recommendations but should not
be deemed an offer nor a solicitation to buy, subscribe to, or sell any currency, product, or financial instrument, make any investment, or participate in any particular trading
strategy in any jurisdiction where such an offer or solicitation would not be authorised, or to any person to whom it would be unlawful to make such an offer or solicitation.
This document is meant only to provide a broad overview for discussion purposes, in order to determine clients’ interest. It does not replace a prospectus or any other legal
document relating to any specific financial instrument, which may be obtained upon request free of charge from UBP or from the registered office of the fund concerned,
where applicable. The opinions herein do not take into account individual clients’ circumstances, objectives, or needs. In this document UBP makes no representation as to
the suitability or appropriateness, for any particular client, of the financial instruments or services described, nor as to their future performances. Clients who wish to obtain
more information about any specific financial instruments can request it from UBP and/or their Relationship Manager. Where an investment is considered, the information
on the risks linked to each financial instrument shall be provided in good time by separate means before the investment decision is taken. In any case, each client must
make his/her own independent decisions regarding any securities or financial instruments mentioned herein and regarding the merits or suitability of any investment. Before
entering into any transaction, clients are invited to carefully read the risk warnings and the regulations set out in the prospectus or other legal documents and are urged to
seek professional advice from their financial, legal, accounting and tax advisors with regard to their investment objectives, financial situation and specific needs. This generic
information is therefore not independent from the proprietary interests of UBP or connected parties, which may conflict with the client’s interests. UBP has policies governing
cases of conflicts of interest. The investments mentioned herein may be subject to risks that are difficult to quantify and to integrate into the valuation of investments. Generally
speaking, products with a high degree of risk, such as derivatives, structured products or alternative/non-traditional investments (such as hedge funds, private equity, real
estate funds, etc.) are suitable only for clients who are capable of understanding and assuming the risks involved. The value of any capital investment may be at risk and
some or all of the original capital may be lost. The investments are exposed to currency fluctuations and may increase or decrease in value. Fluctuations in exchange rates
may cause increases or decreases in the client’s returns and/or in the value of the portfolio. The client may be exposed to currency risks if a financial instrument or the
underlying investment of a financial instrument is denominated in a currency different from the reference currency of the client’s portfolio or from the currency of his/her country
of residence. For more information on risks, the brochure called “Characteristics and risks of certain financial operations” should be consulted. The information contained
in this document is the result neither of financial analysis within the meaning of the Swiss Banking Association’s “Directives on the Independence of Financial Research” nor
of independent investment research as per the EU’s regulation on MiFID provisions. In principle, EU regulation does not govern relationships entered into with UBP entities
located outside the EU, including but not limited to Union Bancaire Privée, UBP SA in Switzerland, which is subject to Swiss law and Swiss regulation, in Hong Kong, and in
Singapore, and the subsidiary in Dubai. Reasonable efforts have been made to ensure that the content of this document is based on objective information and data obtained
from reliable sources. However, UBP cannot guarantee that the information the Bank has gathered in good faith is accurate and complete. Circumstances may change and
affect the data collected and the opinions expressed at the time of publication. Therefore information contained herein is subject to change at any time without prior notice.
UBP makes no representations, provides no warranty and gives no undertaking, express or implied, regarding any of the information, projections or opinions contained herein
nor does it accept any liability whatsoever for any errors, omissions or misstatements in the document. UBP does not undertake to update this document or to correct any
inaccuracies which may have become apparent after its publication. This document may refer to the past performance of financial instruments. Past performance is not a
guide to current or future results. The value of financial instruments can fall as well as rise. All statements in this document, other than statements of past performance and
historical fact, are “forward-looking statements”. Forward-looking statements do not guarantee future performances. The financial projections included in this document do
not represent forecasts or budgets, but are purely illustrative examples based on a series of current expectations and assumptions which may not happen as forecast. The
actual performance, results, market value and prospects of a financial instrument may differ materially from those expressed or implied by the forward-looking statements
in this document. The projected or targeted returns are inherently subject to significant economic, market and other uncertainties that may adversely affect performance.
UBP also disclaims any obligation to update forward-looking statements, as a result of new information, future events or otherwise. Any performance data included in this
document does not take into account fees, commissions, expenses charged on issuance and redemption of securities, or any other costs, nor any taxes that may be
levied. The tax treatment of any investment depends on the client’s individual circumstances and may be subject to change in the future. This document does not contain
any tax advice issued by UBP and does not necessarily reflect the client’s individual circumstances. This document is confidential and is intended to be used only by the
person to whom it was delivered. This document may not be reproduced, either in whole or in part. UBP specifically prohibits the redistribution of this document, in whole
or in part, without its written permission and accepts no liability whatsoever for the actions of third parties in this respect. This document is not intended for distribution in
the US and/or to US Persons or in jurisdictions where its distribution by UBP would be restricted. UBP is authorised and regulated in Switzerland by the Swiss Financial
Market Supervisory Authority (“FINMA”).
UK: UBP is authorised in the United Kingdom by the Prudential Regulation Authority, and is subject to regulation by the Financial Conduct Authority (FCA) and limited
regulation by the Prudential Regulation Authority.
Dubai: This marketing material has been issued by Union Bancaire Privée (Middle East) Limited, a company regulated by the Dubai Financial Services Authority (“DFSA”). It
is intended for professional clients and/or market counterparties only and no other person should act upon it. The financial products or services to which this material relates
will only be made available to a client who meets the professional client and/or market counterparty requirements. This information is provided for information purposes
only. It is not to be construed as an offer to buy or sell, or a solicitation for an offer to buy or sell any financial instruments, or to participate in any particular trading strategy
in any jurisdiction.
Hong Kong: UBP is a licensed bank regulated by the Hong Kong Monetary Authority (HKMA) and a registered institution regulated by the Securities and Futures Commission
(SFC) for Type 1, 4 & 9 activities only in Hong Kong. The securities may only be offered or sold in Hong Kong by means of documents that (i) are addressed to “professional
investors” within the meaning of the Securities and Futures Ordinance (Chapter 571 of the Laws of Hong Kong) and any rules made thereunder (the “SFO”); or (ii) are defined
as “prospectuses” within the meaning of the Companies Ordinance (Chapter 32 of the Laws of Hong Kong) (the “CO”) or constitute offers to the public within the meaning
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or elsewhere, any advertisement, invitation or document relating to the securities, directed at, or likely to be accessed or read by, the public in Hong Kong, except where
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Singapore: UBP is a merchant bank regulated by the Monetary Authority of Singapore (MAS), is an exempt financial adviser under the Financial Advisers Act (Cap. 110
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