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Economic Overview:
Supersize Me: ECB Edition

Week Ending June 9, 2017

Highlights of the Week:

Central bank balance sheet haters found little shelter from the storm this week. The European Central Bank (ECB) suggested no end in sight to their 
balance sheet bloating initiative. In recent months, the ECB surpassed the U.S. Federal Reserve and the Bank of Japan in terms of asset size in U.S. dollar 
terms, $4.7 trillion. In other news, the ECB downgraded their growth and inflation forecasts modestly and removed language indicating a bias to cutting 
interest rates. Our view? Don’t look now, but Europe is looking as good as it has in many years. Domestic demand across the region rose 2.8% year-
over-year in the first quarter, the best annual growth rate since Q3 2007.

• Treasuries: Treasuries weathered the trifecta of events this week (ECB, UK election, Comey testimony) making new yield lows for the year in the long 
end to close out the week higher across the curve.  Next week’s  events include a barrage of first tier econ data CPI,PPI and retail sales  (all weaker 
last month) and  front loaded treasury supply,  culminating with the much anticipated FOMC on Wednesday including SEP and dot plots.  June is still 
close to 100% baked in for a hike with 1.5 hikes for 2017 and 1.1 hikes for 2018  unchanged.

• Corporates: The Corporate OAS tightened one basis point this week, dismissing UK elections results, Comey’s testimony and a 5% drop in WTI. 
Month-to-date, the new issue calendar has been relentless with $34 billion of issuance. The last four year average for June has been $78 billion. This 
June is expected to see $90 billion.                                                                                                                                     

• Equities: Equities were slightly positive this week despite concerns surrounding former FBI director James Comey’s testimony and the failed majority 
outcome from the UK election. While the broad market was relatively unchanged, financials and small cap stocks (the reflation trade) outperformed 
this week with both areas up over 2%.

• Emerging Markets: This week, S&P cut Qatar’s sovereign rating from ‘AA’ to ‘AA-’ and left the sovereign on credit watch negative. The move comes 
on the back of a diplomatic feud between Qatar and its Middle Eastern neighbors, six of which have severed commercial and diplomatic ties. S&P 
underscored that regional tensions could weigh on Qatar’s fiscal performance and magnify the country’s external vulnerabilities. Moody’s cut Qatar’s 
sovereign rating on May 26th to ‘Aa3,’ from ‘Aa2.’

• Securitized Products: The sentiment in the $500 billion legacy non-agency RMBS market (the poorly underwritten loans from the pre-crisis era) has 
changed recently from being an opportunistic sector to a defensive sector. While the outsized returns of the past 8 years are not expected to continue, 
the low correlation with other assets makes a 5% return YTD attractive for bond investors, especially in the shadow of rising rates. Unfortunately 
secondary trading has slowed dramatically as more bonds are now in the hands of long-term holders.

• High Yield: Oil prices have fallen -11% since May 23rd. Although the S&P Oil & Gas E&P Index is down -8% over that period, BB-B rated high yield 
bonds in the E&P sector have only fallen -2%. While oil prices remain volatile in 2017, credit has proven more resilient than last year. Issuers spent 
2016 improving the health of their balance sheets by issuing $32 billion of equity and refinancing existing debt, and default risk has fallen as a result.

• Currencies: The British pound was once again the casualty of political volatility in the UK. The currency slid in the aftermath of the general election 
on Thursday which resulted in a hung parliament after the ruling Conservative party failed to maintain a majority. As a result, uncertainty about the 
course of the impending Brexit negotiations weighed on the sterling early on Friday. However, optimism that the decreased support for Theresa May 
could in fact result in a softer, market friendlier Brexit deal helped the pound stabilise and finish the week about 1.2% down against the US dollar.

• Municipals: Municipal yields rose slightly over the week while still outperforming Treasuries. Despite policy uncertainty, municipals are now the 
richest they’ve been relative to Treasuries in almost two years, as continued inflows chase limited supply, creating a technical imbalance which will 
likely persist through the summer.
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