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Global Macro – European themes
There is now mounting evidence that the war in Ukraine is
undermining the European recovery. In particular, inflation has soared
and will remain higher for longer, squeezing household incomes and
putting pressure on industry. This will counter the post-pandemic
rebound effect and raises the chances of a quarterly contraction for
the euro area economy at some point this year. Further ahead, the
downshift in inflation could happen relatively quickly, easing the
pressure on demand – but it’s clear that downside risks to the outlook
have increased substantially.
INDICATORS START TO SHOW THE EFFECTS OF CONFLICT
The European outlook has turned decidedly gloomier in recent weeks as evidence of
the impact on economic growth and inflation from the conflict in Ukraine continues to
mount. Inflation prints have continually surprised on the upside with euro area HICP
reaching a fresh historical high of 7.5% Y/Y in March. There has been sharp
deterioration in various survey indicators as well. The German ZEW economic
expectations indicator recorded its largest ever monthly fall and consumer confidence
across Europe has plunged. It’s now clear that the economy, and consumer spending
in particular, faces a tug of war between post-pandemic rebound effects and the
intensified squeeze on household demand.

INFLATION CONTINUING TO SURPRISE ON THE UPSIDE

SENTIMENT FELL SHARPLY IN MARCH

Source: Citi, MUFG Bank ERO

Source: ZEW, MUFG Bank ERO

Bottlenecks related to the sudden restart of economic activity after lockdowns had
already led to inflationary pressures in Europe, but the conflict has now pushed CPI
to longer-term highs. Energy, contributing 4.4pp to euro area inflation of 7.5% in
March, remains the main driver. Brent oil spot prices are around 30% above the
January average. While Russian gas (normally around 40% of EU imports) continues
to flow to Europe, the sharp increase in risk and need to restock historically low level
of storage is set to keep European gas prices elevated for longer.
Ukraine and Russia are both significant exporters of grain and fertilisers globally:
Conflict-related disruption and sanctions point to food inflation also becoming an
increasingly meaningful contributor to higher headline rates over coming months. We
are also seeing signs of intensifying supply-chain issues. Shipping cost indicators,
which had been easing following the Omicron wave, are now increasing again.
3

20 April 2022

INFLATION TO REMAIN HIGHER FOR LONGER
This mix of pressures on energy, food and supply chains means that inflation is set to
remain higher for longer. We now expect euro area inflation to average around
6% this year (from 4.6% previously).
Monthly inflation rates are probably now close to peaking but may take some time to
recede as inflationary pressures are likely to remain high through the rest of this year.
However, we then expect headline rates will fall quite sharply in 2023 as base effects
and lower energy prices (see here) kick in.

ENERGY HAS DRIVEN INFLATION TO A RECORD HIGH

SUPPLY BOTTLENECKS ARE PERSISTING

Source: Eurostat, MUFG Bank ERO

Source: South Korea Customs Service, MUFG Bank ERO
We still think it’s likely that euro area HICP inflation will average less than 2%
in both 2023 and 2024. Unlike in the US, inflation in Europe remains mostly supplyside driven and there are relatively few signs of second round effects. Most
importantly, there has still been only limited evidence of any wage/price spiral action.
Negotiated wage growth in the euro area as a whole was just 1.6% Q4 2021 and
there is not much evidence of any subsequent acceleration.

THE ENERGY CONTRIBUTION TO CPI MAY RAPIDLY FADE THERE MAY BE CONSIDERABLE LABOUR MARKET SLACK

Source: Eurostat, MUFG Bank ERO

Source: Eurostat, MUFG Bank ERO

Unemployment is at or close to historical lows across the euro area yet labour market
slack could still be considerable: the number of people who are ‘available to work but
not seeking’ is around one million higher than before the pandemic. There would be
downward pressure on wage growth if these people are tempted back to work,
4
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perhaps once savings dwindle or concerns about COVID fade. We also expect that
unemployment rates will start to edge higher again by the end of the year as the real
income squeeze hits demand, reducing longer-term upside risks to inflation.

CONSUMER SPENDING REMAINS KEY TO THE OUTLOOK
Consumer spending has been the main focus, in terms of GDP, since the start of the
pandemic. That hasn’t changed. Where lockdowns once mechanically prevented inperson consumer spending, the problem has now become more of a traditional
squeeze on demand as real household incomes come under pressure from
soaring inflation. With household consumption accounting for over half of euro area
GDP this would ordinarily point to a downturn for the European economy.
However, the picture is muddied by post-pandemic rebound effects which are
likely to continue to support growth. GDP remains well short of its trend established
before the pandemic and so there should be scope still for considerable gains.
Customer-facing services, such as travel and hospitality, are especially likely to
bounce back from the most recent round of restrictions from the Omicron wave. More
generally, the ‘return to normality’ will continue as governments and individuals learn
to live with endemic COVID and so the rebound effect is likely to remain relevant for
some time.
On the other hand, the effect of inflation from the conflict in Ukraine is becoming
increasingly apparent. Consumer confidence has fallen sharply towards the lows
seen during the pandemic. Households face a severe squeeze with cost pressures
largely focused on unavoidable expenses: it’s now food and energy driving higher
inflation rather than used cars or consumer goods. The result is likely to be a
considerable drag on discretionary spending growth.

SAVINGS A USEFUL BUFFER AS ENERGY COSTS SOAR

CONSUMER CONFIDENCE HAS PLUNGED

Source: Eurostat, MUFG Bank ERO

Source: Eurostat, MUFG Bank ERO

European households, on aggregate, accumulated a lot of savings during the
pandemic as governments stepped in to preserve incomes but there were fewer
spending opportunities during lockdowns. For many individuals these savings will be
a useful buffer against higher energy costs.
However, lower-income households are less likely to have built up savings and also
most exposed (in terms of spending share) to price pressures on food and fuel. We
have seen European governments introduce various fiscal measures to provide
support, but these are not always targeted towards most vulnerable households.
Policies include cuts to fuel duty, heavily discounted public transport and direct
grants to households. Such measures will help to ease the burden of higher living
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costs for the economy as a whole, but not offset the drag completely as many
households are set to rein in discretionary spending over coming months.

RECESSION RISKS HAVE INCREASED
We now expect euro area growth to average around 3% in 2022 (we had previously
expected a figure closer to 4%). It’s important to note that this annual rate will be
hugely flattered by carryover effect of 1.9pp from last year. The reality is likely to be
muted quarterly growth rates (i.e. less than 0.5% Q/Q on average).
We think that COVID rebound effects and government support will work to counteract
the drag from both the erosion of purchasing power of real income and the
headwinds for industry from higher energy prices and lingering supply-chain friction.
This means that the euro area as a whole may manage to avoid a technical
recession (that is, consecutive quarters of negative growth). But the two forces won’t
necessarily always balance out and a single quarter of contraction is probably more
likely than not at some point this year. And we may well see consecutive quarters of
negative growth on a national basis. GDP fell in Germany in Q4 last year and we’re
not especially confident of an expansion in the first quarter of this year. Italy is
another candidate as higher energy prices making a Q1 contraction seem likely.
So, with lower growth and soaring inflation, the economic picture might look quite
stagflationary for several quarters at least. But, as mentioned above, we expect
that inflation will fall below the ECB target next year. This will ease the pressures on
households. We are also now confident that significant scarring effects from the
pandemic are unlikely over the longer term given that governments successfully
introduced policies to avert persistently higher unemployment. In fact, the euro area
has moved towards a more appropriate fiscal/monetary policy mix as the NGEU
disbursements continue and national governments have left austerity well behind.
This bodes well for growth further down the line.
However, downside risks to growth have increased substantially over the near term.
The chances of an upside, consumption boom scenario have clearly diminished as
higher energy costs erode the savings buffer accumulate during lockdowns. Adverse
developments in the Ukraine conflict could weigh further on business and consumer
confidence. There is also the ongoing possibility of a move to embargo Russia gas,
which would almost certainly result in a sharp euro area recession.

ACTIVITY HAS REBOUNDED SINCE THE OMICRON WAVE

DOWNSIDE RISKS HAVE RISEN SHARPLY

Source: Eurostat, CEPR, Banca d’Italia, MUFG Bank ERO

Source: Caldara, Dario and Iacoviello, "Measuring Geopolitical
Risk", MUFG Bank ERO
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US Fixed Income: At the mercy of Fed hikes & QT
Macro Review: Inflation continues to dominate the macro discussion
however it also distracts from the fact that the US economy is still
sending mixed signals on what lies ahead. And the softness in the US
economic data is before the Fed really gets going with its tightening
campaign too. Our outlook for the US continues to be one where we
expect a weaker second half. However where we differ now versus
our initial 2022 framework from Q1 is that we believe the Fed has no
choice but to follow-thru with its hawkish intentions in order to coral
inflation (via aggregate demand destruction). This may make the
second half into ‘23 even weaker than what we originally pencilled in.
Fed Policy: In our opinion the double-tightening of QT and frontloaded
hikes will tighten FCI in a material way. This will eventually result in
10s rallying back 75bps or more in the 2nd half, initially via a bull
flattener from the peak in rates and result in Fed cuts in 2023. We
mark-to-market our US forecast and have bumped up the number of
cumulative Fed hikes to include the potential for three 50bp hikes at
each upcoming meeting with the potential for another 25bp or the last
hike being 75 bp like we saw in the 1994 Fed hiking cycle.
Rates Views: We may be witnessing the end of the bond bull cycle
that has been with us since the 1980s. However before this can be
clearly called a “paradigm shift” we need to see US 10yr rate stay two
quarters or more above the +2-std dev band, see a sustained higher
high (above 3.25%) versus the prior rate peak during the last Fed
cycle, and a full un-anchoring of inflation expectations. Even if the
Bull Run is over for the US Treasury market its more likely rates go
sideways now, in a broader range, versus a major bear cycle starting.
Credit Views: We remain cautious on the IG sector, and reiterate our
revised aggregate IG spread range for this year at 100 – 150 bps. If
QT mops up liquidity, USTs at these higher yields, may start to
compete for balance-sheet with Credit. Meanwhile High Yield spreads
in the mid-300s do not seem to capture all of the risks outlined below.
THE DEFINING MOMENT FOR US BONDS AND FCI AHEAD
Inflation continues to dominate the macro discussion however it also distracts from
the fact that the economy is still sending mixed signals on what lies ahead. As seen
in chart 1, a chart produced by Bloomberg, US small businesses are feeling the pinch
of higher input costs and wages and that is resulting in some of the worst sentiment
for the general business outlook. And as seen in chart 2 the US jobs market is poised
to slow as job openings cannot continue to rise at the pace of last year.
Mind you, all of this softness in the US economic data is before the Fed really gets
going with its tightening campaign too. Meanwhile global growth prospects keep
getting downgraded while supply chain issues are being directly impacted by China’s
zero CV19 policy and Europe having the largest land wars since World War 2 in its
region. Given this backdrop we update our scenarios for the next 18 months (see
link) and have the largest weights on recession/stagflation.
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CHART 1: SMALL BUSINESS SENTIMENT AT EXTREMES

CHART 2: YOY CHG IN JOB TRENDS (BEFORE FED HIKES)

Source: Bloomberg, MUFG U.S. Macro Strategy

Source: Bloomberg, MUFG U.S. Macro Strategy

May FOMC Expectations: We expect a large 50bp move higher for the Fed Funds
rate (bringing the top of the range to 1%). Given this is a non-quarterly meeting there
will be no rates “dots” update. In addition to the 50bp hike they will also likely launch
a process of shrinking the balance sheet (known in markets as quantitative tightening
– QT). Given the latest FOMC minutes spelled out many of the QT details we doubt
when it’s officially launched it will differ much. Thus we expect $95bn ($60bn
UST/$35bn MBS) per month reduction, ramping up to that in Q2/early Q3.
May FOMC Market Implications: This is where the rubber meets the road as from
the May FOMC meeting forward the future hikes will be happening with QT building
up to its full speed. Yet even at these higher levels, the word interest has not been
put back into rates markets, as investors continue to let rates grind higher with no
end in sight. That may continue until we see belly and longer-term rates all above the
3% mark. Risk markets have been going through what looks like bear market rallies,
so once the May meeting passes we could get the old “sell in May and go away”.
More Rates and Curve Views: We are a big believer and user of the rate of change
(RoC) concept when comparing a recent rate move for a metric versus its relation to
history. We also like to see relative strength versus weakness metrics (Chart 3). This
chart plus a number of other metrics continue to state the long-end is oversold.
Thoughts on Financial Conditions: We have been linking the medium-term path
for US rates to the evolution of broader financial conditions (which also incorporates
rates directly and indirectly in such calculations). Furthermore the next moves for FCI
(short-hand for financial conditions index) is how risk markets response to the launch
of QT. In section 5 (pg 6) we demo charts that show how linked total returns for
modern day portfolios and equity valuation metrics have become to the ebb and flow
of Fed liquidity. With QT2 around the corner and the Fed convincingly hawkish this
time, as they shrink their balance-sheet and raise rates more, the tide of liquidity is
set to go out, so the trillion dollar question is will it take down portfolios in tow.
CHART 3: 10YR UST RATES -DE-TRENDED ANALYSIS

CHART 4: FED LIQUIDITY, THE DRIVER OF PORTFOLIOS?

Source: FRED, MUFG U.S. Macro Strategy

Source: Bloomberg, MUFG U.S. Macro Strategy
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US CREDIT – ALL ABOUT RATES AND WHEN THEY STABILIZE
Investment Grade - IG Spreads: The IG credit market recovered some of the losses
over the past month (excluding the drastic move in Treasuries), as the IG aggregate
YTD excess return rose from -3.43% in mid-March to -1.93% by mid-April. For
comparison, the IG Total Return MTD is -3.02% and YTD is -10.48%. The main
driver of the credit improvement was the surprising and fast reversal of the spread
widening we saw last month. Total IG spreads tightened 18 bps, from 141 bps to 123
bps, but longer dated BBB credits saw spreads tighten as much as 30-40 bps in a
mere few days in mid-March. We attribute this tightening to a mix of the following:
1)
2)
3)
4)
5)

The equity market rally, up 5.76% from mid-March to mid-April, with YTD
losses improving from -10.6% to -6.71%
Encouraging comments from Fed Chair Powell that the US economy
remains healthy and should be able to withstand higher rates
Healthy volumes of primary new issuance with near record levels in March
Strong buying of credit from Asia
Expectations for a favorable first quarter earnings season that is kicking off

We are surprised by such a strong recovery despite the following risks: 40-year high
inflation, the ongoing Russia/Ukraine conflict; the Fed raising rates 25 bps and
expected 50 bps raise along with shrinking of the Fed’s balance sheet at the next
meeting in May; and 5 and 10yr UST yields spiking nearly 80 bps in the past month.
For these reasons, we remain cautious on the IG sector, and reiterate our target
aggregate IG spread range for this year at 100 – 150 bps.
Secondary market trading trends: It appears that other market participants are
similarly cautious and surprised how credit spreads continue to grind tighter despite
the risks we mentioned above, in addition to the occasionally inverted treasury curve.
In general, investors seem to be better sellers of longer duration and prefer shorter
maturities. We have seen strong buying out of Asia, partially due to the higher
treasury yields. Anecdotally, it appears that mutual funds and insurance/pension
funds have not been very active in the secondary market, perhaps due to some
scepticism around the credit markets and also expected healthy new issuance.
Historic shocks to IG spreads: In light of the drastic move in spreads just over the
past month, we examined how long each of these historic shocks took to correct.
This past month is by far the shortest period, taking only one month to correct: 2011:
7 months; 2016: 3 months; 2019: 5 months; 2020: 3 months; 2022: 1 month
CHART 5 – IG TOTAL INDEX SPREADS

Source: Bloomberg, MUFG U.S. Macro Strategy
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IG New Issuance Update
New issuance for March totaled $230bn, far surpassing estimates of $150 bn and
making March the fourth largest IG issuance month of all time (largest excluding the
early pandemic months) and the third-largest quarter of issuance ever.
Year to date new issuance totals $496.9bn, ahead of last year’s $463bn. So far in
April, new issuance has totaled $43.5bn and estimates for the full month are about
$110 bn. Estimates for the full year remain in the $1.2 - $1.4 trillion range. Issuers
have favored shorter maturities due to the flatter treasury curve. So far in April, 65%
of issuance has been for five years of shorter.

YTD New Issuance
Issuance New Issue Books
($ bn) Concession Times Cvd
2022 $496.9
9 bps
2.9
2021 $463.0
2 bps
3
(Source: Bloomberg)

Sector Commentary:
As we approach the first quarter earnings season which begins in mid-April, we
provide some commentary around what we expect to hear from our key sectors:
Utilities: We remain constructive on the Utility sector. Referring to the chart above,
the Utility sector is 6 bps wide vs the Total IG Index, while the 5-year average
difference is 1 bp tighter.

For the first quarter, we expect relatively stable earnings results and broad
affirmations of full year guidance.

Further, there likely will be increased attention on natural gas prices. While
elevated natural gas costs are ‘passed through’ to rate payers, rising customer
bills and affordability can generate political/regulator attention and ultimately
ROE pressure in rate cases.

Finally, energy transition continues to receive incremental attention. Specifically,
companies continue to accelerate the phase-out of coal generation goals.
Energy: We are somewhat cautious on the Energy sector, as the sector is 17 bps
wide of the Total IG index, while the 5-year average difference is 38 bps wider.

For the first quarter, we expect strong earnings from producers given the
strength of both crude oil and natural gas prices. Refining margins have also
benefited from the supply disruptions related to the Ukrainian conflict, providing
a tailwind for majors and an acceleration for the recovery of independent
refiners.

Capital allocation plans will remain topical given the higher price commodity
environment. Producers have remained very restrained, focusing on directing
higher cash flows toward shareholder remuneration versus production growth.
While materials and labor inflation are likely to pressure budgets, we would not
expect the discipline to be maintained.
Technology and Communications: We remain constructive on both sectors as the
tech sector trades slightly wide of the 5 year average, while Communications is
inline:
 After a demand boost during the pandemic, IDC reported Q1 global PC
shipments declined 5.1% y/y, although mostly on the consumer side. PC OEMs
and chip designers that are more heavily weighted to the enterprise, cloud/data
center, industrial-end markets could take market share.
 Overall, semiconductor credits remain well-supported by long-term secular
demand trends and tight supplies.
 In Telecom, while net adds could slow after peaking in 2021, the major US
wireless providers remain in good position to generate strong FCF and continue
to reduce debt after levering up for 5G spectrum investments.
 Cable & Media remains a mixed bag with a cloudy outlook. Incumbent
cable/internet providers will continue to generate robust FCF, but will have to
contend with slowing broadband net adds coming off the pandemic peak while
also defending market share from increasing presence of telecom’s FTTH and
fixed-wireless offerings. Meanwhile, content providers are in the early stages of
an increasingly costly global competition for streaming subscriptions that will
require elevated capital investment.
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Pharmaceuticals / Healthcare: We are constructive on the Pharmaceutical and
Healthcare sectors, as it trades close to its 5-year average difference and we like the
defensive nature of the sector.

For the first quarter, we expect earnings to at least meet if not beat estimates
and likely reiterate their guidance for 2022.

The pharma sector is slightly more insulated from inflation, since margins are
already high and it’s fairly easy to pass on costs to customers.

We also expect revenues to be supported by the easing of COVID restrictions
which has increased the frequency of doctor visits, which translates to increased
in-person drug administration as well as elective procedures.

For the health insurers, we expect a more mixed bag of results, partly due to
lower revenues from fewer COVID tests and vaccines that may offset lower
COVID treatment costs.

Consumer / Food & Beverage: We are somewhat cautious on the Consumer
Cyclical sector (retailers, autos, gaming, lodging, leisure, restaurants) as the index is
tighter vs the 5-year average.
 Commodity and labor inflation along with supply chain constraints continue to
dominate the consumer/retail sectors.
 In 2021, consumer demand remained elevated in the face of growing inflation.
Recently, however, concern has grown that inflation not seen since the 1980s
may finally dent consumer spending leading to earnings misses and/or guidance
cuts.
 Home improvement retail, which has been viewed as a safe haven, is now at risk
from rising rates that has slowed mortgage refis, which homeowners have used
to fund home renovations.
 In Food & Beverage, few of the US producers have direct meaningful
Russia/Ukraine risk. But inflation will continue to be the key risk. Only the
strongest brands will be able to successfully pass along price increases to
consumers.
CHART 5 – IG SPREADS, RETURNS, AND EQUITY RETURNS (AS OF 4/13/2022)

OAS AND SPREAD CHANGES
Sector
Total IG
Financial Institutions
Utility
Energy
Basic
Capital Goods
Technology
Communications
Consumer Noncyclical
Pharmaceuticals
Food/Beverage
Consumer Cyclical
Transportation

Total
Return

Excess
Return

Sector

Spread Variance

OAS

1 Month

YTD

1 Year

YTW

YTD (%)

YTD (%)

vs Total

123.19
121.97
128.74
139.74
141.96
112.85
106.54
150.80
115.98
99.28
121.97
109.10
124.34

-20.30
-19.29
-22.96
-19.37
-20.54
-18.50
-20.92
-22.68
-19.01
-20.47
-19.02
-23.70
-17.56

30.82
38.79
21.82
23.53
26.87
26.91
25.98
32.45
28.40
23.64
33.19
30.91
26.03

34.18
41.08
31.76
20.97
32.01
26.58
33.32
40.61
32.18
27.13
35.77
32.17
25.69

3.93%
3.87%
4.05%
4.12%
4.18%
3.82%
3.76%
4.26%
3.90%
3.71%
3.97%
3.76%
3.99%

-10.96%
-9.14%
-12.51%
-10.32%
-11.91%
-10.73%
-10.97%
-13.47%
-12.35%
-11.89%
-12.63%
-10.28%
-12.92%

-3.43%
-1.60%
-4.97%
-2.79%
-4.37%
-3.19%
-3.43%
-5.93%
-4.82%
-4.35%
-5.09%
-2.74%
-5.39%

-1
6
17
19
-10
-17
28
-7
-24
-1
-14
1

Sector 5

S&P 500
Equity

Yr Avg Diff YTD Return

-8
0
38
29
-9
-21
27
-8
-20
-3
-6
3

-6.0%
-3.3%
7.2%
45.9%
-0.3%
-3.8%
-13.7%
-14.4%
3.8%
-1.4%
3.8%
-9.7%
-3.8%

Source: Bloomberg, MUFG U.S. Macro Strategy
High Yield - HY Spreads: It’s all about rates! Returns for the high yield index
continued lower over the past 30 days and with the index down -6.7% YTD. While
the OAS on the high yield index contracted -52bp from mid-March wides, this was
more than offset by the +57bp move on the UST 10yr yield to 2.7%.
Rates and Fed scenario analysis are dominating investor mindshare as the war in
Ukraine grinds on. Peak inflation debates abound, there is no debate that higher
inflation is here to stay and the Fed will be raising rates while shrinking its balance
sheet. Faced with increased costs to operate – interest, operating, raw materials,
labor – companies will not be able increase prices indefinitely to an increasingly
squeezed consumer.
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We are seeing a slowdown in housing data (new home starts) and retail sales exgasoline were down. High yield spreads in the mid-300s do not seem to capture the
risks outlined above.
High yield new issuance continues to be light with YTD volume of $48.68bn vs
$173.8bn YTD 2021. With rates +50bp y/y, proactive refinance issuance is
essentially zero.
CHART 6 – HY SPREADS, RETURNS, AND EQUITY RETURNS (AS OF 4/13/2022)

Source: Bloomberg, MUFG U.S. Macro Strategy
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FX
The US dollar on a DXY basis has advanced by just less than 1.5%
since the last edition of Global Markets Monthly on 15th March which
was clearly fuelled by a combination of the further aggressive move
higher in US yields and the uncertainty related to the conflict in
Ukraine. DXY (58% EUR weighting) doesn’t tell the full story however
and the Fed’s Broad US dollar Index is actually 0.4% weaker over the
same period. The likes of AUD, CAD and NOK have outperformed
fuelled by commodity price rises. So US yields and commodity prices
are key for broader USD performance going forward. With the Fed set
to hike by 50bps over the next one or two meetings and with the
conflict in Ukraine to persist, the dynamics driving FX are unlikely to
change over the short-term. However, the scope for further notable
US dollar strength is diminishing based on the extent of monetary
tightening now priced into the US rates curve. That signals caution
over maintaining a US dollar bullish view and consistent with previous
tightening cycles, the US dollar could be close to peaking. Given the
surge in US yields is unlikely to persist, we have turned more neutral
on the outlook for the US dollar.
BASE CASE EXPECTATIONS, JPY, EUR & CNY
USD/JPY – NEUTRAL BIAS


MUFG Bank, Ltd.
A member of MUFG, a global financial group

Range: 121.00-131.00

In each of the three months in Q1 we ran with a bullish bias for USD/JPY which was
certainly consistent with the direction, but the scale of the move over the last month
since our March publication was way larger than anticipated. USD/JPY has advanced
th
by 10 big figures since 15 March, and for reasons that have been clear. Over the
same period, the 2yr UST bond yield has advanced by close to 75bps to hit 2.60%,
the highest level since March 2019. Fed rhetoric has clearly encouraged much of this
pricing and it now seems most likely that the Fed will hike by 50bps at the FOMC
meetings in May and June. More than four additional 25bps hikes are also priced for
the four remaining meetings in H2 2022.
This has coincided with Japan’s terms of trade backdrop continuing to worsen. The
Bloomberg Commodity Index is up over 8% while crude oil prices are up around 10%
th
since our last publication on 15 March. Japan’s trade flow impact is clear to see.
Mineral fuel imports in February accounted for 27.3% of total imports compared to
20% in 2021 and 16.5% in 2020. Mineral fuels along with food produce and raw
materials accounted to 42% of imports in February as prices continue to jump.
Japan’s large current account surplus is set to decline notably this year based on
current commodity prices.
So is this move weaker for the yen set to continue? We certainly suspect that the
speed of the move is now beginning to cause alarm in Tokyo. USD/JPY has jumped
close to 12% since the close in February and such a move is rare. If USD/JPY were
to trade to around 130 by the end of April it would imply a two-calendar-month
percentage gain of 13% or more, the largest since August 1995, with that move
fuelled by G7 coordinated intervention to support the US dollar. In other words, if
USD/JPY were to go above 130.00 by month-end it would be an unprecedented
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scale of move in percentage terms throughout the entire floating exchange rate era
going back to the early 1970s. Hence, we see further gains from here as being met
with less and less tolerance as MoF officials grow increasingly concerned, which
could contribute to a form of monetary policy shift coming sooner rather than later.
What is not sustainable or credible is the government and MoF specifically
expressing concern over JPY weakness while at the same time the BoJ signalling no
intent in changing the monetary stance. That happened this week with Finance
Minister Suzuki stating on Tuesday that the MoF was monitoring moves “with a
strong sense of vigilance”. But the day prior BoJ Governor Kuroda repeated that it
was not time to discuss exit strategies and that currency weakness was still a net
positive for the economy.
If the yen weakens further in the coming days it will increase notably the pressure on
th
the BoJ to alter its monetary stance in some way at its meeting on 28 April. We see
an increased possibility of a change taking place. A change in guidance removing the
reference to monetary easing and the reference to short and long-term policy rates
being at “their present or lower levels” could be one possible change. This would be
justified given the inflation forecasts set to be published at that meeting will likely be
revised higher, and probably close to the 2% target. A widening of the YCC band of
+/-25bps around zero percent for the 10yr JGB yield is another possibility.
We still believe there is a reluctance to intervene directly in the FX market. But if the
speed of the move continues and we see levels over 130.00 quickly, action is
possible especially if around the time of a shift in policy from the BoJ. Rising energy
prices in Japan has political implications too, just like elsewhere, and the government
will not want to be seen as indifferent to this energy price squeeze being exacerbated
by yen weakness ahead of the Upper House elections in July. We have dropped our
bullish bias for USD/JPY and turn neutral expecting greater two-way flows at these
elevated levels and taking account of the extent of monetary tightening now priced in
the US rates market.

2-MONTH % CHANGE IN USD/JPY IF AT AROUND 130.00 AT MONTH-END

Source: Bloomberg, Macrobond, MUFG GMR

EUR/USD – NEUTRAL BIAS


Range: 1.0400-1.1200

The EUR has continued to decline against the USD over the past month but the
th
scale of losses has been more modest. EUR/USD has broken below the low from 7
March at 1.0873 although there has been limited follow through momentum so far.
The next support levels for the pair are provided by the low from during the first stage
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th

of the COVID crisis at 1.0696 from 20 March 2020. Then beyond the next level of
rd
support is provided by the 3 January 2017 low at 1.0418.
The EUR continues to be undermined by the ongoing conflict in Ukraine that is
providing a bigger negative shock for the euro-zone economy than for the US.
Recent developments have increased the risk that the conflict will prove more
prolonged and disruptive for the euro-zone economy. President Putin has stated
clearly that the Istanbul peace talks have reached a “dead end”, and refocused his
military assault on capturing the Donbas region. A more prolonged conflict will put
pressure on European policymakers to impose additional sanctions potentially
including phasing in an embargo on oil imports from Russia. It could trigger a further
jump in energy prices and reinforce the negative shock for the euro-zone economy.
Market participants will be watching closely in the month ahead for further evidence
that the euro-zone economy is already losing growth momentum.
The EUR has also been undermined recently by the pick-up in political uncertainty
ahead of the French elections. The latest opinion polls ahead of the second round of
th
the elections on 24 April continue to signal that the President Macron’s lead over
the far-right candidate Le Pen remains uncomfortably close, although there has a
modest widening of the lead in recent days. According to Politico’s poll of poll
measures, President Macron is expected to win 55% of the vote compared to 45%
for Le Pen. It would be a much narrower victory than in 2017 when he won 66.1% of
the vote. If President Macron is re-elected as expected, it could trigger a temporary
relief rally for the EUR. President Macron has already come under pressure to
provide more fiscal support to help offset the cost the cost of living crisis.
Market participants will need to continue to closely monitor comments from ECB
policymakers as well to assess how their policy reaction function is adjusting to the
changing outlook for the euro-zone economy. At their last policy meeting, ECB
President Lagarde did not provide any encouragement that the ECB will bring
forward plans to end QE in Q3 and then follow up by raising rates from as soon as in
September. It is still our base case scenario but the risk of an earlier end to QE and
first rate hike from as soon as at the July meeting would increase further if inflation
continues to surprise to the upside. The next euro-zone CPI report for April is
th
released on 29 April. The European rate market is already pricing in around 15bps
th
of hikes by 27 July meeting. An earlier end to the ECB’s negative rate policy poses
the main upside risk for the EUR going forward. It could have an outsized positive
impact on the EUR given it is currently trading at deeply undervalued levels against
the USD. On the other hand, the Fed’s plans for more front-loaded tightening
appears well priced in for now with nearly three back to back 50bps hikes priced and
the policy rate rising to around the Fed’s estimate of neutral at 2.50% by year end.

EUR/USD IS ALREADY TRADING AT DEEPLY UNDERVALUED LEVELS

Source: Bloomberg, Macrobond & MUFG GMR
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USD/CNY – BULLISH BIAS
Range: 6.3700–6.4500
USD/CNY has moved higher since the beginning of April to 6.4152 as at the time of
publication. The depreciation of CNY reflected the recently released weak economic
data and lack of aggressive policy stimulus in stabilizing the economy amid the
strong negative impact of “zero Covid-19” policy in some parts of China. For the
recently released China quarterly Q1 economic data and March data for major
economic indicators, although overall numbers were better-than-expected, market
seemed still not incentivized by these fresh data releases. China CSI300 index
actually has dipped a little in the subsequent two days since the data release in the
th
morning of April 18 . The market has been focusing on weak levels of the growth
rates of consumption, industrial production and fixed asset investment, instead of
“surprises”. Another alarming data point was the increase of the surveyed urban
unemployment rate in March, the surveyed urban unemployment rate reached 5.8%
up from 4.9% in October 2021 weighing on market sentiment. A simple calculation
based on the total urban employment of about 468 million people, the increase of 0.9
percentage points translates into 4.2million people losing jobs in the past 5 months.
Recent monetary policies have had a relatively muted impact on the CNY. In March,
there was the stronger than expected aggregate financing and bank loan numbers
which indicated the PBOC’s easing bias, and PBOC cut the FIs’ RRR by 25bps on
th
th
April 15 (effective on April 25 ). However, the small magnitude of RRR cut and lack
of policy rate cut disappointed market participants. These policy measures weren’t
deemed sufficient to offset the intensified downward pressure that the Chinese
economy was facing.
One important development recently was that the 10-year bond yield spread between
China and US turned negative last week, the first time in nearly 12 years. The spread
has continued on its sharp declining trend starting from last December. We think that
the current USD/CNY level hasn’t yet fully reflected the negative yield spreads
between China and US. The strength of the CNY was still largely supported by the
release of better-than-expected March trade numbers. China’s exports grew by
14.7%yoy in March, higher than the consensus expectation of 12.8% and February
growth of 6.2%yoy. The trade balance widened to USD47.38bn from USD30.50bn in
February. Looking ahead, the ongoing Ukraine war will very likely bring China lower
exports growth and a narrower trade surplus reflecting weaker external demand and
higher commodity prices that increase the import bill. Negative yield spreads and
poor domestic economic fundamentals will eventually play a more important role in
deciding the movement of USD/CNY. We expect USD/CNY to reach 6.4500 by the
end of Q2.

10Y & 2Y GOVERNMENT BOND YIELD SPREAD BETWEEN CHINA AND US

Source: Bloomberg, MUFG GMR
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KEY RISK FACTORS IN THE MONTHS AHEAD
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Given we have turned neutral on the outlook for USD/JPY, there are risks in both
th
directions to consider. A more dovish outcome to the BoJ meeting on 28 April
and further move higher in US yields could see USD/JPY breach the upside
range we assume from here. Equally, the risks of BoJ action and intervention is
no longer a negligible risk and that could result in a more abrupt decline in
USD/JPY than we are assuming. We have widened the range in USD/JPY given
the scale of the move in recent months.



The main downside risks for the EUR in the month ahead include: i) a surprise
election victory for Le Pen which could trigger a 3-5% initial sell off for the EUR
as market participants move to price in higher euro-zone fragmentation risk even
if Le Pen is not campaigning to directly take France out of the EU, and ii) the
imposition of a more immediate import ban on oil imports from Russia would
reinforce disruption for the euro-zone economy. On the other hand, a hawkish
signal from the ECB that it is considering raising rates as soon as in July poses
the main upside risk for the EUR.



The main risks to our bullish view for USD/CNY include: i) stronger China
exports, ii) stronger than expected capital inflows, iii) stronger than expected
easing policies in China including credit policies for real estate sector and
property purchases that help to stabilize the downward economic pressure. A
broader correction lower for the US dollar could be another risk to our bullish
USD/CNY outlook.
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European Credit
After a difficult start of the year for most asset classes the picture
turned even more difficult with the invasion of the Ukraine. The fallout
from this has created further geopolitical uncertainty which, coupled
to the persistent high inflation and Central Banks policy shifts, has
impacted credit spread and volatility. Also the French presidential
elections are now new cause of potential volatility. Synthetic indices
have now been hovering since early March in a relatively wide
sideways range band (40bps for XO and 10bps in Main) with Main at
80bps and XO at 381bps, similar levels as on March the 8th.
Rates sold off on the back of inflation concerns and likely need by the
Fed to hike rates more aggressively. The 10 Bund yield continued its
steep yield widening at 0.9% which is +around 90bps higher since
early March, likewise UST 10 year rose +96bps to 2.89%. The
combination of both these factors has led to continued negative total
returns for credit in 2022.

RETURNS RED ACROSS THE BOARD
Whilst sentiment changed to become more positive in March the wall of red returns
continued across all asset classes. Whilst credit spreads tightened the rates sell-off
continued and was felt across all currencies with long durations again being the most
impacted.
On the senior side € Non-Financial are down by -7.02% on a YTD and their
subordinate equivalent was down by -7.43%. The naturally loner duration Sterling
and USD corporate indices saw the most pain on a YTD basis with the £ Corporate
Index down -8.45% and $ IG Corporates down -10.27%. Comparatively speaking the
shorter duration HY indices managed to hold up a bit better on a YTD with $ HY at 6.32%, € HY down -5.90% and £ HY down -4.0%.

TABLE 1: 2022 YTD TOTAL RETURN PERFORMANCE

Index

2022 YTD

2021

2020

£ HY Index

-4.00%

3.83%

4.59%

€ Financial Index

-5.27%

-0.61%

2.22%

€ HY Index

-5.90%

3.35%

2.76%

€ Financial Subordinated Index

-6.12%

0.46%

2.79%

$ US HY Index

-6.32%

5.36%

6.17%

€ Corporate IG Index

-6.37%

-1.22%

2.65%

€ Non-Financial Index

-7.02%

-1.24%

2.86%

€ Non-Financial Subordinated Index

-7.43%

1.49%

2.54%

£ Corporate Index

-8.54%

-3.27%

9.30%

$ US IG Corporate Index

-10.27%

-0.95%

9.81%

$ EM Corporate Index

-11.15%

0.22%

8.47%

$ EM Sovereign Index

-12.45%

-2.04%

5.67%

Source: Bloomberg, ICE BofAML, MUFG
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YTD 2022 TOTAL RETURNS BY ASSET CLASS

Source: Bloomberg, ICE BofAML, MUFG
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EUROPEAN CORPORATES
Difficult backdrop for credit
2022 continues to be a very difficult year for risk markets, and corporate credit has
been hurt by combo of spread widening and rates selling off, with longer durations
and subordinate credit feeling the most pain. There is no shortage of reasons for the
risk off tone and cautious approach by investors in 2022, but it is hard to look past
the two main themes i) the invasion of Ukraine and ii) high and persistent inflation.
Although market sentiment has improved in the month of March it doesn’t feel like the
rally will be sustained and in the first part of April we have seen consolidation and a
return of cautiousness given how far and fast we bounced back. Still the more
positive tone allowed for new issue markets to reopen in style with sizable new issue
concession that enticed healthy demand, this enabled more than €40bn in seniors
and some €4bn in corporate hybrids to price over the month.
As we await the bulk of Q1 results reporting following the Easter holidays the preclose numbers that we have already seen from a handful of European corporates
have been relatively upbeat. However given broader concerns and specifically ever
growing energy costs, supply chain bottlenecks and a fresh wave of COVID
restrictions in Asia, there will be close attention on management guidance for
balance of the year.
ECB Corporate Bond Purchases
It feels like we have been waiting for the end of QE for a long time, clearly we are
now closer to the end and the PEPP has now finished deploying fresh capital. At last
week’s ECB meeting the governing council confirmed that it will look to end APP
purchases in third quarter of 2022, winding down the APP purchases to €40bn,
€30bn and €20bn over the next three months respectively.

CSPP AND PEPP HOLDINGS

Source: CSPP, MUFG
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The chart above shows that we have seen consistent purchases of corporate bonds
via both the CSPP and to a lesser extent PEPP. When looking at cumulative
corporate bond holdings which are now at over €370bn across both the CSPP
(€330bn) and PEPP (€41bn), and whilst net growth of the balance sheet will certainly
be felt in secondary market pricing as the single largest euro credit will be stepping
back. However the sheer scale of reinvestments that the ECB will undertake in the
near to medium term will support eligible corporate paper and we estimate that
annual principal redemptions will be between €20-30bn which will certainly help
provide support.

Euro Corporate Valuations
Broadly speaking whilst valuations have moved wider it is hard to say that they look
particularly attractive on an overall index level when comparing historically. Rates
have continued to sell off on the back of ever rising inflation with the 10 Bund yield
now at 0.83%, up some 100bps since the turn of the year; which has meant that total
returns for Non-Financial credit remain in excess -7% on a YTD basis. Still we have
not seen material outflows from the asset class yet and generally speaking we have
seen decent oversubscriptions on recently brought deals that seem to indicating that
investors have adequate cash balances.
Positively we have seen greater dispersion between sectors, steeper credit curves,
and absolute yield levels that have started to look investable, and no presence of
negative yields. Higher beta sectors like Real Estate, Oil and Gas and Automobiles
have all decupled for one reason or another and low IG bonds as well as corporate
hybrids have lagged. Credits related to Russia remain of particular concern as there
is no let-up in fighting in Ukraine and uncertainty about potential restrictions on
Russian oil and gas means that credits with any connection continue to lag.
EURO CORPORATE SECTOR PERFORMANCE – HIGHER BETA

Source: Bloomberg, MUFG
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In terms of credit fundamentals we remain somewhat comfortable given recent
earnings performance and fairly solid balance sheets but as we gravitate towards a
late point of the economic cycle we rather trade up in quality with a preference for
non-cyclical or defensive credit over cyclicals where spreads are disjointed. It’s pretty
clear that this year will be about managing volatility, with steeper credit curves and
absolute valuations that are more compelling than they have been of late, but we
favour shorter duration bonds, or where we are confident on the specific credit story
points further out the curve were curves are steep or cash prices are trading a decent
discount to par; lastly there are some select idiosyncratic stories that we feel are
fundamentally resilient but which remain out of favour due to the overhang of the
Ukrainian war.
Looking at the chart below on a shorter historic basis valuations on a z spread have
backed up, but optically they don’t look too appealing here when comparing to
historic levels, part of the story is the volatility of swap spreads which have moved
wider from November 2021 and which haven’t yet retraced. This means that
valuations look materially better when looking at spread to bunds, and also all in
yields, our feeling is that the majority of investors will look through and focus on the
underling bund spread and yields on offer compared to near term historic levels, and
ultimately should view this risk-reward as relatively attractive. With a lot of uncertainty
and likely decent amount of supply should the macro tone remain constructive, it
remains difficult to be generally constructive on the market here but clearly entry
levels are a lot more interesting than they have been and we feel that there is
dislocation in corporate credit and value in picking individual bonds and credits is
better than it has been for a long time.
IBOXX € NON-FINANCIALS Z AND G SPREADS

Source: iBoxx. MUFG
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EUROPEAN BANKS
European banks, fundamentally still improving but credit hitting technical and
valuation hurdles
For European banks the invasion of the Ukraine has changed both the economic
backdrop and the longer term geopolitical risk to some extent. Whilst individual banks
continue to show strong credit metrics we believe that medium term risks have
somewhat increased. The longer term geopolitical fall-out of the Ukraine invasion
provides for new uncertainty for banks with global or with highly internationalised
footprints. At the same time the persistently high inflation, has emphasized a more
hawkish stance by Central Banks, which, in turn, puts the strength of the post-covid
economic recovery into more doubt. On top of there is a possible negative catalyst in
the short term with the second round of the French presidential elections on Sunday
th
April 24 in the case of a Marine Le Pen victory. The latter case could lead to further
uncertainty on the cohesion of the European project and may re-price to a moderate
extent the French risk as well as the peripheral European risk, both at sovereign and
bank credit level.
For the European banks a path of increases in rates is, to a good extent, welcome
news for the margins. Especially if the deposit rates were to return to zero from the
current -0.5%. However, if there is slower growth or even stagnation, the impact on
volume growth would be negative, which would counteract the improvements in
margins. Furthermore there would be a risk of asset quality erosion, translating into
higher than expected cost of risk. The higher inflation also may turn out to lead to
higher than currently expected operating costs.
This said, the European banks are facing these potential headwinds from a position
of strength, after years of balance sheet repair, cost cutting, capital build up and
strategic re-focussing. We believe that a cyclical down turn should be manageable
for the banks, as was also underscored by the resilient outcome of the 2021
EBA/ECB European Banks stress test.
The chart here below sums up quite neatly how the shift in rates expectations have
had a positive impact on banks equity in January whilst having a negative impact on
the credit total returns YTD. The invasion of the Ukraine had a visible negative
impact on both equity and across the board in credit. Since March there has been a
partial recovery in equity and also in credit, leading to a YTD negative return both in
bank credit and equity. Going forward we expect the fluctuations to be mainly driven
by inflation numbers and, consequently, Central Bank guidance on rates and speed
of tapering.

EUROPEAN BANKS EQUITY TOTAL RETURN VERSUS CREDIT
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iBoxx EUR Banks Senior Pref

Source: Markit, MUFG
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iBoxx EUR Banks Senior Bail-in

As we’ve pointed out before, there is still massive funding support from the Central
Banks and the ECB in particular through the Long Term Refinancing Operations
(TLTRO III) which has now peaked at EUR2.2trn. TLTRO III had 10 operations done
every 3 months since 14 August 2019 at which point the outstanding was close to
EUR700bn, only when the pandemic hit, did the amounts shoot up to over
EUR2.2trn.
First maturities of TLTRO III are end Sep 2022 (followed by redemptions quarterly)
but more significant redemptions will only start in 2023, we expect the ECB to
smoothen this out to avoid cliff edges. We don’t expect major consequences from
this in 2022 in terms of funding or issuance for the European banks as bank deposits
with the ECB are also at record high levels, around EUR800bn.

Russia and Ukraine exposures update
As we’ve said in February, we see the impact as quite limited. There is a limited
amount of banks with visible Russia exposure. Societe Generale was one of these
and has, meanwhile, sold its Russian Bank (Rosbank) leaving it with a much reduced
exposure. Raiffaisen Bank International and Unicredit are the other two banks with
more significant Russia/Ukraine exposures.


RBI (Raiffaisen Bank International) Russia and Ukraine exposure:

RBI has EUR2.4bn and EUR0.32bn of equity and other capital in Russia and Ukraine
respectively. This amounts altogether to around 20% of consolidated group equity.
RBI reported a total CET1 capital of EUR11.8bn and RWAs of 90bn at end 21. This
leaves the CET1 at 13.1%.
There is no parent funding from Vienna to Russia and Ukraine and the cross border
exposure is quite limited at EUR1.8bn.
Russia is a very profitable business for RBI with an RoE above 20% p.a. Since
2014. The overall balance sheet in Russia is EUR22.8bn of which EUR11.6bn in
loans (Loan/Deposit ratio is 79%).
If RBI were to lose all its Russia and Ukraine capital (no remaining goodwill we
understand), the CET1 ratio drop would be limited (100bp) to 12.1% given the high
RWA decline that this would entail. If we were to add the full loss of EUR1.8bn of
cross border exposure of the group towards Russia and Ukraine (mostly through the
Corporate Banking Division) the drop would be more severe (albeit very unlikely to
materialise), 340bp in total bringing the group CET1 ratio to 9.7%.
Whilst this is the biggest relative exposure of any of the European banks' to Russia
and Ukraine it should fall within the means of RBI to manage it. The fall out of the
most severe sanctions would definitely be a hit to RBI nevertheless.
In 2021 the RBI group made EUR1.5bn up 65% from 2020, with an RoE of 10.6%



Societe Generale Russia exposure:

The sale of Rosbank by Societe Generale is welcome news for the SocGen credit.
There are few details on the transaction but the conditions of sale look better then the
worst case we could have envisaged (of just handing back the keys to the Russian
authorities). There is a form of (undisclosed) payment for the purchase of SocGen's
Russian subsidiary (including the repayment of the EUR500m subordinated loan
from SocGen to its subsidiary) that reduces the impact on SocGen CET1 capital from
50bps to 20bps only. That would bring the SocGen CET1 ratio to 13.5% from the end
2021 13.7%. This is not a bad outcome at all and is better than expected.
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SocGen walks away from a potential source of further risk and volatility without too
much of an impact. Rosbank contributed around 3% to SocGen's overall revenues
and profits.

We understand that there still is, as previously disclosed, EUR3.2 offshore exposure
to Russia out of the SocGen Corporate and Investment Division. Of these EUR3.2bn
recognised outside of Russia EUR2.6 are on balance sheet, the rest is off balance
sheets (most likely in the form of unutilised credit lines). Counterparties under
embargo represent around EUR700m in offshore net outstandings. Sanctions forbid
new activities but does not prevent the settlement of operations or necessarily the
repayment of facilities.


Unicredit Russia exposure:

AO Unicredit, which is Unicredit's Russian subsidiary, contributes around 4-5% to
Unicredit group profits. Russia has been a positive contributor to group profits since
2007 despite past sanctions rounds.
Management was asked in the call on the impact of Russia being cut off from SWIFT
international payments system. The CFO said not much:
"at this juncture, we feel that the measures on SWIFT may have been put on hold.
Given the impact on the global payment systems we are constantly evaluating and
reviewing mitigating action trying to anticipate what the sanctions could be and how
those sanctions would treat different banks and different players"
The Russian balance sheet is around EUR13bn out of a group total of EUR948bn of
Unicredit total assets.
The AO Unicredit accounts report a total equity of EUR2.4bn equivalent against the
consolidated Uncicredit book value of equity of EUR55bn and its 16.14% CET1 ratio.
We understand that all the goodwill on the Russian bank has already been written
down and there is no further information on any intragroup funding. The Unicredit
Bank AO entity has no recourse to the parent.

Valuation
In the month of March the banks’ spreads recovered about half the spread widening
seen since the beginning of the year. This happened both in EUR senior and
subordinated bank spreads. The initial re-pricing in the market started in January on
the back of the more hawkish monetary policy stance of the ECB driven by persistent
high inflation. This was then exacerbated by another bout of widening on the back of
the Ukraine invasion. After the initial kneejerk reaction the spreads tightened back on
lower issuance levels and the perception of an overdone initial widening post Ukraine
invasion. We expect a more sideways spread move going towards the summer,
albeit in a relatively wider range band.
The sub index widened from 97bp over ASW in early January to a wide of 184bp on
th
March the 8 to then recover to ASW+125bps to find a new short term level. Similar
in senior where spreads moved from 47bp to 94bp to then tighten back to 61bp. This
happened against a backdrop of constantly rising asset swap levels and other risk
free benchmarks. Despite the significant March recovery the overall yields of
subordinated and senior are back at levels seen last in January 2018, i.e. 2.5% (from
2021 lows of 0.8% for sub) and 1.9% for senior (from 2021 lows of 0.15%).
Asset swap levels jumped up significantly in Euro. I.e. the 5 Year Swap moved from
around zero at the beginning of the year to 130bp today, and this was at around 40bp in August last year. This has lifted large swathes of the euro IG credit spectrum
into positive yields. And with ECB deposit rates still at -50bp we believe that the short
end yields are now reaching a level where the carry still justifies long positions,
despite the optically tight spread levels over asset swaps. The latter is due to the
25

20 April 2022

widening of the spread of EUR ASW over the bund. Also cash prices have seen
material drops given the high proportion of very low coupon bonds in the index.
Nevertheless we expect in the coming weeks still significant uncertainty and volatility
depending on the geopolitics (Russian invasion in Ukraine developments, French
elections) with as main near term catalysts the next inflation numbers in the
Eurozone and the next ECB meeting. We prefer the 2-4 year part of the credit curve
as the downside on price is also more limited than in the longer end. It is worth to
focus on the lower beta paper and lower beta issuers which have now cheapened up
and that should present less further downside.
In case the ECB hawkishness were to be further supported by even stronger inflation
numbers, we think that the bulk of the downside should be in the belly of the curve as
the longer term economic outlook is unlikely to improve. Also, the 4-year-plus part of
the curve is likely more sensitive to the optically tight spreads (despite the higher
yields) than the more yield focussed corporate and banks’ treasury desks who focus
on the shorter end of the curve.
Finally we think that T2 has held in better than senior bail-in, especially in USD as
there is a bigger pool of more yield sensitive insurance investors across the whole
curve, including the longer end. At this point the T2 still look too compressed in
spread over ASW and therefore less attractive.
The charts below show how the Sub-Senior de-compression is mostly in USD, both
on an absolute spread widening as in multiple. In Euro the spread compression
between bail-in senior and sub has diminished with the spread multiple back at 1.8X
st
from 1.6X on March 21 . The bottom charts show how the bulk of the yield pick-up in
credit has been driven by underlying rates. In terms of spread over ASW we are still
at historically relatively tight levels. We believe that with the ECB tapering, and with
TLTRO take-up now at a peak there the spreads remain vulnerable.
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BANKS EUR AND USD SUB-SENIOR SPREAD DIFFERENTIALS AND MULTIPLES

Source: Bloomberg, MUFG
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EURO AND USD BANKS SPREAD SUBORDINATED AND SENIOR YIELDS AND ASW SPREAD

Source: iBoxx. Bloomberg, MUFG
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