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It was an incredibly volatile week in the bond market on both sides of the Atlantic, as
the month of oOctober got underway. The overarching theme come week’s end was higher
yields in both the uUS and the Euro Zzone. was this renewed move to the upside in rates
caused by any groundbreaking developments, and what could it mean going forward? Here’s
some key takeaways:

US Treasuries (UST)

o The UST 10-year yield broke above its May 2018 high point of 3.11%! and posted its
highest 1level since 2011, coming 1in just under 3.25%. While some of the key
catalysts may have been economic-related and a reversal of the ‘Italian flight-to-
quality trade’, perhaps most important were comments the market deemed ‘hawkish’
from Federal Reserve (Fed) chairman Jerome Powell.

e While Powell’s comments on the surface didn’t seem to represent any shift in Fed
policy thinking, he did state that “we may go past neutral” when referring to future

fed funds rate hikes, a more aggressive stance than the market had been priced for2.
e Headlines from the September jobs report were mixed, with the attention grabber

being the unemployment rate dropping to 3.7%, the lowest level since 19693.

e In our view, and most likely the Fed’s as well, the most noteworthy aspect continues
to be average hourly earnings (AHE), which rose at a +2.8% annual rate, or -0.1
percent below Tlast month. If AHE breaks above the +3.0% threshold, inflation
expectations could get re-ignited.

EUR Government Bonds

e The recent sell-off in treasuries is rippling through Euro bond markets as well.
This factor only added to the reversal of the Italian flight-to-quality trade.

e 10-year German bunds stand at 0.56% as of this writing, or up 14 basis points from
Tast week’s Tow; 10-year UK gilts were at 1.69%, up 17 basis points from Tast week’s
Tow while 10-yr Italian government bonds (BTPs) are at 3.39%, up 56 basis points
from levels prior to the heightened downgrade fears.

e The 10-year Bund/BTP spread had widened out 70 basis points to +303 basis points
(downgrade fears) and has since come in 19basis points from this peak.

e Back to Italy: Reports that deficit targets for 2020 and 2021 were Towered to 2.1%
and 1.8% of GDP, respectively, provided some relief to 1investors 1initially, but
skepticism abounds. The 2019 target remained at 2.4%. Downgrade-anxiety may have
been pushed off the front-burner as compared to a few days ago, but the risk of an
actual move down a notch still exists. S& has Italy’s credit rating as ‘BBB-
stable’, but the rating at Moody’s is already at ‘Baa2-negative’, so stay tuned.

e An additional concern is referred to as the “doom-loop”, or the connection between
the amount of Italian debt owned by Italian banks and how the recent sell-off could
adversely impact capital cushions. The increase in Italian debt ownership by Italian
banks is in contrast to the experience in other countries within the Euro Zone.
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conclusion

US Bottom Line: Some perspective to consider: the Fibonacci technical analysis for the
UST 10-year dating back to prior to the financial crisis places 3.32% as a 50%
retracement level. Utilizing a strictly ten-year period, the next level would be 3.45%,
a 76.4% retracement. we expect the Fed will more than Tikely raise rates in December,
and at Tleast twice 1in 2019. on the other side of the trade, any downward
economic/inflation surprise and/or negative news out of Italy, UST 1l0-year yields could
reverse course.

EUR Bottom Line: Vvolatility seems to be here to stay for the next few weeks as the
markets await any potential credit ratings action. S& is ‘on the clock’, with a new
report expected towards the end of this month. Given the ‘stable’ outlook currently in
place, S&P would have a choice between Towering the outlook to f‘negative’ and/or an
actual downgrade in the rating itself. Perhaps, once they weigh in, an important area of
uncertainty will have been removed, but unfortunately Moody’s still looms out there and
the Italian budget and banks saga seem destined to re-emerge as well.

Unless otherwise noted, data source is Bloomberg as of 5 October 2018.

Related blogs
+ Seeking to boost the yield on your Eurozone core fixed jincome exposure?

Source
1 Bloomberg, with level of 3.11% observed 17 May 2018.
2 Cox, Jeff. “Powell Says we’re a long way from neutral on interest rates, indicating more hikes are coming.” CNBC. 4 October 2018.

3 Badkar, Mamta, et al. “US Unemployment Rate Hits Lowest Level Since 1969.” FT. 5 October 2018.

View the online version of this article here.
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Important Information

Marketing communications issued in the European Economic Area (“EEA”): This
document has been issued and approved by WisdomTree Ireland Limited, which is authorised
and regulated by the Central Bank of Ireland.

Marketing communications dssued in jurisdictions outside of the EEA: This
document has been qissued and approved by WisdomTree UK Limited, which 1is authorised and
regulated by the uUnited Kingdom Financial Conduct Authority.

wisdomTree 1Ireland Limited and WwisdomTree UK Limited are each referred to as
“WisdomTree” (as applicable). our cConflicts of Interest Policy and Inventory are
available on request.

For professional clients only. The information contained in this document is for
your general information only and 1is neither an offer for sale nor a
solicitation of an offer to buy securities or shares. This document should not
be used as the basis for any investment decision. Investments may go up or down
in value and you may lose some or all of the amount invested. Past performance
is not necessarily a guide to future performance. Any decision to invest should
be based on the information contained in the appropriate prospectus and after
seeking independent investment, tax and legal advice.

The application of regulations and tax 1laws can often lead to a number of
different interpretations. Any views or opinions expressed in this communication
represent the views of wisdomTree and should not be construed as regulatory, tax
or Tlegal advice. WisdomTree makes no warranty or representation as to the
accuracy of any of the views or opinions expressed in this communication. Any
decision to invest should be based on the information contained 1in the
appropriate prospectus and after seeking independent investment, tax and Tlegal
advice.

This document is not, and under no circumstances is to be construed as, an advertisement
or any other step in furtherance of a public offering of shares or securities in the
United States or any province or territory thereof. Neither this document nor any copy
hereof should be taken, transmitted or distributed (directly or 1indirectly) into the
United States.

Although wisdomTree endeavours to ensure the accuracy of the content 1in this document,
wisdomTree does not warrant or guarantee its accuracy or correctness. Where WwisdomTree
has expressed its own opinions related to product or market activity, these views may
change. Neither wisdomTree, nor any affiliate, nor any of their respective officers,
directors, partners, or employees accepts any liability whatsoever for any direct or
consequential Toss arising from any use of this document or its contents.
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