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Equities plunge anew

Key Points
S&P down 4% last week

Flight-to-safety to Treasuries and Bunds
Italy rating cuts limited, spreads ease below 300bp

Credit suffers, high yield spreads much wider

Brazil bonds resists widespread weakness across emerging bond markets

The drawdown in equity markets that started on
October 3 continued last week. The drop in the S&P
index reached 9% from the peak. Japan’s Nikkei
plunged 12% over the same period, whilst European
markets are down 6-9%. This sparked flight-to-
quality as T-note yields broke below 3.10%. In
parallel, the 10s30s spread kept rising in the US.
Bund yields also trade under the 0.40% mark.

All credit spreads are widening. Since the start of the
month, spreads increased between 13bp (US and
euro IG) and as much as 75bp in US high yield.
Conversely, BTP spreads fell within 300bp against

Chart of the week

Equity market price returns since year-end 2016
(Dec 16 = 100, local currency)
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Bunds after agencies downgraded the Italian
sovereign rating by less than most investors
anticipated.

The average spread on emerging market debt shot
up by 35bp. Brazil's spread tightening does not
compensate for widespread weakness across major
markets (Mexico, Indonesia, Colombia and Chile).

The euro has fallen below $1.14. Draghi announced
no policy change. The yen strengthened to 112
against the greenback to the detriment of local
equities. Brazils’ real was up after the election of Jair
Bolsonaro as President.

Gains in 2017 has given way to
sharp corrections in equity
prices this year.

140
Fed rate rises, protectionist
130 measures and US foreign
policy have overshadowed
120 earnings growth.
110 Since the end of 2016, the S&P
100 is still up 18%. Japan remains
in positive territory with a 10%
90 gain whilst euro area stocks are
off some 2% and Shanghai
80 stocks have plunged 14%.
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Equity plunge continues

Stock markets undergo a sharp correction in October.
Most equity gauges show declines of more than 5%.
The US S&P 500 has now erased all 2018 gains. The
average level of implied volatility (VIX) since October
10t stands above 22%, which arguably better reflects
the intrinsic risk of equities. High growth in the US in
both the second (4.2%ar) and third (3.5%ar) quarters
may have marked the cycle peak. Household
consumption grew 4%ar in the third quarter but
domestic demand strength contributed to further
deterioration in the trade balance. The increase in the
external deficit between July and September knocked
off 1.7pp off growth. Business investment softened
despite growth in research and development whilst
residential investment continues to contract. The effect
from the tax reform is now fading. Tax relief contributed
a great deal to share buybacks this year. It should not
come as a surprise that the equity drawdown started
during the (buyback) blackout period ahead of the
quarterly earnings season. Corporations, have, for
years now, been the marginal buyer of shares in US
markets. Still, earnings per share growth is in positive
territory for more than 85% of companies that released
earnings so far. Utilities and consumer stocks were the
only sectors with significant misses.

In Europe, stock market performances deep in red
territory this year to date. Germany’s DAX under US
protectionist threats is down 11%. Economic growth is
weaker than in the US and internal politics (ltaly, Brexit)
continue to weigh. The first half of quarterly publications
shows a maijority of downside surprises on sales and
earnings. Energy and technology generally beat
consensus but the telecom sector appears weak. As
concerns sector performances, basic resources are
down 18% in the euro area since the start of the month.
Metal prices have declined across the board this year
by 6% (nickel) to 12% (aluminium) or even close to 20%
(zinc, lead). Cyclical sectors including chemicals,
construction and automobiles are under most pressure.

T-note yields about fair value

Current market conditions favour risk-free assets. T-
note yields fell to a weekly low at 3.06% before climbing
back towards 3.10%. Current levels are consistent with
our modelled fair value of 3.15%. Investor surveys
indicate that duration positioning has reverted to
neutrality after a long period of bearish sentiment.
Speculative accounts have reduced their short stance
but bearish positioning is still sizeable. The equity
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downshift is unlikely to change the Fed’s rate path.
Hence, the potential for bond rally appears limited from
current levels, which justifies a neutral stance in our
opinion. We are taking profits on our long-held
steepening stance on 10s30s spreads (23bp). The
yield gap has doubled since the start of the month. In
Canada, the BoC resumed hiking rates after the recent
trade deal with the US and Mexico despite lower
inflation.

Italy respite

In the euro area, flight to Bunds was modest
considering the extent of risky asset losses. The drop
in 10-year Bund yields was limited to 0.34% last week.
We have seen a pickup towards 0.40% since then as
Italy downgrades turned out to be less harsh than many
investors had feared. Moody’s did lower ltaly’s rating to
Baa3 with a stable outlook. S&P maintained its BBB
mark but assigned a negative outlook to the sovereign
rating. BTP spreads were down some 15bp to just
under 300bp on Monday. The probability of a
downgrade to high yield in the short run has been
sharply reduced, which likely sparked short covering.
That said, bond auctions remain mostly bid by local
investors, which highlights the risk of downward spiral
between local banks and the sovereign, all the more so
if the government does intervene in case of bank
stress. Furthermore, Mario Draghi showed optimism
regarding the growth and inflation outlook. Monetary
policy will remain flexible to avoid market disruption.
Nevertheless, the ECB made no formal announcement
on reinvestment policy and will unveil operational
details in December. The improvement in market
sentiment towards Italian BTPs benefitted both Spain’s
(115bp) and Portugal’s (148bp) bonds.

Credit spreads remain under pressure. Last week’s
increase amounted to 7bp in the euro investment grade
universe (128bp vs. Bunds). Mediocre earnings
releases and equity volatility took a toll on credit
markets. High yield spreads (420bp) shot up some
74bp since the end of the third quarter. US credit
markets show similar trends.

As concerns emerging markets, Brazil resisted
widespread weakness. The presidential election ignited
buying in both currency (BRL 3.64 against the dollar)
and sovereign credit markets. Turkey also stabilised
thanks to earlier monetary tightening. Conversely,
spreads were up in most Latin America countries and
in countries running external imbalances.
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G4 Government Bonds 29-Oct-18 -1wk (bp) -1m (bp) Ytd (bp)
EUR Bunds 2y -0.62 % -3 -10 +0
EUR Bunds 10y 0.38% -7 -9 -5
EUR Bunds 2s10s 100 bp -4 +1 -5
USD Treasuries 2y 2.81% -10 -1 +93
USD Treasuries 10y 3.08 % -12 +2 +67
USD Treasuries 2s10s 27 bp -2 S -25
GBP Gilt 10y 1.4 % -13 -17 +21
JPY JGB 10y 0.11 % -4 -2 +6
€ Sovereign Spreads (10y) 29-Oct-18 Ytd (bp)
France 37 bp -1 +3 +1
Italy 296 bp -8 +28 +137
Spain 117 bp -8 +14 +3
Inflation Break-evens (10y) 29-Oct-18 Ytd (bp)
EUR OATi 130 bp -5 -11 -13
USD TIPS 207 bp -5 -8 +8
GBP Gilt Index-Linked 313 bp -1 -6 +8
EUR Credit Indices 29-Oct-18 -1wk (bp) Ytd (bp)
EUR Corporate Credit OAS 128 bp +7 +14 +42
EUR Agencies OAS 57 bp +1 +7 +19
EUR Securitized - Covered OAS 59 bp +3 +9 +19
EUR Pan-European High Yield OAS 413 bp +31 +67 +119
EUR/USD CDS Indices 5y 29-Oct-18 -1wk (bp) Ytd (bp)
iTraxx IG 75 bp +2 +8 +30
iTraxx Crossover 300 bp +7 +28 +68
CDXIG 70 bp +2 +12 +21
CDX High Yield 386 bp +16 +61 +79
Emerging Markets 29-Oct-18 -1wk (bp) -1m (bp) Ytd (bp)
365 bp +15 +24 50
Currencies 29-Oct-18 -1wk (%) -1m (%) Ytd (%)
EUR/USD $1.139 -0.83 -1.56 -5.15
GBP/USD $1.280 -1.49 -1.79 -5.26
USD/IJPY ¥112.31 -0.09 +1.49 +0.34
Commodity Futures 29-Oct-18 -Twk ($) -1m($) Ytd ($)
Crude Brent $77.1 -$2.7 -$5.6 $13.5
Gold $1228.8 -$2.3 $39.8 -$74.0
Equity Market Indices 29-Oct-18 -wk (%) -1m (%) Ytd (%)
S&P 500 2653 -3.75 -8.97 -0.79
EuroStoxx 50 3155 -1.10 -7.19 -9.96
CAC 40 4989 -1.27 -9.18 -6.08
Nikkei 225 21150 -6.48 -12.31 -7.09
Shanghai Composite 2542 -4.25 -9.90 -23.13
VIX - Implied Volatility Index 25.39 29.28 109.49 129.98

Source: Bloomberg, Ostrum Asset Management
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Legal information

This material has been provided for information purposes only to investment service providers or other Professional Clients, Qualified or Institutional Investors and, when required by local
regulation, only at their written request. This material must not be used with Retail Investors.

In the E.U. (outside of the UK): Provided by Natixis Investment Managers S.A. or one of its branch offices listed below. Natixis Investment Managers S.A. is a Luxembourg management
company that is authorized by the Commission de Surveillance du Secteur Financier and is incorporated under Luxembourg laws and registered under n. B 115843. Registered office of
Natixis Investment Managers S.A.: 2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. France: Natixis Investment Managers Distribution (n.509 471 173 RCS Paris).
Registered office: 43 avenue Pierre Mendés France, 75013 Paris. Italy: Natixis Investment Managers S.A., Succursale Italiana (Bank of Italy Register of Italian Asset Management Companies
no 23458.3). Registered office: Via Larga, 2 - 20122, Milan, Italy. Germany: Natixis Investment Managers S.A., Zweigniederlassung Deutschland (Registration number: HRB 88541).
Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor, Frankfurt am Main 60322, Germany. Netherlands: Natixis Investment Managers, Nederlands (Registration number
50774670). Registered office: World Trade Center Amsterdam, Strawinskylaan 1259, D-Tower, Floor 12, 1077 XX Amsterdam, the Netherlands. Sweden: Natixis Investment Managers,
Nordics Filial (Registration number 516405-9601 - Swedish Companies Registration Office). Registered office: Kungsgatan 48 5tr, Stockholm 111 35, Sweden. Spain: Natixis Investment
Managers, Sucursal en Espafia. Serrano n°90, 6th Floor, 28006, Madrid, Spain.

In Switzerland: Provided for information purposes only by Natixis Investment Managers, Switzerland Sarl, Rue du Vieux College 10, 1204 Geneva, Switzerland or its representative office in
Zurich, Schweizergasse 6, 8001 Ztirich.

In the U.K.: Provided by Natixis Investment Managers UK Limited which is authorised and regulated by the UK Financial Conduct Authority (register no. 190258). This material is intended to
be communicated to and/or directed at persons (1) in the United Kingdom, and should not to be regarded as an offer to buy or sell, or the solicitation of any offer to buy or sell securities in
any other jurisdiction than the United Kingdom; and (2) who are authorised under the Financial Services and Markets Act 2000 (FSMA 2000); or are high net worth businesses with called up
share capital or net assets of at least £5 million or in the case of a trust assets of at least £10 million; or any other person to whom the material may otherwise lawfully be distributed in
accordance with the FSMA 2000 (Financial Promotion) Order 2005 or the FSMA 2000 (Promotion of Collective Investment Schemes) (Exemptions) Order 2001 (the "Intended Recipients").
The fund, services or opinions referred to in this material are only available to the Intended Recipients and this material must not be relied nor acted upon by any other persons. Registered
Office: Natixis Investment Managers UK Limited, One Carter Lane, London, EC4V 5ER.

In the DIFC: Provided in and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch) which is regulated by the DFSA. Related financial products or services
are only available to persons who have sufficient financial experience and understanding to participate in financial markets within the DIFC, and qualify as Professional Clients as defined by
the DFSA. Registered office: Office 603 - Level 6, Currency House Tower 2, PO Box 118257, DIFC, Dubai, United Arab Emirates.

In Japan: Provided by Natixis Investment Managers Japan Co., Ltd., Registration No.: Director-General of the Kanto Local Financial Bureau (kinsho) No. 425. Content of Business: The
Company conducts discretionary asset management business and investment advisory and agency business as a Financial Instruments Business Operator. Registered address: 1-4-5,
Roppongi, Minato-ku, Tokyo.

In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting (Taipei) Co., Ltd., a Securities Investment Consulting Enterprise regulated by the Financial Supervisory
Commission of the R.O.C . Registered address: 16F-1, No. 76, Section 2, Tun Hwa South Road, Taipei, Taiwan, Da-An District, 106 (Ruentex Financial Building I), R.O.C., license number
2017 FSC SICE No. 018, Tel. +886 2 2784 5777.

In Singapore: Provided by Natixis Investment Managers Singapore (name registration no. 53102724D) to distributors and institutional investors for informational purposes only. Natixis
Investment Managers Singapore is a division of Ostrum Asset Management Asia Limited (company registration no. 199801044D). Registered address of Natixis Investment Managers
Singapore: 10 Collyer Quay, #14-07/08 Ocean Financial Centre, Singapore 049315.

In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to institutional/ corporate professional investors only.

In Australia: Provided by Natixis Investment Managers Australia Pty Limited (ABN 60 088 786 289) (AFSL No. 246830) and is intended for the general information of financial advisers and
wholesale clients only .

In New Zealand: This document is intended for the general information of New Zealand wholesale investors only and does not constitute financial advice. This is not a regulated offer for the
purposes of the Financial Markets Conduct Act 2013 (FMCA) and is only available to New Zealand investors who have certified that they meet the requirements in the FMCA for wholesale
investors. Natixis Investment Managers Australia Pty Limited is not a registered financial service provider in New Zealand.

In Latin America: Provided by Natixis Investment Managers S.A.

In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly registered investment advisor, authorised and supervised by the Central Bank of Uruguay. Office: San Lucar 1491,
oficina 102B, Montevideo, Uruguay, CP 11500. The sale or offer of any units of a fund qualifies as a private placement pursuant to section 2 of Uruguayan law 18,627.

In Colombia: Provided by Natixis Investment Managers S.A. Oficina de Representacion (Colombia) to professional clients for informational purposes only as permitted under Decree 2555 of
2010. Any products, services or investments referred to herein are rendered exclusively outside of Colombia. This material does not constitute a public offering in Colombia and is addressed
to less than 100 specifically identified investors.

In Mexico: Provided by Natixis IM Mexico, S. de R.L. de C.V., which is not a regulated financial entity or an investment manager in terms of the Mexican Securities Market Law (Ley del
Mercado de Valores) and is not registered with the Comisién Nacional Bancaria y de Valores (CNBV) or any other Mexican authority. Any products, services or investments referred to herein
that require authorization or license are rendered exclusively outside of Mexico. Natixis Investment Managers is an entity organized under the laws of France and is not authorized by or
registered with the CNBV or any other Mexican authority to operate within Mexico as an investment manager in terms of the Mexican Securities Market Law (Ley del Mercado de Valores).
Any use of the expression or reference contained herein to “Investment Managers” is made to Natixis Investment Managers and/or any of the investment management subsidiaries of Natixis
Investment Managers, which are also not authorized by or registered with the CNBV or any other Mexican authority to operate within Mexico as investment managers.

The above referenced entities are business development units of Natixis Investment Managers, the holding company of a diverse line-up of specialised investment management and distribution
entities worldwide. The investment management subsidiaries of Natixis Investment Managers conduct any regulated activities only in and from the jurisdictions in which they are licensed or
authorized. Their services and the products they manage are not available to all investors in all jurisdictions. It is the responsibility of each investment service provider to ensure that the
offering or sale of fund shares or third party investment services to its clients complies with the relevant national law.

The provision of this material and/or reference to specific securities, sectors, or markets within this material does not constitute investment advice, or a recommendation or an offer to buy or
to sell any security, or an offer of any regulated financial activity. Investors should consider the investment objectives, risks and expenses of any investment carefully before investing. The
analyses, opinions, and certain of the investment themes and processes referenced herein represent the views of the portfolio manager(s) as of the date indicated. These, as well as the
portfolio holdings and characteristics shown, are subject to change. There can be no assurance that developments will transpire as may be forecasted in this material. Past performance
information presented is not indicative of future performance.

Although Natixis Investment Managers believes the information provided in this material to be reliable, including that from third party sources, it does not guarantee the accuracy, adequacy,
or completeness of such information. This material may not be distributed, published, or reproduced, in whole or in part.

All amounts shown are expressed in USD unless otherwise indicated.
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