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ECB and Euro rates: how low can we go?

In a historic move, the European Central Bank on June 5, 2014 cut
interest rates and confirmed it would embark on a broad range of
measures aimed at stimulating the Euro-zone economy via four
principal actions:

ECB Action Objective Our interpretation
Refi rate from 0.25% to 0.15%
1 Discount rate from 0.00% to -0.10% Steepening yield curves Encourages banks to lend

Marginal loan rate from 0.75% to 0.40%

Maintain excess liquidity in

2 Suspend SMP sterilization measures interbank markets

Reduce Eonia volatility

Series of Targeted Long Term Refinancing

Operations (TLTRO) Reopen the credit spigot Positive for peripheral countries

Positive for Financials, ultimate
Stimulate credit market impact will depend on size of
program

Confirm future purchase program targeting
ABS securities (quantitative easing)

Although the scope of the above measures exceeded most market
participants’ expectations, the market reaction has been muted so
far, perhaps as investors await US employment figures. The ECB has
sent the resounding message that it will continue to take the
necessary measures to combat low inflation and deflation in certain
Euro-zone countries. In addition to lowering rates across the board,
the bank committed to making cheap loans on the condition that
banks lend more to the private sector (the take-up at the first two of
eight operations is estimated at EUR 400 billion). The ECB also
indicated it would intensify its preparation to embark on quantitative
easing measures, purchasing asset-backed securities at a date to be
announced.

What does yesterday’s announcement
imply for interest rate strategies?

Over the past few months, Natixis AM’s interest rate forecasts have
pointed to lower rates and lower spreads, despite the fact that
consensus data and market sentiment maintained persistent
expectations for higher rates, linked more to higher US rate
expectations. Lower rates and spreads have been built into our
central scenario, and our in-house model recently pointed to 1.32%
as fair value for the 10 year German Bund, a level which the market
subsequently reached in recent weeks. Throughout this period,
our interest rate strategies have privileged neutral to long
durations, a view that has been rewarded since the start of
the year but which has only recently gained traction in the
market place. Indeed, leading up to the ECB announcement, we
have observed a decisive shift in investor positioning to long
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duration; the last time this kind of market reversal happened was in
2012.

However, contrary to broader market positioning, we remain more
defensive than the consensus and prefer a neutral duration posture,
because our reading of the BCE announcement implies bearish risk
for bonds as well. Our interpretation is that the ECB has sent a strong
statement to investors that they will do “whatever it takes” to extract
the Euro-zone from anemic inflation or deflation in certain countries.
The effect on ten-year yields should send them back into the lower
end of our 2014 target range of 1.50%-2.25% for the 10-year
German Bund. As such, this combination of an extremely bullish
market on the back of ECB messages represents an opportunity to
reduce duration exposure in our portfolios as rates should drift higher
into the above range. Toward the end of 2014, we could touch the
higher end of this range as US yields should reflect anticipations for
2015 FOMC tightening.

Perhaps the most beneficial measure is the four-year, EUR 400 billion
Targeted Long Term Refinancing Operation (TLTRO) to be
implemented in September and December 2014. This move targets
in particular the real economy but should benefit peripheral
European countries such as Spain and Italy, where we already
hold strong overweights. We thus maintain these positions in both
countries.

For strategies invested in credit sectors, the Quantitative Easing
program, announced to purchase ABS, should benefit the entire
sector. Natixis AM’s aggregate and credit strategies are already
overweight Financials, and confirmation of the “QE” program could
lead to an increased risk budget allocation to diversifying credits such
as convertibles and high yield.

Inflation

Finally, the implications for inflation-linked strategies are positive as
well. The ECB has in effect revised inflation expectations downward to
0.7% for 2014 and 1.1% for 2015, and suspended the sterilization
program which it had been unable to implement fully. The TLTRO
program will provide support for inflation-linked bonds. Given these
factors, current market inflation expectations of 0.8% for three years
and 1.45% for ten years are attractive in our view and justify a
continued overweight or off-benchmark allocation to inflation-linked
bonds in our government and aggregate portfolios.

What does this mean for money market
yields?

In the wake of ever-lower anticipations for Eonia rates, the question
remains “how low will we go?” However, negative money market
yields are not necessarily the logical next step.

Credit spreads should remain stable for funds with the ability to
invest across short-term credit sectors and extend weighted average
maturity, although we expect some compression as yields decline. As
such, the shortest-maturity overnight money market funds, whose
yields are close to or flat with Eonia, could indeed see significant
compression.

Natixis AM’s money market funds have already been positioned
defensively in anticipation of yesterday’s moves. In short term money
market funds, two strategies are already in place in order to maintain
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a defensive positioning: first, extending maturities several weeks out
the money market curve, and second, continuously managing the
allocation between fixed and floating rates. For example, short term
money market funds currently hold 50/50 allocations to fixed vs.
floating rate securities, and the team expects to increase the
allocation to fixed rates over the coming weeks.

In the near term, money market yields should move in line with Eonia
expectations, which center around 0.07% for the next three months,
and drift lower to 0.05% thereafter. Natixis AM’s view is that,
consistent with recent experience, given the ECB’s difficulty
implementing sterilization measures, the effect on liquidity and
downward pressure on yields will be limited, and should in
fact push Eonia to around 0.10%. Current reimbursements should
continue through year end, which could create a zero sum gain in
terms of excess liquidity, as it would limit downward pressure on
Eonia. A surprise to the upside in Eonia levels (i.e., above 0.10%) is
not to be excluded either: as observed in recent months during the
first LTRO operations, Eonia rates found support around 0.10%. We
could see higher levels in coming months as the excess liquidity
actually provided by the first two LTROs was weaker than expected.

Where’s the silver lining?

The upside for banks is a new round of very cheap term funding which
should suppress spreads further at the short end, as there will be less
need for market financing (net supply further negative). The ECB’s
readiness to take on private non-bank credit risk is a novelty and, we
believe, the best way to muddle through as banks adjust balance
sheets to the new regulation framework.

The question of whether policy will lead to materially stronger
investment and borrowing demand could be answered once the effect
of policy on inflation expectations is clear. If inflation expectations do
bottom out, this might spur current spending and bring growth back to
the Euro Area. However, if persistent low inflation or deflation should
settle in, then the ECB will just be pushing on a string and the loads of
money in the financial sector may never hit Main Street.
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This document is destined for professional clients in accordance with MIFID. It may not be used for any purpose
other than that for which it was conceived and may not be copied, published, disseminated diffused or
communicated to third parties in part or in whole without the prior written authorisation of Natixis Asset
Management.

No information contained in this document may be interpreted as being contractual in any way. This document
has been produced purely for informational purposes.

The contents of this document are issued from sources which Natixis Asset Management believes to be reliable.
However, Natixis Asset Management does not guarantee the accuracy, adequacy or completeness of
information obtained from external sources included in this material.

Natixis Asset Management reserve the right to modify the information presented in this document at any time
without notice.

Under Natixis Asset Management’s social responsibility policy, and in accordance with the treaties signed by
the French government, the funds directly managed by Natixis Asset Management do not invest in any
company that manufactures, sells or stocks anti-personnel mines and cluster bombs.

The analyses and opinions referenced herein represent the subjective views of the author(s) as referenced, are
as of the date shown and are subject to change. There can be no assurance that developments will transpire as
may be forecasted in this material. This material is provided only to investment service providers or other
Professional Clients or Qualified Investors and, when required by local regulation, only at their written request.
e In the EU (ex UK) Distributed by NGAM S.A., a Luxembourg management company authorized by the CSSF,
or one of its branch offices. NGAM S.A., 2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg.
e In the UK Provided and approved for use by NGAM UK Limited, which is authorized and regulated by the
Financial Conduct Authority. e In Switzerland Provided by NGAM, Switzerland Sarl. e In and from the DIFC
Distributed in and from the DIFC financial district to Professional Clients only by NGAM Middle East, a branch of
NGAM UK Limited, which is regulated by the DFSA. Office 603 - Level 6, Currency House Tower 2, P.O. Box
118257, DIFC, Dubai, United Arab Emirates. e In Singapore Provided by NGAM Singapore (name registration
no. 5310272FD), a division of Absolute Asia Asset Management Limited, to Institutional Investors and
Accredited Investors for information only. Absolute Asia Asset Management Limited is authorized by the
Monetary Authority of Singapore (Company registration No.199801044D) and holds a Capital Markets Services
License to provide investment management services in Singapore. Registered office: 10 Collyer Quay, #14-
07/08 Ocean Financial Centre. Singapore 049315. « In Hong Kong Issued by NGAM Hong Kong Limited. e In
Taiwan: This material is provided by NGAM Securities Investment Consulting Co., Ltd., a Securities Investment
Consulting Enterprise regulated by the Financial Supervisory Commission of the R.O0.C and a business
development unit of Natixis Global Asset Management. 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 2012
FSC SICE No. 039, Tel. +886 2 2784 5777.  In Japan Provided by Natixis Asset Management Japan Co.,
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: 2-2-3 Uchisaiwaicho, Chiyoda-ku,
Tokyo.

The above referenced entities are business development units of Natixis Global Asset Management, the holding
company of a diverse line-up of specialized investment management and distribution entities worldwide.
Although Natixis Global Asset Management believes the information provided in this material to be reliable, it
does not guarantee the accuracy, adequacy or completeness of such information.
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