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TUESDAY, JUNE 28, 2022 

• US Treasury auctions show weak results with little investor appetite (link)  

• ECB to apply flexibility in PEPP reinvestments starting July 1 (link) 

• Collateral demand for German bunds remains very strong (link) 

• Metals track for the worst quarterly losses in more than a decade (link) 

• Agricultural commodity prices fall sharply (link)  

• China softens quarantine rule, pledges continued support (link)  

• Hungarian central bank surprises markets with a 185 bps hike (link) 
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China softens quarantine rules, ECB signals potentially faster rate hikes 
Global equity markets are higher this morning after China eased some of its Covid related 
quarantine rules, including reducing the amount of time travelers need to isolate. European equities 
are up roughly 1% with a similar move in Chinese equities overnight. Meanwhile expectations for a more 
hawkish ECB are higher af ter ECB president Lagarde said that the central bank is willing to increase the 
pace of hikes if needed. The end-year implied policy rate is 8 bps higher to 1.07%. The 10-year bund yield 
is up 10 bps this morning, while the spreads of other Euro area countries are declining after Lagarde said 
that the ECB will be f lexible in re-investing redemptions f rom its PEPP portfolio. The Hungarian forint 
jumped over 1% as the central bank surprised markets with a 185 bps hike, while analysts had expected 
either a 50 bps or 100 bps move. 

 

 

http://www.cvent.com/api/email/dispatch/v1/click/7m5gjzlpkltd4g/kr5j7w4y/aHR0cHMlM0ElMkYlMkZ3d3cuaW1mY29ubmVjdC5vcmclMkZjb250ZW50JTJGaW1mJTJGZW4lMkZnbW0lMkZhcmNoaXZlLmh0bWwmU1U2YyUyRkpWNXpnWSUyQjdGYmdRWTZpSDBrVERJSXlOS2FSZGhVYWVFcXlwYTAlM0Qmb25saW5lK2FyY2hpdmU
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United States 
US equities declined after opening higher on Monday, with the S&P 500 closing down 0.3%.  Energy 
stocks led gains while tech and consumer lagged, with the Nasdaq underperforming (-0.8%). US Treasury 
yields edged higher, with 10-year yields climbing 7 bps to 3.20% amid weak 2-year and 5-year auctions.   

According to a Blomberg survey, analysts expect the S&P 500 Index to close at 3,700 this year on 
average (5% down from Monday's close at 3,900), 21% down from a survey in December (4,700).  Amid a 
lack of conviction on the market trough, investors continue cautiously looking for direction. A positive sign 
is that the put-call ratio for the S&P 500 (left chart) returned to its average af ter spiking earlier this 
month, signaling less demand for downside hedging may soften market pressures. JP Morgan Analysts 
said that US equities might be supported by month and quarter-end rebalance flow. Also, market 
positioning is favorable for equities: cash balance and short positions have reached record levels recently.   

      

For the risks, Morgan Stanley analysts, who have been bearish, see 3,400–3,500 as their base 
scenario, with a warning about a further decline in their recession scenario. They pointed out that EPS 
contracted 14% on average during past recessions.  Such a decline in EPS would take the S&P 500 
down another 20% to 3,000. They also note that in the recession scenario, with slowing consumer 
spending, retail, textiles and apparel, and hotels, restaurants & leisure appear to face more adverse effects.  

The US Treasury 2-year and 5-year auctions showed soft results with little investor appetite despite 
the highest yields since 2007–2008. The 5-year auction closed 3.6 bps above the pre-caution level, the 
worst tail since 2010. Meantime, JP Morgan analysts expect that demand dynamics of US Treasury 
markets are likely to remain challenging since three main demand sources—the Fed, domestic, 
commercial banks, and foreign investors—have stepped away somewhat. Demand f rom domestic 
and commercial banks so far has been weak, and this trend is likely to continue as shrinking reserves 
associated with the Fed B/S run-off will cause slower deposit growth and reduce demand for securities. On 
top of that, an extension of mortgage assets on bank's B/S is likely to lead lower demand.  Foreign investors 
are expected to reduce appetite as the currency-hedged yields are not as attractive anymore (right chart). 
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Euro area  
Equities (+1%) rose as 10-yr German bund yields (+11 bps to 1.65%) traded sharply higher with money 
markets pricing in a higher ECB policy rate in Dec (+8 bps to 1.07%) after ECB president Lagarde said that 
the ECB is willing to pick up the pace of rate hikes if needed.  

Italian 10-yr spreads fell 5 bps to 191 bps as President Lagarde said that the ECB will apply flexibility in 
reinvesting redemptions coming due in its pandemic PEPP portfolio (of around €1.7 tn) as of Friday, July 1.  

The ECB is expected to end net purchases in its regular PSPP program today as tomorrow's 
secondary market purchases would settle in July—and net asset purchases are to come to an end this 
month. The ECB said last week that the PSPP program will head into its reinvestment phase, with 
redemptions reinvested in the same asset class in which principal repayments are made and reinvestment 
are distributed over time.  

According to a Reuters story, the ECB is considering sterilizing bond purchases under its new anti-
f ragmentation tool with liquidity-absorbing auctions, rather than selling bonds f rom core countries. Fixed-
term deposits were used by the ECB between 2010–12 to sterilize the impact f rom purchases in the 
Securities Market Program (SMP). The ECB then of fered one-week f ixed term deposits through variable 
rate tenders to absorb the SMP amount in the previous week. Fixed-term deposits were used until June 
2014 af ter the ECB introduced negative rates. 

 

Contacts believe that conditionality could prove a major obstacle for the new anti-fragmentation 
tool given open questions on the type of conditionality attached to the new instrument and who decides 
whether it is being met. ECB sources have suggested to use the European semester—country-specific 
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recommendations—and reforms under NGEU. This would delink the new program f rom the European 
Stability Mechanism required for OMT. Bank of  America points out that the fulf ilment status of country-
specific recommendations (CSRs) by the European Commission can be slow. 

Analysts warn that the structural collateral scarcity in German bunds remains very visible, with 
extreme moves in repo spreads persisting. Cross-country repo spreads are widening substantially as 
French, Spanish, and Italian averages are not following the richening trend observable in German collateral.  

 

Metals rebound notably on Monday from the last few 
weeks' sharp declines, but they are still on track for the 
worst quarterly losses in more than a decade amid 
recession fears and broad risk-off move in assets. Tin has 
dropped by 37%, Nickel and Aluminum declined nearly 
30%, and Copper fell by 20% this quarter. GS analysts 
said that the recent sharp move reflects financial 
liquidation pressures rather than any deterioration in 
fundamentals. They explained that for most base 
metals, inventories are low, and there are robust 
demands f rom advanced economies as well as improving 
Chinese demand, causing the tight demand-supply condition.  They also noted that despite the solid 
fundamentals, the price pressures may continue until significant responses emerge to reflect the dislocation 
in price f rom fundamentals.      

Agricultural commodity prices have been falling 
sharply since mid-May. The Bloomberg Agriculture 
Spot subindex, composed of futures contracts on corn, 
soybeans, and wheat, has fallen 20% since mid-May. 
Bloomberg reports that fear of grain shortages are easing 
as large harvests are now expected in key producers. 
Recession worries are also leading to lower demand 
expectations. Of course, future fuel and fertilizer prices 
will also play a big role in determining food prices in the 
future. 

Japan 
Equities firmed 1.1%. Japan’s property sector (Topix real estate index YTD: +10.3%) outperformed banks 
(TOPIX bank index YTD: +9.1%) so far in 2022 amid persisting BOJ dovishness, Bloomberg notes. 
Separately, PM Kishida’s poll support slumped ahead of Japan’s July 10 upper house vote. 
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Government rating fell to 50% from 59% two weeks ago, with more than 40% of respondents most worried 
about economic measures, local media reported. Nonetheless, Kishida’s party and its junior coalition 
partner are expected to retain their upper house majority. The yen weakened 0.2%. 10-year yields were 
little changed, meanwhile central bank ownership of Japanese Government Bonds crossed 50%. 

 

Emerging Markets          back to top 
Asian equities climbed 0.5% on net. The Philippines (+1.7%) and Vietnam (+1.3%) led gains, Sri Lanka 
fell 1.9%. Asian currencies were mixed. The Thai baht strengthened 0.6% supported by optimism about 
China cutting quarantine requirements; the Indian rupee weakened 0.5%. India’s central bank was 
reportedly intervening in the spot and futures market on Tuesday as it did across markets in recent months 
to defend currency, according to Bloomberg. 10-year yields were mixed too. India f irmed 5 bps; the 
Philippines slipped 4 bps. Sri Lanka has restricted fuel distribution until July 10 and told its residents to 
remain home, with public inter-provincial transport likely to be ceased. Equity markets were up across 
the board in EMEA, with most markets gaining at least 1%, and the Czech Republic gaining 2%. 
Currencies were mostly down, with the Turkish lira and the South African rand losing to the dollar (-0.5% 
to 16.6/$ and -0.15% to 15.9/$ respectively), the Polish zloty losing (0.3% to 4.7/euro) while the Hungarian 
forint was gaining (+0.5% to 400.4/euro), ahead of the central bank’s rate decision later today. Yields on 
Central European local bonds continue to climb so far this week, reversing last week’s trend. Polish 10y 
yields are now 7.5%, after a high of 8% on June 20, and a low of 6.9% last Thursday. In Latin America, 
currencies were little changed with the Chilean and Colombian markets closed for local holidays. Following 
a strong depreciation of the Chilean Peso (-10% over the last month)—partly driven by falling copper 
prices—the Ministry of Finance announced it will auction up to $5 bn during the next 60 days which should 
provide some support to the peso after the market reopens. 

China 
Equities continued to rally (Shanghai: +0.9%, 
Shenzhen: +1.2%) as China eased quarantine 
requirements. Separately, China’s economic 
planner reiterated a pledge to use policy 
reserves when necessary. According to the 
National Development and Reform Commission, 
the government will coordinate Covid control and 
economic development in a highly effective way, 
adjusting policy based on the local situation to 
contain outbreaks and avoiding one-size-fits-all 
policies, Bloomberg reported. It will accelerate the resumption of work, ease transportation and logistics 
problems, and restore normal production and life, while retaining dynamic Covid Zero. The NDRC will 
appropriately front-load the construction of inf rastructure that can help guide industrial development and 
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urbanization. Earlier this week, Governor Yi affirmed continued monetary accommodation. Yi noted 
China’s low real interest rate and a stable inf lation outlook. He also pledged to continue to focus on 
structural policies such as support for smaller businesses and green projects. Separately, China will 
encourage foreign investment in more sectors. It plans to incrementally remove limits outside of  its 
negative investment list, Bloomberg reported. The renminbi appreciated 0.1%, 10-year yields firmed 2 
bps.  

Hungary 
The Hungarian Central Bank surprised markets with a very large hike in the base rate (185 bps to 
7.75%), much above expectations (split between 50 and 100 bps). The Hungarian forint subsequently 
jumped 1.25% to 397.3/euro. The Hungarian forint was already gaining ahead of the central bank’s rate 
decision. Last month, governor Virag had flagged that the tightening would be more gradual, but the one-
week deposit rate was hiked by 50 bps two weeks ago, leaving market participants wondering whether a 
large hike was in the cards today. 

Argentina 
The government today is looking to sell some 250 billion pesos ($2 bn) of inflation-linked notes and 
other securities. JP Morgan highlights that there is a growing reluctance of domestic agents to roll over 
local currency debt at sustainable rates in 2H22 and 2023, which in turns makes it difficult for the authorities 
to honor deficit monetization targets. Short term real yields have increased to 12% recently (LHS chart), 
implying an all-in nominal rate of  over 70% according to Bloomberg. At the same time, the parallel peso 
rate has made new lows (LHS chart) as dollar demand remains high, and Global USD bond prices have 
declined to a new post restructuring low (RHS chart). 

    
Source: Bloomberg 
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