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A breakthrough for Bunds
The 10-year German Bund yield broke the 0.50% threshold for the first time since May. Does this reflect a shift in the eurozone inflation
regime? Keep watching the data.

Fundamentals:
European growth remains above trend, although recent data prints suggest a softening in momentum. The eurozone manufacturing
purchasing managers’ index weakened in September, as did consumer confidence, though the German Ifo was more encouraging,
suggesting improved business sentiment. However, recent moves in the European government bond space have been driven more by
the inflation narrative—in particular, European Central Bank (ECB) president Mario Draghi’s comment that he expects a “relatively
vigorous” pickup in underlying inflation, which has caused the market to question the central bank’s future path of rate hikes. The
ECB has long expected an increase in inflation, but these forecasts have previously seemed optimistic. This time, there is more
reason to believe that they could be right. First, slack has diminished in the economy, with eurozone unemployment at the lowest
level since 2008. This has begun to feed through into wages: an average of eurozone wage measures registers at the highest point in
nine years. And finally, base effects are likely to bias inflation upwards over the next few months. While the ECB’s forward guidance
has been extremely clear, making a rate rise very unlikely before September 2019, we could see a more hawkish path of rate hikes if
inflation picks up—and more specifically, if wage inflation feeds through into core inflation.
Historically, ECB inflation forecasts have seemed optimistic—but this time could be different

Source: European Central Bank; data as of September 2018. y/y=year on year.

Quantitative valuations:
German 10-year Bund yields closed at 0.54% on 25 September, breaking through the key technical level of 0.50% for the first time
since 23 May. While a meaningful upward move from current levels is contingent on inflation data, it’s worth noting that fair value
models suggest the 10-year Bund yield should be materially higher. Currency markets have reacted on the back of the rates move,
with the euro 0.9% stronger vs. the US dollar over the past week, to close at 1.18—the highest level since mid-June (data to 25
September).

Technicals:
The ECB’s quantitative easing programme has been running for well over three years, providing unprecedented support to the
European bond market. Year to date, these asset purchases have absorbed essentially all of the total net sovereign issuance across
the eurozone. With a step down in purchases due on 3 October—from EUR 30 billion per month to EUR 15 billion—before a complete
cessation by the end of the year, a key structural driver of the market will disappear. While this process has been clearly telegraphed
by the ECB and is therefore priced into markets, it is nevertheless supportive of higher government bond yields across the region.

What does this mean for fixed income investors?
We believe the grind higher in German Bund yields could persist, though a meaningful break out of the recent range will require clear evidence that
inflation is trending upwards. As a result, we remain cautious on core government bonds—though we note that any pickup in political risk could see them
resume their safe haven status. History tells us that credit sectors could have the ability to absorb any move higher in rates, so long as the higher yield
environment is not driven by a monetary policy shock.

About the Bond Bulletin
Each week J.P. Morgan Asset Management's Global Fixed
Income, Currency and Commodities group reviews key
issues for bond investors through the lens of its common
Fundamental, Quantitative Valuation and Technical (FQT)
research framework.
Our common research language based on Fundamental,
Quantitative Valuation and Technical analysis provides a
framework for comparing research across fixed income
sectors and allows for the global integration of investment
ideas.

Fundamental factors include macroeconomic data
(such as growth and inflation) as well as corporate
health figures (such as default rates, earnings and
leverage metrics)
Quantitative valuations is a measure of the extent to
which a sector or security is rich or cheap (on both an
absolute basis as well as versus history and relative to
other sectors)
Technical factors are primarily supply and demand
dynamics (issuance and flows), as well as investor
positioning and momentum

NOT FOR RETAIL DISTRIBUTION: This communication has been prepared exclusively for institutional, wholesale, professional clients and qualified investors only, as defined by local
laws and regulations.
The views contained herein are not to be taken as advice or a recommendation to buy or sell any investment in any jurisdiction, nor is it a commitment from J.P. Morgan Asset Management
or any of its subsidiaries to participate in any of the transactions mentioned herein. Any forecasts, figures, opinions or investment techniques and strategies set out are for information
purposes only, based on certain assumptions and current market conditions and are subject to change without prior notice. All information presented herein is considered to be accurate at
the time of production. This material does not contain sufficient information to support an investment decision and it should not be relied upon by you in evaluating the merits of investing in
any securities or products. In addition, users should make an independent assessment of the legal, regulatory, tax, credit and accounting implications and determine, together with their own
professional advisers, if any investment mentioned herein is believed to be suitable to their personal goals. Investors should ensure that they obtain all available relevant information before
making any investment. It should be noted that investment involves risks, the value of investments and the income from them may fluctuate in accordance with market conditions and
taxation agreements and investors may not get back the full amount invested. Both past performance and yield are not a reliable indicator of current and future results.
J.P. Morgan Asset Management is the brand for the asset management business of JPMorgan Chase & Co. and its affiliates worldwide. This communication is issued by the following entities: in
the United Kingdom by JPMorgan Asset Management (UK) Limited, which is authorized and regulated by the Financial Conduct Authority; in other European jurisdictions by JPMorgan Asset
Management (Europe) S.à r.l.; in Hong Kong by JF Asset Management Limited, or JPMorgan Funds (Asia) Limited, or JPMorgan Asset Management Real Assets (Asia) Limited; in Singapore by
JPMorgan Asset Management (Singapore) Limited (Co. Reg. No. 197601586K), or JPMorgan Asset Management Real Assets (Singapore) Pte Ltd (Co. Reg. No. 201120355E); in Taiwan by
JPMorgan Asset Management (Taiwan) Limited; in Japan by JPMorgan Asset Management (Japan) Limited which is a member of the Investment Trusts Association, Japan, the Japan
Investment Advisers Association, Type II Financial Instruments Firms Association and the Japan Securities Dealers Association and is regulated by the Financial Services Agency (registration
number “Kanto Local Finance Bureau (Financial Instruments Firm) No. 330”); in Korea by JPMorgan Asset Management (Korea) Company Limited; in Australia to wholesale clients only as
defined in section 761A and 761G of the Corporations Act 2001 (Cth) by JPMorgan Asset Management (Australia) Limited (ABN 55143832080) (AFSL 376919); in Brazil by Banco J.P. Morgan
S.A.; in Canada for institutional clients’ use only by JPMorgan Asset Management (Canada) Inc., and in the United States by JPMorgan Distribution Services Inc. and J.P. Morgan Institutional
Investments, Inc., both members of FINRA/SIPC.; and J.P. Morgan Investment Management Inc.
Copyright 2018 JPMorgan Chase & Co. All rights reserved.
0903c02a823b1bf8

