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US VERSUS THE EUROZONE: INFLATION DIVERGENCE CAUSES MONETARY DESYNCHRONIZATION AND LOWERS BOND

MARKET CORRELATION

The evolution of long-term government bond yields tends to be highly

correlated internationally. This may reflect the synchronization of

real growth, inflation and monetary policy, the role of fluctuations
in risk appetite -which are also very correlated globally- as well
as international capital flows by investors seeking attractive
opportunities in terms of yield.

Chart 1 illustrates this phenomenon for US and German 10-year
yields. Clearly, the relationship between weekly changes in both
markets is very close -the changes having the same sign in about
80% of observations!- but, as shown in chart 2, it fluctuates over time.
Historically, the beta from the regression of the weekly change in
German yields as a function of the weekly change in US yields has
fluctuated more for 2-year yields than for 10-year yields.

This may reflect a bigger influence on the former of the near-term
outlook for monetary policy. Sometimes this is highly synchronised
-which is associated with a high beta- and sometimes it isn‘t, in
which case the beta will be low. Since 2014, the beta for long-
term bond yields has been higher than for short-term yields most
of the time. To a large extent this is related to a stable and very
accommodative monetary policy, with rates being at the zero lower
bound in the US and even in negative territory in the Eurozone for
a considerable number of years. This weighs on the beta for 2-year
bonds, whereas for 10-year bonds, fluctuations in the term premium
play a bigger role.

The high correlation between changes in long-term yields in the
US and Germany is particularly important at the current juncture,
considering the change in tone from the Federal Reserve. Until
recently, the message was that the Fed would soon become
sufficiently confident that inflation would move sustainably to 2%.2

However, against a background of ongoing growth resilience and
stubborn inflation, this message has now changed, with Fed Chairman
Jerome Powell noting that “it will likely take more time for officials
to gain the necessary confidence that price growth is headed toward
the Fed's 2% goal before lower borrowing costs.”® This vindicates
developments in the US Treasury market, which has seen an increase
in 10-year yields since the start of the year of 75 basis points.

Historically there is a very close correlation between changes in US Treasury yields and German Bund yields. This is relevant at the current
juncture, considering that the recent hawkish twist in the tone of the Federal Reserve might continue to push US long-term interest rates higher
and put upward pressure on bond yields in the Eurozone. However, since the start of the year, the increase in Bund yields is lower than expected
based on the past statistical relationship. This probably reflects a conviction by investors that the ECB will start cutting its policy rate earlier
than the Federal Reserve. This monetary desynchronisation is linked to a notable difference in terms of inflation with the US. Therefore, when
the ECB signals that it will cut policy rates in the near term, markets are not surprised. What's more, the message from the ECB is credible
because it is underpinned by the view that monetary policy thus far has been successful in bringing and keeping inflation on a path towards its
target. Successful disinflation thus cushions the impact of higher US Treasury yields on long-term interest rates in the Eurozone.
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Should the likelihood increase that the Federal Reserve refrains from
cutting rates this year, Treasury yields would probably continue to
rise, which, given the bond market correlation discussed above, could
put upward pressure on yields in the Eurozone.

Such a development would be most unwelcome because it might
delay the economic recovery there. This concern is warranted. After
all, in Germany, the 10-year Bund yield has increased 46 bp since
the start of the year, much less so than in the US. This reflects, for
a part, a repricing of the monetary policy outlook with rate cuts
starting later -June rather than April- and being more gradual. The
increase in US yields has certainly also played a role, in line with the
historical relationship. How does the rise in German yields compare
to expectations based on the statistical relationship between both
bond markets and given the change in US yields?

1 Since 2000, the weekly change in yields was of a different sign in 19% of the observations. In 9% (10%) of the cases, US yields declined (increased) and German yields increased
(declined). The analysis'is based on’the weekly average of daily observations to reduce the impact of the time zone difference between the US and Germany.

2 Source: Fed Is ‘Not Far’ From Confidence Needed to Cut Rates, Powell Says, Bloomberg, 7 March 2024.
3 Source: Powell Signals Rate-Cut Delay After Run of Inflation Surprises, Bloomberg, 16 April 2024.
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Chart 3 shows the difference between the observed change in Bund

yields and the estimated change. In recent weeks, this difference
-which corresponds to the regression residual- has become

increasingly negative, implying that the rise in German yields has ——10 years 2 years

been smaller than expected. This probably reflects a conviction by '
investors that the ECB will start cutting its policy rate earlier than 2,0
the Federal Reserve* This monetary desynchronisation is linked to a

notable difference in terms of inflation, which continues to decline in 13
the Eurozone whereas this movement has stopped, at least for the 10
time being, in the US. ’
Therefore, when the ECB signals® that it will cut policy rates in the 0°
near term, markets are not surprised. What's more, they consider o0
such a move is warranted: the message from the ECB is credible

because it is underpinned by the view that monetary policy thus 05
far has been successful in bringing and keeping inflation on a path
towards its target. Successful disinflation thus cushions the impact of
higher US Treasury yields on long-term interest rates in the Eurozone. CHART
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GERMAN BUND 10-YEAR RATE: OBSERVED MINUS ESTIMATED CHANGE
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4 For more details and updated forecasts, see our latest issue of EcoPerspectives (Eco Perspectives 2nd Quarter 2024~ Economic Research - BNP Paribas), 17 April 2024.
5 Arecent example was the interview of ECB President Christine Lagarde on CNBC on 16 April 2024. Lagarde says ECB will cut rates soon, barring any major surprises (cnbc.com)
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https://economic-research.bnpparibas.com/pdf/en-US/Perspectives-2nd-Quarter-2024-4/17/2024,49506
https://www.cnbc.com/2024/04/16/lagarde-says-ecb-will-cut-rates-soon-barring-any-major-surprises.html

