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Monetary policy takes centre stage

Graph 1

Change in yields around the date of
the ECB Forum in Sintra®

Ten-year government bond yields

Break-even inflation expectations
from inflation-indexed bonds
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The vertical line in the centre panel indicates 27 June 2017 (ECE Forum on Central Banking, Sintra).

1 27 June 2017 corresponds to zero on the horizantal axis; the other values on that axis correspond to the number of days before/after

27 June 2017,

Sources: Bloomberg; BIS calculations.
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Declining expectations of monetary policy tightening despite strong outlook Graph 2
Yield curve slopel Expected path of PMIs and profit margins®®  Economic surprise index®
tightening versus past
episodes?
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! Difference between one-year and one-month overnight index swap rates.  # For US, fed funds 30-day future; for EA, three-month Euribor;
for JP, three-month euroyen Tibor; for GB, 90-day sterling. * As of 6 September 2017. # From start of monetary policy tightening.
Mormalisation episodes (average across episodes, where applicable): for EA, 1999-2000 and 2005-08; for JP, 1989-90; for GB, 1988-89, 2003-
04 and 2006-07; for US, 1957-89, 1994-95, 2004-06 and 2015-17. = A value of 50 indicates that the number of firms reporting business
expansion and contraction is equal; a value above 50 indicates expansion. ¢ Values for July 2017. 7 For EMEs, weighted average based on
GDP and PPP exchange rates of BR, CN, IN, MX, RU and TR. # Growth in profit margins from July 2016 to July 2017. For EMEs, countries
included in the MSCIEM index. # Citi Economic Surprise Index.

Sources: Bloomberg; Datastream; BIS calculations,
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Buoyant markets Graph 3
Equity prices Sovereign spreads
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The vertical line in the bottom right-hand panel indicates 29 August 2017 {North Korean missile launched over Japan).

L JPMorgan EMEL Global index, z-spread to worst.  * Option-adjusted spreads over treasuries.  ? Credit default swaps on senior unsecured
debt, five-year maturity.

Sources: Bank of America Merrill Lynch; Bloomberg; Datastream; JPMorgan Chase; Markit; BIS calculations.
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Implied volatilities and volatility risk premia are low

In percentage points Graph 5
Implied volatility Volatility risk premia®
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— Implied volatility®

—— Projected realised volatility”

! JPMorgan VXY Global index.  * Implied volatility (IV) of at-the-money options on long-term bond futures of DE, GB, JP and US; weighted
average based on GDP and PPP exchange rates.  * IV of S&P 500, EURO STOXX 50, FTSE 100 and Nikkei 225 indices; weighted average based

on market capitalisation. * Monthly averages of daily data.

% Estimate obtained as the difference between implied volatility and projected

realised volatility: see G Bekaert, M Hoerova and M Lo Duca, “Risk, uncertainty and monetary pelicy”, Journal of Monetary Economics, vol 60,

no 7, 2013, pp 771-88. © VIX, Chicago Board Options Exchange S&P 500 implied volatility index.

7 Forward-looking estimate of realised

volatility; see T Anderson, F Diebold, T Bollerslev and P Labys, "Modeling and forecasting realized volatility”, Econometrica, vol 71, no 2, March

2003, pp 579625,

Sources: Bloomberg; Oxford-Man Institute, https//realized.oxford-man.oxac.ukys BIS calculations,
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Low volatility is normal for equities but unusual for bonds in tightening episades Graph 6
Volatility in past tightening episodes® US CFTC net positioning in VIX Skew index
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= Net positions in VIX futures, = (CBOE Skew Index

non-commercial
The dashed horizontal lines in the centre and right-hand panels indicate the long-term averages of the correspending series (2007-latest).

* The blue asterisks represent the last 90-day average prior to 5 September 2017; EQ Imp = VI¥, EQ Real = S&P 500, Bond Imp = Merrill
Lynch's MOWE Index; the box plots capture three episodes: February 1994-April 1995, July 199%-June 2000 and July 2004-July 2008, Data are

standardised based on the historical averages and standard deviations from 1990,

position in VIX futures taken by non-commercial traders,

* A negative number indicates an aggregate net short

Sources: US Commadity Futures Trading Commission (CFTC); Bloomberg; Datastream; BIS calculations.
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"Risk on” Graph 7
Flows to EME funds and Margin debt in equity Price/earnings ratios Components of bond
carry trade index markets? yields’
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The dashed lines in the third panel indicate the long-term averages of the CAPE ratio (December 1982-latest for EU and US; January 2012-
latest for EMEs).

! The Blaomberg EM-8 Carry Trade Index measures the cumulative total return of a buy-and-hold carry trade position that is leng eight EME
currencies (BRL, IDR, INR, HUF, MXP, PLN, TRY and ZAR) and fully funded with shert positions in the US dollar. It is assumed that the investment
is in three-month meney market securities, with each of the eight EME currencies assigned an equal weight in the currency basket. 2 Monthly
data; for August 2017, weekly data up to 30 August (scaled by an adjustment factor).  ? Credit balance is calculated as the sum of free credit
cash accounts and credit balances in margin accounts minus margin debt.  # For each country/region, the CAPE ratio is calculated as the
inflation-adjusted MSCI equity price index (in local currency) divided by the 10-year moving average of inflation-adjusted reported
earnings. ° Eurcpean advanced economies included in the MSCI Europe index. ¢ Weighted averages based on GDP and PPP weights of
BR, CN, HK, IN, KR, MX, PL, RU, 5G, TR, TW and ZA. 7 Decomposition of the 10-year nominal yield according to an estimated joint
macroeconomic and term structure model; see P Hérdahl and O Tristani, “Inflation risk premia in the euro area and the United States”,
International Journal of Central Banking, September 2014, Yields are expressed in zere coupan terms; for the eurc area, French government

bend data are used.

¢ Difference between the 10-year nominal zero coupon yield and the 10-year estimated term premium.

Sources: Barclays; Bloomberg; Datastream; EPFR; New York Stock Exchange; BIS calculations.

EREBNE, fAEFETHIIEERRR

e, mRE I 6 AT EIA R 1 i
EIuHIET AL, [R5 R GRHER A1)
PRABIIR DB A FiF7 K R AT Bt N — 4 A
) 65% T+ T 75% (& 7-1). Bk, &
e 2 it Hh 55 R BB A ETE T, (H3RL
HIFEZ T 2011 4E LR IMHTK .

Fk, ArEARIZERCERIFRR, 4k
BRI, U4, EE. 3K
. ARG R AT 2R BT (B 7-2)
LTI FIRARAK, (EIX el () R S5 5

~

[

R E TR, b, BN SEE rE ok
BN T A B i b e s i)
AIALE (B 7-3).

e, A PFRI AR EAL T,
2000-2017 #:[H], SEEFBERARN S EE TR
T 10%, BRIGIX FFE T 20%, & 1% L )
R s 30%. R ki plZ B17, 4
MV EEKE TN LR R 5 5 44 14, 3B 249 U
HATRE BFF, MIMA AT R TR (E
7-4),

K7 firmiznEREdEd (1. RAOMETRE 2. AATMA AR 3. B Mkt
Bl 4: AN PPZRI ARSI



Research Note

L

“Risk on" in debt markets Graph 8

Cowvenant standards Leverage and interest Share of "zombie” firms® Rating distributions

decrease coverage ratios
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!t Three-month ralling average; a higher score corresponds to a weaker covenant.  # Computed as aggregate long- and short-term liabilities
divided by aggregate total assets. ¥ Computed as aggregate earnings before interest and taxes (EBIT) divided by zggregate interest
expense, 4 BE DE ES, FR, ITand ML ° “Zombie” firms are defined as listed firms with a ratic of EBIT to expenses below one, with the firm
aged 10 years or more.  © AT, BE, DE, DK, ES, EE, FL FR, GR, IE, IT, LU, ML and PT. 7 A = Aaa-A3; BBE = Baal-Baa3; BB and B = Bal-BE3;
C = Caal-C.

Sources: Bloomberg; Moody's Analytics CreditEdge; S&P Global Market Intelligence; https:/fwww.bloomberg.com/gadfly/articles/2017-07-
13/junk-bonds-work-with-less-of-a-safe

-net-for-investors; BIS calculations,

22 Cilik: The BIS Quarterly Review for
September 2017: Strong outlook with low

inflation spurs risk-taking
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