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Risk appetite returns as Fed takes historic step

Credit markets reacted buoyantly as the US Fed took the monumental step in raising interest rates

for the first time in nine years.

— The iBoxx USD Liquid High Yield CCC Index spread tightened 27bps after Fed meeting
— EM Dollar denominated bonds held up despite further commodity price pressure
— Europe reacted positively, with the Markit iTraxx Europe Main 3bps tighter intraday

Exactly seven years after the US Federal
Reserve (Fed) decided to embark on a zero
interest rate policy, the state of the US
economy has finally been deemed strong
enough to withstand the path towards
normalisation.

With the 25bps hike wrapped in very cautious
forward guidance, financial markets reacted
positively. The US dollar barely budged and
the stock market rallied, affirming the smooth
communication between the Fed and market
participants.

It was also a welcome relief for credit markets
marred by volatility this month, which saw US
high yield bonds under scrutiny. This can be
seen by the Markit iBoxx Liquid High Yield
Index, which saw its annual yield rise from
7.7% to 8.41% over the first two weeks of
December. Much of this was driven by the
lower rated bonds in the index, which have
seen credit risk rising since October.
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Despite the continued downward pressure on
commodity and oil prices yesterday, the rate
hike brought the free fall in high yield bonds
to a halt. The Markit iBoxx USD Liquid High
Yield CCC Index saw its annual spread, a
measure of credit specific risk, tighten 27bps
yesterday. Over the last two days the index
has tightened 35bps, a period which was
preceded by nine consecutive days of
widening. It was a similar case for higher
qguality investment grade bonds with the
annual spread on the Markit $ Liquid
Investment Grade Index tightening for the first
time in seven days, just as it was being
dragged down by the high yield sector.
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Dollar emerging market credit remained
sturdy, with the hike and subsequent rhetoric
from the Fed meeting negating external
factors such as lower commodity prices and
Brazil's cut to Junk status by rating agency
Fitch. Brazil’'s sovereign 5-yr CDS spread saw
a 22bps widening to 476bps yesterday, but
this negative credit action had limited impact
on US dollar denominated Latam corporate
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debt. The Markit iBoxx USD Emerging
Markets Corporates LatAm Index spread
remained flat at 626bps, while the Markit
iBoxx USD Emerging Markets Corporates
Overall Index spread saw a modest 2bps
tightening. However, risks stemming from
further US dollar appreciation remain.
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Europe’s reaction was more buoyant, with
German 10-yr bunds tightening 4bps to
0.64%, according to Markit's bond pricing
service’s 12pm London levels. Corporate
credit also rallied with the Markit iTraxx
Europe Main 3bps tighter intraday this
morning. A weaker Euro versus the US dollar
bodes well for the European region’s export
economy.
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