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OIL HITS $80 A BARREL FOR FIRST TIME IN FOUR YEARS
This week we’ve seen a significant jump in the oil price, no doubt to accommodate the production of souvenir plates and tabloid pull outs for the royal 
wedding. Lower than expected US oil production might also be part of the picture. The development makes life especially difficult for the Bank of 
England, which backed down from a widely expected rate hike in May on the back of weaker economic data. An increase in inflation from the higher oil 
price will no doubt put that decision under increased scrutiny.

Elsewhere, there has been deadlock in Italy as the country’s two main populist parties, consisting mostly of outsiders and amateurs from a politics 
standpoint, struggle to agree on a coalition deal. In a similar vein, the UK cabinet have finally agreed on what they want from a customs arrangement 
with the EU. At the risk of being labelled a “remoaner”, we think that might have made a better opening move than a closing one. We hope the 
government can now do a better job of negotiating with the EU than it has with itself. 

US: POSITIVE ECONOMIC DATA SENDS BENCHMARK YIELD TO SEVEN-YEAR HIGH
The yield on ten-year US Treasuries reached a seven-year high of 3.11 percent 
this week as signs of strengthening economic activity have raised expectations for 
inflation and short-term interest rates. The climb was triggered by a report from the 

US commerce department showing that US retail sales grew for the second consecutive month 
in April and growth was in line with analysts’ forecasts, following a weak first quarter for US 
consumer spending. The industrial production report released this week also showed strong 
monthly output growth while manufacturing output has also grown robustly over the last year.

These positive economic signs have raised market expectations for inflation and interest rates. 
The ten-year US breakeven rate, a market-based measure of inflation expectations, reached 
a four-year high of 2.19 percent this week. This has led investors to raise their expectations 
for the path of short-term interest rates. The market-based probability of an additional three 
rate hikes from the Federal Reserve this year has this week risen sharply towards 45 percent, 
another reason for investors to reduce their fixed-income positions.

JAPAN: LONGEST ECONOMIC EXPANSION SINCE 1980s COMES TO AN END
The Japanese economy shrank by more than expected in the first quarter of this year 
and several quarterly growth estimates for last year have been revised downwards, 
suggesting that the country’s export-led growth is wavering. Japanese gross domestic 

product declined by an annualised 0.6 percent in the first quarter, marking the first quarterly 
contraction since the last quarter of 2015. The growth estimate is 0.4 percentage points lower 
than analysts had forecast and brings an end to eight years of consistent quarterly expansion.

The poor initial growth estimate has mainly been attributed to Japanese companies drawing 
down their inventories after several quarters of growth. Residential investment fell last quarter, 
detracting from overall growth, while net exports grew modestly and private consumption and 
business investment remained unchanged. Despite this, there are few signs of an impending 
recession. The unemployment rate remains low at 2.5 percent and the yen has weakened 
markedly against the dollar since March, which should provide a boost to net exports.
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ITALY: FEARS OF EURO REGRESSION HIT ITALIAN EQUITY AND DEBT MARKETS
The cost of insuring against Italian default and the spread between Italian and German 
government bonds have spiked this week, with the country’s top two populist political 
parties locked in talks to form an anti-establishment and Eurosceptic coalition 

government. The two parties garnered a large share of the vote at the country’s general election 
two months ago but concerns about their potential economic policies have heightened fears 
about the future of the Italian and wider European economy.

A draft version of their coalition agreement which was leaked this week suggests that the two 
parties want to return to a “pre-Maastricht setting” in European economic governance. It also 
suggests that the coalition would request the European Central Bank to write off around 250bn 
euros of national debt. Italian bonds and equities understandably suffered on the news with 
the FTSE MIB dropping off and the gulf between yields on Italian bonds and German bunds 
widening further. Italian credit default swaps have also spiked, reflecting an increase in the 
risk of default.
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