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It is no secret that a divide – maybe a chasm – has opened up between the US and Europe. Donald Trump’s
mercantilist views put his presidency at loggerheads with the globalist EU, though a post-Brexit UK may yet
turn out to be an ideological bedfellow.

But this week we saw signs that a division is manifesting itself in the credit markets. The Markit CDX.NA.IG
has rallied steadily in recent months – since Trump’s election victory on November 8 2016, the index has
tightened from 75bps to 60bps. Over the same period the Markit iTraxx Europe was just 2bps tighter at 71bps.
The 11bps basis between the two on-the-run indices is the largest for more than three years.

Is the advent of Trump the sole reason behind the outperformance of US credit? There is little doubt that the US
markets like the sound of his rhetoric. He has promised lower taxes for corporations and the middle class, as well
as a massive infrastructure programme and higher military spending, policies that should fuel growth. How
Trump will reconcile Congress to the inherent contradictions in his fiscal policies – the 104% federal debt to
GDP ratio would rise significantly – will be interesting to observe.

But the evidence shows that the US economy has been on a higher trajectory than Europe for some time before
the Trump victory, while the increase in index basis only occurred in the last month. This suggests that there are
other factors at play, and we should look beyond North America. Europe has several important elections this
year, and the French presidential vote in April is causing particular consternation in the markets. We have noted
in previous columns that volatility has been subdued, but the political uncertainty can still prevent momentum
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building behind a rally.

One can then point to drivers from both the US and Europe that are potentially causing the divergence in the
indices. Perhaps the most important factor, however, is in the composition of the indices. The Markit
CDX.NA.IG contains no banks among its constituents, while the Markit iTraxx Europe has a 17% weighting of
banks and 24% of financials (including insurers). Banks are affected by the credit standing of sovereigns, and the
presence of financials mean that the Markit iTraxx Europe (as well as the senior financial index) is often used as
a macro hedge against sovereign risk. This usage probably increased after the decline in the SovX indices
following the EU ban in 2012.

Political uncertainty may not be triggering volatility – yet – but its existence and the composition of the
European index is certainly affecting relative value across the Atlantic.
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