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Global Macro
The euro area manufacturing slump may be drawing to a close.
EURO AREA OUTLOOK
As noted in our most recent global outlook, we believe there may be a global
recovery in manufacturing from as early as H1 2020. This also applies to the euro
area, where we are encouraged by the recent uptick in narrow money growth. Real
M1 growth tends to lead economic activity by around 12 months and the latest data
bolsters our view that the euro area downturn may now be close to bottoming out.
Broadly, we suspect that recent weakness in output is a small slowdown within a
wider expansion, rather than the end of the cycle. A natural return towards the
potential growth rate was always likely after the unsustainable pace of expansion
during the 2016-17 upswing. However, additional factors (a slowing Chinese
economy, Brexit, auto-sector regulation, protectionism) intensified the recent
deceleration, with the manufacturing sector most affected.
Much of this industrial slowdown was led by the German automotive sector, but there
are now signs that the decline in car manufacturing is turning. New car registrations
remained muted following the large swings around the introduction of new regulation
in September 2018, before increasing sharply last month (22% YoY). The slump in
vehicle exports also seems to have halted. Taking a wider view, Germany’s 0.3%
MoM increase in industrial production (0.7% excluding energy and construction) in
August was also encouraging.

GERMAN MANUFACTURING

GERMAN CAR EXPORTS, REGISTRATIONS & SENTIMENT

Source: Statistisches Bundesamt, MUFG Bank ERO

Source: Ifo, KBA, Statistisches Bundesamt, MUFG Bank ERO

There have been some signs of contagion from the industrial slowdown to the wider
economy, but there remains a clear divergence between the services and
manufacturing PMIs for both the euro area and for Germany. This relative resilience
in services may be explained by steady household expenditure. Consumer
confidence may have fallen slightly as the pace of labour market gains has slowed,
but it remains buoyant at 0.7 standard deviations above the long-term average.
Household income conditions should also remain firm. While further labour market
gains might be limited, there is little survey evidence suggesting that firms are
rushing to reduce headcounts and wages. Instead, the main risk for household
demand is probably an uptick in saving rates as various surveys are suggesting that
consumers are looking to set aside more money rather than spend it. However, the
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gross saving rate moved above its long-term average in Q2, so any further increase
in saving may be limited.
Even though the industrial slowdown could be close to turning and consumer
spending remains firm, there is unlikely to be a swift recovery for the euro area. The
clouds hanging over the economy (a slowing Chinese economy and tariff troubles in
particular) are likely to linger. The possibility of US tariffs on EU cars is a sword of
Damocles hanging over German industry and will continue to suppress business
sentiment. A stronger euro after any signs of stronger economic activity would be
unhelpful for exporters. Given this, the pace of growth in late 2017 (approaching 3%
YoY) remains a distant memory. Our baseline is for euro area real GDP growth to
average 1.4% in 2020 (close to its potential rate).
In the more immediate future, our models suggest that the euro area PMIs are
consistent with reasonable Q3 GDP growth of around 0.2% QoQ (the same
approach, applied to the manufacturing PMIs alone, suggests growth of -0.2%, which
highlights the extent of the recent divergence between services and industry).
However, while the euro area economy as a whole is likely to have expanded last
quarter, we suspect that Germany will be unable to escape a technical recession in
Q3. The August industrial production release was positive, but construction is set to
drag on total output.

NARROW MONEY & GDP GROWTH

EURO AREA QUARTERLY GDP GROWTH

Source: ECB, Eurostat, MUFG Bank ERO

Source: Eurostat, HIS Markit, MUFG Bank ERO

RISKS
Despite the signs of green shoots in industry discussed above, confirmation of a
German recession would add to the sense of gloom around the euro area economy
in the second half of 2019. With risks tilted to the downside, muted GDP growth does
not provide much of a buffer to a recession. In the US, the predictive power of the
yield curve (the difference between long-term and short-term yields) is well-known for
its track record in predicting recessions, but it does not have such a strong signalling
ability in the euro area (where there have been significant structural changes).
Instead, the best single variable predictor is real money growth. Our M1 model
suggests that the risk of a euro area recession in the next 12 months is currently
around 10%. Instinctively, that feels a low as the single currency area’s largest
member teeters on the brink of a technical recession and there are signs of slower
global growth. Our broader factor model, which is based on over 35 variables
covering the euro area economy and beyond, suggests that the recession risk for the
euro area is closer to 20% over the next year. This seems more appropriate.
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Despite its large size, the euro area is very responsive to developments in other
major economies. This is probably due to its composition of 19 small, open national
economies, as well as the fact that the largest member has a sizeable manufacturing
sector and is therefore more vulnerable to any downturn in the global cycle. Even
though the industrial slowdown in the euro area may be close to bottoming out, the
risk of recession in the next 12 months remains elevated. If there is indeed a sharp
fall in economic activity over the next year, it may well be triggered by a recession in
the US.
On the other hand, if the US expansion continues, trade protectionism fears dissipate
and a ‘no deal’ Brexit is avoided then there may be risks on the upside for the euro
area. As a whole, the euro area fiscal stance is (slowly) becoming expansionary. We
have discussed before that confirmation of a technical recession in Germany (Q3
GDP is due to be released on 14 November) would put more pressure on the
government to implement further fiscal stimulus. There is certainly room for higher
spending – we estimate that government debt may continue to fall even with a
budget deficit reaching 1.5% of GDP. In the absence of a severe shock to business
confidence then any increase in fiscal stimulus in Germany and the wider euro area
may result in a lagged, pro-cyclical response as the industrial slump bottoms out.
Meanwhile, the ECB’s move in September to push the deposit rate further into
negative territory (with mitigating measures for the banking sector) and restart net
monthly asset purchases will provide further monetary policy support for the euro
area economy.

EURO AREA RECESSION RISK

GERMAN GOVERNMENT DEBT SCENARIOS

Source: National Sources, Macrobond, MUFG Bank ERO

Source: IMF, MUFG Bank ERO
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US Rates
Our models economic and interest rate forecasts remain outside of
consensus. Our models continue to glean risk of a further
deceleration in the monthly average pace of economic activity over
the coming eighteen-to-twenty-four-months. In turn, our models glean
risk that the annual pace of real GDP growth may under-shoot the
FOMC’s estimate of potential (of +1.90%) over the years 2020, 2021
and 2022. Should our models economic forecasts prove accurate, the
FOMC likely may implement further reductions in the policy interest
rate over the coming two-to-three years – back towards the ‘zero
lower bound.’
OVERVIEW
th

Nearly a year ago, during the week of 12 November 2018, our models cut their
economic and employment growth forecasts for the upcoming years 2019, 2020 and
2021 for the United States and for the world’s economies.
As a consequence of that “economic outlook change,” in turn, our interest rate
models forecast became highly more dovish for the years 2019, 2020, 2021 and
2022 – as our models anticipated the FOMC pivoting to a monetary policy interest
rate “easing stance” – implementing interest rate cuts in 2019, 2020, 2021 and 2022.
So far over the year 2019, our models economic and interest rate projections proved
prescient.
At present, we are in the early stages of fine-tuning our year ahead economic,
employment and inflation forecasts for the years 2020, 2021 and 2022. On balance,
our models continue to glean risk of a further deceleration in US (and in the world’s)
economic activity run-rate for those years – see Table 3.
In turn, our models continue to glean risk of further short-end policy interest rate
cut(s) by the FOMC over the intermediate-term – see Tables 1 and 2.
In particular, our models highlight risk of a twenty-five bps reduction in the policy rate
th
at the upcoming 29-30 October Meeting, followed by risk of an additional two
twenty-five bps cuts to the short-end policy rate over the year 2020.
Our models continue to glean slowdown/recession risk for the time period from 2H2021 through year-end 2022.

BASE CASE EXPECTATIONS
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Next Fed move: Our models continue to forecast a twenty-five bps short-end
policy interest rate cut at the upcoming October 29-30th FOMC Meeting. Broadly
th
speaking our models had forecast a single interest rate cut during the current 4
Quarter of 2019, followed by risk of another twenty-five bps short-end interest
rate cut in the 2nd Quarter of 2020 – see Tables 1 & 2 below.



Terminal rate view: For many years now, our models have forecast a relatively
“low” terminal federal funds target rate of near 1.50%. Such a forecast of the
“terminal rate” remains significantly lower than the FOMC’s baseline projection of
near 2.50% to 2.75% - although over the previous seven-years, the Committee
has marked steadily lower their projection for the terminal rate from 4.25%
towards our 1.50% figure.

The basis for our models forecast of a “low” terminal interest rate includes many
factors: our discoveries of deep structural challenges to U.S. labor markets (also,
in numerous labor markets abroad) and of persistent uncertainty in the political
landscape of America to address such challenges (uncertainty that typically
dampens the pace of business investment, business formation and of labor
productivity growth) and of quiescent inflation at home and disinflation risk
abroad.
According to our models forecasts, the Committee over-shot the ‘neutral policy
rate’ during its interest rate policy tightening cycle over the year 2018. Due to
such an “over-shoot” risk, we anticipated reductions in the policy interest rate
over the years 2019 and 2020 – and likely beyond in the years 2021 and 2022.


Curve shape comment: Our models continue to glean risk over the emergence
of an economic slowdown and recession in the USA over the years 2021-2022.
Given our chief intermediate-term risk concern, our models continue to forecast
further short-end interest rate cuts by the FOMC over the intermediate-term
horizon – inclusive of potentially two reductions in the policy interest rate in the
year 2020, followed by risk of additional cuts to the policy interest rate over the
years 2021 and 2022 – see our Tables 1 & 2. Should our risk-based interest rate
scenario prove accurate, then the 2s-10s yield curve likely may steepen over the
intermediate-term – see Forecast Table 1.
Our models interest rate forecasts are more “dovish” than both forwards markets
pricing – see Table 2 - and the FOMC’s SEP interest rate projections (or, the
“dots charts).

KEY RISK FACTORS TO OUR VIEW IN THE MONTHS AHEAD
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Uncertainty over the outcome of the Democratic Party’s Primary season.



Uncertainty over “impeachment efforts” against President Trump.



Uncertainty over the November 3rd National Elections in the US (Presidency,
Congressional House and Senate).



Uncertainty over the pace of foreign trade negotiations between the US and
China (and, for that matter, between the US and the rest of the world).



Uncertainty over the Brexit negotiations.



A host of geopolitical risks.



A year ago, our models predicted a slowing in the monthly average growth pace
of nonfarm payrolls, and our preferred indicators currently point to a further
erosion in the average growth pace (to an average of just +133.34K per month in
2020). Should our forecast prove accurate, then there may be a deeper
downside risk to consumption spending and residential housing activity in 2020
and 2021 than the FOMC and most market participants believe.



Business leaders’ sentiment became “cautious” over the prior 14-months,
amid signs of deterioration in the pace of the USA and world’s economic growth.
Business investment spending upon fixed capital equipment and structures
investment has deteriorated. The outlook over business investment remains
uncertain for the years 2020 and 2021- but our models consistently highlight
downside risks to that outlook.



As we have argued upon numerous occasions, there remain strong global
influences upon the U.S. Treasury (and swaps) yield curve! Global financial
conditions need to be monitored closely over the near- and intermediate-terms,
including actions of foreign central bankers.



Good Luck to All in 2019 and 2020 and 2021 !

TABLE 1: FEDERAL FUNDS RATE FORECASTS AND US TREASURY YIELD CURVE FORECASTS

Quarter-End

USA
Federal Funds
Rate
Target Range

USA
1-Year
Treasury
Yield

USA
2-Year
Treasury
Yield

USA
3-Year
Treasury
Yield

USA
5-Year
Treasury
Yield

USA
10-Year
Treasury
Yield

USA
30-Year
Treasury
Yield

Current

1.75% - 2.00%

1.57%

1.58%

1.56%

1.56%

1.74%

2.22%

4Q-2019

1.50% - 1.75%

1.53%

1.54%

1.52%

1.52%

1.68%

2.16%

1Q-2020

1.50% - 1.75%

1.48%

1.48%

1.46%

1.47%

1.63%

2.11%

2Q-2020

1.25% - 1.50%

1.39%

1.42%

1.43%

1.44%

1.59%

2.06%

3Q-2020

1.25% - 1.50%

1.32%

1.35%

1.38%

1.40%

1.55%

2.02%

4Q-2020

1.00% - 1.25%

1.19%

1.27%

1.31%

1.34%

1.49%

1.97%

1Q-2021

1.00% - 1.25%

1.11%

1.19%

1.23%

1.27%

1.43%

1.92%

2Q-2021

1.00% - 1.25%

1.02%

1.09%

1.14%

1.20%

1.38%

1.88%

3Q-2021

0.75% - 1.00%

0.90%

0.98%

1.04%

1.11%

1.34%

1.85%

4Q-2021

0.75% - 1.00%

0.78%

0.87%

0.93%

1.03%

1.30%

1.82%

1Q-2022

0.50% - 0.75%

0.67%

0.73%

0.79%

0.93%

1.27%

1.79%

2Q-2022

0.50% - 0.75%

0.55%

0.64%

0.72%

0.89%

1.26%

1.78%

3Q-2022

0.25% - 0.50%

0.45%

0.60%

0.69%

0.87%

1.32%

1.83%

4Q-2022

0.25% - 0.50%

0.44%

0.58%

0.67%

0.86%

1.39%

1.89%

1Q-2023

0.25% - 0.50%

0.49%

0.61%

0.71%

0.94%

1.48%

1.97%

2Q-2023

0.25% - 0.50%

0.54%

0.67%

0.79%

1.08%

1.59%

2.07%

3Q-2023

0.25% - 0.50%

0.58%

0.77%

0.91%

1.22%

1.69%

2.17%

4Q-2023

0.25% - 0.50%

0.64%

0.85%

1.03%

1.37%

1.77%

2.25%

1Q-2024

0.25% - 0.50%

0.73%

0.94%

1.16%

1.51%

1.87%

2.34%

2Q-2024

0.50% - 0.75%

0.85%

1.07%

1.30%

1.60%

1.98%

2.44%

Source: Bloomberg L.P., Federal Reserve Bank, MUFG forecasts October 17, 2019

TABLE 2: OUR MODELS FORECASTS FOR THE “PATH” OF FOMC RATE CUTS VERSUS FORWARDS MARKETS
FOMC Meeting Date

October 17, 2019
Our Models' Probability of a 25 bps Rate Cut
(to the target range)

Oct. 29-30, 2019

-98.4%

-80.3%

Dec. 10-11, 2019

-124.5%

-115.0%

Jan. 28-29, 2020

-147.8%

-142.1%

Mar. 17-18, 2020

-170.9%

-164.1%

Apr. 28-29, 2020

-188.3%

-172.2%

Jun. 09-10, 2020

-210.2%

-190.4%

Jul. 28-29, 2020

-229.8%

-198.2%

Sep. 15-16, 2020

-256.4%

-211.4%

Nov. 04-05, 2020

-283.5%

-222.3%

Dec. 15-16, 2020

-309.3%

-238.4%

Jan. 26-27, 2021*

-328.6%

-243.5%

Mar. 16-17, 2021*

-347.7%

Apr. 27-28, 2021*

-365.9%

June 15-16, 2021*

-388.1%

July 27-28, 2021*

-411.4%

Sep. 14-15, 2021*

-432.8%

Oct. 26-27, 2021*

-460.5%

Dec. 14-15, 2021*

-483.3%

Jan. 25-26, 2022*

-509.2%

Mar. 15-16, 2022*

-527.6%

Source: Bloomberg LP, Federal Reserve, MUFG forecasts October 17, 2019
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TABLE 3: OUR MODELS FORECAST POINT TO DOWNSIDE RISK TO REAL GDP GROWTH IN 2020-2021-2022

Base Case

2016
(A)

2017
(A)

Aggregate Output
Real GDP (%)
Consumer Spending (%)
Business Fixed Investment (%)
Residential Investment (%)
Government Spending - Clinton (%)
Government Spending "Sunset" - Trump (%)
Government Spending "Non-Sunset" - Trump (%)
Net Exports ($ blns, chained '09)
Inventory Change ($ blns, chained '09)
Real Final Sales to Priv Domestic Purchasers (%)

2018
(A)

2019
(F)

2020
(F)

2021
(F)

2018

2022
(F)

1Q
(A)

Growth (% avg. ann.)

2.92

3.37

2.42

2.17

1.86

1.52

Growth (% 4Q/4Q)
MUFG Forecast GDP Growth (%)
Median FOMC SEP Projection GDP Growth (%)

2.03
2.40

2.800
2.10

2.516
2.50

MUFG Forecast "Potential" GDP Growth (%)
Median FOMC SEP Proj. "Potential" (%)

1.65
2.00

1.65
1.80

1.65
1.80

2.212
2.30

3Q
(A)

4Q
(A)

1Q
(A)

2Q
(A)

Growth (% q/q SAAR)

1.64
2.37
2.93
2.275
1.725
1.550
1.181
2.55
2.74
2.61
3.00
2.523
2.41
2.02
1.67
1.68
0.71
4.36
6.36
2.79
1.48
1.56
1.21
8.84
6.46
3.50
-1.47
-1.93
-0.05
-0.58
-0.59
-5.25
1.81
0.70
0.25
0.16
-0.11
0.28
0.34
-0.33
1.81
0.70
1.71
2.01
0.21
-0.56
-0.10
1.90
1.81
0.70
1.71
2.22
1.32
0.65
0.28
1.90
-783.65 -849.75 -920.03 -983.39 -1022.35 -1045.40 -1069.65 -884.20
23.00
31.65
48.18
83.40
51.63
39.63
25.50
40.50
2.55

2019

2Q
(A)

2.54

3Q
(F)

4Q
(F)

Growth (% q/q SAAR)

3.51
4.01
7.86
-3.74
0.22
2.56
2.56
-850.50
-28.00

2.93
3.47
2.10
-4.03
0.34
2.08
2.08
-962.40
87.20

1.089
1.44
4.80
-4.65
-0.14
-0.38
-0.38
-983.00
93.00

3.098
1.14
4.43
-1.08
-0.33
2.90
2.90
-944.00
116.00

2.0140
4.554
-1.02
-2.94
0.22
4.81
4.81
-980.70
69.40

4.33

2.96

1.76

1.60

3.33

1.972
1.78
2.55
2.18
1.07
1.93
3.89
0.71
0.34
-0.14
1.33
1.34
1.44
1.46
-999.60 -1,010.24
74.70
72.60
2.40

2.08

Growth (% year-over-year chg, SAAR) Growth (% year-over-year chg, SAAR)

1.728
2.00

1.424
1.80

1.069
1.90

1.60
1.90

1.55
1.90

1.45
1.90

1.40
1.90

3.63
63.0
158.12
2.86

3.98
62.8
133.34
2.66

4.24
62.5
107.71
2.48

4.54
62.2
76.87
2.37

2.86

3.20

3.13

2.52

2.65

3.90
63.1
232.0
3.09

3.86
63.0
170.0
3.07

2.28

2.05

2.222

Potential

Labor Market
U3 Unemployment Rate (%)
Labor Force Participation Rate (%)
Average Monthly Nonfarm Payroll (thsds)
Average Hourly Earnings (%, yoy chg, Prod & Non-Sup)

Year-End (%)

2018 Quarter-End (%)

4.72
4.02
3.90
62.7
62.7
63.1
195.33 182.392 223.25
2.65
2.66
3.09

Median FOMC SEP Projection of U3 Rate (%)

4.70

4.30

4.10

3.50

3.60

3.80

MUFG Forecast NAIRU of U3 Rate (%)
Median FOMC SEP Proj. of NAIRU U3 Rate (%)

4.40
4.80

4.15
4.70

4.00
4.60

3.90
4.40

3.90
4.40

4.10
4.40

4.10

1.014
1.592

1.764
1.626

2.033
1.950

1.704
1.736

1.671
1.667

1.745
1.50
1.853
1.70

1.811
1.60
1.638
1.50

1.655
2.10
1.695
2.10

1.792
2.00
1.688

Inflation (% chg)
Total PCE Deflator
Core PCE Deflator

4.07
62.9
228.0
2.61

Inflation (% avg. ann.)
1.488
1.652

1.908
1.933

4.05
62.8
243.0
2.77

3.70
62.7
190.0
2.79

2019 Quarter-End (%)

2018 Inflation (% y-o-y)

3.78
63.0
188.0
2.96

3.71
63.0
157.0
2.82

3.72
62.9
180.0
2.77

2019 Inflation (% y-o-y)

Inflation (% yoy, year end)
MUFG Forecast PCE Inflation (%)
Median FOMC SEP Projection PCE Inflation (%)
MUFG Forecast Core PCE Inflation (%)
Median FOMC SEP Proj. Core PCE Inflation (%)

1.750
2.10
1.943
2.00

1.806
2.00
1.706
2.10

1.766
2.10
1.794
2.10

2.071

2.275

1.968

1.602

1.683

1.647

1.661

1.889

1.959

1.951

1.937

1.804

1.807

1.779

1.885

1.906

Year-End (%, effective fed funds target rate)
MUFG Forecast Federal Funds Target Rate (%)
0.625
1.410
2.400
1.625
1.125
0.875
0.250
Median FOMC SEP Proj. Fed. Funds Target (%)
0.625
1.410
2.450
2.875
3.125
3.125
Median FOMC SEP Proj. Fed. Funds Target (%,
current)
0.625
1.410
2.450
1.875
1.875
2.125
2.375
(A) = Actual BEA, Census, Commerce, DoL, BLS, Federal Reserve; (F) = MUFG Securities; U3 = quarter-end or year-end. MUFG Securities Forecasts Oct. 17, 2019

Source: BEA, BLS, DoL, Federal Reserve, Bloomberg LP, MUFG forecasts and calculations
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USD/JPY – BULLISH BIAS


Range: 106.00-111.00

On a year-to-date basis, the yen is the 2nd best performing G10 currency – only the
Canadian dollar has done better. That reflects the yen being the top performing G10
currency in both Q2 and Q3 during more pronounced risk-off trading conditions when
the 10-year UST bond yield fell from 2.40% to 1.65%. We are now of course into Q4
with the global financial market backdrop a little more favourable that suggests the
yen could be the loser, helping to push USD/JPY higher. A Brexit deal between the
EU and the UK has now been done and passed in parliament while there is optimism
over a partial US-China deal being signed in Santiago, Chile at the APEC meeting on
16th-17th November.
However, US yields remain considerably lower now than prior to the risk-off period
and hence the scope for any sustained move higher in USD/JPY is limited. Will a USChina deal greatly reduce the global trade uncertainties? We think not. A partial deal
will leave many aspects still to be agreed and President Trump could well then turn
his focus to Europe. In addition, a Brexit deal, while eliminating the risk of no-deal
does not eliminate the uncertainties over the future trading relationship between the
UK and the EU.

YEAR-TO-DATE G10 FX PERFORMANCE VERSUS USD
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Finally, with the above in mind, we do not expect a notable shift in Japanese investor
risk appetite. Portfolio outflows will remain largely hedged and Japan’s current
account surplus, largely made up of an investment income surplus, will act to provide
continued support for the yen. However, given US-China and Brexit developments
coupled with another rate cut by the Fed, we are inclined toward a neutral bias given
expectations are already high for some form of a deal in November.

EUR/USD – BULLISH BIAS


Range: 1.1050-1.1650

The euro has turned notably higher fuelled by developments in the two key global
macro issues that have weighed on the euro this year – the US-China trade conflict
and Brexit uncertainties. With the US soon entering into presidential election
campaigning mode, there is building expectations of a partial deal being agreed with
China at the APEC meeting in Chile on 16th-17th November. Since the sharp
escalation in the US-China trade conflict in September 2018 (when the US imposed
tariffs on USD 200bn worth of China imports) EUR/USD has dropped from 1.1800 to
1.0900. An easing of the conflict would likely spark some further retracement in that
drop. A key resistance trend-line (Sept 2018 and June 2019 highs) comes in at
1.1200 on around 15th November – a possible key moment in the trade conflict.
Reinforcing the support for EUR/USD is the confirmation of the Brexit deal passing
nd
through parliament on 22 October. This is more of a key issue for GBP but
nonetheless has positive implications for the euro as well. A no-deal Brexit risk was
partially priced and while now close to fully removed, there is scope for some further
near-term EUR buying.
Finally, EUR/USD will derive support from the Fed decision next week to cut the fed
funds rate for the third time. The decision is more finely balanced than the first two
but we believe the lack of effort to alter market expectations of a cut prior to the start
of the blackout period points to another cut being agreed. We also doubt the FOMC
will be confident enough to signal firmly an end to the easing, which will likely weigh
on the US dollar over the short-term. So we hold a bullish bias for EUR/USD given it
has been some time since we’ve had a correction higher and positioning may allow
for a greater short-term move higher.

EUR CORRECTING TOWARD YEILD IMPLIED VALUATION

Source: MUFG GMR Quantitative Insight
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USD/CNY – Bullish BIAS


Range: 7.0500-7.1500



We retain a buy on dips bias to USD/CNY in the month ahead. Dips will reflect
romancing the likely signing of a “phase 1” deal that is partially priced but which
will ultimately disappoint. US Presidential year politics will then make it very
difficult to achieve substantive “phase 2” and “phase 3” agreements even though
it will be promised for 2020. In fact, it will be difficult to make any progress in the
immediate months after phase 1 as the US President is bogged down by an
impeachment inquiry that is still expanding in scope.



We expect the final phase 1 will be a DINO (Deal In Name Only), with one telltale
sign the likely absence of a credible Enforcement Mechanism. USTR Lighthizer
had once said without an Enforcement Mechanism, there was no point to any US
deal with the Chinese. The bottom line For phase 1 seems to be an exchange of
big promises of agricultural purchases of US goods from the Chinese in return
for no further re-escalation of already existing US tariffs and maybe a delay of
15% tariffs on the last USD156bn or so of US imports from China.



We find it difficult to get too excited about a DINO. We can well understand
trader/investor desires to want the Trade War to just go away but here there is
only one measure of success: tariffs. When President Trump claimed the US and
China was now in a love fest our minds immediately thought of a North Korean
analogy, which since the Singapore Summit has involved no substantive
progress (phases 2 and 3), talk of the US side watering down its goals (no
Enforcement Mechanism) and, most important for this discussion, US sanctions
staying on. The natural analogue is to expect most, if not all, Of the Trump Tariffs
to remain during phases 2 and 3, which means the Trade War persists into 2020.



Finally we restate our core view the Trade War is not the primary reason for
China slowing, but excessive debt.

KEY RISK FACTORS IN THE MONTHS AHEAD

12

23 October 2019



We see greater risks to the downside rather than to the upside. If the macro
backdrop improves, with Brexit and US-China trade risks receding, the yen could
weaken further but we believe that would be more against non-dollar currencies.
If risks re-emerge, the Fed has to cut more than expected, the prospects are far
greater for a bigger move to the downside for USD/JPY. From a valuation
perspective, above 110.00 would be a stretch but a move to 100.00 would
merely be a reversion to fair-value.



The 300 pip correction in EUR/USD in October (1.0879-1.1179) is in fact the
largest correction higher within a month since August 2018 and given the
depreciation trend that has been in place, there is certainly near-term risk that
this move higher extends further. Nonetheless, the correction higher suggests
good news (Brexit, US-China, Fed easing) for EUR is well priced. One key
downside risk factor would be signs of the US shifting its focus on trade to the
EU with auto tariffs an uncertainty going into November.



The key risk is if our read on Trump Trade Policy is awry and, in particular, if he
is willing to remove more Tariffs than we anticipate. But Market enthusiasm
about avoiding a No Deal Brexit has also served to dent the broad USD, and
some of that could slip through. Thus far, it’s notable CFETS has weakened and
not strengthened.
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European Credit
ECB’s toolbox continues to support markets and CSPP 2.0 will no
doubt provide reassurance as a continued buyer, but with Draghi on
his way and corporate bond yields near zero it won’t be the same as
last time.
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EUROPEAN CREDIT OVERALL: SOME PROFIT TAKING AFTER A STRONG
YEAR
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Generally, European credit markets saw volatility with September being mostly
weaker and a reversal from mid-October, also helped by the progress with the Brexit
conundrum. The credit positive news from the ECB in September has been absorbed
and the overall Iboxx EUR Corporate yields around 0.6%, still very close to the lows
seen in early September of around 0.3%. The yield rebound is driven by the 29bp
move up in the underlying EUR swaps. In October, credit spreads are about 10bps
tighter, partially offsetting the underlying Swap move.
Year-to-date total returns are clearly stellar for European IG credit, in excess of 6%
given the strong rally seen in 1H19. Significant corporate primary issuance has been
compounded with Brexit related volatility. Apart from Brexit related volatility we would
expect market participants to take some profits on the top performers into the yearend as the whole European credit complex is still at quite compressed levels (see
charts on page 14).
The economic backdrop is weakening but the ECB intervention should offset the risk
of general re-pricing wider. Hence credit spreads should move generally rangebound sideways into year-end.

ASSET CLASS RETURNS

Source: Bloomberg, BAML, MUFG
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EUROPEAN FINANCIALS
European Bank spreads not at the tights


Compared to the spread tights of end 2017 (see chart here below) the current
levels are still a good 35-40bp wider but back then the Euro 5 year Asset Swaps
were at around +40bp, compared to the current -35bp. This puts most of the
shorter end senior bonds into negative yield territory in Euro. At these yield levels
further spread tightening is difficult into year, end. If anything investors may be
tempted to crystalize some of the strong year-to-date performances in European
banks credit.



The (indirect) effects from re-newed ECB CSPP buying has already been
factored in by now for European banks spreads.

ECB IG CREDIT HOLDINGS (EUR BILLION) VERSUS ASW SPREAD
PERFORMANCE

Source: Markit, ECB

Banks remain solid but fight low rates; ECB introduces deposit tiering
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Overall banks performances are limited by the weakening economic backdrop as
well as the low interest rates. Nevertheless this is more an issue for the equity
valuations than for credit as banks are still under pressure to make their balance
sheets more robust with higher capital requirements (countercyclical buffers are
swinging upwards, IFRS 9 is pushing for higher provisioning, Basel IV and TRIM
are pushing risk calibrations up). Whilst single digit Returns on Equity in the
sector remain a focus point, the sector is still improving balance sheet metrics.
For now the outlook remains pretty stable as banks are under close scrutiny from
supervisors to further strengthen their balance sheets.



To add to the banks’ margin pressures the ECB lowered the deposit rates to 50bps in September. At the same time the ECB also announced the introduction
of a two tiered system for banks’ reserve remuneration. Banks will be exempt
from negative interest a maximum volume of six times the banks’ minimum
reserve requirement, paid at 0%. The minimum reserve requirement and the
non-exempted portion of the excess reserves will be charged 0.5%.



This deposit tiering is credit positive because it reduces the cost of holding
liquidity at the ECB, providing a partial offset. It will be particularly positive for
German and French banks, whose liquidity holdings exceed the most their

reserve requirements and account for more than 60% of the total liquidity placed
at the ECB. Southern European banks will benefit to a lesser extent because
they do not hold large amounts of excess reserves at central banks.

The technical picture remains strong; TLTRO III is a significant support


IG credit funds in Europe and US see still inflows and hardly any outflows in IG.
With much of the IG EUR rates space in negative yield no sudden changes to
the demand side of the equation are expected.



The Asian investor base is increasingly more involved in European banks credit,
mostly in USD. Altogether the demand side remains solid.



Banks are in net positive issuance mode driven by bail-in senior issuance, both
in senior holdco and non-preferred senior (NPS). This outstrips the net negative
issuance in the other subordinations. The issuance pressures are less strong
now than a year ago.

BANK BOND ISSUANCE & REDEMPTIONS ACROSS CURRENCIES (EUR EQUIV)

Source: Bloomberg


TLTRO III kicks off in November this year and we expect the take up to be
significant in the EUR300bn-EUR500bn area but spread out over a long period.
TLTRO II outstanding is still just below EUR700bn, mostly in Italy and Spain. The
TLTRO further decreases the need for non-bail in senior in the Eurozone.

UK banks well positioned even for a no-deal Brexit outcome


The Bank of England ran a severe stress test in 2018 and all banks are able to
make the BoE hurdle rate in the stressed scenario. The UK banks are amongst
the more profitable in Europe and have strengthened their balance sheets
continually since the financial crisis of 2008/9.



The discount UK bank spreads show versus similarly rated Continental banks is
mostly driven by the Brexit uncertainties and the expected volatility that can
entail, rather than the fears of severe credit deterioration (i.e. one notch
downgrades could materialise if the UK were to be downgraded itself).

EUROPEAN CORPORATES
CSPP technical casts a positive shadow for corporate credit spreads
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Overall tone and outlook of corporate credit markets in Europe needs to be taken
in context of the elephant in the room...the ECB with the restart of Asset
Purchase Programme that will include the CSPP. As we learned at the ECB
meeting in September among the decisions made by the ECB’s Governing
Council was to restart the Asset Purchase Programme from November 1st at
€20bn per month, the duration of the programme is open-ended. Indications from
the officials has been that the composition of purchases will be consistent with
prior APP’s which would indicate that CSPP portion would fall between €2-3bn.



In addition to the fresh purchases we have reinvestment of current CSPP
holding, the total CSPP balance sheet stood at €177bn, of this official maturities

as published by the Eurosystem over the next 12 months amount to €15bn.
Looking further afield and assuming a simple analysis based on the total balance
sheet size and publicly available ISIN list that are held by the ECB, and making a
an assumption about a broadly balanced holding profile of each bond indicates
that estimated redemptions would fall between €15-18bn for the years through to
2027.


Hence the combined effect of an estimated €50bn in annual purchases by the
CSPP will be material as a continued buyer for some time yet; this could be
years as commentary from the Governing Council added that purchases will
continue until shortly before the ECB starts rising rates.



Whilst we consider that this action will be supportive for credit spreads, however
the impact compared to that of the original CSPP announcement is likely to be
less significant given the current level of government rates is deeply negative
and the average iboxx yield is approximately 0.5% compared to north of 1.5%
back at the commencement back in June 2016. This frames our thinking of a
limit to potential spread tightening given a theoretical lower bound of 0%, unless
we see underlying Bunds sell off which could encourage investors to add risk as
we saw throughout 2017 and early 2018. Qualitatively we consider that eligible
paper will do best with non-eligible paper following suit in sympathy. Primary
issuance is likely the going to be the avenue where respective central banks will
be able to add the most, but we consider that secondary will not get left behind,
especially the eligible portion of the 2019 issuance vintage.

YIELDS APPROACHING ZERO CREATE A LOWER BOUND FOR SPREAD
TIGHTENING

Source: Markit, Bloomberg, MUFG
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CDS INDICES (EUR MAIN & US IG), Z-SPREAD BP

CDS INDICES (EUR XOVER & US CDX HY), Z-SPREAD BP

Source: Bloomberg, Markit

Source: Bloomberg, Markit

IBOXX SENIOR VS SUB, Z-SPREAD BP

SENIOR SUB BASIS, BP

Source: Markit

Source: Markit

BUND YIELDS (2,5,10 YEAR)

TREASURY YIELDS (2,5,10 YEAR)

Source: Bloomberg

Source: Bloomberg
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