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Global Macro
The general election might bring the UK’s Brexit stalemate to an end
THE UK WILL GO TO THE POLLS ON 12 DECEMBER
Boris Johnson, the UK prime minister, finally managed to force a snap general
election at the end of last month. It will be held on 12 December and it comes at a
critical period for the UK. The country has now extended the date of its departure
from the EU three times as a divided parliament has struggled to interpret the 2016
referendum result. After more than three years of uncertainty, an election resulting in
a stable government with a sizeable majority appears to be the most feasible path to
the approval of any Brexit withdrawal agreement.
The campaign for the election officially began on 6 November after parliament was
dissolved. Since then, the Conservatives have enjoyed an average polling lead of 11
points over the opposition Labour party. This is a healthy margin under the UK’s ‘first
past the post’ electoral system, and betting markets suggest that there is around a
65% chance of a Conservative majority after the election. However, UK polling
organisations have had a mixed record in recent years as voters have become more
willing to switch party allegiances. The unusual winter timing this time (elections have
all been held in April, May or June since 1979) may make it even harder for pollsters
– and there is the risk that inclement weather might reduce turnout on the day.
Despite this, we believe that a Conservative government is the most likely
outcome of the election. There have been few signs of any late surge from the
Labour party. Its leader, Jeremy Corbyn, has dire approval ratings with the general
public, and his fence-sitting Brexit position also seems likely to drag on support for
his party. By contrast, the Conservative party’s simple ‘get Brexit done’ message
appears to be resonating with weary voters following three years of political impasse.

POLLING POINTS TO A CONSERVATIVE MAJORITY…

…WHICH IS NOW ODDS-ON IN BETTING MARKETS

Source: Britain Elects, MUFG Bank Economic Research

Source: Betfair, MUFG Bank Economic Research

THE RISK OF A ‘NO DEAL’ BREXIT HAS FALLEN SHARPLY
A Conservative majority would have important implications for the Brexit process.
Johnson managed to renegotiate his own EU withdrawal deal in October. Setting
aside the contents of the deal (which, apart from some key differences on the border
with Ireland, is broadly similar to the one negotiated by Theresa May), the fact of it
has changed the dynamic considerably. In the absence of any new deal, it had
seemed likely at one point that ‘no deal’ Brexit would essentially become the
government’s policy at the upcoming election. Now that Johnson is campaigning for
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his terms of departure, the risk of a ‘no deal’ Brexit at the end of January has
fallen dramatically. Johnson has confirmed that every Conservative candidate
standing for election supports his withdrawal agreement – so if there is a
Conservative majority at the election, it should result in the smooth passage of the
Withdrawal Agreement Bill through the House of Commons.

Main parties’ Brexit stance at the election
Conservatives

Quick ratification of Johnson's Withdrawal Agreement. No
further Article 50 extensions. Post-Brexit Free Trade
Arrangement (FTA) with the EU.

Labour

Another referendum, with the choice between ‘remain’ or a
renegotiated Withdrawal Agreement pointing to a softer Brexit.
This would require another Article 50 extension.

Liberal Democrats

Article 50 revocation (no Brexit).

Brexit Party

WTO terms 'no deal' Brexit followed by FTA deals. However, the
decision not to stand candidates in Conservative-held seats may
be interpreted as an indication that Johnson’s withdrawal deal is
acceptable to the Brexit party.

Source: MUFG Bank Economic Research

While the immediate risk of ‘no deal’ may have decreased, there may still be cliffedge scenarios in the future. The current deal would see a ‘stand-still’ transition
period until the end of 2020 to allow for negotiations on the future trading
relationship. The UK will start from a point of alignment with the EU but is likely to
seek considerable divergence, not least on contentious areas such as the ‘level
playing field’ provisions. We think that it will be extremely challenging to negotiate
anything more than a ‘bare bones’ FTA with the EU in just one year. The withdrawal
deal allows for one extension of the transition period, by one or two years, if agreed
by 1 July 2020. If no such extension is sought, there is a clear risk of uncertainty at
the end of the year around the UK’s future trading relationship with the EU.

A DEAL MAY BOOST THE ECONOMY IN THE SHORT TERM
While there would still be questions about the next stage of negotiations, the
ratification of the Withdrawal Agreement would represent a significant clearing of
uncertainty. This is likely to have some impact on UK economic activity. We wrote in
March (ahead of the original Brexit deadline) that an orderly departure from the EU
could see the release of some pent-up demand for business investment in the UK.
Survey indicators of investment intentions have since weakened, partially in
response to the global outlook perhaps, but we think this analysis still applies. Firms
certainly seem to have cash at their disposal after avoiding capital investment after
the referendum result, and capacity utilisation seems resilient by historical standards.
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BUSINESS INVESTMENT HAS DRAGGED ON GROWTH…

…BUT THAT MAY CHANGE IF ‘NO DEAL’ IS AVOIDED

Source: ONS, MUFG Bank Economic Research

Source: ONS, MUFG Bank Economic Research

Regardless of the election result, we also expect more expansionary fiscal policy,
which would be another tailwind for growth. The government seems to be erring
towards higher infrastructure investment rather than the income tax cuts that were
promised during Johnson’s Conservative leadership campaign. Consumers,
meanwhile, stand likely to benefit from lower inflation. Perhaps the clearest
macroeconomic impact of the original Brexit vote result was the pass-through from
weaker sterling to import prices and then consumer prices. The referendum was in
June 2016, and CPI inflation peaked at 3.1% in November 2017. After the agreement
of any Brexit deal, this would work in the other direction. Sterling has already
appreciated by over 4% in trade-weighted terms since the start of October as the risk
of ‘no deal’ has diminished – so a drag on CPI inflation in early 2021 is likely.
Overall, in the absence of a serious global slowdown, we estimate that UK growth
could approach 2% on an annualised basis during the transition period
following a Brexit deal, mostly driven by investment (both public and business).

JOHNSON’S DEAL POINTS TO A ‘HARD’ BREXIT
Taking a longer-term view, it is worth stepping back from the drama of the
negotiations and emphasising that Johnson’s deal points to a hard Brexit and a
significant rejigging of the UK’s trading relationship with its closest neighbours (from
single market to FTA). There is likely to be a loss of output relative to continued EU
membership. Even if the UK can negotiate tariff-free trade with the EU, which
accounts for almost 50% of its goods exports, there will still be higher friction in the
form of paperwork and administration as tariffs on third parties might vary
considerably. This means that rules of origin administration, which can be
burdensome, will be required. Over the longer-term, the economic costs of this type
of higher trade friction are likely to add up. After an initial post-deal bounce, we
estimate that UK GDP growth will remain subdued (at around 1.4% YoY).

5

20 November 2019

FIRMS ARE INCREASINGLY WORRIED ABOUT TARIFFS

IMMIGRATION FROM THE EU HAS FALLEN SHARPLY

Source: CBI, MUFG Bank Economic Research

Source: ONS, MUFG Bank Economic Research

However, there is an unusually large degree of uncertainty around any longer-term
UK GDP forecasts. The length of the status quo transition period will matter (an
extension seems likely to our minds), as well as the speed and breadth of any
subsequent FTA with the EU. The government’s policy on immigration will also be
important as free movement between the EU and the UK will end after the transition
period. While there have been some signs of higher non-EU immigration offsetting
the post-referendum fall in EU migrants, lower immigration overall and any reduced
availability of appropriately skilled workers would drag on UK growth.
Lastly, growth prospects may also be affected by how the UK is viewed by overseas
firms as a destination for outward investment. Brexit itself, as well as the long and
messy process to enact it, is likely to have damaged the UK’s reputation as a stable
place to do business. Johnson may want to ease red tape for businesses to try to
increase the UK’s relative attractiveness. However, we suspect that the EU would be
uncomfortable with such a large neighbour rowing back on regulation and it will insist
on the UK’s cooperation on these matters during the FTA negotiations
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US Rates
Our models glean risk of a relatively (and temporary) sluggish 4th
Quarter 2019 growth rate for real GDP, followed by an economic
rebound over 1H-2020. Thereafter, our models continue to forecast a
further deceleration in economic growth over 2H-2020 through late2022. Should our multi-year economic forecast prove accurate, then,
likely, the FOMC (after an initial “pause” over much of the year 2020)
risks implementing further reductions in the policy interest rate over
the coming two-to-three years – back towards the ‘zero lower bound.’
OVERVIEW
th

A year ago, during the week of 12 November 2018, our models cut their economic
and employment growth, and consumer inflation forecasts for upcoming the 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 “Powell-led FOMC pivot” to a monetary policy
interest rate “easing stance” – to likely implement interest rate cuts over the years
2019, 2020, 2021 and 2022.
So far, for the year 2019, our models economic and interest rate projections proved
prescient.
At present, we remain in the early stages of fine-tuning our ‘annual 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 U.S. economic
activity run-rates 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.
However, our models are increasingly concerned over the risk that the profile for
economic growth may Zig-Zag over the coming three quarters: that is, risk that
growth in 4Q-2019 is “soft” – likely owing to transitory factors, such as disruptions
owing to the UAW strike in the motor vehicle sector, alongside persistent uncertainty
over deliveries of commercial aircraft – risks that may weigh on: business fixed
capital investment, business inventories and exports – see Table 3.
However, economic activity may strengthen over 1H-2020 possibly due to turnaround
in those risks, that is, for:
–
–
–
–
–
–

An upturn in the (motor vehicle) inventory restocking cycle,
A possible strengthening in commercial aircraft deliveries and exports,
A rebound in ISM manufacturing activity rates,
A “base effect recovery in consumer inflation” over the first four-months of 2020,
Possible ‘resilience” in total nonfarm payroll gains of near an average of +162K
per month over the year 2020,
Other factors – see Table 3.

The growth rebound over 1H-2020 may prove “just decent enough” to embolden
Chair Powell to remain ‘on hold’ during those FOMC meetings.
Notwithstanding such a potential zig-zag in the economic growth rate, our models
continue to glean slowdown/recession risk for the time period from 2H-2021 through
early 2023.
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BASE CASE EXPECTATIONS


Next Fed move: Broadly speaking, our models continue to forecast the next
interest rate move by the FOMC to be an interest rate “cut,” rather than a “hike.”
As to when such an interest rate cut may materialize, it may prove to be after
rd
next year’s November 3 2020 National Election. Again, risk of a zig-zag in
economic growth over the coming three quarters likely may side-line Chair
Powell past mid-year 2020 – see Tables 1 & 2 & 3 below.
At that point, America will be in the ‘heat’ of the Election Season – compounding
Chair Powell’s concerns.



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 over 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 years 2017-2018.
Due to such an “over-shoot” risk, we anticipated reductions in the policy interest
rate over the years 2019 into 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 – 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.

KEY RISK FACTORS TO OUR VIEW IN THE MONTHS AHEAD
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Risk over a potential zig-zag in economic growth over the coming three quarters,
with a “growth rebound” and inflation ‘bounce’ (due to base effects) in 1H-2020.



Risk of improved financial conditions may support business and consumer
confidence over the coming nine-months.



Risk of resilience in total nonfarm payroll growth near a monthly average of
+162K per month over 1H-2020 (and possibly over the entire year 2020).



Risk of ISM Manufacturing index recovers towards 51.85 level in 1H-2020.



Risk of Chair Powell embarking upon an “asymmetric pause,” of a policy reaction
function with a lower ‘hurdle’ to cut rates, yet a higher ‘hurdle’ to raise interest
rates.



Still, potential risks remain over foreign trade negotiations, of Brexit, of
geopolitical matters, of impeachment, of the Democratic Party’s nominee, of the
outcome(s) of the November 2020 National Elections, of FAA ruling, etc.



As we have argued upon numerous occasions, there remain strong global
influences upon the U.S. Treasury (and swaps) yield curve! Global financial

conditions and flows need to be monitored closely over the near- and
intermediate-terms, including actions of foreign central bankers.


Good Luck to All in 2020 and 2021 !

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

Q ua rte r- End

US A

US A

US A

US A

US A

US A

US A

Fe de ra l Funds Ra te

1- Y e a r

2- Year

3- Year

5- Year

10 - Y e a r

30- Year

Ta rge t Ra nge

Tre a sury Y ie ld

Tre a sury Y ie ld

Tre a sury Y ie ld

Tre a sury Y ie ld

Tre a sury Y ie ld

Tre a sury Y ie ld

Current

1.50% - 1.75%

1.57%

1.58%

1.56%

1.56%

1.74%

2.22%

4Q- 2019

1.50% - 1.75%

1.57%

1.59%

1.59%

1.62%

1.74%

2.26%

1Q- 2020

1.50% - 1.75%

1.50%

1.52%

1.53%

1.55%

1.67%

2.19%

2Q- 2020

1.50% - 1.75%

1.42%

1.44%

1.46%

1.49%

1.61%

2.13%

3Q- 2020

1.50% - 1.75%

1.33%

1.36%

1.38%

1.42%

1.55%

2.06%

4Q- 2020

1.00% - 1.25%

1.26%

1.30%

1.32%

1.37%

1.50%

2.01%

1Q- 2021

1.00% - 1.25%

1.18%

1.22%

1.25%

1.30%

1.45%

1.96%

2Q- 2021

1.00% - 1.25%

1.02%

1.09%

1.14%

1.20%

1.38%

1.89%

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%

3Q- 2024

0.50% - 0.75%

0.97%

1.20%

1.42%

1.68%

2.07%

2.55%

Source: Bloomberg L.P., Federal Reserve Bank, MUFG forecasts November 05, 2019
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TABLE 2: OUR MODELS FORECASTS FOR THE “PATH” OF FOMC RATE CUTS
Nove mbe r 5 , 2 0 19

O c tobe r 17 , 2 0 19

O ur Mode ls' P roba bility of a 2 5 bps Ra te Cut

Forwa rd Ma rke ts' P ric e of a 2 5 bps Ra te Cut

(to the ta rge t ra nge )

(FFZ, a pproxima te )

- 4.50%

- 15.00%

Jan. 28- 29, 2020

- 12.80%

- 42.10%

Mar. 17- 18, 2020

- 23.90%

- 64.10%

Apr. 28- 29, 2020

- 36.30%

- 72.20%

Jun. 09- 10, 2020

- 47.20%

- 90.40%

Jul. 28- 29, 2020

- 57.80%

- 98.20%

Sep. 15- 16, 2020

- 67.40%

- 111.40%

Nov. 04- 05, 2020

- 77.50%

- 122.30%

Dec. 15- 16, 2020

- 83.30%

- 138.40%

Jan. 26- 27, 2021*

- 88.60%

- 143.50%

Mar. 16- 17, 2021*

- 93.70%

Apr. 27- 28, 2021*

- 98.90%

June 15- 16, 2021*

- 111.10%

July 27- 28, 2021*

- 129.40%

Sep. 14- 15, 2021*

- 151.80%

Oct. 26- 27, 2021*

- 175.50%

Dec. 14- 15, 2021*

- 193.30%

Jan. 25- 26, 2022*

- 211.20%

Mar. 15- 16, 2022*

- 232.60%

Apr. 26- 27, 2022*

- 259.60%

FO MC Me e ting Da te

Dec. 10- 11, 2019

Source: Bloomberg LP, Federal Reserve, MUFG forecasts November 05, 2019
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TABLE 3: OUR MODELS FORECAST POINT TO DOWNSIDE RISK TO REAL GDP GROWTH (YOY)

Source: BEA, BLS, DoL, Federal Reserve, Bloomberg LP, MUFG forecasts and calculations
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FX
The foreign exchange market is finishing the year on a brighter note.
Market participants have become less fearful over the risk of sharper
slowdown in global growth which has benefitted the euro and
renminbi at the expanse of the US dollar and yen. The outcome from
US-China trade talks will be pivotal for FX performance heading into
year end. Recent yen and US dollar weakness would quickly reverse
if the US and China fail to reach a partial trade deal.
BASE CASE EXPECTATIONS, JPY, EUR & CNY
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Range: 106.00-111.00

The yen continues to trade on the back foot in the near-term. After hitting an intra-day
th
low of 104.46 on the 26 August, USD/JPY has rebounded back towards resistance
from the 200-day moving average at 109.00. The yen has been undermined by the
ongoing improvement in global investor risk sentiment. The US and China have
made progress towards a partial trade deal which is expected to be finalized before
the end of this year. Market attention has now shifted to the details of the deal. If it
involves a larger roll back of tariffs it would increase downside risks for the yen. The
White House is expected to suspend tariff hikes planned for December, although it
remains to be seen to what extent tariff hikes implemented in September and/or in
2018 will be reversed.
The improvement in global invest risk sentiment has not yet been undermined by the
modest adjustment higher in yields. The 10-year UST yield temporarily rose back
towards 2.00% as concerns over a sharper US slowdown have eased, and the Fed
has signalled a pause to the rate cut cycle. The combination of higher yields
overseas and improving global risk sentiment is a negative combination for the yen.

USD/JPY TIGHTLY LINKED TO GLOBAL INVESTOR RISK SENTIMENT

Source: Bloomberg, Macrobond & MUFG GMR

12

20 November 2019

EUR/USD – BULLISH BIAS


Range: 1.0900-1.1250

The euro has entered into a consolidation phase against the US dollar in the nearst
term. After hitting an intra-day low of 1.0879 on the 1 October, the EUR/USD rate
has since risen modestly but was unable to break above its 200-day moving average
at just below the 1.1200-level. It leaves the pair currently trading in a narrow range
between 1.1000 and 1.1200. Downside risks for the euro have diminished recently.
The risk of a No Deal Brexit has been pushed into 2020. US-China trade negotiations
are moving in a more positive direction, and President Trump has decided against
imposing higher tariffs on imports of autos which could have delivered another
meaningful blow to the industrial sector in Europe. According to reports, President
Trump has delayed his decision for another six months.
At the same time, the euro is deriving more support from the improving euro-zone
data flow. There have been tentative signs that the euro-zone economy could be
close to passing the worst point of the slowdown. Leading indicators such as the
Sentix and ZEW surveys rebounded markedly in October, and hard data including
the German trade and factory orders reports beat expectations in September.
However, the ECB has already set out its stall for aggressive easing which acts to
dampen upside potential and encourages the use of the euro as a funding currency.
A decisive break above the 1.1200-level would be required to set the stage for a
more sustainable move higher.

EURO-ZONE ECONOMY IS BEGINNING TO STABILIZE

Source: Bloomberg & Macrobond

USD/CNY – NEUTRAL BIAS
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Range: 6.9250-7.1500



Pre-announcement of phase 1 pushed USD/CNY slightly below our previous
monthly lower bound but we still favour buying on dips in the month forward.
Markets remain primed for a RMB rally and the new lower bound reflects that.
But rally off the lows also reflects a healthy amount of scepticism about phase 1,
which we judge warranted. CNBC even tweeted publicly about official Chinese
caution and for what it’s worth, a number of onshore clients told us the same on
a recent visit. It may all be posturing but for now we are positioned for a short
rally upon the phase 1 announcement.



The key question is how long a RMB rally can last? The most optimistic of
Market players (so talking equities here) seem to imagine return to a pre-Trump
world. This may be unrealistic. For one thing President Trump is still around. If
there is to be phase 1, it will basically be an exchange of Chinese agricultural
purchases against some combination of Trump Tariff delays/rollbacks. To be a
little more cynical, in its essence it’s a political deal (not an unheard of outcome
over the long history of international trade). And remember, we don’t expect
phases 2 and 3; the Chinese have even intimated this, suggesting they prefer to
wait for the 2020 US Presidential election outcome. That is consistent with what
we have said before: Trade Uncertainty will probably not lift in 2020, despite the
possible presence of a phase 1 agreement. To gauge if phase 1 brings us back
to pre-Trump, we’d advise watching world trade growth. The WTO forecasts only
a 1.2% growth rate for trade in 2020, after 3.0% in 2019. If pre-Trump, watch to
see if growth edges back up to 3.0%. We don’t think we will even be close.



We would also point out the interest differential factor that had supported CNY is
gone, with the backup in USD yields the most significant development in fixed
income over the past three months. USD yields have been a non-factor for USD
so we’re not expecting a USD/RBM impact. But once swine flu effects peak in
1Q20 and PBOC gets down in earnest to lower onshore yields, the IRDI factor
will work against the yuan.

BUMPY ROAD TO EM REDEMPTIONS

Source: Bloomberg & IIF

KEY RISK FACTORS IN THE MONTHS AHEAD
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The key macro risk in the months ahead will be the outcome from the US-China
trade talks. Market participants are expecting a partial US-China trade deal
which at least results in the higher tariffs planned for December being put on
hold. If the US and China fail to reach a partial trade deal, it would provide a
significant negative shock for financial markets. It’s possible either the Chinese
will refuse to commit to USD50bn of agriculture purchases or, equally risky, they
are unable to meet that commitment. In this case, as on 1 August, the risk is of a
Trump escalation. The yen would be one of the main beneficiaries from a flight
back to quality. USD/JPY could quickly fall back towards the summer lows at

around 106.00. The US dollar would strengthen more broadly against Asian and
emerging market currencies.
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Alternatively, there is still some scope for a positive surprise. A trade deal which
also involves the rolling back of tariffs implemented in September and/or in 2018
could help to lift USD/JPY back above the 110.00-level and boost demand for
Asian and emerging market currencies. Such a move would seem to rob
President Trump of any future leverage in negotiations, eg if he were to win reelection.



The outcome from the UK election is a risk factor for the pound and European
currencies. The Tory party are currently expected to win a majority and then
quickly bass Boris Johnson’s new Brexit deal. Market participants will initially
welcome an end to the deadlock in parliament supporting a stronger pound and
euro against the US dollar and yen.



However if the election delivers a hung parliament, market participants could
initially become more concerned over the return of No Deal Brexit risk by the end
of January. A continuation of parliamentary deadlock would require another
Article 50 extension as Boris Johnson’s Brexit plan would be unlikely to pass.
Calls for a second referendum to break the deadlock would eventually begin to
increase. The additional uncertainty would be an unwelcome development in the
near-term for the pound and euro against the US dollar and yen.
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United States Credit
HIGH YIELD MARKET
The U.S. High Yield market settled into a sense of stability in October
as many of the uncertainties were temporarily resolved in a positive
(or seemingly positive) fashion. This positive momentum continued
into the beginning of November, counter to the history off a volatile
and mostly bearish High Yield market during the month.
DRIVERS
October began with more than the usual degree of potential volatility for the U.S.
High Yield market. Typically, High Yield market performance correlates well with the
equity market, and equity market concern was elevated, partially due to the
approaching earnings season. Interest rate movements were perhaps more on
investors’ minds than usual given the FOMC meeting scheduled at the end of the
month. Adding to these market related concerns was geopolitical uncertainty
surrounding a long-delayed Brexit accord and the interminable gyrations concerning
U.S./Sino trade tensions.
Indeed the beginning of the month was relatively volatile with relevant indexes
widening, but most market fears were assuaged as October progressed. On 10/30
the Federal Reserve lowered the target Federal Funds rate by 25 basis points in
accordance with widely held market expectation. More significantly the Fed chairman
provided benign language which in essence stated that the Fed was open to further
reductions if warranted. On 10/17 a Brexit deal was announced, and while ultimate
enactment remains uncertain, the spectre of a no-deal Brexit was reduced. And
towards the end of the month rumours of at least a partial trade deal circulated. In
addition, the preponderance of economic data indicated a continuation of GDP
growth, at least in the near term.
Against this backdrop, in October the S&P 500 increased 3.3% and Treasury curve
steepened slightly.
HY MARKET FLOWS
Secondary market performance is highly correlated with the relationship between the
volume of new issues coming to market and the cash investors have available and
are willing to put to work. As is evident in the table below, we estimate that
approximately $4.0 billion of new money came into the market during October in the
form of net inflows into mutual funds and ETFs, contrasted with about $15.5 billion
required for investing in new issues, net of those for which the use of proceeds was
for redemptions or refinancing of existing issues

HIGH YIELD MARKET FLOWS (OCTOBER 2019)

Source: Lipper Fund Flow, Bloomberg, Prospect News, and MUFG estimates
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This implies a significant short-fall which would have had a deleterious impact on
market performance, however as we shall see this was not the case, for the following
reason.
We estimate that in a typical month there is approximately $10 billion in interest
income being paid into the market. This combined with other market participants not
captured in the flow data illustrated in the table above, e.g. insurance companies,
likely brought the market into approximate equilibrium in October.
HY MARKET PERFORMANCE
As alluded to in the foregoing, the key market drivers turned out to be positive forces
as the month progressed and the secondary high yield market had relatively stable
performance in October, as is illustrated in the tables below.

BLOOMBERG HIGH YIELD INDEXES

HIGHY YIELD SECTOR OCTOBER TOTAL RETURNS

Source: Bloomberg

Source: Bloomberg

Likely due to heightened ongoing market and geopolitical uncertainty, the higher
quality Double B index performed better than the overall High Yield Index.
Looking at total returns on individual sub sectors, with the exception of the cyclical
Retail sector, the less cyclical sectors performed best, for the most part.
The -1.95% return on the Energy index is noteworthy against the generally positive
overall performance of the high yield market. High Yield energy companies have
been buffeted by price volatility at persistently low levels. In addition, the sector is
subject to volatility introduced by the high level of hedge fund participation.
New issue data is illustrated in the tables below. October volume was the second
lowest of 2019. Use of proceeds in the aggregate skewed slightly more towards
acquisitions, LBOs and Capex and less towards redemption and refinancings than
the average month in 2019.

HIGH YIELD NEW ISSUE VOLUME BY YIELD

Source: Prospect News
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HIGH YIELD NEW ISSUE VOLUME BY USE OF PROCEEDS

Source: Prospect News
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