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Global Macro – Brexit negotiations enter Phase II
The UK has now left the EU and talks over the future trading
relationship will soon begin. Our base case is that there will be
significant progress towards a limited FTA by the end of the year and
that some sort of fudge will be implemented to essentially extend the
transition period. There is still some ‘no deal’ risk, however.
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THERE IS VERY LITTLE TIME TO NEGOTIATE A TRADE DEAL
After three Article 50 extensions, two general elections and a renegotiated
Withdrawal Agreement, the UK has now left the EU. There is not a sudden change in
laws and regulations as the country now enters a standstill transition period until at
least the end of the year – it remains in the single market and customs union, free
movement of goods and people will continue and EU rules will continue to apply.
The end of the withdrawal process now allows the second phase of Brexit
negotiations, on the UK’s future relationship with its largest trading partner, to begin.
This is likely to be just as tricky. Again, the clock is ticking. The transition period is
due to end on 31 December 2020. It can be extended once, by one or two years, if
agreed with the EU by 1 July 2020. However, UK PM Johnson has been clear that he
will not request an extension.

1 February
Start of an 11
month standstill
transition period

January 31
UK leaves
the EU

June
High level meeting
to take stock of
negotiation progress
(TBC)

25 February:
EU aims to
have finalised
its negotiation
mandate

26-27 March
EU Summit

18-19 June
EU summit

1 July
Germany
assumes
rotating
presidency of
EU Council

30 June
Deadline for the UK to have
applied for an extension to
the one year transition period

26 November
Deadline for
any deal to be
presented to
the European
Parliament for
ratification by
end of the year

15-16 October
EU Summit

31 December
Transition
period ends

10-11 December
EU Summit

Aim to have concluded
financial services equivalence
assessment

Source: MUFG Bank Economic Research

This would leave very little time to secure the FTA which both sides agree is the
target. The EU Council aims to have agreed its negotiation mandate by 25 February
after which talks will begin in earnest. To negotiate, ratify and implement a complex
trade deal in just nine months after that would be unprecedented. Most recent
examples of complex trade negotiations (EU-Canada, EU-Japan) took years to
complete. Yes, those talks did not have a deadline to focus minds and the UK starts
from a position of full integration. But any deal that goes beyond relatively
straightforward goods tariffs and quotas would require each member state to also
agree (rather than the EU alone). With plenty of politically sensitive national issues at
stake (e.g. fishing rights) it is unlikely that this would be quick or straightforward.
With this tight timeframe, we see three broad possibilities at the end of the year:
1) a ‘bare bones’ free trade agreement 2) some sort of fudge to extend the
negotiation period or 3) a ‘no trade deal’ Brexit. It is possible, and perhaps most
likely, that 1) and 2) will be combined.
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MARKET ACCESS VS REGULATORY DIVERGENCE
Negotiations will be based on the balance between regulatory divergence and market
access. On the UK side, Johnson wants to diverge from EU rules as much as
possible (or at least have the option to do so). He would argue that that is the point of
Brexit. For the EU, the priority will be to maintain the integrity of the single market
and customs union. Of particular importance are the so-called level playing field
provisions. Brussels will not want the UK, a large neighbour, to be able to undercut
its regulation on issues such as labour, environment, tax and state aid in order to
gain a competitive advantage.

"How well or badly do you think the government are
doing at negotiating Britain’s exit from the EU?"
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Even if talks are conducted on good terms it will still be very hard to conclude any
trade deal by the end of the year. The most that can be hoped for by the end of
the year is probably a very rudimentary trade deal for zero tariffs, zero quotas –
but very little else.
Over the longer-term, this would mean a persistent drag on UK output. The UK may
negotiate tariff-free trade with the EU after Brexit but there would still be higher
friction in the form of paperwork and administration. Tariffs on third parties might vary
even if there is duty-free trade between the UK and EU. This means there would be
rules of origin administration, which can be particularly burdensome.

IT MIGHT BE POSSIBLE TO BUY MORE TIME
Johnson may have ruled out an extension to the transition period but there may be
other ways to limit the risk of an end-of-year ‘cliff edge’ scenario. First, it
probably is possible to extend the transition period even after the July deadline. Both
parties could agree to retrospectively amend the withdrawal agreement to that effect
if it becomes apparent later in the year that more time will be required to get an
agreement over the line. Alternatively, the UK and EU could agree to continue the
standstill period for longer – but repackaged as something other than ‘transition’
period (e.g. ‘application phase’).
In the UK it would be politically tricky to formally extend the transition – it would
probably mean a separate negotiation with the EU over more budget contributions –
but the large Conservative majority would make parliamentary approval likely if
Johnson did decide to push for it. More likely, if there is only a limited trade
agreement by the end of the year, is provisional application of some new
regulations only (most likely to be those which come under EU competence and do
not require individual member state ratification).
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‘NO DEAL’ REMAINS A RISK
If no free trade agreement has been reached and there is no extension of any kind
then trade between the two parties will revert onto WTO terms (a ‘no trade deal’
scenario). This would be different to the threat before the withdrawal agreement was
ratified: the thorny issues of the financial settlement, Northern Ireland protocol
and citizens’ rights have now been settled. Even on WTO terms, tariffs would,
generally, remain relatively low on most goods. In fact, there would not be that
much difference between ‘no trade deal’ and a rudimentary FTA agreement as
both would entail non-tariff barriers such as rules of origin. The relative similarity will
be a factor in the negotiations. With the stakes not as high, we think the risk of ‘no
trade deal’ Brexit will remain elevated as there will be less incentive for the UK to
accept any EU proposals. There will also be politically difficult trade-offs to be had
(e.g. fishing vs financial services access), so there is a clear risk that animosity
between the two sides will increase relatively early in the negotiation process.
While there may be little initial difference between a limited FTA and ‘no trade deal’,
the direction of travel would be important. A ‘no trade deal’ situation simply
because time runs out before the end of the transition period would be very different
to talks between the UK and EU breaking down completely. Any animosity between
the two sides could preclude both any eventual progress on a simple FTA as well as
positive developments in more complex talks on trade in services.

UK ECONOMIC OUTLOOK
The global growth environment is much more challenging now that the UK has
actually left the EU than it was after the referendum in 2016. Despite this and the fact
that the UK has actually now left the EU, the UK economy may grow at a steady, if
not spectacular, pace of around 0.3% QoQ this year. The absence of any mid-year
Brexit deadlines should mean that growth is less volatile on a quarterly basis.
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While the gloomy global growth environment and lingering uncertainty about the UK’s
future trading relationships is likely to keep a lid on growth, economic activity is likely
to be supported in particular by 1) a resilient consumer environment 2) some release
of pent-up investment demand after three years of uncertainty and 3) accommodative
fiscal and monetary policy. With that in mind, the latest BoE GDP forecast of 0.8% in
2020 looks unduly pessimistic to our minds. We expect growth will be upwards of 1%
this year. However, over the longer-term, the consequence of Brexit is likely to be
lower UK potential growth. Higher barriers with the country’s largest trading partner
and a new, more restrictive immigration system would almost certainly be a drag on
output.
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US Rates
While our models forecasts for recent, major releases for U.S. firstorder statistics have proved accurate and resilient, our models
continue to highlight a further deceleration in growth momentum over
the balance of the years 2020-2021-2022 – even should the FOMC
enact “cuts” to its short-end policy interest rate (as per our forecasts).
(Adverse) Concerns surrounding the extensiveness and duration of
several prominent risks, including: the COVID-19 outbreak, Boeing’s
idling of 737-Max aircraft, the size of the motor vehicle inventory restocking cycle, the November 3rd 2020 election outcomes, amongst
others, ALL reinforce our models baseline, multi-year economic and
interest rate forecasts. In fact, we cannot preclude risk of a short-end
(insurance) policy interest rate cut in the present year 2020.
OVERVIEW
Notwithstanding the resilience and accuracy of our models forecasts for recent firstorder U.S. economic data releases (e.g., GDP, nonfarm payrolls, the unemployment
rate, etc.), our models continue to glean (adverse) risks to the near-term and
intermediate-term economic outlooks that likely may spur a further four-to-five shortend policy interest rate cuts (of twenty-five bps each) over the coming thirty-to-thirtysix-months.
In contrast to our models remarkably “dovish” economic and interest rate forecasts
for the years 2020 through 2023, most official, investor and market participants
projections for the economy and for interest rates are more notably optimistic and
“hawkish,” including (especially for the years 2021, 2022 and 2023) – see Tables 1,
2, 3:


FOMC, ECB and IMF projections for growth, inflation and interest rates,



Forwards markets interest rate projections,



(Bloomberg) median consensus estimates for growth, inflation and interest
rates.

Again, our models forecasts continue to imply U.S. slowdown/recession risks for the
time period from 2H-2022 through year-end 2023.
In fact, the divergence between our models forecasts and those of investors and
forwards markets pricing are so severe (through year-end 2023), that two-weeks ago
we entered a core strategic investment stance positioning for an outright fall in
market rates – to capitalize upon the magnitude (more than 150 bps) of the
divergence between our models forecasts for the FOMC’s policy interest rate and the
forwards markets implicit expectation of that rate (and the FOMC’s SEP Projection
for that policy rate) – see Tables 1 & 2.
For the FOMC, clearly, domestic and global risks have become more adverse than
their baseline SEP projections for the year 2020 – and, we believe, for the years
2021, 2022 and 2023.
While risks may lean towards a twenty-five bps “insurance cut” to the short-end policy
interest rate in the year 2020 (as our models have long-held), Chair Powell and the
Committee likely may remain “patient” in the very near-term – so as to, first, develop
a greater understanding of the risks to the outlook, while, second, determining the
extent of the underlying “resilience” of the U.S. economy (in the face of such risks).
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As our models have forecast for nearly eight-years, they continue to glean risk of an
economic slowdown/recession emerging over the years 2022-2023 – due in the main
to an inflection point in structural labor force developments in the USA (and in a very
many economies abroad) – see Table 3.
As a consequence of our economic forecasts for the years 2021 through 2023, our
models continue to forecast a relatively aggressive pace of FOMC policy interest rate
reductions after the year 2020 has concluded – see Tables 1 and 2.
It remains over the intermediate-term where our models economic and interest rate
forecasts differ so sharply from the FOMC’s SEP Projections, the median market
consensus estimates and the implicit projections in forwards markets prices!

BASE CASE EXPECTATIONS


Next Fed move: Our models continue to forecast the FOMC “on hold” over the
coming year 2020 (but high and rising chance of an interest rate cut in 2020).
Beyond year-end 2020, our models continue to glean adverse risk in the USA’
labor force that may prompt another bout of short-end policy interest rate cuts
over the years 2021 and 2022 – see Tables 1 and 2.



Terminal rate view: For many years now, our models have forecast a relatively
“low” terminal federal funds target rate of near 1.50% to 1.75%. 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 steadily has marked lower their projection for the terminal rate from
4.25% towards our 1.50%/1.75% 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 force (risks
embedded in many nations abroad, also) 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) – along with 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 year 2019 – and likely beyond that, in the years 2021 and 2022.



Curve shape comment: Over the near-term, our models glean risk that the
yield spread upon 2s-10s Treasury Notes might remain relatively ‘flat’ of 33 bps
or less (more or less ‘range bound’). Over the intermediate-term, should the U.S.
economy experience slowdown or recession risk, then short-end interest rate
cuts by the FOMC over the intermediate-term horizon might “steepen” the 2s-10s
yield curve – see our Tables 1 & 2.

KEY RISK FACTORS TO OUR VIEW IN THE MONTHS AHEAD
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There are downside risks to our models GDP and nonfarm payroll forecasts for
the year 2020 – should the Boeing commercial aircraft production suspension
extend over the ENTIRE year 2020 and should COVID-19 fallout be more severe
than most expect.



There are downside risks to our models GDP and nonfarm payroll forecasts for
the year 2020 – should a ‘far left’ Democratic contender emerge as that Party’s
front-runner.



There are downside risks to our models GDP and nonfarm payroll forecasts –
should the retail motor vehicle inventory restocking cycle be weaker than our
forecasts over the first three quarters of 2020.



There are downside risks to our models GDP and nonfarm payroll forecasts –
should President Trump embark upon new tariff threats between the USA and
France (wine, cheese, etc.) and Germany (motor vehicles) over 1H-2020.



There are downside risks to our models inflation forecast – should the ‘base
effects’ comparisons over the first four-months of 2020 prove less strong.



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



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

Source: Bloomberg L.P., Federal Reserve Bank, MUFG forecasts February 06, 2020
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TABLE 2: OUR MODELS FORECASTS FOR THE “PATH” OF FOMC RATE CUTS

Source: Bloomberg LP, Federal Reserve, MUFG forecasts February 06, 2020
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TABLE 3: OUR MODELS FORECASTS POINT TO RISK OF FURTHER “DECELERATION” IN GDP AND JOBS GROWTH

(A)= Actual BEA, Census, Commerce, DoL, BLS, Federal Reserve; (F) = MUFG Securities; U3 = quarter-end or year-end. MUFG Securities Forecasts Feb. 06,
2020

Source: BEA, BLS, DoL, Federal Reserve, Bloomberg LP, MUFG forecasts and calculations
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FX
The escalation of the macro-economic risks linked to the fallout from
the spread of COVID-19 has provided additional support for the US
dollar. A period of further dollar strength appears likely over the shortterm as the rest of the world suffers to a greater extent than the US,
reinforcing the out-performance of the US economy. FX volatility
remains low, as does general financial market volatility, as investors
remain convinced that global central bank easing will be enough to
counter the short-term negative hit to the global economy. The Japan
and euro-zone economies look particularly vulnerable though over the
short-term with implications for the yen and the euro.
BASE CASE EXPECTATIONS, JPY, EUR & CNY
USD/JPY – NEUTRAL BIAS


Range: 108.00-112.00

Real GDP data from Japan for Q4 2019, released Monday, was far weaker than
expected and highlighted the fact that the Japanese economy was already very weak
ahead of the negative hit to the economy from COVID-19. Q4 Real GDP shrank 6.3%
on a Q/Q annualised basis with private consumption down 2.9% and business
investment down 3.7%. The damage was due to the Sales Tax increase from 8% to
10% that hit consumption severely but there is now a high risk of technical recession
given the COVID-19 hit due in Q1. The fiscal stimulus support for the economy and
the lack of evidence of strong demand ahead of the implementation of the Sales Tax
had lifted expectations of a more modest hit to GDP than in 2014. However, the 6.3% GDP print was only marginally less than the -7.4% hit in Q2 2014.
MUFG Bank, Ltd.
A member of MUFG, a global financial group

But the prospect of recession in Japan does not change our base-case view on the
direction of the yen. We continue to assume gradual yen appreciation over the
course of 2020. Levels above 110.00 in USD/JPY are likely but we do not see those

JPY REER CLOSE TO LONG-TERM AVERAGE

Source: Bloomberg, Macrobond & MUFG GMR
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levels as sustainable. Ultimately, global financial market conditions coupled with the
reality that Japan’s monetary policy has run its course will be the crucial determinants
of direction. Elevated risk assets globally in our view reinforce the prospects of the
yen remaining under upward pressure as risks of a correction and/or greater financial
market volatility increase. COVID-19 risks to growth and our view of moderating
economic growth in the US underline our JPY bullish view versus the US dollar. A
failure of economic activity to rebound quickly could disappoint global investors.
While USD/JPY has been stable, we do not doubt the safe-haven characteristics of
the yen. Since the global slowdown began in 2018, the BoJ’s JPY TWI has increased
9.5%. Over this period, the yen is the only G10 currency to outperform the US dollar.
We do not see global economic conditions changing notably this year and hence, the
supportive backdrop for the yen will continue.
EUR/USD – BEARISH BIAS


Range: 1.0600-1.1100

Just as sentiment indicators from Europe were pointing to a turn in the global
manufacturing downturn, COVID-19 struck and has hit expectations for global growth
severely. With China the epicentre of this crisis, Germany and the euro-zone will
suffer to a greater degree than the US – at least initially anyway. What is concerning
is the weakness of the German economy ahead of the COVID-19 breakout. Industrial
Production plunged 3.5% in December resulting in flat GDP growth in Q4. A modest
contraction in Q1 is possible if the COVID-19 risks linger much longer.
The problem now is that this external shock to the German and euro-zone economies
have come when the ECB has already admitted that the scope for further easing is
now very limited. The strategy of new ECB President Lagarde has been to emphaise
the need for governments to implement fiscal easing given the limited monetary
policy scope.
The outcome is that market participants increasingly see the FX channel as the only
available channel to instigate the easing necessary to offset this latest external
shock. The break of the 2019 low in EUR/USD of 1.0879 has opened up a retest
of cyclical lows below 1.0500 set in 2016-17. However, we don’t see this window
for EUR/USD decline as lasting much beyond a few months. After that our view of
weaker economic activity in the US will become more apparent prompting some
reversal in current US dollar strength.

US EQUITY OUT-PERFORMANCE HIGHLIGHTS NEGATIVE EZ SENTIMENT

Source: Bloomberg, Macrobond & MUFG GMR

12

18 February 2020

USD/CNY – BULLISH BIAS


Range: 6.9300-7.0500

China’s Lunar New Year travel officially ended this year pm 18 February, but best
indications (New York Times, Bloomberg) suggested the country’s production
platforms were still only 40-50% online. In a month we should be higher than 50% but
perhaps still below 100%. We currently operate in what we might describe as a fog of
both incomplete information and, to some extent, imperfect information. The
incomplete information stands out most in basic statistics of the COVID-19 outbreak,
where shortages of test kits and hospital spaces make it likely the infection count –
already an order of magnitude larger than SARS – still remains too low, and possibly
way too low. The way the infection spread within a quarantined cruise ship off
Yokohama, Japan (where passengers were required to be in their cabins 24/7), at a
rate nine times the speed of spread in the original epicenter of Wuhan, suggests
more people could be infected in Wuhan than in the official count. In any case, the
official count is likely already far smaller than what a number of epidemiological
models would predict for this date.
Complicating matters are fairly clear signs that COVID-19 has mutated from a pure
public health issue in China – all about science, top leaders said – to something with
domestic political reverberations. And that has us concerned, not only about the
medical data discussed above but also about the economic data that will be released
in coming days and weeks. Forcing many millions of returning migrant workers to a
14-day quarantine before they can pick up tools suggest much of February output will
be lost. That means January+February data will not only be unable to smooth out the
Lunar New Year timing effect this year, but it should show a pretty protracted dip
from January+February of last year. We don’t know if that qualifies us for a slap in
the face (using the words of an irrepressible editor of a widely followed official tabloid,
who promised this treatment in a tweet for anyone who “badmouths” the Chinese
economy), but facts are facts (for some reason, this seems important to say right
now). If, eg, we see phantom output from factories with zero workers, that would be a
problem.

THE MAIN EVENT: COVID-19 CASE COUNT

Source: CEIC, MUFG GMR
So at this stage we don’t think the ultimate slowdown from the coronavirus has been
priced. The official line seems to be that this is all temporary (we won’t use that old
Keynes quote about how everything is temporary, since that actual quote may lead to
a slap in the face). What that seems to mean in official minds is that all risk asset
prices should just freeze, holding onto their pre-coronavirus levels and waiting for the
all-clear from government. Talk about indecisive Markets. Because our working
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assumption is COVID-19 peaks only in late April or early May, a month from now we
expect to still be in the fog of incomplete information and the ultimate degree of the
slowdown may still not be well-understood even then. But we think a longer and
larger slowdown means the bias we adopt this month.

KEY RISK FACTORS IN THE MONTHS AHEAD
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A sudden and sustained drop in COVID-19 cases could spark a recovery in risk
appetite that helps fuel a more pronounced period of yen selling. That could life
USD/JPY by a greater degree than we assume. Furthermore, our bearish view
on the US economy could prove too pessimistic and if the US economy proves
more resilient than expected, then the scope for decline in USD/JPY will be
much more limited. These risks all look quite remote for now.



The only silver lining from Europe of late has been the sentiment indicators that
have revealed some prospect of a rebound in manufacturing activity in Q1 after
the surprising weakness in Q4. This could translate into better data sooner than
anticipated which would limit the near-term downside risks for the euro.
Furthermore, the euro does portray safe-haven characteristics that could prove
more pronounced in limiting the downside for the euro in circumstance of weaker
global growth. The euro tends to be a top 3 performer in G10 when global equity
markets correct by 3% or more.



An effective vaccine if found against COVID-19



A sizeable outbreak (>500) occurs in another country outside of China.



An MNC moves a major line of production outside of China.
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European Credit
So far 2020 has seen mixed trading with concerns about the
Coronavirus taking centre stage at the start of the year. Total returns
in credit have been driven by a rally in underlying sovereign rates as
spreads have traded mostly sideways in the corporates and the lower
beta financials paper. There was further compression in European
credit driven by tighter spreads on subordinated paper and the higher
beta names. In non-financial corporates Issuance volumes are
possibly less pronounced compared to what was expected, albeit the
level of activity in the subordinate space has surprised to the upside
as investors seek yield. In the financials space, nevertheless the
issuance has been quite buoyant across currencies.
MARKET WRAP AND RESULTS RUNDOWN
2020 OPENS IN MIXED FASHION WITH CORONA VIRUS CONCERNS, BUT THE
SPACE CONTINUES TO REMAIN VERY TECHINCAL
EUR senior IG corporate issuance to date has come in at around €45bn with LVMH
and Siemens multi tranches being the bigger trades of the year so far; volumes are
probably a little less than expected overall with a decent mix of non-CSPP eligible
issuance coming to the market. However the year opened with a flurry of activity in
corporate hybrids with €5.5bn being issued with three deals being “Green Hybrids” as
investors sought additional yield by going further down the capital structure. British
Telecom made a long awaited debut in this space with its primary deal ending up
with very strong order books that ended up 6x covered and AT&T priced a more
unique structured a perpetual preferred security with a significant premium to
overcome a withholding tax wrinkle that would affect domestic investors.
We continue to see corporate bond markets as being very technical in light of CSPP
buying (the current value of the programme is €192.5bn), negative yields and credit
curves that remain very flat; all of which creates challenging investing conditions with
fundamentals not being fully reflected in spreads. As has been evident during this
reporting season, earnings misses seem to be relatively well absorbed and new
issues are easily oversubscribed with bumper order books often pricing with thin to
no concessions to secondary curves. We think this combination carries downside
risks and we continue think it is best to be selective given little credit differential is
priced in.
In the financials space the YTD issuance in EUR amounted to around EUR35bn out
of a total EUR82bn (Euro equivalent) issued across all currencies out of European
banks. The overall issuance is higher than initially expected with many banks having
made already good progress on their 2020 issuance targets. Most deals were largely
oversubscribed and performed reasonably well in the secondary. Demand is still very
strong from investors across geographies with a continued growth in demand out of
Asia, mostly in USD but also in EUR. At this point the market looks quite
compressed but as long as there is no shift in monetary policy from Central Banks it
will be hard to see a quick reversal of the current strength. We would expect the
compression to slow down and to get in a sideway carry trade mode.
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ASSET CLASS RETURNS

Source: Bloomberg, ICE BofAML, MUFG
EUROPEAN CORPORATES
Currently we are about half way through the full year reporting season which has
been mostly uneventful thus far. Instead we have seen overriding sector themes play
out as expected with lower oil and gas prices weighing on earnings of energy groups
and Automotive names under continued pressure posting results that are significantly
lower year-on-year with misses from issuers such as Daimler and Renault; which
whilst disappointing doesn’t deviate from prior trajectory given the challenges that the
sector is facing. Below we summarise some of the key highlights from those that
have reported, and overall we expect more of the same for the balance of the
European earnings season, hopefully without too many negative surprises.
Oil and Gas
Energy groups have had to contend with lower commodity prices and this was most
evident at Royal Dutch Shell which opened the reporting season missing consensus
expectations; the group managed to keep production stable at 3.7m boe/d but this
didn’t stop CSS earnings contracting by about a third as lower oil and gas prices
filtered through. Shell’s gearing increased to 29.3% as capex remained constant and
shareholder distributions remained generous with significant dividends and share
buybacks being executed. In contrast, BP beat street estimates though the E&P
development was similar with earnings off 25% yoy, group capex came in towards
lower end of management guidance. However gearing remained elevated at 31.1%,
positively the group increased is target for asset disposal by $5bn that should help
drive this lower towards the target range. Total provided another positive earnings
surprise thanks to output that increased by 200k to 3.1m boe/d. Management have
continued to focus on cost discipline and achieved $5bn cumulative savings, on top
of this there is a target of $5bn of asset sales. Gearing is amongst the lowest in the
industry at 20.7% and pre-dividend organic breakeven at $25 per barrel means that
the group remains in excellent financial health.
Utilities
It’s still pretty early in the reporting season for the Utility space but EDF was amongst
the bigger and more important issuers to publish its numbers already. These were
somewhat better than the market expected and bucked a long trend of

16

18 February 2020

disappointment from the credit. Group EBITDA improved by 12% towards
management’s upper range but given the significant capital expenditure leverage as
reported ticked up to 2.5x. 2020 should prove pivotal for the group, CEO JeanBernard Levy said that he hopes for more favourable regulation of nuclear output,
which we should see as a part of a broader restructuring of the group’s operations.
The expectations are that EDF, led by the French government (its biggest
shareholder) to be transformed to a more sustainable entity in-order to be able to
meet ongoing capex requirements of the nuclear fleet in a environment that will see
French energy transition move away from nuclear dependency in the longer term.
Away from this Nordic groups are always among the first to report earnings, here we
saw Fortum produce results that also surprised to the upside, the group is currently
undergoing a transformation as it integrates Uniper, the transaction isn’t fully
integrated as yet but the steps are in motion and management have shown a
willingness to undertake asset sales to mitigate the impact of the transaction on its
leverage; pro forma for announced divestments leverage will tick down to 2.5x.
Admittedly controlling and consolidating Uniper will change things further still, but we
take comfort in management’s actions thus far and regard Fortum as staying an IG
credit once the various moving parts slot into place. Orsted the premier green utility
also reported full year results, whilst headline results were short of consensus
estimates the group announced that it will become carbon neutral by 2025 which will
no doubt help cement the groups already impressive green credentials. Management
are continuing to ramp up investments, for 2020 these are set to increase by a third,
but the groups credit profile remains solid and the increased spend should be
sustained in its current ratings. Vattenfall also posted strong results with EBITDA
+24% on higher earnings from generation and wind operations as the group realised
higher prices as output remained consistent. Leverage was a touch better at 3.1x and
the group remained towards the more conservative target along its FFO/Debt at
26.5%.
Automotive
Unfortunately it was a case of more of the same for the OEM’s that have reported so
far, with the sector having to pivot to face significant challenges in terms of reducing
average fleet emissions in line with EU requirement, further still, automation and ridesharing are other megatrends that need to be addressed with significant new
competition emerging from non-traditional competitors such as Uber, Tesla and a
number of the tech giants including Google. Daimler was the first of the European
groups to report, and whilst demand for vehicles remained solid with unit sales
unchanged at 3.34m vehicles, EBIT was significantly lower down by almost twothirds at €4.3bn as expenses related to legal proceedings and additional restructuring
costs weighed heavily. The group still had high investments and R&D spend but
remained in a net cash position with a decent liquidity cushion, management
signalled that they expect a bounce back in results in 2020 but overall this looks
unlikely to be a quick fix for credit with its A3/A- ratings on negative outlooks.
Renault and Nissan also had a tough time; first it was Nissan reporting quarterly
loss for the last quarter of 2020, the first in over 10 years, also the group decided to
scrap its dividend. Renault followed with its annual results which were also
disappointing and which missed analyst consensus; operating profit margin fell
150bps to 4.8%, and was particularly weak in the second half of the year – at only
1.3%. Forecast for 2020 didn’t call for a notable bounce back, with margins forecast
to contract again on a year on year basis to a 3-4% range, although FCF at the
Automotive business is set to be positive before restructuring expenses; we feel
ratings are likely to remain under pressure here. Investors will have to wait until the
AGM in the spring to get further details of the restructuring and with the new CEO
starting in the summer, changes in strategic direction will likely be announced in the
second half of the year. Ford was another name that reported very weak results for
4Q and FY19, missing its own revised guidance. Group EBIT was partly down due to
higher investments, although Ford Credit partially cushioned the negative impact.
Margins at 4Q19 disappointed falling by 227bps to 1.2%, they were stronger on a FY
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basis at 4.1% but the trajectory isn’t comforting, and all eyes remain on the ongoing
restructuring and Fitness plan coming good. North America continues to be the only
engine of profitability, with South America, Europe and Other international segments
all making losses. The industrial business remains in a net cash position with decent
liquidity, but with split ratings and current trajectory we think it is only a matter of time
before S&P joins Moody’s with a junk rating.

EUROPEAN BANKS
The European banking sector has been dominated by technical again in our view
since the beginning of the year. The low rates and the overall lack of yield have
fuelled demand for European bank paper across geographies. The record amount of
new issuance out of European banks has been very well absorbed and new issue
concessions have been all but absent in many cases. Banks are happy to lock in new
issuance at the current very modest overall yield levels. The bulk of the EUR82bn
(EUR equivalent) across currencies issued so far has been pretty evenly balanced
between EUR and USD (EUR35bn and EUR equivalent 35bn, respectively). Demand
from non- European investors remains very strong as US banks seem more fully
priced than the European counterparts. We expect the continued demand in growth
out of Asia to continue, especially if underlying yield curves were to move upwards a
bit, lifting overall yields higher.

RECORD YTD EUROPEAN BANKS ISSUANCE ACROSS CURRENCIES IN EUR

Source: Bloomberg, MUFG
Results season has been generally good so far and has also been supportive for the
banks, but have not really changed any credit story. Most banks carry on trying to
improve their profitability against the low rates/low growth backdrop.
The main themes were the significant rebound in the CIB activities of the European
banks in 4Q19, the continued margin compression (driven by the continued low rates
environment), persistent modest returns, continued cost focus and fine tuning on
capital which is mostly in good shape across the European banks’ spectrum.
Generally the performances have been in-line or better than consensus expectations
and only a few banks have disappointed somewhat versus expectations. However,
these (mostly small) disappointments (e.g. Banco Sabadell) have come mostly from
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an equity perspective as from a credit perspective we would argue that the results
season has brought little in terms of significant changes in previously held views.
If anything, the higher beta credits such as Deutsche Bank or Monte dei Paschi
(MPS) have seen improvements in their stories, be it from new, and credible restructuring plans, or from more visible progress on talks with the European
Commission on an agreement to shed MPS’ still large overhang of “unlikely-to-pay”
loans. Amongst the other names of interest, we would point out Barclays, which has
shown another convincing performance in its CIB business in 4Q19.
More in general, credit worthiness is stable or improving and only in a few exceptions
has there been modest asset quality erosion, such as with ABN Amro but nothing
that flags any particular worry as many banks have had prolonged periods of below
the average of the cycle cost of credit.
We see continued progress across the board in cost of credit amongst Italian banks,
which has helped the overall outperformance of the Italians in this beta compressing
environment. We expect this to have a little bit more to go as the M&A activity might
become more prominent (Yesterday IntesaSanPaolo made an unsolicited and
unexpected bid on the smaller domestic rival, UBI Banca, kicking off a potential
broader M&A cycle in Italy and maybe even beyond).
Nevertheless the bigger theme, once more, is that technicals have even become
stronger than in the back end of last year and the grab for yield has driven a strong
YTD rally in the spreads, mostly seen in the USD (senior, sub and AT1) but also in
EUR higher beta names (DB, Italians) or in EUR sub and AT1. The market strength
has also provided for some inaugural higher beta deals, including UBI AT1, Banco
BPM inaugural AT1, Banco BPM inaugural SNP and Greek banks Alpha and Piraeus
each with inaugural EU T2 deals.
Our outlook remains constructive on the sector and we expect the strong technical to
remain in place for the coming months, and potentially even beyond.
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