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Global Macro – Fallout from the US election
2020 has been a uniquely challenging year. The pandemic has
intruded upon and impacted the lives of almost every one of us –
ranging from inconvenience to lost livelihoods to more than one
million deaths worldwide, approximately a quarter of which have been
in the U.S. The deep global recession from this spring has given way
to an uneven recovery – one that remains subject to further impacts
from the virus. Yet, we close out the year with new hope for a vaccine
that could prove pivotal in returning society to a degree of normalcy.
And we will begin 2021 with new leadership in the U.S., a signal to
the world that Washington is moving in a different direction, even if
the challenges of 2020 are not fully behind us.
US POLITICAL UNCERTAINTY EASES AFER ELECTION
In a year that has been dominated by the pandemic and uncertainty – health,
economic, and political – one marquee event, the U.S. election, is now largely in the
rear-view mirror. Media organizations called the race for former Vice President Joe
Biden on November 7, four days after voting ended. Although his win has not yet
been certified, President-elect Biden will almost assuredly be sworn in on January
20, 2021, taking the oath of office and assuming his duties as the 46th president of
the United States. Joining him will be Vice President-elect Kamala Harris, set to
make history as the first woman – and woman of color – to hold such high office in
the U.S.
Yet, there are still numerous uncertainties between where we are today and that
moment at the U.S. Capitol in just over two months. President Trump has yet to
concede the race, challenging the results through myriad court cases. By almost all
accounts, Trump has only the slimmest of paths to overturn the election, fraught with
legal challenges – though some in his orbit expect the president will never
acknowledge Biden’s win. As a result, the transition between administrations has
been slow and stalled. This disjointed process is raising alarms among national
security experts, who believe it leaves the U.S. vulnerable at a critical time. Biden, for
his part, has said he is not concerned by the delays; both he and his transition team
are drawing from decades of experience in Washington to prepare for his move to
the White House.

TRUMP TWEET

Source: Twitter
The coronavirus pandemic is also surging across the country. Cases aren’t just on
the rise in a handful of hot spots – they are increasing in almost every state, with
those in the Midwest seeing the most dramatic effects. For the first time ever, more
than 175,000 cases were reported in a single day. At this moment, more than 65,000
Americans are hospitalized with the virus, topping records, and double the number
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just over a month ago. Deaths, too, are on the rise, raising alarm among health
experts about the accelerating community spread as we approach the winter months
and holiday season. It is estimated that another 70,000 Americans could die from the
disease between now and when Biden takes office.

US CORONA MAP

Source: Axios
There is also the unresolved question of next year’s congressional makeup. Though
Biden captured the presidency, “down-ticket” Democratic candidates in both the
House and Senate underperformed expectations. Democrats will maintain their
House majority in 2021, albeit with a much slimmer margin. The Senate remains an
open question. Republicans currently hold a 50-48 advantage, with the remaining two
seats – both in Georgia – to be decided in a run-off election on January 5. Over the
course of the next two months, politicians from both parties will barnstorm the state
with speeches, as voters and interest groups pour hundreds of millions of dollars into
the campaigns to try to turn out the vote once again. The consequence of the run-offs
cannot be overstated. Should Democrats win both seats, a 50-50 tie would give them
control of the Senate, its committees, and agenda. Vice President Harris would
represent the tie-breaking vote in Senate matters. Anything short of victories on both
seats will leave the Senate in Republican hands.

SENATE MAP

Source: Fox news
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A Republican-held Senate is the most likely outcome, which would have broad
ramifications for Biden’s agenda. The President-elect campaigned on the most
progressive platform in memory, promising to raise taxes on corporations and highincome individuals; raise the minimum wage to $15 an hour; provide a “public option”
that would push the U.S. closer to universal healthcare; and invest trillions of dollars
to tackle climate change and speed the shift to renewable energy. None of this will be
possible without Democratic control of the Senate. Beyond his legislative agenda,
Senate Republicans will be able to block Biden’s nominations, including his cabinet,
regulators, ambassadorships, and judges. Not since 1884 has a Democratic
president assumed office without control of both chambers of Congress.
Some, including Biden and senior Republicans, have expressed hope that the two
parties will be able to find common ground. However, the current political
environment makes such an outcome unlikely, at least for most issues. One
consequence of Trump’s refusal to accept the election results is that upwards of 70
percent of Republican voters do not believe the election was “free and fair,” double
the percentage who believed the same just days before the election. Many will push
back on any signs of compromise, as doing so would be seen as legitimizing Biden’s
presidency. Republicans in Congress will also feel pressure directly from President
Trump to obstruct Biden’s agenda. Trump demonstrated time and again that he is the
head of the GOP, and will likely remain so even in defeat. He is already raising
money for future campaigns and there is growing speculation that he will start a
conservative political news outlet, from which he could decry political opponents. All
of this pressure on Senate Republicans will likely yield legislative gridlock and finger
pointing. Compromises, where they exist, will be few and far between, limited mostly
to must-pass legislation and smaller agreements.

POLLING DATA
Voters Who Expect / Believe the 2020
Elections to Be Free and Fair
Republicans

Democrats

90%

60%
49%
28%
Before Election Day

After Election Day

Source: Politico/Morning Consult, Sept 25-27 & Nov 6-9

Source: Politico/Morning Consult

This is not to say that Biden will be without tools at his disposal. Even in divided
government, the powers of the presidency are vast. Though Biden has made clear he
will return to many of the traditions and norms that critics contend Trump has largely
ignored throughout his term, Biden will also use his executive office to accomplish his
goals and deliver on promises to voters. The president-elect is expected to move
quickly to cancel Trump’s orders that weakened environmental regulations and
dramatically curtailed legal immigration. He will take immediate steps to redirect and
strengthen the federal government’s response to the global pandemic. Likewise, he
will retain broad authority on foreign policy. Biden has promised to bring the U.S.
back into the Paris Climate Agreement, restore U.S. membership in the World Health
Organization, and reinvigorate U.S. ties with NATO and other key allies. On trade,
while Biden is unlikely to prioritize liberalization, he is also unlikely to exacerbate
existing trade wars or use the threat of new tariffs to reward or punish U.S. trading
partners. Ultimately, what Biden does through executive action could be far more
impactful than any bills he is able to squeeze through a divided Congress
5
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MARKET IMPACT

LEE HARDMAN
Currency Analyst
Global Markets Research
Global Markets Division for EMEA
E: Derek.halpenny@uk.mufg.jp

Financial market participants have reacted favourably to the US election result even
as Congress appears likely to remain divided thereby constraining the scope for
further fiscal policy support under a Biden administration. On the plus side, a divided
Congress will also limit less market friendly elements of Biden’s policy proposals
including higher taxes and regulation. President-elect Joe Biden will have more
scope to change trade policy through executive orders as we have seen in action
during the latter years of President Trump’s time in office. Market participants remain
optimistic that the Biden administration will pursue less confrontational trade policy
with refrain from using tariffs as a weapon. We remain hopeful that Trump’s tariffs
could be gradually reversed in the coming years. The US dollar (DXY basis)
advanced 6.5% from April 2018 to end-2018 as Trump turned his attention to
international trade and increased tariffs. Biden’s victory has put in motion the reversal
of that move as the risks associated with additional tariffs subside. Once we see
confirmation of a change in approach, the dollar has scope to weaken further on this
specific factor alone, especially in the EM FX space.
A more certain and favourable trade policy environment for the global economy will
reinforce recovery from the unprecedented COVID shock. Positive vaccine news
from both Pfizer and Moderna has further reinforced optimism over a stronger
economic recovery in 2021 and beyond. The positive COVID news coupled with the
better trade policy backdrop will reinforce demand for high beta currencies. MSCI’s
EM currency index has risen to its highest level since early in 2018. High yielding and
commodity-related currencies such as the Colombian peso, South African rand and
Brazilian rand have been the best performing currencies so far this month and we
see a favourable outlook in 2021. Record daily portfolio inflows into emerging
markets since the election and COVID vaccine news (according to IIF data)
highlights the shift in investor sentiment.
Similarly, we expect the high beta G10 currencies like the Norwegian krone, New
Zealand and Australian dollars to outperform. US dollar weakness will likely be more
modest against other major currencies. These trends are set to continue heading into
year-end and beyond into 2021 although we are wary of potential banana skins along
the way including: i) President Trump lashing out at enemies such as China during
the lame duck session and ii) a sharper move higher in US rates if the Fed turns less
dovish in response to positive vaccine news.

ASIA FX BOOSTED BY TRADE POLICY OPTIMISM & CYCLICAL MOMENTUM

Source: Bloomberg, Macrobond & MUFG GMR
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JOHN D. HERRMANN
Director

US Rates

Interest Rates Sales & Trading

The USA’s economic and employment growth cycles continue to be
remarkably resilient – supportive of our models forecast for a “strong”
growth rate performance of near +6.286% for the 4rd Quarter and a
year-end 2020 growth outcome of only -2.010% yoy. The (U3)
unemployment rate continues to decline sharply, in-line with our
forecasts, and the U3 rate is tracking 6.043% by year-end 2020 (and
just 3.864% by year-end 2021) - according to our models! Over the
past six-months, the U.S. recovery has been an impressive one,
setting the stage for what could be further startling growth over the
years 2021, 2022 and 2023! However, Americans continue to be “lax”
in adopting health protocols, and the community spread of COVID-19
has reached a daily new case run rate as high as our models had
feared for it at the onset of Wave 2. This surge introduces risk of a
harsh series of (local) shutdowns, and, thereby, risk of a brief
contraction in the First Quarter of 2021. As we have guided since May
2020, America may undergo a “pendulum swing” in the outcomes for
the Presidency and Senate election races – by a “narrow” number of
votes. The “size” of 2021’s Federal fiscal stimulus awaits the final
outcomes – known by mid-January (most likely). For its part, the
FOMC likely maintains its New Policy Framework’s “uber-dovish
pledges” of: the policy rate at the zero lower bound past year-end
2023, expansion of its balance sheet – but, over the coming twentymonths, bond vigilantes likely may challenge these policy stances.

T: +1-212-405-7447
E: JHerrmann@us.sc.mufg.jp

MUFG Securities
A member of MUFG, a global financial group

OVERVIEW
Over the past 6.5-months, the outcomes of U.S. economic data remain
phenomenally “constructive” – either matching or exceeding our own forecasts (that
notably continue to be more constructive than either the market consensus
expectations or the ‘official’ projections of the FOMC, IMF, OECD and World Bank).
th

For the 4 Quarter of 2020, our models tracking forecast is +6.286% q/q
SAAR – far exceeding the market consensus estimate of just +4.00% !
For the full year 2020, our models forecast a decline in real GDP of just 2.010% yoy (upon a 4q/4q basis).
Our models forecast of -2.010% yoy is impressive, we believe, as it more
than exceeds every current projection for it, from:


The consensus estimate of -3.30% yoy,



The FOMC’s projection of -3.70% yoy,



The OECD’s projection of -3.80% yoy, and



The IMF’s projection of -4.30% yoy.

Our models forecasts for the U3 unemployment rate continue to distinguish
themselves by their remarkably low levels and to the speed with which they attain the
pre-pandemic unemployment rate of 3.50% - by late-winter 2022 – see Table 2.
7
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Should our models tracking forecasts for the final months of the year 2020 prove
accurate, then they provide a solid “tailwind” for growth over the coming two years –
see Table 2.
Our models forecasts for the U.S. economy likely will be even far more impressive
should Congress enact a $1.650 trillion Federal fiscal stimulus package (or a greater
amount) over the First Quarter of 2021 – as this may be the consequence of a very
narrow “pendulum swing” in the Presidency and the Senate.
The economic growth outlook would be buttressed by the arrival of a vaccine(s) for
st
COVID-19 prior to May 1 2021.
Overall, clearly, our models economic and interest rate predictions are far more
constructive than:
1.
2.
3.

The FOMC’s forward guidance,
The market consensus estimates and
What is “priced in” to forwards markets of U.S. Treasury securities and
Eurodollar contracts.

Would we be so lucky as to only focus upon our models economic and interest rate
forecasts for the coming three years and their core strategic investment stance of a
2s-30s Treasury yield curve steepener (with our long-held yield spread objective of
191.1 bps) – see Table 1.
That is NOT the case, simply put!
*** We caution our clients that the current surge in the community spread of COVIDth
19 over the 4 Quarter presents a major risk hurdle for the U.S. economy and to its
timetable for achieving a full, complete, recovery !
Specifically, while the adverse health risks of the community spread of COVID-19
may be most intense over the coming months of November, December and January,
from an “economic growth perspective,” likely it may be the First Quarter of
2021 that bears the brunt of the “economic drag” from Wave 2 of COVID-19
rather than the Fourth Quarter of 2020 – according to our models.
st

Our models cannot rule out risk of a brief, but sharp, economic contraction in the 1
Quarter of 2021 – as local government officials may be forced to enact more
stringent measures to slow their community spread of COVID-19 (and its tax upon
the hospital systems).

As we have discussed in EVERY Strategy Note since mid-March of this year, the
Community Spread of COVID-19 remains problematic in the USA, and it risks
intensifying from the current high “base level” over the coming four-months – as our
models forecast 281,437 deaths by year-end 2020 followed by another 344,500 over
the year 2021.
*** Over the coming three-months, our models highlight the risk that daily new cases
of COVID-19 average in the range of between 141,928.00 per day (at the moderate
side) to near 228,992.00 per day (at the severe side). Somewhat disconcerting, our
models have a simulation where a spike towards a daily new case load of 311,478.00
per day for a brief time spell is a non-zero probability event.
Spells of new daily cases of COVID-19 may be particularly severe following all of the
th
4 Quarter’s seasonal holidays, including Thanksgiving Day and Christmas Day and
New Year’s Holidays, or shortly thereafter, over the month of January 2021.
If so, might such a daily case load overwhelm local hospital systems ?
Possibly so.
Might State officials, in turn, enact measures that restrain economic activity and
trigger bouts of risk-off sentiment in the investment community over the near-term ?
Possibly so.
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In turn, might the U.S. Treasury yield curve suffer through short-term bouts of reflattening over the near-term?
Possibly so.
Bottom Line: our models economic forecasts remain significantly more “constructive”
than either the FOMC’s SEP projections and the market consensus estimates –
indeed, more constructive than a very many of our clients.
st

Still, our models highlight adverse risk for the 1 Quarter of 2021.
Notwithstanding our relative “optimism,” we continue to wholeheartedly embrace
Chair Powell’s message and his policy stance:
“There remains great uncertainty about the future, as the path of the economic
recovery very much depends upon the path of the COVID-19 pandemic. … The
Committee’s goal remains to promote the strongest recovery possible. … The
Committee will use its full range of tools to support the economy. Policymakers need
to ‘keep their foot on the gas’ until we are sure that we are past the critical phase of
the crisis. …”
Hence, over the intermediate-term, we continue to expect the 2s-30s Treasury yield
curve to steepen upon the basis of – see Table 2:


Chair Powell’s pledge to keep interest rates ‘low for long’ – anchoring the
policy rate (near the effective zero lower bound),



Risk of large Federal fiscal deficits over the years 2020, 2021 and possibly
2022 (that supports Treasury Note auctions’ supply),



Ultimately, in the USA, a likely remarkable and constructive trajectory for
economic and employment growth, and inflation, over the years 2020
through 2023,



Anchored front-end yields at home and abroad,



Other factors.

The scale of the community spread of COVID-19 remains a formidable adverse risk
to our near-term economic forecasts and it may tactically lean against our models
core, strategic “yield curve steepener” investment stance.

BASE CASE EXPECTATIONS


Next Fed move: FOMC restored ZIRP, of a policy rate of 0.00% to 0.25% for
the balance of the year 2020 – with the effective federal funds target rate trading
near ten basis points – see Table 1.
*** Our models highlight risk that the policy interest rate remains at ZIRP
over all of the years 2021 and 2022 – possibly longer.
The “challenge” for the FOMC is how to formalize a ‘credible’ interest rate
projection – as the forward guidance from SEP projections likely need to
be ‘strengthened’ (to avoid a premature increase in market-based front-end
yields)?
Our economic models have forecast a “deep” recession for America over 1H2020, but a “strong” rebound over 2H-2020. Thereafter, our models continue to
forecast “solid” growth rates for America over the years 2021-2022-2023 – but
such growth rates likely are in need of support from: good fortune in terms of the
COVID-19 pandemic, another significant federal Fiscal stimulus package(s) –
alongside extremely accommodative monetary policies, we believe.
Still, the path for the economy likely may be significantly impacted by the
“unknowable” path of COVID-19, especially over the First Half of 2021. To
strengthen forward guidance over the years 2021-2022 into 2023, the FOMC
may introduce a more formal program that effectively anchors the level of the
front-end of the U.S. Treasury Note yield curve (say, on 2-year Note’s yield).

9
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We share the same concern(s) of Chair Powell, “The path ahead for the U.S.
[and world] economy is highly uncertain and subject to significant downside
th
risks” (May 13 ).
In the unfortunate circumstance that effective vaccine(s) and treatments(s) take
time to develop and implement, “Monetary [and fiscal] policy must be
accommodative in the face of a range of possible outcomes,” (Chair Powell, May
th
13 ).
Lastly, our models have highlighted risk of a “pendulum swing” in USA national
rd
election races, for both the Presidency and the Senate on November 3 – a
“swing” that may foreshadow a large fiscal policy package introduced in early
2021.
As Chair Powell has guided, “The FOMC will continue to use its tools until the
[COVID-19] crisis has passed and the economic recovery is well underway.”
We wholeheartedly agree with Chair Powell’s “forward guidance” – as per our
models interest rate forecasts – see Tables 1 & 2.


Terminal rate view: For a decade now, our models have forecast a relatively
“low” neutral-terminal federal funds target rate of near 1.50%. Such a forecast of
the “terminal rate” remains significantly lower than the FOMC’s current baseline
projection of 2.50%.
We note that, over the previous eight-years, the Committee steadily has marked
lower their projection for the terminal rate from 4.25% down to 2.50%, but the
Committee has not embraced our forecast for a neutral rate of just 1.50%.
*** We expect the FOMC to lower its SEP Projection for the terminal rate
towards 2.00% over the course of years 2021 and 2022.
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), 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-deflation
risk abroad (where structural issues in the labor force prevail in most developed
economies).
According to our models forecasts, the FOMC Committee over-shot the ‘neutral
policy rate’ during its interest rate policy tightening cycle of the years 2017-2018.
Due to such an “over-shoot” risk, we anticipated reductions in the policy interest
rate over the year 2019 and into the years 2020, 2021 and 2022.



Curve shape comment – risk of a ‘steeper’ 2s-30s yield curve over the
intermediate-term: Our models continue to glean risk over a resilient economic
recovery unfolding over 2H-2020, and through years 2021, 2022 and 2023
(though, the surge in the community spread of COVID-19 has made our
economic forecast more “back-loaded” than “front-loaded,” on the margin) - see
Table 2.
In our economic outlook, we assume risk of a fiscal deficit stimulus
package (near $0.685 trillion) over 2021 – it may be stronger, should a
rd
“pendulum swing occur on November 3 Elections in the Senate and
Presidency. Such stimulus should support economic growth, inflation,
Treasury auction supply and the 30-year Bond’s yield over the
intermediate-term. Should the FOMC’s policy rate may remain near the
Zero Lower Bound (ZIRP) for long (effectively “capping” the 2-year
Treasury Note’s yield) then the 2s-30s yield curve likely may steepen
towards our objective of 191.1 bps over the intermediate-term.
Our models continue to forecast an expansive Federal fiscal deficit budgetary
posture – which may balloon the Federal Debt-to-GDP ratio towards 119% by
Fiscal-Year 2029.
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Should our risk-based interest rate scenario prove accurate, then the 2s-30s
yield curve likely may steepen further over the intermediate-term – see Table 2.
Monetary policymakers likely would not be desirous of such a 2s-30s yield curve
steepening, and may attempt to counteract that move via an “operation twist”
Quantitative Easing policy.

KEY RISK FACTORS TO OUR VIEW IN THE MONTHS AHEAD


Simply put, the major risk to the economic and interest rate outlook is a ‘nasty
turn’ in Wave 2 of the COVID-19 pandemic.



Risk of a U-Shaped recession for America and the World’s economy in the years
2020-2021. Risk over the escalation of the pace of “community spread” of
COVID-19 over the autumn 2020 and winter 2021 – in the USA and abroad –
deepening the impediments to the world’s economic supply chain.



One may argue that ‘Wave 1’ of COVID-19 neared its completion in USA by lateOctober – as community spread extended through the forty-eight contiguous
States. ‘Wave 2’ of COVID-19 likely has begun and may run alongside America’s
typical influenza season from mid-October through late-March. We had forecast
a strong finish to Wave1 in the USA, following the end of summer
parties/barbecues, America’s Labor Day Holiday and the re-opening of the new
academic year (and autumn activities’ schedules). Such a strong finish appears
to have unfolded, as America’s Wave1 cumulative new cases are tracking
18.108 million and near 281,437 deaths by year-end 2020. For the year 2021,
our models highlight risk of another 19.450 million cumulative new cases and
another 344,500 deaths.



Risk of a re-emergence and deepening of “community spread” of COVID-19
during Wave 2 that may ultimately encourage the FOMC to (1) maintain the
policy rate at the zero lower bound through all of years 2021 and 2022 and
possibly through all of the year 2023 and to (2) utilize the New Policy Framework
program to effectively “anchor” the yield of the 2-year Treasury Note over the
intermediate-term.



“Unknowable risks” to vaccine(s) and treatment(s) developments, adoptions and
implementation to COVID-19.



Risk of household and business insolvencies and damaged confidence broadly.



Risk of “moderate” economic growth overseas, during the years 2020-2021-2022
(and of further disinflation pressures) in Europe and in ex-China Asia – that
depletes growth more broadly through emerging economies and the world’s
economy.



Risk of a re-emergence of strains in the markets for risky assets over 2020-2021
should Wave 2 of COVID-19 prove as harsh as we fear and there be “delays” to
the roll-out and adoption of vaccine(s) and treatment(s).



Risk of a moderate pace of “escape velocity” (less than +2.00%) during the
subsequent economic expansion in the USA (over 2022 through 2025).



Political risks abound, both at home and abroad.



As we have argued repeatedly, 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. The ‘levels’ of overseas interest rates (e.g., of
‘negative’ interest rates) need to be monitored closely, as well.



Lastly, on the “positive” growth side, risk that the U.S. Senate ultimately swings
to a 50-50 balance under a President Biden Administration – with a potential
strong fiscal stimulus to follow.

Good Luck to All in 2020 and 2021 !

11

17 November 2020

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

Source: Bloomberg L.P., Federal Reserve Bank, MUFG forecasts 06 November 2020

TABLE 2: STRONG REBOUND OVER 2H-2020, BUT SURGING COVID-19 CASES A NEAR-TERM RISK …

Source: BEA, BLS, DoL, Federal Reserve, Bloomberg LP, MUFG forecasts and calculations06 November 2020
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FX
We stated here last month our view that if our key assumptions hold
then the window for USD strength could be closing. That certainly
looks more the case now given one of those key assumptions has
been realised – the victory for Joe Biden in the presidential election.
The reduction in risk associated with additional tariffs and trade
disruptions coupled with the positive news on vaccines have
brightened the outlook for global growth in 2021. This will help lift
demand for currencies globally versus the US dollar. Other short-term
factors specific to the US could undermine prospects for the dollar
further. The spread of COVID unchecked at the Federal level and
Trump’s refusal to partake in a smooth transition of power may leave
more of the onus of policy support on the Federal Reserve. Finally, a
UK-EU trade deal now looks likely, which will certainly add to dollar
selling versus the pound over the short-term, although further out
pound gains are likely to reverse to some degree.
BASE CASE EXPECTATIONS, JPY, EUR & CNY
USD/JPY – BEARISH BIAS


Range: 100.00-106.00

We have lowered our USD/JPY range reflecting the shifting fundamentals that favour
a weaker dollar more generally. We saw a sharp sell-off in USD/JPY in response to
th
the election result in the US – an intra-day low of 103.18 on 6 November was
however met with very strong demand for dollars resulting in a substantial rally.
However, crucially, this does not appear to have altered the dynamics and the dollar
remains under downward pressure. For reasons we have been citing here for a
number of months now, COVID in particular has altered the outlook for USD/JPY
given the collapse in global yields. Now with the US election uncertainty mostly
behind us, the underlining worsening of US dollar fundamentals is likely to be more
clearly reflected in USD/JPY performance.
MUFG Bank, Ltd.
A member of MUFG, a global financial group

Technically, we have reached an important level. Since COVID stuck in March,
USD/JPY has failed to maintain levels below the 104-level for any notable period at
all. Only once in March did USD/JPY close below the 104-level – since then there
were two tests to the downside on an intra-day basis before in November we had two
closes below 104.00. USD/JPY has recorded lower highs every month since June –
so the clear downward trend remains intact and we suspect USD/JPY will soon
breach the 104-level on a more sustained level for the first time since just before
President Trump was elected in November 2016.
The very sharp recoveries in USD/JPY at certain points are understandable.
Japanese investors’ appetite for risk during these more elevated periods of
uncertainty has been diminished, especially given the cost of hedging the US dollar
and many other G10 currencies has greatly diminished. But sharp declines in
USD/JPY does draw opportunistic buying but this then tends to quickly fade. We can
certainly see more of these episodes going forward but there likelihood is that the
buying levels will continue to slowly drift lower.
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So in reality, hedged outflows are set to dominate which will greatly diminish the
support for USD/JPY. We are watching closely the return a Japanese investor gets
on a 10-year UST bond, fully hedged, versus the return on a 10-year JGB.
That return is currently greater on a hedged UST bond, which should draw further
hedged flows going forward. Japanese investors did slow their purchases into fiscal
half-year-end in September but in the five weeks of data we have for the period since
October, Japanese investors have purchased over JPY 2.7trn worth of foreign bonds.
For now we do not expect USD/JPY to break the 100-level any time soon. That
strong demand at lower levels is likely to exist. The risk to that would be a major
disturbance in the financial markets which could fuel general JPY outperformance
that sees this level breached sooner rather than later.
Escalating COVID in the US and the prospect of the Fed easing further at the
December meeting will be good reason though to keep USD/JPY under downward
pressure. The BoJ is unlikely to respond in any meaningful way to the decline in
USD/JPY – as long as the move is orderly, opposition will be limited.

YIELD FOR JAPANESE INVESTOR ON A FULLY HEDGED 10-YEAR UST BOND
OVER 10-YEAR JGB YIELD

Source: Bloomberg, Macrobond & MUFG GMR

EUR/USD – BULLISH BIAS


Range: 1.1500-1.2200

The euro continues to consolidate at higher levels against the US dollar. The pair has
been stuck in a tight trading range between 1.1600 and 1.2000 since late July. There
have been three key fundamental developments since our last monthly report but
none has proved sufficient to bring an end to the range trading environment. The first
key development was the return to national lockdowns/ tighter restrictions in major
euro-zone economies in an attempt to dampen the second wave of COVID-19 over
the winter period. The developments triggered an initial euro sell off although it
proved short-lived. Tentative results so far indicate that the measures are already
helping to slow the spread of COVID but at an economic cost. After bouncing back
more strongly than expected in Q3, the euro-zone economy is likely to contract again
in Q4. The ECB has signalled that it will respond to the loss of growth at their next
th
policy meeting on 10 December. We expect the ECB to prioritize expanding PEPP
by up to EUR500 billion and offering more cheap financing to banks through
TLTROs. At the same time the ECB continues to express concern over the strength
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of the euro. A rate cut deeper into negative territory appears unlikely though and will
dampen the negative impact on the euro from further easing.
On the other hand, the US election victory for Joe Biden and positive vaccine news
from both Pfizer and Moderna have helped to lift global equity markets to new record
highs. The developments have reinforced optimism that the global recovery will
strengthen in 2021 once effective vaccines are implemented and global trade
tensions and US policy uncertainty both ease. The improvement in risk sentiment has
mainly benefitted high beta currencies such as emerging and commodity-related
currencies against the US dollar, while losses for the US dollar have been more
modest against other major currencies such as the euro.
Upside potential for the euro against the US dollar has been dampened by the recent
re-widening of yield spreads back in favour of the US especially at the long end of the
curve. We still expect the Fed to adjust their QE programme at their upcoming
th
meeting on 16 December despite positive vaccine news. Fed Chair Powell has
already warned that the next couple of months will be difficult for the US economy as
more COVID-related restrictions are likely to be implemented. Our outlook for the US
dollar to weaken in the year ahead depends crucially on the assumption that the Fed
will remain committed to maintain loose policy even as the recovery strengthens.
Brexit risk will also intensify in the month ahead as negotiations between the EU and
UK reach the end game. We continue to assume that a last minute deal remains the
most likely outcome although there has been a worrying lack of progress in trade
talks in recent weeks. The US election victory or Joe Biden is seen as increasing
pressure on the UK government to reach a compromise trade deal with the EU. If we
are proven correct, a trade deal would further reduce uncertainty and downside risk
for the euro-zone economy and provide a modest lift for the euro against the US
dollar and vice versa. The main impact though will be on pound performance. On
balance, we favour further gradual gains for the euro in the month ahead but are not
fully convinced that the current range trading environment will be brought to an end.

EURO REMAINS WEAK VS. USD & JPY

Source: Bloomberg, Macrobond & MUFG GMR
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USD/CNY – BEARISH BIAS
Range: 6.5500–6.7500
This Global Markets Monthly CNY section will predicate the USD/CNY's probable
path by addressing China's contemporary economic climate, the engine that will drive
China's economic growth in the months ahead, and the downside risk.
China's economy continues warming up, providing reliable support to CNY;
don't let seasonal signs fool you.
China's October import and export volumes are promising, even though a cluster of
COVID-19 cases erupted in Xin Jiang province in October, causing a scare. On the
import side, after a surge in September, October import growth fell from +13.2% y/y
to +4.7% y/y in U.S. dollar value. Nevertheless, in seasonally adjusted level terms,
import volumes only edged down marginally, consistent with continued strength in
domestic demand. In fact, China increased imports of other goods, including
industrial metals, electronics components, and soybeans. On the export side, export
growth exceeded expectations, jumping from +9.9% y/y in September to a 19-month
high of +11.4% y/y in October in U.S. dollar value. China's onshore consumption and
infrastructure investment demand will increase imports; however, fresh lockdowns
abroad are the downside risk to China's export growth.
China's credit growth acceleration continued last month, another sign implying a
robust economic rebound. China's overall credit growth has hit the highest level in
nearly three years, with faster growth in direct financing and shadow credit more than
offsetting slower bank lending. Furthermore, the contraction in shadow credit (once
almost forbidden) continued to ease; we see regulators are relaxing efforts to rein in
such lending. We think China's credit growth will remain strong in the coming months,
adding gas to the real economy and boosting optimism on the CNY.
The six pillars will buttress Xi's ambitious Dual Circulation national strategy.
President Xi and other top policymakers announced Dual Circulation in August 2020;
however, only after the U.S. presidential election has more about the strategy floated
to the public domain. We want to update you on our understanding of the 15-year
strategy. At its core, the plan sends a spark to ignite a sequence of reforms so that
China will become not only a superior country but also wealthier. The plan, starting
early in the year 2021, would provide a boost to sentiment and the CNY.
The six pillars that will support the strategy are: 1) boosting domestic demand to
replace the external demand growth driver, 2) implementing accommodative policies,
3) reforming the financial sector, 4) modernizing China's macroeconomic regulation
and control, 5) digitalizing China's economy, and 6) evaluating China's international
standing: a) RMB internationalization, b) re-scalping the global economic and trade
system and governance structure, and c) moving up in the global value chain.
However, there are two downside risks.
First, the direct economic benefits would not materialize for a few years; the support
for the CNY may fade away. Second, unlike some analysts' assessments, we think
Xi's plan is no doubt ambitious and will not go without being challenged by some
developed nations. Furthermore, Biden's presidency will not reverse the tide of the
US-China decoupling. China emerged as one of the U.S.'s major geostrategic
competitors in the year 2016, and we believe that when the Dual Circulation strategy
threatens the U.S.'s superiority, U.S. policymakers will want to kill China's national
Dual Circulation strategy with its full strength.
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CHINA NOVEMBER EXPORT AND IMPORT Y/Y GROWTH

Source: Bloomberg

KEY RISK FACTORS IN THE MONTHS AHEAD
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The main risks to our bearish USD/JPY bias include: i) a more fleeting impact of
the latest COVID Wave on the US economy that results in the Fed being more
hawkish than the markets currently expect. A very dovish Fed in 2021 is a key
component to our USD bearish view and anything that puts that in doubt would
result in the US dollar performing better than expected. ii) a risk of a pronounced
risk-off episode that could fuel broader USD strength then we currently assume.
iii) a more aggressive than anticipated response from the Japanese authorities.
We assume little further can now be done to provide monetary stimulus. Some
further fiscal expansion appears likely but not enough to fuel expectations of
Modern Monetary Theory that would clearly result in a weaker yen than we
currently anticipate.



A number of key risk factors for the euro materialized over the past month but
they were still not sufficient to materially alter euro performance as it remained
range bound against the US dollar. The materialization of negative risk from
renewed lockdowns in the euro-zone was offset by the positives from the US
election victory for Joe Biden and positive vaccine news. Heading into yearend it
leaves the main risks for the euro as: i) Brexit trade talks and ii) ECB & Fed
policy. A Brexit trade agreement, no rate cut from the ECB, and a Fed QE
adjustment would be supportive for a modestly higher euro, and vice versa.



Critical risk factors for CNY: 1) COVID-19 vaccine would be a game changer,
China’s vaccination program if behind the U.S.’s program, the dollar will gain
strength; 2) Wider COVID19 lockdowns aboard could affect China’s export and
import activities, which would mean reduced export revenue and lack of
resources for infrastructure projects in year 2021; 3) COVID-19 cases still pops
up on a weekly basis, China’s ability to continue control the situation in this
winter will be tested; 4) Presidents Biden and Xi could not reach a middle
ground, the de-coupling between two countries worsens in year 2021, the market
swings up and down.
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DRIVERS
During October the U.S. High Yield market was driven by a few, fundamental factors:
developments associated with the COVID-19 pandemic, uncertainty surrounding the
U.S. presidential and congressional election, and the performance of the equity
market. All three of these drivers are to some extent correlated, with COVID-19 being
the dominant influence.
The epidemic was considered to be somewhat manageable until the weather started
getting cooler and the infection rate started to pick up, first in Europe, then in sections
of the U.S., and now more broadly. These emerging concerns were to a large degree
alleviated by the very promising, albeit still preliminary, news from Pfizer about the
efficacy of its vaccine, announced on 11/9.
The market does not like the uncertainty surrounding election outcomes and can
often be more concerned with certainty than it is with who prevails. In this case preelection poles were unusually consistent in predicting a Biden win, even though they
were off in their estimation of the margin and scope of the victory. The morning after
election day, 11/4, it was fairly apparent the Biden would ultimately win the
presidency and Republicans would most likely retain control of the Senate.
The high yield markets performed strongly after the election was called on 11/6 and
Pfizer announced the positive vaccine results on11/9. From 10/30 to 11/9 the option
adjusted spread on the Bloomberg Barclays U.S. High Yield Index tightened 108 bps
to 401 bps and the yield to worst on the index decreased 122 bps to 4.56%.
The short period of weakness in the high yield market, alluded to in the foregoing,
was at the end of October, from 10/26 to 10/30 during which period the option
adjusted spread on the Bloomberg Barclays U.S. High Yield Index widened 26 bps
from 483 bps to 509 bps and the yield to worst on the index increased 31 bps to
5.78%. This corresponded to, and likely was partly a result of, weakness in the equity
market during this same period, when the S&P 500 decreased 3.9% percent from
3,400.97 to 3,269.90.

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 $1.6 billion of new money came into the market during October in the
form of net inflows into mutual funds and ETFs, contrasted with about $27.2 billion
required for investing in new issues, net of those for which the use of proceeds was
for redemptions or refinancing of existing issues
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HIGH YIELD MARKET FLOWS (10/1/20 – 11/9/20 PERIOD)

Source: Lipper Fund Flow Bloomberg, Prospect News, MUFG estimates
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. In addition, other market participants not captured
in the flow data illustrated in the table above, e.g insurance companies are active in
the new issue high yield market. Finally, we believe investors had higher than normal
stockpiles of cash entering inti this period in anticipation of volatility. All these factors
contributed to the positive performance by the market in October.

HY MARKET PERFORMANCE
The secondary high yield market performed well in October, as is illustrated in the
tables below.

BLOOMBERG HIGH YIELD INDEXES

Source: Bloomberg
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HIGH YIELD SECTOR TOTAL RETURNS 10/1-11/9 2020

Source: Bloomberg
Reflecting a slightly enhanced risk appetite, the Single B index tightened more than
the Double B index during the period in question.
Looking at total returns on individual sub sectors, reflecting the broad based strength
in the market, all the sectors registered positive returns. The greatest returns were
turned in by the Energy and Utilities sectors, reflecting previous underperformance in
the volatile Energy sector, relative stability in oil prices during the period, and natural
gas prices rallying from $2.59 per MMBtu to $2.86 per MMBtu .
The lowest total return sectors, for different reasons, were Healthcare, Information
Technology, and Real Estate. COVID -19 negatively impacted all three sectors,
although some IT companies have benefitted from strong consumer and corporate
demand. Some companies in the Healthcare sector, in addition to being buffeted by
the pandemic are possibly vulnerable to changes in reimbursement and regulations
under the new administration.

NEW ISSUE VOLUME:
New issue data is illustrated in the tables below. At $38.85 B new issue volume was
substantial, although the second lightest month since the pandemic became
prevalent in the February/March time frame. Redemptions, refinancings, and bank
debt repayment continued to be a significant part of use of proceeds, representing
57.2% of total volume. General corporate purposes was also a significant use of
proceeds, as companies continued to shore up liquidity in the face of ongoing
pandemic uncertainty. Also noteworthy is the relative high representation of
companies rated Caa1 by Moody’s, as lower rated companies took advantage of an
accessible and attractive market:
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HIGH YIELD NEW ISSUE VOLUME BY YIELD (DOLLARS IN BILLIONS)

Source: Prospect News

HIGH YIELD NEW ISSUE VOLUME BY USE OF PROCEEDS (DOLLARS IN BILLIONS)

Source: Prospect News

HIGH YIELD NEW ISSUE VOLUME BY USE OF PROCEEDS (DOLLARS IN BILLIONS)

Source: Prospect News
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