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Global Macro – European Outlook
The emergence of more transmissible Covid variants pushed many
European countries back into lockdown. All eyes are now on the
vaccination programmes which could hold the key to a permanent
unlocking of the European economy. After a torrid start, the EU’s
large vaccine portfolio should see a rapid increase in supply through
spring. Governments will then be under pressure to loosen most
restrictions. A Great Reopening could mean high growth rates
through the summer, but we still doubt that a full economic recovery
is possible this year while community spread of the virus continues.
GOVERNMENTS ARE LOOKING FOR THE RIGHT BALANCE
A rise in the Covid caseload and the appearance of more transmissible strains of the
virus has prompted many countries in Europe to reintroduce containment restrictions.
With vaccines now proving a ray of light, the hope is that this will be the last time that
lockdowns are required. Relatively short lockdowns in the autumn seemed to provide
only limited and temporary relief from rising infections. Now, the start of vaccination
programmes seems to have given some governments the confidence to keep
measures in place for longer in an attempt to suppress community spread of the
virus. Mobility indicators suggest that public compliance may be higher as well, as
vaccine hope has limited the ‘lockdown fatigue’ effect.
Encouragingly, the restrictions are clearly working, even against the more
contagious variants. The UK and Germany have imposed fairly tough national
lockdowns (see Table 1) with the closure of schools and non-essential businesses.
Newly discovered cases have fallen in both countries. In France, the government has
been reluctant to tighten restrictions after a national lockdown in November – nonessential businesses have been allowed to remain open – and the caseload is
broadly stable. Similarly, an effective regional approach in the autumn reduced new
cases in Italy, which allowed measures to be relaxed at the start of February. The
overall picture is that European governments have found a policy mix to stop rapid
increases in the Covid caseload and now have an even greater understanding of the
economic trade-offs involved with virus suppression.

EUROPEANS ARE STAYING AT HOME, AGAIN

LOCKDOWNS WORK

Source: Google, MUFG Bank Economic Research Office

Source: ECDP&C, MUFG Bank Economic Research Office
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TABLE 1: THE THREAT OF NEW VARIANTS HAS PROMPTED A TIGHTENING OF COVID CONTAINMENT MEASURES
Country

COVID-19 Restrictions

Germany

A ‘lockdown light’ was introduced in November with hospitality and leisure services closed. Following the news of more
transmissible variants, this was tightened in mid-December with non-essential shops and most schools closed, as well as night
curfews in some states. This current lockdown has been extended until at least 7 March, although schools and hairdressers
may open before this date.

France

A second lockdown was imposed at the end of October with the closure of non-essential retail and services. Measures were
eased from the end of November and retail stores were allowed to reopen. Bars and restaurants remain closed. The caseload
has been slowly increasing through February but it seems that the government may avoid imposing further restrictions.

Italy

Containment measures have been applied on a regional risk basis since mid-October. Most retail and hospitality businesses
had to close if the regional was deemed to be a ‘red’ zone. Measures were relaxed on 1 February with all regions now ‘orange’
(medium) or ‘yellow’ (lowest) risk. Most retail, as well as bars and restaurants are allowed to reopen during daytime hours. A
nationwide night-time curfew remains in place. The caseload has fallen since mid-January, but may now be stabilising at stillhigh rates.

Spain

Most restrictions are applied on a regional basis but certain triggers for containment measures have been agreed with the
national government. A nationwide state of emergency, with a night curfew, has been declared until May. With the caseload
rising sharply in some regions, local authorities have moved to tighten restrictions.

UK

A second nationwide lockdown was in place through November. This was eased in December but the virus caseload rose
sharply following the emergence of a more transmissible variant. Another national lockdown was announced on 4 January.
People were told to stay at home unless shopping for essentials, exercising or working if the job cannot be performed remotely.
Schools, bars, restaurants and non-essential businesses are closed.

Source: IMF, Reuters, Bloomberg, National governments, MUFG Bank Economic Research Office

ECONOMIC ACTIVITY IS INCREASINGLY RESILIENT
GDP releases for Q4 2020 have provided some further good news: the relationship
between lockdown measures and the economy’s output is weakening. Since the
first lockdown, more firms and workers have adapted to remote working or social
distancing policies, and consumer spending in stores or restaurants has shifted to
delivery or takeaway services. The euro area as a whole does still look set to slip into
technical recession after the economy contracted by 0.7% QoQ in Q4. But, crucially,
output remained well above the lows of Q2 last year despite the re-imposition of
many restrictions (see chart below left).

GDP REMAINS WELL ABOVE THE LOWS OF Q2 2020

MANUFACTURING RESILIENCE

Source: Eurostat, ONS, MUFG Bank Economic Research
Office

Source: IHS Markit, MUFG Bank Economic Research Office
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On a national basis, there is a reasonable chance that the largest euro area countries
and the UK will actually escape consecutive quarters of negative growth. Lockdown
means that the German economy will slip back in Q1 this year, but it managed to eke
out a small expansion (0.1% QoQ) in Q4 2020 as its manufacturing sector seems
increasingly resilient to restrictions. The negative figure in France (-1.3% QoQ) was
better than feared after the second national lockdown through November. The
chances of a positive figure this quarter increase as the government continues to
resist tightening measures. GDP also fell in Italy (-2% QoQ), but the subsequent
loosening of restrictions could possibly see a limited recovery this quarter.
Despite the national lockdown in November, the UK economy expanded by 1.0%
across Q4 as a whole. This is a reminder that it is levels of activity rather than
growth rates that really matter. After suffering more than many other countries
during this pandemic, the UK economy remained 7.8% below its Q4 2019 level.
Similarly, there was a small expansion in Spain (+0.4% QoQ) but Spain experienced
an earlier second wave of the virus than other euro area countries and has suffered
from the pandemic-induced hit to its tourism industry. Both countries may avoid a
technical recession, for what that’s worth. But Spain and the UK look likely to face a
longer path back to pre-virus levels of output, with Spain likely to suffer from travel
restrictions and the UK having to adjust to the realities of Brexit.

THE EU’S VACCINATION PROGRAMME CAN ONLY IMPROVE
The success of vaccination programmes is now by far the most relevant factor for the
easing of virus containment restrictions and the likely subsequent economic rebound.
The UK government, in contrast to other aspects of its pandemic policy response, is
leading the way in Europe with its vaccine roll-out. The distribution of vaccines in the
UK seems to have stabilised at around 3m doses or 4.5% of the UK population each
week. In the euro area, less than 3.5% of the population has received a dose in total.

THE EU LAGS BEHIND THE UK ON VACCINE
DISTRIBUTION SO FAR

THE EU COULD MEET ITS VACCINATION TARGET IF IT
CAN MATCH THE UK’S PACE

Source: Our World In Data, MUFG Bank Economic Research
Office

Source: Our World in Data, Eurostat, ONS, MUFG Bank
Economic Research Office

There are various reasons for this. After earlier regulatory approval, the UK started
vaccinating its public around three weeks before the EU. The headline data may not
reflect the fact that countries are also taking different strategies with dosing. The UK
is prioritising giving at least one dose to as many people as possible by stretching the
time between doses to the recommended limit. This means that, despite the
difference in the chart below left, France has actually fully vaccinated (i.e. give both
doses to) more people than in the UK.
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But by far the most important factor has been supply issues for the EU (which took a
collective approach to vaccine procurement). Most notably, manufacturing issues
have prevented AstraZeneca from supplying the EU with 40% of the 100m vaccines
that had been promised by the end of March.
These sorts of supply issues for the EU could swiftly fade. The EU has negotiated a
large and diverse portfolio of Covid vaccines (Table 2). This includes access to more
than one billion doses of already-approved vaccines (BioNTech/Pfizer, Moderna and
AstraZeneca) as well as five others, some of which have published positive efficacy
results and could be approved as early as this quarter. The EU has enough proven
vaccines in its portfolio to fully vaccinate its adult population twice over (2.4 per
capita). This is slightly more than in the UK (2.1 per capita).
European leaders have readily admitted that there may be further bumps along the
way as manufacturing capacity is increased, but at some point the issue of supply will
no longer be relevant. The EU has a target to give vaccines to 70% of the adult
population by the end of the summer. At current pace, it’s on course to get to around
20%. But the required rate is slower than has already been achieved in the UK and
should be very achievable once supply bottlenecks and distribution issues have been
resolved, especially if more vaccines are approved.

TABLE 2: THE EU HAS A LARGE AND DIVERSE VACCINE PORTFOLIO
Manufacturer

Type

Doses
required

Doses
secured

Vaccinations
per capita

Published
efficacy

Status

BioNTech/Pfizer

mRNA

2 doses

600 million

0.7

95%

Authorised 21 Dec 2020

Moderna

mRNA

2 doses

160 million

0.2

94%

Authorised 6 Jan 2021

AstraZeneca

Adenovirus

2 doses

400 million

0.4

70%**

Authorised 29 Jan2021

J&J/Janssen

Adenovirus

1 dose

400 million

0.9

66%

Could be authorised in Q1

Novavax

Protein

2 doses

200 million *

0.2

89%

Could be authorised in Q1

CureVac

mRNA

2 doses

405 million

0.5

-

Late stage trials

Sanofi-GSK

Protein

2 doses

300 million

0.3

-

Aim to have vaccine available by
H2 2021

Valneva

Inactivated
whole virus

2 doses

60 million *

0.1

-

Development ongoing

EU total:

2.5 billion

3.3

Of which have demonstrated
efficacy:

1.8 billion

2.4

*Exploratory talks concluded for these amounts. **Increases with second dose
Source: European Commission, EMA, WHO, Reuters, MUFG Bank Economic Research Office
It will then become a question of demand. ‘Vaccine hesitancy’, as the WHO calls it,
looks more pronounced in certain countries such as France. Some data suggest that
attitudes are improving, though. According to YouGov polling, the proportion of
people in France that indicated willingness to have the vaccine increased by 14pp
between November and January (but remained below 50%). The share actually
improved in all the European countries surveyed. Governments will hope that this
trend continues (as the vaccine is distributed, there could be a risk that stories of
side-effects could increase anti-vax sentiment again).
The slow pace of vaccinations may well delay the reopening of EU economies – even
the UK government seems cautious about unwinding. There is recognition that
compliance could be quite low if restrictions are re-imposed in the future once the
most vulnerable population have been vaccinated. This means that the current
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restrictions could be the last opportunity to quash community spread of the virus until
population immunity can be achieved through vaccination (and the bar for that may
have risen due to the presence of more transmissible variants).

A LIMITED ECONOMIC RECOVERY REMAINS OUR BASE CASE
While schools and non-essential businesses may reopen over coming weeks,
governments are likely to be especially cautious about removing all restrictions for
the hospitality sector which could be closed until the combination of a reduced
caseload and greater vaccination coverage has reduced hospital admissions and
fatalities. We think May is most likely for this.
If there are no subsequent virus-related set-backs (a vaccine-resistant strain of the
virus is the most obvious risk), many countries may be closer to ‘normality’, in terms
of restrictions at least, by Q3, with very few Covid measures in place except for some
social distancing recommendations.
Economic activity will clearly rebound in this case. We forecast annual GDP growth
of around 3.5% in the euro area and 5% in the UK this year as accumulated
savings and pent-up demand drive a recovery in household consumption. The pace
of growth is likely to slow by the end of the year as the easiest gains from reopening
businesses have already occurred.
At this point, the degree of economic scarring from the pandemic may start to
become apparent. Our view remains that there cannot be a complete economic
recovery in the coming years while community spread of COVID continues,
which seems very likely to be the case for the foreseeable future. Vaccination
programmes will reduce fatality rates but the vaccines are not 100% effective so fear
of infection will continue to drag on output if people are reluctant to return back to
busy venues such as pubs, cinemas or public transport.
A degree of labour market scarring is likely as governments taper their policy
support. On this, there may be some fragmentation across Europe, despite the
supportive policy response from the ECB and EU. Germany, with its resilient
manufacturing sector, may escape a persistent rise in unemployment rates. But
countries such as Spain which already had high structural unemployment before the
pandemic and have large tourism sectors look especially vulnerable to pandemicinduced scarring effects.

MUFG 2021 GDP FORECASTS

(Real GDP, % Y/Y)

A FRAGMENTED AND INCOMPLETE ECONOMIC
RECOVERY

2019

2020

2021(F)

Euro area

1.3

-6.8

3.6

Germany

0.6

-5.0

3.4

France

1.5

-8.3

4.9

Italy

0.3

-8.8

4.4

Spain

2.0

-11.0

4.8

UK

1.3

-9.9

4.9

Source: MUFG Bank Economic Research Office (preliminary
Q2 forecasts)
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Source: Eurostat, ONS, MUFG Bank Economic Research
Office (preliminary Q2 forecasts)

JOHN D. HERRMANN
Director
Interest Rates Sales & Trading
T: +1-212-405-7447
E: JHerrmann@us.sc.mufg.jp

MUFG Securities
A member of MUFG, a global financial group

US Rates
The 2s-30s Treasury yield curve has bear steepened significantly
over the prior four weeks, by over 20.3 bps. The slope of 2s-30s
Treasury yield curve spread is now 190.0 bps – closing in on our
models core strategic investment stance objective - for a further
steepening towards 219.7 bps. Increasingly, market participants’
sentiment has flipped-flopped to a very strong ‘risk-on’ pricing action
in Treasury markets from the extreme (and misplaced) pessimism
held over year 2020.
The turnaround in sentiment in year 2021 is not just a long overdue
correction to the extreme pessimism held and priced into forwards
markets in year 2020. Rather, the sentiment shift owes to hopes over
a very many factors, including: (1) economic growth themes close to
our “Five Tailwinds” prediction for years 2021 - 2023, (2) the recent
plunge in daily new cases of COVID-19, (3) soon to be announced
“re-opening” plans for a very many States, (4) going forward, a far
more “judicious” use of governments’ stay-at-home measures, (5) a
ramp-up in the Federal Government’s virus response and in public
health spending, (6) a potential significant “enhancement” of the
Federal Government stimulus program (under President Biden), (7) a
further Federal Government infrastructure spending program(s), and
(8) more broadly, the remarkable resilience of the American people
and their economy. Past these forces, our models still glean risk of
another round of Federal fiscal stimulus towards the end of the year
2021 (possibly a little sooner, or a little later – given the ebbs and
flows in Congress).
When we aggregate these forces, in our models, we continue to have
the LOWEST U3 unemployment rate forecast of ALL professional
forecasters for years 2021, 2022 and 2023. Also, our models continue
to have one of the strongest economic, real GDP growth rate
forecasts amongst professionals – far outpacing the predictions of the
FOMC, the IMF, the OECD and the markets’ consensus estimates!
Should our models continue to prove accurate, then we continue to
anticipate bond market participants to “trade in advance” of any
official FOMC statement over its “taper and cease” program to its
current quantitative asset purchase program of $12.0 billion per
month. While controversial, we continue to anticipate the level of
“taper chatter” in the market to become quite loud towards the end of
summer 2021 – just prior to the virtual Jackson Hole Symposium.
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OVERVIEW
th

At its January 26-27 Meeting, the FOMC introduced “qualitative’ forward guidance
over its quantitative easing asset purchase program, of:
“The Federal Reserve will continue to increase its holdings of Treasury securities
by at least $80 billion per month and of agency mortgage-backed securities by at
least $40 billion per month until substantial further progress has been made toward
the Committee’s maximum employment and price stability goals.”
According to our models forecasts, over the balance of the year 2021, “substantial
further progress” likely may be evident across a host of economic metrics, including
(but, not limited to):


the level of real GDP likely may be fully recovered to its pre-pandemic level
by Labor Day weekend 2021;



real GDP growth is tracking +5.333% yoy in 2021 – far higher than the
FOMC’s SEP projection of +4.20% and the markets’ consensus estimate of
+4.30% yoy (previously +3.90% yoy);



President Biden’s further stimulus proposals point to significant upside risks
to our models growth forecasts, we believe;
the U3 unemployment rate (at 4.00%) likely may be LOWER than the
FOMC’s estimate of NAIRU (4.10%) by year-end 2021;




the U3 unemployment rate tracks 3.40% before May 2022 – even lower
than its pre-pandemic low point of 3.50%!;



Total personal consumption likely may be fully recovered by 3 Quarter
2021 (though, not in every category of spending);
residential housing activity likely may remain at a 13-year high across a
number of metrics (from starts/permits/sales/valuations, etc);



rd



the ISM manufacturing index likely tracks the level of 54.4, or higher, over
the coming twelve-months;



motor vehicle assemblies likely track 10.67 million units on average in 2021
– higher than the year 2019 average of 10.562million (for autos and light
trucks);



business inventories across the supply chain (from manufacturing, through
wholesale and into retail) likely may remain in a vibrant upswing;



business capex spending likely is fully recovered by spring 2021;



upon base effects, total and core PCE inflation tracks rebounds to +2.48%
yoy and +2.07% yoy by June 2021, before subsiding to near 1.83% yoy
respectively;



and so on …

Thus, according to our models forecasts, across a host of macro-economic metrics,
officials of the FOMC likely may witness “substantial further progress” in the U.S.
economy by Thanksgiving Day 2021.
*** To wit, the FOMC likely may strengthen its SEP economic projections for
years 2021 and 2022 towards our models forecasts AS SOON AS at the
th
upcoming March 16-17 Meeting, we believe.
A litany of questions likely may naturally arise before year-end 2021 (or in the very
early part of year 2022), including:
a.
b.
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are asset purchases of $120.00 billion per month (which were introduced in
the middle of a crisis) still justified as the year 2021 winds down?,
should the FOMC first dial down Treasury purchases to $60.0 billion per
month and MBS purchases to $20.00 billion per month by year-end 2021(or,
in very early 2022) – as a first step – and then begin a more orderly taper
process towards $0.00 per month over the ensuing twelve-to-eighteenmonths ?

c.

d.

e.

over years 2010 through 2016, the FOMC was the “Only Game in Town” –
and, hence, the FOMC “exited” their stimulus programs at an extremely
slow pace.
But, likely, the FOMC may NOT be the only game in town over years 2021
through 2023 – as fiscal policy may prove to be relatively more activist. If so,
shouldn’t monetary policy be less extreme ?
Would dialing down the pace of asset purchase may be supportive of the
Committee’s other objectives, over financial stability, and the like?

Most market participants recognize that several metrics of the economy likely may
“lag” the improvement evident elsewhere, including (for example): total nonfarm
payrolls, leisure/hospitality and commercial air traffic activity run rates, education
industry’s run rates, etc.
In other words, while it is likely that those industries hit hardest by the consumers’
reluctance to fully engage themselves in face-to-face activities likely may lag the
economy’s complete recovery, for a time, is it not that case that monetary “interest
rate” policy and Federal fiscal policy are the more suitable tools to support those
industries and activities?
Finally, looking much further down the road, toward the next economic recession, at
some point, at present the FOMC is on track to nearly double the size of its balance
sheet by early 2022, while the Federal Government likely may continue to build up a
sizeable level of debt relative to GDP. Is it prudent to “save” some gunpowder for the
next recession?
In brief, there are a very many things to consider over the coming twelve-to-twentyfour-months.
*** In our models and in our core strategic investment stance for a 2s-10s and a 2s30s Treasury yield curve bear steepener, we anticipated the bond markets’ shift in
concern towards (a) the strength and durability of the economic recovery and (b) to
the FOMC’s eventual “taper and cease” program of is Q.E. asset purchase programs.
Chair Powell may feel that bond investors are “early” in that shift to anticipate ”taper,”
but, come the virtual Jackson Hole Symposium, Mr. Powell may not quite hold the
same sentiment, we believe.
Tie will tell !

FIVE ECONOMIC TAILWINDS FOR GROWTH OVER 2021-2022
Our readers likely are now quite well versed in our models core economic forecast,
propelled, in part, by five self-reinforcing and co-moving economic sub-cycles and by
continuous activist and aggressive (we hope) monetary and fiscal policy measures
for the year 2021.
The roll-out of effective vaccines and the possibility that President Biden may rampup the Federal Government’s virus response and its spending upon public health are
major supports to our models forecasts, we believe!
If so, the current high community spread of COVID-19 may dissipate even further
over the next nine-months, or so, and economic growth likely may strengthen and
gather momentum.
Obviously, the variants of the SARS-CoV-2 virus are a persistent risk to the outlook.
We summarize here the likely emerging FIVE Economic Tailwinds, or economic subcycles, that our models gleaned to be self- and mutually-reinforcing:
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A strong and persistent surge in the Consumer Spending cycle was likely
(reflecting, in our models, pent-up demand, a surge in household savings,
strong employment growth, a relatively rapid return to a 3.40% U3
unemployment rate, the rollout of effective vaccines and possibly greater
fiscal income transfers and UI benefits and the like),








The Business Spending cycle upon capital equipment (not just hi-tech
equipment) and software and R&D likely would be stronger and more
resilient than nearly all predicted,
The Residential Housing Investment cycle (for both construction and
home improvements) likely may be far stronger and more resilient than
nearly all predicted (for reasons not too dis-similar to the forces driving
th
housing markets in the post-September 11 2001 era, along with the very
limited supply of homes available for sale),
The Total Business Inventory cycle (the total supply chain inventory
cycle) appeared strong in our models for some 3.5-years (i.e., well into the
year 2023) – as inventory levels likely had overly corrected during the initial
stage of the pandemic, and
The State & Local Government Spending and Hiring cycle – likely to
st
commence on July 1 2021 running through December 2023 – as the pullback in these industries has been especially severe with nearly NO recovery
to date.

To these five sub-cycles, the economy likely may further benefit from activist and
aggressive policies:




Risk of greater than otherwise Federal Fiscal spending and transfer
programs (i.e., of persistently large Treasury budget deficits) over
years 2021, 2022 into 2023 (and of elevated Treasury auction supply over
those years).
Risk of continued Federal Reserve asset purchases of near $120.00 billion
per month over the balance of year 2021 – before a potential “taper and
cease” program for asset purchases over the year 2022.

In our models forecasts, we continue to anticipate that bond market participants will
invest and trade possibly far in advance of any official FOMC “taper and cease”
announcement over its $120.00 billion per month asset purchase program.
With our models key forecasts in place, our interest rate models predicted a further
steepening of the 2s-10s and 2s-30s yield curves, on balance, over the year 2021
and well into year 2022 – see Table 1.
*** Lastly, the thoughtful and circumspect presence of Janet Yellen (as Treasury
Secretary in the Biden Administration) likely may be a further support to an effort of
delivering a sizeable Federal Government fiscal stimulus and guidance for years
2021 and 2022 and beyond, we believe.

Over the intermediate-term, our core strategic investment stance remains for the 2s30s Treasury yield curve to steepen upon the basis of – see Table 1:


Chair Powell’s pledge to keep interest rates ‘low for long’ – anchoring the
policy rate (near the effective zero lower bound) until, at least, June 2023
Committee Meeting,



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



Ultimately, in the USA, a likely remarkable and constructive trajectory from
mid-2021 through year-end 2023 for economic and employment growth, and
inflation, following the vaccination period over 1H-2021,



Anchored front-end yields at home and abroad,



Other factors.

Many investors (and forwards markets pricing) had shunned our core strategic bear
steepener investment stance over July through November 2020 months, only to be
surprised by the strength of the steepener over that time period. At present, we view
a portion of the continued yield curve steepening pricing action as capturing
investors’ anticipation of the FOMC’s “taper and cease” program.
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BASE CASE EXPECTATIONS


Next Fed move: FOMC may maintain ZIRP, of a policy rate of 0.00% to 0.25%
for the balance of years 2021-2022 – with the effective federal funds target rate
trading near thirteen basis points – see Table 1.
The “challenge” for the FOMC is how to formalize a ‘credible’ interest rate
projection – as forward guidance from SEP projections likely need to be
‘strengthened’ (to avoid a premature increase in market-based yields)?
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.
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
risks” (May 13, 2020).
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 over 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 nine-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, 2022 and 2023.
The basis for our models forecast of a “low” terminal interest rate in multi-fold,
including 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 weighs on the pace of business investment, business formation and of
labor productivity growth) and of quiescent inflation at home and disinflationdeflation 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 years 2019 and 2020.



Curve shape comment – risk of a ‘steeper’ 2s-10s and 2s-30s Treasury
yield curves over the intermediate-term: Our models continue to glean risk
over a resilient economic recovery unfolding over years 2021, 2022 and 2023
(though, the community spread of COVID-19 and its variants is an ever-present
downside risk to our forecasts) - see Table 2.
In our economic outlook, we assume risk of a fiscal deficit stimulus
package (of combined near $2.365 trillion) over 2021. Such stimulus likely
would support economic growth, inflation, Treasury auction supply and the
30-year Bond’s yield over the intermediate-term, we believe. 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-10s and
2s-30s yield curves likely may steepen towards our objectives of 170.8 bps
and 219.7 bps over the intermediate-term – Table 1.
Another risk (over the coming few months) that may steepen the yield
curve sooner than most participants anticipate is potential mortgage funds
convexity selling.
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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 2027.
As we have argued for a very many months, 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 the COVID-19 pandemic – and in cycles of various mutations.



Risk of a U-Shaped recession for America and the World’s economy in the years
2021-2022. Risk over the escalation of the pace of “community spread” of
COVID-19 and its variants over the balance of the year 2021 and beyond - in the
USA and abroad – deepening the impediments to the world’s economic supply
chain and posing risk to the world’s growth outlook.



Our models had forecast a strong spike in COVID-19’s new daily cases
November 2020 through January 2021 in the USA, in tandom with Holiday
celebrations and the movement indoors (due to colder temperatures). However,
of recent, daily new cases of COVID-19 have subsided dramatically. Still, for the
year 2021, our models highlight risk of another 33.850 million cumulative new
cases and another 414,100 deaths for America.



Risk of actual (or fears over) acceleration and deepening of “community spread”
of COVID-19 (and its variants) during Wave 2 and beyond, 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 to
(2) utilize the New Policy Framework program to effectively “anchor” the yield of
the 2-year Treasury Note over the intermediate-term and to (3) possibly maintain
the current Q.E. programs of cumulative asset purchases of $120.0 billion per
month through year-end 2021 into early-2022.



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



Risk of household and business insolvencies and damaged confidence broadly
over the intervening , ‘bridge,’ months.



Risk of “moderate” economic growth overseas, during the years 2021-2022 (and
of further disinflation pressures) in Europe and elsewhere – 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 2021
should Wave 3 of COVID-19 prove far harsher than most expectations for it and
should there be “delays” to the roll-out and adoption of vaccine(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 (at a 50-50
balance) and President Biden usher in a period of strong activist and aggressive
fiscal policy stimulus efforts.

Good Luck to All in 2021!
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TABLE 1: FEDERAL FUNDS RATE FORECASTS AND US TREASURY YIELD CURVE FORECASTS

Source: Bloomberg L.P., Federal Reserve Bank, MUFG forecasts 12 February 2021

TABLE 2: AFTER “LOCKDOWN SOFT-PATCH”” IN 1Q-2021, STRONG ECONOMIC REBOUND OVER BALANCE OF 2021

Source: BEA, BLS, DoL, Federal Reserve, Bloomberg LP, MUFG forecasts and calculations 12 February 2021
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FX
The strong risk appetite and elevated investor optimism has
continued which has helped reinvigorate the ‘reflation trade’ trends in
the FX market. In the G10 space, the higher yielding, higher beta
growth-sensitive currencies are outperforming (NOK, AUD, SEK, and
CAD), while the low-yielders are lagging (CHF, EUR and JPY). This
could well persist although the backdrop suggests all G10 currencies
can advance to differing degrees versus the US dollar. We have
altered our bias for USD/JPY from bearish to neutral seeing more
balanced flows in the run-in to the monetary policy announcement by
the BoJ in March. But aggressive fiscal stimulus in the US and
elevated inflation expectations are set to keep the US dollar on the
back foot over the coming weeks.
BASE CASE EXPECTATIONS, JPY, EUR & CNY
USD/JPY – NEUTRAL BIAS


Range: 101.00-107.00

We have shifted our bias from bearish last month to neutral. The ‘reflation trade’
dynamic that is set to persist in the financial markets over the coming weeks is
negative for the US dollar but could be just as negative for the Japanese yen. The
yen is the worst performing G10 currency in the G10 space, even weakening against
the US dollar. While the Fed is set to maintain an ultra-loose monetary stance that
will slow the move higher in yields, the scale of fiscal stimulus coming will inevitably
put further upward pressure on nominal yields which could help provide some
support for USD/JPY. Without short-end yields going higher we would not however
expect any notable move higher but the balance of risks have shifted somewhat over
recent weeks.
MUFG Bank, Ltd.
A member of MUFG, a global financial group

This shift in the balance of risks also reflects the potential for speculation to build
over the course of action the BoJ may take when it announces the conclusions of its
th
review of monetary policy due to be announced at the policy meeting on 19 March.
Media speculation earlier this month increased with reports revealing that the BoJ
was considering ways to alter the guidance on future rate cuts – the desire being to
signal to the markets the willingness of the BoJ to cut the short-term policy rate
deeper into negative territory. A speech by Governor Kuroda in Switzerland, back in
November 2017, on the theoretical “reversal rate” served to diminish expectations of
the BoJ cutting rates further based a cut being counter-productive. While Kuroda
back then didn’t alter guidance, there was an impression that the “reversal rate”
theory was a factor in the BoJ being reluctant to cut further. The poor impact from the
rate cut into negative territory in Jan 2016 was another reason perhaps. Although we
would argue bad timing was as much to blame back then given the BoJ rate cut
coincided with the ongoing financial market turmoil in China and risk aversion was
high.
So, a shift in communication on interest rate policy by the BoJ may well limit the
th
upside for the yen in the run up to that policy announcement on 19 March. Other
factors for the yen remain broadly supportive and hence any yen weakness over the
short-term is unlikely to persist. Outflows to the US are likely to be on a more hedged
basis given the very low cost involved in shorting the US dollar while the scale of FDI
outflows that declined post-COVID is unlikely to change notably this year. This
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combination coupled with Japan’s still large current account surplus will keep the yen
well supported.

YEN VERSUS USD AND EUR STARTING TO TREND WEAKER

Source: Bloomberg, Macrobond

EUR/USD – BULLISH BIAS


Range: 1.1900-1.2500

The euro rebounded back above the 1.2000 level in early February and we see
grounds for EUR/USD consolidating and advancing gradually further from here.
There is a negative seasonal bias for EUR/USD in January into the middle of
February and hence the downside risk from a seasonal bias is passing now. Going
forward, there are risks in both direction but we are less concerned currently over the
negative downside factors. A lot of focus is currently on the disappointing roll-out of
vaccines in the euro-zone as reason to expect a longer delay in growth rebounding.
But that differential is unlikely to be large. Key countries, like France and Germany
are seeing improvements in COVID infections, deaths and hospitalisations that
suggest a reversal of lockdowns will take place on a similar timeline to the UK
despite the slower vaccine roll-outs. Germany’s 7-day average of new infections fell
th
to just over 7k on 13 Feb, the lowest level since October. ICU bed occupancy in
Germany is down 25% from the peak in January. Italian and French infections remain
stable at much lower levels than during the November wave. As a result, Apple
Mobility data indicates easing restrictions. So we do not see growth prospects ahead
in the euro-zone as notably worse than elsewhere because of slower vaccination rollouts. There are other factors that determine the reversal of lockdowns like death
rates and hospital occupancy rates, and on these measures the euro-zone compares
relatively well.
Secondly, the political outlook in the euro-zone has improved somewhat following the
confirmation that Mario Draghi has become Italy’s new Prime Minister and his
government has the support of all the main political parties in Italy. His arrival on the
political scene in Europe is a positive and this has been greeted enthusiastically by
the financial markets. The 10-year BTP yield hit new record lows and the BTP/Bund
spread fell below the 100bps level. Much of the good news is priced now but with the
ECB PEPP purchases reinforcing the tighter financial market conditions in the
periphery in the euro-zone, the downside risk to our positive euro outlook has
diminished further following these recent positive developments in Italy.
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Finally, the euro is set to benefit simply by being “not the dollar”. The push for a
larger than expected fiscal stimulus is likely to progress over the coming weeks which
we believe will keep inflation expectations on a gradual trajectory higher that will limit
the upside for real yields in the US. The risk-on ‘reflation trade’ is set to continue and
while the euro is likely to lag higher beta, growth-sensitive currencies like NOK, SEK,
AUD and NZD, it will still likely gains further versus the dollar in the coming weeks.

EURO-ZONE MOBILITY PICKING UP DESPITE SLOW VACCINE ROLL-OUT
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Source: Apple Mobility & MUFG GMR Calculations

USD/CNY – BEARISH BIAS
Range: 6.3000–6.5000
During the period of last May through this early January, CNY experienced a
persistent 10% appreciation against the US dollar. Factors like China’s relatively
better economic recovery, strong exports, rising interest rate differentials, capital
inflows and a weakening US dollar, were the main driving forces behind this eight
months’ long trend appreciation.
Overall, CNY’s appreciation still appeared restrained, as this 10% CNY appreciation
against USD was the exact mirror of the US dollar index’s depreciation during the
same period. It only became evident that China’s relative better economic
fundamentals did provide some support to CNY, when the degree of CNY’s
appreciation was compared with those of other Asian currencies. Other Asian
currencies in general appreciated several percentage points lower than that of CNY
against USD, e.g. SGD (+7.2%), THB (+6.6%), TWD (+6.2%), PHP (+5.8%), IDR
(+5.7%) and INR (+4.3%).
The movements of the US dollar index did matter for USD/CNY’s movements.
Entering 2021, the US dollar index reversed its depreciation trend and delivered a
slight appreciation, amid this background, USD/CNY’s movements turned rangebound. As of February 16, the net change of USD/CNY was about zero, compared
with its closing value on January 5.
For the next month or two, we expect two-way movements of USD/CNY with a
modest appreciation bias for CNY against USD:
Factors implying an appreciation bias for CNY against USD:
1.

2.
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Major overseas economies including US will still be in pandemic in near term.
Our base case view of USD is that we expect the Fed to act firmly in maintaining
very loose policy that will keep the US dollar on a weaker trend.
China was the only major economy achieving positive GDP growth in 2020. In
PBOC’s Monetary Policy Implementation Report for the Fourth Quarter of 2020,

3.

4.

the PBOC emphasized that "stableness should be the priority, no quick turn, and
policy continuity, stability, and sustainability should be maintained." This
monetary policy guideline implies a continuous recovery of the Chinese
economy ahead.
We expect both China exports and current account surplus to remain strong to
support CNY in next couple months. According to WHO coronavirus disease
dashboard, as of February 15, global newly reported cases in last 24 hours was
332,360, 87,896 new cases in US, 10,970 new cases in UK, 16,546 new cases
in France, 44,299 cases in Brazil, 11,060 new cases in Italy, 11,649 new cases
in India and etc. These are significant numbers, overseas productions are
unlikely to recover materially in near term.
Widening yield spread of the China-US bond helped to push CNY stronger
against USD in 2020. The bond yield spreads narrowed recently, but still remain
high. The spread between the China and US 10-year government bond yields is
about 200 basis points. This high bond yield spread will continue to attract
capital inflows to investing in China bonds and assets.

Factors suggesting two-way movements of USD/CNY and only a modest
appreciation bias:
5.

6.

7.

8.

The ongoing vaccinations in US and other overseas economies will gradually
increase their economic activities and long-term yields of bonds (Biden planned,
by the end of April, 100 million American will be vaccinated). The comparative
advantages that China has been enjoying on the economic growth and yield
versus the US and rest of the world are likely to decline – which implies a much
less appreciation pressure on CNY against USD.
The harm of strong RMB on exporters will become more evident, as China’s
exports growth rates moderate in Q2 and onward. Gradual ease in production
shortage in US and Euro area means less demand for foreign goods including
Chinese exports; gradual ease in Asian competitors’ production shortages
means these countries can pick more orders from US and Euro areas, reducing
China’s share in global exports.
Since Q4, Chinese regulatory bodies have begun introducing various policies,
with an intention to slow down the magnitude and pace of RMB appreciation.
This early January, PBOC emphasized on promoting the two-way financial
opening, which means less restrictions on domestic capital flowing out, could
help alleviate some of CNY’s appreciation pressure, and create two-way
movements of USD/CNY bilateral exchange rates.
With US gradually walking out of the pandemic and the associated expectation
of higher economic growth, we expect the bond yields spread between China
and US continues to decrease in the rest of 2021, particularly in the second half
of 2021.
(spread = generic 10year China government bond yield(GCNY10yr ) - generic
10year US government bond yield (USGG10yr))

YIELD SPREAD OF CHINA-US 10YR GOVERN. BOND LIKELY DECREASES

Source: Bloomberg

Recent policies signal government’s intention to slow the pace of RMB
appreciation, and promote two-way movements
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The Chinese regulatory bodies have introduced several new policies and regulations
in past couple months. While these policies are in line with government’s promotion
of the liberalization of the exchange rate system and financial account, these policies
have potential effect of reducing the appreciation pressure on Renminbi, which
signals that PBOC is uncomfortable with the rapid appreciation of Renminbi in 2020.
Policy 1：PBOC on October 10, 2020, announced that starting from October 12,
2020, the foreign exchange risk reserve ratio for forward foreign exchange sales will
be reduced from 20% to 0. In the announcement, the central bank mentioned that it
will continue to stabilize market expectation, and maintain the basic stability of the
RMB exchange rates at a reasonable equilibrium level.
Policy 2: State Administration of Foreign Exchange (SAFE) restarted the longsuspended issuance of QDII quotas at the end of last September in order to
strengthen the two-way financial opening up and the issuance got expedited recently.
SAFE’s numbers show that extra USD9.02billion of new quota was issued for
Qualified Domestic Institutional Investors during the period between November 30,
2020 and January 13, 2021, the pace of recent quota issuance was noticeably faster
than before.
Policy 3: On January 5, 2021, PBOC and SAFE decided to increase the macroprudential adjustment coefficient for domestic enterprises’ overseas loans from 0.3 to
0.5. The upper limit of overseas lending by domestic enterprises will increase, in light
of this new policy.
Policy 4: PBOC’s high profile “Central Bank's 2021 work conference” on January 4
emphasized on further expanding the two-way financial opening. In recent years,
significant progress has been made on China’s financial opening, but mostly on
‘opening up’ to the rest of the world, aiming to attract outside business investments
and portfolio flows flowing into China - this actually helped on building up
appreciation pressure on the Renminbi. Promoting the Two-way Financial Opening
would be less restrictive on domestic capital outflow, could alleviate Renminbi
appreciation pressure.

KEY RISK FACTORS IN THE MONTHS AHEAD
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We risks more balanced than before and we could over the short-term see scope
for a greater move higher in USD/JPY than expected. The continued rise in
nominal US yields will certainly limit the downside and a large fiscal stimulus in
the US could coincide with the BoJ monetary policy review that opens up the
prospect of further cuts in rates in Japan. We still do not expect that but as an
upside risks we cannot discount it. Equally, we see 2 risks to the “reflation rate”
that would see increased volatility in FX and hence potential yen strength. First is
a new COVID strain emerges that vaccines do not protect against causing a
panic in the markets and a liquidation of risk positions. The second is a policy
error by the Fed that triggers a sharp correction lower in risk.



We currently do not see the slow vaccine roll-out in the euro-zone as much of a
reason to sell the euro. The reversal of lockdowns is determined by a number o
factors and we already see evidence of lockdowns reversing mobility restrictions
in the euro-zone. But economic growth could still prove disappointing and we
cannot dismiss the risk of a correction lower in EUR due to a disappointing
economic growth outlook. Secondly, a severe risk-off trading environment could
see EUR outperform our current projections. While these period of outperformance do not tend to last long it could result in EUR/USD reaching more
elevated levels sooner than expected.



China’s growth momentum much slower than expected, due to weaker than
expected exports and continued softness in consumption.
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European Credit
2021 is proving interesting already as we see news activity trying to
shift away from pandemic headlines. Volatility ticked up due to single
name stock moves, Italian politics took centre stage again as Mario
Draghi makes a comeback and issuance remained open and healthy
with a focus on corporates tapping the subordinate market. Still the
COVID-19 pandemic remains an overriding topic but there is
optimism around vaccine rollout and lockdowns ending.
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DRAGHI HELPS DRIVE POSTIVE SENTIMENT

Mitsubishi UFJ Securities
A member of MUFG, a global financial group

The start of 2021 has seen its fair share of volatility already as the investor
community focused on retail trading of specific small cap stocks that had been short
targets of hedge funds. The spike in risk sent Vix to 37 as concentrated retail buying
led to a volatile and spectacular ascent of a number of stocks and fuelled concerns
about hedge funds needing to reduce their market exposure.
However it was European politics that drove sentiment as Mario Draghi was
appointed the Italian PM, replacing Mr. Conte; the former head of the ECB who is
seen as the man who saved Euro is a popular appointment which drove the spread
between Bund-BTPS to tights of 89bps and which helped synthetic credit rally back
to YTD tights with Main back at 46 after it ticking up to 52 in late January.
The virus remains a key concern as extended lockdowns remain in place post the
holiday period and new COVID strains compound the problem, however there is
medium term optimism around the broad roll-out of effective vaccines. Approaches to
vaccinating populations illustrate disparity between countries and regions and their
individual approach, plus there have been some production hiccups but for now it
appears we are finally heading the right way.
Corporate issuance volumes were encouraging in January at over €25bn in the
senior space which exceeds prior year levels, there was a strong focus on the
subordinated space with plenty of corporate hybrid deals being printed which we
expect to continue going forward.
As January wore on IG secondary spreads drifted wider and rates sold off, as a result
we kicked off the year with negative returns across most of IG credit, performance in
February turned most of this around and senior indices are back to around flat YTD.
HY indices led the way with spread tightening, followed by subordinated bonds which
have now crept into positive total return territory.
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YTD 2021 TOTAL RETURNS BY ASSET CLASS

Source: Bloomberg, ICE BofAML, MUFG

TABLE 1: 2020 YTD TOTAL RETURN PERFORMANCE
Index

2021 YTD

2020

2019

£ HY Index

1.52%

4.59%

13.37%

$ US HY Index

1.41%

6.17%

14.41%

€ HY Index

1.37%

2.76%

11.29%

€ Financial Subordinated Index

0.40%

2.79%

10.30%

€ Non-Financial Subordinated Index

0.30%

2.54%

12.62%

€ Financial Index

0.05%

2.22%

5.71%

€ Non-Financial Index

-0.04%

2.86%

6.54%

€ Corporate IG Index

-0.05%

2.65%

5.68%

$ EM Corporate Index

-0.10%

8.47%

15.18%

$ EM Sovereign Index

-0.89%

5.67%

14.48%

$ US IG Corporate Index

-1.26%

9.81%

14.23%

£ Corporate Index

-1.68%

9.30%

11.42%

Source: Bloomberg, ICE BofAML, MUFG
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EUROPEAN CORPORATES
February is typically the heart of the results season and we are about half way
through the calendar so far; apart from scheduled results from the usual issuers that
are first out the blocks we also have had a number of companies reporting
preliminary numbers sometimes materially differed from expectations. Positively the
results season thus far largely beaten consensus expectations, but analyst
expectations of earnings had mostly been revised materially downwards.
Whilst we would be careful in generalising the impact of the pandemic specific
groups of issuers, it’s fair to say that cyclical and non-cyclical issuers were hit in
contrasting ways, with a clear underlying theme of businesses linked to travel, energy
and non-essential dictionary spend being impacted the most. The worst impacted
issuers took massive asset write-downs and impairments and recorded some of the
biggest losses in their histories, whilst focusing on cash generation cutting costs and
managing working capital tightly in the face of evaporating demand.
As expected Energy names posted some of the most negative numbers driven by
specific industry woes. Automotive issuers weren’t far behind but 4Q numbers
generally surprised to the upside and while microchip shortages have dented some
of the positive momentum, but many are cautiously optimistic for the next year.
Consumer names performed in mixed fashion, diversified defensive conglomerates
performed well, luxury goods groups didn’t do as badly as feared thanks to strong
Chinese demand, Beverage issuers took the brunt of the losses from on-trade
channel but overall managed the balance sheet impact well and Utilities and Tobacco
issuers were largely resilient.
Below we summarise some of the key highlights from those issuers that have already
reported. Looking ahead we expect a continuation of the themes highlighted above,
and we will keep tabs on management guidance and on evidence on how quickly
discretionary product and service demand returns as economies open up again.

Oil and Gas
Last year energy groups faced the perfect storm of having to contend with materially
lower demand and a collapse in oil and gas prices. We have seen most Oil Majors
report full year results already and the tone remains familiar, 2020 was exceptionally
difficult year marked by record losses, but expectations are for oil prices to continue
to slowly recover as groups look to bolster their green credentials by reducing
emissions and investing in energy transition over the coming decades.
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BP (BPLN) results missed consensus FY20 underlying loss before interest
and tax came in at -$18.9bn due to impairments and exploration write-offs.
Group production was down -8.1% to 3.5m boe/d yoy and as expected
Upstream was most impacted with a loss of -$21.6bn down from a profit
$4.9bn, Downstream came to $3.4bn from $6.5bn and Rosneft lost -$149m
down from $2.3bn in 2019. Capex was cut to $12bn from $15.2bn and the
group achieved divestments of $5.5bn as part of its $25bn target by 2025.
Net debt came in at $38.9bn down from $45.4bn last year, which meant that
gearing was 31.3%. Outlook sees a normalization of the currently high
inventory levels and oil demand recovery in 2021 with prices between $4550 in 2021.
Royal Dutch Shell (RDSALN) results were also weak and missed
estimates as the group fell to a loss of $20bn compared to a profit of
$15.3bn in 2019. Earnings reflected lower realised oil and gas prices, lower
production volumes and pressure on refining margins. Operating cash flow
was managed well over the year and came in at $34.1bn just 19% down
yoy, capex was managed tightly with an annual spend of $17.8bn down
from $24bn. and net debt came in at $75bn with gearing edging up to
32.2%.







Total (TOTAL) saw annual results beat with group production that was
down 5% at 2.8m boe/d and net loss of -$7.2bn from a profit of $11.3bn last
year driven by a $10bn write down on Canadian oil sand assets.
Unsurprisingly E&P was down the most, -69% to $2.4bn, Refining &
Chemicals was -65% to $1.0bn and Integrated Gas was -26% to $1.8bn.
Annual capex was 26% lower at at $13bn and net debt to capital came out
at 21.7% which remains one of the best in class. Total also announced that
it will change its name to TotalEnergies to underline the strategic ambition
over the next decade which aims at reducing oil products contribution from
55% to 30% of overall sales.
Exxon (XOM) results also exceeded estimates but nonetheless the
numbers were weak as results were impacted by write-downs of $19bn.
Group output stayed at 3.8m boe/d vs 3.95m boe/d. Capex spending was
down at $21bn which outperformed management targets and was $10bn
less when compared to last year, and it’s expected to be $16-19bn for 2021
rising to an average of $20-25bn over 2022-2025 period. Unsurprisingly net
debt went up to $60bn from $49bn. Shareholders remain the focus with
management saying that they have flexibility to maintain dividend at $45/bbl
given operating cash generation.
OMV (OMVAV) results weren’t surprising given what we saw from others,
sales came in -29% lower at €16.5bn and operating result was -52% at
€1,686m. The Upstream segment made a loss of €1,137m which is
consistent with its oil and gas peers, but the downstream business
performed well with a profit at €2,160m. Operating cashflow was 23% lower
at €3,137m but capex grew 23% to €6,048m. Net debt more than doubled to
€8.1bn due to the Borealis stake purchase which meant that gearing is up to
41% from 22%. However overall the group’s bias to downstream helped
2020 performance compared to the wider sector.

Automotive
The Automotive sector was already under pressure long before the onset of the
pandemic, and the last 12 months have meant that difficult decisions had to be made
with most companies conserving cash as automotive sales collapsed. The bounce
back appears to be strong as exhibited in the last 3 months of 2020 but the global
shortage of microchips is impacting many companies and temporarily limiting
production volumes. Global OEM’s may be at different points in their individual
journeys to transform their product offerings but destination remains the same and
the competition is only intensifying. Investment in future technologies needs to
continue to reduce fleet emissions, produce new electrified powertrains and
increased automation. On the back of these megatrends we are seeing increased
M&A to cope with ever growing investment needs, we have seen the Peugeot and
Fiat Chrysler merger complete and Daimler announced the spin-off of its Truck and
Bus business with an aim to make itself a two more focused dedicated companies.
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BMW (BMW) was one of the first issuers automotive groups to come out
with numbers and release preliminary 4Q numbers saying that it expected
its 4Q20 Free Cash Flow to be around €2.8bn up from €1.5bn in 4Q19 and
which would result results in annual FY20 FCF of approximately €3.4bn
(FY19 €2.6bn) both of which firmly exceed consensus expectations.
Furthermore management said that the outlook for Automotive EBIT margin
is to be towards the upper end of the 0-3% range. BMW’s full results are
due on March 17th, but the pace of the recovery in 4Q is very was very
encouraging for the industry as a whole.
Daimler AG (DAIGR) was also quick to announce preliminary results that
exceed expectations based on a very constructive 4Q. The company said
that Industrial FCF, Group EBIT, would be significantly above Daimler’s
guidance and market expectations. Industrial FCF was expected at €8,259m
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more than €3bn better than consensus and group EBIT is expected at
€6,603m more than €1bn than consensus. Strong results are being driven
higher by a Mercedes-Benz cars recovery and continued cost and cash
preservation measures. Separately Daimler announced that it plans to spinoff and list its Truck business with shares of the newly listed business being
distributed to shareholders. When approved this move will create a separate
business and deconsolidate the Truck operations into a stand-alone
operation. The transaction aims to unlock shareholder value and a vote will
be held later this year with the transaction aimed at being closed in this
financial year.
Ford (F) was the first of the big US OEM’s to post results, 4Q and FY20
numbers beat expectations and positively the group made a profit in the last
quarter. The FY20 picture was that much more difficult given the COVID
impacted year with revenues coming in at $127.1bn down by $28.8bn, EBIT
was $2.8bn down $3.6bn and annual margins came in at 2.2% down from
4.1%. Positively group liquidity remains solid with $31bn in cash and the
industrial business remains in a small net cash positon. Outlook for 2021
sees EBIT between $8-9bn, FCF $3.5-4.5bn as Ford pledges to double its
electric vehicle spending to $22 billion by 2025; however management
cautioned on the global chip shortage is not factored into this year’s
guidance and it could hurt EBIT could be as much as $1-2.5bn.
General Motors (GM) posted strong 4Q20 results with revenues came in
$37.5b and EBIT was $3.7bn both in excess of estimates at $35.9bn and
$3.2bn. This was consistent with what we saw from Ford. FY20 revenues
came in $14bn lower at $123bn, EBIT was $9.7bn ($8.4bn) and EBIT
margins at 7.9%. GM North America remained the engine of growth, with an
EBIT of $9.1bn, GM International lost $500m and GM Financials
contribution came to $2.7bn. 2021 outlook looks pretty solid, with EBIT
forecast at $10-11bn and FCF of $1-2bn; management said that the
semiconductor shortage will not impact growth and EV initiatives and that
they are prioritising higher margin pickup and SUV production.
Nissan (NSANY) which is undergoing major restructuring plans reported
3Q20 which were better than expected and upgraded its FY guidance. 3Q20
revenues came in at Yen 2.3T, operating profit was Yen 27.1bn and FCF
came in at Yen 38.7bn. The group has ample liquidity with over Yen 4T in
cash and credit facilities and the automotive business is in a net cash
position. Results included improvements with lower expenses and
reductions in manufacturing and fixed costs that translated to the bottom
line, which gives hope to the positive impact of the Nissan NEXT business
transformation plan. Outlook for FY ending March 2021 was revised
upwards but volumes are set to decline -3.6% to 4.0m; revenues are
expected at Yen 7.7T (Yen 7.9T) and the group is still expecting an
operating loss albeit a bit smaller at Yen 205bn (Yen 340bn).
Toyota (TOYOTA) produced 3Q20 results that impressed and at the same
time its FY outlook was revised upwards. Net sales came in at Yen 8.15T
which was +8% higher yoy and operating income was Yen 988bn which was
+51% yoy; regionally all divisions posted strong operating profit
performance. As a result of the strong momentum management updated the
FY forecast with sales units increasing by over 300k to 9.73m units, net
sales to be Yen 26.5T up from a prior target of Yen 26T, operating income
materially higher at Yen 2T and net income at Yen 1.9T. Notable results
from one of the leading automotive manufacturers, and it were interesting to
see no drag from the global microchip shortage.
Volvo (VLVY) the leading global truck group produced solid Q4 results but
2020 was a difficult year given its more cyclical sector focus. Q4 sales
dropped by -8.1% to SEK 97bn but operating profit was +30% higher at SEK
12.2bn yoy. Group orders were strong and the Truck order intake saw +61%

growth of which North America took the lead at +167%. However FY20 saw
deliveries down 28% yoy at 167k units with annual sales of SEK 339bn,
some -22% lower on last year and operating profit of SEK 29bn down 40%
yoy. Volvo’s cost flexibility and management helped retain profitability
despite a fairly big sales drawdown; regionally North America saw the
biggest decline -38% in sales, this was followed Europe which contracted 18% with Asia outperforming at +1%. Outlook for 2021 sees disruption in
production during 1Q which will increase costs as the supply chain is
strained, but sales expectations have been revised upwards to reflect the
resurgent demand and better sentiment.

Other Corporates
Lastly we wanted to highlight results from a few of the bigger and more visible
issuers from a range of industries including Consumer, Utilities and Real Estate. The
list isn’t comprehensive but focuses on a select few names that we found interesting
for one reason or another and which have caught the attention of the investor
universe.
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LVMH (MCFP) the luxury group posted impressive results that showed
resilience. FY20 revenues came in -17% lower at €44.7bn and profits from
operations came to €8.3bn which was -28% yoy, both surprised to the
upside. Of note 4Q20 momentum was strong with revenue declines across
the group at only -3%, regionally the group saw benefits of its globally
diversified footprint, with weakness in Europe offset by a recovery in the US
and growth in Asia. Operating cashflow came in at €10,897m down from
€11,648m, and FCF came in broadly unchanged at €6,117m as the group
reduced its investments and M&A spend. Gross debt increased to €24.7bn
from €12.7 as cash balances of €20bn are ready for the completion of the
Tiffany transaction. Outlook for 2021 is “cautious confidence” and the
management playbook doesn’t change as the group looks to continue to
retain leadership in the luxury goods segment.
Asahi Group (ASABRE) reported rather unsurprising FY20 results that
came in line with estimates as revenues fell by -2.9% to Yen 2,027bn of
which the Alcohol business was impacted the most due to pressure on the
on premise channel. Operating cash flow was Yen 276bn up some +8.8%
yoy but debt increased materially to Yen 1,824bn from Yen 880bn due to
the double impact of M&A (acquisition of Carlton & United Breweries from
AB Inbev) and the pandemic; leverage stands at a pretty high 6.0x up from
3.0x, but management are guiding for it to decline to 4.5x in 2021 with
stronger cash generation and asset reductions. 2021 outlook is for revenues
to be Yen 2,296bn and operating profit at Yen 216bn, with expected
recovery of demand from various segments and countries, brand
development and benefits of consolidation of the CUB business.
Diageo (DGELN) 1H21 results beat expectations as the alcoholic beverage
group reported strong momentum from North America. Sales came in at
£6,874m which was -4.5% yoy and Operating Profit was -8.3% at £2.256m.
As expected Travel Retail and on-trade restrictions continued to weigh on
results but North America Diageo’s largest market proved to be a bright spot
which was up 12% and helped to offset some of the declines in other
regions. Group Free Cash Flow was £1,753m up some £787m largely
thanks to strong working capital which was £649m and Net Debt was
£13.2bn just a touch up from £13.1bn from FY20, this lead leverage to tick
up to 3.4x from 3.3x. Management continue to see second half of fiscal
2021 being impacted from on-trade restrictions and they are not providing
specific guidance due to ongoing volatility.
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Orsted AS (ORSTED) produced resilient FY20 results with revenues -22%
yoy at DKK 53bn due to more limited construction works of wind farms and
significantly lower gas prices but EBITDA was +4% at DKK 18.1bn thanks to
faster ramp up of wind farms and higher wind speeds. Operating cash flow
was +26% at DKK 16.5bn and investments increased by 16% to DKK 27bn
and divestments of DKK 19bn were materially higher yoy which meant that
FCF came to DKK 8.5bn and FFO was DKK 12.7bn. Debt fell to DKK
26.3bn from DKK 30.6bn meaning that FFO / Debt improved to 48.3% from
31%. Management kept its 2021 guidance, as it still sees EBITDA in the
range of DKK 15-16bn with gross investments continuing to increase in line
with plans, in the range of DKK 32-34bn. As the leading wind power utility
Orsted remains a very popular issuer among investors, and these
reassuring results from the will only bolster its profile.
Enel (ENELIM) produced preliminary FY20 that were mixed versus
expectations. Enel’s top line missed with revenues at €65bn down some
€15.3bn but EBITDA came in line with estimates and last year at €17.9bn
thanks to a strong performance from Enel Green Power and also from better
margins in Thermoelectric Generation. Group net debt came in at €45.5bn,
significantly lower than expectations of €48-49bn, which translates into a
leverage ratio of 2.5x that comes in below the 2.7x that was forecast at the
CMD back in November. Overall these were positive results from a stable
leading utility company, but the development in debt is mostly temporary as
the group will continue to invest in growing the business in line with its 20212023 strategic plans.
Unibail (ULFP) retail focused REITS such as Unibail found 2020 very
difficult due to lockdowns throughout the world. FY20 results for the group
saw net rental income was -28.1% at €1,790m, but regional differences
were stark: the UK was the worst performing down -49.3% on a like-for-like
basis, the US was -28% and falls in continental Europe were more
moderate but still at -19.1%. The group posted a loss of -€7,675m due to
asset revaluations of -€4.8bn and an impairment of goodwill charge of €1.6bn. Reported LTV ticked up to 44.7% from 40.5% but liquidity at over
€11bn with only €2.5bn in debt maturing in the next 12 months means that
the group is relatively well placed. Management strategy remains focused
on reducing leverage, with a €4bn disposal programme, aims to significantly
reduce exposure to the US region, continued capex focus and reduced cost
base and scrapping of dividends over 2020-2022 period. Outlook for 2021
remains uncertain and currently 52% of the portfolio remains closed as
restrictions are expected to remain in place until at least 2Q. Unibail
management said that they expect a recovery to be on different trajectories
in different regions based on infection rates and vaccine roll out, but for now
this remains a sub-sector that continues to trade heavily given the obvious
headwinds and likely long term recovery prospects.

EUROPEAN BANKS
More of the same, results feed relative comfort
Last month we wrote that we expect the European banks still to be a relatively
attractive place for credit investors in 2021. With many banks now already having
reported FY2020 numbers we still feel comfortable with the sector despite the tight
spreads across the spectrum in USD and EUR as well as the impacts of the
pandemic on the economic backdrop.
We expect the spreads to remain compressed and would consider even further
spread compression to be still possible if underlying yields (especially in USD) were
to increase. We maintain our view that the wider credit technical is still very much
driven by QE and Central Banks purchases. With no end of the Purchase Programs
in sight it is hard to envisage any significant re-adjusting of the already tight current
spread levels.
With the recent re-enforcement of these policies by the ECB it is hard to envisage
any substantial shifts in the credit market, despite the vast swathes of our universe
that are already in negative yield territory. It is now clear that the markets can tolerate
the current low or negative yields for longer.
But investors may wonder if banks are not particularly exposed to the consequences
of the Covid crisis as the various lockdown waves are still rolling throughout Europe
and vaccines roll-outs are set to last well into the summer. Our comfort derives from
the significant amounts banks have set aside in ex-ante loan loss provisions in FY20
(mostly in 1H20). Also they have been accumulating significant amounts of capital
following the dividend ban in 2020. On an aggregate basis the banks have generated
around 100-120bps in capital year to date bringing the average CET ratio above
15%.
Results have yielded no surprises so far and outlooks remain cautious but
constructive
The European banks FY 2020 reporting season is still in full swing but so far banks
have not disappointed too much versus expectations. Much of the focus has been on
capital, mostly the excess thereof as well as on the outlook on cost of risk and
potential asset quality deterioration.
On a full year basis, most banks have reported significant declines with net profits
often down 50% y/y or more. Generally there has been still a y/y squeeze at the Net
Interest Income level, but sequentially this trend seems now to have flattened out in
4Q20. The full effect of the low rates has been felt and is only partially offset by the
cheaper TLTRO funding options. Higher y/y Fees and Commissions have often offset
to some extent the lower top line. Trading income has been buoyant especially in the
first three quarters of 2020 with more levelled 4Q20 leading to a more moderate
trading income outlook for 1H21.
The significant continued efforts on cost containment have not been enough to offset
the revenue declines on average. But the big swing factor has been, no doubt the
increased cost of risk, to levels between 40bps and 100bps or so on a FY basis. At
the lower end of this cost of risk range were the better asset quality banks like the
Scandinavians and Some others like KBC, UBS or also DB. Others, such as the
French BNP, Societe Generale, etc were in the 60bps -70bps range, with the
Spanish and Italian banks even 10-30bps above that.
Nevertheless, all banks have indicated that they expect lower annualised cost of risk
for 2021 versus 2020 but most certainly asset quality will remain one of the main
focus points for the market and is likely to be a driver of performance dispersion
between banks. However, we expect that mostly to happen in the equity space. It
would take some significantly worse than expected asset quality hits in any single
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institution to lead to a significant underperformance of the spreads especially in
senior bail-in and senior non-bail-in.
The full impact of the covid-19 crisis is still not visible on the banks balance sheets as
NPLs have hardly moved over the course of the year so far and, if anything, most
capital numbers have further improved in 3Q20 as banks reported generally better
than expected performances.
Now that Europe is well into its second wave of lockdowns the backdrop worsens
even further. The various government interventions and support schemes have been
extended but will sooner or later have to come to an end. Only then will the actual
picture of the banks’ asset quality be revealed.

Issuance
In the last monthly we expect a continued overall decline in issuance versus 2020
driven by a net decline in Senior non-bail-in should be in excess of the growth
issuance growth in bail-in senior, not sufficiently offset by positive net new issuance
in bail-in senior (Senior Non-Preferred and Holdco Senior).
The table below shows the Euro equivalent amount of issuance out of European
banks YTD of both Euro and USD issuance versus the full year expectations. The
year has kicked off with healthy amounts of issuance which has been typically well
absorbed by the investors. The technical remain quite strong as investors have
hardly any outflows from IG credit in Europe.
The pace of issuance has been particularly strong for Non-Preferred Senior/Holdco
Senior which at EUR27bn equivalent is on track to beat our EUR155bn-165bn target.
This is offset by subdued Senior Preferred/Opco Senior issuance so far this year. At
this pace the non bail-in senior is likely going to fall short of our expectations.
However, adding the two up the sector is on track to reach our full year issuance
estimates. It is ultimately unsurprising that banks are preferring to fund increasingly
so with cheaper TLTRO rather than with senior bonds which are negative yielding
and therefore not all that appealing to investors, which will prefer the positive yield of
the bail-in senior instruments.
In Tier 2 we expected more subdued issuance in 2021 versus 2020 and, so far, YTD
issuance has been broadly in line with our expectations.

EUR Equivalent Total (bn)
Senior Preferred/Opco
Senior Non-Preferred/Holdco
Tier 2

YTD isuance
11
27
4.5

Expected 2021 issuance
140-150
155-165
25

Source: Bloomberg, MUFG
Altogether we expect issuance to continue at this pace into the coming months.

Valuation:
Sector is highly compressed now but some further compression in the positive
yielding part is possible, especially if longer end underlying yields were to
increase. For now we still believe that a cautious (shorter to medium end of the
curves) beta carry trade is worthwhile. No immediate catalyst for a re-pricing in
USD or EUR on the horizon for now. We would not go out too far in the USD
curve as some steepening could happen as the recovery from the covid
lockdowns is to become more apparent.
All the spread and yield charts below show that Banks senior and subordinated
spreads have compressed and are basically back to recent years’ tights. But looking
at these same indeces from a yield perspective show how yields have also returned
to their pre-covid tights, if not even through them.
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The subordinated USD yield is trading now through the February yield and the senior
index is trading now even 30bps inside the January/February yield levels. This is
clearly due to the significant decline in the overall yield which we represent in the
chart with the US5Y ASW. We believe that with Asset Swaps staying at the current
low levels for a while longer the current yields in banks have now broken a resistance
level. In 2021 however, if USD yields were to start moving upwards on the back of an
improving economic outlook, the spreads could further tighten. So far in the 5Y space
the yields seem however to have found a level at which they just tend to trade
sideways both in sub and senior USD.

USD BANKS SPREAD SUBORDINATED AND SENIOR YIELDS AND ASW SPREAD

Source: iBoxx. Bloomberg, MUFG
Now also the USD subordinated banks index which had previously lagged has started
to catch up and looks now less attractive versus senior than a few weeks/months ago.
The charts below show European banks’ various subordinations both in ASW spreads
and in yield. Also in EUR the spreads have come to a level that seems to have a lower
end boundary defined by the yields. The second chart shows how the yields in Euro
have flattened out and have gone sideways in recent weeks. It is hard to envisage a
change in trend here. The market remains strong but with no appetite for less yield.
We continue to believe that this is a carry trade environment where the positive
yielding instruments in euro will still be desirable, especially the Tier 2s given that
there will be not a lot off issuance. A bit of room hence for beta compression but
altogether no changes in direction here either. Peripheral names, also in senior nonpreferred and even Tier 2 could show some good value in our view.
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EUR BANKS SUBORDINATED VS SENIOR COMPRESSION ASW

Source: iBoxx. Bloomberg, MUFG

EUR BANKS SUBORDINATED VS SENIOR COMPRESSION IN SPREAD OVER ASW AND YIELD

Source: iBoxx. Bloomberg, MUFG

30

16 February 2021

CDS INDICES (EUR MAIN & US IG), Z-SPREAD BP

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

Source: Bloomberg, Markit

Source: Bloomberg, Markit

IBOXX SENIOR VS SUB, Z-SPREAD BP

SENIOR SUB BASIS, BP

Source: Markit

Source: Markit

BUND YIELDS (2,5,10 YEAR)

TREASURY YIELDS (2,5,10 YEAR)

Source: Bloomberg

Source: Bloomberg
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Other jurisdictions:
MUFG Securities also relies on local registrations or regulatory exemptions in order to undertake certain securities business in other countries. In Thailand, MUS(EMEA) has a
derivatives dealer registration with the Securities and Exchange Commission, Thailand. In Canada, MUS(EMEA) and MUS(USA) each operate under an international dealer
exemption registered with the securities regulators. MUS(EMEA) operates under the exemption in Alberta, Quebec, Ontario, British Columbia and Manitoba. MUS(USA)
operates under the exemption in all Canadian Provinces and Territories..
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