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By Marcus Dewsnap, IGM Head of Fixed Income Strategy

The markets are in thrall to TRADE war talk. This for the most part encompasses the US-China,
but the supporting cast includes Washington-Tokyo and US-EU. President Trump is in Japan over
the weekend to meet with Prime Minister Abe but is reported to have said trade wasn’t on the
agenda. Perhaps there will be a discussion about undervalued currencies. There is talk that the
US want to target nations (with tariffs, what else) and China, Japan, South Korea and India seem
to be first in the queue. On this, note what UBS’ Paul Donovan has to say. Number 3 is intriguing
…

‘Problems include: 1) economists rarely agree on "fair value" for a currency; 2) currencies only
trade at fair value by accident; 3) what if the dollar is undervalued?’

It does seem the US President is signaling his commitment to some form of duties on major
trading partners and this is concerning to markets. Also noticeable over the last few weeks is the
more intense focus on technology with phrases such as ‘Cold Tech-War’ bandied about. A
reflection of this can be seen in the performance of the Philly SOX index which is down some 20%
since its late April record high. The SPX is down just 4% over the same period.

Throughout the so-called advanced economies, market-based inflation expectations are
plummeting as the negative growth implication of protracted trade negotiations outweigh the
inflationary consequences. The US 10-year breakeven rate is below 1.8% … the EURO 5-YR/5-YR
INFLATION SWAP is challenging 1.3% versus the record low 1.25% from just after the 2016 UK
vote to leave the EU. It’s worth noting the divergence between market-based inflation
expectations and OIL. This might highlight the growing market concerns over economic growth …
which without NOPEC/OPEC intervention won’t bode well for the crude price.

ECB minutes noted the lower level of market-based inflation expectations, but this seems to be
shrugged off (presently) by reference to the fall being due to a lower inflation premia, rather than
inflation expectations per se and therefore does not represent unanchoring. As we’ve noted
before, a CB is highly unlikely to ever admit to this anyway. Still, the lower inflation premia is
linked to deteriorating economic growth expectations.

continued page 4
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Which is in turn heavily linked to trade woes … and now increasing concerns surrounding the
impact this is having on domestic economies, Germany in particular. Hence, of interest early this
week, EU trade ministers meet to discuss negotiations with the US on tariffs and the threat of
auto tariffs (Monday).

There aren’t many who expect the ECB to directly ease other than the already planned TLTRO,
even though the EUR OIS curve suggests 5-10bp of Depo rate cuts for much the period into Q3
2020 … but maybe the monetary/fiscal mix could be eased with more of the latter if
incumbent/traditional political parties receive a bloody nose at the European Parliamentary
elections (results due Sunday evening into Monday). Italy will be the most heavily watched with
the potential for a national election later this year. A significant overall shift away from the main
parties, however, especially to the far right, might induce some rethinking on the fiscal
constraints placed upon many EU governments. Ironically, EU ‘Leaders’ meet (Tuesday) to talk
about candidates to run the ECB, European Commission and European Council … some of which
are the very institutions Populism rails against. Still, the lower inflation premia is linked to
deteriorating economic growth expectations.

At this juncture we should note the UK PM has announced her intention to step-down June 7 …
partly due to the trouncing her Party is expected to receive from the aforementioned elections.
Attention now focusses on the potential replacements with a more hardline Brexiteer an almost
dead cert which will significantly raise the probability of a Hard Brexit later this year.

Back to Index Page
This is an excerpt from Marcus’ Week Ahead.  For the full piece see HERE.
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By Christopher Shiells, Managing Analyst EM

Emerging Markets Jolted By Breakdown in US-China Trade Talks and Stronger USD

May has not been a good month for Emerging Markets as a whole, with currencies and stocks sold
off amid a ratcheting up in trade tensions, coupled with a stronger USD and a spout of geo-
political risks.

The MSCI emerging market stock index has declined 7.5% so far this month, trading below 1,000
for the first time since January 15. The index has given up about two thirds of this year's rally and
is on track to test the Jan low near 946 (see dashboard above). The MSCI EM Currency Index has
fared even worse with regard to giving back this year's gains and is approaching the January low
near 1,610, largely driven by a stronger USD (see dashboard above).

continued page 6

Back to Index Page



Emerging Markets – cont’d

6

As mentioned, the drivers of the sell-off have been renewed USD strength, but more importantly
a break down in the US-China trade negotiations leading to a fresh round of tariffs. This
development has added to global growth slowdown fears for 2019 and global equities are on the
ropes, further pressured by geo-political risks (Turkey, Venezuela, North Korea, Iran).

The hit to confidence and the resulting effect on economic activity from trade angst has the
potential to be powerful, and we have seen investors reflect that via outflows from global equity
markets over the last two weeks, with EM stocks the hardest hit (see dashboard of latest EPFR
fund flows data). The OECD - which had already drastically downgraded its global economic
growth forecast in March - did so again in May, cutting the 2019 estimate to 3.2% from 3.3%. This
has led global bond yields lower, and in EM it is clear that hard currency debt is offering some
resilience by the performance of the Bloomberg Barclays EM USD Bond Total Return Index, which
is holding near highs.

Is this like 2018?

This sell-off draws parallels to H2 2018, when Emerging Markets were gripped by trade war fears
and potential spillover fears from crises in Turkey and Argentina. This all sounds too familiar this
time around, but there remains one key difference between now and late 2018 - patience and
accommodation from central banks. Last year the market was pricing in a number of Fed rate
hikes as the US economy zoomed along, but these have now been priced out. Also, as the JP EM
Volatility Index shows, this market sell-off has happened in the context of very subdued volatility,
which is more worrying because it suggests that positioning has likely not adjusted fully. Thus in
late 2018 the flight from Emerging Markets was much more pronounced (see EPFR data above).

As we have mentioned before, this is a balancing act between the severity of the global slowdown
and dovish global central banks. If the growth slowdown becomes too dramatic, then even CB
accommodation will not be able to stop a flight from risky assets. However, investors will continue
searching for higher-yielding assets in EM hard currency, as long as the tight-rope of slow growth
and CB loose policy is being walked.

However, for now, we are taking the view that things will get worse in the short term for
Emerging Markets, based on the risk of additional tariffs being implemented in the US/China
trade war. This combined with the stronger USD suggests that EM stock markets are set to further
underperform their DM peers. Thus we return to the EM/DM stock market ratio (using MSCI EM
and MSCI World indices) that we focused on at the end of 2018, when a turn in the USD lower
sent EM stocks higher relative to their DM peers. Since May this ratio has moved substantially
lower, with the USD strengthening, and the technical study (right) suggests there is further

downside to come. We are targeting a drop in this ratio to 0.440.

• Resumed the 8-3/4 year downtrend via 0.529 (25 December 2018 reaction high) to threaten key
support between 0.460/0.465.

• This consists of the 2018 low (posted 8 October) at 0.465, the 2016 low (posted 21 January) at 0.460
and a .618 projection of 0.577/0.465 fall from 0.529 also at 0.460.

• Deteriorating multi-timeframe studies and the potential death cross (50/200DMAs) suggest an
eventual downside break to new 14-1/2 year lows.

• Initial support is pegged at 0.440/0.443 (27 October 2004 low and .764 projection of 0.577/0.465
from 0.529), possibly 0.415/0.416 (11 August 2004 low and equality of 0.577/0.465 from 0.529).

• Only a failure to break under 0.460/0.465 and/or a clearance of 0.499 (15 February/27 March lows)
would offer relief and re-open 0.510 (9/10 April lower highs)

Back to Index Page
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By Matthew Barrett, IGM Senior Credit Analyst

It was another bumper week for the European corporate market which saw EUR11.65bn of euro
IG/split-rated euro paper print, to bring the three-week running total to EUR30.45bn.

Issuance was led by an influx of triple-tranche deals with medical technology company Becton
Dickinson as well as telecom companies Vodafone and Telenor all issuing three-part euro lines,
whilst oil and gas company Total SA brought two euro lines alongside a sterling bond.

Whilst the issuers all got over the line fairly comfortably, there were some signs of supply
indigestion last week with investors appearing to put up some price resistance and pushing back
when issuers ramped in pricing from IPTs to reoffer.

That was shown by the fall in some of the book sizes, where overall demand finished up at
EUR31.725bn for the EUR11.65bn printed, having peaked at EUR36.125bn.

One of those to see some acute price sensitivity was French borrower Thales which saw books for
its EUR500m May 2022 line more than halve to a final EUR600m+ after reaching over EUR1.5bn
earlier in the execution process.

That deal was just the third euro corporate bond to print with a negative yield this year following
Sanofi (0% Mar 2022) and LVMH (0% Feb 2021) with the drop in orders suggesting that was just
too much for some investors to stomach.

Also suggesting some resistance was the average spread compression (IPTs to reoffer) seen last
week which at 19.06bps was the smallest since the w/e 22nd Feb.

That said, overall demand was still ample for the borrowers to print paper and at relatively small
cost too with the average NIC paid by last week's issuers standing at just 3.15bps.

All of which means that while it still appears to be a seller's market, issuers and syndicates may
decide to take a more pragmatic approach to pricing going forward.

On that note, whilst the public pipeline has thinned out slightly in recent weeks there remains a
handful of issuers looking. For example, American Movil concluded roadshows last week whilst
Electricity Supply Board and easyJet PLC are set to finish their own investor meetings this week.

Back to Index Page
This is an excerpt from IGM’s Weekly Corp Wrap.  For the full piece see HERE.

https://www.informagm.com/stories/1495270
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By Tim Cheung, Head of China, Riki Zhang EM Analyst

EM investors are again caught in a trade war waiting game. The overall effect of the US-China
failure to reach a trade deal on EM Asia FX is negative. Needless to say, CNY is in the eye of the
storm, which has lost 1.3% since the US extra tariffs on the USD200bn of Chinese goods that
came into effect on 10 May. Apparently, the US and China are in much deeper conflict this time
round than last year. As far as CNY FX is concerned, we think Beijing is more biased in favour of
currency depreciation as one of the retaliatory measures for two following reasons:

The policymakers see stronger need for currency depreciation as a means to compensate for the
potential loss of trade competitiveness as the tariff burden is much heavier now.

Beijing would like to show to the world it has absolute power over CNY FX policy without caring
what the Trump administration thinks.

In response to the market speculation over a potential sharp depreciation of the CNY, PBOC
made comments accordingly. Deputy governor Pan Gongsheng had an interview with PBOC-
owned newspaper China Financial Times a week after the new tariffs came into effect, saying
"PBOC has the confidence and capability to maintain FX market stability, as it has accumulated
rich experience and policy tools in facing FX market volatilities, and will adopt necessary counter-
cyclical adjustment measures and enhance macro prudential management".

In our view, Pan's comments reflected PBOC's desire to avoid rapid CNY slide instead of its
resistance against currency depreciation. Recall that PBOC officials in the past usually said "CNY
FX is at appropriate level", "there is no ground for CNY depreciation" or "the current level of CNY
FX is fundamentally justified" when they wanted to tell the market that they had no intention to
let CNY depreciate. However, Pan in the interview somehow avoided saying anything like that.

After Pan made the comments on CNY FX, PBOC did have a lower-than-consensus USD/CNY fixing
for a couple of days (chart 1). We're not surprised by this because the experience learnt in the
2016 CNY FX turmoil tells us PBOC sometimes likes to use action to reinforce its statement.
However, what we actually experienced in 2016 was that a frequent lower-than-consensus
USD/CNY fixing just reflected PBOC's intention to slow down the pace of CNY depreciation.

continued page 9
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In our view, as long as capital outflows are being effectively controlled and as a result the
downside of FX reserves is well-protected, PBOC would feel okay with currency depreciation this
time round. We think Beijing has strong confidence in the effectiveness of the regulatory controls
over the capital outflows implemented since 2016. As a matter of fact, we saw CNY depreciation
accompanied with no reduction in PBOC's FX reserves during the first 5 months of 2017 (chart 2),
which is a strong proof of the effectiveness of those capital outflow controls.

Strategically, we reckon USD/CNY will reach 6.99-7.00 area by the end of Q3. This target can be
reached much sooner if the US-China trade war intensifies further after Trump meets with Xi at
G20 summit in late-June.

Back to Index Page
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By Cameron Brandt, Director, Research
Hopes that the second quarter would be marked by a trade agreement between the US and China
have largely evaporated three weeks into May, with threats, sanctions and tariff hikes flying and
no date set for what would be the 12th round of talks between the world’s two largest
economies. Mutual fund investors have responded by cutting their exposure to Asia and taking a
generally defensive stance when it comes to allocating their cash. The week ending May 22 saw a
combined $1.2 billion pulled from China, Greater China and Hong Kong Equity Funds and Japan
Equity Funds experience net redemptions for the 13th time in the past 15 weeks, while US Bond
Funds took in fresh money for the 20th week in a row and Money Market Funds posted their
second biggest weekly inflow year-to-date.

A spike in the global election calendar was reflected in some fund groups. Flows to India Equity
Funds hit a 67-week high as the country’s general election concluded with incumbent Prime
Minister Narendra Modi and the Bharatiya Janata Party (BJP) comfortably retaining power,
Australia Bond Funds posted their fourth straight inflow - and 11th in the past 13 weeks - in the
wake of an unexpected election victory by Prime Minister Scott Morrison’s center-right coalition
and Europe Equity Funds extended their current outflow streak as investors braced for fresh signs
of populist strength in the EU-wide European Parliament elections.

Overall, investors committed a net $6.4 billion to EPFR-tracked Bond Funds, $853 million to Equity
Funds and $49.6 billion to Money Market Funds during the week ending May 22 while pulling
$255 million out of Alternative Funds and $2 billion out of Balanced Funds.

At the asset class and single country fund levels, redemptions from Spain and Greece Equity
Funds hit 15 and 32-week highs respectively, Saudi Arabia Equity Funds took in over $1 billion for
the first time ever and redemptions from Thailand Bond Funds hit a year-to-date high. Inflation
Protected Bond Funds saw an eight-week run of outflows end but Bank Loan Funds extended an
outflow streak stretching back to mid-November and Convertible Bond Funds extended one that
started in late September.

Gold Funds snapped a seven-week run of outflows and Consumer Goods Sector Funds recorded
their biggest inflow since late February as investors looked for ports in the trade storm going into
the final week of May. Energy Sector Funds extended their longest run of redemptions in over 17
years and Financial Sector Funds posted outflows for the fourth time in the past five weeks.

Among the groups seeing inflows were Technology Sector Funds. But, during a week when China’s
Huawei was feeling the pain of US angst over intellectual property and security transfers, flows to
that group broke decisively towards funds with US or global mandates. Redemptions from China
Technology Sector Funds set a new record as investors anticipate further crimps on the access of
Chinese firms to US products and support.

Back to Index Page For further information on EPFR, please click HERE
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Technical Analysis by Andrew Dowdell

• Latest leg higher off 1.3069 is significantly shallower than the prior legs in the run-up from 
1.2251 (31 Jan 2018)

• Bulls are unable to rally convincingly away from an approx. 16-month trendline & MACD is 
starting to roll over

____________________________________________

STRATEGY SUMMARY

Look to sell rallies toward the 1.3665 peak in anticipation of a break lower and re-test of 1.3069. 

Back to Index Page

Resistance Levels 

R5 1.4690 20 January 2016 high 
R4 1.4326 26 January 2016 high 
R3 1.3793 5 May 2017 high 
R2 1.3665 31 December 2018 high 
R1 1.3521 24 April 2019 high 

Support Levels 

S1 1.3358 22 May 2019 low 
S2 1.3251 19 March 2019 low, near the 17 April 2019 low at 1.3275 
S3 1.3113 25 February 2019 low 
S4 1.3069 1 February 2019 low 
S5 1.2970 24 October 2018 low 
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Technical Analysis by Ed Blake

• Reverses sharply from 1.984 (25 April recovery high) to break below key support at 1.811

(27 March higher low)

• Deteriorating studies/moving averages suggest initial risk to 1.748/1.759 (76.4%

retracement of 1.674/1.984 rally and 28 January low)

• Below opens 1.674/1.661 (2019 low - 4 January/2017 low – 21 June), a decisive below of

which marks a key 31-month top

• The 1.887/1.923 zone (10/3 May highs) should cap corrective gains and only above averts

bears and opens 1.984

____________________________________________

STRATEGY SUMMARY

Sell into near-term gains as we await a return to key lows at 1.661/1.674. Stop and reverse on a 
clearance of the 1.887/1.923 zone

Back to Index Page

Resistance Levels 

R5 2.139 18 October 2018 high 
R4 2.085 8 November 2018 minor lower high, near 76.4% retrace of 2.179/1.674 fall at 2.060 
R3 1.984 2019 peak – 25 April, near 61.8% retrace of 2.179/1.674 fall at 1.986 
R2 1.923 3 May 2019 minor lower high 
R1 1.887 10 May 2019 minor lower high 

Support Levels 

S1 1.748 76.4% retrace of 1.674/1.984 rally, near 28 January 2019 higher low at 1.759 
S2 1.674 2019 low – 4 January, near 2017 low – 21 June at 1.661 
S3 1.619 13 October 2016 low, near the recent 3½ month top target at 1.638 
S4 1.521 27 September 2016 higher low 
S5 1.488 14 September 2016 higher low 
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Technical Analysis by Ed Blake

• Completed a 2½ month top under 300.10 (17 April peak) and extended towards 265.10

(76.4% retracement of the 254.30/300.10 rally)

• Deteriorating studies suggest initial risk to 261.65 (14 January low), which guards the 2019

low at 254.30 (posted 3 January)

• Below would then expose clustered support between 243.50/247.25, which guards a

former high at 232.35

• The 277.75/284.85 resistance zone should cap any near-term corrective gains

____________________________________________

STRATEGY SUMMARY

Sell into any near-term corrective gains as we await a return to 254.30, perhaps the 243.50-
247.25 zone. Stop and reverse on a clearance of the 277.75/284.85 zone

Back to Index Page

Resistance Levels 

R5 313.30 76.4% retrace of 331.55/254.30 fall 
R4 300.10 2019 peak – 17 April 
R3 292.40 25 April 2019 lower high 
R2 284.85 6 May 2019 lower high, near former 2½ month top trigger at 283.45 (25 March low) 
R1 277.75 16 May 2019 lower high, near 200DMA 

Support Levels 

S1 261.65 14 January 2019 low, just below 76.4% retrace of 254.30/300.10 rally at 265.10 
S2 254.30 2019 low – 3 January 
S3 243.50 15 November 2016 low, near 61.8% of 193.55/332.20 (246.70) and 8 May 2017 low (247.25) 
S4 232.35 18 March 2016 former high 
S5 226.50 76.4% retrace of 193.55/332.20, near 13 July 2016 former high (227.75) 
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