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Policy makers are broadly in favor of starting the reduction in 2017

Do
you feel
dizzy?
Monetary
conditions
are
clearly accommodative while
fiscal policy is neutral

Democrats

Republicans

Democrats

Growth in the US could keep pace but the
structural shape is now vulnerable

Fed decision on rates and balance sheet normalization.
The Federal Reserve left interest rates unchanged and said that it will
start reducing its $4.5 trillion balance sheet "relatively soon".
The FOMC released a statement containing key language that points to a
start of this process in September. At that time, the central bank will
begin rolling off the $4.5 trillion portfolio of bonds it has accrued on its
balance sheet. "The committee expects to begin implementing its balance
sheet normalization program relatively soon, provided that the economy
evolves broadly as anticipated“.
Policy makers are broadly in favor of starting the reduction in 2017 to
avoid leaving a major unsettled policy question for Fed Chair Janet
Yellen’s successor.
The program will start at $10 billion a month and increase quarterly to
$50 billion. Fed officials estimate that once the program has run its
course, the balance sheet will still exceed $2 trillion.
Chair Janet Yellen and others have indicated that the balance sheet runoff
should not be disruptive to markets.
Assessing the economy
Previous characterizations of economic activity (“rising moderately”), job
gains (“solid”), household spending (“has picked up”) and business fixed
investment (“continued to expand”) are all apt for describing current
conditions.
On inflation, the statement removed the word "somewhat" from June's
narrative and said simply that inflation was running "below 2 percent," a
subtle tweak that nonetheless probably signifies that officials are a bit
more pessimistic about reaching their mandated targets.
The central bank has set 2% as a desirable level, but has consistently
fallen short even though the unemployment rate has dropped to 4.4%.
Fed officials have been flummoxed by the economy's inability to generate
rising incomes. Average hourly wage growth has been stuck around
2.5%. Other inflation measures have been even lower, with the Fed's
preferred gauge, the PCE index, at 1.4%.
US growth is likely to accelerate
US growth has been rather modest so far this year. Real GDP grew only
1.2% in Q1 although this was probably another instance of the wellknown Q1 downward bias. We still expect economic recovery to show a
Q2 tracking around 2.5% and we see FY US GDP growing at 2.3%.
Reform agenda & Trump’s bonus
A plan to repeal and replace Obamacare that Senate Republicans have
been working on for months failed to get the 60 votes needed for
approval Tuesday night. The vote was 43 in favor and 57 against. Nine
Republicans voted against the measure. The plan would have made deep
cuts to Medicaid, the health insurance program for the poor, and reduced
Obamacare subsidies to lower-income people to help them defray the
cost of health insurance. It was the first of many expected votes this
week on repealing or replacing elements of President Barack Obama's
signature healthcare law.
The ability of President Donald Trump to push through comprehensive tax
reform has diminished markedly, which may result in simple tax cuts
being pushed through. Given the differences among members of
President Trump’s own party, even this task may prove difficult without
potential support from some Democrats.
Earnings season
Collectively, S&P 500 companies are expected to show year-on-year
earnings growth of 7.6 percent for the second quarter, according to S&P
Global. So far, so many companies have beat their estimates and topped
expectations that it looks like just utilities will end up in the red. (Erin
Gibbs, S&P Global)
Financial Markets:
Equities (S&P): CAUTIOUS (EXPENSIVE). Target: 2,233. Exit point at
2,456. Negative aspects: (1) Uncertainty associated with Washington
policy does not help. (2) Post election, the broad market direction has
been tied to trends in Trump’s favorability, and we see risk of
disappointment on the policy front. (3) Valuations are back at the top end
of their historical range, with forward P/E still around 18.8x, off its recent
highs of ~19x, but still not cheap. (6) We still think progress on
corporate tax reform is needed to sustain higher incremental moves and
we are concerned that investor expectations on the size and timing of
corporate tax reform may still be overly optimistic.
Bonds: CAUTIOUS (EXPENSIVE). UST10 target 2.68%.
New! Credit: CDXIG: FAIR VALUE We reduce our target to 55bp, from
70bp last month. Credit CDX HY: FAIR VALUE Target 323
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ECB’s tapering countdown is underway

2017: PREVISIONES de PIB en EUROPA
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Although low, the growth structure in
the Euro area seems more balanced
than in the USA

The ECB
The ECB’s Frankfurt-based staff are examining scenarios for the future
path of QE ahead of a Governing Council decision expected in September
or later.
While this doesn’t mean a stimulus change is imminent (no definite
proposals/timings devised as yet), the ECB staff’s preliminary work
includes: (1) Studying an announcement of a tapering path, (2) An
extension of QE at a reduced pace, and (3) Hybrid strategies. ECB
officials seem to have limited appetite for any significant change in policy
language following the market’s reaction to Draghi’s words in Sintra.
From September on, we would expect tapering to be openly discussed as
we come close to 2018 when scarcity problems could arise. A rate hike
would only take place once tapering is over (2019?).
Macro
Sentiment remains upbeat based on data coming through: Supportive
soft data (PMIs, consumer confidence) remain stable at expansionary
levels. Hard data also on the rise (industrial production and retail sales)
giving continuity to the recent broad-based recovery (Italy included).
Banking
ECB’s quarterly bank lending survey shows loan growth across all
categories in Q2, supported by increasing demand and easing credit
conditions on loans to businesses and households for house purchases.
Continued easing of credit terms and conditions is expected.
Low inflation persists
Inflation figures remain erratic: mixed June data (Headline down in
almost all countries having slid in May. Core CPI upticked). Inflation
could well stay around these low levels for the rest of 2017.
New “ECB mantra” in Draghi’s words: “patient, confident and persistent”
regarding the inflation recovery. Inflation expectations might improve
during the year.
Reforms
France: The IMF says France has a unique window of opportunity to
reform, as growth picks up, to tackle its weak public finances and high
unemployment while reversing its decline in competitiveness. The Fund
said the new French government's plans to focus on cutting spending
was appropriate and also deemed its push to make its employment laws
more flexible (due in September) as broad and ambitious.
President Macron said the French state will ask local authorities to save
€13bn by 2022 (a cumulative 0.65% of current GDP, or 0.13% of GDP
each year until 2022).
Draft rules cast doubt over Eurozone securitization reforms. The future
securitization of non-performing loans (NPLs) has been thrown into doubt
by the small print of a new European law that questions the ability of
Europe’s banks to shift old loans from their balance sheets. Lawmakers
in Brussels have recently negotiated a new draft regulation for the
securitization industry that unexpectedly bans the securitizations of
mortgages for which borrowers certify their own income, by both the
original lender and third parties who buy them. (Reuters)
Politics
Italy: 5-Star Movement renews its euro referendum pledge with remarks
by anti-establishment 5-Star Movement’s prominent MP, Alessandro Di
Battista, who revived his party's calls for a referendum on euro
membership after other members softened their tone on the matter.
Battista, who was asked in an interview if a vote should be held, said:
"Yes, absolutely”. “We have not changed our position at all”. The 5-Star
party is polling neck and neck with the Democratic Party.
Netherlands: Negotiations to form a Dutch coalition government have
fallen through again, almost three months after the election.
Brexit negotiations have already started, with the EU better positioned as
the new UK Government’s approach is weakened by the election results
(May’s loss of popularity, risk of early elections...). UK has already given
in on some issues such as recognition of the duty to pay the exit bill, or
the EU’s refusal to allow May to simultaneously negotiate the new trade
agreement.
German elections in September are not envisaged as a source of risk.
Merkel leads the polls. Focus could be on European further integration
(SPD) or tax relief (FDP). All parties share the common aim of boosting
infrastructure spending.
Financial Markets Outlook
Equity (STOX 600): FAIR VALUE. Target: 368. Exit point at 405.
Bonds: NEGATIVE (EXPENSIVE). Bund 0.70%, IT: 2.3%, SP 1.9%, IE
1.4%; PO: 3%.
Credit: Itraxx IG: EXPENSIVE. Target 80. Itraxx Xover (HY):
EXPENSIVE. Target 350.

ECONOMY & FINANCIAL MARKETS
CORPORATE REVIEW

Spain:

AUG & SEPT 2017

Page 6

Positive dynamics remain resilient

Polls - Spain
BRL seems to be trading at fair value

Economic outlook
We raise our 2017 GDP growth target to 3%. Surveys remain
supportive and potential upward revisions towards 2018 cannot
be discarded.
Solid data from the labor front. Registered unemployment in June
(-98.3K) puts total job seekers close to the lowest level in the last
eight years. In the last twelve months unemployment has fallen
by 404K (-11% YoY).
Though it is widely known that June is usually a positive month in
terms of job creation, it is worth mentioning the increase in the
social security numbers across sectors. We are witnessing a
widespread employment recovery.
Admittedly, most of the contracts are temporary ones (91% of
those
registered
to
June).
Nevertheless,
the
official
unemployment rate goal seems closer and now achievable
(16.5% for 2017).
Fiscal & Deleveraging
The Spanish Parliament approved Prime Minister Rajoy’s spending
proposals for 2018, the first step towards passing a budget, after
the minority government agreed to tax cuts and more funding for
regions to bring its rivals onside in an effort to cement his term.
Lawmakers voted 175 to 173 to endorse the government’s plan
setting government spending at €119.8bn next year, a 1.3%
increase on the 2017 budget. Lawmakers also voted in favor of
the government’s deficit-reduction plan, which should see Spain
reducing its shortfall to 3.1% of output this year from 4.5% in
2016.
Deficit target remains at 2.2% of GDP for 2018 and the public net
debt/GDP ratio has been set at 97.6%, reducing further in the
2019-2020 projections.
Private deleveraging remains on track. Both non-financial
corporates and household debt declined in Q4 2016.
Inflation
As for inflation, nothing seems remarkable. Spanish CPI numbers
are much in line with European figures, having experienced a
decline in headline inflation (from 2% to 1.6%) and a slight
recovery in the core figure (to 1.18%) due to the price increase in
the service sectors (see Chart 2).
Banking & Reforms
The IMF says Spain should tackle the lingering weakness in its
financial sector (Report: “Spain: IMF Staff Concluding Statement
of the 2017 Article IV Mission”). It said that without progress on
structural reforms and rebuilding fiscal buffers, Spain remains
vulnerable to shocks and risks.
The IMF also argued that it is time for Spain to tackle its
remaining vulnerabilities related to high levels of public debt and
complete the ongoing post-crisis banking sector restructuring.
Non-Performing Loans
Bain Capital Credit bought ~€1bn of bad loans in Portugal and
Spain this week, in a sign of rising demand for distressed assets
across the Eurozone. On Tuesday the private equity group said it
had purchased €476m of non-performing loans (NPLs) from
state-owned Portuguese bank Caixa Geral de Depósitos and
€489m of loans from Spain’s Banco Ibercaja.
Politics
Latest polls show the declining trend in vote intention for the PP,
while PSOE and Unidos Podemos remain broadly in line.
Ciudadanos keeps advancing steadily.
Financial Markets:
Equities (Ibex): FAIR VALUE. Target 10,116. Exit point at
11,128 (unchanged). Positive news on labor and financial costs.
Q1 data from the INS, with labor costs being one of the main
surprises, could directly impact our profit target. However, we
prefer to wait for Q2 results before revising our target on profit
margins (8.3%) and to hear directly from companies that their
costs are not going up.
Fixed Income - 10Y Govt Bond: CAUTIOUS. We maintain our
year-end target at 1.9%.
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China:

Financial deleveraging underway. The tightening cycle (and reflation) has
now peaked

The decelerating trend in
overall credit growth reflects
the new macro-prudential
approach. Though tightening
has now peaked, credit
growth is likely to continue
decelerating until Q1 2018
China will continue being a
global exporter of deflation

PBoC has been selling Treasuries during
most of 2H16, and this could explain the
rise in the 10YUST yield.
What if the PBoC stops selling Treasuries?
Look at the recent performance of the UST.

Macro Front
Q2 GDP +6.9% YoY vs consensus +6.8% and +6.9% in Q1.
As the slowdown in credit growth has been concentrated at the frothier
end of the market (lending to non-bank financial institutions rather than
lending to the real economy) it has not been reflected by a downturn in
GDP growth.
The economy remains well supported by stronger than expected property
and export sectors. While restrictive policies on purchases and mortgages
have cooled off property transactions in the most over-heated big cities
and their satellite towns, they have not affected the market in the rest of
the country and nationwide housing sales were up 13% in volume terms.
The external sector also proved a bright spot in the first half of the year.
In renminbi terms both export and import growth reached their highest
levels since 2011. Exports have benefited both from the economic
recovery in developed markets and from the adjustment in the renminbi
exchange rate over the past two years, which helps to explain the strong
industrial production.
These factors are likely to slowly fade in the second half.
Monetary & Fiscal
Macro-prudential approach: Some Chinese media have begun reporting
the success of the financial deleveraging, arguing that interbank
borrowing has been reduced significantly, citing a fall in the number of
new wealth management products, a balance sheet contraction at one
large joint-stock bank, and a deceleration in M2 growth, which fell to
9.4% in June, the slowest rate on record. All this suggests the tightening
process is more or less complete. Both Xi and Premier Li Keqiang
stressed the importance of “deleveraging” the real economy.
Reforms
The Financial Work Conference (FWC) is a big deal, held only once every
five years. It has a history of making decisions that have a major impact
in determining the structure and development of China’s financial sector
over subsequent years. In 1997 it set up the big four asset management
companies to resolve state banks’ bad debts. In 2002 it established the
China Banking Regulatory Commission and paved the way for the listing
of the SOE banks. In 2007 it set up the China Investment Corporation to
manage a share of the country’s FX reserves.
At this latest FWC, President Xi highlighted the importance of
safeguarding against systemic financial risks. Xi added that the
government will continue to deleverage the economy by taking a firm
and prudent monetary policy and prioritizing debt reduction in SOEs.
At this year’s meeting the focus was on: (1) Stronger financial regulation
to contain risks, and (2) Further centralizing China’s financial regulatory
framework, bringing it under more unified political control. To this end,
the work conference decreed the establishment of the high-level State
Council’s Financial Stability and Development Committee, which will sit
above China’s existing regulatory bodies and oversee financial regulatory
policy. In theory, bringing the four regulators under a single committee
should reduce turf wars and cut regulatory arbitrage.
China is looking at allowing foreign agencies to assign credit ratings to
onshore bonds (PBoC Deputy Governor Pan Gonsheng): “This could
happen very soon and within this year”.
Geopolitics
US-China trade talks: Bilateral trade talks between China and the US
have proceeded slowly as a 100-day action plan was due to expire on
Sunday. Negotiations, which began in April, have yielded some results
including reopening China’s market to US beef after 14 years and
prompting China to pledge to buy US LNG. American firms have also
been given access to some parts of China's financial services sector.
Outbound Investments
China's outbound investment slumps: The Ministry of Commerce
announced that outward direct investment fell 11.3% YoY in June,
dragging H1 down 45.8% YoY to $48.19bn. Recall that policymakers
imposed curbs on companies' foreign acquisitions following a record
spending spree in 2016. The ministry attributed the H1 plunge to rising
uncertainties abroad and efforts to curb irrational investment.
Credit
Fitch affirms its China rating at 'A+'; outlook stable, based on economic
strength, though warned that a further increase in the economy's overall
leverage in the context of continued adherence to ambitious GDP growth
targets raises the potential for economic and financial shocks.
Financial Markets
Equity (Shanghai): FAIR VALUE. Exit point: 3,387
Equity (Shenzhen): POSITIVE. Exit point: 2,078
Bonds: POSITIVE. 10Y bond target 2.9%
FX (RMB): FAIR VALUE . USD-CNY fundamental target at 6.75-6.8

ECONOMY & FINANCIAL MARKETS
CORPORATE REVIEW

AUG & SEPT 2017

Page 8

India: The new concepts are the “Strategic Partnership Model” and the “New
defense procurement procedure”

GDP growth is the highest within the EM
category (both in q/q and YoY terms)

Developing a modern defense industry?
India is the world’s biggest arms importer as it relies heavily on foreign
weapons to maintain a balance of power with Pakistan and China.
Simmering tensions between India and China erupted on their 3,500 km
shared border in June, when troops scuffled along the Line of Actual
Control in the Himalayan region of Sikkim. Asia’s two giants have not
fought a war since 1962, but mistrust runs deep (Tom Miller).
India spent US$56bn on defense in 2016, more than the likes of France,
Japan and the UK (see chart overleaf). Its share of global arms imports
increased from under 10% in 2007-11 to 13% in 2012-16, well ahead of
second-placed Saudi Arabia, according to a tally by the Stockholm
International Peace Research Institute.
This spending propelled India to fourth place in one ranking of the world’s
strongest militaries, but actually reflects a fundamental weakness: India
is almost entirely dependent on more technologically advanced nations to
keep it safe. New Delhi’s vision is to develop a modern defense industry
commensurate with India’s status as one of the world’s top military
powers. India is pushing to develop weapons of its own. In May, it
approved the final piece in its new defense procurement procedure,
which will enable private firms and foreign joint-venture partners to
compete with state-owned arms manufacturers.
The task is more urgent, now that old security certainties are crumbling.
Between 2005 and 2015, China tripled its military spending (ploughing
US$215bn into defense in 2016 - three times more than Japan).
Modi was optimistic that India and China would work more closely on
trade and commerce, but China’s infrastructure push into South Asia has
raised hackles in India, where the OBOR initiative is seen as a Chinese
strategy to create a sphere of influence in India’s backyard, with portbuilding as a means to forming a platform for military expansionism.
Furthermore, Delhi has condemned the China-Pakistan Economic
Corridor, which runs through disputed territory in Kashmir.
Outlook & Delhi’s Strategy: “Strategic Partnership Model” (SPM)
Indeed it is doubtful whether the project will succeed and India will
remain reliant on imported weaponry and foreign technology. Not for
nothing, Obama forged a good relationship with Modi that culminated in
2015 with the “Joint Strategic Vision for the Asia-Pacific and Indian
Ocean Region” whereby India could continue relying on its burgeoning
strategic partnership with the US for defense imports. However,
according to sources, since President Trump took the reins, Indian
strategists have feared that America can no longer be trusted to uphold
Asian security.
India is preparing to issue tenders for up to 200 single-engine fighter
aircraft, with Lockheed Martin competing with Saab. Both companies
have promised to build the aircraft in India.
Lockheed Martin, the world’s largest defense contractor, signed an
agreement with Tata Advanced Systems Ltd last month to set up a joint
venture.
The new procurement process promises a flurry of joint ventures between
private Indian firms and foreign partners, doing away with the monopoly
enjoyed by India’s nine big defense firms, which so far have been unable
to develop a domestic defense capability (Delhi imports 65% of its
defense equipment and makes just 35% domestically). The government
wants to see this ratio reversed under the new SPM, which will be
initially focused on fighter aircraft, helicopters, conventional submarines
and tanks.
Reforms aimed at achieving this goal in the military industry
To boost domestic R&D (starting with defense) and turn India into a
manufacturing power, the government has: (1) Raised the cap on foreign
investment in the defense industry from 26% to 49%, (2) Streamlined
the licensing process for defense contracts, and (3) Simplified the
industry’s tax structure. Good news for Tata Power, BEML, Larsen &
Toubro and Bharat Electronics. The goal is produce in India, source in
India and export from India.
When India can make the step up to building its own modern defense
industry is another matter. No one knows how quickly the government
will move. It could be decades before India can substitute indigenous for
foreign technology.
Financial Markets
Equity (Sensex): FAIR VALUE. Fundamental price 29,958. Exit point at
32,953
Bonds: POSITIVE. 10Y bond target at 5.5% (from 5.7%)
FX: FAIR VALUE
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Japan: The GPIF is a top ten shareholder in 2000 Japanese companies

Sanity

Insanity

Sanity

QQE & Equity market
The annual overview of the Government Pension Investment Fund (GPIF),
which showed a 15% rise in shareholdings in FY16 to ¥35tn ($310bn),
has become one of the top ten shareholders in nearly 2,000 Japanese
companies (more than half of all those listed) as at the end of March.
Domestic stock weighting rose 1.6pp to 24.3%, approaching its desired
allocation of 25%.
BoJ
The BoJ’s policy remains unchanged. A Bloomberg poll showed none of
the 43 analysts surveyed see the BoJ’s policy changing, with virtually
unanimous expectations of no change before the end of Governor
Haruhiko Kuroda's term in April next year.
The central bank still plans to leave its 10Y JGB yield target at around
0%.
Global policy shift exposes BoJ yield curve control flaw: The BoJ's recent
actions in defending its yield target highlight the challenges the BoJ faces
in battling market forces beyond its control. BoJ officials said that by
offering to buy JGBs at the same rate at which it intervened in February
via fixed-rate operations, the BoJ has effectively drawing a line in the
sand that it may have to defend each time overseas forces drive up
Japanese yields.
Macro & micro front
GDP forecast low but stable: The Cabinet Office left its FY17 GDP growth
forecast unchanged at 1.5%. FY18 growth is estimated at 1.4%.
Industrial production May -3.6% MoM (prev. -3.3%), +4.8% YoY (4.3%)
Machine orders in May +0.6% YoY (prev. +2.7%), -3.6% MoM (prev. 3.1%)
Tertiary sector activity index in May (0.1%) MoM (prev. +1.4%)
Consumer confidence down at 43.3 (prev. 43.6)
Bank lending +3.3% YoY (prev. +3.2%)
Coincident Ec. Indicator down -1.6 (prev. 2.7). LEI rose 0.5 (prev. -1.5).
Inflation: The Sankei reported the BoJ is planning to revise down its
inflation forecast ahead of the July 19-20 policy meeting. The inflation
forecast for FY17 is set to be lowered 0.1-0.4pp from the 1.4% published
in April.
Wages: The Japan Business Federation (Keidanren) said large companies
gave wage rises equivalent to 2.34% growth in 2017, up 0.07pp from the
previous year.
Government on low growth in wages: The government argued inadequate
capital investment and low productivity is holding back wage growth.
Politics
A Kyodo poll showed the Abe cabinet approval rating declined 9.1% since
June to just 35.8%, marking the lowest level since Abe started his second
stint as Prime Minister in 2012.
Kyodo report said Foreign Minister Fumio Kishida wants to leave his post
in Prime Minister Shinzo Abe's cabinet reshuffle next month - a sign he
may be planning to challenge the increasingly unpopular leader for the
top job. Abe is considering a wholesale shakeup of his cabinet on Aug 3.
External & Protectionism
Japan to set new rules on foreign investment. The Ministry of Finance
(MoF) will soon unveil new screening criteria for foreign investments in
sensitive fields to safeguard against leaks of critical technology, while
also countering criticism that the current approval process is too opaque
(buying a stake of 10% or more in a listed company in these areas, or
any stake in an unlisted one, triggers the approval requirement).
Corporate profits
Retailers: Pretax profit among 61 Japanese retailers that announced
their Mar-May earnings rose 0.6% YoY, marking the lowest growth rate in
two years, with 26 out of 61 companies posting profit rises. Convenience
stores lagged, while department stores were relatively firm, thanks in
part to a rebound in foreign tourism.
Marine shippers post profits in Q1. Nippon Yusen, OSK Lines and
Kawasaki Kisen Kaisha are expected to post pretax profits in Apr-Jun, the
first time in seven quarters all three of Japan's major shippers will have
been in the black.
Analysts bullish on Japan electronics, machinery earnings: The
Nikkei report pointed recent analyst forecast upgrades for earnings
among electronics and other export-driven sectors ahead of the Apr-Jun
reporting season. Nomura upgraded Rohm's FY operating profit growth,
JPMorgan raised its target price for Sony, while Ricoh, Hitachi Zosen and
Nintendo also were subject to significant analyst upgrades.
Financial Markets
Equity (Nikkei 225): NEGATIVE (EXPENSIVE). Exit point at 19,528.
Bonds: NEGATIVE (EXPENSIVE). 10Y bond target 0%.
FX: EXPENSIVE. USD-JPY fundamental target at 115.
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Brazil:

Political turmoil continues but Temer will fight on. Labor reform has been
passed and real wages boosted by low inflation.

Cheap

Real earnings are growing
Expensive

Political turmoil

Politics
•
Temer’s current situation: After the positive results in the Supreme
Electoral Court in early June, president Temer is facing a new challenge:
the criminal allegations filed by Attorney General Rodrigo Janot. Temer is
initially being charged for passive corruption related to JBS’ plea bargain
and audio tapes. The process is still underway and Congress will vote in
early August, when 342 votes (out of 513) are needed for the criminal
charge to be accepted and tried in the Supreme Court (the same number
of votes needed for an impeachment process). We do not think that
Temer’s political capital has eroded to this point, especially considering
the proximity of the 2018 electoral calendar.
•
Despite the negative news flow, Temer has managed to keep his
congressional base somewhat united. The PSDB (main liberal wing ally)
still holds its ministries in spite of public declarations of "imminent exit"
and the so called "Centrao" (the larger group of congressmen that act
together with the current coalition) is still negotiating with the
government on matters of interest.
•
Political turmoil to continue. The JBS criminal allegations mean the
president will face congressional scrutiny for some months, since the
Attorney General is preparing at least two more charges (Obstruction of
justice and Criminal organization – expected to be filed in August and
September). Since each charge must be submitted to Congress, Temer
will have to negotiate with allies on increasingly worse terms, i.e. more
expensive.
•
Furthermore, additional risks lie ahead with Eduardo Cunha’s and Lucio
Funaro’s plea bargain deals, potentially in the coming months. Material
evidence implicating Temer could complicate his term, although we don’t
see this as a likely threat.
•
What to expect in the political arena? Despite the president’s still
delicate situation, in general the political class has little to gain from his
dismissal at the moment, since he’s in a position to carry the burden for
the unpopular reforms.
Structural Reforms:
•
The Labor Reform bill was finally approved in the Senate (by a wide
margin of 50 votes in favor and 26 against) and sanctioned by the
president. A few changes will be proposed by Temer, however these won't
impact the productivity gains expected from the original bill.
•
The Social Security reform, however, is still lacking a defined schedule.
The criminal charges stemming from the JBS case should hinder the
government’s capacity to push the bill in its original form, however we
believe that it will eventually be passed, even if initially diluted (and
subsequently adjusted by Ordinary Laws).
Economics
Tax revenues up ticked: June’s tax collections reached BRL 104.1
billion, up 3% YoY in real terms. The improving labor market has helped
social security revenues. Higher auto sales and industrial production has
boosted IPI (tax on industrialized products), which was up 14.81% in real
terms. However, the government’s total fiscal position is still very
delicate, with a primary deficit of BRL 139 billion expected this year.
First month with deflation in years: The 0.23% drop in the IPCA
index was the first monthly deflation since 2006. In total, the first six
months recorded the lowest inflation since 1994 and the current 12
month window has reached the 3.0% figure (the lower band of the
inflation target). The consistently low increase in prices helps boost real
wages and favors basic consumption.
Lower inflation target ahead: The National Monetary Council has
lowered the inflation target to 4.25% for 2019 and 4.0% for 2020,
reflecting expectations that the Brazilian economy has made progress
towards achieving lower structural inflation in the future. It is worth
noting that, as far as market prices are concerned, the expected inflation
is well anchored and the Central Bank is currently fulfilling its mandate.
Financial Markets:
Equities (Ibovespa): NEGATIVE (Short-term). NEUTRAL-POSITIVE
(Long-Term) Central point 66,500. Exit point 69,700. Ibovespa
currently trading at levels we expected to be reached at year-end
following approval of the structural reforms. On a risk-adjusted basis, we
prefer high duration government bonds over equities.
Government Bonds: POSITIVE. 10Y bond Loc target 9.75%. 10Y bond
in USD target 5.25%. We now believe the Selic rate will be 8.00% per
annum and real interest rates around or below 5.0% at year end.
Foreign Exchange: FAIR VALUE. Despite the high political uncertainty,
we see BRL trading at slightly lower levels, such as BRL 3.10–3.30/USD.
Outlook: BRL 3.20/USD in December 2017 (market consensus: BRL
3.30/USD; current level: BRL 3.15/USD).
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Border adjustment taxes seem to have vanished among Trump’s priorities
NAFTA negotiations have officially started
Although the NAFTA renegotiation is scheduled to start on August 16, the
probability of a negative scenario has diminished, meaning that a US exit
from the agreement is less likely. One of the trade sectors that will favor
a positive renegotiation of the trilateral trade agreement is the energy
industry, where the US and Mexican authorities expect a fast resolution
about pipelines and natural gas and oil supply.
The US and Mexican governments announced an “agreement in principle”
designed to avert a trade war over sugar, helping to set the scene for
bigger talks on rewriting the North American Free Trade Agreement.
The US has gained a tactical advantage in this “agreement in principle”
by sticking to its hardline stance and signaling that it is willing to play
hardball to extract ostensibly favorable terms. If completed, a sugar
settlement would eliminate one trade irritant between the US and Mexico
as they prepare to begin renegotiating Nafta in August, aiming to
complete talks by the end of the year.
On July 17, Robert Lighthizer revealed that the use of a Border
Adjustment Tax has vanished from the Trump administration’s
negotiation priorities, which were well received by Mexican markets and
authorities, and that the objectives for US negotiations were far less
tough for the Mexico-US bilateral trade relationship.
Our guess is that the bulk of the negotiations will relate to the “Rules of
Origin”. These are a set of rules that determine if a product is eligible for
free trade. One of the main rules is Value Added Content (or Regional
Value Content), which in turn is divided into two groups: Product Specific
or Wide Regime. The latter contains “De minimis” rules (that stipulate the
maximum portion of external materials in one product) and the
“Accumulation rule” (that allows imported products to be treated as if
they were domestic). These rules are very flexible and the negotiation will
probably come from this side.
Public Finances
Fiscal budget surplus in May, even if we exclude the remaining Banco de
Mexico operations transferred to the Ministry of Finance.
BANXICO
Banxico increased its monetary policy rate AGAIN on June 22 by 25bp.
This move made Mexico’s central bank the most restrictive monetary
authority in the world.
This time the statement and minutes showed that the central bank now
expects to pause its rate hike cycle as inflation reaches a peak but it
doesn’t mean we will see a rate cut soon.
Analysts expect the central bank rate to end 2017 at 7.00% (7.25 last
month). No cuts are seen before June 2018 and no rate reduction cycle
before 2018 elections. Agustin Carstens, central bank governor,
reiterated that Banxico would not necessarily follow US Fed rate hikes if it
decides to do so in September or December.
General Economic Outlook
Most important economic indicators show moderate growth (economic
activity, exports, private sector sales,)
GDP estimates for 2017 were raised to 1.5%-2.5% by private analysts,
the Ministry of Finance and the central bank.
Inflation.
CPI keeps rising above Banxico’s mid-term target of 3% (+/- 1%) thanks
to the pass-through from the currency depreciation in 2016 and the
continued rise in agricultural prices (CPI 6.31% annual base).
Private sector expectations put CPI at 6% at the end of the year and
convergence towards the central bank’s long-term target of 3% (+/- 1%)
in 2018.
Financial Markets
Equities (IPC Gral): FAIR VALUE Fundamental central point: 51,000
points; Exit point: 52,000 points. Global environment is holding up well
and recent upward revisions of emerging markets have had a positive
impact on Mexico's IPC index, which continues to trade at record highs
(51,200).
Bonds: MIXED. 10Y bond Loc target 7.0%. 10Y bond in USD target
4.35%. We expect a flattened yield curve due to stable inflation
expectations and a low growth scenario. We expect the M10-T10 spread
to be around 450-475 bp. We are predicting one more rate hike by the
Fed and no more movements on the Mexican rate scene. For the US
denominated 10Y bond we are expecting a 150-180 spread against the
US T-bond.
NEW! FX: CAUTIOUS. Target 18.20. Fewer risks about NAFTA put MXN
in a stronger position against USD.
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Previous Government used monetary issuance to cover fiscal gap. After
holdouts issue was resolved, current government changed the source of
financing and tapped international debt markets to cover fiscal needs
until it can implement the reforms needed to fix fiscal problems
(gradualism). Two aspects are key for this plan to succeed: Low leverage
offering a good starting point (Debt to GDP @53.8% and External Debt to
GDP @31.7%) and government legitimacy.
Latest developments:
Campaign beginning to look towards mid-term elections in which half of
the seats of the Lower Chamber and one third of the Senate will be
renewed. Important dates: August 13, Mid-term Primary Election, and
October 22, Mid-term election. Even though this election (according to
polls) will not materially change the composition of the parliament and
therefore the government’s ability to pass reforms, it is seen as a test of
the government’s legitimacy.
There are currently two major political leaders in Argentina - Macri and
CFK, both with broad support but also high levels of rejection. The
election in BA Province will be key to governability for the remaining part
of Macri's term, and could also provide some indications of the likelihood
of a second term for the current government.
Heading into the election, the pros and cons facing the government that
will be influential on the results include: Pros: Fragmented opposition;
CFK has high levels of rejection; confidence levels remain high in Macri’s
government; pro-government BA Province Governor Vidal enjoying high
levels of acceptance. Cons: BA Province is traditionally a Peronist district
(Vidal’s victory was an exception); unemployment in the Province is
among the highest in the country; government’s candidate (Bullrich) is
well regarded but lesser known than competitors. Up-to-date polls are
thin on the ground and also very disparate. Based on current information
we think that most probable scenario is a narrow victory for the
government in BA Province, although a CFK victory cannot be ruled out.
Macro Front
Economic Activity: The Argentinean economy grew 0.6% YoY in April
according to the EMEA proxy for GDP growth. This reading comes on top
of 0.4% growth in the first four months of the year. The recovery is being
led by agriculture, real estate, transport and construction, while
manufacturing and retailing, which are both affected by slow private
consumption, are still being a drag on growth. It’s important to mention
that the best performing sectors are those that benefited most from
government measures. For example, agriculture benefited from lower
withholdings and construction from increased public capital expenditure.
For the time being, we are keeping our target at 2.75% GDP real growth
for 2017, in line with the median estimates of 2.70% growth in 2017.
Fiscal
Fiscal: 1H 2017 cumulative primary fiscal deficit was 1.50%. This figure
is much lower than the 2% projected for this period and just 36% below
the government’s 4.2% primary deficit target for the year. The reasons
for this outperformance are the tax amnesty (0,30% of GDP in
extraordinary revenues) and zero capital expenditure in the first part of
the year. However, social transfers and capital expenditure are expected
to rise in 2H 2017, which will probably help the official target to be
achieved by end of year.
Prices
The national statistics institute (INDEC) published a newly built national
CPI in June. Year to date cumulative inflation totals 11.8%, almost
entering the lower threshold of the government’s target range (12–17%).
May and June data was half the average recorded for the Feb-April period
(1.3 vs 2.5% monthly). The central bank maintains its hawkish stance
focused on getting inflation within the target range. The current reference
rate stands at 26.25% (last time it moved was in April with a hike of
150bp). Remember that in order to meet the government’s target,
inflation needs to average 0.76% between July and December, which is
why we still think the target will not be achieved and expect inflation to
close 2017 @ 21%.
Financial Markets:
Equities: There has been a strong recovery in Argentinean ADRs this
year. Some equities still look cheap but performance will mostly depend
on Macri’s success. Examples of companies that could benefit from
Macri’s policies are YPF, Financials (BMA, BFR, GGAL) and Utilities (PAM,
EDN, TGS)
Bonds: EXPENSIVE. Target Govt Bond 10Y USD: 7%. Spreads could
widen in the coming months ahead of mid-term elections and the
evolution of Brazil.
FX: NEUTRAL. Our year-end target for the FX rate in 2017 is 18.

ECONOMY & FINANCIAL MARKETS
CORPORATE REVIEW

AUG & SEPT 2017

Page 13

Equity Markets
GLOBAL EQUITY INDICES - FUNDAMENTAL ASSESSMENT
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ANDBANK ESTIMATES

RISK-OFF PROBABILITY: Short-term view
Andbank's Global Equity Market
Composite Indicator (Breakdown)
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Andbank GEM Composite Indictor: WE REMAIN IN A NEUTRAL AREA WITH A SELL BIAS. Our
broad index has moved from -0.2 last month to -0.7 (in a -10/+10 range), settling in an area that suggests that
the market is slightly overbought. In this Goldilocks setting, our score continues to display no levels of stress in US
and global equity markets.
Positioning: Discretionary macro hedge funds’ rolling equity beta to the S&P500 showed a diminishing risk
appetite. JP Morgan’s option skew monitor on the S&P500 (difference between implied volatility of OTM call and put
options) posted a call bias over last month, wider than the previous reading.
Flows: Overcrowded European names caused a sell-off in Europe which, coupled with a steady S&P500 earnings
momentum and a weak USD (+3.4 MTD), led investors to take up larger US equity positions. The US equity sectors
that benefitted the most: Industrial, Financial, Materials and Technology, while Telcos, Utilities and Staples found
themselves on the opposite side. Steep yield curve (from the 5 year point) enticed investors into US Fixed Income
funds ($6bn WTD and 14bn MTD).

TECHNICAL ANALISYS: Trending view 1/3 months. Supports & Resistances
o
o
o
o
o
o
o

S&P: SIDEWAYS / BULLISH. Supports 1&3 month at 2322. Resistance 1&3 month at 2479/2500
STOXX600: SIDEWAYS-BEARISH / SIDEWAYS. Supports 1&3 month 376/368. Resistance 393/404
IBEX: SIDEWAYS / SIDEWAYS-BEARISH. Supports 1&3 month at 10,216. Resistance 10,900/11,249
€/$: BULLISH / SIDEWAYS-BULLISH Supports 1&3 month at 1.145. Resistance 1.20/1.22
Oil: SIDEWAYS-BULL / BULL. Supports 1&3 month at 42.06. Resistance 1&3 month at 51.6/55.2
Gold: SIDEWAYS/SIDEWAYS-BEAR. Supports 1&3 month at 1194/1180. Resistance 1&3 months at 1303
US Treasury: SIDEWAYS / SIDEWAYS Supports 1&3 month 2.09/1.97. Resist 1&3 months at 2.42

ECONOMY & FINANCIAL MARKETS
CORPORATE REVIEW

AUG & SEPT 2017

Page 14

Fixed Income – Core Country Bonds:
UST 10Y BOND: Floor 1.88%, Ceiling 3.2%. Fundamental Target 2.70%
1. Swap spread: The swap spread rose to -2 bps (from -3 bps last month). For this spread to normalize towards
the +15 bp area, with our CPI expectations (reflected in the swap rate) anchored in the 2.0% area, the 10Y UST
yield would have to move towards 1.85%.
2. Slope: The slope of the US yield curve rose to 96 bps (from 80 bps). With the short-end normalizing towards
1.4%-1.5% (today at 1.34%), to reach the 10Y average slope (of 177 bp) the 10Y UST yield could go to 3.2%.
3. Real yield: A good entry point in the 10Y UST would be when real yield hits 1%. Given our CPI forecast of 2%,
the UST yield would have to rise to 3% to become a “BUY”.

BUND 10Y BOND: Ceiling 0.90%. Fundamental target 0.70%
1. Swap Spread: The swap spread upticked to 44 bp (from 43 bp last month). For the swap spread to normalize
towards its long-term average of 35 bp, with our CPI expectations (reflected in the swap rate and anchored in
the 1.25% area), the Bund yield would have to move towards 0.90% (entry point).
2. Slope: The slope of the EUR curve flattened to 97 bp (from 111 bp). If the short end “normalizes” in the -0.25%
area (today at -0.63%), to reach the 10Y average slope (124 bp), the Bund yield would have to go to 0.99%.

Fixed Income – Peripheral Bonds
10Y Government Bond yield targets
Spain: 1.90%
Italy: 2.30%
Portugal: 3.00% (from 3.30%)
Ireland: 1.40%
Greece: 7.50%
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Fixed Income – EM Govies. Why so calm?
The not-so-known negative factors:
1. The flurry of hawkish comments from developed world central bank officials threatens to call time on the EM
rally. If the rise in developed market bond yields persists, investors face the risk that liquidity will recede and
emerging market bond yields will rise steeply too (as developed market bonds sold off last week, investors in
the largest US dollar denominated emerging market bond ETF withdrew more than US$800m—the biggest
outflow in the fund’s history).
2. The emerging markets have US$280bn of US dollar-denominated debt due to mature by the end of 2018. That
is considerably more than the US$200bn raised by emerging market borrowers in new issues over the past 12
months. Clearing this “maturity hurdle” in an environment of rising yields will be challenging, to say the least.
The not-so-known positive factors:
1. Most EM currencies are undervalued (MEX, TRY, RUB...), which means that the outlook for the US dollar against
these currencies remains structurally tilted to the downside, which will make debt servicing easier.
2. As developed market yields are rising on the back of improved growth prospects, so the resulting rise in
demand for emerging market exports will boost corporate margins in the emerging world.
3. The new normal for structural growth rates in developed economies is settling well below previous levels. This
means that developed world yields may well prove to be capped.
4. The new intervention “playbook” used by central banks to defend their currency: “Sell USD exposure through
Non-deliverable Forward Contracts settled in Local Currency”. The advantages are clear: (1) Standard forward
contracts do not immediately affect the value of FX reserves. (2) The buyers of fw USD exposure are local
branches of international banks (interested in paring loses). To hedge this higher forward exposure, they sell
USD against local currency in the spot market, resulting in a de facto outsourcing of the central bank’s open
market operations. (3) These commercial banks benefit from higher o/n rates or any increase in o/n rates
resulting from a fall in the currency. Further depreciation in the local currency results in a loss in their spot
trade but a gain in their forward position. (4) The central bank can withstand downward FX pressures while
satisfying demand for its USD held as FX reserves. (5) But this strategy is not a magic bullet. If depreciation
persists, forward contracts must be rolled over, with the CB making a loss each time. However, the strategy is
aimed at buying time for fundamental structural reforms.

Our Rule of Thumb:
To date, our rule of thumb for EM bonds has
been “buy” when the following two conditions
are met:
1.
2.

The US Treasury bond is cheap or at fair
value.
Real yields in EM bonds are 150 bp above
the real yield of the UST bond.
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Is the UST cheap or at fair value?
Historically, a good entry point in the 10Y
UST has been when real yields are 1.75%.
Given the “new normal” of ZIRPs, a good
entry point in the 10Y UST bond could be
when the real yield is 1%. Given our 2017
target for US CPI of 2%, a theoretical fair
value (entry point) should be with nominal
yields at 3%. Therefore the first condition
is not met for 2017. With a longer-term
view, our expected average inflation is
around 1.5%, meaning that a good entry
point in UST could be 2.5%.
Do real yields in EM bonds provide
sufficient spread?
A good entry point in EM bonds has been
when EM real yields were 150bp above the
real yield of the UST when it is at fair value.
Assuming that the first condition is met, we
should only buy those EM bonds with a real
yield 1.5% above the real yield in the UST.

Projected
change in
Yield

10 Year

Mexico
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Commodities – Energy (Oil, WTI).
Fundamental target at $45. Buy at $30. Sell at $55.
Short term drivers for oil prices (news flow):
(++) OPEC & US Shale talks: OPEC cartel, led by Saudi Arabia, has “broken the ice” in reaching out to shale producers in
the US to start a dialogue. OPEC and the American shale oil industry are regarded as being in direct competition, with
additional supply from the US to an already over-saturated oil market being blamed by most for plummeting prices. The
cartel’s Secretary-General Mohammad Barkindo maintained that OPEC and shale producers have begun to “understand” each
other. “At the end of the day we all agreed that we belong to the same oil market”, he added. Barkindo suggested that OPEC
representatives and US shale companies would “definitely” meet again at the end of the year, adding that the round of talks
was a “working process”. Our question is: A working process for what? To avoid free competition and a free market?
(-) Oil industry bosses gathering at the World Petroleum Congress said they're still focused on shoring up balance sheets
and resetting their operations to withstand low prices. The CEO of Baker Hughes said lower for longer is the new normal.
(+) Halliburton expects that the crude slump will lead to a spike in oil prices by 2020. “Falling oil prices has forced the
industry to slash about $2T in investments and those cuts will weigh heavily on the market in a few years when oil supplies
fail to keep up with demand”.
(-) OPEC June compliance at 78% (lowest in 6 months). Non-OPEC compliance at 82%.
(--) IEA notes that the growth in global oil demand dramatically accelerated in Q2 and has revised its 2017 growth forecast
up 100K bpd to 1.4M bpd. However, the IEA predicts non-OPEC supply will grow by a combined 2.1M bpd over 2017 and
2018, led by the US. It also states that global oil supply rose sharply by 720K bpd last month as Nigeria, Libya and Saudi
raised output.
(-) OPEC's first assessment of world oil markets in 2018 shows that the group is still pumping too much crude despite
production cuts. The group's output exceeded demand in H1 17. Production was 32.6M bpd in June, higher than the 32.2M
bpd OPEC expects will be needed in 2018.
(?) Rating agency S&P said Exxon, Chevron and other oil majors could see their credit ratings slashed again if they fail to cut
costs and reduce their growing debt loads next year. The rating agency said the companies failed to take advantage of high
prices during the boom years to repay debt. Instead they embarked on costly investments in new projects and dividends. This
news could prompt a cut in investments (less output) or an acceleration in production (higher sales).
(-) Iran sees oil output rising to 4M bpd by year end. Iran's deputy oil minister for trade and international affairs said the
country's oil output will rise to around 4M bpd by the end of the year. Iran has been producing around 3.8M bpd in recent
months.
(-) Oil sands: OPEC producers are finding that oil sands companies are becoming a threat to their attempts to balance the
market alongside shale companies. Oil sands companies have ramped up their activity this year. Their thermal production
sites are running as much as 30% above capacity this year. Oil sands will be second to shale as the biggest contributor to
global supply growth over the next two years with 500K bpd of production scheduled to enter the market.
(-) America could become an energy export powerhouse. The FT reports that one consultancy suggested last week that the
US could start shipping more oil overseas than the majority of OPEC countries by 2020.
(-) Mexico will announce the bid terms and blocks involved in its next deep water tender this month, which may include the
first areas from the Cordilleras Mexicanas basin. It adds that the auction will likely take place in January and will differ from
the previous tender in that it will include a maximum additional royalty that interested bidders can offer.
Structural drivers for oil point to low prices in the long run...
(-) Alternative energies picking up the baton: Producers must bear in mind that the value of their reserves is no longer
dictated by the price of oil and the quantity of their reserves, but rather by the amount of time for which they can pump
before alternative energies render oil obsolete. In order to delay this deadline as long as possible, it is in producers’ interests
to keep the oil price low as long as possible (keeping the opportunity cost of alternative energy sources as high as possible).
(-) Growing environmental problems will gradually tighten legislation and production levels: The value of
producer’s reserves depends on the amount of time they can pump at current levels before tougher environment-inspired
regulation comes in. Saudi Arabia has between 60 to 70 years of proven oil reserves at current output, but with growing
environmental problems that will likely continue to put big pressure on the market for fossil fuels over the coming decades,
Riyadh’s most serious risk is of sitting on a big chunk of “stranded reserves” that it can no longer extract and sell. Saudi
Arabia (and other producers) therefore has a powerful incentive to monetize as much of its reserves as soon as possible by
pumping as much oil as it can (if only to fund the construction of a less oil-dependent economy).
(-) The re-entry of Iran is a game changer equivalent to a structural change in the global energy market. Iran insists
that it must be allowed to step up its output from 3.6M to 4M bbl/day.
(-) OPEC’s producers are no longer able to fix prices: Back in the 1970s or the early 2000s, the exporters’ cartel agreed
to cut output and the approach worked well since it was easy to defend market share as the principal competition was among
oil producers (in particular between Opec and non-Opec producers). That is not the case today. Today’s biggest threat to any
conventional oil producer comes from non-conventional producers and alternative energy sources. Energy cuts from
conventional oil will easily be offset by a quick increase in shale oil production, which means that Opec producers are no
longer able to fix prices.
(-) Global imbalance of supply over demand runs at 1M bbl/day: Even if the proposed output cuts are confirmed, this
deal will not be a game-changer for the international oil market. The global oil market’s imbalance of supply over demand
continues to run at 1M bbl/day according to Opec itself. Opec’s proposed production cut will therefore be insufficient to
reverse the oil glut.
(-) Shale producers to raise output heavily at $60 in oil price: The IEA said that an oil price of $60 would be enough
for many US shale companies to restart stalled production.
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Commodities – Precious (Gold)
Fundamental price US$ 1,000/oz. Buy at US$ 900/oz. Sell above US$1,200.
Negative drivers:
1. Gold in real terms. In real terms, the gold price (calculated as the current nominal price divided by the US
Implicit Price Deflator-Domestic as a proxy for the global deflator) rose to $1,112 (from $ 1,102 last month).
In real terms gold continues to trade well above its 20-year average of $802. Given the global deflator (now at
1.1316), for the gold price to stay near its historical average in real terms, the nominal price (or equilibrium
price) must remain near US$907.
2. Gold in terms of Silver (Preference for Store of Value over Productive Assets): This ratio has ticked
down to 75.91x (from 76.02x last month) and remains well above its 20-year average of 61.16, suggesting
that Gold is expensive (at least in terms of silver). For this ratio to reach its long term average level, assuming
that silver is well priced, then the Gold price should go to $1,014 oz.
3. Gold in terms of Oil (Gold / Oil): This ratio fell during the month to 25.67x (from 29.34x last month) still
well above its 20-year average of 14.82. Considering our fundamental long-term target for oil of US$45pbl (our
central target), the price of gold must approach US$667 for this ratio to remain near its LT average level.
4. Gold in terms of the DJI (Dow Jones / Gold): This ratio has moved to 17.30x (from 17.18x last month),
still below its LT average of 20.25x. Given our target price for the DJI of 20,000, the price of gold must
approach US$987 for this ratio to remain near its LT average.
5. Gold in terms of the S&P (Gold / S&P500 index): This ratio fell to 0.509x (from 0.512x last month), but is
still above its LT average of 0.5845x. Given our target price for the S&P of $2,233 the price of gold must
approach US$1,305 for this ratio to remain near its LT average.
6. Speculative Positioning: CFTC-CEI 100oz Active Future non-commercial contracts: longs fell sharply to
217.2k (from 297.2k). Shorts rose to 157.1k (from 106.9k) => Thus, the net position fell sharply +60.1k
(from +190.3k), producing the smallest long position since 1Q2016.
7. Financial liberalization in China. Higher “quotas” each month in the QFII program are widening the
investment alternatives for Chinese investors (historically focused on gold).

Positive drivers:
1. Negative yields still make gold attractive. The disadvantage of gold relative to fixed income instruments
(gold does not offer a coupon) is now neutralized, with negative yields in a large number of global bonds,
although the importance of this factor is diminishing as yields continue to rise.
2. Relative size of gold: The total value of gold in the world is circa US$6.9tn, a fairly small percentage (3.2%)
of the total size of the financial cash markets (212tn). The daily volume traded on the LBMA and other gold
marketplaces is around US$173bn (just 0.08% of the total in the financial markets).

SPECULATIVE GOLD
POSITIONS

Longs
Net
Shorts

ECONOMY & FINANCIAL MARKETS
CORPORATE REVIEW

AUG & SEPT 2017

Page 18

Currencies – Fundamental Targets
•
1.

2.

3.

•

EUR/USD: Technical Perspective: POSITIVE // Fundamental Stable Equilibrium: 1.05
Flows: Net notional in USD Global positioning declined again (33 weeks in a row) and settled in negative territory to the
tune of -9.55bn US$, marking a new fresh low. Global USD positioning is now well below from a recent peak of +$28.7bn
net longs seen in September 2016 and is now showing a -2.01 sigma underweight on a 3-year z-score basis, which makes
the “USD Short” the most crowded position globally. Meanwhile, EUR positioning posted a new record long positioning (the
longest on our records of 3 years) to +$13,23bn (from +11.08bn notional long last month). This is far greater compared to
the recent low of -19bn in notional shorts last year (see table).
Drivers: In the absence of a political turnaround in the US, and with no firm steps to end political disorder inside the White
House (and within the GOP), technical analysis will dominate. According to our technical analysts, the rupture of the
resistance 1.17 (which we thought would not be breached) fixes the new resistance in the 1.20 (1 month) and the 1.22 (3
months).
Fundamental Stable Equilibrium Target at 1.05: 1) Interest Rate differential suggests that the EUR/USD should quote
around parity (see chart on page 4). 2) In Real terms, the euro is expensive at current levels to the tune of 5%, so no
further drop in the greenback would be justified. (3) The recent appreciation of the euro will contribute to importing
deflation, leading to a tightening in the real monetary conditions and threaten the economic recovery in the Eurozone. (4)
Loss of momentum in business profits in Europe vs USA. (5) The Fed is closer to clearing its balance sheet and demonetizing
its debt than the ECB might be, which will continue monetizing debt, albeit at a slower pace.

JPY= Target (115); EUR/JPY: Target (115).

Several aspects suggest that JPY cannot continue to outperform: (1) With political shocks in Europe now allayed, investors are
switching to Risk-on mode, meaning that safe haven flows into Japan are less likely now. (2) Real yield is lower in JGBs, and with
the 10Y JGB controlled at 0%, there is little prospect that Japanese real yields will rise. (3) The BoJ has reiterated that it intends
to stick to its ultra-loose monetary policy, at least until it hits the 2% inflation target (unachievable in the short-term). (4)
Instead, the Fed is set to continue its rate-hiking path, which in turn will push up real yields in USD. (5) The prospect of the Fed
paring back its balance sheet makes USD more attractive (or JPY less appealing). (6) JPY is no longer cheap in REER terms (it is
expensive).

•
•
•
•
•
•
•
•
•

GBP= Target (0.83); EUR/GBP: Target (0.87)
CHF= Target (0.95); EUR/CHF: Target (1.00)
MXN= Target (18.2); EUR/MXN: Target (19.1)
BRL= Target (3.20); EUR/BRL: Target (3.36)
ARS= Target (18.0)
RUB: NEUTRAL-POSITIVE
Currency
AUD: NEGATIVE
CAD: NEUTRAL-NEGATIVE
USD vs All
CNY: Target (6.75-6.80)
USD vs G10

Mkt Value of
Change vs
Net positions
last wee k
in the currency in the curre ncy 1-yr Max
(Bn $)
(Bn $)
(Bn $)
-9,55
-6,50
3,05
13,23
-13,57
-2,13
-0,20
0,14
3,18
-0,26
4,47
2,13

EM
EUR
JPY
GBP
CHF
BRL
MXN
RUB
AUD
CAD
Max
Min
7,0

Current

-1,89
-1,95
-0,06
0,04
0,58
-0,79
0,28
-0,02
-0,04
0,00
0,41
1,49

28,7
28,4
3,1
13,2
8,6
-1,3
1,1
0,8
3,2
1,3
4,5
2,3

1-yr Min
(Bn $)

1-yr Avg
(Bn $)

-9,6
-6,5
-1,7
-19,0
-14,2
-8,4
-3,1
0,0
-2,3
-0,3
-0,3
-7,3

13,0
13,6
0,6
-5,3
-2,5
-5,5
-1,2
0,4
-0,3
0,6
2,0
-1,1

Current
Z-score
Z-score
3-yr
-2,01
-1,91
2,48
2,57
-1,64
0,48
0,46
0,22
3,27
-1,38
1,72
1,60

ANDBANK

SPECULATIVE POSITION IN THE FX MARKETS
(3Yr - Z SCORES. Max, Min & Current in 1Yr)

3-year Z-Score:

5,0

Current Position - 3 year average position
3-year Standard Deviation

3,0

1,0

Values above +1 suggest
positioning may be overbought

-1,0

-3,0

ANDBANK
-5,0
USD vs
All

USD vs
G10

EM vs
USD

EUR vs
USD

JPY vs
USD

GBP vs
USD

CHF vs
USD

BRL vs
USD

MXN vs
USD

RUB vs
USD

AUD vs
USD

CAD vs
USD

Values below -1 suggest
positioning may be oversold
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Market Outlook – Fundamental Expected Performance
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Monthly Global Asset & Currency Allocation Proposal

This recommended asset allocation table has been prepared by the Asset Allocation Committee (AAC), made up of the managers
of the portfolio management departments and the product managers in each of the jurisdictions in which we operate. Likewise,
the distribution of assets within each customer profile reflects the risk control requirements established by regulations.
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Legal Disclaimer
All notes and sections in this document have been prepared by the team of financial
analysts at ANDBANK.
The opinions stated herein are based on a combined assessment of studies and reports
drawn up by third parties. These reports contain technical and subjective assessments of
data and relevant economic and sociopolitical factors, from which ANDBANK analysts
extract, evaluate and summarize the most objective information, agree on a consensual
basis and produce reasonable opinions on the questions analyzed herein.
The opinions and estimates contained herein are based on market events and conditions
occurring up until the date of the document’s publication and cannot therefore be
decisive in evaluating events after the document’s publication date.
ANDBANK may hold views and opinions on financial assets that may differ partially or
totally from the market consensus. The market indices have been selected according to
those unique and exclusive criteria that ANDBANK considers to be most suitable.
ANDBANK does not guarantee in any way that the forecasts and facts contained herein
will be confirmed and expressly warns that past performance is no guide to future
performance, that investments analyzed could be unsuitable for all investors, that
investments can vary over time regarding their value and price, and that changes in the
interest rate or forex rate are factors which could alter the accuracy of the opinions
expressed herein.
This document cannot be considered in any way as a selling proposition or offer of the
products or financial assets mentioned herein, and all the information included is
provided for illustrative purposes only and cannot be considered as the only factor in the
decision to make a certain investment.
There are also additional major factors influencing this decision that are not analyzed in
this document, including the investor’s risk profile, financial expertise and experience,
financial situation, investment time horizon and the liquidity of the investment.
As a consequence, the investor is responsible for seeking and obtaining the appropriate
financial advice to help him assess the risks, costs and other characteristics of the
investment that he is willing to undertake.
ANDBANK expressly disclaims any liability for the accuracy and completeness of the
evaluations mentioned herein or for any mistakes or omissions which might occur during
the publishing process of this document. Neither ANDBANK nor the author of this
document shall be responsible for any losses that investors may incur, either directly or
indirectly, arising from any investment made based on information contained herein.
The information and opinions contained herein are subject to change without notice.
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