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e FOMC raises policy rate, as expected, and signals lower path for future rate hikes (link)
e US equities and Treasury yields fall as FOMC guidance less dovish than expected (link)
e BoEkeeps policy stance unchanged amid rising Brexit uncertainties (link)

¢ Sweden'’s Riksbank hikes policy rate for first time since 2011 (link)

¢ BoJ maintains monetary policy stance but balks at boosting ETF purchases (link)

¢ Bank Indonesia pauses policy rate hikes; remains vigilant towards external risks (link)
e PBOC announces new targeted lending facility to support the private sector (link)

e FEATURE: Update on Fintech Market and Regulatory Developments (see attachment)
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Risk-off sentiment re-emerges as investors weigh central bank decisions

Global risk assets havetraded lower following the conclusion of a number of key central bank policy
meetings. In the US, the FOMC raised the policy rate 25 bps, as expected, and lowered the median
expected path of the policy rate from 3 to 2 hikes next year along with the projected neutral rate to 2.75%.
However, the statement and press conference were interpreted as slightly less accommodative as they
indicated further gradual rateincreases and viewed the risks to the outlook as balanced. US equities closed
down 1.5% and Treasuryyieldsfell atthe longer end of the curve, the 10-year down 6 bpsto 2.77%, driving
a resumption of the curve flattening trend. Sentiment did not improve overnight as Asian and European
bourses are facing losses ranging from 1 to 3%. Neither the BoE or BoJ changed their monetary policy
stance, while Sweden'’s Riksbank hiked its policy rate for the first time since 2011. ltalian sovereign spreads
to Bunds continued to marginally tighten on the announced agreement with the EU over next year's
budget. Oil is extending its recent slide as investors worry about underlying growth and remain skeptical

about the OPEC production agreement.
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United States back to top

In its last meeting of the year, the FOMC voted to raise rates by 25 bps and signaled less rate hikes
for 2019. The Fed raised its target Fed Funds Rate range to 2.25% — 2.5%, in line with market expectations,
with Committee members projecting two more rate hikes next year, down from three previously. Although
more dovish, the new rate trajectory is still higher than what is being priced into financial markets (less
than one rate hike in 2019). Furthermore, the FOMC expected growth to moderate slightly in 2019 to 2.3%
and labor markets to tighten further. However, inflation, at 1.9%, was projected to remain right around
target next year, allowing the Fed to be patient with its rate hikes going forward. Chairman Powell also
emphasized that with the policy rate now reaching the bottom edge of its “neutral range”, the FOMC will
let incoming data inform its decisions on the appropriate future rate path. With respect to quantitative
tightening, Chairman Powell expected the pace of the Fed’s balance sheet normalization to remain
steady going forward. He also strongly ascertained the Fed's independence and strict focus on its dual
mandate. Lastly, the FOMC raised the Interest on Excess Reserves by only 20 bps in order to move the
effective fed funds rate closer to the center point of the policy range, in line with expectations.
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Market reaction to the FOMC decision and the Chairman’s statement was generally negative, as the
Fed was seen as less “dovish” than expected. Although the rate hike was in line with expectations,
investors seem to have been underwhelmed by Chairman Powell's weak emphasis on recent market
volatility, and by the FOMC's apparentlack of willingness to adjust the pace of balance sheet normalization
in response to that. There was a view that strong emphasis was being placed on the ongoing strength of
the economy and not enough on the tightening of financial conditions. Equity markets sold-off sharply,
with the S&P 500 down 2.6% following the announcement, ending the day in negative territory. Market
volatility also spiked, with the VIX up by about 3 points, following an equal slide earlier in the day.
Investors’ disappointment was also reflected in rates, with Treasuries rallying on the news and 10-
year yields dropping by about 6 bps to 2.77% — their lowest level since April this year. The yield curve
flattened further on the announcement with the 2-10 year spread dipping below 11 bps. Lastly, the USD
was well bid on the news, with the Dollar Index rising by about 0.5% and ending the day slightly up.
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With the rapid increase in non-financial sector debt since the global financial crisis, there is
increasing evidence of a worrisome drop in credit quality. In the Investment Grade (IG) space, Goldman
Sachs estimates that over $176 bn of debt has been downgraded to BBB from the A bucket during the
2018Q4, the highest since 2015Q4 (see chart). Of particular concern has been the apparent willingness of
many |G companies to access easy debt financing in order to boost shareholder returns, including through
share buybacks. Furthermore, investor concerns have not been limited to IG issuers. This year, High Yield
(HY) funds have also experienced some of the largest outflows since the financial crisis (see chart). It is
notable that HY spreads have widened by about 160 bps so far this quarter, as investors have turned away
in mass from the asset class.
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2018 has shaped up to be a bad year for almost all asset classes, with equities arguably fairing the
worst. After a record yearin 2017, most asset classes have done poorly so far this year (see charts below
by Minack Advisors). Rising trade tensions, greater corporate leverage and higher political uncertainties
have certainly contributed to the poor performance of riskier assets. But rising yields on safe assets have
also been a main contributor. In fact, cash has arguably been one of the best performing asset classes so
far this year. Itis interesting to note that following a significant derating in 2018, US equity valuations are
now back to where they were when the current tightening cycle began.
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2017: everything up; 2018: everything down

Fed tightening finally bites valuation
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Europe back to top
European bourses followed US and Asian peers lower as central bank decisions disappointed.

EuroStoxx 600 (-1.0%), DAX (-1.0%), and CAC 40 (-1.3%). Bank stocks are 1.6% lower, underperforming
main indices. Equities in the UK are faring slightly better, however, with the FTSE 100 and FTSE 250
down 0.4% and 0.8%, respectively.

Euro area sovereign bond markets traded sideways again today: German 10-year bunds at 0.23% (-1
bp) and French at 0.68% (-2 bps). Italian yields are also stable at 2.74% (-3 bps), after the confirmation
yesterday of the agreement between the ECand the Italian government on the budget.

The Bank of England kept its policy stance unchanged as Brexit uncertainties have risen. In a
unanimous agreement, the MPC voted to hold the benchmark rate at 0.75%. The minutes of the meeting
stated the broader economic outlook will continue to depend on the nature of the EU withdrawal, and that
the monetary policy response to Brexit will not be automatic and could be in either direction. The MPC
also noted that they now see inflation slowing below the 2% target as early as January 2019, as the fall in
oil prices has added downward pressure. UK assets were little changed following the announcement
with the pound reversing some of its earlier gains, but still up 0.5% this morning.

The European Commission has announced the implementation of contingency measures ahead of a
“no-deal” Brexit. The announced packageincludes 14 measuresinthose areas where a "no -deal” scenario
would create major disruption for citizens and businesses in the EU27. These areas include financial


http://europa.eu/rapid/press-release_IP-18-6851_en.htm
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services, air transport, customs, and climate policy, amongst others. On financial services, the EC has

adopted:

. A temporary and conditional equivalence decision for a fixed, limited period of 12 months to
ensure that there will be no immediate disruption in the central clearing of derivatives.

. A temporary and conditional equivalence decision for a fixed, limited period of 24 months to

ensure that there will be no disruption in central depositaries services for EU operators currently
using UK operators.

. Two Delegated Regulations facilitating novation, for a fixed period of 12 months, of certain over-
the-counter derivatives contracts, where a contract is transferred from a UK to an EU27
counterparty.

Banca Monte dei Paschi is said to be close to completing a deal to sell €2.1 bn of NPLs. The buyers
include Banca Ifis and Credito Fondiario, who will acquire a portfolio of mostly unsecured loans, according
to unconfirmed sources. Monte dei Paschi stocks are 1.3% lower today, in line with peers.

Sweden's Riksbank raised its policy rate by 25 bps, its first rate hike since 2011, which lifts the repo
rate to minus 25 bp. Market participants were splitin the lead-up to the decision, as some expected no
change following some weaker than expected inflation prints. However, the Riksbank Executive Board
claimed that with inflation and inflation expectations anchored, the need for extreme accommodation was
no longer needed. That said, the Board signaled more stimulus would not be removed until H2 2019.
Following the meeting, the krona strengthened against both the dollar (+1.8%) and euro (1.1%) on the
news.

Other Mature Markets  packto top

Japan

The BolJ kept its stimulus program unchanged. Following the Fed’s latest rate hike, the BoJ kept its yield
curve-control program and asset purchases unchanged, disappointing those that had hoped for an
increase in ETF purchases. In its policy statement, the BoJ repeated its previous assessment that the
economy is likely to continue expanding moderately, supported by growth in exports and an uptrend in
domestic demand. The yen gained (+0.5%) while equities suffered sizable losses. The Topix shed 2.5%
and the Nikkei lost 2.8%, dragged lower by dashed expectations that the BoJ could increase its ETF
purchases. On a year-to-date basis, the Topix has lost nearly 17% and the Nikkei 11%.
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Emerging Markets back to top
Key Emerging Market Financial Indicators

Last updated: Level Change
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Colors denote tightening/easing financial conditions for observations greater than +1.5 standard deviations. Data source: Bloomberg.

Asian currencies were mixed while equities suffered broad-based losses as investors had expected a
more dovish sentiment from Fed Chair Powell. The Korean won (-0.4%) underperformed while the Indian
rupee paced gains. Equities, by contrast, fell in nearly all the major bourses. In India, the RBI released the
minutes of its December MPC meeting and reaffirmed that the Committee is on hold, though several
members flagged upside risks to inflation. The prospect of possible rate hikes boosted the rupee (+0.3%).
EMEA equities also suffered losses, led by Hungary (-1.2%), Russia (-1.1%), and Poland (-1.0%). Currencies
in the region strengthened as the dollar weakened globally. Latin American stocks were mixed yesterday,
but some markets were closed before the FOMC news broke. The Argentine unemployment rate fell to
9.0% in Q3 from 9.6%. The Brazilian congress approved the 2019 budget while the Colombian congress
approved tax legislation to address the 2019 budget gap. The Chilean central bank published its December
meeting minutes where policymakers signaled it could hike rates as much as 50 bps at the next meeting if
economic data continues to strengthen.
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China

The PBOC introduced a new program for direct lending to smaller companies while keeping its
borrowing costs in the open market unchanged. The PBOC will supply lower-cost liquidity for as long
as 3 years to banks looking to lend to SMEs and POEs. The cost of the funds will be 3.15%, compared to
3.30% for a 1-year MLF at the PBOC. The terms of loan qualification as well as the types of collateral
accepted are not yet clear. Analysts noted that the latest PBOC funding program, in addition to the 4
reserve requirement reductions this year, underscored the authorities’ concerns regarding the economy.
Thatsaid, few expectan outrightreserverequirement reduction or changesinthe benchmarkinterest rates
in the near term as such reductions could weaken the RMB at a time when the US-China trade negotiations
are still fraught with tension. The central government bond yield curve flattened, with the yield on the
2-year note up 1 bp to 2.65% while the 3-year note was little changed at 2.81%. Meanwhile, the onshore
CNY lost 0.1% while the offshore CNH held steady.

Indonesia

In line with expectations, Bank of Indonesia kept its 7-day repo rate unchanged at 6%, aftera 25-bps
rate hike in November. The bank maintained its relatively hawkish policy stance and reiterated that it will
continue to guard the rupiah in line with fundamentals. The central bank’'s cumulative rate hikes to stem
rupiah depreciation this year totaled 175 bps. On the day, the rupiah lost 0.25%.

Brazil

The country’s five largest banks posted record profits in 2018. Profits totaled 62.1 bn reals in the first
nine months of 2018, 27% bigger than 12 months earlier. S&P gauges that these results were largely due
to lower credit provisioning, and that higher profits and bettter asset quality have sustained or improved
capitalization levels. S&P notes that the banks have changed their portfolio mix by boosting consumer
loans, coupled with a contraction in commercial loans for corporates and small- to medium-sized
enterprises. However, the agency expects provisioning adjustments to temper going forward and banks
will need to increase portfolio growth to keep increasing profitability.

Brazil Banks Income Breakdown
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Mexico

The government will increase the minimum wage by 16.2% beginning January 1. The increase wil be
higher along the US border region, and the finance ministry expects the loss in tax revenues to be 0.2% of
GDP. Mexican equities were up over 1% on the day, but Mexican sovereign CDS spreads widened about
10 bps following the announcement. The market expects the central bank to raise the policy rate 25 bps
to 8.25% today.



Global Markets Monitor December 20, 2018

Ex-ante min wage negotations and observed inflation
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Global Financial Indicators
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Emerging Market Financial Indicators
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