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e Equity markets claw back Thursday’s large losses (link)

e Dollar weakens after US jobs report underperforms expectations (link)
¢ Investors are rapidly reducing bets for 2019 Fed rate hikes (link)

e GMM Special Feature: A new Brexit monitor (see attachment)
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Markets steady after large losses

Caution prevailed in markets ahead of US payrolls this morning, as investors sought to digest the
latest develoments in the US-China trade picture. Sanguine tweets from Trump about a US-China trade
dealand US officials’ attempt to de-politicize yesterday's arrest of Huawei's CFO helped most asset markets
partially retrace the sizeable risk-off moves during Thursday's European and Asian sessions. In the US,
equities pared heavy intra-day losses yesterday after large declines in Asia (-2%) and Europe (-3%). This
morning, Asian and European shares have followed the US higher (+1-2%), but US equity futures are once
again pointing lower. In fixed income, core government bond markets have mostly extended the recent
rally as market expectations for Fed rate hikes in 2019 continue to crumble, with only 15 bps of hikes
priced in for 2019.

Key Global Financial Indicators

Last updated: Level Change from Market Close

12/7/18 8:12 AM Last 12m  Latest 1Day 7Days 30Days 12M
Equities % %
S&P 500 AW 2696 -0.2 -2 -4 2 1
Eurostoxx 50 e 3077 1.0 - -5 -14 -12
Nikkei 225 MmN 21679 0.8 -3 -2 -4 -5
MSCI EM A A1 13 -2 -2 -11 -14
Yields and Spreads bps
US 10y Yield 290 -1.8 -9 -34 53 49
Germany 10y Yield A, 025 18 -6 -19 -4 -17
EMBIG Sovereign Spread 400 2 2 3% 111 | 115 |
FX / Commodities / Volatility %
EM FX vs. USD, (+) = appreciation [ ™m_ . 622 -0.2 -1 -1 -9 -11
Dollar index, (+) = $ appreciation |~~~ 969 0.1 0 1 5 5
Brent Crude Oil ($/barrel) N 60,6 0.9 3 -16 -3 -9
VIX Index (%, change in pp) Mo 224 1.2 4 6 12 11

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

Previous editions of the GMM and Special Features are available in our Online Archive. 1
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United States back to top

Nonfarm payrolls for November came in at 155K, lower than the 198K consensus figure. The was
also a smalldownwardrevision to the October print, from 250K to 237K. The unemployment rate remained
steady at 3.7%, as expected, but average hourly earnings disappointed at 0.2% mom (0.3% expected). The
participation rate was unchanged at 62.9%. Yields dipped shortly after the release of the data but quickly
recovered. The impact on the dollar, however, have been more lasting, with the DXY falling nearly
0.25% since the release.

US markets were mostly lower as trade worries continue to dominate headlines. However, stocks did
stage a significant recovery from their worst levels to prevent the kind of meltdown seen on Tuesday (SPX
-0.15%). Trading volume was very heavy and trading in S&P 500 futures was halted several times early in
the US session due to the sharp decline in futures prices, perhaps caused by pent up selling pressure after
the Wednesday market closure. Liquidity improved after the stock market opened and the stocks began
their rebound off the lows shortly before noon. Contacts reported that 2650 was the key support level for
the S&P 500 identified by technical analysts and there was relief when the index closed well above that
level. The Nasdaq actually ended with a fractional gain.

Key Market Moves Since Monday December 3, 2018
12/6/18 4pm close

S&P 500 -3.44%
10yr Treasury -9 bps
2yr Treasury -4 bps
Syr TIPS Breakeven -5 bps
December 2019 eurodollar future -5 bps
December 2019 Fed Funds future -7 bps
Euro-dollar Dollar weaker by 0.3%

The stock market’s travails meant another positive day for Treasuries. The ten-year Treasury note
yield fell as low as 2.82% at the height of the equity selloff before ending at 2.88%. The two-year/five-year
sector of the yield curve remained inverted although the 2-10 spread ended a tick higher. Therewas record
trading volume in the December 2019 eurodollar futures contract whose yield fell by over 5 bps, a very
large move. Market participants are rethinking their views of how quickly the Fed will hike rates. The
December 2019 Fed Funds futures contract yield has fallen 18 bps since November 30" and the eurodollar
futures curve is predicting just 16 bps of rate hikes in 2019. The less liquid Fed Funds futures curve has also
repriced, predicting just 36 bps of rate hikes in 2019. Meanwhile, the stronger than expected ISM non-
manufacturing number had little impact on the day’s trading. The number came in at 60.7 versus the
consensus forecast of 59, the third consecutive month above 60. This report followed a very strong
manufacturing PMI number earlier in the week and a Beige Book report that highlighted tighter labor
conditions. The market-based odds of a hike at the December 19 FOMC meeting fell to 69.1% from 78.6%
a week ago, but most analysts expect the Fed to raise rates given the continued resilience of the economy.

US M&A volumes in 2018 were up 45% from the year before, with $1.66 tn of deals in the books.
Dealogic data showed that April saw the highest volume with $208 bn of transactions. The biggest sector
for new deals was computers and electronics followed by oil and gas. The largest US domestic deal of the
year was Cigna’s $69.82 bn offer to acquire Express Scripts. Some analysts view a surge in M&A activity as
a symptom of late cycle behavior, while others argue that companies were probably trying to frontload
their acquisitions to lock in lower funding costs ahead of next year's widely expected rate hikes.
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Top 10 Industries in US-targeted M&A 2018YTD

Computers & Electronics
Oil & Gas

Healthcare
Telecommunications
Utility & Energy

Real Estate/Property
Food & Beverage
Finance
Construction/Building
Professional Services

Source: Dealogic
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A key challenge for the US bond market next year is the need to absorb the higher supply of new
bonds. The Fed’s balance sheet runoff will increase the supply of Treasuries and mortgage-backed
securities (MBS),and the Fed’s rate hikes will probably raise bond marketvolatility. An additional headwind
will likely be reduced foreign demand fordollar-denominated paper caused by higher dollar funding costs.
Dollar funding will remain expensive as long as the major central banks follow divergent rate paths. These
trends already played a major partin the bond market's performancein 2018, as higher bond supply,
higher dollar funding costsand Fedrate hikes led to higher interest rates and wider creditspreads. Markets
will have to contend with absorbing the higher supply in an increasingly difficult trading environment.

Figure 1: Rising US fixed income net supply including the Fed’s QT Figure 2: Widening Libor-Euribor leads to higher dollar hedging costs
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Europe back to top

Equity markets are rebounding with the EuroStoxx 600 up 1.4% after having suffered its worst one-
day decline since Brexit. The index is still down nearly 3% on the week. The banking sector is
underperformingtoday (+04%) and on the week (-5.1%). Of note, Deutsche Bank remains under pressure
after news thatits money laundering scandal relating to Estonian customers would be worse than expected.
The bank’s shares are off -1.5% today and -4.7% on the week.
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Yields are stable across the region butfalling in Italy. The 10-year bund yield is on net 7 bps lower on
the week, at 0.25%, marking the fifth consecutive week of dedine. For comparison, it was trading at 0.57%
in early Octoberand near 0.8%in February.The Italian 10-yearis down 4 bpstoday, only partially offsetting
yesterday's 14 bps increase, to a net of -6 bps on the week. There has been some speculation about the
resignation of FM Tria, but reports are still in the rumor stage.

United Kingdom

In Brexit news, there is more speculation about the chance PM May could delay next week’s vote in
the House of Commons, but analysts see this as unlikely. A delay could buy her time to try to negotiate
further concessions from the EU. However, reports suggest that EU officials are only willing to concede on
minor tweaks to the deal currently on the table. It seems unlikely that any small change will be enough to
improve her odds of getting the deal passed and avoiding the highly uncertain landscape that follows.

We Have a Deal. Now What?

The tricky bit starts here as the divorce deal goes to lawmakers
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» Rejected £
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Separately, a report by the think tank Centre for European Reform estimates that exports of
financial services to the EU could drop by nearly 60% under a FTA following Brexit. Export of
insurance and pension services could be 19% lower. (Full report here).

Table 2: Estimated impact on UK services exports to EU (mode 1, 2 and 4) under an FTA

Transport Insurance Financial Telecommunication, Other
services & pension services computer & business
services information services services

Total UK exports to the EU
(£bn, 2015)

Total UK exports to the EU
under an FTA (£bn, 2015)

Total change (£bn, 2015)

Percentage change

Source: Author's calculations, ONS Pink Book.

Other Mature Markets  packto top

Japan

The yen pared recent gain (-0.1%) while equities edged higher. The Topixrose 0.6% and the Nikkei,
0.8% with retailers providing the biggest boost to the benchmark indices. Friday’'s gain was a welcome
reprieve as the arrest of Huawei CFO renewed fears of trade tension between China and the US. These
fears wiped out an estimated $256 bn in Topix's market valuation from Tuesday to Thursday, bringing the
weekly loss on the Topix to 2.8%.

Emerging Markets' back to top

Asian currencies were mixed against the dollar. Fed Chair Powell’s positive outlook on the US economy
in a speech Thursday was juxtaposed against concerns for renewed tension between the US and China,
providing little impetus for investors to take on sizable positions. The Indian rupee and the Indonesian
rupiah outperformed. The decline in crude oil prices lifted the Indian rupee (+0.3%). Meanwhile, the rupiah
gained a touch (+0.28%) following Thursday's 1.2% loss —the largest single day loss since June —and Bank
Indonesia’s interventions in the currency markets. The rest of the EM Asian currencies were little changed
onthe day. InEMEA, bourseswere up 0.2-0.9% with Poland outperforming.In FX markets, the main mover
was the South African rand depreciating 0.6% on the day and a total of near 2% on the week. In Latin
America, Colombian equities underperformed (-1.3%) while Argentine equities outperformed (+0.8%).
There were mixed trends within the currency space as well with the Chilean and Colombian pesos
depreciating by 0.8% vs the US dollar, while the Mexican peso appreciated by 0.8%. Political headlines
dominated in Brazil and Mexico. In Brazil, Paulo Guedes warned about risks of postponing the pension
overhaul, while in Mexico Lopez Obrador highlighted that he won't cancel the oil overhaul and present the
oil refinery plan over the weekend.

1 Yesterday's story on Argentina should have emphasized that the country’s monetary policy framework was changed, rather than
revised. The story should have also noted that, as part of these changes, the board announced that both edges of the FX non -
intervention zone will change 2% per month for 1Q19 (from 3% this quarter).


https://www.cer.eu/sites/default/files/brexit_trade_sl_pbrief_6.12.18.pdf
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Key Emerging Market Financial Indicators

Last updated: Level Change
12/7/18 8:05 AM Last 12m index 1 Day 7 Days 30 Days

Major EM Benchmarks

MSCI EM Equities e 40,64 14
MSCI Frontier Equities VM N 2793 0.7
EMBIG Sovereign Spread (in bps) ,\,_,.w"w 400 2
EM FX vs. USD TN 62,17 03
Major EM FX vs. USD

China Renminbi ~ " 688 0.0
Indonesian Rupiah 14480 03
Indian Rupee T 7081 0.1
Argentine Peso " 3773 -0.1
Brazil Real A~ 301 -0.8
Mexican Peso P Nt 2037 -0.1
Russian Ruble et 6671 0.2
South African Rand T 1414 -0.6
Turkish Lira ™~ 533 0.2
EM FX volatility = 1013 0.0 0.0 0.2

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

EM corporate bond issuance

EM corporate supply in November was recorded at $30.1 bn, inline with historical run-rates ($32.8 bn) but
below the $52.9 bn issuance in November last year. Asia ($25.7bn) accounted for the lion's share of the
monthly supply followed by limited contribution from EM Europe ($2.1bn), Latin America ($2.0bn) and
Middle East & Africa ($0.7bn). JPM analysts expect the 2019 EM corporate external bond issuance to be at
$380bn, which would be a slight pick up from 2018 levels (YTD issuance at $359bn). However, despite the
supportive supply technicals, analysts have highlighted that there could still be concerns over the ability
of HY issuers to refinance maturing bonds given the challenging market environment.

Figure 1: EM corporate external bonds — modestly higher supply of $380bn forecast for 2019
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Ratings-implied risk premiums and volatility for USD-denominated EM bonds have both increased
considerably since the start of the year. BofA analysts note that while both bond volatility and ratings-
implied risk premiums (the CDS-implied probably of default less the rating grade’s historical default rate)
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were clustered together at a low level pre-April selloff, there is a lot more dispersion now with lower-
rated countries exhibiting generally higher volatility and risk premiumes.

Chart 11: 10y bond volatility vs. risk premium Chart 12: 10y bond volatility vs. risk premium
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China

Foreign currency reserves in November rose despite concerns for capital outflows amid trade
tensions and a slowing economy. FX reserves rose $8.6 bn to $3.062 tn in November, exceeding
consensus estimates of $3.044 tn. Foreign inflows into Chinese equities helped to maintain some stability
in the level of FX reserves. By one estimate, inflows into the onshore equity market totaled around RMB 50
bnin November, more than reversing the outflows seen in October. The RMB was little changed on the
day, with both the onshore CNY and offshore CNH holding steady at 6.884.

Yield differential between Chinese junk bonds onshore and offshore reached its widest level in 7
years. A softening economy, combined with concerns for rising defaults have pushed yields on dollar-
denominated bonds offshore higher. Meanwhile, targeted policies to stoke private sector lending and to
support private enterprises have supported risk appetite among domestic investors, driving down yields
on RMB-denominated securities. Analysts noted offshore bonds’ high yields could attract investors to

these securities and help narrow the large yield differentials.

Diverging Path
China's dollar junk bonds provide better yields than local ones
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Hungary

The trade surplus fell 44.2% yoy in October, down 24.5% yoy on a cumulative basis since January.
The 12-month rolling trade balance fell from near €10 bn in late 2016 to €6.5 bn now. The pace of growth
of imports (+9.7%) continues to exceed that exports (+6.6%) by a considerable margin, though some
analysts think this could improve in coming months if the fall in energy prices is sustained. But exports are
likely to remain subdued given the slowdown in demand from the euro area. Still, the currency performed
relatively well this year, depreciating just 3.8% against the euro, slightly more than the Polish zloty but
nowhere near the losses suffered in Turkey (-25%), Russia (-9.0%) and South Africa (-7.5%).

Foreign trade
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Global Financial Indicators

Last updated: Level Change

12/7/18 8:16 AM Last 12m Latest 1 Day 7 Days 30 Days
Equities %
United States Ay 2696 -0.2 -4 2 1
Europe a0 3077 1.0 -5 -14 -12
Japan Mg hn 21679 0.8 -3 2 -4 -5
China .. 2606 0.0 1 -1 -20 21
Asia Ex Japan TN e 66 -13 -2 -1 -11 -13
Emerging Markets N e AT 13 -2 -2 -1 -14
Interest Rates basis points
US 10y Yield e 9 90 -18 -9 -34 53 49
Germany 10y Yield AN oahe, 025 1.8 -6 -19 -4 -17
Japan 10y Yield o 0,06 -0.5 -3 -6 0 1
UK 10y Yield 127 2.7 -9 -26 2 8
Credit Spreads basis points
US Investment Grade W 132
US High Yield et 438
Europe IG P a1 -13
Europe HY el 34 -6.7 13 60 107 107
EMBIG Sovereign Spread 400 2.0 2
Exchange Rates
Dollar Index (DXY) W 96.86 0.1 0 1 3 5
USDEUR A N, 114 0.0 1 0 -3 -5
USDJPY T 1128 -0.1 1 1 0 0
EM FX vs. USD T N 622 -0.2 -1 -1 -9 -11
Commodities %
Brent Crude Oil ($/barrel) e N 3 0.9 3 -16 -3 -9
Industrials Metals (index) PN e 115 07 0 -1 -7 -17
Agriculture (index) AN s A3 03 1 -1 -10 -9
Implied Volatility %
VIX Index (%, change in pp) M 224 1.2 43 6.0 12.2 113
10y Treasury Volatility Index M 4.2 0.2 04 0.2 0.5 0.7
Global FX Volatility AP ¥ 0.0 03 0.7 1.1 14
EA Sovereign Spreads 10-Year spread vs. Germany (bps)
Greece Lot 397 -47 2 11 -51 29
Italy e 290 6.6 0 1 152 131
Portugal M, Jraener 156 -1.9 4 7 3 4
Spain M et 121 -19 2 5 9 7

Colors denote tightening/easing financial conditions for observations greater than +1.5 standard deviations.
Data source: Bloomberg.
back to top
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Emerging Market Financial Indicators
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