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e Leveraged loans struggle amid market turmoil, with prices and supply falling (link)
e NY Fed’s overnight repo operations oversubscribed for first time since October (link)

e Markets expect fresh rounds of policy rate cutting by major central banks (link)

e Lower policy rates drive lower bank net interest margin and profitability (link)

e Pollution levels suggest a gradual resumption in industrial activities in China (link)
e Bank of Mexico expected to follow US lead in monetary easing (link)
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Anticipation of further stimulus sends markets higher

Even though the Federal Reserve’s surprising 50bps cut yesterday failed to drive a sustained rally
in yesterday, price action this morning indicates increased optimism among investors. The Fed’s
surprise action yesterday initially drove a 3% gain in US equity markets, but prices quickly reverted with the
S&P 500 finishing 2.8% lower on the day. Nonetheless global equity markets are moving higher today as
investors believe that further stimulus measures are on the way. The Bank of England is now widely
expected to cut interest rates at its meeting later this month, with some believing it may act early. For the
ECB, the market is now pricing in 9 bps of easing at its meeting next week, however most analysts seem
to believe that the ECB is more likely to ease with other measures than by cutting its policy rate. The Bank
of Canada is now expected to cut by 50 bps at its meeting today. Markets are also pricing another full cut
by the Fed at the FOMC meeting on March 18%. Emerging market currencies are benefitting from the easing
by major developed central banks and the corresponding dollar weakness.
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United States back to top

US markets were volatile after the Federal Reserve delivered the first emergency rate since 2008.
The S&P 500 bounced almost 3% immediately following the announcement of a 50 bp cut Tuesday
morning, after starting the day down about 1.5%. However, equities quickly gave back gains for a morning
of choppy trading before losses accelerated heading into the afternoon. US equities ended Tuesday’s
session down 2.8%, while Treasuries rallied hard, with the 10-year yield dropping below 1.0% for
the first time, before ending the day down 15 bps at 1.001%.

In its statement, the Federal Reserve noted that the “the fundamentals of the US economy remain
strong. However, the coronavirus poses evolving risks to economic activity.” Chairman Powell later
noted in his press conference that the Fed is hearing concerns from the business sector (particularly
hospitality) that haven’t showed up in the data yet. Powell’s comments suggested that risks to the outlook
have changed materially since last week in their view, and they’d rather act sooner than later. Market
reaction to the emergency cut and press conference was decidedly mixed. While some felt a 50 bp cut
before the next meeting was the appropriate action given the shape of the yield curve, and the presence of
both a supply and demand shock, others awoke to the possibility that the coronavirus outbreak may be
worse than expected, which weighed on sentiment. Some commentators were disappointed with the lack
of a directly coordinated global response, following on the heels of the vague G-7 statement earlier in the
day which only affirmed that finance ministers are “ready to take action” and central banks “will continue to
fulfill their mandate” without concrete action plans. Nevertheless, markets expect the Fed’s actions to spur
other central banks to act, while fiscal stimulus efforts trickle in only slowly. The Bank of Canada could be
up next at its Wednesday morning meeting, with an increased likelihood of a 50 bp cut according to futures
markets. By afternoon, markets were pricing in another 25 bp Fed rate cut at the March 18 FOMC meeting,
and a cumulative 50 bp of easing through the June 10 FOMC meeting.

The New York Federal Reserve’s overnight repo operations were oversubscribed on Tuesday
morning for the first time since October. Contacts suggest fund providers had pulled out of overnight
markets ahead of expected rate cuts from the Fed, to lock in higher term lending rates. The Fed accepted
$100 billion in overnights, out of $109 billion in bids on Tuesday. The market has gradually been shifting to
term repos in recent weeks, with most term offerings oversubscribed, including Tuesday where $20 billion
was accepted, out of nearly $71billion in bids.

The Treasury yield curve had fallen sharply over the last week even before Tuesday’s rate cut.
Meanwhile, market pricing for the federal funds rate fell about 25 bps through June, and between 15-20
bps through February 2021 following the Fed’s surprise move.
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Leveraged loans struggle amid market turmoil, with prices and supply falling. Close to $13 billion in
new deals have been pulled off the market over the last 6 days, with prices falling to their lowest in over a
year, as market uncertainty about the coronavirus weighs on funding conditions in certain market segments.
Indeed, the share of the S&P Leveraged Loan index priced at par and above has plummeted below 10%,
back to levels seen following the December 2018 market sell-off. The market powered ahead early in the
year with a wave of refinancing deals but has struggled since. Conversely, after a virtual freeze since
February 21, investment grade corporate issuers returned to the market on Tuesday, as companies sold
nearly $6 billion in bonds, including McDonalds, Sherwin-Williams, and Texas Instruments.
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Lower policy rates drive bank NIM and medium-term profitability compression. Citi's U.S. bank
analyst estimates, based on a proprietary asset-liability repricing model, that each 25 basis points parallel
downward shift in banks’ interest rate outlook drives an average 1.4% reduction in net interest income and
a 2.1% decline in earnings over the first year. The authors suggest that a total 75bp reduction in rates,
currently expected by the market, would result in a 5-6% cut in earnings over the next year and then drive
further earnings compression on reinvestment at lower rates. They estimate that a 50bps downward shift
in the ‘normalized’ curve would cause longer-term return on equity to fall about 200 basis points on average,
which should hit bank valuations by about 10-15%. The BKX U.S. bank index is down about 17% since
February 20.

Europe back to top

European equity markets staged another rally today. DAX (+1.4%), CAC 40 (+1.3%), EuroStoxx 600
(+1.3%). Bank stocks (0.5%) also gained but less than the broader indices. Year-to-date, bank equities are
around 15% lower. Banks’ AT1 bonds (bonds convertible into equity in times of distress) have also come
under pressure as worries over an economic slowdown and prolonged ultra-low rates for longer hit banks’
earnings prospects.
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AT1 Securities: Market Indices
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Sovereign yields dropped somewhat across countries and tenors. German 10-year yields at -0.62%
(unch.); French OATSs are at -0.32% (-1 bp); Italian at 0.91% (-8 bps); and Spanish at 0.15% (-4 bps). Bund
risk-reversals show strong demand for call options at levels not seen since 2018, revealing a market-wide
bearish view on the economic outlook.
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Markets expect fresh rounds of policy rate cutting by major central banks, with a 10-bps cut expected
from the ECB, and about 30-bps from the BoE and Fed this month. Analysts note that given less room for
reducing rates by the ECB, support measures could include increasing the asset purchase program to €40
bn per month (from €20 bn now) as well as targeted TLTROs for small and medium enterprises.

We want more!
Market rate cut expectations for March central bank meetings

31 -30

BoJ ECB BoE Fed

Source: Bloomberg, Commerzbank Research

In money markets, the dollar and sterling Libor-OIS spreads have widened overnight following the rate
cut by the Fed yesterday, which pushed OIS rates lower. Dollar funding pressures in the cross-currency
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swaps market remain contained despite abrupt gyrations in spreads this week. The euro-dollar, pound-
dollar, and yen-dollar pairs are currently trading at levels slightly below the 2019 average. Corporate credit
spreads have tightened a bit more today.
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The yen weakened (-0.4%) while bond yields fell amid growing expectations for more BoJ policy
easing following the Fed’s surprising rate cut. The yen, at ¥107.50/dollar, is at its weakest level since
early October. Expectations for the BoJ to ease policy further rose following the Fed’s emergency rate cut
yesterday. A Bloomberg survey indicated that a majority of economists expect the BoJ to introduce
additional stimulus measures at its policy meeting later this month while leaving its negative interest rate
untouched. Reflecting this expectation that Japanese rates are likely to remain steady relative to US rates,
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forward points in dollar-yen, the premium over the spot rate to compensate for higher US yields relative to
rates in Japan, surged after the Fed’s 50 bps rate cut. In comparison to declining US rates, Japanese policy
makers are expected to rely more on debt purchases to manage liquidity while keeping rates unchanged.
That said, money markets priced in 18 bps of rate cuts by the BoJ this year, up from around 14 bps on
Tuesday. Meanwhile, JGB yields fell ahead of a 30-year auction on Thursday with 2-year note down by 2.5
bps to -0.28%, the 10-year 2 bps lower to -0.13% and the 30-year unchanged at 0.31%.

Carry Collapse
Dollar-yen swap points surge after the Fed's rate cut

Z Dollar-yen forward points

2018 2019 2020

Source: Bloomberg Bloomberg

Emerging Markets back to top

The Fed’s surprise rate cut raised expectations for policy easing across Asia. Indonesia’s finance
minister Sri Mulyani Indrawati urged other nations to follow the Fed in delivering rate cuts, underlining the
need for “synchronized and coordinated policy responses”. Meanwhile, India’s central bank governor Das
noted a “strong” reason for coordinated policy action, with options including a rate cut and supporting the
market through liquidity measures. In contrast to calls for specific actions, the Bank of Korea indicated
that it will seek to “monitor and stabilize” markets, but stopped short of explicit pledges of policy
easing. BOK Governor Lee added that he sees a limit to what monetary policy can do to counter the virus’
impact and that the bank’s actions should harmonize with the government’s measures. The Korean
government is seeking a KRW 11.7 tn ($9.8 bn) extra budget to support businesses hard hit by the virus
outbreak.

Asian currencies staged broad-based gains following the Fed’s surprise rate cut, with the
Indonesian rupiah outperforming while sovereign bond yields fell across markets. Equities were
mixed, with Korean bourses outperforming amid heightened rate cut expectations, despite the absence of
an explicit pledge to ease from the BOK. The Indonesian rupiah gained 1.2% against the dollar. The Korean
won strengthened to its strongest level (+0.6%) in nearly 2 weeks against the dollar following the Fed'’s rate
cut. By contrast, the Indian rupee underperformed (-0.1%) as new coronavirus cases are being reported in
the country. The rupee weakened by as much as 0.4% intraday to INR 73.6 per dollar, with 28 positive
cases reported so far. Meanwhile, portfolio outflows also weighed on the currency; Bloomberg estimates
suggest that overseas investors pulled a net INR 127.5 bn ($1.7 bn) from the domestic bond market over
the past 12 days. Equities increased modestly in EMEA as local rates followed core rates lower.
Turkish shares (+1.2%) outperformed but equities fell in Israel as analysts expect that PM Netanyahu will
have a more difficult time to form a governing majority than initially expected. The South African rand (+1%)
and Russian ruble (+0.7%) gained with more subdued gains elsewhere in cautious trading. LatAm equities
followed the U.S. roller coaster, with stock indices at the end of the day down 1.5% in Colombia, 1%
in Brazil, 0.7% in Argentina, 0.3% in Peru, but 0.7% up in Mexico and almost flat in Chile. Currencies
behaved mixed, appreciating in Chile (0.7%) and Peru (0.5%), depreciating in Brazil (-0.7%) and Mexico (-
0.3%) and staying flat in other countries.
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Key Emerging Market Financial Indicators
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Mexico

Analysts expect Banco de Mexico to follow the US lead in monetary easing soon. Barclay’s analysts
conclude that yesterday’s 50bps cut in the US monetary policy rate further strengthens market expectations
of cuts in the country’s policy rate ahead: The CETES yield curve dropped by 20bps. Some analysts expect
an imminent rate cut within this week, rather than waiting for the March 26 meeting. Yesterday’s US policy
action also softened depreciation pressure on the Mexican peso, as some of the resulting yield difference
to the US was preserved by the reaction in short term rates.

Mexico: Treasury Bill Yield Curve,
(percent, time horizon on X-axis)
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China

Pollution levels measured from space suggest a gradual resumption in industrial activities in China.
Using satellite data from NASA, analysis from the Helsinki-based Centre for Research on Energy and Clean
Air showed that the measure of nitrogen dioxide (NO2) in China’s atmosphere has risen nearly 50% from
February 17t but remains roughly 20% below the equivalent period last year. In Hebei, China’s top steel-
making area, NO2 levels have actually risen above the equivalent period last year. Meanwhile, car sales
plunged in February. Preliminary data from the China Passenger Car Association indicated that sales fell
80%, yly, in February, the biggest monthly decline on record as the virus outbreak kept shoppers away.
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Chinese assets have stabilized in recent days. The RMB strengthened against the dollar amid broad-
based dollar weakness, with the onshore CNY reaching CNY 6.92/dollar (+0.6%), its strongest level since
January 229, before the virus outbreak became public. Equities also gained, with the Shanghai Composite
up by 0.6% on the day.

China NO2 Pollution
Nationwide levels remain lower than normal
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Gulf Cooperation Council (GCC)

Analysts argue that GCC countries are more vulnerable to the Covid-19 epidemic than previously
assumed given low oil prices, impact on regional tourism, investment flows, healthcare expenditures,
proximity to Iran, and heavy reliance on foreign workers. BNP Paribas expects fiscal pressures to rise given
not just lower oil prices but also increased healthcare expenditures. Middle East sovereign spreads fell 10
bps this week (to 280 bps) but continue to trade near 2020 highs

Argentina

Investors remain uncertain about Argentina’s fiscal course and debt service capacity. A Reuters
report from Monday highlighted investors uncertainty on Argentina’s future fiscal course and on the intensity
with which the IMF would push for structural reforms aimed at ensuring fiscal sustainability. Both issues
impact the country’s capacity to serve its outstanding debt. Yesterday’s tax revenue figures of ARS 471bn
for the last month, 11.8% m/m down from the December 2019 value, proved in this context uninspiring,
similar to the January fiscal deficit of ARS 3.7bn reported last week. With investor pessimism already priced
in, however, markets reacted muted, with the most visible movement being a downward slide on the longer
end of the country’s non-deliverable FX forward (NDF) curve indicating a slight easing of anticipated
depreciation, possibly due to continued advances of future prices on soybean meal.

Argentina: NDF forward curve
(ARS, time horizon on X-axis)
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Coronavirus (Covid-19) Dashboard

Change or relative change
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Local Currency Bond Yields (GBI EM) Percent Change (in basis points)
China 2.84 1 -5 -31 -8 -26
Mexico 6.51 -16 -6 -43 -9 -40
Brazil 5.60 -7 -24 -65 -16 -56
South Africa 5.47 -16 12 -4 3 0
Turkey 11.48 -85 -52 -21 9 97
Commodities Dollars Relative change (in %)
Brent Crude Qil (per ton) 53.0 21 -0.9 -19.7 -10.4 -18.8
Gold (per troy ounce) 1646.9 0.4 0.4 8.5 2.2 5.5
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