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¢ US markets remain on edge amid uncertainty around tariff threats (link)

¢ Rising goodwill impairments could signal credit stresses for US companies (link)

e Consortium of Italian banks and BlackRock plan rescue of Banca Carige (link)

¢ Reserve Bank of Australia unexpectedly leaves policy rate unchanged at 1.50% (link)

¢ Chinese equities post modest rebound as trade meeting with US to proceed (link)

e Turkish lira under pressure after Electoral Commission authorizes election re-run (link)
e Bank Negara Malaysia lowers policy rate by 25 bps, its first cut since 2016 (link)
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Market sentiment remains fragile as trade tensions keep investors on edge

News that the US tariff escalation did not break off scheduled trade talks with China for later this
week has helped global markets tentatively stabilize this morning. China’s Vice Premier Liu He will still
lead a delegation to the US this week, despite a group of US officials reiterating late yesterday that tariffs
were set to rise on Friday. Most Asian bourses have recouped part of yesterdays's losses, including Chinese
equities gaining about 1%, while Japanese stocks fell around 1.5% in a catch up move as traders returned
from a long holiday. European stocks are declining modestly and core euro area yields are lower with the
10-year Bund yield is down 4 bps to -0.03% on softer data and earnings releases. Yesterday, equity volatility
initially surged as US tariff threats reignited fears of a trade war ahead of the next round of US-China trade
talks later this week. The risk-off headlines sent Asian stocks plunging and spilled over to other regions
during the day. However, US equities suffered relatively minor losses, with the S&P 500 closing down 0.4%,
as investors tried to decipher whether the tariff threat was just a negotiating tactic rather than a deliberate
and decisive plan. Most EM assets were also weaker on the rising trade worries, with Turkish assets
underperforming following a decision by the nation’s Electoral Commission to re-run some mayoral
elections, which have added to the political uncertainties surrounding the country.

Key Global Financial Indicators

Last updated: Level Change from Market Close

5/7/19 8:08 AM Last 12m Latest 1Day 7Days 30Days 12M YTD
Equities % %
S&P 500 = Then " 2932 -04 0 1 10 17
Eurostoxx 50 M~ 3432 -0.9 -2 0 -4 14
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Colors denote tightening/easing financial conditions for observations greater than +1.5 standard deviations. Data source: Bloomberg.
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United States back to top

After the market close yesterday, US Trade Representative Robert Lighthizer confirmed to the press
that the government plans to raise tariffs on $200 bn of Chinese imports to 25% on Friday. He
justified the decision on the grounds that China had backed away from earlier promises. As of now, the
trade talks are set to continue on Thursday and Friday. Equity futures sold off in after-hours trading and
Treasuries extended their intra-day rally, while this morning US Treasury yields have steadied with the
10-year little changed at 2.48% and S&P 500 futures pointing to a 0.5% decline at the open.
Yesterday, US markets had a more measured response to the Sunday tariff surprise, as the heavy selling in
the Asian session and the sharp declines in the European session gave way to a calmer US session with
much lower trading volumes. Sentiment remained fairly positive in the belief that the presidential tariff
threat was just a negotiating tactic, but the after-hours news headline showed this maybe overly optimistic.
The S&P 500 was down as much as 1.6% at the market open on Monday before it staged a gradual recovery
through the day and ended with a moderate 0.4% loss. The VIX ended at 15.35 after going as high as 18.80.

One consequence of the selloff was a revival of bets on a rate cut after Fed Chair Powell’s apparent
success in lowering the odds in last week’s press conference with a full 25 bps cut now predicted by
April 2020, down from June 2020 on Friday. The flight to safety pushed 10-year Treasury yields back
below the 2.50% level they have tested through much of the spring. There was some worry about the risk
from the record shorts in VIX futures, but the fallout seemed to be contained for now as traders held their
nerve. The Fed Funds effective rate declined to 2.40% yesterday from 2.41% on Friday and 2.45% on
Thursday as the Fed's 5 bps cut to IOER to 2.35% took hold in the money markets.

Weakness in bank lending so far in Q2 reinforces the belief among many analysts that the US
economy is likely to slow down through the rest of the year. So far, loan growth has followed the same
weak trend as 2017, but banks have not appreciably tightened their lending standards suggesting that
companies are not actively looking for new bank funding, perhaps due to continued strong investor
demand in the corporate bond market. The lack of demand for loans has led to speculation that banks are
putting funds to work in other areas, such as increasing their holdings of mortgage-backed securities.

Chart 43: Loan growth during the seasonally strong Q2 has been Chart 44: Bank allocation to MBS has risen, and not from rotation out of
lackluster, tracking 2017 treasuries
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Note: Holdings are not duration adjusted in this alculation

Rising values of goodwill impairments are a potential warning sign of credit problems for US non-
financial corporates (NFCs). In 2018 US NFCs had their highest level of such impairments since 2012, and
goodwill has grown steadily as a proportion of total NFC assets to the point where higher impairments
could have a greater impact on the broader market. Goodwill is defined as the intangible part of a
corporation’s value, emerging from unquantifiable aspects such as the strength of customer relationships,
brand loyalty, licenses, trademarks, strength of dealer networks, etc. Barclays found that goodwill
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impairments are widespread in companies that recently completed acquisitions of other companies. On
average, large goodwill write-downs occurred 2 V2 years after the closing of the M&A transactions, and
these write-downs were frequently followed by significant credit spread widening. In view of the large
volume of M&A transactions that closed in 2017 and 2018, markets could be exposed to potential credit
volatility this year if some of these companies run into trouble.

FIGURE 1 FICURE 2
Goodwill Impairments for US Non-Financials Goodwill as a Percent of Assets for US Non-Financials
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US corporate bond maturities will rise over the next three years at a time when many believe the
US will enter a recession. 67% of US corporate CEOs expect a recession by Q3 2020, according to a recent
survey by Duke University, while 84% predict a recession by Q1 2021. The New York Fed recession model
assigns a probability of 27.1% that there will be a recession in the next 12 months, compared to just 11%
at the beginning of the year. Funding conditions are likely to become more difficult for US corporations as
investors recalibrate their spread requirements as the downturn unfolds, especially for the more highly
leveraged BBB issuers. If the recession turns out to be severe, these companies may face rollover risks.

Table 1. USD corporate bond maturities, 2019 - 2021, by asset class, USDbn

Debt maturing in: Tofal 1G HY IG % of Total HY % of Total
2019 1,130 851 280 75% 25%
2020 1,229 904 325 74% 26%
2021 1,249 922 326 74% 26%

Source: Dealogic, HSBC

Table 2. USD IG corporate bond maturities, 2019 - 2021, by rating category, USDbn

Debt maturingin: ~ AAA AA+ AA AA- A+ A A-  BBB+ BBB BBEB-
2019 14 1 47 120 94 119 133 107 86 70
2020 8 12 26 114 128 135 142 1M1 9 81
2021 12 10 30 120 120 141 148 121 104 80

Source: Dealogic, HSBC
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Europe back to top

Trade war fears weighed on equity investors’ sentiment, pushing the main indices down by about
0.4-0.5%: EuroStoxx 600 (-0.3%), DAX (-0.4%), and CAC 40 (-0.5%). Sovereign bond markets were largely
unaffected, with 10-year German yields 2 bps lower at -0.01% and French at 0.34% (-1 bp).

Market perceptions of sovereign risk have deteriorated in some large European economies in the
last 12 months, as highlighted by Standard Chartered research. Five-year CDS spreads have widened
about 20% on average, with various European countries such as Poland, Spain, and France seeing their
spreads revert to historical averages after tightening previously. For the UK, spreads widened 81% (or 30%
wider than its five-year average).

Figure 1: 5¥ CDS5 spreads (bps) ranked by country and spread change; March 2018 to April 2019
Broad-based — but mild — deferioration in risk perception across 70% of our sample (3M average)
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A consortium of Italian banks and asset manager BlackRock are planning to launch a $800 mn-
rescue of Banca Carige. The plan involves the conversion of over $300 mn of hybrid bonds held by the
Italian banks into new equity, giving the lenders a 43% stake in Carige. BlackRock, in turn, will acquire most
of the remainder of the new share issue and take operational control of Carige, which has been under
special administration since early 2019. The plan is awaiting approval by ltaly’s Interbank Deposit
Protection Fund (FITD) by May 14.

In European credit markets, the iTraxx indices have continued to trade sideways in recent weeks, thus
breaking the downward trend from Q1. Investment grade spreads stood at 60 bps and high-yield at 259
bps. In money markets, dollar funding conditions have progressively tightened through 2019, although
they remain at relatively liquid levels compared to 2018Q4.


https://www.reuters.com/article/us-eurozone-banks-carige/italian-banks-back-blackrocks-720-million-euro-carige-rescue-plan-idUSKCN1SC157
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European Corporate Credit Spreads
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Other Mature Markets  back to top

Australia

The Reserve Bank of Australia kept its target policy rate unchanged at 1.50%, defying market
expectations for a 25-bps rate cut. Referencing the policy rate decision, which has held steady since
September 2016, Governor Lowe noted that policy makers will pay close attention to developments in the
jobs market, which needs to improve further to meet the central bank’s inflation target. That said, the RBA's
growth forecast remains intact. The Australia’s dollar gained by as much as 0.8%, the most in 3 weeks
following the policy decision before settling at AUD 0.7024/dollar (+0.5%). Government bond yields also
rose; the 2-year note rose 9 bps to 1.36% and the 10-year note rose 5 bps to 1.78% as the yield curve
flattened.

Japan

Japanese equities fell as investors digested implications of renewed US-China trade tensions
following a 10-day Golden Week holiday. The Topix slid 1.1% and the Nikkei fell 1.5% with shares of
electronics and machinery makers suffering the most. The yen strengthened by 0.1%, extending its gains
for the past three sessions to ¥110.64/dollar, reaching its strongest level since March month end.
Meanwhile, yields on longer-dated JGBs fell 1 to 1.5 bps, with the 10-year note down 1 bp to -0.06% and
the 30-year note 1.5 bps lower at 0.54%.
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Emerging Markets back to top

Asian currencies and equities pared initial losses following news that the Chinese trade delegation
will press ahead with its trip to Washington DC later this week. News that the US administration plans
to raise tariffs on Chinese exports starting this Friday had cast the future of US-China trade negotiation in
doubt. China’s announcement that the trade negotiation would continue this week - Vice Premier
Liu He has been confirmed to visit Washington DC on May 9* and 10" - allayed some of the trade-
related fears, though the negotiation outcome remains highly uncertain. Currencies were mostly
little changed. The Thai baht outperformed (+0.4%) in the currency space while equities were mixed.
Chinese bourses staged a modest rebound following yesterday’s sharp losses (Shanghai: +0.7%), but
the Korean Kospi fell further (-0.9%), underperforming others. Contacts noted that market sentiment
remains fragile amid the re-escalation in trade tension. Investors will await the next round of developments
in the negotiations for trading direction. EMEA equity markets were mixed with Turkey (-2.0%) being the
main mover on more negative political news (see below). Similarly in FX, the lira depreciated 1.3% on the
day while most other currencies were little changed. Among Latin American equities, Brazil (-1%) saw the
biggest losses, followed by Mexico (-0.4%), while Argentine equities gained by +2% for the fourth session
and has strengthened nearly 14% this month. Among regional currencies, Brazilian real (-0.8%) weakened
the most, followed by Argentine (-0.5%), Colombian (-0.5%) and Mexican (-0.3%) peso.

Key Emerging Market Financial Indicators

Last updated: Level Change

5/7/19 8:13 AM Last 12m index 1 Day P EVE 30 Days
Major EM Benchmarks % %
MSCI EM Equities e e 4331 2 2 -6 11
MSCI Frontier Equities Mo 2868 -0.2 2 0 -12 10
EMBIG Sovereign Spread (in bps) M 347 2 2 7 15 -67
EM FX vs. USD i 62.02 -0.1 -1 2 -8 0
Major EM FX vs. USD %, (+) = EM currency appreciation
China Renminbi T 677 0.0 -1 -1 -6 2
Indonesian Rupiah o Mns 14280 0.1 0 -1 2
Indian Rupee e 6943 0.0 0 0 -3 0
Argentine Peso " 4467 05 -1 2 s e |
Brazil Real SN 397 0.0 -1 -3 -11 2
Mexican Peso AN N 19.02 -0.1 0 0 2 3
Russian Ruble s 6508 02 -1 0 -3
South African Rand el 1441 04 -1 -2 -13 0
Turkish Lira e 615 -1.1 -3 -7 -31 -14
EM FX volatility et 843 0.0 04 0.2 -03 -13

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

Turkey

Assets sold off on news that the Electoral High Commission authorized a re-run of the Istanbul
elections, which the ruling AKP had narrowly lost. New elections will take place on June 23. Contacts said
that the decision brings yet more political and economic uncertainty for Turkey by suggesting further
institutional weakness and government interventionism. The lira has depreciated more than 3% over
the last two sessions and is back above the TRY6.0 against the dollar for the first time since last October.
Analysts at DB also note that outflows from domestic assets have continued, especially local bonds. Year
to date, there has been some $1.2 bn of net outflows (-$2.05 bn from bonds and +$0.9 bn into equities),
considerably more outflows than the average for the last few years (chart). Others have pointed out the
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negative impact of the weaker currency on local banks, which have some 40% ($460 bn) of loans
denominated in foreign currencies, according to Bloomberg figures.

Figure 2:...dynamics are now significantly worse than in
previous years

Turkey - cumulative flows in local debt and equities (in USD bn)
120

100
80
6.0
40

20
00
-20
40

1 357 9111315171921232527293133353739414348547495153

2017 e==e2015 e——2019 eo—,15-18

Source : Deutsohe Bank, CBT, Haver Analytios I

Malaysia

Bank Negara Malaysia (BNM) lowered its benchmark interest rate by 25 bps to 3%, its first cut since
July 2016. In its policy statement, BNM noted "downside risks” to growth: GDP expansion is projected to
be 4.3 to 4.8% this year, lower than earlier estimates of 4.9% as weaker global demand and rising trade
tensions could weigh on the economy. That said, analysts noted that the rate cut is seen as insurance
against dramatic headwinds to growth and is likely to be a one-off move for now. The Malaysian ringgit is
little changed in reaction to the rate cut (-0.04%) while bond yields edged lower. The 3-year note fell 6 bps
to 3.34% and the 10-year fell 2 bps to 3.76%.

Mexico

Mexico announced additional measures to help fund state oil company Pemex, including cuts to
public servants’ benefits. According to analyst reports, the amount of savings will not be substantial
given Pemex’s funding needs of $10-$15 bn annually. In other news, Mexico’s consumer confidence
recorded a 1.9% mom sa decline in April,
adding to the 3.1% mom sa decline in
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Global 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.
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Emerging Market Financial Indicators
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Colors denote tightening/easing financial conditions for observations greater than +1.5 standard deviations. Data source: Bloomberg.
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