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Market Comment

Markets bring forward Fed rate cut expectations. ECB Preview

Risk-off mood prevails in financial markets as trade tensions increased concerns over a possible global recession after the
threat of US tariffs extended from China to Mexico. Safe-haven bond yields fresh record lows today, while bond and
equity volatility soared.

China released a white paper asserting its official position on trade talks with the US, emphasizing on willingness to talk only
if treated equally. Meanwhile, in response to the US ban on Huawei, China plans to publish a list of "unreliable" foreign
entities deemed to have damaged the interests of domestic firms.

On the economic front, China’s Caixin PMI was slightly better than expected in May (50.2, consensus 50, previous month
50.2), indicating that the manufacturing sector maintained a slight expansion. Contrarily, last Friday, the official PMI suggested
that the sector fell into contraction territory. The U.S ISM manufacturing disappointed, undershooting expectations (52.1,
consensus 53, previous month 52.8), while still in expansion territory, it grew at its slowest pace in more than two-and-a-half
years.

The US 10Y treasury yield tumbled, hitting a 20-month low with the 10Y term premium also hitting a record low. Meanwhile,
markets' implied probability of a Fed rate cut in 2019 rose significantly to 98% in 2019. Moreover markets’ priced a 50%
probability of a Fed rate cut in july 2019. There is an 81.4% probability of an additional cut in 2020. In Europe, German 10Y
Bund yields remained flat after reaching an all-time low. Meanwhile, Italy’s risk premium narrowed significantly, outperforming
peripheral debt ahead of Conte’s speech who has no intention of being subjected to any European Union disciplinary
procedure over public debt (see).

In FX markets, the US dollar depreciated against G10 currencies with JPY and CHF attracted safe-haven flows. On the
other hand, the MXN continued to decline, weighed by escalating trade tensions with the US, although most EM currencies
were little changed. Crude oil prices slipped whereas investors sought shelter in gold hitting two-month high.

US equity market slightly recovered after the last week’s decline, although still high market volatility (VIX) underscored
underlying concerns.

Looking ahead, apart from ongoing trade war news flows -the US and China’s trade representative could meet at G-20
minister of finance meeting this weekend- markets will focus on: Fed conference on inflation and monetary policy, the ECB
meeting and the US payrolls.
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Debt markets (10Y, %, changes in bp)

Country risk (bp, changes in bp)

Developed Markets level Daily Week Month YTD
US (2-yr) 1.90 2.4 -26.6 -45 59
us 2.12 -0.9 -20.4 -43 57
GER (2-yr) -0.65 1.2 0.1 -6 -4
Germany -0.20 0.1 -5.7 -23 -44
France 0.20 -0.8 -6.0 -17 -51
‘Spain 0.69 -2.3 -12.2 -31 -83
Italy 2.56 -11.0 -11.7 1 -33
Portugal 0.76 -5.1 -20.3 -35 -110
Greece 2.88 -3.6 -28.4 -47 -152
Japan (2-yr) -0.18 -0.7 -2.3 -3 -4
Japan -0.09 0.1 -24 -5 -10
Emerging Markets level Daily Weekly Monthly YTD
Brazil 8.38 -75 -42.0 -58 86
Chile 3.44 0.1 -26.7 -50 81
Colombia 6.64 0.0 -12.0 -20 11
Mexico 7.98 -2.5 -1.2 -14 -66
Peru 4.62 0.5 -7.5 -17 -74
Poland 2.63 -1.8 -18.3 -41 20
Russia 8.01 16 -2.3 -24 77
Turkey 18.12 8.0 -66.0 -85 232
India 6.99 -4.5 -18.0 -40 38
Indonesia 7.96 0.0 3.9 9 -6

Developed Markets level Daily Weekly Monthly YTD
10-yr sovereign spread vs Germany

France 40 -0.9 =0:3 6 0
Italy 276 -11.1 -6.0 24 12
Portugal 96 -5.2 -14.6 -12 -60
Spain 89 -2.4 -6.5 -7 -33
2-yr sovereign spread vs Germany

France 6 0.7 -1.6 1 -10
ltaly 129 -8.1 2.6 23 20
Portugal 26 -0.4 1.0 1 0
Spain 27 -1.5 -4.2 2 -10
Emerging Markets level Daily Weekly Monthly YTD
5-yr sovereign CDS *

Brazil 179 11 0 7 -28
Chile 51 0.9 2 12 12
Colombia 117 3.7 4 19 -42
Argentina 1220 41.9 87 -3 414
Mexico 129 6.8 9 17 25
Peru 71 1.7 1 14 24
Poland 66 0.3 0 0 -1
Russia 130 2.0 3 5 -24
Turkey 485 -7.4 -30 45 125
China 60 35 8 19 -7
India 85 24 2 7 -29
Indonesia 115 3.7 7 20 22

Risk indicators

Volatilty indicators level Daily Weekly Monthly YTD
VIX 18 -0.3 3 4 -7
VSTOXX 17 -0.2 1 8 -7
EMEFT volatility Index 21 -0.3 0 4 -4
Dollar/euro volatility 5 0.4 0 0 -2
EM FX volatility index 9 0.2 0 1 -1
Credit spread (BAA) (change in bps) 239 0.9 8 27 -6
US bonds volatility index 73 10.9 12 26 6
Inflation expectations level Daily Weekly Monthly YTD
US Inflation expectations (5Y5Y) 2.10 - -9 -13 -3
EZ Inflation expectations (5Y5Y) 1.29 - -3 -12 -32
Banking 5y CDS level Daily Weekly Monthly YTD
us 68 3.4 9 13 -14
EZ 87 2.0 2 10 -33
UK 72 -2.0 -4 14 23
Large Spanish 61 1.7 1 7 -26
Medium Spanish 82 -3.4 -1 -19 -30
Corporate 5y CDS level Daily Weekly Monthly YTD
US Non-financial 181 34 9 13 -14
EZ Non-financial 89 2.0 2 10 -33
UK Non-financial 110 0.6 2 8 -8
level Daily Weekly Monthly YTD
EONIA Index -0.36 0 1 0 0
Euribor 3m -0.32 0 -1 -1 -1
Euribor 12m -0.18 -1 -3 -6 -6
Libor 3m 2.50 -2 -2 -7 -29
Libor 12m 251 -7 -11 -20 -50
Main indices level Daily Weekly Monthly YTD
S&P500 2,752 0.0 -2.6 -5.7 10
Dow Jones 24,803 0.0 -3.1 -5.7 6
Nikkei 20,411 -0.9 -3.6 -8.3 2
FTSE 100 7,185 0.3 -1.3 -2.3 7
EuroStoxx 50 3,300 0.6 -1.9 -5.4 10
IBEX 9,023 0.2 -2.1 -4.2 6
DAX 11,793 0.6 -2.3 -4.5 12
CAC 5,241 0.6 -1.8 -5.4 11
MiB 19,874 0.4 -2.4 -8.5 8
ASE Athens 837 0.8 7.8 8.0 36
MSCI Latam * 90,980 -0.5 2.6 -1.8 5
lbovespa (Brazil) 97,389 0.4 2.7 1.9 11
Mexbol (Mexico) 42,986 0.6 1.2 -3.0 3
Merval (Argentina) 34,226 0.8 -34 11.1 13
MSCI EM Europe * 5,787 0.5 3.0 13 9
Poland 2,238 -0.1 2.2 -35 -2
Micex 10 (Russia) 4,761 24 3.0 4.3 14
Ise 100 (Turkey) 90,346 -0.3 5.6 -4.1 -1
MSCI EM Asia * 818 0.2 0.4 -8.5 5
Shanghai Com (China) 2,890 -0.3 -0.1 -6.1 16
Jakarta (Indonesia) 6,209 17 25 -3.8 0
Banking sector level Daily Weekly Monthly YTD
US banks 126.7 0.2 -4.3 -11.3 10
JPM 106.1 0.1 -3.3 -8.1 9
Citi 62.4 0.3 -3.2 -11.4 20
BoA 26.8 0.6 -5.1 -12.3 9
MS 40.8 0.2 -5.1 -14.7 3
GS 182.3 -0.1 -55 -11.1 9
EZ banks 67.2 -0.6 -3.6 -18.0 -3
BNP 40.8 -0.1 -7.7 -15.0 3
Crédit Agricole 10.2 -0.6 -1.7 -17.6 8
Deutsche Bank 6.0 -1.8 -7.3 -19.1 -14
ING 9.6 -1.0 -1.8 -15.0 2
Intesa 18 -0.4 -4.3 -21.5 -6
SG 224 -0.3 -2.8 -21.1 -20
Unicredito 10.1 -0.5 0.1 -18.1 2
UK banks 74.2 -0.1 -1.7 -7.3 2
HSBC 646.9 0.3 -1.9 -31 0
RBS 212.2 -0.7 -2.1 -10.2 -2
Barclays 149.5 0.1 0.1 -9.2 -1
Lloyds 57.1 -0.4 -2.5 -9.2 10
Large Spanish banks 59.6 -0.2 -2.9 -10.1 2
Santander 3.9 -0.3 -2.4 -11.2 -1
BBVA 4.9 -0.1 -3.5 -9.1 5
Medium Spanish banks 52.0 -14 -2.7 -8.2 -10
Caixabank 2.7 -1.8 -2.6 -55 -14
Sabadell 1.0 0.0 -2.4 -6.8 -1
Bankinter 6.4 -1.5 -3.2 -10.1 -9
Bankia 2.2 -24 -2.3 -10.3 -14
Developed level Daily Weekly Monthly YTD
EURUSD 1.121 0.3 0.1 0.3 -2
GBPUSD 1.26 -0.1 -0.5 -3.2 -1
USDJPY 108.38 -0.1 1.0 2.9 1
DXY 97.57 -0.2 0.0 -0.3 1
Emerging level Daily Weekly Monthly YTD
USDARS (Argentina) 44.95 -0.4 -0.3 -0.4 -16
USDBRL (Brazil) 3.89 0.8 3.8 1.9 0
USDCLP (Chile) 702.54 11 -0.6 -3.0 -1
USDCOP (Colombia) 3356 0.7 0.2 -31 -3
USDMXN (Mexico) 19.76 -0.7 -3.6 -3.3 -1
USDPEN (Peru) 3.37 0.2 -0.7 -1.9 0
LACI 52.97 0.2 -0.2 -1.3 -2
USDPLN (Poland) 3.82 0.4 0.3 0.5 -2
USDRUB (Russia) 65.40 0.1 -1.6 0.0 6
USDTRY (Turkey) 5.84 0.0 3.8 2.1 -9
USDCNY (China) 6.90 0.0 -0.1 -2.5 0
USDINR (India) 69.27 0.6 0.3 0.1
USDIDR (Indonesia) 14269 0.0 0.8 -0.1
ADXY 104.50 0.3 0.3 -1.1 -1
level Daily Weekly Monthly YTD
Brent 61.7 -4.3 -12.0 -13 15
WTx 54 0.0 -8.7 -13 18
Copper 265 0.3 -2.0 -5 1
Gold 1320 11 2.4 4 8
S&P Spot commodity * 408 -3.3 -4.5 -7 9
S&P Brent Spot * 528 -5.1 -8.1 -12 15
S&P Metals Spot * 315 -0.1 -1.4 -4 -1
S&P Agricultural * 293 -1.3 4.6 9 3

Source: Bloomberg, Datastream and Haver
* With one day delay
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ECB preview

At June meeting The ECB is expected to retain its dovish tone and its readiness to act if needed. No changes are
expected on forward guidance yet. Moreover, the central will unveil the final conditions of the upcoming TLTRO-
M.

The cautious tone could be reinforced on the back of growing risks due to global concerns after the escalation of trade war
tensions and Brexit amid the Eurozone slowdown and the low inflation expectations. Along the same lines the minutes of
the April meetings confirmed the dovish tone struck in the last few months as the ECB acknowledged the extension of the
slower growth momentum but it also considered that recent data has improved, in line with their baseline scenario.
Particularly, the ECB will maintain that risks for growth remain tilted to the downside.

We expect the central bank to unveil the TLRO Ill final conditions, possibly setting a negative spread of at least -20bp on
the average MRO for those banks that fulfill the lending benchmark in order to encourage the take-up of liquidity. The final
take-up will very much depend on the final cost. Moreover, minutes from April meeting suggested that TLTRO-III pricing
should warrant its use as a backstop, providing insurance in times of elevated uncertainty.

Regarding the possibility to introduce measures aimed at reducing the cost of negative rates for the banking sector (i.e.
tiered system for bank deposits), we do not expect any announcement shortly, as soon as at June meeting, but it could
give some hints on this front. All in all, the ECB could end up implementing a measure on this front once it put it on the
table if they perceive that the likelihood of not needing to increase rates in 2019 is high.

Despite Eurozone growth gained momentum in 1Q19, it is trending to more moderate pace driven the protracted weakness
of the industrial sector related to structural factors and slowing global demand. The ECB is likely to maintain its forecasts
broadly unchanged for 2019 (GDP: 1.1%; HICP: 1.2%), but heightening trade war and increasing political uncertainty could
lead a slight downward revision to its outlook for the forecast horizon (March staff forecasts GDP: 1.6% in 2020 and 1.5%
in 2021; HICP: 1.5% in 2020 and 1.5% in 2021).

This will be the first monetary policy meeting for Peter Lane as chief economist.


https://www.reuters.com/article/eurozone-bonds/update-2-safe-haven-dash-sends-german-bond-yields-to-all-time-low-idUSL8N23A1SL

