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Xi Jingping must be feeling lonely and somewhat frustrated. Just when his country
appointed him supreme leader for life, the Americans –those big bullies– suddenly
don’t want to play ball anymore. Their leader is speaking in the ancient tongue of
tariffs and trade wars. It’s tempting to blame it all on President Trump, but bipartisan
support for confronting China is running high, as the country is generally perceived to
not play fairly when it comes to its home market. While Xi Jingping is trying to find a
way out of this newly raised fog, the US apparently has had their veil lifted.
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Voll von Freunden war mich die Welt,
Als noch mein Leben licht war;
Nun, da der Nebel fällt,
Ist keiner mehr sichtbar.
“Im Nebel” - Herman Hesse
Xi Jingping must be feeling lonely and somewhat frustrated. Just when his country appointed him
supreme leader for life and amidst the implementation of the ambitious China 2025 and 2050
strategies, the Americans –those big bullies– suddenly don’t want to play ball anymore. Their
leader is speaking in the ancient tongue of tariffs and trade wars; a most backwards and
inconvenient situation that runs counter to the lofty ideals of free trade and globalisation China
benefitted tremendously from since joining the WTO in 2001.
It’s tempting to blame it all on President Trump and his populist wont. But the world is a bit more
complicated than that. In the US, bipartisan support for confronting China is running high, as the
country is generally perceived to not play fairly when it comes to its home market. While Xi
Jingping is trying to find a way out of this newly raised fog, the US apparently has had their veil
lifted.
The two countries are at loggerheads, a risk which we wrote about extensively in the New Cold
War reports (Volume I, II, III, and IV) at the end of last year. We argued China’s ambitions as laid
down at the 19th Party Congress are to become the world’s number one, and for the world to
become more like it. Everyone’s entitled to set the bar high, I hear you say, but let’s make clear
this probably runs counter to Western interests, and the Americans are certainly belatedly paying
attention. In the latest US National Defense Strategy document, China is labelled a strategic
competitor trying to shape the world in a way antithetical to US values and interests.
Most people I speak to talk about the overwhelming economic rationale against a trade war. They
risk a Norman Angell moment, as we pointed out in our recent (Ir)rational report. Not only can
economic rationale be argued from various angles, it certainly isn’t the only factor, and around the
big moments in history is nearly always made subservient to other considerations. Going back to
the US National Defense Strategy, after naming China a strategic competitor, the document
suggests the integration of all elements of America’s national power, military, political and
economic, to offer an effective counter strategy. That’s a very different world from the one we
have been living in for decades.
Clearly the Trump Administration is playing simultaneous chess, with the economic issues of
bilateral trade surpluses with the likes of China and Germany, connected to the Iran deal, Syria,
North Korea, and NATO defence spending through the threat of tariffs. Near-term deals could
very well be on the horizon and see tensions reduced. But the long-term dynamics of conflicting
interests remain in place and if the tariffs cudgel can be used once effectively, it will be used
again.

Wahrlich, keiner ist weise,
Der nicht das Dunkel kennt,
Das unentrinnbar und leise
Von allem ihn trennt.
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Outlook for Spanish spreads
We think that since April 2017 a number of factors have conspired to price out peripheral risk
premia. First of all, there is the markedly improved growth outlook in the Eurozone. Figure 1
below highlights that the pick-up in peripheral growth expectations has correlated with a decline
in the CDS levels of these countries. Secondly, the election of French President Macron was
welcomed by the market, and combined with Germany’s new Grand Coalition this sparked
optimism that Germany’s government will work with the French President to strengthen Eurozone
cohesion. However, regular readers will be well aware of our long held scepticism that any true
progress will actually be made on this front. And finally, the passage of time since the height of
the Eurozone debt crisis. Sufficient time has passed without renewed crisis tensions allowing
investors to price out “structural” risk premia.
Figure 1: CDS and 12-month ahead GDP forecasts for Italy, Spain and Portugal
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For a long time we viewed 100bp as representing a structural floor to the spread between 10-year
Spanish and German yields, with this level essentially proving impossible to break despite
fragmentation (as measured by the difference between a country’s ‘bond yield minus CDS’ and
EUR OIS) having been completely priced out at the end of 2014. We have subsequently argued
that the breaking of this floor in January 2018 (see figure 2 below) does not reflect the market
pricing in a solution to the Eurozone’s structural shortcomings –which one would expect to be
reflected in higher core yields as liability sharing is priced in– but rather that it is happy to price
out the problem.
Figure 2: 10yr Spain vs. Germany zero coupon yield spread
180bp
160bp
140bp
120bp
100bp
80bp
60bp
jan 15

apr 15

jul 15

okt 15

jan 16

apr 16

jul 16

okt 16

jan 17

apr 17

jul 17

okt 17

jan 18

apr 18

10yr Spain vs. Germany

Source: Bloomberg, Rabobank

The pricing out of the structural risk premia of peripherals in 2018 has been associated with their
decorrelation from risky assets and meant that they now have safe-haven status. Figure 3 below
shows the 10-year spread of Spain versus Germany and the Eurostoxx volatility index, with the
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black box highlighting their decorrelation in 2018. Looking forward, the new found “lower-beta”
status of Spanish government bonds alongside the still relatively elevated returns that they offer
is a bullish combination. We think that this will outweigh any concerns about the uncertainty
engendered by the polling shift in domestic Spanish politics (more of which below). Therefore we
see further spread tightening on the cards and view a 50bp spread of 10yr Spain vs. Germany as a
plausible terminal rate for the “last hurrah” of post-crisis spread convergence.
Figure 3: Spanish govvies no longer trading like a risk asset
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How the polls have shifted
The most recent general election in Spain took place on 26 June 2016 (although a government
was not formed until 29 October 2016). Figure 4 below starts with the election result of the four
largest parties and shows how opinion polls have evolved up to the present time. It can be seen
that from September 2017 onwards (highlighted by the black vertical dashed line) the Citizens
Party have undergone a very sizeable increase in popularity (+12%), with this primarily having
come at the expense of the PP (approximately -8%) but also to some extent the Socialists (PSOE)
(-4%) and Podemos (-2%). The most recently conducted polls indicate that the Citizens are now
the most popular party in Spain.
Figure 4: Opinion polling for the four largest Spanish political parties (June 2016 to present)
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The shift in the polls towards the Citizens Party has primarily been explained by the party having
taken a hard anti-secession stance as regards Catalonian independence. In addition, the party’s
anti-corruption position seems to have proved popular with voters. Looking forward, the next
general election in Spain is not scheduled to be held until mid-2020. Ahead of that, though, PM
Rajoy will need to navigate the regional parliamentary elections. Thirteen of Spain’s seventeen
autonomous regions are scheduled to have elections in May 2019. On the same date there will
also be local elections taking place across all of Spain’s municipalities and voting for the European
parliament.
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EUR/USD: new pastures?
Having become stuck in a range from late January, EUR/USD has finally broken lower. From a
technical perspective EUR/USD has decisively smashed below the upside trend line from the April
2017 low, a move which puts technical support at 1.1936 into view. If strengthened global growth
and strong risk appetite were underpinning investment decisions through much of last year, 2018
has brought a very different backdrop. We would argue that in recent weeks the market has been
attempting to reconcile influences in which a heightened debate about US inflation and fears of
trade wars strongly feature. On the back of a continued tightening of Fed policy and the
possibility that the pace of growth in many countries may moderate, we have been broadly
positive on the USD this year versus a range of currencies. The EUR may fare better than some,
but we nonetheless see further downside potential in EUR/USD in the coming months.
Despite the technical importance of rate spreads to FX markets, these have not been a key driver
for the USD for some time. Regardless of the Fed’s slow but persistent bias towards higher
interest rates, last year the USD was distracted by political developments. While higher US yields
would provide the USD with another boost, the fact that the greenback has ignored the pull of
higher rate spreads for months suggests that a break higher in US yields is not a pre-requisite for
a stronger USD. More likely the USD may only need a trigger in order to catch up with last year’s
widening of rate spreads.
Earlier this year we revised down our 12 month forecast for EUR/USD from 1.28 to 1.21, we have
now pushed our target to 1.18. This is partly in recognition of the long-term draw of interest rate
differentials. Additionally, the moderation in European economic data releases in recent months,
our expectation that the ECB will not hike rates before September 2019, the fact that the market
had built up heavily long in EURs and the influence of technical factors are all contributing factors.
Figure 1: Interest rate differentials finally attract the attention of the USD

Source: Macrobond

EUR/JPY: steady as she goes?
Since the end of March the JPY has finally given up some of this year’s safe haven gains. The
easing of tensions on the Korean peninsula can be linked with this move. The continued
reassurances of BoJ Governor Kuroda regarding his commitment to QQE have also contributed to
the moderately softer tone of the JPY. That said EUR/JPY is holding well below its early February
highs, reflecting the souring of investor appetite relative to 2017 and early 2018.
Trade wars, expectations of two or three more rate hikes from the Fed in 2018 and a slowing of
growth momentum in Europe are all conducive to lower risk appetite than last year. In addition,
the JPY could find support from the sharp drop in PM Abe’s approval ratings on the back of
domestic scandals over suspected favouritism and cover-ups. That said, we expect that scope for
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the yen to gain significantly versus the euro is limited. Continued soft inflation in the Eurozone, a
patient ECB and a market that is positioned long in EUR suggests limited upside potential for the
euro. We see fairly consolidative trading for EUR/JPY with scope for a modest down-drift.
Figure 1: Japanese growth has been healthy, but price pressures are still very low

Source: Macrobond

EUR/GBP: what went wrong?
In mid-April GBP traded at its best levels vs. the EUR since May 2017, fed by optimism on the
political front and expectations of further policy tightening from the BoE. By early May, however,
the pound had given back many of its recent gains.
In February, the BoE delivered strong guidance that further policy tightening was on the cards and
the market duly prepared for a rate hike in May. Strong economic data, however, has not been
forthcoming. The acknowledgement from BoE Governor Carney in mid-April that “we have had
some mixed data” and that he is “conscience that there are other meetings over the course of the
year” severely dampened expectations for a May rate hike. These took another lunge lower on the
release of the UK Q1 GDP data showing a dismal 0.1% q/q rise.
While a softer economic backdrop and market expectations of a less hawkish BoE are suggestive
of a softer outlook for the pound, politics are likely to feature heavily in the coming months. The
lack of an acceptable solution on the Irish border puzzle has recently been supporting speculation
that the chances of the UK remaining within the customs union post Brexit have risen. While this
would remove some uncertainty, it is difficult to argue that this would be supportive for GBP since
such a scenario would reduce the PM’s credibility and could mark the end of her government. It
remains our house view that the bones of a UK/EU free trade agreement will be on the table
before the start of Brexit in March 2019. For this reason we are forecasting a stronger pound on a
12 month view. That said, there is a very short timeframe to hammer out an agreement on trade
and we expect political uncertainty to pressure GBP during much of the reminder of 2018.
Figure 2: CFTC speculators’ positions – is the market too long GBP?

Source: Macrobond
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A major shift in market sentiment
April brought more evidence supporting our view that the Goldilocks scenario for the CEEMEA
currencies is under serious threat. The sharp rise in US Treasury yields accompanied by a broadly
stronger USD and volatile US equities weighed heavily on risky assets. The MSCI EM FX index
plunged to the lowest level since January and the MSCI EM equity index fell below the crucial
upside trend line that defined the bullish momentum from the low after the US presidential
elections. To recall, we warned in our previous Monthly Outlook that a break below this significant
upside trend line would reflect a wave of capital outflows from risky assets. This in turn would be a
negative signal for CEEMEA currencies as foreign investors would convert their holdings to safe
haven assets denominated in hard currencies.
As the US 10-year Treasury yield rose above the psychological level of 3% for the first time in four
years and the USD firmed on the back of growing inflationary pressures, the incentive to hold EM
bonds weakened. One could argue that foreign investors may shift their allocation from EM bonds
to EM stocks. After all, the economic outlook for emerging markets is still generally positive. There
is, however, evidence that investors have also reduced their exposure to EM equities as the dollar
appreciated and US stocks struggled to regain their bullish momentum in a sustainable way
throughout April following yet another sharp fall this year in March. Consequently, EM portfolio
flows have seen the sharpest reversal of EM bond and equity flows since early February, the
Institute of International Finance reported. Total outflows have been about USD 5.6bn since 16
April, according to the IIF. Moreover, such outflows may have further to run when one looks at
previous episodes of unfavourable environment for risky assets (figures 1 and 2).
Figure 1: EM portfolio debt flows

Figure 2: EM portfolio equity flows

Source: IIF Flows Alert Report

Source: IIF Flows Alert Report

The EM currencies face the prospect of the USD strengthening further in the coming weeks or
even months. After the correlation between US Treasury yields and the greenback reasserted
itself, the DXY gained sufficient upside traction to break above its multi-month downside
trendline (figure 3). A close above the pivot around the 91 level confirmed that the short-term
bias shifted to the upside after the USD bulls finally regained the initiative. The January high at
92.64 would be the next level to watch on the upside ahead of the December top at 94.219.
Such a shift can largely be attributed to rising inflationary pressures and higher oil prices. The
ongoing tightening of the US labour market accompanied by tax cuts could fuel demand-led
price pressures. US policy makers led by Chair Powell may seriously consider a faster pace of
tightening depending on their tolerance for overshooting. However, the FOMC has stressed the
symmetrical nature of their inflation target. Even if the trajectory of US interest rates does not
steepen (we expect two more hikes this year), the Fed will remain well ahead of other major
central banks on the path of monetary policy normalisation.
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Figure 3: The DXY Index finally breaks higher

Figure 4: Potential for USD/ZAR to extend gains

Source: Bloomberg, Rabobank

Source: Bloomberg, Rabobank

Essentially, we witnessed a shift in the underlying DXY index trend that caught the market short
USD versus various EM currencies. USD/ZAR is a very good example to illustrate this as after the
Russian rouble (negatively influenced by the US sanctions), the South African rand fell the most
amongst its peers in April. The bullish cocktail of higher US yields and a firmer USD squeezed
USD/ZAR above the January high at 12.5461. We see potential for USD/ZAR to extend its gains to
12.752 – a bullish target we obtained by measuring the distance between the year-to-date low at
11.5078 set in February and the neckline at 12.13 (figure 4). Above that, we would aim for 13.42
next. A sharp retracement well below the 12.23-12.13 would dent our bullish conviction. In terms
of domestic factors, any delay in implementing structural reforms by President Ramaphosa, who
has been the main source of market optimism over the past few months, would additionally
weigh on the rand and local assets.
It is also worth pointing out that it is not only about the USD crosses as EUR/CEEs produced
strong gains over the past few weeks as well. Apart from rising US yields, sentiment towards the
Polish zloty and its CEE peers have been dented by signals that the Eurozone economy has lost
some of its momentum. President Trump’s protectionist policies also pose a major risk factor for
the CEE currencies. EUR/PLN is a good proxy for these EUR/CEE crosses. The price action implies
that the downside trend in EUR/PLN from the December 2016 high could be at least partially
reversed (figure 5). The September 2017 high at 4.3324 is a valid target for Q2. In addition to
unfavourable external factors, the reluctance of the NBP to raise interest rates will also weigh on
the zloty.
To summarise, we see scope for the US dollar to firm against EM currencies over the short-term
horizon as capital outflows probably have further to run if US yields remain high. The CEEs are
also looking vulnerable against the euro. The Turkish lira may cope better than its peers as we
outline in a separate section in this publication.
Figure 5: The downside trend in EUR/PLN could be partially reversed

Source: Rabobank/Bloomberg
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Tariffs and weather threats
China’s threats to place 25% tariffs on US soybeans –among other products– have prompted heavy
trading in grains and oilseeds. Weather issues through 2018 have further exacerbated interest in agri
commodities. The cumulative open interest across US-based agri commodities went from 7 million lots
at the start of the year, to 8.3mn at the end of March and 8.5mn as of 17 April. Weather forecasts show
warmer weather in the US, which is good for spring wheat, corn and soybean plantings, but threatens a
vulnerable winter wheat crop. Meanwhile, ongoing dryness in Brazil poses a risk to the Safrinha corn
crop.
Figure 1: Agri commodities percentage price movements 29 March to 30 April
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Cocoa: NY is king
Traditionally, London would trade at a premium over New York but this relationship has reversed
quite abruptly, and now the London contracts are cheaper. There are at least three good reasons
behind this change. The most important ingredient of the premium of NY cocoa is the speculation
seen in the market in the latest 3 months. Speculators usually prefer the New York contract, for
historical reasons and also because warehouses are more controlled under the NY rules. Managed
Money represents 30% of the open interest in New York, but only 16% in London. Therefore,
speculative positioning in the bull market made New York contracts increase proportionally more
than London.
Figure 2: London Cocoa minus NY Cocoa - second contract
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Source: Bloomberg, Rabobank

Furthermore, Cameroonian beans have a quality issue and there is a large proportion of them
sitting in the London exchange. One of the main problems is that they contain high levels of
heavy metals and this may face EU prohibitions from 2019 onwards. If any player were to take
delivery they will most likely get 100% Cameroon beans.
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Finally, there has been an improvement in the quality of the certified beans in New York and the
proportions of Ivorian beans there has been increasing. The freight difference from West Africa to
the US (more costly than to Europe), explains part of the arbitrage.
Going forward we expect this price differential to revert to neutral territory, and the forward
curves reflect this: The NY premium goes from USD 183/tonne favour of NY in July 2018, to ‘only’
USD 62/tonne in favour of NY in July 2019 (as of 27 April 2018).

Wheat conditions showing life
Hard Red Winter Wheat is going through its critical heading stage on life support amid a severe
drought in the Southern Plains. A sorely needed inch of rain fell over much of Kansas and
Oklahoma last week and another inch should fall again this week, helping nudge crop condition
ratings up from 30-year lows. The weekly rains have to continue in order to prevent yield loss for
the rapidly maturing wheat. Meanwhile, temperatures in the US Northern Plains are moderating,
allowing planting of spring wheat to start, though probably too late to achieve USDA’s lofty 12.6
million acre estimate.
The market’s focus in May will remain on US weather crop tour results, particularly in western
Kansas and the Oklahoma panhandle to ascertain the extent of drought damage. May weather is
a risk throughout the Northern Hemisphere, though, as wheat enters a critical development
period, and brief adverse conditions in Canada, Russia or Europe will push prices higher. In fact,
Canada has seen some dryness while Russia had delays in planting spring wheat acres. The
USDA’s 2018/19 world wheat crop estimates on 10 May should project an 8% annual reduction in
Russia production (to a still massive 74mn tons) which should reassure a market anticipating the
first global decline in stocks-to-use since 2015. Rabobank maintains a supportive wheat price
outlook, as eroding US supplies and generally improved EU demand in 2018/19 drive support.
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Figure 3: World stocks-to-use expected to decline for the first time in 3 years
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Higher and higher?
On these pages last month we noted our view that Brent was likely to predominantly trade within
a USD 60 to 70/bbl range in 2018 and we maintained our call for a USD 65/bbl average in Brent
crude oil prices this year. Although we do still expect the 60-70 range to dominate price action,
the move in spot seen so far this year makes an average of USD 65/bbl unlikely and as a result we
have revised up our forecast and we now expect an average of just over USD 68/bbl in 2018. Our
forecast for 2019 remains unchanged at USD 70/bbl.
Figure 1: Oil rallying since the end of H1 but we shifted into a lower channel at the start of this year

Source: Bloomberg

A look at the daily chart of Brent oil prices shows that the uptrend that began at the end of
2017H1 remains firmly in place, although we did shift into a lower trend channel at the start of
this year. From a short term perspective, the relative strength index’s recent break back into
neutral territory from overbought points to a reversal in price action over the coming days. That
said, with prices at the mercy of geopolitical headlines at the moment, we should take technical
signals with a grain of salt at the moment.

Headline trading
We are already seeing some signs of buying pressure subsiding but it will only take one headline
to trigger a significant bid again. Indeed, we view recent price action as more a product of rising
geopolitical risk than a significant shift in the demand dynamic. This is particularly true for the
recent bout of strength which seems a direct result of rising tensions in the Middle East and in
particular the upcoming decision by President Trump with respect to Iranian sanctions. Trump has
said that he will make a decision before 12 Mayh about whether or not the US will reinstate
sanctions on Iran. The threat of the US pulling out of the Joint Comprehensive Programme of
Action agreement made with Iran back in 2015 was the key driver in pushing Brent north of the 75
handle. The risk certainly seems to have moved towards a withdrawal given Israeli Prime Minister
Netanyahu’s recent speech which claimed that Iran has been lying about its nuclear program and
that it is still running a nuclear weapons program. French President Macron had already
suggested earlier in the week that he thought Trump would pull out of the JCPOA after their
discussions.
Unsurprisingly, given the current environment we expect geopolitical headlines to dictate oil price
action in the short term.
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Beyond near term risks
In terms of a longer term view, the IMF’s most recent World Economic Outlook suggested that
80% of the rally since August “was caused by a deterioration in supply conditions” and the IMF
specifically noted that “the biggest supply surprise is the faster-than expected deterioration in
Venezuelan output. Venezuela produced 2.38mbpd of crude oil in 2016 and 2.10mbpd in the third
quarter of 2017. The latest production figure stands at 1.62mbpd in December 2017, and many
expect that it will decline to close to 1.0mbpd by the end of 2018. An additional decline in
production, some of which is probably already priced in, would push prices even higher.” The report
also noted that “among key influences on oil prices, on November 30, 2017, OPEC agreed to extend
to the end of 2018 the production target in place since January 2017. This extension was the second
(following the April 2017 agreement that had extended the November 2016 agreement). The
agreement entails a cut of 1.2 million barrels a day (mbpd) relative to October 2016 production.
Russia and other non-OPEC countries agreed to stick to current production levels, implying
additional cuts of about 0.6mbpd relative to the October 2016 level.”
Figure 2: US exports rising again

Figure 3: Price action and US production

Source: EIA, Macrobond

Source: Macrobond

Offsetting that has been the pick-up in US shale production at the start of this year. Recent EIA
data reported a build in US crude inventories helped by a drop in refinery crude runs. US
production continues to increase and is now just shy of 10.6mbpd. Distillate stocks fell by more
than 2.5 million barrels and exports to Europe increased. Indeed, exports are rising back to the
highs seen in Q4 of last year (figure 3). In terms of the Brent-WTI spread, pressure remains.
Cushing builds have weighed on WTI and refinery maintenance and unexpected outages have
reduced flows out of Cushing. Indeed, this dynamic has played a pivotal role in the increase of US
exports noted above.
Figure 4: Oil price forecasts

Source: Bloomberg, Rabobank
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A disappointment but no game changer
We are talking end-2017, early 2018. When the Eurozone is churning out survey data pointing to
annual growth rates in excess of 3% you basically know that things are not adding up somewhere
and that some form of payback will come sooner or later. That moment came in March when
several indicators suddenly took a turn for the worse. The March PMI survey came in below
expectations for a second month in a row, falling a cumulative 3.6 points from its January highs.
The German IFO index had dropped by more than 3 points since its peak in November. In fact, the
decline in surveys was fairly broad-based across the Eurozone. Moreover, signs of faltering
momentum were not confined to surveys. Some slowdown has also been visible in more tangible
data, such as a slowing growth in industrial production and a stalling pace in retail sales. This all
added up to a much more moderate pace of economic growth at 0.4% q/q, according to the
advance estimate released this week. The disappointing data flow is also reflected by the sharp
decline in our own (non-parametric) economic surprise index for the Eurozone, which has fallen to
its lowest level since early 2016 and not far from the levels seen in 2011.
Indeed, the weak string of data also featured prominently in the ECB’s April rate setting meeting.
In the press conference, the ECB president acknowledged that recent data weakness was pointing
to some moderation in growth and that some softening of (underlying) demand could not be
ruled out. And, amidst a threat of rising protectionism, it was something that required monitoring.
Mr. Draghi warned that an escalation in the trade war could have a “profound and rapid” effect on
confidence, which in turn could affect the growth outlook. However, Draghi also highlighted that
the recent weakness in data followed high growth in prior quarters and that the underlying
strength continues to support its confidence that it will achieve its inflation aim over the medium
term. He pointed specifically at surveys still being above long-term averages. Meanwhile,
temporary factors such was weather conditions, the timing of holidays, but possibly also some
supply constraints in some sectors, needed to be taken into account.
Figure 1: Economic data has fallen far short of

Figure 2: Although non-zero, our recession

expectations

probability indicator is still no cause for concern

Source: Bloomberg, Rabobank

Source: Rabobank

For now, we tend to favour the ‘glass half full’ camp in this dispute. First of all because surveys
were coming from extraordinarily high levels earlier this year. The latest PMI surveys (April), which
broadly speaking stabilised, are the first indication that things are not deteriorating further, or at
least not in a significant way. Secondly, several factors that should support the durability of this
expansion have been improving. Unemployment has continued to fall and wage developments in
Germany (trade unions claiming some success), Italy and France suggest that wage growth is
finally picking up, albeit very gradually. Thirdly, our recession risk model suggests that the recent
flow of weak data merely points to a moderately elevated recession risk (25% in April). We would
need to see readings in excess of 40% to make this a more acute issue.
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Figure 3: Expected ECB policy timeline
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ECB staying the course
With the ECB mostly discarding the domestic data as an inevitable return to more sustainable
growth, we believe that the pace of expansion remains sufficient for the Governing Council to stay
the course, heading for a larger overhaul of the current policy and communication strategy in the
coming months, ahead of the expiration of the current asset purchases pledge by end-September.
Assuming that the economic data doesn’t deteriorate much further in the coming months, we
would expect the net asset purchases to be extended until December at a pace of EUR 10bn per
month, after which the programme will be terminated. In terms of timing, we believe that June will
be the optimal meeting for such a comprehensive update of the ECB’s monetary policy
framework, as this meeting will be accompanied by new projections. Additionally, trading after the
July meeting may be relatively thin due to the holiday period and waiting until September –just a
few weeks before the end of the currently planned purchases– would probably create more
speculation and volatility in the market than the ECB is willing to tolerate.
We maintain our view that ending the purchase programme is mostly driven by supply constraints
in the bond market, rather than the ECB declaring victory over inflation. Because of the risks
surrounding the economic outlook, and hence the outlook for the path of inflation, we believe
that the market may be too optimistic in their rates expectations. The gradually slowing pace of
growth as the economy returns to its structural growth path from the current cyclical upswing and
the phasing out of the asset purchases are both factors that will not help inflationary pressures
build. As such, we think that September 2019 is a more plausible date for a first deposit rate hike.
Table 1: Economic forecast

2017

2018

2019

Q1/18

Q2/18

Q3/18

Q4/18

GDP

2.5

2.4

2.0

0.4

0.6

0.6

0.6

Consumption

1.7

1.8

1.7

0.5

0.5

0.6

0.6

Investment

3.2

3.8

3.5

0.9

1.2

1.0

1.0

Government

1.2

1.1

1.1

0.1

0.3

0.3

0.3

Trade

0.5

0.4

0.0

-0.1

0.0

0.0

0.0

Inventories

0.0

0.0

0.1

0.0

0.0

0.0

0.0

CPI (%y-o-y)

1.5

1.5

1.7

1.3

1.5

1.6

1.6

Unemp. %rate

9.0

8.4

8.0

8.5

8.4

8.3

8.2

Source: Rabobank
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Economy withstands Catalan and international uncertainty
The Spanish economy has started the year on a strong footing. The economy grew by 0.7% q/q in
the first quarter, the same as in the final quarter of last year. In previous notes, we have already
mentioned that the uncertainty brought about by the Catalan crisis seems to have barely
undermined the optimistic sentiment and economic momentum. Unlike most other Eurozone
member states, Spain saw economic sentiment on average improve during the first quarter of
2018, with only manufacturers a bit less optimistic than they were in the final quarter of 2017.
Strong employment growth and increased real wage growth (see the next page) also boost the
economy. In Q1, real wages grew for the first time in a year on the back of higher nominal wage
growth and lower inflation. Other factors that support private consumption and investment are
the ongoing housing market recovery, decreased debt service ratios and low financing costs.
Finally, capacity utilisation rates in both the manufacturing and service sector, and strong, though
weakening, (export) order books in the manufacturing sector benefit investments.
Figure 2: Real wage growth improves
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Figure 1: The economy stands its ground
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Strong but slightly weakening momentum
Looking forward, we expect the economy to keep posting strong figures. Yet we do expect
economic growth to slow from 3.1% in 2017 to 2.8% in 2018 and 2.2% in 2019. Consumption is
set to slow mainly due to moderating pent-up demand and lower employment growth. At the
same time, historically low household saving rates suggest that households might be less induced
to use their remaining savings for consumption than last year. We also expect investment growth
to slow slightly on the back of lower export growth, less pent-up demand in most sectors except
for construction, and a smaller boost from low financing costs.
As far as exports are concerned, we believe the tourism sector will boost economic growth less
than last year, though it is still likely to perform really well. While tourists in Spain are said to have
a high retention rate, not as many additional tourists should be expected as in last year. This is in
part a result of declining unrest in some of Spain’s competing tourist destinations, but also
because several Spanish destinations are coping with insufficient personnel and facilities to
accommodate more tourists. The most important downward risks to the still strong export
outlook are higher US trade tariffs, especially when these affect cars (or car parts), and a
significant depreciation of the pound as a result of Brexit-related uncertainty, due to the high
share of British tourists.
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Catalan crisis mainly impacts economy in the long term
Catalan tensions will not fade anytime soon, but in our view the impact on short-term growth will
be limited. We believe Catalonia will remain a part of Spain, and at least in the short term,
tensions are unlikely to reach the highs we saw in the final months of 2017. Besides, households
and firms have not really lowered spending due to the standoff. Still, the risk of a re-escalation
and economic impact at a later stage cannot be fully ignored. We don’t expect the next Catalan
government will declare independence again, but we don’t know exactly how radical the region’s
new government and president will be. Catalonia is still without a president after December’s
election. Mr. Puigdemont, the Catalan parliament’s preferred choice, is still in self-imposed exile
(and wanted by Spain’s public prosecutor) and as such ineligible, while some other prominent
figures are disqualified because they are in jail. Still we think the Catalan parliament will reach a
compromise before the 20 May deadline to prevent a return to the polls.
Even though we expect the short-term economic impact to be limited, the long-term impact
could well be substantial. Every day the central government spends on resolving the crisis is a day
less to spend on necessary policy measures to increase the rather limited growth potential of the
economy or to improve public finances. This is especially important given the high government
debt ratio (98% of GDP) and the large general and structural budget deficit (both 3.1% of GDP).

Labour market on the mend, long recovery phase ahead
In Q1, the unemployment rate dropped to 16.1%, down from 20.4% in early-2017 and 26.2% at
the peak. Strong employment growth has been the main driver and the employment outlook
remains bright, although it is expected to slow a tad. Employment gains boost economic growth,
but the fact that most new jobs are temporary has limited the positive impact. At the same time,
the share of part-time, less paid jobs has risen. On the upside, the decline in the share of
permanent hires has slowed lately.
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Figure 4: But where are the unemployed hiding?!
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Figure 3: Despite decline unemployment is high
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A decline of the labour force due to discouraged workers and an ageing population has also
lowered unemployment. This is a concern for the longer term, as it would imply a lower potential
growth rate if the lower number of workers is not compensated by higher productivity growth.
The sharp decline in the unemployment rate in the past years has slowly lifted wage growth. In Q1
annual nominal wage growth was 1.5%. Whilst not a lot in a historical context, it does mean that
nominal wages rose faster than inflation (1.1%) for the first time in a year. Looking forward, wage
growth is expected to remain muted due to the still high unemployment rate. That said, in some
sectors, like tourism and manufacturing with a high technology content, employers state that they
struggle to find qualified personnel. In fact, according to surveys, labour shortage has not been as
much of an issue since 1986 (when the series started) as it is now. To be fair, labour shortage is
much less of an issue in Spain than in some Eurozone peers and could partly be resolved by
raising wages. But it does suggest that not all currently unemployed should expect to find a job
without re-schooling.
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Enjoy the view from the peak
The Dutch economy continues to do well thanks to strong consumption growth backed by rising
real wages, more jobs and rapid increase in house prices. However, with housing sales declining,
the direct economic impact of the housing boom may be waning. Meanwhile, the European
economic cycle appears to have peaked, resulting in a more modest outlook for exports. 2018
could well be the peak of the cycle in the Netherlands. The ride down the hill might still be fun,
however. Especially for consumers, as they may still benefit from higher wages.

Labour market continues to tighten, inflation around the corner?
The Dutch unemployment rate declined to 3.9% in March, reaching its lowest point since 2009.
This is not far off from the 3.6% it reached at the peak of the last economic cycle in 2008. That has
led many to ask why we aren’t seeing higher wage growth and inflation. Indeed, at 1.8% wage in
March growth is only half of its mid-2008 rate of 3.6% y/y; while inflation, at only 1.0% y/y, is only
a third of its 3.2% high point in 2008. However, the low point in 2008 may not be the appropriate
point of comparison. The unemployment rate first declined to 3.9% in late 2007 when wage
growth was 2.3% y/y and inflation 1.9%. Earlier in 2007 wage growth had been as low as 1.6% and
inflation a mere 1.1%. Developments pre-crisis illustrate that wages and inflation respond with a
lag to unemployment, but can move up rapidly once the labour market is tight enough. While the
2007 experience suggests some upside to price pressures, there are other reasons to be cautious.
Wages, and particular inflation, have been slow to pick up in other countries that experienced
their recovery earlier, like the US and Germany. Furthermore, during this cycle there are more
workers who are self-employed or on a temporary contract. Their first priority may be to
negotiate for a fixed contract, rather than to ask for higher wages. We expect wage growth to
move above 2.5% in the course of this year and inflation at 1.6% for the year as a whole. The latter
forecast is under threat from the low realisations so far this year.
Figure 1: Labour market: is 2018 like 2007?
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Multiple drivers behind consumption growth
The surprisingly low inflation turnouts are actually good news for the purchasing power of
consumers. As a result real wage growth has improved over the last year. Consumption also
continues to be supported by employment growth, which has been around 2% y/y since 2016.
Indeed, this has likely been the most important driver of consumption since 2016. As the labour
market tightens the pace of jobs growth is likely to slow, but real wage growth will probably
become a more important factor in driving consumption. Apart from income, wealth and
confidence effects are also likely to continue to underpin consumer spending. In January and
February combined, consumption rose 1.9% y/y, compared to our forecast of 2.1% for 2018.
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Figure 3: Declining home sales risk to investment
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Figure 4: Export growth may have peaked
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The housing market boom is moving
Residential real estate in the Netherlands continues to appreciate rapidly. The national index rose
8.6% y/y in March. Under the surface, however, there are signs of shifts in the market. The fastest
price increases are no longer in Amsterdam and Utrecht, but in The Hague and Rotterdam. The
supply of houses in the bigger cities appears to be drying up, resulting in rising prices but
declining sales. We expected the rest of the country to pick up the slack in sales, but this has yet
to happen, so our forecast of a modest increase in annual sales is under threat. This also puts our
outlook for residential investment at risk, because it is more closely tied to housing transactions
than prices.

Main growth risks still from abroad
While the domestic economy is generally in good shape, the risks continue to come from abroad.
We have written at length about the potentially severe consequences of Brexit, trade conflicts and
geopolitical events for the highly globalised Dutch economy with its large trade and financial
exposures. More recently, however, the signs, like the declining Ifo index, that the business cycle
may be peaking in Germany and other parts of Europe may be a more imminent –but less
extreme– risk to the Dutch economy. We expect a declining contribution of the trade balance to
GDP growth during the course of this and next year.
Table 1: Economic forecasts

2017

2018

2019

Q1/18

Q2/18

Q3/18

Q4/18

GDP

3.2

3.1

2.2

0.9

0.7

0.7

0.7

Consumption

1.9

2.1

2.0

1.1

0.5

0.5

0.5

Investment

4.0

3.5

2.5

1.9

2.0

2.0

1.9

Government

1.0

3.0

2.8

0.9

1.0

1.0

1.0

Export

5.8

4.5

1.0

1.0

1.0

1.0

Import

5.2

4.7

1.3

1.4

1.3

1.3

-0.1

0.0

0.0

0.0

0.0

0.0

0.0

HICP (%y-o-y)

1.3

1.6

2.6

0.4

0.4

0.4

0.4

Unemp. %rate

4.8

4.0

3.8

4.2

4.1

3.9

3.8

Inventories

Source: Rabobank
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All eyes on the customs union
It has been two heated weeks in Brexit land. As the EU and the UK resumed Brexit negotiations on
18 April the focus lied on solving the problem of a hard Irish border, a contentious issue that the
EU would like to see tackled by the end of June, when the next summit will take place. So far the
UK has tabled two solutions: 1) a “new customs partnership” according to which the UK would
apply the EU’s customs regime and collect duties on behalf of the EU, while UK importers of
goods that stay within the UK would get compensated for the difference later; and 2) a “maximum
facilitation” plan, a highly streamlined customs arrangement using common technological and
administrative solutions to reduce border frictions. Both options have been rejected by the EU.
PM May was reportedly pursuing the first option before encountering strong opposition from
‘Brexiteers’ in the cabinet. The Irish border issue has put a customs union with the EU at the
forefront of domestic debate. While non-binding, a motion to keep the UK in a customs union
with the EU on 26 April indicated there is high support for such an option in the UK House of
Commons. This means that votes on amendments to the Customs and Trade Bill that would
oblige the government to keep the UK in a customs union with the EU are likely to pose quite a
challenge to May’s cabinet. Such a vote is expected in the coming months. Imposing a customs
union on the government would reduce the odds of a hard Brexit on the one hand, but it would
also increase the odds of disorderly domestic politics and, as such, uncertainty around Brexit
outcome. Given support for a customs union is only slowly emerging, we are maintaining our base
case of a transition period followed by a comprehensive Free Trade Agreement for the Brexit
outcome. However, the odds that this agreement will include a customs union are increasing.

2018 off on the wrong foot
According to preliminary estimates of the Office for National Statistics, economic growth
decelerated in Q1, and more than expected. The estimate came in at 0.1% q/q, which is the lowest
growth rate since late 2012. It is a slowdown from the 0.4% a quarter earlier (figure 1) and below
the market consensus of 0.3%. While the slowdown was broad based as almost all sectors cooled
down significantly, construction took the largest hit as it contracted by 3.3% q/q, compared to a
contraction of 0.1% in 2017Q4, thereby shaving off 0.2pp of GDP growth. The sector has already
weakened in 2017 and one-off events, such as bad weather in March and financial troubles at an
important domestic company, at the beginning of 2018 made things worse.
The bad weather also seems to have affected already weak retail sales which contracted by 0.6%.
This was reflected in a deceleration in the services sector from 0.4% in 207Q4 to 0.3% in 2018Q1.
The only sector that saw activity pick up was the production sector, as the energy sector actually
benefited from the poor weather. Given the mixed impact of the bad weather in Q1 the ONS
downplayed the impact of this one-off event. Weakness in other economic and soft indicators
such as manufacturing PMI and credit growth seem to indicate that the economic softening might
have more structural roots, but it is too early to draw any conclusions. For the time being, the
lower than expected Q1 GDP growth puts downward pressure to our forecast of 1.4% growth in
2018.

Inflation weakening for the time being
Weaker growth also played a role in the rapid fall in inflation in recent months (figure 2). Inflation
declined to 2.5% y/y in March 2018, the lowest level in a year. The main driver behind this
deceleration are base effects, as the pass-through effect from GBP depreciation after the Brexit
vote in 2016 is falling out of the equation. This is also visible in input prices in the manufacturing
sector, which have been edging lower during 2017. Nevertheless, we believe the relief in
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inflationary pressure is temporary, as domestic factors are coming into play. Despite the weak
economic activity in Q1, there are signals that the UK economy is running near full capacity.
Moreover, the labour market is tightening each month – and this is exacerbated by a Brexitrelated fall in net migration flows into the country. Nominal wages sustained their growth pace in
March and real wage growth is heading toward positive territory in the coming months.
Figure 1: Economic growth disappoints in 18Q1
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Bank of England outlook
It has been a wild ride for the Bank of England. Market expectations of a rate hike in May, which
nearly looked like a done deal, have now almost completely vanished. The warning from Governor
Carney, who said that there were “other meetings” this year in which the BoE could raise the Bank
rate to 0.75%, proved prescient. In our view, his comments were first and foremost intended to
make clear to market participants that the BoE wants to be in control rather than just follow the
market’s predictions. The soft patch in the recent economic data has just underlined why.
Central banks base monetary policy on how they see the economy developing in the short- to
medium-term, less so on historical data. However, the weakness in Q1 may have eroded some of
the Bank’s confidence in its outlook. The May Inflation Report will therefore be crucial in guiding
market expectations. Even though the chance of a hike is now very remote, the flattening in the
OIS curve has been less dramatic so far. The market has now set its sights on the August meeting,
a signal of belief in the BoE’s narrative (i.e. the reduced “speed limit” of the UK economy). On the
proviso that the economy recovers towards trend and that we don’t see any strong indications
that the recent softening in the data has roots in structural issues, we do expect the Bank of
England to make use of its second chance in August.
Table 1: Economic forecasts

2017

2018

2019

Q1/18

Q2/18

Q3/18

Q4/18

GDP

1.7

1.4

1.1

0.1

0.4

0.3

0.3

Consumption

1.7

1.1

0.9

0.2

0.2

0.2

0.2

Investment

3.9

1.5

-1.6

0.4

0.4

0.3

0.3

Government

0.7

1.9

0.9

0.3

0.3

0.2

0.2

Trade

4.5

4.5

4.9

0.0

0.1

0.1

0.0

-0.4

0.1

0.0

CPI (%y-o-y)

2.7

2.7

2.2

Unemp. %rate

4.4

4.4

4.8

Inventories

Source: Rabobank
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Early elections provide the lira with respite....
Turkey will hold early presidential and general elections on 24 June. When announcing the
decision to bring the crucial vote forward from November 2019 President Erdogan said that it was
vital for Turkey “to overcome uncertainties as soon as possible amid developments of historical
importance in our region as well as cross-border operation we’re carrying out in Syria” and to
accelerate the transition from a parliamentary to a presidential system.
Over the past few months the market has been speculating about the possibility of early elections.
We have argued on previous occasions that it would be reasonable to expect the governing AKP
and President Erdogan to seriously consider snap polls before the current bout of robust
economic activity stimulated by a substantial dose of fiscal measures loses momentum.
The initial market response to President Erdogan’s announcement was positive. The lira rallied
more than 2% against the US dollar and Turkish stocks and bonds produced impressive gains on
the back of diminishing uncertainty in politics after months of speculations.
Bringing forward elections to June from November 2019 also eased market concerns that the AKP
may inject even more stimulus to maintain a robust GDP growth for at least another 12 to 18
months regardless of the potential consequences. Turkey was one of the fastest growing
economies last year posting an impressive growth of 7.4% y/y after the government deployed the
Credit Guarantee Fund to provide loans to boost private consumption and investment.
But such a rapid pace of expansion raised alarm bells amongst market participants that the
economy is overheating and that Turkey (literally) pays a high price for its impressive, but
unsustainable, growth that could lead to economic imbalances. Apart from a weaker lira, robust
domestic demand has been a major source of inflationary pressure. Inflation accelerated sharply
to a 14-year high of almost 13% in November before easing only modestly to 10.23% in March
and rising again to 10.85% in April. The current account deficit widened sharply by 112.5% y/y to
USD 11.2bn so far this year as domestic consumption fuelled imports, which significantly
outpaced exports. It has to be pointed out that gold imports also contributed to the C/A gap.

...but it proves short-lived
Shortly after announcing early elections, Prime Minister Yildirim unveiled a package of various
incentives, including payments for more than 12 million Turkish retirees that will cost USD 5.9bn a
year. This challenges the notion that the AKP may not inject even more stimulus to already
overheated economy. Consequently, the selling pressure on the lira and local assets resurfaced.
Figure 1: Rollercoaster price action in USD/TRY

Source: Bloomberg
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In addition to that, S&P lowered its sovereign debt rating on Turkey further into junk territory. The
unexpected decision to downgrade Turkey to BB-/B (S&P was not scheduled to review Turkey
until later this year) was justified by persistently high inflation, a volatile lira and an overheated
economy. S&P warned that Turkey faces the risk of a hard landing: “This is reflected in the rising
imbalances in Turkey’s economy, most notably in its widening debt-financed current account deficit
and high inflation.” While the reasons provided by S&P are well known to the market, its decision
came at the time when sentiment towards the lira is still fragile.
To our mind once the governing AKP most likely wins early parliamentary election and President
Erdogan is re-elected in June, the incentive to stimulate the economy at all costs should fade,
which would be positive for the lira.
Given that maintaining robust GDP growth regardless of growing imbalances may not be a major
objective for the AKP after the crucial elections, the central bank could deliver a decisive dose of
monetary policy tightening, i.e. a few hundred bps, to provide the lira with solid support.
In fact, the odds that the CBRT may have to hold an emergency meeting have increased after the
lira fell to yet another record low against the US dollar at the beginning of May. Essentially,
Governor Cetinkaya may have to do what his predecessor Basci had done in January 2014 when
the central bank hiked rates substantially shortly after a relatively modest hike at a regular
meeting proved insufficient to stabilise the lira.
Figure 2: The CBRT may have to raise interest rates by a few hundred bps

Source: Bloomberg

Holding elections when the currency is in a free fall may produce surprising outcome. It would be
therefore reasonable to assume that the AKP and President Erdogan to support Governor
Cetinkaya in his efforts to prevent further significant depreciation of the lira, which could lead in
the worst case scenario to a full-scale financial crisis given substantial external liabilities of Turkish
companies.
It is also important to emphasize that the upcoming elections will conclude the long-term process
of transformation from a parliamentary democracy to an executive presidency in Turkey. Given
that stakes are very high, political tensions may escalate markedly. This could potentially
undermine the still fragile sentiment towards the lira, especially if the campaign is dominated by
particularly harsh rhetoric from prominent Turkish officials about local opponents and foreign
partners.
Once re-elected as a powerful president Mr Erdogan would have to reassure foreign investors that
structural reforms will be fully implemented and prove his critics wrong that Turkey will not
become an authoritarian state. We will be able to assess the outlook for the lira after the
upcoming critical elections, but at this stage it is too early to adopt a constructive long-term view.
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Weak Q1 GDP print was expected…
Growth of US gross domestic product slowed down in the first quarter to 2.3% (annualised), from
2.9% in 2017Q4. The weak GDP print was mainly caused by a slowdown in private consumption
(figure 1), with expenditure on motor vehicles (-0.42pp) and footwear/clothing (-0.19pp) the two
major culprits. However, we believe the slowdown in growth is not structural in nature. Over the
past years, Q1 has repeatedly been revised upwards, so we had already pencilled in a weak Q1 in
our forecasts.1 We expect GDP growth to rebound in Q2 and Q3 to 2.7% and 2.8%, respectively
(table 1). Private consumption will benefit from ongoing upward pressure on wages caused by
increasing tightness in the US labour market. Indeed, annual growth of average hourly earnings
has continued its (gradual) upward trajectory, reaching 2.7% (y/y) in March. Moreover, we expect
business investment to pick up the next two quarters on the back of lower corporate taxes.
Figure 1: Weak GDP print for Q1 was expected
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…but recessionary risks are increasing
At the same time, recessionary risks might be on the rise. Expectations of further Fed tightening
for the remainder of this year has risen to 58 basis points, which implies that the futures market is
still considering a potential fourth hike this year. And although the most media attention was
given to 10-year US Treasury yields breaking through the psychological barrier of 3%, the shortterm rates have been going up at an even faster pace. This means that borrowing costs for
consumers have been going up rapidly as well, which might explain the pick-up in serious
delinquencies on for instance auto loans in the last two quarters (figure 2). Keep in mind that US
households have barely been saving for a rainy day, as the saving rate has hovered around 3%
over the last few months. These kind of saving rates were only seen back in 2005. As interest rates
are expected to continue to rise, more households might face headwinds in the future.
The current developments also imply that the Treasury yield curve has continued to flatten.
Historically, inverted curves have been one of the better predictors of recessions, which is the
reason why this curve is being watched closely, also by the Fed. With around 50 basis points to
go, it will still take some time before the 2s10s actually inverts and even then it’s not a certainty
that a recession is right around the corner. But interestingly enough, there are already some early
warning signs of an inversion in the OIS forward market. Although the one-month OIS forward
curve is a constructed curve that is hardly actually traded, we could see the clear inversion that is
visible in the 2-6 year domain as a signal that the market starts pricing in rate cuts after two years.
This means that the market is starting to believe that the business cycle may be on its last legs.

1
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And historic patterns of good old Okun’s Law, which shows the correlation between GDP growth
and the unemployment rate, might be taken as another indication that a US recession might not
be far away. Figure 3 shows three possible scenarios: our baseline (which is the dark-blue flatliner),
a mild recession (grey line) and a severe one (light-blue line).
Figure 2: Car loan delinquencies are almost as

Figure 3: Which one is more realistic from a
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Geopolitical developments
The US continues to play a central role on the geopolitical front and, fortunately, there were a
number of positives to mention in April. First, a further increase of trade tensions between the US
on the one hand and the EU and the NAFTA partners on the other hand has yet been avoided due
to the postponed steel and aluminium tariffs until 1 June. Second, the US and China are on
speaking terms and will meet later this week, which could ease concerns about a trade war or at
least could shave off the rough edges of the protectionist measures that are ready to be launched
on both sides. And, speaking of launches… a third upside was the historic declaration signed by
North-Korean leader Kim Jong Un and South Korean President Moon Jae-in to end the ‘50-’53
war and denuclearise the Peninsula. Although it is too soon to conclude that Kim will give up his
nuclear arsenal, it at least underlines his good intensions in anticipation of the talks between Kim
and Trump in June. Unfortunately, there are also some downsides with Trump probably declining
to waive sanctions on Iran on 12 May being one of the major risks. Although we do not expect an
entire collapse of the Iran deal, the reinstatement of US sanctions could add to already bubbling
crude prices, which in turn could aggravate already rising inflationary pressures.
Table 1: Economic forecasts

2017

2018

2019

Q2/18

Q3/18

Q4/18

Q1/19

GDP

2.3

2.7

2.3

2.7

2.8

2.5

2.1

Consumption

2.7

2.5

2.3

2.9

2.8

1.9

2.2

Business inv.

4.6

6.4

5.0

7.9

7.0

5.9

3.9

Residential inv.

1.8

1.5

1.6

0.6

0.8

1.6

1.8

Government

0.1

1.0

0.5

0.6

-0.1

0.2

0.7

Trade

-0.1

-0.1

-0.2

-0.1

0.0

-0.1

-0.1

Inventories

-0.3

0.0

0.0

-0.1

0.0

0.1

0.0

CPI (% YoY)

2.1

2.3

1.8

Unemp. %rate

4.4

4.2

4.3

Note: * Contribution in pp. Source: Rabobank
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Mixed messages
Canadian macro data released over the past month have painted a brighter picture on the surface.
That said, we still maintain a cautious view and see many cracks lying underneath the headlines.
Employment data remain strong and wage growth remains north of 3% y/y. Base effects have
played a significant role in boosting the year-on-year change and recent minimum wage hikes are
still having an impact, but the labour market continues to tighten.
That said, households are clearly feeling the squeeze from higher rates and with cost-push
inflationary pressures likely to eat away at disposable income, the outlook for the Canadian
consumers is somewhat worrying. Markets have been quick to jump on the marked increase in
CPI inflation as a reason for the Bank of Canada to continue tightening. Headline CPI inflation
printed at 2.3% y/y in March, while the common core came out at 1.9%, the median core at 2.1%
and the trim core at 2.0%. Again, on the surface this should be welcomed by the Bank but a look
at the breakdown shows price pressures stemming from gasoline prices and rising mortgage
costs. We have also seen mobile phone and internet bills rise. All of these factors are cost-push in
nature and with inelastic demand for those categories, higher prices are likely to cut disposable
income and squeeze households. In short, those price pressures are likely to prove disinflationary
further down the line.
Figure 1: Inflation up, growth slowing?

Figure 2: IFSD Nowcast at 1.8% for Q1

Source: Macrobond

Source: IFSD, Bloomberg, Macrobond

The sensitivity of the economy to rising rates is a key factor in the Bank’s decision making process
and one that regular readers will know we are particularly concerned about. Governor Poloz spoke
on this subject on 1 May. Poloz was cautious, noting that “There is little doubt that the economy is
more sensitive to higher interest rates today than it was in the past, and that global and domestic
interest rates are on the rise.” That household debt “poses risks to the economy and financial
stability, and its sheer size means that its risks will be with us for some time”. ”The stock of
household debt, including the CAD 1.5 trillion in existing mortgages, will persist, […] And this debt
has increasing implications for monetary policy”. But at the same time, Mr. Poloz noted that the
need for negative real policy rates is “steadily diminishing” and “[the MPC] are becoming more
confident that the economy will need less monetary stimulus over time.” In summary, the Bank’s
cautiously optimistic stance remains firmly in place.
GDP data beat expectations in February with growth of 0.4% m/m, 3.0% y/y. This marks a notable
improvement to the -0.1% m/m, 2.7% y/y print seen in January and has led to a jump in the IFSD
Nowcast for Q1 GDP from 1.3% to 1.8%. A look at the breakdown shows that much of the boost
in February came from mining, quarrying, oil and gas; following a 2.9% m/m contraction in
January, we saw growth of 2.4% in February. We still maintain our call for growth of 2.1% y/y this
year and the BoC revised up its forecast to 2.1% in the Monetary Policy Report released alongside
its 18 April decision to leave rates on hold at 1.25% (table 1).
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Table 1: Bank of Canada Monetary Policy Report

2017

2018

2019

2020

MPR

Jan

Apr

Jan

Apr

Jan

Apr

Jan

Apr

CPI inflation

1.8

1.8

2.1

2.4

2.1

2.1

n/a

2.1

Real GDP

3.0

2.9

1.8

2.1

1.7

2.0

n/a

1.7

Source: Bank of Canada April Monetary Policy Report

Bank of Canada cautiously optimistic
Prior to the April meeting the market consensus seemed to be that the BoC would hold rates at
1.25% at that juncture, with a view to raising rates 25bp in May. As we outlined in our preview, we
thought the BoC was more likely to aim for a July hike after the Fed raises rates 25bp in June (our
base case for the US). That said, we have also been of the view that come July, the BoC would
struggle to hike due to the deterioration of data in the interim. We remain of this view and so
maintain our call for no further hikes this year. That said, we are cognisant that if data do not pan
out as we expect then the Bank could well tighten further. The market is pricing in around a 94%
chance of a hike by year end with a 38% chance of this hike happening at the May meeting and a
69% implied probability of a July hike. It is also worth noting that while we see consumption as
the likely main drag looking forward, the Bank has some sympathy with this but expects a pick-up
in business investment and exports to offset this: “Over the projection horizon, the composition of
growth is expected to shift, with a declining contribution from household spending and a rising
relative contribution from business investment and exports. Higher interest rates are anticipated to
contribute to this adjustment.” We are less convinced. Companies still seem more incentivised to
pay dividends and buy back shares than invest in capex projects.
The tone at the April press conference was relatively upbeat with the Bank noting its renewed
confidence that they have the “right narrative” and the “economy is in a good place”. The BoC sees
the Canadian economy as close to capacity and against that backdrop it thinks rates are low.
There were some dovish comments, however, with Governor Poloz noting that there is room for
more demand growth within the Bank’s 2% target. Furthermore, the Bank highlighted NAFTA
negotiations as a drag on investment and Deputy Governor Wilkins noted that US tax changes are
creating “competitiveness issues” in Canada.
Figure 3: USD/CAD and interest rates

Source: Macrobond

The ball is still up in the air when it comes to NAFTA and although progress has been made, we
are still in a state of uncertainty. All three countries will meet again on 7 May. Our base case
remains that we will see a preliminary agreement by the end of the month but it is fair to say our
conviction behind that call is relatively low. That said, US’ Lighthizer was quoted on 1 May as
saying that they would like to have a deal done one to two weeks after that 7 May meeting before
noting that he wants a bipartisan vote on the new NAFTA deal. Whether or not this happens will
of course be key for the investment and export dynamic the BoC is expecting.
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Relief for consumers
Mexican data have generally been soft in Q1 with inflation continuing to slow while growth has
disappointed. Although Banxico will be happy about the former, the latter is of course less
welcome. But there are some more upbeat signs starting to emerge that paint a rosier picture
looking forward. Q1 GDP growth was notably soft with a 1.24% y/y print disappointing
expectations of 1.7% growth. This is the slowest year-on-year pace of growth since 2013. That
said, these data are only preliminary and so subject to revision but industrial sectors look
particularly weak and we know that NAFTA uncertainty has weighed somewhat on investment. In
contrast to the actual data, surveys have been relatively upbeat and remain firmly in expansionary
territory. Furthermore, there are signs of relief for consumers. We have tended to sit at the more
dovish end of the scale in calling for CPI inflation to fall below 4% this year, but the pace at which
price pressures are easing has caught most slightly off guard. The decline in CPI inflation has seen
real wage growth turn positive and the much squeezed consumer in Mexico is now feeling some
relief. Indeed, retail sales data are starting to pick-up following a tough year in 2017. In summary,
while GDP data have been soft and production data are somewhat muted, the consumer is likely
to find relief going forward and we maintain our call for 2.4% y/y GDP growth in 2018. This
forecast is more uncertain than usual, however, given the potential changes in trade agreements
and governments in light of NAFTA negotiations and the 1 July Presidential elections.
Turning to monetary policy, as expected, Banxico left rates on hold at 7.50%. In light of the
background noted above it is no surprise that the Bank decided not to raise rates. Banxico does,
however, maintain a tightening bias with one member specifically noting that “Banxico shouldn’t
imply readiness to reduce rates”. This clearly stems from concerns that MXN weakness might
emerge which in turn could derail the decline in inflation. We maintain the view that the Bank is
likely to remain on hold in the coming months before shifting its bias in the second half of the
year. That said, if USD/MXN were return to the 2017 highs of 22 then the Bank may well raise
rates to combat this.
Figure 1: Real wage growth turned positive

Figure 2: Survey data remain upbeat

Source: Macrobond, Bloomberg

Source: Macrobond, Bloomberg

Uno. Dos. Tres?
In terms of NAFTA, Mexico is still in limbo. There has been progress in talks and the pace of
negotiations has increased but work still remains to be done. Officials will meet again on 7 May
and we maintain the view that a preliminary agreement will be thrashed out this month, but it is
fair to say that our conviction is relatively low. In the meantime, the US has extended its steel and
aluminium tariff exemption until the end of May. We have seen other developments with respect
to trade as well, with Mexico and the EU agreeing in principle to upgrade their trade agreement
that was originally signed back in 2000. Now, “practically all bilateral trade in goods will now be
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duty-free, including in the agricultural sector”. Although this deal is certainly a positive
development for Mexico, NAFTA remains key given that Mexico exports more than five times as
much to the US as it does to the top seven EU destinations combined. In addition to the trade
agreement with the EU, the Mexican Senate ratified the Comprehensive and Progressive TransPacific Partnership (CPTPP or TPP-11) making Mexico the first country of the eleven to ratify the
agreement. That said, it should be noted that the focus is not on goods and services but instead it
focuses on intellectual property, investment, financial services.

Elections
Regular readers will know that we have been expecting a sharp rally in USD/MXN. In fact, this year
we have been repeating the mantra “stay long MXN and collect the carry (interest rate differential)
but make sure to protect yourself against a sharp and sudden move higher”. Indeed, we have had a
non-consensus call for a move above 20 in Q2 and although we are not there yet, we think there
is room for USD/MXN to rally further as we head closer to the 1 July election date. We discussed
this and the election in our recent note.
Domestically, the 2018 Presidential election has been a talking point for many years and as we
stood at the end of 2017, we saw a potent cocktail of event risk in Mexico with NAFTA
negotiations and election campaigning running concurrently in 2018H1. At that time, however, we
were clear that to our mind the international markets would not focus on the election until the
likes of the Wall Street Journal and Financial Time started covering it in earnest. This, partly a
reflection of MXN’s role as a LatAm and EM FX proxy which often means that exogenous, rather
than domestic drivers, play the primary role in dictating MXN price action. This was exacerbated
by attractive carry that offset any risk that was in the immediate horizon. Indeed, this helped to
explain the divergence between options and spot and led to our MXN mantra that we cited
above. Elections are now in focus and attention is only likely to increase.
A look at Bloomberg’s Election Poll Tracker shows Andrés Manuel López Obrador (AMLO) well in
the lead. This tracker is a weighted index of 17 different polls. For the full methodology please see
here. As it stands, AMLO has a lead of 18.7pp over his next closest candidate, Ricardo Anaya of
the PAN. The current ruling party, the PRI, sits in third place with ex-Finance Minister, Jose Meade,
as the party’s candidate. AMLO’s performance thus far has been somewhat expected.
Approval ratings for President Peña Nieto of the ruling PRI party have been low for the past year
with the Consulta Mitofsky poll from February showing an approval rating of just 21% and a
disapproval rating of 69%. There is a familiar movement of people wanting a break from the
status quo, a movement we have seen across the world over recent years. The ruling PRI party
held power from 1929 to 2000 and was then re-elected in 2012 following 12 years under the PAN.
In short, the PRI has been about as status quo as it can get and so the 2018 election was always
going to be an uphill battle for the party. The choice of Meade as the Presidential candidate was
welcomed by the market but despite his previous position as Finance Minister, Presidential
elections are personality contests and Meade was not that well known amongst low income
households. AMLO on the other hand, is a big personality well known throughout the country,
having run for election in 2006 and 2012. Furthermore, AMLO’s left-leaning populist stance is
particularly appealing to lower income households.
The other dynamic playing in AMLO’s favour is the demographics of the voter base. As figure 10
shows, the voter base is very young. As a general rule of thumb, populist leaders tend to perform
better amongst younger voters. That is not a Mexican theme but a global one. That said, in
Mexico specifically, younger voters do not remember the impact of populist policies in the 1970s
which saw growth slump and the fiscal situation sour rapidly. That isn’t to say that AMLO as
President would trigger a similar chain of events but it is fair to say that markets have a negative
view of left-leaning populists and asset prices would likely reflect that should AMLO win.
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Election fears and global conditions hit the currency
The real has weakened about 6-7% so far in 2018 – standing amongst the bottom-performers in
the space of major currencies. The Brazilian currency has joined a volatile path, apparently
heading towards 3.55/USD, weakest value since mid-2016. In a recently published report, we
estimate that about half of the recent BRL weakness (i.e. since late January, when it reached
3.13/USD) stems from global drivers: notably higher US yields and wider EM credit spreads. Our
calculations also suggest that lower domestic interest rates (or carry gains) and increased anxiety
about the elections account for the other half.
While we continue to assume pro-reform political groups will come out victorious, the outlook for
this year’s presidential election remains as cloudy as ever. Judging by the results from a recent
nation-wide survey by Datafolha (just to pick one), voting intentions remained relatively
unchanged from previous months, with parties that are traditionally connected with economic
reforms still lagging behind. The data also suggests an apparently high number of swing voters.
We believe the results are still preliminary, as the campaign has not yet started and given that the
ballots and coalitions are still under discussion. These surveys will take on added as the campaign
kicks in.
Figure 1: Electoral survey – first-round voting for the broadest scenario (simulated list of candidates)
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We continue to project USD/BRL at 3.30 for the end of this year and 3.70 for the end of next year,
anticipating an election-led rally late in 2018 and further re-pricing of Brazilian assets as global
liquidity tightens in 2019. Our scenario analysis suggests that a range between 3.30-3.40 for
USD/BRL at end-2018 is consistent with a reasonable set of assumptions for both global and local
developments. We continue to believe that the greatest risk for Brazil FX ahead stems from the
elections, which we believe could prompt USD/BRL to cross above 4.00 later this year depending
on the signals about the likelihood of macroeconomic and budgetary reforms after the election.

Low core inflation continues to feed downside risks
Current data still evidence a broad-based CPI softness, on the back of huge economic slack,
anchored inflation expectations, and favourable price inertia. Recent FX weakness poses no threat
to the CPI dynamics, and risks still seem skewed to the downside.
In the latest piece of inflation data, the IPCA-15 rose 0.21% m/m in April. The headline stood well
below the average recorded for the month (0.54%), and we calculate a seasonally adjusted
monthly gain of 0.13% m/m. The annual rate was unchanged from March, and at 2.8% y/y this is
shy of the low end of the central bank’s target range (4.5% +/- 1.5pp). The composition still points
to well-behaved core inflation, with the seasonally adjusted quarterly changes of the three main
core gauges (IPCA-MS, IPCA-EX, IPCA-DP) running at 1.6% annualised (down from 2.1% in March),
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according to our own calculations. That is the lowest reading since November 1998. The softness
is also seen for underlying services (i.e. items more sensitive to the economic cycle): the trend for
this measure of cycle-sensitive prices picked up slightly to 2.5% q/q saar (from 2.3% in March). Yet
the figure remains close to its lowest levels since 2001, and also well below the BCB’s target range.
The seasonally adjusted diffusion index for the month fell to 47.5% from 52.4%; and the 3-month
average is still on a downward trend. This means a widespread softness across IPCA items.
We estimate a slight pick-up in headline inflation in the second quarter of the year, owing to a
normalisation in food-prices after a persistently deflationary path lately and hikes in electricity
costs. The latter is a result of changes in the flag and readjustments authorised for some states;
for details, see page 3 of this report). Taking these factors into account, we look for Q2 IPCA
inflation of 1.05% (nearly 30bps higher than previously). Our annual inflation projection remains
unchanged at 3.6%, as we are still counting on a fuel tax hike (CIDE) later in the year. Without the
CIDE hike, our inflation forecast would be 3.2%. For 2019 and 2020, we still expect IPCA at 4.0%
(with odds skewed to the downside for next year), meaning that a convergence to mid-target is
only due to take place at the end of the decade, should fiscal reforms pass in 2019.

Gradual recovery still proceeding
Overall, the high-frequency data from real activity has apparently underscored our expectation for
a gradual economic recovery and a sub-3% GDP growth this year. The IBC-Br –the BCB’s broad
activity index– rose 0.1% m/m (or 0.7% y/y) in February. This report summarises a batch of belowexpected, weakening data from the economy for late Q1 and early Q2. We see the economy
trending at an annual pace of 2% of late, with the data heralding a still gradual (yet broadening)
recovery. The carry-over for the IBC-Br index into 2018Q1 –i.e. assuming a flat sequential reading
for March– stands at 0.2% q/q, meaning an annualized growth of 1.0%. We look for a sequential
Q1 GDP growth of 0.5% q/q (i.e. 2% annualised), which is now becoming more of a consensus
number. In our view, that is consistent with our below-consensus full-2018 GDP estimate (2.2%
versus 2.75%).

BCB to keep its pledge to cut in May
In recent communications, central bank officials continue to signal a same flight plan for the short
term. In the last Copom statement and minutes (late March), the BCB saw another cut to 6.25% as
“appropriate” for the 15-16 May meeting. The Copom continues to see space to boost the
economy, as the recent FX depreciation poses no threat to the inflation outlook (expectations for
2019 are still edging further below the mid-target) and as economic activity shows no signs of
exuberance.
In our view, recent developments on inflation and activity have reinforced our interest-rate
scenario of ‘lower for longer’. Amid wide economic slacks created by the recession, there seems to
be a long way before the current economic recovery prompts concerns about demand-led
inflation. We project Selic rate moving back to neutral (i.e. after a 175-bp hiking cycle) only in
2020, while the market expects such a move (towards 8%) already in 2019.
Table 1: Brazil macro forecasts

2014

2015

2016

2017

2018E

2019E

Real GDP Growth - %

0.5

-3.8

-3.6

1.0

2.2

3.2

IPCA Inflation - %

6.4

10.7

6.3

2.9

3.6

4.0

11.75

14.25

13.75

7.00

6.25

6.25

2.66

3.96

3.25

3.31

3.30

3.70

Selic Rate - yearend - %
FX Rate (USD/BRL) - yearend
Source: Rabobank
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BoJ: guess what, no change
The BoJ held its monetary policy meeting on 26 and 27 April and the outcome was unsurprisingly
that no changes would be made to its monetary policy. More specifically, the BoJ kept its policy
rate unchanged at -0.1%, retained its commitment to purchase Japanese government bonds (JGB)
to keep the 10 year yield on these bonds at 0% and also made no changes to its asset purchase
programme.
One thing worth mentioning is that the Bank no longer has an explicit timeframe for achieving its
2% inflation target. More specifically, the following sentence was missing from the BoJ’s outlook:
“The timing of the year-on-year rate of change in the CPI reaching around 2 percent will likely be
around fiscal 2019.” This is the first time the Bank of Japan has not mentioned a specific timeframe
for achieving its inflation target since Haruhiko Kuroda became the central bank’s governor in
2013. Kuroda downplayed the removal noting that the BoJ has not changed its projected time
frame. However, one can imagine that the Bank is getting less confident in achieving its inflation
target in 2019.
Indeed, core inflation (excluding fresh food) has been “stuck” between 0.8% and 0.9% in the past
6 months (figure 1). The March figure came in at 0.8% y/y, which partially reflects lower energy
inflation and partially a stronger yen in early 2018 (figure 2). Going forward we remain sceptical
about a strong inflation pick up in Japan given its structural problems such as ageing, weak
economic growth, deeply entrenched low inflation expectations and limited ability for wage
increases due to competitive pressures. Thus, we maintain our view that the BoJ will likely be one
of the last major central banks to start tightening its monetary policy.
Figure 1: Core inflation remains tepid

Figure 2: Not helped by Yen strength in early
2018
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Abe is facing difficulties, but will still likely win the elections
Prime Minister Shinzo Abe’s popularity has taken a hit in the past two years as several scandals
have surfaced, casting a shadow over him and his cabinet (figure 3). The first one is the Moritomo
scandal, which involves the purchase of land in Osaka by kindergarten ‘Moritomo Gakuen’ for a
large discount (about a tenth of the likely market price) from the Japanese government. Allegedly,
the large discount to the purchase price was related to ties between the school’s operator,
Yasunori Kagoike, and Abe and his wife (who was initially named the school’s honorary
principle).The scandal has recently resurfaced after a Japanese newspaper accused Japan’s
Ministry of Finance to have changed documents related to the scandal before releasing them for
scrutiny by lawmakers.

33/46

RaboResearch | Monthly Outlook | 03-05-2018, 13:29
Please note the disclaimer at the end of this document.

The second scandal is the Kake scandal, which also involves special treatment by the Japanese
government for one of Abe’s friends (namely to open a veterinary school). The third and fourth
scandals are a sexual harassment case against a Ministry of Finance official and an accusation
towards Education Minister Yoshimasa Hayashi’s about the use of an official ministry car to visit a
yoga studio with a questionable reputation.

(Non)approval rating (0-100)

Figure 3: Cabinet approval ratings: wrong one up right one down
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Source: Macrobond

Although these scandals have caused Abe’s popularity to drop substantially, he is still likely to win
elections in September this year. Economic growth has picked up under his reign, although less
than expected, and inflation, although still a long way from 2%, is positive and has remained so
for the past 15 months. Moreover Abe is still popular within his Liberal Democratic Party and the
business community. Meanwhile, the opposition is weak and polls indicate that it has not gained
the voters Abe might have lost.
Finally, Abe could bolster his popularity by talking with North Korean leader Kim Jong-un, the
chances of which have now increased as both sides have an incentive to meet. Kim may try to
leverage the positive momentum from his recent meeting with South Korean president Moon Jaein and his upcoming meeting with US President Trump. Abe would like to use the meeting to
bolster his foreign policy credentials. However, if a meeting between Abe and Kim does not lead
to concrete results (for example information on or release of abducted Japanese by North Korea),
Abe’s approval ratings will be damaged further, increasing the chances that he loses the elections.
If Abe does not get elected, Japan will face a period of policy uncertainty. This could, for example,
hurt the already weak consumption, hamper the already tepid growth and could also hurt investor
sentiment. Domestic uncertainty might also lead to a weaker yen, although JPY movements have
recently been driven more by regional safe-haven demand than domestic politics.
Table 1: Economic forecasts

2016

2017

2018

Q3/17

Q4/17

Q1/18

Q2/18

GDP

1.0

1.7

1.3

0.6

0.4

0.2

0.2

Consumption

0.3

1.0

0.8

-0.6

0.5

0.2

0.2

Investment

1.2

2.6

1.3

1.0

0.2

0.5

0.6

Government

0.5

0.5

0.6

-0.2

-0.1

0.1

0.2

Trade

0.3

2.5

0.6

2.0

0.1

0.1

0.0

Inventories

0.0

0.0

0.0

-0.1

0.1

-0.1

0.0

CPI (% YoY)

-0.2

0.5

0.6

0.6

0.9

0.9

0.9

3.1

2.8

2.9

2.8

2.8

2.7

2.8

Unemp. %rate
Source: Rabobank
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As good as it got
China’s 2018Q1 GDP printed at 6.8% y/y, perfectly in line with expectations, showing no sign of
deceleration from 2017Q4. Moreover, retail sales growth was 10.1% y/y in March, industrial
production was 6.0%, and fixed asset investment was 7.5%. In short, a strong set of data
suggesting that there are no problems at all with the Chinese economy.
Imagine the surprise then when shortly afterwards the PBoC slashed the reserve requirement ratio
(RRR) for banks by 100bp to 16% effective 25 April, releasing CNY 900bn in extra lending capacity
on the part of the traditional banking sector (see figure 1). This was only the second time that we
have seen the RRR cut that aggressively, the last one being back in April 2015 at a time when the
economy was experiencing an obvious slowdown. Indeed, with periodic pauses the RRR has
declined steadily from a peak of 21.5% in late 2011 and is now at a level last seen in February
2010, when China was just turning the corner from the Global Financial Crisis. Moreover, an
unidentified source has been quoted by the media as stating that the ratio will be cut again
ahead, which could potentially take it to an even lower level than the 15.5% it stood at during the
global recession of 2009. Of course, the RRR could even be cut further still: in early 2007 it was 9%
– doing that could free up CNY 6.3 trillion (USD 1trn) in new lending capacity. Yet the question
needs to be asked: why is China doing this when everything looks to be going so well for it already?
Figure 1: RRRolling over

Aggregate financing, cumulative
12M rolling, USD trn

25%

Figure 2: I’ve got my orange crush
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Officially, the reserve requirement ratio cut was to help banks repay facilities that the PBoC had
made available, and hence was more neutral for liquidity than it looked. Yet it coincides with
China coming as close as it ever does to admitting things are getting tricky. On 25 April the
Politburo announced it will “strive” to achieve this year’s economic target of GDP growth around
6.5% y/y, for which “hard work” was going to be needed; underlined that domestic demand
needed to be boosted; called for “bolder reform and opening-up efforts and timely implementation
of major opening-up policies”; talked of deleveraging once again; and stressed the need to reduce
financing costs for businesses.
In short, an economy that just grew 6.8% (above what some see as sustainable) and where retail
sales growth was 10.1% y/y is worried enough to want to boost domestic demand. Will it lean
towards fiscal stimulus when the fiscal deficit is already 13% of GDP according to the IMF? Will it
try to stimulate the huge housing bubble that is already raising risks from rising household debt,
and which is swallowing up purchasing power as income flows to mortgage payments and away
from consumption? Will it push for more bank lending via RRR cuts even as we talk of
deleveraging? And will we see lower business-loan rates coincide with concurrent efforts to
encourage banks to free-up their deposit rates to attract more funding? (Including via potentiallyrisky classes such as structured deposits!) Hopefully one can see the wild contradictions inherent
in all of this.
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What is equally evident is the following: China cut the RRR because it is trying to rotate the
channels used for constant credit expansion away from the Wild East of shadow banking and
towards the vanilla state-owned banking sector (see the orange area in figure 2). It needs to do
that to rein in some obvious excesses –too late many might say– and also to deal with a worrying
trend: the new loan to new deposit ratio at Chinese banks is very high year-to-date. Even though
the overall loan-deposit ratio was far lower at around 74% in 2017Q4, the recent trend shows
severe funding pressures and points the way to real problems – especially if banks will have to ‘fill
the credit gap’ left by dialling down on the excesses of shadow banking.
What’s even worse is that although one hears a lot about China’s “deleveraging”, what this has so
far meant is pushing up nominal GDP and Produce Price Inflation (PPI) via stimulus to key
commodity prices: yet that rabbit can’t be pulled out of a hat twice, and with PPI inflation back
down to 3.1% y/y Chinese businesses will need lending rates to decline sharply ahead if they are
to continue to benefit from “deleveraging” and negative real rates of borrowing.
Then consider the global backdrop to all this and things look worse again. We continue to tiptoe
towards a damaging US-China trade war; the US delegation due in Beijing this week might
represent the last chance to avert one – or the EU may join the US side. Yet even if the direct loss
of US exports is only a marginal threat to China’s GDP growth, recent US actions against China’s
ZTE conglomerate and news that the giant Huawei is also under criminal investigation for
allegedly breaking Iranian sanctions point to this being more than just an issue over tariffs: it
looks far more like a strategic choice on the part of the US to try to prevent China achieving its
new technology 2025 goals. Given they are necessary to ensure that nominal GDP growth is
sufficiently high for China to escape the mountain of debts it otherwise risks being buried under,
Beijing will surely not allow that challenge to go unanswered, regardless of the risks ahead.
Is it therefore any surprise therefore that China’s bond yields are trending in the opposite
direction to the rest of the world? Despite a recent mini pick-up, 10-year yields were 3.62% at
time of writing, having started the year at 3.90%, and as PPI goes lower, so will they. Just imagine
how USD/CNY will react if we were to see Chinese yields trade through the US in 2018, and
especially if that coincides with a trade war reducing China’s FX earnings sharply, and perhaps
even nudging it towards a balance of payments deficit and net capital outflows. We’ve seen that
movie before, although it wasn’t allowed to run through to the end; this time it might.
In short, Q1 growth was good, but a slowdown probably lies ahead; and China might use more
stimulus to compensate for a tougher global backdrop, but that will only compound its domestic
problems – and ultimately raise its economic vulnerabilities. Therefore, while bond yields track
lower not higher and USD/CNY is still stable for now, longer term risks are clearly rising.
Table 1: Economic forecasts

2017

2018

2019

Q4/17

Q1/18

Q2/18

GDP

6.9

6.5

6.2

6.8

6.8

6.6

- Primary

3.9

3.2

3.0

4.5

3.4

3.4

- Secondary

5.4

5.0

4.8

4.7

6.0

5.5

- Tertiary

7.3

7.2

7.0

7.2

5.9

6.5

10.3

10.0

10.1

9.9

9.8

10.0

Exports

5.0

4.3

4.2

9.1

9.0

7.5

Imports

4.2

3.5

3.8

10.2

11.0

8.0

CPI (% YoY)

1.6

2.0

2.2

1.8

2.1

2.2

Retail sales

Source: Rabobank
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The virtuous circle of glorious inaction?
The Q1 CPI data were the latest in a long series of supposedly pivotal numbers that arrive at
unbearably long intervals (every three months) and yet which tell us very little that we really need
to know. After all, headline CPI was weaker than expected at 0.4% q/q and 1.9% y/y, so back
below the RBA’s target band again. This was arguably bullish for bonds. However, the alternative
trimmed mean and weighted median inflation measures were both slightly stronger at 1.9% and
2.0% y/y. So is there anything there for the RBA to worry about either way?
That’s extremely doubtful given that the Reserve Bank generally doesn’t seem willing to budge
from its ‘everything will come up roses over the medium term’ approach regardless of what is
thrown at it. Even as the Royal Commission on Banking and APRA move towards a clamp-down
on loan-to-value ratios for household mortgages –a move that will automatically withdraw a huge
amount of potential purchasing power from a housing market that is already showing the first
signs of a slowdown– the RBA’s Kent gave a public speech which basically said “Aussie subprime is
contained”. That’s not to suggest that a new Aussie-centric GFC lies around the corner – merely
that the RBA are not going to be easily shaken out of their mind-set that the economy is sound,
housing is invulnerable, and that the next move is up, eventually, and “will shock”. That is a song
they have been singing for some time, and they clearly like it a lot. The market is still humming it
too given one and a half 25bp hikes priced in over 12 months and 2-year yields over 2% (see
figure 1).
By contrast, my tune remains that the real shock will be if the next rate move is up – but, yes,
nothing is likely to happen for some time yet. Nonetheless, with US Treasuries poking above the
psychological 3% level we have naturally seen Aussie bonds follow suit: 10-year Aussie yields
soared from 2.58% all the way to 2.87% before retracing slightly from end-March to end-April. Yet
that just repeats a saw-tooth pattern we’ve now seen several times since late-2016. During that
period the 10-year yield has traded a 2.35%-2.98% closing range, and arguably we would need to
see a clear break through 3% locally, as in the US, to suggest we are moving sustainably higher
(see figure 2). Is that possible? Possibly – but will it be the US and not local dynamics as a driver if
we do see that development? Local inflation really doesn’t seem to be shouting for it, after all.
Figure 1: One and half lumps, please

Figure 2: 3% again a barrier?
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Let’s also not ignore the geopolitical backdrop, something that I perhaps dwell on more than
most, but only because the potential downside risks are so great. Indeed, we now enter a month
where we could see: a US-EU trade spat; or a US-EU vs. China trade war; a US-China trade war
regardless; rising tensions in the Middle East over Iran; and the same in Korea as a Trump-Kim
summit looms. Even the RBA’s last set of minutes noted that “the possibility of an escalation in
trade restrictions represented a risk to the global outlook that needed to be monitored closely.”
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Meanwhile, we are certainly seeing some of the bearishness towards AUD long displayed here
finally echoed in the markets again. Indeed, since the end of March we’ve seen AUD drop 3.5%
from its peak and 2.1% overall to sit in the middle of the 0.75-0.76 range. With the US-China
economic and political backdrop likely to remain volatile; with China itself warning of a risk of
slowing growth ahead; and with the Fed still set to keep hiking, surely that 0.75 level will not
remain untested for long. Can it hold?
If not, the next big barrier on the way down would then be 0.7345, a level last hit around a year
ago; and then we would open up a channel all the way back to the 0.7183 seen at the end-2016;
and perhaps even to the 0.6864 of early 2016. Of course, that’s assuming USD were to continue to
build a headwind, and our house view remains more sanguine at 0.74 over the next 12 months,
heading towards 0.70 over the next 24 months. Regardless, it seems hard to make a strong case
for AUD to rally from current levels failing some unexpected development that is particular only to
the US: anything suggesting that US and by that global growth is set to wobble would likely still
be USD positive versus AUD.
Ironically, of course, the more work that AUD does, the less the RBA actually has to do. In fact the
Reserve Bank is rewarded for sitting there expecting good times ahead as subsequent currency
depreciation does some of the heavy lifting for it. The more the RBA sits there happy with not
doing anything and a weaker AUD, the more Aussie bonds should logically be expected to outperform those of the US – note that US 10y Treasuries had risen 55bp year-to-date at time of
writing while Aussies had risen 15bp. Moreover, a positive USD-AUD 10-year yield spread of 19bp
is then a further argument for a weaker AUD!
In short, is this a virtuous circle of glorious inaction?
Table 1: Economic forecasts

2016

2017

2018

Q3/17

Q4/17

Q1/18

Q2/18

GDP

2.3

2.3

2.3

0.7

0.4

0.5

0.7

Consumption

2.9

2.7

2.1

0.5

1.0

0.3

0.4

Investment

-3.0

0.4

-0.2

2.9

-1.1

0.5

0.6

Government

3.8

3.6

3.0

0.2

1.7

0.5

0.6

Trade

1.2

0.4

0.8

-0.3

-0.5

0.2

0.2

Inventories

0.0

0.0

0.0

0.0

0.0

0.0

0.0

CPI (% YoY)

1.3

2.0

2.0

2.0

2.0

2.0

2.0

Unemp. %rate

5.8

5.6

5.7

5.6

5.6

5.7

5.7

Source: Rabobank
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Korma just turned into Vindaloo
On 19 April, the RBI published distinctly hawkish minutes, stating that the weak inflation seen in
Q1 contains a strong seasonal component. Moreover, rising oil prices, fiscal slippage, higher rent
allowances for civil servants, minimum support prices for agricultural crops and sticky core
inflation all contribute to inflationary risks. The altered signals by the RBI in combination with
global uncertainty due to looming trade wars and climbing US yields beyond the magical 3%
barrier all have spiced up the Indian economic dish quite a bit. To add more fuel to the fire: oil
prices continued their surge just when everyone was expecting a stabilisation. Brent is now
moving in the range USD 73 to 75/bbl. Meanwhile, markets seem to have difficulties digesting it
all. Just after the release of the minutes, Indian 2-year yields spiked from 6.9% to 7.3%. The rupee
has plunged from USD/INR 65 at the beginning of this month to almost 67 at the moment of
writing (figure 1). And, finally, markets have priced in a 25bp hike in both July and November from
a solitary 25bp hike in 2018 earlier. The hawkish minutes more or less gives credibility to our
stance that inflationary pressure is building and the RBI will be forced to hike earlier than many
economists are expecting (see here). For now, we maintain a cautionary approach with our
forecast of a 25bp hike in Q4 of this year, given the RBI’s previous reluctance to hike. We may
bring forward our call depending on high frequency data releases and other new information.
Figure 2: Will the current account deteriorate?
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Figure 1: INR plunges and oil prices surge
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Who is going to pay the bill?
Unfortunately, not liking a spicy dish in a restaurant doesn’t indemnify one from the obligation to
pay for the meal. And given the current developments, this might become problematic. The
upward movements of oil prices and INR weakness will have negative implications for India’s
current account deficit (see figure 2). If oil prices remain elevated, we expect the current account
deficit to deteriorate to -2.0% in fiscal year 2018/19 (from -1.5% expected earlier) and -2.3% in
fiscal year 2019/20 (-1.9% forecasted earlier). To plug these deficits, India needs external
financing. Although we expect that FDI will remain high due to improving domestic economic
conditions, the prospect of a deteriorating current account deficit will result in a depreciating INR,
which will lead to lower portfolio investment and, via a feedback loop, put further downward
pressure on the INR. These portfolio investments might decline even further if the Fed speeds up
its monetary tightening cycle due to higher inflationary pressure. An ill omen in that respect is the
rise in average annual earnings in the US, which were up by 2.7% (y/y) in March. In case the Fed
puts monetary tightening in higher gear, India might miss out on USD 22bn of portfolio
investment up to 2022 (see figure 3 and here). Although this amount seems limited, the
consequence might be that India will be confronted with a shortfall of USD 17bn to meet its
external finance requirement... this year already.
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Figure 3: Acceleration of Fed tightening cycle would result in 22bn loss of portfolio flows
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Water anyone?
April means that we are again in pre-monsoon season in India. New research by the Indian
Institute of Tropical Meteorology showed that the Indian monsoon is changing radically (see
here). The number of days of extreme rainfall (over 150mm of rain a day) has almost tripled
between 1950 and 2015. These uneven monsoon events might result in central India facing
excessive rainfall and even flooding again this year, while other provinces in the north and south
will cope with a shortfall. So, asking the waiter in the restaurant for a glass of water to wash away
the overpriced burning Vindaloo might result in a bucket of water being poured over one’s head.
Not really surprising that this would scare off most customers (i.e. investors), right? Besides, it is
well-known that drinking water doesn’t help to wash away the heat of spicy food. Water is a polar
substance which will only spread the non-polar capsaicin in your mouth, enhancing the heat.
Instead, one should drink other non-polar substances to dissolve the capsaicin, such as milk. This
brings us back to food prices, which could be facing significant upward pressure in case of a bad
monsoon. And this event is not accounted for in our inflation forecast, which we believe will
already take off to 6.2% in the third quarter of this year (Table 1).

Outlook remains positive
Although markets and investors might have problems eating a spiced up dish, many Indians are
used to a nice spicy meal. Hence, we believe domestic dynamics are very strong and external
volatility won’t derail the current economic recovery (table 1). Private consumption is expected to
gain further traction and both private and public investment will remain robust. Given the current
developments, we believe growth could even end up being as high as 8.2% in the third quarter.
Table 1: Economic forecasts, fiscal year

FY2017

FY2018

FY2019

Q1/18

Q2/18

Q3/18

GDP

7.1

6.6

7.9

7.2

7.3

7.6

8.2

Consumption

4.1

3.5

4.2

3.3

3.5

4.3

4.5

Investment

3.1

2.1

2.3

3.7

2.1

2.2

2.3

Government

1.2

1.2

2.2

0.6

2.0

2.4

2.2

Trade

0.2

-1.1

-0.3

-1.4

-0.9

-0.4

-0.4

-1.5

0.9

-0.5

0.6

0.6

-0.8

-0.4

4.5

3.7

5.9

4.6

4.9

5.7

6.2

Inventories
CPI (% y-o-y)
Source: Rabobank
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Forecasts
Table 1: Economic Forecasts

2017

2018

2019

United States

2017

2018

2019

Eurozone

GDP growth

2.3

2.7

2.3

GDP growth

2.5

2.4

2.0

Inflation rate

2.1

2.3

1.8

Inflation rate

1.5

1.5

1.7

Unemployment rate

4.4

4.2

4.3

Unemployment rate

9.0

8.4

8.0

Japan

United Kingdom

GDP growth

1.7

1.3

GDP growth

1.7

1.2

1.1

Inflation rate

0.5

0.6

Inflation rate

2.7

2.7

2.2

Unemployment rate

2.8

2.9

Unemployment rate

4.4

4.4

4.8

China

The Netherlands

GDP growth

6.9

6.5

6.2

GDP growth

3.2

3.1

2.2

Inflation rate

1.6

2.0

2.2

Inflation rate

1.3

1.6

2.6

Unemployment rate

n/a

n/a

n/a

Unemployment rate

4.8

4.0

3.8

Source: Rabobank

Table 2: Swap rate forecasts

3 May

3M

6M

12M

USD

3M

6M

12M

0.00

0.00

0.00

0.00

EUR

Fed funds target

1.75

2.00

2.25

2.25

ECB refi rate

3m Libor

2.36

2.61

2.78

2.78

3m Euribor

-0.33

-0.31

-0.29

-0.26

2y swap

2.74

2.47

2.50

2.55

2y swap

-0.14

-0.15

-0.10

0.00

5y swap

2.91

2.67

2.65

2.60

5y swap

0.39

0.40

0.55

0.60

10y swap

2.99

2.85

2.82

2.70

10y swap

0.99

1.00

1.10

1.20

30y swap

3.01

2.80

2.75

2.55

30y swap

1.54

1.50

1.60

1.60

JPY

GBP

Base rate

-0.08

-0.08

-0.08

-0.08

Base rate

0.50

0.75

0.75

1.00

3m Libor

-0.03

-0.03

-0.03

-0.03

3m Libor

0.70

0.78

0.95

1.03

2y swap

0.05

0.05

0.05

0.05

2y swap

1.05

1.14

1.21

1.34

5y swap

0.11

0.05

0.02

0.00

5y swap

1.35

1.45

1.51

1.64

10y swap

0.26

0.17

0.15

0.10

10y swap

1.58

1.52

1.61

1.75

20y swap

0.62

0.50

0.45

0.40

30y swap

1.68

1.76

1.83

1.93

MXN

TRY

Overnight rate

7.50

7.50

7.50

7.25

late liq. Window

13.50

14.50

14.50

14.50

3m swap

7.64

7.62

7.62

7.26

3m TRY Libor

14.91

15.00

15.00

15.00

2y swap

7.70

7.78

7.77

7.48

5y swap

7.55

7.67

7.66

7.42

10y swap

7.84

7.85

7.84

7.60

30y swap

8.28

8.15

8.14

7.90

3m Wibor

1.70

1.74

1.77

2.06

2y swap

1.89

1.90

1.90

1.90

5y swap

2.43

2.40

2.40

2.40

10y swap

2.92

2.90

2.90

2.90

BRL
SELIC target

PLN
6.50

6.25

6.25

6.25

Source: Rabobank
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Table 3: FX forecasts

3 May

3M

6M

12M

Majors

3 May

3M

6M

12M

Central and Eastern Europe

EUR/USD

1.20

1.20

1.19

1.18

EUR/CZK

25.57

25.40

25.30

25.10

GBP/USD

1.36

1.36

1.34

1.40

EUR/HUF

313.9

315.0

315.0

315.0

USD/JPY

109.5

109.0

110.0

110.0

EUR/PLN

4.27

4.30

4.30

4.35

USD/CAD

1.28

1.27

1.28

1.30

EUR/RON

4.66

4.70

4.70

4.70

AUD/USD

0.75

0.75

0.75

0.74

EUR/TRY

5.03

4.88

4.76

4.72

NZD/USD

0.70

0.70

0.70

0.68

EUR/RUB

75.99

74.65

71.40

66.08

EUR/CHF

1.20

1.19

1.20

1.20

Asia

EUR/NOK

9.65

9.50

9.40

9.20

USD/CNY

6.35

6.40

6.45

6.70

EUR/SEK

10.61

10.50

10.30

9.80

USD/HKD

7.85

7.85

7.85

7.85

EUR/DKK

7.45

7.44

7.45

7.45

USD/IDR

13,939 14,000 14,200 14,400

USD/INR

66.58

Latin America
USD/BRL
USD/MXN

67.50

67.70

68.00

3.55

3.45

3.35

3.40

USD/MYR

3.93

3.94

3.98

4.05

18.96

20.50

20.00

19.50

USD/THB

31.65

32.30

32.40

32.92

Source: Rabobank

Table 4: Commodities forecasts

Unit
Agri Commodities

3 May

2018Q2

2018Q3

2018Q4

2019Q1

.

Wheat (CBOT)

USD/bu

523.50

480.00

470.00

470.00

475.00

Wheat (Matif)

EUR/t

177.00

170.00

168.00

173.00

175.00

Corn

USc/bu

404.50

370.00

390.00

370.00

380.00

Soybeans

USc/bu

1,045.00

1,030.00

1,025.00

1,000.00

980.00

Soy Oil

USc/lb

30.62

32.20

33.00

32.50

32.50

Soymeal

USD/tn

398.50

355.00

345.00

330.00

325.00

Palm oil

MYR/t

2,335.00

2,500.00

2,420.00

2,400.00

2,400.00

Sugar

USc/lb

11.66

13.20

14.10

14.50

14.70

Coffee (ICE)

USc/lb

124.65

124.00

133.00

133.00

133.00

Coffee (Liffe)

USD/t

1,814.00

1,810.00

1,850.00

1,850.00

1,850.00

Cotton

USc/lb

84.99

80.00

75.00

72.00

70.00

Brent

USD/bbl

73.57

70.00

72.00

68.00

64.00

WTI

USD/bbl

68.17

65.00

68.00

64.00

60.00

Energy

Source: Rabobank
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