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In case you missed it: Deal or no deal?
Is a Brexit deal finally within reach? EU Brexit negotiator Michel Barnier
said this week that the bloc was willing to offer an unprecedented
partnership to the UK. We explain what this means for the pound and
why it makes sense for Europe, which is facing its own set of
challenges in the form of a 'silver tsunami'
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Article | 29 August 2018 FX

GBP: Barnier’s Brexit Boost
GBP markets were caught off guard as the EU's Brexit negotiator
Michel Barnier said they were "ready to propose a partnership the likes
of which…

Source: istock

Leveraged funds that are short GBP could bail on more positive
Brexit headlines

Source: ING, Macrobond, CFTC. Note: Positioning data as of 21 Aug 2018
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Summary: Chasing GBP lower on no deal Brexit risks
becoming highly unattractive
While the politically-infested pound has been living on a prayer in recent weeks, we
think that a lot of bad news is now priced in – such that risk-reward no longer favours
chasing the marginal pricing in of no deal Brexit fears. The pound's sharp 0.7-0.8% rally in
response to Barnier's somewhat constructive comments (albeit the rest of the rhetoric
towing the usual EU party line) reflects this risk-reward trade-off. Given the extent to which
leveraged funds have turned short GBP in recent months (see chart above), we feel that GBP
will now be more sensitive to constructive Brexit headlines – versus being vulnerable to
negative (or status quo no deal Brexit) noise. More positive Brexit headlines could see
leveraged funds further bail on their short GBP positions; a neutralisation of GBP positioning
would see GBP/USD moving back to the 1.31-1.32 area (EUR/GBP back to 0.88-0.89).

Indeed, when it comes to Brexit and the currency, talks between the UK and the EU are not
necessarily the primary short-term risk. In fact, some investors may have found comfort
from the UK-EU talks – especially as it was clear that the EU isn’t actively looking to push the
UK off any Brexit cliff edge (which makes sense given that a no deal Brexit would be
somewhat damaging to both economies).

The inherent willingness of both sides to find a Withdrawal Deal solution should serve as a
bit of a backstop to the degree of no-deal Brexit risks priced into the currency. But when it
comes to GBP and political risks, it is far too early to signal the all clear; the biggest test for
the pound will be the return of a divided UK parliament from their summer recess and the
upcoming Party Conference Season. A murky UK political backdrop may continue to put a
dampener on GBP upside in the near-term – but we do think that a good chunk of Brexit
negativity is priced in and look for a stable, albeit Brexit-headline-sensitive, GBP.

Below we reiterate some of our short-term and medium-term views – as well as our Brexit
scenario analysis matrix.

Short-term outlook: UK politics is the biggest stumbling block
for the pound
We believe the politics will continue to outweigh the economics for GBP in the short-term –
especially if the Brexit strategy of UK government remains one that is seemingly trying to fit a
square peg in a round hole. Only a concrete resolution between UK and EU officials over the Irish
backstop dispute – which would effectively finalise the Withdrawal Agreement and significantly
reduce the odds of ‘No Deal’ Brexit – would trigger a material move higher in GBP over the coming
months.

There are two probabilities for GBP investors to consider: (1) the perceived odds of a no-deal and
(2) the actual odds of a sudden regime shift in the UK-EU trading relationship:

The perceived odds of a no-deal Brexit have materially increased – and this is likely to1.
keep GBP under pressure in the near-term as politicians take Brexit towards the brink of a
cliff-edge. There are signs that GBP markets are already pricing in a large degree of political
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uncertainty (GBP’s reduced sensitivity to macro data surprises and relative interest rates; a
pick-up in short GBP positioning; the breakdown in high-frequency correlation between
EUR/USD and GBP/USD).
But we still feel the actual odds of a cliff-edge Brexit are significantly lower – with2.
economic logic to triumph over political ideology in the end. The odds of a sudden
economic regime shift – and a sudden switch to WTO trading rules between the UK and EU
is a highly improbable scenario in our view. We still believe that this outcome will be avoided
at all costs by politicians – and if this is the case, then we do not subscribe to the idea of
another sharp Brexit-related GBP depreciation over the coming months (not least given that
we’re already at weak levels).

Medium-term outlook: Look for GBP to move sharply higher
once structural Brexit risks fully fade
While we are short-term GBP bears, we remain constructive on the medium-term prospects for
GBP – given our house-view that a politically acceptable withdrawal deal will be struck between
the UK and EU.

Based on the BOE’s latest r* estimates, we note that the term structure of UK interest rates is
around 75-100 basis points too low right now. Long-term UK interest rate expectations will
remain distorted by Brexit no-deal risks in the immediate future – and any sustained shift higher in
the UK curve won’t transpire until some of these Brexit tail risks have been concretely taken off the
table. Indeed, throw into the mix the unique Brexit uncertainties surrounding the UK economy –
and this renders r* an almost redundant factor for UK rate markets right now. Indeed, when we
think about the conceptual factors that drive r* – demographics, productivity, fiscal policy, savings-
investment imbalances, demand for safe assets – one could argue that these would look
inherently different in a ‘soft’ versus ‘hard’ Brexit world.

We’ll also need to see actual signs of a UK economic recovery – and positive UK data surprises
over coming months could also lift short-term domestic rates and the pound. Our medium-term
bullish GBP view – which sees GBP/USD at 1.40 (EUR/GBP 0.85) at the turn of the year – is partly
based on this structural re-pricing UK interest rates driven by a fading Brexit risk premium.

ING's GBP Brexit scenario analysis matrix

Source: ING FX Strategy
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Report | 30 August 2018

The silver tsunami is almost upon us
Eurozone growth is being threatened by several structural challenges,
not least an ageing population. And that's going to add yet more
challenges to…

Elderly people in Paris protest against a proposed pension reform, September 2017
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Article | 31 August 2018 United States

US: Still feeling it…
Consumer confidence has improved again in August as the strong jobs
market, massive tax cuts and buoyant asset prices keep households in
the mood to spend

Source: iStockphoto

The final reading of August University of Michigan consumer confidence has improved to 96.2 from
the preliminary figure of 95.3 and suggests households remain very positive on their own personal
situation and that of the US economy. This follows from last week’s Conference Board measure,
which rose to an 18 year high. However, the chart below shows there is some divergence between
the two series emerging right now, which we should keep an eye on.

With the jobs market going from strength to strength and tax cuts putting more money in peoples’
pockets, there is a strong appetite to spend. Rising home and equity market prices are also
boosting household wealth, so it is little surprise to see optimism is at such strong levels. The only
thing missing is wage growth, which continues at a subdued 2.7% rate - slower than headline
inflation of 2.9%. If we can see the pay story improve (we look for wage growth to pick up to 2.8%
next Friday) this could see sentiment hit new record highs.

As such we expect consumer spending to remain a key driver of US economic activity. Consumer
spending rose at an annualised rate of 3.8% in 2Q18, and we look for another 3% figure in Q3,
helping to fuel full year US GDP growth of around 3%. With annual inflation at or above 2% on the
headline and core (ex-food and energy) measures this suggests the Fed will continue hiking rates
in a “gradual” fashion. We look for both a September and a December Fed rate hike with two
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further moves next year.

US consumer confidence measures - 2000-2018

Source: Macrobond
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Article | 28 August 2018 FX | Sweden

Sweden: Krona at multi-year low and
decline isn’t over yet
SEK continues swimming naked. Despite reaching a new multi-year
low vs the EUR, we look for further SEK weakness (to EUR/SEK 11.00) as
both domestic and…

A new multi-year low
EUR/SEK broke above the May high of 10.6960 reaching the highest level since 2009. This is in line
with our bearish SEK view and our non-consensus target of EUR/SEK 11.00 by the year-end.

Read Swedish Krona: Swimming naked?

https://think.ing.com/%7Bpage_1767%7D
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SEK risk premium still below February / March 2018 levels

Source: ING

Domestic and external factors are still SEK negative
As per Swedish elections: Muddy waters, we see the Swedish krona very vulnerable in the current
environment as both domestic and external factors point to more SEK weakness. On the domestic
side, the upcoming elections on 9 September should keep SEK risk premium in place (and even lead
to further widening as the SEK discount vs EUR remains lower compared to the episodes earlier in
the year – as shown in Figure 1.

In addition:

the dovish Riksbank (we don’t expect the central bank to provide help to the battered SEK on
the 6th September meeting – if anything we see a risk of a modestly dovish language),
slowing economy (as per today’s very weak July retail sales),
deteriorating Swedish current account vs EZ (Fig 2), and
cheap funding costs

should all keep SEK under pressure for the remainder of the year.

On the external side, the spectre of trade wars is a clear negative for SEK as Sweden is a small open
economy, thus vulnerable to concerns about the direction of the global trade.

https://think.ing.com/%7Bpage_3185%7D
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Swedish current account advantage deteriorating

Source: ING, Macrobond

SEK to continue underperforming NOK
In the relative value space, we continue to favour long NOK/SEK positions as (a) elections will weigh
on SEK and (b) the Norges Bank rate hike in September will support NOK. NOK/SEK to break above
the 1.10 level rather soon.

SEK is cheap but lacks a catalyst for a reversal

Source: ING

SEK is cheap but no catalyst for a reversal
While we recognise the SEK medium term undervaluation vs EUR (13% based on our BEER
valuation framework – as per Fig 3) - at this point there is a little catalyst for this mis-
valuation to be corrected. 

As is the case for sterling or the Turkish lira – two prime examples of undervalued currencies
both in the G10 and EM FX space, where the sharp mis-valuation is unlikely to correct in the
absence of a profound catalyst.
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Snap | 31 August 2018

Eurozone core inflation declines to 1%
and becomes a bigger worry for ECB
Headline inflation drops to 2%, but the real story is core inflation falls
back to 1%. The ECB will monitor this carefully in the coming months
as core…

Source: Shutterstock

Headline inflation remains elevated due to the energy price jump in the first half of the year,
causing energy price growth to be 9.2% in August. This effect has started to slowly fade out of the
inflation rate, meaning that inflation will slip below target in the months ahead. Core inflation is
therefore much more interesting to look at. For a sustained higher inflation rate, it needs to move
up, and the much-anticipated acceleration has so far failed to happen.

There is hope for higher core inflation though. Perhaps the most interesting data point to come out
this summer was Eurozone negotiated wage growth, which jumped from 1.7% to 2.2% year on
year in Q2. This significant acceleration brings wage growth to a pace last seen in 2012 and gives
the first indication that the long labour market recovery is starting to lead to increasing wage
pressures. Still, while concerns about the ECB being behind the curve have already been voiced,
today’s core inflation reading suggests the contrary.

In the coming months, the question remains whether businesses will dare to increase prices
on the back of higher wage growth in times of weakening business confidence. Surveys
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indicate slower expected price growth in the months ahead as global economic uncertainty
has impacted the business outlook. 

The European Central Bank needs improved core inflation to stay on track for its conditional
path towards the end of quantitative easing in December and a rate hike at the end of
summer 2019.
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Article | 29 August 2018 France

France: Hard times for Macron
The last consumer spending figures were weak in July, while consumer
confidence declined in August. The economic situation is not helping a
government…

President of France

Household spending showed signs of weakness in July
Figures published this week by INSEE showed that household spending increased by a limited 0.2%
month-on-month in July. Spending growth is still below 1% on the year. Looking at the long term
trend, it seems that spending growth has been declining slightly since mid-2015 despite
improvements in consumer confidence. Indeed, consumer confidence, which was also published
this week, was at 96.6 in August, which is consistent with spending growth of almost 2% a year.

What the survey showed, however, is that the trend in consumer confidence is now down. While
96.6 remains a higher level than in any month between 2015 and 2016, it has been on a
downward trend since December 2017 (104.3). Looking at the components, it appears that
households are more positive about their savings now than in December, but this further
improvement has been counterbalanced by returning pessimism about the economic outlook and,
since June, a return of unemployment fears.

The latter comes from the fact that the unemployed population has increased almost every month
since March despite an increase in hiring intentions and labour market reform (the effect of ending
subsidised contracts has abated since June). In the service sector, the last PMI surveys showed that
the improvement in the unemployment rate in recent quarters could pause unless there is an
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increase in demand.

Source: Thomson Reuters

An air of déjà vu
It seems that the reform atmosphere and initial optimism generated by President Emmanuel
Macron is now giving way to a more traditional French story: increasing savings are limiting
spending, which is limiting demand and therefore employment growth, especially as external
demand growth is subdued.

Macron therefore enters his second year in a more difficult economic situation, and in a weaker
political position: his approval rating has declined from 40% to 32% in the Ipsos political barometer
since April. Moreover, the resignation this week of his environment minister Nicolas Hulot, one of
the heavyweights of the Philippe team and the most popular political figure in the government and
among French political leaders (in July Ipsos barometer), has weakened Macron despite Hulot’s
efforts to minimise the impact of his decision. The departure deals a blow to Macron's image as a
reformist. If his most popular minister does not believe that reform is possible in France, Macron
will have his work cut out convincing others.   

We currently expect a weak rebound of GDP in the third quarter. On the investment front, with high
capacity utilisation and a high level of order books, we remain optimistic for 2018 but household
spending will take more time to recover and adjust to higher oil prices. While private consumption
growth should barely accelerate from the 1.1% reached in 2017, we think that GDP growth should
reach 1.8% in 2018 and 2019.
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Article | 28 August 2018 eZonomics | Think Forward Initiative

When value and price collide
What is and isn't acceptable in pricing can highlight fascinating
insights into how consumers and businesses behave

Imagine you've bought tickets for yourself, another adult and two children to see a film at the local
cinema of a national chain. You then search online and find you could have paid nearly half if you
saw the same film with the same chain but somewhere else. This does not seem fair. This example
is taken from a BBC press report noting parents’ objections to paying £34.16 ($40) for tickets to a
cinema in Carmarthen in Wales compared with £19.00 in Cardiff, the Welsh capital. That’s 45
percent less.

The accusation of price gouging seems reasonable at first glance

A lack of alternative cinemas and therefore competition in Carmarthen has been blamed by a
campaigner for the difference. To rub salt in the wounds, the price for similar tickets at the closer
Welsh city of Swansea was £22.96 – still 33% lower. The objection is easy to understand, especially
when parents are trying to entertain children during holidays and weekends, and when budgets
are stretched. It’s useful to note that incomes around Carmarthen are about 25 per cent lower
than in Cardiff. The accusation of price gouging seems reasonable at first glance. After all, the cost
of putting on the film is unlikely to be nearly double in one location compared with the other. The
price difference and consumer reaction provide some interesting illustrations of how consumers

https://www.bbc.co.uk/news/uk-wales-45222335
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and businesses behave.

When different pricing for similar goods is and is not acceptable
People’s willingness to accept different prices for similar goods is something that has been
discussed many times by both traditional and behavioural economists. A traditional approach may
recognise transactions costs, differences in quality, the convenience of getting something
immediately, and supply and demand differences in specific places. On convenience and
transactions costs, it appears reasonable from a traditional approach to pay extra and see the film
in Carmarthen. After all, it takes about one hour and twenty minutes to drive from Carmarthen to
Cardiff. A near three-hour round trip involves significant costs in both time and money which could
wipe out the price difference. The 42-minute one-way drive to Swansea could do the same.

Source: www.geograh.org.uk Hywel Williams

The Vue cinema, Swansea

Behavioural approaches also suggest staying in Carmarthen to be a sensible choice. A common
example of irrationality is the willingness of some to travel a half hour to get a certain amount off a
low priced item (for example, to get a £5 discount on a £10 book) but unwilling to travel the same
time for the same discount on a higher priced item (for example, to get the same £5 discount on a
£50 jacket). According to both traditional and behavioural approaches, it is rational for the families
to see the film in Carmarthen than travel to Cardiff. But that does not make it fair.

Defining fairness
Fairness is a tricky concept, especially when it comes to pricing. There have always been “sharp”
operators – those who take advantage of their position to make a quick return. A classic example
from the behavioural literature is the local hardware store that increases the price of the snow
shovels during a heavy snowstorm. People consider that unfair. But if the hardware store needs to
buy new stock to meet a surge in demand, and increases prices as a result, that is considered fair.
The important thing appears to be to give people a reasonable explanation for the price
differences. In technical terms, people have a reservation price or a reference point that they are
prepared to accept as a fair price to pay. Stray too far from the reservation price and you can be

https://hbr.org/2013/02/after-a-blizzard-whats-a-fair
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accused of being unfair. Economics Nobel laureate Richard Thaler explained this in this article back
in 1983. 

Stray too far from the reservation price and you can be accused
of being unfair

Figuring out the appropriate reference price may depend on what is considered normal. For
example, people seem willing to accept that a bank or other lender can and should charge a higher
interest on a loan when the person borrowing the money has a poor credit history and therefore a
greater risk of not paying the money back. Similarly, people are prepared to pay the same amount
for goods at a national chain of supermarkets in a provincial town where commercial rents for the
store are much lower than in a major city. One factor here could be that the reference prices
appear to be set at the higher level appropriate to the major city. There is no need to imply that
people are getting a bargain by shopping in the provincial town than the major city. Another
important aspect is how easy it is to compare different prices. The example of the cinema chain
highlights two challenges to the reference price. First, it was easy to compare prices. Second, it was
seen as charging a higher price in one place rather a lower piece in another. People feel as if they
are losing – and losses are felt much more severely than gains, as we explain here.

Technology and fairness in pricing
Technology has the potential to change what we consider fair. The ability to change prices quickly
as demand increases or decreases is one of the noticeable differences in the way that technology
is changing the way prices are set. Companies that adopt a platform approach, where suppliers of
a service can decide whether or not to work, may argue that higher prices in times of high demand
encourage more suppliers to work and keep the ultimate price lower than it would have been
otherwise. For example, if it starts raining and more people want taxis, increasing the price might
encourage more drivers to stay on the road instead of going home because they have already
made the amount of income they need that day.

Technology has the potential to change what we consider fair

People seem willing to accept this type of surge pricing but not different prices for the same good
between customers based on data profiling from their internet search or social media activities.
What is and is not acceptable in pricing has always been debated. New technology is presenting
new challenges to this debate. The hard-pressed cinema goers in Carmarthen have a point. So too
does the cinema chain. I have no idea whether enough people attend the cinema in Carmarthen to
make it profitable. If not, new technology may even come to the rescue with some form of video
streaming being a possible substitute to the traditional cinema experience.

Note: this article is based on a Twitter exchange between the author and Koen Smets
(@koenfucius). Koen has written elegantly on this topic here.

http://www.acrwebsite.org/search/view-conference-proceedings.aspx?Id=6118
https://www.ezonomics.com/whatis/loss_aversion/
https://medium.com/@koenfucius/whats-the-price-f221f1b4b6f4
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