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What's happening in Australia and the
rest of the world?

After the universally expected Reserve Bank of Australia rate cut for
the first time in nearly three years last week, we forecast just one
more policy rate cut of 25 basis point in August taking the cash rate
down to 1.0%. But even that might prove to be too aggressive
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Snap | 4 June 2019 Australia

RBA cuts - statement very balanced

If we were hoping to see evidence of further cuts ahead, then this was
notable by its absence in Governor Philip Lowe's statement. We are
happy to have one more cut penciled in for August, but the market
may have gone too far.

1 2 5 O/ RBA Cash rate
= O Down 25bp
As expected

Cash rate cut from 1.5% to 1.25%

After more than 3 years, the Reserve Bank of Australia has cut policy cash rates form 1.5% to
1.25%. The cut was almost universally expected. Data since the last meeting has been on the
softer side, with weaker PMI indices, and soft retail sales today notable downside misses. Though
on the plus side, it does look as if there may be some tentative signs of stabilisation in the Sydney
housing market.
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Statement very balanced

The full statement of Governor Philip Lowe that accompanied the cut was very balanced. Indeed, it
is hard to view the easing bias to policy remaining from reading the text. Global trade tensions, soft
consumer spending, undershooting inflation, and mediocre wages growth were given as factors
supporting the easing. But there were plenty of positives highlighted as well. These included the
strength of the labour market, increased investment in infrastructure, declines in money market
rates and improvements in the resources sector were some of the high spots.

Maybe one more cut

Our forecast is for just one more policy rate cut of 25bp in August taking the cash rate down to
1.0%. Given the race by other forecasters to be the most aggressive in penciling in cuts in recent
weeks, this feels a good position to be in. But even our forecast cut is now data dependent and
may prove to be too aggressive.

The AUD has responded as you might imagine to this statement by rallying to the higher end of
0.69. We might not have a 0.6-something exchange rate for too much longer if the data firms.
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Article | 10 June 2019

World trade heading for the worst year
since 2009

The strong setback to world trade growth at the end of 2018 and the
damage from the trade war will make 2019 the worst year for trade
since the financial crisis, with only 0.4% growth. 2020 is likely to show
growth around 2%, but that improvement could vanish if the trade
war drags on in 2020

Source: Shutterstock

Uphill battle

The outlook and this article were updated on Monday the 10th of June to include the effects of
the US - Mexico migration deal.

World trade is fighting an uphill battle in 2019. During the last two months of 2018, global trade
levels dropped more than 3%. An economic setback in the world's largest (trading) economies and
plunging confidence among investors led to the largest fall in trade volumes since the global
financial crisis.
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A rough start for world trade in 2019

World trade volumes in 2010 USD (trillion)
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Source: CPB, Netherlands Bureau for Economic Policy Analysis
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Trade will adjust

The latest data shows that the volume of world trade in March was still lower than average trade
levels in 2018. This means that global trade volumes still have quite some catching up to do in
2019 before the year to date volumes match those of last year. This feeding through of the
setback in late 2018 strongly limits the upward potential of trade growth this year.

1Q19 has shown better than expected economic growth in the US, the eurozone and China, but so
far this has hardly translated into higher growth for world trade. However, we expect trade

levels to adjust to higher levels of GDP and industrial production. The growth of industrial
production has been negative in some parts of the world during the first few months of this year
but not everywhere. Global industrial production has been well above 2018 levels, indicating that
there is ample room for trade to do some catching up.

March showed the first step in that direction and time charter shipping rates suggest that this
continued in April and May. After the catch-up process is completed, we expect the economic cycle
to support trade volumes in a way that would result in 'normal’ (five year average) month on
month growth rates. This would result in trade growth of 1.2% in 2019.

However, if we consider the ongoing negative effects of the US-China tariff hikes in 2018, the effect
of the latest tariff hike by the US and the retaliation from China, trade growth will come down to
0.6%, assuming a status quo for the rest of the year regarding the trade war.

We expect the upward influence of the economic cycle on trade in 2020 to be roughly the same as
in 2019, which would result in world trade growing by 1.7% next year. Taking into account
the feeding through of the tariff hikes of 2019, trade growth would be 1.6% in 2020.

Trump will hike tariffs again if trade partners don't give in to his
demands
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But, what is likely to happen next in the ongoing tit-for-tat trade war? Additional tariff hikes on US
imports from China and imports from other trade partners, like Japan and the EU, are a serious
possibility, given recent events.

It is hard to forecast how the trade war will play out exactly. We present three scenarios
and attribute a somewhat higher probability to scenario 2 than 1 and 3.

Container ship rental prices bottoming out
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Trade war in 2019 and 2020

After a couple of months in which the trade conflict appeared to de-escalate, tensions fired up
again in early May this year. President Trump's decision to hike tariffs on the $200 billion package
of goods, his threat to extend higher tariffs to all US imports from China, and the retaliation and
tougher public stance of China, have all unnerved the financial markets. The boycott of Huawei,
postponed or not, could turn the trade war into a broad business war with China.

Last week, Trump added a whole new chapter in his attack on free trade by announcing import
tariffs on all imports from Mexico if the country does not curb the flow of immigrants to the US. The
President threated to impose a 5% tariff this month and to increase the pressure by raising it with
monthly increments of 5% to 25% in October. These tariffs seem off the table for now, since a deal
between the US and Mexico has now been reached.

By scrapping the tariffs on steel and aluminium for Canada and Mexico to get his deal through
Congress, President Trump has shown that he is willing to compromise. And the fact that the
President decided to postpone the decision about higher import tariffs on cars by six months shows
that he is open to negotiation.

At the same time, the US administration has made clear that, during these six months, it expects
car exporting countries to agree on measures that will diminish their car exports to the US. As such,
the US is still using the (threat of) tariffs to steer the EU, and other car exporters like Japan,

into making concessions. So, while things are calm for now on this front, the risk of the US-EU and
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US-Japan trade conflict escalating has not subsided.

This all fits into Trump's overarching strategy of trying to strong-arm trading partners to give the
US better terms of trade.

Recent events show that there is a good chance President Trump will deploy his favourite policy
tool again this year or next if Ching, the EU or Japan, don't give in (fast) enough to his

demands. Although the President has said that the stock market is the barometer of his policy
success, the negative response of the equity market to his decision to hike tariffs on Chinese
imports did not stop him from deploying this weapon again last week. This indicates that President
Trump is prioritising his top campaign promises, like getting better terms of trade for the US and
reducing the inflow of illegal immigrants.

For calculating the effect on world trade in 2019 and 2020 of future developments in the trade war
we take the second scenario. This suggests trade will grow no more than 0.4% in 2019 - the worst
year since the great collapse of trade in 2009- and 2.2% trade growth in 2020.

Currently risks seem to be tilted to the downside. However, it wouldn't surprise us if President
Trump would once again change his tone of voice, because he likes to play the game of 'blowing
hot and cold'. That could lead to a more positive negotiation climate which would enhance cutting
deals. After all, Trump plays tough but in the end he cannot afford to fail in negotiating better
trade deals for the US.

a Scenario 1: Deals with China, the EU and Japan without
further tariff hikes

One possibility is that the recent tariff hikes and threats of (further) hikes by President Trump are
enough to force Ching, the EU and Japan to enter into a deal with the US before the presidential
elections in November 2020. Although the US administration's decision to raise tariffs to 25% on
the $200 billion package of Chinese imports has tainted the friendly negotiating climate to strike a
deal, the economic damage caused by the hikes and the prospect of increasing damage if Trump
carries out his threat to impose tariffs on all Chinese goods, is an incentive for China to make a few
more concessions.

In this scenario, Trump considers the disadvantages of tariff hikes more so than he has done so far.
Until now, he has emphasised that tariffs create jobs in industries like steel and aluminium and
that tariff income is pouring in. But after the latest retaliatory tariffs from China, US industries and
consumers will increasingly be hit by higher prices. Add to this that patience is running thin in the
agriculture sector and other industries hit by retaliation, and the President may find himself under
pressure to water down his demands and end the trade conflict.

In this scenario we expect the US to strike a deal with China by the end of 3Q19, scrapping half of
the current tariffs immediately and a gradual phasing out of the remaining tariffs in 2020, provided
that both sides live up to the agreement.

It's hard to gauge the exact content of the agreement but it's probable that China will at least
agree to import $70 billion more of American goods and commodities on an annual basis
since they offered to do this at an earlier stage of negotiation. In this scenario, the deal also
contains agreements about majority shareholdings of foreigners in Chinese companies and/ or
joint ventures, better protection of intellectual property and concrete steps by the Chinese

Bundles | 10 June 2019 15



THINK economic and financial analysis

government to prevent forced technology transfers from Western companies in joint ventures.

The concession of the US administration in this scenario could consist of no longer insisting that
China let go of its ambition to be a world leader in certain tech markets.

This scenario of a relative quick ending of the trade war would limit the trade damage to 0.5% this
year, resulting in world trade growing by 0.7% in 2019. The effect of the undoing of the imposed
tariff hikes accelerates in 2020, which has a positive influence on trade of 1.0%. In this scenario
trade growth would be 2.7% in 2020.

Timeline scenario 1

Scenario 1
Us - Japan Us-EU
trade deal trade deal

Now Q Us—china Q4 2020 Q1 Qz US elections

trade deal

Source: ING

In this scenario, we think no car tariffs will be applied. The US strikes a trade agreement with Japan
in the course of 4Q19. The US and the EU will strike a deal as well but it will take until the end of
1Q20 because the negotiations between the US and EU are lagging.

A deal on cars will be part of these agreements, probably by bringing EU import tariffs (10%) in line
with the American ones (2.5%) over the course of probably three to five years. The US, in return,
will reduce its import tariffs on pick up trucks (currently 25%) to EU levels.

A deal on cars with Japan will have to take the form of quantity restrictions to Japanese exports
because import tariffs in Japan are currently not higher than the American (actually lower).

The US will, in this scenario, water down its agricultural demands and settle for a mutually
executed study that looks into possible reforms of the Japanese and EU agricultural sector.

The positive of the agreements for both Japan and the EU will be that, as part of the deal, non-
tariff barriers for industrial goods will be brought down by all parties. This increases the
possibility to export to the US in the medium term. In this scenario, we assume that half of the
non-tariff barriers for the $220 billion trade between the US and Japan, will be lifted, which
increases both US and Japanese exports by $2.8 billion. This compensates Japan almost fully for
the $3.1 billion reduction of its auto exports to the US, which is the consequence of a deal on cars
similar to that struck between the US and Japan in the 1980s when Japan agreed to ‘voluntarily’
restrain car exports to the US by 7.5%. The US, and world trade will have a net gain of $2.8 billion
because of its benefits from taking down half of the non-tariff barriers without having to lower
its auto exports to Japan.

For world trade, the net gain is negligible but taking down half of the non-tariff barriers for US-EU
trade delivers a gain of 0.1% for world trade, of which three quarters will materialise in 2020,
bringing the gain for world trade of all the trade agreements in this scenario to 1% in 2020 (see
table).
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Trade war threatens to squash trade recovery in 2020

@ Scenario 2: Deals with China, EU and Japan after new tariff
hikes

In this scenario, things get worse before they get better. China will initially stick to its current
tougher (public) stance to show that it won't be bullied by President Trump. Only after the US
imposes tariffs on all Chinese goods in 3Q and China retaliates- among other things by making it
difficult for US firms to do business in China (border procedures, slower granting of permits, black
listing, etc)- will both parties fully realise the consequences of this trade war.

It will take some words of reconciliation from President Trump and a willingness to attenuate some
of his most far-reaching demands for the Chinese to be prepared to give in a bit more so that a
deal can be struck. By saying recently that there is a “good possibility” of a deal, the President has
made a start.

The content of the deal could be similar to what we've described in our first scenario, but we
would probably have to wait, until the end of the year (4Q 2019) before a scenario like this ends up
in a deal.

Timeline scenario 2

m| 5 Us - Ching Us - Japan US-EU

i US - Mexico US impor
Scenario 2 tariffs on cars | trode deal trade ded trade deal

migration deal

Q3 |Cm'uvalu\c:es Q4

s 25% J
tariffs on remaining retaliate in kind
imports from China

Source: ING

This scenario is also characterised by tariff hikes on US automotive imports from the EU and Japan
before the US strikes deals with the EU and Japan. The trade conflict with the US will escalate first
because, in this scenario, both the EU and Japan are likely to object to President Trump's condition
that negotiations have to result in a net gain for the US. Moreover, the President's demand to bring
the agriculture sector to the negotiation table will block a deal because opening up the agricultural
markets is a very sensitive issue in Europe and Japan and at odds with the negotiating agenda that
President Trump agreed with Jean-Claude Juncker last summer.

In this scenario, it will take until the end of 1Q before Trump secures a deal with Japan and one
quarter longer to strike a deal with the EU.

The further escalation of the trade war leads to a larger impact on world trade growth in

2019 (-0.8%), meaning that world trade would only grow by a meagre 0.4%. There is some feeding
through of this into the first part of 2020 but this is eventually overtaken by the positive effects of
the unwinding of all the tariff hikes after the deals are struck, leading to a net positive effect on
trade of 0.5% in 2020. This would bring world trade growth to 2.2% in 2020.
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Scenario 3: Escalation without results: no deals with China,
EU and Japan

In this scenario, it takes one quarter more for Mexico to come to an understanding about curbing
the flow of illegal immigrants into the US.

The US steps up the trade war against China by applying the 25% tariff hike to all goods and
escalates the trade conflict with the EU and Japan, too. These trade partners refuse to enter into a
deal that is characterised by too few concessions from the US to compensate them for

opening their agricultural markets. In this scenario, US import tariffs on cars will be hiked by 20
percentage points at the end of the six month delay period (mid-November), despite significant
resistance within the US against the escalation of the conflict with traditional allies like the EU.

By holding trade partners at gunpoint repeatedly, Trump risks
they get fed up and leave the negotiation table

Timeline scenario 3

Us imposes US reacts to EU and
tariffs on cars Japanese retaliation with
10% tariffs on all other
| goods

Scenario 3

Q3 China retaliates ()4 2020 Q1

D
D

US elections

US imposes 25% EU and Japan £U and Japan
tariffs on remaining retaliate in kind retaligte in kind
imports from China

Source: ING

In this scenario, the EU and Japan will retaliate in kind and China will respond as described in the
second scenario. President Trump will react to this by levying a tariff hike of 10% on half of the
other imports from Japan and the EU, followed again by retaliation in kind. No deal will be struck
before the US elections in November 2020.

In 2019 the impact on world trade will be a bit worse because the conflict with China will be
prolonged for another quarter. In 2020, scenario 3 continues to hit trade because tariff hikes, will
bite more than in 2019. So we're likely to see a negative effect in 2020 of 1.1 percentage point on
world trade in this most negative scenario.

In this scenario trade growth will be only 0.6% - almost five times less than in our first scenario
where the trade war ends quickly.
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World trade growth 2019 and 2020

Trade war effect

THINK economic and financial analysis

Trade growth

Scenario 2019 2020 2019 2020
Scenario 1 -0.5% +1.0% 0.7% 2.7%
Scenario 2 -0.8% +0.5% 0.4% 2.2%
Scenario 3 -0.9% -1.1% 0.3% 0.6%
Average 0.5% 1.8%
Source: ING
Author

Raoul Leering
Senior Macro Economist
raoul.leering@ing.com

Bundles | 10 June 2019

19


mailto:raoul.leering@ing.com

THINK economic and financial analysis

Article | 3 June 2019 FX| China

China: Revising yuan lower but 7.0 should
hold

We are revising our USD/CNY and USD/CNH forecasts to reflect
expectations for a weaker yuan. This is a result of the rising tensions
between China and the US over trade and technology. However, we
don't expect the currency pairs to pass through 7.0. Here's why

Source: Shutterstock

Our yuan forecast has been hit by the technology war

Back in April, we thought trade negotiations were progressing well. We were wrong. China has
since demanded a revision to the terms of the draft trade deal which it says are "disrespectful” to
China. This move has rocked the market globally.

USD/CNY jumped from 6.7349 at the end of April to 6.7915 at the open of the first trading day in
May. This change of sentiment means the yuan is going to depreciate rather than appreciate for
the rest of the year.

China also wants to leverage the yuan's depreciation, showing that it does not intend to appease
the Trump administration, which has urged Beijing to stabilise the value of the yuan.
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Letting the USD/CNY or USD/CNH pass 7.0 is playing with fire

While we do expect the yuan to depreciate, we need to answer the big question of whether the
USD/CNY or USD/CNH will pass the key 7.0 mark.

We believe that the yuan exchange rate will not be allowed to touch this level as this would create
considerable turmoil in onshore asset markets. We believe that the central bank will prevent this
from happening.

If the People's Bank of China were to let the USD/CNY pass 7.0 tomorrow, this would result

in a depreciation of 1.33% in a single day. Exporters wouldn't receive more orders simply because
their product unit price is 1.33% cheaper, so this move wouldn't make a significant impact on
exports.

However, letting the USD/CNY pass through 7.0 has the potential to lead to considerable volatility
in the onshore equity market, similar to what followed the sudden exchange rate liberalisation
event in 2015. Since the collapse in 2015, the A-share index has not returned to its high of 5,353
points and closed at 3,632 points on 3 June 2019.

As the trade and technology war escalates, Chinese policy makers are likely to aim to

dampen uncertainty to the market. As such, we rule out any scenario of USD/CNY and USD/CNH
passing through 7.0 unless tensions ease to a level where there is no longer any threat of a trade
or technology war, something we do not expect in 2019.

Revising yuan forecasts

We are revising our USD/CNY and USD/CNH forecasts to 6.90, 6.95 and 6.90 by end of 2Q, 3Q and
4Q 2019, respectively, from our previous forecast of 6.75 by the end of 2019.

We expect the central bank, PBoC, to stabilise the onshore yuan mainly through stabilising the
daily fixing of the exchange rate, so as to send a signal to both onshore and offshore markets that
the yuan is stable.

The spread between the onshore and offshore yuan, which is the difference between USD/CNY and
USD/CNH, should not increase ,as there are very few arbitrage channels for carry.
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The spread between onshore and offshore yuan not large

enough for cross border arbitrage
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Article | 7 June 2019

Asia week ahead: Data dump from China
and India

We'll be watching a raft of economic releases from China and India
next week for evidence about GDP growth and the impact of the trade
war in the current quarter

Source: Shutterstock

© China: Stimulus is helping

China reports most of the economic data for May next week. The combined April-May data will be
a good gauge of GDP growth in the current quarter and will be scrutinised for clues about the
impact of the ongoing trade war with the US. The economy seems to be experiencing only tremors
right now and growth appears to be holding up, as in the first quarter of the year.

This will probably continue to be the case for the second quarter, judging from consensus forecasts
for most of the upcoming economic indicators, especially forecasts of steady to slightly better
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growth of fixed asset investment, retail sales and industrial production. The money and lending
data will offer clues about the fiscal stimulus efforts, which remain supportive for the domestic
economy at least. Export weakness is just starting to come through but low single-digit export

declines are still better than the declines seen in regional economies.

© India: Inflation test of latest RBI rate cut

India’s trade and industrial production figures will inform our view of where India’s GDP growth is
heading in the current quarter after a surprisingly weak, five-year low of 5.8% in the last quarter.
The weak GDP was a trigger for the Reserve Bank of India’s 25 basis points RBI rate cut this week -
the third this year.

Consumer price inflation will also be in the spotlight following that decision. Inflation is creeping
higher as rising food prices kick in after weak farm output growth in the last quarter, while the
favourable base year effect is also nearing its end. We believe the RBI easing cycle is over for now
(See "We were wrong on RBI policu, but for the right reasons").

Asia Economic Calendar

Country Time* Data/event ING Survey Prev.
China - May Money Supply (M2) (YoY%) 8.5 8.6 8.5
- May Aggregate Finance (Yuan bn) 1933.0 1410.0 1359.2
— May Financial Institution Loans (Yuan bn) 1450.0 1300.0 1020.0
- May Loan Outstanding YoY% 155 - 13.5
China - May Trade Balance (US$bn) -6.2 23.3 13.8
- May Exports (YoY%) -3.8 -3.8 -2.7
- May Imports (YoY%) 11.4 -3.0 4.0
Indonesia - May CPI (YoY%) 3.1 3.2 2.8
- May Core CPI (YoY%) B 5.1 51
Taiwan 0900 May Exports (YoY%) -6.1 - =33
0900 May Imports (YoY%) 0.1 - 2.6
Malaysia 0500 Apr Industrial production (YoY%) 2.4 2.7 31
0800 May Forex Reserves, Mth-end (US$bn) - - 102.8
Philippines 0200 Apr Exports (YoY%) -1.8 - -2.5
0200 Apr Imports (YoY%) 0.2 - 7.8
0200 Apr Trade Balance (US$mn) -3583.0 - -3138.0
China 0230 May CPI (YoY%) 2.0 2./ 2:5
0230 May PPI (YoY%) -0.5 0.6 0.9
India 1300 May CPI (YoY%) 3.0 = 2.9
1300 Apr Industrial Production (YoY%) 0.5 - -0.1
- May Imports (YoY%) -5.0 - 4.5
- May Trade Deficit (US$bn) -15.2 - -15.3
- May Exports (YoY%) -8.0 - 0.6
Singapore 0600  Apr Retail Sales Value (MoM, SA/YoY%) -/- -/~ 1.0/-1.0
South Korea 0000 May Unemployment Rate (% SA) - - 4.1
China 0300 May Fixed Asset Investment, YTD (YoY%) 6.5 6.1 6.1
0300 May Industrial Production (YoY%) 5.5 5.5 5.4
0300 May Retcil Sales (YoY%) 8.1 8.2 7.2
India 0730 May WPI (YoY%) 55 - 3.1

Source: ING, Bloomberg, *GMT
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Article | 6 June 2019 India

We were wrong on RBI policy, but for the
right reasons

The shift in Indian central bank policy stance from ‘neutral’ to
‘accommodative’ doesn’'t’ mean there will be more rate cuts.
Hopefully, the central bank recognises pipeline inflation pressures and
stays put in the meetings ahead

Source: Shutterstock

Reserve Bank of India's new Governor Shaktikanta Das

5 7 5 O/ RBI repurchase rate
L O 25bp cut today

Another RBI rate cut - not quite what we expected

As expected by an overwhelming majority in the Bloomberg survey, the Reserve Bank of India
slashed the key policy rate by 25 basis point for the third time this year, taking the repurchase rate
to 5.75% and reverse repo rate to 5.50%. The central bank also changed its monetary policy stance
from 'neutral’ to ‘accommodative’ but there was no change to the 4.00% cash reserve requirement
ratio for commercial banks.
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We thought the RBI would see through the latest GDP slowdown
recognising pipeline inflation pressures from food and fuel prices,
a weaker currency and an excessively loose fiscal policy

We were a consensus outlier in our forecast of an 'on-hold' policy, partly based on our conviction
that this is what we think the central bank should be doing rather than what it would necessarily
do, given that the economy has had enough stimulus - two rate cuts earlier this year, plus
significant fiscal boost from government's re-election bid.

We believed the RBI would see through the latest GDP slowdown recognising pipeline inflation
pressures from food and fuel prices, a weaker currency and an excessively loose fiscal policy.

Does change of policy stance matter?

We think the RBI's easing cycle is now finally over, especially after today's rate cut and despite
shifting the policy stance from neutral to accommodative. Also, the previous two rate cuts in
February and April were despite the 'neutral' stance, which was changed from ‘calibrated
tightening’ stance in the February meeting (the same meeting they in fact cut rates). Another rate
cut with neutral stance might not have gone down too well, which is why we view today's shift in
stance as nothing more than justifying today's rate cut decision.

If risks are 'broadly/evenly balanced'in India, why has the central
bank changed the policy stance from neutral to accomodative?

However, we are reading today’s RBI statement as recognising some inflation risk from ‘a broad-
based pick-up in prices in several food items’, even as the statement points to weak domestic and
external demand weighing down non-food items while muted passthrough of global crude price
volatility keeps domestic fuel price in check.

The RBI has nudged its inflation forecast for the first half of FY19-20 higher to 3.0 - 3.1% from 2.9 -
3.0% but cut that for the second-half to 3.4 - 3.7% from 3.5 - 3.8% with risks broadly balanced.
They've also lowered the growth forecast for the current fiscal year to 7.0% from 7.2%, again with
risks evenly balanced, which begs the question - why change the policy when risks are
'broadly/evenly balanced"?

In our view, the RBI easing cycle is finally over

By the time, all these rate cuts and the fiscal stimulus come through the real economy over the
next two quarters, the inflation genie is most likely to be out of the bottle.

We maintain our forecast for a rate hike in the second quarter of
2020
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A weak currency and increasing tariff barriers are likely to encourage imported inflation, amid risks
of supply shocks from food and fuel prices. Negative growth in agriculture GDP in the last quarter of
FY18-19 doesn't bode too well for food prices, for which prospects also hinge on the monsoon
season.

We continue to see inflation reaching the 4% mid-point of the RBI's target zone over next two
quarters. Hopefully, the RBI will eventually see this as coming and leave policy on hold in the
forthcoming meetings. Barring a prolonged slowdown in the economy and muted inflation in 2020,
we believe the next move in the RBI policy rates would be higher.

We maintain our forecast for a rate hike in the second quarter of 2020.

What’s in it for the markets?

|deally, a widely expected policy decision should have no impact on markets, but we still think the
recent strength of the government bond and the rupee is transitory. Besides potential inflation risk,
the wide fiscal deficit and supply overhang from that on the bond market should make the yields
sticky downward going forward.

A short-living rally in government bonds and INR

83 ~ - /60
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As for the rupee, we think the market overbought the currency amid the euphoria of prime
minister Narendra Modi returning to power for the second term. As for most emerging
market currencies with a backdrop of twin deficits (fiscal and current account deficit), the
external environment currently hasn't been friendly and it's unlikely to be so in the near-
term as long as the trade war continues.

Moreover, with President Trump now shifting focus towards India, there will be more
tailwind for INR depreciation going forward. We wouldn't be surprised if the currency re-
asserts its recent status as an Asian underperformer in the days ahead.
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Article | 10 June 2019 Video

WATCH: ECB: What will it take?

What will it take for the European Central Bank to cut interest rates or
re-start quantitative easing? Not a lot, says ING chief economist
Carsten Brzeski
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ECB: Ready for action

Watch video
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Snap | 7 June 2019

Disappointing US jobs report: A huge miss

While we were expecting jobs growth to slow down this time, few
could have predicted such weak payroll numbers. The poor reading
only cements market expectations for Fed rate cuts ahead
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Worse than expected

The latest US jobs report has done little to stem the wave of economic pessimism sweeping over
markets. Jobs growth slipped to 75k, although importantly we think is more likely to be down to
constrained supply rather than weaker demand for labour. Admittedly there have been one or two
pockets of weakness - manufacturing employment growth has slowed in recent months, but in
May, manufacturing growth barely moved from the previous month (slowed to 3000). However, we
expect it to come under further pressure as production slows in the near-term

The manufacturing sector isn't immune from the wider skill shortage issue that has swept through
the jobs market. The NFIB small business survey suggests that almost 40% of firms have positions
they cannot fill, while these firms cite labour quality as by far their single biggest problem.
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US monthly change in non-farm payrolls
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In other words, a slower trend in jobs growth over coming months shouldn't necessarily be
interpreted as a sign of emerging weakness. Importantly, there are broad signs that these supply
constraints are gradually translating into higher wage growth.

Average hourly earnings missed estimates but still rose by 0.2% on the month and there are also
signs are having to offer a broader range of incentives to retain/attract staff. The latest Federal
Reserve Beige Book talked of firms using expanded benefits packages to improve retention.

In short, the latest jobs report still suggests the US economy is in relatively solid shape for
the time being. With wage growth outpacing inflation and consumer confidence close to
multi-year highs, consumer spending should continue to underpin overall growth during the
second quarter.

But with rising concerns over where President Trump will take his trade war to the next
stage, risks facing the economy are undoubtedly growing - albeit the 100bp of easing now
priced in by the end of 2020 may be a little overdone.
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Article | 7 June 2019 FX| United States

Fed easing and the dollar: Necessary, but
not sufficient

There is a conviction that the Fed is going to have to cut rates to
insulate the economy from trade wars. US rates are collapsing, but the
dollar is holding up reasonably well. We suspect that is due to wide US
yield differentials and uncertainty over overseas growth prospects.
That said, expect defensive positions to build against the dollar

1

Source: Shutterstock

Markets are convinced the Fed will ease

After all the discussion about whether the flat/inverted US yield curve portends the next US
recession, it now seems the market is convinced that the Federal Reserve has to act. Beyond the
aggressive pricing of Fed cuts (67bps by the end of 2019 and another 33bp by end 2020), we are
starting to see a clear, bullish re-steepening of the US 2-10 year Treasury curve.

After all the discussion about whether the flat/inverted US yield
curve portends the next US recession, it now seems the market is
convinced that the Federal Reserve has to act
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During the last three major Fed rate cutting cycles this curve steepened around 250bp as
reflationary Fed policy filtered through the market. Typically a weaker dollar plays a role in
reflationary US policy, but its decline is not always immediate. In particular, 2001-02 saw the dollar
stay temporarily supported even as US interest rates crumbled.

What will it take to sink the dollar now? We think a dollar decline will have to come through two
clear, but related channels: i) interest differentials and ii) growth differentials. The former drives
fundamental FX hedging (corporates) and investment (FX reserve manager) decisions. The latter
drives broader portfolio (debt and equity) allocations and at some point will pressure-test widening
US deficits, commonly seen as the Achilles heel of the dollar.

Bullish re-steepening of the US curve is normally a dollar
negative
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When will yield differentials hit the dollar?

Despite the material decline in US Treasury yields and the US - G10 FX rates spread, dollar losses
have been fairly muted. The dollar is down by 1.1% against G10 FX basket (equally weighted) and
0.9% against the euro since 27th May (with UST yields down by 38bp). The limited reaction of the
dollar here is partly explained by the historically low correlation of the dollar crosses to the interest
rate differential. This phenomenon has been in place for the past few quarters.

In our view, the low correlation of USD crosses towards interest
rate differentials is currently due to the simple fact that US rates
are still significantly above those of its peers
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In our view, the low correlation of USD crosses towards interest rate differentials is currently due to
the simple fact that US rates are still significantly above those of its peers. Even though US rates
have fallen, the differential remains very high which in turn reduces the need for investors to rotate
from the still high yielding dollar. For the private sector, it means that it is still too expensive to
hedge US investments and USD receivables. For FX reserve managers, US 2-5 year yields are still
well above those available in other high-grade sovereigns.

In the right-hand figure below we show that when the USD-G10 FX interest rate differential reaches
extremes versus its historical standard deviation bands, the sensitivity of the dollar crosses to it
declines. As per above, if the rate differential is too high, even a decent decline (from a very high
starting point) doesn't make it attractive for investors to rotate meaningfully out of the USD.
Equally, when the rate differential is substantially negative, even some marginal increase in the
dollar's favour is not meaningful enough for investors to go long USD.

We estimate that the market would have to price in one more (independent) 25bp cut by the Fed
(while keeping interest rate expectations for cuts for the G10 peers unchanged) for the current rate
differential to fall into the one standard deviation band and two independent cuts for the rate
differential to be comfortably within this band. Only then is the dollar likely to react more
meaningfully (on the negative side). This suggests then that the bar for a more meaningful USD
decline remains high, at least from the rate point of view.

USD yield differentials narrowing, but still near extremes

08

—

Source: ING, Bloomberg

The jury's out on growth differentials

As we highlighted in early May, 5 Reasons why we're medium term EUR/USD bulls, we feel growth
differentials will turn against the dollar over the next couple of years. Yet the conviction levels on
this story right now, especially US versus European growth, are low given the nature of the current
shock - trade wars - and the eurozone being a very open economy (one of the most open in the
G10 FX space). This and the delicate position in European politics - think Italy and Brexit suggest the
EUR will struggle to fully participate in a dollar decline - even if the Fed were to deliver an early
easing cycle.

Our eurozone macro team also highlight the risk of the Eurozone’s ‘Japanification’, which may limit
the ECB's scope to hike rates. This recalls the events of 2000-2001 when fears over ‘eurosclerosis’
prevented EUR/USD from immediately participating from the collapse in dollar rates as the US Dot
Com bubble burst.

For this reason, we're in no hurry to revise our end 2019 EUR/USD forecast of 1.15.
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US versus Eurozone growth differential: peaking?
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Defensive positions against the dollar

Even though short term US interest rates already deeply discount a Fed easing cycle and may not
go that much lower in the short term, we still expect the market to adopt defensive positioning
against the dollar. We say this because our trade team'’s baseline view is that the US trade war
with China and the EU will escalate over the next three to six months. We suspect that means that
US recession fears will build.

Given the risks, we expect investors to increasingly look to express
a bearish dollar view via USD/JPY. Also expect the CHF to remain
in demand

If the above is indeed the case, investors will want to position defensively against the dollar. In
particular, historical analysis of the USD trade-weighted index performance around the last three
recessions (1990, 2001 and 2008) suggests that - on average - the greenback peaked around 11
months before the start of the economic downturn. Then, the dollar index gradually decreased in
value and bottomed around seven months into the recession. As noted above the dot-com bubble
crisis in 2001 represents an exception.

Given the risks, we expect investors to increasingly look to express a bearish dollar view via
USD/JPY. That means USD/JPY could be trading at 100 far earlier than the late 2020 window in our
current forecasts. We also expect the CHF to remain in demand - especially if the risk of Italian
elections and auto tariffs emerge this autumn. This will keep the Swiss central bank busy
intervening to hold EUR/CHF above 1.10/11, but could see dollar pessimism evolve into a preference
for short USD/CHF positions should EUR/CHF surprise the market and break under 1.10.
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USD index performance around last three US recessions
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