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After buying a nice plush leather sofa 3 years ago my wife is off to IKEA today 
to buy a replacement. This isn't necessarily a reflection of tougher times ahead 
but due to Bronte being obsessed with the leather. She has scratched big 
holes in the cushions and is now pulling out the lining. Her behaviour is getting 
better and better but this is one thing we can't train her to improve on. She 
doesn't scratch cloth sofas but we're going for a value for money deal just in 
case of further destruction.  

Value investors were out in force for most of yesterday helped by a bank 
rebound and a relatively dovish Yellen but the recovery faded in the last hour 
of US trading with the S&P 500 (-0.02%) closing pretty much flat as US banks 
reversed course and WTI Oil fell to a 3-week low at $27.45/bbl (and has 
weakened further in Asia this morning). At the same time, the Dollar (-0.18%) 
extended its 3-month low, US 2s10s closed at the flattest since December 
2007 after falling below 100bps and Gold (+0.67%) rose to the highest since 
June last year.  

Talking of Oil and Gold, last week we showed a long-term graph of Oil in real 
adjusted terms, showing that the average real price since 1861 was $47. 
Following on from that, one ratio we occasionally look at is the ratio of various 
assets to the price of Gold. So today in the off we update the Oil/Gold ratio 
back to 1865 and find that the Gold price has just hit an all time high at around 
44 times the price of Oil. The previous high of 41 in 1892 has just been 
exceeded. For perspective, the ratio was at 6.6 in June 2008 and only 12 in 
May 2014. The long-term average is 15.5. While this says nothing about where 
the ratio is going in the short-term surely this looks a good trade to exploit over 
the longer-term for those who care about such things. 

 

 

 

 

 

 

 

 

 

Market Data 

Index  Close Change 

ITX Crossover 460 -4 

ITX Europe 125 118 -3 

CDX 125 122 +2 

CDX HY - pts 97.02 -0.170 

S&P 500 1852 -0.02% 

Brent Oil^ 30.64 +0.16% 

Gold^ 1209 +1.17% 

10 yr Treasury^ 1.67 -5 bp 

ITX Sen Fin 129 -5 

ITX Sub Fin 298 -13 

CDX EM 406 +15 

ITX Japan N/A N/A 

ITX Australia 169 +4 

ITX Asia XJ 173 +2 

Euro NonSov 103 -1 

Euro Corp 173 -1 

Euro BBB 232 -1 

Sterling NonGilt 186 +1 

Sterling Corp 240 +2 

Sterling BBB 296 +2 

WTI Oil^ 26.98 -3.95% 

Dollar Index^ 95.70 -0.33% 

EUR/USD^ 1.129 -0.01% 

DJ Stoxx 600 315 +1.87% 

NIKKEI 15713 N/A 

Hang Seng 18526 -3.95% 

VIX 26.29 -0.25 

Upcoming Events 

Release DB Prev Conn 

Initial jobless claims 290k 285k 280k 

Topical DB Publications 

China update: land sales, PMIs and fiscal data, 1 Feb 16 

Update - Comments on lower down payment ratio in China, 2 

Feb 16 

Update – Comments on China’s 2016 growth target, 3 Feb 16 

Special Report – How to think about tail risks in China, 2, 4 Feb 

16 

Special Report – Euroland Strategy: Deja Vu, 5 Feb 16 

UK Economic Topic – UK: Beware the first estimate of GDP, 1 

Feb 16 

 

 
  

 ^ - Change from previous day’s 05.30 GMT to 05:30 GMT. 
Levels as of 05:30 London time.  



11 February 2016 

Early Morning Reid: Macro Strategy 

 

 

Page 2 Deutsche Bank AG/London 

 

 

 

Figure 1: Ratio of Gold to WTI Oil since 1865 
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Source: Deutsche Bank, Bloomberg Finance LP, GFD 

A big reason behind the rally in Gold this year has been a flight to quality and 
the fading expectations of further Fed tightening in the next twelve months. 
Yesterday Yellen stuck largely to the script in acknowledging market concerns 
emanating from tightening financial conditions, while at the same time 
refusing to fully close any doors still open to the Fed later this year. That said 
the overall tone was certainly of a dovish leaning. Much was made of the 
passage suggesting that ‘financial conditions in the US have recently become 
less supportive of growth, with declines in broad based measures of equity 
prices, higher borrowing rates for riskier borrowers, and a further appreciation 
of the dollar’. Yellen said that should these developments prove to be 
persistent then they ‘could weigh on the outlook for economic activity and the 
labour market’. 

On the inflation front, Yellen made reference to the fact that the ‘committee 
expects inflation to remain low in the near term’ but again made reference to 
the belief that many of these factors remain transitory. There was a focus on 
China with the Fed Chair acknowledging that ‘intensified uncertainty about 
China’s exchange rate policy and the prospects for its economy’ had played a 
role in exacerbating global growth concerns as well as a role in the collapse of 
oil prices. She highlighted that this could cause ‘financial stresses in 
commodity-exporting economies’ and for ‘commodity-producing firms in many 
countries’ which would impact foreign activity and demand for US exports.   

A big part of the Q&A was the focus on how downside risks should be 
responded to through policy action. Yellen opined that ‘we’ve not seen shifts 
that seem significant enough to have driven the sharp moves we’ve seen in 
markets’ but did acknowledge that the developments warrant close watching. 
Yellen was careful to suggest that she would not jump to any premature 
conclusions, while also noting that ‘I do not expect that the FOMC is going to 
be soon in a situation where it’s necessary to cut rates’. Fed Funds contracts 
closed fairly unchanged by the end of play with the probability a hike this year 
still hovering around 30%.  

Looking at the latest in Asia this morning, markets in Korea and Hong Kong are 
open for the first time this week, although are largely playing catch up with the 
big falls that we’ve seen for risk assets in that time. The Hang Seng is currently 
down a steep -4.03% while the Kospi has dropped -2.97%. Mainland China 
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exchanges are still closed although the Hang Seng China Enterprises Index 
(HSCEI) is down nearly 5%. Markets in Japan are closed for a public holiday. 
There’s better news in Australia where the ASX is currently +0.95%, although 
the Aus iTraxx index is 4bps wider as we go to print. US equity market futures 
are weaker while Gold has surged above $1,200.  

Moving on. As we highlighted at the top, yesterday saw the 2s10s Treasury 
yield curve go below 100bps for first time since December 2007. After spiking 
as high as 1.772% in early trading, the benchmark 10y yield tumbled into the 
close, eventually finishing over 5bps lower on the day at 1.668% and just off 
the 12-month lows. 2y yields finished unchanged at 0.686% meaning the 
spread of 98bps is the lowest since the 6th December 2007. This is one of our 
favourite lead indicators of the business and default cycle and the flattening 
that has occurred in recent years is one of the reasons we think credit 
conditions have been tightening for a few quarters now and why our default 
models have been showing a continued pick-up in defaults into 2017-2018. To 
be fair the last four recessions have not started until the yield curve (2s10s) has 
inverted. We're still some way off that but the fact that we're at the flattest for 
over 8 years is a warning sign.   

There was finally some good news to report for European equity markets 
yesterday as the Stoxx 600 (+1.87%) benefited from a financials-led (Banks 
+4.42%) rebound to close up for the first time this month. Having been heavily 
hit in recent days the IBEX (+2.73%) and FTSE MIB (+5.03%) finally got some 
much needed relief. European credit indices also had a better day although did 
finish well off their tights. The iTraxx senior and sub-financials indices ended 
up 5bps and 13bps tighter respectively which helped Main in particular close 
nearly 2.5bps tighter, although the index had been closer to 8bps tighter pre-
Yellen.  

Staying with credit, our US credit strategists published their latest note earlier 
this week (Chickens Come Home to Roost, 8 Feb 2016) wherein they construct 
a proprietary dataset to forecast expected US default rates. The team uses 
index transition data to capture all forms of default – bankruptcies, out-of-court 
restructurings and distressed exchanges – to build a robust market-based 
dataset that is more detailed, precise and timely than that available from 
ratings agencies. The most striking revelation of the data is that DM HY 
commodity names appear to already be in a full cycle, with issuer-weighted 
default rates at 15.9% (14.9% par).  

Assuming that commodity defaults rise to 20% for the year ahead and that ex-
commodity defaults hold steady at 4% as they forecast, the overall default rate 
for DM USD HY (Commodity weight: ~20%) would hit 7.2% - magnitudes 
higher than the 1.85% default rate seen last year! Rising credit pressures 
across a spectrum of non-commodity industries and downward pressure on 
recovery rates in energy bonds should only serve to further compound already 
apparent risks. Here is a link to the report. http://pull.db-gmresearch.com/cgi-
bin/pull/DocPull/10410-D790/7455153/0900b8c08ac2c337.pdf  

Wrapping up, yesterday’s economic data was focused on what was a pretty 
soft set of industrial production reports in Europe. Data for France (-1.6% mom 
vs. +0.3% expected), Italy (-0.7% mom vs. +0.3% expected) and the UK (-1.1% 
mom vs. -0.1% expected) all missed relative to expectations, while 
manufacturing reports for France and the UK were also soft for the month of 
December.  

Turning to the day ahead, there’s not alot for us to report with no economic 
data of note due out in Europe and just the latest weekly initial jobless claims 
data due in the US this afternoon. Instead the focus will again be on Fed Chair 
Yellen when she is due to speak in front of the Senate at 3pm GMT. Her 
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prepared remarks could mirror what she said yesterday so the focus will be on 
the Q&A. Away from this we’ll also get the Riksbank’s latest monetary policy 
announcement where current economist expectations are for another cut in 
the main policy rate deeper into negative territory (10bps cut to -0.45%). 
Earnings wise today we have 20 S&P 500 companies set to report including 
AIG and PepsiCo. 
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Important Disclosures 
 

Additional information available upon request 
        

*Prices are current as of the end of the previous trading session unless otherwise indicated and are sourced from 
local exchanges via Reuters, Bloomberg and other vendors . Other information is sourced from Deutsche Bank, 
subject companies, and other sources.  For disclosures pertaining to recommendations or estimates made on 
securities other than the primary subject of this research, please see the most recently published company report or 
visit our global disclosure look-up page on our website at http://gm.db.com/ger/disclosure/DisclosureDirectory.eqsr 
 

Analyst Certification 

The views expressed in this report accurately reflect the personal views of the undersigned lead analyst(s). In addition, 
the undersigned lead analyst(s) has not and will not receive any compensation for providing a specific recommendation 
or view in this report. Jim Reid/Craig Nicol 
  

(a) Regulatory Disclosures 

(b) 1.Important Additional Conflict Disclosures 

Aside from within this report, important conflict disclosures can also be found at https://gm.db.com/equities under the 
"Disclosures Lookup" and "Legal" tabs. Investors are strongly encouraged to review this information before investing. 

(c) 2.Short-Term Trade Ideas 

Deutsche Bank equity research analysts sometimes have shorter-term trade ideas (known as SOLAR ideas) that are 
consistent or inconsistent with Deutsche Bank's existing longer term ratings. These trade ideas can be found at the 
SOLAR link at http://gm.db.com. 

  

http://gm.db.com/ger/disclosure/DisclosureDirectory.eqsr
https://gm.db.com/equities
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(d) Additional Information 

 

The information and opinions in this report were prepared by Deutsche Bank AG or one of its affiliates (collectively 

"Deutsche Bank"). Though the information herein is believed to be reliable and has been obtained from public sources 

believed to be reliable, Deutsche Bank makes no representation as to its accuracy or completeness. 

 

If you use the services of Deutsche Bank in connection with a purchase or sale of a security that is discussed in this 

report, or is included or discussed in another communication (oral or written) from a Deutsche Bank analyst, Deutsche 

Bank may act as principal for its own account or as agent for another person. 

 

Deutsche Bank may consider this report in deciding to trade as principal. It may also engage in transactions, for its own 

account or with customers, in a manner inconsistent with the views taken in this research report. Others within 

Deutsche Bank, including strategists, sales staff and other analysts, may take views that are inconsistent with those 

taken in this research report. Deutsche Bank issues a variety of research products, including fundamental analysis, 

equity-linked analysis, quantitative analysis and trade ideas. Recommendations contained in one type of communication 

may differ from recommendations contained in others, whether as a result of differing time horizons, methodologies or 

otherwise. Deutsche Bank and/or its affiliates may also be holding debt securities of the issuers it writes on. 

 

Analysts are paid in part based on the profitability of Deutsche Bank AG and its affiliates, which includes investment 

banking revenues. 

 

Opinions, estimates and projections constitute the current judgment of the author as of the date of this report. They do 

not necessarily reflect the opinions of Deutsche Bank and are subject to change without notice. Deutsche Bank has no 

obligation to update, modify or amend this report or to otherwise notify a recipient thereof if any opinion, forecast or 

estimate contained herein changes or subsequently becomes inaccurate. This report is provided for informational 

purposes only. It is not an offer or a solicitation of an offer to buy or sell any financial instruments or to participate in any 

particular trading strategy. Target prices are inherently imprecise and a product of the analyst’s judgment. The financial 

instruments discussed in this report may not be suitable for all investors and investors must make their own informed 

investment decisions. Prices and availability of financial instruments are subject to change without notice and 

investment transactions can lead to losses as a result of price fluctuations and other factors. If a financial instrument is 

denominated in a currency other than an investor's currency, a change in exchange rates may adversely affect the 

investment. Past performance is not necessarily indicative of future results. Unless otherwise indicated, prices are 

current as of the end of the previous trading session, and are sourced from local exchanges via Reuters, Bloomberg and 

other vendors. Data is sourced from Deutsche Bank, subject companies, and in some cases, other parties.  

 

Macroeconomic fluctuations often account for most of the risks associated with exposures to instruments that promise 

to pay fixed or variable interest rates. For an investor who is long fixed rate instruments (thus receiving these cash 

flows), increases in interest rates naturally lift the discount factors applied to the expected cash flows and thus cause a 

loss. The longer the maturity of a certain cash flow and the higher the move in the discount factor, the higher will be the 

loss. Upside surprises in inflation, fiscal funding needs, and FX depreciation rates are among the most common adverse 

macroeconomic shocks to receivers. But counterparty exposure, issuer creditworthiness, client segmentation, regulation 

(including changes in assets holding limits for different types of investors), changes in tax policies, currency 

convertibility (which may constrain currency conversion, repatriation of profits and/or the liquidation of positions), and 

settlement issues related to local clearing houses are also important risk factors to be considered. The sensitivity of fixed 

income instruments to macroeconomic shocks may be mitigated by indexing the contracted cash flows to inflation, to 

FX depreciation, or to specified interest rates – these are common in emerging markets. It is important to note that the 

index fixings may -- by construction -- lag or mis-measure the actual move in the underlying variables they are intended 

to track. The choice of the proper fixing (or metric) is particularly important in swaps markets, where floating coupon 

rates (i.e., coupons indexed to a typically short-dated interest rate reference index) are exchanged for fixed coupons. It is 

also important to acknowledge that funding in a currency that differs from the currency in which coupons are 

denominated carries FX risk. Naturally, options on swaps (swaptions) also bear the risks typical to options in addition to 

the risks related to rates movements.  
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Derivative transactions involve numerous risks including, among others, market, counterparty default and illiquidity risk. 

The appropriateness or otherwise of these products for use by investors is dependent on the investors' own 

circumstances including their tax position, their regulatory environment and the nature of their other assets and 

liabilities, and as such, investors should take expert legal and financial advice before entering into any transaction similar 

to or inspired by the contents of this publication. The risk of loss in futures trading and options, foreign or domestic, can 

be substantial. As a result of the high degree of leverage obtainable in futures and options trading, losses may be 

incurred that are greater than the amount of funds initially deposited. Trading in options involves risk and is not suitable 

for all investors. Prior to buying or selling an option investors must review the "Characteristics and Risks of Standardized 

Options”, at http://www.optionsclearing.com/about/publications/character-risks.jsp. If you are unable to access the 

website please contact your Deutsche Bank representative for a copy of this important document. 

 

Participants in foreign exchange transactions may incur risks arising from several factors, including the following: ( i) 

exchange rates can be volatile and are subject to large fluctuations; ( ii) the value of currencies may be affected by 

numerous market factors, including world and national economic, political and regulatory events, events in equity and 

debt markets and changes in interest rates; and (iii) currencies may be subject to devaluation or government imposed 

exchange controls which could affect the value of the currency. Investors in securities such as ADRs, whose values are 

affected by the currency of an underlying security, effectively assume currency risk.  

Unless governing law provides otherwise, all transactions should be executed through the Deutsche Bank entity in the 

investor's home jurisdiction.  

 

United States: Approved and/or distributed by Deutsche Bank Securities Incorporated, a member of FINRA, NFA and 

SIPC. Analysts employed by non-US affiliates may not be associated persons of Deutsche Bank Securities Incorporated 

and therefore not subject to FINRA regulations concerning communications with subject companies, public appearances 

and securities held by analysts.  

 

Germany: Approved and/or distributed by Deutsche Bank AG, a joint stock corporation with limited liability incorporated 

in the Federal Republic of Germany with its principal office in Frankfurt am Main. Deutsche Bank AG is authorized under 

German Banking Law (competent authority: European Central Bank) and is subject to supervision by the European 

Central Bank and by BaFin, Germany’s Federal Financial Supervisory Authority. 

 

United Kingdom: Approved and/or distributed by Deutsche Bank AG acting through its London Branch at Winchester 

House, 1 Great Winchester Street, London EC2N 2DB. Deutsche Bank AG in the United Kingdom is authorised by the 

Prudential Regulation Authority and is subject to limited regulation by the Prudential Regulation Authority and Financial 

Conduct Authority. Details about the extent of our authorisation and regulation are available on request.  

 

Hong Kong: Distributed by Deutsche Bank AG, Hong Kong Branch.  

 

India: Prepared by Deutsche Equities Private Ltd, which is registered by the Securities and Exchange Board of India 

(SEBI) as a stock broker. Research Analyst SEBI Registration Number is INH000001741. DEIPL may have received 

administrative warnings from the SEBI for breaches of Indian regulations. 

 

Japan: Approved and/or distributed by Deutsche Securities Inc.(DSI). Registration number - Registered as a financial 

instruments dealer by the Head of the Kanto Local Finance Bureau (Kinsho) No. 117. Member of associations: JSDA, 

Type II Financial Instruments Firms Association and The Financial Futures Association of Japan. Commissions and risks 

involved in stock transactions - for stock transactions, we charge stock commissions and consumption tax by 

multiplying the transaction amount by the commission rate agreed with each customer. Stock transactions can lead to 

losses as a result of share price fluctuations and other factors. Transactions in foreign stocks can lead to additional 

losses stemming from foreign exchange fluctuations. We may also charge commissions and fees for certain categories 

of investment advice, products and services. Recommended investment strategies, products and services carry the risk 

of losses to principal and other losses as a result of changes in market and/or economic trends, and/or fluctuations in 

market value. Before deciding on the purchase of financial products and/or services, customers should carefully read the 

relevant disclosures, prospectuses and other documentation. "Moody's", "Standard & Poor's", and "Fitch" mentioned in 

this report are not registered credit rating agencies in Japan unless Japan or "Nippon" is specifically designated in the 
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