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Key takeaways

•• As chaos envelopes Washington, D.C., the euphoria that engulfed markets in the weeks following the election has faded.
•• Three themes will likely continue to determine the path of interest rates in the medium term: US tax reform, monetary
policy normalization and Federal Reserve (Fed) balance sheet reduction.
•• Even though markets have been anticipating future changes, the US Fed has been operating in the present.

Full commentary
The Trump administration has become a fixture in the headlines. In the last week alone, we have experienced the controversial
firing of FBI Director James Comey, the potential disclosure of classified information to Russian diplomats, and the appointment
of a special counsel to investigate Russian intervention in the US election. As chaos envelopes Washington D.C., the euphoria
that engulfed markets in the weeks following the election has faded. In the words of Senate Majority Leader Mitch McConnell,
“…we can do with a little less drama from the White House”. Looking through the latest headlines, three interconnected themes
will likely continue to determine the path of interest rates in the medium term: US tax reform, monetary policy normalization
and Fed balance sheet reduction.
Expectations for tax reform legislation and other pro-growth fiscal policies are quickly fading. In the weeks following the US
election, fiscal stimulus was identified as the tide that would lift all boats and caution was thrown to the wind as deflationary
concerns quickly abated. The broad shift in sentiment appeared to overcome the inertial forces that have constrained global
growth since the great recession. Dreams collided with reality as the republican health care bill failed to garner enough support
in congress to warrant a vote. While House Republicans were able to successfully pass a subsequent bill, the Senate has opted
to craft their own legislation which will further extend the timeline. The failure of the republican healthcare bill has significant
implications for US tax reform as revenue gains from Trump-care were expected to offset revenue losses from potential tax cuts.
The Trump reflation trade has sustained a heavy blow. While market reaction was more pronounced in fixed income markets
than equities, substantial momentum has been lost.
Whereas markets have been anticipating future changes, the US Fed has been operating in the present. Recent changes in
monetary policy were largely in response to improvements in current labor and inflation data. Absent a major change in fiscal
policy, investors expect normalization to occur at moderate pace. Market based measures suggest that Fed policy rates will
peak at roughly 3.00% which is broadly consistent with the Fed projections. Forward curves are forecasting a significant
reduction in the term structure as the terminal rate nears. This flattening of the yield curve has typically been interpreted as a
signal of waning confidence in the economic outlook and elevated recession risk. Admittedly, market projections may change
as inflation data has disappointed to the downside in recent months. Nonetheless, this wouldn’t be the first time that removal of
monetary policy stimulus preceded a recession.
Recent comments from Fed officials imply that the committee is keen to address the size of the balance sheet in the coming
year. Fed balance sheet normalization presents new and interesting challenges for the Federal Open Market Committee
(FOMC). With little data to draw on, the Fed is increasingly reliant on academic exercises to predict the market’s reaction to a
reduction in balance sheet reinvestment. The US Treasury will need to increase Treasury issuance following a Fed balance
sheet taper as the US Treasury seeks to offset the funding gap. The market reaction to the increase in issuance will depend
largely on how the US Treasury chooses to fund the shortfall. An extension of the average maturity of the Treasury market is
largely seen as leading to higher interest rates and steeper yield curves.
The ebb and flow of these themes will likely dominate markets in the medium term. Continued chaos in the White House will,
at best, slow the pace of legislation and depress sentiment sending yields lower as the yield curve bull-flattens and the reflation
trade falters. The Fed would likely respond by slowing the pace of normalization and delaying balance sheet adjustments.
Conversely, an improvement in the political climate would have the reverse effect. My bet is on “Continued Chaos”, it is horse
racing season after all…

This week’s market
developments
Monday, May 15
• US empire manufacturing decreased to -1.0
for May
Tuesday, May 16
• Japan Tertiary Industry Index growth decrease
to -0.2% m.o.m. for March
• UK CPI growth increased to 0.5% m.o.m. for
April
• UK Core CPI growth increased to 2.4% y.o.y.
for April
• UK PPI output growth increased to 0.4%
m.o.m. for April
• Eurozone 1st Quarter GDP growth remained
at 0.5% q.o.q.
• US housing starts decreased to 1,172,000 for
April
• US industrial production growth increased to
1.0% m.o.m.
Wednesday, May 17
• Eurozone CPI growth decreased to 0.4%
m.o.m. for April
• Japan 1st Quarter GDP growth (prelim
estimate) increased to 0.5% q.o.q.
Thursday, May 18
• UK retail sales growth (ex auto/fuel) increased
to 2.0% m.o.m. for April
• US Leading Index growth decreased to 0.3%
m.o.m. for April
Friday, May 19
• Eurozone consumer confidence (advance
estimate) increased to -3.3 for May
Source: Bloomberg, as of May 22, 2017
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Next week’s market
developments

Chart of the Week
US Treasury Forward Yield Curves

Monday, May 22
• Japan All Industry Activity Index growth is
expected to decrease to -0.5% m.o.m. for
March
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Tuesday, May 23
• Markit Eurozone manufacturing PMI (prelim
estimate) is expected to decrease to 56.5 for
May
• Markit Eurozone services PMI (prelim
estimate) is expected to remain at 56.4 for May
• Markit US manufacturing PMI (prelim estimate)
is expected to increase to 53.0 for May
• Markit US services PMI (prelim estimate) is
expected to increase to 53.3 for May
• US new home sales are expected to decrease
to 610,000 for April
Wednesday, May 24
• US existing home sales are expected to
decrease to 5,650,000 for April
Thursday, May 25
• UK 1st quarter GDP growth (prelim estimate)
is expected to remain at 0.3% q.o.q.
• Japan national CPI growth is expected to
increase to 0.4% y.o.y for April

Central Bank Watch
Last move

Date of move

Current policy rate

Implied 3-Month Rate
on June 2017
Interest Rate Futures
Contract

Next meeting

Fed

+25 basis points

March 15, 2017

0.75% - 1.00%

1.01%

June 14

ECB

-5 basis points

March 10, 2016

0.00%

-0.18%

June 8

BoJ

-20 basis points

February 16, 2016

-0.10% - 0.00%

0.06%

June 16

BoE

-25 basis points

August 4, 2016

0.25%

0.32%

June 15

Friday, May 26
• US durable goods orders growth (prelim
estimate) is expected to decrease to -1.4%
m.o.m. for April
Source: Bloomberg, as of May 22, 2017

Source: Bloomberg
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Bloomberg is the source for all data in this document as of May 19, 2017 unless otherwise specified. This material is issued and has been prepared by Fischer Francis Trees & Watts* a member of BNP Paribas Investment Partners (BNPP IP)**. This document is confidential and may not be reproduced or redistributed,
in any form and by any means, without Fischer Francis Trees & Watts’ prior written consent. This material is produced for information purposes only and does not constitute: 1. an offer to buy nor a solicitation to sell, nor shall it form the basis of or be relied upon in connection with any contract or commitment
whatsoever; or 2. any investment advice. Opinions included in this material constitute the judgment of Fischer Francis Trees & Watts at the time specified and may be subject to change without notice. Fischer Francis Trees & Watts is not obliged to update or alter the information or opinions contained within this
material. Fischer Francis Trees & Watts provides no assurance as to the completeness or accuracy of the information contained in this document. Statements concerning financial market trends are based on current market conditions, which will fluctuate. Investment strategies which utilize foreign exchange may
entail increased risk due to political and economic uncertainties. Investors should consult their own legal and tax advisors in respect of legal, accounting, domicile and tax advice prior to investing in the financial instrument(s) in order to make an independent determination of the suitability and consequences of
an investment therein, if permitted. Please note that different types of investments, if contained within this material, involve varying degrees of risk and there can be no assurance that any specific investment may either be suitable, appropriate or profitable for a client or prospective client’s investment portfolio.
Given the economic and market risks, there can be no assurance that any investment strategy or strategies mentioned herein will achieve its/their investment objectives. Returns may be affected by, amongst other things, investment strategies or objectives of the financial instrument(s) and material market and
economic conditions, including interest rates, market terms and general market conditions. The different strategies applied to the financial instruments may have a significant effect on the results portrayed in this material. The value of an investment account may decline as well as rise. Investors may not get back
the amount they originally invested. Past performance is not a guarantee of future results. The information contained herein includes estimates and assumptions and involves significant elements of subjective judgment and analysis. No representations are made as to the accuracy of such estimates and assumptions,
and there can be no assurance that actual events will not differ materially from those estimated or assumed. In the event that any of the estimates or assumptions used in this presentation prove to be untrue, results are likely to vary from those discussed herein. This document is directed only at person(s) who
have professional experience in matters relating to investments (“relevant persons”).1 Any person who is not a relevant person should not act or rely on this document or any of its contents. The performance data, as applicable, reflected in this material, do not take into account the commissions, costs incurred on
the issue and redemption and taxes. * Fischer Francis Trees & Watts, Inc. is registered with the US Securities and Exchange Commission as an investment adviser under the Investment Advisers Act of 1940. BNP Paribas Investment Partners UK Limited, is authorized and regulated by the Financial Conduct Authority.
Registered in England No: 02474627, registered office: 5 Aldermanbury Square, London, England, EC2V 7BP, United Kingdom. FFTW is a brand name of BNP Paribas Investment Partners UK Limited in the UK. BNP Paribas Investment Partners Singapore is registered with the Monetary Authority of Singapore for the
conduct of Fund Management business and is the holder of a Capital Markets Services License. BNP Paribas Investment Partners Singapore is also registered with the US Securities and Exchange Commission as an investment advisor under the Investment Advisers Act of 1940, as amended. References in this material
to Fischer Francis Trees & Watts Singapore are to the registered business name (Business Reg. No. 53207544K) of BNP Paribas Investment Partners Singapore Limited (Co. Reg. No. 199308471D). ** “BNP Paribas Investment Partners” is the global brand name of the BNP Paribas group’s asset management services.
The individual asset management entities within BNP Paribas Investment Partners if specified herein, are specified for information only and do not necessarily carry on business in your jurisdiction. For further information, please contact your locally licensed Investment Partner. For investors located in the United
Kingdom, any investment or investment activity to which this document relates is available only to and will be engaged in only with Professional Clients as defined in the rules of the Financial Conduct Authority.
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