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The Silver Bullet

A Slow Motion Re-pricing

ALGEBRIS INVESTMENTS

At the beginning of 2018, we positioned more cautiously for markets caught between
headwinds from the end of QE and tailwinds from positive growth. This is what happened so
far and what we expect from the second half of the year:
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4. There is no systemic risk but sudden spikes in volatility. The February unwind in short
volatility equity strategies has been followed by turmoil in EM (Turkey, Argentina, Brazil),
Europe’s periphery (Italy), high yield credit and other cash-park assets like crypto. But while
the direction is downwards, the speed of the re-pricing is so far slow – perhaps given that
most central banks other than the Fed remain dovish. This slow motion re-pricing means it is
harder to hedge using volatility products and derivatives in general.
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3. Risk premia have re-priced sharply across Europe and EM. Credit spreads in cash
bonds have widened and returned to long-term averages in Europe, moving above average
in the periphery and Emerging Markets. Cash bonds have underperformed CDS hedges.
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2. The US continues to outperform the rest of the world. The Trump Administration’s tax
cuts have helped to isolate US financial markets. US high yield bonds are the only credit asset
class close to flat year-to-date. In our view, this will continue to allow the Federal Reserve to
carry on normalising policy relatively smoothly, while other central banks struggle.
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1. Financial markets have underperformed the economy. Growth continues to be positive,
with upward momentum in the US and fading momentum in Europe and EM. However, without
central banks as marginal buyers, financial assets have moved lower. One by one, QEsupported carry trades in rates, credit, FX, volatility have re-priced. Markets continue to
appear fragile, as we highlighted in our last Silver Bullet │ The Age of Fragility.
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5. Can the re-pricing accelerate? A combination of rising trade wars, geopolitical risks,
negative fund flows across risky assets and lower trading liquidity could push markets to
overshoot. That said, growth remains positive and our models see a relatively low chance of
a turning point in default rates – especially in Europe, where corporate and bank balance
sheets have not taken advantage of low interest rates to leverage. US credit markets and US
assets generally appear more vulnerable instead, with little re-pricing happened since the
beginning of the year and triple-C low quality debt compressing to record tight spreads.
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Source: Algebris (UK) Limited, Bloomberg
Note: We estimated the probability of a start
of multi-month Euro HY spread widening
using a Probit model, incorporating factors
including cycle length, Economic Sentiment
Index, ECB policy rate, market liquidity
condition, credit availability, HY credit
quality (% of CCC or below) and IG-HY
spread.

We wrote earlier this year that the exchange of tariff threats between the US and its trading
partners could evolve into a wider trade war, hurting global growth and confidence. Since then
we have seen an escalation of tensions and tariffs coming into action (see timeline below). It
has also become clear that the US demands not only a deficit reduction but a more structural
change to its trade relations with the rest of the world. In our view, the US is likely to stick to
its hard stance for two reasons. First, trade tensions so far have not hurt growth in the US:
data remains strong and the Fed’s GDP Nowcasts continue to point to robust expansion (NY
Fed, Atlanta Fed, St. Louis Fed). This gives the Trump administration more flexibility and likely
has led them to believe that the US has more leverage in trade negotiations. Second, the
Democrats’ poll lead over the Republicans for the midterm elections has been narrowing this
year, while President Trump’s approval ratings has strengthened. The administration likely
has gained more confidence that the majority of voters agree with their trade policies.
In the coming months we will see developments in the following areas:

Trade War Timeline

US trade delegation in
Beijing for talks

Trump announced steel and
aluminium tariffs
Trump announced $50bn
China tariffs

1. First tranche of tariffs on
$34bn of Chinese goods started
2. China retaliated
Mexico tariffs on $3bn of US
goods came into force

ZTE deal agreed: ban to
be lifted for $1bn fine
Trump-Kim
China envoy in
meeting in
Washington for
Singapore
talks

Temporary tariff exemption
expired for EU, Canada and
Mexico
President Xi promised more
economic open-up at Boao
speech

Trump approved $50bn
China tariffs
Trump threatened another
$200bn China tariffs
EU tariffs on $3.4bn US
goods came into force

Mar 18

Apr 18

Jun 18

1. Trump/Putin meeting in Finland
2. Potential NAFTA ministerial meeting
1. US DoC hearing on
national security
implications for auto
Possible decision on auto
imports
tariffs by Trump
2. USTR Lighthizer
travels to Japan
1. Trump/Juncker meeting on trade
2. Hearing on second tranche of
US tariffs on Chinese imports
($16bn)
1. Auto imports investigation
likely to be completed
2. Second tranche of China
tariffs to come into effect &
China retaliates

1. Mexican elections
2. Canada tariffs on
$12.8bn of US goods
End of auto tariffs
came into force
comment period
3. Leaked draft bill
showing Trump's
intention for WTO
withdrawal
Jul 18

Sep 18

Source: Algebris (UK) Limited, Veda Partners. *Red = already happened; blue = yet to happen
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US-China tariffs and investment restrictions: The US’s main aim is likely to contain China’s
technological advancements, as outlined in the “Made in China 2025” plan. It has announced
$50bn of tariffs, focusing on sectors linked to the 2025 plan. Trump has also ordered his
administration to identify another $200bn of Chinese imports for tariffs if China retaliates, and
threatened on a further $200bn. The House and the Senate also passed a bill to enhance
power of the Committee on Foreign Investment in the US (CFIUS), which means more checks
on China’s investments in US companies. We think while China wants to avoid a trade war, it
will have to retaliate given the strategic importance of developing its high-tech industries for
long-term growth.
NAFTA: The three sides failed to reach a deal before the Mexican election, in which leftist
candidate Andrés Manuel López Obrador scored a land-slide victory. His appointed finance
minister Carlos Urzua suggested renegotiations would continue. However, the process could
become lengthier as the time pressure to strike a deal before the Mexican vote becomes
irrelevant.

Asylum requests in Germany
have declined from peak
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Auto tariffs: President Trump has ordered a “Section 232” national security probe into auto
imports – the same procedure that led to the imposition of steel and aluminum tariffs. The EU
has already warned of retaliation if auto tariffs are imposed. Tit-for-tat tariffs on autos could
mean a significant escalation of trade war given the increase in scale: the EU warned that
global retaliation on auto tariffs could be $300bn.
Are trade war risks adequately reflected by risk premia? According to JPM estimates, markets
have priced a -0.5% slowdown in global growth – equivalent to the impact of a 10% tariffs by
the US on all imports and with full retaliation. However, the risks of further escalations into a
global trade war, disruptions to supply chains and loss of confidence are not yet fully priced.
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2. Centrifugal Politics in Europe
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Source: Algebris (UK) Limited, BAMF.
Note: As of May 2018.
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Note: Relative representation of how many
migrants the original EU countries of
registration agreed to take back from
Germany versus how many of these cases
are successfully repatriated by Germany.

In Germany, Chancellor Merkel’s open-border policy decision in September 2015
overwhelmed domestic political consensus, aiding in the emergence of the AfD as a force on
the political right. That decision triggered in the past few months the worst political crisis in the
CDU/CSU alliance in decades. Germany’s interior minister (and CSU leader) Seehofer’s
ultimatum to close the German border to asylum seekers however, has to be taken in the
electioneering context of the upcoming October Bavarian federal state election, in which the
CSU risks losing its absolute majority via a voter leakage to far right AfD.
We think CSU leadership will value their long term influence in national politics above a short
term symbolic victory – including up-and-coming CSU hard liner and chief Seehofer rival
Markus Söder. Conservative CSU voters are likely to value the stability of the Federal
Government and conciliatory tactics rather than Seehofer’s frontal clash approach going
forward – particularly now that some concessions appeared to have been extracted from
Merkel. We expect, however, German political stability risks to add uncertainty and another
overhang over the Euro and European markets over the illiquid summer months, up to the
October elections and beyond, as the immigration issue remains far from resolved.
While the statement from the late June Eurogroup meeting has proven enough to placate the
CSU temporarily, the muddled outcome included a promise to help periphery nations deal with
the immigration cost that is unlikely to be quickly acted upon. In the likely event of slow
progress, we see the next episode of European disagreement to emerge from Italy’s antiimmigration government, where unlike in Germany, conflict with the EU and chancellor Merkel
is well rewarded at the polls.

3. Oil Shock Risk
We have argued in previous Silver Bullets that geopolitical risk represents an underpriced
downside risk to supply, and upside risk to oil prices. Whilst there remains plenty of room for
further escalation, especially in the middle-east, some of these risks have started to be
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reflected in current prices. The 90-day wind down period for foreign businesses to
disassociate with Iran following the US withdrawal from the nuclear agreement ends on 9th
August. Iran’s oil exports are likely to be severely affected. The recent OPEC agreement to
increase supply failed short of worries around loss of supply from Iran and Venezuela. Further
increases at the September meeting are likely. We previously expressed concern that a
supply-shock driven increase in oil prices can negatively affect global growth, with negative
feedback loop for commodity prices. These concerns are further increased from tensions
arising from trade wars. Global economic confidence has already been affected, and monetary
authorities around the world are sounding the alarm on the consequences for global growth.
This tempers our long-standing bullishness on oil prices. Whilst global demand has not
softened materially yet, downside risks have certainly increased. Some commodities, such as
copper, have already begun to reflect these risks. Oil prices continue to enjoy solid tailwinds
from supply, but demand headwinds are gaining strength.

2018

Source: Algebris (UK) Limited, Bloomberg.

Will the Federal Reserve blink?
In our view, it would take a significant risk event for the Fed to either pause rate hikes
or indicate rate cuts. In fact, we think the Fed’s tolerance threshold is higher than that of
other major central banks.

-1pp GDP: Potential impact to the
US from trade wars
Tarrifs on
$50bn China
goods, and
25bp tightening
in US fin
conditions

20% on all
Chinese
imports

0.0
-0.2
-0.4
-0.6
-0.8
-1.0

pp GDP

-1.2
Source: Algebris (UK) Limited, MS
Research "Give & Take, June 1 2018".

This higher tolerance can firstly be explained by the resilient US economy: growth is still
booming, wages are rising albeit slowly, and there’s a risk of late-cycle inflation. Secondly, the
Fed may be keen to build an adequate monetary policy buffer heading into the next recession,
especially as the government has limited room for further fiscal stimulus.
However, there are risks looming which could turn the Fed dovish. Amongst those risks, the
most significant is the risk of a trade war. Thus far, the trade war has been limited to just tariffs
on steel and aluminum imports, and articles such as washing machines and solar panels. The
overall net negative impact on US GDP from this is potentially small (GS research) and most
recent hard data indicates that the economy has been left largely unscathed. However, there
have been casualties and cracks are beginning to appear. In June, the US’s largest nail
manufacturer laid off 10% of its staff to avoid insolvency as steel costs soared. Furthermore,
at the Fed’s June Q&A session Chair Powell highlighted that businesses are for the first time
indicating caution in capital spending and hiring. If the trade war further escalates and rhetoric
turns into reality, the impact on the US economy could range from -0.1pp to -1pp of GDP (0.1pp impact from tariffs on $50bn Chinese imports and 25bp in tightening financial conditions,
to -1pp impact from 20% tariff on all Chinese imports in to the US; MS research). Thus the
negative impact of a trade war could eventually more than offset the economic boost caused
by President Trump’s fiscal stimulus plan, and this may serve as a catalyst for the Fed to blink.

EM HY Leads in Spread Widening
ASW spread
1200

BB US

BB EU

European Credit: Start of Decompression?
European credit ASW spread by rating

BB EM

2,500

BBB

BB

B

CCC or below

1000
2,000
800
1,500

600

1,000

400

500

200
0
2000

2003

2006

2009

2012

2015

2018

0
1999

2002

2005

2008

2011

2014

2017

Source: Algebris (UK) Limited, Bloomberg, ICE BOFAML, JPM *Note: ASW for US BB Index (H0A1), EU BB Index (HE10), EM BB Index (JPSSGDBB Index). ASW for EU BBB Index
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Conclusions
1. We are still cautious. At the beginning of the year, we flagged our more cautious view on
2018, on the combination of a potential return of volatility vis a vis still positive global growth.
As discussed last month, our view remains cautious, as the retreating wave of central bank
liquidity has pushed assets to re-price in an environment of lower trading liquidity. This means
we have improved substantially portfolio liquidity, either substituting cash instruments with
derivatives or using barbell strategies.
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2. But opportunities are starting to arise. That said, there are parts of credit markets where
risk premia imply a return of the Eurozone crisis or an Emerging Markets crisis. This means
that a mid to low-duration high yield portfolio today can yield 5-7%. On the other hand, other
QE-driven trades appear still crowded and vulnerable to us. These include long-dated tripleB bonds, or short volatility.
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3. Our Macro Credit strategy was hurt by spread widening its credit book through the year,
despite having scaled down risk in January. We maintain hedges in QE-sensitive markets,
particularly in EM as well as in tight investment grade credit, while holding a net positive carry
in medium to low-duration high yield bonds, which now offer high single digits yields. The
overall net exposure gains from a decline in stock prices and a widening in spreads.
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Source: Algebris (UK) Limited, Bloomberg

4. Our Tail Risk strategy continues to be net short, with a focus on IG credit, EM and firms
and sectors which we estimate most vulnerable to trade wars and heightened Eurozone risk.
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The Silver Bullet is Algebris Investments' macro letter.
Alberto Gallo is Head of Macro Strategies at Algebris (UK) Limited, and is Portfolio Manager
for the Algebris Macro Credit Fund and the Algebris Tail Risk Fund, joined by portfolio
managers/macro analysts Tao Pan, Aditya Aney, Abbas Ameli and Pablo Morenes.
For more information about Algebris and its products, or to be added to our
Silver Bullet distribution list, please contact Investor Relations at algebrisIR@algebris.com or
Sarah Finley at +44 (0) 203 196 2520. Visit Algebris Insights for past Silver Bullets.
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This document is issued by Algebris (UK) Limited. The information contained herein may not be
reproduced, distributed or published by any recipient for any purpose without the prior written consent of
Algebris (UK) Limited.
Algebris (UK) Limited is authorised and Regulated in the UK by the Financial Conduct Authority. The
information and opinions contained in this document are for background purposes only, do not purport to
be full or complete and do not constitute investment advice. Under no circumstances should any part of
this document be construed as an offering or solicitation of any offer of any fund managed by Algebris
(UK) Limited. Any investment in the products referred to in this document should only be made on the
basis of the relevant Prospectus. This information does not constitute Investment Research, nor a
Research Recommendation. Algebris (UK) Limited is not hereby arranging or agreeing to arrange any
transaction in any investment whatsoever or otherwise undertaking any activity requiring authorisation
under the Financial Services and Markets Act 2000.
No reliance may be placed for any purpose on the information and opinions contained in this document
or their accuracy or completeness. No representation, warranty or undertaking, express or implied, is
given as to the accuracy or completeness of the information or opinions contained in this document by
any of Algebris (UK) Limited , its directors, employees or affiliates and no liability is accepted by such
persons for the accuracy or completeness of any such information or opinions.
The distribution of this document may be restricted in certain jurisdictions. The above information is for
general guidance only, and it is the responsibility of any person or persons in possession of this document
to inform themselves of, and to observe, all applicable laws and regulations of any relevant jurisdiction.
This document is for private circulation to professional investors only.
© 2018 Algebris (UK) Limited. All Rights Reserved. 4th Floor, 1 St James’s Market, SW1Y 4AH.
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