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DOLLAR SHORTAGE PERSISTS IN FUNDING MARKETS

Global cost of raising USD in FX market
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SUPERCHARGED EURO DRIVEN BY THE JAPANESE CARRY TRADE
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Our long held view, which we now reiterate, is
that the world will suffer from dollar shortages
going forward - this is already very evident in the
funding market but not in the spot market...yet.

The Eurodollar system (ie USD banking system
outside the US) is underappreciated in our view.
This system is vital in ensuring that there is
always a supply of dollars to fund and secure the
many carry trade transactions.

We believe that the rising funding costs of USDs
in the Eurodollar market has been the catalyst for
the supercharged EUR/USD, driven by the
Japanese carry trade. More on that below.

The current ‘narrative’ in the market is that the
USD weakness is driven by the developments
around the US twin deficits, Trump’s policies, and
the divergence in the monetary expectations of
the Fed and the ECB. We do not believe that
these developments are necessarily the major
drivers.

Japan is one the largest dollar debtors in the
world according to the BIS. This is due to it being
one of the largest players (banks and pension
funds) in the carry trade market amid the hunt for
yield.

We believe the supercharged EUR/USD since
2Q17 is due to the Japanese carry-trade.

In the past, the gap between the real European
bond yields (yields hedged into yen) and real US
bond vyields (yields hedged into yen) were
negative. This led to a weaker euro. However this
reversed in 2Ql7 — ie as real European bond
yields became more attractive funds fled the US
bond markets for European shores. This would
explain the supercharged EUR/USD. This is very
evident in the bottom chart.

Going forward, we believe that this trend is not
sustainable and a reversal is due as the Fed
continues on its path to hike interest rates,
which will make real US bond more profitable
and thus we expect a weaker EUR/USD
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A REVERSAL OF THE EURO BOND YIELD (HEDGED IN YEN) WOULD NOT BODE WELL FOR

THE EM CARRY TRADE AND THE SA RAND
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EURO-$: A CORRECTION IN THE EURO IS PLAYING OUT

Daily EUR= 2016/06/09 - 2018/09/18 (GMT)
BarOHLC, EUR=, Bid, 2018/02/28, 1.2231, 12241, 1.2198, 12211, -0.0020, (-0.16%) T
0.0%—1.2561 ‘I]:%
WW“‘” "1.24
\
H ! “ 1.2202— Y
3601208 ——:2086——

T
] m H | ‘“h y . 118

»" 825511783 .

i L
i‘l L 0%—1.154—— 11537 —— 116
Mﬂ‘ h 114

| 61.8%—1.1301

112

11

h
\ -1.08
| “ ‘\“\M \\‘“ \
H“ N M‘ “\‘”‘H MJ ) -1.06
“ 100.0%1.0523-

W 104

—_

_MACD, EUR=, Bid(Last), 12, 26, 9, Exponent, 2018/02/28, 0.0009, 0.0038
Value
usp
-0.008
00038
0.0009
0004
-0.008
Thutd

Jl Alg Sep Oct MNov Dec Jan Feb Mar Apr May Jun Jul Alg Sep Oct MNov Dec Jan Feb Mar Apr May Jun Jul Aug Sep

| Q316 | Q416 | Q117 | Q217 | Q317 | Q417 | Q118 | Q218 | Q318

Source: Reuters, Nedbank CIB Research

Favourable US bond yields (hedged into yen)
would reverse the trend that has boosted the
EUR/USD. Furthermore, a weaker EUR/USD would
likely lead to higher FX volatility.

FX volatility would lead to global trade
uncertainty, something that the world cannot
afford given the synchronized global growth.

Higher FX volatility erodes the return in the carry-
trade through the risk adjusted ratio i.e. Sharpe
ratio i.e. HY-funding currency/FX volatility.

In this type of environment we believe that the
rand will come under pressure, despite possible
favourable local dynamics. We believe the main
driver of the rand will be the volatility of the
global carry trade (of which SA has been a major
benefactor due to foreign inflows in 2016 and
2017).

The euro rally, that started in late 2016,
completed a textbook Elliott wave pattern, and
the correction phase is now starting.

The general Elliott wave rule is that upon
completion of the pattern the market will retrace
the fifth wave.

This suggests a correction to 1.1537, which is the
50% Fibonacci retracement as well as a support
line.

Short-term the euro is in the process of testing a
previous low, which should lend some short-term
support.

m_ps://www.nedbank,co,zzg_/content/dam/nedbank-crp/reporté/Stratg_gy/NeeIsAndMehuI/2018/TechnicaI%ZOStrategy%ZONote%ZODiscIaimer.pdf
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