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GEOPOLITICAL   
MAELSTROM
 BY STEEN JAKOBSEN

The market has increasingly resigned itself to accepting 
that things will never change – ever – exactly at a time 
when both risk and the underlying changes are already 
turning south . Our human bias to extend the recent 
past into the future is one of the brain’s fundamental 
flaws which brings us to the conclusion that it is not only 
wrong but works against both science and empirical 
studies .

Geopolitical risk has not played a major role in the world 
of markets and economics since the Great Financial 
Crisis in 2007-09 mostly because the world’s central 
banks have been meeting even the slightest bump in 
the road with a “wall of money” available to print . 

The modus operandi of pretend-and-extend is now 
coming to an abrupt end . The Federal Reserve is 
determined to implement QT, Quantitative Tightening, 
letting its massive balance sheet shrink by allowing 
outstanding bonds to mature without being renewed .  
But in so doing they are making the huge policy mistake 
of increasing steering rates based on their “hope” 
that inflation will play according to the academically 
disproved argument of the Phillips curve .

Yes, disproved . A recent paper from the Philadelphia 
Fed by Dotsey, Fujita and Stark concludes: “We find 
that forecasts from our Phillips curve models tend to 
be unconditionally inferior to those from our univariate 
forecasting models” . Inferior! Still, the Fed (and the 

European Central Bank, the Bank of England and the 
Bank of Japan) insists on using it and “hoping” it will 
work .

The Fed believes, or rather hopes that QT will happen 
without a major upset to the markets, which is kind of 
ironic considering that most of world growth (if not all 
of it) since the crisis is predicated on the opposite: The 
$3,000 billion worth of expansion of the same balance 
sheet . Now we are led to believe that taking away the 
punchbowl is not going to end the party because they 
“have communicated” this to the market – they have 
written it on their Facebook wall! Clearly we, or at least I, 
are not impressed . 

With the Federal Reserve taking the giant step of replacing QE with QT and with geopolitical 
rhetoric between the US and North Korea and Iran heightening by the hour, this is no time 
for complacency . Unfortunately, the world has lulled itself into a false sense of security and is 
ignoring the perils we face . 

THE FED IS MAKING A HUGE 
POLICY MISTAKE BASED ON 
ITS HOPE THAT INFLATION 
WILL PLAY ACCORDING TO THE 
ACADEMICALLY DISPROVED 
ARGUMENT OF THE PHILLIPS 
CURVE
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The net drop in the impulse is the second-largest in the 
history of the chart, and only matched by the 2007-2009 
slowdown in magnitude (red arrows) . The credit impulse 
generally leads the world economy by nine to twelve 
months – hence the present slowdown should bottom 
out in March-July 2018 in real economic data .

We believe this is a bad omen for Q4-2017 into Q2-2018 
where we see a real chance of an economic slowdown 
which will feel like a recession, exactly at the time when 
the world’s economists and politicians are calling the 
all clear . This is again a classic case of not respecting 
the laws of nature and the path of least resistance . 
The present improvement in data was born in 2015/16 
through a big expansion of credit in China, the US, and 
Europe, as clearly seen on the chart (green arrow) . 
Again, our recent past makes us extend the “trend” 
despite evidence saying something else . 
The Chinese leadership meets in October to dictate 

the next five if not 15 years’ economic growth. My 
expectation is that president Xi not only will go for an 
extra term, as the first Chinese leader since Chairman 
Mao, but also will focus on quality over growth . China 
is fast emerging as not only the biggest M&A player 
(buying environment, utility, resources, water, alternative 
energy assets and more) but also increasingly as a 
technology leader . 

We are witnessing the emergence of the new, greener, 
China which is focused on reducing pollution through a 
big push for electrification but also through accepting 
less growth to gain that traction . This is bad news for the 
credit impulse, but more so for world growth . China is 
roughly one-third of direct global growth, but more like 
50% indirectly . China carried the world on it shoulder 
through the last crisis in 2007-09 now its orientation is 
the long-term gain of China which starts at home not 
overseas .

GLOBAL CREDIT IMPULSE

SOURCE: MACROBOND, SAXO BANK RESEARCH & STRATEGY
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Steen Jakobsen first joined Saxo Bank in 2000 and has served as both Chief Economist and 
Chief Investment Officer since 2009. He focuses on delivering asset allocation strategies and 
analysis of the overall macroeconomic and political landscape as defined by fundamentals, 
market sentiment and technical developments in the charts .

GEOPOLITICAL 
MAELSTROM

This leads to a very defensive approach for Q4 as 
we believe excessively high economic expectations, 
combined with dangerously low volatility, low inflation 
and major policy mistakes by central banks will lead to 
significant risk to the economic model as we know it.

What makes Q4 even more concerning is the escalation 
of geopolitical rhetoric between the US and North Korea 
and Iran . It has descended to kindergarten level with 
accusations, speeches and press conferences spinning 
out of control .  I estimate there is almost a 50/50 chance 
that “something will happen in October” – rarely have 
the various structures in economics, politics and world 
events been more in need of change; the problem is this 
need for change is met by the highest complacency I 
have seen in my 30-year career . 

The world seems to think like the former F1 Champion, 
Mario Andretti : “If things seem under control, you are 
not going fast enough” . Well, allow me round up by 
making my own quote about Q4 and 2018:

“IF YOU THINK THINGS ARE UNDER 
CONTROL, YOU HAVEN’T UNDERSTOOD 
ANYTHING .” 

      

THE FED EXIT EXPERIMENT IS 
A CONCERN BUT THE REAL 
WORRY IS THAT OUR FAVORITE 
ECONOMIC PREDICTOR, THE 
CREDIT IMPULSE, IS COLLAPSING
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The global recovery has driven equity markets higher 
over the past few months despite persistent lowflation 
in developed countries, monetary policy normalisation, 
and increasing geopolitical risk .

Under normal circumstances, these three elements 
would have caused a sharp decline in financial markets 
but this has not been the case so far because of 
optimistic growth forecasts . In our view, those forecasts 
may be a bit too rosy . The contraction in the global 
credit impulse suggest that an economic slowdown is 
just around the corner and could materialise as soon as 
next year .

WHAT IS THE CREDIT IMPULSE?

The idea behind credit impulse is that since spending 
is a flow, it should be compared to net new lending, 
which is also a flow, rather than to credit outstanding, 
which is a stock . Therefore, credit impulse can be best 
understood as the flow of new credit issued by the 
private sector expressed as a percentage of GDP . 

Our in-house global credit impulse reading is based on 
18 countries representing 69 .4% of global GDP share

(adjusted for purchasing-power-parity) . It is updated on 
a quarterly basis in order to avoid too many seasonal 
adjustments and to provide an accurate picture 
throughout the year . 

WHY IS IT A CRITICAL INDICATOR?

Credit impulse is a key derivate of global credit growth 
and is correlated with global domestic demand . It is a 
useful tool to point out the inflexion in credit that could 
spread all over the globe and influence global growth.

Since the beginning of the year, the global credit impulse 
has sent a warning signal to investors around the world . 
By our measure, the index declined by a whopping 9% 
(year-on-year) in Q2 2017, and the contraction is now at 
its highest level since 2009 . 

The remarkable difference this time is that there is no 
great financial crisis. Since the global credit impulse’s 
post-crisis peak in Q2-Q4 2016 a sharp deceleration has 
taken place, mainly due to negative evolution in the USA, 
China, and India . These three countries are of crucial 
importance to the evolution of the credit impulse since 
they represent 39% of our global indicator .

MACRO: CREDIT IMPULSE 
CONTRACTION BAD NEWS FOR GROWTH
 BY CHRISTOPHER DEMBIK

Understanding the global credit impulse is crucial if one is to understand the lagging indicators 
currently boosting macroeconomic data, as well as why a slowdown may well be imminent .

THE POSITIVE CHANGE IN THE 
FLOW OF CREDIT SINCE 2014 HAS 
BEEN THE MAJOR DRIVER OF GDP 
GROWTH IN THE EURO AREA
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MACRO: CREDIT IMPULSE 
CONTRACTION BAD NEWS FOR GROWTH

CHINA: A TOUGH CHOICE BETWEEN LOWER 
GROWTH AND FURTHER STIMULUS

 As the world’s largest economy based on PPP, China is 
the main driver of the global credit impulse . A notable 
downturn (or increase) in China’s flow of credit will 
impact the evolution of credit in other parts of the 
world . Therefore, for investors, monitoring China’s 
credit impulse is as important for investors as watching 
the European Central Bank and Federal Reserve 
monetary policy meetings . 

Since the end of 2016, credit policy in China has turned 
sharply restrictive, leading to a higher interbank rate . 
Combined with stricter bank regulation, especially in 
terms of wealth management products, it has resulted 
in a 15% y/y decline in the credit impulse in Q2 2017 . 

The magnitude of this contraction reminds one of 2010 . 
This time, however, it happened when the economy was 
much more robust, with constant price GDP growth at 
10 .6% . 

The focus on curbing financial risks – one that we will 
likely see reiterated at China’s upcoming 19th Party 
Congress – suggests that policymakers are more open 
to lower economic growth, but not at any cost . More 
substantial signs of weaker growth will be needed to 
force the authorities to step in as they have in the past . 
It is only a matter of time, however, before they do; this 
will probably occur over the course of the next year 
(read: after Xi’s consolidation of power) .  

GLOBAL CREDIT IMPULSE 

SHIBOR VS 5-YEAR GOVERNMENT BENCHMARK BOND YIELD

SOURCE: MACROBOND, SAXO BANK RESEARCH & STRATEGY
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US: THE BUSINESS CYCLE 
PEAK IS BEHIND US

The credit impulse in the US has also turned down 
and now points to zero as a result of weak demand 
for commercial and industrial loans and leases . The 
slowdown is visible in the second chart below, which 
illustrates that commercial bank loan creation only 

increased by 0 .6% in Q2’17 compared with  Q2’16 after 
a drop of 0 .6% in Q1 . 
The lack of significant credit growth is expected 
to constrain GDP growth in the coming quarters, 
confirming once again that the peak of the business 
cycle in the US is behind us . This could change, of 
course, if President Trump delivers on tax reforms and 
thereby creates positive economic incentives .

CREDIT IMPULSE -UNITED STATES COMMERCIAL BANK LOAN CREATION

SOURCE: MACROBOND, SAXO BANK RESEARCH & STRATEGY

THE LACK OF SIGNIFICANT CREDIT GROWTH IS EXPECTED 
TO CONSTRAIN GDP GROWTH IN THE COMING 
QUARTERS, CONFIRMING ONCE AGAIN THAT THE PEAK 
OF THE BUSINESS CYCLE IN THE US IS BEHIND US

MACRO: CREDIT IMPULSE 
CONTRACTION BAD NEWS FOR GROWTH
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INDIA: STRUCTURAL CHANGE IN MOTION

The credit impulse in India declined in the second part 
of 2016 along with its Chinese and US counterparts, 
but since then it has seen a slight rebound . The trend, 
however, remains largely negative despite a recent 
interest rate cut by the Reserve Bank of India (the key 
lending rate was cut to 6% in August) . 

The cost of credit, however, is not the main issue facing 
India . Weak credit growth and low private investment 
levels are here to stay, mostly due to the structural 
changes that are in motion . Low capacity utilisation and 
the clean-up of bank balance sheets (the amount of non-
performing loans has multiplied five-fold since 2008, 
reaching 9 .2% of banks’ total gross loans) are expected 
to substantially limit credit growth and therefore GDP 
growth in coming years .

EUROPE: CREDIT EXPANSION 
STILL FUELING GROWTH 

Of the six European countries we are monitoring 
(France, Germany, Italy, Poland, Spain, and the UK), 
credit impulse is still expanding in five of them. The 
exception is Italy where contraction has taken place 
since late 2016, indicating that GDP growth may run out 
of steam in the coming quarters . 

There is no mystery here: the positive change in the flow 
of credit since 2014 has been the major driver of GDP 
growth in the euro area . Currently, the eurocoin growth 
indicator is still following a positive trend and remains 
close to its post-crisis highs . However, this trend largely 
reflects the cyclical lag between the European economy 
and that of the US where recovery started earlier . 

In our view, the main economic risk for the continent is 
not linked to the ECB’s monetary policy normalisation 

but rather to the contraction in global credit impulse 
that will inevitably spread to Europe, ultimately leading 
to a short-lived recovery .

JAPAN: POSITIVE MOMENTUM DESPITE 
NEGATIVE RATES

Japan’s credit impulse has been rising since Q4’15 
despite the introduction of negative rates in January 
2016 . At that time it was feared that the move would 
make banks reluctant to lend to prospective clients; 
in fact, surveys suggest that this is not at all what 
happened . 

According to the Tankan sentiment survey, the lending 
attitude of financial institutions has followed an upward 
trend, reaching its highest level since the financial crisis 
at 24 percentage points in Q1’17 .

CREDIT IMPULSE -INDIA

SOURCE: MACROBOND, SAXO BANK RESEARCH & STRATEGY

MACRO: CREDIT IMPULSE 
CONTRACTION BAD NEWS FOR GROWTH
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The FSA guidelines enacted in 2016 to encourage giving 
to borrowers with low credit scores have certainly played 
a major role in Japan’s avoidance of a credit growth 
slowdown . However, this positive impulse has a limited 
global effect since the country only represents 5.2% of 
our global index . 

GROWTH AT A KEY TURNING POINT

The message sent by the global credit impulse is that 
global growth is at a key turning point . After years of 
expansion, the credit dynamo has now completely 
reversed . Since this index leads by nine months we 
should expect softer data this autumn, and this could 
lead to a global economic slowdown over the course of 
next year . 

Lower economic growth is only a matter of time and in 
some respects would make perfect sense considering 
that the recovery began precisely eight years ago in mid-
2009 (in the US) . 

So far, it has been the third longest expansion since 
1850 (behind 1991-2001, 1961-1969 and 1982-1990) . 
The implications of the credit impulse contraction 
are significant for financial markets. If an economic 
slowdown takes place, it will push the Fed and the ECB 
to reduce the speed and scale of their stimulus exits . 
It could also open the door to monetary and fiscal 
stimulus in China .

EUROCOIN GROWTH INDICATOR

CREDIT IMPULSE - JAPAN

SOURCE: MACROBOND, SAXO BANK RESEARCH & STRATEGY

SOURCE: MACROBOND, SAXO BANK RESEARCH & STRATEGY

MACRO: CREDIT IMPULSE 
CONTRACTION BAD NEWS FOR GROWTH
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In our third-quarter outlook, we asked whether equities 
were immune to a slowdown . Despite mixed signals 
from China, with its leading indicators declining since 
March, global equities continued to climb to record 
levels . Global equities rose 3% in Q3 in local currency 
terms . This fourth-quarter outlook focuses on the 
ongoing equity rally and its threats . We will also focus on 
China and the prospects of the country opening up its 
capital markets .

IS THE BRAZILIAN FIESTA ENDING?

While developed-market equities rose 3% in local 
currency, emerging-market stocks were the big winners, 
gaining almost 10% in local currency, with Brazilian 
equities taking the lead, up impressively 20% in BRL . The 
main driver of EM performance was another 4% decline 
in the US dollar against other currencies . A weaker USD 
eases financial conditions globally, thereby boosting EM 
countries with extensive borrowing in USD .

EQUITIES: FOR THE FUTURE, 
LOOK NO FURTHER THAN CHINA 
  

The energy sector is not out of the woods as we enter the fourth quarter, and we recommend 
that investors underweight Brazil . On a longer-term horizon, the opening of China’s capital 
markets offers tremendous opportunities, and the impact is likely to be as significant to 
investors as the end of the Cold War .

SOURCE: BLOOMBERG AND SAXO BANK

BY PETER GARNRY
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EQUITIES: FOR THE FUTURE, 
LOOK NO FURTHER THAN CHINA

The political crisis engulfing Brazil’s president continues 
to escalate, but without any significant impact on the 
currency . The local equity market has extended its rally 
as the macroeconomic outlook has improved further, 
with unemployment now firmly ticking down again. 
Valuation metrics have been pushed to levels competing 
with US equity markets, which in our view seems 
stretched given the political situation and potential 
slowdown in the short-term business cycle driven by 
China as credit growth slows . Seen in that light, we 
recommend that investors underweight Brazil going into 
Q4 .

ENERGY SECTOR NOT OUT OF THE WOODS

Looking across the sector landscape, energy was the 
third best performer in Q3, delivering almost 5% in local 
currency against a backdrop of rising oil prices . The rally 
was driven by a combination of factors ranging from 
the weaker USD and Hurricane Harvey hitting US oil 
supply, which caused sentiment towards oil prices to 
rise . However, current price levels are stretched against 
global supply-and-demand forces, and it’s our view that 
oil has limited upside from here, which we cover in full 
detail in our Q4 commodity outlook . As a result, we 
maintain our negative view on the energy sector .

SOURCE: SAXO BANK

ANY INVESTOR WHO IS UNDERWEIGHT CHINA 
AND INDIA OVER THE NEXT 50 YEARS WILL 
GREATLY UNDERPERFORM GLOBAL EQUITY 
INDICES .”
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THE WORLD’S NEXT 1989 MOMENT

While the world is fixated on a perceived upswing in 
terrorism and destabilisation on the Korean peninsula, 
China is moving forward to opening up its economy in a 
longer-term plan to overtake the US as the world’s leading 
superpower. The impact will be as significant to investors 
as the end of the Cold War in 1989, which was succeeded 
by a rapid increase in global trade volume as new markets 
were included in the World Trade Organization .

China’s latest moves in opening up its capital markets 
include the so-called Bond Connect that allows foreign 
fund managers to trade in China’s $9 trillion debt market 
without setting up an onshore account . The so-called Stock 
Connect is already integrating Hong Kong, Shanghai and 
Shenzhen, and likely paved the way for MSCI’s decision 
to add 222 China A large-cap stocks in its MSCI Emerging 
Market Index and increase China’s weight further from 
current levels at 29% . In addition, China was included 
in the International Monetary Fund’s special drawing 
rights basket, making the renminbi part of global reserve 
currencies . China has also opened up the fund industry 
by allowing foreign fund management firms to own 100% 
of local fund businesses, causing money managers, 
such as Man Group, Bridgewater Associates and Fidelity 

International, to start private funds in China . Moreover, 
Chinese regulators are moving forward to allow foreign 
insurance companies to provide health, pension and 
catastrophe insurance .

The People’s Bank of China is expected to propose 
regulation later this year to allow foreign institutions to 
control their local finance-sector joint ventures as well as 
raising the current 25% ceiling on foreign ownership in 
Chinese banks . The rationale is that if China does not open 
up its economy, it will be lazy and uncompetitive in the 
future .

THE LEADING CHINESE 
TECHNOLOGY COMPANIES THAT 
SHOULD BE PART OF ANYONE’S 
PORTFOLIO ARE SOCIAL MEDIA 
AND GAMING COMPANY TENCENT, 
ECOMMERCE GIANT ALIBABA AND 
SEARCH ENGINE GROUP BAIDU .

SOURCE: BLOOMBERG AND SAXO BANK

EQUITIES: FOR THE FUTURE, 
LOOK NO FURTHER THAN CHINA
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We highlighted in a recent research note that based on 
China’s 56% urbanisation rate, corresponding to where 
the US was in 1930, China has many decades of above-
average growth ahead of it . As Chinese capital markets 
are opened, global investors will be able to participate 
in what will be the most transformational century as 
China and also India will regain their former glory in 
terms of global wealth share . China is already the 
largest economy on a purchasing power parity-adjusted 
basis . Any investor who is underweight China and India 
over the next 50 years will greatly underperform global 
equity indices .

For investors in the developed world we recommend 
overweighting the technology sector as it remains the 
least regulated and overwhelmingly private sector . 
Buying broad-based indices through exchange-traded 
funds will still be a good approach for most, but the 
overweight of state-owned companies will be a drag on 
performance during the transition to a high-technology 
and consumer-driven economy .

CHINA ALREADY LEADS IN MANY FIELDS

China’s State Council AI Development Plan, announced 
in July 2017, sets clear policy goals on artificial 
intelligence, aiming for China to be the global leader 
in all AI and robotics-related industries by 2030 . The 
plan is a direct response to the rising wages that are 
lowering China’s competitiveness . National wages 
are up 200% since 2006, or 13% annualised, which 
is unsustainable in the long run . As result, Chinese 
manufacturers are already heavily investing in robotics 

and automation technologies . Global data also suggest 
that robot density per 1,000 workers is positively 
associated with higher corporate profitability.
Very few publicly-listed Chinese companies operate 
in the robotics industry . According to our research, 
only four exist, and they all trade on mainland China 
exchanges, making it difficult to get access. The biggest 
publicly-traded robotics firm is Estun Automation with 
a market value of $1 .9 billion . If the stock is one of 
the A shares included in the EM index in 2018, global 
investors will get a slice of China’s robotics future .
The leading Chinese technology companies that should 
be part of anyone’s portfolio are social media and 
gaming company Tencent (00700:xhkg), ecommerce 
giant Alibaba (BABA:xnys) and search engine group 
Baidu (BIDU:xnas) . These three companies have had 
combined revenue of $64 .8bn in the past 12 months, 
up 26 .4% year-on-year . They all have leading positions 
in their respective industries and are all hugely 
profitable. 

Within the consumer staples sector, investors can 
find tomorrow’s consumer winners in China. The 
largest beverages company Kweichow Moutai has a 
market value just below $100bn and is growing at 23% 
annually, which is a pace no beverages company in the 
developed world will ever come near .

In the healthcare sector, one of the largest publicly-
listed companies is CSPC Pharmaceutical (01093:xhkg), 
with $1 .7bn in revenue and growing at 14% annualised 
and with a market value around $10bn . It is one of 
China’s leading specialty pharma companies .

EQUITIES: FOR THE FUTURE, 
LOOK NO FURTHER THAN CHINA
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As 2017 ebbs towards a close, the groundwork for a 
new era of a different sort is being prepared in China – 
the National Congress of the Communist Party . Held just 
once every five years, the NPCC brings together China’s 
ruling elite to shape a new five-year plan to oversee 
the vast country’s economy, societal development and 
policies on the world stage. The 19th congress kicks off 
in mid-October and will be more keenly watched than 
ever before given China’s rising star in the global arena . 

When asked to sum up the structural theme and 
significance of this upcoming meeting, my colleague at 
Saxo Bank in Singapore Andrew Bresler points to the 
expanding influence of party general secretary and 
president Xi Jinping. “The first five years of Xi Jinping’s 
tenure can be characterised as building his base to 
extend his stay . Through a massive anti-corruption drive 
Xi has stamped out former leadership stalwarts and 
replaced them with his own key lieutenants to ensure Xi 
is not just around for another five-year tenure, but more 
likely for ten. Confirmation of this will come during the 
Congress .”  
The past year in China has been characterised by 
stronger than expected economic growth as the 
overhang of the 2016 credit expansion and a global 
economic tailwind have seen the old-China model 
of manufacturing and exports lifted in sync with 
the ongoing strength in the new-China domestic 

consumption services -driven economy . This debt-
fuelled growth tailwind has been a source of concern for 
investors and regulators alike and the key lesson from 
the 5-yearly financial working conference was that the 
period of excess leverage is now over as it risks financial 
stability . The Chinese authorities have responded by 
reducing liquidity in money markets thus lifting rates 
and stemming house price rises . Deleveraging of state-
owned enterprises has begun in earnest, a sector of the 
economy that contributes just 30% of GDP while being 
responsible for 70% of the nation’s debts .

Extrapolating from this, if the first five years of Xi’s 
tenure were characterised by achieving stable economic 
growth and building his power base, and we assume 
he will extend his leadership by another ten years 
and not five,  then we expect the next five years to be 
more turbulent that the cycle just passed . Xi will press 
harder on his economic reform agenda and seek to 
further stamp out the leverage seen as so risky to 
China investors. He will do this early and effectively by 
choosing to take the pain now rather than later . This will 
slow Chinese growth more than markets anticipate and 
have significant consequences for the rest of the world. 
At the end, China will emerge a stable and open global 
economy with deeply entrenched trading ties both in 
the east and the west .

APAC: ENTER 
THE DRAGON
BY KAY VAN PETERSEN

China’s economy has been unexpectedly buoyant of late as the old economic model continued 
to perform while the new services-based model also delivered results . However, many 
systemic and structural problems remain to be solved and president Xi Jinping is likely to 
embark on a brisk reform pace at the upcoming 19th Party Congress .

THE NEXT FIVE YEARS WILL BE MORE 
TURBULENT THAN THE CYCLE JUST PASSED
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At the end of the day, Xi’s regime seems set to follow 
through on focusing on quality of growth rather than 
quantity of growth, as well as the continued switch in 
weaning China off of its historical reliance on exports 
which are still a sizable chunk of GDP, yet tend to 
support a much larger employment base (also known 
as social stability) . It also makes sense that Xi needs 
to solidify and expand his powers like never before 
because the last big hurdle of reforms lies with the 
state-owned enterprises which are a series of powerful 
fiefdoms within the communist party. 

Those expecting huge fiscal spending plans, loosening 
of monetary policies and general expansion could be in 
for disappointment . So does this put us in a potential 
hard-landing scenario in China? 

Everyone who advocates that view needs to bear in 
mind that China’s an autocratic state and can turn 
on the taps at will both from a fiscal and a monetary 
perspective . While tactical shorts may work here and 
there, structural long-term shorts need to be structured 
carefully to withstand an opening up of China’s capital 
markets – the Ace of Spades that China always holds up 
its sleeve . 

GLOBAL MACRO: THOUGHTS ON 
POSITIONING

The next three to six months will most likely determine 
whether things calm down on the Korean peninsula or 
escalate to levels not seen in recent times . The scenario 
slide below, taken from our weekly cross-asset Macro 

Monday call, should give some ideas on positioning
around the three potential pathways into year-end and 
the first quarter of 2018. 

My views for the rest are sharply unchanged; an 
inflationary view in a deflationary-positioned world 
(which is starting to wake up) still leaves me wanting 
structural exposure along the following:

Shorts:
•Develop market duration, potentially even looking to 
play flatteners on the Canadian curve, short front end of 
the curve and long the back – US 2-years and 10-years .
 
•Early days, but our short Jan 2019 Fed Fund futures 
are looking pretty hot right now and Q3 gave some juicy 
entry points to build up that structural short line . This 
is high conviction . Any time we get back to the market 
pricing solely one hike between today, the balance of 
2017 and the entire 2018 that’s an asymmetrical trade I 
wants to put on in size . 

•Short volatility on VIX spikes through long options, 
similar to the likes of the SVXY calls and call spreads that 
we had on in Q3 that returned +188%  and +118% on 
their respective premium . I would not advocate outright 
short options or VIX futures . I don’t like unlimited 
downside, but I just love unlimited upside .

Longs:
•Equities? Bull market dude . Yes recessions tend 
to bring -20 to -30% drawdowns, but the risk is we 
could be going up another 30-50-100% before we 
go into a global recession . The next 12-18 months 
seem fairly intact and robust from a global growth 
perspective . No, central banks are not hawkish, they 
are less accommodative . The delta there is massive . 
Furthermore, volatility is so low it would be sacrilegious 
to not have downside protection (see tech put 
structures from Q3 publication) . At the same time, it 
costs you very little to have exposure to the upside . 
Would look for value plays in the energy sector, which 
has still lagged this grind up in oil .

APAC: ENTER  
THE DRAGON

XI JINPING WILL PURSUE REFORM 
BY TAKING THE PAIN NOW 
RATHER THAN LATER
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•Emerging-market high-yielding sovereigns and forex, 
mother of all structural longs on India . I think I had this 
view on from back in 2014 – multi-decade in nature .

•Crypto space, you know the 5-10- year cryptocurrency 
basket . They are here to stay, playing this space on a 
weekly or even quarterly basis is a roll of the dice in my 
opinion .
•I like commodities and think we are in the process of 
breaking out structurally to multi-year highs . Remember, 
we are seeing the best growth globally in over a decade 
in regard to that growth being symmetrical, plus inflation 
remains very contained, a Goldilocks scenario . I think 
oil has a floor as long as global growth holds up and the 
house of Saud needs to list Aramco . I reckon that gold 
and silver are also breaking up structurally, and, once 
again, the miners (SIL & GDX) are the way to play this, 
with silver potentially having a more asymmetrical payoff 
not to mention under positioning in comparison to gold .

•Forex is tougher to call in a general sense . I favour 
USDCHF to the upside, as well as long-term 3-5 year 
horizon sterling longs that have positive carry (vs 
CHF, EUR, JPY) . Everyone who imagines that Brexit will 
be the equivalent of the UK jumping off The Shard 
and shooting its brains out on the way down fails to 
understand physics . Action . Reaction . The UK (read 
London) will do whatever it needs to do to reinvent 

itself .  Hard Brexit? OK, new global tax haven thank you 
very much . The lows in cable and other major crosses 
were in over a year ago, by the time this is published the 
market will be long sterling .  I still like the usual suspects 
that we’ve mentioned on Macro Monday many times, 
RUB, MXN, INR, BRL, IDR .

MULTI-YEAR STERLING LONGS WITH CARRY, 
IS IT REALLY THAT COMPLICATED?

Chart: 20-yeaar monthly on GBPCHF shows a c . +60% 
move to the median level – that’s unlevered and with 
carry not taken into account over the 5-year horizon 
that one needs on a trade like this:

APAC: ENTER  
THE DRAGON

SOURCE: BLOOMBERG 
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Scenario One - Nuclear Conflict: Tail Risk
• In the tail risk event of a nuclear conflict, the 

magnitude of the fallout would be massive . 
• Escalation of tensions could come in two forms: 

• Rapid escalation via miscalculation 
• Slow constant increase in escalation ending in a 

nuclear conflict.
• Our view is a rapid escalation is more likely than 

a gradual increase as the market will desensitize 
itself to provocations . 

• Key strategic hedges that stands out are being long 
the gold & silver:

• Structural: Precious metals and precious metals 
miners: ETFs such as SIL, GDX & GDXJ . 

• Tactical: NDF longs such as JPYKRW, long Yen & 
Swiss francs .

• long VIX futures, long SXVY puts & VXX calls, long 
US-GER-AU-NZ bonds . 

• Knee jerk reaction: 
• +10% spike in $KRW, -5% in $JPY, -10-15% in SK & 

JP equities .  
• US 10s & bunds tighten by 20-50bps & 15-30bps  

respectively . 
• Gold & Silver +5-10%

• How long the risk-off would last is debatable, a 
pathway where the strikes & engagement are over 
quickly, with minimal collateral damage, could see 
a sell-off reverse quickly. In a drawn-out damaging 
pathway, we could see further extensions of the knee 
jerk reaction . 

Scenario Two - Peaceful Resolution: Tail Risk
• Peaceful resolution where North Korea agrees to halt 

or curb its Nuclear ambitions with the caveat of trade 
& economic concessions . It could also be a change of 
regime within NK . 

• N . Korea agreeing to negotiations could be a possible 
start of this scenario, it would be well telegraphed and 
slow moving . 

• The general move would be a steady risk-on of South 
Korean related assets, bonds, precious metals, the yen 
& swiss frank losing some of their NK hedge premium . 

• Potential for strong SK equities & strong Won . (P/Es 
are trading at +33% disc . ASIAex JP)

Scenario Three - Muddle Through Status Quo: 
Base Case
• The base case scenario is an amalgamation of a 

muddle through scenario 
• Note this could encompass anything from continuous 

posturing & action from both NK, as well as the US & 
its allies 

• More sanctions, more missile launches, more nuclear 
tests, military drills, etc . 

• As well as potential for non-nuclear military 
engagements / skirmishes  

• Structural overlays of hedges (gold, silver, miners, jpy, 
chf) while remaining invested elsewhere

• Market will increasingly become desensitized to minor 
provocations 

• This is the most challenging scenario to navigate, filled 
with numerous times of risk on / off

THREE MAIN SCENARIOS ON THE KOREAN PENINSULA



19

By #SAXOSTRATS

Q42017

KAY VAN-PETERSEN, GLOBAL MARCO STRATEGIST

Kay Van-Petersen joined Saxo Bank in 2014 as a Global Macro Strategist, based in Singapore . 
He focuses on delivering strategies and analyses across asset classes based on monetary & 
fiscal policies, global geopolitical landscapes as well as other macroeconomic fundamentals.  
He also takes into account market sentiment, technical and momentum factors .

APAC: ENTER  
THE DRAGON

POSITIONING AROUND SCENARIOS

Equities

Fixed Income

Currencies

Commodities

Scenario1:
1. Short EWY (Korean EQ etf)
2. Short SVXY etf (Inverted VIX)
3. Short NKY / Short EEM (EM etf)
4. Long Silver and Gold Miners: SIL and 

GDX etf

Scenario 2: 
1. Long AAXJ ETF (Asia ex Japan)
2. Long EWY (Korean EQ etf)

Scenario 3:
1. See Volatility Play

Scenario 1: 
1. Long US Treasury Futures
2. Long Bunds, Long Aussie Bonds
3. Short EMB ETF (JPM EM Bonds ETF)

Scenario 2:
1. Short UST Bonds
2. Long EMB ETF

Scenario 3:
1. Long US Treasuries

Scenario 1:
1. Long JPYKRW NDF
2. Short AUDJPY
3. Long USDCHF
4. Short AUDXAU
5. Long Bitcoin ETN

Scenario 2:
1. Long USDJPY
2. Long USDCHF
3. Long AUDJPY

Scenario 3:
1. Short USDJPY
2. Buy USDKRW

Scenario 1:
1. Long Gold
2. Long Corn, Soybeans, Wheat
3. Long Copper, Steel

Scenario 2:
1. Short Gold / Silver

Scenario 3:
1. Long Gold

Volatility
Scenario 1:
1. Long VIX Calls or Long SVXY 

Puts
2. Long US Treasury Calls
3. Long NKY, SPX Puts
4. Long AUDJPY Puts, Long 

USDCHF Puts
5. Long Gold / Silver Calls

Scenario 2:
1. Long US Treasury Puts
2. Long USDJPY Calls

Scenario 3: 
1. Long VIX Calls
2. Long USDJPY Puts / Long VXX
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Generational geopolitical shifts point to an urgent need 
to replace the US dollar, the increasingly dysfunctional 
global reserve currency, with “something else” . Finding 
out what that something else will prove to be is the 
single most important tectonic shift for global markets 
in coming years. But as a backdrop, let us first consider 
three geopolitical drivers that put direct and indirect 
pressure on the US dollar’s role in the global economy: 

1) The ongoing rise of China as it assumes a more 
prominent role in global trade and financial markets and 
in particular how it will manage policy and unwinding 
the excesses of its credit bubble in the wake of the 
19th Party Congress scheduled for October 2017 
without upsetting its domestic economy and the global 
economy .

2) The North Korean regimes striving to maintain 
credibility and untouchability as a nuclear power and 
how this impacts China-US relations, but also how Japan 
deals with this threat in terms of domestic as well as 
foreign policy .

3) The loosening of the US-Europe transatlantic alliance 
and how Europe and the EU finds its feet as a more 
independent superpower – or not – in its own right after 
the German elections . 

And from these three regional drivers, we can extract 
two critical global themes for what could drive notable 
moves in the major currencies from here: first, de-
dollarisation and second, the fiscal impulse. For the 
latter, we mean the potential for a transition away 
from focusing on monetary policy acting in isolation to 
policies driving fiscal expansion, with the central bank 
serving merely as an auxiliary . The popular term is 
helicopter money .

FISCAL IMPULSE AND LINKS TO 
GEOPOLITICS

 It has been an open secret for years now that 
extraordinarily easy monetary policy is a poor tool 
for stimulating demand in an economy . It works to 
an extent to prevent an immediate credit crunch, but 
the longer-term unhealthy side effects have become 

FOREX: THE WORLD IS 
TURNING  ITS BACK ON THE 
ALMIGHTY US DOLLAR
BY JOHN J HARDY

We approach the final quarter of 2017 against an astonishing backdrop of geopolitical 
tensions, economic transitions and ongoing election fallout. The world is in flux, something has 
to give, and that something might be the mighty dollar .

GEOPOLITICAL SHIFTS POINT TO AN 
URGENT NEED TO REPLACE THE US DOLLAR 
WITH SOMETHING ELSE
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painfully clear. The benefits of negative interest-rate 
policy (NIRP) and zero interest-rate policy (ZIRP) and 
quantitative easing (QE) accrue chiefly to the already 
wealthy as the low cost of carrying and issuing debt 
rewards debtors and the already creditworthy who can 
take on additional debt. Benefitting the already wealthy 
is a weak route to economic growth as the wealthy have 
a low propensity to spend additional gains . 

Meanwhile, new entrants into the economy are faced 
with high barriers to participating in the upswing in 
asset prices . They are left, for example, unable to save 
enough for a down payment for a house due to runaway 
price gains in real estate . Furthermore, central banks’ 
mispricing of money crushes productivity as inferior 
economic performers can continue operations with 
cheap debt andstaggering debt loads rather than being 
forced out of business .  The non-existent productivity 
growth and the “distributional effects”, a euphemism for 
the egregious inequality that the era of NIRP and ZIRP 
and QE has created, have brought us populism in the 
form of Brexit and President Trump . 

In policy terms, the rise of populism and imbalances of 
inequality will mean that the policy response from here 
will change . Rather than more of the same from central 
banks, we will look for the next round of economic 

weakness – and we see one dead ahead on the 
weakening of the credit impulse –  to see a shift towards 
fiscal solutions. 

USD – AN INCREASINGLY DYSFUNCTIONAL 
GLOBAL RESERVE CURRENCY

Weaving this into our geopolitical story, we see the 
potential for fiscal stimulus even to run ahead of the 
inevitable response to an eventual economic recession . 
The two entities most likely to see notable fiscal stimulus 
in the quarters ahead are Japan and the European 
Union. In Japan, the combination of the country’s pacifist 
constitution and the intolerable threat of a nuclear 
North Korea has already led prime minister Shinzo Abe 
to call snap Lower House elections for October, seeking, 
among other things, a renewed mandate for his tough 
attitude towards his unpredictable neighbour . He plans 
also to rebalance Japan’s social security system to 
address Japan’s rapidly-aging population and childcare . 
Crucially, he has ordered officials to prepare a ¥2 trillion 
($17.8bn) fiscal stimulus package by year end. The JPY 
could firm a bit on this fiscal impulse, especially as some 
of the focus will be on domestic oriented investment, 
decreasing some of the savings flow to foreign shores. 
At some point, inflation might even show a pulse and 
allow the BoJ to takes its lead foot off the monetary gas, 
though it is far too early to see a tapping of the brakes .

In Europe, the dynamics also point to a potential for 
fiscal expansion in the wake of the German election 
as chancellor Angela Merkel and French president 
Emmanuel Macron move to reform the EU to avert the 
long-term risks of populism, as evidenced in the strong 
showing of the far left and far right in elections across 
the EU . The initial focus for stimulus will likely be on 
defence due to the increasingly outdated Nato alliance 
and a wobbling US ally as thefocus of US policy risks 
turning inwards . The common defence is the perfect 
initial excuse for the creation of mutualised debt, a 
needed step if the EU is to move toward fiscal union. 

GEOPOLITICS, CHINA AND DE-
DOLLARISATION . 

As the world’s largest economy and owner of the 
world’s global reserve currency, the US has, for better or 
worse, lived beyond its means as it exported currency 
to the rest of the world in the form of treasury debt . 

THE RISE OF POPULISM AND 
IMBALANCES OF INEQUALITY 
MEAN THAT THE POLICY 
RESPONSE FROM HERE WILL 
CHANGE
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Now, a rising China is eyeing the benefits of having its 
own currency play a larger role and to supplant the 
USD’s role in global trade . The initial focus is on the 
global oil trade, where there is rising anticipation of a 
yuan-denominated oil future to be listed in Shanghai, 
and the possibility that China will express an intention 
to transact oil imports in yuan . Such a move would 
increasingly shift global trade in oil, the world’s largest 
single traded product, off of the US dollar and allow 
China to reduce its massive USD reserves, especially if 
the use of yuan is spread to other areas of trade .  China 
is now the world’s large oil importer . And if China, having 
built massive gold reserves in recent years, allows any 
trade partner to exchange their yuan revenues from 
oil directly into gold, it would likely vastly reduce the 
interest in holding foreign exchange reserves in US 
dollars, increasing the interest in holding gold and yuan .  
China is the world’s largest oil importer and a successful 
transition to transacting oil in yuan and maintaining a 
stable currency would be the first key steps towards 
the long-term deepening of Chinese capital markets 
and importing global demand for its currency . Such 
a move would aid China’s needed rebalancing away 
from excessive savings (and therefore investment) and 
toward more consumption . Important oil exporters 
Russia and Iran, long suffering at the hands of US 
financial and trade sanctions, will be happy participants 
in this scheme and could provide critical mass . The 
bigger test will be whether traditional US allies, such as 
Saudi Arabia, would be willing to risk the ire and financial 
might of the US  by agreeing to receive yuan for oil . 
There are certainly risks to the approach, though the 
wind is at China’s back .

There is another compelling angle to this and that is 
China’s need to devalue its way out of the excesses 
of the credit bubble it has so dramatically inflated, 
particularly since the global financial crisis. The 
argument in recent years has been that China must 
devalue its currency against global peers – but doing 
so would spoil the plans outlined above to raise the 
renminbi’s profile and encourage trust in China-bound 
investment . Instead, perhaps China’s gambit is to export 
the needed devaluation to the global economy by 
devaluing against commodities like gold and oil rather 

than other currencies . In any case, China is strategically 
committed to currency stability and will do whatever it 
can to drive devaluation by other means . 

More specifically for Q4 of this year, we offer our 
thoughts on the direction for the G-10 currencies . 

USD – the US dollar’s slide is set to continue, though 
we may not see a one- way slide in Q4 that has 
characterised much of this year . Some distant echo of 
the “Trump trade” may finally materialise and boost the 
greenback at the margin as Trump and Congress eye 
tax reform and modest fiscal measures in 2018, but 
this was not the sweeping Trump trade hoped for after 
the 2016 election . One underappreciated USD-negative 
factor is the growing US budget deficit, which is only 
set to worsen under the Fed’s quantitative tightening – 
and as the US is a twin deficit nation, who will fund that 
deficit in a de-dollarising world in which the big old forex 
reserves builders in Asia and among oil exporters are 
not building reserves anymore – and are increasingly 
less willing to hold USD?

EUR – the single currency is poised for further gains 
as the ECB heads towards a taper and points to the 
normalisation of policy rates and as we suspect that 
the EU will move to issue EU bonds, further closing the 
gap of peripheral spreads and encouraging the ongoing 
upswing in the EU economy .

JPY – political developments in Japan could prove 
fast and furious in Q4 as Japan finds North Korean 
behaviour intolerable – could inflation creep back in as 
the USD weakens and fiscal stimulus arrives in force? 
The Bank of Japan can only continue with its current rate 
of purchase if significant helicopter money efforts lie just 
over the horizon .

GBP – Q4 has to be the quarter that the UK turns the 
corner on Brexit and we start to get a clearer sense of 
where the process is headed . GBPUSD especially could 
revalue higher .

CHF – if the post-German election environment 
continues to provide a path toward a more united EU, 

FOREX: THE WORLD IS   
TURNING ITS BACK ON THE ALMIGHTY US DOLLAR
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we see further reason for an unwind of the safe haven 
premium in the Swiss franc, particularly as we will 
see the anticipation of an ECB taper becoming active 
guidance on tapering plans during the quarter .

AUD – the Australian dollar will be an interesting proxy 
for whatever policy signals China sends after its 19th 
party Congress early in mid-October. A new fiscal 
impulse from China after the party Congress and a 
renewed interest in hard assets have to be weighed 
against a heavily leveraged Australian economy . 

CAD – the Bank of Canada’s shift to a more hawkish 
stance and the Canadian growth story from prime 
minister Justin Trudeau’s fiscal stimulus (does this 
provide a model for other economies?) have supported 

CAD dramatically, though the market may have got 
ahead of itself in predicting more from the BoC than 
from the Fed in 2018 .
NZD – we have long-running valuation concerns for 
the kiwi and the central bank has the currency in its 
crosshairs .

SEK – the Swedish krona is too cheap, but the Riksbank 
wants it that way and has risked the longer-term health 
of the economy with absurdly accommodative policy 
that has driven an ugly housing bubble . 
NOK – potential drama for oil markets as China vies to 
topple the foundations of the petro-dollar . We generally 
like NOK’s prospects for the coming quarter .

EMERGING MARKETS – as a baseline, geopolitical 
confrontations and rising volatility are a distinct possible 
negative for emerging markets and EM currencies 
simply for reasons of liquidity, as investors tend to 
head for more liquid harbours – for example, JPY, USD 
and EUR – when bouts of volatility batter markets . But 
recent history seems to show that EM is less vulnerable 
than in cycles past and if our overall belief in a weaker 
USD proves correct even as volatility picks up, most EM 
currencies will be buy on dip prospects for carry and 
valuation – particularly the Russian rouble and Turkish 
lira .

FOREX: THE WORLD IS  
TURNING ITS BACK ON THE ALMIGHTY US DOLLAR
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The end of the year’s third quarter is an opportune 
time to evaluate recent developments in fixed income 
markets and also to compare the way things panned out 
with what had been expected .

It is fair to say that market developments have been 
positive in the last stage of the quarter . Riskier assets, 
equities and higher yielding bonds have seen another 
push upwards, despite recently incresed geopolitical 
tensions . The resilience seen in the market is almost 
epic .

We entered Q3 against a positive backdrop, Europe 
seemed in a better shape, many of the political and 
geopolitical risk triggers played a less important role 
towards the end of Q3, and risk-on trades became more 
significant.

Our fear of a lower credit impulse becoming a new 
trigger that could potentially create a slowdown  in 
the global economy did not materialise, nor did fear of 
China being the most vulnerable to lower credit impulse, 
and hence, becoming the train dragging growth south .

In bond markets we have seen an extension of the 
very fertile environment seen in most of 2017 . The 
continued low yields, combined with quite positive 
global macroeconomic conditions, low inflation and 
low volatility have created the foundation for significant 
returns in many sub-classes of the bond market . 
Emerging markets were the biggest surprise with record 
year-to-date returns, even on a consensus that they 
would be vulnerable in 2017 due to Trump policies and 
lower commodities .

IN BOND MARKETS WE HAVE 
SEEN AN EXTENSION OF THE VERY 
FERTILE ENVIRONMENT SEEN IN 
MOST OF 2017

THE END OF INNOCENCE

Entering Q4 we stand against a positive backdrop 
when looking at the overall global economic sentiment, 
where one thing to notice is the recent pickup in growth 
surprise indices . 

Where growth indicators overall in the first part of 2017 
disappointed, the third quarter has been a positive 
surprise, hence the developments seen in riskier asset 
classes, stocks and higher yielding bonds .

All in all, this is a positive background to enter Q4, but 
does this mean there’s nothing much to worry about? 
Well, we could see a continued moderate positive 
development for riskier assets, and that will be our base 
case scenario . There is still room to the upside, as the 
global economy moves deeper into positive territory .  

FIXED INCOME:    
CHINA SETS THE STAGE
 BY SIMON FASDAL

The world is quite a different place to what it was at the start of the third quarter when fears of 
a global slowdown were rife . But markets have proved amazingly resilient despite heightening 
geopolitical tensions. Now, on the cusp of the year’s final quarter, the future – particularly for 
China – appears unexpectedly bright .
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But the positive developments have once again ignited 
fear that inflationary pressures may materialise. For now, 
only more stable commodities and Chinese inflation are 
pointing upwards, but that can change going forward, 
despite our faith in a world without bottlenecks, driven 
by scalability, digitalisation and globalisation .

These positive developments have been noted and a 
recent spike in European and US core yields, and a less 
moderate stance from the Federal Reserve have led 
to renewed belief in higher yields going forward . It will 
all come down to whether we see a continued positive 
development globally, and whether bottlenecks emerge . 
In that case we can expect more action from the Fed 
and the European Central Bank . More importantly, 
more action than is priced in, in the present market 
environment .

The critical point here is that emerging market bonds 
have seen a huge revival and are now trading at 
2014-contracted spread levels. This can be justified, and 
one could argue that the expected positive correlation 
to US Treasuries is weaker  than expected, simply 
because EM’s are now more stable and more mature 
economies . But it is important to notice former Fed chair 
Ben Bernanke’s tapering comment in 2013, and the 
ensuing impact on core yields and other bond classes, 
especially EM .  Were we to see a sudden spike in US 
Treasury yields, I would have an unpleasant feeling 

standing on the EM “one-way trail” with a sudden shift 
south in sentiment . 

Entering Q4, we are still cautiously positive on riskier 
bond classes, but with an increasing  risk of setbacks 
due to higher core yields . Continued performance in 
core bonds will depend on negative economic surprises 
and increased geopolitical tensions . We believe these 
triggers will be of less value in Q4, and that the risk 
for inflation focus will increase, hence we  downscale 
exposure in core bonds, and maintain the focus on 
riskier asset and bond classes .

SOURCE: SAXO BANK

STANDING ON THE EM ‘ONE-
WAY TRAIL’ WOULD BE VERY 
UNPLEASANT WERE WE TO SEE A 
SUDDEN SPIKE IN US YIELDS
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CHINA – OPPORTUNITY OR BURDEN? 

And that leads me to China, which has been in the 
spotlight for many reasons . It is the growth driver of 
the world, the potential credit bubble to end all credit 
bubbles, but also  maybe the world’s most controlled 
central bank action .

Back in 2016, the fear of a Chinese blow-out was 
exaggerated, but the fear was one of the triggers for 
a rough start to 2016 globally . Looking in the rearview 
mirror, developments have in fact been positive .

The Chinese local bond market has, however,  been 
little noticed outside China, even though it is a $9 .4 
trillion yuan-based market, deemed the third largest 
bond market in the world . This market, and its evolution, 
is something that cannot be ignored by market 
participants going forward .  Last quarter we expressed 
our concern with the credit impulse, especially for China, 
and that investors should follow developments here 
very closely, as this could have significant impact on 
other financial markets, both good and bad. 

Fortunately, China has continued to develop favourably, 
with positive spillover to other markets and assets, for 
instance commodities, which lately have seen a revival in 
prices, against an overall broad base .

Chinese inflation and its impact on global inflation are 
also positive signs that we should not neglect . As a 
matter of fact, for the time being, everything happening 
in China is having healthy stabilising impacts on the 
global economy . So global investors should take notice 
and cross their fingers for a continued growth ride in 
China .

In fact,  the prospects look good . My Saxo colleague 
Peter Garnry is positive about Chinese equities and as 
far as i am concerned, fixed income is not falling behind: 
with renewed technology and in a very structured 
matter, the China Bond Connect is an evolution for the 
Chinese financial market. It is more than a technological 
and digital invention, it is a way to open up the Chinese 
market and really make a leap into globalising the 
world’s third largest bond market . 

SOURCE: SAXO BANK SOURCE: SAXO BANK
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The wish for China and the People’s Bank of China to 
open up the market and engage globally is seen as 
very positive . We should not forget the hidden value 
that emerges when closed, low- transparency and low- 
liquidity financial markets open their doors and become 
accessible to all investors . Furthermore, Chinese assets 
might be the missing link in many global portfolios, 
which now can add assets from one of the world’s 
largest and fastest growing economies . 

We expect these developments to make positive 
impacts on the Chinese and Asian financial markets 
going forward and result in a positive spillover to other 
financial markets around the world.

SIMON FASDAL, HEAD OF FIXED INCOME TRADING

Simon Fasdal joined Saxo Bank in 2011 and is Head of the Fixed Income Trading desk . He 
focuses on delivering strategies and analyses of the bond markets defined by fundamentals, 
market sentiment and technical developments . He is also responsible for making Saxo Bank the 
first online provider of corporate and government bond trading on Saxo Bank’s award-winning 
platform – SaxoTraderGo .

FIXED INCOME: 
CHINA SETS THE STAGE 

SOURCE: SAXO BANK
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COMMODITIES:  
GAINS AMID HURRICANES AND 
GEOPOLITICAL TENSIONS 

 BY OLE HANSEN

As elsewhere, the rapidly deteriorating relationship between North Korea and the rest 
of the world is having a tangible impact on commodities . Geopolitical uncertainty has 
been a boon for precious metals while oil has been buttressed by the damage caused by 
Hurricane Harvey .

PRECIOUS METALS TRADED HIGHER AS 
AN ESCALATION IN GLOBAL TENSIONS 
INCREASED DEMAND FOR SAFE HAVENS AND 
DIVERSIFICATION

The commodity sector enters the final quarter of 2017 
on a much better after following improved performances 
during the third quarter .  The dollar continued to weaken 
and that provided a general tailwind to most sectors, 
not least metals .  Crude oil recovered as weather 
related disruptions combined with Opec and non-Opec 
producers’ efforts to curb production finally began 
helping global balances . Developments in China saw 
industrial metals advance as growth data and a stronger 
yuan increased demand, both speculative and real, while 
environmental policies helped curb supply .

Precious metals traded higher as an escalation in 
global tensions increased demand for safe havens and 
diversification. The two-steps-forward and one-step-
back, however, continued with profit taking hitting the 
market after a $150 rally which helped trigger a surge in 
speculative demand . 

Agriculture commodities continued to struggle as another 
year of crop-friendly weather ensured robust production, 
not least in grains where silos were left full with new 
supply struggling to find strong enough demand.  
The positive price action, however, is unlikely to be 
replicated during the final quarter as the dollar may pause 

while fundamentals may not yet be strong enough to 
support a continued rally, especially in growth dependent 
commodities such as oil and industrial metals . 

Much depends on the 19th Party Congress of the 
Communist Party in China which begins on October 18 . 
The market will be paying close attention to the Party’s 
priorities and growth protectives for the coming years . 
Fighting pollution and maintaining financial stability could 
have a negative impact on both real and speculative 
demand for commodities traded on Chinese exchanges, 
not least bulk and industrial metals .

BLOOMBERG COMMODITY  INDEX

SOURCE: BLOOMBERG, SAXO BANK
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WE SEE BRENT CRUDE OIL ENDING THE 
YEAR AROUND $55/BARREL, WHILE WTI 
CRUDE OIL WILL STRUGGLE TO TRADE 
MUCH HIGHER THAN $51/B

Geopolitical risks remain a threat to the global economy 
and the potential impact on supply – and not least 
demand – for key raw materials . On trade, US president 
Donald Trump’s focus on a fair deal for US producers 
could still result in US trade policies turning more 
protective which undoubtedly could lead to various trade 
wars breaking out . The deteriorating relations between 
North Korea and the rest of the world are a clear and 
present danger while simmering tensions in the Middle 
East cannot be ignored . 

The increasingly hazardous  geopolitical landscape 
together with the often irrational behaviour and 
comments from the US president have provided 
precious metals, not least gold, with constant and 
underlying support from investors seeking to protect tail-
end risks in the market . This, combined with the weaker 
dollar and a benign outlook on global rates, inflation and 

growth will continue to support the sector into year-
end . We have made no change to our end- of- year call 
on gold at $1,325/oz since it was made last December 
and we see no developments at this stage warranting a 
revision .

Other drivers for gold, apart from the dollar and yields 
stripped of inflation are the general commodity price 
trend as well as confidence in the political and financial 
system. On balance we find that the bulk of these will 
continue to provide underlying support for precious 
metals into 2018 . Investment demand, especially from 
hedge funds, ebbs and flows and often creates elevated 
and unsustainable positions . Corrections can often be 
quite substantial but as long they amount to less than 
61 .8% of the latest move the market will remain in good 
shape .

KEY DRIVERS FOR GOLD

Silver has struggled to keep up with gold and the gold/
silver ratio shows how has been trailing gold for most 
of the year . Being a semi-precious metal with close 
to half its demand deriving from industrial users, 
this performance is particularly disappointing . But it 
highlights how a great deal of gold demand this year 
has come from investors seeking to hedge tail-end risks . 
During such times, silver tends to struggle relative to 
gold as its high beta and lower liquidity are not the best 
qualities for someone looking for a safe haven . We see 

silver at $17 .35/oz at the end of the year . 
The crude oil market looks set to finish 2017 on the 
best footing since oversupply helped trigger the 2014 
selloff. The impact of production cuts implemented 
this year by Opec and non-Opec producers have finally 
begun reducing the global overhang of crude oil supply . 
The drop in US fuel stocks after Hurricane Harvey 
disruptions to the Texan Gulf coast will continue to 
affect refinery margins positively and keep demand for 
oil elevated at time when a seasonal slowdown normally 
occurs .
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SOURCE: BLOOMBERG, SAXO BANK 

KEY DRIVERS FOR GOLD
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GOLD (PRECIOUS METALS)

UPSIDE DOWNSIDE

Market pricing in too much US growth => too 
optimistic on rate hikes => lower yields => 
weaker dollar

FOMC turning more hawkish as focus switches 
from inflation to controlling “rich” asset prices

Mispricing financial risks with central bank and 
geo-political uncertainty on the rise

The Trump trade returns with tax cuts and 
infrastructure initiatives triggering a stronger 
dollar and rising bond yields

Investors looking for diversification and hedge 
against a “Black Swan” 

Trump’s infrastructure pledge and tax reforms 
drive renewed rotation out of bonds into stocks

event in stocks after many quarters of gains

Rising production from Libya, Nigeria and not least US 
shale producers helped create a great deal of headwind 
during the first half of the year. The subsequent price 
weakness is likely to have negatively impacted US supply 
by more than expected while both Libya and Nigeria will 
both struggle to increase supply much further from here . 

Refineries have postponed maintenance to benefit from 
the elevated margins that followed Hurricane Harvey . 
In the month after the hurricane disruption US stocks 
of gasoline and diesel dropped by 24 million barrels 

compared with a five-year average rise of 2.5 million.
Opec and non-Opec producers will be pleased about 
the widening gap between WTI crude and Brent crude 
oil, close to $6/b at the time of writing . The return 
to backwardation in Brent crude not only increases 
revenues for producers using the spot price as 
settlement, but it also helps attract demand from 
financial investors taking advantage of the positive roll 
yield . WTI crude oil languishing at a discount close to 
$6/b helps prevent US shale producers from accelerating 
production . 

SOURCE: BLOOMBERG, SAXO BANK
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OLE HANSEN, HEAD OF COMMODITY STRATEGY

Ole Hansen joined Saxo Bank in 2008 and has been Head of Commodity Strategy since 2010 . 
He focuses on delivering strategies and analyses of the global commodity markets defined by 
fundamentals, market sentiment and technical developments .

CRUDE OIL

UPSIDE DOWNSIDE

Opec supports prices as it maintains production 
cuts beyond March 2018

Opec and non-Opec producers fail to maintain 
compliance 

Geopolitical instability increases in key exporting 
countries (Libya, Iraq, Venezuela)

Increased production from Nigeria, Libya and not 
least the US

Oil needs $50-$60/b to halt supply destruction Demand growth halted by stalling global growth, 
not least in the US and China

The dollar continues to weaken Increased supply from non-Opec suppliers such 
as Canada, Brazil and Kazakhstan

The outlook for crude oil demand into 2018, however 
does not leave any room for Opec and non-Opec 
countries to increase production and an extension of 
output curbs beyond March will be needed to ensure 
continued support for the oil market . 

Given the pull from increased refinery demand, we see 
Brent crude oil ending the year around $55/b, while WTI 
crude oil will struggle to climb much higher than $51/b 
given its positive impact on supply growth from US 
producers . 

Going into 2018 much depends on whether robust 
demand growth can be maintained . Given our concerns 
about US and Chinese growth (see the introduction 
from Steen Jakobsen), we could see demand growth 
disappoint and on that basis we are not yet prepared to 
call a halt to the range-bound nature that has prevailed 
throughout most of 2017 .  
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