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The surprise Yuan devaluation has fueled debate that the Fed will push 
back the timing of the first interest rate hike. The simple thinking goes 
that China's decision to weaken the Yuan was predicated on faster-than-
expected deceleration of the domestic economy. This slowdown will filter 
into a further depression in commodity prices, indicating that deflation 
will be “imported”, keeping US inflation low. Also, slowdown in the 
world's engine for economic growth will hurt all nations. Hence, delay an 
interest rate rise.  

In the past the Fed has indicated that domestic factors mattered more in 
monetary policy decision. However, short-term financial volatility could 
result in the Fed reconsiders the September timing (considering the Fed's 
reaction to the taper tantrum). Fed Fund pricing and other market 
indicators, including the US yield curve short-end flattening, indicate less 
then a 50% probability of lift-off in September. 

However, global markets are already settling down. S&P 500 remains in its 
six-month range and the equity market gauge of risk, the VIX, is well 
below historical norms. USD is off the August high of 98.05. While 
commodity prices have already priced in Chinese demand weakness. In 
response China, with its aggressive firepower has moving forward 
aggressively to stabilize the Yuan and calm markets panic. Interestingly, 
the fall in US yields might prove to support the Feds quick hike as lower 
yields could handle a slight rate increase while keeping economic 
conditions loose.  

Meanwhile, last weeks economic data indicates that the US economic 
momentum remains on track. U.S. retail sales rebounded in July up 0.6% 
indicating the consumer is spending, participating in the recovery. We 
suspect that China's action will have a limited effect of the Fed decision 
on policy and expect a September rate hike is firmly on the table. 

China Revaluation Will Not Derail Fed HikeEconomics
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Last week, the Japan's Producer Price Index fell to 3% year-on-year from 
-2.4% y/y in June, its lowest change since 2009. It also decreases more 
than the estimates at around -2.9% y/y.  

Japan's Abenomics are currently failing to stimulate consumer spending 
in order to enter into the virtuous circle of growth and inflation. Besides, 
PPI and CPI usually move together and follow the same trend which shows 
that Japan's monetary policy is still not efficient. In addition, the fiscal 
arrow of the Abenomics had a single effect: reducing consumer spending. 
Increasing VAT from 5% to 8% - from an original idea of the IMF - had a 
spectacular impact. The other VAT increase which was initially set to be in 
2016 has been postponed in 2017. We remember that Bank of Japan 
Governor Kuroda admitted the impact of increasing consumptions taxes 
had a negative effect on the overall economy directly damaging the 
household purchasing power. 

Therefore, as time goes by, it becomes more and more difficult to see any 
success in the Abenomics. In particular the country is largely hit by the 
collapse of commodity prices. Last Friday Kuroda also stated that he 
would trigger more stimulus if the weak oil prices persist to hold inflation 
at a very low level. The yen monetary base will increase again. It currently 
increases at a pace of yen 80 trillion a year. On the other side, as a result 
of the fragile yen increased the cost of raw materials, big local companies 
like Panasonic decided to repatriate production back home even if 
Japanese cannot afford those homemade goods that remain in 
warehouses which set to be problematic in the mid-term. 

We remain bullish on the USDJPY which is still trading at its highest level 
since 2007. We expect the pair to increase again above 125.

Japan's PPI At Its Lowest Since 2009Economics
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After having changed Brazil’s rating outlook from stable to negative last 
September, Moody’s finally downgraded Brazil’s government bond rating 
to Baa3 from Baa2 and changed the outlook to stable from negative. The 
decision was broadly expected and came on the back of disappointing 
economic performances, missed primary surplus target and political jitters 
that leave investors facing a foggy outlook. 

According to the latest weekly economic survey released by the Central 
Bank of Brazil (BCB) last week, market consensus growth estimate 
declined from -1.80% to -1.97% for 2015 and from 0.20% to 0.0% for 2016 
as bad news keep piling up. More worryingly, inflation expectations for 
2016, which had seemed to have finally anchored throughout July, are on 
the rise again as economists expect IPCA inflation to reach 5.44% in 2016 
versus 5.40% the previous week. On the top of it, the ongoing political 
crisis, which has seen a strengthening political opposition faced by the 
government, is seriously questioning Rousseff’s ability to reduce 
government spending as promised. As a result, the real reached 3.5696 
against the US dollar - a level last seen in March 2003 - down 33% since 
the beginning of the year. 

Given the political instability, which will likely result in an increase in 
government’s spending, together with rising inflation expectations, we 
think that the BCB will have no choice but to increase interest again. We 
therefore expect the central bank to increase the Selic rate by 25bps to 
14.50% at its next meeting on September 2 in attempt to finally anchor 
inflation expectations. 

  

  

 

Brazil's Inflation: Unanchored AgainEconomics
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Last week, the IMF's Greece mission Chief Delia Velculescu stated that 
the Greek debt must become sustainable. She asked Greece's European 
partners to come up with a decision on a possible debt relief as she 
implies that the current debt can never be reimbursed. 

We are now moving forward on the Greek case.  Three years ago at the 
second bailout deal, the debt had been fully restructured. Yet, the debt-
to-GDP ratio has increased in order to reach, nowadays, a massive 180%. 
Reimbursing only the interests on such a debt also implies being capable 
to generate a decent amount of growth which is clearly not the case at the 
moment. Indeed, in order to be able to service its debt, Greece must run 
a primary surplus (an excess of revenue over spending other than interest) 
of 0.5% in 2016. However, the interest on its debt is in average above 
2.5%. Therefore, below this average, the Greek debt-to-GDP ratio can 
only go one direction from here and that is straight up.  

It is also worth saying that even Germany is not succeeding in generating 
the growth that is currently asked to Greece. German's GDP came in last 
Friday at 1.8% year-on-year. Hence, the Greek saga is definitely not over 
but we may still wonder on Eurozone future that seems darker and darker. 
Nobel Prize Paul Krugman says that only the major economies in a 
monetary union are benefiting from the union while the others are 
struggling to be competitive as the currency is too strong for their local 
economy. The impossibility for any European countries to debase its own 
currency is the key. Austerity policies are now the normal policies for most 
countries and Germany is clearly the leader of this Eurozone. 

German's finance minister Wolfgang Schauble is still on a favourable 
position for a “Grexit”. He considers that debt relief and Eurozone are

IMF Calls Again For Greece Debt ReliefEconomics

  
“incompatible”. Schauble surely thinks that the Grexit will have a 
minimal impact and that it would be a worthwhile investment as 
Germany would not have to refinance the Greek debt. Recent polls still 
show that the majority of Greek people does not want to leave the 
Eurozone as it is commonly admitted that the euro can only be a chance 
for them. We consider it will only lead Greek people to live under 
austerity policies for a very long time. 

The EURUSD is pushing higher on diminishing odds of a US September 
rate hike. In addition, the Greek bail-out provides some buying pressure 
to the pair. We anticipate that this will only be temporary as new US rate 
expectations will come back. On the short-term, resistance at 1.1278 is at 
stake. 
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What was not really a big shock Swiss Producer & Import price index fell 
according to the Swiss Federal Statistical Office. The Producer and Import 
prices index m/m fell by -0.3% to 91.3, y/y collapsed to -6.4% against 
-6.3% expected read. Producer prices index for domestically produced 
goods slid -0.2% and import price index declined -0.3%. The read clearly 
indicates that deflationary dynamics remain entrenched in Switzerland 
and last month’s subdued read was likely a one-off. The FSO press 
release stated that the fall came from a decline in “petrol and petroleum 
products as well as for watches and electronic components and circuit 
boards”. Given the macro backdrop energy prices are unlikely to increase 
in the near further while fall in exports is due to lack of CHF 
competitiveness. 
  
The data indicate that the SNB will have to remain vigilance as disinflation 
pressure materialize. CHF should further depreciate against EUR and USD 
as markets anticipate further economic weakness and increased probably 
of SNB easing monetary policy further (less likely direct FX intervention). 
With EURCHF organically trading above post-SNB action February highs, 
the need for the central bank to intervene in FX prices has diminished 
considerably. However, SNB vice-president Fitz Zurbruegg repeated the 
SNB's commitment to modest intervention should the conditions warrant. 
Traders will continue to see the SNB's hand in every unruly EURCHF 
movements and scour sight deports for evidence of activity. Therefore, 
indirectly providing downward pressure on CHF.  In addition, there is 
growing evidence that foreign inflows due to risk aversions (heavy in the 
1H 2014-2015) are starting to unwind. 
 

Swiss Disinflation Dynamics Remain FX Markets

  
Finally, considering the divergence of central bank’s monetary policy we 
anticipate that the CHF will be one of the worst G10 performers in the 
final months of 2015. Selling CHF remains one of the "purest" play for 
monetary policy divergent theme.
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The International Monetary Market (IMM) non-commercial 
positioning is used to visualise the flow of funds from one currency 
to another. It is usually viewed as a contrarian indicator when it 
reaches an extreme in positioning. 
  
The IMM data covers investors' positions for the week ending August 4 
2015. 

  

The Swiss Franc net long positioning has decreased again this week. The 
CHF is not any more the only currency in which the absolute positioning is 
long. Indeed, the long positions was mainly taken during the Greek 
negotiations and now that a deal has started, the long position has been 
reduced. In addition, uncertainties about the Swiss economy is growing.  

Investors have also increased their bearish EUR exposure as IMF dropped 
hints that the Greek debt is not sustainable. It is also worth adding that 
speculations around a September Fed rate hike are still important which 
put downside pressure to the EUR/USD.

IMM Non-Commercial PositioningFX Markets
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