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It's been a funny old month for financial markets. In the table below I've highlighted a bunch of major

indices and markets from around the world. If you look at the top two indices in the list, the FTSE 100

and the S&P 500, you'll see that in price returns terms' it's been relatively quiet, with the FTSE falling

back slightly, and the S&P 500 slightly pulling ahead. This lack of turbulence is reflected in the VIX index

which tracks the ups and downs in the price of leading American blue chip stocks. As we discuss later in

this report, this VIX index has collapsed in value and is now near medium term historic lows.

But once we look at a wider set of markets, we can see some much more brutal moves up and down! Oil

prices have collapsed (again) and prices for a barrel of Brent have gone below $50. Gold prices - also

discussed in this report - have also slipped noticeably. Many emerging markets have also had a tough

month, with Chinese shares down just under 8%. By contrast we've seen some big upward moves for

European markets. The CAC 40 has benefitted from the Macron effect and is up 6.69% over the month,

12.58% over the last three months and 25% over the year. The benchmark German index, the DAX, has

also surged in value as confidence in the Eurozone improves markedly. Intriguingly the Japanese

markets - also featured in this report - have surged back into life, with the Nikke 225 up 15% over the last

six months. The big message from this short journey through global markets? Although volatility levels

have subsided, we're seeing a big dispersion in returns from around the world, and between different

asset classes.

Value
Price

change %

Sharpe

Ratio
Volatility

1 month
3

mths

6

mths
1 year 5 year %

FTSE 100 7297.43 -0.47 1.52 9.03 19.29 29.04 0.1041 5.5312

S&P 500 2399.3 1.97 4.43 15.06 17 75.25 0.3607 5.7038

Brent Oil Spot $ 49.225 -9.44 -13.3 8.01 8.86 -56.61 -0.2015 21.3042

Gold Spot $ per oz 1229.1 -1.58 0.71 -5.76 -3.8 -25.13 -0.0614 7.0477

VIX New Methodology 10.46 -18.85 -4.65 -53.53 -34.2 -45.41 0.1044 35.7367

MSCI Emerging Markets 29.2788 -2.92 2.02 7.8 36.46 19.7 0.2297 9.9695

China - Lyxor UCITS ETF CSI 300

A-Share $

91.585 -7.65 -4.26 -5.67 12.31 0.3549 17.9273

South Africa - Lyxor ETF South Africa

FTSE JSE Top 40

29.085 0.66 -1.47 7.32 31.16 0.1378 9.4103



S&P BSE India Sensex Index 29858.8 -0.39 5.73 9.48 18.2 77.4 0.3593 6.948

DAX Xetra (Germany) 12716.9 4.09 9.14 23.96 29.08 93.81 0.3058 8.6702

CAC 40 (Paris) 5432.4 6.69 12.58 24.1 25.77 71.8 0.2275 8.0384

FTSE SmallCap 5552.39 2.69 5.49 14.15 22.28 80.17 0.415 4.2405

FTSE 250 19699.6 3.31 7 14.06 18.23 76.58 0.375 4.6962

Nikkei 225 19445.8 3.1 2.79 15.03 20.43 107.31 0.3531 7.453

USD/CNY - Chinese Yuan per US$ 6.903 0.16 0.55 2.21 6.13 9.45 0.4524 1.5995

GBP/USD - US $ per £ 1.2987 4.1 4 3.75 -10.3 -19.56 -0.5791 3.8187
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Headline Numbers

Over the last few week's sentiment towards gold has switched markedly. Until April it had looked like the

shiny precious metal was surging in price and would test $1300 an ounce was possible. Following the

French presidential election on Sunday, gold sold off helped along by the decline in the French and

Germany yield spread and a fall in VIX. Volatility as measured by the Vix index (which tracks turbulence

within the S&P 500) slid sharply over the week. Analysts at American investment bank Goldman Sachs

reckon that gold prices could be hit even harder, especially interest rates in the US rise. Other bearish

catalysts include a faster reduction in QE on the back of an increased expectation of US tax reform

delivery (cuts) and further solid US and global economic growth (should the hard data confirm the

survey data). We've long known that a buoyant macro-economy tends to depress demand for gold, but

usually increasing interest rates acts as a catalyst for higher gold prices - as investors worry about a

looming recession and an increase in defaults. Now this 'usual' transmission mechanism seems to have

broken down. If the global economy continues to strengthen, we could see gold prices break through

$1200 an ounce and possibly even test $1100 an ounce.



For this observer the one truly monumental story of the last few years has been the growing importance

of China and its economy to stockmarkets and investor sentiment - China and its mood matters now for

all investors, not just emerging market enthusiasts! Unless you've been living in a cave, its obvious that

China's growth has a major economic impact on the US, the UK and Europe but increasingly many

investors are focusing on core economic signals coming out of the Asian superpower to make overall

asset allocation decisions. In a sense we've already got used to the idea that where China leads, other

emerging markets follow. But now we're increasingly seeing China set the tone for developed world

stocks as well. If China falters, so might the FTSE 100.

The good news, as suggested by the first chart below - which shows prices for a Lyxor China equities

tracker investing in the CSI 300 index - is that Chinese equities have rebounded strongly in the last year.

The thick red line is the S&P 500 which has fairly consistently been outpaced by the CSI 300 since the

summer of 2016. The thick green line represents the 20 day moving average, the light blue line the 200

day average and the thin green line the ETF which tracks the benchmark Chinese index. But the

potentially bad news is that this rebound is obviously, in part, being fuelled by massive pump priming via

the largely state owned Chinese banking system. Put simply credit availability may have taken over from

invetsor sentiment as a primary driver for Chinese equities and then the wider Chinese economy.

The next chart below, from research house Cross Border, looks at the increasingly close relationshop

between Chinese liquidity inflows and the Li Keqiang index of Chinese industrial activity. The London

based analysts suggest that the "correlation is strong and predictive. Equally, China has a huge impact on

other Emerging Markets. The pick-up in the Chinese economy has itself underpinned flows back into EM

and helped their Central Banks to ease." The problem of course is that this surging liquidity is being

powered by leverage i.e borrowing and credit. One doesn't have to be a complete bear to suggest that this

surge in debt might end very badly indeed. In the long term, a credit induced recession could be

cataclysmic - especially if the example of neighbour Japan is anything to go by. In the short term a more

immediate threat is that the credit pump may be turned off by the Communist government and especially

the central bank. The good news, according to Cross Border at least, is that they believe that there is "no

evidence" of any policy tightening by the central bank. In fact they reckon that "evidence of renewed net

capital flows into China have taken pressure off the PBoC (Peoples Bank of China), thus ending three



years of large-scale capital drain... The key message is that the PBoC embarked on a significant easing of

policy from early 2016, based on the jump in the size of its balance sheet".



Measure Value as of April 7th, 2017 Value as of May 8th, 2017

UK Government 10 year bond rate 1.08% 1.10%

GDP Growth rate YoY 1.90% 2.10%

CPI Core rate 2% 1.80%

RPI Inflation rate 3.20% 2.30%

Interest rate 0.25% 0.25%

Interbank rate 3 month 0.34% 0.32%

Government debt to GDP ratio 89.20% 89.30%

Manufacturing PMI 54.2 57.3
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Bank CDS options



Government Bonds

It's been another quiet few weeks on the global fixed income markets with the biggest moves seen in

Greek debt. After averting yet another crisis - for now - yields on 10 year Greek government bonds

slumped to just 5.72% by early May, substantially lower than the 7.75% rate last seen in February of this

year. UK government ten year bond yields haven't fallen much but they seem pretty unfazed by news of

an imminent general election - 10 year rates have been trending between 1 and 1.4% for much of 2017,

with the current rate at 1.10%. Talking of elections, French bond yields have also edged lower in the last

few weeks and are currently trading at a yield of around 0.83%, down from over 1% at the beginning of

the year. Curiously though CDS spreads for insuring against bond defaults by the French government

have moved sharply lower, from the mid 50 basis points to just 31.98. One can't help but suspect that the

gap between French and German 10 year rates - at over 40 basis points - is arguably too high given the

likelihood of a Macron bounce.

UK Government Bonds 10-year Rate 1.10%

Source: http://www.tradingeconomics.com/united-kingdom/government-bond-yield

CDS Rates for Sovereign Debt

Country Five Year

France 31.98

Germany 16.66

Japan n/a

United Kingdom 25.21

Ireland 41

Italy 156

Portugal 214

Spain 63.81



Eurozone peripheral bond yields

Country Apr 2017 May 2017 Spread over 10 year

Spain 10 year 1.61% 1.56% 117

Italy 10 year 2.21% 2.17% 178

Greece 10 year 6.88% 5.72% 533

S&P Rating Moody's Rating Fitch Rating

Germany AAA  Stable AAA  Negative AAA

United Kingdom AA  Negative AA1  Stable AA+

United States AA+  Stable AAA  Stable AAA
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Equity Markets and Dividend Futures

Japan barely rates a mention amongst most mainstream investors obsessed with big macro themes about

interest rates and FX. Its politics are also reassuringly dull in an age of Trump, Brexit and Le Pen. This

lack of interest has in part translated into a lacklustre local stockmarket, although in recent weeks the

Nikkei 225 index of blue chip stocks has staged something of a mini recovery.

But the first chart below tells the more depressing medium term story, namely that Japanese equities

have underperformed. It shows the Nikkei 225 index (the thin black and red index) in comparison with

the FTSE 100 index - the thick blue line. Notice the consistent underperformance over the last year. In

fact Japan has been the worst major equity market year-to-date, and one of the few markets down on the

year. EPFR data shows foreign investors have sold $11bn. of Japanese equities since the start of the year.

This relative lack of strength - the RSI of Japan's relative performance fell below 30 this week - has

inevitably nudged Japanese shares into low valuations, according to analysts from Morgan Stanley. Their

measure of Japanese average valuations - mapped out in the chart below relative to the MSCI AW World

index - is now just 4% away from all-time low relative valuations. The paradox though is that this under

performance - and accompanying relatively low valuations - runs in parallel with macroeconomic

measures which appear to show consistent improvement. In April, the Tankan manufacturing survey

showed the highest level of optimism in 10Y. According to Morgan Stanley analysts again, Japanese

earnings revisions are close to all-time highs and 12 month forward EPS has actually risen by 3% versus

MSCI AC World year-to-date in contrast to the 7% price underperformance. Japan is also one of the few

regions to have seen economic surprise indices improve in the last month. Morgan Stanley economists

even see wage growth of 2%+ over the next 2 years given a tightening labour market.

Of perhaps even greater relevance is a profound culture shift - towards better corporate governance,

more efficient capital allocation and a willingness to focus on shareholder value. Michael Stanes,

Investment Director at Heartwood Investment Management sums it up nicely when he observes that "the

attraction of the Japanese equity market is less a macro story but one that is more focused on

developments in the corporate sector. In the past couple of years, companies have been strengthening

efforts to improve governance and deliver higher levels of profitability. These endeavours appear to be



paying off: corporate profitability in Japan is at a record high".

The problem with this rosy picture is that Japanese markets are not predictable; rising profitability does

not necessarily equate to rising stock market performance. According to Stanes at Heartwood "Japanese

large-caps are much more vulnerable to foreign exchange movements - a strong yen tends to hinder

performance and vice versa. Large-caps are also sensitive to swings in the global economic cycle". Thus

FX rates seem to be one crucial determinant of stock market sentiment. If this is right, analysts at ETF

Securities suggest some grounds for optimism. The asset management firm's analysts observe that the

Japanese yen is still "a funding currency as we expect the Bank of Japan's QQE program to remain

expansive throughout 2017. Accordingly, we feel that the ongoing stimulus from the Japanese central

bank will keep yields low and force domestic money offshore to search for yield. Such investment

outflows will lead to an eventual decline of the JPY, but not after some strength in Q2 and Q3 2017." If

the yen does weaken later in 2017, this should give a boost to Japanese equities, and especially leading

Japanese exporters.



Index April May Reference Index Value Level 6 Months Ago

Eurostoxx 50 116.5 116.3 3636 114.7

FTSE 100 (Dec 17) 288 282.4 7309 n/a

Name Price % change Close

1 month 3 months 6 months 1 year 5 year 6 year

FTSE 100 -0.47 1.52 9.03 19.29 29.04 23.27 7297.43

S&P 500 1.97 4.43 15.06 17 75.25 79.71 2399.3

iShares FTSE UK All Stocks Gilt -0.69 2.52 -0.34 4.11 14.36 25.95 13.3

VIX New Methodology -18 -3.65 -53.04 -33.56 -44.83 -41.92 10.57
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We're increasingly aware that when we discuss volatility in these reports, we're beginning to sound a bit

like a broken record. Something is wrong! Volatility as measured by the VIX index of leading US blue

chips has crashed to historic lows. In fact this widely followed index has recently traded as low as 10.5,

not far off single digit levels and around one-half of its 10-year average of 20.71. The first chart below

maps out this astonishing decline in US equity market volatility.

On one level this change is not incredibly surprising. Equity investors are, clearly, in confident mood,

especially in the US where earnings have been surprising on the upside. The current earnings season is

showing a 76% beat rate, better than the historical 67% beat rate, as forward estimates through 2017 held

their ground, backed up by some positive guidance.

Yet many cautious investors smell a rat when the VIX is at levels last seen in 2007 - especially when you

consider that North Korea is threatening imminent nuclear attacks and populists are still menacing the

globalised consensus (France apart).

Some commentators have suggested that the growing number of volatility trackers - known as ETNs -

might have a role to play. The second chart below from Bloomberg looks at the funds flow into these

volatility trackers over time. From 2005 to 2009, the year before VXX was created; average daily volume

was 1,050 first-month contracts. The average this year is nearly 96,000.

Bloomberg reported comments from one observer, Peter Tchir, head of macro strategy at Brean Capital

LLC, who reckons this burgeoning army of trackers ($3bn strong) might have a hand to play in subdued

volatility. He reckoned that "the depth of liquidity is too low and that these products do matter and can

drive markets."

On one level, these concerns don't seem sensible. The VIX is a function of realized volatility, not

necessarily a sentiment gauge, so it reflects what traders are willing to pay for the options. Perhaps more

relevantly, there's evidence that central bankers watch volatility measures closely and use their extensive

market operations to keep markets subdued. It's also worth noting that many other measures of financial

volatility - tracking the ups and downs of bonds and Fx for instance - are also at very low levels, despite

having no obvious trade in ETNs.

Nevertheless Bloomberg reports that there is some cause for concern when it comes to day to day pricing

of volatility products, centred on the roll forward concept. "Long-VIX ETPs roll contracts to maintain

their exposure. Each day they'll sell the front-month contract and buy more of the second-month

contract" reports Bloomberg. "This can suppress the price of the front-month and raise the cost of the

second - steepening the front end of the curve into an upward slope known as a contango. While no one is

saying that ETPs alone can alter the curve, steepness has increased with the uptick in the products'

assets". When VIX futures move 1 point, typically the VIX spot price moves 1 to 2 points one observed

reported.



Measure May Level April Level March Level February Level

Vstoxx Volatility 14.45 19.54 15.36 15.05

VFTSE Volatility 10.33 12.7 6.19 11.44
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Summary of Pricing Impact on Structured Products

Pricing Parameter Change Impact on Structured Product Price

Interest Rates Up Down

Underlying Level Up Up (unless product offers inverse exposure to the underlying)

Underlying Volatility Up
Down for capped return/fixed return/capital at risk products.

Up for uncapped return/capital protected products.

Investment Term Up Down

Issuer Funding Spread Up Down

Dividend Yield of Underlying Up Down

Correlation (if multiple

underlyings)
Up

Up (unless product offers exposure to the best performing underlyings

only)

Source: UK Structured Products Association, January 2014

This information is provided for information purposes only, and the impact on a structured product

price assumes all other pricing parameters remain constant.
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Explanation of Terms

CDS Spreads and Credit Ratings

A CDS effectively acts like an option insuring at a cost in basis points a bank or government bond in case

of default. The higher the basis points, the riskier the market perceives that security. Crucially CDS

options are dynamic and change in price all the time. A credit rating is issued by a credit rating firm and

tells us how risky the issuer is viewed based on the concept that AAA (triple A) is the least risky and

ratings at C and below are regarded as much riskier. CDS and ratings are useful for structured product

buyers because they give us an indication of how financial risk is viewed by the market. Crucially a high

CDS rate indicates that an issuer of a bond will probably have to pay a higher yield or coupon, which

could be good for structured product buyers as bonds are usually a prime source of funding for a

structured product. G8 government bonds issued by the likes of the UK and US Treasury are also

sometimes used as collateral in some form of investments largely because they are viewed as being low

risk. One last small note on credit ratings and CDS rates. A is clearly a good rating for a bond (and much

better than B) but AA will be viewed as even "safer" with triple AAA the least risky. Terms of CDS rates

anything much above 100 basis points (1%) would warrant some attention (implying the market has

some, small, concern about the possibility of default) while anything above 250 would indicate that the

market has major concerns on that day about default.

Why does the yield matter on a bond?



As we have already explained bonds are usually used as part of a structured product. The bonds yield or

coupon helps fund the payout. All things being equal a higher bond yield means more funding for the

payout. But rising bond yields, especially for benchmark US and UK Treasury 10 year bonds also indicate

that the markets expect interest rates to rise in the future. Rising interest rates are not usually a good

sign for risky financial assets such as equities.

Volatility measures

Share prices move up and down, as do the indices (the S&P 500 and FTSE100) that track them. This

movement up and down in price is both regular and measurable and is called volatility. It is measured by

stand alone indices such as the Vix (tracking the volatility of the S&P 500), VStoxx (the Eurozone Dow

Jones Eurostoxx 50 index) and VFtse (our own FTSE index ). These indices in turn allow the wider

market to price options such as puts and calls that pay out as markets become more volatile. In simple

terms more volatility implies higher premiums for issuers of options. That can be useful to structured

product issuers as these options are usually built into an investment, especially around the barrier level

which is usually only ever broken after a spike in volatility. Again all things being equal an increase in

volatility (implying something like the Vix moving above 20 in index terms) usually implies higher

funding levels for issuers of structured products.

Dividend Futures

These options based contracts measure the likely total dividend payout from a major index such as the

FTSE 100 or the Eurozone DJ Eurostoxx 50 index. In simple terms the contract looks at a specific year

(say 2015) then examines the total dividend payout from all the companies in the index, adds up the

likely payout, and then fixes it as a futures price usually in basis points. Structured product issuers make

extensive use of dividend futures largely because they've based payouts on a benchmark index. That

means the bank that is hedging the payout will want to be 'long' the index (in order to balance it's own

book of risks) but will not want the dividends that come from investing in that benchmark index. They'll

look to sell those future possible dividends via these options and then use the premium income generated

to help fund their hedging position. In general terms the longer dated a dividend future (say more than a

few years out) the lower the likely payout on the dividend future as the market cannot know dividends

will keep on increasing in an uncertain future and must his price in some level of uncertainty.

Equity benchmarks

Most structured products use a mainstream well known index such as the FTSE 100 or S&P 500 as a

reference for the payout. For investors the key returns periods are 1 year (for most auto calls ) and 5 and

six years for most 'growth' products. During most though not all five and six year periods it is reasonable

to expect an index to increase in value although there have been many periods where this hasn't been the

case especially as we lurch into a recession. Risk measures such as the sharpe ratio effectively measure

how much risk was taken for a return over a certain period (in our case the last five years using

annualised returns). The higher the number the better the risk adjusted return with any value over 1 seen

as very good.
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To find out more about UKSPA, please visit www.ukspassociation.co.uk.

Kind Regards,



Zak De Mariveles

UK Structured Products Association Chairman

chairman@ukspassociation.co.uk
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