& Santander

&)
<
T
P
<
(a'a]
-
<
(a4
o
oo
o
(@]
9]
w—
<
(aa]
o
<=
O

G-10 Rates and FX Strategy

MACRO MARKETS DAILY

Santander Global Corporate Banking

19 July 2017, 08:30 CET

Economic data today

US June Housing Starts (exp. 6.2% MoM, last -5.5% MoM) and Building
Permits (exp. 2.7% MoM, last -4.9% MoM). After two months of negative
performance, we expect building permits to recover some ground in June.
In May, activity in the West (-12.8% MoM in May) and the Midwest (-9.9%
MoM) was very weak, and was modest in the South after a sharp 7.1%
MoM decline in April. Housing starts have also been very negative in the
last three months, with annual growth actually moving into negative
territory in the last two months (-0.7% in April and -2.4% in May). We could
see a rebound in June, but volatility in the sector could continue in the
coming months.

Rates Strategy

EUR Govies: A stronger UST (fueled by news overnight about the new US
administration’s difficulties in drumming up the necessary support among
some Republican senators to pass its replacement of Obamacare) helped
EUR govies maintain the healthy tone in yesterday’s session.

The 10y Bund richened another 5bp (so that it is now trading at 0.56%),
while risk premia continued to tighten further, with Spain leading the
movement in the morning (when its spread over Germany contracted by
more than 3bp), but all periphery govies finally closing 1-2bp tighter (with
the 10y SPGB below the 100bp mark for the first time since October).

EUR investors should be in wait-and-see mode today, waiting for the
outcome of the ECB meeting tomorrow (which we expect to provide few
changes —and, hopefully, nothing too meaningful- yet, see our ECB
meeting preview on page 2). As a result, market directionality today is
likely to be explained by developments in the US or even the UK

UK supply: The DMO will auction £2.75bn nominal of a new 0.75% July
2023 gilt this morning, with a DVO1 of around £1.6mn. Last year’s new 5y
gilt had a weak start, firmed up after its second tap and has done well
recently. We see a ~2bp new issue discount as appropriate, based on that
example and previous ones. That would translate into it being attractive at
a 5bp spread over the existing 2.25% Sep’23s, itself a gilt that we find
cheap on RV (e.g. as a OH 22s/23s/2 25s fly). Gilt yields in general remain
at their highest since February and we expect them to rally over the
summer, although we see more scope for performance around 10-12y than
the 5y area, where ASW are still very wide by historical standards, even
after some tightening in the recent sell-off. Please see our Auction Preview
published Monday for more details.

Antonio Villarroya

antvillarroya@gruposantander.com

José Maria Fernandez
Rates Strategist
josemariafernandezi@gruposantander.com

Edgar da Silva
Rates Strategist

efda@gruposantander.com

Banco Santander, S.A.
(+34) 91 257-2244

Antonio Espasa

Chief Economist
aespasa@qgruposantander.com
(+34) 91 289-3313

Laura Velasco

Economist
laura.velasco@gruposantander.com
(+34) 91 175-2289

Beatriz Tejero

Economist
beatriz.tejero@gruposantander.com
(+34) 91 257-2410

Banco Santander, S.A

Luca Jellinek

luca.jellinek@santandergcb.com

Stuart Green
UK Economist
Stuart.Green@santandergcb.com

Adam Dent
UK Rates Strategist
adam.dent@santandergcb.com

Banco Santander, S.A. London Branch
(+44) 20 7756-4111/ 6170 / 6223

Stuart Bennett
G-10 FX Strategist
stuart.bennett@santandergcb.com

Michael Flisher
G-10 FX Strategist
michael.flisher@santandergch.com

Banco Santander, S.A. London Branch
(+44) 20 7756-4136 / 5799

*For a full list of contributors,
please refer to the Analyst Certification section

Santander’s Interest Rate and FX Strategy Research in Bloomberg: SRFS <Go>.

Banco Santander, S.A. is registered in Spain and is authorised and regulated by Banco de Espafia, Spain (C.I.F.:A39000013). Banco Santander, S.A. London Branch is registered in
the UK (with FRN 136261) and subject to limited regulation by the FCA and PRA. Santander Investment Securities Inc. (“SIS”) is a member of FINRA, US (CRD. n° 37216). US recipients
should note that this research was produced by a non-member affiliate of SIS. For further disclosures please see the back of this report and our website.


http://santanderresearch.com/disclaimer-rates.html
https://santanderresearch.com/web/guest/detail?r=821338
https://santanderresearch.com/web/guest/detail?r=844396
mailto:antvillarroya@gruposantander.com
mailto:josemariafernandezl@gruposantander.com
mailto:efda@gruposantander.com
mailto:aespasa@gruposantander.com
mailto:laura.velasco@gruposantander.com
mailto:beatriz.tejero@gruposantander.com
mailto:luca.jellinek@santandergcb.com
mailto:Stuart.Green@santandergcb.com
mailto:adam.dent@santandergcb.com
mailto:stuart.bennett@santandergcb.com
mailto:michael.flisher@santandergcb.com

FX Strategy

e The USD Index strengthened overnight, as the
focus on faltering healthcare reforms in the US
started to give way to the prospect the ECB may
look to contain expectations of tighter monetary
policy at tomorrow’s meeting. Indeed, despite
EUR/USD reaching a 12-month high yesterday, at
1.1583, the pair slipped back to 1.1530 overnight
and may struggle to reverse this decline today.

e GBP/USD began the week at above 1.31, but fell
yesterday, after UK inflation data for June came in
below the consensus forecast, weighing on
expectations that the BoE’s recently more hawkish
tone is likely to continue. Despite the firmer USD
overnight, GBP/USD has strengthened a little this
morning, to sit just below 1.3050.

e USD/JPY has been on a downwards trend since
the start of last week, but managed to hold at
above 112 overnight, helped by the stronger USD
and firmer Asian equities. Tonight, the JPY focus
will switch to the BoJ, which takes its latest decision
on monetary policy. As has been the case in recent
months, there is little expectation of anything other
than additional dovish rhetoric from the Policy
Board. We continue to expect the Bank to maintain
an expansive monetary policy throughout H2-17.

e The Australian Leading Index slipped overnight, but
iron ore prices jumped by 3%, rising to their highest
since mid-April and helping the AUD hold on to its
recent gains. Indeed, AUD/USD rose to just below
0.7950 on Tuesday, rallying after the RBA minutes
suggested the Bank continued to see the Neutral
Cash Rate at around 3.5% (1.5% currently). The
pair has now gained c.5% in less than two weeks,
though, representing a sharp move even for the
AUD. Hence, with the unemployment rate expected
to rise tonight, the AUD may now struggle for
further short-term upside, and we consider a small
reversal in the coming days as more likely than
additional gains.

ECB meeting preview: Too early to remove
the easing bias?

v" Since late last year, ECB members have
desperately been trying to find the smoothest way
to start the normalization of the massive monetary
policy easing. After already having clarified, in
June, that official rates will not be reduced again in
this cycle, in coming weeks they will have to do the
same with the ECB’s bond purchase program,
paving the way for a gradual reduction in these
purchases in 1H18.

v' Yet, the lack of reaction by core inflation (or
negotiated wages) to a much healthier macro
environment and the (mostly foreign-driven) sharp
EUR appreciation are certainly complicating the
ECB’s exit strategy.

v' We think the ECB could make another —relatively
minor— tweak to its message to the markets in its
meeting tomorrow, leaving the bulk of the details
on its tapering strategy for the last three meetings
of the year.

Facts:

The Eurozone economy is performing very well (not
only in surveys, but also real activity data) with the
labour market following that trend, but that is not the
case with inflation, which is being dragged down by
structural headwinds and a lack of wage pressure.

On a related note, although to a large extent also due to
foreign reasons (the aftermath of political events in the
UK and the US in 2H16), the EUR exchange rate has
appreciated significantly in recent months (+4% in
NEER and +9% vs. the USD YTD), while oil prices
remain in the lower end of their $42-54/bbl range.

» As aresult, the ECB is now slightly further away
from meeting its only (inflation) target, having
recently reduced its long-term inflation forecast
(1.6% for 2019). Yet, we believe that the ECB
doesn’t want to be hostage to its own macro
projections, given the very accommodative
monetary conditions. And that was probably
behind Draghi’'s words in Sintra (27/6), where he
reiterated that “deflationary forces have been
replaced by reflationary ones”, while implying that
stopping bond purchases is not the same as
tightening (“the ECB can accompany the recovery
by adjusting the parameters of its policy
instruments”), especially as the ECB has done
much more than initially expected, eg:

o Depo Rate @ -40bp (vs Obp originally)

o Bond purchases will finally reach c.€2.4trn (vs.
the €1.1trn in the original plans)

o TLTROs @ €750bn, larger-than-expected (very
attractive LT) funding

o Excess liquidity @c.€1.7trn (from just €175mn
when the QE started)

The ECB is widely expected to start withdrawing its
easing bias (announcing a gradual reduction in bond
purchases) before the end of 2017. But the main issue
we see is when and how the Bank communicates this
without shooting itself in the foot, given the tightening in
financial conditions any increase in rates / further EUR
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appreciation would cause (with the obvious implications
for its inflation target).

The gradual shift in its message already started in
June, when the ECB removed the possibility of further
cuts (deleting “or lower” from the statement), but kept
“asset purchases could be extended, in size or
duration”.

e Expected changes in the July meeting:

Not that many and, hopefully, nothing too meaningful
(EUR >1.15% as we write). We expect the statement to
keep emphasizing how well the macro is doing and
that, although inflation is not following the recovery,
deflation is not a real danger anymore.

The key words in the statement are now: “the ECB
stands ready to increase the programme in terms of
size and/or duration”. That could be modified, especially
the “size” aspect —i.e., implying that purchases will not
increase above €60bn/month, while any tapering in
1H18 could be considered “duration” lengthening in the
program (so they could keep this bit). But, despite any
possible hints, we doubt these words would be
removed altogether yet, given the possible large market
ramifications and the seasonal decline in an already
poor liquidity environment. In fact, the ECB should then
be less worried about another upward leg in rates than
in FX, but that would be very complicated to achieve.

e See you in September

If the EUR keeps on appreciating (we have been EUR
bulls for months, but think it could take a break at this
level) and/or the oil price keeps on falling, the ECB will
have a hard time pre-announcing the end of QE when it
is even further from achieving its inflation target.
Nevertheless, it cannot continue buying bonds forever
(particularly considering a potential scarcity problem).

We continue to believe that, in September, the ECB wiill
pre-announce that it is planning to wind down its bond
purchases in 2018, although it might not provide all the
specifics at that stage. Rather, we think the tapering
details could be provided at the October or even
December meetings.

e Tapering: When & how ?

We continue to believe (see our Macro, Rates & FX
2017 Year Ahead report) that the ECB will start tapering
in January 2018 and that the aim will be to scale back
these purchases by €10bn per month. Our ‘only’ doubt
(FX dependent) is whether Draghi will pre-commit to
such a reduction pace (i.e., +€150bn in extra purchases
in 1H18) or whether this reduction will have to be
sanctioned, a-la-Fed, at every ECB meeting (+€210bn
between January and July 2018). According to our
numbers, there should not be any scarcity problem in
the main countries with these QE end dates.

So...

v' ... Given the major market reaction to Draghi’s
comments in Sintra three weeks ago (EUR +1
figure and largest UST sell-off in 2017) and with no
mounting inflationary pressures building up, we
believe the ECB should try to avoid surprising on
the hawkish side again this month, which would
tighten financial conditions further.

v' That said, the healthy macro outlook remains fully
consistent with a gradual withdrawal of the
stimulus in the months ahead, and we expect a
smooth/gradual tapering to start in January 2018.

v" We expect the ECB to be more explicit about this
in its September meeting, with a clearer message
indicating such a possibility. But it might still be too
soon (risky) for the ECB to pre-commit to any such
plans right now.



https://santanderresearch.com/web/guest/detail?r=741969
https://santanderresearch.com/web/guest/detail?r=741969

Important Disclosures

ANALYST CERTIFICATION:

The views expressed in this report accurately reflect the personal views of the undersigned analyst(s). In addition, the undersigned analyst(s) has not
and will not receive any compensation for providing a specific recommendation or view in this report:

Antonio Villarroya, Luca Jellinek, José Maria Fernandez, Edgar da Silva, Antonio Espasa, Laura Velasco, Beatriz Tejero, Stuart Bennett,
Michael Flisher, Stuart Green, Adam Dent

The analysts referenced in connection with the section for which he or she is responsible may have received or will receive compensation based upon,
among other factors, the overall profitability of the Santander group, including profits derived from investment banking activities.

EXPLANATION OF THE RECOMMENDATION SYSTEM

DIRECTIONAL RECOMMENDATIONS IN BONDS DIRECTIONAL RECOMMENDATIONS IN SWAPS

Rating Definition Rating Definition

Long / Buy Buy the bond for an expected average return of |Long / Receive Enter a swap receiving the fixed rate for an
at least 10bp in 3 months (decline in the yield fixed rate expected average return of at least 10bp in
rate), assuming a directional risk. 3 months (decline in the swap rate),

assuming a directional risk.

Short / Sell Sell the bond for an expected average return of [Short / Pay fixed Enter a swap paying the fixed rate for an
at least 10bp in 3 months (increase in the yield |rate expected average return of at least 10bp in
rate), assuming a directional risk. 3 months (increase in the swap rate),

assuming a directional risk.

RELATIVE VALUE RECOMMENDATIONS

Rating |Definition

Long a spread / Play steepeners Enter a long position in a given instrument vs a short position in another instrument (with a
longer maturity for steepeners) for an expected average return of at least 5bp in 3 months
(increase in the spread between both rates).

Short a spread / Play flatteners Enter a long position in a given instrument vs a short position in another instrument (with a
shorter maturity for flatteners) for an expected average return of at least 5bp in 3 months
(decline in the spread between both rates).

FX RECOMMENDATIONS

Rating |Definition
Long / Buy Appreciation of a given currency with an expected return of at least 5% in 3 months.
Short / Sell Depreciation of a given currency with an expected return of at least 5% in 3 months.

NOTE: Given the recent volatility seen in the financial markets, the recommendation definitions are only indicative until further notice.
We generally review our Rates/FX recommendations monthly, in our regular Interest & Exchange and FX Compass publications, and when market
events/moves so warrant.

Comprehensive disclosures for all G-10 Rates, Macro & FX Strategy/research produced by Banco Santander, S.A. can be found on our website.

IMPORTANT DISCLOSURES

This report has been prepared by Banco Santander, S.A. and is provided for information purposes only. Banco Santander, S.A. is registered in Spain
and is authorised and regulated by Banco de Espafia, Spain.

This report is issued in the United States by Santander Investment Securities Inc. (“SIS”), in Spain by Banco Santander, S.A., under the supervision of
the CNMV and in the United Kingdom by Banco Santander, S.A., London Branch (“Santander London”). SIS is registered in the United States and is a
member of FINRA. Santander London is registered in the United Kingdom (with FRN 136261, Company No. FC004459 and Branch No. BR001085),
and subject to limited regulation by the UK’s Financial Conduct Authority (‘FCA”) and Prudential Regulation Authority (“PRA”). SIS, Banco Santander,
S.A. and Santander London are members of Santander Group. A list of authorised legal entities within Santander Group is available upon request.

This material constitutes “investment research” for the purposes of the Markets in Financial Instruments Directive and as such contains an objective or
independent explanation of the matters contained in the material. Any recommendations contained in this document must not be relied upon as
investment advice based on the recipient’s personal circumstances. The information and opinions contained in this report have been obtained from, or
are based on, public sources believed to be reliable, but no representation or warranty, express or implied, is made that such information is accurate,
complete or up to date and it should not be relied upon as such. Furthermore, this report does not constitute a prospectus or other offering document or
an offer or solicitation to buy or sell any securities or other investment. Information and opinions contained in the report are published for the assistance
of recipients, but are not to be relied upon as authoritative or taken in substitution for the exercise of judgement by any recipient, are subject to change
without notice and not intended to provide the sole basis of any evaluation of the instruments discussed herein.

Any reference to past performance should not be taken as an indication of future performance. This report is for the use of intended recipients only and
may not be reproduced (in whole or in part) or delivered or transmitted to any other person without the prior written consent of Banco Santander, S.A..

Investors should seek financial advice regarding the appropriateness of investing in financial instruments and implementing investment strategies
discussed or recommended in this report and should understand that statements regarding future prospects may not be realised. Any decision to
purchase or subscribe for securities in any offering must be based solely on existing public information on such security or the information in the
prospectus or other offering document issued in connection with such offering, and not on this report.

The material in this research report is general information intended for recipients who understand the risks associated with investment. It does not take
into account whether an investment, course of action, or associated risks are suitable for the recipient. Furthermore, this document is intended to be
used by market professionals (eligible counterparties and professional clients but not retail clients). Retail clients must not rely on this document.

To the fullest extent permitted by law, no Santander group company accepts any liability whatsoever (including in negligence) for any direct or
consequential loss arising from any use of or reliance on material contained in this report. All estimates and opinions included in this report are made
as of the date of this report. Unless otherwise indicated in this report there is no intention to update this report.



http://santanderresearch.com/disclaimer-rates.html

Banco Santander, S.A. and its legal affiliates (trading as Santander and/or Santander Global Corporate Banking) may make a market in, or may, as
principal or agent, buy or sell securities of the issuers mentioned in this report or derivatives thereon. Banco Santander, S.A. and its legal affiliates may
have a financial interest in the issuers mentioned in this report, including a long or short position in their securities and/or options, futures or other
derivative instruments based thereon, or vice versa.

Banco Santander, S.A. and its legal affiliates may receive or intend to seek compensation for investment banking services in the next three months
from or in relation to an issuer mentioned in this report. Any issuer mentioned in this report may have been provided with sections of this report prior to
its publication in order to verify its factual accuracy.

Banco Santander, S.A. and/or a company of the Santander group has been lead or co-lead manager over the previous 12 months in a publicly
disclosed offer of or on financial instruments of the UK’s Debt Management Office.

ADDITIONAL INFORMATION

Banco Santander, S.A. or any of its affiliates, salespeople, traders and other professionals may provide oral or written market commentary or trading
strategies to its clients that reflect opinions that are contrary to the opinions expressed herein. Furthermore, Banco Santander, S.A. or any of its
affiliates’ trading and investment businesses may make investment decisions that are inconsistent with the recommendations expressed herein.

No part of this report may be copied, conveyed, distributed or furnished to any person or entity in any country (or persons or entities in the same) in
which its distribution is prohibited by law. Failure to comply with these restrictions may breach the laws of the relevant jurisdiction.

Investment research issued by Banco Santander, S.A. is prepared in accordance with the Santander group policies for managing conflicts of interest.
In relation to the production of investment research, Banco Santander, S.A. and its affiliates have internal rules of conduct that contain, among other
things, procedures to prevent conflicts of interest including Chinese Walls and, where appropriate, establishing specific restrictions on research activity.
Information concerning the management of conflicts of interest and the internal rules of conduct are available on request from Banco Santander, S.A..

COUNTRY & REGION SPECIFIC DISCLOSURES

U.K. and European Economic Area (EEA): Unless specified to the contrary, issued and approved for distribution in the U.K. and the EEA by
Banco Santander, S.A. Investment research issued by Banco Santander, S.A. has been prepared in accordance with Grupo Santander’s policies for
managing conflicts of interest arising as a result of publication and distribution of investment research. Many European regulators require that a firm
establish, implement and maintain such a policy. This report has been issued in the U.K. only to persons of a kind described in Article 19 (5), 38, 47
and 49 of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (all such persons being referred to as “relevant persons”).
This document must not be acted on or relied on by persons who are not relevant persons. Any investment or investment activity to which this
document relates is only regarded as being provided to professional investors (or equivalent) in their home jurisdiction. United States of America
(US): This report is being distributed to US persons by Santander Investment Securities Inc (“SIS”) or by a subsidiary or affiliate of SIS that is not
registered as a US broker dealer, to US major institutional investors only. Any US recipient of this report (other than a registered broker-dealer or a
bank acting in a broker-dealer capacity) that would like to effect any transaction in any security or issuer discussed herein should contact and place
orders in the United States with the company distributing the research, SIS at (212) 692-2550, which, without in any way limiting the foregoing, accepts
responsibility (solely for purposes of and within the meaning of Rule 15a-6 under the US Securities Exchange Act of 1934) under this report and its
dissemination in the United States. US recipients of this report should be advised that this research has been produced by a non-member affiliate of
SIS and, therefore, by rule, not all disclosures required under NASD Rule 2711 apply. Hong Kong (HK): This report is being distributed in Hong
Kong by a subsidiary or affiliate of Banco Santander, S.A. Hong Kong Branch, a branch of Banco Santander, S.A. whose head office is in Spain. The
1% ownership disclosure satisfies the requirements under Paragraph 16.5(a) of the Hong Kong Code of Conduct for persons licensed by or registered
with the Securities and Futures Commission, HK. Banco Santander, S.A. Hong Kong Branch is regulated as a Registered Institution by the Hong Kong
Monetary Authority for the conduct of Advising and Dealing in Securities (Regulated Activity Type 4 and 1 respectively) under the Securities and
Futures Ordinance. The recipient of this material must not distribute it to any third party without the prior written consent of Banco Santander, S.A.
Japan (JP): This report has been considered and distributed in Japan to Japanese-based investors by a subsidiary or affiliate of Banco Santander,
S.A. - Tokyo Representative Office, not registered as a financial instruments firm in Japan, and to certain financial institutions defined by article 17-3,
item 1 of the Financial Instruments and Exchange Law Enforcement Order. Some of the foreign securities stated in this report are not disclosed
according to the Financial Instruments and Exchange Law of Japan. There is a risk that a loss may occur due to a change in the price of the shares in
the case of share trading and that a loss may occur due to the exchange rate in the case of foreign share trading. China (CH): This report is being
distributed in China by a subsidiary or affiliate of Banco Santander, S.A. Shanghai Branch (“Santander Shanghai”). Santander Shanghai or its affiliates
may have a holding in any of the securities discussed in this report; for securities where the holding is greater than 1%, the specific holding is disclosed
in the Important Disclosures section above.

For further country and region specific disclosures please refer to Banco Santander, S.A..

Local Offices

Madrid
Tel: 34-91-257-2035
Fax: 34-91-257-0252

Brussels
Tel: 32 2286 5447
Fax: 32 2230 6724

New York

Tel: 212-756-9160
Fax: 212-407-4540
Lima

Tel: 511-215-8133
Fax: 511-215-8161

Lisbon
Tel: 351-21-389-3400
Fax: 351-21-387 0175

Paris
Tel: 33 15353 7000
Fax: 33 15353 7060

Bogota
Tel: 571-644-8008
Fax: 571-592-0638

Mexico DF
Tel: 525-629-5040
Fax: 525-629-5846

London
Tel: 44-870-607-6000
Fax: 44-20-7332-6909

Frankfurt
Tel: 49 6959 67-6403
Fax: 49 6959 67-6407

Buenos Aires
Tel: 54114-341-1052
Fax: 54114-341-1226

Santiago de Chile
Tel: 562-336-3300
Fax: 562-697-3869

Milan
Tel: 39-02-8542-09810
Fax: 39-02-8606-71648

Tokyo
Tel: 813-5561-0591
Fax: 813-5561-0580

Caracas
Tel: 582-401-4306
Fax: 582-401-4219

Séo Paulo
Tel: 5511-3012-5721
Fax: 5511-3012-7368

Grupo Santander ©. 2017. All Rights Reserved.

& Santander

GLOBAL CORPORATE BANKING

Dow Jones
Sustainability Indexes
Member 2006/07

& Santander

&)
Z
N
Z
<
oa
-
<
24
O
oo
o
O
O]
—
<
(aa]
=
(&)




