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Positioning for Take-Off Amidst the Fog

1 Capital Markets: Volatility & Uncertainty



Key Global Macro Themes

ECB & BOJ

Energy Prices

Inflation Expectations

Fed Rake Hikes

China Growth

Geopolitics EMU

Fixed Income Bubble?

Credit Spreads

GREXIT
Iran Nuclear Deal

Chinese Equities

Risks of 
Grexit 

Remain

EU 
Growth & 
ECB QE

US Fed 
Rate Hike

Downturn 
in Chinese 
Equities &  

Limited 
Growth

Iran 
Nuclear 

Deal 
Bearish 
for Oil

What are Citi Economists Focused on?

Macro Developments are Increasingly Correlated
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Challenging & Volatile Markets

USD / MXN Exchange Rate 2015YTDVIX Index 2015YTD

Many markets have been suffering from volatility and uncertainty. As seen below, currencies, commodities, and the
broader EM indices have been affected.

WTI Crude Future 2015YTDWestern Asset Emerging Markets Fund  2015YTD (“EMD”) 
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Fed Funds Forward Curve FOMC Member Forecast

Median FOMC Member Forecast (Current) Median FOMC Member Forecast (March)

2015 2016 2017 Longer run

Real GDP 1.90% 2.55% 2.30% 2.15%

Unemployment Rate 5.25% 5.00% 5.00% 5.10%

Core PCE 0.70% 1.75% 1.95% 2.00%

Fed Funds 0.625% 1.625% 2.875% 3.75%

Market Expectations from the Fed 

Source: Citi Research, Bloomberg

FOMC Still Predicts 2015 Fed Funds Rate Hike 

… and a Gradual Rise in Rates Thereafter

Economic Projections of Federal Reserve Board Members and Federal Reserve Bank Presidents, June 2015 (End of Year Median Forecasts):

Source: Federal Reserve

Note: Quarterly forecasts are projected period averages
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10-Year Treasury Yield Forecast
Rate hikes are expected to come in late 2015; both Citi and the Street forecast a rising rate 
environment throughout the year

The US Treasury Curve is Expected to Flatten
The impending rate hike is expected to push up near-term rates, while low inflation 
continues to put downward pressure on long-term rates
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Implied FF Rates

Current and Historic Treasury Rates
Rates dropped significantly in 2014, however we are seeing a steady increase starting in the 
early winter months of 2015 with some stability; we expect this trend to continue. 
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Could the ECB Taper Early? Not in this Market!
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The ECB is unlikely to taper because Inflation Measures are Still Well Below Historical Levels

The ECB’s decision to taper, and the timing, would centre around the impact the programme is having on real economic data points. Although, 
there has been an increase in growth and inflation forecasts, the key measures of inflation are still well below historical levels. Citi doesn’t 
expect tapering to occur until Sep-2016, at the earliest.
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Inflation expectations remain on the low side

Core inflation is very low

Rise in headline inflation in part driven by temporary factors and base effects

A very large output gap

The euro would likely strengthen sharply

Global market volatility and risk

Source: European Credit Outlook H2 2015, Hans Lorenzen
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Eurozone GDP 
0.3-0.5% 

weaker per year

Increased 
perception of 

Eurozone 
political risk 

“Who’s next 
contagion?”

Greece – Grexit Downside Risk

• Although a deal was agreed between Athens and its Creditors, the bailout 
proposal is likely to fail to solve Greece’s economic and structural problems

A Poorly Designed Framework

• Citi economists estimate an upfront principal haircut of €110bn to be 
required to bring Greece’s debt-to-GDP ratio to 120% by 2022

A Large Haircut Likely Required

• The stringent nature of the new programme gives Greece little chance of 
sustaining its Eurozone position, making Grexit likely in the next 1-3-years

Grexit is Still Citi Economists’ Base Case

Grexit is still a possibility representing market tail risk. The revised deal takes a firmer approach to fiscal reforms, which are likely to 
weigh on Greece’s political stability and economic performance in the medium term, making Greece’s future both challenging and 
unpredictable.

How Might the Bailout Programme Fail?

Fails to solve Greece’s economic and structural reforms

Poor implementation of Greek supply-side reforms

Inadequate debt restructuring (significant debt haircut likely required)

Insufficient flexibility to cope with effects of weakness on public finances and damage to 
political credibility

Greece’s unwillingness to implement the conditionality of such a programme

The success / failure of a third bailout will depend on i) the strength of a possible 
economic recovery, following an overhaul in the Greek banking system, and ii) 

whether debt restructuring discussions are addressed

Despite an Agreed Deal, Grexit is Still a Possibility What are the Key Reforms?
 Increase in Consumer Tax (VAT)

– Unification of VAT rates
 Pension Reforms

– Increase in the national retirement age and cuts to the current pensions regime
– Increase in health contributions for pensioners from 4-6% of all pension income

 Activation of a Fiscal Council / Increased Monitoring of Bailout Fund
– Responsible of ruling on quasi-automatic spending cuts before finalising bailout
– Intrusive monitoring of the implementation of reforms and fiscal policies

 €50bn Greek-based fund
– Greek assets to be used (privatised) to fund the cost of recapitalising Greek banks

 By passing the above reforms, Greece has gained access to a 3-month bridge 
loan of ~€7bn, which will allow them to finance near-term debt payments

Implications Going Forward

Likely Implications for the Eurozone

In the near term, the government will likely face a continued cash shortage, 
given the likelihood that bank liquidity will remain restricted1

Greece is likely to remain in recession in the coming quarters due to restrictive 
fiscal and political reforms3

Failure to lift capital controls and a further increase in unemployment is likely 
to increase social tensions4

Poor performance could mean higher risk of undershooting programme 
targets, thus challenging Eurozone membership5

Greek economy to contract by 2.4% YoY in 20152

Source: Citi Research:, 17 July 2015; 
Greece Meeting Marathon Delivers Fragile Comprose”, 13 July 20157 Capital Markets: Volatility & Uncertainty
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Emerging Markets & LatAm: Spreads + Flows Challenge

Net outflows 2015YTD: $3,265 mm

August continues an already sluggish year for EM. Fund outflows increased as the global equity sell-off and commodity
slump drove investors to safer assets. Nonetheless, syndicates expect opportunistic transactions between Labor Day and
the September FOMC meeting.
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2. Capital Markets Promise:
Infrastructure, Development and Local Capital Markets



Infrastructure Financing Gap Analysis

Source: Citi, McKinsey

 The world needs to invest $3.3 trillion a year to approximate a base case of 
infrastructure needs, or 3.8% of GDP, according to McKinsey

 Governments spend 2 - 3.5% of GDP on average on infrastructure 

 Given the pressures on fiscal budgets, governments are likely to spend between 
2 - 3% of GDP on infrastructure

 This leaves a gap of between $500 billion to $1.5 trillion for the private sector to 
fill   

 Infrastructure Project Finance (private sector funded debt & equity) currently 
accounts for $400 billion per year

 Part of the gap can be closed by achieving cost savings and improved 
efficiencies

9
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Post Crisis, International Banks Are Back…But Basel III Banks are Constrained

Source: PFI list of top global mandated lead arranger, 2010 and 2014 ; Totals may not sum due to rounding

2010 Transaction Volume

State Bank of India 21,137

Bank of Taiwan 12,005

IDBI 11,019

Axis Bank 8,512

BNP Paribas 8,339

Credit Agricole 7,614

IDFC 7371

MUFJ 6,001

Societe General 5,487

SMBC 4,589

Total Top 10 92,075

…of which int’l banks 32,031

2014 Transaction Volume

MUFJ 16,227

SMBC 13,451

Mizuho 9,848

BNP Paribas 9,003

Credit Agricole 8,054

ING 7,555

CBA 7,267

HSBC 6,884

Societe General 6,394

SBI Capital 5,647

Total Top 10 92,352

…of which int’l banks 84,691

Int’l banks as share of Top 10: 35% Int’l banks as share of Top 10: 92%

Int’l banks increase:  +264%

= “International” Bank

10
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Going Forward Capital Markets Financing Will be Critical to Fund the Gap
Global Project Bond Volume

Source: Dealogic
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Unlocking More Capital…And Capital Markets
Sponsors

•No refinancing risk -> need duration capital 
that will take construction risk

•No or minimal FX risk
•Early certainty-of-execution
•Collaborative creditors
•Cost effective debt financing

Banks

•Construction is core skill set
•Sensitivity to regulators
•Greater focus than ever on Regulatory Capital
•Leverage levels within a project
•Sustainability of long-duration term loans

Institutional Debt

•Aversion to construction 

•Need a relative value proposition
– Risk adjusted
– Liquidity adjusted

•Highly limited appetite for FX & MTM 
risks

•Transparency & consistency in 
government policy

•Commercially viable projects

•Solvency 2 and NAIC

•Equity “skin-in-game”

•Rational allocation of risks across 
equity, debt, epc and government

Governments

•Transparency in process

•Low cost of capital

•Allocate risks to private sector

•Sustainable and dependable 
long-term sources of finance

•Box political controversies 
(including environmental)

DFI’s

•Expertise:
– Deal structured
– Contract standardization

• “Bridging the gap”
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Financing Sustainable Development Goals

Source: Citi, World Economic  Forum

 The world’s new Sustainable Development Goals include 17 broad based
objectives and 169 specific targets 

 The estimated annual cost to achieve these goals is $4.5 trillion

 The goals will require a paradigm shift toward doing good and doing well at the 
same time

 Mostly, financially there will a requirement for an entirely new age of private 
public partnerships, innovative and blended finance

 The Capital Markets will be one of the drivers of SDG’ funding success 

13
Capital Markets Promise:
Infrastructure, Development and Local Capital Markets



Financing the Sustainable Development Goals’ Gap

Source: Citi, World Economic Forum

A significant financing gap exists for the SDGs…

Source: UNCTAD

ODA OOF Private Flows at
Market Terms

Private
Grants

Remittances

...private flows on market terms and capital markets 
will be critical 
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The Promise of Developing Local Capital Markets

Allow governments to finance large fiscal deficits without having to resort to financial repression or 
foreign borrowing1

Improve the availability of long term financing, allowing households and firms to better manage 
interest rate and maturity risk associated with long-term investments3

The development of local capital markets can improve access to local currency financing4

Financial deepening alongside the development of banking markets, improving the efficiency of 
capital allocation in the economy5

Supports the conduct of monetary policy2

Increase financial integration by attracting foreign capital, which can lower the cost of capital for local 
firms and household and improve risk sharing across countries

6

Enhance financial stability by improving the ability of financial institutions to manage risk7

Source: Citi, IMF

15
Capital Markets Promise:
Infrastructure, Development and Local Capital Markets



Local Market Development and Macroeconomic Conditions

Source: Citi, IMF16



Local Market Development and Institutional Setting

Source: Citi, IMF17



3. Capital Markets Peril?: Tapering 2.0?



The Debate over Lift-Off: Tapering 2.0 or “Non-Event”?

Lift-off is well-telegraphed. Chances of a large unanticipated move in interest rates are slim1

Global term premia ought to remain depressed given that cyclical recovery is underway, policy 
uncertainty is lower, and ECB and BOJ will continue to do QE3

Valuations appear to provide better compensation for risk than pre-tapering4

Most of the evidence on positioning suggests that investors carry positions with limited levels of risk5

Lift-off is part of the normalization process in response to a stronger economy. It is likely to be 
constrained by monetary policy differential’s impact on dollar2

There are five potential reasons why a loft-off may, in and of itself, be less damaging for Emerging Markets
than tapering.

18 Capital Markets Peril?: Tapering 2.0?



Factors Supporting “Non-event” Thesis
Can lift-off produce a sharp increase in term premia?
Large movements in term premia have occured around recessions

Positioning should help, somewhat
Positions have turned light post Greece and have stayed very small

Source: Bloomberg, Citi Research

Risk premia in local rates are now much higher

ECB and BoJ QE should continue to depress UST term premia
Evidence of a strong tendency of term premia to co-move across markets

19 Capital Markets Peril?: Tapering 2.0?



IRS Circular 230 Disclosure: Citigroup Inc. and its affiliates do not provide tax or legal advice. Any discussion of tax matters in these materials (i) is not intended or written to be used, and cannot be used or relied upon, by
you for the purpose of avoiding any tax penalties and (ii) may have been written in connection with the "promotion or marketing" of any transaction contemplated hereby ("Transaction"). Accordingly, you should seek advice
based on your particular circumstances from an independent tax advisor.

In any instance where distribution of this communication is subject to the rules of the US Commodity Futures Trading Commission ("CFTC"), this communication constitutes an invitation to consider entering into a derivatives
transaction under U.S. CFTC Regulations §§ 1.71 and 23.605, where applicable, but is not a binding offer to buy/sell any financial instrument.

Any terms set forth herein are intended for discussion purposes only and are subject to the final terms as set forth in separate definitive written agreements. This presentation is not a commitment to lend, syndicate a financing, underwrite or
purchase securities, or commit capital nor does it obligate us to enter into such a commitment, nor are we acting as a fiduciary to you. By accepting this presentation, subject to applicable law or regulation, you agree to keep confidential the
information contained herein and the existence of and proposed terms for any Transaction.

Prior to entering into any Transaction, you should determine, without reliance upon us or our affiliates, the economic risks and merits (and independently determine that you are able to assume these risks) as well as the legal, tax and accounting
characterizations and consequences of any such Transaction. In this regard, by accepting this presentation, you acknowledge that (a) we are not in the business of providing (and you are not relying on us for) legal, tax or accounting advice, (b)
there may be legal, tax or accounting risks associated with any Transaction, (c) you should receive (and rely on) separate and qualified legal, tax and accounting advice and (d) you should apprise senior management in your organization as to
such legal, tax and accounting advice (and any risks associated with any Transaction) and our disclaimer as to these matters. By acceptance of these materials, you and we hereby agree that from the commencement of discussions with
respect to any Transaction, and notwithstanding any other provision in this presentation, we hereby confirm that no participant in any Transaction shall be limited from disclosing the U.S. tax treatment or U.S. tax structure of such Transaction.

We are required to obtain, verify and record certain information that identifies each entity that enters into a formal business relationship with us. We will ask for your complete name, street address, and taxpayer ID number. We may also
request corporate formation documents, or other forms of identification, to verify information provided.

Any prices or levels contained herein are preliminary and indicative only and do not represent bids or offers. These indications are provided solely for your information and consideration, are subject to change at any time without notice and are
not intended as a solicitation with respect to the purchase or sale of any instrument. The information contained in this presentation may include results of analyses from a quantitative model which represent potential future events that may or
may not be realized, and is not a complete analysis of every material fact representing any product. Any estimates included herein constitute our judgment as of the date hereof and are subject to change without any notice. We and/or our
affiliates may make a market in these instruments for our customers and for our own account. Accordingly, we may have a position in any such instrument at any time.

Although this material may contain publicly available information about Citi corporate bond research, fixed income strategy or economic and market analysis, Citi policy (i) prohibits employees from offering, directly or indirectly, a favorable or
negative research opinion or offering to change an opinion as consideration or inducement for the receipt of business or for compensation; and (ii) prohibits analysts from being compensated for specific recommendations or views contained in
research reports. So as to reduce the potential for conflicts of interest, as well as to reduce any appearance of conflicts of interest, Citi has enacted policies and procedures designed to limit communications between its investment banking and
research personnel to specifically prescribed circumstances.
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Citi believes that sustainability is good business practice. We work closely with our clients, peer financial institutions, NGOs and other partners to finance solutions to climate change, develop industry standards, reduce our own environmental
footprint, and engage with stakeholders to advance shared learning and solutions. Highlights of Citi's unique role in promoting sustainability include: (a) releasing in 2007 a Climate Change Position Statement, the first US financial institution to
do so; (b) targeting $50 billion over 10 years to address global climate change: includes significant increases in investment and financing of renewable energy, clean technology, and other carbon-emission reduction activities; (c) committing to
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Citi works with its clients in greenhouse gas intensive industries to evaluate emerging risks from climate change and, where appropriate, to mitigate those risks.

efficiency, renewable energy and mitigation


