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Weekly Dashboard 
Brexit derails Fed hiking cycle 
As we flagged leading into the Brexit vote there is no doubt in our mind this outcome derails the Fed 
hiking cycle. The question now is for how long. In that regard, one of the questions investors need to ask 
themselves is whether there is enough momentum in the US economic backdrop that will enable inflation 
to accelerate significantly from here–thus compelling the Fed to raise rates even in the face of the 
uncertainty taking place across the pond. It seems at present the answer to that is no. Thus on the heels 
on Brexit, it is low lying fruit to say the Fed is unlikely to hike this year. 

We think the extent of the knock-ons from this development to the rest of Europe (i.e. the calls for 
similar referendums etc.) is going to be a significant factor impacting Fed policy beyond 2016. And the 
reality is there is no way to know how drawn-out that will be in the coming quarters. We will face a series 
of elections in Europe that will keep fear about additional countries exiting in the news. Spain will vote 
this weekend, with the party that supports a referendum on Catalonian independence expected to be in a 
coalition that forms the main opposition. Italy will have a constitutional referendum by October. Surveys 
are reporting a significant majority of French would prefer to exit (and the presidential election there is 
scheduled to occur in April/May 2017). And polls in the Netherlands are neck and neck.  

Ultimately, Brexit has introduced the very real possibility that this morphs into a domino effect across the 
region. So it will be a very long time before all of the potential volatility in Europe is behind us, which 
means we are likely to be well into 2017 before the Fed has a clear path to continue tightening even if the 
economy remains solid. In fact, we have officially changed our Fed call and are now looking for the next 
hike to come in the middle of 2017 at the earliest. While our UST interest rate forecast profile is 
currently under review, on page 2 we offer our thoughts on some of the more interesting opportunities 
following the recent price action. 

It would seem that the Fed’s “every meeting is live” mantra has been decimated. The market has priced 
out a hike pretty well indefinitely thus moving the Fed’s forecasted policy path even further away from 
“reality.” So from here, they will either have to try to force market odds higher (regain the optionality and 
all of that business) or succumb to a much shallower path. After the debacle in talking up June/July odds, 
we think the latter is a more likely scenario. Again, they can rely on global “uncertainty” and a strong 
dollar (feeding back into lower US goods inflation) as lynchpins to their argument for lower for longer. 

The one factor (maybe the only factor) we can see spooking the Fed into hiking rates at this point is an 
inflation scare. Though the extent to which inflation would need to rise to create such a scenario seems 
like a low probability event at present. Note that even with domestic-sensitive inflation running north of 
3% y/y (see ex energy services CPI), the Fed has shown little concern in this regard. And if the dollar 
strengthens materially from here, the rhetoric out of this Fed will undoubtedly be one that reiterates 
disinflationary risks. 

As it relates to the US economic backdrop, any negative spillover from Brexit is unlikely to come via direct 
economic linkages in the near-term. Instead, the bigger risk is via the financial market channels and any 
negative feedback into both consumer and business confidence. The US consumer has proven to be 
extremely resistant to global financial shocks in recent quarters—with real consumption largely 
uninterrupted even with the early 2016 and mid-2015 equity market downdrafts. So unless we see any 
shock to the fundamental underpinnings (i.e. jobs and aggregate wages), the likelihood consumer 
spending slows is low in our view. 

The business sector is a different story. Business spending has been muddling along over recent quarters 
and the latest data on durable goods was yet another reminder of just how vulnerable that sector 
remains. People are always asking us for the weak link in the US backdrop and we routinely flag this 
space. Insofar as the prospects for this sector weaken further from here, it would certainly place some 
pressure on our H2 GDP call, which at present stands around 2.7%.  
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US Rates: Watch the Flows 
Trading this market is about flows rather than fair value.  Market depth has diminished significantly, so large flows can cause 
exaggerated price effects.  A major event like Brexit is likely to trigger large flows, so we are likely to have a test of liquidity in 
the coming days.  Quarter-end won’t make that test any easier.   

Flows impacting the curve   

The curve will be a conflict of insurance/pension receiving in 30yrs, convexity receiving in 10yrs, and buying of cash 10s by 
foreign accounts and accounts trying to hedge corporate overweight positions.  So the simple story is significant spread curve 
flattening at the back end.   

For the curve, we think that the insurance/pension flow and the convexity flow will taper off long before the foreign inflows, so 
we think over time this is a richer belly story.  So far the richening in 10s on the curve can entirely be explained by the decline in 
rates—we think 10s will richen relative to the level of rates.  

Exhibit 1: The move in 5s10s30s slightly lagged the rally in rates 

 
Source: RBC Capital Markets US Rates Strategy, Bloomberg  

 

The magnitude of any corporate bond hedging flow will depend on whether there is significant deterioration in credit spreads 
in the coming days.  Again, quarter-end will raise the risks there, as there is likely to be very limited Street balance sheet 
capacity.  A break above 95 on the IG index would make us more bullish on rates and more confident about the on-the-run 10yr 
richening.   

Longer term, we would view credit spread widening into quarter end as a buying opportunity as we do not expect to see a 
significant uptick in default rates in the US.  And, the global grab for yield is likely to lead buyers to US credit.   
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Exhibit 2: Markit IG index remains towards the lower end of its recent range 

 
Source: RBC Capital Markets US Rates Strategy, Bloomberg  

 

Front end spreads   

For front end spreads, there are two separate effects.  There is the direct impact on ICE LIBOR from higher financing costs on 
some European banks, and we expect that impact to be small.  Second, there is a larger effect due to volatility potentially 
amplifying outflows from prime money funds.   

Direct effect: First, we would expect European central banks to provide dollar funding to banks (via the Fed swap lines) if 
funding stress rose significantly, so the magnitude of any disruption is limited.  Second, the way that ICE LIBOR is calculated (the 
high four and low four submissions are dropped, with the remaining 10 averaged) means that a significant move in ICE LIBOR 
depends more on a large increase in French and Swiss bank funding rates than on the UK bank funding rates.   

The latest data on individual bank ICE LIBOR submissions is from March 22, so we use that as a reference point.  If we assume 
that UK banks had to pay 10bps more for 3m funding, and French, German, and Netherlands banks had to pay 5bps more, it 
would have meant a 3.25bp increase in ICE LIBOR on that day.  Larger increases in UK bank funding rates would have a minimal 
impact, because they all start dropping out of the calculation.  Accordingly, to get a large ICE LIBOR move, financing costs would 
need to spread well beyond the UK.  While we think we will see a rolling series increases in financing costs as different 
countries hit political stress points at different time, unless there is higher correlation the ICE LIBOR impact will be muted.   

Indirect effect: Institutional prime money fund investors are being forced to decide whether to remain in prime funds as they 
shift to floating NAV with gates and fees.  And now they have to worry about volatility in European bank spreads, etc.  That is 
likely to amplify the outflow from Prime MMF.  And because Prime MMF are the primary buyers of CDs and CPs, which are 
rates that banks heavily weight in their ICE LIBOR submissions, a smaller buyer base for CDs and CP means higher ICE LIBOR 
rates.   

Repo likely to be problematic through quarter end   

Treasury RP rates drifted higher into the Brexit vote, and then climbed dramatically just after.  We think this is an issue of 
month-end money fund reporting and balance sheet constraints.   

Back in 2012, there were concerns about some European banks that had significant exposure to Spain, so some money funds 
scaled back their exposure to those banks.  This reduction was entirely due to marketing concerns rather than credit concerns, 
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as money funds reduced repo exposure that was 102% backed by Treasury collateral.  This is not a perceived increase in credit  
risk, but a perceived opportunity to tell customers that their fund had less exposure to these European banks than some of 
their competitors.   

The typical flow of cash in the repo market is the money funds lend to a large bank, and that bank lends in the broker screens to 
a variety of hedge funds/other banks/etc.  This flow inflates the balance sheet of the bank acting as an intermediary.  If one of 
the banks acting as an intermediary suddenly shifts to borrowing in the broker screens, the remaining intermediaries have 
more balance sheet strain so they widen their bid/offers and the rate that appears in the screen goes up.  Everybody in the 
system continues to get funded, but the rate paid by those borrowing in the screens rises somewhat.   

Balance sheet stress always rises into quarter ends, so if we are seeing a partial replay of the 2012 experience, the fact that it is 
happening less than a week from quarter-end should amplify the price effect.   Also, since the change in money fund behavior is 
mostly due to marketing reasons, the fact that money funds must report their holdings on the last day of the month also makes 
June 30th problematic.  We would expect to see changes in financing flows peak on June 30th and normalize quickly in early 
July.   

Accordingly, inflated Treasury RP rates through quarter end seem likely.  Once the new quarter begins, balance sheet costs 
should drop and the marketing-driven changes in behavior should cease, so RP rates should fall.  Accordingly, we are looking to 
take advantage of dislocations in trades that heavily depend on Treasury RP rates (futures basis, front end spreads, etc) in the 
coming week.  Look for flush-out flows to get long short spreads or to take advantage of any rise in implied RP rates in futures 
contracts.   

Exhibit 3: Treasury GCF repo spikes into Brexit vote 

 
Source: RBC Capital Markets US Rates Strategy, Bloomberg  
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Eco Bullet Points 
Major updates this week: Fed 

Overview: The bifurcation between strong domestic growth and soft globally-sensitive sectors of the US economy has been a prevalent narrative in 
recent quarters. This is something borne out in the Q1 GDP results where the more industrial-sensitive sectors of the economy pulled significantly 
from topline growth (capex subtracted -0.5ppt, goods exports peeled off -0.2ppts and inventories were a -0.2ppt drag) while the household-linked 
areas did quite well considering the tumultuous financial markets—consumer spending added +1.3ppt while res investment contributed a lofty 
+0.6ppts (the largest contribution since Q4 2012). Critically, recent trends suggest a potential turning point in the industrial malaise. Specifically, ISM 
manufacturing is back above breakeven and new orders are averaging 56.6 over the last three months—the best trend since January 2015. We expect 
the unwind of what had been an important source of weakness will allow the firmer underlying trends in the US economy to reassert themselves and 
look for constructive topline activity near 3% over the Q2-Q4 2016 period. 

Consumer: The May retail sales report should assuage any concerns that the US consumer is all of a sudden rolling over. On the heels of the best 
sequential prints in years, control retail sales managed to post another robust +0.4% advance in May (oh, and that strong April read was revised even 
higher to +1.0% now). The breadth of the report was also quite good with nearly 70% of categories expanding on the month—not too shabby on the 
back of an 85% positive breadth last month. All in, this leaves our call for Q2 real consumer spending at 3.5%. 

Employment: Despite a plethora of job metrics that remain largely constructive (firming withheld tax receipts, jobless claims back to the lows, a much 
more stable ADP report, to name some), the May employment report was surprisingly weak with headline/private NFPs coming in at just 38/25k. This 
came with downward revisions totalling -59k and a diffusion index that printed a multi-year low just north of the breakeven 50 mark. To be sure, we 
think this report represents an aberration and not the beginning of a sharp downtrend. Job growth is naturally slowing as we enter the mature stages 
of the cycle, but not to the extent this latest report suggests. One thing that did not shift is the reality of wage pressures.  This is not only evident from 
a job leavers’ rate that remained near cycle highs (this “quit rate” proxy leads wage growth by multiple quarters) but average hourly earnings that 
somehow managed to print on consensus of +0.2% and witnessed an upward revision to +0.4% the prior month. More broadly, even if job growth 
slows to 175k from here (which is certainly plausible given the maturity stage of the current expansion and secular demographic trends that inhibit 
labor force growth) this shakes out to a 1.75% y/y run rate by December. Which means, you still get aggregate wages (the combination of headcount, 
hourly earnings and hours) running near 5% nominal at year-end. With topline inflation near 2% by then (if current oil futures prices hold), that’s still a 
compelling dynamic for REAL consumption growth and commensurately topline GDP. 

Inflation: Despite a softer than expected read on the headline, May CPI continued to highlight an inflation backdrop that continues to accelerate on 
net. Both headline and core advanced 0.2% on the month and our diffusion index came in at a +3—which is actually quite firm coming on the heels of 
last month’s very “inflationary” undertones. Ultimately, one cannot deny that the underlying trend in consumer inflation has shifted discernibly higher 
recently. The Fed can argue the disinflationary headwind from the US dollar and softer global economies, but the reality is that the largest inflationary 
impulse has come from ex energy services (i.e. the stuff that we do not import and is, by and large, not susceptible to the slowing global growth 
phenomenon) which ticked up to a fresh cycle high of 3.2% y/y in May—now at a 3% y/y pace or better for five straight months. 

Housing: There is a notable rotation from multi- to single-family activity. Single-family residential investment remains exceptionally low from a 
historical perspective at just 1.3% of GDP and well below the 2.1% median back to 1960. So there is certainly room for this space to continue to claw 
back some GDP share. Note that the rental vacancy rate looks to be in the process of carving out a bottom. Historically, this ratio has a pretty decent 
inverse correlation with multi-family housing starts (for obvious reasons). The potential multiplier benefits of a renter-to-owner shift should not be 
ignored either. Homeowner expenditures are 1.6x that of renters. And not surprisingly, the more housing-intensive items tend to have even larger 
multipliers (look at appliances, in particular, where owners spend 4.1x that of renters). Finally, and this is something we have been highlighting for 
months now, the continued roll off of foreclosures in peoples’ credit reports is another potential catalyst. Note that 2.4 million foreclosures are set to 
roll off of credit reports in 2016 alone—and 56% of these were of the non-subprime variety. Even if a modest share of these are viable potential 
homebuyers, it represents non-trivial upside to both sales and (given the supply/demand dynamics in the existing home space, in particular) pricing. 

Fed: Ultimately, Brexit has introduced the very real possibility that this morphs into a domino effect across the region. So it will be a very long time 
before all of the potential volatility in Europe is behind us, which means we are likely to be well into 2017 before the Fed has a clear path to continue 
tightening even if the economy remains solid. Accordingly, we officially changed our Fed call and are now looking for the next hike to come in Q3 2017 
at the earliest.The one factor (maybe the only factor) we can see spooking the Fed into hiking rates at this point is an inflation scare. Though the 
extent to which inflation would need to rise to create such a scenario seems like a low probability event at present. Note that even with domestic-
sensitive inflation running north of 3% y/y (see ex energy services CPI), the Fed has shown little concern in this regard. And if the dollar strengthens 
materially from here, the rhetoric out of this Fed will undoubtedly be one that reiterates disinflationary risks. 
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Eco Indicators and Fedspeak 
Yellen at an ECB conference on Wednesday is the highlight of the week. 

Mon 27-Jun Period RBC Consensus Prior

Bottom Line:

Tue 28-Jun Period RBC Consensus Prior

8:30 GDP 1QT 1.2 1.0 0.8

10:00 Consumer confidence Jun 94.0 93.1 92.6

19:00 Fed's Powell Speaks in Chicago

Bottom Line:

Wed 29-Jun Period RBC Consensus Prior

8:30 Personal income and spending May 0.3, 0.3 0.3, 0.3 0.4, 0.1

9:30 Fed's Yellen Participates in Panel at ECB Conference

Bottom Line:

Thurs 30-Jun Period RBC Consensus Prior

08:30 Initial Jobless Claims 25-Jun 270 259

9:45 Chicago PMI Jun 51.0 50.8 49.3

13:30 Fed's Bullard Speaks in London

Bottom Line:

Fri 01-Jul Period RBC Consensus Prior

Early close for US bond market

10:00 ISM Manufacturing Jun 51.0 51.4 51.3

Light vehicle sales Jun 17.3 17.4

Bottom Line:

Nothing pertinent on the docket.

The third cut of Q1 GDP should come and go with little fanfare. Meanwhile the Conference Board measure of consumer confidence should drift 

higher and come more in line with other sentiment indicators.

Yellen participates on a policy panel with other central bank heads at an ECB conference and this event will (for obvious reasons!) garner a lot of 

fanfare. On the data front, while the personal income and spending numbers are largely baked-in-the-cake following the May jobs and retail sales 

reports, this will nonetheless be a critical release as we attempt to gauge the voracity of the Q2 rebound. We estimate that both income and 

spending will advance 0.3% on the month. These results would be consistent with a 3.5%  real consumer spending profile in the current quarter.

Jobless claims look poised to retrace some of last week’s sharp decline. The broad narrative remains unchanged. Claims at cycle lows suggest 

very little stress in the job market on an ultra-high-frequency basis. Bullard, who seems to have gone off the proverbial deep-end, interestingly, 

speaks in London.

Busy day ahead of the long weekend in the Unites States. While regional manufacturing indices have softened a bit, they remain consistent with 

broad ISM holding above breakeven.  

* This calendar shows only the economic indicators that RBC forecasts. For a comprehensive list of indicators, please see the rolling calendar at the back of this document. V = Voter, NV = Non-voter 
Source: RBC Capital Markets US Economics, Bloomberg 
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Economic and Rates Forecasts 
We have shifted our call for the next Fed rate hike all the way out to the middle of 2017 given protracted Brexit implications for global financial 
markets. Weak durable goods for May knocked our Q2 capex estimate down to -1%, taking headline GDP to 3.5% from 3.7% prior. 

Real Economic Activity

% q/q saar, unless indicated 3Q15 4Q15 1Q16 2Q16 3Q16 4Q16 1Q17 2Q17 3Q17 4Q17 2015 2016 2017

Real GDP 2.0 1.4 0.8 3.5 2.5 3.0 2.8 2.8 2.7 2.7 2.4 2.1 2.8

Consumer Expenditures 3.0 2.4 1.9 3.5 2.4 3.0 2.5 2.5 2.5 2.5 3.1 2.7 2.7

Residential investment 8.2 10.1 17.2 5.0 4.0 8.0 4.0 4.0 2.0 2.0 8.9 9.6 4.4

Non-Res Investment 2.6 -2.1 -6.2 1.6 3.4 3.4 5.8 5.8 5.8 5.8 2.8 -0.5 4.8

   Capex 7.2 -1.2 -6.4 -1.0 5.0 5.0 8.0 8.0 8.0 8.0 3.8 -0.2 6.5

Exports 0.7 -2.0 -2.0 4.0 4.0 4.0 4.0 4.0 4.0 4.0 1.1 1.0 4.0

Imports 2.3 -0.7 -0.2 1.0 3.0 3.0 4.0 4.0 4.0 4.0 4.9 1.0 3.5

Net Exports ($b) -546 -552 -561 -547 -546 -545 -550 -556 -561 -567 -543 -550 -558

Inventory change ($b) 86 78 70 75 73 70 70 70 70 70 98 72 70

Government 1.8 0.1 1.2 1.5 1.5 1.5 1.5 1.5 1.5 1.5 0.7 1.3 1.5

Final Sales 2.7 1.6 1.0 3.4 2.5 3.1 2.8 2.8 2.7 2.7 2.3 2.3 2.8

Private Domestic Final Sales 3.2 2.0 1.2 3.3 2.6 3.3 3.1 3.1 3.0 3.0 3.3 2.5 3.1

Nominal GDP 3.3 2.3 1.4 7.3 4.8 4.6 3.8 6.4 4.6 4.1 3.5 3.8 4.9

Contribution to GDP

percentage points 3Q15 4Q15 1Q16 2Q16 3Q16 4Q16 1Q17 2Q17 3Q17 4Q17 2015 2016 2017

Consumer Expenditures 2.0 1.7 1.3 2.4 1.7 2.0 1.7 1.7 1.7 1.7 2.1 1.8 1.8

Residential investment 0.3 0.3 0.6 0.2 0.1 0.3 0.1 0.1 0.1 0.1 0.3 0.3 0.2

Non-Res Investment 0.3 -0.3 -0.8 0.2 0.4 0.4 0.7 0.7 0.7 0.7 0.4 -0.1 0.6

   Capex 0.6 -0.1 -0.5 -0.1 0.4 0.4 0.6 0.6 0.6 0.6 0.3 0.0 0.5

Net Exports -0.3 -0.1 -0.2 0.3 0.0 0.0 -0.1 -0.1 -0.1 -0.1 -0.6 0.0 0.0

Inventories -0.7 -0.2 -0.2 0.1 0.0 -0.1 0.0 0.0 0.0 0.0 0.2 -0.2 0.0

Government 0.3 0.0 0.2 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.1 0.2 0.3

Other key metrics

3Q15 4Q15 1Q16 2Q16 3Q16 4Q16 1Q17 2Q17 3Q17 4Q17 2015 2016 2017

Headline CPI (%yoy) 0.1 0.5 1.1 1.1 1.2 1.5 1.8 1.7 1.8 1.7 0.1 1.2 1.8

Core CPI (%yoy) 1.8 2.0 2.2 2.3 2.6 2.4 2.3 2.0 2.0 2.0 1.8 2.4 2.1

Unemployment (%) 5.2 5.0 4.9 4.8 4.5 4.3 4.2 4.1 4.0 3.9 5.3 4.6 4.0

Housing starts (thou units) 1156 1135 1147 1175 1215 1255 1250 1200 1200 1150 1108 1198 1200

Interest rates

% end of period 3Q15 4Q15 1Q16 2Q16 3Q16 4Q16 1Q17 2Q17 3Q17 4Q17 2015 2016 2017

IOER 0.25 0.50 0.50 0.50 0.50 0.50 0.50 0.75 0.75 1.00 0.50 0.50 1.00

RRP 0.05 0.25 0.25 0.25 0.25 0.25 0.25 0.50 0.50 0.75 0.25 0.25 0.75

3-month -0.01 0.16 0.21 0.16

2-year 0.64 1.06 0.73 1.06

5-year 1.37 1.76 1.21 US interest rate forecasts are under review 1.76

10-year 2.06 2.27 1.78 2.27

30-year 2.87 3.01 2.61 3.01
 

Source: RBC Capital Markets US Economics and US Interest Rate Strategy, Haver 
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Rolling Calendar 
MONDAY TUESDAY WEDNESDAY THURSDAY FRIDAY

Jun 27 Jun 28 Jun 29 Jun 30 Jul 01

08:30 GDP (1Q T)

08:30 Advance Trade (May)

10:00 Consumer Confidence (Jun)

07:00 Mortgage Apps (Jun 24)

08:30 Income & Spending (May)

10:00 Pending Home Sales (May)

08:30 Jobless Claims (Jun 25)

09:45 Chicago PMI (Jun)

Early Close – US Bond Market 

10:00 Construction Spending 

(May)

10:00 ISM Mfg (Jun)

~17:00 Auto Sales (Jun)

Jul 04 Jul 05 Jul 06 Jul 07 Jul 08

Independence Day – US Markets 

Closed 

10:00 Factory Orders (May) 07:00 Mortgage Apps (Jul 1)

08:30 Trade (May)

10:00 ISM Non-Mfg (Jun)

14:00 FOMC Minutes 

08:15 ADP Employment (Jun)

08:30 Jobless Claims (Jul 2)

08:30 Employment Report (Jun)

15:00 Consumer Credit (May)

Jul 11 Jul 12 Jul 13 Jul 14 Jul 15

06:00 Small Business Optimism 

(Jun)

10:00 Wholesale Inventories 

(May)

10:00 JOLTS (May)

07:00 Mortgage Apps (Jul 8)

08:30 Import & Export Prices 

(Jun)

14:00 Fed Beige Book 

08:30 Jobless Claims (Jul 9)

08:30 PPI (Jun)

08:30 CPI (Jun)

08:30 Retail Sales (Jun)

08:30 Empire Mfg (Jul)

09:15 Industrial Production (Jun)

10:00 Business Inventories (May)

10:00 U. Mich. Confidence (Jul P)

Jul 18 Jul 19 Jul 20 Jul 21 Jul 22

10:00 NAHB Housing Market 

Index (Jul)

16:00 TIC (May)

08:30 Housing Starts (Jun) 07:00 Mortgage Apps (Jul 15) 08:30 Jobless Claims (Jul 16)

08:30 Philly Fed (Jul)

10:00 Existing Home Sales (Jun)

 

Source: RBC Capital Markets US Economics, Bloomberg 
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