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Today: 
 

1) Weekly Central Bank Report – Tom Gallagher 

2) Policy Calendar 
 

 

Fading U.S. Political Risk;  BOJ Move 

House Republicans announced on Friday that they would seek to pass this week a three-month extension of 
the debt limit.  To us, this looks like a good reason to fade US political risk.  However, as indicated by the 
chart on the CDS on 5yr Treasuries, markets seem to regard this merely as risk delayed.  (The CDS spread has 
had a notable run-up so far this month, but to put it in context, it’s now just above the average of the last two 
years.)   

As a backdrop, we see these fiscal policy-driven risks in the upcoming debate.  We look briefly at the 
probability and impact of each development. 

 Default.  If the US defaults on debt servicing there would be some increase in the risk premium for US 
Treasuries of an uncertain magnitude for years, maybe a generation.  But the odds of that are very 
low.  Even if Congress does not raise the debt ceiling in time, Treasury (while it hasn’t said so) would 
very likely pay debt holders as it prioritizes payments to avert default.  

 Prioritization.  Fitch last week all 
but said it would downgrade US 
debt if Treasury were forced to 
prioritize payments.  Deferring or 
defaulting on non-debt obligations 
would represent uncharted waters 
for the US.  It is this risk we think 
fell materially with the Republican 
move on Friday, and more on this 
shortly. 

 Greater fiscal drag.  This could 
happen with the sequester taking 
full effect or from a protracted 
government shutdown.  The GOP 
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decision on Friday implicitly suggests these risks have gone up, as Republicans plan to use these levers 
rather than the debt ceiling.  But we rate this behind the other risks in terms of impact.  Regular 
readers know that we would be among the last to downplay fiscal drag in this deleveraging 
environment.  Not including these factors, fiscal drag is already about 1.6% of GDP; an upper-end of 
what is plausible leaves fiscal drag around 2%.   

 Failure to stabilize long-term borrowing metrics.  If Obama and Congress cannot agree on further 
deficit reduction, more downgrades are likely.  Beyond that it’s hard to see an immediate market 
move.  That doesn’t mean there won’t be long-term consequences of inaction.  We like to reference a 
quote by economist Charlie Schultze, that the problem with the deficit isn’t that the wolves are at the 
door; it’s that the termites are in the foundation.  Markets are better at pricing in wolves than 
termites.   

Some argue that recent fiscal debates suggest the US political process has become dysfunctional, and that 
markets are ignoring this at their peril.  Another camp, one we have more sympathy with, is that Washington 
isn’t dysfunctional; it’s functional, just in the worst possible way.  If it were dysfunctional the debt ceiling 
wouldn’t have been raised in 2011 and we’d still be over the fiscal cliff.  Markets are good at distinguishing 
between outcomes and process, and while headline risk has increased, outcomes have been acceptable.  As 
long as potentially destructive ideas get punished, policy outcomes should not threaten markets (that’s well 
short of saying policies will be optimal). 

What’s critical is the feedback loop that deters risky policies.  GOP use of the debt ceiling as leverage brought 
out all kinds of negative feedback – from Fitch, Republican political advisors and economists, and the business 
and financial communities.  That’s why the three-month delay is probably reflecting a more fundamental 
change of heart in strategy than a simple delay in the risks of prioritization and default.  Only if the political 
calculations shift, and Republicans conclude they would gain politically by using the debt ceiling as leverage, 
would the risks return. 

Bank of Japan 

Moving to Japan, BOJ’s move today disappointed markets, with Japanese equities falling and the yen rising.  As 
was expected soon, BOJ adopted an inflation target of 2%, replacing its previous inflation goal of 1%.  To 
accomplish this target, BOJ announced an open-ended QE program that it bills as amounting to ¥13 trillion per 
month.  That’s about $145 billion a month, well ahead of the Fed’s pace in either absolute terms or relative to 
the size of its economy. 

So far, so good.  But BOJ delayed the start of this open-ended QE for a year, until January 2014.  That’s 
probably because in December it announced an increase in its Asset Purchase Program of ¥10 trillion, split 
about evenly between JGBs and bills, for 2013.  Further, the monthly purchases of ¥13 trillion will largely 
consist of bills, such that the increase in the APP for 2014 under the new program would be another ¥10 
trillion.  So BOJ basically announced an extension of its APP beyond 2013, but more concentrated in bills.  
Thus, BOJ has essentially reinforced its reputation for caution.  That caution is one reason it had not succeeded 
in achieving its 1% inflation goal, so the credibility of its 2% inflation target is in some doubt. 

- Tom Gallagher 
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Policy Calendar 

Highlights for the Week 

U.S. policymakers and markets will give some attention to fiscal management, highlighted by Congressional 
action to increase cap room on Treasury’s borrowing authority through May 19.  Bank of Japan moves to 
deflate the yen started a moderately busy week overseas.  Investors also will get Draghi’s updated views 
today, and Davos chat throughout the week.  Markets are unlikely to receive policy news from planned events 
this week that would dampen risk-on appetites. 

Tuesday 

 1pm EST, Draghi keynotes the ECB’s New Year’s Reception in Frankfurt 

 1:30pm, House Ways and Means Committee hearing on federal debt subject to limit 

 Israel general elections 

Wednesday 

 3am EST, the World Economic Forum convenes in Davos for 5-days winter meetings 

 10am, IMF releases most recent World Economic Outlook 

This Week’s Central Bank Meetings 

Tuesday, January 22 

Japan 

 Overnight Rate:   0.00-0.10% (n/a real rate) 

 Last policy change:  10/30/12 Asset Purchase Program (QE) raised to ¥91T (from  

¥80T) through end-2013. 

Turkey  

 Benchmark Rate:  5.50% (-3.70% real rate) 

 Last policy change:  12/18/2012 (-25bps) 

Wednesday, January 23 

Canada 

 Overnight Rate:   1.00% (0.20% real rate) 

 Last policy change:  9/8/2010 (+25bps) 

Thursday, January 24 

South Africa 

 Repo Rate:   5.00% (-0.60% real rate) 

 Last policy change:  7/20/2012 (-50bps) 
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Philippines 

 Overnight Rate:   3.50% (0.70% real rate) 

 Last policy change:  10/25/2012 (-25bps) 

Latvia 

 Refinance Rate:   2.50% (0.90% real rate) 

 Last policy change:  9/13/2012 (-50bps) 

 

Last Week’s Central Bank Meetings (Summary) 

Country/Region                                    Key Rate                                    Other Actions 

Brazil Unchanged at 7.25%  

Mexico Unchanged at 4.50%  

Chile Unchanged at 5.00%  

Colombia Unchanged at 4.25%  

Serbia +25bps to 11.50%  
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LEGAL DISCLAIMER 

Renaissance Macro Research, LLC has entered into a partnership for the distribution of the Macro Policy Report. The Scowcroft Group is paid on 

a contractual basis.  The analyst(s) principally responsible for the preparation of this research report certify that the views expressed in this 

research report accurately reflect his/her (their) personal views about the subject security (ies) or issuer(s) and that his/her (their) compensation 

was not, is not, or will not be directly or indirectly related to the specific recommendations or views contained in this research report, as such 

please read the following disclosures carefully. 

Renaissance Macro Research/Rafferty Capital Markets, LLC pays various outside sources for research material regarding investments and 

securities that such outside sources distribute to their own customers. Renaissance Macro Research/ Rafferty Capital Markets, LLC makes the 

research material available to its clients. Any recommendation, opinion or advice regarding securities or markets contained in such material does 

not reflect the views of Renaissance Macro Research/ Rafferty Capital Markets, LLC and Renaissance Macro Research/ Rafferty Capital 

Markets, LLC does not verify any information included in such material. Renaissance Macro Research/ Rafferty Capital Markets, LLC assumes 

no responsibility for any fact, recommendation, opinion or advice contained in any such research material and expressly disclaims any 

responsibility for any decisions or for the suitability of any security or transaction based on it. 

Specifically, any decisions you may make to buy, sell or hold a security based on such research will be entirely your own and not in any way 

deemed to be endorsed or influenced by or attributed to Renaissance Macro Research/ Rafferty Capital Markets, LLC. It is understood that, 

without exception, any order based on such research that is placed with Renaissance Macro Research/ Rafferty Capital Markets, LLC for 

execution is and will be treated as an unrecommended and unsolicited order. Further, Renaissance Macro Research/ Rafferty Capital Markets, 

LLC assumes no responsibility for the accuracy, completeness or timeliness of any such research or for updating such research, which is subject 

to change without notice at any time Renaissance Macro Research/ Rafferty Capital Markets, LLC does not provide investment, tax or legal 

advice. Under no circumstance is the information contained within such third party research to be used or considered as an offer to sell or a 

solicitation of an offer to buy any particular investment/security. 

Rafferty Capital Markets, LLC., Member SIPC, FINRA, (the “Firm”) does not perform or seek to perform investment-banking services for these 

companies in the future. Analysts receive no direct compensation in connection with the firm’s investment banking business. All Rafferty Capital 

Markets, LLC employees, including the analyst(s) responsible for preparing this research report, may be eligible to receive non-product or service 

specific monetary bonus compensation that is based upon various factors, including total revenues of Rafferty Capital Markets, LLC and its 

affiliates as well as a portion of the proceeds from a broad pool of investment vehicles consisting of components of the compensation generated 

by directors, analysts or employees and may effect transactions in and have long or short positions in the securities (options or warrants with 

respect thereto) mentioned herein.  

Although the statements of fact in this report have been obtained from and are based upon recognized statistical services, issuer reports or 

communications, or other sources that the firm believes to be reliable, we cannot guarantee their accuracy.  

All opinions and estimates included constitute the analyst’s judgment as of the date of this report and are subject to change without notice. The 

firm may effect transactions as agent in the securities mentioned herein.  

This report is offered for information purposes only, and does not constitute an offer or solicitation to buy or sell any securities discussed herein 

in any jurisdiction where such would be prohibited.  

Additional information available upon request. 

 


