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Slowing yearly growth in M1 real money supply
points to a weakening Eurozone GDP growth
(Exhibit 1). M1 growth declined to 2.7% 2018Q2
compared with 2.4% in the previous quarter.
Nominal GDP growth also recorded the same trend
for the same period.. Slowing growth and the
approaching end of QE will make debt sustainability
even more challenging to achieve for highly indebted
Eurozone countries, e.g., Italy with a debt at 131.5%
of GDP.

Debt trap. Italy, the third-largest economy in the
Eurozone, grew by a mere 1.2% YoY in the second
quarter of 2018, down from 1.7% in 2017 in the
same quarter. Consequently, debt is compounding at
a faster rate than GDP growth (Exhibit 2).

The Canadian economy is growing, albeit at a
declining growth rate. September marked the
eighth consecutive month that saw inflation rate
(YoY) exceed BoC’s 2% target. Inflation rate is
expected to move down towards the target rate by
early 2019. However, more interest rate hikes are
expected as BoC is set on policy normalization.
Furthermore, USMCA has set Canada on a stable
ground, amidst global uncertainties.

Western Canadian Select (WCS) crude oil is
looking cheap. The Alberta black gold is currently
trading at a discount against major counterparts.
Canada itself, being the fourth largest producer and
exporter of oil in the world, is positively exposed to
higher prices. However, the price of WCS has stayed
low despite rising oil prices (Exhibit 3).This is due to
the lack of pipelines to move the black gold out of
Alberta, and towards under-supplied markets such as
Japan, the US, or China. Increasing prices and
disruptions are likely to make the WCS alternative
attractive.
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Executive Summary: The Canadian economy continues to operate close to its potential and growth is more
balanced, where Bank of Canada (BoC), is on the policy normalization path and has moved in synchronization
with the Fed´s monetary policy. Furthermore, the Canadian economy is positively exposed to oil prices, but the
heavy oil from Alberta has not enjoyed the recent oil price surge in WTI prices. However, increasing Chinese
demand for heavy crude oil might influence the price. On the other side of the Atlantic, a stand-off between
Brussels and Rome is brewing a possible crisis on the horizon. In 2017, the Eurozone enjoyed its strongest
economic expansion in a decade. However, in 2018 it has recorded a slowdown. Amidst this slowdown, the
Eurozone is facing a world without QE as the EU’s QE program is set to end in Dec 2018. We suggest to
short the Eur/Cad.
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EXHIBIT 2: Italy 10-Year vs Nominal GDP YoY
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EXHIBIT 3: WCS – WTI Spread, Brend Crude Prices & 
Oman Crude Prices

EXHIBIT 1: Real M1 Growth and Nominal GDP Growth
(YoY)
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THE BEARISH EURO AND THE LOONIE MOOSE

Euro weakness makes sense. Christmas is coming, and so is the end of the ECB’s
QE program. The end will pose a challenge for the Eurozone’s already slowing
economic recovery. The main impact will be segmented in the fiscal sphere, with
reduced demand for government bonds likely to push bond yields spreads and increase
government refinancing costs; Particularly for highly indebted Eurozone countries
such as Portugal, Spain, Greece and Italy, where debt is compounding faster than
GDP growth. Budget and debt fears from Italy pushed the yield on the 10y BTP up to
3.73% Oct 18, carrying it to a spread of 3.33% over the equivalent German bund, the
widest since early 2013. Although there have been very few signs of contagion, the
equivalent Greek yield has been trending along the Italian since beginning of June
2018 (Exhibit 4).

Italy’s yield curve is closer to the BB yield curve than the BBB yield curve
(Exhibit 5). In the 3-7y range, the government curve is practically overlapping the BB-
curve. Thus, the “real” ratings stand three notches below S&P’s BBB rating. A
downgrade closer or to speculative grade over the short-term (>1year) could imply
consequences. a) Many institutional investors buy only investment grade assets and
might dump Italian bonds due to their quality and rise in yield. b) Italy might lose out
on ECB reinvestment of its maturing debt after Dec 2018, as ECB can only buy
investment grade under the QE program. c) Italian banks would suffer from BTP’s
turbulence and the higher yield, i.e. the higher refinancing cost would hurt economic
activity in an already slowing Italy and Eurozone. Thus, the ghosts of the Greek crisis
might return and haunt the Eurozone, as an Italian ghost.

Hawkish BoC. The Canadian economy is experiencing high inflation rate (YoY),
2.8% in Aug followed by 2.2% in Sep, which was under market expectations of 2.7%.
However, the slowdown did not deter the BoC from hiking the policy rate to 1.75% in
October. The resolution of USMCA motivated this hike and removed uncertainties, as
Canada is the only G7 country to have trade agreements with all G7 countries, clearing
the way for Canadian exports. BoC has moved in sync with the U.S Fed. Both have
communicated hawkish tones and increased rates three times this year and are aiming
to raise rates towards the neutral level.

Higher oil demand, higher inflation. Canada accounted for 7% of global crude oil
export 2017, i.e., Canada is the 4th largest exporter of crude oil with the 3rd largest
proven oil reserve (98% in oil sands). As oil prices have continued to grind higher,
logically this should have been good for the Loonie and the Canadian economy.
However, moving the oil out of Alberta, where most of the oil reserve is situated has
been difficult. Lower oil prices for a time, has not made investment of pipelines
profitable. Thus, Canada suffers from a transportation issue rather than a production
one. However, the recent Khashoggi event, Iran sanctions, fallout of Venezuela and
hurricane stressed Mexican producers might just create an environment where the
cheaper WCS alternative becomes more attractive.

WCS consist of crude Bitumen oil which is frequently used in construction
activities e.g. asphalts roads, buildings and Asia Pacific increasingly demands
bitumen due to high construction activities will benefit bitumen exporters.
China is likely to turn to Canada due to crumbling supply of Venezuela’s Merey crude
(also bitumen-rich), where SHSE bitumen futures indicates higher bitumen demand
(Exhibit 6). According to Bloomberg, China’s purchase of Canadian crude in
September is up 50% since April this year. Furthermore, cheap Canadian oil could
help the Chinese refiners processing it to book better refining margins.

We recommend to Short the Eur/Cad. One-two notch downgrade of Italy argues
for a weaker euro, while stable economic outlook and possible higher oil demand,
hence higher inflation, argues for Canada. TA of EUR/CAD shows the short-trend
crossing the long-trend from above during July, hence the short-trend eventually
becomes the long-trend with time, implying a downwards-trend, supporting the
arguments above. We believe in a target price of 1.43 over the short-term (>1year), a
retreat to 2017’s levels, pre EUR/CAD rally. EUR/CAD has shown support at 1.43
and resistance along the long-trend since the summer, a break-in support signals for
downward momentum, a break-out in resistance signals for possible exit if the short-
trend crosses the long-trend from below. The use of spot exchange rate offers a simple
tool to execute the strategy.
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EXHIBIT 4: Italy and Greece 10-Year 
Spreads

EXHIBIT 7: EUR/CAD with  short-trend (50 
day) and long-trend (200 day) moving 

averages

EXHIBIT 6: SHSE Bitumen Futures

2800

3000

3200

3400

3600

3800

4000

C
N

Y
 p

er
 to

n

1,4

1,45

1,5

1,55

1,6

1,65

Spot Short Long

EXHIBIT 5: Yield Curve of Italy, BB+ 
grades & BBB+ grades
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DISCLAIMER
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Ansvarsbegränsning
Analyser, dokument och all annan information som härrör från LINC Research & Analysis (LINC 
R&A) är framställt i informationssyfte och är inte avsett att vara rådgivande. LINC är en ideell
organisation (organisationsnummer 845002-2259) och analyser eller annan information som härrör från
LINC R&A ska inte betraktas som investeringsrekommendationer. 

Informationen i analysen är baserad på källor, uppgifter och personer som LINC R&A bedömer som
tillförlitliga, men LINC R&A kan aldrig garantera riktigheten i informationen. Den framåtblickande
informationen i analysen baseras på subjektiva bedömningar om framtiden, vilka alltid är osäkra och
därför bör användas försiktigt. LINC R&A kan aldrig garantera att prognoser och framåtblickande
estimat kommer att bli uppfyllda. Om ett investeringsbeslut baseras på information från LINC R&A 
eller person med koppling till LINC R&A, så fattas dessa alltid självständigt av investeraren. LINC 
R&A frånsäger sig därmed allt ansvar för eventuell förlust eller skada av vad slag det än må vara som
grundar sig på användandet av analyser, dokument och all annan information som härrör från LINC 
R&A. 

Intressekonflikter och opartiskhet
För att säkerställa LINC R&A’s oberoende har LINC R&A inrättat interna regler, utöver detta så är alla
studenter som skriver för LINC R&A skyldiga att redovisa alla eventuella intressekonflikter. Dessa har
utformats för att säkerställa att Finansinspektionens föreskrifter och allmänna råd om 
investeringsrekommendationer riktade till allmänheten samt hantering av intressekonflikter (FFFS 
2005:9) efterlevs. Material från LINC R&A ska aldrig betraktas som investeringsrekommendationer. 

Om skribent har ett innehav där en intressekonflikt kan anses föreligga, redovisas detta i
informationsmaterialet. 

Övrigt
LINC R&A har ej mottagit betalning eller annan ersättning för att göra analysen. 

Upphovsrätt
Denna analys är upphovsrättsskyddad enligt lag och är LINC R&A’s egendom (© LINC R&A 2017).
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