
Credit to Equity Research 

24 June 2014 

 

 

1

Weekly C2E Insight 
CDS spreads were tighter in Asia over the past week, with particularly 
encouraging tightening in AX and major AX sovereigns. 

June’s flash manufacturing PMI in China has moved back above 50, supporting 
the recovery in the CESI to flat. Rising new orders and falling inventories bode 
well for Q3, whilst C2E divergence between the SHCOMP and China Sov CDS is 
back to mid May’s and mid January’s bullish peaks. We see scope to buy here. 

Japan’s flash PMI was also above 50 for the first time since March – an 
encouraging read given the tax hike in April – supporting the tightening in the 
iTraxx Japan to 65bps. 

Recent Topix strength means C2E divergence is back at neutral suggesting any 
widening from here could shift us bearish. 

Recent announcements on Abe’s third arrow should prove positive, however. 
We look for restructuring of GPFI and corporate tax to support further equity 
upside and encourage a weaker yen. We remain positive. 

 
 

• CDS spreads were tighter in Asia over the past week, led by the iTraxx AX which 

tightened by 7.5% despite a 1% correction in the MSCI AX. Equities elsewhere were 

higher, with the Topix up nearly 2.5%, running ahead of a 3.4% tightening in the iTraxx 

Japan, and the ASX rallying a more sedate 0.6%, a fair reflection of the 2.7% tightening 

in the iTraxx AUS. 

• Sovereigns were also all tighter, bar Indonesia, with good tightening in China (-

3.6%), and South Korea (-5.0%) belying the equity weakness in both the SHCOMP and 

the KOSPI. Implied upside in the SHCOMP is the most impressive in the region, with C2E 

divergence of 1SD above zero, near previous peaks seen in early May and mid January. 

This, combined with the recovery in the CESICNY back to flat (from -135 just over a 

month ago), bodes well for the SHCOMP for Q3, we believe. 

• The recently announced Chinese manufacturing PMI rose from 49.4 in May to 

50.8 in June according to the flash figure. This pushes the average for the second quarter 

up to 49.4 from 48.7 in Q1, suggesting growth in Q2 could have accelerated from Q1’s 

7.4% and indicates that the government’s growth target of 7.5% for 2014 is on track. 

New orders rose for the first time since January, driven, for the first time in a while, by 

strong domestic demand. This suggests to us that recent stimulus measures are making 

an impact. Finally, and particularly encouraging for Q3, is the indication that stronger-

than-expected sales have depleted inventory levels. Inventories fell at the fastest rate 

since late Q3 2011 and the ratio of new orders to inventories rose to its highest level 

since the start of 2013. 

• This all bodes well for the SHCOMP, we believe, and with valuations near lows 

and EPS momentum picking up again, we are positive into the start of the second half of 

the year. 

• Turning to Japan, we note the flash manufacturing PMI rose to 51.1 in June, the 

first time it has read above 50 since March. Encouragingly, this figure pushes the average 

for Q2 up to 50.1, indicating that Japan avoided a quarterly contraction despite the tax 

increase taking effect at the start of April. Given that Q1 saw the highest quarterly PMI in 

eight years, as households brought investments forward to beat the tax increase, the 

resilience of demand in Q2 is particularly impressive. 

• There are a couple of concerns however, with export orders dropping for the 

third straight month. The order backlog also fell for the third month in a row, albeit at a 

minimal rate. This points us to the resilience of the yen, holding firmly in a range between 

101-103, despite the efforts of the Abe administration to weaken the currency and boost 

export sales. 

• There is, however, scope to suggest that this currency range will break higher in 

Q3, with the yen weakening toward 105. One of the key drivers to a weakening yen could 
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come from the Government Pension Investment fund which is coming under pressure to 

reduce its target holdings of domestic bonds to 40% from 60%, increase target holding of 

local shares to 20%, from 12% JGBs and increase exposure to foreign assets. Abe also 

wants to move the GPIF from out of the umbrella of the Health Ministry and by upping its 

allocation to domestic equities, use its influence to pressure companies to restructure and 

boost profitability. Cutting the GPIF’s allocation of local bonds to 40% could release up to 

$200bn into global financial markets. 

• The move to restructure the GPIF, combined with a corporate tax cut to below 

30% should prove a boon to the equity market in the second half. 

• The Japanese CESI has been gradually building up again over the past few 

weeks whilst the iTraxx Japan has tightened to 65bps, below January’s unadjusted lows 

and the tightest level since early 2008. A move below 65bps would suggest that these 

recent reform announcements have been well received by the credit market and would 

provide another boon to stocks, in our opinion. 

• At the single name level, CDS momentum remains strong across all sectors. C2E 

divergence, however, has moved back to neutral, with meaningful upside really only 

evident in IT and Materials. Valuations are skewed positively at the sector level, with the 

most upside also evident in IT and Materials; though there is also evidence to suggest 

Industrials and Financials are also cheap relative to their risk adjusted averages. This 

attractive valuation, combined with the strong tightening risk momentum keeps us 

skewed positively, though we would ideally like to see the iTraxx break below 65bps in 

Japan to keep the tightening momentum going. 

• Where there is already strong tightening momentum and decent CDS implied 

upside, we see good scope to buy to position for a rally in Q3. 

• Below we highlight the names with the highest CDS implied equity upside and 

the strongest tightening CDS momentum in the region. 

 

Asia top 15CDS implied equity upside 
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Asia top 15 tightening CDS momentum 

 

 

• Ebara (6361 JT) – BUY – JPY700: We are adding Ebara to our Buy 

Recommended List with a JPY700 price target. The CDS has accelerated tighter, recently 

trading at new tights for the year, having moved from 60bps to 37bps so far in 2014. The 

equity is, however, down 5.5% over the same time period, a near 4% underperformance 

of the Topix. This has pushed C2E divergence to new bullish highs, above the previous 

peak seen in October 2013, which came prior to a 40% rally from early November to mid-

January highs. 

• Our CDS implied equity upside model currently supports upside to JPY700, over 

10% above current levels, and with the 200DMA acting as good support nearby, we see 

an attractive risk/reward profile. 

• Ebara looks comfortably on track to deliver record OP in FY15, with shale gas 

projects in the US ensuring the order book continues to grow. A weaker yen in H2 would, 

of course help, with JPY105 broadly consistent with JPY680-700 for the equity. 

• Valuations are attractive. The stock trades on a BY01E PE multiple of less than 

14x, comfortably below the RAAVGE of 15.3x and close to its lowest level since early 

2013. The near 10% discount to RAAVGE is also close to being the largest discount since 

the start of 2013, when the stock was below JPY400. 

• The forward yield too, whilst low at just 1.3%, is over 20bps ahead of its 

RAAVGE close to the largest we have seen since late 2012. 

• Our price target of JPY 700, which is based on our CDS implied equity upside 

model, would equate to a BY01E PE of 15.3x, in line with the RAAVGE. 
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CDS indices vs. Equity indices 

iTraxx Japan: The iTraxx Japan was tighter over the past week, extending its tightening for this series to 27%. C2E 

divergence is now back at equilibrium, though momentum is strong in both asset classes, EPS momentum is improving again 

and macro indicators are skewed positively. Valuations have moved back to their risk adjusted averages. 

We would look for a move below 65bps in the iTraxx Japan to keep upward pressure on equities, with a move back above 

72bps the first indication that momentum may be shifting more negatively.  

 

iTraxx Japan vs. Topix 

y = 1389.e-0.00x

R² = 0.344
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Risk Adjusted Valuations – BY01E PE & BY01E Dividend Yield 

Topix PE vs. RAAVGE & 5YR AVGE Premium/Discount to RAAVGE (%) PE Range at current risk levels 
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Topix YLD vs. RAAVGE & 5YR AVGE Premium/Discount to RAAVGE (BPS) YLD Range at current risk levels 
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CDS indices vs. Equity indices 

iTraxx Asia Ex: The iTraxx AX was the leading tightener over the past week, despite a correction in the equity market, which 

has brought the C2E divergence indicator back to a positive skew. With the MSCI AX close to its 50DMA, we believe there is 

scope for the correction to be staunched above 565, whilst upside potential to 580 leaves a reasonably attractive short-term 

risk/reward profile. 

Valuations have moved back in-line with their risk adjusted averages, which suggests that the high multiples we had been 

seeing recently is no longer a drag. 

The pickup in the CESIs should also be positive, especially in China, where the CESICNY is back at zero – a significant 

improvement from the -135 read in mid May. 

iTraxx Asia ex vs. MSCI AX 

y = 656.0e-0.00x

R² = 0.787
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Risk Adjusted Valuations – BY01E PE & BY01E Dividend Yield 

MSCI AX PE vs. RAAVGE & 5YR AVGE Premium/Discount to RAAVGE (%) PE Range at current risk levels 
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CDS indices vs. Equity indices 

iTraxx Australia: The iTraxx AUS was slightly tighter last week, supporting the ASX above 5400. Whether there is enough in 

the iTraxx and peripheral metrics to support a break above the 5400-5550 range the equity index has been in for a while is 

more questionable. 

EPS momentum is back at neutral and the CESIAUD has slipped below zero to its lowest level since October 2013. We would 

not expect the ASX to rally meaningfully without this index turning positive again. 

 

iTraxx Australia vs. ASX 

y = 6505.e-0.00x
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Risk Adjusted Valuations – BY01E PE & BY01E Dividend Yield 

ASX PE vs. RAAVGE & 5YR AVGE Premium/Discount to RAAVGE (%) PE Range at current risk levels 
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CDS, Equity & EPS movers: Asia 

Index and country CDS, Equity & EPS change (5D) Index and Country CDS, Equity & EPS change (1M) 
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Credit to Equity analytics: Asia 
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Credit to Equity Analytics 

• Ebara (6361 JT) – BUY – JPY700: We are adding Ebara to our Buy Recommended List with a JPY700 price target. The CDS has 

accelerated tighter, recently trading at new tights for the year, having moved from 60bps to 37bps so far in 2014. The equity is, however down 

5.5% over the same time period, a near 4% underperformance of the Topix. This has pushed C2E divergence to new bullish highs, above the 

previous peak seen in October 2013, which came prior to a 40% rally from early November to mid-January highs. 

• Our CDS implied equity upside model currently supports upside to JPY700, over 10% above current levels, and with the 200DMA 

acting as good support nearby, we see an attractive risk/reward profile. 

• Ebara looks comfortably on track to deliver record OP in FY15, with shale gas project in the US ensuring the order book continues to 

grow. A weaker yen in H2 would, of course help, with JPY105 broadly consistent with JPY680-700 for the equity. 
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Risk Adjusted Valuations – BY01E PE & BY01E Dividend Yield 

• Ebara (6361 JT) – BUY – JPY700: Valuations are attractive. The stock trades on a BY01E PE multiple of less than 14x, comfortably 

below the RAAVGE of 15.3x and close to its lowest level since early 2013. The near 10% discount to RAAVGE is also close to being the largest 

discount since the start of 2013, when the stock was below JPY400. 

• The forward yield too, whilst low at just 1.3%, is over 20bps ahead of its RAAVGE close to the largest we have seen since late 2012. 

• Our price target of JPY 700, which is based on our CDS implied equity upside model, would equate to a BY01E PE of 15.3x, in line 

with the RAAVGE. 

BY01E PE vs. RAAVGE & 5YR AVGE Premium/Discount to RAAVGE (%) Range at current risk levels 
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BY01E YLD vs. RAAVGE & 5YR AVGE Premium/Discount to RAAVGE (BPS) Range at current risk levels 
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Weekly Portfolio Returns (rolling quarter %) 1YR Portfolio Performance (abs/rel %) 
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