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Fears about Turkey contagion risks seem overdone 
   

 

Credit: Turkey puts the spotlight 
back on European banks 
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Highlights and View 

• The Turkish Lira tumbles on 
external financing concerns 

We believe Turkey is an idiosyncratic 
risk, with global contagion fears 
overdone. 

• European bank credit and equities 
were significantly hit by concerns 
around their Turkish exposures 

Last week’s volatility in European bank 
credit and equities simply confirms 
that banks remain vulnerable on a 
number of fronts, although Turkish 
exposures alone seem unlikely to 
cause a banking crisis. 

• In Japan, wage growth reached a 
21-year high of 3.6% YoY in June 

While wages are indeed rising due to a 
tight labour market, summer bonuses 
distorted wage statistic, with regular 
wages up only 1.3%. 

 
Source: MSCI, Bloomberg (EM=Emerging Markets) 

While some broad US equity indices marked record highs last week, markets were hit by 
Friday’s steep fall of the Turkish Lira. Emerging market equities started underperforming this 
spring when investors got concerned about the impact of tighter financial conditions, a rising 
USD, trade war threats and the economic slowdown in China. Since then, global investors have 
reduced their exposure to emerging market financial assets. However, there are tentative signs 
that foreign investor appetite has stabilised, at least for emerging Asian equities. Now Turkey is 
moving into the limelight. Turkish equities have tumbled 22% in local currency terms or 60% in 
USD terms year to date. However, we believe Turkish risks are more idiosyncratic, and we point 
out three factors that make us believe that contagion fears are overdone. 1) Turkey’s weight in 
the MSCI EM Index makes up for only a tiny 0.5%, while the six countries China, Korea, 
Taiwan, India, South Africa and Brazil contribute 75%. 2) While Turkey is a concern as its 
external financing requirements are high and rising, economic and financial conditions in only a 
few other EMs seem really vulnerable. Meanwhile, Turkey’s Treasury and Finance Minister, Berat 
Albayrak, is giving encouraging signs of re-balancing the economy. For us, fiscal discipline and 
central bank independence need to be granted. 3) Foreign banks’ risk exposure to Turkey 
warrants attention, but seems manageable (see the Credit section below). 
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We believe that European banks are 
vulnerable due to their sheer size, 
interconnectedness, weak profitability and a 
multitude of other issues. This was again 
confirmed late last week, when the volatility 
in the Turkish Lira saw European banks 
suffering in both credit and equity markets, 
fuelled by speculation that the ECB is 
concerned about the Turkish exposures of 
some banks. Since Thursday close until this 
morning, the EURO Stoxx Bank index has 
declined by over 4% while spreads of the 
European iTraxx CDS indices are wider by 

10bps and 22bps for senior and subordinated 
products respectively. All of this said, despite 
the over USD 150bn exposure of European 
banks to Turkey, largely from Spanish, French 
and Italian banks, we don’t think Turkey on its 
own is likely to cause a banking sector crisis in 
Europe. The concern of course is if volatility 
continues to spread to other EM assets, which 
is not our base case view but warrants close 
attention. Elsewhere, equities continued to 
outperform credit last week, while issuance 
picked up in the US but remained very low in 
Europe. 



 

 

US: Core inflation is creeping 
higher 

    

 

Eurozone: Earnings are holding 
up well despite soft industrial 
production 

    

 

Switzerland: Sentiment takes a 
hit, but fundamentals remain 
robust 

    

 

Japan: Consumer sentiment hit 
by severe weather conditions 
despite strong summer bonuses 

    

 

   

What to Watch 

• In the US, retail sales are expected to slow down after a strong rise the month before while both consumer confidence and small 
business optimism are likely to remain high. Building permits and housing starts should recover in July from a slump observed in June. 

• Eurozone wide industrial production for June should confirm the decline seen in national data, but other data should indicate that the 
recovery remains intact. 

• Bank Indonesia’s MPC will convene on Wednesday. We believe the policy rate will remain unchanged at 5.25%. Q2 GDP statistics will be 
published in Taiwan, Malaysia and Singapore, while July export data will be released in Japan, Indonesia, Thailand and Singapore. In 
China, we will monitor July data for aggregate financing, industrial production, fixed asset investments and retail sales, while in Australia, 
the focus is on labour market and confidence data. 

 

The industrial production of some large 
Eurozone countries disappointed in June. For 
example, output in Germany fell 0.9% MoM 
after a 2.4% MoM gain in May, bringing the 
YoY rate of production growth to 2.5%. 
German factory orders were also weak in 
June, with foreign orders leading the decline. 
This highlights the vulnerability of the 
industrial/export sector given the slowdown in 
key emerging markets such as China over the 
past few months, as well as tariff concerns. 
However, overall the Eurozone economy 
remains in good shape, with domestic 

demand strong and still driving growth. 
Indeed, the Eurozone earnings season has 
been encouraging. Around three quarters of 
companies have reported so far and earnings 
growth is currently running at around 9% 
YoY, with around 55% of companies beating 
sales and earnings estimates. All sectors 
except healthcare have seen positive YoY 
earnings growth. 

The S&P 500 ended a winning streak of five 
positive weeks in a row, losing -0.25% last 
week. While the market was up for most of 
the week, it sold off on Friday as increasing 
tensions around Turkey weighed on investor 
sentiment. The earnings season is nearing its 
end with the average earnings surprise at 
5.5%, leading to an annual earnings growth 
rate of 25.6%, helped by sales growth of 
10.1% YoY. There was not a lot of economic 
data to focus on last week. Headline CPI rose 
0.2% MoM, which kept the annual rate at 
2.9%, in line with expectations. Producer 

prices were flat in July leading to a tick down 
in the annual rate to 3.3% from 3.4%. Core 
CPI inflation accelerated to 2.4% YoY from 
2.3% with most components supporting the 
rise, indicating that PCE Core is soon likely to 
move back towards the Fed’s 2% target. The 
number of job openings remained basically 
unchanged in June at 6.7 million while the 
quits rate stuck at 2.3%, the last cycle’s peak. 

Sentiment has weakened notably, both 
among consumers and investors, likely 
reflecting recent trade disputes, which pose a 
threat to small open economies such as 
Switzerland’s should they escalate further. 
Consumer sentiment has fallen to the lowest 
level since early 2017, though the perception 
of job security, which is key for the domestic 
economy, is still strong. Economic activity is 
also holding up well, with the manufacturing 
PMI well above its long-run average in July, 
boosted by inventory restocking and strong 
factory output. Export data are brisk, with no 

signs of a slowdown so far. The stronger 
growth environment was also mirrored in the 
UBS real estate bubble index for Q2, which 
shows that imbalances in the housing market 
are receding, mainly reflecting rising 
household income. The Swiss franc has, 
however, come under pressure again, with 
concerns around Turkey triggering a sharp 
strengthening vs the euro over the past week. 
For now, the economy should be able to 
sustain this, but sentiment is vulnerable. 

Following a mostly weather related shrinkage 
in Q1, Japan’s economy recovered in Q2, up 
1.9% on a sequential annualised basis, or 1% 
YoY, which exceeded consensus expectations. 
Strong private consumption and capital 
investment were the main pillars of growth, 
while net exports were a minor drag. 
However, consumption may take a beating in 
Q3, again impacted by severe weather 
conditions. Following torrential rain in central 
Japan, with human casualties and disruptions 
to the supply chain, consumers suffered from 
a severe heat wave that culminated in record 

high temperatures above 40°C. Higher 
vegetable prices and a low propensity to 
spend (apart for air conditioners) already had 
an impact in the Eco Watchers survey, which 
fell 1.5 points to 46.6 in July and is down 7.3 
points since the start of the year. We believe 
this setback to be temporary, as real income 
growth, up 3.8% YoY in Q2, is strong. Wage 
growth surged to a headline-grabbing 21-year 
high in June, up 3.6% YoY, but we caution 
that summer bonuses had a major impact, 
while basic wage growth remained stable at 
1.3%. 



 

 

Disclaimer and cautionary statement 

This publication has been prepared by Zurich Insurance Group Ltd 
and the opinions expressed therein are those of Zurich Insurance 
Group Ltd as of the date of writing and are subject to change 
without notice. 

This publication has been produced solely for informational 
purposes. The analysis contained and opinions expressed herein 
are based on numerous assumptions concerning anticipated 
results that are inherently subject to significant economic, 
competitive, and other uncertainties and contingencies. Different 
assumptions could result in materially different conclusions. All 
information contained in this  publication have been compiled 
and obtained from sources believed to be reliable and credible 
but no representation or warranty, express or implied, is made by 
Zurich Insurance Group Ltd or any of its subsidiaries (the ‘Group’) 
as to their accuracy or completeness.  

Opinions expressed and analyses contained herein might differ 
from or be contrary to those expressed by other Group functions 
or contained in other documents of the Group, as a result of 
using different assumptions and/or criteria. 

The Group may buy, sell, cover or otherwise change the nature, 
form or amount of its investments, including any investments 
identified in this publication, without further notice for any 
reason.    

This publication is not intended to be legal, underwriting, 
financial investment or any other type of professional advice. No 
content in this publication constitutes a recommendation that any 
particular investment, security, transaction or investment strategy 
is suitable for any specific person.  The content in this publication 
is not designed to meet any one’s personal situation. The Group 
hereby disclaims any duty to update any information in this 
publication. 

Persons requiring advice should consult an independent adviser 
(the Group does not provide investment or personalized advice). 

The Group disclaims any and all liability whatsoever resulting 
from the use of or reliance upon publication. Certain statements 
in this publication are forward-looking statements, including, but 
not limited to, statements that are predictions of or indicate 
future events, trends, plans, developments or objectives. Undue 
reliance should not be placed on such statements because, by 
their nature, they are subject to known and unknown risks and 
uncertainties and can be affected by other factors that could 
cause actual results, developments and plans and objectives to 
differ materially from those expressed or implied in the forward-
looking statements. 

The subject matter of this publication is also not tied to any 
specific insurance product nor will it ensure coverage under any 
insurance policy. 

This publication may not be reproduced either in whole, or in 
part, without prior written permission of Zurich Insurance Group 
Ltd, Mythenquai 2, 8002 Zurich, Switzerland. Zurich Insurance 
Group Ltd expressly prohibits the distribution of this publication 
to third parties for any reason. Neither Zurich Insurance Group 
Ltd nor any of its subsidiaries accept liability for any loss arising 
from the use or distribution of publication. This publication is for 
distribution only under such circumstances as may be permitted 
by applicable law and regulations. This publication does not 
constitute an offer or an invitation for the sale or purchase of 
securities in any jurisdiction. 
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