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Inside this week’s edition…
Know The Flows - Equity Fund Flows Tilt Decisively Toward Asia In MidOctober - by Cameron Brandt, p3
The week heading into mid-October was a rough one for EPFR-tracked
Equity Funds.
Don't Fight The Fed! - Marcus Dewsnap, p4-5
Market reaction to the FOMC minutes was a tad perplexing as nothing
fresh. Financial stability/conditions are as important as economics. 'Low'
contemporary inflation isn't a reason not to hike.
The Eur Week - Bias is Neutral-To-Bearish - by Tony Nyman & Ed Blake,
P6-7
A firmer Euro seems to be shrugging off Friday's Moody's downgrade of
Italy's credit rating, as a perceived more conciliatory tone from EU's
Moscovici on Rome's budget plan supports.
The Sek Week - Bias is Neutral-To-Bearish – by Rachel Bex & Ed Blake,
P8-9
Eur/Sek is holding well off Wednesday's 10.2864 three week low for now as
broader market risk aversion limits topside scope in the Krona, with the
pair's rebound taking us to 10.3697 so far.
The Cad Week - Bias is Neutral – by Mark Mitchell, p10-11
It was a week of two halves for Usd/Cad last week. The initial impetus in the
pair was lower, with the very upbeat BoC business outlook survey, taken
before the USMCA agreement, helping to push the pair down to 1.2917,
but …

Brazilian Presidential Election - Second Round Run-Off Preview
- by Chris Shiells & Ed Blake, p12-14
The Brazilian Presidential Election on 7th October produced the expected
outcome and also contained a few surprises. The outcome, that Bolsonaro
and Haddad would have to face each other in the run-off, was the expected
result.
China Insight: Corporates Still Tight On Cash Despite RRR Cuts
- Tim Cheung & Riki Zhang , p15-16
Lowering RRRs by a further 100bp further seems to imply that China has
halted or even abandoned its financial deleveraging program and re-started
a monetary expansion era.

BUND FUTURE – Six-week base offers initial scope to 160.61/160.98
- Ed Blake, p18
Look to buy into near-term dips as we anticipate gains towards
160.61/160.98. Stop and reverse on a return below 157.95.
EUR/SEK– Eyes extension under 10.2133 towards 9.7356
- by Matthew Sferro, p19
Sell strength towards 1.5+ year bull channel prior support near 10.4032 for
a drop to 9.7356. Place a stop above the 10.5370 reaction high.
CRB Index – 10¼yr trendline breach suggests potential to 206.95/215.36
– by Ed Blake, p20
Buy into near-term dips as we await a sustained trendline break re-opening
the 2018 peak at 206.95 followed by a long-term Fibonacci retracement
level at 215.36. Stop and reverse on the 189.04 higher low.
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Know The Flows - Equity Fund Flows Tilt Decisively Toward Asia In Mid-October
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By Cameron Brandt, Director, Research
The week heading into mid-October was a rough one for EPFR-tracked
Equity Funds. Investors, concerned about tighter monetary policy,
unsynchronized – and slower – global economic growth and the populist
policy-making evident in Europe and elsewhere, pulled over $15 billion
out of these funds, the fourth largest weekly total year-to-date. Behind
the headline number, however, was a marked shift towards Equity Fund
groups with Asian mandates. Japan Equity Funds posted their second
biggest inflow this year, and third biggest on record, while Asia ex-Japan
and dedicated China Equity Funds attracted their largest inflows since
the first week of 3Q15. Flows into Korea Equity Funds jumped to a 43week high and Taiwan Equity Funds recorded their biggest inflow in over
four months.

Both the major multi-asset fund groups continue to struggle in the
current investment climate: Balanced Funds experienced record-setting
outflows and the current redemption streak for Total Return Bond Funds
hit eight weeks and $8.2 billion.
At the single country fund level, redemptions from Italy and Germany
Equity Funds climbed to 19 and 20-week highs respectively, investors
pulled money out of UK Equity Funds for the 16th time in the past 18
weeks, both Sweden and Netherlands Equity Funds posted new outflow
records and Greece Equity Funds chalked up their seventh consecutive
outflow.
Sector focused investors were back on the defensive in mid-October as
questions about global growth in a time or rising trade barriers and US
interest rates roiled equity markets. Telecoms, Utilities and Healthcare
Sector Funds posted inflows during the week ending October 17, as did
Commodities Sector Funds thanks to the money committed to dedicated
Gold Funds, while the other seven major groups recorded outflows
ranging from $135 million for Infrastructure Sector Funds to $1.9 billion
for Financial Sector Funds.
The latest outflows from Financial Sector Funds, the biggest since 3Q16,
come despite the US Federal Reserve’s stated intention of slowly but
steadily raising interest rates, some good earnings reports and relatively
attractive valuations. But fears that banks with exposure to real estate
bubbles, emerging markets debt and Italian sovereign bonds could be in
for a rough ride weighed on flows, with Europe Regional Financial Sector
Funds recording their biggest outflow since mid-3Q15.

Overall, the week ending October 17 saw $15.8 billion redeemed from
EPFR-tracked Equity Funds, $8 billion from Bond Funds, $7.9 billion from
Money Market Funds and $2.6 billion – the largest outflow since early
3Q10 --from Alternative Funds.

Commitments to Gold Funds, meanwhile, climbed to a 12-week high.
These inflows come at a time when, according to EPFR sister company
TrimTabs Investment Research, speculative interest in gold is at very low
levels. “The long-short ratio on gold futures closed at 0.7-to-1 on
October 9, its lowest level in nearly 17 years,” TrimTabs analyst Winston
Chua noted in a recent report. “The ratio is down 82% in the past 12
months.”

For further information on EPFR, please click HERE
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By Marcus Dewsnap, Senior Analyst/Editor
Quite what the markets were expecting from the FOMC minutes is a bit
of a mystery given the reaction. There was nothing especially fresh. This
passage received attention:
“few participants expected that policy would need to become modestly
restrictive for a time and a number judged that it would be necessary to
temporarily raise the federal funds rate above their assessments of its
longer-run level in order to reduce the risk of a sustained overshooting of
the Committee's 2 percent inflation objective or the risk posed by
significant financial imbalances.”
As one contact points out, in suggesting Fed Funds might go above the
long-term trend, the FOMC is indicating that the economy is strong with
upside risks (my italics) not a strong case for a recession. Perhaps market
participants were positioned for a more 'dovish' outturn and that this
wasn't the outcome, was responsible for the equity market fall and the
10-year yield breaking over 3.2% once more (since lost).
One aspect we wonder that the market overlooks is that of financial
stability/financial conditions. As we’ve previously noted, the US
monetary/fiscal policy mix is loose with negative Fed Funds and the large
fiscal injection via tax cuts. The GS US Financial Conditions Index is still
below its long-term average.
“On balance, financing conditions for large nonfinancial firms remained
accommodative in recent months.”
And
“a number of participants noted that financial conditions remained
accommodative”

Plus
‘”Some participants commented about the continued growth in
leveraged loans, the loosening of terms and standards on these loans, or
the growth of this activity in the nonbank sector as reasons to remain
mindful of vulnerabilities and possible risks to financial stability.”
Cont. Page 5
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Another issue brought up by contacts is that of Inflation expectations.
Although the Committee noted these 'were little changed on balance', it
is worth pointing out that the Michigan Sentiment index indicates that
consumer price expectations continue to run higher than realised
inflation.

If inflation expectations are significantly out of kilter, as in higher, with
realised inflation, consumers will reduce spending. For reference see
Japan. We are some way from this. UBS' Paul Donovan also points out
that President Trump thinks low inflation should prevent the Fed from
hiking, however:
“The Fed is trying to influence inflation out to 2020, not now. Most
Americans' inflation rate is above the official number, and most
Americans perceive inflation as being higher than it is.”
We have noted on several occasions, it is the inflation outlook that
matters far more than contemporary outturns and that the Fed is
looking to cap inflation around 2% which is very different to trying to
stave off deflation/disinflation/too high inflation, which is what CBs
globally have spent most of their time fighting since independence.
This is all supports ongoing monetary tightening and into what is being
termed 'restrictive' but which might nevertheless still be appropriate.
The old adage is 'Don't Fight The Fed'.
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The Eur Week - Bias is Neutral-To-Bearish
By Tony Nyman, Manger FX Fundamentals & Ed Blake, Chief FI Technical Analyst

Back to Index Page

Expected Eur/Usd trading range is 1.1450/1.1600.

Cont. Page 7
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The Eur Week - Bias is Neutral-To-Bearish … Continued
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A firmer Euro seems to be shrugging off Friday's Moody's downgrade of
Italy's credit rating, as a perceived more conciliatory tone from EU's
Moscovici on Rome's budget plan supports.
Data highlight promises to be Thursday’s German IFO, which is seen
lower across all three components in October.
Red headlines watching will be a theme through ongoing dialogue
between Italy and the EU, but the likes of ING believe it is unlikely
Rome's politicians will be prepared to back down from manifesto
pledges and they could reject its budget Thursday.
So QE is likely to be ending in December, but the ECB and Draghi could
well deliver a relatively dovish message Thursday following September's
downside surprise in core inflation (0.9% y/y). CBers probably like a sub1.15 Euro, they might attempt to give it a further push in that direction
amid global trade and economic worries.
RISK: Trump on trade with the EU and a possible escalation of
differences. Tariffs on European car imports would likely prove a Euro
weight, as currently not priced. After Moody's, S&P on Italy Friday, will
they move from stable to negative or hit Rome and the Euro with a cut
too?
• Consolidates the fall from 1.1815 (24 September high) within a threeweek band over 1.1432 (9 October low, near 76.4% retrace of
1.1301/1.1815)
• While 1.1621 range (16 October high) caps current gains, subdued
studies suggest an eventual resumption of the broader downtrend
targeting 1.1432, perhaps the mid-August 1.1301 YTD low
• Only above 1.1621 would erase the immediate bear threat and signal
further recovery within the five-month, 1.1301-1.1851 range
towards1.1669/1.1725 (61.8%/76.4% of 1.1815/1.1432 fall)
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The Sek Week - Bias is Neutral-To-Bearish
By Rachel Bex, Senior FX Analyst & Ed Blake, Chief FI Technical Analyst

Back to Index Page

Expected EUR/SEK trading range: 10.23 - 10.45

Cont. Page 9
8

The Context
Title
The Sek Week - Bias is Neutral-To-Bearish … Continued
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Eur/Sek is holding well off Wednesday's 10.2864 three week low for now
as broader market risk aversion limits topside scope in the Krona, with
the pair's rebound taking us to 10.3697 so far. Support ahead of the
10.2680 200 dma has done its job for now then, and speculation that the
Riksbank may offer a dovish hike in December has prompted some
modest liquidation of Sek longs.
OIS odds now stand near 60% for a 2018 move after September's CPIF
rate surged to 2.5% (2.0% the target), but the monetary policy outlook
for next year is proving somewhat more compelling. To this, the tone of
the Riksbank's statement at the October 24th meeting will be scrutinised
to decipher just how quick the pace of tightening will be once the CB
pulls the trigger.

• Extends the sharp fall from last Thursday’s 10.5370 high through a
4mth rising trendline to pressure 10.2855 (28 Sep low)
• Deteriorating studies suggest a downside break of this and 10.2680
(200DMA) opening 10.2299/10.2133 (30/5 Jul higher lows)
• Only above 10.4092 (12 Oct high) would offer s-term relief, but
corrective gains should fall significantly short of 10.5370

Speculation among local banks is now heating up as to what
communication the CB will deliver, potentially just two months before its
first hike. Handelsbanken expect the CB to keep the repo rate, the repo
rate path and communication unchanged, and believe that the main
scenario is for a hike in February. The bank does concede however that
the September inflation print has "certainly increased the likelihood"
that it may be forced to revert "to our earlier December call".
Handelsbanken add that the most likely outcome of the meeting is to
repeat the "December or February" guidance, but says "there must be
clarification of the signalling, with the Riksbank increasing the probability
of a December hike".
Meanwhile SEB warn that a slower pace of hikes than markets expect
next year could lead to a more gentle Krona appreciation than investors
predict. They see a hike in December, but don't envisage a follow up
move until September 2019.

An unchanged statement could well prompt further Sek selling as the
market prepares itself for a less hawkish 2019 than currently being
priced, while a hawkish shift in tone which sees Ingves readily excepting
the strong pick up in underlying inflation could have the opposite effect.
All things given, it should prove quite an interesting meeting.
9

The Context
Title
The Cad Week - Bias is Neutral
By Mark Mitchell, Senior FX Analyst
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Expected range 1.2920 to 1.3150

Cont. Page 11
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The Cad Week - Bias is Neutral … Continued
Back to Index Page
It was a week of two halves for Usd/Cad last week. The initial impetus in
the pair was lower, with the very upbeat BoC business outlook survey,
taken before the USMCA agreement, helping to push the pair down to
1.2917, but a combination of the hawkish set of FOMC minutes on
Wednesday evening and the lower than expected readings from
Canadian inflation and retail sales on Friday, sent the pair up to 1.3130
on Friday afternoon.

Usd/Cad has pretty much rotated around 1.3000 for most of Q3 and we
expect a range-bound mentality to continue

That was the pair's highest level for five weeks and helped the pair make
it back above the 100 day m/a, which today comes in at 1.3068.
Despite the soft inflation reading the markets are placing the probability
of a BoC rate hike this Wednesday and again on January 9, at 55%, so we
do not think this Loonie sell-off will extend much further to the upside.
TorDom point out that the slowdown in inflation was almost entirely the
result of a fall in transportation prices (especially air) and prefer to
concentrate on the stability of the core measure, which they say is
consistent with an economy that is operating close to potential , but not
becoming a worry in terms of overheating.
They expect a rate hike on Wednesday, followed by another in Q1 2019,
but they do worry that higher interest rates could reveal the "fragility of
household spending".
We expect a moderately hawkish BoC especially after the BoC quarterly
survey and the USMCA agreement, so we change our Cad bias to Neutral
from Neutral-to-Bearish, but we keep our expected range for Usd/Cad
the same.

RISKS: Centre around Wednesday's BoC monetary policy decision, but
keep an eye on equities and the overall market risk sentiment.
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By Chris Shiells, Managing Analyst EM & Ed Blake Chief FI Technical Analyst
Bolsonaro a nailed on winner, but pension reform key for market rally
The Brazilian Presidential Election on 7th October produced the
expected outcome and also contained a few surprises. The outcome,
that Bolsonaro and Haddad would have to face each other in the run-off,
was the expected result. However, the surprise came in the extent of the
margin Bolsonaro had over Haddad in the first round (17 ppts) and the
amount of support Bolsonaro's PSL party secured in the parliamentary
elections.
Thus heading into the second-round run-off vote on the 28th October,
Brazilian markets have rallied (see dashboard on next page), reflecting
the fact that Bolsonaro is now expected to easily beat Haddad in a runoff and has stronger than expected support in Congress for his policies.
In the latest Ibope poll (as of 16th October) Bolsonaro scored 59% to
Haddad's 41%, an 18 ppt gap, whilst the rejection rates for the latter
surged to 47% vs Bolsonaro's 35%. In Brazil, since the return to
democracy, no candidate has gone on to lose the second round election
after winning the first.

A move to the middle - pension reform is key
Bolsonaro and Haddad continue to have high rejections rates (though
the former evidently less so now) and neither Haddad's party, the PT,
nor Bolsonaro's PSL have majorities in Brazil's 513-seat parliament; PT
commands 56 seats, while PSL have 52 seats. The lack of parliamentary
majorities means that both candidates now have to turn towards the
middle ground in order to broaden their appeal ahead of the second
round. The two centrist parties of PP (37 seats) and the MDP (34 seats)
(both centre-right) will therefore be very influential not just in terms of
deciding who wins on 28th October, but also in terms of defining the
post-election legislative agenda.

system without which fiscal austerity in Brazil is meaningless. Pension
reform is by far the most pressing issue in Brazil from an investor
perspective due to the massive fiscal cost of the deficit in the public
system (about 3% of GDP per year).
Both candidates have indicated that they will reform the pension
system. Haddad said that the pension system needs “immediate action",
while Bolsonaro said pension reform must be done, although he wants
changes to the version proposed by current President Michel Temer.
There was speculation that current President Temer may offer Bolsonaro
to pass the pension reform before the end of his term, i.e. this calendar
year. This would be very bullish. However, Bolsonaro's wish to adopt his
own policy means it is very unlikely this will happen this year.
What to expect in Usd/Brl?
We said in our first preview that after initial volatility we expected a
Mexican-esque rally in Brazilian markets once the election had passed
(post second round vote), regardless of who wins, and whilst this sort of
still stands, it needs adjusting. This is because the election is no longer
seen as a close run event, and the market has swiftly adjusted to price in
a Bolsonaro victory and we would expect anything but that outcome to
lead to a sharp sell-off in Brazilian markets.
Our technical chart suggests that Usd/Brl has the potential to test the
3.6197/3.6273 area if Bolsonaro is confirmed as President, but the next
leg would depend on the market's assessment of any new
administration's ability/appetite to pass much needed fiscal reform,
including the above mentioned pension laws.
Cont. Page 13

This is a clear positive, particularly if Bolsonaro wins, since he has
explicitly supported fiscal austerity in his campaign, while the PP and
MDP are known to support a much-needed reform of the pension

This is an excerpt from the Second Round Preview, please click HERE
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much-needed fiscal adjustment in 2019 and barring any turn in Emerging
Markets in general, we would expect some post-election relief profit
taking to push Usd/Brl higher into year-end, with a range of 3.64503.8450 likely.
This is supported by the daily EPFR fund flows data, which shows there
has yet to be any pick up in investor interest post the election, with
outflows continuing (see below). This was not the case in Mexico back in
July, which saw flows stabilise in the month after the election. We
expect that investors are waiting to see what Bolsonaro's policy agenda
looks like before returning en masse to Brazilian exposed funds.

•

Reversed sharply from 4.2133 (30 August, three-year high) through a sevenmonth rising trendline to post new two-month lows just over 3.6715/3.6887 (12
June/26 July higher lows)

•

Deteriorating daily/weekly studies suggest a downside break opening
3.6197/3.6273 (23 May low and 50% retrace of 3.0413-4.2133 rally, near
200DMA)

•

Longer term studies remain constructively aligned and while 3.6197 remains
intact, bulls will attempt to resume the broader uptrend for 4.2133

•

Only under 3.6197 would concern and threaten a more considerable correction
targeting 3.5429/3.5075 (10 May low and 11 November 2016 former high)

Given the uncertainties regarding the ability of Bolsonaro to deliver the
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By Tim Cheung, Head of China & Riki Zhang EM Analyst
Lowering RRRs by a further 100bp further seems to imply that China has
halted or even abandoned its financial deleveraging program and restarted a monetary expansion era (chart 1).
Theoretically, the series of RRR cuts so far this year should significantly
improve the liquidity outlook of the corporate sector. As a matter of fact, in
the statement of the latest 100bp RRR cut, PBOC said the net injection of
CNY750bn as a result of the RRR is aimed at helping banks to provide
financing support for small and micro enterprises, private corporates and
innovative enterprises.
However, data shows that the growth of the corporate sector's deposit
balance with FIs has been very subdued during most of the time this year,
regardless of the fact that the RRR has already been reduced four times.
FIs with increased liquidity as a result of the RRR cuts have instead chosen
to lend more in the interbank market (chart 2). This is especially true in
May (the month after April's RRR cut) and August (the month after July's
RRR cut).
Simply speaking, RRR cuts have made the banking system, instead of the
corporate sector, more ample with liquidity, which obviously is not what
PBOC aims to achieve.

Taking a look at chart 3 in the following slide, we understand why FIs prefer
to lend out their funds to interbank borrowers rather than corporates. The
chart shows that the capital adequacy ratio (CAR) increased notably in the
second half of 2017 after President Xi delivered his speech on the
importance of financial risk control. Such an increase significantly outpaced
the growth in non-performing loans (NPLs) till March this year when NPLs
rose towards CNY2tn. The decrease in CAR since March partly reflects the
negative impact of slumping bank share prices on the capital base of each
FIs and partly reflect FIs exhausting their capital to replenish their balance
sheets, such as making more bad debt provisions.
Cont. Page 16
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By Tim Cheung Head of China, Riki Zhang EM Analyst

Faced with a declining CAR, a financial institution will find it difficult to
increase their corporate lending, which is usually on a long-term basis.
Instead, it will choose to do more short-term interbank lending.
To encourage FIs to lend more to the corporate sectors, we believe the
PBOC might eventually decide to reduce the bad debt provision
requirement(s) on FIs. In our view, without this move, the corporate
sector's liquidity outlook will likely see not much improvement even if
PBOC makes one or two more 100bp RRR cuts over the next 1-2
quarters.
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Technical Analysis by Ed Blake
• Fell from 163.88 (17 Aug peak/2¼yr channel top) to 157.33 (5 Oct
low), before bouncing to complete a 6wk base

• Bullish divergence/improving studies suggest further near-term gains
with initial targets at 160.61/160.98

• A clearance would give bulls traction for 161.38/162.10 zone (61.8%
of 163.88/157.33 and 29 August former low)

• A failure above 159.78 would concern and leave the door open for a
downtrend resumption targeting 157.33

____________________________________________
STRATEGY SUMMARY
Look to buy into near-term dips as we anticipate gains towards
160.61/160.98. Stop and reverse on a return below 157.95

R5
R4
R3
R2
R1

162.83
162.10
161.38
160.98
160.61

S1
S2
S3
S4
S5

158.82
158.34
157.95
157.33
156.22

Resistance Levels
21 August 2018 former low, gap high
29 August 2018 former low, near 76.4% retrace of 163.88/157.33 fall at 162.33
61.8% retrace of 163.88/157.33 fall
3 September 2018 high, gap low
50% retrace of 163.88/157.33 fall, just over 6 September high at 160.48
Support Levels
18 October 2018 low
16 October 2018 low
12 October 2018 low
5 October 2018 low
2018 low – 8 March, near 61.8% retrace of 148.23-168.86 rally at 156.11
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EUR/SEK– Eyes extension under 10.2133 towards 9.7356
Technical Analysis by Matthew Sferro
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• Extends weakness off the 29 August 10.7291 9-year high under a 1.5+
year bull channel towards key lows at 10.2855/10.2133 (28
September/5 July 2018, near 38.2% of 9.4523/10.7291 at 10.2414)
• The weekly MACD has been trending lower since mid-May while the
weekly RSI is flirting with the mid-40’s after failing to confirm the
10.7291 peak, underscoring potential for further near-term weakness
• A break under 10.2133 initially opens the 50.0% retracement of
9.4523/10.7291 at 10.0907 which is protected by the 14 June 2018
higher low, with scope for a drop to 9.9239 (1.382x 10.7291/10.2855
from 10.5370, near the 61.8% retracement at 9.9400)

• Bulls must clear the 11 October 2018 10.5370 reaction high to
refocus 10.7291 and higher

____________________________________________
STRATEGY SUMMARY
Sell strength towards 1.5+ year bull channel prior support near 10.4032
for a drop to 9.7356. Place a stop above the 10.5370 reaction high
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Technical Analysis by Ed Blake
• Extended the 2-3/4 year recovery via 186.74 (15 August base) to
probe a 10¼ year falling trendline at 199.30

• Daily/weekly studies are reasonably constructive and decisively over
201.72 (3 October high) opens 206.95 (2018 top)

• If bulls can push through 206.95, this would signal new 3¼yr highs
towards 215.36 (Fibonacci retracement)

• The failure to hold over the 10¼yr falling trendline is noted, but only
below 189.04 would defer bulls for 186.74

____________________________________________
STRATEGY SUMMARY
Buy into near-term dips as we await a sustained trendline break reopening the 2018 peak at 206.95 followed by a long-term Fibonacci
retracement level at 215.36. Stop and reverse on the 189.04 higher low

R5
R4
R3
R2
R1

234.06
219.90
215.36
206.95
201.72

S1
S2
S3
S4
S5

193.65
189.04
186.74
182.98
174.68

Resistance Levels
50% retrace of the 313.27/154.85 fall, near 2015 peak – 6 May at 233.53
14 July 2015 lower high
38.2% retracement of the 313.27/154.85 fall
2018 peak – 22 May, near equality of 154.85/196.36 from 166.48 at 208.00
3 October 2018 high, near 76.4% retrace of 206.95/186.74 fall at 202.18
Support Levels
27 September 2018 low
6 September 2018 higher low
2018 low - 15 August
14 December 2017 higher low
17 August 2017 higher low, near a 2¾yr tentative rising trendline at 177.74
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