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Flows into Global Equity Funds during the week ending Oct. 11 hit a 
new record high. Overall, $11.5 billion flowed into Equity Funds 
while Bond Funds absorbed $5.4 billion and Money Market Funds 
over $2 billion. Equity Funds with socially responsible investment 
(SRI) mandates attracted new money for the 23rd straight week.

Two-week surge in foreign buying of Japanese stocks adds to list 
of potential USD/JPY impactors.

• Press tells us Fed, C/Bs, puzzled by inflation... ya think?
• More Treasury debt, more Treasury duration, will drive more 

buying

Float shrink is plunging, CapEx is dropping yet free cash is growing 
at 13.3%. So what gives? Why is corporate America turning less 
bullish on their own shares at the same time as their own free cash 
flow is surging and wages and salaries are growing faster?

The US economic expansion is close to 100 months in length, but 
discretionary consumer spending on private jets and pleasure boats 
suggests there’s still a way to go yet.

Since the inception of the ECB’s corporate sector purchase 
program, average new issue concessions in the EUR Investment 
Grade/Split Rated corporate market have shrunk significantly.

With the exception of India, all EM Asian countries are very 
unlikely to see a cut in their central bank policy rate over the rest 
of the year or even over the next six months…

The Formosa bond market in Taiwan bounced back from a slow 
second quarter. In Q3, total issuance of slightly below US$10bn 
was printed over the period, representing a 69% jump q-o-q.
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Know the Flows

THE CONTEXT

By Cameron Brandt, Director of Research

Flows into Global Equity Funds during the week ending Oct. 
11 hit a new record high, and Global Emerging Markets 
(GEM) Equity Funds posted their biggest inflow since mid-
May, as investors looked for ways to benefit from soaring 
equity markets while side-stepping a variety of political risks 
ranging from North Korea's bellicose expansion of its nuclear 
capabilities to Catalonia's stand-off with Spain.

Overall, $11.5 billion - a 17-week high - flowed into EPFR-
tracked Equity Funds while Bond Funds absorbed $5.4 billion 
and Money Market Funds over $2 billion. Equity Funds with 
socially responsible investment (SRI) mandates attracted new 
money for the 23rd straight week.

Although global markets enjoyed a 'relief rally' towards the 
end of the week as Catalonia appeared to step back from a 
bid for outright independence from Spain and Italy's current 
government pushed forward with electoral reforms that, if 
passed, are expected to clip the wings of the populist Five 
Star Movement, mutual fund investors remained 
unconvinced. Spain Equity Funds ended the week having 
posted their second largest outflow on record and 
redemptions from Italy Equity Funds climbed to levels last 
seen in 2Q15.

At the asset class and single country fund levels, flows to 
Municipal Bond Funds bounced back after a 12-week run of 
inflows came to an end the previous week and commitments 
to Mortgage Backed Bond Funds hit a 37-week high. Japan
Bond Funds recorded their biggest outflow since mid-2Q16, 
Korea Equity Funds extended an inflow streak stretching 
back to mid-July and China Equity Funds attracted fresh 
money for the fourth time in the past five weeks. 

DEVELOPED MARKETS EQUITY FUNDS

The week ending Oct. 11 saw benchmark equity indexes in Japan and 
the US hit 21-year and record highs respectively while Germany's 
DAX index broke records as it made a run at the 13,000-point level. 
Investors were, however, wary of taking on direct exposure to these 
markets. As a result, Global Equity Funds enjoyed a banner week 
that allowed them to purchase - based on current allocations -- $1.5 
billion worth of US stocks, $600 million worth of Japanese stocks and 
$320 million worth of German equities. In all three cases, that 
exceeded the amount committed to dedicated US, Japan and 
Germany Equity Funds.

Once again, despite concerns about political trends in the UK, 
Germany, Italy and Spain, Europe Equity Funds posted solid inflows 
overall that went largely to Europe and Europe ex-UK Regional 
Funds. With uncertainty still surrounding Catalonia's willingness to 
push for independence, the outlook for elections that Italy must hold 
by May of next year, the composition of Germany's next coalition 
government and the chances the UK's ruling Conservative Party can 
maintain its grip on power, investors did redeem between $145 
million and $511 million from Germany, UK, Italy and Spain Equity 
Funds.

Investors showed some interest in smaller European markets. Finland 
Equity Funds recorded inflows for the fifth straight week, their 
longest such run since mid-4Q16, and Austria Equity Funds posted 
their biggest inflow in over 11 months.

Continued p4
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Know the Flows – cont’d

THE CONTEXT

US Equity Funds recorded their first weekly inflow of the fourth 
quarter, although the total committed equaled a paltry 0.1% of 
assets under management. Small Cap Value Funds attracted the 
biggest flows in both cash and flows as a % of AUM terms. A recent 
survey of hedge fund managers by EPFR sister company Trimtabs
Investment Research found that over half the respondents expect 
equity to be the best performing US asset class over the next six 
months and that the number with a bullish view of the S&P 500 
Index's performance is at a seven month high.

BOND FUND FLOWS

With the exception of Asia Pacific Bond Funds, all the major EPFR-
tracked Bond Funds by geography attracted fresh money during the 
week ending Oct. 11 as the fund group collectively moved a step 
closer to eclipsing the full-year inflow record set in 2012.

At the asset class level, both Mortgage Backed and Municipal Bond 
Funds posted inflows for the 13th time in the past 14 weeks while 
flows to Inflation Protection Bond Funds rebounded and High Yield 
Bond Funds extended their longest inflow streak since the first 
quarter.

The outflows from Asia Pacific Bond Funds were driven by 
redemptions from Japan Bond Funds, which have been hit by the 
Japanese government's retreat from fiscal discipline in favor of 
another stimulus package and by the lack of liquidity in a market 
where the Bank of Japan is buying up most of the available supply.

Europe Bond Funds saw flows bounce back from the previous week, 
although the bulk of the new money went to funds with diversified 
regional mandates. Once again, only Norway Bond Funds attracted 
any meaningful inflows among the major Europe Country Bond 
Fund groups while Spain Bond Funds posted outflows for the 35th

time in the past 36 weeks and Italy Bond Funds extended a 
redemption streak stretching back to early February.

Intermediate Term Mixed Funds recorded the biggest inflows 
among US Bond Fund groups in cash terms and Long Term Mixed 
Funds in flows as a % of AUM terms. Long Term US Government 
Bond Funds experienced the biggest redemptions in both cash and 
% of AUM terms.

For further information on EPFR, please visit:
https://financialintelligence.informa.com/products-and-services/data-analysis-and-tools/epfr

Back to Index Page

https://financialintelligence.informa.com/products-and-services/data-analysis-and-tools/epfr
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Some Counter Logic with Bonds and Deficit

THE CONTEXT

By David Ader, Chief Macro Strategist

It wasn’t exactly a slow news week, but still the New York Times 
had the temerity to take away space from any number of its 
Harvey Weinstein updates to tell us, way back on the 4th page of 
the business, that “Fed Still Puzzled by Inflation, but Rate Increase 
Is on Track.”  This has been the story for a year at least and the 
question of why inflation is low continues to give way to the Fed’s 
confidence in its models that it will eventually rise.   I get they 
want to hike, I guess everyone does.  Why they want to hike is 
another story though centered essentially on the Phillips curve 
which is rather a faulty, but persistent, argument.

Which is why it’s an honest FT that offers a big story, “Central 
bankers face a crisis of confidence as models fail,” 
(https://goo.gl/RCwyWq) and summarizes it with, “In short, the 
new masters of the universe might not understand what makes a 
modern economy tick and their well-intentioned actions could 
prove harmful.”  I can’t add too much more to that.  The article 
talks a good deal about the Phillips Curve and how many central 
bankers are questioning their own fundamental approach to see, 
in Yellen’s words, if “our framework for understanding inflation 
dynamics could be misspecified.”

I’ve written this before and will write it again: the Fed’s dual 
mandates of employment and inflation have the added element, 
say a third soft mandate, of financial stability.  Several on the 
FOMC have been voicing concerns over various risk asset markets 
heating up, in large part a function of low interest rates and the 
liquidity-providing QE, so with the Phillips Curve in one hand and 
record stock markets in the other, Yellen can’t quite wave a red 
flag – she’s but a two-handed economist.  “Persistently easy 
monetary policy might also eventually lead to increased leverage 
and other developments, with adverse implications for financial 
stability.”

One of the bright spots this week was the appearance of 
Hoisington’s Q3 Review and Outlook.  They are sticking to their 
bullish guns which makes me a bit unsteady with my own, 
current, rather more bearish view (though seeing pullbacks as 
buying opportunity).   They again school me on the relevance of 
slow money growth and weak velocity towards a slow economy 
and resulting constructive view on rates.

To wit, with the Fed in the process of reducing its balance sheet, 
per Van Hoisington and Lacy Hunt, M2’s growth rate will 
decrease, which they see down 4.2% by the end of the year from 
7% last year, and falling 2.8% in the first nine months of 2018.  
Citing the ‘Fisher’ equation for nominal GDP (M2*velocity = 
GDP) the results could be economically onerous to say the least.  
Velocity is at a historic low of 1.43.  So, the issue for GDP is low 
velocity and slow money growth.  Messrs. Hoisington and Hunt 
(Dr. Hunt actually) say balance sheet reduction won’t be 
sustained next year.                                                        Continued p6

https://goo.gl/RCwyWq
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Some Counter Logic – cont’d

THE CONTEXT

CHARTS AND THEMATICS
When we all discuss rising deficits, the natural inclination is to 
worry over their bearish impact on interest rates.  The logic is 
reasonable from several perspectives.  First, there’s more of 
something, which tends to depress its price assuming steady 
demand and anticipation of lower prices as supply is seen 
mounting.  Second, in the case of Treasuries, presumably more 
debt means stimulus is coming in some form the economy might 
not otherwise get.  True, more debt due to a revenue drop in a 
recession is a separate event, but a distinct one, as they typically 
don’t last and the deficit narrows in a recovery.

In short, the deficit situation is looking really bearish for 
Treasuries.  Or is it?

The chart to the left is for the record.  It shows the current state 
of the budget deficit as a % of GDP with a forecast to 2027 and 
the overall dollar amount.  CBO offers real GDP growth of about 
1.8% for the next 10 years for some context and Potential Labor 
Force Productivity growth of about 1.3%.  These seem reasonably 
conservative.   Note that Debt as a % of GDP is 74.9% today going 
to 90% all things being equal, i.e. no deficit boosting tax plan.  
That’s debt held by the Public. The overall Federal Debt is today 
about 106%.

The US is arguably in pretty good shape – low unemployment, at 
least steady GDP – so that a big deficit explosion for fiscal 
stimulus doesn’t seem quite necessary or, many will argue, 
prudent.  That’s especially so when the budget deficit is 
otherwise going to rise sharply per CBO projections anyway and 
those projections came before the current tax ‘reform’ ideas 
were put forth.

Note, too, that the Average Maturity of Treasury Debt has been 
rising and stands at 66 months for that held by private investors. This 
may not be entirely accurate; Treasury's most recent report to TBAC 
(https://goo.gl/KmJWVR) has it closer to 71 months and projected to 
rise to near 82 months in 10 years.

Continued p7
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Some Counter Logic – cont’d

THE CONTEXT

Assuming that the projections hold, there will also be a larger 
amount at the longer end relative to today. That does not 
anticipate adding 40-yr or longer debt which has been hinted at by 
this Administration and, in any event, is something I anticipate if 
for no other reason than to keep pace with overseas pension 
interest and issuance in other sovereign markets. But either way, 
you get the picture: a lot more Treasuries and a lot more duration.

So getting back to my provocative effort above, is this really 
bearish for interest rates?

Well, simply, it relates to the structure of the market. That is to 
say, that if the weighting of Treasuries as an asset class is going up 
relative to others, then an index investor will need to buy 
incrementally more Treasuries to keep pace. In other words, if the 
market currently has a 36% weighting in Treasuries and that's 
rising to, say, 40% in a few years investors will need to buy more 
Treasuries. I don't think there will be much argument that over the 
last several years investors have overweighted other asset classes, 
especially credit, given the low volatility, relative steady rate 
environment and incremental spread. Thus the starting point is 
already underweight a growing asset class.

The chart top right was provided by Ian Lyngen and Arun Kohli
over at BMO. (This is something Ian and I put together 
conceptually when we worked together for over a decade and so I 
take a little credit for the idea!) What it shows is the current 
market structure or, in essence, a snapshot of the taxable bond 
market to illustrate my point. Between the rising deficit, the risk of 
a rising deficit with tax cuts, and the Fed's goal to balance sheet 
reduction, it's a safe bet that Treasuries are going to go up in this 
chart.

Now add to that idea the increasing average maturity of Treasury 
Debt. What you have is then both MORE Treasuries and MORE

Back to Index Page

duration to buy to keep pace with changes in their benchmarks. I 
haven't even touched on investor moves to more passive instruments 
like ETFs to encourage such moves, but there's that angle as well. EPFR 
flow data (from Informa!) certainly confirms the heightened demand 
for Treasury ETFs at the expense of mutual funds.

In short, yes, I worry about increased Treasury issuance and increased 
duration; logic dictates that. However, there is a very strong offset that 
might balance out those worries or, potentially, force buying that keeps 
deficit-driven bearishness at bay and the saga of lower for longer in play 
for years to come.
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Trump is Scaring Corporate America
Float Shrink Plunging, CapEx Dropping Yet Free Cash Growing 13.3%

THE CONTEXT

By Charles Biderman, Founder, Informa TrimTabs

Informa TrimTabs Weekly Liquidity Review reported that 
Q3 net new corporate buying was the lowest in five years 
since Q3 2012 (see graph below). Net corporate buying 
consists of new buyback announcements plus cash 
takeovers of already public companies minus all new share 
sales; including IPO's secondaries as well as insider selling.

Not only is corporate buying of their own shares 
plunging, but capital expenditures are also down 2.2 % 
during the first half of this year compared with the same 
time frame last year.

Yet, at the same time, S&P 500 companies free cash flow 
grew 13.3% year over year, according to Howard 
Silverblatt, Senior Index Analyst at S&P DJ Indices (see 
next graph)

And not only that; we are seeing a robust upturn in wage and salary growth 
– as evidenced by TrimTabs analysis of income taxes collected by the US 
Treasury (see graph below). What's more the TrimTabs Macroeconomic 
Index has been making new highs and remains in an upturn.

Continued p9
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Trump is Scaring Corporate America – cont’d

THE CONTEXT

So what gives? Why is corporate America turning less bullish on 
their own shares at the same time as their own free cash flow is 
surging and wages and salaries are growing faster? Believe it or 
not, I do not know the answer. But I do have an opinion.

My best guess is that corporate America fears Donald Trump. 
Consider that stock prices have been rising for eight years now and 
now we have a president that appears so far to be unable to get 
important legislation – particularly tax reform – enacted.

So, if corporate America is becoming more bearish on the market 
by their actions, where is the growth in wages and salaries and 
free cash flow coming from? Again, in my opinion those running 
smaller businesses became more optimistic with the Trump 
election. And at the same time there has been a concerted effort 
to remove as many regulations as possible. 

Apparently small business likes less regulation because they can 
actually get something new done!

Time will tell as to how long shrinking regulation, as a policy, will 
be effective at stimulating growth. If that appears to be all that the 
Trump administration will be able to accomplish, based on what 
we have seen so far, the real question to me is for how long will 
the benefits from deregulation and bullish optimism of small 
business remain as a tailwind boosting economic growth? If 
deregulation is all that the Trump administration accomplishes, 
what happens when those small businesses who are true Trump 
Believers realize that? 

Remember, the real reason why stock prices keep rising is that the 
Bank of Japan and the European Central Bank keep printing about 
US$130 billion each month to fund purchases of financial assets. If it 
wasn't for all that money printing, would Spanish 10-year bonds 
yield less than US 10-years? Of course not!

To the question “since global economies seem to be improving 
somewhat, can't global central banks keep printing money 
forever?", I say the problem with money printing is that each year, 
more is needed to keep the trend line up. The wealth effect of 
higher asset prices trickling down to help global growth push up 
from 2% has been happening. But remember, globally we are in a 
commodity bear market. Global auto sales have also entered a bear 
market – 0% interest rates on car loans has pulled forward demand 
so much that used car prices are now plunging. Some of that may 
be due to fears of what new tech does to the value of old tech 
(diesel engines for one), but that's another story.

Incidentally, the Wall Street Journal is reporting that prices of used 
corporate jets is also plunging, because with zero percent financing, 
anyone who wanted a jet now has one!

So, if zero interest rates are no longer helping economic growth, 
and the help from deregulation can only last so long, I really expect 
an economic downturn in the near future – whether six months or 
two years from now. 

Meanwhile, as long as central banks keep fueling asset price 
inflation, stock and bond prices will stay elevated.

Want to see a copy of Weekly Liquidity Review or find out more from Informa TrimTabs? 
Email sales.financial@informa.com Back to Index Page

mailto:sales.financial@informa.com
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Discretionary Spending Suggests US Expansion Has Legs

THE CONTEXT

By Marcus Dewsnap, Senior Research Analyst

The US economic expansion is close to 100 months in length. Still 
short of the record 119 from 1991-to-2001. Still, this suggests 
there is a good chance the current expansion is at a maturity. On 
this, an interesting chart came across our desks (courtesy of Pictet) 
which we've recreated below. It shows US pleasure boat purchases 
as a percent of total consumption.

For fun we added the following – the same as the above, but for 
pleasure aircraft.

These two items are what could be considered the ultimate in 
discretionary consumer spending. Each series tends to rapidly 
accelerate towards the end of an economic expansion and outperform 
broader consumer trends. This suggests the US economy is in the 
mature stage of this growth phase. Both graphs also indicate, however, 
the mature stage can go on for a while. That for aircraft hints the rapid 
expansion phase has legs – especially if the mean is considered. For 
boats, there is a tendency for above average periods before a 
recession hits. We are not there yet!

If we look at S&P consumer discretionary equities performance 
relative to the S&P500 (see chart overleaf), there is (not surprisingly) a 
tendency for several months of consumer discretionary 
underperformance leading into a recession (this is not foolproof as the 
period March 1994-January 1997 illustrates). Again, we do not seem to 
be there yet - but this ratio is falling.

Continued p11



Title

11

Discretionary Spending - cont’d

THE CONTEXT

Meanwhile, in his latest piece our IFI colleague at Informa TrimTabs, 
Charles Biderman, highlighted an interesting story from the WSJ 
that prices of used corporate jets are plunging, because with zero 
percent financing, anyone who wanted a jet now has one!

It might be a leap – but extrapolate from corporate discretionary to 
consumer discretionary. An aim of ultra-loose monetary policy is to 
bring forward demand. Most of this will be spent on discretionary 
stuff – but there will come a time when consumers hit what might 
be termed 'peak-stuff'. And as Charles’ reference points out, if this 
happens with 0% financing, there is likely to be a major problem.

Still, at least financial conditions remain very loose – which limits 
the threat of recession, but also supports a December FOMC rate 
hike.

Back to Index Page

Which brings us on to the topic of asset bubbles. Imminent FOMC retiree 
Fischer said Wednesday evening 'we (presumably the Fed) don't think 
there is an unsustainable set of prices in the asset markets'. The S&P 
keeps on making new peaks. Another interesting chart from RBC (via FT's 
Authers) showed the S&P versus US bank reserves. RBC points out that 
the expansion in bank reserves has taken the credit for higher equity 
prices. However, this correlation breaks down from 2016 onwards.

Perhaps our last chart helps explain (with the caveat that correlation is 
not necessarily causation in mind) – as US bank reserves have fallen, the 
'global' central bank balance sheet has expanded…

…until recently that is. This may turn out to be one of those periodic and 
short-lived downturns in economic liquidity, but it is worth watching 
given a mainstream belief that central bank liquidity has/is 
supporting/boosting equity markets. At least the global economy is 
enjoying synchronous growth which might offset any impact on equities 
from stimulus withdrawal. Hopefully the consumer won't reach 'peak 

stuff' at the same time as the global economy reaches peak liquidity.
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THE CONTEXT

USD/JPY's 113.44/50 cap and Foreign Buyers of Japanese Stocks Explosion

By Tony Nyman, Head of G10 FX

We have talked plenty on the Dollar's failure to 
go on and better its near-term resistance 
(similarly the US 10-yr yield and 2.40%) in 
recent weeks. 

It can be easily explained by the very mixed 
NFPs report, a less than hawkish Sep FOMC 
minutes as some board members again express 
concern on the inflation outlook and of course 
all things Trump and currently the lack of 
progress on US tax reform.

They're general Usd weights in Oct so far, but most 
striking to IFI from analysing latest MOF portfolio of 
capital flows data was the two-week surge in foreign 
investment in Japanese stocks. In the week to Oct 7, a 
booming Jpy 1235.3bln of stocks were net bought vs Jpy
953.3bln the week previous, another stunning report. 
They're the biggest inflows seen since Nov 2013.

Continued p13
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THE CONTEXT

USD/JPY – cont’d

A Usd/Jpy impacter? Perhaps it is and clearly foreigners are 
not getting put off from Japanese stocks even as US/North 
Korea tensions escalate further. The Japanese backdrop is one 
of light positive sentiment, with a firm Tankan release at the 
start of the month and expectations the Japanese electorate 
will endorse PM Abe and Abenomics once again at the polls on 
Oct 22. We will certainly be keeping an eye on a possible new 
trend over the coming weeks.

Back to Index Page

One more thought/question, is this run being reflected in latest EPFR 
data?

It seems, there is a fairly dramatic correlation between the MOF's 
data and EPFR's net inflows of the last two weeks from Japanese 
focused, but domiciled abroad, ETFs and mutual funds.

So, let's keep an eye on the data and a potential beginning of a trend, 
as Usd/Jpy fights to hold above its 200-dma at 111.80/85.
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THE CONTEXT

Since the inception of the ECB’s corporate sector 
purchase programme on 08th June 2016 average new 
issue concessions on offer in the EUR-denominated 
Investment Grade/Split Rated primary corporate market 
have shrunk significantly as the chart on the right 
illustrates (green area is +/- 1 standard deviation of the 
mean). This also shows that premiums have remained at 
depressed levels for a considerable period of time. 

There are a couple of aggressive spikes on the chart but 
these are easily explained. The negative spike evident in 
July 2016 is attributed to a multi-tranche trade issued by 
TEVA which had no deals outstanding from which to 
gauge relative value and was instead benchmarked 
against competitor curves but subsequently priced 
sharply inside them. 

In contrast, the positive spike in the week ending 09th

December 2016 was due to this being a seasonally slow 
week for supply in general, which was dominated by an 
inaugural dual-tranche exercise from low investment 
grade rated US issuer Zimmer Biomet (Baa3 by 
Moody’s) which paid up for the privilege.

Meanwhile, the backstop of central bank support has 
provided benefit to both CSPP eligible and non-eligible 
issuers under terms of the scheme and has allowed 
both to become more aggressive in their approach to 
pricing. 

ECB CSPP Creates a Borrowers’ Market

By Henry Valentine-Purnell, Analyst, Credit Europe

This is reflected by the average spread compression during execution 
(IPTs to reoffer) for IG/Split Rated issuers which has risen by ca. 14.5% 
since the inception of the programme when compared to the previous 
four months, as the following chart shows. Moreover, the reduction in 
size of the ECB’s overall asset purchase programme from EUR80bn to 
EUR60bn from 01st April 2017 has had no material impact on this 
metric. In fact, the average spread compression has actually risen by 
ca. 17.5% since the ECB shaved QE.

Continued p15
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THE CONTEXT

Meanwhile, the monthly rate at which corporate paper has been 
purchased by the ECB has thus far only seen a 7.24% differential 
from the lowest to highest points since overall APP was trimmed 
as of 01st April 2017 (EUR7.6bn to EUR7.05bn). 

The central bank has also increasingly looked to the primary 
market to enhance its holdings under CSPP, with 14.86% of its 
overall [CSPP] holdings totalling EUR114.659bn made up of new 
issues as of the end of September.

In terms of the industry split, the ECB revealed that as of the week 
ending 06th October that 15% of its overall purchases were made 
up by utilities, followed by transportation and infrastructure 
issues at 12%. 

ECB CSPP - cont’d

Turning to the jurisdiction split, French issuers accounted for the 
highest proportion of holdings (28%) with their Belgian and German 
counterparts in close competition for second place at 23% and 22% 
respectively.

The short end of the yield curve has significantly outperformed the 
belly and long end where Single A rated paper from the Utilities 
sector is yielding in negative territory out to 3yrs, for example. 
Meanwhile, the short end of the curve (3m to 4yr) has tightened 
between 7.5bp and 25bp, both since the start of CSPP (08th June 
2016).

Tightening of spreads has been seen across the corporate bond 
market towards all-time lows. However, with inflation still running 
below the ECB’s at or just below 2% target the complete removal of 
stimulus is not immediately upon the markets

Back to Index Page
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THE CONTEXT

With the exception of India, all EM Asian countries are very unlikely to 
see a cut in their central bank policy rate over the rest of the year or 
even over the next six months. As such, the demand/supply dynamic in 
the region might become a more important factor that bond investors 
take note of, at least over the remainder of the year. 

We here below list out the government bond issuance progress of the 
countries on which official information is available and our ensuing 
thoughts for investors:

Evaluation of EM Asian Government Bond Supply in Q4
By Tim Cheung and Riki Zhang

--- India ---
• The borrowing requirement for 2H FY18 (Oct2017 - Mar2018) at 
INR2.1tn is in line with the full year fiscal deficit target of 3.2% of GDP.  For 
3Q FY18 (Oct2017 - Dec2017) the gross borrowing requirement is at 
INR1.7tn, down 10.5% from 2Q. If seasonality is taken into account, bond 
supply is estimated to ease off by around 13% q/q.
• The supply outlook seems good, but borrowing requirements might 
be pushed upwards later in the fiscal year because growth weakness will 
probably increase the potential for an expansion of fiscal spending.

--- Thailand ---
• Gross bond issuance of THB580bn is targeted for FY2018 (Oct2017 -
Sep2018), vs THB536bn in FY17. Don't forget actual bond issuance in FY17 
was lower than the initial budget estimate of THB550bn. We might see this 

happen again in FY2018 given the very slow progress of government 
investment spending. 
• For the Oct-Dec quarter of FY2018, THB142bn is scheduled for 
issuance, exceeding the THB132bn in the previous quarter and 
THB115bn a year ago. Despite this, bond demand is expected to 
remain robust as the banking system liquidity is substantial. A 
relatively steep yield curve as a result of reduced supply of Treasury 
bills and ample liquidity is likely to attract investors to the belly or 
long-end of the yield curve.

--- Korea ---
• Debt supply pressure over the past years has tended to peak 
in Q2-Q3 and then ease in Q4. FY2017 (Jan2017 - Dec2017) should 
not be an exception. Compared to last quarter, Korean Treasury 
Bond (KTB) issuance is likely to see supply down 17% in this quarter. 
• Foreign investors switched out of the front-end into the long-
end of the curve in September. This trend is likely to continue in Q4. 
As a result, there is a good chance that we will see a flatter yield 
curve over the rest of the year.

--- Malaysia ---
• Debt supply has tended to peak in Q4 in recent years. This 
fiscal year (Jan2017-Dec2017) should be no different. Supply from 
Malaysian Government Securities (MGS) and Government 
Investment Issues (GII) are estimated to rise by around 9% q/q. The 
increase is likely to be driven by a bias for longer tenor MGS 
auctions in Q4. MGS are expected to account for 69% of the total 
issuance in Q4 vs 55% in Q3. 
• Overall, the supply picture remains friendly given the 
government's commitment to fiscal discipline. However, in light of 
the gradual but consistent reduction in Malaysia's weight in some 
major fixed income indices, we doubt that the friendly bond supply 
picture can spur demand for the papers.

Back to Index Page



Title

17

THE CONTEXT

By Nethelie Wong, Chief Analyst, Asia Credit

Market Highlights

The Formosa bond market in Taiwan bounced back from a slow 
second quarter and stayed very stable throughout the entire third 
quarter of 2017 as market players became accustomed to the new 
regulations launched in May, while yield chasers kept the market 
going. 

In Q3, total issuance of slightly below US$10bn, specifically 
US$9.969bn from 31 deals (all currencies), was printed over the 
period. This represented a 69% jump quarter-on-quarter, from 
US$5.902bn (all currencies) in 2Q 2017 – with the latter being the 
lowest volume quarter since the opening up of the Formosa 
market in 2Q 2014.   

Formosa issuance YTD totals US$35.376bn equivalent and bankers 
expect the Formosa market this year to come in not too far off last 
year’s total issuance of US$48bn, given the steady demand from 
the local insurance sector and assuming no surprise in the 
regulatory environment and in the global markets. 

Formosa Bond Issuance Rebounds in Q3

Among the 31 US$ deals priced in 3Q 2017, 24 (US$7.259bn or 
72.82%) of them were 30-year deals and the others were five 5-year, 
one 10-year and one 33-year deals, again reflecting heavy 
concentration at the long-end, as in the past. This compares to 
74.09% in 30-year, 6.32% in 20-year and 3.94% in 5-year of the US$ 
Formosa issuance in 2016, and 96.12% in 30-year, 2.26% in 20-year 
and 1.62% in 5-year in 2015.

Continued p18

2005-
2012 2014 2015 2016 1Q 2017 2Q 2017 3Q 2017 

USD 
(bln) 1.11 18.288 29.051 48.115

5 (*) 18.906 (*) 5.862 (*) 9.969 (*)

No. of 
Deals 50 105 159 (*) 48 (*) 24 (*) 31 (*)

(*) A$, CNH, NZD and ZAR deals are not included in the USD issuance total.

Tenors
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In terms of call options, only three deals (US$260m) have calls 
exercisable within the first five years versus 23 deals (US$7.359bn) 
callable after at least 5 years, in addition to five bullet deals totalling 
US$2.35bn. According to new regulations effective from May, 
insurance companies are not allowed to buy Formosa bonds with 
call options below five years. So, the three deals with short calls 
were not targeting insurance companies but banks and non-
insurance fund managers, according to bankers.

Transactions

All of the Formosa deals settled in 3Q 2017 were denominated in 
the US dollar.  

So far, US$ deals have accounted for 99.89% of the total Formosa 
issuance in 2017. In 2016, the share of US$ bonds was at 97.23% 
while those in CNH had a 2.41% share; compared to 82.99% (US$), 
1.54% (A$) and 15.47% (CNH) respectively in 2015.

Meanwhile, the Asia Pacific G3 market saw US$451bn of issuance in 
the first three quarters of 2017,  in which US$ Formosa bonds 
accounted for a substantial share of 7.839% (vs 10.72% in 2016), 
according to the Informa database.

With the pace of US interest rate hikes having been slower than 
expected since late 2016 (i.e. only two in 2017 YTD ), there have 
been a few chances of exercising call options on bonds and then 
refinancing at low levels. So far, a total of 10 issues for US$1.938bn 
were called in 2017, including five deals in 3Q 2017, versus 
US$7.077bn being called (28 deals) in 2016.

Issuers

Third quarter 2017 saw the emergence of Middle East banks and the 
return of corporate issuers into the Formosa market while US and 
EU banks retained their dominance. 

Formosa Bonds – cont’d

Facing a diplomatic rift with its Arab peers and a S&P downgrade in 
July, Qatar found some friendly investors in Taiwan, where it placed 
US$630m of a 30-year non-call five issue at a juicy IRR of 5% in 
September.

Another ME issuer, ADCB Finance, has become a frequent visitor to 
the Formosa market, with at least one deal in each quarter this year 
so far. In 3Q 2017 alone, it placed two deals in July and September 
respectively, totalling US$540m.

Elsewhere, global corporate issuers started their fundraising sprees 
for 1H 2017, in which Verizon Communications raised US$950m from 
a 33-year callable issue at 5.15% in August. This was followed by 
Intel, which bagged US$640m from a 30-year 4.10% issue a week 
later.

Ground breaking was a US$750m 30-year bullet trade at 5.15% by 
The Comisión Federal de Electricidad (CFELEC), the state-owned 
electric utility of Mexico. This was the first Formosa bond issue from 
a Mexican issuer, as well as the first Formosa from a South American 
corporation.  

Another newcomer was Export-Import Bank of India which printed 
US$400m of 5-year Formosa FRN at 100bp over the 3-month Libor 
via Standard Chartered Bank (Taiwan) as the sole bookrunner and JP 
Morgan and MUFG as the structuring agents in August.

EXIM India’s deal joined Kexim’s US$400m L+80bp deal, ABN AMRO’s 
US$450m L+80bp and KEB Hana Bank’s US$350m L+87.5bp, to bring 
the total floating rate issuance for 3Q 2017 to US$1.6bn.  All of the 
above mentioned FRNs had tenors of five years and unsurprisingly, 
all were targeted to bank investors. 

This is further evidence that global corporate and FIG issuers have 
put the Formosa market on their funding maps for its capacity to 
raise dollars in size at efficient yields. 

Continued p19
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In terms of volume, corporate issuers accounted for 23% and banks at 
77% in 3Q 2017. That compares to 18.7% (US$8.991bn, 5 issuers) in 
the whole year of 2016. 

Senior issues from financial institutions remained the most common 
instruments in the Formosa market in 3Q 2017. Investors continued to 
embrace bank, as well as corporate, paper with BBB+ ratings or above. 

Interestingly, the issuer mix of 3Q 2017 was quite evenly distributed 
among a wide range of borrowers globally.

Formosa Bonds – cont’d

2017 YTD: Total issues called - US$1.938bn (10 deals) none in Feb, 
Apr and May 2017.

Source: Informa Database.

This is an excerpt from IGM Credit Asia’s latest quarterly Formosa 
Bond Report. 
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