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EPFR-tracked US Equity Funds posted their third consecutive weekly 
inflow, the longest such run since the first quarter, during the week 
ending October 25 as investors digested the implications of the 
recent election in Japan, China's Communist Party Congress and 
Spain's confrontation with Catalonia. US Bond Funds, meanwhile, 
extended an inflow streak stretching back to mid-March.

Thursday’s 'super' BoE meeting includes the November Quarterly 
Inflation Report (QIR), a perfect, and now customary, platform to 
announce a flagship policy change.

Apropos of nothing, there was an article in the Wall Street Journal 
recently in the Greater New York section on “How to Prepare for 
Disaster.” It was all about survival prepping and bug-out bags and 
the like in the event some major catastrophe…

Some of the smartest people I know believe it is 50% - 50% odds 
now that this year we will get some sort of tax deal lowering 
corporate taxes. The odds are lower for anything more…

Technical analysis, fund flows, positioning, narratives and 
seasonality factors all suggest it is time to buy the USD Index.

Euro corporate issuance tallied EUR7.05bn during the week just 
gone, spanning 10 separate deals and 5 issuers, and marking an 
improvement on the EUR4.975bn notched up the previous week.

EM Asia ex-Japan Equity funds lost USD1156.10mn in the week 
ended October 25th per EPFR data, marking the 3rd largest weekly 
outflow of the year.

India's Finance Ministry recently announced plans to 
recapitalize public sector undertaking (PSU) banks which may 
spark a bear-steepening of the Indian bond yield curve.
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Fund Flows Shift to US as Investors Assess Political Trends
in Asia and Europe

The Context

By Cameron Brandt, Director of Research

EPFR-tracked US Equity Funds posted their third consecutive 
weekly inflow, the longest such run since the first quarter, 
during the week ending October 25 as investors digested the 
implications of the recent election in Japan, China's 
Communist Party Congress and Spain's confrontation with 
Catalonia. US Bond Funds, meanwhile, extended an inflow 
streak stretching back to mid-March while flows to Europe 
Bond Funds remained subdued ahead of the European 
Central Bank's October policy meeting.

In Asia, the week saw Chinese Premier Xi-Jinping consolidate 
his grip on the ruling Communist Party and spell out China's 
ambitions to be a global power with a world class military by 
mid-century and Japanese voters gave Prime Minister Shinzo 
Abe the majority his government needs to loosen post-World 
War II restraints on that country's armed forces. The 
prospect of Japan taking a more aggressive approach 
towards North Korea's missile-backed threats and China's 
territorial claims in the China Sea, allied to uncertainty about 
Xi and Abe's appetite for further economic reforms, weighed 
on fund groups dedicated to the region: Asia ex-Japan, 
China, Korea and Japan Equity Funds all posted outflows.

Overall, investors steered another $8.8 billion into EPFR-
tracked Equity Funds during the seven days ending Oct. 25. 
Bond Funds absorbed $6.8 billion and Money Market Funds
a net $4.6 billion. Flows to Dividend Equity Funds, which hit 
a three month high the previous week, turned negative again 
but Equity Funds with SRI/ESG mandates recorded their 25th

consecutive weekly inflow.

DEVELOPED MARKETS EQUITY FUNDS

Collective flows into EPFR-tracked Developed Markets Equity Funds
during the fourth week of October hit their highest level since mid-3Q17 
as flows into US, Global and Europe Equity Funds offset further 
redemptions from Japan Equity Funds.

US Equity Funds again failed to attract any retail support. But 
institutional commitments, which favored Large Cap Blend Funds , 
ensured that this fund group recorded its third consecutive weekly 
inflow. The current trend, according to EPFR sister company TrimTabs
Investment Research, should be viewed with caution. "Demand for U.S. 
equity ETFs remains high, and the trailing one-month inflow has surged 
past the one-year average, which is negative from a contrarian 
perspective," TrimTabs noted in its latest report. "Another cautionary 
short-term signal is that day traders have turned modestly 
upbeat: leveraged long ETFs added 1.6% of assets during the past week 
while leveraged short ETFs shed 0.4% of assets.“

Europe Equity Funds with geographically diverse mandates continued to 
attract fresh money going into the final week of October. Investors 
remain leery of single country exposure, although Italy Equity Funds
snapped their two-week, $290 million run of outflows. With tensions 
between Spain and the province of Catalonia still running high, Spain 
Equity Funds extended their longest outflow streak since a 19-week run 
ended in early 4Q16.

When it comes to market capitalization, investors have recently shown 
the greatest enthusiasm - in relative terms - for Europe Equity Funds
with small and mid-cap mandates.

Continued p4
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Fund Flows Shift to US – cont’d

The Context

BOND FUND FLOWS

Going into the final days of October EPFR-tracked Bond Funds remain 
firmly on track to set a new full-year inflow record as US, Global, 
Emerging Markets and Europe Bond Funds absorbed more fresh 
money. Retail commitments currently account for 15% of total inflows 
compared to 38% in 2012, the year the existing record was set.

The latest inflows came despite market odds of another US interest 
rate hike in December climbing to over 90% and the ECB spelling out 
its plan for winding down the current quantitative easing program.

The ECB's timetable, which was unveiled after the current reporting 
period for flows, cuts the amount of monthly asset purchases by the 
Eurozone's central bank in half starting in January but extends the 
program until the end of 3Q18. Flows into Europe Bond Funds during 
the week ending Oct. 25 were half their weekly average year-to-date, 
with investors gravitating towards fund groups with exposure to the 
UK. Europe Regional Bond Funds posted their biggest inflow in 11 
weeks while regional funds with ex-UK mandates recorded their 
biggest outflow since mid-September.

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

Back to Index Page

Investors pulled money out of Japan Equity Funds for the fifth 
time in the past six weeks despite the biggest foreign currency 
flows into this fund group since mid-3Q15, when favorable
comparisons between the Bank of Japan's ultra-accommodative 
monetary policy and the US Federal Reserve's tightening bias 
helped Japan Equity Funds attract record setting inflows.

Global Equity Funds, the largest of the diversified Developed 
Markets Equity Fund groups with over $3.8 trillion in AUM, have 
maintained their average allocation to Japan between 10-11% 
since 2Q16. But their current weighting for the US is the lowest 
since 3Q12.

https://financialintelligence.informa.com/products-and-services/data-analysis-and-tools/epfr
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Leaning Bearish on Supply, Base Effects, Positions

The Context

By David Ader, Chief Macro Strategist

• Leaning bearishly, think 2.55-2.63% 10s 
• What’s up with so many survival prepping stories; NYT, WSJ, 

New Yorker, FT?
• Freddie survey shows preference for renting vs. owning.
• The Omen III? – Federal Deficit at 666

Apropos of nothing, there was an article in the Wall Street Journal 
recently in the Greater New York section on “How to Prepare for 
Disaster.” It was all about survival prepping and bug-out bags and 
the like in the event some major catastrophe hits New York though 
the advice offered applies to any urban center.  Or suburban come 
to think of it.

I did a Google search on ‘survival prepping’ and came up with 
about 11,600,000 results in 0.56 seconds. 

I must admit there’s a lot of marketing going on here:  websites 
selling freeze-dried food, first aid kits (even the American Red 
Cross has joined the bandwagon with a ‘Deluxe 3-day Emergency 
Preparedness Kit.’) and blog after blog offering advice.  Heck if you 
dig deep enough you might even find an article by a bond guy who 
spent several days with minimal gear in the wilds of New 
Hampshire in “Survival Taught and Learned” written by one David 
Ader!

There’s a lot of hype in all this and it’s rather a big marketing thing.  
But, too, it says something about our society that creates a multi-
billion industry in things like water filters, gas masks, and the like 
that, in all likelihood, will never be used. (Freeze-dried food does, 
however, last for about 25 years.)  Oh, and the New Yorker wrote 
about the billionaire preppers who cover missile silos to their 
grand retreats or have private jets fueled and ready to fly to their 
escape zones in, for instance, New Zealand.

Other than for fun, why do I mention all this? I think because it’s a 
sign of the times; fear and uncertainty.  Culturally, we had something 
like this with the rise of science fiction in the 40s and 50s due to 
fears of technology (atomic bombs), Russians and that was stylized 
into Godzilla and Invasion of the Body Snatchers.  An FT piece put it 
well; The psychology of prepping rests on this sense of chaos, of 
needing to assert some control - any control - over an unpredictable 
reality. Now preppers have paranoia about things like a solar flare, 
Yellowstone blow up, earthquake, asteroids, comets (natural 
disasters), EMP attack, North Korea, breakdown of society, peak oil, 
pandemic, Steve Bannon.  I’m not sure Steve Bannon is a big one but 
he scares me.  (NB: Business Insider writes, “Doomsday prepper 
supply companies saw a huge sales surge after Trump's election”).

But doesn’t this really reflect how we’ll behave, at least some of us?  
Think about whether these people invest in stocks, or are buying 
other ‘things’?   Granted there aren’t that many of them – the 
internet says 7 mn but I have no idea how they measure that – and 
it’s a US phenomenon.  It’s the insecurity that inspired it, the 
insecurity it creates and the plethora of reality TV shows it’s resulted 
in that is disturbing.   Or if not disturbing, surely noteworthy.  Oh, 
and it all existed before Donald Trump though you can now add 
liberal preppers to the mix.

I know, you’re probably thinking I’ve gone off the deep end, but bear 
in mind I only have the 1-month of freeze dried food stashed away.  
Again, however, think what this says about America and confidence 
in the future.  In the meantime, I’m trying to figure out if it’s a curve 
flattener or steepener.  I’d say steepener, because with an 
apocalypse the Fed would ease, but if there’s no Fed left, I’m not 
sure what influence the front end will bear and if there’s no Fed 
there’s no Treasury and so no one to pay the debt.  Maybe freeze 
dried food isn’t such a bad idea; I like the 25-yr shelf life.

Continued p6
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Leaning Bearish - continued

The Context

Meanwhile, the WSJ alerts us to a Freddie Mac survey outlining 
that an increasing number of folks prefer renting to buying which 
has some serious implications (https://goo.gl/MLG8qV).  First, 
we know that home ownership rates have been edging down for 
a lot of reasons such as: 1) delayed age of marriage, 2) smaller 
families, 3) slow household formation, 4) very slow population 
growth, 5) lifestyle preferences, i.e. stay urban, 6) concentration 
of businesses to urban centers vs. suburbs, and 7) high student-
loan debt.  That’s to name the major ones.

The Freddie survey shows that with a boom in multifamily 
housing, rents have stabilized while homes have risen such that 
76% of the folks in the survey say renting is cheaper.  Older folks 
especially prefer the “convenience and flexibility” of renting and 
avoidance of maintenance costs.  Just a year ago, 65% said 
renting was cheaper.  Interestingly, 82% of baby boomers say 
renting is cheaper, up 11% YoY.  Overall, 17.6% said they didn’t

have enough for a down payment, but that falls to 8.8% for those 
55-64 yrs old and 4.8% for the 65+ cohort. 

Why is this relevant?  Take a look at the chart below.  This looks at 
Homeownership Rate by Age.  You’ll note that the older cohorts 
have the highest rate of ownership.  But if they plan to sell to 
downsize in retirement or, per the survey, opt for rentals, who’s 
going to buy?  Note that the bulk of the net worth of home 
owners is in their house; $185k of equity vs. $231k over median 
net worth, or 81%.  The point is that older folks have most of their 
fortune in their homes, plan or want to rent instead, begging the 
question of who’ll be there to buy their homes?  The implication 
is that single family homes of older people won’t be appreciating 
and if a lot go on the market, then new construction might suffer.  
Put this in the context of the US population growing by a scant 
0.7%.                                                                                Continued p7
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Leaning Bearish - continued

The Context

For a bit more context consider that CPI for Shelter has been 
outpacing other measures.  The chart below illustrates that, 
which is to say that if shelter costs are going to be restrained, 
then we’re left with a rather subdued picture of overall inflation 
at the ex-Shelter levels.

Even without any changes, the CBO projects the budget deficit to 
increase to 5.6% of GDP in 10-years.  For the record, outlays hit a 
high due to increased costs of Social Security, Medicare and 
Medicaid.  We’ll be seeing that again and again in the years 
ahead.

On the immediate horizon is the Treasury Refunding details where 
surely the long end is pondering handling that supply, the 
likelihood of increased issuance in the coming months and maybe 
a word on longer bonds, the ultra longs, on the way.

Is there any wonder the bond market is under pressure as we 
await the outcome of the whole tax thing?  It does have to be 
paid for some way, somehow.  I’ve been on this case for some 
time, surely, and most assuredly not the only one.   In the very 
immediate sense this sort of ‘picture’ raises at least some doubt 
as to efficacy of Trump’s tax aspirations as a plan that will help 
control the already rising deficit.  Other than the politicized 
economic ‘analysis’ – which is not analysis at all, but the stuff of 
pep rallies and campaigns – there is no reason to expect the tax 
plan won’t boost the deficit even further.

With the likes of Corker and Flake saying they won’t seek 
reelection the rift within the GOP widens which makes me think 
that deficit hawks will yet have their say about the plan, which 
means it won’t be as large a tax cut as has been proposed and/or 
some of the corporate tax cuts will be offset by cutting tax breaks 
elsewhere.

Back to Index Page

THEMATICS:   Just about every media outlet reported on the FY 
2017 Federal Budget Deficit which comes in at -$666 bn, or the 
sixth largest in history.  That’s 3.6% of GDP, by the way.  I didn’t 
come across anyone mentioning the Omen-esque ‘666’ 
element but then I suppose people are merely marking this 
achievement in a non-recessionary time as most assuredly the 
deficit is about to expand and that has nothing to do with 
Trump’s “tax reform.”  I put that latter bit in quotes because it 
isn’t so much tax reform per se but rather a stimulus measure 
with some tax reform elements to it.

This is an excerpt from Ader’s Musings. For the full article, please click HERE

https://financialintelligence.informa.com/resources/product-content/ader-leaning-bearish-on-supply-base-effects-positions
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Could Trump Create Mini Recovery That Results in Major Crash
in Stock, Bonds & Real Estate?

The Context

By Charles Biderman, Founder, Informa TrimTabs

Some of the smartest people I know believe it is 50% - 50% odds 
now that this year we will get some sort of tax deal lowering 
corporate taxes. The odds are lower for anything more. For the 
record, I still personally doubt that Donald Trump can get anything 
done requiring legislative action.

However, if a tax deal does happen, that could boost economic 
growth from the roughly 3% GDP growth rate currently to maybe 
4%. As I explain below, faster economic growth, both here and in 
the rest of the developed and developing world will devastate 
stock, bond and real estate prices.

For the record the real time TrimTabs Macroeconomic Index - not 
based upon any government data - has been steadily rising this 
year and just made a record high - which is why I say current 
growth is stronger than the Wall Street consensus.

With a tax cut, why will growth pop from the already higher 
current growth rate? Lower corporate income taxes will do lots

more than just increase after tax earnings by the amount of the tax 
cut. Lower tax rates are likely to increase overall revenues as 
corporate America becomes more profitable and able to compete 
more aggressively on price in global markets.

The main objection to lower corporate taxes is that the Flat Earth 
crowd believes that lower rates will boost the deficit. What the 
small mind types don't get is that total tax collections should be 
unchanged and more likely higher over time. First of all, some of the 
extra income will become greater capital expenditures which 
generates future incomes across the board. Also salaries should rise 
and of course salaries are taxed at a higher net rate than corporate 
taxes.

The biggest objection is that the bulk of tax savings will be paid out 
as dividends and share buybacks. But remember dividends are 
taxable as ordinary income and even if buybacks rise, that creates 
higher future capital gains taxes.                                      Continued p9
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Could Trump Create Mini Recovery That Results in Crash? – cont’d

The Context

Trump, as I have written about many times recently, is indeed 
responsible for the current growth spike regardless of taxes. The 
reduction in regulation and the boost in small business optimism 
since Trump's election has sourced the current pick up from a 2% 
growth rate to 3%. However, the downside of any real economic 
improvement from current levels will be the global cessation of 
money printing with which to buy financial assets. 

All financial assets are trading at or near record highs. Globally 
debt has expanded by over $70 trillion since 2008. Where did that 
money go? Globally, stock market capitalizations are up by at least 
$50 trillion, while bond values are up even more. And real estate 
prices - particularly for income properties - are up many times.

The current global bull market is unrelated to the underlying 
economies. While the global economy has been growing by maybe 
2% per year, financial asset prices have been rising by many times 
that rate. In other words, in reality there has been no connection 
between the underlying economy and prices of financial assets.

While the US Federal Reserve has stopped printing new paper to 
purchase financial assets, both the Japanese Central Bank and 
European Central Bank combined are still creating over US$130 
billion equivalent of new money with which to buy financial assets.

The US is the global economic leader. If US growth picks up to more 
than a 3% pace, so will the rest of the world. If that happens, within 
a few months of that being self-evident, I would expect that all 
money printing to buy assets will cease.

What will happen if interest rates rise across the board, globally?

The current disconnect between economic growth and financial 
assets could also work in the other direction. A 5% US 10-year 
would mean a 50% drop in bond prices. What discount from par will 
Spanish, Italian, Greek and other European debt trade at without 
the ECB buying all? Prices will plunge.

Higher interest rates reduce the value of current cash flow, which 
will drop prices of stocks as well as for income producing properties.

Crashing markets will put the banking system at risk. But I would 
imagine some sort of capital boosting scheme to help bank balance 
sheets survive in the event of a global margin call. As long as the 
global financial system survives, I could foresee decent economic 
growth at the same time as financial asset prices crash. In other 
words, if the global economy can insulate itself from the financial 
price collapse, the global economy could improve while asset prices 
crash.

Back to Index Page
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USD Index – Why the Recovery Could Continue Through Q4 2017
By Jimmy Lee and Marnie Owen

The following factors suggest that it is time to buy the USD Index:
• Technical Analysis: A completed base points higher.
• Fund Flows: Outflows from the PowerShares DB US Dollar Bullish 

Fund ETF (UUP), one of the most liquid vehicles for USD exposure, 
are tapering.

• Positioning: Commitment of Traders Reports point to a net short 
position in the US Dollar.

• Narratives: There has been a shift away from predominantly 
bearish narratives on the US Dollar. 

• Seasonality: Over the past 10 years, seasonality has favored a 
positive last quarter for the USD.

Technical Analysis
The weekly DXY chart in the top right corner of the page illustrates 
that the Usd Index has broken out of an inverse head and shoulders 
base, marking a key low at 91.011 (8 September) near 50% of the 
78.906/103.82 upswing.  This low may mark the completion of the 
latest in a series of cycle lows since 1995 which have lasted 42, 39, 
39, 39, 38, 36 and 40 months respectively. The base breakout 
projects upside towards 97.545, and improving weekly RSI and MACD 
studies suggest there is scope for these gains.

Fund Flows
The chart on the bottom right depicts the PowerShares DB US Dollar 
Bullish Fund ETF (UUP), one of the most liquid ETFs offering exposure 
to the USD. The cumulative net flows shifted into a net negative 
position in mid-March and have been on a downtrend from January 
to July 2017. However, from 26 July 2017, outflows tapered from -
224 million to -117 million, breaking the 7-month trend of increasing 
net cumulative outflows and indicating a trend shift.

Continued p11



Title

11

The Context

US Dollar Recovery - continued

Positioning
The bottom panel of the first chart on the right illustrates how 
the Commitments of Traders (COT) Report shifted from an 
extremely long DXY position at the beginning of 2017 to a net 
short DXY position into the final quarter of 2017. At the same 
time, net long positioning in Eur/Usd (bottom right, bottom 
panel) is at a 6-year high. Given the Common Currency makes up 
over 50% of the DXY Basket,  any shift in sentiment towards 
either currency would leave the US Dollar shorts vulnerable.

Narratives
As 2017 began, the Fed was gearing up its monetary tightening 
cycle with guidance for 3 rate hikes over the course of the year. 
However, a spate of US data showing marginal inflation 
challenged this base case scenario. Conversely, with Eurozone 
economic data that beat expectations, narratives started focusing 
on the ECB becoming less accommodative and a convergence 
view on Fed/ECB monetary policies which weighed on the USD. 

Recently, though, there has been another shift in narratives. In 
August, the odds for a December Fed rate hike were in the low 
35% range. By the September meeting, the odds had adjusted to 
above 50%. Now the odds for a December hike are over 80%.

In response to concerns about inflation, the New York Fed 
launched a new trend inflation measure this year, the Underlying 
Inflation Gauge (UIG – next page, top left chart). This measure is 
said to exhibit greater forecast accuracy than the various core 
inflation measures, and it does point to inflationary pressure. The 
UIG’s September reading is 2.83%, the highest it’s been since 
2007.                                                                                 Continued p12
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The Context

US Dollar Recovery - continued

Seasonality
The seasonal data on the right also points to USD strength for 
the final quarter of the year. (See the top right chart and the 
bottom right table). For the last 3 years, the USD index ended 
the quarter on a higher note than where it was from the 
quarter’s start point at September 30/October 1. Furthermore, 
the table illustrates that 7 out of the last 10 years favors USD 
strength for the last quarter of the year.

Conclusion
Given current positioning, the US Dollar is poised to benefit 
from the positive feedback loop of favourable technical, flows, 
news narratives, and seasonality. This should propel a recovery 
in the into the last quarter of 2017 and possibly into first quarter 
of 2018.

Back to Index Page

Year Start Point-Sept 
30/Oct1

End Point -Dec-
30

Positive/Negative % Returns

% returns
2016 95.46 102.21 6.75 7.0710245

2015 96.35 98.27 1.92 1.9927348

2014 85.94 89.99 4.05 4.7125902

2013 80.22 80 -0.22 -0.274246

2012 79.82 79.68 -0.14 -0.175395

2011 78.55 80.18 1.63 2.0751114

2010 78.72 79.52 0.8 1.0162602

2009 76.65 77.91 1.26 1.6438356

2008 79.45 80.9 1.45 1.8250472

2007 77.9 76.22 -1.68 -2.156611

10 year average returns for last quarter of the year 1.7730352

Last 3years average return for last quarter of the year 4.5921165
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By Alvin Baker, European sovereign fixed income

• Thursday’s Bank of England (BoE) ‘super-meeting’ policy 
verdict could be a watershed

• First Bank Rate hike 10 years – far from a ‘one and done’ 
move until Brexit sorted

The 'super' BoE meeting includes the November Quarterly 
Inflation Report (QIR), a perfect, and now customary, 
platform to announce a flagship policy change.

It will also feature the instantaneous deliberation minutes, 
aka as 'forward guidance', but most of all the verdict will 
probably sanction a lift in Bank Rate by 25 basis points (bps).

Despite lofty market expectations that are over 85% per 
Bloomberg's implied volatility metrics (chart right), the 
decision could be somewhat controversial. Why? Because, 
the country is in the midst of the biggest unknown political 
situation that is Brexit, and it could be the first BoE 
tightening move since Q3 2007, when rates were raised by 
50 bps to 5.75%.

To highlight the 'one and done' market psych, the 2nd (and 
subsequent moves) aren't fully seen until post Q1 2019, with 
just a 25% chance of a 1% Bank Rate this time next year and 
nothing fully priced in until Q3 2019.

Hence, this time round, a lot will be made of a divided, and 
possibly marginal Monetary Policy Committee (MPC) vote.

BoE/UK Insight – a ‘Super Pivotal Meeting’ – Not a One and Done

Continued pxx

Some will also argue that the 25 bps rise will merely reverse the 
2016 rate cut that has served its post shock Brexit referendum 
purpose.

A school of thought that we think more probable is that the rate 
hike, if delivered, could be more than symbolic - the start of the 
process ala the Fed.                                                Continued p14
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For this to gain credence, a unanimous tally is desirable for such a 
policy direction change. However, this looks a tall order given 
recent MPC testimony. Only the week before last, relative 
newcomer, Ramsden, signalled his intention to stand pat, and 
Deputy Governor Cunliffe has also thrown his steady vote hat into 
the ring. Gov Carney should vote with the majority to save a loss 
of his and the Central Bank's credibility. Therefore, the reaction to 
a 6-3 vote, or even a highly unusual 5-4 vote may see relatively 
static yields. Much will depend on how the 'hike' is sold, therefore 
the minutes' guidance and the inflation report will be 
instrumental in determining follow-up moves.

BoE/UK Insight – a ‘Super Pivotal Meeting cont’d

Back to Index Page

The forward rates strip/curve points to 'a one and done' move 
until Q3 2019 - which we think is far too complacent. The BoE 
has history of following up in 'normal times', and again we're 
back to square one, with Brexit.

Any positive news on a transitional EU deal would change this 
dynamic for sure, and for the BoE and market it could catch 
many wrong-footed, positioned for a solitary move. While the 
rates seen pre-GFC (crisis) won't be seen, the directional pull 
via the Bank Rate will be an unknown quantity. All said and 
done, the 10-year Gilt yield sub-2% looks inconsistent with the 
Bank rate on the move with inflation above target.
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By Matthew Barrett, Credit Europe

• Borrowers rush in ahead of ECB
• Sentiment metrics remain positive

Euro corporate issuance tallied EUR7.05bn during the week just 
gone, spanning 10 separate deals and 5 issuers, and marking an 
improvement on the EUR4.975bn notched up the previous 
week.

All the supply came in the first two days of the week as issuers 
front-loaded ahead of Thursday's widely anticipated ECB 
meeting where the 'dovish' outcome was in line with consensus 
expectations.

Euro Corporate Supply Front-Loaded

Investment Grade euro corporate supply was spearheaded by 
US issuers Procter & Gamble and Verizon Communications 
which brought EUR1bn two-part and EUR3.5bn three-part 
transactions respectively, with the latter also printing a 
GBP1bn 19yr tranche as part of its jumbo liability 
management exercise.

And overall it was another encouraging week as cash-rich 
yield-hungry investors continued to pump money into the 
asset class. This was reflected by Danone's debut EUR1.25bn 
perp non-call 5.6yr hybrid which attracted blowout demand 
of circa EUR7bn, in turn allowing the borrower to ramp in 
pricing by a significant 50bps during execution to a final 1.75% 
yield.

The senior unsecured paper on offer was also well received 
overall although there was one outlier, namely 2i Rete Gas' 
EUR550m 10yr line which was met with a more lukewarm 
response. The deal landed at m/s +70 on the back of books 
over EUR750m, after the borrower tightened pricing just 5bps 
from IPTs. It would be unfair to suggest that this outcome 
offers a fair reflection of broader sentiment however with 
demand not helped by a recent run of 10yr euro paper from 
other Italian utilities (IREN SpA, Snam SpA and A2A SpA) 
coupled with what was deemed to be a more aggressive 
pricing strategy undertaken by 2i Rete Gas in comparison (the 
NIC at IPTs was just 15bps compared to 20-31bps for its 
peers).

Continued p16
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Indeed, the aggregate primary market data points which 
Informa Financial Intelligence (IFI) track closely week-on-week 
as barometers to gauge investor sentiment towards the asset 
class still paint a rather rosy picture for the euro IG corporate 
bond market moving forward. Before we run through the 
averages, note that we have excluded the Danone trade from 
calculations due to it being a hybrid and also the taps from 
Mercialys and Engie which totalled a combined EUR250m. 
Moreover, no book sizes were communicated on the 
aforementioned Verizon and P&G transactions due to their SEC-
registered status meaning that demand for those trades is not 
included in some calculations. 

That said, a more useful yardstick to determine the success of 
the week's transactions is the average spread compression 
during execution (from IPTs to re-offer) across the 7 senior 
unsecured deals. This stood at 17.14bps, although this number 
jumps to an average 19.17bps when excluding 2i Rete Gas. 

Whilst average spread compression remained high this did not 
stop the NICs paid by the latest batch of issuers creeping up to 
6.76bps, compared to a negative 2.375bps the week before, 
although still remaining low by historical standards. 

Also offering encouragement to any corporates that may be 
planning to access the market near-term is the consistently 
bullish secondary market performance of deals, where with the 
exception of the 2i Rete Gas deal which is bid 3bps wide of re-
offer, all the week's trades are bid inside where they priced as of 
Friday morning. 

Euro Corporate Supply - continued

Looking more broadly, the IG euro corporate market also tightened 
as reflected by the iBoxx EUR Non-Financials index which closed 
Thursday (26th October) at a spread of Bunds +96.84 compared to 
+98.41 a week earlier. 

Finally, latest fund flow data from EPFR Global also reinforces the 
reasons to remain optimistic towards euro IG credit, where for the 
week ending 25th October investors put money into euro IG funds 
for a 21st straight week. The pace of inflows also accelerated to an 
equivalent $531.309m from $197.422m the previous week, to bring 
year-to-date flows up to $41,032.362m, with 41 of the 43 weeks 
recording net inflows.

Back to Index Page
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By Tim Cheung and Riki Zhang

Asian Equity Fund Flows Pricing in Fed Risk

EM Asia ex-Japan Equity funds lost -USD1156.10mn in the 

week ended October 25th per EPFR data to mark the 3rd 

largest weekly outflow of the year, behind weeks registered in 

mid-August and early-January

A 0.76% fall in the MSCI AC Asia ex-Japan Index accompanied 

the deterioration in the fund flow picture. 

All Investor flows from EM Asian ex-Japan equities posted 

their highest net outflow in  H2 2017 (chart 1), of which a 

closer glance showed this to be mainly due to escalated 

selling pressure from Asia-based investors (chart 2) and 

decreased appetite of US investors for EM Asian equities 

(chart 3). Continued p18
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Asian Equity Fund Flows - continued

Though global mutual funds (USD1.1tn AUM) are still more than 

500bp underweight the Asia Pac ex-Japan region (chart 4) and 

China exposure for global, GEM and Asia-dedicated funds is also 

near 10-year lows (chart 5), we doubt both the situations will see 

an improvement anytime soon, due to investors' appetite for EM 

assets obviously becoming hurt by an unexpected turn of 

(positive) developments in the United States.
Continued p19
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Asian Equity Fund Flows - continued

Trump personally might prefer Jerome Powell rather than John 

Taylor if he would like the Fed to sustain the current dovish 

policy approach. Nevertheless, we cannot be certain of any of 

this.

While continued strong growth should lead to higher US rates 

into year end, we have little doubt that the investor community 

would associate a possible appointment of Taylor as the new 

Chairman at the Fed with a hawkish Fed policy regime shift. The 

essence of a hawkish regime shift would be a reinforced 

willingness to raise the  Fed Funds rate (and keep it high) for the 

purpose of containing the risks of inflation and speculative 

bubbles.

Definitely, a Taylor appointment for the chair would matter, but 

we think Powell remains much more likely if Yellen fails to win a 

second term from Trump. However, even here, relief from a 

Powell nomination may prove short-lived, especially if Taylor 

should fill the vice chair role. We therefore remain of the belief 

that US rates should reprice into year end, even though we have 

seen a substantial move already.

In the eyes of much of the investor community, the last major 

shift in rates took place in May 2013. That was when the then 

Fed Chair Bernanke suggested the Fed was preparing to scale 

down its QE program, leading to a spike in UST yields. The 

episode is widely known as the "taper tantrum" because of the 

damage it caused to risk markets, especially in the EM world.

Back to Index Page

Topping the underlying data flow of late has been US tax reform, 
which has advanced faster than originally anticipated, even though 
the heavy lifting remains ahead of us. The choice of the Fed chair has 
added to uncertainty, even though we see this as more of a side 
show.

Recall US President Trump said the following in mid-April: "I do like a 
low-interest rate policy, I must be honest with you...as soon as rates 
go up, your stock market is going to go way down, most likely, or 
possibly".  We suspect that these considerations will help Trump 
make up his mind when he selects the person who will run the Fed 
when Janet Yellen's current term expires in February. The latest flow 
of news out of the White House suggests that front-runners are 
Jerome Powell and John Taylor.
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By Tim Cheung and Riki Zhang

India's Finance Ministry (FM) recently announced plans to 
recapitalize public sector undertaking (PSU) banks by 
INR1350bn/USD20.8bn of recapitalization (recap) bonds and 
INR760bn/USD11.7bn through budgetary support plus market 
funding over the current (FY 2018) and next fiscal year (FY 
2019). All of these are in addition to the INR76bn recap plan 
already in place.

The recap scale proved larger than expected, reflecting the 
government's determination to improve the banks' capital 
ratios. The Finance Ministry stated that whether the recap 
bonds will be included in the deficit is subject to the nature of 
issuance. 

Indian Bond Yield Curve to Steepen on Recap Plan

Though an issuance of recap bonds could increase the 

debt/GDP ratio, investors and rating agencies might do well 

to cast an eye on the longer term positive impact of the 

plan rather than the short-term deterioration of the credit 

outlook. 

Assuming India’s Finance  Ministry repeats the 1990's 

approach, the recap bonds would be issued as non-

marketable fixed coupon securities and the banks would 

convert the excess liquidity into capital to repair their 

broken balance sheets. Once growth recovers, the 

government would allow these recap bonds to be converted 

into marketable securities. Continued p21

Chart 1 shows the roadmap of the recap programme
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At this stage, we tend to believe the whole recap plan will be 
deficit-neutral. As such, it should not be very negative for 
the Indian government bond market. However, we expect 
bond yields to rise moderately anyway (chart 2), due to the 
issuance of recap bonds diverting some demand away from 
government securities. 

Indian Bond Yield Curve - continued

Otherwise, as far as the yield curve shape is concerned, we 
expect a moderate bear-steepening (chart 3) for the near term 
due to the fact that the recap bonds are likely to be of a longer 
maturity.

Back to Index Page
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