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Of the year's major macroeconomic investment themes, 
synchronized global growth has proved the most durable. Going into 
November, EPFR-tracked Global Equity Funds maintained their 
record of posting inflows every week so far. Global Bond Funds, 
meanwhile, have taken in fresh money 43 of the 44 weeks YTD .

With South Africa’s growth prospects waning and debt and deficit 
forecasts all sharply increasing, further rating downgrades later 
this month are a distinct possibility.

• Another Trump reality show comes to an end; Powell in
• Related to that is WIRP probabilities of Fed hikes were viciously 

little changed over the last few weeks

Despite it being a 7-2 result, it was anything but a hawkish BOE. 
Interest rate hikes are usually interpreted as coming from a position 
of strength, but that's not how the market saw this one…

Despite suggestions from some quarters of stretched valuations, the 
European high yield market had a very good month in October, a 
very good month indeed. Not only did the month represent the 
busiest post-crisis for EUR-denominated supply…

Whilst there was an improvement in the fund flow picture for EM 
Asia bond funds in aggregate, a closer look finds that US investors 
made their first net redemption in two months.

This week sees both the RBA and the RBNZ announce their latest 
policy decisions, and while no change in rates is expected from 
either, as usual, the devil will be in the detail of the statements.

Regardless of the generous targeted required reserve ratio cut 
announced at the beginning of October, China government bond 
yields have continued to rise since. 
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Mutual Fund Investors Keep Going Global

The Context

By Cameron Brandt, Director of Research

Of the year's major macroeconomic investment themes, 
synchronized global growth has proved the most durable. 
Going into November, EPFR-tracked Global Equity Funds
maintained their record of posting inflows every week so far 
as year-to-date commitments to the biggest diversified 
Equity Fund group moved north of the $140 billion mark. 
Global Bond Funds, meanwhile, have taken in fresh money 
43 of the 44 weeks YTD while Global Emerging Markets 
(GEM) Equity and Bond Funds have both posted inflows all 
but two weeks so far this year.

With open geopolitical questions hanging over Asia and 
Europe, and economic policymaking in the US still in a state 
of flux, investors remain cautious about taking on direct 
country and even regional exposure. Among Regional Equity 
Fund groups, only Latin America and Europe Regional Equity 
Funds have enjoyed sustained support during the second half 
of 2017. At the country level the reform stories in France, 
India, Brazil, Korea and Argentina continue to attract interest 
but most Country Fund groups have struggled to attract 
consistent inflows.

Overall, the week ending Nov. 1 saw EPFR-tracked Bond 
Funds absorb another $6.9 billion while Equity Funds took in 
$4.9 billion. Investors pulled $15.7 billion out of Money 
Market Funds, with Europe MM Funds recording their 
biggest weekly outflow since late January. Japan Money 
Market Funds, however, continue to defy the predictions of 
their imminent demise that followed the Bank of Japan's 
adoption of negative interest rates in early 2016: those 
tracked by EPFR have now posted inflows for seven straight 
weeks.

DEVELOPED MARKETS EQUITY FUNDS

The week ending Nov. 1 saw EPFR-tracked Developed Markets Equity 
Funds post inflows for the fifth straight week as commitments to 
Global and Japan Equity Funds offset redemptions from Europe and 
US Equity Funds. It was also the fifth week in a row that flows to this 
fund group eclipsed those for Emerging Markets Equity Funds.

Europe Equity Funds experienced outflows for the first time since 
late August as Spain's confrontation with Catalonian separatists 
peaked with the latter's Oct. 27 declaration of independence then 
ebbed as the central government acted decisively to assert its 
authority. Spain Equity Funds did snap their five-week outflow 
streak, with the latest inflow the largest since early May, but most of 
the other major Europe Country Fund groups struggled to attract 
fresh money. France Equity Funds recorded outflows for the first time 
in nine weeks as investors looked ahead to the tougher challenges -
pension and unemployment benefits reform - that new President 
Emmanuel Macron faces in his quest to liberalize the French economy 
while UK Equity Funds saw more money flow out ahead of the Bank 
of England's first interest rate hike in a decade.

Continued p4
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Know the Flows – cont’d

The Context

Flows for US Equity Funds turned negative in late October after three 
consecutive weekly inflows as investors waited for signs of progress on 
tax reform and confirmation of US President Donald Trump's nominee to 
succeed Janet Yellen as head of the US Federal Reserve. During a week 
when funds managed for growth handily outperformed their value 
counterparts across all capitalizations, the only actively managed groups 
to record inflows were Mid and Small Cap Blend Funds.

Japan Equity Funds, meanwhile, posted their biggest inflow since the 
second week of September as yen-denominated flows to domestic ETFs 
rebounded strongly and the country's benchmark Nikkei-225 hit another 
21-year high. Investors are encouraged by Japan's recent GDP growth 
and the latest round of corporate earnings reports. But concerns that 
Abe will use his latest election mandate to pursue old school economic 
policies - a major fiscal stimulus package is anticipated - and a more 
aggressive foreign policy that could bring Japan into conflict with an 
increasingly assertive China continue to weigh on sentiment towards the 
region as a whole: redemptions from Pacific Regional Equity Funds hit 
their highest level since 1Q16.

BOND FUND FLOWS

Another week, another slug of fresh money going into EPFR-tracked 
US, Global, Emerging Markets and Europe Bond Funds despite 
anticipation of a third hike in US interest rates by year's end. At the 
asset class level High Yield Bond Funds saw their current inflow 
streak come to an end, Mortgage Backed Bond Funds post inflows for 
the 10th consecutive week, redemptions from Municipal Bond Funds 
jumped to a 17-week high and Total Return Bond Funds took in over 
$2 billion for the first time in over two years.

It was a different story at this point last year. Redemptions from all 
EPFR-tracked Bond Funds had climbed to an 18-week high in early 
November, with Inflation Protected Bond Funds posting their second 
straight inflow record, as investors waited to see how the impending 
US presidential election would play out and wondered if the Federal 
Reserve was getting dangerously behind the curve on inflation.

This year, the week ending Nov. 1 saw flows into Europe Bond Funds
climb to a 12-week high, with investors focused on the extension of 
the European Central Bank's current quantitative easing (QE) program 
rather than the halving of its monthly purchases. At the country level 
flows had a Scandinavian flavor. Sweden Bond Funds recorded their 
biggest inflow since late May while Norway Bond Funds took in fresh 
money for the sixth week running. At the asset class level, flows in 
Europe Intermediate Term Corporate and Short Term Government 
Bond Funds hit 18- and 27-week highs respectively.

US Intermediate Term Mixed Funds stood out among US Bond Fund
groups, recording their biggest weekly inflow since mid-2Q16 with 
flows broadly distributed among individual funds. Long Term US 
Corporate Bond Funds experienced the heaviest redemptions in cash 
terms and Long Term US Government Bond Funds in flows as a % 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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Steady at the Fed, Sideways in the Market

The Context

By David Ader, Chief Macro Strategist

• Another Trump reality show comes to an end; Powell in
• Related to that is WIRP probabilities of Fed hikes was viciously 

little changed over the last few weeks

First a word from the Department of Redundancy Department; a 
few weeks back I put out a series of charts on the rising Federal 
Deficit and the structure of the bond market.  The idea is that with 
a rising deficit and extending maturity of the Treasury Market 
there will be a ‘forced’ need on behalf of investors, especially 
passive investors, to buy Treasuries to keep pace with changing 
benchmarks.   BBG’s Liz Capo McCormick wrote about this as well 
last week in an article titled “Vanguard, BlackRock Seen as Forced 
Buyers in Fed's Bond Retreat.”

Well, a reader probed me on what the Fed’s taper of its 
purchases meant for the average maturity and so I thought I’d 
spend a moment on that.  First, when the Fed buys stuff it leaves 
the broad indexes which most people look at.  In the days of 
quantitative easing, duration was leaving the ‘float’ because the 
Fed was taking it away.  As tapering got underway to the close of 
the QE program (starting in Dec ’13) the duration the Fed had 
been extracting effectively came back to the market.  The 
tapering of reinvestments to the balance sheet won’t have the 
same dramatic impact since the size of that is smaller and more 
evenly distributed across the curve.  The point is that QE had an 
impact on the average maturity and helps explains the gain to 
the latter in recent years.  It’s not all about that, to be sure, and a 
potential gain in maturity in coming years will impact bond 
benchmarks.

As an aside, the FOMC statement referenced, “growth in 
business fixed investment has picked up in recent quarters.”  
Well, I suppose the glass can be seen as half full, but the pick-up 
comes after a series of negative quarters and remains quite 
subdued compared to other growth cycles.  A more optimistic 
person might say that any tax reform resulting in lower corporate 
taxes and incentives to repatriate overseas profits would spark 
further gains in investment.   I am less sure given the late stage 
of the cycle, but more importantly the potential to use cash and 
profits for buybacks and dividends at the ‘expense’ of less 
corporate bond issuance.  The latter has put corporate 
indebtedness to record levels and it would be prudent to slow 
that if other cash is available to help boost equity valuations.

Continued p6
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Steady at the Fed, Sideways in the Market – cont’d

The Context

The Fed is clearly concerned with tight labor markets leading to 
wage inflation; it surely is their casus belli for hiking.  Well, that 
and a frothy stock market.  A chart idea I ‘borrowed’ from Ed 
Yardeni’s blog underscores the dilemma and the risk to the Fed’s 
efforts.

The Savings Rate was lower from 2005 until then, which shouldn’t 
offer any comfort to today’s weak level because it came at a cost; 
we were simply consuming more than we could afford.  Real 
Disposable Income was comparable growing 0.1% MoM from 
2005-8, but like now hardly the stuff of legends and indeed meek 
by the standards of other expansions.

What you’re seeing is the Labor Differential (Jobs Plentiful Minus 
Jobs Hard to Get) from the Consumer Confidence survey against 
YoY changes to Average Hourly earnings.  Simply, with such 
confidence historically, wage gains were significantly higher.  In 
real terms, AHE is up just 0.7% YoY.  Granted, AHE is creeping up, 
but by no means looks threatening or consistent with a firmer 
hiking cycle than is already priced in.

CHARTS AND THEMATICS

There’s been a lot of big news of late though their strategic impact 
on the market has been limited.  One thing that captures my 
attention and I think is of strategic relevance was the fall in the 
Savings Rate to 3.1%, the slightest level since November 2007.

(NB the Savings rate should rebound at least a little.  That’s because 
auto sales in a given month are priced as if people paid fully vs. took 
out a loan spreading the cost over several months, according to a 
report on MarketWatch.  The drop in the rate in September is the 
flipside of strong auto sales.  Joshua Shapiro, chief economist at 
MFR -- and a classmate of mine at Tufts -- expects the Savings Rate 
to recover as the pace of auto sales recedes.)

I say consuming too much above in the context of not earning 
enough to pay for consumption during those heady days. Rather it 
was borrowing that did us in; borrowing and dipping into savings.  
We know where that led.                              Continued p7
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Steady at the Fed, Sideways in the Market – cont’d

The Context

I suppose we can say that the rising stock market has helped 
fuel sentiment which in turn boosts consumption though not 
necessarily in that order.  Perhaps the gain to Q3’s Employment 
Cost Index which saw wages and salaries up 0.7% is hinting that 
incomes are rallying.

But let’s talk about the wealth effect.   I really don’t doubt that 
we, as a society, look at the stock market and extract some 
degree of confidence when it’s up and all the more so if we 
own stocks (as opposed to, say, pessimistic bond strategists 
who sold too early and share their misery in their work).   
Likewise, the broader measure of real household net worth 
plays into confidence (unless those bond strategists own homes 
in Fairfield County Connecticut) and one would think 
consumption.

In an effort to test this concept out, I pulled charts out to show 
Real PCE YoY overlaid with inflation-adjusted Net Worth for 
three time periods; 1960-80, 1980-2000, and 2000-16.  To be 
perfectly honest, which is to say imperfectly analytical, I’m not 
sure about the statistical correlations with all these.  But what I 
do see is a tight visual correlation from 1960-80, looser from 
1980-2000 and looser still since 2000.  This does not suggest 
there is no wealth effect.  No, rather it says that our spending 
habits are less, hmm, elastic relative to our net worth.  In other 
words, our parents were more sensitive to their overall 
financial shape and adjusted consumption accordingly.   We are 
less so which perhaps explains the use of savings (or Home 
Equity at another time) to fund current consumption at the 
expense of more prudent wealth creation.

Back to Index Page

I can only imagine people who’ve followed my work over the years 
rolling their eyes when I point out that Home Equity Borrowing hit 
well over 9% of DI in those days and is essentially zero today.  (This 
is unequivocally a good thing, by the way, and I won’t try to do my 
usual bit and unveil the cloud in front of the silver lining.)

However.  The however is that while we’re saving less we’re 
spending more per the most recent data on the matter.  In 
September, PCE rose 4.4% YoY and Income was up 3%, i.e. a 
divergence.   Real DI was up 1.2% by comparison, the takeaway 
being that consumption gains are not so coming much from 
income gains; either one has to slide or the other has to improve.  
That the savings rate is falling to support consumption – like we 
saw in the late 1990s and into 2008 – is a reddish flag.

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

https://financialintelligence.informa.com/resources/product-content/ader-steady-at-the-fed-sideways-in-the-market
https://financialintelligence.informa.com/resources/product-content/ader-steady-at-the-fed-sideways-in-the-market
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GBP/USD – Any Consolation Ahead of 1.3000?

By Tony Nyman, Head of G10 FX

Despite it being a 7-2 result, it was anything but a hawkish BOE. 
Interest rate hikes are usually interpreted as coming from a 
position of strength, but that's not how the market saw this 
one amid the downbeat tone.

We mulled through the week whether the rough 1.30/1.35 
range would hold post BOE. That looks to be in danger after the 
MPC highlighted Brexit risk to the outlook and softer inflation 
forecasts, while Fallon's departure this week reminds 
investors/markets that the UK political/governmental situation 
remains problematic to say the least. It could be viewed as in 
crisis still.

We think a sub-1.3000 break is a very real possibility, which could 
open a further run on 1.2850/60 and the 200-dma over coming 
weeks, a line that has not been breached since mid-Apr.

However, looking/clinging to positives (to help keep us above the 
psych mark) we identify:

Fresh Brexit negotiations Nov 9/10 amid signs (only) that the EU and 
UK are trying to strike an agreement. Barnier said last week he's 
ready to speed up negotiations, which followed earlier reports the UK 
demands more frequent Brexit talks to force progress. Merkel has 
also sounded more supportive of UK's May recently, media reports 
suggesting the German Chancellor was furious at (Juncker's?) the 
leaks against her. Continued p9
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GBP/USD – continued

Yield differentials arguably still support - looking out across the 
G10 space the BOE became the third major CB to tighten post 
GFC. After the Fed and BOC, there are not too many of the 
remaining seven that look ready to respond any time soon. 
Arguably, the BOE could hike again sooner (44.6% by Jun 2018) 
than the likes of the ECB, RBNZ (33.7%) etc. will be ready to 
move for a first time.

Meanwhile, from EPFR, we can see that UK focused equities (all 
domiciles) ETFs/mutual funds were net sellers for an eighth 
straight week to the tune of -Usd 118.7mln in the week to Nov 1 
vs -Usd 279.8mln last.

That's a negative eight week run of -Usd 2091.2mln.

UK outflows stand at -Usd 5202.6mln for 2017.

Post Brexit result (Jun 24 2016), these outflows stand at -Usd
11274.6mln, a highest for the period, the series EPFR tells us is the best 
gauge of current investor sentiment towards a country.

That says it all. Mixed hard UK data, all things Brexit uncertainty, a UK 
political/governmental crisis and now a BOE rate hike.

Ahead: After a slowest outflow of the eight week run, we tentatively mull 
whether investors will react positively this week to the dovish BOE and 
encouraging noises from Barnier on talks. At the very least, Gbp is 
cheaper! Can the run end this week?

Back to Index Page
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The Context

European High Yield Hits Highs as Tapering Looms

By Giles Hamblett and Henry Valentine-Purnell 

Despite suggestions from some quarters of stretched valuations, the 
European high yield market had a very good month in October, a very 
good month indeed. 

Not only did the month represent the busiest post-crisis for EUR-
denominated supply from the asset class, but this record volume also 
included the largest ever EUR deal overall, the largest individual EUR 
floating rate note and largest individual EUR fixed tranche transaction 
since 2014. 

And there was certainly no shortage of enthusiasm from investors, as 
reflected by EPFR Global which recorded inflows into EUR-denominated 
HY funds of USD1.037bn equivalent over the month, including a 2017 
record weekly inflow of USD413.335mm in the week ending Nov 1, as 
outlined in the chart top right.

The month was also of note as it included an update on just how the ECB 
will be paring back its bond buying programme which, alongside record 
low default rates, has driven spread tightening and boosted market 
liquidity.

The ECB’s first foray into quantitative easing was back in 2009, but it was 
the enhancements in March 2016, when the programme was expanded 
to include investment grade non-financial corporate bonds, that juiced 
up a high yield market just as it was starting to flag.

While the ECB money did not flow directly into those names below the 
BBB- cut off, it did suppress yields above it while reducing the amount of 
investment grade paper available for the rest of the market to buy.  The 
ECB’s change of tack kick-started a 16-week consecutive run of inflows 
into HY Western Europe funds as displaced money started to look for 
better returns.

And 20 months later, as the central bank prepares to wind down the 
initiative, the impact of this and the consistently high demand for 
yield on the EUR HY corporate market is clear to see.           Cont’d p11
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European HY – continued

Bond-to-loan financings were prevalent in the first half of the year, 
however, since the summer the pendulum has swung with HY bonds 
now on an equal footing to TLBs or even slightly ahead. Meanwhile 
Wind Tre’s innovative call structure of a 6-month non-call followed by 
6 months at 101 has redrawn the battle lines, closing the gap on a 
TLB’s main competitive advantage - its flexibility.

An increase in default rates could of course temper high yield 
volumes, but this appears unlikely given that the ECB’s latest QE 
programme comes with the proviso that the central bank is willing to 
extend or increase as it sees fit, with the bank remaining on standby 
should the gentle tightening prove to be not gentle enough.

Of course, before all that happens there is still two months of full-fat 
QE. And while activity usually dies down towards the end of the year, 
it’s worth mentioning that November issuance has failed to top that 
of October only three times in the last decade.

Back to Index Page

As well as boosting volumes, the ECB money has also seen the average 
issuer rating fall from BB- to B+, while spreads have fallen across all HY 
categories.

So this now begs the question, will this come to an abrupt halt in 
January? To which the answer, we believe, is probably not.

Even when the ECB trims asset purchases from EUR60bn to EUR30bn, 
the heaviest reductions are expected to come in sovereign purchases, 
while the reinvestment of proceeds from existing purchases, which 
could run at EUR1bn a month, will continue for an “extended period of 
time”. 

Given the low-yield environment (ECB announced rates will remain at 
record lows until well after QE ends), refinancing will remain fertile 
ground as non-call protection rolls off (and in some cases, even if it 
doesn’t), while the market is also set to benefit from increased 

demand for buyout-based financing. 
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With South Africa’s growth prospects waning and debt and 
deficit forecasts all sharply increasing, as per the mid-term 
budget, further rating downgrades later this month are a distinct 
possibility.  Moody's has already flagged the budget as credit 
negative as it signals a departure from fiscal consolidation 
efforts. 

The Rand and SAGBs predictably came under severe pressure 
last week, with USD/ZAR climbing in excess of 4% and the 10-
year local currency government bond yield around 55bp at best.  
Both have since staged a partial correction amid a trimming of 
South Africa’s credit risk off post-budget peaks, though the 5 
year CDS is still one of the highest in the EM space, clear of 
180bp.

Attention will be increasingly turning to the 24th November 
assessments from Moody’s and S&P as any downgrade to the 
local currency ratings, in line with Fitch (i.e. one notch below 
junk) will force the country from Citi’s World Government Bond 
Index (WGBI), a global benchmark tracked by over USD3bn 
worldwide.

JPM suggested last week that South Africa’s removal from the 
WGBI could see outflows reach as much as ZAR200bn (or a little 
over USD14bn), which more than eclipses the ZAR5.1bn pulled 
out of local currency debt by foreign investors on the day 
Finance Minister Gigaba delivered the dismal budget.

It would be reasonable to expect sizeable outflows on an exit 
from the WGBI.  How much is open to debate.  Some outflows 
could be partially mitigated by a reallocation of SAGBs from 
investment grade to non-investment grade funds.

Focus Turns to Debt Outflows on Likely South Africa Downgrades
We caution that the markets are not completely pricing in this 
potential scenario and so, all eyes will remain on South African assets 
for any signals of investor nervousness as the end-of-month ratings 
reviews approach.

Interestingly though, when looking at bond fund flows (as tracked by 
EPFR), it would appear appetite for funds with a mandate in South 
Africa improved following the ratings downgrades from S&P and Fitch 
back in April.

Recall, S&P cut South Africa’s foreign currency rating by one notch to 
BB+ and therefore to junk. Fitch then went a step further, allocating a 
BB+ rating to both foreign and local currency debt as the removal of 
well-respected Finance Minister Gordhan knocked confidence in the 
country’s commitment to sound economic policies.

As shown in the below chart, bond funds received net inflows over the 
first two weeks of April, that coincided with the downgrades.  This 
marked a rebound from the net redemptions in the last full week of 
March.  Furthermore, the pace of net inflows increased in the second 
week of April to USD19.4mn, a level last seen at the very beginning of 
this year – and marking the fifth best week ytd.               Continued p13

By Natalie Rivett, Emerging Market Analyst
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This all suggests the rise in SAGB yields 
following these rating downgrades (10-year to 
a near 5-month high) presented an 
opportunity for some.  The reasoning is 
twofold: the global ‘Hunt for Yield’ and buy-
on-dips mentality.  Both look to be a significant 
driving force behind the general resilience of 
SAGBs over the course of the year (see graph) 
and may prove critical once again should 
South Africa suffer further ratings blows later 
this month.

In terms of fund flows, equities could be 
where we see the bigger impact, as was the 
case back in April.  The chart below left shows 
a marked deterioration in sentiment towards 
South Africa Equity Funds with a deepening of 
net outflows in the week that coincided with 
the first rating downgrade, from S&P, sending 
the JSE to circa 15-month lows.  That week 
marked the greatest net outflows (-USD52mn) 
since May 2016 and has yet to be replicated.

South Africa – continued

Back to Index Page
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By Tim Cheung and Riki Zhang

Asia ex-Japan bond funds received +USD230.84mn of flows in the 

week to November 1st after suffering outflows for two straight 

weeks. Whilst there was an improvement in the fund flow picture 

for EM Asia bond funds in aggregate (Chart 1) over the week, a 

closer look at the details finds that US investors in fact made their 

first net redemption in two months after pouring less and less 

money into EM Asia bond funds for four straight weeks (Chart 2). 

This development is very much in line with what we said prior: "In 

our view, US investor inflows into EM Asia bonds will continue to 

decrease because of the US tax reform. If worst comes to worst, 

US investors will soon start to repatriate their money, resulting 

sustained outflows". 

Meanwhile, inflows from European investors also suddenly 

decreased to the lowest level since mid-July (Chart 3). Needless to 

say, the re-emergence of inflows in aggregate, was thus solely 

attributed to EM Asian local investors (Chart 4).           Cont’d p15

Asian Bond Flows: US Investors Repatriating, Locals Contribute
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The above-said flow changes logically explain why hard currency 

EM Asia bond funds, which US/European investors always have 

more preference for, saw a decrease in inflows over the week; 

while local currency ones, which Asian locals more actively 

participate in, returned to the inflow zone.

Looking ahead, we are wary that the improvement in EM Asia 

bond flows, without the support of foreign investors' support, 

will not last long. This could be particularly true for the local 

currency category. 

Chart 5 also shows that many of the local currency EM 

sovereign bonds provided  a negative return in terms of USD in 

October. Among them, Indonesia was the worst under-

performer. This trend was not entirely attributable to negative 

FX influences, as, for example, a number of sectors also 

struggled in local currency terms. Currency impacts on balance 

were far from uniform; with a number of markets, particularly 

the month's top performer (i.e. Peru), actually gaining strongly 

from a weaker USD relative to their home currency.

In our view, the repatriation of US investors might be one of the 

main causes behind the fall of local currency EM Asia sovereigns 

into the under-performer category, in terms of USD returns, in 

October.

Asian Bond Flows – continued

Back to Index Page
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AUD/NZD – A Dual Decision From the Antipodes

By Rachel Bex, Senior FX Analyst

This week sees both the RBA and the RBNZ announce their latest 
policy decisions, and while no change in rates is expected from 
either, as usual, the devil will be in the detail of the statements.

Recall, Australian CPI fell to 1.8% y/y in Q3 - marking another 
nudge below the RBA's 2-3% target and suggesting rates will be 
left firmly on hold at 1.5% (7th). The Melbourne Institute 
inflation gauge out earlier today rose slightly to 2.6% y/y from 
2.5% prior, but with little market impact so far. The CB's 
statement on monetary policy on the 10th now holds more 
weight.

Meanwhile, a concerning miss for Australian retail sales in September -
which marked the weakest three month stretch in seven years - has 
further dampened possibilities for a more hawkish outlook. 

We suspect no RBA hike can realistically be expected throughout 
next year, so with markets still pricing in around a 90% chance of 
such a move by Nov 2018, some re-jigging of expectations may well 
ensue, post-decision.

The RBNZ rate decision (9th) will also see rates unchanged (at 
1.75%), although concerns around imminent reform within the CB 
have been rife following latest political action.                Cont’d p17



Title

17

The Context

AUD/NZD – continued

Back to Index Page

Late October, New Zealand's Labour Party gained the support of 
kingmaker Winston Peters to form the next government. Labour 
favours changing the CB's mandate to include employment, stoking 
the view that local rates will stay low through much of 2018. The Kiwi 
was unceremoniously sold-off as concerns emerged over a growing 
need to keep interest rates down, taking Aud/Nzd up to a 19-month 
high of 1.1291 in response. But many now believe most of this bad 
news has been factored in.

Indeed, substantial shakeups within the RBNZ are unlikely to 
occur anytime soon, and the next interest rate change is still, 
in theory, expected to be up. The market's anticipated timing 
for that move has been pushed back to Nov 2018 (from Sep 
2018), and ING concede that with these hike expectations 
currently priced in for Q3 2018, so a further push back from 
this seems unlikely. Many local banks tend to believe that New 
Zealand's structural fundamentals remain supportive, while 
the high level of the terms of trade also suggests the Nzd may 
now be oversold.

Worth recalling also New Zealand's upbeat Q3 jobs report, 
which saw unemployment fall to an eight-year low of 4.6% in 
the third quarter (vs 4.8% prior). This solid outcome should 
also partially ease concerns of the imminent inclusion of a full-
employment mandate into the RBNZ's targets.

Political risk in NZ is thus being increasingly seen as 
overpriced, and if the RBNZ emerge less-dovish than 
expected, while the RBA fail to appease some tentative 
hawkish predictions circulating the Bank, then Aud/Nzd risks 
falling back through first 1.1020/25 support and the psych 
1.1000, with a fibo beyond there then eyed at 1.0936. 
Downside technical targets then emerge circa 1.0900/1.0825, 
and possibly the 200 dma at 1.0775.

We would recommend selling Aud/Nzd at market, targeting a 
fall to 1.0830, and leaving a stop at 1.1230.
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The Context

By Tim Cheung and Riki Zhang

Background

Regardless of the generous targeted required reserve ratio (RRR) 

cut announced at the beginning of October, China government 

bond yields have continued to rise since the end of the Mid 

Autumn Festival holidays on October 6th. 

The 10-year yield set a fresh year-high 3.930% last week, before 

retreating slightly (chart 1). It is now at 3.869%. We were aware 

that financial deleveraging might resume once the 19th Party 

Congress was over. However, we did not expect the bond market 

to start to price in this scenario as soon as the Congress started 

in mid-October. Despite being less nervous than the cash bond 

market, the IRS curve has also seen a remarkable upwards shift 

over the past two weeks. The 5-year IRS surged by as much as 

20bp in the second half of October and reached 4.05% before 

pulling back slightly (chart 2). 

In short, fear of resumption of regulatory tightening post the 

Party Congress, combined with CBRC chairman Guo Shuqing's

comment on tougher banking regulation during the Party 

Congress, in our view, played the biggest role in sparking the 

recent surge of bond yields and IRS rates.

Cont’d p19
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Upcoming Regulations to watch 

Major forthcoming regulations include asset management 

regulation and inclusion of NCD into interbank liabilities 

effective 1Q18. We expect a unified framework for asset 

management products will be released by the end of this year as 

it was already mentioned in the 2Q Monetary Policy Report and 

2017 Financial Stability Report. 

The draft regulation released in 1Q17 calls for stricter leverage 

ratios, including for structured products, which many entrusted 

investments products still might not meet. 

Given that bond investment makes up as much as 40% of the 

RMB29bn wealth management products (WMP) portfolio on 

average, we are not surprised by the recent selloff in the bonds 

as a result of further leverage reduction by financial institutions 

(chart 3). 

Meanwhile, the inclusion of NCD (Negotiable Certificate of 

Deposit) into the interbank liability category (capped at 33% of 

total bank liability) for the macro prudential assessment test 

starting 1Q18 (for banks over CNY500bn in asset) is also a harsh 

requirement, so some medium-sized banks might need to 

reducing their bond holdings in order to relieve the funding 

pressure.

Upward Pressure on China Bond Yields – cont’d

Our Take

Though both bond yields and IRS are at year highs, we do not think 
it's time to enter the market to buy paper or receive rates. The 
market is probably waiting for the materialization of new financial 
regulations or more clarification on the regulatory stance before 
releasing the last bit of fear. 

Given the PBOC recently for the first time introduced 63-day 
reverse repos, there is a good chance that year-end funding will be 
less tight this year than in previous years. 

As such, an impressive rebound of bond prices is likely to occur 
only when easier-than-usual year-end liquidity surfaces. Before 
that, both bond yields and IRS rates in China might see further 
upside risk.
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