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With the odds of a third US rate hike this year being priced by the 
market at over 95% and a string of events reminding investors of the 
political risks associated with developing countries, EPFR-tracked 
Emerging Markets Equity and Bond Funds have been searching for 
love in a cold climate recently.

Historically, commodities have typically performed well late in the
cycle. A combination of this, with the kickoff of Fed's balance sheet
unwind and stretched valuations of the bonds, in our view, is
pushing investors to re-allocate their assets.

• Searching for NEW explanations behind recent rally, coming up 
empty.

• when in doubt, blame technicals where oversold sentiment and 
momentum should give chartists credence.

The Brent oil curve is in backwardation.  This provides for positive 
yield on contract roll, in turn creating investment demand for crude 
which supports the short-end.  The fundamentals haven't changed 
that much in a couple of weeks. Yet, the backwardation has become 
deeper.

Copper has rallied more than 20% this year, and could be on track to 
extend this upward trend towards the USD10,000/metric ton mark 
in 2018.

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…
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Know the Flows

The Context

By Cameron Brandt, Director of Research

With the odds of a third US rate hike this year being priced by 
the market at over 95% and a string of events reminding 
investors of the political risks associated with developing 
countries, EPFR-tracked Emerging Markets Equity and Bond 
Funds have been searching for love in a cold climate recently.

Emerging Markets Equity Funds, which averaged inflows of 
$1.9 billion a week during the second and third quarters, have 
seen that average drop to below $1 billion since the beginning 
of 4Q17 and to zero during the three weeks ending November 
8.  The latest flow into Emerging Market Bond Funds, 
meanwhile, was the smallest since they last experienced net 
redemptions during the second week of August.

Diversification, either geographic or across asset classes, 
remains the key to attracting fresh money.  During the first 
week of November Global Equity Funds took in over $4 billion 
for the 11th time in the 45 weeks year-to-date and flows into 
Global Bond Funds climbed to a six-week high while both 
Balanced and Total Return Bond Funds pulled in over $1 
billion.

Overall, the seven days ending November 8 saw a net $6.4 
billion flow into all EPFR-tracked Bond Funds and $25 billion 
into Money Market Funds.  Commitments to Equity Funds
totalled $3.8 billion with Dividend Equity Funds recording their 
second weekly inflow of 4Q17 thanks to the second largest 
flows into Europe Dividend Funds since early 2Q15.

DEVELOPED MARKETS EQUITY FUNDS

EPFR-tracked Developed Markets Equity Funds recorded their sixth 
straight week of inflows during early November despite further outflows 
from US Equity Funds.  Flows into Europe Equity Funds climbed to a 15-
week high, Japan Equity Funds took in over $1 billion for the second week 
in a row and year-to-date commitments to Global Equity Funds climbed 
past the $145 billion mark.

Investors looking to Europe continue to buy into the region's broad 
recovery story, but limit their exposure to individual markets.  Flows into 
Europe ex-UK Regional Equity Funds accounted for over 70% of the 
headline number for all Europe Equity Funds. 

Continued 4 
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Know the Flows – cont’d

The Context

BOND FUND FLOWS
The prospect of a third US rate hike next month took some of the shine off 
flows into US and Emerging Markets Bond Funds during the week ending 
Nov. 8. But, overall, EPFR-tracked Bond Funds posted inflows for the 33rd 
straight week with all the major groups by geography attracting fresh 
money.  Flows into Asia Pacific and Europe Bond Funds hit nine- and 13-
week highs respectively.

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

Back to Index Page

Investors still see value in a Spanish market that sold off 
aggressively in the wake of Catalonia's vote for independence 
but the fractious - and so far inconclusive - negotiations 
between the European Union and UK over the terms of the 
latter's exit are weighing on UK Equity Funds which have now 
posted outflows for nine straight weeks.

Foreign currency denominated flows to Japan Equity Funds 
were positive for the sixth straight week in early November as 
the country's benchmark equities index climbed to 22-year 
highs and Prime Minister Shinzo Abe's administration outlined 
its economic goals in the wake of its recent election victory.  
Boosting wages, supporting younger entrants to the workforce 
and expanding access to pre-school are among those goals.

The bulk of the flows into Europe Bond Funds were evenly split between 
Europe Regional and Europe ex-UK Regional Funds with Germany and 
Switzerland Bond Funds faring best among the Europe Country Fund groups. 
At the asset class level, flows favored fund groups with corporate mandates: 
Short Term Europe Corporate Bond Funds recorded their biggest inflow 
since mid-May, Long Term Europe Corporate Bonds Funds since late January. 

https://financialintelligence.informa.com/products-and-services/data-analysis-and-tools/epfr
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There Are Many Factors Behind The Curve

The Context

By David Ader, Chief Macro Strategist

On Wednesday, the Credit Markets column in the WSJ told us 
“Bond Yield is Lowest in Weeks", citing Jerome Powell's 
nomination and the folderol with the GOP over taxes which got a 
hand when we learned the Senate GOP members were mulling 
over a one-year delay in implementation of the corporate tax cut 
amongst other divergences with the House Plan.

Meanwhile, the CBO has been busy. The staff of the Joint 
Committee on Taxation determined that provisions in the 
Chairman's amendment would increase deficits over the 2018-
2027 period by $1.4 trillion (not including the macroeconomic 
effects of enacting the legislation). By the CBO's estimate, 
additional debt service would boost the 10-year increase in 
deficits to $1.7 trillion. CBO's June 2017 baseline projects debt 
held by the public in 2027 will be 91.2 percent of gross domestic 
product. As a result of those higher deficits, debt held by the 
public in that year, under H.R. 1, would be about 6 percent greater, 
reaching 97.1 percent of gross domestic product 
(https://goo.gl/Mr58ab).

Why do I bring all that up? Because not all that much happened 
that gave me new insight into the market's direction. Instead, and 
this is no dis on the Credit Markets column by any means, we're all 
left with pulling old rabbits out of the hat. Surely, Powell and the 
tax back and forth were yesterday's dissatisfying news to offer 
explanation for a rally that started on Oct 27? The answer is, of 
course, yes.

The more prosaic aspect may simply be that chart momentum and 
sentiment moved into oversold territory. That's not tremendously

satisfying, but technicians will nod their heads in ready 
agreement, especially when the economic data has been generally 
quite good. Evidence of that can be had in the Bloomberg and Citi 
Economic Surprise indexes, both of which have lifted to their 
highest levels since May.

This trajectory keeps the Fed in the game which is why WIRP 
probabilities are up to 92.3% for a December move and another 
hike by July is about 67% priced in.  What the gains in the Citi and 
BBG indexes don’t show is, specifically, the inflation impact.  There 
is, however, the Citi Inflation Surprise Index, which, sadly, is only a 
monthly series.  Still, in light of recent data, the October read at -
11.8% is just off the weakest levels for most of the last two years.  
In short, the story comes down to inflation and the Fed’s bent to 
continue hiking into it.

Continued 6 

https://goo.gl/Mr58ab
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There Are Many Factors Behind The Curve … Continued

The Context

CHARTS AND THEMATICS:  The sharply flattening yield curve is an 
everyday talking point amongst those following interest rates.  For 
context, in the space of two weeks, 2s/10s has narrowed just over 
16 bp.  Okay, so what’s going on?  First and foremost, it’s inflation.  
As much as the Fed has talked about its 2% target and transitory 
factors, inflation here and elsewhere is dragging.  EZ CPI topped at 
2% earlier this year but has slid to 1.4%.  And I see measures of core 
Canadian inflation ranging from 1.3% to 0.8% and they just hiked.  
And here in the US we just saw core PCE at 1.3% and headline at 
1.6%; not such a worry.  Need I mention flat Average Hourly 
Earnings in October and up in real terms barely 0.2% YoY?

Back to Index Page

Second, the Fed is hiking and reducing their balance sheet.  
History shows that tightening policy correlates well with both a 
flatter curve and steady-ish to lower long-term rates.  Too, we’ve 
never seen the Fed hiking when inflation has been so tame. 

This latter pair seem to be strategic in nature and are, I think, the 
main story.  Why now, though?  Why so recently?  Well, there is the 
position thing – a squeeze.  There’s also the allocation angle.  The 
S&P 500 has returned 16% YTD.  The Bloomberg Aggregate Bond 
Index has returned 3.5%.  So here we are in November and perhaps 
asset rebalancing is going on, certainly anticipated, and that would 
favor bonds vs. stocks in a balanced portfolio.   Has anyone suggested 
stocks look frothy?   The talk is all there and prudent if gentle 
rebalancing when the longer end of the bond market is in a short-
term oversold condition could have the exaggerated curve impact, all 
things being equal.  For public pensions funds especially, a shift to 
long bonds and locking in equity gains makes sense and is something 
we’ve seen before.

And maybe there’s a bit of skepticism about the tax plan.  This gets 
back to the dreary details ranging from how much the middle class 
will get vs. the rich, how much it might contribute to the deficit, the 
various deductions that might go away or whittled down, and, yes, 
the Democratic win in the recent elections.   Much like Fed Fund 
futures project, a lot has been priced in which leaves less room for 
enthusiasm when the full details are known.  Also, recognize the 
international angle.  The Fed’s Balance Sheet is $4.22 bn, but add the 
ECB, BoE and BoJ together and you have $10.3 trillion and US rates 
are rather more compelling.  

Then, too, the Treasury market may be sniffing out a slowdown but 
forgot to tell the equity market about it.  It’s way too early to suggest 
this is about a recession.  The 2s/10s curve at current levels is more 
consistent with mid cycle levels than an imminent recession. Roughly, 
these sorts of levels precede an inversion by about 18 months.
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The Context

By Marcus Dewsnap, Senior Research Analyst

The Brent oil curve is in backwardation.  This provides for 
positive yield on contract roll, in turn creating investment 
demand for crude which supports the short-end.  The 
fundamentals haven't changed that much in a couple of weeks. 

Yet, the backwardation has become deeper.

There are a bunch of stats which suggest the market is 
overstretched. And all this was before the Saudi Arabian (geo) 
political goings-on which recently took place. This price rise, 
therefore, suggests funds buying the (Riyadh led) fact … hoping 
the rally will continue. Perceived geopolitical risks (which we 
should mention include rising Riyadh-Tehran tensions, but we 
are a long way from armed conflict) tend to induce a sharp price 
rise, in part as potential shorts remain on the side lines for fear 
of being caught out should the rally continue. Buying based on 
technicals (CTAs?) also providing support. This all ignores the 
Mexican onshore discovery (estimate 1.5bn barrels – 350mn 
'proven possible reserves'). There is a high risk the oil rally 
misrepresents the reality of the global physical market – in this 
case indicating that it is too tight.

As mentioned earlier, the fundamentals have not really 
changed. OPEC continues to point out that the production cap 
deal is 'working'. 

Who’s Buying The Oil Market Rally?
Global inventories have indeed fallen from the pre-deal peak and the 5-
year moving average is also converging with the actual level of 
inventories.  However, as we have mentioned before, the laws of 
averages mean that this must occur if actual inventories 
remain above the average

Continued 8 
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Who’s Buying The Oil Market Rally? … Continued

This is not necessarily the same as the physical 
market becoming balanced in the longer-term which 
is probably why there is a push to extend the 
production accord beyond March. What happens 
once inventories and the 5-year average converge at 
a significantly higher level versus history? Much here 
depends on global oil demand growth (some 
edginess after China data showed less oil import 
demand) versus the marginal producer, which is the 
US. The oil curve suggests an average Brent price of 
$60+ for 2018 and under $60 thereafter ($55 is the 
level for WTI). One could combine this with the 
increasing number of US Drilled but Uncompleted 
Wells to suggest a supply increase is more than 
feasible if oil prices remain $60 ($55)-plus which in 
turn will at least cap prices – possibly suppress.

Indeed, the trend is for more US exports to replace 
those (falling) from OPEC members. None of this 
hints at a large fall in global inventories over the 
longer-term - even with the production deal 
extended for years.

US short-end breakeven rates are the more sensitive 
of inflation related products to oil price moves. 
Although there is an obvious directional correlation, 
the 2-year breakeven (1.63%) is far from suggesting 
an outbreak of inflation due to the WTI crude price 
rise … which, once more, makes us wonder about the 
sustainability of this oil jump.

Back to Index Page
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The Context

Further Copper Gains to Boost Chile Fund Flows, Support Clp

by Robert Graystone, Emerging Markets Analyst

Copper has rallied more than 20% this year, and could be on 
track to extend this upward trend towards the 
USD10,000/metric ton mark in 2018.

Copper has benefited from a broad rally in industrial metals this 
year amidst optimism over global growth prospects, and fresh 
potential sources of demand.  For instance, copper (and other 
metals) are used intensively in the production of electric cars 
and other products which require lithium ion batteries. 

Additionally, various disruptions to supply have seen large 
draws from copper inventories, and Goldman Sachs (via Bbg) 
now expect market demand to outstrip supply this year for the 
first time since 2010.

Codelco, the largest copper producer in the world, expects 
consistent deficits in supply going forward, and see a test of 
record highs above USD10,000 per metric ton on the horizon. 

In fact, some traders are said to have bought Dec-2018 call 
options with a strike price at USD10,000 - an outright long here 
would need a ca 45% rally in the underlying or a significant 
pickup in volatility to turn a profit. 

Chile is the world’s largest copper producer, and equity funds 
with a mandate to invest in the Latin American country stand to 
benefit from net inflows on the back of rising copper prices. 

Chilean copper exports rose to an almost 2-year high at 
USD3.227bn in October, representing 54.2% of total exports (by 
value). This pickup is in line with the rally in metals prices, but it is 
worth noting that copper has made up just shy of 50% of exports 
on average over the past two decades

EPFR data indicates that net flows into Chilean Equity Funds are 
particularly vulnerable to price action in copper (see chart below).

Continued 10 
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Further Copper Gains to Boost Chile Fund Flows … Continued

For reference, the chart above indicates how closely Chilean
equity fund flows have followed those into the Global X
Copper Miners ETF.

However, CFTC positioning data indicates that some investors
have seen the recent 3-year high as a cue to take profits, as
net long positioning dropped by almost 5,000 contracts to
47.1k in the last weekly report. This could cast some doubt on
the longevity of this upward trend.

Still, we hold a positive outlook for the Chilean Peso:

The Chilean Peso lags its Mexican & Brazilian counterparts in terms of
1-year spot returns versus the USD, having earned investors just 3.1% in
the last 12 months compared with 3.7% & 4.0% for the BRL & MXN,
respectively. However, a strong rally into year-end could see the CLP
contest the title of best-performing LatAm currency for 2017 as its
counterparts meet stumbling blocks in the form of delayed reform
efforts and NAFTA negotiations.

The CLP is strongly correlated with the price of copper, so our bullish
view on the metal would lead us to favour a short USD/CLP position
targeting the 2017 low at 612.75.

Chilean CPI rebounded to 1.9% y/y in October, with the fastest m/m
growth in more than 2 years (0.6%). Hence, the pressure is off for any
further rate cuts from the BCCh for the time being, and traders are now
pricing in less than a 25bp cut over the next 6 months. This monetary
policy outlook should be CLP supportive.

Back to Index Page
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Asian Bonds Gear Up For a Flow Driven Correction

THE CONTEXT

By Tim Cheung, Riki Zhang

Over the week ending 08 November, Asia ex-Japan bond funds
lost USD 110.57mn in the 3rd weekly outflow in 4 straight
weeks.

The breakdown is given as below:

• Blend Currency: +USD1.91m vs +USD10.33m prior.
• Hard Currency: +USD75.04m vs +USD20.55m prior.
• Local Currency: -USD187.53m vs +USD199.95m prior.
• EM Corporate Asia ex-Japan Bond Funds received 

+USD46.89m, ending 5 weeks of outflows in a row.
• EM Sovereign Asia ex-Japan Bond Funds attracted 

+USD54.40m, ending 2 weeks of inflows in a row.
• EM Mixed Asia ex-Japan Bond Funds received 

+USD78.49m, ending the 15 weeks of inflows in a row.

At the country level:

• India received +USD72.16m, in the 28th straight week of
inflows.

• Thailand lost -USD10.97m after seeing the largest weekly
inflow since late August in the prior week.

• Korea lost -USD18.28m, in the 4th straight week of
outflows.

Continued 12
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Asian Bonds Gear Up For a Flow Driven Correction … Continued

THE CONTEXT

Flow Dynamics

Local investors redeemed their EM Asia bond funds on a net

basis again (chart 1), following a sustained reduction of

foreign investor inflows (chart 2). Although credit spreads in

the region reached new tights in the week ended 8

November, we are afraid that the best time of the year is

already over and the market is gearing up for a flow-driven

correction.

Historically, commodities have typically performed well late in

the cycle. A combination of this, with the kickoff of Fed's

balance sheet unwind and stretched valuations of bonds, in

our view, is pushing investors to re-allocate their assets.

EM Asia bonds are likely to be worse off in this asset re-

allocation. We have to be particularly wary of the stretched

valuations and prefer a relatively defensive position into year

end as supply is likely to remain strong, while a likely year-end

rate hike might drive more outflows in the near-term.

Back to Index Page
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More Financial Deleveraging Being Priced For Down The Road In China

THE CONTEXT

China's 10-year government bond yield reached as high as 3.92%

(new year-high) over the post-Congress days before stabilizing.

Although a sign of topping out has been seen recently, we are

afraid that bond yields have yet to reach their medium-term

peaks, not to mention long-term tops, though they might see a

moderate short-term pullback in the near-term.

In our view, the market is pricing a resumption of financial

deleveraging, which was halted for a while before the 19th Party

Congress. Not long ago, the PBOC injected CNY50bn funds via 63-

day reverse repos to avoid a year-end liquidity crunch. Before

that, at the beginning of October, she announced a very generous

targeted required reserve ratio cut.

Both moves suggest the CB is concerned about a possible

emergence of liquidity tightening. Were it not for a resumption of

financial deleveraging, the PBOC would not have been that

concerned about this said risk.

Financial deleveraging has made some progress so far. Interbank

wealth management products (WMPs) decreased over 1H, while

bank lending to non-bank FIs as well as negotiable certificate of

deposit (NCD) balances also shrank. However, we think the

achievements mainly represent a reining in of leverage growth

and that the stock of financial leverage built up over the past

years has yet to be materially reduced.

By Tim Cheung, Riki Zhang

Chart 1 shows that the interbank repo leverage has decreased only
slightly since the beginning of 2016. Therefore, more deleveraging
efforts have to be made if the central government really wants to
achieve something remarkable. Upcoming regulations targeted for
asset management and related to an inclusion of NCD into interbank
liabilities might create some liquidity shock.

Continued 14 
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More Financial Deleveraging Being Priced For Down The Road In China … Cont’d

THE CONTEXT

In fact, Chart 2 shows that the liquidity premium that smaller FIs have to 
pay on top of the interbank 7-day two repo fixing has been in 30-70bp 
since the beginning of this year - still far higher than a year ago.  Failure 
of the said premium to tighten suggests quite a number of small-sized 
FIs have been experiencing funding stress.

Back to Index Page
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