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Overall, the week ending November 22 saw EPFR-tracked Equity
Funds absorb a net $8.7 billion and Money Market Funds $22 billion
while Bond Funds bounced back from their first outflow since the
first quarter to record their biggest inflow in seven weeks.

The relationship between between Front-month and the Russian 
Rouble is back in the spotlight as the former extends its rally 
ahead of the November 30 OPEC meeting.

The US is back in full swing post-Thanksgiving bringing with it Jay
Powell’s confirmation hearing, in front of the Senate Banking
Committee (Tuesday), for the next Federal Reserve Chief. He has a
challenging time ahead of him.

Sell into any near-term corrective widening towards 66 for an
extension of long-term narrowing targeting key clustered support at
40. Place a protective stop above former key support-turned-
resistance at 74.

The move to chop exports to the US is evidence of Riyadh’s greater
understanding of the international oil pricing framework. We noted
several months ago that Riyadh needed to wise-up to this to stand a
chance of attaining its goal.

Concerns that the US/Turkey relationship will deteriorate further

ahead of the upcoming trial of Turkish businessman Reza Zarrab,

mixed with President Erdogan once again turning on the central

bank, have been the driving factors behind the Lira’s slide of late.

What are other markets seeing in terms of the Yen? Is there a 
move towards paring shorts before 2017 is out?

From a risk-reward perspective, buying CGB and paying IRS should 
be a good trade for now.

The BoK's decision to leave the policy rate unchanged but send 
another hawkish message at the November MPC will result in IRS 
curve bull-steepening
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Know the Flows

THE CONTEXT

By Cameron Brandt, Director of Research

Investors gave thanks for cheaper entry points ahead of the
US Thanksgiving holiday, with flows into Emerging Markets
Equity and Bond Funds rebounding to five and six-week
highs respectively and Europe Bond Funds enjoying their
best week in over three months. Overall, the week ending
November 22 saw EPFR-tracked Equity Funds absorb a net
$8.7 billion and Money Market Funds $22 billion while Bond
Funds bounced back from their first outflow since the first
quarter to record their biggest inflow in seven weeks.

Investors continued to keep their distance from riskier fixed
income asset classes that could react badly to the US interest
rate hike that markets have penciled in for next month. High
Yield Bond and Bank Loan Bond Funds both posted their
fourth consecutive outflow, redemptions from Dividend
Equity Funds hit levels last seen during the second week of
August and Europe Equity Funds saw more money flow out
as investors shied away from exposure to most of the
continent's major markets.

With six weeks of 2017 remaining, US Bond Funds have been
by far the biggest money magnets in cash terms year-to-
date, with net inflows currently north of $370 billion, while
Argentina Equity Funds lead the way in flows as a % of AUM
terms.

Continued p4
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Know the Flows – cont’d

THE CONTEXT

Looking ahead, "We're heading into the period when funds going
ex-dividend can throw a wrinkle in the weekly flow numbers,"
notes Ian Wilson, EPFR's Director of Data. "The dividends paid out
to clients are recorded as an outflow, but most are usually re-
invested which shows up as an inflow. If the dividends are paid
close to the end of the reporting period you can get big outflows
one week, then big inflows the next that have nothing to do with
investor sentiment."

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

Developed Markets Equity Funds

The third week of November saw EPFR-tracked Developed Markets
Equity Funds post their eighth consecutive inflow on the back of
solid commitments into Global and Japan Equity Funds.

Year-to-date, Developed Markets Equity ETFs have collectively
absorbed some $350 billion and narrowly outperformed their actively
managed counterparts which have experienced net redemptions of
over $130 billion.

Despite the new record highs posted by benchmark US equity
indexes, net flows into US Equity Funds came in at only $1.3 billion as
retail redemptions hit a 17-week high. Large and Small Cap Blend
Funds attracted the largest amounts of fresh money while Small Cap
Growth Funds were the only sub-group among actively managed
funds to record inflows. The latest sector allocations data shows US
Equity Fund managers continue to increase their exposure to the
technology and financial sectors at the expense of consumer and
industrial plays.

The struggle in Germany to form a working coalition government, the
problems the UK's planned departure from the EU is causing Ireland,
the prospect of another Italian election in 1H18 and the recent
tightening of monetary policy in the US, China, the UK and Eurozone
kept the pressure on Europe Equity Funds, especially at the country
level. Redemptions from Greece Equity Funds climbed to a 10-week
high and France Equity Funds posted their biggest outflow since the
first week of May.

Italy Equity Funds recorded outflows for the fourth straight week,
their longest run since June. Although Italy's economy is showing
signs of recovery, recent employment gains have been heavily biased
towards temporary contracts and youth unemployment remains near
record highs. That, allied to immigration from North Africa and the
Middle East, makes it hard to discount the chances of Italy's populist
parties in the election which must be held by May 20.

Continued p5

https://financialintelligence.informa.com/products-and-services/data-analysis-and-tools/epfr
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Know the Flows – cont’d

THE CONTEXT

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

Commitments to Municipal Bond Funds, meanwhile, climbed to a 13-
week high, Mortgage Backed Bonds extended an inflow streak
stretching back to late August and Inflation Protected Bond Funds
posted their biggest inflow in over a year despite subdued price
growth in the US, Europe and Japan.

Europe Bond Funds with regional mandates accounted for the bulk of
the inflows recorded during the third week of November, with
investment grade corporate debt the preferred asset class. At the
country level flows into Switzerland Bond Funds did climb to a 43-
week high and UK Bond Funds recorded inflows for the 16th time in
the past 20 weeks.

Helped by flows into Local Currency Bond Funds that hit a six-week
high, Emerging Markets Bond Fund flows overall bounced back from
their first outflow since mid-August. Flows favored funds with
sovereign, diversified and short-term mandates, with India and
Colombia Bond Funds the only EM Country Bond Fund groups to
record inflows of more than $40 million.

Among US Bond Fund groups only US Bank Loan and High Yield Bond
Funds posted outflows ahead of the Thanksgiving holiday.
Intermediate Term Mixed Funds recorded the week's biggest inflow
in cash terms and Long Term Mixed Funds in flows as a % of AUM
terms.

Some safe-haven demand for Australian debt, with flows into
Australia Bond Funds hitting a 43-week high, helped Asia Pacific
Bond Funds record their biggest collective inflow since the first week
of the year.

Bond Fund Flows

A week after a run of inflows stretching back to mid-March came to an
end, flows into EPFR Global-tracked Bond Funds bounced back as
commitments to Asia Pacific Bond Funds climbed to 45-week high, US
Bond Funds absorbed over $4 billion and Europe Bond Funds chalked up
their biggest inflow since early August.

At the asset class level, High Yield Bond Funds again experienced
significant redemptions -- although daily data showed outflows
moderating -- and Bank Loan Funds posted outflows for the 12th time in
the past 15 weeks.

Back to Index Page

https://financialintelligence.informa.com/products-and-services/data-analysis-and-tools/epfr
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How Much Power For Powell?

THE CONTEXT

By Marcus Dewsnap, Senior Research Analyst

The US will be back in full swing post-Thanksgiving bringing with it
Jay Powell’s confirmation hearing, in front of the Senate Banking
Committee (Tuesday), for the next Federal Reserve Chief. He has a
challenging time ahead of him, neatly summarized by Danielle
DiMartino Booth of Money Strong.

It goes without saying that Jay Powell, a man I optimistically call,
“A Quiet Leader,” has his hands full. Reclaiming independence and
vanquishing failed policies will not be easy tasks. As for
conventional policy, the markets are pricing in a 60 percent
probability that that the fed funds rate will be at 2% by March,
even as the yield curve flattens to such an extent that a half a
percentage point of tightening could suffice to invert the curve. A
narrow needle to thread indeed.

A few items to pick-up on here. Firstly, the flattening yield curve
has received much attention this week (see page 8 for Technical
Analysis). Theory tells us that as the curve becomes flatter,
economic growth should slow and inversion is a harbinger of
recession.

The theory is based on central banks controlling the short-end via
interest rate policy; cut to boost growth thereby steepening the
curve which brings with it expectations of faster inflation and a
need to compensate for the latter. The opposite (flattening)
occurs with rate hikes i.e. the short-end yield rises relative to the
long-end which also rises. However, the theory is somewhat
punctured by:

Continued p7

1. Central banks have more tools to use. Tightening quantitative
policy for instance to slow economic growth may also steepen the
yield curve without using interest rates.

2. Inflation is no longer the dominant element of a yield as it was in
say pre-Volcker 1970s.

3. Regulatory and QE induces investors to buy bonds because they
need to – nothing to do with economic expectations. Loosening
regulation eases financial conditions, increasing expectations of
economic growth – so might steepen the curve initially, but in
combination with other policies, e.g. hiking short-term rates to
offset, could have a flattening or neutral impact.
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How Much Power For Powell? – cont’d

THE CONTEXT

Secondly, who exactly will Mr. Powell be leading? From February four
governor posts will be up for grabs. Previous on behalf of the current
Government Administration does not suggest a speedy confirmation
process which will leave the regional presidents in the majority. UBS’
Paul Donovan points out, these are the traditional dissenters. This
creates uncertainty about the policy outlook. Assuming there is a rate
hike at the December FOMC, Bloomberg WIRP currently attributes just
over 50% for 2-hikes in 2018 which would take Fed Funds to 1.75-2%
range.

The September ‘dot plot’ indicated 2.8% as the median Terminal Funds
Rate. If inflation doesn’t show a sustainable pick-up to nearer 2% y/y,
the market will begin to doubt a just under 3% Terminal Funds even
more than it does now. And the current Fed Chair’s recent speech
indicating she is harbouring significant concerns about the ‘transitory’
nature of lowflation is going to feed this fear.

This all leaves Mr Powell needing some deft negotiating skills to form a
consensus. Or possibly, he will shift from following Ms Yellen’s rate
path and current Fed modelling. Price-level targeting, nominal GDP
targeting, Taylor Rules? (latter, mechanical method not necessarily the
best way to go whilst such structural change is underway). It will also
be interesting to hear his take on the balance sheet path already laid
out.

The most likely scenario is he will not rock the boat … at least not yet
anyway.

Meanwhile, the Senate is expected to vote on its version of the Tax Bill
by the end of the week … and the debt ceiling shenanigans are upon us
again in the lead-up to December 8 when the current continuing
resolution expires.

The tax debate leads us to this WSJ piece (HERE). The article explains
corporates have had the ability to invest for some time. The most
important input into company investment decisions is demand for
products. If demand picks-up, as it is, investment is more likely to
increase. This shouldn’t be rocket science, but seems to have been lost
in the noise (politicking) of the ‘debate’. The chart above indicates core-
durable shipments, a proxy for capital spending, continues to perform
well … and we doubt this has anything to do with a possible tax cut.

Back to Index Page

https://www.wsj.com/articles/who-needs-a-tax-cut-companies-are-spending-anyway-1511370560


Title

8

The Context

US 2v10Yr Yield Spread – Awaits extended narrowing targeting 40

Technical Analysis by Ed Blake

Back to Index Page

• Extends long term narrowing through
major support at 73/74 to post new ten
year lows

• Deteriorating daily-monthly studies
suggest a downtrend extension through
52 targeting major support at 40.

• This marks the intersection of twin
Fibonacci projections and a 17½ year
rising trendline

• Sustained narrowing would then expose
higher lows from Q3 2007 at 35 and 27.

• Former key support between 73/74
reverts to resistance and in the unlikely
event of an upside break, near term
widening would be capped by clustered
resistance between 81-88.

STRATEGY SUMMARY

Sell into any near term corrective widening
towards 66 for an extension of long term
narrowing targeting key clustered support at
40. Place a protective stop above former key
support-turned-resistance at 74.

IFI Research’s global team of Technical Analysts constantly look for interesting patterns in prevailing price action of a broad range of 

currency pairs, fixed income and commodity products.  We will highlight the most compelling on these pages.  For information on the full 

spectrum covered, please contact your Account Manager.

Resistance Levels 

R5 93 16 August 2017 lower high and a 47 month falling trendline 
R4 88 6 October 2017 lower high, near 25 October 2016 lower high at 86 
R3 81 4 month falling trendline 
R2 74 10 November 2017 high/18 October 2017 former low, near 11 July 2016 low at 73 
R1 66 9 November 2017 former low 

Support Levels 

S1 52 31 October/1 November 2007 lows, near .764 projection of 137/77 off 100 at 54 
S2 40 17½ year rising trendline, equality of 137/77 off 100 and .5 projection of 267/73 off 137 
S3 35 18 September 2007 higher low 
S4 27 27 August 2007 higher low 
S5 16 3 August 2007 higher low, near .618 projection of 267/73 off 137 at 17 
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Market Positioning Tells OPEC Not To Disappoint

THE CONTEXT

By Marcus Dewsnap, Senior Research Analyst

A few weeks ago, SAUDI ARABIA announced that it will further
cut OIL exports to the US. At the time, we noted that this did not mean
the oil wouldn't be produced just that it would not find its way to the
US. Indeed, numbers show that crude production by Saudi Arabia hasn't
fallen since the output deal came into force in January and remains just
above the 5-year moving average (see graph below).

Lo-and-behold, the latest data from JODI provides evidence of what has 
been happening to the oil produced (see next graph).

As Saudi oil exports fall, refined crude product exports increase … to a
record high.

The move to chop exports to the US is evidence of Riyadh’s greater
understanding of the international oil pricing framework. We noted
several months ago that Riyadh needed to wise-up to this to stand a
chance of attaining its goal.

Continued p10
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Market Positioning Tells OPEC Not To Disappoint – cont’d

THE CONTEXT

Continued p11

US inventory data is the timeliest (it is weekly) and perceived as the
most transparent check on oil stocks globally. Therefore, these numbers
are extremely influential on oil markets, even though they might not be
an accurate reflection of global stocks. This latter is something OPECers
spent some time in the first half of the year highlighting, although the
market in terms of oil futures carried on regardless. In cutting exports
to the US, the Saudis therefore seek to influence the data the oil market
cares a great deal about. This strategy change suggests that Saudi
Arabia has adapted to the reality of market information flow.

Indeed, more evidence as to this emerges in data from our Business
Intelligence colleagues at Lloyd's List Intelligence via the APEX (Analysis
of Petroleum Exports) report (see previous graph). Floating oil storage
has declined markedly as the Saudi oil/refined product dynamic has
developed.

One word of caution here: this might just be a function of market
backwardation. Floating storage is typically uneconomical when the
market is in backwardation, hence water borne crude is forced onshore,
in a contango unwind. This makes this data worth watching. Any sign of a
turnaround might just indicate current pricing suggests the physical
market is tighter than in reality.

It is also worth noting that the Saudi strategy carries a significant risk. In
driving up refined product exports, this market could become
oversupplied. Down the line, this raises the possibility of lower crude
demand.

None of this should overshadow the central issue for OPEC ahead of the
November 30 meeting, which is shown in the graph below.

To attain the goal of actual inventories and the 5-year moving average
converging, around 150mn barrels still need to be 'taken out' of the
market. The current production agreement expires at the end of March
and the Saudis have already said the target will not be met by then.
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Market Positioning Tells OPEC Not To Disappoint – cont’d

THE CONTEXT

The verbal from OPEC nations indicates a further output cut isn't being
seriously considered. This ignores the point that the agreement
probably needs more signatories, hence the invite to another 20 or so
oil producing nations. However, the Russians have made noises that
they may not support a further extension (not yet anyway).

If this predicated on the belief 'enough' has already been done with
front month Brent over $60 and the curve in backwardation, Moscow is
playing a dangerous game (note a report Russian oil producing
companies remain in discussion with the Energy Ministry).

The market is still extremely long (i.e. fund/speculative buying is close
to historical peak) – and seems to be pricing in a 9-month extension to
the agreement – taking it to end-2018. This suggests failure to extend
by this much will lead to a sharp correction as the specs bailout.

A record net short for WTI swap dealers – aka proxy for shale producer
hedging – means plans are in place to raise US output. This sort of
activity went on in the lead-up to last November's meeting, but
stabilised at less than half the current level. If this curtailed OPEC's
plans, think what this volume of hedging could do.

Back to Index Page
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Brent/Rouble Correlation in Focus Ahead of November OPEC Meet

THE CONTEXT

Back to Index Page

By Robert Graystone, Emerging Market Analyst

The relationship between FRONT-MONTH BRENT and the RUSSIAN ROUBLE is back in the spotlight as the former extends its rally ahead of the
November 30 OPEC meeting. The chart below shows that the 90-day correlation has recently broken down; a 1% increase in the price of front-
month Brent would lead to the Rouble climbing just 0.25% against the Dollar (versus 0.50% back in June).

It is important to note that, historically, the correlation between front-month Brent and the Rouble has been higher when oil is in a bear market
than when the price is rising. As such, although the RUB looks to be fairly isolated from movements in oil at the moment, if OPEC disappoints
investors, the resulting sell-off in oil is also likely to weigh heavily on the Rouble. On the other hand, it will take a real surprise to push oil higher - a
longer extension, bigger cuts to output, or (more likely) gaining the support of other non-OPEC nations .
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Should the CBRT Follow 2014 and Hike Rates?

THE CONTEXT

The concern is that political pressures prevent the MPC from tightening
monetary policy significantly, with President Erdogan and his
government pursing the populist rhetoric that rates need to be reduced

By Chris Shiells, Managing Analyst Emerging Markets

Concerns that the US/Turkey relationship will deteriorate further ahead

of the upcoming trial of Turkish businessman Reza Zarrab, who is accused

by the US of evading sanctions against Iran, mixed with President

Erdogan once again turning on the central bank, have been the driving

factors behind the Lira’s slide of late.

Over, the last 3-months the Turkish Lira has slumped ca 12% vs the USD,

the worst performing EM currency. The slump has undone all of the rally

seen between January and early September, and then some. Since the

early September high the Lira has weakened near 14% vs the USD and

year-to-date is down 11% vs the USD, again the worst performing EM

currency.

So what has the CBRT done:

 Reduced the amount of FX banks can park as reserves in an attempt 

to boost liquidity and support the domestic currency.

 Allowed Turkish exporters to repay their loans in Liras instead of 

foreign currencies through 1 February 2018, at fixed, preferential 

rates.

 Started offering FX forwards in 1, 3 & 6 month maturities, and could 

sell up to USD3bn by the end of the year.

 Cut off banks’ access to its interbank overnight lending facility driving 

all financing through the late liquidity window (LLW), increasing the 

average cost of funding up 25bp to 12.25%.

and that the government is under attack from outside
influences/foreigners.

What needs to be done?

President Erdogan needs to be seen allowing the CBRT to do its job,
whilst improving ties with the US would also help! There have been
signs in recent days that the government is making a coordinated
verbal effort to reassure investors.

The CBRT now needs to follow on from this and return to
conventional inflation targeting policy as at the moment it does not
have a functioning benchmark interest rate (1-week repo at 8% and
not used) as all funding is currently being driven through the LLW

Continued p14
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Should the CBRT Follow 2014 and Hike Rates? – cont’d

THE CONTEXT

Back to Index Page

at 12.25% (note prior to 22nd November, 10% was through the 9.25%
o/n lending facility). This would help restore credibility and
transparency to policy making.

Does the CBRT have to act?

Data from the CBRT shows that non-resident holdings of Turkish

government bonds picked up in the week ended the 17th November,

USD79mn vs USD533mn of sales the previous week. However, in the

week ended 17th November, the Lira was stable, and TURKGB yields

only saw moderate upwards pressure.

Looking back at previous spikes in TURKGB yields, and Lira slumps (6th

October and 25-26th October), there is a clear lag of 1-2 weeks in

foreigners selling government bonds, according to the government

data.

This ties in with Fund Flows data from EPFR, which showed the largest
weekly net outflow from Turkish focused bond funds since December
2013 for the week-ended 18th October (-USD31mn). This was
accompanied by modest outflows from Turkey-focused equity funds.

However, net inflows quickly returned and at some pace, and whilst the
pace has slowed in recent weeks, only in the latest weekly data has
there been a net outflow.

History suggests that deeper outflows from Turkish Bond Funds will
come next week, but cheaper valuations and return to positive real
yields may attract net inflows after this.

It can also be argued that the last time the CBRT was forced to hike
rates, in January 2014, the impact on TURKGB yields was limited, and
whilst this did help stabilise the Lira, the currency once again found
itself in freefall from July-2014 to the present day. The adjustment of
policy in January this year to bring the average weighted cost of bank
funding up to 12% also failed to having a lasting impact on the Lira or
yields.

So, for the CBRT, a massive rate hike may help curb Lira weakness for a
few months, but it is up to the government and President Erdogan to
rescue the Lira by improving ties with the US. Investors are good at
ignoring political risk in Turkey and have used previous periods of Lira
weakness to buy local assets, but this time it could be different and
thus, we will keep a close eye on the flows.

This is an excerpt. For the full article, please click HERE. 

2017/November/Should the CBRT follow 2014 and hike rates.pdf
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Positioning and the Jpy into year-end

The Context

By Tony Nyman, Head G10 FX

In the week to Nov 14, IMM specs net short position in the Yen was at
its largest since Dec 2013 at -135,999 as traders continued to bet that
the Yen would fall.

However, USD/JPY topped out at 114.73 on Nov 6 and has been
under light pressure since amid mostly negative Dollar drivers such as
mixed US data, which has brought about a flattening of the US
Treasury yield curve, a less than hawkish FOMC (on concerns over
soft inflation) and investors giving up on Trump getting US tax reform
done before year-end, while geopolitics and North Korea/US
aggression weighs to an extent on market sentiment.

A clear break below those lines at 111.63/71 (100 and 200-dmas) could
well hasten Usd/Jpy losses and a test of that 111.00/05 fibo (50% of
107.32/114.73 move) before month-end and in this negative broader
Usd environment how about a test of 110.00 before New Year, as the
short Yen market (remember IMM positioning) gets further squeezed?

Continued p16

But what are other markets seeing in terms of the Yen? Is there a move
towards paring shorts before 2017 is out?
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Positioning and the Jpy into year-end – cont’d

The Context

Back to Index Page

Would you like a full G10 FX Week report? Please contact 
sales@informagm.com if interested.

In the week to Nov 20, Citi were mulling the chances of a reversal,
reporting the Yen (and NOK) as strongest leveraged inflows during the
period, while real money accounts were strong buyers of the Japanese
unit also. The US giant added hedge funds have had little conviction
with Jpy as the net buying last week followed weeks of selling so it
appears those investors are close to neutral Yen.

In the week to Nov 21, Deutshe’s COFFEE report (option investor flows
vs CFTC IMM positioning) showed net selling of Jpy slowed materially.

Published Nov 20, but showing monthly flows for Oct, Barclays noted
total margin FX positions in the seven major currencies vs Yen turned
net long for the first time in two months.

Weekly partial data showed investors continuing to sell Dollars into the
Usd/Jpy rally into early Nov, indicating their contrarian trading remains
intact.

We have also been talking in the last few months of the increasing
demand and net purchases of Japanese stocks by foreign investors,
which have reached their highest level since Nov 2013. Japanese stocks
have been performing strongly since PM Abe's victory in the lower
house elections and realistic expectations for the continuance of
Abenomics. Barclays say foreign investor inflows to Japanese equities
likely drove the Nikkei rally and via EPFR we have seen strong
correlation between the MOF capital flows data and the flows of ETFs
and mutual funds, which have also seen a strong pick-up in inflows into
Japanese equity focused funds (domiciled abroad). For the latter, that's
now eight straight weeks of inflows, in the week to Nov 22 at Usd
420.4mln, with the positive run now totalling Usd 6056.5mln.

mailto:sales@informagm.com
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Asian FI Strategy: China IRS vs CGB spreads risk correcting after new rules

THE CONTEXT

By Tim Cheung, Riki Zhang

On the 17th November, China's banking regulators released a
consultative document of the first comprehensive set of rules
governing the asset management industry, particularly shadow
banking activities. The details were in line with expectations, giving a
long grace period for existing products - until June 2019. The final
regulation may take another month, and more detailed regulations
will probably be released early next year.

With the year-end approaching and the targeted required reserve
ratio (RRR) cut announced at the beginning of October yet to become
effective, we expect liquidity to start to come under tightening
pressure. This is particularly true for the non-bank FIs and the small-
sized banks, which should be desperate for funding because many
entrusted investment products do not meet leverage and asset-
liability tenor matching requirements that are specified in the
consultative document.

The anticipated liquidity tightening is set to be reflected in the IRS
curve. Thus, there is a good chance that the spread between IRS
and CGB yields will correct wider over the next 4-7 weeks.

In our view, from a risk-reward perspective, buying CGB and paying
IRS should be a good trade for now. Moreover, we think that the
upcoming correction will be particularly pronounced in the front-
end or the belly of the curve and perhaps we will see a retracement
of the 5-year spread to 15bp level by the end of this quarter.

Back to Index Page

Since the beginning of this quarter, the market had been pricing for a
release of the document for around the actual release. This is why we
have seen an uptrend of China government bond (CGB) yields since
October. In contrast to the bond yields, IRS rates have been rising at
a much slower pace. As a result, we have seen a sustained tightening
of the IRS/CGB spread. That for 5-year tenor recently set a 16-month
tight of 1bp.
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Bank Of Korea’s Rate Decision & The Impact on KRW Swaps

THE CONTEXT

By Tim Cheung, Riki Zhang

Both South Korean equity/fixed-income markets seem to be pricing in a
rate hike at the upcoming Bank of Korea (BoK) MPC meeting (30
November). The KOSPI has been top-heavy since the start of the
month, while IRS have traded upwards since the October CB convene
which delivered some hawkish signals.

Both developments suggest consensus for a hike has increased. This is
further reinforced by the last US FOMC minutes which indicate many
officials thought another Fed rate increase was warranted in the near-
term (i.e. at the December FOMC) if the data remained on track.

Taking a look at the KRW IRS curve, we note:
• 1-yr is currently at 1.79%, up 8bp since 24 Oct
• 5-yr is currently at 2.22%, up 6bp since 24 Oct

Chart 1: 5-yr vs 1-yr IRS bear-flattening since October.

Given growing inflationary pressures in S Korea, it is reasonable for the
BoK to turn hawkish. Admittedly, there is a very good chance of a hike at
November’s MPC meeting. However, the possibility for a delay until
January (more likely) or March (less likely) still exists. During the past two
US tightening cycles - 2000 and 2005 (Chart 2) - the BoK stayed on-hold
until the rate differential between Korea/US reached 75bp and 50bp
respectively, before initializing the first hike. 2011 is an exception. Here,
the BoK tightened because inflation sharply accelerated to 5.3%,
regardless of no change in US interest rate policy.

Currently, the BoK policy rate is 1.25%, equal to the US, hence no rate
differential. We doubt the BoK will act as in 2011, due to a lack of intense
inflationary pressure. Thus, it is still possible for an unchanged policy rate
until the next Fed move.

In our view, the BoK's decision to leave the policy rate unchanged but
send another hawkish message at the November MPC will result in IRS
curve bull-steepening. A rate hike at the meeting, though, together with a
stronger hawkish message, will cause further curve bear-flattening. We
do exclude the possibility of dovish remarks, given rising energy prices.
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