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It’s All Good… in Nominal terms
– by David Ader, p3-4
In a recent speech, NY Fed President Williams spoke about “The Future
Fortunes of R-star; Are they really rising?” I took a look at the graph of the
estimate for the Natural Rate of Interest to see what's going on with this
particular measure.
Lira Crisis Has Left Turkish Banks Vulnerable
- by Natalie Rivett, p5-7
In the Emerging Markets sphere it is difficult to divert attentions beyond
Turkey, given the intensifying risks to the country's macroeconomic stability
from a weakening Lira and rising inflation
The GBP Week – Bias is Bearish
- by Tony Nyman, p8-9
The sanctions over Brunson is the latest flashpoint in an increasingly fraught
relationship between the NATO allies, and could push Turkey further away
from the West and into the arms of Iran and Russia.
China Insight: PBOC Re-imposes 20% FX Risk Reserves Requirement to
Curb CNY Weakness - by Tim Cheung & Riki Zhang, p10-11
As per the news reports, the structural parameter derived from the formula
from Q2 onwards will be lowered to 0.5 from 1.0. This could mean
commercial banks will have greater freedom to lend more credit going
forward.

UK/EU 10Yr Yield Spread – Scope to 103/111 Whilst Dips Hold 82/85
- by Ed Blake, p15
Buy into any near-term narrowing for a clearance of 98 opening 103/111.
Place a stop under the 82-85 support zone

EUR/NOK – Bulls on Course For Re-Test of The 2008 Peak
- by Andy Dowdell, p16
Scope is seen for a renewed push higher and eventual re-test of 10.1595.
Below 9.3867 threatens further drift lower, refocusing the 9.2973/9.2212
zone.

Brent (Front Month) – Below 70.83/71.19 to Signal a 4-Month Top
- by Ed Blake, p17
Sell into any near-term gains towards 74.00 as we await renewed easing
through 70.83 targeting 68.77/66.69. Stop and reverse on a return above
the 75.27 lower high.

Chartwatch: Downside for S Korea’s KOSPI is Far From Over
- by Jimmy Lee, p13-14
The ongoing China/US trade war remains troubling for this export oriented
country and makes us wary of the recently triggered multi month head and
shoulders pattern on the KOSPI Index chart.
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In a recent speech, NY Fed President Williams spoke about “The Future
Fortunes of R-star; Are they really rising?” I took a look at the graph of
the estimate for the Natural Rate of Interest to see what's going on with
this particular measure. In a 2015 paper, Williams wrote that IF the
estimated rate stayed low, “future episodes of hitting zero lower bound
are likely to be frequent and long lasting.” In 2017, he looked at the
details to conclude that a low R-star was 1) not a US story alone, but a
global one, 2) it was likely to be long lasting and) it was not confined
merely to low risk assets. As such, unusual monetary policies were likely
to be the norm and that with globally low interest rates risks to financial
stability are greater than they were.

William's words on the topic provide some sense of just how challenging
it will be and, maybe, argue for a more aggressive Fed now to have that
proverbial dry powder when needed. All the research I've come across
suggest that R* will remain subdued for a very long time to come, which
hints that the term premium for bonds will also remain subdued.
Contextually, Williams, in May, said 2.5% was the new normal for shortterm rates; it's hard to look at 2s at 2.67% today or Funds going to
2.875% by this time next year without thinking about that new normal
and ponder if 'restrictive' rates are also at a new normal.

Spoiler alert; R-star remains remarkably low at 0.6% for the US.

There's the dollar strength that might come into play, the YoY gain in
energy should start to subside somewhat, and the oddity impact of
apparel prices is not likely to be sustained.

For the uninitiated R* is the natural rate of interest or the level that will
dominate with an economy fully operating, i.e. the underlying trend.
Williams wrote that if inflation gets to hold around the 2% mark, shortterm rates should be about 2.5%. That's far lower than usual, by the
way, but not any different from what's going on elsewhere in the world.
(The next chart is dated, but you'll get the point when you see the
updated version for the US alone right afterwards.)
The drivers of the lower R* include, 1) demographics, where an aging
population saves more for retirement, 2) a slowing growth in the
workforce, which translates to lower consumption and investment,
which in turn leads to 3) lower productivity growth and finally 4) a global
demand for safe assets.
I bring this dry topic up in the context of, well, a lot of things not the
least of which is the deficit story. There is no shortage of reports out
there about how we'll have little fiscal ammunition in the next recession
leaving it, once again, to the Fed to largely deal with the situation.

Along those lines, consider that at least the inflation input may ease a
little in H2, especially at the core level.
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My former colleague Omair Sharif over at SocGen notes Q4 '17 inflation
was boosted by the hurricane impacts, think about used-car prices, Q4
this year could act as an anchor on the core rate. He also advised I look
at core CPI ex rent and OER. Doing so takes core CPI down to about a
1.6% annualized rate, hardly a threat. I ponder what I'm reading about
the home sales slump and housing and rental costs in some major areas
easing back

I am inclined to say that this reflects diminished demand because the
tax-related buying already took place which would mean that the need
isn't there and there's risk the curve will now steepen presumably
because the strip demand from pensions helped flatten it. The idea is
that firms that contributed to their pensions by the middle of September
would get deductions based on the old, higher, tax rate for corporations
of 35% vs. 21% now. In other words, a $1 mn contribution now would
result in a $350,000 tax saving vs. $210,000. Such an incentive has been
cited for the specific demand in long Treasuries and, along with the Fed,
a reason behind the curve's persistent flattening.
This would imply that a reduction in such buying, perhaps evidenced by
the lessened stripping activity, would extract from the curve's action into
September and beyond even as we face the September hike (I assume a
given) and a likely one in December. I think that's overstating the cause.
I come to that conclusion based on history. There is no doubt that
there's been pension demand as evidenced by the stripping of the last
few months as a proxy and I do expect that that has started to dissipate.
But the thing is that July tends to be a very weak month for stripping in
general. Maybe it's the summer impact; I don't know.

Unrelated to all the above was the latest Treasury stripping report which
showed stripping activity in July fell to $1.58 bn from $3.4 bn in June,
$5.9 bn in May, $5.5 bn in April and $5.3 bn in March. In fact, July was
the slowest month since December. Think the tax plan.

The bigger theme is, simply, seasonal patterns. We're going into a period
when 30s tend to underperform 5s and 10s even as the overall rate's
seasonals are very bullish. The point is that the pension angle is
interesting, could enhance a tendency already well established, but
won't be the primary factor that's behind this pattern.

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

The Context
Lira Crisis Has Left Turkish Banks Vulnerable
Back to Index Page

By Natalie Rivett, Senior Emerging Markets Analyst
In the Emerging Markets sphere it is difficult to divert attentions beyond
Turkey, given the intensifying risks to the country's macroeconomic
stability from a weakening Lira and rising inflation (see graph below) - a
cycle that will prove increasingly difficult to break free from without
aggressive central bank action.

elevated. This must also be accompanied by tighter fiscal policies to
reduce the current account deficit. Yet, unfortunately President Erdogan
and his loyal politicians seem only intent on pursuing a pro-growth
strategy with the belief that accelerated growth will keep money flowing
in to Turkey.
Turkey’s Debts Are Building Up – Concerns Centre On Banking Sector
So, whilst the central bank sits tight, talk has inevitably turned to
extreme but not inconceivable scenarios of IMF bailouts and capital
controls, due to Turkey's growing external indebtedness, fuelled by
President Erdogan's recent fiscal expansions and incentives to make
borrowing easier. There is an acute awareness the Turkish government
does not have a sizeable fiscal or foreign exchange cushion – gross
foreign exchange reserves are sub-USD 80bn, at lows since 2011 – to
help banks and corporates access foreign currencies if Turkey is cut off
from international capital markets, which could result from tougher US
sanctions or a deepening of the current currency crisis.

The Lira slid clear of 20% vs the Dollar this week with USD/TRY ascending
further into uncharted territory, to reach 6.3000 (note, has since
breached the 7 handle).
The CBRT added fuel to the fire by demonstrating that it is reluctant to
act decisively, with a mere tweak to its reserve rules to boost banks’
foreign exchange liquidity. Then talks between Turkish and US officials
mid-week failed to break the impasse on the American pastor held in
Turkey, dashing hopes for any reconciliation on the horizon. Fast
forward to the end of the week and contagion fears become evident,
with the FT reporting the ECB is concerned that Turkish borrowers may
not be hedged against Lira weakness and will begin to default on FX
loans, flagging BBVA, UniCredit and BNP as particularly exposed.
We maintain that if there is to be any hope of quelling the pressure in
the markets, there must be an ultra-aggressive rate hike from the CBRT
and soon, and with rates to stay high so long as inflation remains

With the Lira sliding, the costs of servicing the country's rising debts are
building up. The sovereign local currency 10-year bond yield is
approaching 20% and yields on shorter maturities are now well in excess
of 20%. Meanwhile, the average yield on Turkey's USD debt exceeds
8.50% for the first time since 2004 and is ca. 300bp higher than the EM
equivalent.
Yields on USD denominated debt from the country's biggest banks are all
on the rise as well. Garanti's 2027 bond yield, for example, has topped
15% for new record highs, but there are even greater yields out there
among Turkey's five other largest lenders. The yield on Halkbank's 2020
line stands out, at more than 25%, though with this upwards pressure
exacerbated by the prospect of US penalties for being at the centre of
the conspiracy to violate United States sanctions on Iran.
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The following dashboard brings together some key metrics that
demonstrate just how vulnerable the Turkish economy and banking
sector is to the unfolding scenario.
The Borsa Istanbul Banks Sector Index has already lost more than a third
of its value this year, almost double that of the Borsa Istanbul 100 Index,
amid several debt restructuring requests from companies that are sitting
on USD337bn in debt and with USD100bn in repayments coming due
over the course of the year.
Moreover, non-performing loans are surging when valued in Lira as
Turkey's weak currency and 500bp of rate hikes this year take their toll
(though Lira would be weaker if the CBRT did not tighten monetary
policy), reaching a record high of more than TRY75bn in the last week of
July (USD15.6bn). Lira-denominated loans account for an overwhelming

majority of this figure.
Banks have proposed rules to speed up the restructuring of company
debt to allow lenders to avoid booking problematic credit as NPLs with
the aim to prevent defaults from accelerating. Yet, this is already too
late, as last month Fitch downgraded the Long Term Foreign Currency
Issuer Default Ratings of 24 Turkish banks and their subsidiaries; the
majority by two notches, following on from a lowering of the sovereign
rating deeper into junk.
One big US investment bank warned recently that a fresh Lira drop –
USD/TRY to 7.000 - could wipe out Turkish banks' capital buffers and we
also recall a New York investment firm last month betting on Turkish
contagion to European lenders that have large exposures to Turkey.
Cont. p7
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A handful of economists and fund managers have warned in recent
months about a meltdown across EMs in the wake of the Lira's slide.
Back in May the IIF released a report about the risk of contagion to EMs
from the sizeable sell-offs in both the Lira and Argentine Peso and as
previously highlighted, now the ECB looks to be getting nervous. Having
been negative for most of June and July, the 21-day correlation between
the Lira and the MSCI Emerging Markets FX Index (MXEF0CX0) has since
turned positive and quickly strengthened over the course of August so
far. However, this is not to suggest the rout in the Turkish currency is
starting to become systemic in EM FX, as the correlation has found itself
at firmer levels at the beginning of the year.

In terms of fund flows (see below), there was an immediate negative
impact from the coup inspired Lira sell-off on both net inflows to Turkey
bond and equity funds, and as well as EM equity funds – the latter of
which, albeit, managed a partial recovery into the end of the month
after a brief negative spell. Turkey net bond fund flows also went on to
reach highs since early Q2 2014 later in the month and have not seen
such levels since. That said, back then the size of the Lira moves pale in
significance to what has been witnessed this week, and the Turkish
narrative did not warrant concerns of a potential banking crisis, IMF
bailouts or capital controls as it does now.
Net Flows USD, bn

What About Contagion To The Broader Emerging Markets Sphere?
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Large sell-offs have become the norm for the Lira it would seem and it is
worth highlighting the last time the currency was so heavily sold off on
an intraday basis, on 15 July 2016, the day of the Turkish military coup
attempt (circa 4.8% vs USD), there was little fall-out in the MSCI
Emerging Markets FX Index, which saw a 0.1% decline vs an advance of
0.6% the prior day. The index continued to post modest losses for a few
sessions, but it had essentially been on an upward trajectory since the
start of the year and went on to post 10-month highs in August, then
eventually on to record highs in the first four months of this year.

Net Flows USD, mn

Source: EPFR, IGM
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The GBP Week – Bias is Bearish
By Tony Nyman, Head G10 FX
Expected Gbp/Usd trading range is 1.2600/1.2875.
For commentary and analysis, please see p9
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Expected Gbp/Usd trading range is 1.2600/1.2875.
• Even if it was purely political posturing, when UK international trade
sec Fox said odds of a NO DEAL BREXIT is at 60% it was impossible for
investors to ignore.
• SEASONALITY has been (Aug) weighing too, just like we suspected.

Can the beleaguered Pound find some support from the DATA? It's a big
data week:

• Bears now probing below 61.8% of the 2016-18 advance at 1.2810

• Tue – Employment/AWE, the latter ex bonus forecast same at 2.7%
y/y. Bbg poll extremes of 2.6%-2.8%.

• Focus turns to Jun'17 reaction low at 1.2589, below which would
expose the 76.4% retracement at 1.2439

• Wed – CPI, forecast at 2.5% y/y vs 2.4% last. Extremes of 2.3% and
2.7%.

• Current move lower starting to look stretched, but bulls would need
to reclaim 1.2958/1.3021 to relieve immediate pressure

• Thu – Retail sales, forecast at 0.2% m/m vs -0.5% last. Extremes a
wide -0.6% and 0.5%.
ING seems to put it best. Risks are asymmetric, bad data will likely weigh
on the Pound, while good data is unlikely to elicit much upside.
RISK: Brexit negotiations resume this week. How will Barnier and co
respond to an arguable recent change of tack from some Cons last week
and a more aggressive approach, i.e. warning Brussels breaking its own
rules etc. Will there be signs of compromise? Straw clutching maybe, but
that would be supportive.
Also, interesting and a slightly contrarian stance from NORDEA, who say
sell EUR/GBP rallies above 0.9000, as the BOE doesn't tolerate a much
weaker Pound. Really??!!

To find out more about IGM’s FX and Rates coverage, please click HERE
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By Tim Cheung Head of China, Riki Zhang EM Analyst
In light of sustained depreciation of CNY FX, PBOC finally chose to raise
the FX risk reserves requirement back to 20% after keeping it at 0% for 11
months. The requirement was first introduced on 31 August 2015, aiming
to curb the fund outflow (chart 1) and discourage financial institutions
from forward-selling CNY. The 20% requirement ratio has been
maintained since then until being lowered to 0% on 8 September 2017
when depreciation pressure on CNY waned.

Besides this requirement, PBOC will likely introduce some other
administrative measures to slow down the pace of CNY depreciation if
necessary. However, the policymakers definitely will avoid burning the FX
reserves to support CNY FX as long as there is room for introducing more
administrative measures.
The hike of the requirement back to 20% could increase onshore FX
hedging cost by as much as 400 pips. As a result, the onshore CNY FX
trading volume, especially that in the forward market, will shrink
significantly. After the 20% reserve requirement was announced on 31
August 2015, average forward hedging ratio dropped from 30% to around
10% (chart 2). The hedging ratio rebounded to 15% right after the
requirement was reduced to 0% on 8 September 2017.

In our view, the Chinese policymakers do not mind to see a weak CNY FX
in the prevailing trade-war environment as long as capital flows remain
stable. However, Goldman Sachs' estimates based on SAFE data suggest
that China saw a net FX outflows of USD16.6bn in June, which might
widen further in July because CNY weakened by another 4% against USD
during that month
Cont. p11
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In the announcement of re-imposing 20% FX risk reserves requirement,
PBOC said that the market has shown signs of "pro-cyclical" behavior, and
that the authorities are still committed to keeping the currency "basically
stable at a reasonable and balanced level".
Such language typically means that PBOC would likely use counter-cyclical
factor in the USD/CNY fixing mechanism more frequently and more
aggressively from now on (chart 3) as a supportive tactic to curb the
weakness of CNY if the currency depreciation pressure accelerates again.

The following pages are dedicated to Technical Analysis.
IGM’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.

The Context
Downside For S Korea’s KOSPI is Far From Over
By Jimmy Lee, Tech Analyst
The ongoing China/US trade war remains troubling for this export oriented
country and makes us wary of the recently triggered multi month head and
shoulders pattern on the KOSPI Index chart. With the US mid term
elections coming in November we do not see the Trump administration
backing down from their aggressive trade stance and thus a real possibility
of this head and shoulders pattern targeting it’s breakdown objective at
2107.08.
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the directional path of the 2007 - 2008 version, the downside in the
KOSPI index is probably far from over.
The recent spate of data from S.Korea also continues to suggest that the
multi month head and shoulders pattern seen in the KOSPI Index should
continue to play out. Jul Exports fell short at 6.2% y/y (f/c 7.4%) and as can
be seen from the chart below, are a pretty good indicator for the
directional bias of the KOSPI Index, with the downwards trajectory for
S.Korean exports clearly defined from a 6 months downtrend line (in blue).

Using price analogs on the KOSPI, we see a very similar multi month head
and shoulders pattern in the mid 2007 - mid 2008 period, to the current
head and shoulders pattern in the mid 2017 - mid 2018 period.
While price analogs in themselves may not mean much, if there are similar
fundamental triggers at that point in time, it could be a useful hint to the
likely directional bias the market could unfold in the future
During the formation - breakdown of the right shoulder of both the 2007 2008 and 2017 - 2018 head and shoulders patterns, there are 2 similar key
observations to note.
• In both time periods, the market was experiencing a rising US rates
(early 2008 - mid 2008 / late 2017 - current) and a strengthening US
dollar (early 2008 - almost end 2008 / early 2018 to current)
environment.
• If the breakdown of the 2017 - 2018 head and shoulders pattern follow

Jul Nikkei PMI data also disappointed (48.3 versus 49.8 previously). In fact
it has been in contraction for 5 straight months.
Cont. p14

The Context
Downside For S Korea’s KOSPI is Far From Over - cont’d
Back to Index Page
With the August Business Sentiment Survey showing a sharp fall and
consumer confidence showing a downtrend since end 2017, we wonder if
recent increase in the country’s minimum wage could help boost domestic
consumption and investments or will it instead weigh down on corporate
earnings? (See below)

• A "death cross" (50/200 DMAs) remains very much intact
• Although the MACD has moved above it"s signal line, there has not
been much corresponding upside price action, as such, we suspect the
MACD will start to fail as it approaches the "0" line
• The triggered multi month head and shoulders pattern also has some
way to go before meeting it"s breakdown objective (2107.08)
Our bias remains tilted towards a continued downwards trajectory for the
KOSPI Index. We favour a:
➢ SELL AT MARKET OR ON BREAKDOWN BELOW 2243.90 FOR INITIAL
2117.82 - 2107.08 TARGETS, STOP ABOVE 2346.73 OR
➢ SELL ON ANY RECOVERY TOWARDS 2374.80 - 2399.44 FOR EVENTUAL
BREAKDOWN BELOW 2243.90, STOP ABOVE 2486

All the above, along with the recently triggered massive multi month
head and shoulders pattern tilts us towards a Sell on Rallies / or Sell on
Breakdown Strategy.
Technical Outlook KOSPI Index:
• Retains bearish bias since breaking below the multi month neckline
connecting the 2310.20/2346.73 swing lows to trigger a multi month
head and shoulders pattern
• Recovery attempt off 2243.90 (5 July 2018) have thus far failed to raise
confidence in this market, unfolding into a narrow range between
2243.90 - 2319.39, under the former broken neckline
• We also note a RSI that has been having difficulty pushing above the
bear range ceiling at 60 for the past 6 months
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Technical Analysis by Ed Blake
• Widened from January’s 73 low through 3½ year falling channel
resistance to reach 98 (late June/early July), before ranging
• While the 82-85 support zone limits any short-term narrowing,
improving daily/weekly studies suggest a return to 98

• A clearance of this and 103 would extend broader widening for 111
and potentially key resistance at 119
• Only a failure to regain 98 and/or a return below 82-85 averts current
upside and risks narrowing towards 73

____________________________________________

STRATEGY SUMMARY
Buy into any near-term narrowing for a clearance of 98 opening
103/111. Place a stop under the 82-85 support zone

R5
R4
R3
R2
R1

123
119
111
103
98

S1
S2
S3
S4
S5

85
76
73
65
61

Resistance Levels
61.8% retrace of long-term 162/61 narrowing, also equality of 61/119 rally projected from 65
23 November 2016 lower high
50% retrace of long-term 162/61 narrowing
13/19/26 January 2017 matching highs
2018 highs - 22 June/10 July, near 38.2% retrace of long-term 162/61 narrowing at 99
Support Levels
1 May/19 July 2018 lows, nr former 3½yr falling channel resis (84) and 2 March 2018 low (82)
26 January 2018 minor higher low
2018 low – 11 January, just over a two-year rising trendline at 70
2017 low – 19 July and 15 August
2016 low – 15 August
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Technical Analysis by Andrew Dowdell
•

The longer-term trend remains intact, with bulls appearing to have
marked out a reaction low at 9.3867

•

Proximity of the 20-Month MA and 5+ year trendline support adds
weight to this view

•

Above 9.6216 will grow more bullish, opening the way back to
9.9939 ahead of an attempt on the 10.1595 peak

•

Below 9.3867 threatens further drift lower towards 9.2973/9.2212

____________________________________________

STRATEGY SUMMARY
Scope is seen for a renewed push higher and eventual re-test of
10.1595. Below 9.3867 threatens further drift lower, refocusing the
9.2973/9.2212 zone.

Resistance Levels
R5
R4
R3
R2
R1

10.1595
9.9939
9.8785
9.7293
9.6216

24 December 2008 high
21 December 2017 high
9 February 2018 high
8 March 2018 high
20 July 2018 high

S1
S2
S3
S4
S5

9.3867
9.2973
9.2212
9.0806
8.7889

10 July 2018 low
16 October 2017 low
25 August 2017 low
13 April 2017 low
22 February 2017 low

Support Levels
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Technical Analysis by Ed Blake
• Extended the 2½ year recovery to May’s 80.50 peak, before easing to
form a potential four-month top
• Easing studies concern and below the 70.83/71.19 zone would
complete the top and expose the 68.77/92 region

• Below would risk a deeper setback to 66.69/76, perhaps 61.16 (top
target), before the wider uptrend resumes
• Bulls must regain the 75.27 lower high to avert the current downside
threat and resume the uptrend for 80.50

____________________________________________

STRATEGY SUMMARY
Sell into any near-term gains towards 74.00 as we await renewed easing
through 70.83 targeting 68.77/66.69. Stop and reverse on a return
above the 75.27 lower high

R5
R4
R3
R2
R1

84.97
83.00
80.50
79.70
75.27

S1
S2
S3
S4
S5

70.83
68.77
66.69
63.19
61.73

Resistance Levels
10 November 2014 minor lower high
1.236x 27.10/58.37 rally from 44.35, near .764x 44.35/71.28 rally from 61.76 at 82.34
2018 peak – 17 May
29 June 2018 lower high
30 July 2018 high, near 7 August 2018 high at 74.90
Support Levels
17 April 2018 low, nr 50% retrace of 61.76/80.50 at 71.13 and 18 July 2018 low at 71.19
.764 projection of 79.70/71.19 fall from 75.27, nr 61.8% retrace of 61.76/80.50 at 68.92
4 April 2018 low, also 38.2% of 44.35/80.50 rally, nr 1x 79.70/71.19 fall from 75.27 at 66.76
1 March 2018 higher low
2018 low – 13 February, near 61.16 – the implied target from the potential four-month top
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