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e Coordinated global efforts to weaken the Dollar appear unlikely (link)

e Monetary policy anticipated to become restrictive in the near-term (link)

e 2022 has been a particularly bad year for joint US bond and equity returns (link)
e UK announces reversal of UK tax cut (link)

e European PMI confirm accelerating deterioration in activity (link)

e EM hard currency bond fund outflows accelerate (link)
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Markets mixed with UK fiscal surprise

Markets had an eventful start to the first trading day of the final quarter of the year after a surprise
reversal UK fiscal policy. UK Chancellor Kwarteng surprised markets this morning with an announcement
to drop plans to abolish the 45% income tax rate, announced in the mini budget 10 days ago. While the
immediate reaction was muted, sovereign yields decreased in later trade with the most notable moves seen
in the gilt market, for example the 2y gilts yields were down 40bps by mid-morning. While the pound
appreciated in later trade, the euro weakened after a downward revision in final September PMI data
confirmed that that activity continues to deteriorate at an accelerating pace. On the commodity front, ail
prices increased (+4%) amid speculation that OPEC is considering an output cut in excess of 1mn barrels
per day at its meeting later this week. Markets continue to grapple with the economic outlook against a
backdrop of monetary policy tightening, and while the dollar strength has started to pose a substantial
headwind for economies abroad, analyst point out that the odds of coordinated FX intervention to weaken
the dollar appear unlikely.
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In terms of data releases, markets are focused on US labor market data with Jobless Claims on
Thursday and Nonfarm Payrolls on Friday. For PMIs, the US sees the release of the ISM-manufacturing
later today and ISM-services indicators on Wednesday. In terms of inflation, South Korea and Thailand will
report the latest data on Tuesday, Colombia on Wednesday, Taiwan on Thursday and both Mexico and
Chile on Friday. Throughout the week, several macro reports for August will inform the state of Germany’s
economy. In terms of central bank meetings, the Reserve Bank of Australia convenes today, the Reserve
Bank of New Zealand on Wednesday and the Central Bank of Peru on Thursday. Elsewhere on the central
bank front ECB September meeting minutes are due on Thursday. Finally, markets are also focused on the
UK Conservative Party conference this week.
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Global Markets

Coordinated global efforts of a coordinated FX intervention to weaken the dollar appear unlikely.
With dollar strength beginning to pose a substantial headwind for economies abroad, market participants
have been pondering on the merits of a globally coordinated intervention, such as those seen during the
1980s with the Plaza and the Louvre Accords. These could entail two steps, first weakening, and then
stabilizing the US dollar. However, even though a weaker dollar would be deflationary abroad, it would be
inflationary in the US, which would squarely oppose the Fed's current number one objective of fighting
inflation. Nevertheless, from an operational perspective, volume-adjusted historical coordinated FX
intervention volumes are instructive in that they approximate the necessary amounts with which G7
countries would need to intervene for meaningfully impacting the FX market. Extrapolation from prior FX
interventions, in September 2000 and March 2011, indicates necessary volumes between USD 15-25bn
(left chart). However, no other G7 country than Japan could cover 10% of the daily spot USD/CCY trading
volume with 10% of its reserves (right chart below). Accordingly, Morgan Stanley analysts argue that an
extended FX intervention campaign to sustainably devalue the US dollar appears neither politically
nor operationally viable at this juncture.
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United States

Forward real rates suggest that US monetary policy will become restrictive in the near-term. A
yardstick for gauging the monetary policy stance is to compare forward real interest rates with the natural
rate of interest R*. By way of background, R* is the optimal level of real interest rates that central banks
should adopt over the longer term to allow the economy to reach potential growth, while minimizing
inflationary pressures. Under an assumption that the US economic activity converges to potential growth
within 5 years, the forward rate of 5y TIPS five years from now (5y5y) can be seen as a market-implied
gauge for R*, while near-term forwards of 1y TIPS one year from now (1y1y) can be seen as the market
pricing of further Fed hikes in this tightening cycle. As of last Friday, the 1y1y TIPS forward stood at 2.39%
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while the 5y5y TIPS forward stood at 1.35%, which reflects a monthly increase of more than 150 bps for
the former and 60 bps for the latter (left chart). Accordingly, Deutsche Bank analysts note that near-term
forward real rates are finally pricing a restrictive Fed monetary policy stance. Given the natural rate
of interest is an unobserved variable, a similar conclusion can be drawn when comparing the current level
of the 1y1y forward to a range of R* estimates based on macro- or interest rate models, for which Allianz
analysts establish a plausible range of 0.5-1.50% (right chart).

Near-forward real rates and market-implied R* Estimates of R* based on macro- or interest rate-models
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Source: Deutsche Bank Source: Allianz

This year has been the worst year on record for joint US bond and equity returns since 1976. While
both the Bloomberg US Aggregate and the S&P 500 Index have seen episodes of three or more quarters
of losses since 1976, 2022 is unprecedented in this regard. Both the Bloomberg US Aggregate and the
S&P 500 posted three consecutive quarters of losses, both down -12.6% and -5.9%, respectively, in q3.
The collapse of diversification benefits has been a particular headwind for conventional multi-asset
investors, who have split their asset allocation into bonds and equities to reduce the variability of returns.
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United Kingdom

The British pound and gilt yields were trading broadly unchanged to Friday’s levels, reversing an
early rally following the UK chancellor’'s announcement (on twitter) that he was reversing plans to
abolish the 45% tax rate announced in its mini budget 10 days ago. The chancellor said that the
measure had become a distraction, overshadowing the rest of the government’s economic plan. The pound
jumped as much as 1% and 10y Gilt yields dropped 12 bps on the announcement but later reversed most
of those gains. By the late morning, the pound was trading flat to Friday’s closing levels (1.12 $/ £ ) and
10y gilt yields were almost unchanged from Friday at 4.07%. Some contacts are concerned that just
removing the tax cut will do little to ease concerns about fiscal sustainability in the UK, and point
that the measure has done little to restore market confidence in the government. The market is now
focused on the chancellor’'s upcoming speech entitled Delivering a Growing Economy, at the
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Conservative’s party annual conference at about 4pm (London time) this afternoon. The UK equity
market was down 0.7%.

Traders have pared bets for BOE rate hikes in November to United Kingdom: GBP and 10Y Gilt Yields
122bps from 140bps on Friday. After market close on Friday, ° 1o
S&P put the UK’s rating on negative outlook (from stable), ona ¢ e e
deterioration of the fiscal outlook, estimating that the U.K's

general government deficit will widen by an average 2.6% of GDP  °; V,’\\ :0
annually through 2025, while net general government debt will " ’
continue on an upward trajectory, in contrast to their previous o MM b
expectation of it declining as a percentage of GDP from 2023. ' '
S&P affirmed the rating at AA.

Euro area

European equity markets were down across the board, with the Stoxx Europe 600 losing 1.5%. The
euro was 0.4% weaker against the dollar (to 0.98/$). 10-year bund yields were 10bps lower at 1.99% while
Italian spreads were little changed at 241 bps.

On Friday, EU energy ministers agreed on regulation to introduce common measures to reduce
electricity demand and to collect and redistribute the energy sector's surplus revenues to final
customers, in line with previous proposals. EU energy ministers agreed to cap revenues from most
non-fossil electricity producers to €180 per megawatt hour by taxing any excess profits from non-marginal
energy producers. The Council also agreed to a voluntary overall reduction target of 10% of gross electricity
consumption and a mandatory reduction target of 5% of the electricity consumption in peak hours. Member
states also agreed to set a mandatory temporary solidarity contribution of 33% on the taxable profits of
businesses active in the crude petroleum, natural gas, coal, and refinery sectors. Member states will use
proceeds from the solidarity contribution to provide financial support to households and companies and to
mitigate the effects of high retail electricity prices. The measures agreed upon are time limited, and will
apply from 1 December 2022 to 31 December 2023.

European natural gas prices remain volatile as the markets balance Gazprom’s announcement on
Saturday that it was suspending gas deliveries to Italy and EU energy ministers reaching a political
agreement on Friday on a proposal for a Council Regulation to address high energy prices—even
though no agreement was reached on a wholesale gas price cap. Gazprom, Italy’s ENI and the Austrian
government have announced that they are working to resolve the issue. European natural gas eased with
1-m ahead prices (-7%) now at roughly 177 €/MwH.

On the data front, the final euro area September PMl data  o,0ne: Manufacturing PMIs
confirmed that that activity continues to deteriorate atan
accelerating pace. The Eurozone-wide Manufacturing PMI ¢
came in at 48.4, marginally down from the 48.5 flash estimate
released 10 days ago. It is down from 49.6 in August and at

its lowest level since mid-2020. All readings of the big 4 ., Ity

eurozone economies were confirmed below the 50 mark, « L,

which indicates economic contraction. The German and —
Spanish manufacturing PMIs was lower than the flash 31@ &é R A
estimates (47.8 vs 48.3 and 49 vs 49.4 respectively). Datafor e S ¥
France was in line with the flash estimate (47.7 vs 47.8), while Italy’s data was revised upwards (48.3 vs.
47.5).
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Japan

The finance minister reiterated that bold action would be taken in response to excessive currency
moves, with the yen weakening (-0.3%) to above 145 against the dollar. Amid speculation that the
Japanese authorities could intervene for the second time this year, analysts point out that considering
Japan’s limited capacity, intervention at current levels is unlikely. The Japan government reportedly spent
¥2 81tn ($19.6 bn) on its September yen intervention, according to Bloomberg, after the currency weakened
to a 24-year low of 145.9 earlier this month. On the data front, Tankan survey results showed a continued
deterioration in the confidence levels of large manufactures, with the index falling to +8 in Q3 (vs
expected +10, from +9) as optimism of oil, coal and non-ferrous metal manufactures declined. In contrast,
large service sector and construction companies saw an improvement in sentiment. Separately, a BoJ
report showed businesses’ inflation expectations increasing to a new record high amid high commodity
prices and a rapid weakening of the yen, according to Bloomberg. Japanese equities gained +1%.

BOJ Tankan Indexes for Business Conditions, Outlook Hlstory of Yen Intervention
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Emerging Markets back to top

EMEA equities were mixed while currencies were trading mostly lower against the dollar. Central
Eastern European currencies mostly gained against the euro, with the Polish zloty +0.5% stronger, and the
Czech koruna up +0.2%, while the Hungarian forint weakened (-0.3%). On the data front, Poland’s
September manufacturing PMI surprised on the upside (43.0 vs expected 40.2 from 40.9) while readings
disappointed for Hungary (49.6 vs expected 55.0 from 57.8) and the Czech Republic (44.7 vs expected
456 from 46.8). Asian equities were mixed, slipping -0.5% on net. The Philippines outperformed
(+0.7%) while Sri Lanka (-2.8%) and Thailand (-1.5%) saw the largest declines. On the data front
Indonesia’s headline inflation accelerated to 5.95% in September from 4.69%, broadly in line with
expectations. September PMI manufacturing increased to 53.7 from 51.7. China is closed for a week-long
holiday. Latin American stocks were mixed while currencies were mostly down on Friday. Equities
increased in Brazil (+2.2%) ahead of the Presidential election that took place on Sunday, with equities also
up in Chile (+1.6%), and Argentina (+0.8%). Equities fell in Mexico (-1.1%) and Colombia (-0.7%). The
Colombian Peso had the biggest move Friday, depreciating by -1.7%) against the dollar after the central
bank hiked its benchmark rate by less than expected (100 bps vs 150 bps).

EM Fund Flows

EM hard currency bond fund outflows were the largest since March 2020. EM bond flows were -$4.2bn
(compared to -$2.6bn last week), while EM equity flows were -$2.3bn (compared to -$2.5bn last week).
This was the third consecutive week of outflows for EM bond funds with local currency bond fund outflows
(-$1.1bn) being the largest in 10 weeks. Local currency bond fund outflows were mostly from EM ex China
(-$904mn) and hard currency bond fund outflows were mainly from general EM bond funds (-$2.9bn).
Regarding EM equity funds, outflows were only non-ETF driven (-$2.7bn), while ETFs (+$378mn) posted
the largest inflow in nine weeks. Equity fund outflows occurred in all regions, with Asia ex-Japan (-$495mn),
EMEA (-$58mn), and Latam (-$8mn).
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Exhibit 1: Weekly Cross-Asset Flows Exhibit 2: Annual EM bond and equity fund flows
USD billion USD billion
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Turkiye

The Turkish lira was little changed after the September headline inflation acceleration was broadly
in line with expectations (83.5%y/y from 80.2%). The central bank cut its interest rate by 100bps to 12%
in September and President Erdogan has expressed hopes for further cuts going forward. Analysts highlight
that the interest rate cuts are likely to add further pressure to inflation. Goldman Sachs analysts highlight
that the currencies of emerging markets with lower real yields or weaker external balances, driven
by both shifts in the terms of trade and the relative domestic demand strength, have seen the largest
declines in 2022. Turkish equities rallied (+2.9%) this morning while the five-year CDS increased by 6 bps
to 788 bps and the lira weakened marginally against the dollar (-0.2%). The lira has weakened by roughly

28% this year.
Exhibit 6 : ...and elsewhere in EM
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Latam
Colombia

Colombian peso (-1.7%) depreciated on Friday and two-year swap rates dropped 32 bps after the
central bank hiked its benchmark rate by less than expected (100 bps vs 150 bps). According to
Bloomberg, the peso’s performance on Friday was the third worst out of 140 currencies. Analysts suggest
that the dovish move by the central bank will negatively affect inflation expectations. Colombia’s inflation
increased to 10.8%y/y in August, the fastest pace in 23 years, with food prices increasing by 26%. President
Petro will start to gradually remove gasoline subsidies next month, as well as incorporate a large increase
in minimum wage in January, potentially risking a further rise in prices.
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Chile

Chile’s copper production declined for third consecutive month. Chile produced 422,888 metric tons
of copper in the month of August. According to Chile’s statistic agency, production decreased (-9.4% yly
and -1.7% m/m). The quality of ore has been worsening, which requires mines to move more rock in order
to produce the same amount of copper. Copper 3-m futures are down (-22.4%) YTD, and (-41.5%) from its
peak in March amid rising recession fears. Over the same time periods, the Chilean Peso has depreciated
-12% and 19.7% respectively.

Source: Bloomberg

—Chile monthly copper output (metric tons) ~ —LME COPPER 3MO (8, right scale)
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Appointee), Phakawa Jeasakul (IMF Resident Representative in Hong Kong SAR), Johannes S Kramer (New York
Representative), Aurelie Martin (Senior Economist- London Representative), Kleopatra Nikolaou (Senior Financial Sector Expert),
Natalia Novikova (IMF Resident Representative in Singapore), Silvia Ramirez (Senior Financial Sector Expert), Patrick Schneider
(Financial Sector Expert), Dmitry Yakovlev (Senior Research Officer), and Akihiko Yokoyama (Senior Financial Sector Expert).
Javier Chang (Senior Administrative Assistant) Olga Lefebvre (Staff Assistant), and Srujana Sammeta (Staff Assistant) are
responsible for the word processing and production of this monitor.

Disclaimer: This is an internal document produced by the Global Markets Analysis Division (GA) of the Monetary and Capital
Markets Department. It reflects GA staff’s interpretation and analysis of market views and developments. Market views presented
may or may not reflect a consensus of market participants. GA staff do not independently verify the accuracy of all data and events
presented in this document.
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Emerging Market Financial Indicators

Last updated: Exchange Rates Local Currency Bond Yields (GBI EM)
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Colors denote tightening/easing financial conditions for observations greater than +1.5 standard deviations. Data source: Bloomberg.
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