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Interest Rates Thoughts

UST yields in ranges

e USD rates. UST yields corrected higher on Friday, after the massive Frances Cheung, CFA

bond rally on Thursday. Yields opened a bit softer in Asia this Head of FX and Rates Strategy
morning. As market has earlier pared back rate hike expectations
while the UST curve is relatively flat, room for 10Y UST to rally
appears limited in the near term. First, Fed funds futures last priced
22bps of a hike by year end, and additional 45bps of hikes in 2027;
although 2027 pricing is more hawkish than our base case, there is
a lack of trigger for market to further pare back rate hike
expectations at this juncture. While we and the market expect the
FOMC to keep the target of Fed funds rate unchanged at 3.75-
4.00% at this week’s FOMC meeting, the Committee is unlikely to
come up with a rhetoric that would go against market expectation
for further tightening. Second, with 2s5s segment at 12bps and
5510s segment at 18bps, the incentive for investors to extend
duration is probably not great. 5Y UST may still be preferred on the
curve. For 10Y UST vyield itself, 10Y real yield has fallen by
cumulative 30bps from the peak attained on 5 October reflecting
to some extent the Al related sell-off, while breakeven has stayed
stable. On balance, 10Y UST yield may consolidate in the range of
4.95-5.05% going into FOMC.
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e IndoGBs. Stable SRBI rates, a lower reserve ratio, and continued
hedging incentives may lead to outperformances of short to mid-
tenor IndoGBs on the curve. SRBI rates were little changed to mildly
higher at Friday’s auction, as Bank Indonesia prefers to support
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inflows via providing hedging incentives, instead of higher SRBI
rates which may have a crowding-out effect. 6M, 9M and 12M SRBI
rate (average accepted) came in at 6.491%, 6.530% and 6.601%,
respectively, which were 3bps higher, 5bps higher and virtually
unchanged compared to those at previous auctions. For a one-year
tenor, the discount for FX swap hedging was last estimated at
around 39bps (mid), while implied IDR rates have eased since 16
October. The enhanced pick-up may help stabilise foreign net
flows. Foreign holdings of IndoGBs (including bills) fell from the
recent high of IDR922.27trn attained on 15 October, with bond
outflows totalling IDR7.9trn on the four business days on 16-21
October. Foreign holdings have fluctuated over the days; the
broader trend since late March this year remains as an upward one.
10Y IndoGB-UST vyield differential has widened to 243bps, to our
expected range of 240-250bps under a subdued risk environment.
Near-term range for 10Y IndoGB yield is seen at 7.35-7.50%.
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e CNY rates. Short-end repo-IRS traded on the firm side this morning,
as rate cut expectation has not intensified further while PBoC did
not fully roll over MLF. We have noted 1Y repo-IRS at below 1.4%
level has already incorporated a 10bp outright interest rate cut
expectation, which is dovish enough. This morning, PBoC
conducted CNY700bn of 1Y MLF, versus maturity of CNY900bn
tomorrow, thereby net withdrawing CNY200bn of medium-term
liquidity. The size of overnight OMO reverse repo increased to
CNY398bn today, in line with our expectation for bigger sizes as
month-end approaches. Worth to note is PBoC also conducted
CNY56bn of 7-day reverse repo this morning, crossing month-end.
We continue to see limited room for CNY rates to fall from here;
range for 1Y and 2Y repo-IRS is seen at 1.35-1.40%.
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e |n offshore, last Friday’s auctions of offshore CGBs were well
received, with coupon rate at 1.38% for the 2Y tenor, 1.40% for the
3Y tenor, 1.57% for the 5Y tenor, and 1.87% for the 10Y tenor.
Demand for RMB bonds is strong, for portfolio diversification while
some investors may also prefer the FX exposure. The FX-hedged
pick-up does not look particularly appealing for foreign investors
though.

e To recap on flow data, bond outflows (excluding NCDs) deepened
in September to CNY26.6bn (vs 3.7bn in August), entirely via
outflows from PFBs (policy financial bonds) while onshore CGBs
saw inflows of CNY14.2bn. Separately, NCDs saw inflows of
CNY30.6bn. Combining bond and NCDs flows, there were modest
net inflows of CNY4bn in September. On the broader measure of
cross-border flows, net FX settlement by banks on behalf of clients
increased to USD62.9bn in September; the inflow was entirely
supported by the trade in goods account, while there were
outflows in trade in services, direct investment and portfolio
investment. Willingness to convert foreign currencies receipts into
RMB (FX settlement to foreign currency receipt ratio) rose further
to 65.31% from 61.51% in August, after touching a recent low of
57.2% in July. The bond flow outlook is neutral, as portfolio
diversification flows meet narrow yield pick-up.
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