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Today: The week starts slowly with no data risk, but the other four days are packed. The market expects 25bp of 
easing by the FOMC, and in light of the moderating economy, fragile financial markets, and lack of Fed 
rhetoric to dispel the market of its easing notion, the Fed will likely ease 25bp. No change would incite a 
financial riot as markets repriced, while a 50bp cut could be perceived as the Fed knowing something bad 
that the markets do not know about. Non-farm payrolls are reported Friday, and the market expects a 90K 
gain - still indicative of a reasonably stable labor market. The ISM manufacturing index is expected to 
moderate to a marginally expansionary 51.5. Other data out include the S&P/CS house price index, 
construction spending, Q3 advance GDP, core PCE deflator, personal income/spending, Challenger job 
cuts, ADP employment, consumer confidence, and the Chicago and Milwaukee PMI's. Earnings 
announcements are due from UBS (Oct 30), DB (Oct 31) and Credit Suisse (Nov 1). UBS has already 
confirmed that its Q3 loss will register approximately US$516-688mm and warned that Q4 results could 
deteriorate from the initial positive readings.  

Overnight:  Bonds fell generally, and equities rallied, with the Hang Sang surging 3.9%. Oil reached nominal and 
inflation-adjusted records, as it traded above $93/bl and exceeded the inflation-adjusted record of 1981, 
when Iran cut exports. The recent spike stems from Mexico cutting production due to storms, a 
weakening US dollar, continued tensions in the Middle East, and ongoing global demand. Gold rallied to 
$794.7/oz a high since January 1980 on the crude oil rally and as the dollar slumped to an all-time low 
against the euro. The Greenback dropped against all major currencies but the yen, as carry trades moved 
forward overnight.  

Asset Commentary/Assessment: 

Eurodollars: Overnight, futures sold off 2-3bp, mostly in the ’08 contracts. The contract strip implies an expectation 
that the Fed Funds rate will bottom around 4.00% in H2’08. The amount of easing priced for Oct 31 
moderated: 25bp fully priced and an 8% chance of a 50bp ease. We believe the Fed cuts 25bp this week.  

Treasuries:  Overnight, the 2-yr yield rose 2bp, causing the curve to flatten. Friday, yields seesawed, rising when the 
Countrywide earnings were not so disastrous as feared, falling after the downside surprise from the U. 
Mich consumer confidence and a sell-off in equities, but then recovering as equities rebounded. This 
week, yields are likely to remain near their recent lows (3.69% for the 2yr, and 4.31% for the 10yr), and 
the curve will likely remain near its recent high (63bp on 2s10s) until the FOMC. Assuming an as-
expected 25bp ease, the tone of the statement will provide the key for yields and the curve. A dovish slant 
will allow yields to break out lower and the curve to steepen beyond the September highs, while a benign 
or hawkish statement will allow yields to rebound and the curve to flatten back. 

Swaps:  Overnight, spreads tightened, more so at the front end (2yr -1.3bp, 10yr -0.4bp). For the week, spreads 
will likely chop around in a tight range until the FOMC and then tighten once the uncertainty of Fed action 
has passed. Risk emanates from the many data points, especially the ISM and payrolls reports, which 
occur after the FOMC announcement. Additionally, spreads could be impacted by earnings 
announcements. Longer-term, we believe that as the financial uncertainties moderate gradually, the 2yr 
swap spread in particular will tighten significantly. Consequently, we are contemplating 2yr receiver 
positions.  

MBS: MBS opened Friday roughly 2 wider vs the curve and stayed there for most of the day. Good overseas 
buying in 6's kept them bid initially this morning. However, they widened out another 2 ticks to finish the 
day roughly 4 wider vs the curve, led by discounts which underperformed by 1+ vs premiums. In 
specifieds, vintage and 10/20 IO paper traded very well today. Payups on seasoned discounts increased 
by nearly a tick, and 10/20 6%s tightened in almost two ticks.  
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