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Abstract (summary)

US Fed policy and emerging market investor sentiment.

In the week ending June 25, emerging market (EM) bond funds registered their 13th consecutive week of inflows,
with a further 685 million dollars in subscriptions, helping erase the huge outflows in the first quarter and bringing
this year's total inflows into EM debt funds to 4.9 billion dollars. Investor sentiment towards EMs continues to be
underpinned by the dovishness of the major central banks. In particular, the US Federal Reserve played down fears
of rising inflation in its latest set of projections on June 18 and signalled willingness to keep interest rates at very
low levels well into 2015. Yet central banks' ultra-accommodative policies are raising the stakes for EM assets amid
concerns that markets are too complacent about the external and country-specific vulnerabilities of this asset class.

SUBJECT:US Fed policy and emerging market investor sentiment.

SIGNIFICANCE:In the week ending June 25, emerging market (EM) bond funds registered their 13th consecutive
week of inflows, with a further 685 million dollars in subscriptions, helping erase the huge outflows in the first
quarter and bringing this year's total inflows into EM debt funds to 4.9 billion dollars. Investor sentiment towards
EMs continues to be underpinned by the dovishness of the major central banks. In particular, the US Federal
Reserve played down fears of rising inflation in its latest set of projections on June 18 and signalled willingness to
keep interest rates at very low levels well into 2015. Yet central banks' ultra-accommodative policies are raising the
stakes for EM assets amid concerns that markets are too complacent about the external and country-specific
vulnerabilities of this asset class.

ANALYSIS: Impacts.

The four-month-long rally in EM assets is being fuelled by the lack of hawkishness from the Fed.
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This rally is increasingly widespread, suggesting investors fail to distinguish between stronger EM credits and the
more vulnerable ones.

The main risk is that central bank attitudes are again artificially inflating EM assets when their fundamentals remain
bleak.

A four-month-long rally in EM assets shows no signs of abating, despite the turmoil in Ukraine and, more recently,
the escalating crisis in Iraq, which has already pushed oil prices up to a nine-month high amid fears of a disruption
to Iraqi oil exports.

EM bond funds have been registering inflows since April. According to JP Morgan Chase, debt flows are now back in
positive territory after heavy outflows in the first quarter of this year. However, while inflows into EM hard currency
(or dollar-denominated) bond funds amount to 10.5 billion dollars this year, EM local currency debt flows are still in
negative territory, with redemptions worth 6.3 billion dollars due to the sharp depreciation in EM currencies earlier
this year.

EM equities are up 5.5% over the past three months, led by sharp gains in
the stock markets of countries as diverse as Turkey (14%), India (11%),
Russia (10%) and Brazil (9%).

In the currency markets, which along with EM domestic bonds suffered the
most during the January sell-off, the Turkish lira has gained 8% against the
dollar since the end of January, while the Russian rouble (the second-worst
performing major EM currency in the first quarter) has strengthened 4.3%
since the end of April.

Indeed, spreads on EM dollar-denominated bonds, currently standing at 280
basis points, are now almost at their early May 2013 level, just before the US
Federal Reserve signalled its intention to start withdrawing monetary
stimulus.

Geographic diversity.

One of the most salient features of the current rally in 'risky assets' is
that it is increasingly indiscriminate, suggesting that markets are failing
to differentiate clearly between weaker and stronger sovereign credits.

Risk appetite increased further after the latest actions by the Fed and the
European Central Bank (ECB), which showed lack of hawkishness on the
part of the first and a set of new unconventional monetary stimulus
measures on the part of the second (see INTERNATIONAL: The impact of
US rate rises on EMs - June 19, 2014). Strong demand for higher-
yielding paper is leading to declines in spreads which are sharp and, in
some cases, probably excessive:

In Hungary, which suffers from very high levels of external debt and
whose central bank has cut its benchmark interest rate to just below the
level in Poland (a much stronger sovereign credit), the yield on the
country's ten-year local currency bonds now stands at just 4.2%. This is
a historic low and well below the level in May 2013 (back then the same

yield hovered around 4.9%).

Meanwhile, the yield on the two-year domestic bonds of Turkey, one of the EMs most out of favour with investors
earlier this year -- mainly because of concerns about the conduct of monetary policy -- has plummeted well more
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than 230 basis points since the end of March to 8.1% currently see INTERNATIONAL: Dovish central banks spur
risk - June 13, 2014).

Even some of the riskier frontier markets (FMs) are benefiting from strong demand for their high-yielding debt. On
June 16, Kenya managed to raise 2 billion dollars in the largest debut for an African sovereign in the government
bond markets. Yields on its five- and ten-year dollar-denominated bonds, currently at 5.8% and 6.8% respectively,
were lower than those on some mainstream EM external bonds.

On June 17, Ecuador, which defaulted voluntarily on 3.2 billion dollars' worth of debt in 2008, sold its first
international bond in six years, raising 2 billion in ten-year dollar-denominated debt at a yield of just 7.95%.

Risk of correction.

While there is still scope for the rally in EM assets to continue, there are mounting fears on the part of some market
participants that prices have become too detached from the underlying fundamentals of the asset class.

The main source of concern is that investors are becoming too complacent about the conduct of monetary policy on
the part of the Fed, partly because the Fed itself is downplaying the threat posed by a rise in US inflation and
signalling that interest rates will remain at exceptionally low levels for a considerable time after the asset purchase
programme ends.

This is fuelling the 'reach for yield' and increasing the odds of a sharp correction in EM asset prices, which are
currently being underpinned by technical factors (capital flows and investor positioning), as opposed to
fundamental ones (improving prospects for growth and structural reform).

The other concern is that markets are underpricing country-specific and geopolitical risks. The crisis in Iraq is of
even greater geopolitical significance than the Ukraine turmoil, since it is the second-largest oil producer in OPEC
and expected to provide as much as two-thirds of the growth in the cartel's production capacity through 2019. New
South African strike activity is also a serious concern. Yet, for now, global equity markets continue to shrug off
these issues.

CONCLUSION: The exceptionally low levels of volatility in markets should continue supporting the so-called 'reach
for yield' on the part of investors, underpinning demand for EM stocks and bonds. However, the dramatic rally in
EM assets in the face of increasing country-specific and geopolitical risks (particularly in Iraq and South Africa) is
increasing the scope for a sharp correction in asset prices -- especially if concerns about an earlier-than-expected
rise in US interest rates intensify.
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