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Appetite for emerging market bonds resurges
Monday, March 20" 2017

Investors have continued to plough money into emerging
market bond ETFs, despite economic and political uncertainty.

e Emerging market bond ETFs have amassed over $5bn of inflows so far in Q1
e Both corporate and sovereign bond spreads are trading tighter on the year
e Short sellers have covered half their positions in the EMB ETF

Emerging market bonds have regained favor with investors in 2017 and are on track
to register the second largest quarterly inflow on record. The closing three months of
last year had seen investors’ faith in the asset class waiver due to US interest rate
normalization and growing uncertainty stemming from the incoming administration’s
“America First” agenda which saw over $2bn flow out of emerging market bonds.
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Global policy uncertainty is still near highly elevated; however emerging markets
have proved resilient to this uncertainty as the Markit Emerging Market Composite
PMI indicated that economic activity across emerging economies grew at the fastest
pace in over two years over February, the first full month of the incoming US
administration. The hefty $5bn of new assets that has flowed into emerging market
bond ETFs this year to date indicates that the gathering economic momentum is
overriding any lingering fears around policy uncertainty.
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This growing consensus is also reflected by the fact that investors are now willing to
receive much less yield to hold dollar denominated emerging market bonds over US
treasuries than at any point over the last year. The index asset swap spreads of the
Markit iBoxx USD Emerging Markets Sovereigns and Markit iBoxx USD Emerging
Markets Corporates Overall indices, which tracks the level of extra yield required by
investors to hold the EM sovereign and corporate bonds over treasuries, indicates
that the market is now willing to accept 2.7% and 2.5% of extra yield respectively to
hold these asset classes. This marks a remarkable turn as these spreads were both
north of 3% as recently as three months ago.
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Investors have been rewarded for this faith in emerging market bonds as the iShares
J.P. Morgan USD Emerging Markets Bond ETF (EMB) and the iShares Emerging
Markets Corporate Bond ETF (CEMB), the largest sovereign and corporate emerging
bond funds, have both outperformed the US aggregate bond index by over 2% year
to date. Perhaps most surprisingly, this outperformance still holds when the event
window is widened to before the US election which kicked off the worst of the recent
uncertainty.

Short sellers cover

Short sellers had also been bracing for volatility in emerging market bonds as the
EMB ETF saw its short interest triple in the weeks immediately following the US
election, however this negative sentiment is rapidly unwinding. In fact the demand
to borrow shares in the ETF have nearly halved in the last four weeks which indicates
that the willingness to take the other side of the ongoing rally is melting even in the
face of the recent US interest rate rise and lack of consensus on the policies that will
drive markets in the immediate future.
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Disclaimer

The intellectual property rights to this report provided herein is owned by Markit
Group limited. Any unauthorised use, including but not limited to copying,
distributing, transmitting or otherwise of any data appearing is not permitted without
Markit’s prior consent. Markit shall not have any liability, duty or obligation for or
relating to the content or information (“data”) contained herein, any errors,
inaccuracies, omission or delays in the data, or for any actions taken in reliance
thereon. In no event shall Markit be liable for any special, incidental, consequential
damages, arising out of the use of the data. Markit is a trademark owned by the
Markit group.

This report does not constitute nor shall it be construed as an offer by Markit to buy
or sell any particular security, financial instrument or financial service. The analysis
provided in this report is of a general and impersonal nature. This report shall not be
construed as providing investment advice that is adapted to or appropriate for any
particular investment strategy or portfolio. This report does not and shall not be
construed as providing any recommendations as to whether it is appropriate for any
person or entity to “buy”, “sell” or “hold” a particular investment.
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