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LEAD EDITOR: FABIO CORTES

e US Treasuries have erased their gains from last December's rally (link)

e European rates markets increasingly sensitive to US economic data developments (link)
e ECB reportedly close to agreeing on new monetary framework (link)

e Chinese banks' net interest margin shrank to record low in 4Q 2023 (link)

e Zambia eurobonds gain on debt restructuring news (link)

e Egypt eurobonds rally after deal with the United Arab Emirates (link)
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Markets cautious ahead of busy data week

European bourses were modestly lower and US equity futures signaled a pause for stocks as
investors focused on a busy week of data, including the second release of Q4 US GDP and the Fed’s
preferred measure of inflation. In Asia, Japanese stocks continued to make new record highs, with the
Nikkei up a stellar 17% year-to-date, significantly outperforming US and European stocks. In fixed income
markets, advanced economy government bond yields and corporate bond spreads were little changed this
morning. The dollar index was marginally weaker, but it remains 2.4% stronger year-to-date. Elsewhere,
Chinese equities (-1%) underperformed, led by decline in utilities and energy sectors, snapping an eight-
day winning streak. In frontier markets, the eurobonds of Zambia and Egypt extended gains following news
that China and India—the last two nations needed to sign a deal to restructure Zambia’s debt—have now
done so, and that Egypt and the United Arab Emirates reached an investment deal. The JP Morgan Next
Generation Markets index, a proxy for frontier bond market spreads, has continued to tighten and was
trading at 680 bps on Friday, its narrowest level in over two years.

Key Global Financial Indicators

Last updated: Level Change from Market Close
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Colors denote tightening/easing financial conditions for observations greater than 1.5 standard deviations. Data source: Bloomberg.

Previous editions of the GMM and Special Features are available in our Online Archive. 1
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This week, the economic calendar in the US is busy with high frequency activity data (PMls, ISM
manufacturing) along with the second release of the Q4 GDP figure and PCE (the Fed’s preferred measure
of inflation). Flash inflation data will be released for the major economies in the eurozone. CPI prints will
also be released in Japan, Australia, and Peru. Central bank meetings will be held in Israel, Hungary, New
Zealand, and Nigeria. Nigeria will be holding its first central bank meeting in six months with a new governor.
PMI data is also due to be released in China and for the major economies in the CEEMEA region (Russia,
Turkey, Poland, Hungary, Czech Republic, Nigeria, and South Africa). Canada, Sweden, Turkey, India, and
Brazil will also be releasing their GDP figures. Mexico will release its quarterly inflation report, which will
include the central bank’s updated forecasts for growth and inflation—the central bank is yet to start its
cutting cycle.

Mature Markets back to top
United States

US Treasuries have erased their gains from last December’s rally. Risk assets and rates markets had
benefitted from last December’s Federal Reserve meeting heading into year-end. A dovish surprise on the
central bank’s median projections showing three cuts for 2024 (against expectations of two) triggered a
euphoric rally in financial markets and an anticipation of a deep cutting cycle. Since then, a combination of
stronger data and push back from policymakers about the start and pace of rate cuts have pushed yields
higher back to levels seen prior to the December meeting. Nearly half of the sell-off in front-end yields was
triggered from the recent higher-than-expected CPI print for the month of January (+22 bps). While a
majority of January’s CPI releases have come in higher-than-expected over the last two decades, some
economists think inflation may be stickier going forward. The CPI's core services less housing component
has shifted notably higher (+0.85% m/m)—near the peak levels seen in 2022 (+1% m/m). Markets have
now dialed back their rate cut expectations for 2024 from seven cuts at their peak to three cuts, in line with
the central bank’s median dot plot for the rest of the year.

2-year and 10-year US Treasury yields trace back to levels prior to Majority of January's inflation prints have come in higher than expected since 2003
the Federal Reserve's December meeting
Percent Proportion of surprises on US CPI headline prints relative to BBG expectations
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European rates markets are increasingly sensitive to US economic data developments. Expectations
of US economic growth outperformance in 2024 relative to the UK and the Euro Area have continued to
widen according to Consensus Economics’ surveys. Despite the anticipated widening growth differential,
expectations on the policy front for the ECB and the BoE appear to be quite reliant on US data releases.
Goldman Sachs strategists find that the sensitivity of front-end EUR and GBP rates to US economic data
have increased significantly with the recent hiking cycle, being roughly double than in the pre-forward
guidance period in 2014. The heightened sensitivity could be reflecting a similar magnitude of uncertainty
around central banks’ reactions functions along with long positioning in rates markets rather than increased
linkages between the economies. The strategists think more than half of the sell-off in European rates since
the start of the year can be attributed to positive surprises coming out of US data.
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Exhibit 2: Correlation between US and Euro area/UK rates is close Exhibit 6: EU & UK rate sensitivity to US data is at the highs
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Euro-area

European equities were trading lower this morning (STOXX 600 -0.3%), with the technology sector
outperforming (+0.4%). The basic resources sector saw the largest declines (-2.0%), with Bloomberg
pointing to concerns over Chinese demand. The euro was trading marginally stronger against the
dollar (+0.3%) at around 1.085. Contacts are focused on inflation data from Europe (and the US), due this
week. Euro area sovereign bond yields were little changed (10-year bund yield +1 bps to 2.37%).
Analysts highlight that relatively dovish ECB commentary on Friday saw markets scale up their expectations
for ECB rate cuts slightly on Friday although some of the moves were retraced this morning. ECB president
Lagarde on Friday described slower Q4 pay growth as “encouraging”, however Lagarde also highlighted
the importance of the upcoming Q1 wage negotiations.

The ECB is reportedly close to agreeing on its new monetary framework and on track to announce
the results in spring. According to a Bloomberg article, sources say that the set-up will be tailor-made for
the euro-area and is envisaged to rely on bond holdings and bank loans to provide liquidity. It is expected
that the ECB will require at least two years to transition into the new system. In the meantime, HSBC
analysts see it as unlikely that central bank losses change the monetary policy outlook. HSBC
analysts also do not expect that the ECB would start tapering quantitative tightening soon.

ECB Is Aiming for Smaller Balance Sheet
Long~-term loans are expiring, bonds holdings are shrinking slowly

masset Purchase Program  MPandemic Emergency Purchase Program M Long-term loans to banks M Total assets on ECB balance sheet
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Japan

Japanese stocks continued to make new record highs (Topix +0.5%, Nikkei +0.4%). Separately,
Japan’s services PPI slowed to +2.1%yly in January (consensus: 2.4%, previous: 2.4%). 10Y bond yields
declined -3.5bps, the yen appreciated +0.1%. Last week, net yen short positions held by leverage funds
and asset managers rose to highest since mid-2022. Easing financial stress globally and expectations that
Bank of Japan will tighten policy more slowly than previously expected have boosted allure of yen-funded
carry trades, Bloomberg reported.
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Emerging Markets back to top

Asian equities were mixed. Mainland China led the decline (-1%) amid profit taking from the recent
rebound. Vietnam outperformed (+1%), led by financials. Asian currencies traded in narrow ranges. The
Philippine’s peso (-0.3%) and Indonesian rupiah (-0.2%) depreciated. 10-year bond yields broadly fell.
Indonesia plans to propose a wider budget deficit between 2.5%-2.8% of GDP for 2025 to fund new policies
by the new president. Prabowo is likely to succeed president Jokowi after winning nearly 60% of votes in
unofficial quick counts in the February elections; official results are to be announced by March 20.
Philippines raised a record 585 bn pesos ($10.5 bn) from retail treasury bonds, exceeding a previous
record of 516 bn pesos raised during the pandemic in 2020. EMEA markets were also mixed. Equities in
Egypt (+4.8%) outperformed while those in South Africa (-1%) declined. CEE currencies were mostly
trading weaker against the euro with the Hungarian forint (-0.2% at 389.78/€) underperforming ahead of
the policy decision tomorrow. The Turkish lira underperformed against the dollar (-0.7% to 31.12/$). Last
week S&P Global Ratings affirmed its B+/B long- and short-term foreign and local currency
sovereign credit ratings for Senegal, with a stable outlook. While the rating agency noted that
authorities have delayed an election for the first time since the introduction of a multiparty democratic
system in 1974, it views the February 15 court ruling that elections must be held as soon as possible “as
evidence that checks and balances in the country remain relatively strong”. In Latam, equities mostly fell
on Friday, with notable decreases in Mexico (-0.9%), Chile (-0.8%) and Brazil (-0.6%), while Colombia
equities rose (+0.9%). Most currencies also weakened, led by the Colombian Peso (-0.9%) and the
Brazilian Real (-0.6%). The Chilean peso is underperforming peers year-to-date, reflecting prevailing
bearish sentiment fueled by falling local interest rates. The peso is progressively approaching its historical
low of 1,060.4 to the dollar from July 2022, trading at 980.5 to the dollar on Friday.

EM Weekly Fund Flows

EM bond weekly outflows accelerated to -$1 bn, while equity inflows persisted at +$240 mn.
Following January data revisions, YTD bond flows are down -$4.4 bn (-$41 mn revision) while equity fund
flows are up +$2 bn (+2.1 bn revision). Notably, EM local currency bond funds observed inflows
amounting to +$52mn (up from -$253mn) last week, whereas hard currency outflows continued at a rate
of -$1.1 bn (compared to -$537 mn previously). Within local currency funds, the EM ex-China trend reversed
to the upside, recording an inflow of +$143 mn (compared to -$238 mn previously), while China's bond
outflows accelerated to -$91 mn (from -$15 mn). Turning to equities, ETFs attracted inflows of +$784 mn,
while non-ETFs experienced outflows of -$544 mn.

Figure 1: Weekly cross-asset flows Figure 2: EM bond and equity fund flows
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Morgan, EPFR Global, Bloomberg Finance L.P.

China

Chinese equities slumped -1% led by decline in utilities and energy sectors and snapped an eight-day
winning streak. Chinese banks’ net interest margin shrank to a record low under 1.7% in Q4 2023.
Market participants noted that large state-owned banks and urban commercial banks profitability have been
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hit hard due to the cut in existing mortgage rates in H2 2023. Separately, the State Council emphasized
the resolution of local government debt risk in an executive meeting last Friday. While local government
debt risk has eased following joint efforts from various agencies, the State Council highlighted the need to
further implement debt resolution plans. Meanwhile, China’s local governments plan to issue less
bonds in Q1 2024, about 13% less than in Q1 2023, Bloomberg calculated. There were market narratives
that local governments appear reluctant or unable to borrow more despite pressure to stimulate growth.
Some market participants believe the central government may take greater borrowing responsibility.
Separately, foreign funds piled into China’s bond markets via bank negotiable certificates of deposit
(NCDs) in January. Inflows into banks’ NCDs reached a record 117 bn yuan ($16.3 bn) in January. Foreign
investors returned to Chinese bonds was helped by lucrative swap-based trades, yuan stability and growing

expectations for further monetary policy easing by the People’s Bank of China. The Renminbi and 10-year
bond yields were little changed today.
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Zambia

Zambia’s eurobond prices gained sharply after Zambian president Hichilema said that China and
India have signed a deal to restructure Zambia’s debt. China and India are the last two nations to sign
a deal, and focus will now shift to a deal with the private sector external sector debtholders, particularly its
eurobonds. This follows after Zambia in October 2023 reached a memorandum of understanding with
official creditors to restructure $6.3 bn of debt, but a deal in principle was rejected by the official creditors
committee in November. The price of Zambia’s 2027 eurobonds saw the largest daily increase since
October 2023, according to Bloomberg, increasing to 68.70 cents on the dollar this morning — the highest
level since June 2022.

Price Jump Price of Eurobonds
Biggest one day gain in Zambia's 2027 bond price since October 90 .
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Egypt

Egypt’s eurobonds extended their rally after the announcement of an investment deal with the
United Arab Emirates (UAE). Egypt and the UAE reached an agreement last Friday to develop the areas
of Ras El-Hekma on the Mediterranean Sea. Egypt is set to receive $15 bn within one week and then a
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further $20 bn in the coming two months, with Goldman Sachs analysts pointing out that Egypt is expected
to receive $24 bn in new FX inflows over the next two months. Several analysts noted that the deal
between Egypt and the UAE increases the chances of restoring a functioning FX market in the
coming days. The 12-month non-deliverable forward contracts declined to 54.5 this morning and Morgan
Stanley analysts expect the dollar exchange rate against the Egyptian pound to continue decreasing in the
parallel market. Egypt’s 2032 eurobond was trading at 81.77 cents on the dollar this morning, from 76.68
on Friday and 72.24 on Thursday. Equities were up sharply (+4.8%).
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Colors denote tightening/easing financial conditions for observations greater than +1.5 standard deviations. Data
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Emerging Market Financial Indicators

Last updated: Exchange Rates Local Currency Bond Yields (GBI EM)
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