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e US equities finished May down 6.6%, the first monthly loss of 2019 (link)

e US 2-year plummets below 2% as markets price multiple cuts this year (link)

e Canadianyield curve inverts the mostin 12 years (link)

¢ Mexican peso depreciates as US announces tariffs on Mexican imports (link)

e China publishes trade white paper and is preparing “unreliable entity list” (link)
e Sovereignyields continue to fall as Italy bucks the trend (link)

e SPECIAL FEATURE: China’s FX Management (see attachment)
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Investors remain tentative as trade fears continue to loom

Risk sentiment is generally weaker once again this morning, with most major equity markets lower
along with sovereign bond yields. US equity futures are pointing to a further decline as trade worries
continue to be the primary focus for investors. Treasury yields are falling once again, with the 2-year down
t0 1.87%, its lowest level since 2017. With the US re-opening a trade feud with Mexico, China has continued
to take measures in response to US tariffs. Chinese equties are lower on the continued tensions while the
renminbi is steady. Other emerging markets are mixed so far today, with most non-China Asian equity
markets higher and currencies somewhat stronger. The Mexican peso meanwhile is weakening further
following Friday's sharp decline as the fallout from the recent trade announcements continue to be
digested.

Key Global Financial Indicators

Last updated: Level Change from Market Close

6/3/19 7:57 AM Last 12m Latest 1 Day 7 Days 30 Days 12M
Equities % %
S&P 500 T Then D752 -13 -2 -7 1 10
Eurostoxx 50 3277 | 0.1 3 - -5 9
Nikkei 225 o e 204711 -0.9 -4 -8 2
MSCI EM N 41 03 2 -8 -12 4
Yields and Spreads bps
US 10y Yield e e 2,12 -89 -20 -41 -78 -57
Germany 10y Yield e, -0.20 -0.1 -6 -23 -59 -45
EMBIG Sovereign Spread s 381 1 15 400 40 -33
FX / Commodities / Volatility %
EM FXvs. USD, (+) = appreciation [ ™ me—s. 616 0.1 0 -1 -7 -1
Dollar index, (+) = $ appreciation [t *w"" 977 -0.1 0 0 4 2
Brent Crude Oil ($/barrel) e 624 0.6 -11 -12 -19 16
VIX Index (%, change in pp) e 188 0.0 3 6 5 -7

Colors denote tightening/easing financial conditions for observations greater than +1.5 standard deviations. Data source: Bloomberg.
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Tensions over trade developments are likely to continue to be the main focus for market participants this
week, as the aftermath of president Trump’s surprise threat, a new tariff policy against Mexico, might not
have fully played out yet. On the economic data front in the US, the May ISM manufacturing will be released
on Monday (53.0 expected) and the May nonfarm payroll is expected on Friday (net 185k increase expected).
Beyond the US, the ECB will meet for the rates decision on Thursday. While they are expected to keep rates
on hold, their communication will be watched closely as the downside tail of the macro forecast has become
fatter, and inflation expectations have continued to slide with 5y5y forward swap rate close to the 2016 all-

time lows. There will also be central bank meetings in Australia (25bps cut expected, Tuesday) and Poland
(no change expected, Wednesday).

United States back to top

Stocks finished the month down 6.6%. US equities gapped lower Friday morning following the latest
trade threat against Mexico, extending losses during the day to a 12-week low amid intensifying global
trade tensions. VIX edged higher on the day to 18.7. Meanwhile, US economic indicators have continued
to deteriorate. Consumer sentiment in May released Friday increased from the previous month but was
weaker than expected (100.0 versus 101.5 expected). “Although consumer sentiment remained at very

favorablelevels, confidencesignificantly erodedinthe last two weeks of May,” the director of the University
of Michigan consumer survey noted in a statement.
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Treasury yields plummeted, with the 2-year closing at below 2%, the first time since January 2018.
Fed fund futures December 2019 contract now implies the policy rates to be below 2% at the end of this
year, indicating two rate cuts in this year. Treasury 10-year rates declined by 38bps for the month to 2.12%.

Fed Fund Futures Implied Forward Rate
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Corporate bond spread reversed its tightening trend in May. US credit spreads widened meaningfully
for the month, as investors have seen that risky credit products would be among the most vulnerable
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assets if the lower Treasury yields do suggest a significant slowing of the economy. Analysts pointed out
that high-yield corporate bond spreads could be materially wider to reach 500bps or more if Treasury 10-
year yields sink below 2%, as history shows. According to EPFR Global, investors have pulled money out of
US high-yield bond funds for the fourth consecutive week, as high-yield bond funds saw $2.8 bn of
outflows for the week ending May 29.

Monthly Change in Corporate Bond US HY bond spreads (y-axis, bps)
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Europe back to top

Trade war fears continue to weigh on European assets. Equity markets are down across the region with
the EuroStoxx 600 down 0.6%. Yields continue to fall in sympathy with US yields and in anticipation
of a dovish ECB meeting on Thursday. Note that markets are pricing in a 50% probability of a 10-bps
cut in deposit rates by mid-2020. The 10-year German bund yield is down slightly today after falling 8 bps
last week, marking the fourth consecutive weekly decline. Note that although bund and US Treasury yields
have continued to move in sync throughout the year, rates in Germany lagged the move in the US over
the last few sessions. As a result, the spread between the two yields has fallen to 230 bps, breaking out of
the year’s range. Separately, yields in Italy are down nearly 10 bps following a letter by Finance Minister
Tria claiming the government is working on a plan to review spending and revenues for the 2020 budget
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In the UK, Bloomberg reports that several banks started to move swap positions from London to
Frankfurt. The operations involved some 10 banks opening and closing swap trades that could become
vulnerable in the event of a no-deal Brexit. No disruptions were reported. On the data front, UK
manufacturing PMI unexpectedly slipped into contractionary territory (49.4) for the first time since mid -
2016, considerably worse than the 52.2 expected. Yields in the UK are down a few basis points, and the UK
FTSE is down 0.7%, slightly underperforming equities in Continental Europe.
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Other Mature Markets  packto top

Japan

Equities (both Nikkei and Topix -0.9%) fell for the fourth straight day as US-China trade concems
overshadowed better domestic economic data. Electronics and telecommunications stocks were among
the biggest drags. The fall in equities came despite an upside surprise in capital spending for Q1, which
rose 6.1%y/y, compared with expectations of 2.6% and 5.7% in Q4. Separately, the Bank of Japan reduced
its monthly bond purchase frequencies at the long-end. Analysts interpreted the move as an attempt to
maintain the upward slope of the yield curve. Both 10-year and 30-year JGB yields were little changed
on the day and the yen was stable.

Losing Steam
Topix pares this year's gain to 0.3%
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Canada

Theyield curve inverted the most in twelve years. Canada’s 10-year government bond yields fell to
1.48%, 19bps lower than 3-month bill yields. Investors are buying long-duration assets on concern that
president Trump’s new trade threat to impose tariffs on Mexican imports could derail the revised North
American Free Trade Agreement. The increased trade tensions threaten a Canadian economy that is
showing signs of recovery from a slump in the first quarter. March GDP growth released Friday was +0.5%
mom, slightly better than expected (+04% consensus), after weak numbers in February. Analysts believe
that there is still plenty of uncertainty about the outlook to keep the Bank of Canada on the sidelines in
terms of any future rate hikes for now.

A Flash Back

Spread between 3-month and 10-year Canadian government bond yields
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Commodities

Oil price dropped sharply amid concerns over supply-demand imbalances. West Texas Intermediate
crude price declined by 5.7% on the day to finish the month down by 16% at $53.5/bbl, as global trade
tensions escalated, undermining the outlook for energy demand growth. Meanwhile, US crude explorers
expanded their activity as drilling costs declined. Stockpiles of US crude oil remained near their highest
levels since mid-2017.

Emerging Markets back to top

Asian equities (+0.6%) gained on net but dispersion was wide across markets. Gains were led by the
Philippines (+1.4%), Korea (1.3%) and India (+1.0%). The outperformance by the Philippines was driven by
real estate stocks on expectations of continued monetary easing. Chinese stocks (Shanghai -0.3%;
Shenzhen -1.0%) on the other hand underperformed as US-China trade tensions remain elevated. Vietnam
(-1.4%) and Australia (-1.2%) posted the largest losses in the region. Asian currencies broadly appreciated,
with the Korean won (+0.7%), the Philippine peso (+0.5%) and the Indian rupee (+0.6%) strengthening the
most. EMEA equities have started the week mixed, with gains in Saudi Arabia (+1.2%) and Russia (+1.1%),
while Turkey (-0.7%) and the Czech Republic (-0.5%) saw the largest losses in the region. Currencies
strengthened slightly to the US dollar. Latin American assets mostly saw losses on Friday after the US
administration indicated it would impose tariffs on Mexican imports. Stocks in Mexico (-1.4%), Argentina
(-0.9%) and Brazil (-0.5%) saw losses; Chilean equities (+0.9%) bucked the trend. Among regional
currencies, the Mexican peso (-2.4%) weakened the most against dollar, followed by the Argentine peso (-
0.5%) and the Colombian peso (-0.5%), while the Brazilian real (+1.5%) strengthened against the dollar as
investors used it to short the Mexican peso.

Key Emerging Market Financial Indicators

Last updated: Level Change
6/3/19 7:59 AM Last 12m index 1 Day P EVE 30 Days

Major EM Benchmarks % %
MSCI EM Equities e 4071 0.3 2 -12 4
MSCI Frontier Equities Mt 2871 0.0 2 -6 10
EMBIG Sovereign Spread (in bps) ,W"\.,ur 381 1 15 40 -33
EM FX vs. USD el 6153 0.0 0 -7 -1
Major EM FX vs. USD %, (+) = EM currency appreciation

China Renminbi e 691 0.0 0 0
Indonesian Rupiah L Men 14269 10 1 0 -3 1
Indian Rupee e N e 6927 06 0 0 -3 1
Argentine Peso T 4479 -0.5 0 -1 -16
Brazil Real w392 15 3 0 -5 -1
Mexican Peso Nt 1973 o6 SN 4 2 0
Russian Ruble A, 6539 0.1 -2 0 -5 6
South African Rand P 14.55 0.2 -1 -1 -14 -1
Turkish Lira e~ 589 -0.9 3 1 22 -10
EM FX volatility P e 858 |08 | O 07 07 2

Colors denote tightening/easing financial conditions for observations greater than 1.5 standard deviations. Data source: Bloomberg.

Emerging markets

Last week EM dedicated bond funds saw small outflows while equity fundsrecorded larger outflows.
Outflows from EM bond funds (-$0.5 bn) continued to slow as flows into hard-currency funds turned
positive and investors pulled money out of local-currency funds at a reduced pace. At the same time,
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outflows from equity funds (-$1.9 bn) continued, although they also slowed compared to the week before.
The defensive tone in EM asset markets has continued as concerns about global growth and escalating
global trade tensions remain at the fore. Analysts suggest that the fall in core rates in DM could partially
offset the negative impact of weaker EM asset performance, particularly in EM credit, because histo rically
investors have sought to increase exposure to higher-yielding asset classes during periods of depressed
global bond yields.
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Renewed trade tensions sparked a sharp decline in nonresident capital flows to EM. After a positive
performance in March and April, IIF reports an estimate of $5.7 bn outflows in May. With an outflow for
equities of $14.6 bn, May is poised to be the worst performing month for non-resident equity flows since
the taper tantrum. On the other hand, May saw $9 bn of debt inflows, a much lower reading than the $24.2
bn inflwos in April.

Exhibit 1. Net Non-Resident Portfolio Inflows to EMs

USD billion; monthly flows through May 2019
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Mexico

The peso weakened by 2.4% against dollar, its worst day since October 2018, and one-month
implied volatility surged to 11%, its highest in 4 months after president Trump announced new
tariffs. Mexican responses so far convey a conciliatory message as president Lopez Obrador said the
country will not react in a desperate way. The US imported 76% of total Mexican exports in 2018 or about
28% of Mexico's GDP. This implies a $17 bn tax under a 5% tariff which could increase to be a $86 bn tax
under a 25% tariff. The top US imports from Mexico are motor vehicles and parts ($82 bn) and data
processing machines ($26 bn), according to analyst reports. The tariffs could eventually lead some firms
that currently produce in Mexico to relocate to the US, significantly impacting growth in Mexico. Mexico's
local 10-year rose 7.4 bps and TIIE swap rates are up across the curve, pricing in 5bps easing in 6 months
compared to 17bps previously.
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US Trade in Goods with Mexico
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China

Equities (Shanghai -0.3%, Shenzhen 1.0%) declined on negative trade-related news flow over the
weekend. First, the information office of China’s State Council released a white paper yesterday that
blamed the collapse of trade negotiations on unrealistic demands by the US. The document also reiterated
three prerequisites for a trade deal - the US should removeall additional tariffs, China’s purchases of goods
from the US should be realistic, and there should be a proper balance in the text of the agreement — that
Vice Premier Liu He mentioned previously. However, China also expressed a willingness to work with the
US, stating that the tariffs “will only make things worse for all sides”. Second, China is preparing a foreign
“unreliable entity list" targeting foreign companies that harm the “legitimate rights and interests” of
Chinese groups. According to the commerce ministry, the list will apply to those who flout market rules
and the spirit of contracts, and block supplies to Chinese companies for non-commercial reasons. Reports
over the weekend suggest such companies could be barred from doing business with China entirely, and
their employees may be banned from travelling in the country. Third, Beijing also began investigating
FedEx for allegedly “undermining the legitimate rights and interests” of its Chinese clients. This came after
Huawei accused the firm of unauthorized re-routing of its packages, with some diverted to the US instead
of addresses in Asia. The onshore and offshore RMB were steady as the central bank fixed the
currency on the stronger side by the most since April 18.

Investor concerns over the credit risk of banks remain elevated amid the resignation of the auditors
of a small commercial bank. Demand for negotiable certificate of deposits for smaller banks remained
weak after the sharp drop in issuance
last week. According to Bloomberg, the
auditors of Bank of Jinzhou, Ernst &
Young, resigned as there were
indications that some loans to
institutional customers were used in
inconsistent ways. This followed
increased caution over small-sized
lenders after the takeover of Baoshang
Bank by regulators last month. Bank of
Jinzhou’s dollar-denominated AT1

Cold Market

Sales of Chinese interbank debt sank after first government seizure of a lender in 20 years
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Global Financial Indicators

Last updated: Level Change
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Asia Ex Japan o™ 66 0.1 1 -14 4
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Interest Rates basis points
US 10y Yield T N, 2,12 -89 -20 -41 -78 -57
Germany 10y Yield e, -0.20 -0.1 -6 -23 -59 -45
Japan 10y Yield A e, -0.09 0.1 -2 -5 -14 -10
UK 10y Yield ot e, 0.87 -14 -8 -35 -41 -41
Credit Spreads basis points
US Investment Grade s 132 28 -15
US High Yield it 483 122 -38
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Europe HY et s 310 22 -42
EMBIG Sovereign Spread s s 381 2 40 -33
Exchange Rates %
USD/Majors T 97 68 -0.1 0 0 4 2
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Implied Volatility %
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10y Treasury Volatility Index WNMJ 56 _ 15 10
Global FX Volatility sl 68 0.1 0.1 0.5 -09 22
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Greece et 309 2.7 22 -23 -104 -107
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Colors denote tightening/easing financial conditions for observations greater than +1.5 standard deviations.
Data source: Bloomberg.
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Emerging Market Financial Indicators

Last updated: Exchange Rates Local Currency Bond Yields (GBI EM)
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Colors denote tightening/easing financial conditions for observations greater than +1.5 standard deviations. Data source: Bloomberg.
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