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The Fed is in unprecedented territory

Interest rates are at historically low levels... ...and have been so for an extraordinarily long time
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The Fed and markets view the world differently

...market pricing is not consistent with Fed guidance

Fed Funds Rate (%)
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Why we worry: the fear that Fed hikes trigger new EM crises

Fed Funds Rate (%)
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We have been through a golden age for emerging markets during
which the last Fed hiking cycle barely registered

Emerging markets offered an unprecedented growth This premium reached 5 percentage points prior to the
premium over advanced economies in the last decade global financial crisis
7 1 Trend GDP growth (%) 6 1 EM versus G7 growth differential
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Why did it happen?

Emerging markets have accounted for over three- All the stars were aligned for emerging markets from
quarters of total global growth over the last 10 years the early part of the last decade onwards
7 1 GDP growth (%
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It resulted in an unprecedented increase in investment flows into
emerging asset markets

Capital flows to EM expanded dramatically though Emerging markets have increasingly been able to
their composition changed after the crisis finance themselves in their own currencies
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The future for emerging markets will be more challenging

Many of the tailwinds that propelled emerging markets
in the last decade have turned into headwinds

Growth in major markets may accelerate but is
unlikely to return to pre-crisis levels

Demographics will turn less favourable,
imminently for some countries like Russia

Commodity prices past their peak, partly due to
China rebalancing

The cost of external financing will rise as the Fed
and others eventually withdraw monetary stimulus

Growth models in many emerging market
countries are past their ‘sell-by’ date

A multi-year dollar upswing will present challenges
for some EMs

Demographics is one example of this
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While EM faces a period of difficult adjustment, we think this will not
translate into systemic crises of the kind we saw in previous decades

Better macroeconomic management has brought Government debt levels are significantly lower than in
inflation more firmly under control advanced economies
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Currency pressure is much less of a threat to emerging markets than in

the past...probably

Foreign reserves levels are significantly higher as
countries have sought to self insure against crisis risks

300 - Ratio of short-term external debt to foreign reserves (%)
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Source: Haver Analytics, Deutsche Bank Research

| he currency mismatches that once characterized
emerging market balance sheets are now less
prevalent
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Divergences in growth and monetary policy point towards a stronger
dollar, which could in turn weigh on commodity prices

Rising differences in growth and nominal yields Commodity prices have tended to underperform in
between the US and Europe point to dollar strength strong dollar environments
150 - Real broad dollar index 80 - —Real commodity prices - 70
140 - 6y1s, up 75 —nDollar index (rhs, inverted) - 75
70 - - 80
130
65 - - 85
120
60 - - 90
110 55 - - 95
100 50 - - 100
90 45 - - 105
80 ] 10 yrs, down 10 40 | I 110
35% yrs, down
6 yrs, 29% 35 1 B 115
70 |
30 T T T T T T T T T T T T 120
60 . . . . . . . . . . 90 92 94 96 98 00 02 04 06 08 10 12 14
73 77 81 85 89 93 97 01 05 09 13
Source: Haver Analytics, Deutsche Bank Research Source: Haver Analytics, Deutsche Bank Research
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Weaker commodity prices create some (mostly obvious) leaders and
laggards among emerging markets

Weaker commodities would tend to favour much of Asia and EMEA over Latin America, where every country is to
varying degrees a net commodity exporter

20% - Commodity trade balance (% GDP)
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Energy exporters face the most acute challenges: oll prices have
weakened by much more than food and metal prices

Among the major EMs, Venezuela and Russia are the most exposed. India, Turkey, Hungary, Thailand, and Korea
are the major beneficiaries
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Have capital flows to emerging markets surged to such an extent that a
sudden stop is now inevitable?

The current rate of capital flows to EM is not especially

...this is true even in bond markets
strong by recent standards...
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Source: Haver Analytics, Deutsche Bank Research Source: Haver Analytics, Deutsche Bank Research
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Stocks and flows: following years of inflows, however, foreigners now
own a lot more EM debt than they did before the global financial crisis

Foreign ownership of privately held government debt has gone up by over 10 percent of recipient GDP on average

Foreign ownership of privately held government debt (% total
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Deutsche Bank Robert Burgess | (+44) 20 7547-1930 | robert.burgess@db.com

Deutsche Bank Research 16



Deutsche Bank

Another EM debt crisis?

External debt levels are still quite moderate...

...though debt service indicators are a bit more mixed
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But there has been an increase in dollar debt issuance by the private
sector in EM

The increase has been concentrated in companies and ...some of the increase in issuance has been through
banks rather than government... offshore affiliates of EM companies and banks.
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B‘g‘dg‘éﬂg Egﬂi Research Robert Burgess | (+44) 20 7547-1930 | robert.burgess@db.com 18



Deutsche Bank

In Turkey, the increase in corporate dollar funding has been
iIntermediated through local banks

Turkish companies have substantial FX liabilities... ...and relatively little is naturally hedged
300 - FX liabilities of Turkish companies - 35 35 1 FX debt for sample of Turkish companies,
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Emerging markets that are either highly reliant on external funding or
heavily levered are potentially vulnerable to higher US rates

During “Taper Tantrum 1.0”, markets focused on a ...though not so much on countries with large and/or

handful of EMs with large external deficits... rapidly growing private debt levels
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Source: Haver Analytics, Deutsche Bank Research Source: Haver Analytics, BIS, Deutsche Bank Research
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Some of the more fragile EMs have made progress in adjusting over.
But this process is incomplete.

FX valuation in the so-called fragile five emerging Current account adjustment on the other hand has
markets has improved since the taper tantrum lagged, with the notable exception of India
10 - DB valuation (%) T 7, Currentaccount deficit (% GDP)
Overvaluation
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Source: Haver Analytics, Deutsche Bank Research Source: Haver Analytics, Deutsche Bank Research
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EM Vulnerability Assessment confirms high risks in Ukraine,
Venezuela and Argentina

. Credit Private Current Reserve FX Public Fiscal
Growth Inflation Real rates ) Overall
growth debt account cover valuatlon debt balance
Z score YoY% Excess % % GDP % % GDP % GEFR % GDP % GDP Percentile
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Source: Haver Analytics, Deutsche Bank Research
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Our vulnerability heat map points to a reduction in risks in Central
Europe, India, and Indonesia; but rising risks in Latin America

Asia
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Good macro management has never been enough: structural policies
also matter and this will become increasingly apparent.

Institutional Financial Economic Goods State Labour
qualit Infrastructure Education market openness market intervention market Overall -2.0 0.0 2.0
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Values are normalized such that zero represents that average for EM in 2007
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The structural reform process in Russia has stalled and may swing into
reverse if the government pursues a more inward-looking strategy

Russia has made little progress reducing the role of ...and little progress in diversifying economic activity
the state in the economy.... away from the oil and gas sector
80 1 State-owned share(%) 26 1 Share of manufactures in total exports (%)
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The failure to address long-standing structural weaknesses has
undermined South African economic performance

A toxic combination of poor labour ...and a failure to invest in critical ...has hit exports despite a much
relations and a weak education... infrastructure at an early stage weaker rand
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Turkey is a little unusual insofar as its problems are as much
macroeconomic as structural in nature

...contributing to low private saving, chronic reliance on

Turkey has yet to bring inflation firmly under control... foreign saving, and a tendency to boom-bust cycles
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Combining our macroeconomic and structural assessments helps to
identify countries that could struggle in a rising rate environment
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Conclusions

m The normalization of US monetary policy will represent a key stress test for
emerging markets

m Market pricing suggests the process could be a benign one, characterized by
very gradual increases, a low terminal rate, and offsetting flows from the ECB

m This could provide policymakers within EM additional time to adjust

m \We continue to think a systemic EM crisis remains unlikely, reflecting the buffers
put in place over the past 10-15 years

m But even a benign US hiking cycle could present challenges where there have
been rapid increases in leverage, especially if funded in dollars

m The days in which emerging markets collectively under- or over-performed are
likely behind us: we expect greater divergence in performance

m It will ultimately be the quality of economic policymaking within EM — structural
as much as macroeconomic — that will drive this performance

B‘é‘dg‘éﬂg Eggt Research Robert Burgess | (+44) 20 7547-1930 | robert.burgess@db.com

29



Deutsche Bank

End
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securities. Deutsche Bank may engage in transactions in a manner inconsistent with the views discussed herein.

Qatar: Deutsche Bank AG in the Qatar Financial Centre (registered no. 00032) is regulated by the Qatar Financial Centre Regulatory Authority. Deutsche Bank AG - QFC Branch may only undertake the financial
services activities that fall within the scope of its existing QFCRA license. Principal place of business in the QFC: Qatar Financial Centre, Tower, West Bay, Level 5, PO Box 14928, Doha, Qatar. This information has
been distributed by Deutsche Bank AG. Related financial products or services are only available to Business Customers, as defined by the Qatar Financial Centre Regulatory Authority.

Russia: This information, interpretation and opinions submitted herein are not in the context of, and do not constitute, any appraisal or evaluation activity requiring a license in the Russian Federation.

Kingdom of Saudi Arabia: Deutsche Securities Saudi Arabia LLC Company, (registered no. 07073-37) is regulated by the Capital Market Authority. Deutsche Securities Saudi Arabia may only undertake the financial
services activities that fall within the scope of its existing CMA license. Principal place of business in Saudi Arabia: King Fahad Road, Al Olaya District, P.O. Box 301809, Faisaliah Tower - 17th Floor, 11372 Riyadh,
Saudi Arabia.

United Arab Emirates: Deutsche Bank AG in the Dubai International Financial Centre (registered no. 00045) is regulated by the Dubai Financial Services Authority. Deutsche Bank AG - DIFC Branch may only
undertake the financial services activities that fall within the scope of its existing DFSA license. Principal place of business in the DIFC: Dubai International Financial Centre, The Gate Village, Building 5, PO Box
504902, Dubai, U.A.E. This information has been distributed by Deutsche Bank AG. Related financial products or services are only available to Professional Clients, as defined by the Dubai Financial Services
Authority.

Risks to Fixed Income Positions

Macroeconomic fluctuations often account for most of the risks associated with exposures to instruments that promise to pay fixed or variable interest rates. For an investor that is long fixed rate instruments (thus
receiving these cash flows), increases in interest rates naturally lift the discount factors applied to the expected cash flows and thus cause a loss. The longer the maturity of a certain cash flow and the higher the
move in the discount factor, the higher will be the loss. Upside surprises in inflation, fiscal funding needs, and FX depreciation rates are among the most common adverse macroeconomic shocks to receivers. But
counterparty exposure, issuer creditworthiness, client segmentation, regulation (including changes in assets holding limits for different types of investors), changes in tax policies, currency convertibility (which may
constrain currency conversion, repatriation of profits and/or the liquidation of positions), and settlement issues related to local clearing houses are also important risk factors to be considered. The sensitivity of fixed
income instruments to macroeconomic shocks may be mitigated by indexing the contracted cash flows to inflation, to FX depreciation, or to specified interest rates — these are common in emerging markets. It is
important to note that the index fixings may -- by construction -- lag or mis-measure the actual move in the underlying variables they are intended to track. The choice of the proper fixing (or metric) is particularly
important in swaps markets, where floating coupon rates (i.e., coupons indexed to a typically short-dated interest rate reference index) are exchanged for fixed coupons. It is also important to acknowledge that
funding in a currency that differs from the currency in which the coupons to be received are denominated carries FX risk. Naturally, options on swaps (swaptions) also bear the risks typical to options in addition to the
risks related to rates movements.
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