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Weathering the Storm 

 

Of late, much speculation has been made regarding the Federal Open Market Committee 

(FOMC) meeting held this week, with investors remaining cautious ahead of the results. A few 

thought that the US Federal Reserve (Fed) would upgrade its assessment of the US’ 

economic recovery and suggest a timeline to “taper off” of its Quantitative Easing (QE) 

program. Minutes of earlier meetings had only given open-ended accounts on what their plans 

for the bond purchase program were. For the most part, the Fed’s statements following this 

week’s meeting were much the same. The surprise however was that, unlike previous 

statements, the US Fed suggested a time frame, saying that they forecast to reduce stimulus 

as early as the latter part of 2013, and could end bond purchases entirely by mid-2014. What 

hasn’t changed is the prerequisite that this would happen only if the US economy continues to 

show signs of improvement (specifically, if unemployment continues to decline and inflation 

continues to rise at the pace that the Fed expects). What does this mean, exactly? 

 

QE Review 

The US Fed’s QE program involved spending US$85 Bn (QE3) a month to keep monetary 

stimulus going (following the first 2 rounds—QE1 and QE2), maintain low interest rates, and 

consequently, promote economic activity. 

With near zero interest rates in the US, the liquidity released by the central bank flowed to 

emerging markets where interest rate differentials were among the widest. There were 2 ways 

to earn from investing in these markets: the higher yield relative to US government securities 

as well as currency appreciation (as foreign funds buy the local currency to be able to invest in 

locally-issued securities). From here on, flows were seen to favor fundamentally sound 

emerging markets (such as the Philippines) in 2012 and for the first 4 months of 2013. 

 

What happens if the Fed cuts down QE3? 

Reducing the US$85 Bn amount relieves the downward pressure exerted on US interest 

rates—in effect letting them rise. Higher interest rates would then attract investors, resulting in 

money flowing back to the US and out of emerging markets (EM). From an economic 

perspective, concerns persist that a premature “tapering off” of economic stimulus may choke 

the still fragile economy. This in turn would lead to global risk-off sentiment. 

In anticipation of these as well as the depreciation of emerging market currencies (as a result 

of funds converting back to the US dollar), investors reduce risk by trimming down exposure in 

emerging markets. The sell-off will further be exacerbated by local investors taking defensive 

positions in view of foreign funds exiting the region. 
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Financial markets fall 

In the past 2 days, the Fed’s latest comments have caused a broad-based sell-off in financial markets across 

emerging markets in Asia. For example, Credit Default Swap spreads in Emerging Asia rose by an average of 

31 basis points following Bernanke’s statements indicating that investors have begun to perceive emerging 

markets to carry higher risk. 

Credit Default Swap Spreads
1
 

Country 19-Jun 21-Jun Change (bps) 
South Korea 86 107 +21 
Thailand 107 136 +29 
Malaysia 105 134 +29 
Philippines 111 141 +30 
China 103 134 +31 
Indonesia 223 268 +44 

Average   +31 

Source: Bloomberg 

In the local fixed income market, yields climbed by an average of 26 basis points across the curve.  

Tenor 22-May-13 21-Jun-13 
Change 
(in bps) 19-Jun-13 21-Jun-13 

Change 
(in bps) 

1M 0.87 2.40 152.64 2.19 2.40 20.83 

3M 0.82 2.34 152.33 1.96 2.34 38.33 

6M 0.87 2.38 151.19 2.06 2.38 32.50 

1Y 0.98 2.51 153.12 2.22 2.51 29.17 

2Y 2.18 3.10 92.30 2.89 3.10 21.88 

3Y 2.42 3.39 96.67 3.08 3.39 30.21 

4Y 2.53 3.53 100.42 3.13 3.53 40.42 

5Y 2.39 3.16 77.71 3.14 3.16 2.29 

7Y 3.03 3.81 77.71 3.52 3.81 29.16 

10Y 3.38 3.94 56.04 3.62 3.94 32.29 

20Y 3.55 4.05 50.63 3.95 4.05 9.79 

25Y 4.04 5.76 172.04 5.47 5.76 29.17 

Average 2.25 3.36 111.07 3.10 3.36 26.34 

Source: PDEX 

RoPs took a similar hit as prices declined on all tenors. From May 22 (the time when the Bernanke first 

introduced the idea of trimming down bond purchases) to June 21, RoP prices declined by an average of 8 

points.  

Tenor 22-May-13 21-Jun-13 Change 19-Jun-13 21-Jun-13 Change 

ROP14 104.31 103.37 -0.94 105.63 103.37 -2.26 

ROP15 113.40 112.35 -1.05 112.72 112.35 -0.37 

ROP16 117.14 115.19 -1.95 115.88 115.19 -0.69 

ROP19 134.81 128.33 -6.48 130.94 128.33 -2.61 

ROP 20 125.74 118.67 -7.07 121.99 118.67 -3.32 

ROP 21 111.38 103.34 -8.04 107.01 103.34 -3.67 

ROP 24 140.10 127.24 -12.86 132.32 127.24 -5.08 

ROP 25 169.08 157.84 -11.24 162.79 157.84 -4.95 

ROP26 123.78 113.71 -10.07 117.44 113.71 -3.73 

ROP34 134.48 116.83 -17.65 124.58 116.83 -7.75 

Average 127.42 119.69 -7.74 123.13 119.69 -3.44 

Source: PDEX 

                                                           
1
 How investors view the risk of a particular security.  The higher the CDS spread, the higher the risk of default. As opposed to credit 

ratings which are determined by credit rating institutions, these are determined by investors. 
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Stock markets throughout Asia were not spared as higher yields translated to higher borrowing costs for the 

public as well as companies, which meant lower profits. In the past 2 trading days, the PSEi closed 5.08% 

down.  

Asia Pacific Equity Markets 

Country   Value 2-Day Change 2-Day % Chg 

Japan Nikkei 225 13,230.13  - 15.09 - 0.11 

Malaysia KLCI 1,754.94  - 17.94 - 1.01 

New Zealand NZX 50 Index 4,363.07  - 82.48 - 1.86 

Australia S&P/ASX 200 Index 4,738.80  - 122.58 - 2.52 

Thailand SET Index 1,401.07  - 36.63 - 2.55 

Taiwan TWSE 7,793.31  - 214.08 - 2.67 

Singapore Straits Times Index 3,126.50  - 87.29 - 2.72 

India SENSEX 18,697.53  - 548.17 - 2.85 

China Shanghai SE Comp Index 2,073.10  - 70.36 - 3.28 

South Korea KOSPI 1,822.83  - 65.48 - 3.47 

Hong Kong Hang Seng Index 20,233.03  - 753.86 - 3.59 

Philippines PSEi 6,182.17  - 331.03 - 5.08 

Indonesia Jakarta Composite Index 4,554.45  - 252.21 - 5.25 

Source: Bloomberg 

The sell-off was also evident in the local currency, which was 49 centavos weaker against the US dollar, 

closing at 43.720. A similar risk-off trend was seen in almost all emerging market currencies as well, with the 

Taiwanese dollar, Indonesian rupee and Korean won, among others, sharply depreciating against the US 

dollar for the day.  

Currency 
% Change 

June 19 to 21 

Indonesian Rupiah 0.15% 

Thai Baht -0.26% 

Taiwanese Dollar  -0.96% 

Indian Rupee -1.06% 

Philippine Peso -1.32% 

Japanese yen -1.43% 

Malaysian Ringgit -1.52% 

South Korean Won -2.04% 

Source: Bloomberg 

Riding out the Volatility 

Given the current environment, it is not surprising that volatility has shaken off most investors with a weak 

stomach for risk, resulting to the considerable amount of outflows. We emphasize that the sell-off is purely 

sentiment driven, a result of the decision to take profit from outperforming investments.  

For the Philippines specifically, economic fundamentals have remained unchanged.  Despite external 

headwinds, forecasts for growth and inflation have remained favorable as highlighted by the latest International 

Monetary Fund (IMF) April 2013 Report, which raised the country's 2013 GDP growth from 4.78% to 6.02% 

while downgrading most. Inflation meanwhile is forecasted to remain benign at 3.1% and 3.2% in 2013 and 

2014, respectively. 
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in % 

Recent IMF GDP 
Forecast Upgrade/ (Downgrade)* 

IMF Inflation  
Forecast 

2013 2014 2013 2014 2013 2014 

ASEAN 

Indonesia 5.68 6.23 (0.66) (0.31) 5.6 5.6 

Malaysia 5.10 5.20 0.40  0.20  2.2 2.4 

Thailand 5.88 4.22 (0.10) (0.28) 3.0 3.4 

Singapore 2.01 5.13 (0.89) 1.54  4.0 3.4 

Philippines 6.02 5.47 1.24  0.47  3.1 3.2 

Vietnam 5.24 5.23 (0.64) (1.19) 8.8 8.0 

Emerging Markets 

Brazil 3.02 4.04 (0.94) (0.15) 6.1 4.7 

Russia 3.37 3.78 (0.45) (0.10) 6.9 6.2 

India 5.68 6.23 (0.30) (0.16) 10.8 10.7 

China 8.04 8.24 (0.19) (0.27) 5.6 5.6 

Advanced economies 

Euro area  -0.34 1.07 (0.50) (0.10) 1.7 1.5 

US  1.85 2.95 (0.27) 0.01  1.8 1.7 

* Variance from October 2012 IMF Forecast 
Source: IMF World Economic Outlook April 2013 

While we do not expect this volatility to stabilize soon, we believe that liquidity will return to markets which are 

able to differentiate itself from the rest. With its healthy fundamentals, the Philippines should remain a 

compelling investment story. In fact, data indicate that the Philippine stock market experienced the least fund 

outflow in June (as a percent of total flows from January to May) when compared to key equity markets in the 

region. 

 Fund inflow/(outflow) India  Indonesia  Korea  Philippines* Taiwan  Thailand  

  in Mn US$ 

2011 (358) 1,163  (8,762) 1,326  (9,178) (196) 

2012 24,372  1,694  14,990  2,540  5,006  2,502  

Jan - May 2013 15,376  1,977  (3,550) 1,751  4,031  (727) 

Jun-13 (490) (1,727) (3,869) (414) (2,671) (1,391) 

June Outflow 
(% of 5M2013 Flows) 

3% 87% 109% 24% 66% 191% 

Last Updated: June 19, 2013  
*Updated as of June 21, 2013 
Source: Credit Suisse and PSE 

 

Our investment funds are actively-managed and we have already taken defensive positions in anticipation of 

such an event. As instability in both local and global markets persists, our fixed income strategy is to further 

reduce duration so as to manage interest rate volatility. Subsequently, we have a bias for lower duration funds. For 

the local currency, recent developments have pushed us to revise our year-end USD/PHP forecast from 

40.000-40.500 to 41.500-42.000. As for the local equities market, we think the PSEi may take a longer time to 

reach our 7,500-7,700 target. We will widen the time horizon required to hit this forecast from “year-end” to “the 

next 6-12 months”.  

We’re already seeing relative value opportunities for fixed income and equity instruments as we see yield curve 

adjustments and certain oversold levels for equity issues with strong fundamentals. Nonetheless, we maintain 

our defensive stance until fund flows and currencies stabilize. 
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The views expressed in this report reflect the analysts’ personal views and not necessarily the Bank of the Philippine Islands’. 
Furthermore, no part of any of the research analyst's compensation was, is, or will be directly or indirectly related to the specific 
recommendations or views expressed by the research analyst in this report. 
 
The information contained herein is published by the Bank of the Philippine Islands Asset Management and Trust Group (or “BPI  AMTG”). It is 
based on information obtained from sources considered to be reliable, but BPI AMTG does not make any representation or warranty, express 
or implied, as to its accuracy, completeness, timeliness or correctness for any purpose. All the tables are taken from public ly available sources 
or derived from proprietary data. Expressed opinions may be subject to change without prior notice. Any recommendation contained herein 
does not pertain to any specific investment objectives, financial situation and the particular needs of any addressee. The information herein is 
published for the information of addressees only and is not to be taken in substitution for the exercise of judgment by addressees who should 
obtain separate legal or financial advice. BPI AMTG, or any of its related companies or any individuals connected with the group accepts no 
liability for any direct, special, indirect, consequential, incidental damages or any other loss or damages of any kind arising from any use of the 
information herein (including any error, omission or misstatement herein, negligent or otherwise) or further communication thereof, even if BPI 
AMTG or any other person has been advised of the possibility thereof. The information herein is not to be construed as a solicitation to buy or 
sell any securities, futures, options or other financial instruments or to provide any investment advice or services. BPI AMTG and its associates, 
their directors, officers and/or employees may have positions or other interests in, and may affect transactions in securities mentioned herein 
and may also perform or seek to perform brokering, investment banking and other banking or financial services for these companies. The 
information herein is not intended for distribution to, or use by, any person or entity in any jurisdiction or country where such distribution or use 
would be contrary to law or regulation. 
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