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Emerging Market Local Currency bonds continued to perform well through
the second quarter. From our perspective, returns were buoyed by
improving sentiment across most emerging markets with solid
fundamentals attracting investor inflows into the asset class. The quarter
saw lower yields as well as stronger emerging market currencies. A few
notable political events in countries like Brazil led to a rise in volatility in
some countries; however, these seem unlikely to alter the overall improving
trend.

The most widely followed emerging market local currency benchmark, the
JP Morgan GBI-EM Global Diversified Index (the "Index") returned 3.62% for
the second quarter of 2017.The yield on the Index fell 40 basis points (bps)
to 6.15% over the period, while the yield on 5yr maturity U.S. Treasury
bonds were relatively flat, falling 3 basis point to 1.89%.

Year to date, the Index has returned 10.36%. Before currency effects, the
Index has returned 5.69%, comprising of yield earned as well as the decline
in the bond yield of the Index. The remainder of the Index return was due
to strengthening emerging market currencies versus the U.S. dollar (USD)
over the period.Broadly, both domestic bonds as well as stronger emerging
market currencies have enjoyed positive momentum. This has led some
investors to question whether the best days for the asset class are over and
to believe that we should expect lack lustre performance going forward.We
disagree and believe that the steadily improving fundamentals, still cheap
valuations and the support of fund inflows will continue to benefit the
asset class.

We look again at the attractive valuations evident across emerging market
currencies. In our opinion, these cheaper currency valuations, particularly
versus the USD, provide a potential margin of comfort for investing in
emerging market local currency denominated assets, both from a macro-
economic perspective, as these economies are now more competitive
globally, as well as from an expected return prospective. As the values of
these currencies revert to norms, there is the opportunity that investors will
be rewarded.

A country'’s real effective exchange rate (REER) can be used as a valuation
measure for its currency. It is a weighted index of a country’s currency value,
relative to its trading partners, adjusted for the effects of each country’s
inflation. It helps give an indication of a currency’s relative competitiveness.

Chart 1 shows the USD’s REER versus the average REER for the countries
that compose the Index. Since the beginning of the year, we have
continued to see the USD lose value versus its trading partners whereas
emerging markets have largely been on a strengthening trend. Notably,
however, the average REER for the emerging market countries is still at
similar levels to those seen during the global financial crisis as capital
flooded out of these countries. This implies there is still considerable room
for appreciation for these currencies, in our opinion.

Chart 1: Emerging Market Currency Valuations
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Source: BIS, First Trust Global Portfolios Limited, 3/2007-6/2017.
The average EM REER is calculated as the average of the constituent currencies of the JP Morgan GBI-EM
Global Diversified Index.

Below follows a brief look at the performance of the emerging market asset
class over the quarter.

Box 1: Snapshot of Emerging Market 10-yr bonds moves over the quarter:

Outperformers:

Turkey -40 basis points (bps), Colombia -23bps, Peru -23bps, Mexico
-23bps and Malaysian -22bps.

Underperformers:

Brazil +47bps, China +28bps, Czech Republic +19bps, Chile +9bps
and Romania +7bps.

As a reference the 10-yr U.S.Treasury yield fell 8bps over the quarter.
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Chart 2: Snapshot Emerging Market currency moves over the quarter:

Emerging Market Currency Returns -2nd Quarter 2017

20%

15% °\°

0% 0\0 o\o e\e
° W APAYAS
w00 o\ e\o o\o 0\0 6\0 g\o
I I I A RS O A RS
0% IIIII--_QQEEWy”ﬁ*
“ii
-5%

Source: Bloomberg

-10%

© > =2 ol o = ‘S 3 v B [ el
2 232 g =L 28 2§25 2286232 ¢T® Q3

X jo} wn 8 e} 9]
s © © 3 v O 5noe £ 8 a v W 3} 3
ENgsg ez Ee&gdgcgad=szgdced

= — c
¥ £ ¢ 8V £ 8 F c c v L @ S5 -5 52
c 2 s £ F 8 £ c 8 2E S S5c 50 985 = B
S 3 £ 8 g 5 5§ gk s 2 5 2= 5329 RNE
O a & £ & 3 F 5 & o T 9 5 £ 8 4 € ¢ ¢
N 2 o 2 = S < 9 c o o = U S 6 & O
O S = T - 9 = c < c c =2 <
=] < B £ S o = S <

T g 3 < el (:) v
30 2 &

Regional Review:
Asia:

India’s landmark tax reform took effect on July 1, 2017. It has been
anticipated that the reform should improve efficiency by overhauling
India’s convoluted taxation system. Our outlook for India remains positive
as the demographic dividend and reforms are set to aide economic growth
going forward.

In Indonesia we saw the Indonesian Rupiah relatively flat versus the USD
but bond returns were more favorable.The 10-year maturity bond yield fell
21bps to 6.83%, as inflation remained benign but off the lows seen at the
beginning of the year. Indonesian consumer price inflation ended the
quarter at 4.37%.

Latin America:

We saw a significant increase in volatility in Brazil as President Temer was
accused of facilitating corruption between government officials and the
private sector. Initial fears brought us back to the impeachment of the
previous Brazilian President, Dilma Rousseff and the uncertainty that Brazil
endured. It is unfortunate timing as the Brazilian economy has been on the

mend with economic growth trending positively over the last few quarters.

In addition, our calculations of real interest rates, which are interest rates
less consumer price inflation, are at the most attractive levels they have
been for years partly due to the rapid fall in inflation.

Elsewhere, we saw a continued recovery in the Mexican Peso over the
quarter with the weakness post U.S. election now fully reversed. The
prudent actions by the Mexican central bank as well as the seemingly
better relations between U.S. and Mexican government officials has
appeared to reduce investor nervousness, in our opinion.

Central and Eastern Europe and Africa:

Central and Eastern European credits performed particularly well over the
quarter. The stronger Euro, when compared to the USD supported Eastern
European currencies. The Euro was 7.27% stronger versus the USD in the
second quarter.We believe this is in part due to a relaxation of political risk
as the French elections resulted in a more market friendly outcome with
the improving growth outlook for Europe providing additional support.

Outlook:

We continue to see positive momentum across emerging market assets as
well as strong investor inflows which underpin our outlook for the asset
class for the rest of the year. The signs of economic growth returning to
emerging markets are still evident and help support the underlying
fundamentals of these economies. Combined with the still cheap
valuations, investors are currently offered an attractive entry point into the
asset class, in our opinion.

As shown below in Chart 3, the spread between the yield on the Index and
similar duration 5-year maturity U.S. Treasuries stood at 426bps at the end
of the quarter. This is now just below the long-term average spread of
436bps since the index inception but still far from the low of 175bps seen
before the financial crisis.

Chart 3: Average Emerging Market debt spreads.
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We continue to encourage investors to consider an allocation to emerging
markets, especially to local currency bonds, as valuations remain cheap by
historical standards and investing globally potentially helps with portfolio
diversification.

All charts shown herein are for illustrative purposes only and not indicative of any investment. The performance illustrations exclude the effects of taxes and brokerage commissions or
other expenses incurred when investing. Past performance is not indicative of future results and there can be no assurance past trends will continue in the future.

The information presented is not intended to constitute an investment recommendation for, or advice to, any specific person. By providing this information, First Trust is not undertaking
to give advice in any fiduciary capacity within the meaning of ERISA and the Internal Revenue Code. First Trust has no knowledge of and has not been provided any information
regarding any investor. Financial advisors must determine whether particular investments are appropriate for their clients. First Trust believes the financial advisor is a fiduciary, is
capable of evaluating investment risks independently and is responsible for exercising independent judgment with respect to its retirement plan clients.
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