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Introduction

This three-part series provides an overview of the investment considerations for an allocation
to Emerging Market Debt. The first section provides an overview of the Emerging Market Debt
asset class, its investible sub-sectors, and their characteristics and return drivers. The second
piece contains a discussion on implementation considerations for institutional investors.
Finally, the third section discusses the current market backdrop and assesses the potential
impact of varying macroeconomic environments on the different sub-sectors.

Section One: Introduction to Emerging Market Debt

Emerging Market Debt (EMD) is a well-established asset class for institutional investors with
an investible market capitalization over S5 trillion. The potential benefits of investing in this
asset class include a yield pick-up over developed market debt of comparable quality and
duration and diversification benefits driven by relatively low correlations to most other global
fixed income and equity markets.

There are three broadly investible sub-sectors within the EMD universe: Hard Currency
Sovereigns, Local Currency Sovereigns, and Hard Currency Corporates. While Local Currency
Corporates represents a large universe, these securities are generally inaccessible to overseas
investors, and thus we have excluded them from our analysis.

1 Based on the combined market capitalisation of the EMBI Global Diversified, GBI-EM Global Diversified, and
CEMBI Broad Diversified indices, as of 30 June 2021. As of 31 December 2019, the total market cap of EMD was
$29.9 trillion ($13.0 trillion Sovereigns and $16.6bn Corporates), but not all of this is investible for Developed Market
Investors. The commonly used benchmark indices covered only 13% of this at year end 2019. [Source: Ashmore,
BIS]



Asset Class Index Average Duration | Yield
Quality
Hard Currency (HC) JPM EMBI Global Diversified BB+ 7.94 3.89%
EMD Sovereigns
Local Currency (LC) JPM GBI-EM Global Diversified BBB+ 5.26 4.98%
EMD Sovereigns
Hard Currency (HC) JPM CEMBI Broad Diversified BBB- 491 3.63%
EMD Corporates
US High Yield (HY) Barclays Bloomberg US HY B+ 3.84 3.75%
Corporates
US Investment Grade | Barclays Bloomberg IG Corps BBB+ 8.72 2.04%
(IG) Corporates
Global Aggregate Barclays Bloomberg Global Agg AA 7.49 1.12%
US Treasuries 10 Year US Goverments AA+ 9.25 1.44%
UK Gilts 10 Year UK Goverments AA 9.91 0.84%
German Bunds 10 Year DE Goverments AAA 10.29 -0.21%
Source: JPMorgan, Bloomberg. Average Quality based on S&P. Yield to Worst as of 30 June 2021
Correlations
HC EMD LC EMD (USD, Unhedged) EMD Corp
HC EMD 100.0% 80.7% 93.5%
LC EMD (USD, Unhedged) 80.7% 100.0% 77.7%
EMD Corp 93.5% 77.7% 100.0%
US HY 80.9% 68.1% 88.9%
Global Agg 66.1% 68.8% 57.2%
Global Govts 25.4% 8.2% 13.0%
MSCI ACWI 65.4% 67.7% 71.9%
MSCI US 57.3% 54.5% 64.4%
MSCI EAFE 64.9% 70.0% 69.5%
MSCI EM 69.0% 82.5% 75.0%

Source: JPMorgan, FTSE, Bloomberg. 10 Year Correlations as of 30 June 2021. All indices shown in USD hedged terms,

unless otherwise stated.

The table above shows the correlation between different asset class returns over the past 10
years. Local Currency EMD (unhedged in USD terms) includes the impact of currency
movements between USD and EM FX and is typically more of a risk-on/risk-off trade (resulting
in a higher correlation with MSCI EM, for example, but a lower correlation with global
government bonds). Meanwhile HC EMD and EMD Corp are impacted by US duration

(resulting in higher correlations with US HY).




Characteristics

The table below outlines the key characteristics of the three aforementioned sub-sectors, as
represented by the most commonly used benchmark indices for each.

Hard Currency Sovereigns

Local Currency
Sovereigns

Hard Currency
Corporates

Debt issued by Emerging

Market governments in
major developed market

Debt issued by
Emerging Market
governments in

Debt issued by
Emerging Market
corporates in major

Regional Allocation

Europe 18.72%
Latin America 31.77%
Middle East 18.51%

Europe 29.42%
Latin America
26.75%

Middle East 0.00%

Description currencies, commonly USD | their local currency | developed market
currencies, commonly
usD

Index JPM EMBI Global JPM GBI-EM Global | JPM CEMBI Broad

Diversified Diversified Diversified

Currency usD 20 local currencies | USD

Market Value $1,372bn $2,436bn $1,397bn

Number of 74 20 59

Countries

Number of Issuers | 170 20 806

Top 10 Countries % | 37.90% 81.78% 45.16%

Africa 13.01% Africa 8.04% Africa 6.70%
Asia 17.99% Asia 35.79% Asia 40.02%

Europe 10.25%
Latin America 24.76%
Middle East 18.28%

Spread)*

Average Quality BB+ BBB+ BBB-

IG versus HY Split 52.9% 1G/47.1% HY 81.2% 1G/18.8% HY | 56.5% 1G/43.5% HY
Duration 7.94 5.26 491

Yield 4.89% 4.98% 3.63%

Option Adjusted 339 n/a 249

Spread (OAS)

Liquidity (Bid-Ask | £ ooy 40-45 bps 70-75 bps

Return Drivers

e USinterest rates

e Sovereign credit risk, as
reflected by spread
over US Treasuries

e For anon-US investor,
USD appreciation/
depreciation versus
investor’s home
currency

e Localinterest
rates

e Sovereign
credit risk, as
reflected in
level of local
interest rates

e EMFX
appreciation/
depreciation
versus
investor’s
home currency

e USinterest rates

e Corporate credit
risk, as reflected by
spread over US
Treasuries

e Foranon-US
investor, USD
appreciation/
depreciation versus
investor’s home
currency

Source: JPMorgan, as of 30 June 2021. Average Quality based on S&P. OAS over US Treasuries. *Average bid-ask spreads
under normal market conditions; source: Lazard




The characteristics detailed in the table above are based on the JPMorgan indices, which is the
preferred benchmark for the majority of investment managers we follow. Other index providers, for
example Bloomberg Barclays, may have slightly different inclusion rules and additional criteria (such
as floors and caps for country weights), but all follow similar benchmark segmentation with regards
to splitting the investible universe into Hard Currency Sovereigns, Local Currency Sovereigns, and Hard
Currency Corporates.

The three sub-sectors differ on various metrics, which we discuss below.

Diversification: The Hard Currency EMD Sovereign index is well diversified by country and by region,
with 74 countries well balanced across Africa, Asia, Europe, Latin America, and the Middle East,
offering ample opportunities for alpha generation through country selection. The Hard Currency EMD
Corporate index is similarly well diversified, with 59 countries and 806 issuers, although over 40% of
regional exposure lies in China, and less than 10% in Africa. The Local Currency EMD Sovereign index
is relatively less diversified, with only 20 issuers, and over 80% of the index in the top 10 countries.

Duration: The Hard Currency EMD Sovereign index has a duration of 7.94, significantly above that of
the Local Currency Sovereign and Hard Currency Corporate indices, which have durations of 5.26 and
4.91, respectively. This high level of sensitivity to interest rates, exacerbated by historically tight
spreads, could be a tailwind for performance if interest rates increase.

Quality: The Local Currency Sovereign and Hard Currency Corporate indices have Investment Grade
average qualities of BBB+ and BBB-, respectively. The Hard Currency Sovereign index has a High Yield
average quality of BB-. It can be more difficult for countries to issue Local Currency debt or for
Emerging Market companies to raise capital through debt issuance with a below Investment Grade
rating, thus, the Local Currency Sovereign and Corporate indices are skewed towards Investment
Grade names. Additionally, countries are more likely to default on their debt if their interest and
principal payments are due in USD (as the government cannot simply print more local currency money
to meet debt payments, and instead must have adequate foreign currency reserves), making
downgrades in the Hard Currency Sovereign index more likely.

Liquidity: Hard Currency EMD Corporates are relatively less liquid, as reflected in higher average bid
ask spreads of around 70-75 bps under normal market conditions and lower trading volumes, and thus
more prone to liquidity events during broad market sell-offs — although notably they fared well during
the pandemic-related downturn, as their strong fundamentals and local investor base placed them in
good stead. Local Currency Sovereigns are the most liquid (bid ask spreads of around 40-45 bps), while
Hard Currency Sovereigns sit in between (60-65 bps). For comparison, average US High Yield spreads
are in the range of 50-75 bps, while US Investment Grade Credit has significantly lower bid-ask spreads
(generally below 10 bps). Local Currency Sovereigns are more liquid than the Hard Currency sub-
sectors due to the greater liquidity of currencies relative to bonds, the higher minimum issue size for
the Local Currency index, and the higher quality of this index (with nearly all of the largest constituents
being investment grade). Similar to most credit sectors, EMD liquidity deteriorated after the Global
Financial Crisis, as broker dealers became less willing to hold positions on their balance sheets.
Liquidity in EMD Sovereigns has remained relatively stable over the past decade, while EMD
Corporates have seen some improvement as the sector as grown and matured.



Performance

The tables below show the historical returns, volatility, Sharpe ratio, and max drawdowns for the three
sub-sectors.

Returns
LC EMD
HC EMD (USD) (Unhefiged USD) EMD Corp (USD)
1 Year 7.53% 6.57% 8.68%
3 Year (p.a.) 6.71% 4.12% 7.51%
5 Year (p.a.) 4.86% 3.25% 5.79%
10 Year (p.a.) 5.65% 0.47% 5.58%
15 Year (p.a.) 6.92% 4.89% 6.44%
Volatility
LC EMD
HC EMD (USD) (Unhefiged USD) EMD Corp (USD)
1 Year 6.82% 9.08% 3.43%
3 Year (p.a.) 10.76% 11.84% 8.20%
5 Year (p.a.) 8.92% 10.80% 6.64%
10 Year (p.a.) 7.94% 11.85% 6.09%
15 Year (p.a.) 8.86% 12.40% 7.97%

Sharpe Ratio

LCEMD

HC EMD (USD) (Unhedged, USD) EMD Corp (USD)
1 Year 1.08 0.70 2.47
3 Year (p.a.) 0.49 0.23 0.74
5 Year (p.a.) 0.39 0.17 0.66
10 Year (p.a.) 0.60 -0.04 0.77
15 Year (p.a.) 0.63 0.28 0.63

Source: Return analysis for the JPMorgan EMBI Global Diversified, GBI-EM Global Diversified, and CEMBI Broad Diversified
indices, as of 30 June 2021

To provide a broader context, the chart below shows the 10-year annualized return and
volatility of various asset class indices against the EMD sub-sectors. It is important to caveat
that this is just a snapshot in time, covering a period which has seen strong performance of
US assets in particular, and strong USD appreciation.
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Source: JPMorgan, FTSE, Bloomberg. 10 Year Correlations as of 30 June 2021. All indices shown in USD terms, unless
otherwise stated. Fixed income indices are unhedged, MSCI equity indices are hedged



What drives the differences in return between the three sub-sectors?

As shown in the first table, the three EMD sub-sectors are exposed to different return drivers.
Hard Currency Sovereigns and Hard Currency Corporates are exposed to US interest rates,
while Local Currency Sovereigns are exposed to local EM interest rates. Returns may therefore
diverge when the US and Emerging Market central banks are in different parts of their
monetary policy cycles. In is worth noting that with credit spreads at historical lows, the Hard
Currency Sovereign and Corporate indices are increasingly sensitive to US rate moves,
particularly the Hard Currency Sovereign index, which has a longer duration and thus more
sensitivity.

Both the Hard and Local Currency Sovereign indices are exposed to the risk of default by
Emerging Market governments, while the Hard Currency Corporate index is exposed to
corporate credit risk — potentially leading to an overlap with an investor’s allocation to
Investment Grade and High Yield Corporate debt elsewhere in their portfolio.

For Local Currency Sovereigns, a large element of return for a Developed Market investor can
be explained by currency movements, which account for approximately two thirds of
volatility. Currency movements are impacted by features of the global macro environment
such as the US-EM growth differential. Historically, the higher volatility of the Local Currency
Sovereign index (in USD terms), driven by the currency exposure, has resulted in lower Sharpe
ratios than the two Hard Currency indices, as the additional risk has not been compensated
by an increase in return, given the long period of USD strength relative to Emerging Market
currencies.

Local Currency EMD has also typically been more exposed to global market sentiment than
the Hard Currency indices, with foreign investors tending to withdraw during periods of
worsening risk sentiment. However, the impact of foreign capital outflows driven by poor
market sentiment has lessened more recently due to decreasing foreign participation (now
less than 20% in aggregate). This is in contrast to the period leading up to the taper tantrum,
which saw significant inflows into Local Currency EMD ahead of the sharp downturn.

Part One: Conclusion

The EMD sub-sectors have distinct characteristics and return drivers that we believe can fulfill
different needs within an investor’s overall portfolio. While they share some similarities, the
varied exposures and return drivers can result in performance diverging significantly under
different market environments, and it therefore makes sense to consider the sub-sectors
separately when incorporating EMD into your asset allocation. Part Two of this series will
focus on implementation considerations for an investor looking to invest in EMD. Part Three
will assess the impact of varying macroeconomic backdrops on the EMD sub-sectors.



Disclosures

Except where otherwise indicated, the information contained in this presentation is based on matters as they
exist as of the date of preparation of such material and not as of the date of distribution or any future date. This
document does not constitute advice or a recommendation or offer to sell or a solicitation to deal in any security
or financial product. It is provided for information purposes only and on the understanding that the recipient has
sufficient knowledge and experience to be able to understand and make its own evaluation of the proposals and
services described herein, any risks associated therewith and any related legal, tax, accounting or other material
considerations. To the extent that a reader has any questions regarding the applicability of any specific issue
discussed above to their specific portfolio or situation, they are encouraged to consult with the professional
advisor of their choosing, and recipients should not rely on this material in making any future investment decision.

We do not represent that the information contained herein is accurate or complete, and it should not be relied
upon as such. Opinions expressed herein are subject to change without notice. Certain information contained
herein (including any forward-looking statements and economic and market information) has been obtained
from published sources and/or prepared by third parties and in certain cases has not been updated through the
date hereof. While such sources are believed to be reliable, SECOR does not assume any responsibility for the
accuracy or completeness of such information. SECOR does not undertake any obligation to update the
information contained herein as of any future date.

Any illustrative models or investments presented in this document are based on a number of assumptions and
are presented only for the limited purpose of providing a sample illustration. Any sample illustration is inherently
subject to significant business, economic and competitive uncertainties and contingencies, many of which are
beyond SECOR’s control. Any sample illustration may not be reflective of any actual investment purchased, sold,
or recommended for investment by SECOR and are not intended to represent the performance of any investment
made in the past or to be made in the future by any portfolio managed or advised by SECOR. Actual returns may
have no correlation with the sample illustration presented herein, and the sample illustration is not necessarily
indicative of an investment that SECOR will make. It should not be assumed that SECOR’s investment
recommendations in the future will accomplish its goals or will equal the illustration provided herein.

The statements in this presentation, including statements in the present tense, may contain projections or
forward-looking statements regarding future events, targets, intentions or expectations. Due to various risks and
uncertainties, actual events or results may differ materially from those reflected or contemplated in such
forward-looking statements. Past performance is no guarantee of future results. Investments are subject to risk,
including the possible loss of principal. There is no guarantee that projected returns or risk assumptions will be
realized or that an investment strategy will be successful. No representation, warranty or undertaking is made
as to the reasonableness of the assumptions made herein or that all assumptions made herein have been stated.
Different types of investments involve varying degrees of risk, and there can be no assurance that the future
performance of any specific investment, investment strategy, or product made reference to directly or indirectly
in this document, will be profitable, equal any corresponding indicated performance level(s), or be suitable for
your portfolio.



