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The Emerging View

Blended Debt: Enhance Returns and Reduce Risk

Jan Dehn

Introduction

Blended Emerging Markets debt is a strategy which combines external sovereign debt, corpo-
rate debt, local currency debt, and FX. The manager not only makes the usual credit, currency, and
exposure calls, but also tactically allocates between themes to further enhance returns. This requires
specialist Emerging Market investment skills.

Blended debt is particularly suited to the current global macroeconomic environment. Emerg-
ing Market asset prices and currencies are frequently buffeted by non-Emerging Market events, such
as collapses in confidence, Fed and ECB policy interventions, weak data, and genuine repayment
risks. These events almost always emanate from the HIDCs (‘Heavily Indebted Developed Countries’).

Set against the solid fundamentals in Emerging Markets, these bouts of ‘HIDC panic’ usually
present opportunities to add Emerging Market exposure at attractive prices. But these episodes also
create distortions in the relative value between Emerging Market fixed income themes. These distor-
tions can be exploited to further enhance returns through tactical asset allocation.

In this paper, we explain why a blended debt strategy might suit some investors. We also re-
visit the case for individual fixed income themes and compare their outlook with equivalent themes in
the HIDCs.
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Why Blended Debt?
It is well-known that HIDC panics can temporarily weaken Emerging Market asset prices,
mainly because cross-over investors and banks
shift into dollars and US treasuries and momentum
-type investors jump onto the band wagon. It is less
well-known, but entirely demonstrable that HIDC
panics are nearly always excellent opportunities to
add Emerging Markets exposure. For example,
those investors who followed our recommenda-
tion— issued at the height of the panic over
Greece on the 29 September 2011—to buy Emerg-
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ing Market sovereign and corporate debt will have gherem
made 21% and 27%, respectively. The reasonwhy | | ~* = “SCGGE
HIDC panics create buying opportunities is simple. P IS ISP SIS S
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count.

To take advantage of such discounts, it is S /7 Meroan. Bloomberg, Ashmore
necessary to invest in accordance with a process, which explicitly recognizes that price volatility can
be—and often is—a very poor proxy for risk. The investment process should pay special attention to
credit fundamentals, because the only way to determine if falling prices reflect genuine credit deterio-
ration or whether they are merely a case of mispricing (i.e. a buying opportunity) is to look closely at
the credit itself. Contrary to Modern Portfolio Theo-
ry, asset prices alone do not always capture actual
risks—or the lack thereof, let alone distinguish be-
tween sound and deteriorating credits.

The mispricing of Emerging Market asset
prices during HIDC panics often affects different
asset classes to different degrees. In the past cou-
ple of years it has become customary for the mar-
ket to vent its HIDC fears in the currency markets
more so than in credit space. When HIDC panics
impact the relative opportunity set within Emerging
Markets it is possible to add alpha not just by buy- SRR
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between asset classes. Asset rotation can also R S S A AR

minimize inefficient use of capital, such as exces-
sive cash balances.

Source: JP Morgan, Bloomberg, Ashmore
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The table shows Emerging Market fixed income returns each year in the past 10 years, by
theme. Each colour represents a different theme and the themes are ranked within each column by
their return in that given year. For example, corporate debt was the best performing asset class in 2009
with 34.9% return, external sovereign debt was runner up with 29.8% return, and local currency bonds,
and FX brought up the rear with 22.2% and 11.7% return, respectively. But in the preceding year the
order of performance was literally exactly the opposite to 2009, when currencies outperformed both
local and external credit. And in 2010 the order was once again different with local currency bonds per-
forming best among the four themes.
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Source: JP Morgan, Bloomberg, Ashmore

Blended debt strategies reference blended indices of hard and local currency bonds, such as
the JP Morgan EMBI GD and GBI indices. Benchmark awareness is important, but sizing positions with
reference to index weights can be dangerous and inefficient due to extensive mispricing of Emerging
Market credits and themes. Active man-
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The opportunity is that tactical as-
set allocation between themes can signifi-
cantly augment overall returns.

One simple way to illustrate this is to plot returns against volatility for various asset classes. As
the chart on the right shows, Ashmore’s blended debt composite has better volatility adjusted returns
than any other asset class over the past 10 years. It also has higher absolute returns than any other
theme, both within and outside of Emerging Markets. Blended debt outperforms other Emerging Market
fixed income themes on a stand-alone basis and beats so-called ‘core’ markets like German, Danish,
or Dutch government bonds and HIDC stock markets, such as the S&P500.

Annual St. Deviation (%)

Source: JP Morgan, Bloomberg, Ashmore

Why Emerging Markets?

We believe that Emerging Markets fixed income is less risky and offers better value than HIDC
bonds. The relative safety and value of Emerging Markets rests on three core pillars: First, Emerging
Market economies are growing faster. Emerging Markets should grow about 5% in real terms this year,
accelerating to at least 6% next year, which is 3 to 5 times faster than the HIDCs. With domestic de-
mand now the more important driver of growth we believe Emerging Market growth is more robust.
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Second, Emerging Markets are far less indebted. One particularly relevant measure of indebt-
edness is total public and private sector external debt as a share of GDP. In Emerging Markets, this is
running at just 25% versus 250% in HIDCs. About three quarters of the more than 60 readily investable
countries in Emerging Markets are now investment grade. We have not had an Emerging Market con-
tagion since the 1990s.

Thirdly, Emerging Market economies have buffers against shocks. Governments have room to
loosen fiscal policy and central banks have room to ease monetary policy. Emerging Markets control
80% of the world’s FX reserves and lend money to the IMF, not the other way around.
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Where is the value?

In addition to stronger fundamentals, we also believe that Emerging Market fixed income also
offers better value. By theme:

(a) Sovereign Debt: At more than 250bps over US treasuries, Emerging Market sovereign
spreads are nearly 100bps wide of their historical lows (165bps over treasuries). By contrast, in HIDCs
sovereign bond yields have never been lower, debts never been larger, and monetary policy never
been easier. Investors buying HIDC bonds are doing so despite negative real value, mainly because
their prices are rising. But buying because prices are going up despite negative real value is the epito-
me of bubble behaviour, and ought to be a major warning sign for any strategic investor. Meanwhile,
periphery HIDC economies face rising debt service costs amidst severe economic downturns and de-
pend critically on on-going intervention from policy makers. Is speculating on timely interventions by
European policy makers good long-term investing? With periphery yields in the 5-6% area we do not
think so.

(b) Corporate debt: Emerging Market Corporate High Yield debt today pays about 600bps
more than a US treasury bond of the same duration. This spread traded 250bps over treasuries before
Lehman. Emerging Market sub-investment grade corporates are very different from typical US or Euro-
pean high yield companies. They are typically cash rich companies with large market share operating
in growth economies. They have little debt, having mainly invested from retained earnings in the face of
still very significant capital constraints. This also means that supply is highly elastic, making a demand
driven bubble very unlikely. Default rates are lower and they pay more. Diversification benefits are sig-
nificant.

(c) Local rates:

Emerging Markets local currency debt has some extremely attractive features. Firstly, local
currency bonds pay nearly 6% for the same duration, which, in the US treasury market, pays just
75bps. In other words, Emerging Market local bonds pay about seven and half times more running
yield. A portfolio of Emerging Market local bonds is also less volatile than US treasuries, in our opinion
(see “The Great Flight from Liabilities”, The Emerging View, May 2012). Local currency bond yields
have traded in a stable 2% range for the past decade.

Second, Emerging Market local currency bonds are largely uncorrelated with US treasury
yields. The reason is that local bonds are owned mainly by local institutional investors, who are in the
main not allowed to invest outside their country. The lack of correlation with treasury yields is an ex-
tremely attractive feature for anyone who worries about how their fixed income portfolio will be impact-
ed when US treasury yields normalize.

Finally, the local currency bond market is a rapidly expanding universe, which we expect to
reach $20trn by the end of this decade (the tradable UST market today is about $10trn). Price elasticity
of supply is also high in this space given relative infancy of most local currency bond markets in Emerg-
ing Markets.

(d) Local EX:

In today’s febrile low-conviction markets, Emerging Market currencies often carry the brunt of
shifts in sentiment. Currencies are therefore likely to be the most actively traded theme within a blend-
ed debt portfolio. Trend appreciation in Emerging Market currencies has been temporarily slowed down
by on-going deleveraging in Europe and the US (see “Phoney Currency Wars”, The Emerging View,
August 2012). But Emerging Market FX forwards have still returned 2.4% per year since 2010. Emerg-
ing Market currencies are therefore a de facto insurance policy against dollar depreciation with a nega-
tive premium, that is, you are paid to insure.

What are you insuring against? You insure against open-ended QE and the eventual inflation
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and currency re-alignment, which we believe will become manifest once consumer spending shows
signs of recovering in the US, or sooner if central banks or policy makers get impatient. Huge positions
in so-called ‘safe havens’ should be unwound when this happens and Emerging Market currencies
should experience sharp appreciation pressure, in our view.

How far can the dollar move? One way to think about this is to consider the stock of US public
debt. The US debt to GDP ratio has risen 40% over the past four years and already lingers just above
100%. We think public debt could easily hit 110% of GDP by 2016, given the fiscal outlook. Bringing
this number down to a 60% level more consistent with trend growth by fiscal adjust alone is nearly im-
possible, in our view. That is why we believe we are facing a mega currency adjustment of circa 25%.
We believe that Emerging Markets currency exposure is the only way to turn this otherwise negative
event into a major upside for your portfolio.
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