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Investing in Emerging Market (EM) sovereign bonds has been mainstream for nearly 25 years, with the benchmark
of choice among investors being the JP Morgan Emerging Market Bond Index (EMBI). Over that same period, the
entire EM investable universe has grown in breadth and depth to become one of the most intricate in the entire fixed
income space. Its intricacy originates from a wide range of risk factors across geography, quality, and duration that
can offer interesting alpha opportunities to investors when understood and properly differentiated.

The content below is separated into two segments that we believe will be useful for both the experienced EMBI
investor as well as the novice. In the first section we will dive into the current investment environment for EM fixed
income and specifically focus on areas we believe alpha can be captured through differentiation. In the second
section we discuss the EMBI Global index in a historical context to demonstrate how the index has evolved over the
past decade and what are the critical risk factors and opportunities to be aware of today.

Part 1: Capturing Alpha Through Differentiation

We believe the size and composition of the JP Morgan EMBI indices provides many opportunities to capture

alpha through differentiation, especially when considered in the context of the broader EM universe including EM
corporates and non-USD sovereigns. So, what do we mean by “capturing alpha through differentiation”? Essentially,
by having a clear understanding of the innate return drivers living in each index, we can partition the index
components into “risk buckets” by credit quality, duration, and geography. This allows us to match exposures that
should behave similarly in a certain market environment (“beta”) and separate them from other issuers with more
idiosyncratic drivers (“alpha”).

For example, one of our strategies for capturing alpha is by taking an active position on a specific risk bucket such
as, “overweight investment grade versus high yield”. Or we can take active positions on specific idiosyncratic stories
that are pricing a wider range of outcomes, like “overweight Hungary” or “underweight Petroleos Mexicanos”.
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Furthermore, we can differentiate within the same
geography by expressing a view that a certain
corporate issuer may outperform the sovereign, or that
a sovereign position denominated in local currency may
outperform its security in hard currency.

When we apply differentiation to assess the current
investment environment for EM sovereigns, we find the
following to be evident:

Higher quality bias: We can clearly differentiate by
credit quality, with fundamental drivers having mostly
stabilized in the Investment Grade (IG) space post

the pandemic. Here we refer to stabilization of debt
metrics, ratings trajectory, and primary market access.
This is also true within the higher quality portion of

the High Yield (HY) space; many BB sovereigns are
positioned for upgrades, and some are potentially rising
stars with the chance of reaching investment grade
over the next 2-3 years. In the nearer term we see
Serbia, Paraguay, and Morocco as promising rising star
candidates, with Dominican Republic, Costa Rica, and
Oman showing some potential over the longer term.

Idiosyncratic opportunities within IG sovereigns:
We have several preferences within the higher quality
space, with a bias for Latin America (LatAm) and
Central and Eastern Europe (CEE). Both regions have
experienced thematic region-specific spread widening
over recent years that has been, in our view, excessive.

e |In LatAm, the “leftist wave” that commenced in
2019 has proven to be more moderate than feared.
In virtually every country with a leftist president, we
have seen institutional balance as legislative or judicial
opposition has effectively defused more extreme
policy shifts. We see an attractive mix of fundamentals
and valuations in Chile and Mexico, and stand
cautiously optimistic on Brazil, Colombia, and Peru.

e The CEE space has changed significantly over
the past 2-3 years, having evolved from quiet on
fundamentals and rich on valuations (with very
infrequent sovereign issuance) to dramatic and
cheap, respectively. The drama was fueled by the
Russia-Ukraine war, which negatively impacted
growth, inflation, and financing needs in these
countries, leading to more frequent issuance. Since
then, conditions have stabilized, and we view
sovereign and quasi-sovereign opportunities in
Hungary, Poland, and Romania with interest based on
asset prices versus fundamental views.

Differentiation among the lowest quality: Herein
lies, potentially, the greatest source of alpha in the
sovereign universe, comprised of 38 countries and
representing ~25% of the EMBI. As mentioned above,
we do have an overall higher quality bias and believe
the risk/reward favors more cautious positioning in
the higher beta space. However, differentiation is key
in the higher beta space as we assess who will be able
to survive the current cycle without defaulting on their
sovereign debt. This cycle has been very difficult for
the more vulnerable EM sovereigns that had to endure
a pandemic, global liquidity tightening, and a war with
profound impact on food and energy markets. It is
also critical to understand the restructuring process to
predict recoveries. We discuss these points below:

Several sovereigns in default— Currently there are
seven EMBI sovereigns in default and two others that
were removed from the index (Russia and Belarus).
Each of these countries is at a different place along
the path to restructuring, ranging from “no progress”
(Lebanon and Venezuela) to “quite advanced”
(Ghana, Sri Lanka, Zambia, Suriname). There is real
hope that this latter group could complete their
restructurings during 2023, although further delays
are certainly possible. We provide more thoughts on
the restructuring process below. Finally, Ukraine is
currently in a consented standstill until August 2024,
and its restructuring will most likely take place before
then but could be delayed if the war extends. Today
these defaulted names still make up 1.34% of the EMBI,
down from 4.14% at the end of 2019.

The survivors... for now. We believe the current cycle
will continue to strain EM sovereigns and therefore
more defaults are likely. As of 6/15/23 there are 11

EMBI countries “in distress” as measured by bond
spreads >1000bps.2 These include Pakistan, Ecuador,
Argentina, El Salvador, Tunisia and Egypt. These are
perhaps the most interesting names in our universe since
they continue to pay debt service, in some cases with
extremely attractive current yields of 15-25% and stand
to gain substantially if default risk subsides. Still, they are
“cheap for a reason” and pose impactful downside risks
from current prices if a default does eventually transpire.
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EMBI Global Higher Risk Countries

Country % EMBI
Count Global

Defaulted 7 1.64
Distressed (Spread > 1000bps) 10 5.03
At Risk (Spread 700 - 999 bps) 2 0.72
Total 19 7.39

Source: JP Morgan

¢ The restructuring process, vintage 2022/2023 -
Following Ecuador and Argentina’s restructurings
in 2020 and 2021, respectively, the three “active”
restructurings in Zambia, Ghana and Sri Lanka
are progressing much slower by comparison. It
was largely believed that the IMF would pursue
a coordinated and comprehensive approach to
address restructuring “once and for all” for defaulted
sovereigns. However, this has not been the case
and instead each country is on a different path.
Zambia and Ghana are going through the common
framework, which was supposed to facilitate a
quicker resolution with comparable treatment
among different investor groups, but instead has
suffered delays due to disagreements among bilateral
creditors on a number of critical issues. Nonetheless,
we are hopeful around news of recent progress on
this front which is important for moving on to direct
talks between issuers and bondholders around actual
restructuring terms.

¢ What will the recovery be? Predicting recoveries
is a complex analysis. The goal of a successful
restructuring is that the sovereign will not need to
restructure again and can eventually regain market
access. To achieve this, a robust Debt Sustainability
Analysis (“DSA”) should be built that can
conservatively predict future cash flows and estimate
the total amount of debt and the schedule of debt
payments a country can accommodate. Once these
cash flows are known a discount rate is applied (the
exit yield). Currently 11-12% is the standard, but reality
can be very different depending on the prevailing
market environment and the individual credit story at
time of restructuring completion. We have noticed
investors punishing restructured bonds that have
very low cash flows (or none at all) during the first
few years after restructuring with very high yields
to maturity of 15+%, but very low current yields. This
can result in restructured bonds trading at distressed

prices (below $50) for a prolonged period. Investors
would like to see higher coupons sooner but making
higher debt payments in the early years is challenging
for countries working to balance debt sustainability
with other domestic priorities.

Adding alpha through “off-index” corporates and
local currency securities: We see many opportunities
in the EM space away from EMBI sovereigns and quasi-
sovereigns to earn additional alpha with only marginal
increase in idiosyncratic risk. While fundamental drivers
are often similar, it is important to understand the
different drivers of return.

e EM Corporates are very interesting right now,
standing out favorably versus sovereigns when
comparing valuations, technical drivers (very little
new issuance expected) and fundamentals. Relative
to their own history and also compared to today’s
Developed Market (DM) corporates, EM corporates
boast strong balance sheets and operating results,
even as we expect some cyclical reversion from here
of both margins and leverage ratios. We see value
in adding corporates to EMBI focused portfolios
by substituting sovereign holdings with “proxy”
corporates that demonstrate high standalone credit
quality and low idiosyncratic risk relative to their
home country sovereign. Examples include senior
unsecured obligations of large banks in Brazil and
Panama, utility companies in Chile and Colombia,
renewable energy projects in the Middle East, or port
operators in Indonesia.

* EM Local Currency sovereign bonds (EMLC) have
been an inconsistent alpha generator over cycles
relative to hard currency bonds, but do frequently
outperform over shorter time horizons, making them
an excellent tactical security for EMBI investors.

We believe EMLC is best held under the right set

of macro conditions, both global and EM specific,
many of which we observe now, such as: a peak in
the Fed hiking cycle, a stable/weaker US dollar trend
versus other DM FX, falling EM inflation, high EM real
rates, and likely EM rate cuts. In this environment,
and based on current valuations, we think local
currency bonds can outperform hard currency bonds
in countries including Brazil, Peru, South Africa,
Indonesia and Hungary.
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Part 2: EMBI 2023 —Bigger, Broader, & More Differentiated

Since 2010, the EMBI index itself has undergone group of traditional “core EM” securities, those rated
significant changes, such that longtime EMBI BBB/BB, has fallen from 81% of the EMBI to 46% over
investors are encouraged take a moment to review the last decade, with a meaningful increase of both
the changes and understand the current set of risk higher and lower quality securities®.

factors. In short, the EMBI has grown significantly in

total notional dollars outstanding, number of issuers EMBI Global by Rating

(particularly quasi-sovereigns and below investment % of Market Cap

grade sovereigns), and number of securities, while
also extending maturities. The impact of these
changes challenge investment teams to assess credit

quality and relative value across a much broader G 57 598 616 595
universe. Below we provide statistical data and Rated AA 12 5.6 o 9.6
commentary on the EMBI Global bond index® from Rated A 6.3 77 18.0 20.2
2010, 2015, 2020, and today. Rated BBB 496 465 34.5 29.7
EMBI size, as measured in notional dollars outstanding, BIG 42.9 40.2 38.4 40.5
has nearly quadrupled since 2010, from $370 billion to Rated BB 311 19.9 16.2 16.0
over $1.3 trillion today. The number of issuers has also Rated B 10.0 12.0 175 20.0
increased significantly, from 63 to 158, with a healthy Rated CCC & Below™ 18 83 e ad

contribution from both sovereign (+40) and quasi
sovereign (+55) index eligible names. Similarly, the
number of outstanding index-eligible bonds has risen
from 258 to 950.*

EMBI Global Highlights

*CCC & Below includes Defaulted and Not Rated securities
Source: JP Morgan

Some highlights from our analysis across rating
buckets include®:

% of Market Cap

¢ Ultra-High Quality: The highest quality bucket
(AA/A) has risen by over 22 percentage points to
30% of the EMBI, mostly due to a 2019 shift in index
eligibility criteria that brought the inclusion of several

Market Value ($ bn.)* 406.8 672.0 1,327.2  1,120.2
large middle eastern (GCC) issuers. These issuers
Face OS ($ bn.)* 369.9 6912 12276 13356 have issued heavily since then.
# Countries 41 65 74 70 ¢ Mid-Tier: The share of BBB rated bonds in the
PR — 63 133 168 158 EMBI has fallen nearly 20 percentage points to 30%
# Sovereigns < . s s on sevgral chlrge downgradest to junk statgs, most
occurring since 2015. These include Brazil (2015),
# Quasi-Sovereigns 25 73 90 80 Turkey and South Africa (2017), Oman (2018) and
# Bonds 258 513 867 950 Morocco (2020). There are two countries that fell
# Sovereigns 190 307 550 640 to junk and later recovered the |G rating over this
# Quasi-Sovereigns o8 006 17 10 period: Hungary (2011 and 2016) and Russia (2015 and

2018), although Russia was later pulled from the index

Source: JP Morgan altogether in 2022 due to sanctions related to the war

EMBI quality composition has changed little on in Ukraine.

the surface, with investment grade rated securities ¢ High Yield: Issuers rated single-B and below have
increasing moderately from 57% to 60%, and below seen a large increase, from 12% of the EMBI to over
investment grade decreasing from 43% to 40%. 24%. This is largely due to 16 new country issuers
However, the composition of quality has changed quite in the single-B space, along with some notable

a bit, leading to greater dispersion by credit rating. The downgrades from BB (Turkey, Bahrain, Costa Rica)
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and heavier issuance from existing sovereigns (Egypt,
Ghana, Ukraine). Defaulted sovereigns, which do not
leave the index despite non-payment, have seen an
uptick to 1.34% as of the end of March 2023.7

The EMBI’s maturity profile has historically trended
toward longer tenors, resulting in a 1.4-year extension

in average index duration through 2020. The allure of
longer duration securities can be a double-edged sword.
Longer bonds, with higher spread duration, offer the
potential for attractive income and return enhancement,
especially given the steepness of some credit curves.
However, this comes with the risk of greater price
volatility, as we have seen over the last 3 years. The story
from 2020 to 2023 has been an aggressive move in rates
plus spread widening, both factors combining to push
index duration back down to 7.0 after peaking in 2020

at 8.5. Additionally, issuance as of late has been more
focused in the 5-10 year space. Nonetheless, bonds with
duration over 10 years have increased from 21% of the

EMBI in 2010 (45 securities) to 27% today (219 securities).

There has also been a tick up in issuance of ultra-long
maturity bonds, with approximately 4% of the EMBI

now having a tenor of more than 30-years. Logically,
these longer tenors tend to be concentrated among
investment grade issuers. However, sub-1G issuers have
been more active out the curve as of late, and now make
up around one-quarter of all long bonds, equivalent to
~6% of the overall EMBI. This is a significant difference
versus the DM high yield opportunity set where only
approximately 2% of the universe has a weighted
average life over 10 years, compared to 30% of the EMBI
HY index.? The maturity disparity can increase an EM
manager’s flexibility when thinking about both curve
shape and recovery values, with the long end of many
high yield curves offering convexity options that are not
available in other markets.

EMBI Global by Duration

% of Market Cap

Duration 71 6.7 8.5 7.0
Average Life 1.8 141 127 12.4
10+ 20.6 21.8 33.4 26.8
5-10yr 531 39.0 33.7 32.3
3-5yr 16.8 24.2 17.2 19.8
<3yr 9.5 15.0 15.7 21.2

Source: JP Morgan

The composition of EMBI issuers has expanded
and evolved, resulting in 78 sovereign and 80 quasi-
sovereign issuers. The biggest increase was seen in
the middle east as mentioned previously, and we also
highlight the notable increase in Sub-Sahara Africa,
with 10 new issuing countries added since 2010 (for
a total of 16) and an EMBI market cap of 8% (up from
3.4%). Meanwhile, the CEE/CIS® region posted the
biggest decline from 31.4% to 12.6%, mostly due to

a regional bias to issue bonds in euros, which aren’t
captured in the USD EMBI."®

EMBI Global by Region

% of Market Cap

Latin America 43.5 37.8 317 32.4
Asia 18.4 22.7 22.6 221
Europe 31.4 30.2 16.2 12.6
Middle East 3.3 3.0 21.5 24.9
Africa 3.4 6.3 8.0 8.0

Source: JP Morgan

EMBI quasi-sovereign issuers have more than tripled
to 80 names and currently 23.5% of index weight.
There is some notable concentration here, with
outsized participation in the index from China (6.1%),
Mexico (5.1%), United Arab Emirates (2.6%), and
Indonesia (2.3%)."

EM universe crossover opportunities: The EMBI
includes over $1.3 trillion in outstanding securities,
but this represents less than one fifth of the entire EM
fixed income space when considering outstanding EM
corporates ($2.6 trillion estimated) and index-eligible
GBI-EM Global local currency bonds ($3.2 trillion
estimated).” We believe both corporates and local
sovereigns, at times and selectively, are interesting
crossover options for EMBI investors as an extension
of the same sovereign risks we take in the hard
currency space.
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Endnotes

" Excludes Russia and Belarus
2 Source JP Morgan

3 We understand that most investors typically benchmark against the EMBI Global Diversified index, which caps larger issuers. However, when assessing
the overall universe, we believe the EMBI Global is the most representative, with minor differences in the composition of the two indices.

4 Source JP Morgan

5 Source JP Morgan

¢ Information in this section sourced from JP Morgan

7 Default number includes Ukraine, which has remained in standstill since mid-2022, effective until August 2024.

8 Source JP Morgan

9 CEE region includes Central and Eastern Europe, CIS region represents the Commonwealth of Independent States
©Source JP Morgan

" Source JP Morgan

2 Source JP Morgan
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