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Dispelling myths in
emerging market debt

Improvements in fiscal
competence and policy-
making are transforming
perceptions of emerging
market debt.

Emerging market debt has its
origins in the 1990s, when defaulted

sovereign bank loans were
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restructured into tradable hard
currency (US dollar) bonds known

as Brady bonds. The asset class has
grown hugely since then — many more
issuers have come to market and total
assets have boomed (see Exhibit 1).
Yet some negative attitudes formed in
the early days of the asset class have
proved persistent, even though they
no longer reflect reality. In this article,
we will puncture some of the myths

about emerging market debt.

Myth I: Emerging market
debt is suitable only for a
few specialised investors

Emerging market debt is sometimes
considered a niche asset class that is
appropriate only for a limited set of

Key takeaways

+ Emerging market debt is a

large, diversified asset class
that has delivered strong
performance thanks to big
improvements in policy and
governance.

In our view, negative
perceptions of the asset class
—ie, that it is “too risky” — are
outdated.

We argue emerging market
debt should be a strategic
allocation in portfolios
because of its potential to
provide diversified alpha
and compelling risk-
adjusted returns.
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investors with a high risk tolerance.
The perception is that liquidity is low
and credit events frequent in this
space. For those who hold this view,
it is no wonder that emerging market
debt accounts for a small or non-

existent allocation in many portfolios.

Reality: Emerging market
debt is a large and well-
diversified asset class

Emerging market debt has undergone
a remarkable transformation over

the last 30 years. Today, emerging
market hard currency bond issuers
span over 70 countries and include

a wide array of opportunities across
geographies and credit profiles
(Exhibit 1). The landscape of emerging
market local currency opportunities
has also developed significantly, with
the number of countries in the main
reference index — the JPMorgan GBI-
EM Global Diversified index — growing
from 11 in the early 2000s to 19

today. Indeed, most emerging market
issuance is now in local currency,
reflecting growing and deepening
domestic debt markets. With local
dynamics taking on more importance,
local currency opportunities have
become a richer source of investment
outperformance, or alpha. This
evolution underscores what we see

as the maturity and relevance of the
asset class as a core component of

global fixed income.

Myth II: Emerging market
debt involves too much risk
for too little return

For some investors, emerging market

debt calls to mind high-profile

Exhibit 1: Emerging market debt has grown into a deep and diversified

asset class
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defaults and financial crises, such

as Argentina’s sovereign default in
December 2001 or the Mexican peso
crisis of December 1994. These events
shape a perception that the asset class
is inherently risky and unsuitable to

deliver attractive risk-adjusted returns.

Reality: Emerging market
debt has delivered strong
risk-adjusted performance

Returns on emerging market debt
have outperformed both US high yield
bonds and US Treasuries over the past
30 years (Exhibit 2). Over this period,
many emerging market countries
have strengthened their institutions,
adopted more prudent fiscal policies

and built robust foreign exchange
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Source: BofA Global Research, BIS,
Bloomberg, JP Morgan as at December 2024

reserves, making them more resilient
to shocks. As it has grown, the asset
class has become more diversified,
which can help to reduce contagion
risk — if crises occur, they do not
necessarily impact the entire asset
class. With active management

and thorough sovereign and credit
analysis, we believe emerging market
debt can offer attractive risk-adjusted
returns and diversification benefits
within a global portfolio.



Myth lll: Emerging market
countries are poor at
policymaking

Emerging market governments have
often been viewed as laggards in
policymaking. They are seen to be
grappling with governance challenges
and institutional instability that far
exceeds what is found in developed
markets. This perception has histori-
cally deterred some investors, who
view emerging market sovereign
issuers as inherently unstable and
unpredictable.

Reality: Emerging markets
are increasingly fiscally
competent and economically
healthy

Emerging markets have come a long
way. Indeed, many of them enjoy
better fiscal positions than developed
markets. During the Covid-19 crisis,
several emerging market central banks
acted decisively by raising interest
rates early to combat inflation. This
allowed them to cut interest rates
ahead of developed markets, having
built up a “cushion” of real inflation-
adjusted rates that allowed them to
support economic growth while pre-
serving financial stability. The economic
health of emerging markets is indica-
ted by their fiscal deficits and debt-to-
GDP ratios, both of which are preferable
to those of developed markets (Exhibit
3). In addition, emerging market
economies are growing faster than
developed markets, and the gap
seems to have increased in recent
years. Far from slowing down, we
believe that emerging markets may
be accelerating faster than their
developed market peers.

Exhibit 2: Emerging markets have outperformed core fixed income over the

last 30 years
o Covid-19  Rates hikes
and oil worldwide
crisis
Greece
1,000 ,
Taper Fed.and
tantrum  China
500 Global \\/
credit
crisis
600 Asia Argentina Brazil
- default .
crisis risk
Russi election
400 ussia
Mex crisis
Peso | | L AT e
crisis \/ ........
200 ) VLt i

l\ Mex upgraded to BBB-

1993
1994
1995
1995
1996
1996
1997
1998
1998
1999
1999
2000
2000
2001
2002
2002
2003
2003
2004
2005
2005
2006
2006
2007
2007
2008
2009
2009
2010
2010
2011
2012
2012
2013
2013
2014
2014
2015
2016
2016
2017
2017
2018
2019
2019
2020
2020
2021
2021
2022
2023
2023
2024

= EM externaldebt = USHighYield -<-<+ US Treasuries

Note: Total Return of J.P. Morgan EMBI Global Diversified Composite Index (JPEIDIVR Index),
ICE BofA US Cash Pay High Yield Index and ICE BofA US Treasury Index, for a $100 Original
Investment since 1993. EM External Debt: JPEIDIVR Index, US High Yield: JOAO Index, US

Treasuries: GOQO Index.

Source: BofA Global Research, Bloomberg, J.P. Morgan EMBI Global Diversified Composite Index,
ICE Data indices, LLC. Data as of 31 December 2024. Past performance does not predict future
returns.

Exhibit 3: Emerging market sovereigns have lower fiscal deficits and debt
ratios than developed markets
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We think it is time to
reevaluate emerging
market debt

Emerging market debt has undergone
a profound transformation over the
last 30 years, yet perceptions among
some investors have not caught

up. Early crises and defaults in the
1990s cast a long shadow, but many
emerging economies have made
great strides in strengthening their
policy frameworks and institutional
resilience. They have built more
diversified economies, deepened their
local debt markets and improved
communication and relations with
international investors. This progress
was evident during the Covid-19 crisis,
when several emerging markets
responded with agility

and effectiveness.

In our opinion, both our macro-
economic analysis and rating
agencies’ credit assessments confirm
an improvement in emerging market
economic fundamentals. Since 2023,
emerging markets are more likely to
have had their credit ratings up-
graded than downgraded (Exhibit 4).
The asset class — as captured in the
JP Morgan EMBIGD Index — is now,
on average, rated investment grade,
which provides another source

of support.

We expect more investors will
turn to this asset class, which

we argue should be a strategic
component of any asset allocation
because of its potential to provide
diversified alpha and compelling
risk-adjusted returns.

Exhibit 4: Emerging markets’ credit profiles are improving
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The document is for use by qualified Institutional Investors (or Professional/Sophisticated/Qualified Investors as such term may apply in local
jurisdictions).

This document or information contained or incorporated in this document have been prepared for informational purposes only without regard to the
investment objectives, financial situation, or means of any particular person or entity. The details are not to be construed as a recommendation or an
offer or invitation to trade any securities or collective investment schemes nor should any details form the basis of, or be relied upon in connection with,
any contract or commitment on the part of any person to proceed with any transaction.

Any form of publication, duplication, extraction, transmission and passing on of the contents of this document is impermissible and unauthorised. No
account has been taken of any person’s investment objectives, financial situation or particular needs when preparing this content of this document. The
content of this document does not constitute an offer to buy or sell, or a solicitation or incitement of offer to buy or sell, any particular security, strategy,
investment product or services nor does this constitute investment advice or recommendation.

The views and opinions expressed in this document or information contained or incorporated in this document, which are subject to change without
notice, are those of Allianz Global Investors at the time of publication. While we believe that the information is correct at the date of this material, no
warranty of representation is given to this effect and no responsibility can be accepted by us to any intermediaries or end users for any action taken on
the basis of this information. Some of the information contained herein including any expression of opinion or forecast has been obtained from or is
based on sources believed by us to be reliable as at the date it is made, but is not guaranteed and we do not warrant nor do we accept liability as to
adequacy, accuracy, reliability or completeness of such information. The information is given on the understanding that any person who acts upon it or
otherwise changes his or her position in reliance thereon does so entirely at his or her own risk without liability on our part. There is no guarantee that
any investment strategies and processes discussed herein will be effective under all market conditions and investors should evaluate their ability to
invest for a long-term based on their individual risk profile especially during periods of downturn in the market.

Investment involves risks, in particular, risks associated with investment in emerging and less developed markets. Any past performance, prediction,
projection or forecast is not indicative of future performance. Investors should not make any assumptions on the future on the basis of performance
information in this document. The value of an investment and the income from it can fall as well as rise as a result of market and currency fluctuations
and you may not get back the amount originally invested.

Investing in fixed income instruments (if applicable) may expose investors to various risks, including but not limited to creditworthiness, interest rate,
liquidity and restricted flexibility risks. Changes to the economic environment and market conditions may affect these risks, resulting in an adverse effect
to the value of the investment. During periods of rising nominal interest rates, the values of fixed income instruments (including short positions with
respect to fixed income instruments) are generally expected to decline. Conversely, during periods of declining interest rates, the values are generally
expected to rise. Liquidity risk may possibly delay or prevent account withdrawals or redemptions.
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