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Introduction to Sector

The funds in this sector may invest in the debt of emerging market governments and corporates issued in both hard
(developed market) currencies, and local (domestic market) currencies. The yield on these bonds tends to offer a significant
premium to the yields available on equivalent debt issued in developed markets as shown in figure 1, although it brings with it
commensurate risks.
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Figure 1: Yield pick-up in emerging versus developed market Figure 2: Growth of IA Emerging Market Debt within the IA
sovereign bonds universe

As the market has grown over recent years it has become an increasingly attractive sector to income-hungry investors. Figure
2 shows the growth of the sector within the wider IA investment universe over the last 14 years.
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Sector Nuance

Hard currency government bonds are the oldest part of the market, and are perhaps the best starting point for new investors
in these markets. These bonds tend to offer an attractive yield pickup over US Treasuries. They also do not carry any emerging
market currency risk, as the bonds are all denominated in either US dollars or euros. The key risk to this sub asset class is
credit risk, i.e. the risk that a government’s willingness, or ability, to repay debt denominated in a foreign currency comes
under pressure.

Local currency government bond markets have seen a huge amount of growth, broadly doubling in size over the last 10 years.
They are also the most volatile of the sub asset classes. This is due to the fact that they carry emerging market currency risk as

well as government bond risk. These bonds tend to have the highest starting yield to compensate for this increased risk. They are
best owned when investors are confident that emerging markets' development prospects are strong or improving.

Country specific risks are considerable within emerging market government bonds as nations have very different political cycles
and economic growth drivers. For example, a rise in the price of oil will be beneficial for oil exporters within emerging markets
but negative for oil importers. Investors therefore must pick their government bonds carefully and be aware of the varied
idiosyncratic risks that are present.

Hard currency corporate bond markets have seen considerable growth in recent years. They also tend to trade with an attractive
yield pickup over US Treasuries and also do not carry any currency risk, since the bonds are all denominated in either US dollars
or euros. This sub asset class is best owned when economies are expanding, corporate balance sheets are improving and
expected defaults are declining.
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Funds in Focus

Given the broad range of bonds available in the asset class, it is unsurprising that there is also a broad range of funds available.
To date, our preferred routes have been to either opt for active managers who have the flexibility to select from the breadth of
the available investment options, or to look to specialised managers who target specific outcomes for investors.

Ashmore Emerging Market Short Duration Distrubution and Yield
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Figure 3: Ashmore Emerging Markets Short Duration Distribution and Yield chart

For the former we like the M&G
Emerging Market Bond fund.

This fund has a flexible mandate,
allowing it to invest across
government and corporate bonds
issued in both hard and local
emerging market currencies.

We believe that this mandate,
allowing the manager to take
asset allocation decisions across
the emerging bond markets,
makes sense for many investors,
it affords them access to the full
opportunity set of this market
without having to constantly move
their positions around. In short
we believe that outsourcing the
asset allocation to an expert in
the asset class makes sense.

An example of a fund we like in the latter category is the Ashmore Emerging Markets Short Duration fund. This is a relatively
straightforward strategy, which looks to buy short-dated, emerging market corporate bonds and hold them to maturity. The
bonds will be issued in hard currencies (largely US dollars) and pay attractive coupons, resulting in a relatively high income

stream from the fund.
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Figure 4: A Global Emerging Market Bond OCFs (including the Ashmore Emerging
Markets Short Duration fund)

Ongoing charge figures (OCFs) in
the sector range from ¢.0.5% to
€.2.7%, with the median OCF at
0.9%. While there can be good
reason for investors to pay fees
above the median, such as to
access experienced managers
or more specialist asset classes,
we believe that investors should
consider whether their fund
selection provides them good
‘value for money’ within this
context. Given the team and
resources at both M&G and
Ashmore, combined with OCFs
below the sector median, we
believe both funds detailed
above offer investors good value
for money.

Given the diversity of issuers, bonds and therefore risk in the sector, we do not believe that the sector suits a passive investment
strategy. Alongside this, indices can also be dominated by those countries issuing the most debt, regardless of their underlying

credit quality, thereby potentially increasing the risk for a passive investor.
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Sector Outlook
It is relatively easy to build a bull case for the asset class.

Yields are at a premium to developed market bonds.

Current accounts in emerging economies look healthy for many of the major debt issuing countries.

Corporate leverage appears relatively benign versus developed market peers.

Central banks in emerging markets have the capacity to cut their, relatively high, interest rates if necessary in order to
stimulate their economies in the face of any future economic concern.

That said, the bear case can also be relatively easily constructed.

Slowing economic growth in developed markets, particularly the US, potentially leading to a slowdown in investment and
growth in emerging markets.

Continual political disruption caused by the rise of populism across both developed and emerging economies.

The prospect of further trade sanctions and trade barriers globally.

Concern over the level of public and corporate indebtedness in China.

To our mind, the asset class appears reasonably valued at present and could represent an interesting opportunity for the long
term investor, both in terms of income and diversification. However, investors should be aware that the risks in the asset class
can be high, and the journey may not always be smooth.




