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Learn why emerging market debt is best used to reduce risk rather than

chase yields.

KEY TAKEAWAYS:

-+ Emerging market (EM) debt’'s composition, risk, return, and correlation

characteristics have transformed over the years. Yet many investors today use EM

debt for the wrong reasons, manage it imprudently, or overlook the best parts.

- EM debt used to be characterized by a higher distribution of more extreme
outcomes. But now its distribution of returns resembles that of more mainstream

asset classes such as U.S. corporate debt.

+ The main reason to consider EM debt is for its diversification benefits relative to

other spread sectors such as U.S. corporate debt, in our view, rather than as a way to

hunt for high returns.

+ Macro risk in EM has shifted from economic complexity, which can be modeled,
toward political uncertainty, which can be impossible to predict. Thus, taking only a

macro-driven approach toward alpha generation is more likely to backfire today than

in years past.

In amateur tennis, fully 80% of points scored
are the result of an errant shot, such as
hitting the ball out of bounds. This was the
insight that Charles Ellis used to characterize
investing in his classic “The Loser's Game.”
It is not what investors get right that defines
success, it is what they do not get wrong.

While he was writing in 1975, this idea
captures a lot of what happened to emerging
market (EM) debt during the mid-2000s.
Investors who were leaning into risk and trying

to time the market around macro events
started to play a loser's game. The winner's
game, in contrast, shifted toward bottom-up
trades that are uncorrelated to election cycles,
geopolitical events, and other systemic macro
events — areas where it has become more
difficult to have an edge as an investor.

EM debt has become the largest pool of

credit in the world, according to the Bank for
International Settlements, surpassing the U.S.
over the past decade. Along the way, many of



EM’s fundamental attributes have been transformed. As the
market has evolved, so too must investment strategies adapt.

The best countries or regions are generally not those being
hyped as the next success stories. In contrast to conventional
wisdom, EM often rewards investors who minimize losses
rather than maximize gains, and who avoid concentrated
positions in high-yielding countries. We believe EM debt
should be used primarily as a diversification tool — rather
than a source of seeking high returns — prioritizing lower-risk
countries and senior debt structures.

EM debt has similar default and recovery rates to U.S. corporate
debt but also more volatility, especially for lower-quality issuers.
That's one reason why we believe bottom-up relative-value
analysis and portfolio construction are more important to

EM today than top-down macro analysis. In addition, active
management in EM debt has consistently outperformed passive
investing, according to Morningstar data.

Rapid economic growth through the early 2000s masked
many underlying complexities in EM, but growth has slowed.
In this piece, we attempt to unmask the asset class, identifying
universal features of EM and how they can help in achieving
broader investment objectives.

STORYTELLING VERSUS HYPOTHESIS TESTING

The optimistic stories told by EM investors for decades
revolved around demographics, urbanization, a rising middle
class, and GDP growth catching up to developed market (DM)
levels. Today's stories are more nuanced. Catch-up growth
continues, but at a slower pace. Policymakers are better at
business cycle stabilization, but there is greater political and
geopolitical uncertainty than before.

These stories aren’t inaccurate, but they have not always
mattered for investment returns. EM equities should have been
the biggest beneficiary from stronger growth, for example, but
fared worse than both DM equities and EM debt.

Here, rather than storytelling, we take a more scientific
approach. The investment hypothesis for EM debt is as follows.
It should be used primarily as a means to reduce concentrations
to other domestic risks without sacrificing yield.

Investors should not treat EM as a space to hunt for high
returns. It may sound counterintuitive, but the case for EM
debt should not be anchored on spreads, yields, or some
other valuation metric. It should be based primarily on
diversification benefits, in our view.

Therefore, investors should consider taking a page from
Warren Buffett’s book: 1) prioritize lower-risk countries with
reasonable valuations over high-risk countries with great
valuations, and 2) move to more senior parts of the capital
structure (from equity to debt).

Of course, there are exceptions. But this is the top-level
hypothesis that seems best supported by the data.

AN ANATOMY OF THE ASSET CLASS

The number of investable EM countries has more than
doubled in the past 20 years. We now model about 200
individual macro risk factors (such as foreign exchange, rates,
and spreads) across about 85 countries. Correlations across
this matrix range from 0.8 to -0.7, according to data going
back 20 years, calculated by PIMCO. So there is extreme
diversity within the asset class.

Moreover, some factors are “risk-on” while others are “risk-
off," i.e., positively or negatively correlated to global systemic
factors such as oil or equities. There are now about 12
sovereign bond issuers that have provided similar portfolio
ballast during risk-off events over the past 15 years as U.S.
Treasuries, the perceived ultimate risk-off asset. During this
15-year period, a basket of EM local bonds hedged to U.S.
dollars (as gauged by 5-year swaps) generated higher returns
than comparable U.S. Treasuries (also as gauged by 5-year
swaps) and had a similar success rate in hedging equity
drawdowns but less of a payout when drawdowns occurred.

This increase in the number of countries has been
overshadowed by the rise in available instruments, which has
grown nearly 20-fold (see Figure 1) in the past two decades.
Investors can now disaggregate country-level macro risk
factors into fine granularity.



Figure I: Growth in the number of investable EM instruments has outpaced growth in investable EM countries
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Source: J.P. Morgan as of 31 December 2023. Number of countries refers to the JPM EMBI Global Diversified Index; number of instruments is an aggregate of the three
flagship JPM indices: JPM EMBI Global Diversified, JAM CEMBI Broad Diversified, and GBI-EM Global Diversified.

This is positive for the asset class. EM debt used to be characterized by fat tails — i.e., a higher distribution of more extreme
outcomes. But now its distribution of returns resembles that of more mainstream asset classes such as U.S. corporate debt (see
Figure 2).

Figure 2: EM return distribution has evolved to resemble U.S. corporate debt
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Source: Bloomberg and PIMCO as of 29 February 2024. Chart shows rolling 3-year annualized returns starting monthly from 31 December 2005 through 29 February
2024. Past performance is not a guarantee or a reliable indicator of future results. U.S. investment grade (IG) credit is represented using the Bloomberg US Credit
Index; U.S. high yield (HY) is represented by the Bloomberg US Corporate High Yield Index; EM External is represented by the JP Morgan EMBI Global Diversified
Composite Index. Note EM external is roughly 60% |G rated and 40% high yield rated.



Fundamental credit risk is also similar. Defaults along much of the credit ratings quality spectrum, from AA to single B, are in line

with U.S. corporate issuers (see Figure 3).

Figure 3: EM default distribution resembles corporate issuers at higher credit rating levels
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Source: Moody's as of 31 December 2023. Default rates are based on Moody's analysis of the asset classes.

Recovery values (and loss-given-default) are also nearly identical,
at about 40%. However, there are three nuances to note.

1. Default probabilities for issuers rated CCC are higher for
EM than for U.S. corporates. (Spreads are wider too, so we
are not commenting on whether this cohort is relatively
rich or cheap.) This is because the rules of the game can
get rewritten for the lowest-quality EM issuers because of
political upheaval, whereas U.S. corporate issuers rated CCC
operate within a more defined system of stable rules and
bankruptcy law.

2. While the EM and U.S. corporate default data share a similar
mean, the EM data has a wider standard deviation. Default
events in EM have a wider range of outcomes.

3. Workouts can take longer in EM. A U.S. corporate
restructuring may take months to work through a court
system. By contrast, it may take years to negotiate terms
among international creditors, the International Monetary
Fund, and other bilateral lenders. All else equal, this
means that the present value of a nonperforming EM debt
instrument undergoing a restructuring will be lower (even if
the ultimate recovery value is the same).

ASYMMETRY OF CERTAIN RISKS

There is an additional empirical nuance, perhaps the most
important one of all: the mark-to-market efficiency of returns
along the quality spectrum, as captured by metrics such as
the Sharpe ratio, a gauge of risk-adjusted return. Similar to
fundamental credit risk, measures of mark-to-market volatility
increase much more on the lowest-quality bonds in EM than
in U.S. corporate debt, rendering a lower Sharpe ratio for EM
debt rated single B and CCC.

Drawdowns are also disproportionately deeper during

times of acute stress for EM (see Figure 4). Worst of all,

the sensitivity to market-based returns, or betas, becomes
asymmetric, meaning the downside capture during a market
sell-off is larger than the upside capture during a rally.

None of this means that there cannot be compelling value in
EM debt rated single B and CCC. But it does explain why too
many investors have been seduced by the siren song of high-
yielding, low quality frontier markets. The bonds may be cheap,
but the efficiency of the resulting returns is poor for investors
with anything short of a very long time horizon.



Figure 4: EM drawdowns have been deeper at lower rating levels
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Source: Bloomberg, J.P. Morgan, PIMCO as of 30 April 2023. Past performance is not a guarantee or a reliable indicator of future results. U.S. corporates refers to
Bloomberg US High Yield Index and Bloomberg US Credit Index. EM refers to JPMorgan EMBI Global Diversified Index.

This explains why EM debt offers higher spreads compared with
U.S. corporates despite similar fundamental credit risk — about 70
basis points on average on a risk-neutral basis over the past five
years. The additional spread is not a sign of market inefficiency. It
is compensation for other burdens, such as unfamiliarity (i.e., the
need to explain newspaper headlines to one’s investment board),
wider bid-ask spreads in secondary markets, and additional mark-
to-market volatility, especially on lower-quality bonds. In theory,
these additional burdens shouldn't matter to long-term value
investors. But in practice they do.

INVESTMENT APPROACH

This siren song also explains why some investors say they've
been on a roller coaster ride with EM in the past. Beyond
general asset class volatility, many have been exposed to 1)
poor sizing of the asset class in their broader portfolio, and 2)
imprudent risk scaling within the EM debt allocation. Let’s look
more closely at both.

Strategic asset allocation (sizing the beta)

If diversification is the main objective, then the correlation of
EM debt to a broader portfolio is the most important metric.
This is true for any asset class, but it is especially important
for satellite exposures that play a more peripheral role in
portfolio construction.

An asset inclusion test offers a clear framework. It reduces the
decision whether to include an asset class to an optimization
function: Maximize a portfolio’s Sharpe ratio subject to the
constraints of risk, return, and correlations of the individual assets.

The result is a measure of each asset’s marginal impact on
the portfolio’s overall Sharpe ratio. This will be fairly unique
for each investor. But generally speaking, EM debt scores
better than most other assets. It does so because of favorable
correlation characteristics, not solely because of higher yields.

The correlation between EM debt and U.S. corporate debt

is about 0.63 over the past 10 years, using J.P. Morgan
data. This is relatively low within the world of fixed income
spreads. And this is the point: EM debt must be assessed
jointly by its risk, return, and diversification properties at the
broader portfolio level, rather than narrowly on some rich/
cheap valuation metric, and not independently from one’s
overall portfolio.

Abiding by these guidelines leads to a more sober assessment
of sizing in strategic asset allocations. Many clients, ranging
from insurance companies to pension funds, typically have
chosen an allocation of 2% to 8%.



Risk scaling (seeking alpha)

Investors are always at the mercy of what the market offers. If
markets evolve, so too must investment strategies.

Consider how the EM debt market has evolved. In the early

years (1990s and early 2000s), there were few countries in EM.

Most issuers readily overpaid to access international capital.
Growth was booming but punctuated by homegrown shocks
(e.g., 1994 in Mexico and 1997 in Asia). The key skill set was
top-down macro analysis. Investors could beat the market by
leaning into risk and harnessing excess yields, while hopefully
sidestepping country-specific sell-offs.

Today, there are far more countries and instruments to
consider. Growth is middling and recent shocks are mainly
exogenous and systemic (e.g., the 2008 global financial crisis,
2013 Treasury taper tantrum, and 2020 pandemic).

It is difficult to have an edge in macro analysis. Not only is it a
more crowded field, but the nature of risk has shifted — from
economic complexity, which can be modeled, toward political
uncertainty, which can be impossible to predict.

In our opinion, the key skill set for investing in EM debt today is
bottom-up relative-value analysis and portfolio construction.
It is the ability to identify small arbitrage opportunities,

instrument by instrument, and then combine and scale each in
a way that a basket of these trades is more efficient than any
one is independently.

Convexity — or the nonlinear relationship between prices and
yields — is key. It embeds downside cushion during market sell-
offs — prices fall but decreasingly so. This is particularly important
given the excess volatility and asymmetric beta sensitivities noted
earlier, especially at the lower end of the quality spectrum.

Of course, top-down macro analysis remains critical — but as

a starting point. It must be thoroughly mapped to create space
for the bottom-up alpha process to flourish. We model and
measure 10-15 distinct bottom-up trade types and scale them
in portfolios based on their Sharpe ratios and correlations to
the beta. This is an engineering challenge, which leads to much
more bounded results than if it were a forecasting challenge.

PLAYING A WINNER'S GAME

The tennis analogy mentioned earlier — winning by limiting
errors — is not just a metaphor. It comes through clearly in the
data. Consider the best and worst EM debt investors over the
past decade (see Figure 5), and compare the journey, month-
by-month, of each along the way. Did the best investors achieve
their status by maximizing victories or by minimizing defeats?
The answer is clear.

Figure 5: Consistency and mitigating downside in the short term may breed better long-term outcomes
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The best and worst investors had about the same frequency
of Tst-quartile monthly returns (23% versus 21%, respectively).
But the best investors had a dramatically lower frequency of
bad months. They experienced 4th-quartile monthly returns
21% of the time, versus 38% for the worst managers.

This is consistent with the asymmetric return profile of

the asset class discussed earlier. The efficiency of returns
from higher-quality countries can be overshadowed by the
inefficiency of returns from lower-quality countries. Likewise,
years of positive alpha, or market outperformance, can be
wiped out in a single drawdown episode.

Our process is explicitly designed around these empirical
realities for the asset class. It is designed to minimize the
incidence of 4th-quartile monthly returns. (Please reach out to
your PIMCO representative for statistics specific to PIMCO.)

What about passive investing? It has been remarkably
consistent, ranking at the lower end of the 3rd quartile year
after year (see Figure 6).

Figure 6: Active management outside of the 4th quartile has added value versus passive management
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Source: PIMCO, Morningstar as of 30 June 2024. Past performance is not a guarantee or a reliable indicator of future results. Figure is provided for illustrative
purposes and is not indicative of the past or future performance of any PIMCO product. Based on after-fee performance data for U.S. open-end mutual funds (institutional
share class) and ETFs in the Morningstar Emerging-Markets Local-Currency Bond category with benchmarks of JPM GBI-EM Global Diversified or a comparable index
and the Morningstar Emerging Markets Bond category with benchmarks of JPM EMBI Global Diversified or a comparable index. Q1-Q4: top 25% to bottom 25%.

The vast majority of active managers perform much better. Moreover, this better performance does not have to feel like a roller coaster.

Investors can treat EM debt as a structural allocation, used to de-concentrate from domestic sources of credit risk. They can size

the allocation based on its effect on the Sharpe ratio of their overall portfolio. And, most importantly, investors should manage

the EM allocation with caution. That can mean avoiding the temptation to migrate toward high-conviction, high-concentration

positions in high-yielding countries, which can magnify macro-driven volatility. That game may have worked two decades ago. But

itis a difficult game to win today.
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