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After experiencing outsized outflows during
the height of the COVID-19 crisis in March,
capital flows into Emerging Markets (EMs) debt
have turned positive. The rebound, however,
has been modest, reflecting the challenges
facing EMs. Still, there are investment
opportunities in this space and many ways to
extract attractive yield via an active approach
that identifies quality securities.

The fallout from COVID-19 and the uncertain global
outlook have exacerbated the challenges faced by
EMs. Going into the crisis, EMs were already facing
stagnant growth and rising leverage. The case for
investing in EMs is no longer the sexy “high growth
story”. Instead, we need to assess the countries in
the region with a differentiated lens to determine the
strengths and weakness of each.

The liquidity support provided by respective central
banks to cushion the impact of COVID-19 on their
economies has been a stabilising force for the EMs.
Capital flows into EM debt have recovered at a
better pace than for EM equities (see Fig 1). This

is understandably due to investors’ preference to
maximise returns, while minimising risk in current
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uncertain times. Furthermore, it is a recognition of
the opportunities in this space.

Each EM is unique in terms of its economic profile
and policies. This diversity offers opportunity to
harness attractive returns by accurately predicting
and positioning for different economic cycles. EM
debt markets are also less mature, more inefficient

Fig 1: Foreign investor capital flows to EMs
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and under-researched when compared to many
developed markets. There are more opportunities
for mispricing of assets, and this offers substantial
investment opportunities.

AN EXPANDING UNIVERSE THAT LACKS INDEX
REPRESENTATION

EM debt has continued to grow in size, and
corporate issuers have been a big part of this
growth. The EM fixed income universe is forecast

to hit USD 45trn, or 29% of global fixed income by
2025. Given the development needs of the EMs, the
growth potential for this market is immense. To put
it in perspective, outstanding bonds in Developed
Markets made up 171% of GDP in 2019, compared
to 85% for EMs.

Within the EM universe, corporate bonds make

up 56% of total bond while local currency issues
dominate with a share of 82%. Region wise, Asia
ex Japan tops the issuance with a 70% share and
of this China takes the lion’s share at 52%. The
majority of Chinese bonds are denominated in local
currency and issued by corporates.

Despite the expansion in the EM universe, index
representation remains poor, thereby limiting the
opportunity to invest in these credits. Hard currency
government debt is by far the best represented
index at 84% while local currency corporates have
the least at 11%. The lack of trading ease of local
currencies compared to hard currency and the lack
of presence in local markets are key obstacles.

WHY NOT INVEST PURELY IN ASIAN DEBT
MARKETS?

Admittedly, investing in EMs comes with
challenges considering its weaker governance
structures and propensity to default, further
compounded by the COVID-19 crisis. With Asia
issuing majority of the EM debt, it is reasonable
for investors to prefer investing purely in Asian
debt markets. This preference is also likely due to

Asian economies having better economic profiles.
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Fig. 2: Regional breakdown of EM debt
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But COVID-19 is causing a huge strain for some
Asian countries which may trigger sovereign rating
downgrades. In fact, a few are already placed on a
negative watch.

Moreover, having an exposure to the entire EM
universe allows one to enjoy attractive returns

Fig. 3: EM credits remain index under-represented
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from diversification benefits without risking up
significantly or having too much concentration in
one market. This is because Asia is now almost
50% of the JP Morgan Corporate Emerging
Markets Bond Index (CEMBI) and China’s weight
has gone up to 25% versus 10% in 2012. Thus,

if one chose to invest only in Asia corporates via
the JACI, it will result in a higher concentration to
a single market; China’s weight in JACI is currently
52.3%.

This opportunity cost of not investing across all
EMs becomes even more evident looking at the
returns. Between 2004-2019, EM corporates
delivered an annualised return of 6.5% whilst
Asian corporates rose 6.2%. The disparity widens
if one looks at cumulative returns with EM
corporates delivering 174.3% against 133.8% for
Asian corporates over this period.

Furthermore, investing in EM debt allows an
investor to capitalise on the currency and interest
rate movements, and credit spreads. Rates and
foreign exchange play an important part for local
currency issues while credit spreads matter more
in the hard currency space. As a result, the spread
differential for similar bonds denominated in

local and hard currency can differ over time and
offers yield pick-up opportunities. See Fig 5. In
short, tactically trading EM credits can enhance an
investment portfolio’s risk-adjusted returns.

ACTIVE MANAGEMENT BACKED BY ROBUST
CREDIT RESEARCH

The case for active management is backed by the
fact the EM universe is generally under-researched
and poorly represented on benchmark indices.
Active managers can add value by calibrating the
weights on good and deteriorating credits, relative
to a portfolio that is benchmarked weights.

It is fundamental research that uncovers good
investment opportunities. Being one of the
largest fixed income teams in Asia with a strong

presence across 11 Asian markets facilitates ready
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Fig. 4: Total returns by calendar years (2009-2019)
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Source: JP Morgan as at Dec 2019. EM Corporates measured by CEMBI, Asia Corpo-
rates measured by JP Morgan Asia Credit Index (JACI)

Fig. 5: Spread differential for an issuer’s similar bonds
denominated in MYR and USD
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access of on-the-ground market information.

The team is made up of investment professionals
and dedicated research analysts. In recent years
we have augmented our EM research by adding
experienced personnel to the research team. That
Asia and China have become a large portion of
the EM universe allows us to tap on our Asian
expertise and insights.




A rigorous credit research process that emphasizes
on proprietary research and internal credit ratings
(ICR) has been our key alpha generator. A top
down approach is undertaken to determine

the broad Global EM bond market outlook and
ascertain the fair value of EM interest rates, credit
markets and currencies. This is complemented by a
bottom up analysis of individual issuers.

Based on these analyses, the ICR is applied to
unrated bonds and bonds which are rated BBB+
and below by external rating agencies. The ICR
serves as a proprietary reference of the credit
quality of an issuer, which takes precedence over
credit ratings from external rating agencies. The
ICR systematically assigns an appropriate internal

credit risk assessment to unrated issuers and issuers
which have relatively weaker credit fundamentals
but not necessarily a bad investment.
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The robustness of our internal model is reflected

in the low default levels across our EM and Asia
strategies. Simply put, our internal credit research
helps us to identify value opportunities and generate
potential long-term returns for our clients.
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This document is produced by Eastspring Investments (Singapore) Limited and issued in:

Singapore and Australia (for wholesale clients only) by Eastspring Investments (Singapore) Limited (UEN: 19940763 1H), which is
incorporated in Singapore, is exempt from the requirement to hold an Australian financial services licence and is licensed and regulated
by the Monetary Authority of Singapore under Singapore laws which differ from Australian laws.

Hong Kong by Eastspring Investments (Hong Kong) Limited and has not been reviewed by the Securities and Futures Commission of
Hong Kong.

Indonesia by PT Eastspring Investments Indonesia, an investment manager that is licensed, registered and supervised by the Indonesia
Financial Services Authority (OJK).

Malaysia by Eastspring Investments Berhad (531241-U).

This document is produced by Eastspring Investments (Singapore) Limited and issued in Thailand by TMB Asset Management Co., Ltd.
Investment contains certain risks; investors are advised to carefully study the related information before investing. The past performance
of any the fund is not indicative of future performance.

United States of America (for institutional clients only) by Eastspring Investments (Singapore) Limited (UEN: 199407631H), which is
incorporated in Singapore and is registered with the U.S Securities and Exchange Commission as a registered investment adviser.

European Economic Area (for professional clients only) and Switzerland (for qualified investors only) by Eastspring Investments
(Luxembourg) S.A., 26, Boulevard Royal, 2449 Luxembourg, Grand-Duchy of Luxembourg, registered with the Registre de Commerce
et des Sociétés (Luxembourg), Register No B 173737.

United Kingdom (for professional clients only) by Eastspring Investments (Luxembourg) S.A. - UK Branch, 10 Lower Thames Street,
London EC3R 6AF.

Chile (for institutional clients only) by Eastspring Investments (Singapore) Limited (UEN: 199407631H), which is incorporated in
Singapore and is licensed and regulated by the Monetary Authority of Singapore under Singapore laws which differ from Chilean laws.

The afore-mentioned entities are hereinafter collectively referred to as Eastspring Investments.

The views and opinions contained herein are those of the author on this page, and may not necessarily represent views expressed or
reflected in other Eastspring Investments’ communications. This document is solely for information purposes and does not have any
regard to the specific investment objective, financial situation and/or particular needs of any specific persons who may receive this
document. This document is not intended as an offer, a solicitation of offer or a recommendation, to deal in shares of securities or any
financial instruments. It may not be published, circulated, reproduced or distributed without the prior written consent of Eastspring
Investments. Reliance upon information in this posting is at the sole discretion of the reader. Please consult your own professional adviser
before investing.

Investment involves risk. Past performance and the predictions, projections, or forecasts on the economy, securities markets or the
economic trends of the markets are not necessarily indicative of the future or likely performance of Eastspring Investments or any of the
funds managed by Eastspring Investments.

Information herein is believed to be reliable at time of publication. Data from third party sources may have been used in the preparation
of this material and Eastspring Investments has not independently verified, validated or audited such data. Where lawfully permitted,
Eastspring Investments does not warrant its completeness or accuracy and is not responsible for error of facts or opinion nor shall be
liable for damages arising out of any person’s reliance upon this information. Any opinion or estimate contained in this document may
subject to change without notice.

Eastspring Investments (excluding JV companies) companies are ultimately wholly-owned/indirect subsidiaries/associate of Prudential
plc of the United Kingdom. Eastspring Investments companies (including JV's) and Prudential plc are not affiliated in any manner
with Prudential Financial, Inc., a company whose principal place of business is in the United States of America or with the Prudential
Assurance Company, a subsidiary of M&G plc (a company incorporated in the United Kingdom).
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