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Market Insight - Sovereign Emerging Market Debt

With central banks having raised rates through 2022 and 2023, we are now at a point where bond holders can receive
reasonable yields in return for holding government debt. Yields sit marginally above levels of inflation, giving bond
holders real returns, which is above the level of inflation.

With higheryields, there is now greater scope for central banks to reduce rates when managing unemployment and
economic growth in line with central bank mandates. This opens opportunities for investors, where higher levels of
return are possible when rates are cut and debt securities reprice to reflect lower yield expectations.

In simple terms, if you held a $100 fixed income debt security that paid $10 interest each year (a10% interest rate) and
the interest rate required by the market dropped to $9 (a 9% interest rate), then the value (or price) of your debt
security will be worth more. That is, you are still receiving $10 each year for your fixed income security, while the
market is only requiring $9. Therefore, the value (or price) of the fixed income security that is paying 10% interest is
adjusted to reflect the lower interest rate paid.

Bonds typically provide diversification benefits, although not always, as they tend to perform better when shares
perform poorly. Higher rates aid this effect as investors in risk-off trades seek safe-haven assets, pushing down yields.

However, what if you could access even higher yields on government debt and central banks had even greater scope
to cut rates. This is where emerging market debt may present an attractive opportunity for investors. Research has
found that historically bond markets in countries with higher relative real yields have generated better returns than
those with lower real yields. Currently, emerging markets offer some compelling opportunities with high real yields
on offer.

Emerging market debt historically was viewed as risky and volatile, with low reserves within emerging market gov-
ernments and limited ability to absorb any losses. During the 1990s and early 2000s, emerging market economies
suffered crises, which drove significant reforms such that emerging markets are now better positioned and structur-
ally stronger than many developed markets.

Whilst currency risk still exists along with country specific risks, this risk is more specific to emerging markets with
weaker balance sheets. Therefore, using an active manager to manage country and currency risks is warranted in our
view. Also, over 85% of government debt in emerging markets is funded in domestic currency, of which 80% is
held by local investors. This reduces the risk of capital flight and the resultant increased volatility.

The chart below shows a selection of emerging market government debt yields set against the current US treasury
yields. We see that some emerging markets are clearly higher risk, such as Turkey, where the high yields are com-
pensating investors for the higher risk exposure. Also, we can see some attractive yield opportunities, which creates
opportunities for an active manager to exploit. It is these higher yielding opportunities that can potentially deliver
higher returns for investors, while helping to also mitigate some of the potential risks. Not presented in the chart are
the attractive real yields available in South America, where current rates sit well above levels of inflation. Interestingly,
while Turkey offers high yields on their government bonds, they do not offer attractive real yields. Again, active man-
agers can help with identifying and managing such risks.
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With rates generally expected to fall in developed countries, it may be argued that there is potential for capital gains
to be made within developed market fixed income. However, we would point to likely rate cuts in many emerging
markets too, with greater potential to deliver capital gains.

In fact, many emerging market countries managed COVID more conservatively than their developed market coun-
terparts and were more aggressive in raising rates as inflationary signs arose. Thus, the easing cycle is well under way
and inflation risks appear to be contained, while in the US, tariff and trade policy changes have raised caution with
respect to inflationary risk.

While there is sovereign risk in emerging market debt, as there is in developed market debt, we again suggest inves-
tors appoint active managers to help navigate this risk.

Given the opportunities within emerging market debt, it seems reasonable that investors consider actively managed
emerging market debt exposures. This article has spoken to emerging market government debt throughout this
document; however emerging market corporate debt sits alongside the asset class.

We prefer sovereign debt within the emerging market debt asset class, with somewhat less complexity underlying
the securities, with no requirement for understanding credit spreads or individual company underlying fundamen-
tals.

However, active managers can cover emerging market credit and cover these additional risks. Investors that so
choose, may consider active managers that they believe can exploit the additional risks within the credit space.

Disclaimer: All care has been taken in preparing this commentary but please note that we base this research on current information furnished to us by third parties
(including financial product issuers) which we cannot necessarily verify. While all reasonable efforts to obtain information from reliable sources, KK Asset Con-
sulting Pty Ltd does not guarantee the data or content contained herein to be accurate, complete or timely. To the extent that our research is based on information
received from other parties, no liability is accepted by KK Asset Consulting Pty Ltd for errors contained in this commentary or omissions from the note.

The information in this commentary does not constitute a recommendation or an offer to invest and is intended as specific background material, which does not
take into account the broader investment objectives, financial situation or particular needs of any particular investor. Before making an investment decision or
acting on any of the information or recommendations contained in this commentary, investors should seek professional advice as to whether the information is
appropriate given the investor’s particular investment needs, objectives and financial circumstances. Furthermore, this report is general product advice intended
for use by wholesale investors and must not be made available to any retail investor.



