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Executive Summary

Strong and largely unanticipated macro shocks dominated global markets in 2022, negatively
impacting investor returns across a wide range of asset classes. High inflation prompted aggressive
monetary tightening across most of the world, while a divergent China suffered a steep economic
slowdown as it remained committed to its Zero Covid Policy. Meanwhile, the conflict in Ukraine
further disrupted supply chains and sent commodity prices soaring, including food and energy.
These events have led to a significant increase of global bond yields, a repricing of risk assets, and
a stronger dollar, all of which are painful for Emerging Market (EM) issuers.

As we head into 2023, the macro environment will remain the principal driver influencing
fundamental developments in EM as well as asset market returns. Currently, market views oscillate
between concerns around the persistence of inflation and fears of a looming recession. Will the
Fed be able to navigate a soft landing? Will China’s Zero Covid Policy end for good and growth
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bounce back in 2023? Will the whispers of ceasefire soon bring an end of the war in Ukraine? With
the data and news flow received over the last two months of 2022, we are growing increasingly
hopeful that there may be a more constructive path ahead for EM. We believe that challenging
market environments like this one can offer attractive entry points for patient and risk-tolerant
investors with a medium to longer term investment horizon. History indicates that investing in EM
debt through the cycle can offer positive risk-reward.

Indeed, Emerging Market Debt (EMD) has not been immune to this downcycle, and we have
observed widening of EM spreads relative to DM during most of 2022, especially in sub-
investment grade credit. We note that this is normal for this point of the cycle due to the higher
beta nature of EM credit. In this paper, we will share our thoughts on where we are in the current
cycle and discuss the impact on EM credit of both bullish and bearish macro scenarios. We wiill
also discuss the basis for our concerns around EM sovereigns, and argue that far more will bend
rather than break amidst the current headwinds. Conversely, EM corporate credit broadly speaking
is having its finest moment, with strong margins and clean balance sheets. We conclude with
thoughts on valuations and believe strongly that risk differentiation will remain a key driver; as
such, there should be ongoing opportunities for investors to capture alpha through

security selection.

Figure 1 | EM HY versus US HY Spread Differentials
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Source: Bloomberg L.P, JP Morgan

EM Is No Stranger to Shocks

Historically, EM securities have a high-beta response to global events, with the recent year’s
performance being no different. Going back to the early 2000s, there have been numerous cycles
that demonstrated EM’s performance potential. Whether it was during the global melt up from
2002 to 2007 or the taper tantrum and energy downturn from 2013 to 2016, EM indices on an
excess return basis have been able to outperform Developed Markets (DM). Additionally,

despite the higher risk of the asset class, historical risk adjusted returns remain higher than
developed peers.

During the current cycle since early 2020, EM returns are underperforming those of DM credit of
the same quality, which isn’t surprising when considering that the cycle is not yet complete. We
prefer to look through the cycle and anticipate EM outperformance once the cycle troughs and a
new normal becomes more evident.
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Figure 2 | Annualized Excess Return

Figure 3 | Annualized Return/Standard Deviation
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Source: MIM as of September 30, 2022. Excess return is the annualized quarterly spread return component of each index,
calculated as index total return reduced by the duration neutral Treasury return. The indices represented are as follows: U.S.
Corp = Bloomberg US Corporate |G Index; EM IG Sov = JP Morgan EMBI Global Diversified; EM IG Corp = JP Morgan CEMBI
Broad Diversified; US HY = Bloomberg US Corporate HY Index; EM HY Sov = JP Morgan EMBI Global Diversified; and EM HY
Corp = JP Morgan CEMBI Broad Diversified.

Where We Are

The macro headwinds afflicting Emerging Markets over the past 12 months have manifested in
several areas including access to markets, commodity price volatility, the need for tight monetary
policy and the difficulty of enacting fiscal adjustment. These conditions will likely ease as macro
drivers improve, such as peaking global inflation, a continuous growth recovery in China, or a
negotiated settlement/ceasefire to the Russia/Ukraine war. Recent data and news flow point in the
right direction and has fueled a positive market response for EM assets since early November that
could persist into 2023. Alternatively, we think some skepticism is prudent and would expect more
volatility should there be a reversal in any of the recent trends. Certainly, EM assets would not take
kindly to a prolonged period of spotty market access, volatile commodity prices, tighter monetary
policy for longer, and further downgrades to EM sovereign ratings.

Are We Concerned About EM Sovereign Fundamentals?

EM sovereigns had strong buffers that made them more resilient going into the pandemic shock
of 2020. Central banks across EM were able to cut rates aggressively while governments enacted
strong fiscal stimulus even while revenues languished. All of this led to a one-time jump in debt
metrics in virtually every country around the world. Most EM governments were on the path of
reviving their fiscal accounts when the poorly timed trifecta of macro headwinds hit in early 2022.
Unfortunately, the combination of high inflation and high interest rates in many EM countries led to
a stagflationary environment that perpetuates fiscal gaps and necessitates regular bond issuance,
therefore requiring ongoing market access.
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Figure 4 | Monetary Policy Change

25

Number of central banks (absolute value)

LOWVWVVVOOOOWOONNNNNNDDNNRVXVOVNNNNNONOO0OO0O0O0ONNNNLTSNNNNNN

T T I LTI T T AT T LT T AT TN TAL TR T TR T T AANAQAQ YNNG NN N

CE XTS5 O>Cc s X7 >SC EXTA>C s X5 Q>Cc s X35 >t L i L Hilcs>x5a> —

TS 3006883335833 0068830068853 035525830883390553393

D2SP0ZOSSPwzR2S YwzoSIS YnwzOSS NZISS°Pz222 "NWZo5>3s 0z
== Rate Cut AE Rate Hike AE Rate Cut EM mmm Rate Hike EM e N et

Source: Bloomberg, and IMF staff calculations. ® AE = Advanced economies. EM = Emerging markets. See blog for details
on sample coverage.

Despite the challenges, we remain comfortable with EM sovereigns more broadly because of
key buffers that exist. For instance, we feel there is very low external vulnerability across the EM
universe, and given the good starting point of balance sheets, few countries are at risk of ratings
bucket changes, and no large countries are facing funding distress or default risk. EM central
banks, gained credibility by tightening policy earlier and more aggressively than their developed
market peers and should eventually be able to provide relief once local inflation begins to decline
and global rates stabilize.

We have observed a recent uptick in EM sovereign defaults among smaller countries, and certainly
could see more before the cycle is complete. With market access currently restricted for lower
rated issuers, many sovereigns can still rely on local markets and multilateral funding sources.

The IMF has remained supportive of countries that commit to reform programs. Over the coming
12-18 months we could envision a string of restructurings with more aggressive debt sustainability
assumptions that lead to lower near-term recovery rates, but ultimately delivers better longer-term
fundamentals. We believe this risk is more appropriately priced now within the single-B and below
space and some countries offer significant longer-term upside.

Why Are We So Upbeat On EM Corporates?

Corporate fundamentals have remained strong despite pressure on margins from higher inflation.
Leverage metrics remain well inside of developed market companies; however, given country
specific headwinds, spreads remain wide but have more room for compression when macro
headwinds subside, as we expect later in the year. BBB and BB EM corporates both have 1x

less turn of leverage versus equally rated US peers.' Rating-to-rating, EM corporates do not
screen cheap; however, with EM spread per turn of leverage over 2x higher than US,? the current
spread differentials are warranted given where we are in the cycle. EM corporates have been
deleveraging, with record negative net issuance year-to-date (YTD), while US corporates have
been doing share buybacks. Despite credit spreads being near recent tights, all-in yields are at
attractive levels for long term investors.



MetLife Investment Management

Figure 5 | Historical Spread per Turn of Leverage (bps/x)
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Source: BofA Global Research. Fundamental Data as of June 30, 2022, Spreads as of December 31, 2022

EM Valuations Heading Into 2023

At the moment, we believe pockets of opportunity have been created in EM on an absolute

and relative perspective with reasonable fundamentals supporting our assessment of the credit
outlook. Spread widening has been relatively contained, with both the EMBI Global Diversified
and CEMBI Broad Diversified less than 100 basis points wider YTD despite double digit negative
returns.®* Nonetheless, spreads on the indices are still above their 5-year averages, coupled with a
200 basis point treasury move YTD to put all in yields at enticing levels. With idiosyncratic stories
more prominent than ever, the dispersion between hard currency sovereigns, corporates, and local
currency securities, along with differentiations between rating categories, opens the door to a
variety of opportunities.

Investment grade sovereign returns have been penalized by the aggressive treasury move but
remained resilient from a spread basis, creating a notable dispersion from high yield countries.
Higher beta sovereigns have been under pressure since the start of COVID-19, especially single-B
and below sovereigns with limited funding options have notably underperformed for a large
portion of the year. If it proves to be true that inflation has peaked and tightening cycles will come
to an end early in 2023, there is significant room for spread compression on positive headlines.
Further, commodity prices remaining at supportive levels for EM exporters has continued to be a
net positive for the overall asset class. Whether high quality GCC countries or higher beta energy
exporters in Africa, to metals exporters within Latin America, this ongoing strong commodity cycle
has proven to be a supportive backdrop for the EM universe.

Figure 6 | EMBI Global Diversified Yield to Worst by Rating Bucket
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Despite the fact that a majority of recent issuance has been concentrated in the less than 10 year
bucket, curves in EM are steep and therefore offer opportunity for spread pickup in longer duration
securities. Additionally, because of constraints to market access, we have seen a predominance of
higher quality issuers which has influenced the overall credit quality of the indices.

Local currency assets have witnessed a strong fourth quarter as the dollar has faced some weakening.
Investors were aggressively long dollars for most of the year given the macro environment, but we
expect the dollar to trade more two-way and eventually decline in 2023, as rates and inflation stabilize
and economic growth cools. For local currency EMD, we believe the FX component will contribute a
greater portion of total returns. The softening of US economic and inflation data suggest the Fed will
not enact further interest rate hikes beyond what is currently priced into markets and if so the strong
surge in the USD since 2021 should subside. The market is now reading the Fed as less hawkish than
other central banks such as the European Central Bank (ECB) and most recently the Bank of Japan
(BOJ) with the adjustment to their yield curve-control policy.

Conclusion

We believe that the macro landscape will remain the primary driver of EM fundamentals and asset
returns during 2023. Recent inflation indicators and China’s economic reopening is encouraging, and
EM asset prices have reacted positively. If these trends remain in place, we believe there is more room
for EM assets to outperform, and should a ceasefire also occur in Ukraine, the upside for EM becomes
even greater. That said, we are watching headlines with caution, and acknowledge downside risks,
which would be negative for EM assets. We are inclined to maintain a more defensive positioning

into the new year, focusing on securities that we feel are attractively priced but will prove resilient
should the downcycle extend. We can identify several assets in hard currency sovereigns, corporates
and local currency that meet these criteria. We do anticipate a turning point sometime in 2023 when
EMD will begin to trade more on its own fundamentals, and with lower correlations that provide
greater diversification benefits to global bond investors. As this scenario starts to unfold, we will act
accordingly and adjust positioning to try and capture opportunities as the market presents them.
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