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For years, investors of Emerging Markets Debt have unassumingly relied on the EMBI Index 
to serve as the default benchmarking proxy. However, as the asset class (and the economies 
that comprise it) have evolved, it can be argued that so too should the parameters with 
which investment success is measured. In this report, the Schroder Emerging Market Debt 
Relative Team reviews the reasons to consider a more comprehensive, multi-sector view of 
the EMD universe and the rationale and potential benefi ts that a ‘blended’ approach to EMD 
investing can bring.

Executive summary
It’s hard to overstate William Shakespeare’s impact on modern language as he alone is credited with 
coining some 1,700 words (including assassination, lackluster, and swagger, to name just a few). It’s a 
pity then that we don’t have the Bard around anymore to weigh in on the semantics surrounding current 
developments in Emerging Market Debt (“EMD”) investing. 

Several years back, a more compelling approach to this asset class was created by a band of innovators, 
now commonly called a blended, or multi-sector, approach to EMD. Simply defi ned, this is the approach 
of investing in EMD through the use of multiple segments, such as hard currency sovereign, local currency 
sovereign, hard currency corporate, and currencies (as a stand-alone alpha exposure). In a blended EMD 
approach, these segments earn defi nite, non-trivial benchmark allocations, and the manager has the 
latitude to move among them. This defi nition should be straightforward enough, but to date it has been 
susceptible to misinterpretation, if not outright manipulation.  

The new labeling, but not necessarily the associated methodology, is being appropriated by some of the 
more traditional players in this segment – perhaps in an effort to enforce the status quo and maintain 
their assets. These traditional players remain largely grounded in hard currency sovereign issues and 
then dabble in other segments with smaller allocations, all the while claiming to manage in a dynamic, 
multi-sector manner. It’s hard to see how such obfuscation helps the institutional investor in any way.

In the event that “confusion now hath made his masterpiece,” as MacDuff implored in MacBeth, we’re 
taking this opportunity to put forth the true defi nition of blended EMD investing. The industry needs this 
and, quite frankly, the investor deserves it. Before we do, however, it would be helpful to take a step 
backward to understand how this situation came about.

Evolution of EMD investing
EMD investing actually began as a straightforward endeavor. The seminal index, JPMorgan EMBI Global 
Index (the EMBI Index), was launched in the early 1990s and was comprised solely of hard currency 
sovereign issues and Brady bonds. Early adopters were able to gain access to diversifi ed fi xed 
income beta, and the underlying economies that were ultimately expected to grow faster than their 
developed counterparts.
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“What’s in a name? 
That which we call 
a rose

By any other name 
would smell as sweet.”

-Romeo and Juliet 
(Act II, Scene II)
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In general, EMD investing has paid off well for investors. Part of the reason is that a large percentage of 
the underlying sovereign issuers had yet to be elevated to investment grade status in the early years of the 
EMBI Index. The move to investment grade is a major event for an EMD issuer. Along with lower borrowing 
costs, a higher-quality rating is supportive to its bond prices as it allows for its bonds to be purchased 
by a wider array of institutional investors, such as crossover fi xed income funds. For the investor, spread 
compression toward US treasuries is the primary benefi t; a potential performance bonus over and above 
the bond’s coupon. As Shown in Figure 1, less than 20% of the EMBI was rated investment grade as of 
2000. As of May 2016 that percentage currently stands at 59%.  

Source: Bloomberg, JPMorgan, as of May 31, 2016. 

Figure 1: A majority of the EMD universe is of now investment-grade quality
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In addition to riding the sovereign upgrade wave, these same EMBI Global-based managers began making 
modest off-benchmark bets in the local currency and corporate segments in an effort to boost returns 
further. The local currency foray was largely due to the sense that the superior growth rates and a decade-
long decline in infl ation across emerging market economies would lead to higher currency values. The 
diversifi cation into corporate issues also sought to capitalize on economic growth and the fact that some 
dominant companies in these countries were raising outside capital for the fi rst time.

In short, this was a successful trade. The emphasis on hard currency sovereign and the addition of these 
other segments generally worked well and was aided by secular economic trends. A deeper question is 
whether this approach highlighted any particular skill from these managers, or was it more of a case of 
“gratuitous diversifi cation.” Trades based upon secular trends can work well for extended periods, and 
investors are smart to take advantage of them. An immutable truth of investing, however, is that no single 
trade will last forever. While the underlying elements of EMD still hold tremendous promise, we believe the 
most effi cient method to access them going forward needs to be different than in the past.
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The EMD Landscape Today
The landscape of EMD investing has changed dramatically since the inception of the EMBI Index, 
prompting the need for a different approach. As the asset class has matured, certain elements that 
made EMD investing perhaps a little simpler in the past have been played out, while new opportunities 
have emerged.

 – EMBI Global is not fully representative of the entire opportunity set – In the past several years 
issuance in local currency and hard currency corporate issues has grown substantially, so much so that 
these sub-segments are no longer trivial, and actually represent two-thirds of the entire asset class. 
Indeed, the current mix of EMD sub-segments is as follows1:

 – Hard currency sovereign – 33%
 – Local currency sovereign – 30% 
 – Hard currency corporate – 37% 

 – Emerging currencies are now trading at levels prior to the commodity super cycle – With the 
on-going correction in local currency issues, the beginnings of which we trace back to the onset of the 
“Taper Tantrum” in early 2013, emerging markets currencies have declined, on average, more than 40% 
at the time of this writing, according to Bloomberg sources. This recent move has completely wiped out 
all of the appreciation tied to the commodity super cycle that began in the late 1990s. This is not to say 
that opportunity has evaporated from this sub-segment, far from it. Rather, one can no longer invest 
blindly in local currency and expect automatic gains due to secular currency appreciation. In our view, 
this sub-segment needs to be analyzed with the understanding that local rates and local currencies 
can be two different decisions. Further, it’s an axiom of this sub-segment that currencies can stay 
undervalued for extended periods. V-shaped recoveries are rare in this segment. Understanding which 
currencies possess an associated catalyst to go along with their undervalued status calls for a more 
nuanced approach.

 – A growing realization that EMD sub-components possess different characteristics – Each 
sub-segment of EMD offers promise as well as limitations. Total return prospects associated with 
hard currency sovereign issues can do well when US Treasuries are rallying due to their investment 
grade bias. Corporate EMD issues are the least liquid area of this asset class, but they also carry 
a relatively high correlation to hard currency sovereign. Therefore, we expect that any allocation to 
corporate issues should be additive to the hard currency sovereign portion, or it opens the portfolio up 
to overlapping risks and offsets the diversifi cation benefi t. Still, there are some world-class companies 
that are offering enticing yields at this time. Finally, as the events of the last 36 months have shown, 
local currency can be a quite volatile sub-segment of EMD, and historically has exhibited the highest 
standard deviation. And notwithstanding this volatility, local currency issues are highly liquid, because 
they enjoy large domestic investor bases. 

 – EMD sub-segments move in and out of cycles – As such, no one segment will be in favor at all 
times. We believe these cycles are both repeatable and identifi able, and offer the investor an on-going 
excess return opportunity. If employed appropriately, we believe the investor can capture the beta of the 
asset class plus selected alpha opportunities, while de-emphasizing the limitations of each segment.

1    Source: JPMorgan, as of May 31, 2016, based on market capitalization.
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What is Blended EMD? – A conclusive defi nition 
We set forth a conclusive defi nition for the term “blended EMD” below, as we think it will add to the body 
of market knowledge, even if in a modest way. The key components of blended EMD investing are, in our 
view, as follows:

– An explicit benchmark containing two or more EMD components – Blended EMD investors are
not benchmarked solely against one index as in the past. Rather, their benchmark contains multiple
components representing different EMD segments.

– Benchmark allocations where the sub-components are a minimum of 25% – A current sleight
of hand with more traditional EMD managers is to take their EMBI Global-based track records that held
minor positions in local currency and corporate EMD, and pass them off as a blended approach. In
reality, their non-hard currency sovereign positions may have averaged as low as 15% over time. This is
hardly a blended approach. We advocate a minimum 25% benchmark allocation to each of the multiple
sub-segments as evidence of blended EMD investing.

– A dynamic process – Blended EMD investing is, at its very essence, a relative value approach.
Allocations are not meant to be static but rather the strategy moves between sub components in an
effort to capture value. This is not to say that blended EMD investing is a market timing approach.
On the contrary, the most successful practitioners have been those who excel at shading a portfolio
toward the area of perceived relative value on a regular basis. A simple examination of a manager’s style
allocation map over time (tracking sovereigns, corporates and local currency) ought to provide a clear
indication of how dynamic the strategy being studied truly has been. As Justice Potter Stewart once
famously wrote in a Supreme Court opinion, “I know it when I see it.”

Conclusion 
In some ways, the move to blended, or multi-sector, EMD investing was inevitable.  To begin with, virtually 
every other fi xed income segment has developed in a similar manner.  Further, the evolution of the capital 
markets underlying EMD is now calling for a different approach than what has worked over the past 20 
years. As evidence, we have seen both major consultants and well respected databases designate explicit 
blended EMD segments in their manager universes. 

Still, we expect a certain amount of pushback from traditional EMD managers resisting this approach. 
After all, large EMD shops have built their franchises on an EMBI Global-based model. It is very diffi cult to 
re-orient a $20+ billion book around a new concept.  Further, imagine the client communication challenge 
these managers face. How do you convince clients to drop their EMBI Global-based approach for 
something more blended after you’ve sold them the EMBI Index in the fi rst place?

We think a blended approach also helps the client to understand where true skill resides in EMD investing.  
When a strategy is predicated upon relative value instead of “gratuitous diversifi cation” or easily identifi able 
secular trends, it is more diffi cult to invest with the herd and still do well.  A truly successful blended 
approach requires a broad emerging market investment skill set to identify value among and within the 
sovereign, local currency sovereign, corporate and currency sub-sectors. 

For the investor, we believe the emergence of a blended EMD approach refl ects the current realities of this asset 
class, and provides a framework that we believe can help optimize EMD risk-adjusted returns going forward.
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