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Why read on?

For investors in emerging 
market debt, one key decision 
above any other has dictated 
performance over the past 
decade: the use of local 
versus hard currency bonds. 
Local versus hard currency has also 
been a key distinction shaping investor 
movement into and out of the asset 
class. Overall, EMD fund flows have 
gone through highs (2009-12) and 
lows (2013-15), reaching highs again in 
2017. Yet 2009-12 also saw a swing of 
the pendulum from local towards hard 
currency bonds. The major revival of 
interest in this asset class through 2016-
17 has benefited both sub-sectors: hard 
currency flows are still ahead but local 
debt appetite has been strong, with this 
segment proving to be one of the major 
beneficiaries of the dollar’s slide under 
Trump’s tenure.

Amid these fluctuations – or perhaps 
because of them – another trend is now 
in play: the rise of blended funds. An 
increasing number of products bring 
together hard currency and local currency 
debt under a single umbrella. A significant 
number of these also tap into the EM 
corporate bond sector. 

“Mixed flows” are at their highest ever 
level. For the year to October 2017, they 
were even outstripping local currency 
EMD. From a fund perspective, while 
2009-2017 has seen a dramatic increase 
in EMD product availability across all 
types, the number of blended offerings 
has almost trebled while the number of 
specific local currency sovereign and hard 
currency sovereign products has doubled 
(page 6).

Yet what are these strategies really 
designed to accomplish, how are they 
implemented, and what are investors 
expecting to gain? Do they provide 
a solution to the question of tactical 
allocation, with managers leaning towards 
local or hard currency segments at 
appropriate times? Do they give outsized 
returns, risk reduction or both? How can 
they be assessed and compared?

Drawing on proprietary research in 2017, 
this paper seeks to address some of 
these key practical issues. Comments 
and further queries would be welcomed.

Latest news
JP Morgan has announced the launch of its first true blended EMD benchmarks in 2018. One will be split between 
hard and local sovereigns (EMBI + GBI-EM), the second between hard currency sovereigns and hard currency 
corporates, sometimes known as “full spectrum EM credit” (EMBI + CEMBI), and the third is a “flagship product” 
aggregating all three (EMBI, GBI-EM, CEMBI). 

There are now approximately 350 active emerging market debt funds available to institutional investors – an 
increase of 175% since 2009. This year has seen new launches from both traditional and more credit-oriented 
houses, including M&G, Mirabaud, Jupiter and Muzinich.

Flows to emerging market debt in 2017 (USD100 billion YTD) are, so far, outstripping flows to emerging market 
equity (USD78 billion YTD). This contrasts with the EM bull market in 2009-10, when flows to equities were 
markedly higher (USD84 billion equity versus USD50 billion debt in 2009, USD97 billion equity versus USD86 billion 
debt in 2010).
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Back in the spotlight

Emerging market debt – and 
emerging market investment 
in general – has witnessed a 
dramatic return to favour 
since mid-2016. 
Inflows are on track to exceed the heights 
of 2012. After middling-to-poor results in 
2013-15, the performance of both local 
and hard currency EM sovereigns has 
comfortably beaten US and European 
high yield debt. 

Investors have piled in following Trump’s 
election as strong fundamentals, global 
growth dynamics, Federal Reserve policy, 
dollar weakness and more have combined 
to favour this asset class. At bfinance, EMD 
has experienced a surge in new mandates 
from our clients, amid the broader picture 
of a hunt for yield late in the credit cycle 
(Figure 1).

Breaking down the data on both flows and 
performance reveals more layers to this 
story. In 2009-10, the last time that EMD 
was enjoying a run of this magnitude, local 
currency funds came out well ahead in 
fundraising terms. Investors saw currency 
risk as a key attraction, looking towards 

strong country fundamentals of EM 
economies and the tide of quantitative 
easing in the US. Moreover, the relative 
resilience of local currency bonds (at least 
in local currency terms) during the financial 
crisis had not escaped notice. Yet this local 
currency favouritism received poor reward 
in 2011-12: while volatility rocked the local 
EMD markets, hard currency debt appeared 
smooth and safe by comparison.

Source: JP Morgan. Note: in “Hard sov + corp,” sovereign flows make up the vast majority but the specific breakdown is not transparent 
and therefore not shown here.

Figure 2: EMD fund flows in USD billion

Source: bfinance quarterly report, November 2017

Figure 1: New fixed income engagements, 
year to September 30 2017 (by type)

Note: Includes only engagements initiated after 
October 1 2016, not pre-existing engagements.
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Back in the spotlight continued

From 2012 the tide turned decisively 
towards hard currency flows, which 
outstripped local currency by more than 
two-to-one that year. During 2013-15, 
in the aftermath of the “taper tantrum,” 
local currency EMD investors were 
burned far worse than their hard currency 
counterparts. That pain is still fresh in 
allocators’ memories. This year’s flows 
towards local currency funds (USD34.1 
billion in the first ten months of 2017), at 
their strongest level since 2010, are still 
lagging significantly behind hard currency 
inflows (USD61.5 billion, mostly sovereign). 

Over the last three years, hard currency 
debt has outperformed local currency by 
6.2% on an annualised basis, and month 
by month the return differential between the 
two has averaged 1.65%. This is significant, 
although investors should keep the figures 
in context: for example, the average return 
differential between the best and worst EM 
currency each month has been 13.12%, 
giving managers significant potential scope 
to generate alpha within the sub-sectors. 

Amid these fluctuations of sentiment, 
appetite and performance, “mixed flows” 
have been a major beneficiary. Investors 

are increasingly turning towards blended 
strategies combining local and hard 
currency EMD, often featuring corporate 
as well as sovereign exposure. 

Local and hard currency markets 
feature very different risk exposures 
and characteristics. The list of issuers is 
different, with the local currency market 
more concentrated on larger EM issuers 
and the hard currency space including a 
wider range of sovereigns and corporates. 
The investor base is also different, with 
a far greater proportion of local currency 
bonds held by “stickier” domestic investors. 
Indeed, local currency sovereign debt 
(unhedged) may be a stronger diversifier 
in an EMD portfolio than hard currency 
corporates, whose movements have closely 
mirrored hard currency sovereigns. 

We would encourage investors to avoid 
the presumption that hard currency EMD 
is likely to be “safer” than local currency 
debt going forwards, notwithstanding the 
performance of the past decade. Local 
currency EMD has already dropped its 
mask; hard currency EMD may do so in 
future. 

Source: Bloomberg, JP Morgan 

Figure 3: Performance of EMD indices
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A changing menu

We have seen a dramatic 
increase in the number and 
types of EMD funds available 
to institutional investors.  
Figure 4 illustrates this evolution. Since 
2009, “blended” vehicles have gone 
from being a niche segment with barely 
20 options to a rich universe of over 60. 
Although the list is now broad it is young, 
diverse and relatively unfamiliar to many 
investors in this sector.

There’s also more choice available today 
in the hard currency sovereign sector, 
which has almost doubled at 98 versus 
53. The local currency EMD fund roster 
has expanded by a similar magnitude (85 
vs 39), even though the travails of 2013-15 
led to a number of closures.

Meanwhile, standalone corporate EMD 
products have exploded in number, going 
from 14 to 108 according to this dataset. 
This sub-sector features much more 
differentiation in terms of credit quality: 
we find funds focused specifically on high 

yield, or investment grade, or both. That 
sort of differentiation is much less evident 
in the sovereign sector, which helps to 
explain why the range of funds has grown 
so much faster on the corporate side.

One interesting trend driving fund 
launches is the growing popularity of 
Multi-Asset Credit. Building a MAC team 
often involves hiring one or more EMD 
specialists, which can – later – provide a 
bridge towards the launch of a dedicated 
EMD-oriented fund. 

In terms of changing strategies, 2017 has 
also seen a growing number of players 
differentiating more explicitly between 
commodity-sensitive and less commodity-
sensitive emerging markets, defining their 
focus in these terms. Relating to this 
development, JP Morgan has recently 
announced the introduction of EMD 
indices with these distinctions. 

Figure 4: The evolution of the EMD active fund universe

Source: bfinance
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Under the bonnet: blended EMD

Information drawn from 
bfinance manager analysis 
in 2017 reveals fresh insights 
about “blended EMD” fund 
managers and their offerings. 
In a nutshell, the data suggest that 
investors seeking a ‘super allocator’ to 
swing tactically between local, hard and 
corporate markets may be disappointed. 
Exposure to the sub-sectors is, in most 
cases, driven primarily by bottom-up 
country and security selection, rather 
than top-down tactics. Yet these 
managers are proving successful at 
reducing risk versus multiple appropriate 
benchmarks, losing out on some upside 
but avoiding a significant amount of 
downside. Substantial use of derivatives 
is an important contributor to results, 
particularly in local currency markets.

The wide variety of strategies, 
benchmarks, processes and team 
structures make close scrutiny and fair 
comparison critical for manager selection. 
Headline track records will not provide 
a good barometer of manager quality. 
For example, local currency expertise is 
important to this strategy, but many of 
the managers that are strong on the local 

currency side have underperformed those 
with less expertise during the past three 
years, simply because the former tend to 
have produced portfolios with a greater 
local currency strategic bias. Carving 
out the track records into component 
parts, rather than looking at the high-level 
picture, can provide helpful insight. 

Objective: “absolute return” 
or “benchmark-aware”?

When looking at blended EMD managers, 
one of the clearest distinctions is the 
benchmark used, which has a significant 
influence on the investment process and 
management style. 

According to our data, more than half use 
a “blended benchmark” (a combination of 
different EM indices) and a small minority 
use a pure hard sovereign benchmark. 
We find it helpful to classify this group as 
the more “benchmark-aware” managers, 
although doubtless many would object 
to the use of that categorisation. To add 
a layer of complexity, those “blended 
benchmarks” come in all shapes and 
sizes, as shown in Figure 5. A substantial 
minority - 32% - use either an absolute 
return target or a cash benchmark.

Figure 5: Blended EMD manager 
benchmarks

** “Blended benchmark” includes a wide range 
 of variations:

Blended benchmarks 
(% in hard sov, local sov 

and hard corp)

% of 
funds

50HS / 50LS 38%

33HS / 33LS / 33HC 19%

25HS / 50LS / 25HC 15%

50HS / 25LS / 25HC

27%

25HS / 15LS / 60HC

25HS / 60LS / 15HC

40HS / 50LS / 10HC

75HS / 25LS

85HS / 15LS

* “No benchmark” includes those with no explicit  
 return targets or specific absolute return targets  
 ranging from 3% to 9%, with an aggressive outlier  
 strategy at 15% (distressed credits)

Benchmarks used 
by managers

% of 
funds

Blended benchmark** 59%

Hard sovereign benchmark 9%

No Benchmark* 32%

Source: bfinance
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Under the bonnet: blended EMD continued

Results: “high performers” 
or “risk reducers”? 

A small proportion of managers are 
evident yield-hunters, targeting up to 
9% (or even, in an extreme case, 15%) 
absolute returns. Aggregate performance 
data illustrates that, on average, blended 
EMD has only beaten relevant indices 
by a very modest margin. 

Yet when three-year performance data 
is divided between “up” and “down” 
markets – months when the index return 
was positive and months when the index 
return was negative – an interesting 
picture emerges. 

On the whole, these managers are slightly 
underperforming a 50% hard sovereign 
/ 50% local sovereign benchmark in the 
positive months (the “capture ratio”), but 
limiting losses in the negative months 
(“loss ratio”). As one might expect, the 
“absolute return” type managers exhibit 
weaker capture ratios but also lower loss 
ratios than their benchmark-aware peers. 
While they may not be shooting the lights 
out, these funds are achieving substantial 
risk reduction and better Sharpe ratios.

Process: “Super-allocators” 
or “bottom-up blenders”?

Do blended EMD managers provide an 
effective way of outsourcing the “asset 
allocation” decisions for the EMD sub-
sectors? Investors with this preference 
may not find straightforward answers when 
examining the products on offer. Blended 
EMD managers use a variety of processes 
to determine how much is being invested in 
the various countries and regions, rates vs 
FX, durations, sovereign vs corporate, and 
– our focus here – local vs hard currency. 
Very few teams have a purely “top-

down” or “bottom up” process, but it 
can be helpful to understand both ends 
of the spectrum. A top-down manager, 
in this context, will define and tactically 
adjust their exposure to hard versus local 
currency bonds, and then populate the 
portfolio with countries and instruments. 
A bottom-up manager will tend to 
determine country allocations or caps first 
and then determine whether to deploy 
into local rates, local FX, corporate credit 
or sovereign credit or a combination in 
each of those countries, depending on the 
relative value proposition.

Figure 6: Three-year manager performance in up-markets and down-markets (against two benchmarks)

Source: bfinance Blended EMD manager analysis, 2017. “50/50 benchmark” is 50% JPM EMBI GD (USD), 50% JPM GBI-EM GD (USD unhedged). 
“33/33/33 benchmark” is 33% JPM EMBI GD (USD), 50% JPM GBI-EM GD (USD unhedged) and 33% JPM CEMBI BD (USD).

50/50  
benchmark

33/33/33 
benchmark

Positive months (benchmark return >0) 20 20

Capture ratio: all funds (fund average monthly return/benchmark average monthly return) 90% 108%

Capture ratio: "absolute return" funds 67% 84%

Capture ratio: "benchmark-aware" funds 97% 114%

Negative months (benchmark return <0) 16 16

Loss ratio: all funds (fund average monthly return/benchmark average monthly return) 58% 82%

Loss ratio: “absolute return” funds 35% 61%

Loss ratio: “benchmark-aware” funds 73% 106%
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A bottom-up process may, or may not, 
translate into significant changes in 
local versus hard currency weightings 
through time. 

So how active are they in moving between 
sub-sectors in practice? There are many 
ways of crunching data, but Figure 8 gives 
one: the “min-max” range of weighting to 
the three main sub-sectors over a three-
year period. Half of managers have a min-
max of less than 20% to local currency 
debt: this means that the difference 
between their highest weighting to local 
EMD and their lowest weighting has been 
less than 20%. Those that vary their local 
currency exposure more heavily tend to 
make greater use of derivatives overall. 
Corporate exposure is particularly static, 
reflecting lower liquidity and the lack of 
appropriate derivative instruments for 
hedging. 

In our view, there is not one inherently 
superior type of process or team. 
Instead, it is very important that the team 
structure is aligned with the investment 
process. We also recognise that frequent 
tactical adjustment of local versus hard 
currency weightings provides limited alpha 
generation potential in comparison with 
frequent trading between local currencies 
(see page 5).

Under the bonnet: blended EMD continued
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DNA of a manager search

In 2017, bfinance worked 
with a public pension fund 
to allocate nearly USD400 
million to two blended 
EMD managers. 
The investor’s existing EMD investments 
were in local currency. They sought 
a more diversified and, ideally, 
unconstrained approach with exposure 
to the main sub-sectors. This highlighted 
the issue of high-level tactical allocation, 
or the lack of it, raised on pages 8-9. 
The priority was to minimise drawdowns 
over the cycle while achieving good risk-
adjusted returns: a good fit with the 
profile on page 8.

bfinance surveyed the full universe of 
EMD managers. Basic requirements 
included a minimum three-year track 
record of blending hard and local currency 
EMD and no short-selling of physical 
bonds. The use of derivatives was 
permitted; to do otherwise would have 
severely constrained the universe.

Both pooled funds and funds-of-one 
were considered; segregated accounts 
are problematic in this asset class given 
the need for separate ISDA agreements, 

custody agreements and so forth. The 
investor preferred not to hold more than 
25% of a fund, so fund-of-one structures 
were vital for ensuring a wide choice. 
The median fund size for blended EMD 
pooled vehicles is USD159 million, 
versus USD 243 million in hard currency 
and USD233 million in local currency 
funds. It is important for investors with 
maximum holding limits to size mandates 
appropriately: a USD75 million mandate 
would be too small for many managers to 
offer a fund-of-one but too large for many 
pooled vehicles.

The most significant challenge, as 
discussed, lay in performance analysis. 
The wide variety of benchmarks and 
the mixture of absolute return and 
benchmark-relative strategies make fair 
comparisons difficult. Meanwhile, the 
very different exposures to the sub-
sectors mean that headline track 
records are misleading.

The median fee initially quoted was 
49 basis points, with absolute return 
strategies more expensive than 
“benchmark-aware” peers. Yet fee 
reductions of up to a third were obtained 
by negotiation throughout the process.

Figure 8: Fees initially quoted for a USD200 million mandate

Source: bfinance Portfolio Solutions
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Take care with performance analysis. As absolute return strategies do not have any benchmark, 
benchmark-relative performance analysis is impossible in this space. In addition, since managers have 
different strategic exposures to the sub-sectors, assessment based on sheer absolute performance is 
misleading. It is helpful to scrutinise sub-sector performance: the results within hard sovereign, local 
sovereign and corporate debt (security selection skill) can be detangled from the overall degree of 
exposure to each (asset allocation skill).
 
Look towards risk reduction. Track records for Blended EMD managers reveal that, as a group, they 
prove significantly more successful at improving risk-adjusted returns than at achieving large excess 
returns above relevant benchmarks, with significant mitigation of losses in down-months. And, while past 
performance is not (as the saying goes) a good indicator of future performance, we do generally observe 
that past risk is a rather good predictor of future risk.
 
Bottom-up strategies dominate. Only a minority of managers do top-down tactical asset allocation for 
local and hard currency exposure. Instead, portfolio composition is largely the result of bottom-up country 
and instrument selection. No approach is inherently superior; there are opportunities within each sub-sector 
to generate alpha from the bottom-up, regardless of high-level allocation.

Key takeaways
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