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Dispersion dominance: how bond
investors can capitalise on emerging
markets' idiosyncrasies

Because the countries that constitute the emerging

market debt universe are so very different from one
another, investors should consider an absolute return
approach.
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O1
Returns in dispersion

As the economic weather turned cloudy during 2021 and storms threatened for
2022, investors became increasingly nervous about holding emerging market (EM)
debt. Poor visibility on Covid and the economy made it difficult for some to commit
to the market and many walked away: in 2021 net outflows from EM debt funds
were the highest since 2015.1 But in divesting wholesale, investors appear to have
forgotten some of the reasons they were attracted to EM bonds in the first place.

The fact is the asset class isn’t — and has never been — composed of homogenous
investments. The markets that make up the EM bond universe have their own stark
idiosyncrasies, which means they don’t react in the same way to the same economic
and geopolitical forces — unlike developed markets which more usually move in lock-
step. It is this dispersion that gives emerging market debt investors the opportunity
to secure excess returns and control risks.

Fig. 1 - Dispersion in good times...
Sources of returns JP Morgan GBI-EM Global Index 2020, %
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Source: JP Morgan Indices, Pictet Asset Management. Data covering period 31.12.2019-.31.12.2020

That has certainly the case over the past couple of years. Not only has there been
significant dispersion of returns on EM sovereign debt between countries when they,
on average, performed strongly in 2020 but also when they suffered in 2021. What’s
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more, there has been significant variation between regions and on sources of return
within countries — whether derived from the coupon payments, or bond performance
or currency effects [see Figs. 1 and 21.

Fig.2-...and bad
Sources of returns JP Morgan GBI-EM Global Index 2021-2022 percent
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Source: JP Morgan Indices, Pictet Asset Management. Data covering period 31.12.2020-03.02.2022

An absolute return approach makes it possible to capture those returns even in those
periods when the asset class as a whole suffers. So, for instance, Sirius, Pictet’s
emerging market’s absolute return debt strategy, managed to generate positive
returns net of fees in 2021 when the wider market was down 7 per cent.

And with 2022 throwing up a menu full of significant risks for the emerging

universe, ranging from inflation to geopolitical tensions, an absolute approach is
once again likely to prove its mettle.

[1] Broadridge GMI for European domestic and cross border funds, data as at

30.11.2021

02
Risk-controlled entry into EMD
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The type of dynamic, shifting environment we anticipate for 2022 is, we feel, one
for which flexible long/short strategies such as Sirius are particularly well suited. For
instance, in bad times, the least exposed a long-only investor can be is to have no
position in the asset class. But a strategy like Sirius can be net short. Flexibility
allows us to both to extract returns from dispersion while at the same time allowing
us to control risks effectively, helping investors who want exposure to emerging
markets to protect their capital and provide low volatility alpha.

Fig. 3 - Downside protection

Daily drawdowns, gross returns in USD, percentage peak to trough decline
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Source: Morningstar Direct. Data covering period 31.07.2019-31.12.2021; All returns in USD

Careful risk control entails a minimum of exposure to market beta — which is to say
to overall market direction — and ensure that correlations to other assets are kept as
low as possible. So, for instance, Sirius’ beta to EM debt — the broad market as
represented by an equal weighting of the JPMorgan EMBI and GBI indices - is no
more than 30 per cent. Volatility is controlled by using options to hedge tail risks —
unlikely but extreme and potentially seriously damaging events. As a result Sirius’
biggest weekly peak to trough loss during the past five years is less than 3 per cent
[see Fig. 3]1. And so not only is Sirius’ average annual return above the average of its
peers, its volatility is only around a quarter.? In effect, our approach takes us closer
to the efficient frontier for this investment style.

One side-effect of this careful risk calibration is that it can provide a signal for
investors with more traditional long-only positions, who can then track the rise and
fall in Sirius’ directional conviction.
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[2] Mercer data. Sirius strategy average return 5 per cent vs 4.5 per cent for total
return peer group median; volatility 2.5 per cent vs 9.5 per cent respectively.
Return and standard deviation in USD before fees over 5 years and 4 months ending
30.11.2021, comparison with the Emerging Markets Debt — Total Return universe

(monthly calculations).

03
Rising risks and growing dispersion

Our core view for the coming year is that the forces influencing the market will
broadly be the same as those that played out over 2021. Government and central
bank responses to economies’ reopening from the epidemic will be key. Covid-19
may increasingly be accepted as a fact of life, but new variants potentially continue
to pose a risk.

Inflation pressures are meanwhile mounting worldwide, cornering developed market
central banks into tightening policy, even at the cost of market ructions. We will
continue to monitor supply and demand imbalances and their effects on individual
EM economies.

At the same time, 2022 is raises number of local and geopolitical risks. The
deteriorating relations between Russia and Ukraine, which threaten to spiral into a
conflict that could draw in the US as well as various European countries, is just the
most immediate of these. But long-standing tensions between the US and Iran and
newer ones between the US and China are also potential flash points, while we will
also closely monitor the numerous elections taking place across the emerging
universe this year.

We expect these risks, together with an increasing lack of synchronisation in
different countries’ approaches to economic and monetary policy, to engender a
widening dispersion of outcomes — such as we identified in Eastern Europe last year.

04
Capturing dispersion in Eastern Europe

As the initial phases of the Covid epidemic started to wind down in late 2020 and

the global economy’s recovery became entrenched, we increasingly focused on the

macroeconomic idiosyncrasies of emerging nations. These, in turn, prompted us to
take positions based on what we saw as a growing divergence in interest rate policy
across the developing world.
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At the same time, and in line with our investment philosophy, we looked to keep our
market beta balanced and to mitigate exposure to specific risk factors.

Our view was that as the probability of wholesale market sell-offs caused by fresh
waves of Covid and new variants declined, central banks in central and Eastern
Europe would be forced to confront building inflationary pressures. In the first
quarter of 2021, we felt this risk to be particularly pronounced in the lowest interest
rate economies in the region. The central banks in these countries were likely to
come under the greatest pressure to react to domestic inflationary pressures,
starting with Hungary which we felt to be the most mispriced (see Fig. 4).

Fig. 4 - Spotting opportunities
Policy rates minus CPI inflation, percentage points
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Source: Bloomberg, Pictet Asset Management. Data covering period 23.06.2011-31.01.2022.

As it became clear to us that this dynamic was playing out across the region, we
subsequently extended our positions to Poland and Czech, the most liquid of these
markets. We took profits towards the end of 2021, helping us to outperform the
wider emerging markets universe in a difficult year for the asset class.

Separately, in 2019 we generated strong gains in Peruvian local bonds, an under-
researched and less traded market, thanks to our analytical focus. As a result, we
could take a significant long position in an attractive asset, well in excess of its
weighting in the benchmark index.
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The tumult in Turkey’s markets during 2021 - both during rallies and slumps — was
another source of excess returns. The Sirius strategy navigated the challenge by
taking a fundamentally bearish stance, finishing the year with solid gains even in the
face of prevailing credit and interest rate volatility and the impact of the country’s
high interest rates, our long/short approach afforded us the staying power to extract
these returns, even as other investors fled the market.

2022 looks to throw up at least as many challenges for emerging markets as 2021
did.

But the wide variety of risks these economies face also widens the dispersion of
likely outcomes.

Rather than succumbing to one over-arching trend, they will be pulled in a number
of directions. In some countries, political and geopolitical strains will predominate.
In others, it will be how policymakers respond and adapt to shifting economic
conditions, be they domestic inflation trends or the pace of monetary policy
tightening in the US and euro zone. These, in turn, will open up sources of excess
returns from currencies with the potential for heightened dispersion between
currencies. Furthermore, we expect inter-asset class dispersion as the interplay
between foreign exchange, rates and sovereign credit plays out over the year.

In other words, there will be significant opportunities for strong returns for EM bond
investors able to take both long and short positions — as we did in Eastern Europe,

Peru and Turkey — though tight risk management remains essential to protect
investors’ capital.

Written by

e Ketan Gada

‘ Senior Investment Manager

? Gareth Payne
" Senior Client Portfolio Manager

Important legal information

This marketing document is issued by Pictet Asset Management. It is neither directed to, nor intended for distribution or use by
any person or entity who is a citizen or resident of, or domiciled or located in, any locality, state, country or jurisdiction where
such distribution, publication, availability or use would be contrary to law or regulation. Only the latest version of the fund’s
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prospectus, the KIID (Key Investor Information Document), regulations, annual and semi-annual reports may be relied upon as the
basis for investment decisions. These documents are available on assetmanagement.pictet.

This document is used for informational purposes only and does not constitute, on Pictet Asset Management part, an offer to buy
or sell solicitation or investment advice. It has been established on the basis of data, projections, forecasts, anticipations and
hypothesis which are subjective. Its analysis and conclusions are the expression of an opinion, based on available data at a
specific date. The effective evolution of the economic variables and values of the financial markets could be significantly different
from the indications communicated in this document.

Information, opinions and estimates contained in this document reflect a judgment at the original date of publication and are
subject to change without notice. Pictet Asset Management has not taken any steps to ensure that the securities referred to in
this document are suitable for any particular investor and this document is not to be relied upon in substitution for the exercise of
independent judgment. Tax treatment depends on the individual circumstances of each investor and may be subject to change in
the future. Before making any investment decision, investors are recommended to ascertain if this investment is suitable for them
in light of their financial knowledge and experience, investment goals and financial situation, or to obtain specific advice from an
industry professional.

The value and income of any of the securities or financial instruments mentioned in this document may fall as well as rise and, as
a consequence, investors may receive back less than originally invested. Risk factors are listed in the fund’s prospectus and are
not intended to be reproduced in full in this document.

Past performance is not a guarantee or a reliable indicator of future performance. Performance data does not include the
commissions and fees charged at the time of subscribing for or redeeming shares. This marketing material is not intended to be a
substitute for the fund’s full documentation or for any information which investors should obtain from their financial
intermediaries acting in relation to their investment in the fund or funds mentioned in this document.

EU countries: the relevant entity is Pictet Asset Management (Europe) S.A., 15, avenue J. F. Kennedy, L-1855 Luxembourg
Switzerland: the relevant entity is Pictet Asset Management SA , 60 Route des Acacias — 1211 Geneva 73

Hong Kong: this material has not been reviewed by the Securities and Futures Commission or any other regulatory authority. The
issuer of this material is Pictet Asset Management (Hong Kong) Limited.

Singapore: this material is issued by Pictet Asset Management (Singapore) Pte Ltd. This material is intended only for institutional
and accredited investors and it has not been reviewed by the Monetary Authority of Singapore.

For Australian investors, Pictet Asset Management Limited (ARBN 121 228 957) is exempt from the requirement to hold an
Australian financial services license, under the Corporations Act 2001.

For US investors, Shares sold in the United States or to US Persons will only be sold in private placements to accredited investors
pursuant to exemptions from SEC registration under the Section 4(2) and Regulation D private placement exemptions under the
1933 Act and qualified clients as defined under the 1940 Act. The Shares of the Pictet funds have not been registered under the
1933 Act and may not, except in transactions which do not violate United States securities laws, be directly or indirectly offered
or sold in the United States or to any US Person. The Management Fund Companies of the Pictet Group will not be registered
under the 1940 Act.

Pictet Asset Management Inc. (Pictet AM Inc) is responsible for effecting solicitation in North America to promote the portfolio
management services of Pictet Asset Management Limited (Pictet AM Ltd) and Pictet Asset Management SA (Pictet AM SA).

In Canada Pictet AM Inc. is registered as Portfolio Manager authorised to conduct marketing activities on behalf of Pictet AM Ltd
and Pictet AM SA. In the USA, Pictet AM Inc. is registered as an SEC Investment Adviser and its activities are conducted in full
compliance with the SEC rules applicable to the marketing of affiliate entities as prescribed in the Adviser Act of 1940 ref.
17CFR275.206(4)-3.

https://am.pictet/en/uk/global-articles/2022/monthly-markets-views/fixed-income/absolute-return-emerging-markets-debt

8/8


https://am.pictet/

