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“What is interesting about emerging
market bonds is that they share many of
the same characteristics of peripheral
European bonds BEFORE the Eurocrisis
began”

Emerging market bonds have probably been the single best trade of the last 10 years. Careers have been made, funds
launched and businesses built on the back of this huge bull market. When you have a 10 year bull market where most of
the participants have never seen a sustained bear market the first sell-off can often be very substantial.
I have written about sovereign bonds before – most notably on peripheral European bonds as buys in 2011. What is
interesting about emerging market bonds is that they share many of the same characteristics of peripheral European bonds
BEFORE the Eurocrisis began, being, deteriorating current accounts and a greater reliance on credit expansion for
economic growth.
10 years ago there were few large emerging market sovereign issuers and almost all bonds were issued in US Dollars.
These days emerging market bond funds have many more issuers to play with and it is now possible to invest in local
currency bonds for both government and corporate issuers. For the moment, this note will look at the large sovereign
issuers that make up the key members of emerging market bond indices. Typically, this includes Russia, Brazil, Mexico,
Venezuela, Turkey, Indonesia and South Africa. (Notable exclusions are China and India as they have almost no external
debt so their debt is generally not found in emerging market bond funds.) All of these countries tend to find their
economic fortunes tied to commodity exports (while Turkey is not a commodity exporter, it has very strong trade links to
commodity exporting nations).

RUSSELL CLARK – MARKET VIEWS

RUSSELL CLARK – EMERGING MARKET BONDS

The above chart shows the spread in yield between USD bonds issued by sovereign emerging markets and the US treasuries
(EMBI Spread) and the oil price. Of course the oil price and bond spreads may both reflect strong global growth, but that
they tend to trade together is important in my view.
Ireland was one of the first and most extreme casualties from the Eurocrisis. As can be seen below, Irish debt traded in line
with German bunds. Irish creditworthiness was only questioned after many years of current account deficits. Once Ireland
moved back to current account surplus its borrowing costs began to fall.

With that in mind, the Brazilian current account and borrowing costs seem consistent with peripheral Europe pre-crisis.

We can see a similar dynamic in Indonesia.
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Finally, many of the emerging market debt issuers have an over reliance on the export of a single good. Russia, Venezuela
and some other emerging market borrowers have a high reliance on oil for government revenues. For most oil producers
the strong oil price means that they run strong current account surpluses. This is probably why we see a strong correlation
between the Brent oil price and the EMBI spread.

While I have been bearish on mining stocks and commodities for more than two years, the market has also come to recognise
the problems within these areas and have priced stocks accordingly. However, for some reason the market has hardly priced
in any of these implications into emerging market currencies and bonds. In my view emerging market bonds and currencies
are now looking the most attractive area to short.
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DISCLAIMER

This Market View has been prepared and issued by Russell Clark Investment Management Ltd (the "Firm") authorised and regulated by the
Financial Conduct Authority. It has been approved as a financial promotion by the Firm and as such is intended for professional clients and eligible
counterparties only and is not intended for retail client use. It is not intended for distribution to any country where such distribution or use
would be contrary to local law or regulation.
This Market View is provided for information purposes only and should not be regarded as an offer to buy or sell any investments or related
services that may be referenced herein. No guarantee is made as to the accuracy of the information provided which has been obtained from
sources believed to be reliable. The view expressed in this Market View are the views of the portfolio manager at time of publication and may
change over time. Nothing in this Market View constitutes investment, legal tax or other advice nor is it to be relied upon in making an investment
decision. No recommendation is made positive or otherwise regarding individual securities mentioned herein. Past performance is not indicative
of future performance. The price of investments can go up as well as down and can be affected by changes in the rates of exchange. The
information contained in this document is strictly confidential and is intended only for the use of the person who has been provided the Market
View by the Firm. No part of this Market View may be divulged to any person, distributed, resold and or reproduced without the prior written
permission of the Firm.
Where “forward looking” information, including estimates, projections and subjective analysis and judgement are provided no representation as
to the accuracy of such projections or estimates or that they may be realised. Certain assumptions used in formulating such “forward looking”
information may differ materially from actual events or conditions.
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