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Viewpoint

Emerging market corporate debt comes of age

In an environment of low interest rates across most developed economies, fixed
income investors seeking a higher level of return have tended to turn to the
government bond markets of emerging economies. While US dollar- and local
currency-denominated emerging market debt have come to be considered as
prominent asset classes in their own right, the market for emerging market
corporate debt has remained under the radar of many fixed income investors.

We believe that the emerging market corporate debt market has now matured
into an accessible and attractive investment opportunity for those investors that
can manage the risks appropriately.

The market for emerging market corporate bonds has in the past been viewed as
insufficiently large, liquid and diverse to make feasible an investment strategy
dedicated to investing solely in the bonds issued by companies in emerging
economies. However, as GDP growth has gone hand in hand with expanding
corporate activity in emerging economies, the number of companies from different
sectors turning to the debt markets for financing has increased significantly. Over the
past decade, the market for US dollar-denominated (external) emerging market
corporate bonds has grown to over US$1 trillion in size; as illustrated in the chart
below, levels of issuance have been higher than in the external emerging market
sovereign debt market in each year since 2003.
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Both developed and emerging economies have seen a shift in the lending function
away from banks to capital markets. With deleveraging banks limited in their capacity
to lend, companies are becoming increasingly reliant on issuance in the bond market
for financing their longer-term expansion plans. As many issuers try to access capital
markets simultaneously, companies, particularly in emerging economies, need to issue
bonds paying an attractive coupon to ensure that they are taken up by investors. For
this reason, and on account of the perceived risks associated with investing in
emerging economies, emerging market corporate bonds pay coupons that are, on
average, significantly higher than those paid by their similarly-rated developed market
counterparts.

The following chart shows the average spreads over US Treasuries of bonds issued by
emerging market, US and European corporates with investment grade (A and BBB)
and sub-investment grade (BB and B) credit ratings. Regardless of the credit rating,
emerging market corporates offer a higher yield, on average, than US and European
corporates.
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Source: Bank of America Merrill Lynch, 31 December 2011.

It is interesting to note that many emerging market issuers, both investment grade and
high yield, have stronger credit fundamentals than similarly-rated issuers in developed
economies. The emerging market corporate sector as a whole has witnessed
significant improvements in governance and regulation; there has been widespread
adoption of international accounting policies, the entrenchment of local bankruptcy
laws and greater transparency. Corporate issuers have benefited from strong
economic growth, with many receiving credit rating upgrades. Indeed, many of the
world’s leading companies are now domiciled in emerging economies; for instance, the
global oil industry has evolved from being dominated by a handful of producers from
developed economies to now include companies such as Gazprom (Russia),
Petrobras (Brazil) and Saudi Aramco (Saudi Arabia).

We believe that there is a premium that can be captured by identifying emerging
market corporate issuers that are of similar or better quality than their peers in
developed markets, but priced more cheaply, making for a compelling risk/reward
profile.
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With the rapid growth in the number, type and quality of issuers, the emerging market
corporate debt universe has become increasingly diverse. It has developed into a truly
global market, spanning Africa, Asia, Central and Eastern Europe, Latin America and
the Middle East, as represented by the JP Morgan Corporate Emerging Markets Bond
Index (CEMBI Broad Diversified). While banks have historically been dominant in the
realm of emerging market corporate bond issuance, issuers from the industrials, oil
and telecoms sectors now account for a 19%, 14% and 12% share, respectively, of
total issuance. (Source: JP Morgan Global Index Research, February 2012).

Emerging market companies operate within a wide range of macroeconomic, political
and legal environments, and their mixed fortunes are to a great extent influenced by
the domestic conditions in which they are embedded. Not all emerging countries have
deep and liquid capital, currency and swaps markets, along with a local investor base;
we are wary of the risks involved in investing in the corporate bond markets of these
countries. An assessment of the country-level environment in which a company
operates is at the top of our hierarchy of considerations taken into account when
making an investment decision.

Our focus is on issuers with more than US$300 million of outstanding debt, to ensure
good liquidity (in our view, it is likely that small issues will underperform in bear
markets). Although many emerging market corporate bonds have a standard covenant
comparable to those of US corporate bonds, it is nevertheless crucial to have a
thorough understanding of local bankruptcy laws, pay-back arrangements and creditor
rights. Only if the emerging market corporate offers a risk/reward advantage,
compared with a similar issuer in a developed country, would we invest.

The current environment of low interest rates across most developed economies has
proven favourable for the emerging market corporate bond market, with increasing
inflows in to the asset class boosting liquidity conditions and encouraging local
subscription. As emerging market corporate issuers continue to see their credit ratings
improve, we expect demand for local currency-denominated (domestic) emerging
market bonds to rise, as the dynamics of the maturing asset class play out further.

We remain cognisant, however, of the potential volatility of an asset class that is only
beginning to capture the attention of fixed income investors. Investing in emerging
credit markets entails risks, but so does investing in developed credit markets, as the
(lack of) liquidity of the past few years would testify. In our view, for those investors
that can manage the risks appropriately, the increasingly accessible and diverse
emerging market corporate debt market provides attractive investment opportunities.

Important information
This is not a financial promotion and is not intended as investment advice. The information provided within is for use by professional clients and should not be relied upon by retail clients.

All information relating to Insight Investment Management Global Limited (Insight) has been prepared by Insight for presentation by BNY Mellon Asset Management International Limited (BNYMAMI). Any
views and opinions contained in this document are those of Insight at the time of going to print and are not intended to be construed as investment advice. BNYMAMI and its affiliates are not responsible
for any subsequent investment advice given based on the information supplied. This document may not be used for the purpose of an offer or solicitation in any jurisdiction or in any circumstances in which
such offer or solicitation is unlawful or not authorised. This document is issued in the UK by BNY Mellon Asset Management International Limited, BNY Mellon Centre 160 Queen Victoria Street, London
ECA4V 4LA. Registered in England No. 1118580. Authorised and regulated by the Financial Services Authority. BNY Mellon Asset Management International Limited, Insight and any other BNY Mellon
entity mentioned are all ultimately owned by The Bank of New York Mellon Corporation.

CP8186-30-03-2012(3M)



AIEHMIEIEEEHT, BNY 2Amy - Z—7 (BNY A v aEKESte+5
T IN—T DA TY) OB PEEFSAEN T 2B HRICHOVW T, BNY A2y -
Ty ke wRxT AN s Py RNUBRASHENEREO L, BELZLOTT,

LERHITEROEBMIEEZBEHNE LEb DT, BIF2EMNE L0 TIES Y £H
o MERHIGHE TEZ 2 BN OHEMICESET/ERINTOETRN, ZDOIE
Wetk, B2 ERIET 2 HOTIEILY A, ZIORSNEERZR EIX, 1E
RS CORMTHY . FRIOBEEZMLUICEEINDIELH Y 7,

BNY Ay« 7y b wxPAL b« Dy oS
BNY Mellon Asset Management Japan Limited

B IS 2 AR BRE (&) 5 406 5
UnAt=) fEHEN  BEEFEHS
HEEN  AAGERE GRS



