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Financial markets are under stress due to negative news flow from emerging markets 
(EM). We’ve seen multiple mentions of EM capital outflows, however, it has remained 
unclear which specific outflows are being referred to. As the yuan is no longer a continu-
ously appreciating currency, with higher rates than the US-dollar, many Chinese debtors 
have stopped this ‘risk free’ funding trade. This has resulted in outflows, but comparing 
these flows at face value with the fast-money risk unwinding seen back in 2008 is mis-
leading.

Pundits, who scream that the Shanghai Composite Index is down a third since its top, 
remain silent about the fact that it is still up around 40% over the last 12 months. We 
strongly believe investors should continue to look at the broader picture.

EM growth is slowly decreasing as low commodity prices harm certain countries (and help 
others). Many commodity exporters need to make cuts to their budgets, but are emerg-
ing markets falling off a cliff? Has default risk increased considerably? Certainly for a few 
issuers (Venezuela and Ukraine) there has been a rise in default risk, but is this a huge 
contagion risk for the whole market? Unlikely: Venezuelan bonds are probably trading 
below recovery values, while Ukraine bonds are priced for a restructuring scenario. Many 
investors are positioned defensively and after two years of gradual outflows there seems 
to be little fast money in retail funds left.

One key indicator to look at is the spread between US Treasuries and EM debt. Since 2011, 
spreads of around 410-450 basis points (bps) have acted as resistance levels (see chart 
right). This massive carry of 430 bps means that your break even on a one-year horizon 
vs US Treasuries is currently almost 500 bps. This looks more like a buying opportunity.
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Being committed to an active investment style means investing on 
the basis of our convictions. We do not therefore rely on market 
opinion or benchmark indices. 
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