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EM Debt: Warding Off
Headwinds with Active
Management
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This piece was adapted from an interview with Ricardo Adroguè.
The full audio podcast can be found here.*
In this Q&A, Barings’ Head of Global Sovereign Debt and Currencies,
Ricardo Adroguè, addresses the risks facing the global economy—
particularly in regions like China, the Middle East and Argentina—
and explains why active management is critical to performance.
*Full podcast URL: https://www.barings.com/viewpoints/em-debt-navigating-the-geopolitical-noise
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Throughout 2019, we’ve watched as myriad macroeconomic
risks—including a global growth slowdown—have created
headwinds and uncertainties for emerging economies. As we
look across the emerging markets debt (EMD) landscape, a few
countries stand out in that respect—perhaps most notably, China.
Can you talk about your view on the situation there, and how it’s
impacting EMs more broadly?

“What we are
seeing is essentially
a reversal of
globalization—
where Trump’s trade
policies indicate a
disengagement of the
U.S. from the rest of
the world.”

From a market perspective, arguably one of the biggest risks facing 2020 is a slowdown
in the economic growth of China. Traditionally, it’s grown at about 6-7% annually. But
the current economic data suggest that the country’s growth is now slightly below that,
closer to 5.5%. Interestingly, the government does not seem overly concerned about that
drop. In fact, the Chinese authorities appear to have intentionally allowed the economy
to slow down more than expected. At this point, the reason remains unclear. It may
have to do with an overall economic shift from manufacturing to consumption, or it
may have to do with changes in international trade relations. What we do know is that
exports to the U.S. have come down quite a bit since the start of 2019, and the Chinese
government—despite the constant back-and-forth in daily headlines—does not seem to
be in a hurry to reach a trade deal.
In fact, we believe China is willing to tolerate the negative economic consequences of
the trade tensions through 2020, most likely because they perceive that a trade deal
with President Trump’s successor—in the event that he does not win re-election in the
U.S.—will be more beneficial. It is notable that Trump’s own social media posts about the
progress of trade negotiations have resulted in less market reaction recently, suggesting
that markets are being less influenced by rhetoric alone.
What we are seeing here is essentially a reversal of globalization—where Trump’s trade
policies indicate a disengagement of the U.S. from the rest of the world. The U.S. and China
account for approximately 40% of global trade. So, on a longer-term basis, this lack of global
leadership could have material economic impacts throughout the globe—particularly for
emerging economies that rely on trade to fulfill their need for goods and services.

One region that seems particularly unstable at the moment is the
Middle East. Can you discuss what you’re seeing there, and how this
affects other EMs?
The Middle East is a complex and turbulent region, in general. It’s the origin of three major
religions; it’s the world’s primary oil source; and for over 70 years now, it’s been largely
under the influence of the U.S. More recently, with the U.S. becoming less reliant on oil
and seemingly more isolationist, the Middle East is becoming significantly less stable from
a political, economic and investment perspective.
The recent U.S. withdrawal from the region means that Turkey, in particular, now faces
the very contradictory and controlling interests of Iran and Russia—and it may not be
prepared to withstand the backlash. Additionally, this means there are now several powers
in the region—Russian, Iran, Syria, Israel, Saudi Arabia, Turkey—fighting for territory,
security and oil. Over time, the absence of the U.S. may create a power vacuum—and the
heir of that power remains unknown. As a result, investor uncertainty is likely to remain
heightened for the foreseeable future.
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“EMs are a vast and diverse part of the world, equivalent to almost
$34 trillion in GDP. For context, the GDP of the U.S. is about $20 trillion.”

Another country that has been in the headlines
recently is Argentina. What has been happening
there, and how do you think things will play out
in the next 6–12 months?

Despite challenging situations like these, it’s
been a reasonably positive year for EMD thus
far. Can you talk about performance across EM
sovereign, corporate and local debt?

In 2015, Argentina elected a new government that had a very

As a reminder, EMD represents either local debt—meaning bonds

different political stance from the prior government. The

denominated in the local currency of the issuing country—or hard

incoming administration believed in markets and individual

currency debt, which is typically U.S. dollar or Euro denominated

political freedoms, whereas the outgoing administration was

and comes in the form of either sovereign or corporate bonds.

more focused on social justice. Over the past four years, while
the new administration was trying to rebuild the country’s

Through the third quarter, all three sub-asset classes delivered high

economy, it essentially ran out of credit. When the U.S. Federal

single digit or low double digit returns. Sovereign hard currency

Reserve started raising interest rates, it had troubling ripple

bonds led the way at about 13%, followed by corporate hard

effects—and Argentina was holding a 6% deficit with almost

currency bonds at 11%, and local currency bonds at 9%. Despite

no growth.

the fact that EM currencies actually weakened against the U.S.
dollar and detracted from performance, bonds rallied alongside

When the country’s elections approached again this past

U.S. Treasury rates, thereby keeping performance relatively strong.

year—and the primaries went heavily against the incumbent

Corporate bonds—particularly those that are investment grade—

government—the markets lost faith and dropped about 50%,

benefitted from the rally as well, given their higher duration.

resulting in the loss of all remaining external credit. Further,
Argentina experienced a bank run, and ultimately lost internal

Despite the challenges we’ve witnessed throughout 2019,

credit as well. The recent elections resulted in a return by the

not every sub-asset class, country or even sector within EMD

opposition, meaning a pivot back to social justice—arguably at

will be impacted to the same extent—which is an important

the expense of personal freedoms.

distinction. There’s wide dispersion among the countries that
comprise EMD indexes, which makes the headline numbers

As a result, the country’s debt will ultimately need to undergo a

somewhat misleading. Strong overall index performance does

restructuring. The outgoing administration put capital controls

not necessarily mean that all countries or corporates have done

in place that would either extend the maturity of both domestic

equally well. As an example, countries like Argentina, Venezuela

short-term debt and longer-term bonds, or lead to implicit

and Zambia delivered very large negative returns versus the

default. And with a new administration coming into power—one

index—whereas countries like Ukraine, Ecuador and El Salvador

with an implicit mandate from the electorate not to pay its debt

generated decently positive returns versus the index.1 In our

obligations in full—the outlook for debt holders remains very

view, this illustrates the value of active management in EMD.

uncertain. So, from an investment perspective, there is currently

Not only is it important to pick the winners and try to avoid

no way to estimate the recovery value of Argentina’s bonds

the “bad apples” in the index, but it’s also helpful to have the

in the event of default, since we are unable to determine the

flexibility to look at names outside of traditional indexes—which

country’s capacity and willingness to pay.

sometimes offer the most compelling value.

1.

As of September 30, 2019.
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As we look ahead over the next year, there is no shortage of macroeconomic
and political risks on the horizon. Do you have any advice for investors that
are considering EMD?
EMs are a vast and diverse part of the world, equivalent to almost $34 trillion in GDP. There are
over 80 countries and 1,000 companies that fall into the category. For context, the GDP of the U.S.
is about $20 trillion. So, there are a lot of opportunities in the EMD space.
Additionally, it’s likely that environmental, social and governance (ESG) factors will increasingly
impact the EMD space. We believe analyzing ESG factors on a country-by-country basis—
assessing them in the context of sustainability and, ultimately, creditworthiness—is the most
effective approach from an investment perspective. In other words, we think it’s important to
focus on identifying countries with policies that will lead to sustainable growth, sustainable debt
and sustainable returns for investors.
Further, in today’s environment, we think there are potential advantages to a blended strategy
that looks across sovereigns, corporates and currencies. These sub-asset classes are driven by
varying factors that may or may not overlap—if oil prices fluctuate, for instance, the impact on
oil producers will be very different from the impact on oil consumers. In our view, investors can
benefit from putting tactical investment decisions into the hands of a manager with the flexibility
to capitalize quickly and efficiently on the resulting opportunities.
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