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Executive Summary

 Emerging market (EM) corporates have undergone an extremely challeng-
ing 2022, as the combination of sharply higher rates and widening credit
spreads provided no hiding place.

 Economic soft landings are rare but not impossible. Our base scenario with
a shallow and short recession in the US and a growth recovery after the
first quarter leads us to forecast high single-digit returns for the full year
2023. We prefer higher-quality names with attractive carry but limited
default risks.

 EM corporates have built a valuation buffer versus EM sovereign bonds
and US high yield. Credit spreads appear fair in the current business cycle,
while cash prices trading at historical lows given the rate adjustment offer
some protection. With balance sheets remaining robust and low leverage,
EM companies should be able to sustain margin pressures.

 Acknowledging the current uncertainties, EM central banks approaching
the end of their tightening cycles will improve risk sentiment, triggering
potential fund inflows into EM hard-currency corporates. Default rates are
likely to prove similar to 2022, again tilted to China properties, Russia and
Ukraine.

Review of 2022

The year 2022 proved to be a challenging year for EM corporate bonds. Two develop-
ments were the main drivers: the invasion of Ukraine by Russia and the first bear
market in interest rate markets in decades. Despite the fundamentally solid financials
of most of our investment universe, these two factors, in addition to the general
widening of risk premiums, led to the most challenging year since the financial crisis in
2008.

As we had expected, local macroeconomic and political factors were particularly
central for the overall outcome rather than industry- or company-specific issues. In
Asia, the focus was mainly on China's Zero-Covid policy and the weak real estate
sector. In addition, Asian countries continued to benefit from their historical propen-
sity for lower inflation. The Middle East, buoyed by exceptionally high oil prices,
proved remarkably stable, further supported by a broad local investor base. In Latin
America, political developments, in particular, drove risk premiums. Despite the
challenging situation in some countries, the region proved robust overall thanks to
fundamentally solid companies and its links with the US. Fiscally vulnerable countries
with high external financing requirements came under particular pressure, suffering
from higher financing costs and uncertainties regarding refinancing. This affected
Africa, in addition to certain countries in Asia and Latin America.

Thomas Fischli-Rutz
Head Emerging Markets
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Our Defensive strategy benefited in terms of relative performance from our careful
positioning in Russia. On the other hand, our Opportunistic strategy benefited from
strong security and sector selection but suffered from its general risk overweight.
The Dynamic strategy was launched in early May, in the midst of a highly challenging
environment, and offers attractive valuations and solid fundamentals, giving it an
interesting convex risk profile at this point in time.

Outlook 2023

Economic soft landings are rare but have been witnessed before. The widespread sell-
off in EM corporates creates attractive entry opportunities for investors with a longer-
term investment horizon. In our view, this is an exceptional environment for generat-
ing high single-digit returns from good-quality assets, a chance to embrace income not
seen for a long time. Yields in EM corporates have risen markedly, while expectations
for slower global growth are largely priced in. Moderating inflation, less policy tighten-
ing, and a lower US dollar point to a faster-than-expected decline in inflation. China's
gradual reversing of its zero-Covid policy could prompt a rebound in economic growth
and support the widening of the growth gap between emerging and developed
markets (see Chart 1).

Chart 1: EM and DM GDP growth forecasts (in %)

Source   IMF WEO Oct. 2022

Valuations
The valuations of EM corporate bonds are attractive – both in absolute terms and
compared with their US peers (see Charts 2 and 3). In our view, they already reflect
the global economic slowdown to a significant extent. There are substantial differ-
ences between the various regions, which suits us as active managers very well.
Recently, the distortions in valuations in Asia, triggered by China's zero-Covid policy,
the problems of the Chinese real estate market and partly also by large outflows of
money from international investors, were conspicuous. Due to various measures taken
by the Chinese government and the central bank PBOC, the entire region has recently
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recovered significantly. Based on our assessment, we consider the opportunity set
that presents itself in the sub-region Southeast Asia (ASEAN) as exciting and see the
potential for narrowing credit spreads. The primarily healthy balance sheets of Latin
American companies are currently already reflected in credit spreads. Based on
fundamental analysis, we are convinced that we can identify further undervalued
bonds in the region and selectively include them in our strategies.

Chart 2: BBB credit spreads – EM versus US (basis points)

Source   J.P. Morgan, Bloomberg

Chart 3: EM and US high yield option-adjusted spreads

Source   J.P. Morgan, Bloomberg
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Technicals
In addition to the idiosyncratic risks of the asset class, important drivers of demand for
emerging markets corporates include the development of the US dollar and risk-free
interest rates. Here, we expect a significant easing compared to 2022. The interest
rate differential between the euro and the US dollar should narrow, leading to lower
currency hedging costs in the medium term and increasing international interest in US
dollar bonds. However, attractive valuations versus comparable asset classes in a
weakening macro environment are prerequisites for more robust demand for EM
corporates. In contrast, the supply of new issues and expectations regarding defaults
put a particular lid on investors' risk appetite.

The default rate is likely to remain relatively high at 10.6% (based on a forecast by J.P.
Morgan) in 2023. Still, defaults should be limited to clearly identifiable areas, and we
do not expect a significant deterioration in balance sheets in general. EM high yield
defaults ex-China, Russia and Ukraine are forecasted at 3%, which is close to US and
EUR high yield default expectations, in the range of 2-2.5% (J.P. Morgan).

Portfolio positioning
To pursue total returns, employing a slightly more defensive risk approach heading
into 2023 and preserving an above-average liquidity level offer potential for taking
advantage of market dislocations. As markets will remain highly data-dependent for
some time, conservative positioning by moving up the credit quality spectrum, focus-
ing on names with low refinancing requirements and solid balance sheets allow the
potential weathering of volatility without a material credit deterioration. Risks
challenging our base case scenario are not asset class specific, but include overly
optimistic inflation forecasts, the US falling into a deeper recession, and a much
slower path to China re-opening, all of which require close monitoring.

With rates peaking, we expect investment grade and higher-quality high yield corpo-
rates to outperform. Before adding single B and lower-rated securities in our oppor-
tunistic strategies, we intend to wait for purchasing managers' indicators (PMI) to
bottom. From a regional perspective, we will still prefer Latin America, the Middle East
and Africa, while Europe is lagging. The China re-opening theme could provide a silver
lining, likely benefiting Asia.

In the Defensive strategy, we will deliberately keep the beta low relative to the market
based on the macro environment. Current yields are already offering attractive
returns. With less volatility in interest rates, we expect better demand dynamics for
highly rated bonds and focus primarily on security selection. Regionally, we prefer
bonds from the Middle East and isolated regions in Southeast Asia. In Latin America,
we are waiting for more attractive valuations.

Commodities
We remain constructive on energy, supported by constraints on global excess capacity
after many years of underinvestment, ESG-related decommissioning, ongoing geopo-
litical uncertainty, and the likelihood of rebalancing growth towards Asia. Weak Q1
growth, combined with better functioning supply chains, is likely to keep commodity
prices muted, amplifying disinflationary trends. But an increase in Chinese economic
activity could lead to a recovery in demand for energy and metals.

» We focus on
security selection
and better credit
qualities.
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Conclusion

EM total return opportunities provide grounds for optimism for 2023. Despite
challenging conditions, EM growth is holding up better than growth in developed
markets, leading to a widening growth gap in favour of EM. Current valuations provide
attractive entry points for investors with a longer-term investment horizon. Bottom-up
fundamentals for many EM corporates are still solid, and investors' positioning is light.
Diversification across regions, countries and sectors and stringent relative value
security selection will be again paramount to success.

Signals to watch to turn more optimistic include easing geopolitical tensions, moderat-
ing inflation, and growth in China to improve. China may boost global expansion as it
emerges from zero-Covid, while the ongoing war in Ukraine is likely to keep energy
prices high.
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Disclaimer

This documentation is intended for professional investors only. The information and
opinions contained in this publication are for information purposes only and do not
constitute a solicitation, recommendation, an offer to buy or sell investment
instruments or other services, or engage in any other kind of transaction. It is not
directed to persons in any jurisdiction where the provision of such information would
violate local laws and regulation. No liability shall be accepted for the accuracy and
completeness of the information. Any opinions and views reflect the current judgment
of the authors and may change without notice. PAST PERFORMANCE IS NOT A
RELIABLE INDICATOR OF FUTURE RESULTS OR CURRENT OR FUTURE TRENDS. There is
no guarantee that forecasts will be realised. Unless otherwise stated, text, images and
layout of this publication are the exclusive property of Fisch Asset Management AG
and/or its related, affiliated and subsidiary companies. Fisch Asset Management AG
has not independently verified the information from other sources and Fisch Asset
Management AG gives no assurance, expressed or implied, as to whether such
information is accurate, true or complete.

Fisch Asset Management AG accepts no liability for damages arising directly or
indirectly as a result of this document.
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