
EMERGING DEBT 
INSIGHTS

Since inception, GMO has positioned the EM external debt asset class as “high dividend 
sovereign equity.” In other words, EMD is a risky asset class and ought to compete with 
other risky assets held in one’s asset allocation portfolio. Indeed, over the last 25+ 
years, the high-risk, high-reward nature of the asset class has delivered handsomely 
(see Exhibit 1). EMD being defined by a country’s income status rather than its credit 
rating has meant that, over time, the market-cap weighted EMBIG has drifted up and 
down around the typical investment-grade/sub-investment grade divide. 

EXHIBIT 1: EMERGING DEBT AS “HIGH DIVIDEND 
SOVEREIGN EQUITY”

As of 12/31/19 | Source: GMO, MSCI, J.P. Morgan. Emerging Equities benchmark is MSCI-EM (USD). 
Emerging Debt benchmark is EMBIG and its successors (EMBI, EMBI+) over time.

More recently, with the rise of China and last year’s inclusion of higher-income Gulf 
Cooperation Council (GCC) countries into the benchmark (see Exhibit 2), the ratings 
composition has drifted upward, with 24% of EMBIG now A/AA-rated. From an alpha 
perspective, such issuers comprise some of our largest underweights given: 1) pronounced 
relative uncertainty about their published fiscal statistics in the context of low spreads; 
and 2) high indirect portfolio exposure to these countries stemming from exposures 
to other, higher-yielding EM countries. Therefore, we have decided to move to the 
“Diversified” version of the EMBIG benchmark, which caps larger issuers, thus bringing 
the benchmark more in line with our strategy.
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EXECUTIVE SUMMARY
By moving our USD emerging debt 
strategy benchmark to the diversified 
(issuer-capped) version of J.P. Morgan’s 
EMBIG benchmark, we will limit our 
exposure to the ballooning issuance of 
low-return-potential, opaque countries. 
Our objective is to retain the “high 
dividend sovereign equity” nature of 
this asset class for our investors rather 
than accept low returns in lending to 
these “high quality” countries who then 
compete with us in lending to traditional 
emerging country borrowers offering 
higher return potential. 
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EXHIBIT 2: "SUPER SENIOR" (HIGH QUALITY) CREDITS ARE 
JUMPING INTO THE BENCHMARK...

As of 12/31/19 | Source: J.P. Morgan 
*Other includes small weights in Chile, Poland, Lithuania, Malaysia, Slovakia, Peru.

Low spreads and high uncertainty
Our proprietary credit score aligns with the ratings agencies in assessing China, Saudi 
Arabia, and the other high-income/highly-rated GCC countries as very high-quality 
credits, given the published fiscal and other statistics we and the agencies use to assess 
countries. Low credit spreads align with this assessment. However, we also note that 
the uncertainty of the published figures is extraordinarily high, with transparency 
levels of these countries among the worst in our universe.

As of December 2019 
Note: GMO’s Proprietary Credit Score incorporates measures of fundamental credit quality. The rating 
band denotes rough mapping of where public ratings would map to our Credit Scores.

https://www.internationalbudget.org/open-budget-survey/open-budget-index-rankings/ (2017)
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https://www.internationalbudget.org/open-budget-survey/open-budget-index-rankings/
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High indirect exposure
Another feature of these countries, given their geopolitical aims, is that they are 
regular lenders to other, generally higher-risk/higher-reward countries in our 
investment universe. 

As of December 2019 
Note: GMO’s Proprietary Credit Score incorporates measures of fundamental credit quality. The rating 
band denotes rough mapping of where public ratings would map to our Credit Scores.

China1 regularly lends throughout the developing world as part of its Belt & Road 
Initiative, and higher-rated GCC countries lend to lower-rated GCC countries for 
regional stability reasons. Lately, the sovereign wealth funds of the higher-rated GCC 
countries have also begun lending to EM countries further afield, in addition to their 
well-publicized investments in U.S. and global technology firms. 

As dedicated EM debt investors, given the relative spreads on A/AA-rated issuers, we’d 
rather lend directly to the lower-rated issuers than lend to the A/AA-rated ones only to 
see them on-lend the funds at higher rates. In other words, we’d rather take the direct 
exposure to the more classic EM countries than take indirect exposure via these highly-
rated, opaque ones.

Switching to EMBIG-D from EMBIG
One way to limit our portfolios’ exposures to these A and AA-rated issuers is to switch 
to EMBIG Diversified, which caps the larger issuers in the benchmark. Given the 
trajectory of issuance by A- and AA-rated issuers, coupled with the huge potential 
global demand by Global Aggregate (IG)-benchmarked investors, we believe the 
headroom for issuance by such issuers to be large. Given our relatively small market, an 
uncapped benchmark has the potential to be overwhelmed by such issuers, changing 
the “high dividend sovereign equity” nature of the asset class. Therefore, we plan to 
switch to EMBIG-D in 2020 to limit the potential for such an evolution. Currently, 
EMBIG-D has these issuers capped at 20%. Assuming relative spreads remain as they 
are, expect our portfolios to continue to underweight such issuers, meaning that they 
will have a larger ratings differential versus the benchmark than has been the case 
before such issuers became so material.

GMO’S PROPRIETARY CREDIT SCORING SYSTEM VS SOVEREIGN SPREADS
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1 
Carl Ross's July 17, 2019 piece on Gaming Out Sovereign 
Default When China Is A Major Creditor

https://www.gmo.com/americas/research-library/gaming-out-sovereign-default-when-china-is-a-major-creditor/
https://www.gmo.com/americas/research-library/gaming-out-sovereign-default-when-china-is-a-major-creditor/

