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EM debt demonstrates in 2019 its attractiveness for investors,
exhibiting compelling yield in a global low rate environment and
attracting strong inflows.
It comes after a testing year in 2018 for the asset class. Against
a background of US interest rates hikes, a rising US dollar and
tightening financial liquidity, the asset class came under pressure.
The Argentinian peso and the Turkish lira plunged, leading to an
IMF rescue in the former and an emergency economic program
in the latter. But unlike previous EM economic crises, contagion
was limited.
Contrast this with the crises of the 1990s or even 2013’s “taper
tantrum”, only six years ago, when the mere suggestion that the
Fed might slow its program of asset purchases led to a broadbased sell-off in EM. Far from 2018 being a troublesome year
for EM debt, in fact it showed how mature the asset class has
become. Prudent financial management and sustained economic
growth have made these economies more robust, and their
financial markets more diverse.
For the EM debt team at Marathon Asset Management, L.P.
(Marathon), the global credit manager, this represents the perfect
paradigm shift – the macroeconomic improvements are reflected
in a multi-year re-rating of bond markets, while the greater number
of bond issues creates scope for delivering Alpha.
Marathon takes a distinctive approach to investing in hard currency
sovereign, quasi-sovereign and corporate bonds that, it believes,
is perfectly suited to these markets. It aims to both replicate the
Beta of the J.P. Morgan EMBI Global Diversified Index*, and to
deploy an opportunistic credit selection strategy to mine Alpha.

SPEED READ
• EM debt demonstrates in 2019 its
attractiveness for investors.
• EM debt has been transformed by years
of improving financial management.
• Growth in the size and diversity of
EM debt offers a rich environment for
harvesting Alpha.
• Marathon has developed a distinctive
approach to investing in these markets,
both tracking the Beta of its benchmark
index and seeking to add Alpha.
• While periods of global market volatility
come and go, the secular themes
underlying Marathon’s portfolios remain
the same.

*Marathon's Emerging Markets Debt strategy is benchmarked against the J.P.
Morgan EMBI Global Diversified Index and is used with permission; Copyright
2019, J.P. Morgan Chase & Co. All rights reserved.

1

This stands in stark contrast to some of the ETFs specializing
in the asset class. After quickly expanding, certain ETFs are so
large that even tracking the index has become difficult for them,
as some of the 73 countries in the J.P. Morgan EMBI Global
Diversified Index simply do not offer the liquidity they need.
“A few notable considerations make us different from our
peers,” explains Gaby Szpigiel, Partner & Head of EM. “When
it comes to portfolio construction, we begin with the index and
from there we employ a comprehensive investment process
across the market. We seek to deliver the Beta of the asset
class in addition to utilizing our credit expertise to achieve
excess returns.

We have been managing assets in emerging markets for
more than two decades and have developed a very strategic
franchise as far as it pertains to the relationship with the
investment community, company officials, rating agencies
and sovereign debt management offices, among others. This
depth of franchise greatly assists our portfolio management
team in mapping out our market and credit views.”

AN ESTABLISHED ASSET CLASS
Marathon has been involved in EM debt for the two decades
since the New York-based credit specialist was founded in
1998, during which time EM debt has grown from under 5%
to more than a quarter of the global fixed income market.
Reaching USD 3.2 trillion in size at the end of 2018, the
EM external debt market (Emerging Markets Debt in Hard
Currency) is now bigger than the USD 2.3 trillion US high
yield bond market, as shown in Figure 1. Consequently,
Marathon’s global team has a deep understanding of the
asset class and the dynamics of the J.P. Morgan EMBI
Global Diversified Index, as well as expertise in sourcing and
executing across the breadth of external EM debt.

Figure 1: Growth of EM bonds in Hard Currency
inventory versus U.S. High Yield ($ billion)
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Discriminating EM backdrop. Any US-China trade truce
would be vulnerable from key unresolved issues. Pressure
from existing tariffs and uncertainty would still take toll
on global growth, partially mitigated by Chinese stimulus.
Countries most sensitive to exports and capex would
underperform. In the longer run, EM economies will need to
adapt a possible peak in globalization and weaker Chinese
growth. The EM vs. DM economic convergence is set to
continue. Yet, the ability to reform, move up in the product
range, join regional integration and foster domestic demand
might be key differentiator.
Conducive EM HC Debt conditions, which would still benefit
from supportive liquidity conditions. Recent surge in bond
supply remains met by end-demand. A maturing cycle, the
trade war and Chinese growth deceleration are key risks.
However, moderate inflation would allow most EM central
banks to cut rates. Spreads remained broadly stable without
sign of exuberance. Our models, based on economic and
market differentials, call for modest EM spread tightening.
The fundamental improvements for a majority of issuers,
many of which now compares favorably to mid-size
developed economies, would result in low default rates.
The asset class offers about 5% in carry, compared to 3.4%
for US corporate. Meanwhile, the weakest links open deepvalue and market-timing opportunities.
Improving alpha for EM debt managers. A more
discriminating economic backdrop and idiosyncratic
developments provide relative-value opportunities. In Asia,
differentiation would reflect uneven monetary leeway and
sensitivity to the trade war and Chinese stimulus. Economic
reforms and regional trade negotiation are central in Latin
America. Sanctions against Russia and the European macro
pulse are key catalysts for CEE. Some frontier markets also
offer more country specific returns. These disparities are
showing in declining correlations and soaring dispersion
across EM HC countries, ratings, and to some extent
durations.
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Additionally, during this time, EM governments have
transformed the stability of their finances. They have
introduced flexible exchange rates, built up foreign
exchange reserves and, with the notable exception of
China, significantly reduced the ratio of government
debt to GDP. Relative to advanced economies, EM
economies have been growing faster and are expected
to continue doing so, according to economic specialists
such as the IMF**.
Not only has this record been rewarded by EMs’ strong
risk‑adjusted returns – the J.P. Morgan EMBI Global
Diversified Index had an annualized return of 7.0%
with an annualized volatility of 8.0% over the five
years from 2013 to the end of 2018, as shown
**World Economic Outlook, April 2019, by the IMF

in Figure 2 – but also, the asset class boasted a low
correlation to other asset classes, offering investors the
opportunity to spread their risks.

For example, the correlation with US Treasury bonds
was just 0.28 over the same period, and 0.73 relative to
the J.P. Morgan High Yield index.

Figure 2: 2006-2018 historical returns and volatility
of fixed income asset types and S&P 500
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Even so, Marathon believes that the improved fundamentals of the asset class are yet to be fully recognized. To illustrate the
point, Marathon’s Szpigiel points out that despite over 50% of the J.P. Morgan EMBI Global Diversified Index's bonds being
rated as investment grade, the asset class remains under represented in investors’ portfolios.

CAPTURING BETA, GENERATING ALPHA
With a team that includes members who previously
developed J.P. Morgan’s indices, Marathon seeks primarily
to replicate the performance, or Beta, of its benchmark, the
J.P. Morgan EMBI Global Diversified Index*. By using an
intensive relative-value sampling methodology, Marathon
aims to have a Beta of approximately one, while minimizing
tracking error against the index, and opportunistically taking
active positions to outperform the index.
Primarily establishing core positions aligns the broader
portfolio to the index in terms of key characteristic and Beta
metrics, while allowing for measured deviations through
active credit management to add Alpha.
Just as the number of EM bond issues in the J.P. Morgan
universe*** has grown to more than 670 with more than 150
issuers, so too has the diversity of the universe and the
potential for Alpha generation. Marathon uses four different
ways to generate Alpha – credit selection, relative value,
index arbitrage and buying securities in the primary market.
Dialing the different sources of Alpha up or down depending
on market conditions means that Marathon always has
opportunities. “In dynamic markets we seek to take
advantage of a dynamic set of opportunities,” notes Andrew
Szmulewicz, a Managing Director in Marathon’s EM team.
“Under all market conditions we find that we can generate

excess returns from these factors. When geopolitics are
at the fore, we might come up with more relative value
and credit selection ideas. In more constructive market
environments, index arbitrage and primary markets may
offer opportunities to capture Alpha.”

A SPECIFIC STYLE, WELL ADAPTED TO THE EMERGING
MARKETS DEBT EVOLUTION
Marathon’s distinct blend of Beta and Alpha was first
introduced in January 2015, over a four-and-a-half-year
period including both volatile and favorable markets. Despite
the ongoing transformation in EM economies, and the high
number of EM bonds that are rated investment grade, the
asset class continues to trade at a sizeable discount to US
high yield, which does not have such high average credit
ratings.
For Marathon’s distinct style, this is the ideal evolution.
Through the combination of an optimal Beta replication and
targeted Alpha generation, it aims to harness the overlooked
opportunities in this rich array of flourishing, EM bond
markets, to produce risk-adjusted returns that match the
best of any asset class.

***Defined by the JPM EMBI Global Diversified Index
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DISCLAIMER
The circumstances in which this publication has been produced are such
that it is not appropriate to characterize it as independent investment
research as referred to in MiFID and that it should be treated as a
marketing communication even if it contains a research recommendation.
This publication is also not subject to any prohibition on dealing ahead of
the dissemination of investment research. However, Lyxor is required to
have policies to manage the conﬂicts which may arise in the production of
its research, including preventing dealing ahead of investment research.
This material has been prepared solely for informational purposes only
and does not constitute an offer, or a solicitation of an offer, to buy or sell
any security or financial instrument, or to participate in any investment
strategy. This material does not purport to summarize or contain all of
the provisions that would be set forth in any offering memorandum.
Any purchase or sale of any securities may be made only pursuant to
a final offering memorandum. No advisory relationship is created by the
receipt of this material. This material should not be construed as legal,
business or tax advice. A more robust discussion of the risks and tax
considerations involving in investing in a fund is available from the more
complete disclosures incorporated into the offering documentation for
such fund.
This material has not been prepared in regard to specific investment
objectives, financial situations, or the particular needs of any specific
entity or person. Investors should make their own appraisal of the risks
and should seek their own financial advice regarding the appropriateness
of investing in any securities or financial instrument or participating in
any investment strategy. Before you decide to invest in any account
or fund, you should carefully read the relevant client agreements and
offering documentation. No representation is made that your investment
objectives will be achieved. This material is not intended for use by retail
customers.
Any descriptions involving investment process, risk management,
portfolio characteristics or statistical analysis are provided for illustrative
purposes only, will not apply in all situations, and may be changed
without notice. Past performance is not indicative of future results, and
it is impossible to predict whether the value of any fund or index will rise
or fall over time.
While the information in this material has been obtained from sources
deemed reliable, neither Société Générale (“SG”), Lyxor Asset
Management S.A.S. (“Lyxor AM”) nor their affiliates guarantee its
accuracy, timeliness or completeness. We are under no obligation to
update or otherwise revise such information if and when it changes.
Any opinions expressed herein are statements of our judgment on
this date and are subject to change without notice. SG, Lyxor AM
and their affiliates assume no fiduciary responsibility or liability for any
consequences, financial or otherwise, arising from an investment in any
security or financial instrument described herein or in any other security,
or from the implementation of any investment strategy. Lyxor AM and
its affiliates may from time to time deal in, profit from the trading of,
hold, have positions in, or act as market-makers, advisers, brokers or
otherwise in relation to the securities and financial instruments described
herein. Service marks appearing herein are the exclusive property of SG
and its affiliates, as the case may be.
Hedge funds may invest in futures and other derivative instruments.
Futures trading and other derivatives may permit extremely high degrees
of leverage and expose the funds to, among other things, volatility, market
illiquidity, market risks, legal risks and operational risks. Hedge funds may
be exposed to risks relating to non-domestic markets, including, without
limitation, risks relating to currency exchange, tax, lack of liquidity, market
manipulation, political instability and transaction costs. An investment in
a hedge fund is subject to a total loss.

This presentation contains the views of Lyxor AM analysts and/or
strategies. The views espoused in this presentation may differ from
opinions and recommendations produced by other departments of SG.
Note about Indices: Indices are not available for direct investment. A
comparison to an index is not meant to imply that an investment in a fund
is comparable to an investment in the funds or securities represented
by such index. A fund is actively managed while an index is a passive
index of securities. Indices are not investable themselves, and thus
do not include the deduction of fees and other expenses associated
with an investment in a fund. Not all the funds that comprise indices
cited herein are suitable for U.S. Investors as a result of, among other
things, the implementation of the Volcker Rule. Please see the offering
documentation for these funds for more details.
Notice to U.S Investors: Any potential investment in any securities
or financial instruments, the categories of which are described herein,
may not be suitable for all investors. Any prospective investment will
require you to represent that you are an “accredited investor,” as defined
in Regulation D under the Securities Act of 1933, as amended, and a
“qualified purchaser,” as defined in Section 2(a)(51) of the Investment
Company Act of 1940, as amended (the “40 Act”). The securities
and financial instruments described herein may not be available in all
jurisdictions.
Investments in or linked to hedge funds are highly speculative and may
be adversely affected by the unregulated nature of hedge funds and the
use of trading strategies and techniques that are typically prohibited for
funds registered under the ’40 Act. Also, hedge funds are typically less
transparent in terms of information and pricing and have much higher
fees than registered funds. Investors in hedge funds may not be afforded
the same protections as investors in funds registered under the ’40
Act including limitations on fees, controls over investment policies and
reporting requirements.
Notice to Canadian Investors: Any potential investment in any
securities or financial instruments, the categories of which are described
herein, may not be suitable for all investors. Any prospective investment
will require you to represent that you are a “permitted client,” as defined
in Canadian Regulation National Instrument 31-103, and an “accredited
investor,” as defined in National Instrument 45-106. The securities
and financial instruments described herein may not be available in all
jurisdictions of Canada.
For more information, U.S. and Canadian investors and recipients should
contact Lyxor Asset Management Inc., 1251 Sixth Avenue, New York,
NY 10020 or invest@lyxor.com.
Notice to U.K. Investors: This communication is issued in the UK by
Lyxor Asset Management UK LLP, which is authorised and regulated by
the Financial Conduct Authority in the UK under Registration Number
435658.
Source: This document has been prepared by Lyxor Asset Management
S.A.S., 17 cours Valmy, 92800 Puteaux. Lyxor AM is a French management
company authorized by the Autorité des marchés financiers and placed
under the regulations of the UCITS (2014/91/UE) and AIFM (2011/61/
EU) Directives. Lyxor AM is also registered with the U.S. Commodity
Futures Trading Commission as a registered commodity pool operator
and a commodity trading advisor.
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