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What are the structural differences between dollar-denominated debt and local emerging
market debt?

Local debtisinlocal currency. If you're lending in local currency to the Brazilian government, you're lending in
Brazilian reais as opposed to US dollars. There are different drivers of local debt. The biggest driver is inflation.
Local currency debt behaves like US treasuries. When the US Federal Reserve hikes rates, treasury rates

go up and treasury bond prices fall. That's true of the local currency debt in all emerging markets. In Brazil,

as the central bank hiked interest rates over the past year, the prices of the local bonds fell. That's the main
difference: inflation and the local business cycle doesn't affect US dollar debt because it’s in US dollars. Local
inflation doesn’t matter. What affects the dollar debt is mainly the risk of the sovereign defaulting, which, of
course, can affect the local debt as well. Local is like dollar debt plus a business cycle inflation component.

You mentioned inflation and business cycle. What other key performance indicators are
important to you?

You want a sound macroeconomic framework. The fiscal deficit is on a sustainable path. Debt is stable or
declining. When that's the case, inflation credibility is usually high. Inflation's well anchored, and the country's
inflation target is believable. That's the ideal. While not many emerging markets are ideal, we look for countries
headed in that direction.

Has that fiscal framework improved for the asset class?

Big time. In the late 1990s and early 2000s, there were several emerging market crises. The macro framework
was very different. It was based on fixed exchange rates that were unsustainable. Countries got rid of the
pegged exchange rates, introduced inflation targets and became more credible in their fiscal policies. As
aresult, the inflation targets also became credible. In the 10 years prior to the pandemic, actual inflation

rates in emerging markets declined steadily, partly attributable to sounder macro frameworks. That overall
improvement in the macro framework and inflation explains why the asset class has done so well for a long
period of time.

Can you walk us through the four cycles of emerging markets local debt?

In any business cycle, if inflation's too high, the central bank raises interest rates. If the economy goes into
recession, the central bank then cuts interest rates. The business cycle in emerging markets is linked to US
business. If the Fed raises rates and an emerging market doesn't, its currency will probably depreciate. If the
currency depreciates, sometimes inflation in that country will go up, which forces their central bank to hike.

Usually at the beginning of stage one, US interest rates are low, the US economy is recovering, and the Fed
begins to hike rates. In the second stage, the Fed keeps hiking, rates become more restrictive and emerging
markets start to feel the impact. Their currencies depreciate and those central banks hike interest rates as well.
Stage three is when the Fed pauses and there are two possible outcomes — a soft landing or hard landing —
leading to stage four. Stage four is when the Fed cuts rates. In a soft landing, inflation declines, but you don't
go into recession. Because inflation declines, the Fed starts cutting rates. The second outcome of stage four
isa hard landing. The US economy goes into a recession, and the Fed cuts rates more aggressively. In both
cases, EM central banks will also cut rates.
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An attractive entry for local currency debt is when central banks start cutting rates. Once the Fed has done
enough to stabilize risk appetite, we start to see capital flowing into emerging markets and you get some
dollar weakness. Emerging market currency start to appreciate, which helps support disinflation which allows
central banks to cut more. Growth starts and capital starts flowing. In effect, the fourth stage creates a positive
feedback loop.

Risk assets and the real economy (the shape of sovereign bond yield curves) are flashing
conflicting signals. What's your view on the global economy? What does it mean for the Fed and
central banks?

The priority of central banks is to bring inflation down even if it means a recession, and | think there’s a high
probability of a recession. Central banks are looking at lagging indicators, such as core inflation, to gauge
their policy adjustments, which means they're unlikely to cut before unemployment starts rising. Rising
unemployment is really the beginning of a recession, and historically once it starts rising, it usually rises a lot. |
think the macro setup is a high probability of recession.

On the investing side, the question becomes what assets compensate for that risk of recession? We often
debate with our colleagues how a soft landing could come about. While the outlook for a soft landing is less
clear, it could happen. Ifit did, risk assets would do quite well. Looking at emerging market debt, only a part
of the asset class is pricing in a hard landing, but itis also not completely pricing in a soft landing. So, there is
room for this asset class and others, | think, to rally somewhat in a soft-landing environment. But risk assets
don’t compensate for a hard landing. We think that it pays to be cautious in a lot of assets, especially in risk
allocation, because not many assets compensate for the hard landing probability, which | think is fairly high.

Thinking about emerging market debt and the opportunity set, why should investors be thinking
about it now?

We talked about the standard cycle: stage one, the Fed hikes, stage two, EM central banks hike. However, this
cycle has been a bit different. Stages one and two got reversed this time. EM central banks were way ahead of
the Fed. It's quite remarkable. Usually when the Fed hikes, EM currencies experience significant weakness. We
didn't see that last year. Yes, the dollar was very strong, but it was strong against the euro and other developed
countries. EM hung in with those countries and outperformed the euro last year. That’s because EM central
banks started hiking before the Fed and the European Central Bank (ECB) did. That puts them in a very
different position. If we go into a hard landing, the scope for cuts by EM central banks is large. In Brazil, we're
talking about a 13.5% policy rate with inflation under 4% right now. They tightened earlier and to a greater
extent. That’s a huge cushion.

In the beginning of the fourth stage, risk aversion typically means investors want to go back to the dollar. That
can be problematic for central banks in emerging markets. But today, EM central banks have hiked so much
that they've built a big risk cushion for a recession and a spike in risk aversion, which should help stabilize
these currencies. In the past, EM central banks were behind the Fed, risk assets would sell offand EM central
banks would have to hike even more. That's the usual playbook, but | don't think it will work this time because
EM central banks started before the Fed. They're in a strong position with room to cut. When the Fed pivots to
adovish stance, they'll get the green light and it will provide a lot of space for EM central banks to cut rates. It
will start to usher in some dollar weakness. That's when EM local currency returns can be quite strong.
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Conclusion

As we've discussed, local currency debt goes through typical business cycles. It's gone through four of them
over the last 20 years, and right now we're approaching one of the stages of the cycles where returns can be
quite favorable in emerging market local currency debt. Investors may want to keep their eyes open for
these opportunities.

We've been talking about countries with different funding needs, revenue sources and business
cycles all tied to the Fed. How important is fundamental homework and security selection?

I've generalized some of what we’ve talked about. It’s not true of every country in EM. Country selectionisa
key component to investing in emerging market debt. It’s extremely important to be aware of countries with
fragile sovereign risk profiles. Those countries could cut rates too. But if they have a sovereign debt problem,
that rate cutting will be put on hold and may go the other way. We've seen that many times. You have to be
wary of countries that are vulnerable. At the same time, you also need to use good country selection to find the
spots in the asset class that have the most upside.

We're not overweight duration everywhere in the asset class. There are spots of great opportunity which we
think will dominate the index. But there are also areas, like much of Asia, that lack opportunities for rate cutting
cycles, and we're very cautious there.
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