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Diversifying traditional 60/40
portfolios: Emerging market debt

Traditional 60/40 portfolios are no longer delivering the returns investors were used to
over the last decade. Rising interest rates have created long-term opportunities for
investors to deploy public and private credit in 60/40 portfolios. In this blog we cover
the opportunities that currently exist in emerging market (EM) debt.

As we engage investors globally, but particularly in Asia, portfolio income remains
paramount. However, as the topic of this conversation series implies, our focus is also
to integrate diversified sources of income into a portfolio to augment an investor’s
core outcomes. Through our robust capital markets assumptions research, we analyze
more than 50 fixed income asset classes, across the credit, duration, and geographic
spectrum. One asset class that we think has become an integral portfolio building
block is emerging market debt. This asset class is unique in its market structure and
issuer base as compared to other fixed income asset classes, and we believe it is
essential to understand how this impacts the way we make allocation decisions.

Continued uncertainty around global monetary policy and the future path of inflation
have forced investors to consider additional levers previously not thought of during
the period post-2011 until the onset of the Covid-19 pandemic where tepid inflation
and stable growth were the norm. We often engage investors on the topic of emerging
market debt, but the complications of the asset class can sometimes lead to conflation
of key matters around expected risk and return.

In unpacking the emerging market debt asset class it's important to consider that it
stretches across both investment and non-investment grade spectrum, hard and local
currency issuances, and multiple geographies including Asia, Eastern Europe, Middle
East, Latin America, and Africa. There are even different security types, such as
traditional coupon-bearing bonds, and sukuks, which technically qualify as asset
ownership to meet the needs of Shariah-compliant investors. We think it is essential for
investors to understand this highly nuanced market, and most importantly how each
subcomponent impacts the return, risk, and income potential of investment portfolios.

In the past we have thought about asset classes by utilizing the Invesco Vision
portfolio analytics tool, which we'll continue to do for the purposes of this discussion.
In our analysis, we look at both hard (i.e., US dollar) and local-currency denominated
building blocks and consider the impacts on a traditional “60/40" portfolio.

Figure 1 - Factor analysis - 60/40 Portfolio
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Source: Invesco Vision, data as of 28 February 2023. Return estimates are based on the Q12023 Long-Term Capital

Market Assumptions. These estimates are forward-looking, are not guarantees, and they involve risks, uncertainties,
and assumptions.
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Portfolio 1 Portfolio 2

Composition 70% Global Equities 5% Global Bonds + 25% Global High Yield
+30% Global Core Fixed Income +5% Hard Currency EM Debt
+5% Local Currency EM Debt
Return (%) 6.6 6.8
Absolute Risk (%) 12.3 1.8

Source: Invesco Vision, data as of 28 February 2023. For illustrative purposes only. There can be no assurance that any
estimated returns or projections can be realized.

You will notice that the above analysis incorporated US dollar and local currency-
denominated emerging markets debt at an equal level, for the illustrative purposes of
the analysis. We also funded the investment equally both from equity and fixed income.
In practice, we could typically employ an allocation driven by the client’s targeted
investment outcomes, our long-term capital market assumptions, and tactical asset
allocation views. However, looking at the analysis makes clear that employing emerging
market debt, even at a 10% level, both reduces risk and increases expected return of the
original “60/40" portfolio.

What are the fundamental return and risk differences between hard and local
currency EM debt?

Given local currency EM debt has exposure to several underlying currencies, which are
often riskier than hard currencies such as US dollar, this does add incremental risk
versus hard currency debt. In terms of how much, we discuss below with outputs from
Vision.

Local currency debt Hard currency (USD) debt

CMA Return (%) 7.2 6.2
CMA Risk (%) 9.5 5.1

Source: Invesco Vision, data as of 28 February 2023. For illustrative purposes only. There can be no assurance that any
estimated returns or projections can be realized.

While it might be tempting to focus on hard currency EM debt simply due to the risk-
reward balance, we view local currency EM debt as a key building block, as its
diversification potential and equity-like return expectation (global equity expected
return is also 7.2%), allow an investor to use both local and hard currency exposure to
fund the allocation from equity and fixed income, as mentioned above, and improve
both risk and return in the process. Overall, we see both as important tools in helping
clients achieve core objectives.

What about inflation?

Further elaborating the need for both options, we considered how each behave in an
inflationary environment, versus global bonds.
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Figure 2: PnL of EM local and hard currency debt in an inflationary environment
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Source: Invesco Vision, data as of 28 February 2023. For illustrative purposes only. There can be no assurance that
any estimated returns or projections can be realized.

While both local and hard currency EM debt have improved inflation mitigation
properties as compared to the benchmark (i.e., global core bonds), the local currency
building block intuitively reacts much more favorably to a U.S. Consumer Price Index
shock than the hard currency version. So, while hard currency EM debt does have lower
volatility, there are specific regimes where owning local currency EM debt provide
substantial benefits, in addition to overall higher expected returns.

In sum, we believe that continuing to expand the investment opportunity set will benefit
investors in a more challenging environment. This includes emerging market debt and
its multiple subcategories, which can improve the portfolio across multiple dimensions -
return, risk, and income. However, it's important to consider the nuances of this asset
class and how it can be a multi-faceted precision tool to achieve investment objectives if
deployed efficiently. Given the geographic and issuer level divergence across the space,
it's also worth considering actively managed solutions, which allow for managers to
make both market and security-level decisions to avoid unintended risks and harvest
unique opportunities. It's also worth considering additional custom approaches, as Asian
investors often have more EM debt exposure than their U.S. or European counterparts,
but typically concentrated in their local or regional market. This necessitates an
approach that diversifies local and regional exposure and doesn’t create unintended
concentration.
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Investmentrisks

The value of investments and any income will fluctuate (this may partly be the result
of exchange rate fluctuations) and investors may not get back the full amount
invested.

When investing in less developed countries, you should be prepared to accept
significantly large fluctuations in value.

Important information

This document is for Professional Clients only in Dubai, Jersey, Guernsey, the Isle of
Man, Continental Europe (as defined below) and the UK; for Institutional Investors only
in the United States, for Sophisticated or Professional Investors in Australia; in New
Zealand for wholesale investors (as defined in the Financial Markets Conduct Act); for
Professional Investors in Hong Kong; for Qualified Institutional Investors in Japan; in
Taiwan for Qualified Institutions/Sophisticated Investors; in Singapore for
Institutional/Accredited Investors; for Qualified Institutional Investors and/or certain
specific institutional investors in Thailand; for certain specific sovereign wealth funds
and/or Qualified Domestic Institutional Investors approved by local regulators only in
the People’s Republic of China; for certain specific institutional investors in Malaysia
upon request; for certain specific institutional investors in Brunei; for Qualified
Professional Investors in Korea; for certain specific institutional investors in
Indonesia; for qualified buyers in Philippines for informational purposes only; in
Canada, this document is restricted to i) accredited investors and ii) permitted clients
as defined under National Instrument 45-106 and 31-103 respectively. It is not
intended for and should not be distributed to or relied upon by the public or retail
investors. Please do not redistribute this document.

The publication is marketing material and is not intended as a recommendation to invest
in any particular asset class, security, or strategy. Regulatory requirements that require
impartiality of investment/investment strategy recommendations are therefore not
applicable nor are any prohibitions to trade before publication. The information
provided is for illustrative purposes only, it should not be relied upon as
recommendations to buy or sell securities.

By accepting this document, you consent to communicate with us in English, unless you
inform us otherwise.

For the distribution of this document, Continental Europe is defined as Austria, Belgium,
Denmark, Finland, France, Germany, Greece, ltaly, Ireland, Luxembourg, Netherlands,
Norway, Portugal, Spain, Sweden, and Switzerland.

All articles in this publication are written, unless otherwise stated, by Invesco
professionals. The opinions expressed are those of the author or Invesco, are based
upon current market conditions and are subject to change without notice. This
publication does not form part of any prospectus. This publication contains general
information only and does not take into account individual objectives, taxation position
or financial needs. Nor does this constitute a recommendation of the suitability of any
investment strategy for a particular investor.

Neither Invesco Ltd. nor any of its member companies guarantee the return of capital,
distribution of income or the performance of any fund or strategy. Past performance is
not a guide to future returns.

This publication is not an invitation to subscribe for shares in a fund nor is it to be
construed as an offer to buy or sell any financial instruments. As with all investments,
there are associated inherent risks. This publication is by way of information only. This
document has been prepared only for those persons to whom Invesco has provided it. It
should not be relied upon by anyone else and you may only reproduce, circulate and
use this document (or any part of it) with the consent of Invesco. Asset management
services are provided by Invesco in accordance with appropriate local legislation and
regulations.

Certain products mentioned are available via other affiliated entities. Not all products
are available in all jurisdictions.

These materials may contain statements that are not purely historical in nature but are
“forward-looking statements.” These include, among other things, projections, forecasts,
estimates of income, yield or return, future performance targets, sample or pro forma
portfolio structures or portfolio composition, scenario analysis, specific investment
strategies and proposed or pro forma levels of diversification or sector investment.
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These forward-looking statements can be identified by the use of forward looking
terminology such as “may,” “will,” “should,” “expect,” “anticipate,” “project,” “estimate,”
“intend,” “continue,” “target,” “believe,” the negatives thereof, other variations thereon
or comparable terminology. Forward looking statements are based upon certain
assumptions, some of which are described herein. Actual events are difficult to predict,
are beyond the Issuer’s control, and may substantially differ from those assumed. All
forward-looking statements included herein are based on information available on the
date hereof and Invesco assumes no duty to update any forward-looking statement.

- in Hong Kong by Invesco Hong Kong Limited S IE{ & E A BE/N W], 45/F, Jardine House,
1 Connaught Place, Central, Hong Kong. This document has not been reviewed by the
Securities and Futures Commission.

- in Singapore by Invesco Asset Management Singapore Ltd, 9 Raffles Place, #18-01
Republic Plaza, Singapore 048619.

- in Taiwan by Invesco Taiwan Limited, 22F, No.1, Songzhi Road, Taipei 11047, Taiwan
(0800-045-066). Invesco Taiwan Limited is operated and managed independently.

- in Japan by Invesco Asset Management (Japan) Limited, Roppongi Hills Mori Tower 14F,
6-10-1 Roppongi, Minato-ku, Tokyo 106-6114; Registration Number: The Director-General
of Kanto Local Finance Bureau (Kin-sho) 306; Member of the Investment Trusts
Association, Japan and the Japan Investment Advisers Association.

- in Australia by Invesco Australia Limited (ABN 48 001693 232), Level 26, 333 Collins
Street, Melbourne, Victoria, 3000, Australia which holds an Australian Financial Services
Licence number 239916.

This document has been prepared only for those persons to whom Invesco has provided
it. It should not be relied upon by anyone else. Information contained in this document
may not have been prepared or tailored for an Australian audience and does not
constitute an offer of a financial product in Australia. You may only reproduce, circulate
and use this document (or any part of it) with the consent of Invesco.

The information in this document has been prepared without taking into account
any investor’s investment objectives, financial situation or particular needs. Before
acting on the information the investor should consider its appropriateness having
regard to their investment objectives, financial situation and needs.

You should note that this information:

-may contain references to dollar amounts which are not Australian dollars;

-may contain financial information which is not prepared in accordance with Australian
law or practices;

-may not address risks associated with investment in foreign currency denominated
investments; and

-does not address Australian tax issues.

-in New Zealand by Invesco Australia Limited (ABN 48 001693 232), Level 26, 333
Collins Street, Melbourne, Victoria, 3000, Australia which holds an Australian Financial
Services Licence number 239916.

This document is issued only to wholesale investors (as defined in the Financial Markets
Conduct Act) in New Zealand to whom disclosure is not required under Part 3 of the
Financial Markets Conduct Act. This document has been prepared only for those persons
to whom it has been provided by Invesco.

It should not be relied upon by anyone else and must not be distributed to members of
the publicin New Zealand. Information contained in this document may not have been
prepared or tailored for a New Zealand audience. You may only reproduce, circulate and
use this document (or any part of it) with the consent of Invesco. This document does not
constitute and should not be construed as an offer of, invitation or proposal to make an
offer for, recommendation to apply for, an opinion or guidance on Interests to members
of the public in New Zealand. Applications or any requests for information from persons
who are members of the public in New Zealand will not be accepted.
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- in the United States by Invesco Advisers, Inc., 1331 Spring Street NW, Suite 2500,
Atlanta, GA 30309.

- in Canada by Invesco Canada Ltd. 120 Bloor Street East, Suite 700, Toronto, Ontario
M4W 1B7.

- in Austriaand Germany by Invesco Asset Management Deutschland GmbH, An der
Welle 5, 60322 Frankfurt am Main, Germany.

- in Belgium, Denmark, Finland, France, Greece, Italy, Ireland, Luxembourg,
Netherlands, Norway, Portugal, Spain and Sweden by Invesco Management S.A.,
President Building, 37A Avenue JF Kennedy, L-1855 Luxembourg, regulated by the
Commission de Surveillance du Secteur Financier, Luxembourg.

- in Dubai by Invesco Asset Management Limited, Index Tower Level 6 - Unit 616, P.O.
Box 506599, Al Mustagbal Street, DIFC, Dubai, United Arab Emirates. Regulated by the
Dubai Financial Services Authority.

- in the Isle of Man, Jersey, Guernsey and the UK by Invesco Asset Management Limited,
Perpetual Park, Perpetual Park Drive, Henley-on-Thames, Oxfordshire, RG9 1HH, United
Kingdom. Authorised and regulated by the Financial Conduct Authority.

- in Switzerland by Invesco Asset Management (Schweiz) AG, Talacker 34, 8001 Zurich,
Switzerland.
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