Perspectives

Emerging From the Depths

AN OVERVIEW OF THE EMERGING MARKET DEBT OPPORTUNITY SET

Emerging market debt (EMD) has earned a checkered
reputation at best from institutional investors. The asset class
is large, complex, and comes with unique risks that can lead to
“throwing the baby out with the bath water” when things go
wrong. 2022 was a challenging year for investors across asset
classes, and emerging markets headlines ranging from the
meltdown in Chinese property developers to Russia’s invasion
of Ukraine only complicated the investment case for EMD. That
said, historically the asset class has tended to rebound strongly
from drawdown events, and that has so far been the case this
year. This newsletter revisits the dynamics of emerging markets
debt, reviews 2022 performance, and discusses the investment
opportunity from here.

BACKGROUND
The investable EMD universe consists of three main segments:

= Hard currency (also referred to as external currency) sovereign and quasi-
sovereign bonds issued by governments or government-owned corporations
denominated in U.S. dollars or euros;

= Local currency sovereign bonds issued in a country’s local currency;

= Corporate bonds issued by companies within their respective countries and
denominated in U.S. dollars or euros.
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The three primary benchmarks that track these segments are all maintained by J.P. Morgan:

= J.P. Morgan EMBI Global Diversified (JPM EMBI-GD), which consists of hard currency sovereign and
quasi-sovereign bonds;

= J.P. Morgan GBI-EM Broad Diversified (JPM GBI-EM BD) tracks local currency sovereign bonds;
= J.P. Morgan CEMBI Broad Diversified (CEMBI BD), which consists of emerging market corporate bonds.

J.P. MORGAN J.P. MORGAN J.P. MORGAN
EMBI Global Diversified GBI-EM Broad Diversified CEMBI Broad Diversified
JPM EMBI-GD JPM GBI-EM BD CEMBI BD

COMPOSITION Hard.currenc'y sovereign and  Local currency sovereign Emerging market corporate
quasi-sovereign bonds bonds bonds

Emerging market debt is often mistakenly grouped together as one large asset class with a single risk/return
profile. While country risk is the same across these different investments — country-specific factors are a key
driver in asset performance — opportunities and risks vary meaningfully between hard and local currency
EMD. Hard currency bonds are a form of credit and as such carry credit risk. This is especially true for
corporate bonds. In these assets, investors are exposed to U.S. duration and credit spreads, with the bonds
typically very sensitive to movements in U.S. Treasury rates. Hard currency sovereign credit is also sensitive
to movements in commodity prices, with many issuers representing commodity-dependent economies.
Corporate bonds are more idiosyncratic and subject to company-specific risks. Local currency bonds are not
a credit product and will be most sensitive to the country’s local interest rates and currency, which typically
leads to higher volatility. However, local currency bonds are the most liquid of the three sectors, as many
countries have large local markets.

PERFORMANCE

2022 was extremely challenging for fixed income, EMD included (Exhibit 1). Aggressive interest rate hikes
by central banks around the globe, along with Russia’s invasion of Ukraine and a property meltdown and
strict zero-COVID policies in China, dragged markets lower. Within the group, hard currency EMD was
the worst performer, with the segment particularly sensitive to the aggressive move in U.S. Treasury rates.
Corporates held up slightly better given the more idiosyncratic nature of the asset class. While corporates
are also sensitive to U.S. rate moves, EMD corporate balance sheets have remained relatively resilient. Local
currency EMD was a relative outperformer in 2022, as it is less sensitive to movements in U.S. rates, though
the segment has underperformed over the longer term, with the primary headwind being a consistently
strong U.S. dollar versus local emerging market currencies.

Exhibit 1: 2022 was the worst calendar year for EMD in the last decade
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Flows also worked against the asset class last year (Exhibit 2). In a trend experienced across fixed income,
emerging market debt saw a record-breaking level of outflows during 2022. Over the past decade-plus of
low interest rates in developed markets, EMD has generally benefited from positive inflows as it was one of
the few areas where investors could find attractive yields.

Exhibit 2: Fund outflows from EMD funds in 2022 far exceeded high yield and bank loan fund outflows
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While 2022 was a huge outlier year for the investment grade market, EMD is more prone to seeing this
magnitude of drawdown (Exhibit 3), particularly in the local currency space as emerging market interest rates
and currencies are typically more volatile than developed markets. While EMD does tend to bounce back
strongly (Exhibit 4, next page), long-term performance has been impacted by these drawdown events, with
risk-adjusted returns generally not keeping pace with U.S. high yield or leveraged loans (Exhibit 5).

Exhibit 3: Larger drawdowns are common in EMD, especially in local currency securities
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Exhibit 4: Hard currency has shown strong go-forward returns following a market bottom

Time to Recovery  Return 1 Year Post

Drawdown Period Drawdown (Months) Market Bottom
May 2008 — Oct 2008 -21.8% 8 41.6%
Apr 2013 - Aug 2013 -10.2% 9 14.6%
Feb 2020 — Mar 2020 -21.0% 8 16.0%
Aug 2021 - Sep 2022 -25.6% TBD 12.5%*

Source: eVestment, J.P. Morgan as of June 30, 2023; *partial year return, October 2022 — June 2023

Exhibit 5: Long term, EMD has trailed high yield and leveraged loans with more volatility

1 Year 3 Year 5 Year 10 Year
Index RETURN STD DEV RETURN STD DEV RETURN STD DEV RETURN STD DEV
JPM EMBI Global 74%  11.6% -31% 10.3%  0.6% 11.2% 2.8%  8.8%
Diversified
JPM GBI-EM Broad 109% 107% -03%  97% 13% 104% 05%  99%
Diversified
JPM CEMBI Broad 57%  82% -05%  67% 24%  82% 3.6%  6.3%
Diversified
Bloomberg US Aggregate -0.9% 89% -4.0% 6.2%  0.8% 55% 1.5% 4.3%

ICE BofAML US High Yield 8.9% 97%  3.2% 8.5% 3.2% 94%  4.3% 7.5%
CS Leveraged Loan 10.1% 4.4%  6.2% 39%  4.0% 7.3% 4.1% 5.4%

Source: eVestment as of June 30, 2023

OPPORTUNITIES ON THE HORIZON?

While 2022 was a historically challenging year for investors, 2023 is off to a strong start, EMD included (Exhibit
6). Since the market bottomed in September of last year, hard currency EMD has returned 12.5%," recovering

half the ground lost during the Exhibit 6: EMD continued to rebound off lows in the first half of 2023
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These local economies now nearing or at the end of their hiking cycles has been a tailwind for the assets as
it has driven local yields lower. Additionally, local currency has benefitted from a weakening U.S. dollar since
late 2022. While hard currency-denominated EMD has trailed U.S. high yield and leveraged loans, EMD is
generally a higher-quality asset class and the relative underperformance is to be expected in a lower-quality
rally.

As we look toward the end of the year and beyond, many of the factors contributing to the market’s resurgence
may continue to serve as tailwinds for the asset class. EMD yields near long-term highs, emerging market
central banks generally ahead of developed market central banks in their policy cycles, and relatively strong
projected emerging economy growth may all help EMD sustain its rally.

As noted, emerging market debt was a popular allocation during the era of ultra-low interest rates across
developed markets. Now, despite yields in other fixed income markets increasing, emerging markets still
offer investors attractive all-in yield levels. While yields have corrected some from late-2022 highs, hard
currency and EMD corporate yields remain well above long-term averages (Exhibit 7). Local currency yields
have fallen, supporting returns as noted, though are still trading slightly above long-term averages, providing
continued opportunity in the space. This creates strong income potential for investors and provides a yield
cushion should the global economy slow more than expected. Historically, similarly elevated yields have
preceded compelling go-forward returns.

Exhibit 7: EMD yields have come off recent highs but remain compelling on a go-forward basis
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Source: J.P. Morgan as of June 30, 2023

As discussed previously, a primary driver of favorable EMD returns year-to-date — particularly in local
currency — has been proactive emerging market central banks ahead of the curve in monetary tightening.
Typically, emerging market central bank policy is more reactive and tends to lag developed markets.
However, in this latest round of tightening, emerging market central banks began increasing interest rates
back in 2021 in response to elevated inflation. EM central banks have likely reached, or nearly reached, peak
policy rates, and some countries are getting ready to lower interest rates as inflation has moderated. Due to
these aggressive earlier increases, higher starting yields provide a higher level of income and a yield cushion
should the global macroeconomic picture worsen.

Lastly, stronger economic growth in emerging markets could continue to support EMD. Historically,
emerging markets have grown GDP at a higher rate than developed markets. Based on projections, this
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dynamic is expected to continue. While a modest growth slowdown is anticipated across both developed
and emerging markets, emerging market growth is expected to outpace developed market growth by the
largest margin in nearly a decade (Exhibit 8). All else being equal, growth should attract flows, creating
another tailwind for the asset class.

Exhibit 8: Stronger growth in emerging markets is expected to continue
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CONCLUSION

Emerging market debt is a large, complex asset class with a mixed track record. While 2022 was a challenging
year, there are opportunities present that have already led to better performance in 2023 and may continue
to drive the asset class higher from here. Investing in EMD comes with unique risks, but allocating to the
right areas, and right managers, could be additive to fixed income portfolios. ®
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CONFIDENTIALITY NOTICE: This communication, including attachments, is for the exclusive use of the addressee and
contains proprietary, confidential and/or privileged information; any use, copying, disclosure, dissemination or distribution
is strictly prohibited. Marquette Associates, Inc. retains all proprietary rights they may have in the information.

Marquette Associates, Inc. (“Marquette”) has prepared this document for the exclusive use by the client or third party
for which it was prepared. The information herein was obtained from various sources, including but not limited to third
party investment managers, the client’s custodian(s) accounting statements, commercially available databases, and other
economic and financial market data sources.

The sources of information used in this document are believed to be reliable. Marquette has not independently verified all
of the information in this document and its accuracy cannot be guaranteed. Marquette accepts no liability for any direct
or consequential losses arising from its use. The information provided herein is as of the date appearing in this material
only and is subject to change without prior notice. Thus, all such information is subject to independent verification and
we urge clients to compare the information set forth in this statement with the statements you receive directly from the
custodian in order to ensure accuracy of all account information. Past performance does not guarantee future results and
investing involves risk of loss. No graph, chart, or formula can, in and of itself, be used to determine which securities or
investments to buy or sell.

Forward-looking statements, including without limitation any statement or prediction about a future event contained
in this presentation, are based on a variety of estimates and assumptions by Marquette, including, but not limited to,
estimates of future operating results, the value of assets, and market conditions. These estimates and assumptions,
including the risk assessments and projections referenced, are inherently uncertain and are subject to numerous business,
industry, market, regulatory, geopolitical, competitive, and financial risks that are outside of Marquette’s control. There
can be no assurance that the assumptions made in connection with any forward looking statement will prove accurate,
and actual results may differ materially.

The inclusion of any forward-looking statement herein should not be regarded as an indication that Marquette considers
forward-looking statements to be a reliable prediction of future events. The views contained herein are those of Marquette
and should not be taken as financial advice or a recommendation to buy or sell any security. Any forecasts, figures,
opinions or investment techniques and strategies described are intended for informational purposes only. They are based
on certain assumptions and current market conditions, and although accurate at the time of writing, are subject to change
without prior notice. Opinions, estimates, projections, and comments on financial market trends constitute our judgment
and are subject to change without notice. Marquette expressly disclaims all liability in respect to actions taken based on
any or all of the information included or referenced in this document. The information is being provided based on the
understanding that each recipient has sufficient knowledge and experience to evaluate the merits and risks of investing.

This presentation does not constitute an offer to sell, or a solicitation of an offer to buy, any interest in any investment
vehicle, and should not be relied on as such. Targets, ranges, and expectations set forth in this presentation are
approximations; actual results may differ. The information and opinions expressed herein are as of the date appearing
in this material only, are subject to change without prior notice, and do not contain material information regarding the
Marquette Model Portfolio, including specific information relating to portfolio investments and related important risk
disclosures. The descriptions herein of Marquette’s investment objectives or criteria, the characteristics of its investments,
investment process, or investment strategies and styles may not be fully indicative of any present or future investments,
are not intended to reflect performance and may be changed in the discretion of Marquette. While the data contained
herein has been prepared from information that Marquette believes to be reliable, Marquette does not warrant the
accuracy or completeness of such information. Client account holdings may differ significantly from the securities in the
indices and the volatility of the index may be materially different from client account performance. You cannot invest
directly in an index.

About Marquette Associates

Marquette was founded in 1986 with the sole objective of providing investment consulting at the highest
caliber of service. Our expertise is grounded in our commitment to client service — our team aims to be a
trusted partner and as fiduciaries, our clients’ interests and objectives are at the center of everything we do.
Our approach brings together the real-world experience of our people and our dedication to creativity and
critical thinking in order to empower our clients to meet their goals. Marquette is an independent investment
adviser registered under the Investment Advisers Act of 1940, as amended. Registration does not imply a
certain level of skill or training. More information about Marquette including our investment strategies, fees
and objectives can be found in our ADV Part 2, which is available upon request and on our website. For more
information, please visit www.MarquetteAssociates.com.
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