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Emerging Markets Debt versus U.S. Domestic High Yield Debt:
What is the Bigger Risk?

Chart 1 shows the yield of the Merrill High Yield
Master 2 Index (Merrill Index) and the yield of the
J.P. Morgan Emerging Market Bond Plus Index
(EMBI+).

As we note on this chart with a circle, last week was
the first time the yield of the Merrill Index exceeded
the yield of the EMBI+ Index. On Friday, September
15, the EMBI+ Index was again yielding more than
the Merrill Index, but by only 32 basis points (12.24%
to 12.56%).

This is a dramatic change of events for these
indices. Between December 31, 1996 and
September 15, 2000, the EMBI+ Index averaged a
yield 4.07% higher than the Merrill Index. On
September 10, 1998, the EMBI+ index yield was
11.21% more than the Merrill Index (21.68% versus
10.47%).

Chart 2 shows the relative performance of the
EMBI+ Index and the Merrill Index. A rising line
means that EMBI+ index is outperforming the Merrill
Index. Thanks to the dramatic narrowing of spreads
via the EMBI+ yield falling as the Merrill Index yield
was rising, the EMBI+ index has vastly outperformed
the Merrill Index over the past two years.

Which is Riskier?

Since these two vyields are converging, the
marketplace seems to view the risk of domestic high
yield debt as equivalent to, or greater than, the risk
of emerging market debt. Why does the market view
both these markets as having the same risk?

We believe all U.S. domestic debt markets have
been pricing in ever increasing amounts of "systemic
risk." This risk centers on the fear that the U.S.
stock market is grossly overvalued and, via the
wealth effect, could sink the entire U.S. economy.
Emerging market debt is largely immune from this
risk (as most of it is Government debt), therefore,
spreads have been narrowing against U.S. domestic
market debt.

Many might view as absurd the assessment by the
market place that emerging market debt has the
same degree of risk as high-yield debt. We would
not disagree. However, the normal relationship,
where emerging market debt yields hundreds of
basis points more than high yield debt, may not
return anytime soon. We believe such an
occurrence will happen only when the fear of the
stock market sinking the economy dissipates.
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Chart 1
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Is U.S. Domestic High Yield Debt a Bigger Risk than Emerging Market Debt?
For the First Time Ever, Emerging Market Yields Less than U.S. Domestic High Yield
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Chart 2
Relative Performance of Emerging Market Debt
to U.S. Domestic High Yield Debt
57% } Yttt +——+—— ——) ——) ——) ——) 4 57%
53% + =+ 53%
49% + T 49%
45% =+ + 45%
41% + + 41%
37% R =+ 37%
33% + =+ 33%
2004 == A rising line means emerging markets (J.P. Morgan EMBI+ Index) is out-performing U.S. domestic high + 29%
yield (Merrill High Yield Master 2 Index) on a total return basis

25% t -ttt 25%

< < n n n [(=] [(=] © ~ ~ ~ @ @ [eo) (2] D (2] o o

[«2] (=2 (=2 (=2 (=2 [« [« (=2 [<2] (o2} (<2} [« [« [« (<2} o (<2} o o

3 S 3 3 S 3 3 S 3 3 IS] 3 3 IS] 3 3 S 3 3

@ @ @ @ @ @ Q Q @ Q Q @ Q Q Q @ Q Q Q

wn [} — n [} — wn [} — n [<2) — wn [<2) — wn [} - wn

Information contained herein is from sources we believe to be reliable but we cannot guarantee its accuracy or completeness. Due to volatile market action, the opinions may change at any time without
notice. This is not a solicitation to buy or sell. We, or anyone associated with us may from time to time purchase or scll any of the above mentioned or related securities.
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