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ML August Fixed Income Strategy

> At least 31 Chinese construction companies and property companies
including SOEs’ bonds are trading at defaults levels. Additional
problems in emerging markets universe debt is with Ethiopia, Sri
Lanka, Tunisia and Lebanon in distress. At this point it looks like
there is quite a bit of problems in the emerging markets debt universe
to spill over into wider GEM Eurobond universe despite US and
Europe overall favourable rates. Some of these countries are likely
expect to see currency weakness and imported inflation spikes in a
year when inflation is already a problem, exacerbating their economic
problems.

> If there is any signs of future GEM debt problems they can be only
drawn from emerging markets equity performance which is in red YTD
with MSCI GEM index down 1.04% YTD ( on Aug 1). Usualy debt
performance is a leading indicator for equities, however sometimes it
is vice versa and perhaps this year it is equities which act as leading
indicator for debt.

» Chinese yield expansion
China onshore debt problems worsened. August started with at least 31
Eurobonds of Chinese large developers and construction companies
trading above 10% yield. The value traded at default levels corresponds to
roughly 2% of emerging market investor's holdings in GEM corporate
Eurobonds sector. Consensus view is that yes, defaults will increase but
nobody expects any major negative impact on China dollar corporate debt,
mostly because everyone expects government to step in and help the
market. The events unfolding are contradictory; on one hand everyone
expects defaults to increase on the other hand everyone expects bailouts
of troubled borrowers in China implying that select defaults will be allowed
by the government which is negative in any case.

China Sovereign and corporate yield simple average Midlincoln China
Eurobond index

China Average Sovereign+Corporate USD Bond “eild

2
2014-09-17 2015-08-11 20151231 20M6-03-13 2017-04-24 2018-01-30 2020-03-10

Ovanes Oganisian +79651095688 Midlincoln Investment Research www.midlincoln.com




Country Average Sovereign+Corporate
USD/Euro Yields Ordered by Current YTM Source: Midlincoln
Country Yield Yield

e > Additional distressed situation in the GEM dollar debt universe is with

19.57 -0.4 Tunisia, Ethiopia, Argentina and Sri Lanka. While the latter 2 have been in
15.03 0.13 distressed state for a while Ethiopia and Tunisia are cases which became
11.23 3.16 distressed since the beginning of this year. A combination of Covid
10.76 1.24 problems and political problems or sole political problems is reason for
9.71 0.54 deterioration of credit risk.
o o > 5 countries in the emerging market universe are trading at above 10%
average yield including Lebanon which was in restructuring sine last year.
» Neither corporate nor sovereign USD Yield GEM indexes show any
significant yield expansion. These indexes show that both measures did
consolidate at the bottom at around 3.7% levels. But this also implies that
there is only up from here for yields to develop
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» US Treasuries remain depressed
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» And overall developed market yields show no signs of any life
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