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Emerging markets continue to garner headlines as investors
increasingly recognize the potential long-term growth trends of
the asset class. Additionally, as many of these markets continue
to develop, they often represent very different structures and
opportunities compared to developed markets. We believe the
strengthening and differentiated fundamentals of emerging debt
markets create opportunities for investors in both hard and local
currency markets; this evolution represents a long-term secular

development as opposed to a short-term tactical opportunity.

Emerging Markets Debt Has a
Discernable Profile

Exhibit 1 is a risk-return chart since 2001, outlining both hard cur-
rency emerging markets debt and local currency emerging markets
debt. Hard currency debt is defined as emerging markets debt
issued in USD, whereas local currency debt is emerging markets
debt issued in the currency of the country that it is domiciled. In
hard currency emerging markets debt, which is shown in the green
square, the historic returns are nearly 12% on an annualized basis
compared to a volatility of just under 10% resulting in an attractive
return-risk ratio of over one. In the local currency space, historic
returns have been approximately 13% compared to a volatility of
just under 12%, thus providing a similar return-risk ratio to hard
currency. These ratios are impressive in both absolute terms and
also in relative terms compared to many of the other asset classes
shown in the chart. It should be noted, however, that these are
backward-looking numbers, and it is important for investors to
consider current valuations when projecting the attractiveness of

the asset class going forward.

Exhibit 1
Emerging Markets Debt Has a
Discernable Profile
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Time period represents the longest shared history of all the asset classes (the Local
Debt EMD benchmark, JPM EMBI Global Diversified, launched in January 2002.)

Past performance is not a reliable indicator of future results.

Source: Lazard, Bloomberg

Emerging Markets Debt is a Growing Part of the
Global Bond Market

Exhibit 2 shows emerging markets debt as a part of the entire
global market capitalization. Emerging Market debt represents
approximately 20% of the entire market capitalization for debt.
"T'his is typically a number that surprises many given that it is one-
fifth of the entire asset class. When we talk to emerging markets

debt investors, they typically have 0-2% allocated to emerging
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markets debt in the United States and as high as 4-6% allocated to

emerging markets debt internationally. As such, most investors are

underinvested in emerging markets debt.

Emerging markets debt is separated between hard currency and
local currency as mentioned previously. Exhibit 3 focuses on hard
currency, denominated in USD. Hard currency debt is segmented
into both sovereign debt, which is issued by countries, and corpo-
rate debt, which is issued by emerging markets companies. Since
2005, emerging markets companies have issued more debt than
their respective sovereigns and this ratio is now about two and a
half to one going into 2011. This makes sense given that emerg-
ing markets sovereigns have generally had balanced budgets or
slight deficits since the mid-part of the last decade. As such, they
have not felt the need to issue in dollars, and this has opened up
the space for the companies within their countries to issue debt

in order to fill investor needs. Exhibit 4 demonstrates the differ-
ence between the growth in emerging markets local currency debt
and emerging markets external debt. The green line shows the
growth in locally denominated debt, and this has grown approxi-
mately seven-fold over the last nine years, while hard currency had
doubled.

Exhibit 2
EM Debt is a Growing Part of the Global
Bond Market

Total Global Bond Market Capitalization 2010

U.S. Aggregate and High Yield $13.4 trillion
Global (ex-U.S.) Aggregate $19.5 trillion
Emerging Market Local Bonds $6.9 trillion
Emerging Market Hard Currency Bonds $1.5 trillion

Exhibit 3
Hard Currency Issuance
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Exhibit 4
Hard and Local Currency Index Market Values
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Defining Hard Currency &
Local Currency Indices

Investors typically use the J.P. Morgan indices for emerging
markets debt for both hard and local currencies. On the left hand
side of Exhibit 5 is the J.P. Morgan EMBI Global Diversified
Index representing hard currency debt, and with a duration of
approximately seven years, it is a relatively long duration index.
"T'he yield of that index as of the end of 2010 was about 6%; it is
now about 6.25%. The index itself is made up of sovereign bonds
and quasi-sovereign bonds. Quasi-sovereign bonds are companies
within these emerging markets countries that are more than 50%
owned by that country. There are no corporate bonds in the index;
this is a disadvantage of merely following index products. In order
to access the entire opportunity set, active management allows a
manager to follow the value across the asset class. The J.P. Morgan
GBI-EM Global Diversified Index represents local currency debrt,
and the duration of this index is much lower at four and a half
years. We expect the duration of local currency debt to continue
to increase over time, especially as issuance increases in this seg-
ment. The yield of this index is higher than the hard currency
index. The entire index is made up of sovereign bonds. Again we
expect a growth in local currency bonds to be in both local sover-
eign, quasi- sovereign, and corporate bonds going forward, which is
another reason that we argue managers should be able to invest in

the entire opportunity set within emerging markets debt.



Exhibit 5
Defining Hard Currency &
Local Currency Indices

Hard Currency

Local Currency

Denomination usD EM currencies
Duration (years) 7.0 4.5
Yield (%) 6 6.3
# of countries 41 15
% Sovereign 81 100
% Quasi-Sovereign 19 0
% Corporate 0 0
Annualized return* (%) 1.2 141
Annualized standard deviation* (%) 9.5 1.6
Worst monthly loss* (%) -16 -14.1
Sharpe Ratio* 0.9 1

As of 31 December 2010

Hard Currency = JPM EMBI Global Diversified; Local Currency = JPM GBI-EM

Global Diversified.

The return and risk characteristics presented for Hard Currency and Local Currency

represent the period between January 2003 to September 2010.
Source: Lazard, ].P. Morgan

Shown for illustrative purposes only, not a product managed by Lazard.

Past performance is not a reliable indicator of future results.

Exhibit 7
Broad and Diverse Universe

Hard Currency Universe (70+ Countries)

Breadth and Depth of Local Markets Expanding

Local markets are expanding in both breadth and depth as seen

in Exhibit 6. The average maturity of local currency bonds has

increased from a little over three years in 2000 to over five and a

half years going into 2011. We not only had an increase depth in

the market in terms of total maturities, but also breadth of the mar-

ket with more countries issuing debt on the local currency side to

give investors a larger opportunity set.

Exhibit 6
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Local Market Universe (45+ Countries)
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Broad and Diverse Universe

We outline various indices and their components in Exhibit 7.

On the left hand side we show the hard currency universe. This

is comprised of over 70 countries that issue external debt across
the external market space. This is across all the regions of the
emerging markets with numerous countries within each region.
Outlined in blue are the countries that are actually in the index,
approximately 40 countries; therefore, there are more than 30
countries which are outside of the index that we believe are offer-
ing significant value. Again, we believe this is a good opportunity
for active managers to be able to invest in the entire emerging
markets space. On the right is the local currency universe. Local
markets have fewer countries that issue debt and that are in the
index. Notably, within the index for local currency debt, two very
large issuers of local currency debt, China and India, are not actu-
ally in the index. This is because foreigners typically cannot access
the local markets as these bonds are not euro clearable. When we
consider the evolving nature of the emerging markets debt space,
we expect these markets to open up over the next couple of years,
so that the large amount of issuance in these two countries will

become investable by international investors.

Exhibit 8

YTD Hard and Local Currency Sovereign Returns
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Exhibit 8 shows the different types of returns investors can get
within a single country from both hard currency and local currency
using January 2011 as an example. When we analyze potential
investments in emerging markets, we take a look at fundamental
indicators such as inflation, fiscal surpluses or deficits, and foreign
exchange reserves. Some of these indicators are more important
for external debt and others for local debt and, therefore, will drive
returns in different manners. A country like Hungary, for example,
had large returns of almost 8% in a single month in local currency
debt, and that was driven by the foreign exchange component of
the local currency bond in Hungary versus a lower return for the
external debt component. Another example is Colombia, which
had positive returns for external debt and negative returns for local
debt. It is essential to do bottom-up analysis in each one of these
countries to understand where the value is. We advise clients to
choose a manager who is comfortable transitioning between exter-

nal debt and local debt depending on where they can find value.
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Improving Fundamentals

The press has covered the improving fundamentals in emerging
markets over the last couple of years. It is no secret that emerging
markets, in general, have outperformed developed markets. GDP
growth rates for emerging markets have outstripped the developed
world for the past decade (Exhibit 9). We believe GDP growth
rates in emerging markets will be approximately 6% in 2011 ver-
sus just 2% for the developed world. This is a trend we expect

to continue over the next couple of years. As a result, the share

of global GDP has increased over time where emerging markets
now represent about one quarter of the total share of GDP which
is quite staggering compared to the 16% we had in 2000 (Exhibit
10). In addition, emerging markets have generally recorded cur-
rent account surpluses (Exhibit 11). Emerging markets still are
generally commodity exporters, and as such, benefit in the type
of environment that we have now. However, one risk that has
persisted in emerging markets over time and appears to be some-
thing investors have always been concerned about, is the level of
inflation in emerging markets. In the earlier part of the last decade
the average inflation in emerging markets was almost 8%. This
has come down over time because of very strong monetary policy
across most central banks where policy makers hiked rates proac-

tively in order to keep inflation under control (Exhibit 12).

Exhibit 9
Real GDP Growth Rate

(%)
10

2002 2003 2004 2005 2006 2007 2008 2009 2010F 2011F

M Emerging Markets!
M Developed Markets

As of November 2010
1 Includes 20 EM countries

Forecasted or estimated results do not represent a promise or guarantee of future
results and are subject to change.

Source: Moody’s, Lazard

Exhibit 10
Emerging Markets' Share of Global GDP (%)
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Exhibit 11
Current Account Balance
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Exhibit 12
Consumer Price Index
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Exhibit 13
Differentiated Fiscal Position and Debt/GDP Ratios
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of the fiscal improvement of emerging markets compared to the

Debt/GDP Ratios developed world. What is quite surprising, however, are the abso-

Exhibit 13 shows fiscal indicators and balance sheet indicators
which are all relative numbers of emerging markets versus the

developed world. We believe most investors are very well aware ing on the country.

Exhibit 14
Improving Credit Quality and Lower Spreads
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Improving Credit Quality and Lower Spreads

Exhibit 14 shows the credit quality and spread changes for the last
13 years of the emerging markets. Going back to 1998 with the
Asia crisis, we have come through many periods over the past 13
years of booms and busts in emerging markets. The volatility of
spreads was quite high in the late 1990s and early 2000s with the
Russian default and the Argentine default in 2001. There are also
some positive events with Mexico, Russia, and Brazil all being
upgrading to investment grade over this time. The global financial
crisis certainly hurt emerging markets with external debt spreads
moving up to approximately 800bps over that time. However, we
also witnessed the resilience of emerging markets spreads as inves-
tors refocused on the fundamentals that we mentioned earlier,
especially the strong GDP to debt ratios, such that emerging mar-
kets debt spreads are currently down to 275bps over Treasurys.

It is important to note that the tightest spreads ever reached for
emerging markets external debt was in June 2007 when spreads
were approximately 150 bps over Treasurys. Interestingly, spreads
are still approximately 125 bps higher than that level with arguably

stronger fundamentals now than before.

Strong Fundamentals Support Strong Flows
in 2010

One characteristic of the market that has been prevalent for last
couple of years is strong flows into emerging markets. Exhibit 15
shows cumulative inflows into emerging markets debt. The top
line shows cumulative flows in 2010 of approximately $76 billion,
almost double the highest amount we have seen in any previous
years. We view this as both a positive and negative for the asset
class. Clearly most investors are underexposed to the market,

and as a result they are looking to catch up with at least a market

Exhibit 15
Cumulative Inflows Into EM Debt
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Exhibit 16
Inflows Into EM Mutual Funds
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weight position in their portfolios. In addition, we have seen strong
flows because of the strong returns we have witnessed over the last
few years. We monitor these flows since it is important that the
asset class can actually handle those flows. Exhibit 16 separates
flows into external debt versus locally denominated debt. Most
recent flows have gone into the locally denominated part of the
asset class in order to capture some of the FX appreciation that you

can get in local currency bonds.

Lenders versus Borrowers

Exhibit 17 outlines countries that are exporters of capital versus
importers of capital. Most countries that export capital are indeed
emerging markets countries. They are countries that either have
commodities bases or a manufacturing base that export to the
developed world. On the right hand side of the exhibit are the
opposite countries that continue to import capital, which reinforces
the earlier point that emerging markets have current account sur-

pluses supporting stronger flows into the asset class.

Outlook

We believe the outlook for emerging markets debt in 2011 is posi-
tive. We expect continued strong growth in 2011, both domestic
growth and growth from exports. This is compared to slow growth
in both the G3 and the developed world. There will also be a
strong dichotomy of fiscal deficits in the developed world versus
fiscal surpluses in the emerging markets world. In the beginning
of 2011 there have been some outflows from the asset class, and
while we believe these flows will be volatile, we ultimately expect
them to be strong over the full year. Finally, and perhaps most
importantly, is an assessment of the valuations across the asset

class. We see significant value in external debt with spreads at



Exhibit 17
Lenders versus Borrowers

The Economies of Emerging Market Countries Have Fundamentally Changed Over the Last Decade.
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approximately 275bps. These spreads are typically quoted over
"T'reasurys, so if you believe the T'reasury yield will continue to
rise, this will create a headwind for total returns in the external
debt space. So again, in our opinion, investors need to be very
opportunistic and perform bottom-up analysis here to pick attrac-
tive countries and the points on the yield curve in order to extract
value. We are more constructive on local currency at this time
given our generally positive view on exchange rates of emerg-
ing markets currency versus the U.S. dollar and euro. We think
that structurally most currencies in emerging markets ought to
continue to see appreciation over the long term compared to

the developed world. Absolute yields of local currency bonds

are offering significant real yield pick-up for emerging markets
versus developed world as well. We are starting to see attractive
entry points for local currency bonds given a recent sell-off due to
heightened inflationary concerns. Again bottom-up analysis here,

going country by country, is paramount in creating alpha.

Concerns

There are many risks associated with investing in emerging
markets. We believe the largest concern continues to be China
and any potential slowdown in Chinese growth. We have seen

a slowdown over the last 18 months with various changes in the
economic, monetary, and fiscal policies in China. China has tele-

graphed these measures in a very straightforward manner to the

market, and as a result, it has not created large disjointed returns
across the asset class. We expect this trajectory to continue in

the medium-term. Our second largest risk is unorthodox mon-
etary policy in emerging markets. This has been in the headlines
recently with taxes in Brazil, interest rate cuts in Turkey, and
capital controls in areas of Asia. Investors are starting to see central
banks in emerging markets trying different techniques to limit
FX appreciation while still trying to control inflation. There is a
risk that some of these monetary policy tools will not be as effec-
tive as they think. Finally, there is political instability, which has
been in the headlines, especially in North Africa. In general, while
the recent event in Egypt created new opportunities in terms of
valuation , we continue to believe there are structural issues in the
countries in North Africa with relatively high levels of debt and a
relatively large working class that is unemployed which will take
years to work out. Currently, we do not find valuations to be attrac-
tive enough to enter a position, and we expect continued volatility

in most of these countries going forward.

Emerging markets have evolved quite a bit of over the last decade.
We now have a deep and diversified market, not only in terms

of countries and duration, but also being able to choose between
external debt, local debt, corporate debt, etc. With the ability to
invest throughout the entire asset class and capitalize on the diver-
gent returns in both country and currencys, it is now imperative

that mangers have the flexibility to invest across the asset class.



;
P
P
Y

Important Information

Originally published on 3 March 2011. Revised and republished on 17 March 2011.

"This summary is for informational purposes only. The information and opinions presented do not constitute investment advice and have been obtained or derived from sources
believed by Lazard to be reliable. Lazard makes no representation as to their accuracy or completeness. All opinions and estimates expressed herein are as of the date of the confer-
ence call and are subject to change. This summary is not intended to, and does not constitute, an offer to enter into any contract or investment agreement in respect of any product
offered by Lazard Asset Management and shall not be considered as an offer or solicitation with respect to any product, security or service in any jurisdiction or in any circumstance
in which such offer or solicitation is unlawful or unauthorized or otherwise restricted or prohibited.

Securities in certain non-domestic countries may be less liquid, more volatile, and less subject to governmental supervision than in one’s home market. The values of these securi-
ties may be affected by changes in currency rates, application of a country’s specific tax laws, changes in government administration, and economic and monetary policy. Emerging
market securities carry special risks, such as less developed or less efficient trading markets, a lack of company information, and differing auditing and legal standards. The securities
markets of emerging market countries can be extremely volatile; performance can also be influenced by political, social, and economic factors affecting companies in emerging mar-
ket countries.

An investment in Emerging Markets Debt positions are subject to the general risks associated with fixed income investing, such as interest rate risk and credit risk, as well as the
risks associated with emerging market investments, including currency fluctuation, devaluation and confiscatory taxation.

Investments in global currencies are subject to the general risks associated with fixed income investing, such as interest rate risk, as well as the risks associated with non-domestic
investments, which include, but are not limited to, currency fluctuation, devaluation and confiscatory taxation. Furthermore, certain investment techniques required to access cer-
tain emerging markets currencies, such as swaps, forwards, structured notes, and loans of portfolio securities, involve risk that the counterparty to such instruments or transactions
will become insolvent or otherwise default on its obligation to perform as agreed. In the event of such default, an investor may have limited recourse against the counterparty and
may experience delays in recovery or loss.

Investments denominated in currencies other than U.S. dollars involve certain considerations not typically associated with investments in U.S. issuers or securities denominated or
traded in U.S. dollars. There may be less publicly available information about issuers in non-U.S. countries that may not be subject to uniform accounting, auditing and financial
reporting standards and other disclosure requirements comparable to those applicable to U.S. issuers.

All index data is shown for illustrative purposes only and not intended to reflect the performance of any product or strategy managed by Lazard.

Past performance is not a reliable indicator of future results.
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