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The diverse nature of the emerging market corporate universe
means that an environment of weaker emerging market currencies
is not necessarily a negative for all emerging market companies.
Much has been made of the impact of weaker emerging market (EM) currencies on the
EM corporate debt universe in recent years. Many media articles and academic papers have
been written on the topic, the majority of which come to the same conclusion – namely
that weaker domestic currencies are negative for companies that operate in
emerging markets.
The often-cited arguments are:
• Companies that have borrowed extensively in US dollars, yet have the majority of their
revenues in local currency, face a currency mismatch when their domestic currency
weakens versus the US dollar with the impact of an increase in leverage (net
debt/EBITDA)
• Companies that also have a high proportion of their cost base in US dollars face margin
compression (revenue – costs)
However, based on our extensive bottom-up research into all sectors in the EM corporate
debt universe, we believe that in such an environment there are likely to be winners and
losers. There will be companies that suﬀer from deteriorating credit metrics and ultimately
default or restructure, but equally there are many companies that actually beneﬁt from
having a weaker domestic currency, e.g. commodity exporters.

We believe that risks
associated with EM
currency weakness are
idiosyncratic in nature
and not systemic

As such, we believe that that risks associated with EM currency weakness are idiosyncratic
in nature and not systemic.
Fig. 1 summarises the extent to which each sector in the JP Morgan CEMBI Diversiﬁed is
aﬀected by weak domestic currencies. At the sector level there is signiﬁcant diﬀerentiation
between sectors that are negatively aﬀected, e.g. TMT and real estate, and sectors that
are positively aﬀected, e.g. oil & gas and metals & mining.
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Fig. 1 JP Morgan CEMBI Diversified sector breakdown
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Source: JP Morgan, Bloomberg, BlueBay estimates, as at 28 September 2015. Conclusion
reached based on a qualitative assessment by each analyst responsible for covering each
of the respective sectors

Moreover, even within sectors signiﬁcant diﬀerentiation at the individual company level
exists. There are varying degrees of sensitivity to FX risk across companies in the same
sector depending on the starting point of leverage, the proportion of US dollar debt
outstanding, the hedging methodologies, reﬁnancing needs etc.
Furthermore, we would also argue that although EM currencies have sold oﬀ across the
board since 2012 — even by as much as 55% in the case of the Brazilian real — the impact
on EM corporate fundamentals has been manageable. Leverage has increased slightly
(~0.5x), albeit from a low base, and EM corporates are still less levered than their developed
market counterparts (Fig. 2).

Fig. 2 Leverage
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Although we are not oblivious to the obvious risks that weak EM currencies could present,
we feel that it is not universally negative across the EM corporate debt universe. We believe
that, if anything, it results in credit diﬀerentiation, which in our view underscores the need
for thorough, fundamental, bottom-up credit analysis when investing in these markets.

Page 2 Emerging market corporates

Although EM currencies
have sold oﬀ across the
board since 2012, the
impact on EM corporate
fundamentals has
been manageable

The following highlights our views on the dynamics within each sector of the EM corporate
universe (as represented by the JP Morgan CEMBI Diversiﬁed).
Financials
As a whole, the ﬁnancial sector is one of the most heavily regulated and the impact of
currency weakness varies on a country-by-country basis. While regulation limits direct open
FX exposures at each bank, secondary asset quality eﬀects can be felt through the
corporate and retail loan book performance and loan book and funding mismatches. For
example, the reporting of Turkish banks is transparent and the sector is well regulated, but
the system has seen signiﬁcant growth in FX loans to corporates and SMEs which are likely
not hedged, leading to potential asset quality issues. This is compensated by adequate
capitalisation of the banks. Similarly in Peru, while a high degree of dollarisation is present,
the regulator has proactively encouraged de-dollarisation in the system and both the banks
and the government have buﬀers in terms of capital and reserves to smooth the process
of the depreciation of the Nuevo sol.
Technology, media and telecoms
The telecom sector is generally negatively aﬀected by local currency devaluation. Revenues
are almost entirely generated in local currency (other than roaming charges and some
enterprise business), while a small element of costs will be US dollar-linked (e.g. roaming,
but also some maintenance-related cost), so margins typically compress. Therefore, in terms
of leverage, the risk depends on the extent of US dollar debt, which varies signiﬁcantly by
credit. There are other mitigating factors, like the stability of the respective currency,
hedging policies, the starting level of leverage (which tends to be low), underlying growth
in the business and ability to pass on the higher costs to the consumer.
All these points can vary between companies; for example, for Turkish telecoms a 50%
devaluation could add 1.3 turns of leverage, but the starting point is only 1.3x. On the
other hand, a Chilean telecom has fully swapped its debt into local currency so is only
marginally impacted.

Most names in the
oil & gas sector have a
positive exposure to
devaluing FX as most
revenues are in dollars
whilst cash costs can
be up to 60% in
local currency

Oil & gas
Overall, most names in the sector have a positive exposure to devaluing FX as most
revenues are in dollars whilst cash costs can be up to 60% in local currency, creating margin
expansion in a stable commodity environment (or helping the companies deal with
declining commodity prices, as is currently the case). Given the high dollar revenue base,
capital structures are also weighted to dollars but, given the revenue mix described above,
this remains more than manageable.
For this sector we believe the risk is much more from the declining cash-ﬂows as a result of
declining commodity prices, rather than the impact of local currency depreciation.
Utilities
Utility companies are typically well positioned in a declining domestic currency environment
due to a number of factors. Revenues are often in dollars, in particular in Latin America,
less so in Asia (typically 50% for the universe as a whole, closer to 75% for credits where we
have exposure). FX is either explicitly passed on via tariﬀs or implicitly passed on as part of
operation expenditure (typically fuel and cost of debt are denominated in hard currency).
Consequently, as a result most of the utility space is well positioned.
Consumer
The impact on consumer companies varies greatly. Most of the food producers have US
dollar export revenues that act as a natural hedge, while some of them have actively
employed partial or full hedging strategies. A Brazilian beef exporter, for example, has over
80% of revenues in US dollars and has also actively hedged US dollar debt in Brazil, which
is a signiﬁcant cash windfall at the time of weakness in the real and decreasing leverage.
On the other hand, supermarkets, white goods manufacturers and beverage companies
have primarily local currency revenues, usually have unhedged US dollar debt and face
some US dollar input costs that would mean margin compression. Anecdotally, year to date
most companies have managed to mitigate the majority of this impact through
price increases.
Retail in Peru for example, being quite vulnerable to a weaker local currency where a 25%
move in the currency would increase their leverage by 0.6x, actually took action in the last
3–6 months to hedge over a third of their US dollar debt exposure.
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Metals & mining
This sector exhibits similar dynamics to oil & gas with the majority of companies reporting
mostly dollar-based revenues with largely dollar-based capital structures and cash costs
weighted to local currency. For steel companies there are three important factors to consider
when analysing FX exposure. The ﬁrst one is whether the company is vertically integrated
to source its iron ore/scrap/coking coal domestically. If so, FX depreciation would be
neutral/beneﬁcial if exported. The second consideration is whether the company mostly
supplies its domestic market or export market; if geared towards exports, it will be a
beneﬁciary of FX devaluation. Thirdly, the debt stock in hard currency versus local currency,
as the debt stock in US dollar terms would increase in case of FX depreciation. In 2H14 and
1H15, Russian steel producers saw the notable beneﬁt of FX depreciation given that they
are mostly integrated and geared towards exports.
Industrials
The industrial sector is a wide mix of companies, domestic businesses and exporters. For
an exporter like an aluminium component producer, a 50% devaluation could reduce
leverage by 0.7x. For domestic businesses like cement the impact is negative. In cement
speciﬁcally, this is mitigated by the fact that typically all competitors are in the same
position and hence price increases follow, raising EBITDA and limiting the impact
on leverage.

FX is problematic for
most real estate
companies because
cash ﬂows tend to be
overwhelmingly in
local currency

Real estate
FX is problematic for most real estate companies because cash ﬂows tend to be
overwhelmingly in local currency. In China, despite being unhedged, we tend to see the
highest concentration of US dollar debt at issuers with the highest ratings, and therefore
credit proﬁles are robust for up to 30% declines in the renminbi, which is far more than most
people expect. In addition, Chinese companies are currently actively reﬁnancing in the local
market, with proceeds being used to delever or reduce the cost of debt. In Indonesia, most
developers are hedged, but hedges are very close to being exhausted, therefore we believe
further losses from here would hurt credit metrics. Nevertheless, liquidity is strong and cash
ﬂows over the next 12–18 months are expected to be robust.
Infrastructure
For the construction companies in this sector we believe the impact would be negative, but
companies typically have a natural hedge, i.e. local business is ﬁnanced by local debt, while
foreign business is priced in US dollars and ﬁnanced in US dollars. For the ports, in most
cases reporting is in US dollars and FX devaluation helps the margins, since tariﬀs are mostly
US dollar-based or linked to US dollars versus local currency costs.
Pulp & paper
Generally we view companies in the pulp & paper sector as positively impacted by FX
weakness through improved cost competitiveness, and exports comprise a large share of
revenues. The pulp price in US dollar terms has also risen, driven by demand from China,
and companies have seen improved margins on the back of this. These US dollar revenues
balance the unhedged US dollar debt position.
Transport
This sector comprises government-owned railway companies in the Central Eastern Europe
Middle East & Africa (CEEMEA) region, airlines in Latin America and structured bonds linked
to airlines (enhanced equipment trust certiﬁcates, receivables backed ﬁnancing). In our
view the railway group is a loser in a deteriorating FX environment because typically >85%
of revenues are in local currency versus 40–70% of debt is in hard currency. Therefore,
although the income statement would be a small beneﬁciary given the local currency cost
versus some foreign currency revenues, the impact on the balance sheet would be negative.
That said, most of the government-related entities in the sector fully hedge their
FX exposure.
For airlines in Latin America, the overall impact will depend on a share of US dollar revenues.
Depending on this, the income statement could be neutral to an FX move. In terms of the
balance sheet, most of the debt is in US dollars and therefore the impact will likely be
negative. The structured bonds typically do not have FX exposure because the
receivables/payments are denominated in US dollars.
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The impact of EMFX is
not universally negative
across the entire EM
corporate universe
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