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CREDIT STRATEGY: PORTFOLIO CONSTRUCTION

The Case for Emerging Market Corporate Credit in a US High Yield Allocation

Re-excamining a structurally mispriced risk preminm, and what it means for credit portfolio construction

US high yield allocations have grown more concentrated than their headline diversification suggests,
with technology and Al-adjacent issuance an increasing share of the index and compensation for credit
risk compressed near multi-year tights. Emerging market hard-currency corporate debt, a $2.5 trillion,
investment-grade-anchored market with more than 1,000 issuers across 60-plus countries, offers a
structurally distinct credit exposure priced, in our view, more for the geography of the issuer than the
fundamentals of the balance sheet. This note sets out the portfolio construction case: comparable
duration, a full ratings notch of additional quality, materially wider compensation per turn of leverage,
and a correlation structure to US credit that loosens precisely where diversification is needed most: down
the rating stack.

A Reassessment of the Domestic Opportunity Set

Allocators who built credit portfolios around a simple US HY core are reassessing that default. Three forces are
doing the work. First, composition: technology now accounts for roughly 10% of US credit indices, and Al-
infrastructure spending driving issuance is projected to reach 15-20% of developed-market corporate bond
indices within five years, concentrating idiosyncratic risk in a single, highly correlated theme at exactly the point
in the cycle when investors might want less concentration, not more.

Second, the cycle has turned less forgiving. Surprise defaults in US private credit, persistent higher-for-longer
policy rates, and elevated leverage in lower-rated and floating-rate segments have narrowed the margin for error
in the riskiest cohorts of the market. Third, and most directly relevant to position sizing, US HY spreads sit near
multi-year tights, and investors are paid less to hold the same late-cycle risk than they were even two years ago.
The conclusion is not that US high yield should be abandoned. It is that the traditional response to concentration
risk, holding more domestic credit, increasingly means owning mote of the same risk rather than achieving
genuine diversification.

The Repricing of Geography, Not Risk

The more interesting question for a portfolio construction conversation is not whether EM corporate credit yields
more, which it does, but why. The data suggest the premium is largely a function of domicile rather than
underlying credit quality. EM hard-currency high yield corporates currently yield 7.8% to worst against 7.2% for
US HY, at effectively identical duration (3.3 years versus 3.4 years), while carrying a stronger average rating (BB-
versus B+).

Much of this is explained by a structural mechanism rather than a fundamental one. Rating agencies apply a
sovereign “country ceiling” that caps the rating of non-sovereign issuers at or near the rating of their domicile,
regardless of issuer-level credit metrics. A company with investment-grade balance sheet characteristics by every
conventional measure can be capped at a high yield rating purely because of where its headquarters sit. The
market-level evidence of this mispricing is the spread an investor earns per turn of leverage, a cleaner measure of
compensation for balance-sheet risk than yield alone, since it controls for differences in capital structure across
issuers and ratings.
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Compensation per Unit of Leverage Risk, by Rating
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Source: Bank of America, 31 March 2026. Spread per turn of net leverage, by S&P/ Moody's equivalent rating, global EM corporates vs. US corporates.

At every rating level shown, EM corporates compensate investors more generously per unit of leverage: roughly
1.7x at BB, and nearly 2x at single-B. This is the empirical signature of the country-ceiling effect: investors are
being paid a geography premium layered on top of, not instead of, comparable underlying credit risk.

Portfolio Construction Implications

A risk premium is only interesting to a portfolio if it behaves differently from the risk an allocator already owns.
Correlation between EM and US corporate credit is generally high in aggregate, unsurprising given both are
dollar-denominated, duration-sensitive credit instruments subject to the same global rate and risk-sentiment
regime. The more useful observation for portfolio construction is how that correlation decomposes by rating
bucket.

Pairwise correlation of monthly total returns by rating bucket, 2002—2026

0.67 0.67 0.67 0.56
B 0.80 0.80 0.81 0.70
BB 0.76 0.80 0.86 0.79
BBE 0.68 0.71 0.80 0.87

Source: Bank of America, 31 March 2026.

Correlation between EM and US credit declines as ratings fall, from 0.87 at the investment-grade-adjacent BBB
tier to 0.56 between EM CCC and US BBB, the lowest pairing in the matrix. That is a constructive pattern:
diversification benefit is strongest precisely in the part of the credit stack where idiosyncratic, issuet-specific and
country-specific risk is most pronounced, rather than concentrated only in the higher-quality, more macro-driven
segment of the market where it is least needed.

The porttfolio-level consequence shows up directly in mean-variance terms. Using current yield to worst as a
proxy for expected return and trailing five-year volatility, blending EM HY into a 100% US HY allocation does
not simply trade return for risk along a line; it bends the frontier. The minimum-variance point sits at an allocation
of roughly 60% EM HY, where portfolio volatility is lower than either standalone exposure, before expected
return continues to climb toward the 100% EM HY endpoint.
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Adding EM HY to a US HY Allocation Shifts the Frontier
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Sonrce: |. Stern & Co., 31 March 2026. llustrative blends of US HY and EN HY using current yield to worst and trailing 5 -year realised volatility; not a
guarantee of future portfolio ontcomes.

For a strategic credit allocator, the practical reading is not necessarily to maximize the EM weight at the frontier's
edge, but to recognize that even modest reallocation, in the order of 15-25% of a US HY sleeve, captures the

majority of the volatility reduction while preserving most of the income characteristics the allocation was built to
deliver.

Underwriting the Downside

A yield premium is not a reason to allocate if it simply compensates for greater realized risk. The underwriting
case rests on checkable observations: balance sheet discipline, default experience, and refinancing risk.

Balance sheet discipline and default experience

EM corporates have run structurally lower net leverage and higher cash-to-debt than US peers across the cycle,
a discipline born of historically less reliable access to capital. That discipline shows up in ratings migration: over
the trailing two years, EM upgrades have outpaced downgrades by roughly §148bn ($352bn versus $204bn), with
more issuers becoming “rising stars” than “fallen angels.” Default rates, the most direct test of whether the
premium reflects real risk, have tracked closely with US HY over the trailing twelve years, including a 202223
spike driven by Russia and Chinese property that was idiosyncratic and showed limited contagion, with ex-event
default rates converging back to US levels.

Default Rates Have Tracked Closely Through the Cycle
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Sonrce: |.P. Morgan, 31 March 2026. Trailing twelve-month issner-weighted defanlt rate, EM HY (CEMBI) vs. US HY.

EM corporates have also been more proactive on refinancing risk: the maturity profile is more evenly distributed
than US HY, where maturities are more heavily back-loaded into 2029-31, a meaningful, underappreciated source
of relative resilience given current market focus on refinancing risk in lower-quality US credit.
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Implementation Considerations

Three considerations dominate implementation. Standard EM corporate benchmarks blend a wide cross-section
of countries and ratings, from investment-grade quasi-sovereigns to distressed CCC credits, that may not match
a given risk budget without active issuer selection. The country-ceiling mispricing this note describes is itself
research-intensive, rewarding bottom-up work over passive exposure. And while liquidity has improved
structurally, with bid-ask spreads narrowed and recovered faster after the 2022 Russia invasion and 2025 tariff
selloff than in prior risk-off events, positions should still be sized to EM-appropriate, not US HY, liquidity
assumptions.

J. Stern & Co.'s Emerging Market Debt Stars strategy accesses this opportunity with the active, bottom-up
underwriting the asset class rewards: 40—60 hard-currency issuers, unconstrained by index composition, duration
actively managed rather than passively inherited. Over three years to 15 May 2020, the strategy returned 8.6%
annualised net of fees, with 3.1% realised volatility and a 2.1 Sharpe ratio.

The premium in EM corporate credit is, in large part, a preminm for geography rather than for risk, which is precisely the
kind of mispricing a disciplined, bottom-up credit process is built to exploit.

A Conversation Worth Having

We would welcome the opportunity to walk a portfolio team through the undetlying data: issuer-level,

rating-bucket, and scenario-level, behind this note, and to discuss how a measured allocation to EM
corporate credit might fit alongside an existing high yield mandate.

Chatles Gélinet

Emerging Market Debt Stars Co-PM, Senior Credit Analyst
16 years investment experience; joined 2020.
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