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Going beyond “active vs. passive” 
in EM debt with proactive 
management

• In developed markets, the choice between 
active or passive management offers 
investors a valid baseline distinction.

• But in emerging markets debt, the same 
choice is likely to mislead rather than 
enlighten, given that passive and most  
active EM approaches are seriously flawed.

• In contrast, the Morgan Stanley Investment 
Management Emerging Markets team 
offers proactive management that seeks 
to fully capitalize on the broadest possible 
EM opportunity set. Our proprietary 
investment capabilities have been 
developed over three decades for exploiting 
idiosyncrasies of the EM debt sector and 
generating alpha for clients.

• Our portfolios offer unique exposures  
within the EM debt sector thanks to the 
ability to source our own investments.  
Such opportunities cannot be captured  
through routine bond issuances, the 
secondary markets or passive indexes.
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Emerging markets debt (EMD) closed 
out 2021 with a number of macro tail 
winds, including stable fundamentals 
supported by continuing global economic 
trade expansion, higher commodity 
prices, a solid new-issue market and 
multilateral institutional support 
(e.g., the IMF).

But just like markets in developing 
countries, the path to recovery from  
the pandemic has encountered significant 
headwinds in the form of inflation,  
rising rates, China’s property sector,  
and, most recently, the additional 
element of uncertainty sparked by 
Russia’s invasion of Ukraine.

Fortunately for EMD investors, 
emerging markets are no longer viewed 
monolithically. Unlike crises of previous 
decades, trouble spots no longer 
uniformly drag down the whole sector.

That was apparent in the first quarter 
of 2022, as Russian, Belarussian, and 
Ukrainian assets were generally the 
hardest hit. But at the other end of the 
spectrum, assets in Latin America and 
South Africa were generally stronger. 
Investors tended to perceive countries 
physically distant from the conflict, with 
notable commodity exports and limited 
trade with Russia, as being attractive.

What investment approach is best suited 
to capture opportunities in the sector as 
its dynamics constantly shift? 

In developed markets, the choice 
between active or passive management 
offers investors a valid baseline 
distinction. But in emerging markets, 

the same choice is likely to mislead rather 
than enlighten. Fortunately, in EM there 
is a third choice: proactive management 
from the EM debt team.

This paper outlines how our proactive 
investment process is optimized to 
generate alpha from the sector’s unique 
challenges and opportunities. We start 
with the flaws inherent in passive and 
most active EM management.

Passive Problems
While passive portfolios have surged in 
popularity in developed markets, the 
approach has a number of fundamental 
shortcomings for EM. Benchmarks are 
not designed with the goal of generating 
strong performance, but to make them 
easy to replicate within passive portfolios. 
That is why indexes like the JPMorgan 
Global Bond Index - Emerging Markets 
(GBI-EM) comprise a relatively small 
number of larger, more liquid EM 
debt issues. Consider the potentially 
negative impact: 

• The opportunity set is artificially 
limited. For example, the GBI-
EM includes just 20 countries, and 
excludes 70 investable markets, with 
approximately $1 trillion worth of 
local-currency market capitalization

• Index concentration drives 
volatility. In the GBI-EM, the top 
10 countries account for 86% of  
its weight, as of March 31, 2022. 
This kind of concentration has 
been a major source of the Index’s 
historical volatility (Exhibit A).

• Investments are often suboptimal. 
Valuations of benchmark issues may 
be unattractive from an asset-price 
perspective, at any given time.  
But they are required holdings —  
by definition — for benchmark-
based strategies.

• Developed-market risks are 
embedded. Dollar-denominated 
indexes have U.S. yield curve 
duration risk (Exhibit B). 
Developing European currencies  
are typically highly correlated with 
the euro-dollar exchange rate.

• In total, such factors reduce the  
capacity of passive, index-based 
strategies to benefit from the  
uniquely broad potential of 
emerging markets as a source of 
income, return and diversification 
from developed-market exposure.

By-the-numbers Active Management
Active EM managers can and should 
implement strategies that address 
flaws in passive approaches. But they 
have responded to the demands of 
the investment community, which 
still largely views the EM space as 
synonymous with the common indexes 
like the GBI-EM and the JPMorgan 

EXHIBIT A 
A handful of the largest weights in the GBI-EM benchmark generates most of its volatility

Sources: Bloomberg, Morgan Stanley Investment Management, and JP Morgan as of 3/31/22. Benchmark weights are in reference to the JPMorgan 
Government Bond Index – Emerging Markets (GBI-EM), a common measure of local-currency emerging markets debt. Past performance is not an indication 
of future results Data provided is for information use only. It is not possible to invest directly in an index.



US Treasury component of total emerging markets debt return
Measured by the JP Morgan Emerging Market Bond Index Global (EMBIG)

1/31/98-3/31/22

Over the past 2 
decades, U.S. Treasury 
returns have accounted 
for about 54% of total 

EMBIG returns.

Component Ann. return
Spread 3.27%

U.S. Treasury 3.97%

Total 7.36%
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Emerging Markets Bond Index (EMBI) 
for dollar-denominated sovereign issues. 
This has negative ramifications for most 
active EM managers, because they have 
little incentive to be proactive and move 
beyond the traditional investment inputs 
and methods of developed markets.

For example, they tend to let the highly 
restricted EM benchmarks define the 
universe, trimming or adding around 
the edges; in contrast, core indexes in 
developed markets have thousands of 
issues. In developed markets, managers 
typically build portfolios through 
insights into economics, valuation and 
positioning. In EM, these inputs are 
necessary but insufficient as sources of 
alpha. They are not a substitute  
for proprietary research that produces  
in-depth, nuanced understanding of 
policies and politics driving change in 
developing countries — especially for 
issuers outside of the indexes.

Just as importantly, few active managers 
are willing to devote the significant 
resources or make the long-term 
commitment needed to develop 
proprietary EM capabilities.  
For example, building a specialized 
infrastructure for trading and back  
office operations in undeveloped 
countries can take years of 
unglamorous work.

Without a foundation of original 
research, analysts are often spread too 
thin, using “check-the-box” inputs to 
choose from a limited list of countries. 
It is a recipe for groupthink that reaches 

roughly the same conclusions.  
It is by-the-numbers EM active 
management — one that is  
essentially passive in uncovering  
the sector’s unique potential.

Proactive EM Management
In sharp contrast, over the course of 
three decades, the EM debt team has 
developed and refined highly customized 
methods of research and analysis, 
portfolio management and trading. 
Everything in our investment arsenal  
has been fine-tuned for the challenges 
and opportunities unique to the  
EM debt sector.

As described more fully below, the ability 
to source our own investments — the 
product of our focus on politics and 
policies, broadening inputs and taking 
the right risks — adds unique exposures 
to our EM portfolios that cannot be 
captured through routine bond issuances 
or the secondary market.

Broad coverage of EM universe. We 
have built an infrastructure that currently 
covers more than 110 developing 
economies. Issues from countries that are 
outside of the benchmarks are not as well 
covered by sell-side analysts and are more 
frequently mispriced. This broad universe 
provides several meaningful advantages: 
We do not have to own certain names 
simply because they are in the index — 
which helps avoid trouble spots — and 
we can often identify opportunities well 
before others.

A focus on politics and policies.  
Politics and policies are the primary  
focus of our EM debt research.  
Many EM countries are in transition — 
whether from government-controlled 
economies to market-based, from 
a perpetual cycle of violence to free 
elections, from widespread corruption 
and poor governance to substantive 
reform, or some combination of all. 
Country-level macroeconomic and 
political research is a time- and labor-
intensive process, but we believe that 
is what gives us an edge in properly 
estimating the outcomes that ultimately 
drive asset prices. Only that kind of 
background gives traditional inputs like 
economic data, valuation models and 
market positioning the  
kind of context needed for optimal  
EM investment decision-making.

Broadening inputs. EM countries 
frequently are in the early stages of 
capital market development and 
governments are often receptive  
to our guidance and advice. We view  
this kind of activism and engagement  
as very much a two-way street.  
We share our experience and  
expertise — with appropriate sensitivity 
to each circumstance — while gaining 
a deeper knowledge of the country’s 
challenges and goals for integration into 
financial markets. These collaborations 
also often yield investment inputs  
that flow from platforms and tools  
we helped create.

EXHIBIT B 
Developed-market duration risk is embedded in USD-denominated EM bonds

Sources: Bloomberg, Morgan Stanley Investment Management and JP Morgan as of 3/31/22.Index performance is measured by the JPMorgan Emerging 
Market Bond Index Global (EMBIG), a common measure of dollar-denominated emerging markets debt. Past performance is not an indication of future 
results. Data provided is for information use only.
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For example:

• In Benin, we worked with the 
ministry of finance to outline the 
requirements for foreign investors,  
in terms of data disclosure, and  
did a cross-country comparison  
on how the country compared  
with African peers.

• Impressed by ongoing reform in 
Uzbekistan, we arranged a loan 
participation agreement with a 
third-party intermediary, who 
 lent to two local Uzbek banks.  
The structure gave us exposure 
to the local currency at a modest 
premium above the market,  
through notes that can be  
traded and settled in USD.

• In Georgia, our deep network 
of local brokers and industry 
executives allowed us to access a 
potential private financing deal 
that ultimately led to us anchoring 
a public bond financing with 
economics and legal protections 
that were favorable to us. We also 
utilized our network of relationships 
to cross-check the quality of the 
business and its owners, leading to 
this investment becoming a high 
conviction one for the team.

Taking the right risks. The process of 
sourcing our own investments is capped 
by intensive analysis of EM stand-
alone risk factors. This helps ensure our 
portfolios comprise the positions we 
believe have the greatest potential reward 
for the risk assumed. EM debt can be 
unbundled into several principal risks 
that need to be evaluated together.

For example, local-currency debt that 
offers an attractive interest rate can lose 
much of its potential return if the local 
currency depreciates. Sovereign, dollar-
denominated debt that has a generous 
spread over U.S. Treasurys also has 
developed-market duration, which  
would work against it if U.S. rates rise.

Our analysis seeks to isolate the risk 
factors to best implement our insights. 
A country we favor may offer debt with 
an attractive yield. But if we believe its 
currency is overvalued, we might hedge 
the foreign currency risk. If a sovereign 
external bond is attractive but global 
rates are seen as likely to rise, we might 
hedge duration risk.

Gaining a market access edge. 
Global investing is full of barriers to 
entry, typically involving bureaucratic 
complexities that arise from differing 
clearance and settlement procedures, 
custodial arrangements and regulatory 
constraints. Through the time and labor 
we have invested to reduce such barriers, 
we have developed a trading backbone 
that can deliver what we call “operational 
alpha,” in the form of new opportunities, 
increased liquidity and enhanced 
returns. A good example of this stems 
from the work with Georgia discussed 
earlier, in which we earned the status 
as the only foreign investment manager 
within the domestic interdealer foreign 
exchange market.

Our trading infrastructure provides  
us with local access to more than  
90 countries, operating from four 
locations — Boston, London, Singapore 
and Washington D.C. — 24 hours a day. 

This local presence enhances our ability 
to transact on a timely basis in a wide 
range of countries as opportunities  
arise, without the typical roadblocks  
that newcomers face.

Maximizing talent. The EM debt 
team has an organizational structure 
that maximizes the ability of portfolio 
managers and analysts to devote 
their efforts to sectors, countries and 
companies where they perceive the 
greatest potential payoff. Of course, 
diversification is an important risk 
management tool, but it needs to be used 
tactically to preserve the alpha generated 
by the team. The corollary of this is that 
delivering meaningful outperformance 
and zero tracking error is not realistic. 
Active managers are paid to outperform, 
and focusing too much on tracking error 
diminishes their ability to do so.

A Commitment to Uncovering Value
The common active and passive 
approaches that have often worked 
well in developed markets are not, 
in our view, best suited to emerging 
markets. We believe that the sector has 
tremendous potential, but it requires an 
ongoing passion and commitment for 
uncovering value — the foundation  
of our EM debt active management.
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ABOUT RISK
An imbalance in supply and demand in the income market may result in 
valuation uncertainties and greater volatility, less liquidity, widening credit 
spreads and a lack of price transparency in the market. Investments in income 
securities may be affected by changes in the creditworthiness of the issuer 
and are subject to the risk of non-payment of principal and interest. The 
value of income securities also may decline because of real or perceived 
concerns about the issuer’s ability to make principal and interest payments. 
As interest rates rise, the value of certain income investments is likely to 
decline. Investments involving higher risk do not necessarily mean higher 
return potential. Diversification cannot ensure a profit or eliminate the risk 
of loss. Debt securities are subject to risks that the issuer will not meet its 
payment obligations. Low rated or equivalent unrated debt securities of the 
type in which a strategy will invest generally offer a higher return than higher 
rated debt securities, but also are subject to greater risks that the issuer 
will default. Unrated bonds are generally regarded as being speculative. In 
emerging market countries, the risks may be more significant in regards to 
sensitivity to stock market volatility, adverse market, economic, political, 
regulatory, geopolitical and other conditions.

Important Additional Information and Disclosures

There is no guarantee that any investment strategy will work under all 
market conditions, and each investor should evaluate their ability to invest 
for the long-term, especially during periods of downturn in the market.

A separately managed account may not be appropriate for all investors. 
Separate accounts managed according to the particular Strategy may include 
securities that may not necessarily track the performance of a particular 
index. A minimum asset level is required.
For important information about the investment managers, please refer 
to Form ADV Part 2.
The views and opinions and/or analysis expressed are those of the author 
or the investment team as of the date of preparation of this material and 
are subject to change at any time without notice due to market or economic 
conditions and may not necessarily come to pass. Furthermore, the views will 
not be updated or otherwise revised to reflect information that subsequently 
becomes available or circumstances existing, or changes occurring, after 
the date of publication. The views expressed do not reflect the opinions 
of all investment personnel at Morgan Stanley Investment Management 
(MSIM) and its subsidiaries and affiliates (collectively “the Firm”), and may 
not be reflected in all the strategies and products that the Firm offers.
Forecasts and/or estimates provided herein are subject to change and may 
not actually come to pass. Information regarding expected market returns 
and market outlooks is based on the research, analysis and opinions of 
the authors or the investment team. These conclusions are speculative in 
nature, may not come to pass and are not intended to predict the future 
performance of any specific strategy or product the Firm offers. Future 
results may differ significantly depending on factors such as changes in 
securities or financial markets or general economic conditions.
This material has been prepared on the basis of publicly available information, 
internally developed data and other third-party sources believed to be 
reliable. However, no assurances are provided regarding the reliability 
of such information and the Firm has not sought to independently verify 
information taken from public and third-party sources.
This material is a general communication, which is not impartial and all 
information provided has been prepared solely for informational and 
educational purposes and does not constitute an offer or a recommendation 
to buy or sell any particular security or to adopt any specific investment 
strategy. The information herein has not been based on a consideration 
of any individual investor circumstances and is not investment advice, nor 
should it be construed in any way as tax, accounting, legal or regulatory 
advice. To that end, investors should seek independent legal and financial 
advice, including advice as to tax consequences, before making any 
investment decision.
Charts and graphs provided herein are for illustrative purposes only.  
Past performance is no guarantee of future results.
The indexes are unmanaged and do not include any expenses, fees or sales 
charges. It is not possible to invest directly in an index. Any index referred to 
herein is the intellectual property (including registered trademarks) of the 
applicable licensor. Any product based on an index is in no way sponsored, 
endorsed, sold or promoted by the applicable licensor and it shall not have 
any liability with respect thereto.
This material is not a product of Morgan Stanley’s Research Department 
and should not be regarded as a research material or a recommendation.

The Firm has not authorised financial intermediaries to use and to distribute 
this material, unless such use and distribution is made in accordance with 
applicable law and regulation. Additionally, financial intermediaries are 
required to satisfy themselves that the information in this material is 
appropriate for any person to whom they provide this material in view of 
that person’s circumstances and purpose. The Firm shall not be liable for, 
and accepts no liability for, the use or misuse of this material by any such 
financial intermediary.
This material may be translated into other languages. Where such a 
translation is made this English version remains definitive. If there are any 
discrepancies between the English version and any version of this material 
in another language, the English version shall prevail.
The whole or any part of this material may not be directly or indirectly 
reproduced, copied, modified, used to create a derivative work, performed, 
displayed, published, posted, licensed, framed, distributed or transmitted 
or any of its contents disclosed to third parties without the Firm’s express 
written consent. This material may not be linked to unless such hyperlink 
is for personal and non-commercial use. All information contained herein 
is proprietary and is protected under copyright and other applicable law.
Eaton Vance is part of Morgan Stanley Investment Management. Morgan 
Stanley Investment Management is the asset management division of 
Morgan Stanley.
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