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Local-Currency Debt’s Outlook Improving 

By Eric Fine, Portfolio Manager

VanEck Unconstrained Emerging Markets Bond Fund
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Market Review

For the past nine months we have had low duration and limited 

emerging markets local currency exposure due to our concerns 

about rising U.S. interest rates. However, given the sell-off in the 

global bond market, the U.S. dollar’s rally, and other factors, we 

are beginning a re-evaluation. For most of last year, we had a 

portfolio that we said would underperform strong markets, and 

outperform weak ones. One of our key concerns, supporting 

such positioning, was our view that interest rates could rise, 

and that emerging markets duration (in local or hard currency) 

and emerging markets local currencies were vulnerable as a 

result, and also that they were vulnerable asymmetrically (i.e., 

more downside if we were right to be worried than upside if 

we were wrong to be worried). We stuck to this view for most 

of last year, and underperformed as a result. But, by the fourth 

quarter of 2016, the mild trend became acute, with the bulk 

of the U.S. Treasury sell-off and U.S. dollar rally happening 

during the quarter, and we outperformed the sell-off significantly. 

Into January, we maintained that defensive view, but we are 

reconsidering our stance now. 

There are several reasons we now see risk to our long-held view 

of rising rates and a strong U.S. dollar. First, U.S. Treasury 10-

year yields have sold off almost 100bps since their low in early 

July of last year. The U.S. dollar (using DXY,  so comparing it 

mostly to global developed currencies) is up around 5% over the 

same period. Second, it is a popular view to be negative on U.S. 

interest rates and positive on the U.S. dollar – the U.S. Commodity 

Futures Trading Commission (CFTC) net positioning survey clearly 

shows that this is still the case, even though positions are off the 

recent extremes. Third, rising headline inflation in December and 

January was largely due to base effects, so should abate. The 

labor market is tight, but this has yet to translate into sustained 

wage pressures – the recent relapses in hourly earnings growth 

and the Atlanta Fed’s Wage Growth Tracker provide clear 

warning signs to the proponents of the reflation theory. Fourth, 

President Trump’s fiscal plans are not clearly materializing in 

2017, and, in any case, expectations have already had their 

impact with a boost to animal spirits  following his election 

(specifically the rise in small business confidence). Fifth, the voting 

roster for the Federal Open Market Committee has more doves on 

it currently and the new voting members might also be dovish. 

As a result of this, we are examining more duration and more 

emerging markets local currency exposure than we have had 

since the end of the first half of last year. We believe that at a 

minimum we should be more neutral, if not overweight, some of 

the names where the core of our process – steps one and two, in 

which we allocate to bonds where the spread or real yield is too 

high relative to fundamentals – tells us to be. Most of the macro 

considerations on duration or the U.S. dollar will show up in step 

three’s tests, particularly correlation (e.g., whether one is going to 

go up or down with Treasuries or the U.S. dollar because one has 

under-reacted to them based on history) and vulnerability (e.g., 

one’s duration is so high and one’s spread is so low that even a 

small chance of a duration sell-off makes one vulnerable). Anyway, 

for now, we still have low duration, though less so than before, 

and low emerging markets local currency exposure, though more 
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than before, due to the above. We see mostly idiosyncrasy in emerging 

markets local currency exposure. 

In hard currency, we have noteworthy exposures to Argentina, 

Mongolia, Brazil, Kazakhstan, and Peru. In Argentina, the latest 

cabinet reshuffle improved governability, especially with respect to 

the outlook for fiscal adjustment. This should reduce pressure on the 

country’s external balance going forward. We are also encouraged 

that the central bank’s policy looks conservative with the aggressive 

inflation-targeting regime in place and no unnecessary easing.

In Mongolia, the government is close to the finishing line in regard to 

the IMF program – overachieving and diverging more than expected in 

many areas. The government is also busy building financial alliances 

in the region (including with China, Russia, and South Korea) which 

improves its debt-servicing capabilities. 

In Brazil, the balance of payments just keeps improving – even though 

we might have reached a limit in regard to the current account 

adjustment, foreign direct investment inflows exceed expectations by 

a wide margin, pushing the basic balance further into the positive 

territory. Meanwhile, the Temer government continues to make progress 

on the structural front (pension reform), allowing the central bank to 

continue monetary easing and support growth.  

 

In Kazakhstan, the recent initiatives of President Nazarbayev made 

the succession process a bit clearer and less worrisome. The floating 

exchange rate regime keeps the international reserves stable at around 

US$20B, while higher commodity prices should halt the deterioration of 

the current account balance. (The relaunch of the Kashagan oil field in 

the fall of 2016 is an extra bonus.)  

In Peru, the policy remains anchored by the fiscal rule and the 

Kuczynski government’s emphasis on the infrastructure development 

should not result in major fiscal slippages, while helping to support 

growth. We are mindful of the recent increase in the political noise 

level and we are monitoring the situation carefully.  

In local currency, we have noteworthy exposures in Brazil, Mexico, 

Russia, and Argentina. A key reason we like these countries is a 

combination of the central banks’ orthodoxy and (in the case of Brazil, 

Mexico, and Argentina) newly-found fiscal conservatism. In Russia, the 

central bank’s only purpose in life at the moment is to bring inflation 

down to low single-digit levels. As such, it maintains a very tight policy 

stance (the real policy rate is 5 %!) even at the expense of short-term 

output gains. The three-year fiscal plan is based on a very conservative 

oil price assumption (US$40 per barrel) with all windfall gains going to 

a special account. In Argentina, the improved post-reshuffle governance 

means a more streamlined fiscal outlook and fewer policy clashes with 

the central bank. The central bank is focusing on reducing inflation to 

12% - 17% in 2017 – keeping the policy rate on hold is part of the 

strategy. In Brazil, the central bank did not rush into easing – the real 

policy rate is among the highest in the world as a result – making it 

conditional upon sustained progress on the fiscal and structural fronts. 

The first 75 bps cut happened only in January 2017 when disinflation 

became entrenched and the key piece of legislation approved. In 

Mexico, we’d emphasize that, although we are attracted to its high 

real yields, a big part of the rationale is that a lot of bad news has 

happened, and positioning has followed this news; it would not be 

wrong to think of this position as possibly shorter-lived than our more 

structural views in Brazil, Russia, and Argentina. 

Overall, we are fairly geographically diversified, with allocations to 

26 countries, a carry of 6.5% and a duration of 3.3. Our key country 

allocations include Brazil, Argentina, Mexico, Mongolia, Russia, 

Kazakhstan, Indonesia, Peru, Pakistan, and El Salvador.  

Before we fully shift from our fairly consistent avoidance of duration 

and emerging markets local currencies, though, we feel we must await 

clarity on President Trump’s fiscal agenda. This was the new ingredient 

that accelerated the sell-off in U.S. Treasuries. It could be that fiscal 

stimulus is still on track, or that it has been delayed. We don’t know. 

But, we do believe that the market has discounted some of it already, 

and that, if it all materializes, recent trends will continue. But if it doesn’t 

all materialize, recent trends will reverse (and our portfolio will have to 

match that scenario). We should also note that key risks we’ve noted 

over the years – China’s leverage versus a pegged exchange rate, 

the Eurozone, or Europe’s possible disintegration – would logically be 

bullish for the U.S. dollar, and bullish for yields (i.e., lower). So those 

are considerations we are keeping in mind.

Exposure Types and Significant Changes 
The changes to our top positions are summarized below. Our largest 

positions are currently: Argentina, Brazil, Mexico, Mongolia, and 

Russia. 

•	 We increased quasi-sovereign hard currency exposure in Mexico 

and local exposure in Mexico and Argentina. The central banks in 

both countries surprised with their hawkish attitude, which should 

help to curb inflation pressures down the road. An extra bonus in 

Argentina is the improved governability and fiscal outlook post-

reshuffle. In terms of our investment process, this resulted in higher 

policy/politics scores for these countries. 
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•	 We also increased sovereign hard currency exposure in Egypt, 

Kurdistan, and El Salvador. In Egypt, the financial repatriations 

backlog is cleared and the government is expected to receive the 

second disbursement from the International Monetary Fund upon 

the review’s completion – in terms of our process, this resulted in an 

improved policy/politics score. In El Salvador, government officials 

visited the IMF in order to discuss the precautionary agreement 

(which translates into the higher policy score for the country). 

•	 We reduced sovereign hard currency exposure in Turkey and Cote 

d’Ivoire. In Turkey, we were alarmed by policy moves that are 

tantamount to capital controls. In terms of our process, this lowered 

the country’s vulnerability score. In Cote d’Ivoire, the military unrest 

– which is still on-going – resulted in a lower policy/politics score for 

the country.  

•	 We also reduced our sovereign hard currency exposure in Serbia 

and quasi-sovereign hard currency exposure in South Korea. In 

the first, the main reason was correlation with European rates and 

our concerns about near-term political risks in the region. Hence, a 

lower correlation score for the country. In South Korea, the bonds’ 

vulnerability to a U.S. Treasury sell-off was our main driver. In terms 

of the investment process, this meant a lower correlation score. 

Fund Performance
The VanEck Unconstrained Emerging Markets Bond Fund (Class A shares 

excluding sales charge) gained 1.63% in January, compared to 1.85%  

for the 50/50 J.P. Morgan Government Bond Index-Emerging Markets 

Global Diversified (GBI-EM) local currency and the J.P. Morgan Emerging 

Markets Bond Index (EMBI) hard-currency index. The Fund’s biggest 

winners were Brazil, Argentina and Mexico. The Fund’s biggest losers 

were Turkey, El Salvador and Cote D’Ivoire.

Turning to the market’s performance, the GBI-EM’s biggest winners were 

Brazil, Peru and Colombia. The biggest losers were Turkey, Mexico and 

Hungary. The EMBI’s biggest winners was Venezuela, Suriname and 

Costa Rica. The biggest losers were El Salvador, Ethiopia and Gabon. 

†Monthly returns are not annualized.

Please note that the information herein represents the opinion of the portfolio manager and these opinions may change at any time and from time to time.

Diversification does not assure a profit or prevent against a loss.

Expenses: Class A: Gross 1.44%; Net 1.25%. Expenses are capped contractually until 05/01/17 at 1.25% for Class A. Caps exclude certain expenses, 
such as interest. Please note that, generally, unconstrained bond funds may have higher fees than core bond funds due to the specialized nature of their 
strategies. 

The tables above present past performance which is no guarantee of future results and which may be lower or higher than current performance. Returns 
reflect applicable fee waivers and/or expense reimbursements. Had the Fund incurred all expenses and fees, investment returns would have been reduced. 
Investment returns and Fund share values will fluctuate so that investors’ shares, when redeemed, may be worth more or less than their original cost. 
Fund returns assume that dividends and capital gains distributions have been reinvested in the Fund at Net Asset Value (NAV). Index returns assume that 
dividends of the index constituents have been reinvested. Investing involves risk, including loss of principal; please see disclaimers on next page. Please call 
800.826.2333 or visit vaneck.com for performance current to the most recent month ended. 

Average Annual Total Returns (%) as of January 31, 2017

1 Mo† 3 Mo† YTD 1 Yr 3 Yr Life

Class A: NAV (Inception 7/9/12) 1.63 0.21 1.63 8.41 -1.09 0.08

Class A: Maximum 5.75% Load -4.18 -5.54 -4.18 2.20 -3.03 -1.21

50 GBI-EM GD / 50% EMBI GD 1.85 -2.28 1.85 12.10 2.53 --

Average Annual Total Returns (%) as of December 31, 2016

1 Mo† 3 Mo† YTD 1 Yr 3 Yr Life

Class A: NAV (Inception 7/9/12) 1.22 -1.43 6.06 6.06 -2.28 -0.28

Class A: Maximum 5.75% Load -4.61 -7.07 -0.11 -0.11 -4.18 -1.58

50 GBI-EM GD / 50% EMBI GD 1.60 -5.05 10.16 10.16 1.00 --
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Duration measures a bond’s sensitivity to interest rate changes that reflects the change in a bond’s price given a change in yield. This duration measure 
is appropriate for bonds with embedded options. Quantitative Easing by a central bank increases the money supply engaging in open market operations 
in an effort to promote increased lending and liquidity. Monetary Easing is an economic tool employed by a central bank to reduce interest rates and 
increase money supply in an effort to stimulate economic activity. Correlation is a statistical measure of how two variables move in relation to one other. 
Liquidity Illusion refers to the effect that an independent variable might have in the liquidity of a security as such variable fluctuates overtime. A Holdouts 
Issue in the fixed income asset class occurs when a bond issuing country or entity is in default or at the brink of default, and launches an exchange offer 
in an attempt to restructure its debt held by existing bond holding investors. Carry is the benefit or cost for owning an asset.

Emerging Markets Hard Currency Bonds refers to bonds denominated in currencies that are generally widely accepted around the world (such as 
the U.S.-dollar, euro or yen). Emerging Markets Local Currency Bonds are bonds denominated in the local currency of the issuer. Emerging Markets 
Sovereign Bonds are bonds issued by national governments of emerging countries in order to finance a country’s growth. Emerging Markets Quasi-
Sovereign Bonds are bonds issued by corporations domiciled in emerging countries that are either 100% government owned or whose debts are 
100% government guaranteed. Emerging Markets Corporate Bonds are bonds issued by non-government owned corporations that are domiciled in 
emerging countries. 

All indices are unmanaged and include the reinvestment of all dividends, but do not reflect the payment of transaction costs, advisory fees or expens-
es that are associated with an investment in the Fund. An index’s performance is not illustrative of the Fund’s performance. Indices are not securities in 
which investments can be made. The 50/50 benchmark (the “Index”) is a blended index consisting of 50% J.P. Morgan Emerging Markets Bond In-
dex (EMBI GD) Global Diversified and 50% J.P. Morgan Government Bond Index-Emerging Markets Global Diversified (GBI-EM GD). The J.P. Morgan 
Government Bond Index-Emerging Markets Global Diversified (GBI-EM GD) tracks local currency bonds issued by Emerging Markets governments. 
The index spans over 15 countries. J.P. Morgan Emerging Markets Bond Index (EMBI) Global Diversified tracks returns for actively traded external 
debt instruments in emerging markets, and is also J.P. Morgan’s most liquid U.S-dollar emerging markets debt benchmark. The J.P. Morgan Emerging 
Country Currency Index (EMCI) is a tradable benchmark for emerging markets currencies versus the U.S. Dollar (USD). The Index compromises 10 
currencies: BRL, CLP, CNH, HUF, INR, MXN, RUB, SGD, TRY and ZAR. The Consumer Confidence Index (CCI) is an indicator designed to measure 
consumer confidence, which is defined as the degree of optimism on the state of the economy that consumers are expressing through their activities of 
savings and spending. 

Information has been obtained from sources believed to be reliable but J.P. Morgan does not warrant its completeness or accuracy. The Index is used 
with permission. The index may not be copied, used or distributed without J.P. Morgan’s written approval. Copyright 2017, J.P. Morgan Chase & Co. 
All rights reserved. 

Please note that the information herein represents the opinion of the portfolio manager and these opinions may change at any time and from time to 
time and portfolio managers of other investment strategies may take an opposite opinion than those stated herein. Not intended to be a forecast of 
future events, a guarantee of future results or investment advice. Current market conditions may not continue. Non-VanEck proprietary information con-
tained herein has been obtained from sources believed to be reliable, but not guaranteed. No part of this material may be reproduced in any form, 
or referred to in any other publication, without express written permission of Van Eck Securities Corporation ©2017 VanEck.

Investing involves risk, including loss of principal. You can lose money by investing in the Fund. Any investment in the Fund should be part of an over-
all investment program, not a complete program. The Fund is subject to risks associated with its investments in emerging markets securities. Investing 
in foreign denominated and/or domiciled securities may involve heightened risk due to currency fluctuations, and economic and political risks, which 
may be enhanced in emerging markets. As the Fund may invest in securities denominated in foreign currencies and some of the income received by 
the Fund will be in foreign currencies, changes in currency exchange rates may negatively impact the Fund’s return. Derivatives may involve certain 
costs and risks such as liquidity, interest rate, market, credit, management and the risk that a position could not be closed when most advantageous. 
The Fund may also be subject to credit risk, interest rate risk, sovereign debt risk, tax risk, non-diversification risk and risks associated with non-invest-
ment grade securities. Please see the prospectus and summary prospectus for information on these and other risk considerations. 

Investors should consider the Fund’s investment objective, risks, charges,  and expenses carefully before investing. Bond and bond funds will decrease 
in value as interest rates rise. The prospectus and summary prospectus contain this as well as other information. Please read them carefully before 
investing. Please call 800.826.2333 or visit vaneck.com for performance information current to the most recent month end and for a free prospectus 
and summary prospectus.


