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reflected our understanding of the regulatory environment; 

and are subject to change without notice. The value of 

investments and any income from them can go down as well 

as up and investors may not get back the amount originally 

invested.
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Emerging market debt (EMD) has enjoyed a renaissance of sorts over the past 

couple of years as investor appetite returned, supported by improving global 

growth and an intrinsic improvement in emerging market (EM) balance sheets. 

However, beyond cyclical returns, we believe emerging markets are positioned to 

deliver a superior return profile over the long term too, as structural factors will 

enable them to continue outstripping developed markets. This is particularly true 

for emerging market currencies which, over the long term, should benefit from the 

region’s productivity and growth differentials vis-à-vis the developed world.

For European insurers under Solvency II, seizing this opportunity is not a 

straightforward choice, principally because of the high regulatory capital charge 

for currency risk under the Standard Model. An investment in EMD that is not 

hedged back to the insurer’s base currency could attract a stand-alone 

SCRMarket of well over 30%, whereas a currency-hedged investment might 

attract less than half of that. This difference has prompted many insurers to invest 

in hard-currency emerging market debt, often driven by the lower transaction 

costs of hedging back to base currency. 

The choice of investing in hard-currency EMD is certainly understandable from a 

regulatory capital perspective. But the nature of the asset class means that an 

investor who hedges back to base currency may well leave a lot of potential 

return on the table. Investing in emerging market currencies provides investors 

with access to fast-growing economies with relatively high interest rates. The 

economic growth prospects of a number of emerging markets help to create the 

potential for future currency appreciation as well, which further adds to the 

investment case for local currency emerging markets debt.
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Although the value of investments and the income from them can go down as 

well as up and investors may not get back the amount originally invested, it is still 

clearly worth investigating whether insurance investors could access some of this 

return potential in a form that would not break the bank in terms of SCRMarket. 

One way to do this could be to apply a number of optimisation steps to an EMD 

Total Return strategy, which itself has become increasingly popular with insurers 

as a form of gaining exposure to the asset class. 

There are broadly three types of exposure within EMD strategies: hard-currency 

debt, local-currency debt, and local currency. Hard-currency emerging market 

debt is most often issued by countries that may find it more difficult to issue in 

their local currency, and by corporates that may have a hard-currency revenue 

base. Local-currency emerging market debt will typically be issued by countries 

whose better credit profile gives local and international investors a greater level of 

comfort with the currency exposure. Finally, direct currency investments allow 

investors to gain exposure to emerging markets’ potential for currency 

appreciation without taking a duration view.

HSBC Global Asset Management’s EMD Total Return strategy uses a mix of 

hard-currency, local-currency and EM Cash exposures with the aim of producing 

positive absolute returns while reducing volatility normally associated with 

emerging markets. The strategy has a lot of investment freedom, which can make 

the Solvency II capital usage high and relatively volatile. We apply three steps to 

make this strategy more efficient in terms of SCRMarket:

1. Applying a re-weighting algorithm to increase the expected return on 

SCRSpread by 15% to 25%;

2. Hedging USD positions only, to EUR and leaving non-USD positions 

unhedged;

3. Only using CDS to buy protection (i.e. to hedge risk), and not to sell 

protection.

These steps can be implemented without significantly affecting the performance 

potential of the strategy. Taken together, they have the potential to reduce the 

standalone SCRMarket from well over 30% to between 15% and 20%, depending 

on the strategy’s positioning. This significantly increases the relative 

attractiveness of Emerging Market Debt under Solvency II. 

European insurance companies that may not have investigated this asset class 

until now – because of perceived regulatory capital usage – can now look into 

applying these steps to take advantage of the expected return and diversification 

benefits of EMD.
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Key Risks 

There is no assurance that a portfolio will achieve its investment objective or will work under all market conditions. 

The value of investments may go down as well as up and you may not get back the amount originally invested. 

Portfolios may be subject to certain additional risks, which should be considered carefully along with their investment objectives 

and fees.

Fixed income is subject to credit and interest rate risk. Credit risk refers to the ability of an issuer to make timely payments of 

interest and principal. Interest rate risk refers to fluctuations in the value of a fixed income security that result from changes in 

the general level of interest rates. In a declining interest rate environment, a portfolio may generate less income. In a rising

interest-rate environment, bond prices fall. 

High Yield. Investments in high yield securities (commonly referred to as “junk bonds”) are often considered speculative 

investments and have significantly higher credit risk than investment grade securities. The prices of high yield securities, which 

may be less liquid than higher rated securities, may be more volatile and more vulnerable to adverse market, economic or 

political conditions.

Foreign and emerging markets. Investments in foreign markets involve risks such as currency rate fluctuations, potential 

differences in accounting and taxation policies, as well as possible political, economic, and market risks. These risks are 

heightened for investments in emerging markets which are also subject to greater illiquidity and volatility than developed foreign 

markets.

Derivative instruments. Derivatives can be illiquid, may disproportionately increase losses and may have a potentially large 

negative impact on performance. 

Non-diversification occurs when portfolio assets are invested in fewer securities, industries, currencies or countries than in 

diversified investment portfolios, Non-diversification increases risk because each investment has a greater effect on portfolio 

performance and can also be affected by single economic, political or regulatory occurrences.

Geographic concentration occurs when a portfolio concentrates its investments in one country or region. Portfolio 

performance is expected to be closely tied to the social, political, and economic conditions in that country or region, and may 

therefore be more volatile than the performance of more geographically diversified funds.

Commodity-related investments. Exposure to commodities markets, including investments in companies in commodity-

related industries, may subject a fund to greater volatility than investments in traditional securities. The value of commodity-

related investments may be affected by overall market movements and factors specific to a particular industry or commodity.

Liquidity. The markets in which the fund can invest may occasionally be affected by a lack of liquidity. These markets 

disruptions can have an impact on the price levels.
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Important information

This document is intended for Professional Clients only and should not be distributed to or relied upon by Retail 
Clients.

The contents of this document are confidential and may not be reproduced or further distributed to any person or entity, 
whether in whole or in part, for any purpose. The material contained herein is for information only and does not constitute 
investment advice or a recommendation to any reader of this material to buy or sell investments. This document is not intended 
for distribution to or use by any person or entity in any jurisdiction or country where such distribution or use would be contrary 
to law or regulation. This document is not and should not be construed as an offer to sell or the solicitation of an offer to
purchase or subscribe to any investment. 

HSBC Global Asset Management has based this presentation on information obtained from sources it believes to be reliable 
but which it has not independently verified HSBC Global Asset Management and HSBC Group accept no responsibility as to its 
accuracy or completeness.  

This document is intended for discussion only and shall not be capable of creating any contractual or other legal obligations on
the part of HSBC Global Asset Management or any other HSBC Group company.  Care has been taken to ensure the accuracy 
of this presentation but HSBC Global Asset Management accepts no responsibility for any errors or omissions contained 
therein.    

This document and any issues or disputes arising out of or in connection with it (whether such disputes are contractual or non-
contractual in nature, such as claims in tort, for breach of statute or regulation or otherwise) shall be governed by and 
construed in accordance with English law.

The views expressed above were held at the time of preparation and are subject to change without notice. Any forecast, 
projection or target where provided is indicative only and is not guaranteed in any way.  HSBC Global Asset Management 
accepts no liability for any failure to meet such forecast, projection or target.

Please note that this e-mail is confidential. It may also be legally privileged. If you are not the addressee you may not copy, 
forward, disclose or use any part of it. If you have received this message in error, please delete it and all copies from your 
system and notify the sender immediately by return e-mail. Internet communications cannot be guaranteed to timely secure, 
error or virus-free. The sender does not accept liability for any errors or omissions. 

The value of investments and any income from them can go down as well as up and investors may not get back the 
amount originally invested. Where overseas investments are held the rate of currency exchange may also cause the value of 
such investments to fluctuate. Stockmarket investments should be viewed as a medium to long term investment and should be 
held for at least five years. Any performance information shown refers to the past and should not be seen as an indication of
future returns. The value of the underlying assets is strongly affected by interest rate fluctuations and by changes in the credit 
ratings of the underlying issuer of the assets.

HSBC Global Asset Management (UK) Limited provides information to Institutions, Professional Advisers and their clients on 
the investment products and services of the HSBC Group. 

Approved for issue in the UK by HSBC Global Asset Management (UK) Limited, who are authorised and regulated by the 
Financial Conduct Authority.
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