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· The EMBI tracks market for Brady bonds and other similar sovereign restructured bonds
· Well‑defined liquidity criteria ensure the index provides a fair and replicable benchmark

· Historical levels available daily from December 3l, 1990
Overview
The J.P. Morgan Emerging Markets Bond Index (EMBI) is a total‑return index that tracks the traded market for U.S. dollar‑denominated Brady and other similar sovereign restructured bonds. The EMBI provides investors with a well‑defined performance benchmark and a vehicle for the analysis of risk and returns. As Exhibit 1 shows, the EMBI returned 74.1% over the period from December 31, 1990 to December 30, 1994, easily outperforming both the S&P 500 (up 5 6.6%) and the J.P. Morgan U.S. Government Bond Index (up 31.6%). The EMBI’s average annual volatility during that same period was 11.7%.
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The EMBI also provides investors with a definition of the market for dollar‑denominated Brady and Brady‑style bonds, a list of available traded instruments, and a thorough compilation of their terms. The EMBI currently includes 25 issues from 

eight countries, with a combined face value of $123.4 billion and a market capitalization of $70.4 billion.

In this publication, we outline our methodology for constructing the EMBI, briefly describe the origin of the instruments in this market, analyze the index's current composition, and describe our criteria for adding and dropping EMBI instruments. In the Appendix, we give an overview of the terms of the bonds issued under the various Brady plans.

Methodology

We constructed the EMBI—starting from December 31, 1990—using a methodology adapted from the J.P. Morgan Government Bond Index. Our objective was to create a benchmark that accurately and objectively would reflect returns from price gains and interest income on a "passive" portfolio of traded emerging markets bonds. The index is market capitalization weighted and fully invested at all times. Individual bond returns are calculated based on daily changes in bid prices and on interest earned according to exact coupon accrual and payment conventions. Total EMBI returns are calculated by weighting daily bond returns in proportion to market capitalization. The EMBI is always fully invested because cash payments are reinvested in the index on the date paid. Rebalancing, done on the last business day of each month, is only required in either of two cases: (1) when issues are added to or dropped from the index or (2) when a government augments the outstanding amount of a bond or repurchases part of it, thus canceling a portion of the outstanding issue.
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Consistent with Morgan's index methodology, we have excluded issues that are unavailable or highly illiquid. Two eligibility criteria apply: the bonds must be denominated in U.S. dollars, and they must have a minimum outstanding of $500 million. We also exclude issues that seldomly trade. Some Brady bonds have not traded since issuance, remaining "locked up" in the portfolios of the banks that held the original loans for which these bonds were exchanged; such issues are generally not available to investors and, therefore, are not included in the index. Other bonds trade only occasionally and are quoted on an indicative basis, usually at high bid/offer spreads; these highly illiquid issues are also excluded from the index. As Exhibit 3 shows, the bonds included in the EMBI comprise 84% of the market by face value.

Because the EMBI's issues are limited to liquid bonds, each of them can be bought and sold at short notice and are quoted daily by several market makers at relatively low bid/offer spreads. Thus, the EMBI provides are replicable benchmark against which an investor's performance can be realistically compared. To further ensure replicability of index returns, we base our calculations on prices as of 3:00 p.m. New York time, when the market is still actively quoting the issues.

Origin and features of sovereign restructured bonds

Sovereign restructured bonds are securities issued in a negotiated restructuring of a developing country's commercial bank debt. While so‑called "Brady bonds" constitute the largest portion of this market, bonds issued under Brady‑style loan restructurings are also included. The Appendix summaries loan restructuring agreements to date and the bonds resulting from these restructurings.

The first Brady plan, named for former U.S. Treasury Secretary Nicholas Brady, occurred in March 1990, when banks exchanged Mexican loans for bonds. Since then, Brady plans have been implemented for Venezuela, Costa Rica, Uruguay, Nigeria, the Philippines, Argentina, Jordan, Brazil, the Dominican Republic, Bulgaria, and Poland. Ecuador is expected to complete its Brady restructuring with the issuance of bonds on February 28,1995.

Other countries working toward Brady plans are Peru and Panama, having begun talks with creditor banks in the fourth quarter of 1994. Panama is expected to announce the terms of its agreement by mid‑ 1995. Countries beginning to consider Brady plans include Cote d'Ivoire and Vietnam.  

	Exhibit 4

Fixed-rate bonds

Par Bonds
Loans exchanged at par

Benefit to country
Interest Reduction

Coupon
Below-market constant fixed or 
step-up fixed

Original term
25-30 years

Amortization
Bullet

Principal guarantee
Fully by U.S. Treasury zero bonds1

Interest guarantee
Partially by high-quality securities1

Capitalization bonds
Interest is “capitalized” in early years
Benefit to country
Interest reduction in early years

Coupon
Fixed step-up
Original term
20 years
Amortization
Begins 10 years from issuance

Principal guarantee
None

Interest guarantee
None

Floating-rate bonds

Discount bonds
Loans exchanged at a “discount”

Benefit to country
Principal reduction

Coupon
30 years
Original term
30 years
Amortization
Bullet

Principal guarantee
Fully by U.S. Treasury zero bonds1

Interest guarantee
Partially by high quality 
securities1
Debt Conversion bonds Loans “converted” to bonds

Benefit to Country
New money commitment

Coupon
Spread over Libor

Original term
17-25 years

Amortization
Begins 5-20 years from issuance

Principal guarantee
None

Interest guarantee
None

New Money bonds
Bonds issued for new money

Benefit to country
New lending

Coupon
Spread over Libor

Original term
10-20 years

Amortization
Begins 4-10 years from issuance

Principal guarantee
None

Interest guarantee
None

Interest Arrears bonds Interest arrears exchanged for bonds

Benefit to country
Capitalization and securitization of arrears

Coupon
Spread over Libor2
Original term
9-20 years

Amortization
Begins 3-10 years from issuance

Principal guarantee
None

Interest guarantee
None

Mixed fixed-and floating-rate bonds
FLIRBs
Front-loaded interest reduction bonds

Benefit to country
Interest reduction in early years

Coupon
Below-market fixed rate; then floating

Original term
15-18 years

Amortization
Begins 5-8 years from issuance

Principal guarantee
None

Interest guarantee
Partially by high-quality securities
1 Except Brazil and Poland: As Brazil implemented its exchange without IMF assistance, it purchased initial interest and/or principal collateral in the secondary market and will phase in the balance of collateral over the next two years; the U.S. Treasury declined to arrange a special issue of zero-coupon bond collateral for Brazil.  In the case of Poland, no interest guarantee are offered.

2 Except Brazil, Poland and Ecuador: Brazil offered a mixed fixed/floating-rate bond. Poland offers a step-up fixed coupon. Ecuador has the option of capitalizing interest on its PDI bonds. 


The objectives of Brady restructurings are: (1) to lighten a country's annual debt service burden by lengthening maturities, reducing balances and lowering interest rates; (2) to enhance the credit of the restructured obligations by providing principal and interest guarantees; and (3) to broaden the base of potential debt holders by issuing the new obligations in bonded form. The bonds typically issued in these restructurings have characteristics that serve these objectives; Exhibit 4 describes some of the bonds.

Many of the concepts found in Brady plans were actually introduced in two Brady‑style restructuring agreements completed prior to the first formal Brady plan. In 1988, the Mexican government, with J.P. Morgan as its advisor, invited banks to tender their loans at a discount for Aztec bonds, 20‑year floating‑rate bonds with principal fully defeased by U.S. Treasury zero bonds. Later that year, under the 1988 Brazilian loan restructuring agreement, some banks exchanged loans at par for Exit bonds, with a below‑market fixed coupon, while other banks received New Money bonds in exchange for new lending. These two restructuring agreements introduced the general concept of transforming developing country bank loans into bonds, as well as the specific concepts of discounted exchanges, collateralized principal and below‑market fixed coupons. All Brady bonds are described as "exit" instruments by the countries that issue them ‑ that is, they are not expected to be subject to further restructuring.

Composition and weighting

The EMBI composition and weightings as of December 30, 1994, are detailed in Exhibit 7, which also lists the date each bond entered the index. Two bonds previously in the EMBI, Brazil Exit bonds and Brazil New Money bonds, have since dropped out as a result of their liquidity's diminishing as new Brazil Brady bonds began to trade on a when‑, as‑, and if​ issued basis. The recent addition of Polish and Bulgarian Bradys has increased the percentage of the non‑Latin American bonds in the EMBI to 11.5%.
Other important aspects of the EMBI are the breakdown between fixed‑ and floating‑rate as sets and the value of the underlying collateral. Floating‑rate bonds now dominate the index, making up 60.6% by market capitalization. Collateral—both principal and interest—represents 21 % of the index by market capitalization.
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Several bonds have multiple dollar‑denominated series. If a bond's series differ in some material respect, such as in maturity (e. g., Venezuelan DCB series DL and L), the market treats them as different instruments. If the series do not differ materially or if the only difference is that coupons are set and paid on different cycles (e.g., the series of Mexican Discounts or of Venezuelan Pars), the market does not distinguish between them. Although series with different coupon cycles are priced similarly, their market capitalization and returns will be different. Therefore, it is necessary to treat each series as a separate instrument when calculating EMBI returns; this ensures that the EMBI is properly weighted and that returns are representative.

The EMBI's weights are based on publicly known amounts outstanding. Therefore, we are able to update these amounts only when new information is made publicly available. For example, in filing for a Yankee issue, the Mexican government published the amounts outstanding by bond on all its debt, and we were able to update EMBI outstandings accordingly.
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Criteria for adding and dropping instruments

Because the EMBI is a traded index that excludes unavailable or highly illiquid instruments, we need criteria for judging bond liquidity. When a bond meets our liquidity criteria, it is added to the index; when we consider it illiquid, it is dropped.

Although liquidity cannot be precisely quantified, Morgan has established liquidity ratings based on two objective indicators: a bond's average bid/offer spread and the number of designated brokers quoting it. We have established four ratings:
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We use these liquidity ratings to determine when bonds are added to or dropped from the EMBI, both of which occur on the last business day of the month. Bonds must be rated Ll or L2 to be added to the EMBI. Bonds are added in the first month in which they achieve an Ll rating or in the third consecutive month in which they achieve an L2 rating. Bonds must be rated L3 or L4 to be dropped from the index. Bonds are dropped in the first month in which they fall to an L4 
rating or in the third consecutive month in which they are rated L3. However, if a bond is the last one in the EMBI to represent a given country, it is dropped in the first month it falls to an L4 rating or in the sixth consecutive month it is rated L3. To date, no bonds have been dropped as the result of an L4 rating. To further ensure stability of the composition of the EMBI, a bond that has been dropped is not eligible to reenter the index for six months, regardless of its liquidity rating.

Summary

The J.P. Morgan EMBI, by including the largest, most liquid bonds available in emerging markets countries, fairly represents the opportunities available to investors in this market. The EMBI is transparent and timely. Investors know which securities are included in the index and how it is constructed. The EMBI is published daily, usually by 5:00 p.m., on Reuters page EMBI, Telerate page 1787, and Bloomberg (type JPMX<go>). Commentary on the market's performance and a full set of EMBI statistics is published monthly in our Emerging Markets Bond Index Monitor, and weekly statistics are posted in our Emerging Markets Outlook
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