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Financial Contagion on the Rise Again — Except in Venezuela

Argentine Contagion: 10-day Rolling EMBI+ Spread Correlations
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Argentina’s debt crisis is heating up again, catalyzing a rise in EMBI+ spreads over the Latin American region.
As expected, when Argentina sneezes, Brazil catches a cold — and as can be seen in the bar chart above, the
10-day spread correlation between the Argentine EMBI+ and the Brazilian EMBI+ has shot up to 88% from 61%
on November 2nd. But what has come as a surprise is Peru’s strong association with Argentina over the past
month. Year to date, the Andean countries (Ecuador, Colombia, Peru, Venezuela) have been largely immune to
Argentine market jitters. And for the most part, they still remain so — with the recent exception of Peru. Peru’s
correlation with Brazil of 89%, way outside its year-to-date norm of about 40%, has peaked and will be likely
trending down in the next few days. Because of this correlation overshoot, increasing exposure in Peru
represents a diversification play once Peru begins —as we expect - to decouple from Argentina. Speaking of the
Andeans, only Venezuela appears to be the least affected from the contagion effects from Argentina. This
decoupling has benefited our recent trade idea (Sell Brazil El — Buy Venezuela DCB). The entry spread
difference of 446 bps has tightened 118 bps to 328 bps since this trade idea was presented on November 21°.

Emerging Market Correlation Study @

Fixed Income Benchmarks: Month to Date
Arg FRB Brz C Col 09 Ecu30 Mex26 PerPDI Rus 30 Ven DCB EMBI+
Arg FRB 1.00
BrzC 0.46 1.00
Col 09 0.16 0.11 1.00
Ecu 30 -0.27 -0.15 -0.18 1.00
Mex 26 0.33 0.53 0.19 -0.10 1.00
Per PDI 0.22 0.50 -0.10 0.05 0.53 1.00
Rus 30 0.11 0.25 -0.05 0.15 0.48 0.60 1.00
Ven DCB -0.01 0.14 0.33 -0.25 0.47 0.38 0.43 1.00
EMBI+ 0.83 0.65 0.00 -0.36 0.57 0.51 0.34 0.23 1.00
EMBI+ Stripped Spreads: Month to Date
EMBI+ ARG BRAZ COoL ECU MEX PER PAN VEN RUS
EMBI+ 1.00
ARG 0.82 1.00
BRAZ 0.77 0.48 1.00
CcoL 0.36 0.25 0.36 1.00
ECU 0.58 0.35 0.54 0.1 1.00
MEX 0.42 0.16 0.49 0.65 0.31 1.00
PER 0.33 0.28 0.36 0.29 0.24 0.46 1.00
PAN 0.75 0.47 0.74 0.29 0.71 0.50 0.21 1.00
VEN 0.37 0.24 0.18 0.15 0.29 0.25 0.19 0.30 1.00
RUS 0.55 0.20 0.50 0.09 0.72 0.26 -0.12 0.67 0.30 1.00



Latam Currencies: Month to Date

ARS BRL CLP cop MXP PEN VEB
ARS 1.00
BRL -0.38 1.00
CLP -0.23 0.62 1.00
cop -0.20 0.17 0.01 1.00
MXP -0.45 0.32 0.31 0.06 1.00
PEN -0.22 -0.02 -0.03 0.02 0.07 1.00
VEB 0.68 -0.08 -0.06 -0.02 -0.32 -0.25 1.00

Source: Bloomberg, Standard Miami

A Correlation Analysis Primer

The correlation coefficient “p” is a unit-free measure of linear association between two random variables. In our
analysis, the natural log of daily price returns for emerging market fixed income benchmark assets. Correlation
coefficients range anywhere between —1 and +1, such that a correlation of +1 denotes that the two price returns are
perfectly linearly related (meaning that they both move in the same direction). On the other hand, a correlation of —1
denotes a perfectly negative linear relationship (meaning that they both move in opposite directions). Most
correlation coefficients in practice fall somewhere between these two extremes. Now if there is no relation
whatsoever between the two price returns, meaning that the return distributions are fully independent, the correlation
coefficient will be zero. The strength or degree of the correlation coefficient is simply the absolute value of the
correlation coefficient, that is |p | . The larger the absolute value of p, the stronger the association of the two returns
under study. Keep in mind that the correlation coefficient reflects the magnitude and direction of an association
between two random variables. It says nothing about causality. Regression analysis, rather, is the proper statistical
tool for determining causal relationships between dependent and explanatory (or independent) variables. The
impetus behind a correlation analysis is to help investors make efficient asset allocation decisions that can optimize a
portfolio’s risk-adjusted return performance. Empirical evidence has demonstrated that correlation coefficients
between different markets vary over time. More importantly, the relative independence of price return movements of
international assets allows a portfolio manager the opportunity to reduce diversifiable risk and maximize returns.
How? By simply choosing assets with low or negative correlations to each other. In this way, international
diversification will reduce a portfolio’s volatility to /less than the average volatility of its individual assets — without
sacrificing expected returns.
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