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The first half of 2026 has reinforced a key theme:
developed markets remain constrained by sticky
inflation, wider fiscal deficits, and higher long-dated
bond yields. Many emerging markets, on the other
hand, move into the second half of 2026 with a more
supportive mix of orthodox policy settings, healthier real
yields, and comparatively better inflation dynamics. In
our view, this leaves the case for emerging market debt
largely intact and especially strengthens the appeal of
EM local currency debt on a relative-value basis.

Our latest outlook builds upon our view that EM countries
are relatively more resilient and offer more value than
their DM counterparts; signs of policy divergence should
put local currency debt in good stead for the rest of
2026, although a strong US dollar could impact returns.
In hard currency, we continue to believe that high yield
(HY) debt can deliver positive outcomes, while the
fortunes of investment grade (IG) bonds could be hurt in
a scenario where rates remain higher for longer.
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EMD navigates inflation, geopolitics,
and oil shocks

The first months of 2026 have proven to be more
complex than many investors had anticipated at the turn
of the calendar year. In developed markets, a sharp shift
in the geopolitical landscape—particularly in the Middle
East—added to energy price pressures and renewed
the threat of inflation staying above central banks’
target levels. At the same time, markets also grappled
with fiscal deterioration in the US and other developed
economies, keeping investors focused on higher term
premia and heavy issuance. This weighed on core
government bonds and challenged the argument for
broad developed market duration as a defensive anchor.

Through early May, emerging market debt had held

up comparatively well for the year to date, although

the Iran conflict added uncertainty and contributed

to wide-ranging performance outcomes within the

EMD universe, and notably between oil importers and
exporters. Hard currency debt returns were resilient
albeit with differences between the IG and HY portions,
amid changing US rate expectations and swings in global
risk sentiment. Meanwhile, local currency debt was
impacted by a stronger USD despite the relatively higher
carry, credible policy frameworks, and in some cases,
undervalued currencies. So while outcomes were mixed,
the overall picture stayed constructive.


https://www.ssga.com/insights/emerging-market-debt-outlook-jan-2026

YTD 2026 performance highlights’

» Hard currency EMD: Mixed returns as spreads
and Treasury yields moved with risk sentiment
and shifting expectations around Fed policy.

+ Investment grade sovereigns: Income
supported returns, but elevated developed
market government bond yields constrained
overall gains.

» High yield: Robust performance bolstered by
supportive country-specific stories.

» Local currency EMD: Renewed US dollar strength
dampened progress, notwithstanding positive
real yields, selective policy easing, and a relative
valuation cushion.

Key Themes for H2 2026: resilience,
relative value, and policy divergence

For the second half of 2026, the global fixed income
backdrop looks less like one shaped for a broad duration
rally and more like a market driven by relative-value
considerations. Even if the US Federal Reserve (Fed)
was to ease modestly, inflation and fiscal concerns in
developed markets limit the case for relying on core
sovereign duration alone. In our view, this reinforces
the argument for emerging markets exposure, given the
positive real yields and strong policy credibility of many
EM countries. The differentiated outcomes across the
global fixed income landscape that have ensued from
this environment has made the goldilocks scenario
previously posited less convincing.

For local currency EM debt, we see a constructive
environment. A number of EM central banks have shown
a willingness to tackle renewed inflation concerns by
tightening more aggressively than expected, cementing
policy credibility and offering a counterpoint to the
stronger USD. In return, investors are being paid higher
real yields (versus developed market sovereign debt).
The currencies of a number of EM countries also appear
undervalued versus the US dollar, creating the potential
for a currency tailwind if the dollar’s 2026 advance was
to falter.?
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In our view, the relative value case is how central.
Compared with many developed market sovereigns,
EM local curves offer higher carry and better inflation-
adjusted income; and in selected local markets, there
is more scope for rate cuts without the same fiscal
concerns seen elsewhere. Volatility may still feature,
particularly in FX, but we believe local currency debt
currently offers more pathways to return than broad
developed market duration.

Figure 1: EM real yields remain positive
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Source: State Street Investment Management, Bloomberg Finance
L.P., JP Morgan, as of March 31, 2026. The performance data quoted
represents past performance. Past performance does not guarantee
future results.

On the hard currency EMD front, yields also retain
appeal in an environment where capital gains may be
difficult to achieve. Meanwhile, the relative-value case
is less straightforward than in local markets—this is
because hard currency returns remain more tightly
linked to US rates and spread conditions. Simply put,
hard currency debt presents attractive carry and select
opportunities, but the range of drivers is narrower than
in local markets at this time.
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Key risks to monitor

Although prospects for EMD remain constructive,
the second half of 2026 seems likely to experience
intermittent bouts of volatility.

« Geopolitics: Heightened tensions, especially in the
Middle East, could push already elevated oil prices
to new highs. The knock-on impact on inflation
would add to policy uncertainty, further weighing on
sentiment.

o US growth: Outside of Al-related activity, a weaker
US growth backdrop could slow global demand,
support the US dollar, and pressure EM growth and
currencies. As noted, this concern is tempered by the
strong carry cushions that local markets offer relative
to developed markets.

« Sticky inflation, widening deficits: Deteriorating
developed market fundamentals could sustain high
term premia, limit bond rallies, and support the US
dollar. The near-term impact could pressure EM FX,
but it also reinforces the relative-value case for select
EM local markets.

» Elections: Event risk stemming from elections in
2026 should not be discounted, with major votes
taking place in Brazil, Colombia, and Peru—the US
midterms are also key for emerging markets. The
election campaigns and outcomes could influence
fiscal policy, reform momentum, trade, and foreign
policy, potentially introducing renewed volatility—
especially for local markets and currencies.
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EMD prospects remain robust: Local
currency debt the highlight

Emerging markets still compare favorably with
developed peers on policy execution, inflation
management, and relative value. While uncertainty
around US policy, geopolitics, and growth remains, EM
debt continues to offer attractive opportunities through
the remainder of 2026. Within the asset class, local
currency debt remains our preferred exposure given its
broader set of potential return drivers.

Because the EMD universe spans diverse countries
and policy regimes, outcomes will invariably vary. An
indexed approach is an effective way to capture the
broad opportunity without relying too heavily on any
single macro outcome.

This paper is part of a broader Income,
Engineered for Outcomes series.

¢ Visit the Fixed Income Hub to continue the
series

Endnotes

1 Source: State Street Investment Management,
JP Morgan as of April 30 2026.

2 Source: State Street Investment Management,
as of April 30, 2026.


https://www.ssga.com/capabilities/fixed-income/modern-fixed-income

About State Street
Investment Management

At State Street Investment Management, we have been
helping create better outcomes for institutions, financial
intermediaries, and investors for nearly half a century.
Starting with our early innovations in indexing and
ETFs, our rigorous approach continues to be driven by
market-tested expertise and a relentless commitment
to those we serve. With over $5 trillion in assets
managed*, clients in 60 countries, and a global network
of strategic partners, we use our scale to deliver a
comprehensive and cost-effective suite of investment
solutions that help investors get wherever they want

to go.

* This figure is presented as of March 31, 2026 and includes ETF AUM
of $1,940.32 billion USD of which approximately $184.18 billion USD
in gold assets with respect to SPDR products for which State Street
Global Advisors Funds Distributors, LLC (SSGA FD) acts solely as the
marketing agent. SSGA FD and State Street Investment Management
are affiliated. Please note all AUM is unaudited.

statestreet.com/investment-management

State Street Global Advisors (SSGA) is now State Street Investment Management.
Please click here for more information.
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Important risk information

The information provided does not constitute investment advice as such term is defined
under the Markets in Financial Instruments Directive (2014/65/EU) and it should not be
relied on as such. It should not be considered a solicitation to buy or an offer to sell any
investment. It does not take into account any investor’s or potential investor’s particular
investment objectives, strategies, tax status, risk appetite or investment horizon. If you
require investment advice you should consult your tax and financial or other professional
advisor.

The information contained in this communication is not a research recommendation or
‘investment research’ and is classified as a ‘Marketing Communication’ in accordance
with the applicable regional regulation. This means that this marketing communication
(a) has not been prepared in accordance with legal requirements designed to promote
the independence of investment research (b) is not subject to any prohibition on
dealing ahead of the dissemination of investment research.

This communication is directed at professional clients (this includes eligible
counterparties as defined by the Appropriate Regulator) who are deemed both
knowledgeable and experienced in matters relating to investments. The products
and services to which this communication relates are only available to such persons
and persons of any other description (including retail clients) should not rely on this
communication.

The performance data quoted represents past performance. Past performance does not
guarantee future results.

Investing involves risk including the risk of loss of principal.
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Index returns are unmanaged and do not reflect the deduction of any fees or expenses.
Index returns reflect all items of income, gain and loss and the reinvestment of dividends
and other income as applicable.

Diversification does not ensure a profit or guarantee against loss. It is not possible to
invest directly in an index. Index performance does not reflect charges and expenses
associated with the fund or brokerage commissions associated with buying and selling a
fund. Index performance is not meant to represent that of any particular fund.

Bonds generally present less short-term risk and volatility than stocks, but contain
interest rate risk (as interest rates rise bond values and yields usually fall); issuer

default risk; issuer credit risk; liquidity risk; and inflation risk. These effects are usually
pronounced for longer-term securities. Any fixed income security sold or redeemed prior
to maturity may be subject to a substantial gain or loss. International Government bonds
and corporate bonds generally have more moderate short-term price fluctuations than
stocks, but provide lower potential long-term returns. Investing in high yield fixed income
securities, otherwise known as junk bonds, is considered speculative and involves
greater risk of loss of principal and interest than investing in investment grade fixed
income securities. These Lower-quality debt securities involve greater risk of default

or price changes due to potential changes in the credit quality of the issuer. Increase in
real interest rates can cause the price of inflation-protected debt securities to decrease.
Interest payments on inflation-protected debt securities can be unpredictable.

Investing in foreign domiciled securities may involve risk of capital loss from unfavorable
fluctuation in currency values, withholding taxes, from differences in generally accepted
accounting principles or from economic or political instability in other nations.

Investments in emerging or developing markets may be more volatile and less liquid than
investing in developed markets and may involve exposure to economic structures that are
generally less diverse and mature and to political systems which have less stability than
those of more developed countries.


http://statestreet.com/investment-management
http://statestreet.com/investment-management/about-us
https://www.ssga.com/uk/en_gb/footer/state-street-global-advisors-worldwide-entities

Currency Risk is a form of risk that arises from the change in price of one currency
against another. Whenever investors or companies have assets or business operations
across national borders, they face currency risk if their positions are not hedged.

This document may contain certain statements deemed to be forward-looking
statements. All statements, other than historical facts, contained within this document
that address activities, events or developments that State Street Investment Management
expects, believes or anticipates will or may occur in the future are forward-looking
statements. These statements are based on certain assumptions and analyses made by
State Street Investment Management in light of its experience and perception of historical
trends, current conditions, expected future developments and other factors it believes are
appropriate in the circumstances, many of which are detailed herein. Such statements are
subject to a number of assumptions, risks, uncertainties, many of which are beyond State
Street Investment Management’s control. Please note that any such statements are not
guarantees of any future performance and that actual results or developments may differ
materially from those projected in the forward-looking statements.

All the index performance results referred to are provided exclusively for comparison
purposes only. It should not be assumed that they represent the performance of any
particular investment.
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The trademarks and service marks referenced herein are the property of their respective
owners. Third party data providers make no warranties or representations of any kind
relating to the accuracy, completeness or timeliness of the data and have no liability for
damages of any kind relating to the use of such data.

The whole or any part of this work may not be reproduced, copied or transmitted or any
of its contents disclosed to third parties without State Street Investment Management’s
express written consent.

All information is from State Street Investment Management unless otherwise noted

and has been obtained from sources believed to be reliable, but its accuracy is not
guaranteed. There is no representation or warranty as to the current accuracy, reliability
or completeness of, nor liability for, decisions based on such information and it should not
be relied on as such.

The views expressed in this material are the views of Jennifer Taylor through the period
ended 22 May 2026 and are subject to change based on market and other conditions.

© 2026 State Street Corporation. All Rights Reserved.
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