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Executive Summary

Over the last ten years, the emerging market debt (EMD)
market has grown significantly. It now accounts for over
25% of the global bond market and trading liquidity
has improved considerably.* We think this makes it too
big for global bond investors to ignore. In the current
low yield environment, EMD provides an attractive yield
pick-up relative to investment grade bonds, while its lower
correlation and higher growth factor exposure compared
to global aggregate bonds offers diversification benefits.
Our analysis, both on an historical and forward-looking basis, shows that incorporating hard
currency EMD into a global bond portfolio could increase the portfolio return with a similar
return/risk ratio for a USD investor base. We think that investors should consider an allocation of
10–20% to hard currency EMD in their global bond portfolios (both USD hedged and unhedged)
to enhance portfolio returns without significantly increasing volatility.1
The case for incorporating local currency EMD into global portfolios is comparatively less
compelling given currency volatility; therefore, taking a view on currency is an important
consideration when investing in local currency debt. EM currencies are currently attractively
valued from a long-term perspective relative to the US dollar — this provides a good entry point,
but investors will need to be aware of potentially high currency volatility. Investors who seek local
currency EMD exposures could also consider investing in a blend of local currency and hard
currency EMD to help mitigate the volatility in local currency EMD returns.
From a risk standpoint, USD-based investors need to understand and be able to tolerate
potentially higher volatility and drawdowns in EMD relative to global aggregate bonds. We believe
investors can take a strategic medium- to long-term investment horizon on EMD to ride out the
cyclical downside of the asset class.

* Source: JP Morgan as of December 2020.
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Key Points

Portfolio Benefits

•

Yield Enhancement Emerging market debt provides attractive yield enhancement relative
to investment grade bonds.

•

Diversification Benefits The low correlation and higher growth factor exposures of EMD
assets provide diversification benefits for global bond investors.

•

Supportive Growth Fundamentals The stronger growth of EM economies compared to
their advanced counterparts helps support EMD fundamentals, although some EM countries
could face potential debt pressure.

•

Higher Volatility/Drawdown and Idiosyncratic Risks Investors need to be aware of the
potential higher volatility and drawdowns as well as the idiosyncratic risks of EMD assets.

Portfolio Impact of Hard Currency EMD Historical analysis shows that incorporating 10% hard
currency EMD (either hard currency sovereign or corporate EMD or a blend of the two) into a
USD-hedged global bond portfolio increased the portfolio return with a similar return/risk ratio.2
Based on forecast forward returns, a 100% allocation to hard currency EMD in a global bond
portfolio (both USD hedged and unhedged) is expected to maximise the return/risk ratio, mainly
due to the very low expected returns of global bonds.3 However, if investors want to manage
portfolio risk, a level of around 10–20% would be more appropriate. In broad terms, we think that
investors could start with an allocation of 10–20% to hard currency EMD in both USD hedged
and USD unhedged global bond portfolios to enhance portfolio returns without significantly
increasing volatility. Investors with a higher return target and higher level of risk tolerance could
consider allocating more to hard currency EMD, which is expected to have a more attractive
return/risk profile than global bonds in the next ten years.
Portfolio Impact of Local Currency EMD Allocating to local currency sovereign EMD in a
global bond portfolio did not improve the return/risk ratio historically, given the higher volatility
and drag from negative currency returns. Therefore, taking a view on currency is an important
consideration when investing in local currency EMD. EM currencies are currently attractively
valued relative to the US dollar from a long-term perspective, thus providing a good entry point.
After a USD bull cycle of almost nine years, we believe that the USD is likely to enter a new bear
market cycle over the medium term as it has become expensive relative to its long-term fair value
and the US growth advantage has been narrowing. A weakening USD would provide a tailwind
to local currency EMD. Investors who seek local currency sovereign EMD exposure may also
consider investing in a combination of local currency and hard currency EMD to help blunt the
volatility in local currency EMD returns.
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Overview of EMD Market

• Emerging market debt surpassed $24 trillion in 2020 to account for over
a quarter of the global bond market.4
• Three broad investible EMD assets: hard currency sovereign, hard
currency corporate, and local currency sovereign — each have their own
distinct characteristics.
Over the past two decades, the total emerging market debt (EMD) market has grown significantly,
surpassing US$24 trillion in 2020 (based on JP Morgan estimates). Its proportion of the global
bond market has also increased rapidly, rising from 2% in 2000 to over 25% in 2020 (Figure 1).
Even if we exclude EM local currency corporates — which are harder for global investors to
invest in — EMD accounts for 17% of the global bond market (see Figure 1). We think this makes
it too big for global investors to ignore.

Figure 1
EMD Market Expansion
Since 2000 (in USD)
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as of December 2020.

Emerging Market Debt Enhancing a Global Bond Portfolio

5

In line with the market’s rapid growth, there has been an improvement in trading liquidity that has
helped to bring trading costs down. Between 2015 and 2019, the cost of trading in hard currency
EMD, as represented by bid-ask spreads in Figure 2, has decreased significantly. The outbreak of
COVID-19 in early 2020 saw a sharp spike in bid-ask spreads of hard currency EMD, along with
other fixed income credit assets. However, the spike was broad-based with no region-specific
distress or contagion. Since April 2020, trading liquidity has improved as fiscal and monetary
stimulus measures were introduced across the globe. As of the end of December 2021, the cost
of trading in hard currency EMD has not yet come down to pre-pandemic levels and is still higher
than that of US investment grade bonds. However, it was lower than that of US high yield bonds.
The cost of trading of local currency sovereign EMD has remained stable and continues to be
lower than that of US investment grade bonds (see Figure 2).
Figure 2
Evolution of Asset
Bid-ask Spread (in bps)
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Source: State Street Global Advisors, JP Morgan, Bank of America Merrill Lynch, Bloomberg, as of December 31, 2021.
Bid-ask spreads in price terms are used in the chart. For US investment grade bond, we used the Barclays liquidity cost
scores to represent bid-ask spread in price terms.

EMD Assets and
Their Characteristics

Within the EMD universe, hard currency (HC) sovereign, HC corporate and local currency (LC)
sovereign are the three broad investible assets for global investors. Hard currency sovereign
and corporate EMD indices are comprised of US dollar-denominated bonds issued by emerging
market sovereigns and corporates, while LC sovereign EMD includes local currency denominated
debts issued by emerging market governments.
In Figure 3, we illustrate the key characteristics of the three EMD assets, as well as those of global
aggregate bonds and global high yield (HY) bonds for comparison purposes. Some of the main
differences across EMD assets include:
1 Mix of IG/HY with Different Levels of Quality The three EMD assets are a combination of
investment grade (IG) bonds and high yield bonds. This differs from global aggregate bonds,
which incorporate 100% investment grade bonds, and global high yield (HY) bonds, which
consist of 100% sub-investment grade bonds. Of the three EMD assets, local currency
sovereign EMD has a higher proportion of bonds with an investment grade rating (77%),
while hard currency sovereign and corporate EMD have lower proportions (51% and
56% respectively).
2 LC EMD Less Diversified Within the investment universe, hard currency sovereign and
corporate EMD are quite diversified by country and region. By way of contrast, local currency
sovereign EMD is more concentrated — the representative index contains only 20 countries
with the largest 10 making up 84%.
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3 Currency and Rates Risk The hard currency sovereign and corporate EMD assets are
USD based, with risks driven mainly by movements in US interest rates and credit risk
in EM sovereign and corporates. The local currency sovereign EMD asset is sensitive to
movements in local rates and currencies relative to the USD, along with sovereign risk.
Figure 3
Key Characteristics
of EMD Assets, Global
Aggregate Bonds and
Global High Yield Bonds
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Hard Currency
Corporate EMD

Local Currency
Sovereign EMD

Global
Aggregate Bond

Global High
Yield Bond

Index

JP Morgan EMBI
Global Diversified

JP Morgan CEMBI
Broad Diversified

JP Morgan GBI-EM
Global Diversified

Bloomberg
Global Aggregate

Bloomberg Global
High Yield

Investment Universe

72 countries

60 countries

20 countries

74 countries

112 countries

Currency

USD

USD

20 EM currencies

28 currencies

5 currencies

Asia

18

41

38

—

—

Europe

18

10

27

—

—

Latin America

32

24

26

—

—

Middle East & Africa

32

25

9

—

—

Top 10 Countries (%)

39

44

84

86

73

Index Rating*

Sub-IG Credit Rating
Ba1/BB+

IG Credit Rating
Baa3/BBB-

IG Credit Rating
Baa1/BBB+

IG Credit Rating
Aa2/AA3

Sub-IG Credit Rating
Ba3/B1

IG/Sub-IG Split (%)

51/49

56/44

77/23

100/0

0/100

Key Risk Drivers

US Treasuries &
EM Sovereign Spreads

US Treasuries,
Sovereign Risk & EM
Corporate Spreads

The US Dollar,
Local Rates &
Sovereign risk

The US Dollar &
Local Rates and
Corporate Spreads

The US Dollar &
Local Rates and
Corporate Spreads

Regional Split (5)

Source: State Street Global Advisors, JP Morgan, Point, as of December 31, 2021. Hard Currency Sovereign EMD = JP Morgan EMBI Global Diversified USD total return
index; Hard Currency Corporate EMD = JP Morgan CEMBI Broad Diversified USD total return index; Local Currency Sovereign EMD = JP Morgan GBI-EM Global
Diversified USD unhedged total return index; Global Aggregate Bond = Bloomberg Global Aggregate USD unhedged total return index; Global High Yield
Bond = Bloomberg Global High Yield USD unhedged total return index.
* For the EMBI and CEMBI index families, we use the middle rating of Moody’s, S&P and Fitch. For the GBI-EM index family, we use the lowest rating of Moody’s, S&P, and Fitch.
Characteristics are as of the date indicated, are subject to change, and should not be relied upon as current thereafter.

Return/Risk Profile of
HC and LC EMD

The long-term returns and risks of hard currency sovereign and corporate EMD have historically
been somewhere between those of global aggregate bonds and global high yield bonds
(see Figure 4). This is not particularly surprising given that EMD assets are comprised of both
investment grade and high yield bonds. However, while the long-term historical return for local
currency sovereign EMD has been similar to those of hard currency EMD assets, risk has been
higher than that of global high yield bonds due to the volatility in emerging market currencies
relative to the US dollar.
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Figure 4
Key Historical Returns
and Risks of Fixed
Income Assets (USD)
12/31/2002–12/31/2021
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Source: State Street Global Advisors, JP Morgan, Point, as of December 31, 2021. Hard Currency Sovereign EMD =
JP Morgan EMBI Global Diversified USD total return index; Hard Currency Corporate EMD = JP Morgan CEMBI Broad
Diversified USD total return index; Local Currency Sovereign EMD = JP Morgan GBI-EM Global Diversified USD unhedged
total return index; Global Aggregate Bond = Blomberg Global Aggregate USD unhedged total return index; Global High
Yield Bond = Bloomberg Global High Yield USD unhedged total return index. Past performance is not a reliable indicator of
future performance.

Income and FX Drive
EMD Returns

In Figure 5, we decompose the total returns of EMD assets and assess contributions from the
various return components on a rolling five-year basis. Not surprisingly, income (returns from
coupon income) tends to be the main driver of returns with some contribution from principal
(returns from changes of the bond’s face value or principal) as the rates move up and down.
However, returns for local currency sovereign EMD can be significantly impacted by the FX
component (returns from the EM currency movements relative to the US dollar). Between 2003
and 2008, EM currencies generally appreciated against the dollar, and the FX component
contributed positively to the local currency sovereign EMD return. After 2008, the return
contributions from the FX component have been mostly negative — except for the 2009–2010
period. Since 2013, a strong US dollar cycle has weighed on EM currencies, which has broadly
offset income returns. This suggests that taking a view on emerging market currencies, or a view
on the US dollar, is an important consideration for USD-based investors when investing in local
currency sovereign bonds. We believe that the USD is likely to enter a bear market cycle over
the medium term, which would be supportive for local currency EMD. Please refer to the section
“LC EMD: Waiting for USD weakness” for more discussion around our currency views (page 23).
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Figure 5a
Annualised Rolling
5-year Return
Components of
EMD Assets (USD)
12/31/2002–12/31/2021
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Figure 5b
Annualised Rolling
5-year Return
Components of
EMD Assets (USD)
12/31/2002–12/31/2021
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Figure 5c
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Source (for Figures 5a–5c): State Street Global Advisors, JP Morgan, as of December 31, 2021. Hard Currency Sovereign
EMD = JP Morgan EMBI Global Diversified USD total return index; Hard Currency Corporate EMD = JP Morgan CEMBI
Broad Diversified USD total return index; Local Currency Sovereign EMD = JP Morgan GBI-EM Global Diversified USD
unhedged total return index. 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. Past
performance is not a reliable indicator of future performance.
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Benefits and Risks of
Investing in EMD

• EMD offers yield enhancement, generally lower duration versus investment
grade bonds and diversification benefits against the backdrop of low
global bond yields, underpinned by higher growth and lower debt burdens.
• Higher volatility and greater drawdowns in challenging market environments
have been features of EM debt, with local currency assets historically
most volatile.
Emerging market debt provides an attractive yield enhancement option relative to investment
grade bonds. EMD yields are now in line with those of high yield bonds, while enjoying higher
average credit ratings. As shown in Figure 6, the yield of the Global Aggregate Bond index has
fallen significantly over the past 10 years, mainly driven by accommodative monetary policies
implemented by the major developed market central banks. The yield rallied in 2021 as key global
central banks shifted towards a more hawkish stance, but it remained at a relatively low level.
Over the same period, the yields of EMD assets have trended mostly within a 4–7% range. As of
December 2021, all three EMD assets had yields above 4.5%, which was around 3–4 times that of
global aggregate bonds, and similar to that of global high yield bonds.
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Figure 6
Yields of EMD Assets,
Global Aggregate
Bonds and Global
High Yield Bonds
Jan 2010–Dec 2021
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Source: State Street Global Advisors, JP Morgan, Point, as of December 31, 2021. Hard Currency Sovereign EMD =
JP Morgan EMBI Global Diversified USD total return index; Hard Currency Corporate EMD = JP Morgan CEMBI Broad
Diversified USD total return index; Local Currency Sovereign EMD = JP Morgan GBI-EM Global Diversified USD unhedged
total return index; Global Aggregate Bond = Bloomberg Global Aggregate USD unhedged total return index; Global High
Yield Bond = Bloomberg Global High Yield USD unhedged total return index. 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. Past performance is not a reliable indicator of future performance.

As illustrated in Figure 7, the hard currency corporate and local currency sovereign EMD assets
have average investment grade ratings about 5–7 notches below Global Aggregate bonds,
while the duration of the indices are shorter. By comparison, hard currency sovereign EMD
has an average high yield rating with a modified duration slightly higher than global aggregate
bonds (see Figure 7). We believe that higher yields with (generally) lower duration than aggregate
bonds and better ratings than high yield bonds offer an attractive combination to global
aggregate bond investors.

Figure 7
Bond Index
Characteristics

Yield to Maturity (%)

Index Rating*

Modified Duration
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Source: State Street Global Advisors, JP Morgan, Point, as of December 31, 2021. Hard Currency Sovereign EMD = JP Morgan
EMBI Global Diversified USD total return index; Hard Currency Corporate EMD = JP Morgan CEMBI Broad Diversified USD
total return index; Local Currency Sovereign EMD = JP Morgan GBI-EM Global Diversified USD unhedged total return index;
Global Aggregate Bond = Bloomberg Global Aggregate USD unhedged total return index; Global High Yield
Bond = Bloomberg Global High Yield USD unhedged total return index.
* Bloomberg uses the middle rating of Moody’s, S&P and Fitch. JPMorgan uses the middle rating of Moody’s, S&P and Fitch
for hard currency EM sovereign and corporate debt, and the lowest rating of Moody’s, S&P and Fitch for local currency EM
sovereign debt.
Characteristics are as of the date indicated, are subject to change, and should not be relied upon as current thereafter.
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Diversification
Benefits: Low
Correlation and
Higher Growth
Factor Exposures

Figure 8
Asset Correlations
Based on USD Returns
Jan 2003–Dec 2021

The long-term correlations between EMD assets and global aggregate bonds have been
modest, signifying potential diversification benefits when adding EMD to a global bond
portfolio (see Figure 8). For USD-unhedged global aggregate bonds, hard currency corporate
EMD has provided the best diversification benefits with the lowest historical correlation due to
its lower duration and higher credit exposure relative to the other two EMD assets. In contrast,
local currency sovereign EMD was the best diversifier for USD-hedged global aggregate bonds.
Unlike the two hard currency EMD assets, it does not have an explicit link to US bonds (which is
a big proportion of the global aggregate bond universe) and its EM currency exposure acts as
a diversifier.
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Source: State Street Global Advisors, JP Morgan, Point, as of December 31, 2021. Hard Currency Sovereign EMD = JP Morgan
EMBI Global Diversified USD total return index; Hard Currency Corporate EMD = JP Morgan CEMBI Broad Diversified USD
total return index; Local Currency Sovereign EMD = JP Morgan GBI-EM Global Diversified USD unhedged total return index;
Global Aggregate Bond = Bloomberg Global Aggregate USD unhedged total return index; Global Aggregate Bond (USD
hedged) = Bloomberg Global Aggregate USD hedged total return index; Global High Yield Bond = Bloomberg Global High
Yield USD unhedged total return index. Past performance is not a reliable indicator of future performance. 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.

The diversification benefits of incorporating EMD into a global bond portfolio are also reflected
in their distinct factor exposures compared to those of global aggregate bonds. Based on a
principal component analysis (PCA), USD-hedged global aggregate bonds exhibit a factor
exposure of close to 90% to the Term Structure factor (interest rate risk exposure), as shown
in Figure 9. In comparison, EMD assets show more sensitivity to Growth factors (equity-like
risk exposures). Local currency sovereign EMD also has a high exposure to Inflation/Other
factors along with a higher Growth factor component. Therefore, the addition of EMD to a
global Aggregate bond portfolio could help to create a more balanced factor exposure.
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Figure 9
Principal Component
Analysis (PCA) Factors
of Bond Indices
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Source: State Street Global Advisors, as of December 31, 2021, based on asset historical returns from 12/31/2002–12/31/2021.
Global Aggregate Bond (USD hedged) = Bloomberg Global Aggregate USD hedged total return index; Hard Currency
Sovereign EMD = JP Morgan EMBI Global Diversified USD total return index; Hard Currency Corporate EMD = JP Morgan
CEMBI Broad Diversified USD total return index; Local Currency Sovereign EMD = JP Morgan GBI-EM Global Diversified
USD unhedged total return index. Past performance is not a reliable indicator of future performance. 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.

Higher Growth
Underpins EMD
Fundamentals,
But Debt Pressure
is Building

Emerging market economies have been driving global growth over the last two decades,
having consistently grown faster than the more developed economies. The global economy
was hit in 2020 by the COVID-19 pandemic, but recovered strongly in 2021 — according to the
International Monetary Fund’s (IMF) October 2021 World Economic Outlook, advanced economy
GDP was expected to increase by 5.2% in 2021, following a 4.5% contraction in 2020, while
emerging markets should have expanded by 6.4% after a 2020 reduction of 2.1%. However, the
growth premium is expected to decline to 0.6% in 2022.
Much of the emerging market growth is currently being driven by China and India as a number
of the other major EM economies, such as Brazil, Russia and Mexico, have been growing more
slowly than the advanced economies.5 Furthermore, the expected slowdown of Chinese growth
would pose headwinds to EM economic expansion. It is also worth noting that political events
in several EM countries may affect progress on key economic reforms and lead to growth
uncertainties. The Russia/Ukraine crisis is also a major geopolitical risk to emerging markets.
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Looking beyond 2022, the IMF expects the EM growth premium to increase to an average of
2.7% from 2023 to 2026, although emerging economies’ growth prospects remain susceptible to
moderating China growth, political instabilities and potential geopolitical tensions (see Figure 10).
Figure 10
Real GDP Growth
(Annual % Change)
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Source: State Street Global Advisors, International Monetary Fund, as of October 2021.

External vulnerabilities across emerging markets have generally improved over the last ten years
as the number of countries running fiscal and current account deficits is now much lower and
foreign exchange reserves are higher.6 The general government gross debt as a percentage of
GDP for emerging economies increased meaningfully during the COVID-19 crisis and is expected
to rise modestly in the coming years due to high government financing needs. However, the level
is and should remain far below that of advanced economies (see Figure 11). While the average
EM current account deficits as a percentage of GDP are forecast to deteriorate. they are still
expected to be within 1% of GDP (see Figure 12).
However, the COVID crisis has exposed some lower- and middle-income emerging economies,
such as Sri Lanka, Ghana and Tunisia, to potential debt distress.7 The pandemic has inflicted
great pain economically on these poorer countries, and rising US interest rates will worsen the
debt pressure. Investors will also need to monitor how elections may lead to a shift away from
austerity policies. This could be a risk for countries such as Brazil and Columbia, which could
spark concerns about public debt.
Overall, favourable growth trends in emerging market economies should help support EMD
fundamentals over the medium term; however, near-term growth headwinds remain, including
moderating China growth, political instabilities and potential geopolitical tensions. Some
economies could also be subject to potential debt pressure amid rising US interest rates.

Emerging Market Debt Enhancing a Global Bond Portfolio

14

Figure 11
General Government
Gross Debt as % of GDP
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Source: State Street Global Advisors, International Monetary Fund, as of October 2021.

Figure 12
Current Account
Balance as % of GDP
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EMD Volatility
and Drawdowns

As already noted, emerging market debt markets are generally more volatile than global
aggregate investment grade bonds. With this higher volatility comes a tendency to incur higher
drawdowns in challenging market environments.
In Figure 13, we present the historical maximum drawdowns (i.e. maximum peak–to-trough
losses) of the three EMD assets and global aggregate bonds. The historical maximum drawdown
for global aggregate bonds was low at -10% on a USD-unhedged basis, and -3% on a USD-hedged
basis. By comparison, the two hard currency EMD assets fell over 20% from peak to trough
during the Global Financial Crisis (GFC), and lost over 10% during the COVID-19 crisis — although
drawdowns were more modest (less than -10%) during other periods. Local currency sovereign
EMD has been the most volatile EMD asset, falling over 20% during the GFC with a maximum
-29% drawdown in 2015 when EM currencies depreciated significantly against the dollar after
the taper tantrum, and a drawdown of -19% during the COVID-19 crisis. Local currency sovereign
EMD also lost 9% in 2021 due to poor currency returns and central bank rate hikes.
Given the higher volatility and potential for higher drawdowns relative to global aggregate bonds,
investors sensitive to such declines may want to consider focusing on hard currency rather than
local currency EMD. Investors in LC sovereign EMD would need to understand (and be able to
tolerate) the volatility and drawdowns from movements in local interest rates and EM currencies.
We recommend investors take a strategic medium- to long-term investment horizon in EMD to
ride out the cyclical downside of the asset class.
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Figure 13
Maximum Drawdown of
Bond Indices (USD)
12/31/2002–12/31/2021
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Idiosyncratic Risks
Remain, But Contagion
Risks Generally Lower

Idiosyncratic (or country specific) risk is often cited as something to watch for when investing
in emerging markets. This is usually because when one country runs into difficulties, there is the
expectation that others are likely to follow. While this has often been the case, we think that the
hurdle today is higher for idiosyncratic risk to create contagion across the broader emerging
market universe.
Looking simplistically at what drives the contagion effect, many emerging markets are export
oriented with trade accounting for a meaningful proportion of economic growth. As global
trade is largely funded in US dollars, emerging market economies are sensitive to movements
in the dollar relative to their local currencies. When the dollar is weaker and global trade/growth
is strong, countries and companies may seek cheaper funding (as local currency rates are
generally higher than dollar rates). At the same time, foreign investors looking for higher growth
and yield opportunities drive inflows into local markets. That’s great when global growth is strong,
the dollar is stable and market liquidity remains plentiful.
However, when the US Federal Reserve starts to tighten (as it did in 2018 and will likely do so
in 2022) and growth begins to slow, the more vulnerable emerging market countries (usually
those with a combination of higher levels of foreign currency borrowings, lower foreign currency
reserves and current account deficits) tend to come under pressure as foreign investors shift
their money back into dollars as US yields look more attractive. This usually leads to currency
depreciation, forcing the local central bank to raise rates, which in turn ultimately impacts growth.
And quite often, when one EM economy is revealed to be struggling, there tends to be others.
As the saying goes (made famous by Warren Buffett), “You only find out who is swimming naked
when the tide goes out.”
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While we expect emerging markets to be more sensitive to swings in risk sentiment and global
macro external shocks, the risk for contagion across emerging markets is lower than in the past,
even as a few of the more vulnerable countries come under pressure. There have been significant
changes in emerging markets over the last 20 years, with many countries liberalizing their
capital markets (allowing for more market-oriented currency regimes), establishing independent
central banks and building up foreign currency reserves. Overall, countries have generally been
improving their balance sheets.
In 2018, Argentina and Turkey experienced crises that saw both countries’ currencies plunge and
interest rates spike. This idiosyncratic risk partly explained the underperformance of emerging
market debt relative to investment grade bonds in 2018. Turkey experienced another currency
crisis in 2021. We are starting to see increased pressures on some of the vulnerable countries
whose economies have been more negatively impacted by COVID-19. However, the overall solid
credit metrics of emerging market countries as a whole should help to limit the contagion effect.
A global growth slowdown and inflation risks remain clear risks for emerging markets, but these
are global macro risks not specific to emerging markets.
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Incorporating EMD into a
Global Fixed Income Portfolio

• Our analysis shows that incorporating 10% hard currency EMD into a
global bond portfolio could increase the portfolio return with a similar
return/risk ratio for a USD investor base.8
• The case for including local currency EMD into global portfolios is
comparatively less compelling given currency volatility; therefore, taking
a view on currency is an important consideration when investing in local
currency debt.

Impact of a Single
EMD Asset on
Bond Portfolios

Using long-term historical return and risk metrics, we first assess the impact on the return and
risk of a global bond portfolio by replacing part of the global aggregate (USD hedged) bond
exposures with a single EMD asset.
As illustrated in Figures 14, 15 and 16, adding an EMD asset to a USD-hedged global aggregate
bond portfolio led to an increase in both portfolio returns and risk. A 10% allocation to hard
currency sovereign or corporate EMD generated a return/risk ratio similar to that of a 100%
global aggregate (USD hedged) bond portfolio, while a higher EMD allocation led to a lower
return/risk ratio. Meanwhile, allocating to local currency sovereign EMD did not improve the
return/risk ratio.
Among the three EMD assets, the inclusion of hard currency sovereign EMD had the biggest
positive impact on portfolio return, given its lower credit rating and higher historical return.
Hard currency corporate EMD impacted the portfolio risk the least, due to its lower historical
risk and correlation with Global Aggregate bonds. The addition of local currency sovereign EMD
improved the portfolio returns the least and generally increased portfolio risk. This was due
to its FX component, which contributed negatively to historical returns and resulted in higher
portfolio volatility.
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Figure 14
Return & Risk for
Portfolios of Hard
Currency Sovereign
EMD and Global
Aggregate Bonds
(USD Hedged)
Jan 2003–Dec 2021
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Figure 16
Return & Risk for
Portfolios of Local
Currency Sovereign
EMD and Global
Aggregate Bonds
(USD Hedged)
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In addition to a single EMD asset, we also look at how a blend of EMD assets could impact a
USD-hedged global bond portfolio. As a 10% allocation in EMD was identified as the ‘sweet spot’
in our earlier analysis (mainly for hard currency), we use this as a starting point for our EMD
blends. In Figure 17 below, we calculate the long-term historical return and risk of a global bond
portfolio when we replace 10% of Global Aggregate (USD hedged) bond exposures with different
combinations of EMD assets.
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As expected, the portfolio that invests 5% each in hard currency sovereign and corporate EMD
generated a return and risk in between those of the portfolios which allocate 10% in a single hard
currency EMD asset. Its return/risk ratio was also similar to that of a 100% Global Aggregate
(USD hedged) bond portfolio. Investors in hard currency sovereign and corporate EMD could
decide on a split between the two, based on their return target and level of risk tolerance.
Investors with a higher return target and level of risk tolerance could allocate more to hard
currency sovereign EMD (which has a lower average rating and higher volatility relative to hard
currency corporate EMD) and vice versa.
Historically, as reflected in Figure 17, including local currency sovereign EMD into the EMD asset
mix has led to a lower portfolio return and higher portfolio risk. Investors who seek local currency
sovereign EMD exposures may want to consider investing in a blend of local currency and hard
currency EMD to help blunt the volatility in local currency EMD returns. Compared to the portfolio
with a 10% weight in local currency sovereign EMD, the portfolio which invests 3.33% each in
local currency sovereign, hard currency sovereign and hard currency corporate EMD generated
a higher return with lower risk. Moreover, the risk/return ratio wasn’t too far away from that of
a 100% global aggregate bond (hedged) portfolio. This may offer a way for investors to take a
positive view on local currency EMD debt while hedging some of the potential downside should
the USD maintain its strength.

Benefits of
EMD in a USD
Unhedged portfolio

Unhedged global aggregate bond returns are relatively lower and risk is relatively higher than
hedged bond returns, driven by currency movements. On this basis, despite higher correlations
than for hedged global bond portfolios, the impact of incorporating emerging market debt in
unhedged portfolios can be greater.
As illustrated in Figure 18, for hard currency EMD assets, return/risk improves until the asset
mix reaches 70% and 60%, respectively, for hard currency sovereign and corporate EMD. The
impact is less pronounced for local currency sovereign debt as its addition does not improve the
portfolio’s return/risk.
While historical results show that investors can benefit from a higher allocation to hard currency
EMD of up to 60–70%, a conservative starting point would be 10–20% (similar to our analysis
of a USD-hedged portfolio). Incorporating 10–20% hard currency sovereign or corporate EMD,
or a blend of the two, in a USD-unhedged global aggregate bond portfolio led to an increase in
portfolio returns with a similar or slightly higher portfolio risk (see Figure 18).

Figure 18
Return & Risk for Portfolios
of Hard Currency EMDs
and Global Aggregate
Bonds (USD Unhedged)
Jan 2003–Dec 2021
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Diversified USD total return index; Local Currency Sovereign EMD = JP Morgan GBI-EM Global Diversified USD unhedged
total return index; Global Aggregate Bond (USD Unhedged) = Bloomberg Global Aggregate USD unhedged total return index.
Index returns are unmanaged and do not reflect the deduction of any fees or expenses. Index returns reflect all items of
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indicator of future performance.
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As illustrated in Figure 19, a 10–20% allocation to local currency sovereign EMD improved the
portfolio return by a similar amount to the hard currency corporate EMD, but with a higher
portfolio risk. The portfolio that invests 3.33% or 6.66% each in hard currency sovereign, hard
currency corporate and local currency sovereign EMD generated a better return/risk profile than
the portfolio with a 10%/20% weight in local currency sovereign EMD (Figure 19). More aggressive
investors could consider incorporating additional hard currency EMD into their portfolio to
increase their return/risk metric, but would need to limit their exposure to between 10–20% if
reducing portfolio risk was the key focus.
Figure 19
Return & Risk for Portfolios
of Local Currency EMD,
Blend of Hard Currency,
Local Currency EMDs and
Global Aggregate Bonds
(USD Unhedged)
Jan 2003–Dec 2021
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Looking Forward:
Impact of EMD
on Fixed Income
Portfolios

In Figure 20, we calculate the long-term expected returns and risks of hard currency sovereign,
corporate EMD and global aggregate bonds on both a USD hedged and unhedged basis. Our
long-term fixed income return forecasts are based on an analysis of current yield curves and
their expected evolution over time. Return expectations incorporate expected income return and
price return. Our long-term fixed income risk forecasts are based on historical bond risks. We
do not currently produce return and risk forecasts for local currency sovereign EMD due to the
complexity in predicting local currency returns.
Based on our forward return estimates, both hard currency EMD and global aggregate bonds are
expected to generate lower returns than in the past. This is due to a combination of lower yield
levels (which are falling quite sharply across developed markets) and potential negative price
returns should yields mean revert to historical average levels. However, we still forecast higher
returns for hard currency EMD relative to global aggregate bonds — the expected return pick-up
is about 3–4% versus global aggregate bonds (both USD hedged and unhedged).

Figure 20
Long-term Expected
Returns and Risks
(in USD, as of
December 2021)
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Source: State Street Global Advisors, as of December 31, 2021. Hard Currency Sovereign EMD = JP Morgan EMBI Global
Diversified USD total return index; Hard Currency Corporate EMD = JP Morgan CEMBI Broad Diversified USD total return
index; Global Aggregate Bond (USD Hedged) = Bloomberg Global Aggregate USD hedged total return index; Global Aggregate
Bond (USD Unhedged) = Bloomberg Global Aggregate USD unhedged total return index. 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. Past performance is not a reliable indicator of future performance.
The above targets are estimates based on certain assumptions and analysis made by State Street Global Advisors. There is
no guarantee that the estimates will be achieved.
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As global aggregate bond return forecasts have been impacted to a greater extent by falling
rates, the benefits of adding hard currency EMD assets to a global bond portfolio are expected to
be greater than our historical analysis shows. Using forward-looking return/risk estimates, a 100%
allocation of hard currency EMD (either hard currency sovereign, corporate EMD or a blend of
the two) to a USD hedged global aggregate bond portfolio is expected to maximise the portfolio
return/risk ratio (although risk increases as you add HC EMD). The optimal EMD weight is also
up to 100% for an unhedged global bond portfolio (lowest portfolio risk is achieved by adding
10–20% in sovereigns or corporates).
We think that investors could start with an allocation of 10%–20% to hard currency EMD in both
USD hedged and USD unhedged global bond portfolios to enhance portfolio returns without
significantly increasing volatility. For investors who have a higher return target and level of risk
tolerance, they could consider allocating more to hard currency EMD which are expected to have
a more attractive return/risk profile than global bonds in the next ten years.

LC EMD: Waiting
on USD Weakness

Unlike hard currency EMD (which is USD-denominated), FX movements of EM local currencies
against the US dollar have been a big return and risk driver for local currency EMD (Figure 21).
Due to a long-term historical negative return contribution from the FX component and high EM
currency volatility, it has been relatively less beneficial for USD-based investors to incorporate
local currency EMD into a global bond portfolio.
On the other hand, we observe that the performance of local currency EMD is correlated to the
valuation of EM currencies versus the dollar. Historically, a good time to invest in EMD has been
when EM FX has been attractively priced (undervalued) against the USD. In each of the periods
between 2004–2008 and 2009–2011, EMD performance benefitted from currency appreciation
relative to the USD until it became overvalued by around 30% (Figure 21).
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While EM FX is currently undervalued against the USD, it has been that way since 2015 — but
without the run-up relative to the dollar seen during the earlier two periods (Figure 21). Despite
an attractive EM currency valuation, return performance has been mixed. At the time of writing,
EM currencies are undervalued relative to the USD, which makes it a good entry point to invest in
local currency emerging market debt. To benefit from the currency return potential there would
need to be a period of USD weakness alongside local EMD currency appreciation.
Historically, the US dollar typically gains or loses 30–40% during a bear/bull market over six to
10 years (see Figure 22). The spike in inflation, strong employment data, and resulting hawkish
shift by the US Federal Reserve provide a strong near-term environment for the USD. However,
we see the USD has become extremely expensive relative to its long-term fair value and the US
growth lead has been narrowing. After a USD bull cycle of almost nine years, we believe that the
USD is likely to enter a new bear market cycle over the medium term. A weakening USD could
provide tailwinds to local currency emerging market sovereign bonds.
Figure 22
The US Dollar Cycle
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Conclusion

Over the last ten years, the emerging market debt (EMD) market has grown significantly to
account for over 25% of the global bond market and trading liquidity has improved considerably.9
We think this makes it too big for global bond investors to ignore. In the current low yield
environment, EMD provides an attractive yield pick-up relative to investment grade bonds while
offering diversification benefits given its lower correlation and higher growth factor exposure
compared to global aggregate bonds.
Our analysis, both on a historical and forward-looking basis, shows that incorporating hard
currency EMD into a global bond portfolio could increase the portfolio return with a similar
return/risk ratio for a USD investor base. We think that investors should consider a 10–20% hard
currency EMD allocation into their global bond portfolios (both USD hedged and unhedged) to
enhance portfolio returns without significantly increasing volatility.
The case for incorporating local currency EMD into global portfolios is less compelling given
currency volatility. Therefore taking a view on currency is an important consideration when
investing in local currency debt. Today EM currencies are attractively valued from a long term
perspective relative to the US dollar; this provides a good entry point, but investors will need to
be aware of high potential volatility. Investors who seek local currency EMD exposures could
also consider investing in a blend of local currency and hard currency EMD to help mitigate the
volatility in local currency EMD returns.
From a risk standpoint, investors need to understand and be able to tolerate potentially higher
volatility and drawdowns in EMD relative to USD-based global aggregate bonds. We recommend
investors take a strategic medium- to long-term investment horizon on EMD to ride out the
cyclical downside of the asset class.

Contributors

Endnotes

David Furey
Head of Fixed Income
Portfolio Strategists, EMEA

Aaron Hurd
Senior Portfolio Manager
Currency

1

 he above targets are estimates based on certain
T
assumptions and analysis made by State Street Global
Advisors. There is no guarantee that the estimates will
be achieved.

5

Source: International Monetary Fund World Economic
Outlook, October 2021.

6

Source: International Monetary Fund, October 2021.

2

 ource: State Street Global Advisors as of
S
31 December 2021.

7

Source: International Monetary Fund, October 2021.

8
3

The above targets are estimates based on certain
assumptions and analysis made by State Street Global
Advisors. There is no guarantee that the estimates will
be achieved.

The above targets are estimates based on certain
assumptions and analysis made by State Street Global
Advisors. There is no guarantee that the estimates will
be achieved.

9

Source: JP Morgan as of December 2020.

4

JP Morgan as of December 2020.

Emerging Market Debt Enhancing a Global Bond Portfolio

25

About State Street
Global Advisors

For four decades, State Street Global Advisors has served the world’s governments, institutions
and financial advisors. With a rigorous, risk-aware approach built on research, analysis and
market-tested experience, we build from a breadth of active and index strategies to create costeffective solutions. As stewards, we help portfolio companies see that what is fair for people and
sustainable for the planet can deliver long-term performance. And, as pioneers in index, ETF,
and ESG investing, we are always inventing new ways to invest. As a result, we have become the
world’s fourth-largest asset manager* with US $4.14 trillion† under our care.
* Pensions & Investments Research Center, as of December 31, 2020.
†This figure is presented as of December 31, 2021 and includes approximately $61.43 billion of 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 Global Advisors are affiliated.

ssga.com
Marketing communication
State Street Global Advisors
Worldwide Entities
Abu Dhabi: State Street Global Advisors Limited,
ADGM Branch, Al Khatem Tower, Suite 42801,
Level 28, ADGM Square, Al Maryah Island, P.O
Box 76404, Abu Dhabi, United Arab Emirates.
Regulated by the ADGM Financial Services
Regulatory Authority. T: +971 2 245 9000.
Australia: State Street Global Advisors, Australia,
Limited (ABN 42 003 914 225) is the holder of
an Australian Financial Services License (AFSL
Number 238276). Registered office: Level 14, 420
George Street, Sydney, NSW 2000, Australia.
T: +612 9240-7600. F: +612 9240-7611. Belgium:
State Street Global Advisors Belgium, Chaussée
de La Hulpe 185, 1170 Brussels, Belgium. T: +32 2
663 2036. State Street Global Advisors Belgium
is a branch office of State Street Global Advisors
Europe Limited, registered in Ireland with
company number 49934, authorised and
regulated by the Central Bank of Ireland, and
whose registered office is at 78 Sir John
Rogerson’s Quay, Dublin 2. Canada: State Street
Global Advisors, Ltd., 1981 McGill College Avenue,
Suite 500, Montreal, Qc, H3A 3A8, T: +514 282
2400 and 30 Adelaide Street East Suite 800,
Toronto, Ontario M5C 3G6. T: +647 775 5900.
France: State Street Global Advisors Europe
Limited, France Branch (“State Street Global
Advisors France”) is a branch of State Street
Global Advisors Europe Limited, registered in
Ireland with company number 49934, authorised
and regulated by the Central Bank of Ireland,
and whose registered office is at 78 Sir John
Rogerson’s Quay, Dublin 2. State Street Global
Advisors France is registered in France with
company number RCS Nanterre 899 183 289, and
its office is located at Coeur Défense — Tour A —
La Défense 4, 33e étage, 100, Esplanade du
Général de Gaulle, 92 932 Paris La Défense Cedex,
France. T: +33 1 44 45 40 00. F: +33 1 44 45 41 92.
Germany: State Street Global Advisors Europe
Limited, Branch in Germany, Brienner Strasse 59,
D-80333 Munich, Germany (“State Street Global
Advisors Germany”). T: +49 (0)89 55878 400.
State Street Global Advisors Germany is a branch
of State Street Global Advisors Europe Limited,
registered in Ireland with company number
49934, authorised and regulated by the Central
Bank of Ireland, and whose registered office is
at 78 Sir John Rogerson’s Quay, Dublin 2.
Hong Kong: State Street Global Advisors Asia

Limited, 68/F, Two International Finance Centre,
8 Finance Street, Central, Hong Kong. T: +852
2103-0288. F: +852 2103-0200. Ireland: State
Street Global Advisors Europe Limited is regulated
by the Central Bank of Ireland. Registered office
address 78 Sir John Rogerson’s Quay, Dublin 2.
Registered Number: 49934. T: +353 (0)1 776
3000. F: +353 (0)1 776 3300. Italy: State Street
Global Advisors Europe Limited, Italy Branch
(“State Street Global Advisors Italy”) is a branch
of State Street Global Advisors Europe Limited,
registered in Ireland with company number
49934, authorised and regulated by the Central
Bank of Ireland, and whose registered office is
at 78 Sir John Rogerson’s Quay, Dublin 2. State
Street Global Advisors Italy is registered in Italy
with company number 11871450968 — REA:
2628603 and VAT number 11871450968, and its
office is located at Via Ferrante Aporti, 10 - 20125
Milan, Italy. T: +39 02 32066 100. F: +39 02
32066 155. Japan: State Street Global Advisors
(Japan) Co., Ltd., Toranomon Hills Mori Tower
25F 1-23-1 Toranomon, Minato-ku, Tokyo
105-6325 Japan. T: +81-3-4530-7380. Financial
Instruments Business Operator, Kanto Local
Financial Bureau (Kinsho #345), Membership:
Japan Investment Advisers Association, The
Investment Trust Association, Japan, Japan
Securities Dealers’ Association. Netherlands:
State Street Global Advisors Netherlands, Apollo
Building 7th floor, Herikerbergweg 29, 1101 CN
Amsterdam, Netherlands. T: +31 20 7181 000.
State Street Global Advisors Netherlands is a
branch office of State Street Global Advisors
Europe Limited, registered in Ireland with
company number 49934, authorised and
regulated by the Central Bank of Ireland, and
whose registered office is at 78 Sir John
Rogerson’s Quay, Dublin 2. Singapore: State
Street Global Advisors Singapore Limited, 168,
Robinson Road, #33-01 Capital Tower, Singapore
068912 (Company Reg. No: 200002719D,
regulated by the Monetary Authority of
Singapore). T: +65 6826-7555. F: +65 6826-7501.
Switzerland: State Street Global Advisors AG,
Beethovenstr. 19, CH-8027 Zurich. Registered
with the Register of Commerce Zurich CHE105.078.458. T: +41 (0)44 245 70 00. F: +41 (0)44
245 70 16. United Kingdom: State Street Global
Advisors Limited. Authorised and regulated by
the Financial Conduct Authority. Registered in
England. Registered No. 2509928. VAT No.
5776591 81. Registered office: 20 Churchill Place,
Canary Wharf, London, E14 5HJ. T: 020 3395
6000. F: 020 3395 6350. United States: State
Street Global Advisors, 1 Iron Street, Boston,
MA 02210-1641. T: +1 617 786 3000.

Important Risk Information
The views expressed in this material are
the views of Michele Barlow and Yichan Shu
through the period 31 January 2022 and are
subject to change based on market and other
conditions. This document contains certain
statements that may be deemed forward
looking statements. Please note that any
such statements are not guarantees of any
future performance and actual results or
developments may differ materially from
those projected.
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
SSGA’s express written consent.
All information is from SSGA 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.
Investing involves risk including the risk of loss
of principal.
The information provided does not constitute
investment advice and it should not be relied
on as such. It should not be considered a
solicitation to buy or an offer to sell a security.
It does not take into account any investor’s
particular investment objectives, strategies,
tax status or investment horizon. You should
consult your tax and financial advisor.
This communication is directed at professional
clients (this includes eligible counterparties as
defined by the appropriate EU 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.
Diversification does not ensure a profit or
guarantee against loss.

whole may increase and even exceed the
volatility of the asset being hedged.
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.
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.
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.
Bonds generally present less short-term risk
and volatility than stocks, but contain interest
rate risk (as interest rates raise, bond prices
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.
© 2022 State Street Corporation.
All Rights Reserved.
ID935302-4357818.1.1.GBL.RTL 0222
Exp. Date: 28/02/2023

Hedging involves taking offsetting positions
intended to reduce the volatility of an asset. If
the hedging position behaves differently than
expected, the volatility of the strategy as a
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