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Market insight Fixed Income 

At a glance 

 July was another month in which emerging market fundamentals continued to improve with 

a positive mix of higher than expected activity numbers and ‘contained’ inflation. 

 Emerging markets had a very strong return of 5.52% for the month, with most of this 

coming from currencies (3.77%) but bonds also made a positive contribution (1.75%).  

 We remain constructive on EM currencies with most of our focus on relative value plays. 

Rates are nearing their cycle lows and hence we have moved to neutral. 

 Topic of the month: EM bond yields – ‘how low can you go?’ 

  

Recent developments  

After two weak months, flows returned to the asset class and underpinned a 

significant rally. The rally in EM local debt in July was significant both in terms of 

depth and breadth. In terms of depth, our index
1
 returned a solid 5.52% consisting of 

1.75% from rates and 3.77% from currencies strengthening against the US dollar. In 

terms of breadth all but one (Thailand) of the thirteen countries made a positive total 

return on the month. 

Rates have rallied despite activity data continuing to surprise on the upside. Asian 

external trade numbers continue to beat market expectations. Eastern European 

economies also surprised the markets with better retail sales and unemployment 

numbers. Inflation data meanwhile has been coming out marginally lower than 

expected – lending support to an overall bullish market.   

Several monetary policy rate decisions were made during the month. Both India and 

Peru hiked more than expected, whilst Brazil surprised somewhat with a smaller than 

expected hike. Generally however Asian and Latin American markets are in a 

gradual rate hiking cycle but Middle East & Africa and Central & Eastern Europe are 

both on hold. 

Eastern Europe made a sharp turnaround in the month with the Czech Republic 

(12.17%), Poland (10.81%) and Hungary (8.54%) all in the top four performers. At 

the bottom end – again in something of an abnormality to what we have seen in the 

past six months – were predominantly Asian countries, such as Thailand (-0.17%) 

and Malaysia (2.23%), while Egypt (0.58%) was also weak. 

Market outlook 

After a strong rally, we now expect local bond yields to move more sideways as the 

opposing forces of slightly higher inflation and continuing improvement in the credit 

quality of emerging markets balance each other out (see ‘Topic of the Month’). In 

step with this view we have taken profit on our long held positive view on local bonds 

and moved to neutral. We reduced some of our long bond positions – these include 

South Africa, where we have taken profit on half of our overweight, and Poland. We 
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see value in Chilean bonds where the yield curve remains abnormally steep.  

We think EM currency fundamentals are currently very supportive and we continue to 

position in this market with a long bias. Current holdings are however very diversified 

with a large number of active positions as we continue to see divergence in market 

fundamentals and valuations. Key actions during the month include switching our 

long Malaysian ringgit position into Indian rupee on the basis of portfolio flows and a 

more hawkish Indian central bank and reducing some of our insurance in Eastern 

Europe by closing our Romanian leu short position against the Polish zloty.  

 

 

Topic of the month: EM bond yields – ‘how low can you go?’ 

Introduction 

A distinct feature of the current global financial landscape is the very low yields at 

which sovereign bonds are trading. Both developed and emerging market bond 

yields are near or at multi-year lows. The yield on the benchmark US 10 year is 

currently around 2.80%. This is only 80 basis-points away from the crisis low of 2% 

and already 120 basis-points lower than the post-crisis highs of 4%.  

At such extremely low levels US bond yields are traditionally associated with a high-

risk global environment.
2
 Normally such an environment (like the credit crisis of 2008) 

is associated with higher local currency emerging market bond yields. Currently 

however these EM yields are also at very low levels, levels only seen during two 

periods before (2003 and 2005/06).  

What does this mean for an emerging market bond investor? More specifically, what 

does this mean for the outlook for bond returns? Can they go lower still? It is these 

questions which we address in this Topic of the Month. 

 

Unpacking of emerging market bond yields in risk components 

An investor in sovereign bonds takes at least six distinct risks for which they then 

require reward. These are 1) the opportunity cost of not investing in global ‘risk free’ 

real rates; 2) the risk of that the government does not repay – i.e. sovereign default 

risk; 3) the risk of real value erosion via inflation; 4) the risk of value loss via 

depreciation of the currency invested in; 5) term risk; and 6) liquidity risk. 

Unpacking sovereign bond yields in its composite risk-reward constituents 

 

 

Here we will focus on the first four risks as these typically are the greatest drivers of 

local bond yields.  
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 Current US 10 year yields are more than two standard deviations away from 8 year averages. 
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Detailed analysis of each risk component 

We now look at each of the four main risk-reward constituents and ask 1) ‘What are 

the current risk-reward levels?’ and 2) ‘What is the outlook for these?’ 

 

Global Real Rates 

1. Current Risk-Reward Dynamics 

Key drivers of much lower global real rates have been worries about a double-dip 

recession, extended easing by central banks and very limited inflation risks.  

Expectations of renewed quantitative easing measures have also put downward 

pressure on yields in recent months despite a pick-up in risk appetite globally. As a 

result 5-year US Treasury Inflation Protection Securities (see chart below) have for 

the first time turned negative.  

US inflation protected securities 

 
Source: Bloomberg 

2. Outlook 

Is the global economy heading for a double-dip? Will soft growth hold monetary 

policy rates down lower for longer? If so how long and how low? To what extent has 

the weight of the economic world shifted so that the traditional G3 (US, Japan and 

Euroland/Germany) no longer indicate – or rather dictate – global risk? Answers to 

these questions will drive the ‘Global Real Rate’ component. Our colleagues in our 

broader fixed income team hold as a central case a continued modest economic 

recovery with relatively little chance of a double-dip. While they expect official rates 

to remain low for a while longer, they expect a normalisation of rates sooner than the 

market is currently pricing in. All in all, we see some modest upward pressure on 

developed yields over the next six months. 

 

Sovereign Risk Premiums 

1. Current Risk-Reward Dynamics 

Sovereign risk premiums have been driven by market sentiment. Spreads widened 

significantly in the credit crisis of 2008 and came under renewed pressure this year 

during the Greek debt crisis. From the graph below we see that at current levels – 

although well off the highs of the credit crisis – sovereign credit spreads are still 

reasonably high relative to historic periods of economic expansion. 
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Price of specific sovereign credit ratings – over time 

 

Source: Bloomberg, IAM calculations 

2. Outlook 

With growth in the developing world returning to normal and government finances in 

emerging markets looking increasingly healthy we hold a fairly supportive view on the 

cost of government risk. We are already witnessing a much improved fiscal situation 

in many emerging markets as stronger growth allows for less government stimulus 

and generates more revenues. Rating agencies are looking at upgrades again. For 

emerging markets improved fundamentals can further play out as improvements in 

their credit ratings which typically lead to some tightening of government bond 

spreads. All in all, we expect sovereign spreads to grind lower in coming months 

(and years). 

 

Inflation Expectations 

1. Current Risk-Reward Dynamics 

Year-to date inflation more often than not has surprised the market on the downside. 

Strong currencies, big output gaps and contained commodities prices have meant 

the absence of strong price pressures. This has been a positive contributor to the 

strong performance of emerging market bonds. With growth recovering the question 

becomes – is this sustainable? 

Emerging Market Inflation Surprise Index 

 

Source: Bloomberg, IAM calculations 
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1. Outlook 

Despite economic activity picking up, inflationary pressures are still modest. Globally, 

pricing power is still quite weak given the choppy recovery in developed markets. 

Output gaps, while closing in the emerging market world, still do not point to 

significant demand pressures on inflation. Commodities have only strengthened 

modestly over the past year, most of which has been offset by stronger emerging 

market currencies. The one area where recently we have seen some worrying 

developments is food inflation. Given our expectations for growth, combined with 

some base effects and rising food prices, we do expect inflation to move somewhat 

higher in coming months. This will allow central banks to normalise monetary policy 

and is likely to put some upward pressure on local yields.  

Emerging market inflation 

 
Source: Datastream, IAM calculations 

 

Currency Risk Premiums 

1. Current Risk-Reward Dynamics 

Investors require reward for the risk of losing money from investing in currencies 

other than their own. Once we strip out global real rates, sovereign spreads and 

inflation expectations, this is the largest component left (allowing for some term 

premium and liquidity risks). For the nine emerging markets where there are inflation-

linked bonds (which provide an explicit level for the market’s inflation expectations), 

we can calculate this final component with relative precision. On average the 

currency risk premium is currently 1.6%3. 

This is lower than it has been in the recent past and has been driven by significant 

improvements in the fundamentals of emerging markets and significant flows into 

emerging markets. Has currency risk been priced too low? 

2. Outlook 

To gauge this risk of currency depreciation we look at our proprietary Fundamental 

Risk Indicator (FRISKI) which calculates the probability of a currency crisis and the 

currency risk premium generally demanded for a given country’s local currency 

bond4. Suffice to say that given the strong emerging market fundamentals, EM 

currencies (on average) are presently at the lowest probability of large depreciations 

since the inception of our model in 1996. The relationship suggests that instead of 

the 1.6% premium for the nine EM countries that have inflation-linked bonds, the 

currency risk premium for emerging markets overall should be much lower (around 

zero!) 
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 Bearing in mind that we ignore term premium and liquidity risk for the present analysis.  

4
 This proprietary quantitative model calculates the probability of a significant currency correction for each of our emerging markets from five 

macro-economic fundamentals:  the current account, export growth, external private debt, the real effective exchange rate and foreign 
exchange reserves. 
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EM currency risk premium 

 

Source: Bloomberg, IAM calculations 

On this basis, we think currency risk premium in local bond yields is currently not fully 

pricing the strong fundamentals of emerging markets. We expect EM currencies to 

strengthen from now onwards due to strong investment flows, reasonable valuations 

and a continuing improvement in fundamentals. All in all, we think the currency risk 

premium is likely to move lower.  

 

Conclusion 

Emerging market local bond yields are at multi-year lows. We decompose these 

yields into four key components and argue that two are likely to be supportive for 

bond yields (sovereign risk premium and currency risk premium) while the other two 

are likely to put some upward pressure on emerging market local yields (global real 

rates and inflation risk premium). Overall, we have moved to a neutral outlook on 

local bond yields, having held a positive outlook for the best part of two years. We 

definitely think it is too early to adopt a negative view, particularly because the 

momentum of inflows into local debt remains very strong. 

For investors in local emerging market debt, this still means good news as the 

attractive yield of bonds and capital gains from currencies (which we expect) still is 

likely to make for a good positive return. 
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Selected emerging markets at a glance 

 
Argentina  We remain overweight the Argentine peso with its relatively attractive yields, but are 

monitoring the political situation and the ratings approvals of the Kirchners closely as we begin to 
move closer to elections. 

  
Brazil We remain overweight the bond market and underweight the currency. We expect the 

currency to be a regional underperformer in coming months and bond returns to be supported by 
the high yields. Momentum on the very strong growth data has rolled over, in line with our 
expectations that concerns about overheating were overdone and the curve has begun to invert 
in the long end, while there is increasing evidence that strength in the currency is unlikely to be 
tolerated for much longer. 

 
Chile We remain overweight the peso and overweight in bonds in the longer end of the curve, both 

of which worked well over the month. The continuing strong fundamentals have finally started to 
drive the currency stronger, while the highly oversubscribed new peso and dollar issues have 
highlighted the relative cheapness of the local curve. 
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China While generally still at quite strong levels in absolute terms, there are clear signs recent 

tightening is having its effects, especially in the property sector. Amid slowing economic 
indicators, market attention focused on potential easing measures the Chinese authorities might 
turn to. The currency so far has only strengthened marginally against the US dollar. We remain 
sidelined. 

 
Colombia The performance from our underweight peso has disappointed as the currency has 

strengthened. We continue to hold it with a view to it being a relative regional underperformer as 
central bank action is likely to increase into any further strength with the risks of moves becoming 
unconventional now fairly significant. 

 
Czech Latest data on retail sales, industrial output and trade point to a continued recovery of the Czech 

economy. The Czech central bank left policy rates on hold at 0.75%, revising its growth forecast 
higher for 2010 while maintaining its inflation outlook broadly unchanged. We remain neutral in 
the Czech koruna and Czech government bonds. 

 
Egypt Robust, domestically-driven growth is putting pressure on the current account. This is partially 

being offset by a recovery in Suez Canal earnings and a pick-up in tourism. More importantly for 
our long Egyptian pound positions is the fact that the country keeps attracting significant 
foreign investment. This continues to come in the form of both portfolio flows predominantly into 
treasury bills and FDI into the petroleum sector.  

 
Ghana Ghana had another successful issuance of its 3 year local currency bond. The current account 

remains in deficit with capital goods and oil as the main imports. Given the outlook on oil 
production and fairly good macro management of the economy we are constructive on the cedi 
but acknowledge that most of the expected return is likely to come from the carry and not 
currency.  

 
Hungary Hungarian currency and government debt benefited recently from rising risk appetite, light 

positioning and better than expected economic activity and trade data. However, the collapse of 
the IMF-led program review and subsequent declarations by PM Orban that Hungary does not 
need the IMF will keep, in our view, risk premia at elevated levels. We remain neutral in the 
Hungarian forint and Hungarian government bonds. 

 
India Recent weakness relative to its peers was driven partly by the general risk environment and 

partly by worryingly high inflation. The central bank has turned more hawkish and raised interest 
rates by more than expected. We have gone long the rupiah on strong growth fundamentals, 
expected positive flows and more tightening by the central bank. 

 
Indonesia July saw another bad inflation release, but the market and the central bank seem unflustered. 

The central bank kept interest rates on hold, while the market rallied. We are more worried and 
believe the Indonesian bond market is vulnerable to a set-back given the very high foreign 
participation rate. We are underweight the bonds and the currency. 

 
Israel The Bank of Israel resumed their rate normalisation path and surprised the market with the 

0.25% increase in rates to 1.75%; this helps remove the extraordinary monetary accommodation 
of 2009. The shekel had a strong month and we have a positive outlook longer term but remain 
sidelined in the currency and bonds for the moment. 

 
Malaysia We took profit on our long-held long position in the ringgit. After significant outperformance 

versus the region, we expect the currency to move more in line with regional peers. While the 
Malaysian central bank was very early in adopting a normalisation of interest rates, other central 
banks in the region have caught up and have also started tightening monetary policy. In addition 
we see some signs of slowing growth and have had some disappointing news on the trade 
balance recently. 

 
Mexico We are overweight the peso, which we believe still offers good value, but are underweight the 

bonds, where valuations look increasingly stretched. We expect an improving domestic macro-
economic background to underpin relative outperformance of the currency over the medium term, 
but believe that the bonds have more than fully priced Mexico’s recent inclusion in the global 
bond index and a dovish central bank. 
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Nigeria Oil production continues to stabilise and improve in the troubled Delta area. Worryingly however 
this is not being reflected in increasing foreign exchange reserves. This could partially be 
explained by some sizeable loans made by government to state owned organisations involved in 
infrastructure development. Given the flush liquidity in the financial system, the resulting low 
treasury bill yields, and the election year risk we remain lukewarm to the naira.   

 
 Peru We remain neutral on both the sol and the local bond markets. The strong domestic 

economy is enabling the central bank to increase rates in line with our expectations, but at a 
faster pace than the market has been anticipating. Strong central bank intervention will prevent 
any significant currency strength, and we expect the yield curve to continue to flatten. 

 
Philippines News remains supportive with good growth, surprisingly low inflation, a strong balance-of-

payments and the new government focusing on improving the fiscal situation The Philippine peso 
remains one of our favourite currencies. 

 
Poland The Polish economy has continued to perform well but growth momentum has eased in the first 

quarter. Poland however, compared to its regional peers, benefits from a more diversified growth 
mix which makes the economic recovery less vulnerable to global conditions. We remain 
overweight Polish government bonds and neutral the zloty. 

 
Russia We are watching the market closely for the effects of the drought that has caused a very poor 

wheat harvests and a ban on exports. We are neutral duration for now but food prices could 
reverse the disinflation that we have seen since mid-2008 at 15% to 5.5% now. We believe that 
the central bank wants lower rates to dissuade the carry trade and gradually move to a more 
freely floating exchange rate regime, but any indication of the disinflationary process reversing 
might not lead to rate hikes but rather to faster currency appreciation, hence we remain 
overweight ruble. 

 
South Africa Benign inflation, the strong rand, bond market inflows and the global extension of monetary 

accommodation are forming an incredibly favourable environment for our bond overweight 
position. On our calculations the rand is at an all-time valuation high in PPP-terms; we are 
underweight.  

 
South Korea The Korean won has started to appreciate in line with our positive views. Exports remained 

strong and the recovery robust, although some leading indicators do point to a slowdown in the 
second half of the year. We believe the currency has significant room to catch up from relatively 
weak levels, although it is clear the Bank of Korea, increasingly influenced by the Ministry of 
Finance, is looking to avoid any sharp moves. 

 
Taiwan Weak export data in June seems to have been an exception as July exports surprised on the 

upside again. The central bank is looking to normalise monetary policy, but is unlikely to allow for 
significant currency strength. While inflation is rising, the long end of the yield curve remains 
stubbornly low. We believe the currency should continue to underperform the region on low 
interest rates and a weaker longer-term economic outlook. 

 
Thailand The central bank hiked rates and indicated they view this as a start to rate normalisation. The 

central bank governor seems quite market-orientated and it is to be seen if this will mean less 
intervention in the currency. Economic activity has continued to be strong. We remain negative 
on the bonds, a position which is supported by excessive bond supply, rising inflation and the 
political instability. 

 
Turkey  We are  neutral in duration terms and prefer to concentrate on relative value positions such as 

a core holding in inflation linkers where high inflation is providing attractive total returns. We 

maintain our overweight in the lira as we view the currency as cheap relative to peers. 
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Important information 

This communication is not for general public distribution. If you are a private investor and receive it as part of a 
general circulation, please contact us at + 44 207 597 1900.  
 
All the information contained in this communication is believed to be reliable but may be inaccurate or 
incomplete. Any opinions stated are honestly held but are not guaranteed and should not be relied upon. This is 
not a buy, sell or hold recommendation for any particular investment. 
 
This communication is provided for general information only. It is not an invitation to make an investment nor 
does it constitute an offer for sale.  
 
In the USA, this communication should only be read by institutional investors, professional financial advisers and, 
at their exclusive discretion, their eligible clients, but must not be distributed to US Persons.  
 
Telephone calls may be recorded for training and quality assurance purposes. Issued by Investec Asset 
Management, August 2010 
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