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EMERGING-MARKET DEBT (EMD) UPDATE: 
EXPECT VOLATILITY—AND OPPORTUNITY
Emerging-market (EM) bonds have struggled so far this year as global financial conditions 
have tightened and the US dollar has rallied. But unlike in years past, we think many 
EM countries today are strong enough to weather the storm. That means there are still 
opportunities for selective long-term investors.

As we noted in our 2018 outlook, emerging 
markets have cleaned up their act in recent 
years. They have done this by reducing their 
current account deficits, embracing more 
responsible fiscal and monetary policies and 
bringing inflation broadly under control—
even as it starts to rise in developed markets.

At the same time, we warned investors to 
be prepared for volatility, pointing out that 
EMD’s biggest challenge in 2018 would 
likely come from monetary policy changes 
in developed markets and a faster-than-
expected rise in US interest rates. 

It didn’t take long for volatility to flare up. 
US Treasury yields began drifting higher in 

January, and the 10-year yield had touched 
3.11% by mid-May, some 70 basis points 
above where it began the year. That caused 
the US dollar to rally against EM currencies 
and provoked a broad sell-off in EMD 
assets—dollar-denominated bonds as well 
as local debt and currencies. 

BROAD SELLING CREATES 
OPPORTUNITIES
In times of market stress, investors don’t 
always make distinctions within asset 
classes, and that holds true for EMD. Despite 
the differences in economic health and 
governance among borrowers, the asset 
class is sometimes subject to indiscriminate 

buying and selling, which leads asset prices 
to overshoot in both directions. Supply/
demand imbalances also contribute; a surge 
in new issuance coincided with the sharp rise 
in Treasury yields in early 2018, increasing 
pressure on the asset class.

Broad moves across EMD can obscure the 
differences between countries, companies 
and individual securities. We think that many 
EM countries are much better positioned 
today to withstand sudden outflows. 

That’s not to say there aren’t risks on the 
horizon or that investors should settle for 
passive exposure to the entire EMD universe. 
Economic and political risk varies, so country 
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and sector selection still matter. That’s why reducing EM currency 
risk and overall beta—or market exposure—and taking a more 
tactical approach that focuses on attractive opportunities in specific 
countries and companies makes sense. 

But the way we see it, the broad-based decline in prices creates an 
opportunity to add exposure to countries and companies with strong 
fundamentals that have been unfairly punished.

PUTTING THE DOLLAR’S STRENGTH INTO PERSPECTIVE
Technical supply/demand factors aside, the sudden strengthening 
of the US dollar has set off the loudest alarm bells for EM investors 
this year. Conventional wisdom suggests that a stronger dollar is 
a problem because it makes it harder for EM borrowers to repay 
dollar-denominated debt. Some worry, too, that today’s dollar rally 
indicates a tightening of global liquidity and a waning of investor risk 
appetite, a challenge for EM assets in general.

These are fair points. Rising yields and dollar strength are headwinds. But 
they’re not necessarily game changers. Let’s look at liquidity pressure 
first. We think this may be overstated. While liquidity may be tightening at 
the margin globally, investors should bear in mind that the move is starting 
from very loose levels. Most major central banks are widely expected to 
keep their accommodative policies in place, at least for the rest of 2018. 
That should keep the global economy humming along for a while yet.

The abrupt rise in Treasury yields this year also implies that the market’s 
rate expectations are now more closely aligned with the Federal Reserve’s. 
If so, the pace of yield and dollar gains should slow in the second half.

As for the dollar, it’s still trading about 8% lower against other major 
currencies than it was at its peak in early 2017, and it remains in line 
with its five-year average. We think the exchange-rate pressure on 
EM borrowers is manageable.

But perhaps more importantly, currency moves may not matter as much 
today for EM countries and companies as they once did. For example, 
many countries have reduced their current account deficits in recent 
years. That makes them less dependent on capricious portfolio inflows. 
At the same time, foreign direct investment (FDI)—a more stable source 

of funding because it tends to be long term in nature—has increased. 
Over the past few years, we’ve seen EM basic balances, which combine 
current account position and FDI flows, improve in every region of the 
globe. While the basic balance for all emerging markets (minus China) 
declined somewhat in late 2017, it remains much healthier than it was 
before the 2013 taper tantrum (Display 1, page 1).

There are exceptions. Rising rates and a stronger dollar are certainly 
concerns for the most highly indebted EM borrowers. But that doesn’t 
mean they will have the same effect on every country. Take Argentina 
and Turkey, whose external financing needs are higher than for many 
other EM countries. The dollar’s rise hit both countries hard, sparking 
a run on the peso and the lira. But the similarities end there.

Argentina’s central bank moved swiftly to stabilize the peso by hiking 
interest rates to 40%, while the government lined up a financing 
deal with the International Monetary Fund and even managed to 
sell $3 billion in new peso-denominated debt. Turkey’s central 
bank, which has faced sharp criticism from President Recep Tayyip 
Erdoğan for keeping interest rates too high, waited weeks before 
acting, increasing investor concern about the bank’s independence.

Put another way, policymaking and government effectiveness clearly 
differs across EM countries. That’s why it’s so important for investors to 
be selective and deliberate about where they invest.

EM CORPORATES MORE RESILIENT 
EM companies are less exposed to changes in the dollar than 
investors may realize, too. There are a few reasons for this. First, 
many EM companies that borrow in US dollars tend to do so because 
they have a natural affinity for the currency. For example, their export 
revenues may be denominated in dollars, which acts as a natural 
hedge against their dollar liabilities. For these types of firms, a rising 
dollar is good news because it boosts their margins, which leads to 
higher cash flow and creditworthiness. 

Others keep their dollar liabilities manageable by hedging them back 
to their home currencies. Meanwhile, utilities or companies in other 
industries have tariff structures that enable them to pass higher 
currency costs on to consumers.

DISPLAY 2: SOME EM ASSETS ARE LESS VOLATILE THAN US ASSETS
Volatility of EM Investment-Grade Market 
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EM corporates with investment-grade ratings have also become 
much less volatile investments. In fact, over the past three years, 
high-grade EM corporates have been less volatile than their US 
counterparts (Display 2, page 2). This is partly because the buyer 
base has improved: these assets tend to attract large institutional 
investors with longer investment horizons.

Incidentally, investment-grade EMD—corporate and sovereign—has 
performed in line with US investment-grade corporate bonds so far 
this year (and has easily outpaced lower-credit-quality EMD).

DON’T OVERLOOK THE RISKS
As always, there are several broad risks that investors will have to 
monitor as we move into the second half of the year. Here are a few of 
the most pressing ones:

++ Trump’s Trade War: The US administration has spent the year 
talking tough on trade. But so far, its bark appears to be worse 
than its bite. The pattern seems to be to start with a threat and then 
gradually move toward negotiation. So far, we’ve seen this play out 
in the NAFTA negotiations, the sweeping tariffs on Chinese goods 
and the Trans-Pacific Partnership (the administration withdrew last 
year but now says it may rejoin). 

At this point, we doubt that a NAFTA rewrite or the US-China trade 
disputes will metastasize into a full-blown trade war that threatens 
the global economy. But with governments negotiating trade 
agreements in public, investors should be prepared for trade-
related headlines to provoke more volatility.

++ Slower Chinese Growth: The world’s second biggest economy 
has been slowing as Chinese authorities try to balance the pace of 
overall economic growth with the quality of that growth.

Does that spell trouble for EM growth at large? We don’t think so, 
and here’s why: China’s slowdown hasn’t had much of an effect on 
commodity prices, which have been rising steadily in 2018. This is 
partly because supply has been the biggest driver of commodity 
prices this year. For instance, China and other countries have been 
scaling back metals mining for environmental reasons, while major 
oil producers have been cutting supply to support prices.

Global growth also remains strong, which should provide more 
support for commodity prices and the broad universe of EM 
countries, many of which are net exporters of commodities.

++ Local Politics: Several EM countries will hold elections this 
year, including Turkey and Mexico, where polls suggest that the 
anti-market presidential candidates are favorites to win. If so, 
that will likely boost volatility across EM assets. But with volatility 
come opportunities. 

Political change can also lead to positive outcomes—we’ve seen 
this repeatedly in the developing world in countries such as Brazil, 
South Africa, Colombia and Argentina, where elected officials 
and policymakers have taken steps to shore up finances, tackle 
corruption and embrace centrist economic policies. 

It’s also important to remember that political risk isn’t unique to EM 
countries and assets. Trump’s election victory, Britain’s decision 
to leave the European Union, and big wins for anti-establishment 
parties across Europe (including the two that formed Italy’s new 
government in May) have all injected a new layer of risk into markets 
and investment decisions. But in most cases, investors in devel-
oped-market assets aren’t being compensated for that risk. 

EM investors are. For example, dollar-denominated high-yield EM 
sovereign debt has rarely been cheaper. As of June 8, it offered a 
yield pickup of about 1.65% over US high-yield corporate bonds, 
according to J.P. Morgan data (Display 3). The spread between 
the two has been that high less than 10% of the time. For careful 
investors, this may present an attractive relative-value opportunity.

SUMMING IT UP
We still think robust global growth, prudent policymaking and smaller 
deficits will help fortify many key EM countries against external 
shocks, and we still see value across EMD assets. In particular, 
investment-grade EM corporate bonds have been remarkably steady 
in today’s volatile markets and may be appealing to investors who 
want to boost their bond portfolio’s return and income potential 
without taking on undue risk.

With volatility likely to stay high this year, it’s important to carefully 
manage overall portfolio risk and to pinpoint tactical opportunities. 
That means staying active and taking advantage of broad downturns 
to pick up assets at attractive prices. For long-term investors with 
the luxury of long time horizons, today’s conditions present an 
opportunity to add value in one of the most rapidly growing sectors in 
the global fixed-income market. 

DISPLAY 3: HARD-CURRENCY EM SOVEREIGNS UNUSUALLY CHEAP 
J.P. Morgan EMBI (HY) vs. Bloomberg Barclays US Corporate HY Index (OAS*)
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