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INTRODUCTION

Expectations of the path of future US rates have shifted significantly since the 
beginning of the year and even further since the Brexit vote. This environment 
should continue to be supportive for EM debt, particularly alongside greater policy 
support from European and U.K Central Banks.

EM fundamentals appear to be stabilising after three years of deterioration (Figure 
1). Although this makes us more constructive, it is still early days and requires 
ongoing external stability as well as internal improvements from economic reform. 
The political backdrop remains as important as ever, with the economic outlook 
of major countries in the universe facing ongoing political risk. Brazil is a prime 
example, where fiscal policy requires a significant adjustment in an uncertain 
environment, whilst Argentina requires recent positive political change to translate 
into economic improvement and South Africa, where political uncertainty adds to 
its already sizeable economic challenges.

EM Local Currency

After posting significant gains in the first few months of 2016, EM local debt market 
and currency performance has been more restrained since the April peak. However, 
attractive valuation and the supportive external environment should continue to 
support assets. We believe this to be especially the case for Mexican and Polish 
debt.

The more accommodative stance of major Central Banks, in particular the US 
Federal Reserve, should stimulate capital flows to higher yielding countries. The 
US Dollar appears expensive and an extension of the rally which began in 2014 
seems less likely we believe, which should reduce the pressure on EM currencies. 
With concerns about the Chinese growth outlook receding and commodity prices 
rebounding from depressed levels, we expect the external environment to underpin 
EM local currency assets. 

EM DEBT: STEADY AS SHE GOES
 – Fundamentals showing tentative signs of improvement

 – Selective approach still warranted however

The environment should 
continue to be supportive 
for EMD

EM fundamentals appear 
to be stabilising but need 
to be further supported by 
internal adjustments

EM local currency markets 
have maintained their 
valuation attractiveness and 
still offer attractive yield pick 
up over core markets

Figure 1: EM vs DM growth differential Figure 2: EM current account deficit % of GDP

Source: Bloomberg, Aviva InvestorsSource: Bloomberg, Aviva Investors
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The fundamental picture across EM economies remains fragile but there are some 
ongoing signs of improvement. Growth forecasts have been revised higher and are 
improving relative to developed nations, while inflation is showing signs of rolling 
over in Latin America where it has generally been exceeding Central Bank targets. 
Also, external imbalances have been unwound in many countries - indeed the 
current account deficit of the investible EM aggregate universe has halved since 
2013 (Figure 2). However, the slow pace of economic reform and the negative 
momentum of credit ratings still indicate that significant headwinds may lie ahead. 

Even after the rebound since the start of 2016, EM currencies continue to offer 
significant value we believe. Bond yield spreads to core markets are the widest in 
many years and should offer a buffer against currency volatility (Figure 3). Cross 
border investment flows to EMs have picked up in 2016, which is a trend we expect 
has further to play out in the coming months, supported by attractive valuations 
and the relatively high yields available in a low-yield world. 

EM Hard Currency

Over the medium term we believe that the macroeconomic environment is 
supportive of credit and that this in should support spreads. We believe policy 
action created a ceiling for spread levels below February wides and that the more 
dovish Fed tone provides a catalyst that will push spreads tighter. The scale of 
the rally since February does argue for a degree of caution however, as does the 
lack of real fundamental improvements. That said, an increasingly dovish Fed, 
receding risks emanating from China and reduced commodity volatility could 
help push spreads through 400, but our previous expectation of an index spread 
range between 380 - 480 stills feels sensible given the balance of risks (Figure 4). A 
move below 380 would require an enormous hunt for yield dynamic triggered by 
lower core rates and further unquestioned Central Bank support. This will require 
continued vigilance during Q3, but believe that an ongoing credit differentiation 
theme remains.

Further support is lent to the outlook for hard currency assets by the improving 
technical picture. The pick up in supply in the sovereign space has been driven by 
large deals from Argentina and the Middle East. Pent-up demand from years of 
supply inactivity and broad appeal removes the negative element from the headline 
figures. The sovereign space contrasts with the move lower in EM corporate supply. 
Idiosyncratic reasons in key issuing countries such as China, Brazil and Russia have 
led to an almost sudden stop in issuance and net negative issuance is now forecast 
for this year (Figure 5). Ultimately, the investable universe is shrinking at a time 
where attraction could be increasing.

Cross border investment 
flows to EM have picked up 
in 2016, a trend we expect 

to continue

Lower core rates and further 
Central Bank support 

remain a key tailwind for EM 
spreads

An improving technical 
backdrop further supports 

the asset class

Figure 3: EM local yield differentials with US 10yr Tsys Figure 4: EM sovereign regional performance

Source: Bloomberg, Aviva Investors Source: JP Morgan, Bloomberg, Aviva Investors
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Commodity prices have stabilised to some extent but there seems to be limited 
scope for a significant move higher in the near term as the supply imbalance still 
needs to adjust further. This argues for an environment where credit selection 
is based on the identification of fundamentally stronger issuers with greater 
financial flexibility. Quasi-sovereign entities, given their implied level of support 
from sovereign ownership, are preferred and we feel spread compression to 
the sovereign is a significant alpha opportunity over coming months (Figure 6). 
Amongst private issuers, their low cost of production combined with low and 
relatively stable levels of leverage and large reserve bases point towards the 
potential near term outperformance of Latin American, Russian and Moroccan 
producers, which we feel have been indiscriminately punished given the location of 
operations.

We retain the preference for sovereign risk over corporate risk, given greater 
flexibility of sovereign balance sheets and the existence of the IMF as a lender of 
last resort, which leads to a more favourable default experience in the sovereign 
universe. However, on a broader global credit comparison, EM corporate default 
expectations compare favourably.

Sovereign and corporate credit with stable or improving fundamental quality has 
the ability to deliver capital gains through spread compression in this environment. 
Higher beta credit such as Jamaican or Dominican Republic, as well as quasi-
sovereign issuers such as Pemex of Mexico and Petrobras of Brazil are examples of 
this. 

Figure 5: EM hard currency net financing Figure 6: Quasi vs EM sovereigns

Source: JP Morgan, Aviva Investors Source: Aviva Investors
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