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Metzler: Outlook for emerging market sovereign bonds 
 

In recent years, the emerging markets have been char-

acterized by currency turbulences, weak equity markets 

and waning growth momentum. In Asia, growth has 

slowed down only slightly, while decidedly weak 

growth has become apparent in Eastern Europe and 

Latin America.  

 

Marked growth slowdown in Latin America and Eastern 
Europe in recent years 

Performance of GDP in % y-o-y 

 
* 2019: forecasts by the International Monetary Fund (IMF) 

Sources: Thomson Reuters Datastream, Metzler; as of 31.12.2018 

 

The US Federal Reserve (the Fed), as the guardian of 

the international reserve currency, plays an important 

role for the emerging markets; with its interest rate 

policy, it can have a significant impact on commodity 

prices and global capital flows.  

 

In March of 2013, the Fed ended its so-called unortho-

dox monetary policy, an ultra-loose monetary policy 

unlike any before it. In December of 2015, the Fed 

switched to more conventional monetary tightening by 

raising the key interest rate. In recent years, the "shad-

ow interest rate" has become an indicator that express-

es how far into negative territory the Fed would have 

lowered the key interest rate in a world without cash. 

Using the option theory, unorthodox monetary policy 

measures can be thus converted into key interest rate 

equivalents. According to the well reputed calculations 

of the New Zealand central bank, the "US shadow inter-

est rate" rose from -5.4% in April of 2013 to 2.4% in 

December of 2018. During this period, emerging mar-

ket currencies depreciated almost 35% against the US 

dollar.  

 

 

The end of the Fed's unorthodox monetary policy in 2013 
and US interest rate hikes since 2015 have weighed on the 
emerging markets 

 
Sources: Thomson Reuters Datastream, Metzler; as of 31.12.2018 

 

Typically, capital flows out of the emerging markets 

when the Fed tightens its monetary policy. This leads to 

the aforementioned exchange rate losses for virtually all 

emerging market currencies against the US dollar. Capi-

tal outflow also usually reduces liquidity in the banking 

systems of emerging economies, leading the banks to 

restrict their lending – with negative consequences for 

the domestic economy. Even though a weaker local 

currency is good for exports, this still cannot offset the 

downturn on the domestic economy. 

 

Most economies in Asia have been able to compensate 

for the liquidity shortage in the banking system due to 

high foreign exchange reserves and have thus stabilized 

economic growth to some extent. In Latin America, 

most economies have felt the full impact of the capital 

outflows and have also struggled with falling commodi-

ty prices due to the strength of the US dollar. Therefore, 

growth slowed markedly from around 3% in 2013 to  

-0.6% in 2016. In Eastern Europe, Russia was hit first 

when growth dropped from 1.8% in 2013 to -2.5% in 

2015, and Turkey was hit last year. Countries with high 

current account deficits are generally hit particularly 

hard during periods of capital outflows. 

 

However, at its meeting on January 30, 2019, the Fed 

indicated it was not planning any further interest rate 

hikes for the time being due to the lack of domestic 

inflationary pressure and increased uncertainty. The US 

dollar is thus not likely to appreciate any further and 

capital flows to emerging markets will probably stabi-

lize. Historically, a stable or even depreciating US dollar 
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has boosted the emerging economies – in these phases 

emerging economies have been able to gain a substan-

tial growth edge over the US economy. 

 

Devaluation of the US dollar could stimulate economic 
growth in many emerging markets  

Change in % y-o-y 

 
* Based on data from 22 major emerging markets, excl. China 

** Assuming the trade-weighted USD exchange rate remains constant 

Sources: FactSet, Metzler; as of Q3 2018 (growth); as of Q4 2018 (exchange rate) 

 

There is therefore a good chance that growth will pick 

up in many emerging markets in 2019.  

 

 

Structural dept capacity has increased in some 

cases 

In line with the outflow of capital since 2013, public 

debt in the emerging markets has worsened markedly 

due to weaker economic growth and higher domestic 

interest rates. Furthermore, many countries in Asia have 

pursued anti-cyclical economic policies. In Eastern 

Europe, on the other hand, public debt has remained 

more or less stable.  

 

Public debt rising in Asia and Latin America, stable in 
Eastern Europe 
Public debt in % of GDP 

 
* 2019: forecasts by the International Monetary Fund (IMF) 

Sources: Thomson Reuters Datastream, Metzler; as of 31.12.2018 

It is impossible to tell whether public debt is already too 

high and therefore dangerous, or whether the structural 

debt capacity of the emerging countries has increased 

in recent years. In Asia, structural debt capacity appears 

to have increased, as rising public debt has been ac-

companied by stable and low external debt, i.e. addi-

tional debt has been fully covered by domestic savings. 

A balanced current account in Asia also signals that 

domestic savings and investments are in equilibrium. 

 

In Eastern Europe, foreign debt has risen moderately, 

but mainly in order to finance higher debt in the private 

sector. The region also boasts a moderate current ac-

count surplus, so that the fundamental situation can be 

described as good. Only in Latin America will the situa-

tion deteriorate fundamentally in 2019 due to rising 

foreign debt combined with an expected current ac-

count deficit of almost 2%. However, the data is not so 

bad that it indicates an imminent debt crisis. For exam-

ple, major issuers of foreign currency bonds in Latin 

America, with the exception of Chile (Colombia, Mexi-

co, Brazil and Peru), have sufficient forex reserves to 

finance an outflow of foreign capital. Nevertheless, the 

region would be wise to take advantage of the Fed's 

interest-rate pause to improve debt ratios in the medi-

um term. 

 

 

Sovereign bonds denominated in foreign curren-

cies are attractive 

The following chart shows the emerging market bond 

markets based on JP Morgan's standard indices at the 

end of 2018, with emerging market sovereign bonds 

denominated in US dollars (EMBI Global) totaling USD 

873 billion. By contrast, sovereign bonds denominated 

in local currency (GBI EM Diversified) have already 

reached a market volume of around USD 1.3 trillion. 

Emerging market corporate bonds denominated in US 

dollars (CEMBI Broad) have an outstanding volume of 

USD 945 billion.  
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Emerging markets are an asset class in transition 

 
* Outstanding volume of bonds that fulfil index criteria (in EUR billions)  

** JPM EMBI Global: 1993. JPM GBI EM Broad Diversified: 2003. JPM CEMBI  

 Broad: 2001    

Source: J.P. Morgan; as of 31.12.2018 

 

However, the universe of emerging market sovereign 

bonds is larger than the indices suggest. The total out-

standing volume of USD-denominated sovereign bonds 

is estimated at more than USD 1 trillion, while sover-

eign bonds denominated in local currency are estimat-

ed at about USD 8 trillion and USD-denominated corpo-

rate bonds at about USD 1.4 trillion.  

 

The data shows that emerging markets have significant-

ly reduced their dependence on foreign currency bonds 

in recent years in favor of sovereign bonds denominat-

ed in local currency. As recently as 2004, the outstand-

ing volume of foreign currency bonds was larger ac-

cording to JPM indices. In the past, high foreign cur-

rency debt has often triggered an emerging market 

crisis and is therefore referred to as an "original sin". 

Emerging markets have often been unable to place 

USD-denominated bonds during turbulent market 

phases and, with no options for borrowing, have thus 

faced imminent bankruptcy. A well-developed bond 

market in local currency is therefore a good way to 

diversify financing sources. The central bank can also 

smooth out temporary liquidity fluctuations at any time 

by intervening in local currency.     

 

At the end of January 2019, the yield of the EMBI Glob-

al index stood at 6.5%, which sounds very attractive 

given the current interest rates in developed econo-

mies, but the yield on US high-yield bonds was even 

higher at 7.1%. However,  

the current yield differential between the two markets is 

actually rather small in a historical context – US high-

yield bonds have recorded higher yields of about one 

percentage point on average since 1998.  

 

Emerging market sovereign bonds offer attractive returns 
Returns on the EMBI Global and BofA Merrill Lynch High Yield 

Master II in %  

 
Sources: Thomson Reuters Datastream, Metzler; as of 31.1.2019 

 

Despite the higher yields on US high-yield bonds, our 

medium-term total return estimates that a euro investor 

can achieve an average annual return of 4.0% over the 

next seven years by investing in emerging market sov-

ereign bonds denominated in US dollars; return on US 

high-yield bonds would total only 3.3%. This is because 

U.S. high-yield bonds have historically had significantly 

higher credit default rates and lower recovery rates than 

emerging market sovereign bonds. Past performance 

reflects this as well: emerging market sovereign bonds 

have generated an average total return of 8.1% p.a. and 

US high-yield bonds only 6.4%. 

 

Emerging market sovereign bonds have performed 
markedly better  thanks to a low rate of loan defaults 
Performance of the EMBI Global and BofA Merrill Lynch High 

Yield Master II (31.1.1998 = 100) 

 
Sources: Thomson Reuters Datastream, Metzler; as of 31.1.2019 

 

Since
launch**

2000 2005 2010 2018

Sovereign
bonds
in USD –
JPM EMBI 
Global

Countries 14 27 33 41 67

Yield in % 15.1 11.6 6.7 6.1 7.1 

Market cap* 112 189 292 407 873

Investment 
grade in %

3 30 42 57 59

Rating Ba3/BB Ba2/BB Ba1/BB+ Baa3/BBB- Ba1/BB+

Sovereign
bonds in 
local
currency –
JPM GBI 
EM Broad 
Diversified

Countries 10 16 18 21

Yield in % 6.7 5.6 6.2 6.7

Market cap* 174 525 1,433 1,257

Rating BBB+ Baa1/BBB+ Baa1/BBB

Corporate 
bonds
in USD –
JPM 
CEMBI 
Broad

Countries 13 28 36 50

Yield in % 9.2 6.2 5.9 6.4 

Market cap* 28 123 344 945

Investment 
grade in %

79 82 75 59

Rating A2/A Baa1/BBB+ Baa2/BBB Baa3/BBB
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The chances of reviving growth in most emerging mar-

kets are therefore good, which should help improve 

high debt ratios. This asset class also offers compara-

tively attractive yields by international standards.    

 

 

Edgar Walk  

Chief Economist at Metzler Asset Management 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


