
In focus

On the dollar side, large policy responses from central banks 
and government in the wake of the Covid-19 pandemic have 
caused fundamentals to be less correlated to returns that normal. 
However, fundamentals always assert themselves eventually. The 
significant degradation of debt metrics in this episode suggests 
that although further short-term spread tightening is possible, 
medium-term returns will be constrained, especially in the 
investment grade portion of the index.

In local currency debt, the basis of the investment case is formed 
by historic levels of under-valuations in currencies. Although 
yields are at historical lows, some modest price appreciation could 
occur as a final round of rate cuts are completed. With depressed 
growth prospects, a swift turn towards rate hikes seems unlikely. 
The combination of even those historically skinny yields plus a 
modest move towards closing currency under-valuations would 
result in a high probability of local currency bonds outperforming 
dollar debt.

Key variables will be the path of the US dollar and the future path 
of developed market liquidity provisioning. On the latter, two 
factors suggest that the levels of liquidity over the next year or so 
are unlikely to dramatically change. First, the high level of future 
debt and second, the political need to ensure recoveries continue 
in the face of a lingering virus concern. A dollar appreciation so 
strong that it undermines these findings seems like a less than 
50% probability given zero rates globally and the dollar’s relatively 
rich level when viewed in the context of the last 15 years.

It is clear that global and emerging market growth will be 
negatively impacted by the Covid-19 era for a considerable period 
of time. The EM policy response of fiscal and monetary stimulus in 
that world will result in some degradation to credit fundamentals 
and expected returns from investing in local rates. 

In this paper we look at a number of scenarios by which investors 
can consider what might be fair value for emerging market dollar 
debt spreads. We also examine what the expected returns in local 
currency investing over a one-year time horizon might be in a 
world of less robust fundamentals.

After the provision of significant 
global liquidity and a rally in risk assets 
everywhere, we believe that prospects for 
returns in emerging markets debt (EMD) 
are better in the local currency space than 
for US dollar debt. 

The current under-valuation of currencies 
represents a more significant margin 
of safety than spreads on dollar-
denominated debt.
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Three charts that gauge fundamentals vs liquidity-fuelled valuations
Chart 1 - EBMI Global Diversified: Sovereign spreads
(Basis points)
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Chart 2 - EBMI Global Diversified: Investment grade sovereign spreads
(Basis points)
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Chart 3 - GBI-EM: FX returns
(Index level)
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Source: Schroders, Bloomberg – 24 August 2020.

Past performance is not a reliable indicator of future results, prices of shares and the income  
from them may fall as well as rise and investors may not get the amount originally invested.

The recovery from the pandemic, in 
terms of emerging market assets, has 
been swift. As of the end of July, dollar 
spreads to treasuries in the sovereign 
JP Morgan EMBIG index (chart 1) had 
retraced two-thirds of the spike caused 
by pandemic fears.

Even more impressively, investment 
grade bonds by that time had retraced 
just under 90% of the spike (chart 2).

In terms of currencies, FX only returns 
fell during the same period by 13%, but 
had by the end of July recovered 8.1% of 
those losses (chart 3).
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Chart 5 - Fiscal deterioration by market classification 
Debt-to-GDP and interest to revenue (rhs) for developed, emerging and low-income economies

Chart 4- EMBI Global Diversified: Total returns in 2020

Source: Schroders, Bloomberg – 24 August 2020.

Source: Schroders, Bloomberg – 24 August 2020.

Past performance is not a reliable indicator of future results,
prices of shares and the income from them may fall as well as 
rise and investors may not get the amount originally invested.

These rapid recoveries have been fuelled by unprecedented levels 
of aggressive global fiscal and monetary stimulus. Against this 
backdrop, investors are left to weigh the probability of lingering 
fundamental deterioration in emerging market credits versus 
historical valuations to determine a new sense of ‘fair value’. This 
paper attempts to provide a rough framework for doing so.

For both dollar debt and local currency investing, we consider 
three 12-month scenarios:

 – Scenario 1: Where liquidity and support is maintained and 
growth recovers to pre-pandemic levels within a year;

 – Scenario 2: Where liquidity and support is maintained but 
growth falls short of expected rebounds;

 – Scenario 3: Where policymakers perceive liquidity support  
can no longer safely run at current levels and begin hinting 
at some pullback, coupled with a growth recovery around 
consensus levels.

We do not pretend to false precision, and the number of impactful 
variables is very wide. However, our starting assumption that 
liquidity support will remain high for the next 12 months with 
challenges to a full growth rebound, seem to us to be a very high 
probability bedrock upon which to base our estimates for future 
EM investing value.

EM dollar debt
Emerging markets - faced with historic shocks to public health, 
growth, fiscal accounts and global capital flows - were quick to 
sell off in the immediate aftermath of the Covid-19 crisis. Between 
19 February and 23 March 2020, the EMBI yielded a total return 
of -21% (chart 4). Since then, the unprecedented expansion of 
global liquidity has facilitated an impressive recovery: EM dollar 
debt rallied nearly 25% from the lows in March to the end of July, 
leaving the asset class back in positive territory on the year.

But while the recovery in EM dollar debt has been impressive,
underlying sovereign credit fundamentals continue to deteriorate.
According to the IMF, global debt-to-GDP is forecast to rise
from 82.8% in 2019 to 101.5% at the end of 2020. For emerging
markets, debt levels are forecast to rise by 10.7% of GDP in 2020,
leaving debt levels at 63.1%. While the debt increase is relatively
more modest within frontier economies - a 5.1% of GDP increase
to 48.2% - the affordability of debt (as measured by the ratio
between interest payments and revenue collection) is primed to
take a substantial hit, rising from 19.8% in 2019 to 32.9% in 2020.
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According to our framework, large policy responses weaken 
the correlation between fundamentals and prices, as prices 
rush to assume a high probability of a recovery. For example, 
the relationship between spreads and fundamentals weakened 
substantially in the aftermath of the global financial crisis.  
Then, still-supportive external factors - robust liquidity provision, 
commodity-intensive fiscal expansion within the systemic 
economies, dollar weakness and a post-GFC low yield environment 
- had supported a V-shaped growth recovery in emerging markets
and a healthy environment for risk assets more generally
(see chart 7).

Our framework indicates that - in comparison to the disconnect 
witnessed in the aftermath of the global financial crisis - there 
is still scope for continued EM dollar debt outperformance 
despite underlying fundamental deterioration. However, this 
outperformance comes with three caveats. It is: 1) dependent  
on a supportive external environment, 2) requires a strong EM 
growth recovery and 3) leaves the asset class susceptible to 
aggressive repricing episodes, as was seen during the “taper 
tantrum” in 2013. In short, this environment roughly coincides 
with our first scenario: growth quickly recovers, global liquidity 
support remains strong.

And while the outlook remains subject to considerable 
uncertainty, and such a supportive backdrop for the asset class 
cannot be ruled out just yet, there are reasons to believe that the 
post-Covid growth environment may prove less-hospitable for 
emerging markets. Factors that supported a V-shaped recovery 
in EM post-global financial crisis - most notably large-scale, 
commodity-intensive Chinese fixed-asset expansion - are unlikely 
to materialise to the same extent. The potential for limited 
fiscal space within EM translating into longer-lived damage via 
bankruptcies, foregone investment and elevated unemployment 
will also add to headwinds. Finally, the impacts of the virus itself 
will continue to prove meaningful over the next 12-months; even 
a vaccine approved before the end of 2020 would require time for 
manufacturing and distribution, meaning growth in 2021 will likely 
remain below-trend.

In this context, with valuations nearing historic averages and 
substantially deteriorated sovereign credit fundamentals, the 
outlook for returns over the next 12-months within EM dollar 

Meanwhile, valuations within the asset class appear increasingly 
rich. Current spreads in the investment grade space - particularly 
for BBB rated sovereigns - are already tight relative to historic 
averages dating back to 2005. And while there is still value in the 
high yield segment of the market on a historic basis, questions 
over the extent of underlying credit deterioration and the post-
Covid growth outlook have kept the credit curve steep (chart 6).

Chart 7 - Sovereign credit fundamentals and EMBI spreads 
Monthly correlation between sovereign credit model scores and EMBI spreads

Chart 6 - Post-COVID spreads catching up to historic averages 
Historic spread range since 2005, current spread and average 
spread (basis points)
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Source: Schroders, Bloomberg – 31 July 2020.

So what would it take to keep the rally going? Schroders’ 
proprietary framework leverages our Sovereign Credit Model 
to gauge the extent to which credit fundamentals are currently 
being reflected in relative spread levels. After credit fundamentals 
were aggressively repriced in March, the relationship between 
fundamentals and spreads has already begun to weaken as global 
liquidity supply continues to support the asset class despite still-
deteriorating fundamentals.

Source: Schroders, Bloomberg – 31 July 2020.

Past performance is not a reliable indicator of future results, prices of shares and the income  
from them may fall as well as rise and investors may not get the amount originally invested.
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debt is relatively uninspiring absent a stronger-than-anticipated 
recovery in EM growth. 

In our most likely scenario - one in which liquidity support 
remains strong but that growth struggles to recover - the scope 
for additional returns is tepid. Current spreads are tight relative 
to historic averages (since 2005) within IG EM already. In the 
high yield segment, spreads for weaker sovereigns will continue 
to balance muted near-term risks to financing against broader 
concerns over the extent of credit deterioration / post-Covid 
solvency, pointing to still-steep yield curves within the space. In 
this environment, spreads will likely continue to grind tighter, 
though with the bulk of the rally in the rear-view.

If liquidity support remains strong and growth recovers sharply, 
there is continued scope for returns, particularly within the high 
yield segment of the asset class. While current spreads within 
investment grade are tight to historic averages, spreads are 
currently 31% above historic averages since 2005 in BB, and 
11% above historic averages over the same period for B-rated 
sovereigns. 

Finally, in the worst-case scenario: a pullback in liquidity and 
growth that fails to recover, EMBI spreads would again widen, 
possibly retesting March / April peaks.

With these considerations, returns significantly above the current 
sovereign index yield of just under 5% seem unlikely except in a 
surprisingly benign set of circumstances.

Local currency framework for potential returns
Local currency investing is arguably more straight forward than 
the dollar side. The primary driver outside EM considerations 
as always will be the path for the US dollar. With all developed 
countries pursuing essentially zero rate policies and other forms 
of monetary stimulus within narrow ranges of each other it is 
difficult to confidently assume a path up or down for the dollar 
on that basis alone. Our assumptions below would be amplified 
positively by a weaker USD, and more negatively by a stronger 
USD. With our 12-month time horizon in mind, there is historically 
a case to be made that probabilities are skewed more towards 
a somewhat weaker USD unless a US-specific positive driver 
emerges unrelated to interest rate differentials.

We determine potential returns from EM local investing first by 
attempting to estimate where ‘fair value’ might be. The simplest 
way to do so is to look at where real effective exchange rates 
are relative to their history. Using our proprietary framework we 
estimate that getting to fair value for the largest countries in the 
local index would mean an appreciation of over 8%. Of course, 
some countries might remain under-valued for idiosyncratic 
reasons, but others might appreciate beyond fair value for the 
same reasons (refer to exhibit 1).

Chart 8- US dollar index

Exhibit 1- GBI-EM: FX returns
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Source: Schroders, Bloomberg – 24 August 2020.

Past performance is not a reliable indicator of future results, 
prices of shares and the income from them may fall as well as 
rise and investors may not get the amount originally invested.

* Already Fair Value.
Source: Schroders, Bloomberg – 24 August 2020.

Current Reer Fair value Reer % Change

Czech 
Republic 102.59 95.7 -6.71%

Poland 92.25 92.7 -2.68%

Thailand 108.53 AFV* N/A

Indonesia 92.34 AFV* N/A

Russia 80.45 AFV* N/A

Malaysia 84.53 87.3 3.28%

Mexico 76.5 82 7.19%

Colombia 65.67 74.1 12.84%

Brazil 54.55 67.1 23.01%

South Africa 63.93 77 20.44%

Average 8.65%

Can we take that number at face value? The most important 
variable around it, in our view, is the potential for inflation pass-
through from the steep fall in currencies earlier this year.  
The mitigating factor here, at least so far, is that the fall in 
currencies was very short-lived and has already been mostly 
compensated for. Therefore, unlike the period of 2014-2016 when 
the fall in the currency index was long-lasting and produced 
higher inflation in EM with a 6-12 month lag, the current episode 
by itself is unlikely to have a similar effect on prices. Because of 
that, we think a recovery in REER will likely translate almost directly 
into nominal appreciation.
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Additional to the potential currency appreciation, the current yield 
on the index is 4.4%, an all-time low. Nevertheless, with zero rates 
in the developed world there is probably scope for very modest 
overall rate cuts in the asset class that could result in modest 
gains above index yield. This is because in a handful of the major 
economies, real interest rates remain positive (chart 10 overleaf).

Therefore, if we put the potential for exchange rate appreciation 
(8% with modest inflation detracting from average appreciation) 
along with a yield return of 4.5% (index plus a very small 
appreciation for future rate cuts where real rates are positive) we 
get a potential 12-month return of double digits.

What can go wrong? If our scenario of developed markets 
signalling a potential liquidity slowdown leads to less risk appetite, 
then a return to fair currency valuations would be delayed or 
derailed. If global macro considerations result in significantly 
reduced risk appetite in developed markets, local currencies would 
also be unlikely to return to fair value on average. However, their 
current under-valuation represents a margin of safety that is more 
significant than current spreads on the dollar side.

Chart 9- GBI-EM: Total returns
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Source: Schroders, Bloomberg – 24 August 2020.

Past performance is not a reliable indicator of future results, 
prices of shares and the income from them may fall as well as 
rise and investors may not get the amount originally invested.

Chart 10- Real rates 
Real interest rates: current and end of 2019

Source: Schroders, Bloomberg – 24 August 2020.

Past performance is not a reliable indicator of future results, prices of shares and the income  from them may fall as well as rise 
and investors may not get the amount originally invested.
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Important Information
The views and opinions contained herein are those of the authors as at the date of publication and are subject to change due to 
market and other conditions. Such views and opinions may not necessarily represent those expressed or reflected in other Schroders 
communications, strategies or funds. 

This document is intended to be for information purposes only. The material is not intended as an offer or solicitation for the 
purchase or sale of any financial instrument or security or to adopt any investment strategy. The information provided is not intended 
to constitute investment advice, an investment recommendation or investment research and does not take into account specific 
circumstances of any recipient. The material is not intended to provide, and should not be relied on for, accounting, legal or tax 
advice. Any references to securities, sectors, regions and/or countries are for illustrative purposes only.

Information herein is believed to be reliable but Schroders does not represent or warrant its completeness or accuracy. No 
responsibility or liability is accepted by Schroders, its officers, employees or agents for errors of fact or opinion or for any loss arising 
from use of all or any part of the information in this document. No reliance should be placed on the views and information in the 
document when taking individual investment and/or strategic decisions. Schroders has no obligation to notify any recipient should 
any information contained herein change or subsequently become inaccurate. Unless otherwise authorised by Schroders, any 
reproduction of all or part of the information in this document is prohibited.

Any data contained in this document have been obtained from sources we consider to be reliable. Schroders has not independently 
verified or validated such data and they should be independently verified before further publication or use. Schroders does not 
represent or warrant the accuracy or completeness of any such data.

All investing involves risk including the possible loss of principal. 

Not all strategies are available in all jurisdictions.

Exchange rate changes may cause the value of any overseas investments to rise or fall. Past Performance is not a guide to future 
performance and may not be repeated. This document may contain “forward-looking” information, such as forecasts or projections. 
Please note that any such information is not a guarantee of any future performance and there is no assurance that any forecast or 
projection will be realised.

Note to readers in Australia: This material has been issued by Schroder Investment Management Australia Limited (ABN 22 000 443 
274, AFSL 226473).


