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EM Local Debt: Time to
Shitt the Perspective?

EM local debt has historically offered higher yields than the comparable
U.S. risk-free rate, and recently has begun to exhibit more stability as
well—which presents a compelling case for investors.
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U.S. Treasury rates are often referred to as "risk-free,” with Treasury yields serving
as a benchmark against which other “risk” asset yields are measured. Recently,
however, U.S. Treasury yields have become more volatile relative to both history
and EM local debt yields, which begs the question: do investors need to shift their
perspective regarding the “risk-free” rate?

While the answer to that question is perhaps broader than what we can cover in
this piece, it does point to what has arguably become a very attractive environment
for emerging markets (EM) local debt.

Comparing Yields Over Time

J.P. Morgan launched its EM local debt index in 2003, and it remains the most
accurate representation of what an investor can obtain in the more liquid domestic
EM local debt markets. Historically, EM local bond yields have been significantly
higher than U.S. 5-year Treasuries,! a reflection of the greater perceived risks in the
asset class—in other words, investors have demanded a higher yield for the higher
risk they are accepting in their EM debt investments (Figure 1).

Figure 1: EM Debt Yields Have Historically Been Higher Than U.S. Treasury Yields
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Source: Bloomberg, JP Morgan. As of November 7, 2024.

“U.S. Treasury yields have become more volatile
relative to both history and EM local debt yields,
which begs the question: do investors need to shift
their perspective regarding the ‘risk-free” rate?”

1. We use the 5-year Treasury for comparison purposes given that the duration of the EM index
has been approximately five years since inception.
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Since 2003, the yield spread between the EM index and the 5-year U.S. Treasury note has
fluctuated between 2% and 6%. During that period, the difference between the index-
weighted inflation rate of the countries in the EM index and the U.S. inflation rate has
ranged between -1% and 4%. And, as Figure 2 highlights, the inflation differential has been
highly correlated with the yield differential over the years.

Figure 2: Inflation and Yield Differentials Have Been Highly Correlated Over the Years
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Source: Haver Analytics, JP Morgan. As of September 30, 2024.

Of course, a U.S. investor investing in EM local bonds likely cares more about the USD value
of their investments than the inflation differential between the U.S. and EM countries. And
indeed, the relentless appreciation of the U.S. dollar against EM currencies that began in
mid-2011 has been a strong headwind for EM local bond returns. In particular, the currency
value of the index against the USD has fallen by more than half since 2011, from 140 to just
above 60 (Figure 3). This has undoubtedly been a powerful deterrent for new investors,
especially those that have been looking for USD returns.

During that time, the total return of the index, in USD terms, has fluctuated from -20% to

+38% on a 12-month rolling basis—with yearly returns ranging from a high of 23% in 2004
and a low of -15% in 2015, despite the headwind from a strengthening U.S. dollar.?

2. Source: JP Morgan, Bloomberg. As of November 12, 2024.
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The Pace of EM Currency
Depreciation is Slowing

A closer look at the data also reveals
that the pace of decline in the EM local
exchange rate has slowed materially
since 2016 (Figure 3). Specifically,
since then, the exchange rate of the
EM index vis-a-vis the USD has fallen
from 77.5 to 63.3 today.® This is an
annualized depreciation rate of 2.2%.
And in fact, as Figure 3 also highlights,
the pace of currency depreciation has
been on a steady decline for over a
decade. The yield of the index, on the
other hand, has recovered to levels
similar to those that the index has

averaged since inception.

What does this mean? For investors

in EM local debt, a steady index yield
at around 6%, combined with a 2%
currency depreciation against the U.S.
dollar, would result in a USD return of
around 4%.4* While this rate of return
may appear underwhelming at first,
considering the inherent perceived
risk of EM bonds, the story is more
nuanced—particularly considering
that safe or risk-free interest rates have

become more volatile than “risky” ones.

Attractive Risk-Adjusted
Return Potential

Indeed, US. interest rate volatility has
risen to twice that of EMs (Figure 4, top).
This represents a stark difference from
the last time global interest rates were

materially above zero, which was during

2003-2007 (Figure 4, bottom).
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Figure 3: Steady Currency Depreciation, But Index Yields Recover
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Source: Bloomberg, JP Morgan. As of November 12, 2024.

Figure 4: U.S. Interest Rate Volatility is Twice That of EMs
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Source: Bloomberg, JP Morgan. Data for top chart as of November 15, 2024. Data for bottom chart
as of January 2, 2007.

3. Source: JP Morgan, Bloomberg. As of November 12, 2024. Data calculated from January 20, 2016.

4. Source: Barings' calculations. As of November 15, 2024.
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A relatively more stable EM index yield compared to that of U.S. Treasuries has translated into a more
attractive risk-adjusted return profile for EM debt (Figure 5). Specifically, during the past decade, EM index
hedged to USD has returned 3.7% annually with a realized volatility of 5.1%, resulting in a modified sharp
ratio of 0.73. In comparison, the average annual return of investing in U.S. Treasuries has been 3.2% with
an annual volatility of 5.1%, resulting in a modified Sharpe ratio of 0.62. For non-USD investors, returns
have been higher—Euro-based investors, for instance, have achieved a 9.9% annual return with a return
volatility of 5.8%, resulting in a modified Sharpe ratio of 0.58.

Figure 5: Risk-Adjusted Returns in EM Debt

GBI-EMGD USD GBI-EMGD USD GBI_EMGD Euro Bloomberg
Unhedged Hedged Unhedged 5-7 Year UST
Volatility 12.8% 5.1% 9.9% 5.1%
Average return 5.4% 3.7% 5.8% 3.2%
Ret/Volatility 0.42 0.73 0.58 0.62

Sources: JP Morgan, Bloomberg. As of November 15, 2024.
Will a Change in Administration Derail the Story?

When considering the potential implications of a second Trump administration, two key considerations
come to mind:

1. Incoming President Donald Trump'’s first term began in 2017. During the four years of his first term,
which included COVID, the USD unhedged EM index’'s annualized rate of return was 5.5%, with EM
currencies depreciating against the USD by 2.2% annually (the latter being included in the index total
return).

2. The 10% tariff proposed by President Trump, if enacted, would likely result in an additional
appreciation of the USD against all other currencies. While the scale of depreciation will depend
on the elasticity of exports and imports, it will likely be in the range of 0% to 10%. If we consider
the mid-point estimate of around 5%, and assume that EM currencies will continue to depreciate
structurally at a rate of 2% per year, we can calculate that a 7% depreciation of the EM currency
index could be in store.

As of November 14, 2024, the EM currency index was 3.3% below its 12-month average—suggesting that
it is already halfway to fully pricing in Trump's return to office.® Over the next 12 months, if historical
patterns reoccur, approximately half of the index’s yield could be eroded by currency depreciation.
However, there are reasons also to believe that this may be more of a worst-case scenario than the most
likely one. Namely, Trump has recently made numerous public comments suggesting he would like to see
a weaker U.S. dollar. While this sentiment is at odds with other statements he has made about the dollar’s
ongoing role as the world's reserve currency, it suggests a less negative scenario for EM overall.

5. Source: JP Morgan. As of November 14, 2024.
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Key Takeaway

EM local debt markets in aggregate have historically offered a higher
yield potential than the comparable U.S. risk-free rate, and recently have
begun to exhibit more stability as well—which presents a compelling
case for investors seeking USD returns. While a second Trump presidency
certainly introduces some unknowns, for the reasons above we think

it will likely have a more limited impact on the attractiveness of EM

local debt than some may be anticipating. These considerations, when
combined with declining EM exchange rate levels, suggest the optimal
entry point may not be too far ahead.

One important caveat to this scenario is that the EM index yield

is substantially more stable than some of the individual country
components (Figure 6). This makes sense given the vastness and diversity
offered by the asset class. It also suggests that while select attractive
opportunities are available for an experienced local rates manager to
capitalize on, a cautious approach, together with rigorous country and
credit analysis, is paramount to navigating this market.

Figure 6: Not All EM Yields Are Stable
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Source: Bloomberg, JP Morgan. As of July 30, 2024.

"EM local debt markets in aggregate have
historically offered a higher yield potential than
the comparable U.S. risk-free rate, and recently
have begun to exhibit more stability as well.”
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Barings is a $431+ billion* global asset management firm that partners with institutional, insurance, and
intermediary clients, and supports leading businesses with flexible financing solutions. The firm, a subsidiary
of MassMutual, seeks to deliver excess returns by leveraging its global scale and capabilities across public

and private markets in fixed income, real assets and capital solutions.

IMPORTANT INFORMATION

Any forecasts in this document are based upon Barings opinion of the market at the date of preparation and are
subject to change without notice, dependent upon many factors. Any prediction, projection or forecast is not
necessarily indicative of the future or likely performance. Investment involves risk. The value of any investments
and any income generated may go down as well as up and is not guaranteed by Barings or any other person.
PAST PERFORMANCE IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS. Any investment results, portfolio
compositions and or examples set forth in this document are provided for illustrative purposes only and are not
indicative of any future investment results, future portfolio composition or investments. The composition, size of,
and risks associated with an investment may differ substantially from any examples set forth in this document. No
representation is made that an investment will be profitable or will not incur losses. Where appropriate, changes
in the currency exchange rates may affect the value of investments. Prospective investors should read the offering
documents, if applicable, for the details and specific risk factors of any Fund/Strategy discussed in this document

Barings is the brand name for the worldwide asset management and associated businesses of Barings LLC and its
global affiliates. Barings Securities LLC, Barings (U.K.) Limited, Barings Global Advisers Limited, Barings Australia

Pty Ltd, Barings Japan Limited, Baring Asset Management Limited, Baring International Investment Limited, Baring
Fund Managers Limited, Baring International Fund Managers (Ireland) Limited, Baring Asset Management (Asia)
Limited, Baring SICE (Taiwan) Limited, Baring Asset Management Switzerland Sarl, Baring Asset Management Korea
Limited, and Barings Singapore Pte. Ltd. each are affiliated financial service companies owned by Barings LLC (each,
individually, an "Affiliate”). Some Affiliates may act as an introducer or distributor of the products and services of
some others and may be paid a fee for doing so

NO OFFER: The document is for informational purposes only and is not an offer or solicitation for the purchase

or sale of any financial instrument or service in any jurisdiction. The material herein was prepared without any
consideration of the investment objectives, financial situation or particular needs of anyone who may receive it.
This document is not, and must not be treated as, investment advice, an investment recommendation, investment
research, or a recommendation about the suitability or appropriateness of any security, commodity, investment, or
particular investment strategy, and must not be construed as a projection or prediction.

Unless otherwise mentioned, the views contained in this document are those of Barings. These views are made

in good faith in relation to the facts known at the time of preparation and are subject to change without notice.
Individual portfolio management teams may hold different views than the views expressed herein and may make
different investment decisions for different clients. Parts of this document may be based on information received
from sources we believe to be reliable. Although every effort is taken to ensure that the information contained in
this document is accurate, Barings makes no representation or warranty, express or implied, regarding the accuracy,
completeness or adequacy of the information.

Any service, security, investment or product outlined in this document may not be suitable for a prospective
investor or available in their jurisdiction
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