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Key takeaways

* Emerging market (EM)
performance has held up well
against a volatile global market
backdrop, with local currency
bonds a highlight.

This year, the main source of EM

risk has been exogenous to the
asset class. With US Treasury
yields under pressure, could a
sustained rise in the long end of
the curve usher in a broad-based
risk-off environment?

While monitoring this risk, we
think some of our key EM
investment themes remain valid,
with opportunities available in
EM local currency bonds and
selected EM countries on a
reform path.

May 2025 — Over the last two months
—from “Liberation Day” on 2 April to
27 May - emerging markets (EM)
have been on a circular journey. At
331 basis points, EM sovereign hard
currency spreads have tightened to
where they were before US President
Donald Trump’s announcement of
broad-based tariffs on virtually all his
nation’s trading partners. The main
reversal came following news on 12
May of a temporary cut in tariffs
between the US and China. This
soothed market concerns over the
impact of a trade war. Despite some
lingering uncertainty on what will
happen after the 90-day pause in US-
China tariffs, fears of a US recession
have abated, with most analysts
expecting subdued but positive US
growth this year.

This turn in the American economic
outlook and market sentiment proved
supportive for EM in the immediate
aftermath of the tariff de-escalation
news. The JP Morgan-EMBIGD index
has delivered +1.9% year to date and
the high yield (HY) segment +2.3%
year to date. However, since then,
market focus has shifted to the impact

of the upcoming US tax and budget
bills. While, on balance, lower taxes
should boost US growth prospects,
concerns are rising that the budget
deficit would increase in coming years
at a time when investor appetite for
US assets is being tested across the
globe. Nowhere are these concerns
more clearly reflected than in the US
Treasury curve, where 30-year yields
have broken through 5%.

US interest rates have become the
clearest expression of market
sentiment. What investors are now
considering is whether a sustained
rise in long-end US Treasury yields
could usher in a broad-based risk-off
environment. As always, the speed
and drivers of this move will
determine whether other asset
classes, including EM, can digest it.

As we monitor these developments,
we are reminded that the main source
of EM risk this year has been
exogenous to the asset class. Yet
while global risk considerations will
continue to inform our portfolio
positioning, we believe some key EM

investment themes remain valid.
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First, the impact of slower global growth is prompting EM
central banks to consider more supportive monetary
policy stances, albeit with an eye to currency moves and
financial stability. We therefore think that, after an
already impressive performance year-to-date (+9.5%), EM
local currency bonds will continue to do well, with the
ongoing rise in global bond yields testing investor appetite
for dollar-denominated assets. While US Treasuries bore
the brunt of the sell-off recently, the ensuing portfolio
rebalancing efforts will likely bring about more US dollar
weakness. Second, reform efforts in several EM countries
are still on track, with the potential for further beneficial
outcomes. Here, we highlight three idiosyncratic stories,
informed by discussions we held at the Spring Meetings of
the IMF and World Bank in Washington DC last month.

Argentina: lifting of capital controls

President Javier Milei’s administration has pushed through
deregulation laws and an impressive reduction in the
deficit. Economic activity has held up, and inflation, while
still elevated, has fallen. The IMF has granted a larger-
than-expected front-loaded USD 20 billion package.
Central bank reserves have risen thanks to agricultural
exports and the lifting of capital controls for the first time
since 2018 (fig. 1) — and the exchange rate has shown
remarkable resilience. Despite the event risk of the
October midterm elections, we think the reform
momentum will be maintained, since recent local elections
have seen strong approval for Milei’s party.

Nigeria: fiscal reform is up next

Nigeria has been on a reform path since President Bola
Tinubu took over in May 2023. Changes include removing
the fuel subsidy, increasing oil production to near the
OPEC quota of 1.5 million barrels per day (fig. 2),
changing management at state oil company NNPC,
liberalising the exchange rate to close the gap between
the parallel and official rates, and revamping the local
currency government bond market. These efforts have
pushed net foreign exchange reserves to a multi-year high
of USD 23 billion. Much remains to be done, including
fiscal reform and bringing down inflation, which was 24%
year-on-year in April. And pressure on oil prices is testing
the authorities’ fiscal plans, likely requiring some
reprioritising of expenditure. But this would be another
chance for Nigeria to show its commitment to reforms.

Pakistan: de-escalation supports reforms

After the exchange of blows over Kashmir, Pakistan and
India agreed to a de-escalation. The skirmishes did not
impact Pakistan’s ability to service its external debt. The
government remains committed to deliver reforms
recommended by the IMF, which has released a second
USD 1 billion tranche of financing. The IMF also cut its full-
year 2025 fiscal deficit forecast for Pakistan to 5.6% of
GDP, down from 6%, with the primary surplus growing to
2.1% of GDP, up from 1% in 2024. Remittances rose to a
record high in March, helping the current account, which
should also benefit from lower oil prices. However, profit
repatriation keeps the balance of payments, and foreign
exchange reserves, under pressure. Fitch’s rating upgrade
to B-, prompted by reforms, makes us believe more rating
upgrades could be on the cards.

Fig. 1: Argentina’s central bank reserves
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Fig. 2: Nigeria’s crude oil production
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The document is for use by qualified Institutional Investors (or Professional/Sophisticated/Qualified Investors as such term may apply in local
jurisdictions).

This document or information contained or incorporated in this document have been prepared for informational purposes only without regard to the
investment objectives, financial situation, or means of any particular person or entity. The details are not to be construed as a recommendation or an
offer or invitation to trade any securities or collective investment schemes nor should any details form the basis of, or be relied upon in connection with,
any contract or commitment on the part of any person to proceed with any transaction.

Any form of publication, duplication, extraction, transmission and passing on of the contents of this document is impermissible and unauthorised. No
account has been taken of any person’s investment objectives, financial situation or particular needs when preparing this content of this document. The
content of this document does not constitute an offer to buy or sell, or a solicitation or incitement of offer to buy or sell, any particular security, strategy,
investment product or services nor does this constitute investment advice or recommendation.

The views and opinions expressed in this document or information contained or incorporated in this document, which are subject to change without
notice, are those of Allianz Global Investors at the time of publication. While we believe that the information is correct at the date of this material, no
warranty of representation is given to this effect and no responsibility can be accepted by us to any intermediaries or end users for any action taken on
the basis of this information. Some of the information contained herein including any expression of opinion or forecast has been obtained from or is
based on sources believed by us to be reliable as at the date it is made, but is not guaranteed and we do not warrant nor do we accept liability as to
adequacy, accuracy, reliability or completeness of such information. The information is given on the understanding that any person who acts upon it or
otherwise changes his or her position in reliance thereon does so entirely at his or her own risk without liability on our part. There is no guarantee that
any investment strategies and processes discussed herein will be effective under all market conditions and investors should evaluate their ability to
invest for a long-term based on their individual risk profile especially during periods of downturn in the market.

Investment involves risks, in particular, risks associated with investment in emerging and less developed markets. Any past performance, prediction,
projection or forecast is not indicative of future performance. Investors should not make any assumptions on the future on the basis of performance
information in this document. The value of an investment and the income from it can fall as well as rise as a result of market and currency fluctuations
and you may not get back the amount originally invested.

Investing in fixed income instruments (if applicable) may expose investors to various risks, including but not limited to creditworthiness, interest rate,
liquidity and restricted flexibility risks. Changes to the economic environment and market conditions may affect these risks, resulting in an adverse effect
to the value of the investment. During periods of rising nominal interest rates, the values of fixed income instruments (including short positions with
respect to fixed income instruments) are generally expected to decline. Conversely, during periods of declining interest rates, the values are generally
expected to rise. Liquidity risk may possibly delay or prevent account withdrawals or redemptions.
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