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Time to consider emerging-
market fixed-income?

The potential for attractive returns, strong economic
growth prospects and selectively cheap valuations may
boost the appeal of emerging-market debt. With lower
inflationary pressures than developed markets, now may
be the time to take a closer look at the asset class.

Emerging-market bonds have repriced significantly over
the past year. Inflationary shocks in the wake of the
Covid-19 pandemic, Russia’s invasion of Ukraine, and
debt defaults by several struggling countries helped push
yields higher. But prospects now seem to have improved.
Inflationary pressures are fading, China’s reopening

is boosting broader emerging markets growth and
commodities exports. And a sizeable carry — the return for
holding a bond over time — may now be on offer.
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* Emerging-market bonds may offer a sufficient

cushion to offset market volatility, even after
stripping out struggling countries offering the
highest yield.

Investors may take heart from the potential for
growth, with emerging-market debt historically
performing well during changes in US interest rate
policy.

Economic prospects for many emerging markets
have improved — with the growth gap between
emerging and developed markets remaining wide
—while inflation is slowing.
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We think there are several good reasons for investors to
look at emerging market-debt once more.

1. Carry potentially high enough to offset market
volatility

Yields for emerging-market bonds are nearing 10-year
highs, offering a sizeable “carry buffer”. In other words,

even without changes in bond pricing, investors may
still be rewarded with an increase in the value of their
investment. And the potential increase may still be
sufficient to offset any market volatility induced by

changes in US interest rates and other potential shocks.

The JPMorgan Emerging Market Bond Index Global
(EMBIG), a common benchmark for emerging market
hard currency sovereign bonds, currently has a yield
of 8.7% -- a level that was exceeded during the past
decade only when geopolitical risks escalated after

Russia invaded Ukraine in February 2022 (see Exhibit 1).

In our view, this allows for a significant “carry buffer”,

even when excluding several emerging market countries
offering the highest yield because of the challenges they

face. A scenario where US Treasury rates are range-
bound — meaning they stay within certain upper and

lower limits — and spreads remain at current levels could

offer a potential carry of 7.7% per year (see Exhibit 2).

Exhibit 1: yields for hard-currency bonds are at 10-
year highs when removing the geopolitical spike
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Source: JPMorgan, Allianz Global Investors as at March 2023

Exhibit 2: breakeven scenarios for emerging-market
hard-currency bonds, stripping out several countries
with challenging macroeconomics
EM hard currency sovereign return expectations (12m)
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2. Fed cycle ends have historically offered a buying

opportunity for emerging markets

It is uncertain when the US Federal Reserve (Fed) will
end its current cycle of raising interest rates. However, in
our view, investors should be prepared for a pivot in the
months ahead. US swap markets have priced in a pause
in rate hikes about three months from now. History
shows that Fed pivots have provided a significant
buying opportunity for emerging markets (see Exhibit
3). On average, emerging market hard currency
sovereign bonds have delivered double-digit (10.1%)
returns for the last two Fed monetary policy tightening
cycles, which ended in June 2006 and December 2018,
according to our analysis of performance (proxied by
using JPMorgan’s emerging market indices) in the six
months before and after Fed cycles ended.
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Exhibit 3: emerging market performance six months
before and after the Fed ended tightening cycles in
2006 and 2019

Total returns in percentage. Base 0% six months before
the Fed cycle’s end day
12

10

-6
-200 -150 -100 -50 O 50 100 150 200
Days before and after Fed cycle ended

Source: Allianz Global Investors, Bloomberg, as at March 2023

3. Emerging market fundamentals are strong, with

improving prospects for economic growth and peaking

inflation

Prospects for economic growth in emerging markets
have improved. The outlook for economic growth has
improved since the start of 2023 and is currently at 4%
for the year. That forecast is based on our emerging
market economic growth indicator that weights the
Bloomberg consensus gross domestic product growth
expectations for 34 emerging market countries (see
Exhibit 4). In particular, the reopening of China after
Covid-19 lockdowns should give a significant boost to
the economic recovery across emerging markets.

Exhibit 4: 2023 growth prospects for emerging
markets have improved

Weighted average of 2023 gross domestic product
(GDP) growth expectations for 34 emerging market
countries based on Bloomberg consensus estimates,
using 2021 USD GDP weights

4.6

4.5

44

£4.3

;4.2

4.1

o

Q40

O

3 39

3.8

3.7

3.6
] N N N N N N N N N N m ™
(o] N N N (oY) (o] NN N (gV] (V] NN
0 = o > 3 D o g > 9 c Qo
L2 22228062823 ¢

—EM

Source: JPMorgan, Allianz Global Investors, as at March 2023

Another encouraging indicator is that inflation in
emerging markets is decelerating. Emerging market
central banks were overall significantly more aggressive
than their developed market policymakers, delivering
earlier interest rate hikes and with larger magnitudes
in response to inflationary pressures. In our view, the
response has enabled a better control of inflation and,
consequently, yearly average metrics for emerging
market consumer price indicators (CPI) are already
showing visible signs of deceleration from their peak.
Core CPI has been sticky in many countries and the
downward trend is uneven. But the inflationary outlook
is less strong for emerging markets than developed
markets, in our view.
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Exhibit 5: consumer price indicators (CPI) in emerging
markets have moved off their highs

Weighted average of 2023 CPI year on year
expectations for 27 emerging market countries based
on Bloomberg consensus estimates, using 2021 USD
gross domestic product weights
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Our emerging market CPI indicator has fallen to 10.7%
in March, down from 11.88% in October of 2022 (see
Exhibit 5).

4, Valuations for many sovereign bonds are cheap by
historical standards

We believe, the poor performance in recent quarters of
several distressed emerging market countries (Lebanon,
Pakistan and Sri Lanka, for example) have eroded
appetite for other nations with stronger macroeconomic
prospects — and higher credit ratings (see Exhibit 6).

The sovereign bonds of several non-distressed countries
have performed relatively well in recent months, while
others with similar credit ratings have not. We see
potential opportunities for value in the latter, with
careful asset selection.

Overall, we see reasons for optimism for emerging
markets. The combination of improving economic
fundamentals and favourable valuations may set the
stage for opportunities for investors willing to take a
selective approach.

Exhibit 6: large market differentiation with uneven performance of high yielders
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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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