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Benign inflation justifies lower yields 
By Jan Dehn 

Inflation is still declining significantly across swathes of Emerging Markets (EM) local markets. This bodes well for bond returns. 
EM faces some headwinds in global markets, but these are likely to prove temporary. We think the US productivity problem is 
going to be difficult to resolve, because it seems to be strongly linked to a rising share of government debt in the US economy.   

Inflation 

Fig 1: EM inflation (January 2010-September 2017)

 

Source: Ashmore, Bloomberg, JP Morgan.

Inflation generally continues to decline across the EM universe with just a few notable exceptions. Figure 1 
shows EM inflation, weighted by the JP Morgan local currency government bond index (GBI EM GD), including 
the effect of including high-inflation Argentina into the index earlier this year. Inflation is on a declining trend in 
EM after yields were pushed far too high in the last few years on the back of foreign selling of EM local 
currency bond yields. Real yields are still high in EM (well over 200bps in real terms for 4.5 year duration bonds), 
which is pushing inflation down. This means that there is room for central banks to cut rates, which should 
support local currency bond returns. The room to ease monetary policy is particularly meaningful in Latin 

Global Backdrop Next year forward
PE/Yield/Price

Spread 
over UST

P&L
(5 business days)

S&P 500 17.5 – 1.25%

1-3yr UST 1.51% – -0.05%

3-5yr UST 1.96% – -0.13%

7-10yr UST 2.36% – -0.25%

10yr+ UST 2.89% – -0.76%

10yr+ Germany 0.46% – -0.02%

10yr+ Japan 0.06% – 0.01%

US HY 5.42% 341 bps 0.16%

European HY 2.77% 316 bps 0.23%

Barclays Ag – 250 bps 0.01%

VIX Index* 9.65 – 0.14%

DXY Index* 93.81 – 0.25%

EURUSD 1.1727 – -0.05%

USDJPY 112.59 – -0.15%

CRY Index* 180.95 – -2.13%

Brent 55.8 – -0.62%

Gold spot 1282 – 0.85%

Emerging Markets Next year forward
PE/Yield

Spread 
over UST

P&L
(5 business days)

MSCI EM 11.8 – 2.00%

MSCI EM Small Cap 12.8 – 1.50%

MSCI Frontier 11.7 – 1.81%

MSCI Asia 12.3 – 2.28%

Shanghai Composite 13.1 – -0.09%

Hong Kong Hang Seng 8.0 – 3.87%

MSCI EMEA 10.1 – 0.58%

MSCI Latam 14.3 – 1.30%

GBI-EM-GD 6.06% – -1.03%

ELMI+ 4.06% – -0.50%

EM FX spot – – -0.80%

EMBI GD 5.21%  283 bps 0.06%

EMBI GD IG 4.07%  165 bps -0.16%

EMBI GD HY 6.45%  412 bps 0.25%

CEMBI BD 5.00% 275 bps 0.09%

CEMBI BD IG 4.08% 183 bps -0.04%

CEMBI BD Non-IG 6.29% 401 bps 0.26%

Note: Additional benchmark performance data is provided at the end of  
this document. *See last page for index definitions. 
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America and in some other commodity-producing countries across other regions of EM. The room to cut rates 
is less pronounced in Asia, where economies and local bond markets were not nearly as heavily impacted by 
foreign selling due to large domestic institutional investor bases. In fact, it is likely that Asian economies will 
have to raise rates relatively soon as their economies heat up. Finally, a few individual countries with very poor 
macroeconomic policies, such as Turkey and Venezuela have rampant inflation, but they are very much the 
exception, while Argentina is bad story slowly getting better. The main inflation releases over the past week 
reflect this broad pattern:

 –  Brazil: Inflation remained very low at 2.5% yoy in September, that is, a full 50bps below the lower bound of 
the central bank’s target inflation range of 3%. Brazil’s economy has begun to expand, but there is still so 
much spare capacity in the economy that it will take a long time for inflation to pick up meaningfully. The 
central bank’s current policy rate of 8.25% is therefore likely to continue to come down in the coming 
months, in our view. 

 –  Chile: Inflation decelerated sharply to 1.5% yoy in September from 1.9% yoy in August following a monthly 
inflation print of -0.16% in September. This compares to +0.3% mom expected. The rate of inflation is now 
running decisively below the central bank’s 2%-4% target range. 

 –  Colombia: Inflation is now falling rapidly in Colombia as the economy finally responds to the delayed 
adjustment to lower oil prices. Monthly inflation in September was thus just 0.04% mom versus 0.17% 
mom expected. Core inflation was also low at 0.14% mom. This takes the yoy rate of core inflation sharply 
lower to 4.38% relative to the rate of 5.92% recorded in the same month of 2016. The central bank 
remained on hold in its September meeting, but with a clear dovish bias. The policy rate is 5.25%.

 –  Russia: Inflation declined outright by 0.1% in September, which took the yoy inflation rate to a new all-time 
low of just 3.0%. The hawkish Russian central bank has so far kept the policy rate at a high 8.5%, but 
further cuts seem likely, in our view.  

 –  Taiwan: The annual rate of inflation declined to just 0.5% in September from 1.0% yoy in August. The rate 
of core inflation also drifted lower to 0.8% yoy from 1.0% yoy. 

 –  Philippines: The Philippines is typical of many Asian EM countries, which have been able to deliver a strong 
export-led recovery and now have less spare capacity than just a couple of years ago. Inflation was higher 
than expected inflation for the month of September with the headline CPI index running at a 3.4% yoy rate 
versus 3.1% yoy expected. Core inflation also drifted higher to 3.3% yoy. However, inflation is still 
comfortably within the central bank’s target range is 2%-4%. China and India have also recently seen 
upticks in inflation albeit from modest levels. 

 –  Turkey: Turkey epitomises a small number of EM countries, where governments still exercise undue 
interference in the monetary policies of the central bank. This is reflected in a generally high (and rising) rate 
of inflation. Thus, yoy inflation increased to 11.2% in September from 10.68% in August.  Other countries 
with high inflation include Venezuela and Argentina. 

• Index news: Tajikistan entered the JP Morgan’s EMBI GD as the index’s 67th country following its recent 10 
year bond issue. The EMBI GD index has more than doubled its membership since 2006 with a resulting 
decline in index volatility, which we think is not fully priced into spreads yet. 

• Brazil: The Brazilian Senate approved a very important reform of the interest rate regime, which governs the 
allocation of public sector credit via state bank BNDES. Forthwith the rate will be adjusted in line with inflation 
and therefore respond much more readily to the central bank’s policy decisions. Thus ends a long-standing 
distortion, which has previously resulted in serious crowding out of private sector credit by BNDES. In other 
news, the trade surplus on a 12-month rolling basis increased to a new all-time high of USD 64.8bn in September 
following a USD 5.2bn surplus in the month of September. Spending on capital goods and durables increased 
0.5% mom sa and 4.1% mom sa in August, but intermediate and non-durable consumer spending declined. 

• Ecuador: A judge has ordered the arrest of the Vice President Jorge Glas on charges of corruption. President 
Lenin Moreno is introducing sweeping changes to the institutional framework in a bid to increase transparency 
and clamp down on corruption. A referendum will be held to ask Ecuadorians to approve the re-introduction of 
term limits and lifetime bans on holding office and contracting with the government for individuals and 
companies convicted of corruption. 

• El Salvador: S&P raised El Salvador’s credit rating to CCC+ literally one day after moving the rating to 
Selective Default (SD). The outlook is stable. The reason for the downgrade was that S&P deemed El Salvador 
to have undertaken a restructuring of a segment of domestic debt under duress and the reason for the 
subsequent upwards revision of the credit rating was that this restructuring would not adverse impact  
El Salvador’s ability to service external debt. This little episode illustrates perfectly why trading on credit ratings 
changes is a very bad idea; do your own credit research or let your specialist manager do it on your behalf.1 

1  For further details on EM external debt defaults see ‘EM risk free return’, The Emerging View, October 2017. 

http://www.ashmoregroup.com/sites/default/files/article-docs/EV%20Oct%202017%20-%20EM%20risk-free%20return_2.pdf
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• India: The Nikkei India Services PMI accelerated in September to 50.7 from 47.5 in August. The manufacturing 
PMI was unchanged at 51.2 in September. Activity has been subdued during the implementation of a new tax 
regime, but should gradually recover in the coming year. In fact, the government announced on 6 October that 
the threshold for small companies to opt in favour of paying a flat tax instead of joining the GST regime has 
been lifted to INR 10m and the companies will be allowed to file on a quarterly basis instead of monthly. 
Exporters will also be reimbursed more quickly. Small firms are 90% of tax payers, but only contribute 5-6% of 
the total tax take, so the decision to ease the logistical burden for this group of companies may turn out to be 
efficient. The Reserve Bank of India left the policy rate unchanged at 6% with a hawkish tilt due to recent fiscal 
expansion and higher oil prices. 

• Mexico: Markets are beginning to pay more attention to next year’s election, which will pit leftist Andres 
Manuel Lopez Obrador against a so-far divided field of less exciting candidates from the governing PRI and the 
opposition PAN and PRD parties.  Markets are also nervous about ongoing reforms to NAFTA. In economic 
news, consumption slowed marginally to 3.1% yoy on a seasonally adjusted basis in July from 3.4% yoy in June 
and investment was soft (-2.5% yoy in July versus -0.9% yoy in June). 

• South Africa: The South African Reserve Bank (SARB) published its biannual Monetary Policy Review, which 
highlighted concerns about the fiscal outlook in South Africa. SARB sees the combination of lack of reforms and 
political paralysis ahead of a key policy conference in December as increasing the odds of a downgrade of 
South Africa’s sovereign credit rating, which in turn would weaken ZAR and increase inflation. The Markit PMI 
declined to 48.6 in September reflecting the weakness of the economy. 

• Argentina: President Mauricio Macri’s candidate for the important Senate seat for the province of Buenos 
Aires commands a clear lead ahead of midterm elections scheduled for later this month. A new poll by 
Poliarquia Consultores, a credible pollster, shows that 33.9% of voters favour Esteban Bullrich compared to 
29.6% for former president Cristina Fernandez de Kirchner. A win for the Macri Administration in Buenos Aires 
will significantly improve chances of further reforms in Argentina over the next two years, in our view. In other 
news, Tax revenues exceeded expectations in September. Total revenues were ARS 224.1bn versus 221.4bn 
expected). Revenues were 33.1% higher than in the same month of last year. Car sales also rose at a strong clip 
of 11% yoy in September.

 
Snippets:

•  Chile: Real GDP expanded at a rate of 2.4% yoy in August, faster than the central bank’s expectation of  
2.0% yoy growth. Retail sales increased at a rate of 6.0% yoy in August versus 5.5% yoy expected. 

•  Malaysia: Exports in August sustained a strong pace by expanding at a yoy rate of 21.5%. The rate of export 
growth was 30.9% yoy in July. Imports were also strong at 22.6% yoy resulting in a trade surplus of  
MYR 9.9bn. 

•  Poland: The central bank left the policy rate unchanged at 1.5% based on it expectation that inflation will  
fall over the next few months.  

•  Seychelles: Real GDP accelerated to a yoy pace of 6.6% in Q2 2017 from 2.7% yoy in Q1 2017. 

•  Turkey: The Trump and Erdogan Administrations have fallen out over US support for Fethullah Gulen, a 
US-based Turkish political figure, who Turkey alleges is behind last year’s attempted coup. The two countries 
suspended visa arrangements and TRY weakened sharply overnight.  

The global backdrop remains moderately challenging for EM local currency markets as traders continue to bet 
on stronger US growth, higher US inflation and Fed hikes. The Trump Administration’s plans to cut taxes, 
hawkish rhetoric from some Fed officials and some stronger recent data releases support this view. However, 
we see two reasons for caution: 

First, the fact that the US economy is in the late stage of the business cycle may ultimately frustrate hopes of 
sustained stronger growth, particularly taking into account some serious underlying structural problems. The 
most serious of these structural problems is declining productivity. Much speculation has gone into the 
question of why American productivity is declining, but one fairly obvious potential culprit is the sharp rise in 
government debt in the past 15 years. US Federal Government debt has nearly doubled from less than 60% of 
GDP around the turn of the century to more than 106% today. Each new government bond issue absorbs cash, 
which could have been invested elsewhere, notably in the private sector. This creates an opportunity cost, 
because private sector investment is likely to be considerably more productive than US government 
consumption. Hence, productivity of the US economy as a whole declines unless the government spends the 
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money extremely wisely, but that does not appear to be the case. Figure 2 illustrates the problem. The chart 
shows the relationship between (a) the ratio of government to private sector debt and (b) US productivity. It is  
a remarkably close relationship. Rising government debt relative to private sector debt appears to reduce 
productivity, perhaps by crowding out private sector borrowing, which in turn kills private sector investment  
and thereby lowers productivity. 

Fig 2: US productivity and public to private debt ratio (1980 – 2016)

 

Source: Ashmore, Federal Reserve, Bloomberg.

If this is indeed what is going on investors should be worried. The solution to the productivity problem would 
then appear to be smaller US government. A smaller government, especially a more efficient government, is 
not bad per se, but we think it will prove very difficult to engineer a large fiscal retrenchment at this point in the 
business cycle just as Fed funds rates are starting to go up and the Fed is scaling back asset purchases. It is no 
secret the Trump Administration is actually pushing in the opposite direction: trying to cut taxes. To the extent 
that unfunded tax cuts increase the level of Federal Government debt even further investors should expect US 
productivity to decline even further and therefore the long-term interest rate, R*, to continue to decline as well.  
All else even this should keep the Fed dovish. 

Finally, we note in passing that the US economy also faces a substantial burden of unfunded contingent 
liabilities in addition to the already acquired debt load. Data from the Federal Reserve shows that the funding 
status of the US pension system stands at 66%, which implies a liability gap of USD 4.3trn (22% of GDP) of 
which 44% is at State and Local level, 44% is at Federal level and 12% is at the level of private pension funds. 

The other more immediate reason to be a bit cautious about the US outlook is that the latest US data releases 
have been contradictory and impacted by a few quite severe storms. We would heavily discount the negative 
payroll number last week and also, in the same breath, discount the very strong services PMI number and the 
wage data. Inventories and defence spending – which are not the stuff of sustained strong growth rates – have 
been the main drivers of GDP. Perhaps the most reliable data right now are the revised payroll numbers from 
previous months, which have been drifting lower implying a gradual slowdown in private job creation. 

In conclusion, as far as the global backdrop is concerned we believe that the ongoing pullback from generally 
EM-supportive trends will be short-lived and shallow. The longer-run bullish trend for EM remains intact. It is 
based on valuations, technical and fundamentals and likely to re-manifest itself strongly going into next year. 
Investors should therefore add into temporary weakness on the grounds that returns in EM will be strong over 
the next 4-5 years both in absolute terms and relative to returns in developed economies, especially as QE is 
being wound back. 
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Benchmark 
performance

Emerging Markets Month to date Year to date 1 year 3 years 5 years

MSCI EM 2.00% 30.64% 23.42% 5.77% 4.60%

MSCI EM Small Cap 1.50% 24.54% 15.53% 3.82% 4.99%

MSCI Frontier 1.81% 27.09% 27.37% -0.64% 8.84%

MSCI Asia 2.28% 34.15% 23.78% 9.02% 8.05%

Shanghai Composite -0.26% 10.12% 13.76% 14.45% 12.58%

Hong Kong Hang Seng 5.03% 26.86% 19.83% 7.18% 6.91%

MSCI EMEA 0.58% 12.64% 15.29% -0.74% -1.06%

MSCI Latam 1.30% 28.65% 24.15% -0.79% -1.73%

GBI EM GD -1.03% 13.10% 6.55% -0.28% -1.21%

ELMI+ -0.50% 8.81% 5.08% -0.47% -0.95%

EM FX Spot -0.80% 4.95% 0.26% -7.11% -7.06%

EMBI GD 0.06% 9.05% 4.97% 6.44% 4.76%

EMBI GD IG -0.16% 7.95% 2.72% 4.87% 3.27%

EMBI GD HY 0.25% 10.21% 7.43% 7.89% 6.63%

CEMBI BD 0.09% 7.32% 5.96% 5.47% 4.93%

CEMBI BD IG -0.04% 5.90% 3.40% 4.31% 4.05%

CEMBI BD Non-IG 0.26% 9.44% 9.92% 7.03% 6.37%

Global Backdrop Month to date Year to date 1 year 3 years 5 years

S&P 500 1.25% 15.67% 20.42% 11.39% 14.15%

1-3yr UST -0.05% 0.64% 0.35% 0.72% 0.64%

3-5yr UST -0.13% 1.44% -0.18% 1.65% 1.13%

7-10yr UST -0.25% 2.59% -2.20% 2.47% 1.59%

10yr+ UST -0.76% 5.32% -4.79% 4.06% 3.09%

10yr+ Germany -0.02% -3.27% -7.91% 4.38% 5.54%

10yr+ Japan 0.01% -0.40% -2.99% 5.00% 4.97%

US HY 0.16% 7.17% 8.62% 5.58% 6.28%

European HY 0.23% 5.54% 7.56% 5.65% 8.05%

Barclays Ag 0.01% 4.47% 2.76% 3.85% 3.90%

VIX Index* 1.47% -31.27% -28.41% -48.56% -41.05%

DXY Index* 0.79% -8.22% -2.92% 9.69% 17.33%

CRY Index* -1.17% -6.00% -3.91% -34.53% -41.46%

EURUSD -0.74% 11.47% 5.29% -7.59% -8.99%

USDJPY 0.05% -3.77% 8.67% 4.40% 43.89%

Brent -3.08% -1.85% 7.39% -38.07% -51.29%

Gold spot 0.12% 11.23% 1.75% 4.69% -27.36%

*VIX Index = Chicago Board Options Exchange SPX Volatility Index.   *DXY Index = The Dollar Index.   *CRY Index = Thomson Reuters / CoreCommodity CRM Commodity Index.
Source: Bloomberg, JP Morgan, Barclays, Merrill Lynch, Chicago Board Options Exchange, Thomson Reuters, MSCI, total returns.
Figures for more than one year are annualised other than in the case of currencies, commodities and the VIX, DXY and CRY which are shown as percentage change.
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No part of this article may be reproduced in any form, or referred to in any other publication, without the written permission of Ashmore 
Investment Management Limited © 2017. 

Important information: This document is issued by Ashmore Investment Management Limited (Ashmore), which is authorised and regulated by the Financial Conduct Authority. The 
information and any opinions contained in this document have been compiled in good faith, but no representation or warranty, express or implied, is made as to accuracy, completeness 
or correctness. Save to the extent (if any) that exclusion of liability is prohibited by any applicable law or regulation, Ashmore, its officers, employees, representatives and agents 
expressly advise that they shall not be liable in any respect whatsoever for any loss or damage, whether direct, indirect, consequential or otherwise however arising (whether in 
negligence or otherwise) out of or in connection with the contents of or any omissions from this document. Past performance is not a reliable indicator of future results. This document 
does not constitute and may not be relied upon as constituting any form of investment advice and prospective investors are advised to ensure that they obtain appropriate independent 
professional advice before making any investment.
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