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The case for local currency bonds
“Si, se puede!”

By Gustavo Medeiros

Believe it or not, Emerging Markets (EM) local currency bonds have been outperforming
global fixed income asset classes for the past 18-months. Most of the outperformance has
been based on an early and more appropriate hiking cycle from EM central banks, who
are cutting rates ahead of developed market (DM) central banks.

EM currencies are attractive, and their fundamentals have improved due to structural reform
and diversification away from China. On the other side of the coin, the Dollar fundamentals
are very poor, and several factors suggest that last year bull trap marked the peak of this
USD cycle. If confirmed, it would be only the third major peak in 50 years.

The piece also considers the impact of a weaker US Dollar in other EM asset classes.

1 EM Central Banks ahead of the curve

Investors are being forced to understand the dynamics of EM LC bonds again. EM LC is the best
performing major fixed income asset class since the beginning of 2022 and surged more than
10% yearto-date while the Bloomberg Global Aggregate is up less than 2% over the same period.

The main driver to the asset class dynamic is simple. Instead of labelling inflation as ‘transitory’

EM central banks by comparing it with the 1985-2020 inflationary dynamics, EM central bankers understood early
understood inflation that inflation was likely to rise due to both supply shortages and excessive demand from fiscal
dynamics early stimulus. As a result, Brazil and Russia started hiking policy rates in Q1 2021, several quarters

before US policymakers started calling inflation transitory.

Brazil went on to hike its policy rates to 13.75%, resulting in fast disinflation despite the large
fiscal stimulus granted by the Brazilian government in 2020 and 2021. Inflation in Brazil has
converged to the same level as the United States (US) for only the fourth time since 1995.

Other EM central banks followed shortly with Mexico, Poland and South Africa hiking policy rates
already in 2021, and Indonesia and Malaysia hiking rates in 2022, as per Fig 1. The chart shows
that Poland (and Eastern Europe in general) was the exception to the rule, postponing hikes
despite a spike in inflation, but all the same it started its tightening cycle way ahead of the
European Central Bank (ECB). In Asia, inflation and inflation expectations did not surge like in
other regions of the world, allowing for a more moderate policy response.
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Fig 1: Policy Rate, Inflation, and Inflation expectations by country: December 2020 to June 2023
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Source: Bloomberg, Ashmore. Data as at 30 June 2023.
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Fig 2 shows the policy rates, consumer price index (CPI) inflation and inflation expectations for 2023
and 2024, weighted by the LC bond benchmark, the JP Morgan Global Bond Index — Emerging Markets
— Global Diversified (GBI EM GD). On average, EM central banks kept policy rates ahead of next
year's inflation expectations, an appropriate monetary policy approach designed to avoid the first
impulse of higher prices turning into an inflationary spiral. Today's policy rates are above current
inflation, which is far above inflation expectations 18 months ahead. Thus we believe, EM central
banks have a lot of room to cut policy rates over the coming quarters.

Fig 2: GBI-EM GD Weighted Policy Rate, CPI inflation & expectations and yields
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Source: Bloomberg, Ashmore. Data as at 30 June 2023.

In fact, data from Bank of America Merrill Lynch shows EM central banks have, in net terms,
stopped hiking policy rates and will be leading the monetary easing cycle on a forward-looking
basis, as depicted by Fig 3:

Fig 3: EM local bonds vs. US and Europe
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Source: Bank of America Merryll Lynch, Bloomberg, Ashmore. Data as at 30 June 2023.
The pre-emptive monetary policy response explains why the yield on EM local bonds peaked in

October 2022, while yields in Developed Markets (DM) came back to their highest levels again in
June 2023. EM rates peaked just one month after peak inflation, as investors are more confident
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EM policymakers will start their easing cycle before DM. China and Vietnam, for example, are
already cutting policy rates. Several other countries will, in our view, follow, including Chile, Brazil,
Colombia, Peru, Poland, Romania, Czechia, Hungary, and South Africa. Mexico is likely to tune its
policy closer to the US than Latin America. Among Asian countries, Philippines, Indonesia, and

India may be the first to turn dovish, but most likely policy cuts will only come in 2024. Furthermore,
EM interest rates have been much less volatile and have moved closer to their last five-ten year
range than in DM, leading to lower risk of a credit crunch.

Fig 4: EM local bonds vs. US and Europe
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Lower bond yields alongside the beginning of the recovery in EM currencies explains why EM local
bonds were the best-performing fixed income asset class across both EM and DM, as highlighted
in Fig 4. EM local bonds started outperforming global fixed income assets in 2022, when fixed
income assets were struggling with the aggressive policy rate increases by DM central banks:

Fig 5: EM local bonds vs. US and Europe
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2| Fundamentals:
Which EM countries are regaining their reform motto?

Several EM countries are benefiting from economic reforms that are leading to improved country-
level fundamentals. Other countries are benefiting from lower geopolitical risks than their DM peers
and supply chain diversification from China. Some are benefiting from both. Some of the most
interesting reform stories are Indonesia and India in Asia, and Brazil in Latin America.

Indonesia presents a case study of policy flexibility and orthodoxy. Authorities adopted an aggressive
monetary policy and some fiscal stimulus during the pandemic but started consolidating their fiscal
deficits early and have delivered consistent results. The fiscal deficit may close 2023 below 1.5% of
gross domestic product (GDP), down from 6.1% in 2020, 4.5% in 2021 and 2.3% in 2022, according
to the International Monetary Fund (IMF). At the same time, Indonesia continued to deliver on
structural reforms that started in 2015. The long list includes the omnibus law (labour market), tax
reforms and investment policy reforms. Indonesia’s government is making notable strides on its
long-standing plan to better monetise commodity resources by building local supply chains to generate
higher value-added exports, a strategy that led to significant investment announcement on the electric
vehicle sector. The tax bill signed in October 2021 increased taxes, boosted revenues via an amnesty
on undeclared capital, and introduced a new carbon tax, resulting in a steadfast fiscal consolidation.

Continued overleaf
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Brazil had a more tortuous path. President Jair Bolsonaro initially maintained the reformist path
adopted by his predecessor, Michel Temer, approving a long-coveted social security reform, central
bank independency, labour market reform, promoting privatisations and several other measures that
improved business conditions. Nevertheless, the Covid-19 crisis unveiled the worse side of the
administration, including healthcare policies not recommended by public health experts. Bolsonaro's
cynical environmental policies made Brazil an environmental pariah. Lastly, after adopting only a
gradual fiscal consolidation in 2019 and enacting a large (perhaps justified) fiscal stimulus during the
pandemic, Bolsonaro adopted a populist budget in 2022, likely to boost his low popularity ahead of
elections in October 2022. Newly elected, President Lula had to conciliate his populist agenda with
fiscal consolidation; a tall order for a president anxious to improve people’s lives. Lula's alliance with
pragmatist politicians moderated his fiscal stance. Congress passed a fiscal consolidation framework
and a landmark tax reform — key to simplifying Brazil's taxation and improving the ease of doing
business.” Lula’s government aims to achieve a balanced primary budget in 2023, which, if
successful, would be the first since 2013. At the same time, the government will position Brazil to
regain its position as a global environmental powerhouse by tightening the restrictions on illegal
forest deforestation and improving the incentives for renewable energy.

India has benefited from monetary and fiscal structural reforms as well as the digitalisation of a public
database that allowed for a massive increase in its digital economy. When combined with its
massively positive demographics profile, and its large strides towards energy transition, it makes
India one of the most attractive investment destinations in the world.?

On top of that, India is one of the countries benefiting the most from the diversification of supply
chains away from China. Other countries also benefiting include Thailand and Malaysia, both of
which have their own idiosyncratic dynamics (Malaysia implementing a fiscal consolidation and
Thailand benefiting from the Chinese reopening) and attractive asset prices.® Vietnam, Philippines
and Singapore should also be mentioned as beneficiaries of the supply chain diversification trend.
So should Mexico who is attracting foreign direct investments while massively benefiting from the
US excessive fiscal stimulus during the pandemic that allowed for a record level of remittances
from US-based service sector workers to their Mexican families.

3| Valuations and technicals

Fundamentals are improving and central banks are ahead of the curve (as per Fig 2), which suggests
the returns for EM bonds in LC terms should remain attractive. The cherry on the cake (or the
make-or-break moment for foreign investors) is the potential for EM currencies to appreciate from
here. Valuations and technicals support the case for a multi-year currency appreciation.

A) Valuations

One of the best medium to long-term gauges for currency valuations is the real effective exchange
rate (REER), or the currency of each country adjusted for inflation differentials against its main
trading partners (it is not useful for trading signals but provides a long-term valuation metric). The
REER analysis on Fig 6 shows EM currencies are trading at a 20% discount to December 2010
levels, whereas the US Dollar trades at a 30% premium over the same period.

A breakdown by key countries in the EM LC market shows some divergence. The Brazilian Real and
South African Rand are undervalued vs. the average EM currency. Malaysian Ringgit valuations are
in line with EM, Indonesia is c. 15% above EM REER, but still 6% below the levels of 2010. The
Mexican Peso recently rose slightly above the 2010 level while the Polish Zloty is the highest-priced
currency in the sample, 10% above 2010 levels.

However, the Zloty reflects higher valuations against the EUR, mostly because of higher interest
rates in Poland and the fact that its central bank is likely to cut its policy rate in the second half of this
year, while the ECB is still in a hiking cycle. Higher Polish inflation than in Europe since March 2019
also explains the higher REER. Finally, there is a distinct possibility of a pro-European coalition
returning to power in general elections to be held between 15 October and 11 November. Vote
intentions for the right-wing Law and Justice Party are hovering around 34 % today, 10% lower than
its performance in the previous election.

! See — ‘Brazil's Lower House of Congress approves key structural reforms. The Thai parliament reconvenes this week’, Weekly Research, 10 July 2023.

% See — ‘India takes centre stage’, The Emerging View, 30 June 2023.

% See — ‘A trip to Kuala Lumpur and Bangkok highlights nuances in local investor perspectives’, Market Commentary, 13 July 2023.
and “We wish all central banks were steady as Bank Negara Malaysia’, \Weekly Research, 9 May 2023.
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Fig 6: EM vs US REER & selected EM REER
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Source: Bloomberg, Ashmore. Data as at 30 June 2023.

A key question for the longevity of the potential currency appreciation trend in EM is whether
inflation differentials against the US (and DM in general) will resume the declining trend that
prevailed from 2015 to 2022. The recent increase in the EM-US inflation gap was attributed to faster
disinflation in US than in EM, mostly related to Eastern Europe and a few Latin American countries
(such as Colombia and Mexico). Should inflation differentials converge to around 1%, instead of

the average of the last 20 years of 2%, EM currencies could strengthen more before they start
becoming ‘expensive’ and attract capital outflows.

B) Technicals

It is well known that the ownership of LC bonds by foreign investors has declined since March
2013, albeit at different speeds across the different regions and countries, as per Fig 7. China was
the exception from 2016 to 2022, but recently foreign investors began to sell Chinese Government
Bonds (CGB) as well, despite the massive outperformance of CGB against DM bonds over the

last few years.

Fig 7: Foreign investor ownership of local bonds by region (weighted average by GBI EM)
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Source: Bloomberg, Ashmore. Data as at 20 July 2023.

There are some nuances when looking into the data on a country-by-country basis and breaking
down the foreign ownership of LC bonds in USD terms (Fig 8). Foreign investors started to add
exposure to Brazil in March 2020, and to Mexico, Indonesia, and Malaysia in 2022, but are still
selling South African local bonds which had a much larger foreign investor ownership than most
EM countries until 2020. However, the big picture remains the same. Foreign investors cut their
USD exposure to Brazil and Poland LC bonds by half and to Mexico and Indonesia by one-third
but kept their exposure in USD terms relatively unchanged in Malaysia. The exodus from
Indonesia justifies Bank Indonesia government bond purchases.

Continued overleaf
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Fig 8: Foreign investors exposure to Local Currency bonds

Key: =— % B USD

% Brazil
40

35
30
25

20

15 16 17 18

14 19 20 21

.
o

3]

% Mexico

40
16

N
2]

nN
(=3

o

o

3]

30
0
‘14 17 18 19 20 1

15

% Malaysia
40

35
30

25

‘4 15 "6 17 18 19 20 ‘21

Source: JP Morgan, Ashmore. Data as at May 2023.

usD
200

180

160

140

120

100

[==]
o

22 '3

100

- 80

=

@

0

N

0

N

0

o

22 23

usb
70

60

50

22 ‘23

% Poland usD
50 70
45

- 60

0
35 50
%0 40
25
20 30
15 20
10

10

5

0 -0
14 ‘15 ‘16 17 18 19 ‘20 21 ‘22 ‘23

% Indonesia usb
40 90
35 80
2 70

- 60
25

- 50
20

- 40
15

30
10 2

5 10
0 0

‘14 ‘15 ‘16 ‘17 ‘18 19 20 21 ‘22 ‘23

% South Africa UsD
50 70
45

60
40
35 50
30 40
25
2 30
15 20
10

10

5
0 0

‘4 °15 16 17 18 19 20 21 ‘22 ‘23

We have been highlighting for some time now that EM currencies are undervalued and the

main catalyst that will drive EM foreign currencies (EMFX) up would be the beginning of the
decline of the US Dollar. This is exactly how things are playing out, so far. Will the USD downturn
that started in Q3 2022 continue? What are the technical and fundamental considerations

underpinning our views?
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4| The Dollar: Technicals

The last two occasions when the Dollar Index turned lower (in 2016 and 2020) didn't lead to a
long-term reversal of trend, but a choppy trading range where the Dollar Index was stuck between
90 and 104. In technical terms, Fig 9 shows the USD peaked last year after the Dollar Index broke
a key resistance level at 104 and surged to 114 levels before plunging back below 104. Technical
analysists call this dynamic (a fast rally after a key resistance-breaking, followed by a fast sell-off)
a bull trap. Bull traps are important, in technical terms, because they often signal the end of a
cycle and a long-term reversal of an asset.

Fig 9: DXY vs. GBI-EM GD FX (Nominal)
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Source: Bloomberg, Ashmore. Data as at 20 July 2023.
A longerterm perspective shows the USD peak last year was, in real term levels, only 10%
below the 1985 'Plaza Accord’ top, when the Finance Ministers from France, Germany, the US,
UK, and Japan agreed on a coordinated devaluation of the USD against the Japanese Yen and the
Deutsche Mark. The other major USD peak was close to the top of the dot-com bubble in 2002.
Fig 10 shows three major peaks in 50 years standing 20 years apart. The USD depreciation cycle
that started in 2022 may well last for ten years, just like the March 1985 to June 1995 and the
March 2002 to June 2011 periods.
Fig 10: USD index (DXY) vs. broad trade weighted USD in real terms: 1973 to 2023
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Source: Bloomberg, Ashmore. Data as at June 2023.
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5/ The end of Dollar hegemony?
Maybe...

There is no need for such a grandiose title to make a very simple case that the US Dollar is
overvalued, in our view. Americans visiting Paris and London find most things cheap while
Europeans are awe-struck by the prices in America.

What has been holding the USD up are capital flows from foreign investors to the US equity markets,
which have been outperforming the rest of the world over the last decade or so, and lack of
diversification from US investors. The US equity market outperformance from 2009-2016 was
justified by low valuations and better post-2008 policies (such as bank recapitalisation). Nevertheless,
we make the case that since 2017, the exceptional US stock market was driven — from a macro
perspective — by extraordinary and pro-cyclical fiscal expansions that are unsustainable. So far in 2023,
US equities have returned to the exceptionalism pattern that prevailed from 2011 to 2021, due to
excessive and unsustainable pro-cyclical fiscal stimulus policy, in our view.

The US fiscal deficit rose to USD 228bn in June from USD 89bn in May, a cumulative deficit of

USD 2.25trn over the last 12 months, or 8.6% of US GDP. Whereas the rolling deficit is exaggerated
by one-off revenue declines associated with income tax postponement in areas severely affected by
adverse weather conditions, such as California, the US is estimated to run a fiscal deficit of around
5.5%-6.0% of GDP in 2023 and 2024, slightly above the 5.4% level in 2022. These deficits are too
large for the current stage of the cycle.

Fiscal deficits had a very strong negative correlation with the unemployment rate from 1983 to
2016, as illustrated in Fig 11. Former President Trump’s tax cuts for the corporate sector, current
President Biden's second round of paycheques to Americans in 2021 and 2023 stimulus measures
(Cost of Living Adjustment, Inflation Reduction Act, and CHIPS and Science Act) changed this
relationship significantly.

Fig 11: US Fiscal balance (% of GDP) vs. unemployment rate (inverted)
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Source: Bloomberg, Ashmore. Data as at June 2023.

It will prove much harder to balance the US fiscal accounts from here. The Congressional Budget
Office (CBO) projects interest payments will total USD 663bn in the fiscal year 2023 (FY23) and will
climb to USD 745bn in FY24. The CBO estimates the interest burden will be higher than defence
costs by FY28 and larger than non-defence discretionary spending by FY31.4

The fiscal imbalance kept the US current account on a deficit, resulting in very large twin deficits,
that in the past were associated with weaker US Dollar. However, since 2017, the external deficit
has been funded by foreign investors’ capital flows into the US. The overall net international
liabilities (including foreign direct investment, reserve assets and others) increased by USD 9.3trn
to USD 16.75trn, or 63% of GDF as shown in Fig 12.5

* See — https://www.pgpf.org/blog/2023/05/what-is-the-national-debt-costing-us#:~:text=The%20Congressional %20Budget %200ffice %20(CBO, trillion % 200ver%20the %20next%20decade
° See — https://www.bea.gov/news/2023/us-international-investment-position-1st-quarter-2023-and-annual-update
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Fig 12: US Net International Investment Position (NIIP)
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Source: Bloomberg, Ashmore. Data as at June 2023.

The NIIP breakdown reveals foreign investors' exposure to US stocks doubled to USD 12trn since
2016, while foreign exposure to ‘risk-off’ trades such as US Treasuries rose by less than 20% to
USD 7trn. At the same time, US investors’ exposure to foreign equities rose by 50% to USD 10trn
and US investors' exposure to foreign bonds rose by 41% to only USD 3.8trn.

The composition of the massive net liability questions whether the US Dollar can sell-off during an
economic downturn. That would be a departure from the ‘Dollar Smile’ thesis, a widely-followed
model that suggests the USD rises both when the US economy is booming and in a recession,
and underperforms in the other environments. The USD rallies in a recession because investors
buy Treasuries anticipating the US Federal Reserve (Fed) will slash policy rates. However, several
elements could break down this model, in our view, including:

e A more hawkish Fed denying aggressive cuts even in the face of large equity sell-off.

e Foreign investor reluctance to add exposure to Treasuries, considering the large funding needs
and issuance, which would deteriorate in a recession.

e Foreign investors selling their exposure in overvalued US stocks and repatriating their assets
at a faster pace than US investors sell stocks abroad.

e US investors diversifying their exposure and investing in foreign assets.

Longstanding models such as the Dollar Smile do not break that easily. But it is very hard to build a
medium-term positive picture for the ‘greenback’ considering the fundamentals and technicals above.

Diversification of trade Another structural element calling for USD weakness is the willingness of foreign reserve managers
and reserves away to diversify their exposure away from the US Dollar. The sanctions imposgd by the'West on Russia
from the US Dollar could brpgght the uncomfortable truth that several Cehtral banks ho!q reserves in countries that may be

. . . willing to change the rules of the game, depending on geopolitical events. The fact that China is
|nten3|fy downside actively seeking to import commodities from the Gulf countries in Renminbi and several other EM
countries are seeking similar arrangements undermines the USD’s dominant role in global trade,
which — alongside its military dominance and the USD convertibility and transparent rules — are the
likely key reasons why central banks like holding USD reserves.

It is no secret that the BRICS (Brazil, Russia, India, China and South Africa) block has plans to launch
its own currency to settle trade. There is a rumour that this currency would be backed by gold,

which makes it quite interesting. If the gold convertibility is permitted exclusively to rebalance trade
imbalances, the amount of gold necessary to maintain the system is much lower than full convertibility
(where the country must guarantee its monetary basis). It would also become a stable alternative

to the USD, including geopolitical concerns.

It Is hard to say whether investors will shun the USD in the short term. But it has sold-off for
multi-year periods without losing its supremacy. These long-term grandiose developments would
only add speed and/or depth to the weaker side of the Dollar cycle, in our view.

Continued overleaf 10
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6/ Impact of a weaker US Dollar on other
EM Debt asset classes

A strong USD is a strong factor leading to underperformance of EM across asset classes. The most
important factor driving EM assets is growth, which is correlated with the USD cycle. This relationship
is well documented by the Bank for International Settlements (BIS) and others.® In a nutshell, EM
economies rely on international liquidity (the USD system) for transactions and credit. WWhen the
Dollar strengthens, investor propensity to exit EM assets and buy US assets increases. The outflows
lead to tighter capital availability in EM across several channels (foreign direct investment, bank
credit and portfolio flows). As EM currency weakens, locals also try to exit, leading to even more
tightness of capital in EM and completing the vicious cycle (or reflexivity). Hence, USD strength
periods tends to lower potential GDP growth in EM. The impact is notable across asset classes.

Fig 13 shows the ratio of the S&P 500 to MSCI EM returns against the inverted USD Index.

Fig 13: MSCI EM / S&P 500 ratio vs. Trade Weighted USD Index (inverted)
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Source: Bloomberg, Ashmore. Data as at June 2023.

In the fixed income space, Figures 14 and 15 shows the efficient frontier across two different
ten-year periods. Diversification was very important between June 2003 and June 2013, when the
USD weakened. The Global Agg portfolio, dominated by USD assets but with global currency
exposure, outperformed both US Treasuries (GBI US) and US Corporate |G bonds. EM fixed income
dominated the efficient frontier across the board, with Sovereign and Corporate HY outperforming
US HY, and LC bonds outperforming all asset classes. The EM LC (GBI EM GD) outperformance
was even more pronounced in the five years up to June 2008, when the asset class rose 14.0%
with only a 8.5% standard deviation.

Fig 14: USD fixed income efficient frontier: 2003-2013
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Source: Bloomberg, Ashmore. Data as at June 2023.

8 See — https://www.bis.org/publ/qgtrpdf/r_qt2012b.htm
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But the efficient frontier changed dramatically over the next ten-year period from June 2013 to

June 2023. Fig 15 shows both the GBI Global and EM LC returns were negative, with the Global Agg
returns close to 0%. The main reason for the poor performance of benchmarks with non-USD assets,
of course, was the Dollar rally. US bonds also outperformed EM debt (both |G and HY) over the period,
albeit EM Corporate (CEMBI BD IG) and Sovereign IG (EMBI GD IG) did ok, despite the Russian
exclusion from the indices at zero value last year. It is also notable how the sell-off in rates of 2021
and 2022 squashed returns lower and volatility higher across fixed income asset classes.

Fig 15: USD fixed income efficient frontier: 2013-2023

5

US HY
CEMBIBD HY @
4
EM assets outperform . °
. . EMBI BD
in periods of USD , MBI EDIG ot 60
= o
weakness £ US Corp 16 ° @ EMBIGD
S EMBI GD IG
g 2
E GBI US
<
Global Agg
0
GBI Global @ GBIEMGD
-1
4 6 8 10 12 14 16

Standard deviation (%)

Source: Bloomberg, Ashmore. Data as at June 2023.

The study offers further evidence that EM risk premium declines across the board in periods of
Dollar weakness, leading to EM outperformance across asset classes. If the USD weakness thesis
is correct, the efficient frontier over the next 10 years will look much closer to the 2003-2013 period
than the last 10-years. Therefore, any investors with lower risk tolerance (not willing to have the
volatility of EM LC) should look to diversify their exposure from US (more broadly DM) to
USD-denominated EM asset classes.’

Summary and Conclusion

Despite its outstanding performance over the past 18 months, foreign investors have
been timid to re-engage in EM LC positions. Many investors totally gave up on the asset
class after a decade when the greenback and US assets were outperforming. We believe
it is time for investors to change their view and embrace EM local currency bonds.

Can EM LC outperformance last for a multi-year period? We believe yes, or

“Si, se puede!” in Spanish. After all, the EM LC case rests on central banks that did a
much better job in controlling inflation and inflation expectations than their DM
counterparts, as well as structural economic reforms across several key EM countries.
It contrasts with a very imbalanced US economy, and expensive USD (and US asset)
valuations. The last 50-year cycle suggests investors should diversify away from the
greenback even when they do not believe in the end of Dollar hegemony.

Finally, we believe investors unwilling to engage in non-USD exposure can capture
the same trend by investing in US Dollar-denominated EM assets.

7 See —This study is relevant for investors with long-term liabilities (funding currency) in USD. The paper will be updated within the next few weeks with considerations for global investors in other funding currencies.
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