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AdditionAl contributions froM  
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The stars are aligning for emerging market (EM) debt. 
And according to our analysis, there are good reasons to 
believe these assets – both sovereign and corporate 
bonds – are on the cusp of an upswing that could last for 
years to come. 

To begin with, there’s a shift in the direction of the 
us dollar. The signs are  that the currency’s relentless 
advance of the past decade is starting to run out of 
steam. us exceptionalism is being called into question: 
investors’ appetite for risk is steadily returning following 
the Covid pandemic, the initial shock caused by the 
Ukraine war and years of disinflation and distortive 
monetary policy.

And with the dollar playing a smaller role, other fac-
tors are likely to take over in driving EM fixed income. 

One boost is likely to come from China’s dramatic 
volte-face on its Covid policy, dropping draconian lock-
downs for complete reopening of its economy.

Then there’s EM economies’ deft handling of infla-
tion. EM central banks acted early and decisively to con-
tain inflationary pressures, leaving developing econo-
mies well placed to significantly outgrow their 
developed counterparts.

Together, these factors are bound up in what is argu-
ably the most important source of EM fixed income per-
formance: foreign exchange. 

For EM fixed income, currency movements are conse-
quential – not only for bonds issued in local currencies 
but also for those denominated in us dollars. Currency 
movements can create feedback effects that have a major 
bearing on a country’s overall finances. Similarly, they 
can have a critical role to play in EM corporate balance 
sheets. 

Aligning stars
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For investors, this can result in substantial com-
pounding effects – appreciating local currencies generate 
virtuous cycles that feed through to fixed income re-
turns. This is apparent in the relationship between the 
dollar’s relative value and how global asset markets per-
form – a weaker dollar tend to be associated with relative 
strength in non-us assets and a strong dollar with 
stronger us assets (see Fig. 1).
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Figure 1
Hand in hand

Source: Pictet Asset Management,  
US Federal Reserve, Bloomberg.  

Data from 01.01.2007 to 31.01.2023. 

Trade weighted dollar  
vs relative performance of 
US equities compared to  
the rest of the world
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Figure 2
Bargain basement

Unweighted 31 EM exchange rates vs USD.  
Based on relative prices, relative productivies and net foreign assets.  

Source: Pictet Asset Management, CEIC, Bloomberg.  
Data covering period 05.1980-01.2023, as at 08.03.2023.

EM currencies overvaluation 
(+) and undervaluation (-),  
% deviation

Since the global financial crisis (Gfc) of 2008-2009, 
the dollar has been on a relentless march higher, par-
ticularly against emerging market currencies. Between 
June 2008 and November of 2022, it appreciated nearly 
50 per cent on a trade-weighted basis against an EM bas-
ket. That advance left the greenback more than 10 per 
cent overvalued and EM currencies undervalued by 
more than 20 per cent (see Fig. 2). 

The dollar’s strength was more or less universal – it 
moved higher against nearly all currencies, whether in 
developed or emerging markets. A turn in the dollar, or 
even a flattening should be supportive for EM assets. 

Market watchers are rightly wary of simple valuation 
arguments for currencies. Yes, there is ultimately likely 
to be reversion to fair value. But it can take a very long 
time to unfold, often sparked by unanticipated events. 
Nonetheless, we think there are good reasons to believe 
the dollar has started a secular decline. 

The dollar might not be mighty  
much longer
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First, it’s worth considering why the dollar has been 
so strong for so long. One reason is us exceptionalism. 
Much as the greenback is the world’s reserve currency, 
us monetary policy sets the pace for other central 
banks. 

At the same time, the country’s asset markets domi-
nate global capital, with outperformance of us equities 
driving flows which in turn reinforced demand for the 
dollar. This outperformance has fuelled significant valu-
ation premia for us assets, particularly in the interest 
rates sensitive tech sector, whose valuations saw out-
sized benefits from the now defunct low rate regime. A 
shift towards private assets was also a contributing fac-
tor to these capital flows given that us private markets 
are so much more developed than they are elsewhere. 
And American innovation, the size of its economy, its 
access to capital all merely increase the dollar’s gravita-
tional pull (see Fig. 1).

Then there’s the matter of risk aversion. The global fi-
nancial crisis sent investors everywhere scurrying into 
the safety of liquid us instruments. That was com-
pounded by Russia’s first invasion of Ukraine in 2014, 
the Covid pandemic in 2020 and then again with the 
second Russian invasion last year. 

Together, these crises have given the dollar a relent-
less momentum, which, in turn, has resulted in its sig-
nificant overvaluation relative to its structural funda-
mentals. 

But now, a massive twin deficit – 7.2 per cent of Gdp – 
a heavy domestic debt load that puts pressure on the us 
Federal Reserve to inflate away part of the burden and 
waning foreign demand for us assets are all calling into 
question how long the currency can levitate. 
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Figure 3
A long plateau

 Source: Pictet Asset Management, UNCTAD Statatistics.  
Data covering period 01.1980 -12.2021. 

Foreign direct investment 
into emerging markets, USD 
bln (rhs) and % of GDP

Years of strong dollar dynamics have had a far reach-
ing consequences for emerging economies, much of it 
played out in the currency markets. 

With global investors focused on us assets, foreign 
direct investment into developing countries has waned 
(see Fig. 3). 

At the same time a rising dollar has increased debt 
servicing costs and interest burdens on EM govern-
ments and corporates borrowing in the US currency. 

As if that wasn’t enough, a strong dollar also contrib-
utes to inflation pressures in EM – with imports priced 
in dollars feeding into higher consumer prices. This 
forces central banks to tighten policy to limit currency 
depreciation, either by way of interest rate hikes or in-
terventions in currency markets, which drains foreign 
exchange reserves. Not only does this add to the cost of 
servicing domestic debt, it also erodes sovereign buffers. 

EM bears the burden
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Over the years, EM currencies declined in value as 
their central banks struggled to balance the need for 
higher rates and to maintain growth. EM growth differ-
entials over the us weren’t generally sufficient to attract 
investors. But at the same time, EM risk premia weren’t 
sufficient to buffer against these countries’ idiosyncratic 
risks. The dollar was made even more attractive to inter-
national investors by the fact that non-us developed 
markets were keeping interest rates artificially low, driv-
ing a significant portion of their bond markets into neg-
ative yields.
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EM corporations with foreign currency debt found 
life particularly tough during the decade-plus of dollar 
strength. Weak currencies put pressure on profits 
among companies with a domestic focus but with hard 
currency liabilities. High domestic interest rates make 
for high costs of funding. And at the same time, curren-
cy volatility makes balancing cash flows complicated, as 
companies have to negotiate spending on large capital 
investments that are often priced in dollars against in-
come flows in domestic currencies – hedging costs can 
be considerable. 

And that’s without factoring in one of the biggest 
considerations: politics. Central banks starved of hard 
currency will often tap up the country’s biggest corpora-
tions, in effect levelling capital controls. 

EM banks can find life tricky too – domestic savers 
keen to protect themselves against inflation will seek 
out hard currency savings accounts. The banks offering 
these accounts then have the difficulty of finding where 
to house the cash while maintaining liquidity.

Paradoxically, some of the biggest commodity firms 
are subject to the biggest political penalties. Take EM oil 
and gas producers. Normally, they’d be insulated from 
currency effects – prices are in dollars as are many ser-
vice and capital costs of production and exploration. But 
fuel prices tend to be strictly controlled in many of these 
countries for political reasons, often kept well below 
global benchmarks. Oil shocks and local currency deval-
uations can therefore be as much of a burden as a bene-
fit to these companies. That’s not to say EM companies 
have simply sat back and taken the hit. Many have found 
ways to mitigate the effects of foreign exchange volatili-
ty. In some cases, these lessons became insitutionalised 
– so, for instance, some firms have adopted internal dol-
lar-linked pricing formulas even when revenues are in 
local currencies.

Corporates endure
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EM corporations have worked hard to insulate them-
selves from the effects of dollar volatility – and in many 
cases they’ve been helped by the fact that their home 
countries have either pegged their currencies to the dol-
lar or have managed floats or have current account sur-
pluses (see Fig. 4). Nonetheless, a weakening dollar will 
take the pressure off corporates, particularly in the likes 
of Brazil, India, Indonesia, Turkey and South Africa.

Current acct surplus
China
Hong Kong
GCC
Russia
Others 

South Africa
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Indonesia
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Brazil

Countries vulnerable 
to currency volatility
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Figure 4
Mixed fortunes

Source: JP Morgan Emerging Markets Corporate Strategy 2023 Outlook:  
Carry Through Uncertainty. Data as at 11.2022. 

EM corporate external 
bonds, breakdown by 
geography, % of total in 
issue, 2022
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As us exceptionalism becomes less important and 
the secular dollar cycle starts to turn, EM bonds should 
come into their own. A rise in the value of their domes-
tic currencies reduces the relative burden of financing 
that debt and reduces debt ratios – be it in terms of Gdp 
or, in the case of companies, market capitalisation. As 
their dollar debt burdens become more sustainable, EM 
sovereign and corporate borrowers benefit from improv-
ing credit ratings and, simultaneously, a decline in their 
cost of capital. Resources that otherwise would have 
gone to covering debt are released into the wider econo-
my, which boosts growth. Capital also flows from 
abroad, boosting productive potential. Improving 
growth differentials gives a further lift to the currency 
and a virtuous – and often multi-year – cycle becomes 
embedded. 

    Emerging market cycles last  
a long time. Catch them right  

and investors can benefit  
from rewarding upswings  

for many years.

This cycle is likely to be reinforced further by an up-
swing in global capital spending. Much as central banks 
were the agents of financial repression during the past 
decade by keeping official interest rates well below their 
natural rate, developed market governments are poised 
to do something similar by launching massive and un-
funded capital spending programmes. With taxes cover-
ing only part of the costs, the remainder is likely to come 
from inflation. Given that EM countries are a major 
source of raw materials while they also tend to have less 
debt and more favourable demographic, they should 
benefit most from this new cycle of financial repression.

The fact that EM currencies start from a level of ex-
treme undervaluation – two standard deviations below 
trend, according to our estimates – there is substantial 
scope for a very long, steady appreciation. At the same 
time, yields on EM fixed income now comprise an at-
tractive risk premium, which is to say they pay for inves-
tors to take EM risk. In part that comes from interest 
rates and the yield spread EM assets offer over their de-
veloped country peers. 

The cycle turns
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Emerging market cycles last a long time. Catch them 
right and investors can benefit from rewarding up-
swings for many years. Crucially, one such upswing 
looks to be starting right now. Those who catch the sea-
change early are likely to benefit most. But investors 
need not throw themselves into the market for fear of 
missing out, they can dip their toes in slowly and build 
positions over time. 

What they shouldn’t do, however, is forget that there 
will be reversals along the way or ignore idiosyncratic 
risks. Dispersion in these markets presents opportuni-
ties for active managers to navigate shorter cycles while 
benefitting from powerful structural trends such as the 
one we have laid out. It is essential to invest on the basis 
of a strong analytical process, that facilitates a deep as-
sessment of top-down macro and bottom-up idiosyn-
cratic fundamentals.

Getting there early

For more information on  
Emerging Markets, please visit  
assetmanagement.pictet

☞

https://am.pictet/en/us/institutional/capabilities/emerging-markets/tab/Strategies/EmergingMarketsFixedIncome?utm_source=institutional_investor&utm_medium=pdf&utm_campaign=fixedincome&utm_content=cta_em_capabilities_website
https://am.pictet/en/emerging-market?utm_source=institutional_investor&utm_medium=pdf&utm_campaign=fixedincome&utm_content=cta
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Disclaimer
This material is for distribution to professional 

investors only. However it is not intended for distri-
bution to any person or entity who is a citizen or resi-
dent of any locality, state, country or other jurisdic-
tion where such distribution, publication, or use 
would be contrary to law or regulation. 

The information and data presented in this docu-
ment are not to be considered as an offer or sollicita-
tion to buy, sell or subscribe to any securities or fi-
nancial instruments or services.   

Information used in the preparation of this docu-
ment is based upon sources believed to be reliable, 
but no representation or warranty is given as to the 
accuracy or completeness of those sources. Any opin-
ion, estimate or forecast may be changed at any time 
without prior warning.  Investors should read the pro-
spectus or offering memorandum before investing in 
any Pictet managed funds. Tax treatment depends on 
the individual circumstances of each investor and 
may be subject to change in the future.  Past perfor-
mance is not a guide to future performance.  The value 
of investments and the income from them can fall as 
well as rise and is not guaranteed.  You may not get 
back the amount originally invested.  

This document has been issued in Switzerland by 
Pictet Asset Management SA and in the rest of the 
world by Pictet Asset Management (Europe) SA, and 
may not be reproduced or distributed, either in part or 
in full, without their prior authorisation.

For UK investors, the Pictet and Pictet Total Re-
turn umbrellas are domiciled in Luxembourg and are 
recognised collective investment schemes under sec-
tion 264 of the Financial Services and Markets Act 
2000. Swiss Pictet funds are only registered for distri-
bution in Switzerland under the Swiss Fund Act, they 
are categorised in the United Kingdom as unregulated 
collective investment schemes. The Pictet group man-
ages hedge funds, funds of hedge funds and funds of 
private equity funds which are not registered for pub-
lic distribution within the European Union and are 
categorised in the United Kingdom as unregulated 
collective investment schemes.

For Australian investors, Pictet Asset Manage-
ment Limited (ARBN 121 228 957) is exempt from the 
requirement to hold an Australian financial services 
license, under the Corporations Act 2001.

For US investors, Shares sold in the United States 
or to US Persons will only be sold in private place-
ments to accredited investors pursuant to exemptions 
from SEC registration under the Section 4(2) and Reg-
ulation D private placement exemptions under the 
1933 Act and qualified clients as defined under the 
1940 Act. The Shares of the Pictet funds have not been 
registered under the 1933 Act and may not, except in 
transactions which do not violate United States secu-
rities laws, be directly or indirectly offered or sold in 
the United States or to any US Person. The Manage-
ment Fund Companies of the Pictet Group will not be 
registered under the 1940 Act.

Pictet Asset Management (USA) Corp (“Pictet AM 
USA Corp”) is responsible for effecting solicitation in 
the United States to promote the portfolio manage-
ment services of Pictet Asset Management Limited 
(“Pictet AM Ltd”), Pictet Asset Management (Singa-
pore) Pte Ltd (“PAM S”) and Pictet Asset Management 
SA (“Pictet AM SA”). Pictet AM (USA) Corp is regis-
tered as an SEC Investment Adviser and its activities 
are conducted in full compliance with SEC rules appli-
cable to the marketing of affiliate entities as pre-
scribed in the Adviser Act of 1940 
ref.17CFR275.206(4)-3.

Pictet Asset Management Inc. (Pictet AM Inc) is 
responsible for effecting solicitation in Canada to pro-
mote the portfolio management services of Pictet As-
set Management Limited (Pictet AM Ltd), Pictet Asset 
Management SA (Pictet AM SA) and Pictet Alternative 
Advisors (PAA). 

In Canada, Pictet AM Inc is registered as an Ex-
empt Market Dealer authorized to conduct marketing 
activities on behalf of Pictet AM Ltd, Pictet AM SA and 
PAA.

Issued in May 2023
 © 2023 Pictet 
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Linkedin
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https://am.pictet
https://fr.linkedin.com/company/pictet-asset-management?original_referer=https%3A%2F%2Fwww.google.com%2F
https://twitter.com/PictetAM
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