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Emerging Markets - Hard or
Local Currency?
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Will looser US monetary policy benefit
hard or local currency denominated
emerging market corporate bonds?

In my experience, one of the most commonly asked questions for emerging market
investors is whether they should choose a hard or local currency allocation.

HSBC has produced a timely research piece on this subject (Fig.1). Their conclusion
being you should buy hard currency when the US Federal Reserve (Fed) is cutting rates
and local currency (equities or bonds) when the Fed is hiking rates (see HSBC Global
Research Compounding Coupons report, 7 July 2019).

Why is this?

Fig. 1 Performance of EM Assets versus Fed Funds Rate
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Source:: HSBC, MSCI, Refinitiv Datastream. (EM LCD Index is available only from the end of
2002). HSBC Global Research Compounding Coupons report, July 2019. Past performance is not

indicative of future results. Grey area denotes period when Federal reserve is cutting rates and
when they're on hold.
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Firstly, a large majority of the return from local currency bonds
comes from the FX component, meaning the main driver of
total return in local currency comes from FX moves.' The key
drivers of currency movements are interest rate differentials,
terms of trade and sentiment.

Therefore, we believe the ideal environment for emerging
market currencies would be when the US economy is
expanding. As the world’s largest consumer pulls the rest of
the world along, and as emerging market economies are at an
earlier stage of their economic development, we have observed
emerging market economies start to grow faster than the US.
We believe this in turn pushes the global economy above
potential growth, which sends commodity prices higher and
sentiment hits new highs - a perfect storm; interest rate
differentials move in favour of emerging markets, terms of
trade are positive, and sentiment is risk seeking.

As Fig. 1 shows, in the period 2002 -2007, local currency was
the ideal asset class.

However, today emerging markets are cutting rates faster than
the US and the global economy is also growing below potential,
yet sentiment currently remains strong. 2

When looking at what drives hard currency performance, total
return is driven by US rates and credit spreads. As the Fed cuts
rates, this tends to benefit hard currency bonds and, as policy
loosens, it supports growth, sentiment and profit, pushing
credit spreads tighter.

This current environment, in our view, justifies an allocation
into emerging market hard currency bonds.

1. Source: Refinitive Datastream and HSBC, HSCB Global Research,
Compounding Coupons report 7 July 2019

2.
https://bank.gov.ua/control/en/publish/article?art_id=99447265&cat_i
d=76291;

https: //www.bok.or.kr/eng/bbs/E0000634/view.do?nttld=10052844&me
nuNo=400069; https://www.bi.go.id/en/ruang-media/siaran-
pers/Pages/SP_215219.aspx;

https: //www.resbank.co.za/Research/Rates/Pages/Rates-Home.aspx.
https: //www.worldbank.org/en/news/press-
release/2019/06/04/global-growth-to-weaken-to-26-in-2019-substantial-
risks-seen.

https: //www.worldbank.org/en/news/press-
release/2019/06/04/global-growth-to-weaken-to-26-in-2019-substantial-
risks-seen
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This document has been produced for information purposes only and is not intended to constitute an offering,
advice or recommendation to purchase any securities or other financial instruments. The investment strategies
and themes discussed herein may not be suitable for investors depending on their specific investment
objectives and financial situation. Investors should conduct their own analysis and consult with their own legal,
accounting, tax and other advisers in order to independently assess the merits of an investment.

Statements throughout this document are views and opinions of the author and/or Muzinich. The views and
opinions expressed should not be construed as an offer to buy or sell or invitation to engage in any investment
activity, they are for information purposes only, are as of the date of publication and are subject to change
without reference or notification. Certain information contained in this document constitutes “forward-looking
statements,” which can be identified by the use of forward-looking terminology such as “may,”, “likely,”
“will,” “should,” “could,” “expect,” “anticipate,” “project,” “estimate,” “intend,” “continue,” or “believe,”
or the negatives thereof or other variations thereon or comparable terminology. Due to various risks and
uncertainties, actual events, results or the actual performance of the securities, investments or strategies
discussed may differ materially from those reflected or contemplated in such forward-looking statements.
Nothing contained in this document may be relied upon as a guarantee, promise, assurance or a representation
as to the future.

All information contained herein is only as current as of the date indicated, and may be superseded by
subsequent market events or for other reasons. Nothing contained herein is intended to constitute investment,
legal, tax or other advice nor is it to be relied on in making an investment or other decision. Historic market
trends and performance are not reliable indicators of actual future market behavior or performance.

Certain information contained herein is based on data obtained from third parties and, although believed to be
reliable, has not been independently verified by anyone at or affiliated with Muzinich & Co.; its accuracy or
completeness cannot be guaranteed.

No part of this material may be reproduced in any form or referred to in any other publication without express
written permission from Muzinich & Co.

Issued by Muzinich & Co. Limited, which is authorised and regulated by the Financial Conduct Authority FRN:
192261. Registered in England and Wales No. 3852444. Registered address: 8 Hanover Street, London W1S 1YQ.

Index Descriptions

MSCI EM - Morgan Stanley Capital International Emerging Markets Index - Captures large and mid cap
representation across 26 Emerging Markets (EM) countries. With 1,194 constituents, the index covers
approximately 85% of the free float-adjusted market capitalization in each country.

EM EXD - Bloomberg Barclays Emerging Markets USD Aggregate Total Return Index Value Unhedged - A flagship
hard currency Emerging Markets debt benchmark that includes USD-denominated debt from sovereign, quasi-
sovereign, and corporate EM issuers.

EM LCD - Bloomberg Barclays Emerging Markets Local Currency Government TR Index Unhedged USD. A flagship
index that measures the performance of local currency Emerging Markets (EM) debt. Classification as an EM is
rules-based and reviewed annually using World Bank income group, International Monetary Fund (IMF) country
classification and additional considerations such as market size and investability.
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