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Many investors, while diversifying their equity portfolios into emerging markets, have yet to go 

down the same route with their fixed income portfolios. Unfortunately, many remain over exposed 

to underperforming G7 government bonds. But, burdened by large levels of debt, it is unlikely that 

developed economies, particularly the US and UK, will return to the heady pre-crisis days when they 

enjoyed attractive bond returns.

The attractions of investing in emerging markets have been well documented over the past few years. 

Unsustainable debt-fuelled growth, deteriorating fiscal deficits, weak currencies and political instability 

were once the characteristics of emerging market countries, but now more accurately describe the so 

called developed nations. After a decade of crises in the 1990s, emerging market countries embraced 

sustainable fiscal and monetary policies during the noughties, and are now largely characterised 

by strong fundamentals – namely sound financial systems, growing domestic demand, attractive 

demographics and stable currencies.

The improvement in fundamentals over the past ten years has resulted in strong performance of 

emerging market debt. Hard currency sovereign bonds now represent a lower risk asset class that, 

while still attractive, is unlikely to deliver the same double digit returns that it did before the credit 

crisis. On the other hand, local currency debt offers higher yields, with the added benefit of currency 

appreciation.  

The emerging market local currency debt market has grown significantly in recent years, and is now 

roughly triple the size of the hard currency debt market. Having drawn on lessons from past funding 

crisis periods, emerging market countries have over the past decade focused on developing their local 

yield curves to meet financing requirements. This development has had two significant impacts: it 

has reduced the dependence on external financing, and has resulted in deeper, and more liquid local 

government bond markets. We would expect this trend to continue in the coming years, which in turn 

will reduce sovereign default risk. 

EM local currency debt market capitalisation now more than triple the size of EM external debt 
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Source: JP Morgan, March 2010

The benefit of currency appreciation also supports the investment in local currency debt. More 

favourable fiscal debt levels and the higher growth potential of emerging markets should, over 

time, result in stronger currencies compared to the developed world. Indeed, recent events such 

as speculation that China may gradually remove its peg to the US dollar, and Singapore’s recent 

revaluation of their currency, add fuel to the argument that emerging market currencies are set to rise. 
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Enhanced returns should be available on the back of this trend over the next few years.

The low correlation to other asset classes is another benefit of emerging market local currency 

debt.  If you look at the asset class versus other major asset classes, particularly global bonds and US 

treasuries, diversification into local currency debt is appealing.

Low correlations with other fixed income asset classes

Asset class

JPM GBI-EM GD  

(local currency)

JPM EMBI GD  

(hard currency)

Emerging market equities 0.80 0.71

Global equities 0.79 0.72

Global bonds 0.48 0.36

US equities 0.73 0.68

US bonds 0.18 0.22

Benchmarks used: JPM EMBIGD , JPM GBI-EMGD, MSCI EM, MSCI WORLD, CG WGBI, S&P 500, Citigroup USBIG Treasury Agency. 
Source: Aberdeen Asset Management, Bloomberg, JP Morgan, Russell Mellon Analytics, USD, 5 years to 31/03/2010. 
Note: 1 = perfect correlation. 0 means no correlation. -1 means inverse correlation, i.e. if market goes up, this will go down by an 
equal measure.

Emerging market local currency bonds not only have higher yields than hard currency bonds, but 

are also a higher rated asset class, with over 80% of the local currency bond index now investment 

grade compared with around 53% of the hard currency indexA.  These are also trends that we expect 

to continue over the coming years, with the local index expected to be essentially 100% investment 

grade, with the upgrade of Indonesia and Turkey, in the next few years. 

Many investors remain under-invested in the asset class, but there are compelling arguments for 

investors to increase allocation to emerging market debt. Given the current woes in the developed 

world, it would seem clear that investors should look to diversify their fixed income portfolio into the 

higher growth part of the world - one that also offers more attractive returns. In our view, emerging 

market local currency debt would seem an obvious choice through which to do this.

A Source: JP Morgan, March 2010

Important information

The above is strictly for information purposes only and should not be considered as an offer, or solicitation, to deal 

in any of the investments mentioned herein. Aberdeen Asset Managers Limited (‘the Manager’) does not warrant the 

accuracy, adequacy or completeness of the information and materials contained in this document and expressly disclaims 

liability for errors or omissions in such information and materials. Any research or analysis used in the preparation of 

this document has been procured by the Manager for its own use and may have been acted on for its own purpose. The 

results thus obtained are made available only coincidentally and the information is not guaranteed as to its accuracy.

Some of the information in this document may contain projections or other forward looking statements regarding 

future events or future financial performance of countries, markets or companies. These statements are only predictions 

and actual events or results may differ materially. The reader must make his/her own assessment of the relevance, 

accuracy and adequacy of the information contained in this document and makes such independent investigations, as 

he/she may consider necessary or appropriate for the purpose of such assessment. Any opinion or estimate contained 

in this document is made on a general basis and is not to be relied on by the reader as advice. Neither the Manager nor 

any of its servants or agents has given any consideration to nor have they or any of them made any investigation of 

the investment objectives, financial situation or particular need of the reader, any specific person or group of persons. 

Accordingly, no warranty whatsoever is given and no liability whatsoever is accepted for any loss arising whether directly 

or indirectly as a result of the reader, any person or group of persons acting on any information, opinion or estimate 

contained in this document. The Manager reserves the right to make changes and corrections to its opinions expressed in 

this document at any time, without notice. Issued and approved by Aberdeen Asset Managers Limited which is authorised 

and regulated by the Financial Services Authority in the United Kingdom.


