EM Sovereign Debt: Finding
Fundamental Value in a Shifting Landscape

SPONSORED ARTICLE

Dr. Ricardo Adrogué
Head of Global Sovereign
Debt & Currencies

The current environment is challenging, but much like in
the past, opportunities are beginning to arise across the
EM sovereign debt landscape.

It's safe to say that it's been a tumultuous year for emerging
markets (EM) sovereign debt. Against an already challenging
backdrop of rising global inflation, a hawkish U.S. Federal
Reserve (Fed), concerns around China, and localized COVID-19
outbreaks, the war in Ukraine roiled the asset class this year. EM
sovereign debt indexes have fallen year to date!, unsurprisingly,
while spreads continue to widen. However, on the bright
side—and much like we have seen in the past—these periods of
volatility, when navigated carefully, can create attractively priced
opportunities in countries with strong fundamental value.

Below, we explore the key themes present in the market today,
as well as the challenges and opportunities we are seeing as
a result.

RUSSIA-UKRAINE WAR

The biggest risk of late is undoubtedly the war in Ukraine.
Unlike the widespread and broad-based decline following

the onset of COVID in early 2020, the effects of the war have
been varied, with some countries more directly impacted than
others. At the center of the conflict, Russia looks likely to endure
further economic weakness amid the sanctions imposed by
Europe and others, and will likely remain out of EM indexes for
the foreseeable future. While the landscape is shifting quickly
and there are still many unknowns, it looks increasingly likely
that Ukraine may remain an independent country under the
leadership of President Zelensky—and as such, the country is
likely to continue to receive strong bilateral and multilateral
financial support from the West to rebuild its economy in the
years to come.

The impact of the war on the rest of EM is somewhat correlated
to countries’ proximity to Russia and Ukraine, either in terms

of physical distance or economic ties/alliances (or both). For
instance, Tajikistan, Armenia and Georgia—countries within the
Commonwealth of Independent States (CIS) that have direct links
to Russia and Ukraine—sold off immediately after the invasion.

A number of Central and Eastern European (CEE) countries also
declined. From a fundamental standpoint, however, we believe
many of these countries remain strong enough to absorb shocks
with minimal impact to their creditworthiness. As a result, we
have started to see opportunities emerge in issuers like Romania
and Serbia, where spreads, in our view, have widened beyond
what fundamentals would suggest. At the same time, countries
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FIGURE 1: The Varied Effects of the Russia-Ukraine War
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with minimal or no ties to Russia, such as some of the Latin
American and Gulf Cooperation Council (GCC) countries, saw
virtually no change as a result of the conflict.

HIGHER COMMODITY PRICES

One byproduct of the war in Ukraine has been higher
commodity prices—in particular oil, given that Russia is the
third-largest producer of oil in the world. Russia and Ukraine are
also key global suppliers of soft commodities such as wheat,
corn, barley and sunflower seeds. The disruption of supply
following Russia’s invasion, amid already tight inventories,
drove prices higher across the board. This has created

both challenges and opportunities in commodity-intensive
countries. In the EM sovereign universe, energy-importing
countries such as Turkey and India have been negatively
impacted from the spike in prices. In terms of the beneficiaries,
GCC countries stand out, as does South Africa—a major
exporter of corn, metals and minerals—and Indonesia, a key
producer of coal, palm oil and nickel.

An interesting consideration going forward will be whether, or
how, certain countries seek to combat the negative effects of
sustained higher commodity prices on consumers—particularly
if higher food and fuel prices, and a higher overall cost of living,
begin to chip away at demand. We expect some sovereigns to
provide relief in the form of subsidies or other commitments, but
it will be a factor worth monitoring.
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INFLATION & RATES

The Fed's commitment to aggressively combat inflation has

led to questions around the path of future rate hikes. However,
despite the increasing pressures on central banks to raise interest
rates, higher global inflation is not an unmitigated negative

for EM debt. Should developed market central banks remain
“behind the curve"—meaning they do not raise rates at a pace
fast enough to keep up with inflation—real rates in developed
markets will likely remain low or negative. In contrast, EM

central banks have already been raising rates aggressively to
combat higher inflation and, in cases where inflation seems to be
peaking, may be nearing the end of their hiking cycle. With real
rates in many of these countries now positive, we believe certain
exchange rates look attractive given the potential carry on offer.

CHINA

Developments in China are an ongoing source of concern for
investors across emerging markets—from the impact of the
stringent zero-COVID policy and subsequent lockdowns earlier
this year, to the economic slowdown in the country. Perhaps the
bigger issue, however, is the increasing difficulty for us as investors
to understand China’s trajectory in terms of both its growth and
policy framework, as well as the extent to which the government
is able to continue to control the country’s economic outcomes.

ESG

In many ways, the war in Ukraine has brought further attention
to environmental, social and governance (ESG) factors. For one,
it has exposed the fragility of energy supply lines. In particular,
given the shift away from reliance on Russian oil and gas, the
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war has accelerated the thinking around energy security and
energy independence. As a result of this, even more emphasis is
being placed on the transition toward clean, renewable power.
The infrastructure needed for this transition requires natural
resources like copper, aluminum and hydrogen, and we believe
the renewed demand for these raw materials will continue to
support EM countries (and consequently, companies) focused on
extracting and producing them.

Russia’s invasion of Ukraine has also put governance under the
spotlight, and raised complicated questions about how investors
should think about ESG in developing countries. As an example,
China’s political system is not significantly different from that in
Russia, and as mentioned, there is a fair amount of uncertainty
around the country’s economic growth and policy, as well as
ongoing concern regarding geopolitics. So, does Russia’s severe
deterioration on ESG grounds impact investors’ view of countries
like China going forward? It remains to be seen.

Key Takeaway

The current environment is certainly challenging, but much like
in past challenging environments, opportunities are beginning
to emerge across the EM sovereign debt landscape—whether in
countries that have benefitted from higher commodity prices, or
idiosyncratic credit stories where spreads have widened beyond
what fundamentals would suggest. However, rigorous, bottom-
up country selection remains crucial to navigating the risks

at hand and identifying the issuers that are well-positioned to
withstand a changing environment.

Barings is a USS371+ billion* global investment manager sourcing differentiated opportunities and
building long-term portfolios across public and private fixed income, real estate, and specialist
equity markets. With investment professionals based in North America, Europe and Asia Pacific,
the firm, a subsidiary of MassMutual, aims to serve its clients, communities, and employees, and is
committed to sustainable practices and responsible investment. Learn more at www.barings.com.

For further information, please contact our business development representatives:

MICHAEL GAFFNEY
michael.gaffney@barings.com
+61 2 8272 5011

*Assets under management as of March 31, 2022.

JAMES POUND
james.pound@barings.com
+61 39620 0566

The document is for informational purposes only and is not an offer or solicitation for the purchase or sale of any financial instrument or service.
The material herein was prepared without any consideration of the investment objectives, financial situation or particular needs of anyone who
may receive it. This document is not, and must not be treated as, investment advice, investment recommendations, or investment research.
Before making an investment decision, investors should obtain professional advice and consider whether the information contained herein is
appropriate having regard to their objectives, financial situation and needs. Unless otherwise mentioned, the views contained in this document
are those of Barings. These views are made in good faith in relation to the facts known at the time of preparation and are subject to change
without notice. Parts of this document may be based on information received from sources we believe to be reliable. Although every effort is
taken to ensure that the information contained in this document is accurate, Barings makes no representation or warranty, express or implied,

regarding the accuracy, completeness or adequacy of the information.

Any forecasts in this document are based upon Barings opinion of the market at the date of preparation and are subject to change without
notice, dependent upon many factors. Any prediction, projection or forecast is not necessarily indicative of the future or likely performance.

Any investment results, portfolio compositions and/or examples set forth in this document are provided for illustrative purposes only and are not
indicative of any future investment results, future portfolio composition or investments. The composition, size of, and risks associated with an
investment may differ substantially from any examples set forth in this document. No representation is made that an investment will be profitable
or will not incur losses. Where appropriate, changes in the currency exchange rates may affect the value of investments.

This document is issued in Australia by Barings Australia Pty Ltd.

22-2222764


https://www.barings.com/en-au/institutional/perspectives/viewpoints/natural-resources-bridging-the-gap-to-a-cleaner-future
mailto:michael.gaffney%40barings.com?subject=
mailto:james.pound%40barings.com?subject=
https://www.barings.com/en-au/institutional
https://www.barings.com/en-au/institutional

