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Overview

+  EM local bonds offer an
attractive opportunity
to invest in a high
yielding asset class with
low correlation to US
assets and potentially
high total returns.

- While cyclical, EM
returns have tended
to mean revert based
on interest rate and
US dollar cycles.

+  We believe EM local
debt is poised to
outperform over the
next several years,
as EM interest rates
have recently adjusted
higher and we expect
long-term global market
dynamics to lead to
US dollar depreciation
over the next three
to five years, providing
the opportunity for
additional EM returns.
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Diversification, income, and total return
potential: The benefits of EM local debt

EM local bonds offer an attractive opportunity to invest in a high yielding asset class with
historically low correlation to US assets and potentially high total returns. Over the last
nearly 20 years, emerging market (EM) local bonds have returned 5.1%, almost 150% of the
return of the US bond market.! However, over this time, EM local debt returns have been
cyclical — characterized by underperformance followed by outperformance.

While returns over the next few months may be volatile, we believe current EM local bond
valuations are attractive and make an allocation to the asset class worth considering.

Going forward, we believe EM local debt is poised to outperform over the next several
years, based on evolving global macro conditions which should favor EM countries,

and our belief that global fixed income markets tend to correct from extreme valuations
and mean revert. EM returns — which can be split into interest rate and currency
components — have tended to mean revert based on interest rate and US dollar cycles.
On the rates side, EM interest rates have recently adjusted higher, setting up a period of
potential positive performance. On the currency side, the US dollar is close to five-year
highs but we believe the factors contributing to its strength are largely behind us. We
expect long-term global market dynamics to lead to US dollar depreciation over the next
three to five years, providing the opportunity for additional EM returns.

EM local debt: A versatile asset class

Emerging market (EM) local debt offers investors access to the attractive growth dynamics
typically associated with the EM asset class. It offers significant yield enhancement to
fixed income investors willing to raise their risk tolerance somewhat, and offers equity
investors risk mitigation potential for a modest sacrifice of returns.

As seen in Figure 1, EM local debt offers greater opportunity for diversification compared
to US dollar-denominated EM debt and US high yield — two typical choices for yield
pick-up versus traditional US core fixed income. With low correlation to both US stocks
and bonds, exposure to EM local debt can potentially improve portfolio diversification for
both equity and fixed income investors.

Figure 1: Low correlations to both US stocks and US bonds

Historical correlations US stocks US bonds US Treasuries
EM local debt 0.59 0.33 -0.02
EM USD debt 0.67 0.53 0.12
US high yield 0.80 0.38 -0.06

Source: Morningstar. Data from June 30, 2017 to June 30, 2022. EM Local Debt is the J.P. Morgan GBI-EM Global
Diversified Index. EM USD Debt is the JPM EMBI Global Diversified Index. US High Yield is the Bloomberg High Yield
Corporate Index. US Stocks is the S&P 500 Index. US Bonds is the Bloomberg US Aggregate Index. US Treasuries is
the Bloomberg US Treasuries Index.
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High income while waiting for interest rate reversion

From January 1, 2003 to June 30, 2022, the J.P. Morgan GBI-EM Global Diversified Index
returned 5.1%, compared to a 3.4% return on the Bloomberg US Aggregate Bond Index.
But returns have been cyclical, characterized by periods of underperformance followed by
periods of outperformance, as returns have tended to mean revert. As shown in Figure 2,
after periods of underperformance, the yield differential, or spread, between EM and US
bonds has historically risen to levels that lead to outperformance over the subsequent two
to three years.

Figure 2: Relative performance of EM local debt vs US bond market
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Source: Bloomberg L.P. Data from Dec. 30, 2005 to June 30, 2022. GBI-EM is the J.P. Morgan GBI-EM Global
Diversified Index. The US Agg is the Bloomberg US Aggregate Bond Index. Past performance is not a guarantee
of future results.
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Potential for high total returns: Part 1 — Attractive EM local debt yields

Recent underperformance of EM interest rates is the result of central bank tightening in
most EMs beginning in 2021, resulting in bond price declines. But these policy decisions
have resulted in very high nominal interest rates that are now available to investors. EM
local bonds currently yield around 7% on average, around 400 basis points more than the
US 10-year Treasury, a level not seen in over a decade (Figure 3).

Figure 3: EM local bond yields are the highest in a decade
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Source: Bloomberg L.P. Data from Jan. 8, 2010 to July 1, 2022. GBI-EM is the J.P. Morgan GBI-EM Global Diversified Index.
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Crossing the 400-basis point threshold versus the 10-year US Treasury has historically
served as a threshold for EM mean reversion, leading to EM outperformance versus the
broader US bond market. This has been typically due to declining EM interest rates and

a narrowing differential between EM local rates and the US 10-year Treasury yield. It is
worth noting that EM local debt’s current excess spread versus the US 10-year Treasury

is despite a higher weight of China, a relatively low yielding market, in the benchmark, and
the exclusion of Russia, a very high yielding market.

Mean reversion has historically led to EM excess returns

Figure 4 shows that periods when EM local debt yields were high versus US Treasuries
have typically been followed by EM outperformance versus the broader US bond market.
For example, after the yield differential widened to over 400 basis points in 2011, EM rates
outperformed strongly over the next two years (Figure 4). When the yield differential
widened to over 400 basis points in 2015, EM local debt outperformed in 2016 and 2017,
peaking in early 2018. With the yield differential currently above 400 basis points, and
yields at a decade high, we expect EM local debt to mean revert again, especially as
inflation slows in both EM and the developed markets.

Figure 4: After periods of elevated yield differentials (historically, around 400 basis
points), mean reversion and opportunities for excess return have occurred
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Source: Bloomberg L.P. Data from July 31, 2011 to June 30, 2022. GBI-EM is the J.P. Morgan GBI-EM Global Diversified
Index. Past performance is not a guarantee of future results.
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Moreover, EM nominal yields are high and differentials are wide versus US interest rates,
even though inflation is lower on average in EMs than in the US for the first time in a
decade (Figure 5). This makes the real interest rate differential between developed and
EM countries especially compelling, in our view.
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Figure 5: For the first time in a decade, average EM inflation is below US inflation
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Source: Bloomberg L.P. Data from Jan. 1, 2010 to June 30, 2022. GBI-EM is the J.P. Morgan GBI-EM Global Diversified
Index.
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Potential for high total returns: Part 2 — EM currency appreciation

The second return component is based on currency moves. EM local debt returns are
partly dependent on the performance of the US dollar and tend to be higher when the US
dollar is stable or weaker. While our expectation that the US dollar will mean revert is itself
compelling, when combined with high EM carry and a fundamental basis for a weaker
dollar over the longer term, the case for incorporating EM local exposure into a portfolio
strengthens, in our view. We anticipate that, as rates markets stabilize, high US twin
deficits will likely weigh on the US dollar going forward.

EM currencies are often perceived as a volatility driver. Yet the high carry available on EM
local debt has historically compensated for EM currency volatility.? Figure 6 shows that,
including carry, EM local currencies returned around 0% on a three-year rolling basis as of
the end of April, compared to a spot currency return of around -10%.

Figure 6: Extended underperformance of EM currencies has led to an overvalued US
dollar and historically low EM currency valuations
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Source: Bloomberg L.P. Data from Dec. 31, 2005 to June 30, 2022. Past performance is not a guarantee of future
results.

This long period of sideways performance is clear based on the cumulative returns

of EM currencies since the inception of the JPM GBI-EM benchmark in 2003 (Figure 7).
Including the major drawdown of 2015 following China’s slowdown and currency
devaluation, EM currency returns combined with carry were around zero for the next
seven years, while spot prices steadily declined.
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Figure 7: After the declines of 2015, EM currency returns with carry have largely moved
sideways, while spot prices have declined

100

80

60 A

40

20

N M
20 A

R 200
-40

Jan-03 Jan-05 Jan-07 Jan-09 Jan-11 Jan-13  Jan-15  Jan-17  Jan-19  Jan-21
B EM Currency Return Spot M EM Currency Return with Carry

Return (%)

Source: Bloomberg L.P. Data from Jan. 1, 2003 to July 1, 2022. Past performance is not a guarantee of future results.

Combined with the drawdown of 2015, and without significant recovery in between, this
long period of negative performance has led to a high valuation of the US dollar and
historically low valuations for EM currencies. On a real effective exchange rate basis
(REER), EM currencies overall are close to their lowest valuations since 2004, while the US
dollar is near its highest valuation (Figure 8). This is despite the introduction of China into
the index, with a weight of around 10% and a stronger currency than those it replaced, in
particular, Russia (prior to the invasion of Ukraine).

Figure 8: On a real effective exchange rate basis (REER), EM currencies overall are near
their lowest valuations since 2004, while the US dollar is near its highest valuation
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Source: Bloomberg L.P. Data from March 1, 2000 to July 1, 2022. GBI-EM is the J.P. Morgan GBI-EM Global Diversified
Index.

EM currencies have performed well against developed market currencies

The performance of EM currencies is a relevant metric for US dollar-based investors, but
it is important to note that the recent period of US dollar strength has not been driven
primarily by EM currency weakness, but rather by weakness in other developed market
currencies. This is shown by the performance of EM currencies funded from other
developed market currencies other than the US dollar.
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Since March 2020 (the start of the pandemic and market collapse), EM currencies have
performed well versus other developed market currencies (Figure 9). EM currencies
funded through a basket of developed market currencies (ex-US) have returned 6.5% since
March 2020, with a standard deviation of 4.6%, i.e., a favorable Sharpe ratio of 1.4.% Since
the start of 2016, the return of 2.8% with volatility of 6% is excellent, given the pandemic-
induced market turmoil in the first quarter of 2020.

Figure 9: Relative strength of EM currencies: Even in a period of US dollar strength,
EM currency weakness has not been the driver
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Source: Bloomberg L.P. Data from January 1, 2016 to July 1, 2022. GBI-EM is the J.P. Morgan GBI-EM Global
Diversified Index. WGBI is the FTSE Non-US World Government Bond Index. Past performance is not a guarantee
of future results.

What's next for EM rates and currencies?

Given the relative strength of EM currencies, it appears that the strength of the US dollar
versus other currencies is holding EM back. In that regard, the performance of EM as
an asset class will likely depend on conditions that can lead to a weaker US dollar and
the presence of carry. Ultimately, we view the current elevated level of the US dollar
as incompatible with global relative rate structures or the current global economic
narrative. The US dollar initially appreciated on expectations that the Fed would hike
more than other central banks. However, relative interest rate spreads between the US
and other countries have not moved much, except versus the yen, and EM-US interest
rate differentials have moved against the US dollar on average as EM countries have
aggressively raised rates. The most recent leg of the US dollar rally has been driven by
risk aversion based on the prospect of looming recessions in the US and Europe.

The US bond market is currently pricing in a rapid Fed tightening cycle, followed by a
mini-easing cycle in 2023 on expectations that inflation will decline sharply. We believe
this scenario could have two impacts: the EM-US interest rate differential should

start to stabilize and perhaps move against the US, and recession fears should abate.
Neither would bode well for the US dollar in the medium or long term, in our view.

In the meantime, EM currency carry of nearly 4% annualized (Figure 10), is significant
compensation for potential volatility of the currency market, in our view. While not

at the highs of the last decade, it is still above average.
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Figure 10: EM currency carry is above average
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Source: Bloomberg L.P. Data from July 1, 2010 to July 1, 2022. GBI-EM is the J.P. Morgan GBI-EM Global Diversified
Index.

Conclusion

Uncertainty surrounding the path of US interest rates has so far prevented markets from
unlocking the value we see in EM local bond markets. However, we believe we are closer
to gaining better visibility on the path of US interest rates and will start to see inflation
expectations become more anchored in EM.

While EM local debt returns may be volatile over the next few months, we believe now

is an opportune time to allocate to the asset class. As a strategic allocation, EM local
exposure can increase portfolio diversification, given its low correlation to both US stocks
and bonds. Building or adding to a position at this point may be rewarding, in our view,
not only as a potential portfolio diversifier with high income, but also as a potential source
of high total return.
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1. Source: J.P. Morgan GBI-EM Global Diversified Index, Bloomberg US Aggregate Bond Index. Data from January 1,
2003 to June 30, 2022.

2. Carry refers to the additional return that can be achieved by borrowing in the currency of a country with a
lower prevailing government bond yield in order to gain exposure to the currency of a country with a higher
government bond yield. On balance, a positive net yield generates positive carry, while a negative net yield offers
negative carry.

3. Source: Bloomberg L.P. Data from March 31, 2020 to July 1, 2022. EM currencies are represented by J.P. Morgan
GBI-EM Global Diversified Index. Developed market currencies are represented by the FTSE Non-US World
Government Bond Index.

Investment risks

The value of investments and any income will fluctuate (this may partly be the result of exchange rate
fluctuations) and investors may not get back the full amount invested.

Fixed-income investments are subject to credit risk of the issuer and the effects of changing interest
rates. Interest rate risk refers to the risk that bond prices generally fall as interest rates rise and vice versa.
Anissuer may be unable to meet interest and/or principal payments, thereby causing its instruments to
decrease in value and lowering the issuer’s credit rating. The values of junk bonds fluctuate more than
those of high quality bonds and can decline significantly over short time periods.

The risks of investing in securities of foreign issuers, including emerging market issuers, can include
fluctuations in foreign currencies, political and economic instability, and foreign taxation issues.

The performance of an investment concentrated in issuers of a certain region or country is expected to be
closely tied to conditions within that region and to be more volatile than more geographically diversified
investments.

Important information

This document is for Professional Clients only in Dubai, Jersey, Guernsey, Isle of Man, Ireland, Continental
Europe (as defined below) and the UK; for Institutional Investors only in the United States, for Sophisticated or
Professional Investors in Australia; in New Zealand for wholesale investors (as defined in the Financial Markets
Conduct Act); for Professional Investors in Hong Kong; for Qualified Institutional Investors in Japan; in Taiwan for
Qualified Institutions/Sophisticated Investors; in Singapore for Institutional/Accredited Investors; for Qualified
Institutional Investors and/or certain specific institutional investors in Thailand; in Canada, this document is
restricted to Institutional Investors and Advisors. It is not intended for and should not be distributed to, or relied
upon by, the public or retail investors. Please do not redistribute this document.

For the distribution of this document, Continental Europe is defined as Austria, Belgium, Denmark, Finland,

France, Germany, Greece, Italy, Luxembourg, Netherlands, Norway, Portugal, Spain, Switzerland and Sweden. This
does not constitute a recommendation of any investment strategy or product for a particular investor. Investors
should consult a financial professional before making any investment decisions. This overview contains general
information only and does not take into account individual objectives, taxation position or financial needs. Nor does
this constitute a recommendation of the suitability of any investment strategy or product for a particular investor.
Investors should consult a financial professional before making any investment decisions. It is not an offer to buy or
sell or a solicitation of an offer to buy or sell any security or instrument or to participate in any trading strategy to any
person in any jurisdiction in which such an offer or solicitation is not authorized or to any person to whom it would be
unlawful to market such an offer or solicitation. It does not form part of any prospectus. While great care has been
taken to ensure that the information contained herein is accurate, no responsibility can be accepted for any errors,
mistakes or omissions or for any action taken in reliance thereon.

The opinions expressed are that of Invesco Fixed Income and may differ from the opinions of other Invesco
investment professionals. Opinions are based upon current market conditions, and are subject to change
without notice.

As with all investments, there are associated inherent risks. Please obtain and review all financial material carefully
before investing. Asset management services are provided by Invesco in accordance with appropriate local
legislation and regulations.

This material may contain statements that are not purely historical in nature but are “forward-looking statements.”
These include, among other things, projections, forecasts, estimates of income, yield or return or future
performance targets. These forward-looking statements are based upon certain assumptions, some of which are
described herein. Actual events are difficult to predict and may substantially differ from those assumed. All forward-
looking statements included herein are based on information available on the date hereof and Invesco assumes no
duty to update any forward-looking statement. Accordingly, there can be no assurance that estimated returns or
projections can be realized, that forward-looking statements will materialize or that actual returns or results will not
be materially lower than those presented.

By accepting this document, you consent to communicate with us in English, unless you inform us otherwise.
Allinformation is sourced from Invesco, unless otherwise stated.

All data as of August 20, 2022, unless otherwise stated. All data is USD, unless otherwise stated.
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Restrictions on distribution
Australia

This document has been prepared only for those persons to whom Invesco has provided it. It should not be relied
upon by anyone else. Information contained in this document may not have been prepared or tailored for an
Australian audience and does not constitute an offer of a financial product in Australia. You may only reproduce,
circulate and use this document (or any part of it) with the consent of Invesco.

The information in this document has been prepared without taking into account any investor’s investment
objectives, financial situation or particular needs. Before acting on the information the investor should consider its
appropriateness having regard to their investment objectives, financial situation and needs.

You should note that this information:

« may contain references to dollar amounts which are not Australian dollars;

- may contain financial information which is not prepared in accordance with Australian law or practices;
- may not address risks associated with investment in foreign currency denominated investments; and

- does not address Australian tax issues.

Issued in Australia by Invesco Australia Limited (ABN 48 001693 232), Level 26, 333 Collins Street, Melbourne,
Victoria, 3000, Australia which holds an Australian Financial Services License number 239916.

Canada

In Canada this document is restricted to Institutional Investors and Advisors, is for educational purposes only, does
not constitute investment, tax or legal advice and should not be relied on as such. This is not to be construed as an
offer to buy or sell any financial instruments and should not be relied upon as the sole factor in an investment making
decision. As with all investments there are associated inherent risks. Please obtain and review all financial material
carefully before investing. All material presented is compiled from sources believed to be reliable and current, but
accuracy cannot be guaranteed.

Issued in Canada by Invesco Canada Ltd., 120 Bloor Street East, Suite 700, Toronto, Ontario, M4W 1B7.
Further information is available using the contact details shown:

- Issued in Belgium, Denmark, Finland, France, Greece, Italy, Ireland, the Netherlands, Spain, Sweden,
Luxembourg, Norway and Portugal by Invesco Management S.A., President Building, 37A Avenue JF Kennedy,
1855 Luxembourg, regulated by the Commission de Surveillance du Secteur Financier, Luxembourg.

- Issued in Dubai by Invesco Asset Management Limited. PO Box 506599, DIFC Precinct Building No 4, Level 3,
Office 305, Dubai, UAE. Regulated by the Dubai Financial Services Authority.

- Issued in Austria and Germany by Invesco Asset Management Deutschland GmbH, An der Welle 5, 60322 Frankfurt
am Main, Germany.

- Issued in Switzerland by Invesco Asset Management (Schweiz) AG, Talacker 34, 8001 Zurich, Switzerland.

- Issued in the Isle of Man, Jersey, Guernsey and the United Kingdom by Invesco Asset Management Limited which
is authorised and regulated by the Financial Conduct Authority. Invesco Asset Management Ltd, Perpetual Park,
Perpetual Park Drive, Henley-on-Thames, RG9 THH, UK.

Issued in Hong Kong by Invesco Hong Kong Limited £ /[ER & & AR/ F, 41/F, Champion Tower, Three Garden
Road, Central, Hong Kong.

Issued in Japan by Invesco Asset Management (Japan) Limited, Roppongi Hills Mori Tower 14F, 6-10-1 Roppongi,
Minato-ku, Tokyo 106-6114; Registration Number: The Director-General of Kanto Local Finance Bureau (Kin-sho) 306;
Member of the Investment Trusts Association, Japan and the Japan Investment Advisers Association.

New Zealand

This document is issued only to wholesale investors (as defined in the Financial Markets Conduct Act) in New
Zealand to whom disclosure is not required under Part 3 of the Financial Markets Conduct Act. This document has
been prepared only for those persons to whom it has been provided by Invesco. It should not be relied upon by
anyone else and must not be distributed to members of the public in New Zealand. Information contained in this
document may not have been prepared or tailored for a New Zealand audience. You may only reproduce, circulate
and use this document (or any part of it) with the consent of Invesco.

This document does not constitute and should not be construed as an offer of, invitation or proposal to make an
offer for, recommendation to apply for, an opinion or guidance on Interests to members of the public in New Zealand.
Any requests for information from persons who are members of the public in New Zealand will not be accepted.

Issued in New Zealand by Invesco Australia Limited (ABN 48 001693 232), Level 26, 333 Collins Street, Melbourne,
Victoria, 3000, Australia, which holds an Australian Financial Services Licence number 239916.

Issued in Singapore by Invesco Asset Management Singapore Ltd, 9 Raffles Place, #18-01 Republic Plaza, Singapore
048619.

Issued in Taiwan by Invesco Taiwan Limited, 22F, No.1, Songzhi Road, Taipei 11047, Taiwan (0800-045-066). Invesco
Taiwan Limited is operated and managed independently.

Issued in the United States by Invesco Advisers, Inc., Two Peachtree Pointe, 1555 Peachtree Street, N.E., Suite 1800,
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