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Both developed and emerging bond markets have enjoyed a bull market for back-to-
back quarters. Not that it felt like one, as for many investors this was just a clawing
back of losses incurred prior to the third quarter of 2022.

What a surprise then that, despite all the fuss over persistently high inflation and
consistently hawkish central banks, EM has outperformed DM. Since the low point on
24 October 2022, the Bloomberg EM local rates index has returned 12%, whilst
Treasuries are up 7% (used here to represent the biggest DM). Explanations typically
range from EM central banks tightening in advance of their DM peers, to a big shift in
sentiment and positioning after the turn in the dollar and peak for yields.

We think there might be a lot more to the recent EM victory over DM. It may be part of a
more structural trend. Against a backdrop of excessive leverage and policy uncertainty in
the developed world, there are parts of EM that can claim to be a better alternative. At a
minimum, levels of risk may be no greater in EM which, if true, means the additional
returns on offer are even more attractive. Good potential returns?, adjusted for risk.

So it was with intrigue that we read the recent IMF report on the natural rate of
interest?. The words “natural” and “equilibrium” are both used to describe the longer-
run real rate of interest for an economy, the rate — adjusted for inflation — that neither
stimulates nor contracts the economy. We discussed how today’s US policy rate is
approximately double the Fed'’s estimate of the natural rate in the last bond letter.
Our analysis has looked at how the natural rate is determined by longer-term trends
for drivers such as demographics, debt levels, productivity, and technology.

We were drawn to the chart below from the IMF report. Note how EM natural rates,
represented here by China and India, are projected to fall to meet their DM
equivalents, which remain close to their pre-COVID-19 levels. In about a decade’s
time, natural rates for India and China will be close to those in the US, and not long
after, they will be below, if these projections are realised.

Falling EM natural rates whilst DM rates remain stable — the IMF’s view
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1 Return = total return = the change in price plus coupon received.
2 The Natural Rate of Interest: Drivers and Implications for Policy, International Monetary Fund (April 2023)
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Modelling the data over the last 40 years, the IMF analysts found that the most important
determinants explaining the declining natural rates were demographic forces and total factor
productivity. They found that in some countries, fiscal financing needs could push up real natural
rates. Whilst we found similar results on productivity and the impact of ageing populations, rising
DM debt has generally been associated with lower real rates. The picture is more mixed for EM,
particularly with regards to the debt impact, which in the past attracted additional risk premium.

On the outlook for natural rates, the IMF expects the adoption of more advanced technology in
EM to likely result in convergence of total factor productivity onto DM. In addition, the
acceleration of ageing populations in EM will require more saving, much like their DM
counterparts where this is well underway.

The IMF analysis has a similar conclusion to our own on the structural backdrop for the longer-run
real rate. But this does not mean it will be right. The alternative view is that something has
changed — particularly with regard to debt, demographics and productivity — in the last few years,
so that we do not return to the pre-pandemic trend of falling natural rates.

Below we discuss general assumptions behind the projections for natural rates and what could
pull them up or down.

First, for DM, increased government spending and larger budget deficits have previously been
associated with lower real yields. But what if a tipping point has been reached such that the
relationship reverses? We saw what happened last September in the UK with the government’s
radical fiscal policy proposals; the market didn’t like it. Excessive leverage could hence mitigate
the relative safety of DM assets.

Second, EM debt is presumably less likely to suffer from the loss of safe asset status if it didn’t
have it to begin with. Indeed, while EM total debt-to-GDP ratios tend to be lower than DM, this
has not resulted in lower EM bond yields in the past.

Third, demographic assumptions can be challenged. We assume that ageing populations will
save more, but we cannot be certain of what the future will hold. What if circumstances and
behaviour changes such that older cohorts of the population are forced to save less or even cut
into their existing savings aggressively?

Fourth, recent years have seen many countries prepare to borrow more to finance the transition
to net zero. Subsequent debt overhangs may continue to push down on rates, but the
aggregate impacts will also depend on any productivity gains from such investments. Some
argue that debt-financed defence spending could be supportive for real rates.

Fifth, globalisation is already starting to look very different, and whilst deglobalisation may be
too strong a call, there are signs of regional fragmentation to both trade and finance channels.
The IMF report’s conclusion is that it likely pushes the natural rates up in DM and down in EM.

Overall, we find that incorporating the natural rate in our analysis helps us to look through the
near-term noise of the economic and business cycles. Today’s market valuations are formed by
an aggregation of views from the entire universe of participants, and these tend to have a fair bit
of recency bias. The most recent inflation print and employment data dominate the market today
but don’t give us the broader context needed for projecting bond yields.

If the IMF’s projections for real natural rates prove correct, there are grounds for longer-term
optimism in EM bonds. This potentially represents a structural shift, and thus a much bigger
deal than the recent turn in the dollar and Treasury yields that have provided the bullish tailwind.
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