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Should EM Debt Investors Fear Fed Hikes?
July 14, 2022
The U.S. Federal Reserve (Fed) has begun raising rates, spurring concerns about the impact on fixed-income
returns. Should emerging markets (EM) debt investors be concerned, or could this be a buying opportunity?
In this series—based on our paper—we examine the three previous tightening cycles that occurred during the life
of this asset class to gauge the potential impact of the rate hikes on EM sovereign debt returns over the next 12
months and beyond.
In each post, we consider a key fear driving concerns about the future returns of EM sovereign debt. We then
assess the legitimacy of each fear when compared to the three most recent Fed rate-hiking cycles: 1999 to 2000,
2004 to 2006, and 2015 to 2018. Because each of these past rate-hiking cycles differs in length, speed, and, more
importantly, the context in which the tightening took place, we investigate the key differences as well as
similarities that are likely to be important drivers of performance.
Let’s get started. The first fear driving concerns about the future returns of EM sovereign debt is that the sensitivity
of EM debt to rising interest rates could hurt performance—particularly because EM debt duration is longer now
than it was in previous Fed tightening cycles.
There are three main components of EM debt returns: the starting yield of the asset class; the change in EM debt
spreads; and the sensitivity of yields to changes in U.S. Treasury yields.
Regarding the third component, the argument that rising interest rates—and as a result, rising Treasury
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yields—will hurt EM debt returns is particularly pertinent now, because the duration of EM hard currency debt has
increased over the past 20 years as sovereign issuers have successfully extended the maturity of their U.S. dollar
(USD) issuance.
When the 1999 rate-hiking cycle began, the duration of the asset class was as short as 4.57 years. It grew to 5.77
years in 2004 and 6.65 years in 2015. When the Fed raised rates from 0.25% to 0.50% in March 2022, the J.P. Morgan
Emerging Markets Bond Index Global Diversified (EMBIGD) had a duration as high as 7.37 years. This increased the
sensitivity of the asset class to the move in U.S. Treasury yields.
Having established that EM debt’s sensitivity to rising Treasury yields is higher now than in past Fed tightening
cycles, we must ask if this should be a concern for investors—and the answer is that there is little historical
evidence to suggest that Treasury yields will increase significantly once the Fed rate-hiking cycle has begun.
Using the change in the 10-year Treasury bond yield as a proxy for this risk, we can see that it is not clear that the
onset of a Fed tightening cycle means that longer-dated bond yields will rise sharply. In some instances, the 10year Treasury bond yield was actually lower a year after the initial rate hike. And after a multidecade bull market
for Treasurys, the 10-year Treasury bond yield had been range-bound since the global financial crisis (GFC). We
expect this theme to continue as the market balances concerns about both inflation and growth.
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What does the data show us?
1999 to 2000: Yields Rise
First, 10-year U.S. Treasury bond yields rose in the year following the 1999-2000 rate-hiking cycle.
After nine consecutive years of economic growth, strong domestic demand, and generationally low
unemployment, the 1999-2000 hikes were largely preemptive.
The rate-hiking cycle lasted only six months and was limited to 125 bps of total hikes (albeit from a relatively high
starting point of 5.25%).
Inflation was largely contained once the rate-hiking cycle started, peaking at 3.80% in 2000 before falling sharply
as expected in 2001. At that point the rate hikes were rapidly reversed.
In this era, positive real rates were the norm rather than the exception, and the 10-year Treasury bond yield
actually rose from 5.62% to 6.28% a year later. This 66-bp rise was a headwind to EM debt returns.
2004-2006: Yields Fall
In contrast, yields fell in the 12 months following the 2004-2006 rate-hiking cycle.
In this rate-hiking cycle, the Fed sought to fight rising inflation and cool off an economy that was overheating.
This cycle was much more prolonged than the 1999-2000 rate-hiking cycle, with rates starting at 1.00% and
finishing exactly two years later at 5.25%.
Unlike in 1999, there was a perception that the Fed was behind the curve when it started tightening. While growth
decelerated gradually, inflation remained stubbornly above 3.00% throughout the tightening cycle (although it did
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not spiral out of control, and actually returned to more acceptable levels soon after the last rate hike).
In this case, the yield curve was already very steep when the Fed started raising rates, with the 10-year U.S.
Treasury bond yield at 4.65%. It was 3.98% a year later. This 67-bp decline was a tailwind for EM debt returns.
2015-2018: Little Changed
Then, with the 2015-2018 rate-hiking cycle, we saw something different: U.S. Treasury bond yields were little
changed.
Seven years had passed since the GFC necessitated a prolonged period of accommodative monetary policy. The
decision to hike rates was supported by a more positive economic outlook (although there were some dissenting
voices on the Fed, and as a result the so-called “gradualism back to normalcy” was dependent on economic data).
Following a period of expansion, the Fed also communicated that it would not reduce its balance sheet for a
significant time.
The rate-hiking cycle of 2015-2018 was longer than the previous two but less aggressive, with rates starting as low
as 0.25% in December 2015 and ending at 2.5% three years later.
Under these circumstances, the yield curve, which began at a steep 200 bps, flattened during the rate-hiking cycle.
One year after the first hike, the 10-year U.S. Treasury bond yield was at 2.45%, 17 bps higher than it was at the
time of the first hike.
Our Verdict: No Yield Rise
Based on the three previous rate-hiking cycles, we believe there is little evidence that the 10-year U.S. Treasury
bond yield will rise significantly in the year following the first Fed hike of the current cycle.
Similar to both the 2004-2006 and the 2015-2018 rate-hiking cycles, the curve was steep into the first hike this time
around. At the time of this writing, the 10-year U.S. Treasury bond yield had already adjusted upward as the
market priced in a higher Fed terminal rate. This is already a significant move and corresponds almost entirely
with the rise of the 10-year U.S. Treasury bond yield in the 1999-2000 rate-hiking cycle.
We acknowledge that inflation is much higher this time around, but believe that it is largely driven by supply-side
disruptions rather than an overheating economy and strong domestic demand. Therefore, we believe we may be
close to peak inflation fear. A combination of both positive base effects and potential resolutions to supply-side
disruptions could alleviate some current fears about where inflation and the federal funds rate might be headed.
We expect the 10-year U.S. Treasury yield to range from around 2.8% to 3.0% in one year’s time, with risks to the
downside as a more aggressive front-loaded tightening cycle shifts the narrative away from inflation to concerns
about slowing growth.
Next Up
In future posts, we will examine other fears driving concerns about the future returns of EM sovereign debt: EM
debt spreads could widen as interest-rate hikes hurt global growth; outflows could accelerate as fixed-income and
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risk assets become less attractive; the USD could strengthen as interest-rate differentials between EMs and
developed markets narrow; and rate hikes could squeeze liquidity and accelerate EM debt restructurings.
Who Fears the Fed? Series
Post 1: Should EM Debt Investors Fear Fed Hikes?
Post 2: Watching for Widening in EM Debt Spreads
Post 3: Will Fed Rate Hikes Shake Up EM Debt?
Post 4: Why EM Debt Investors Shouldn’t Fear the Fed
Daniel Wood is a local currency portfolio manager on William Blair’s emerging markets debt (EMD) team.
Marco Ruijer, CFA, is a hard currency portfolio manager on William Blair’s emerging markets debt (EMD) team.
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Disclosure:
This content is for informational and educational purposes only and not intended as investment advice or a
recommendation to buy or sell any security. Investment advice and recommendations can be provided only after
careful consideration of an investor’s objectives, guidelines, and restrictions.
Information and opinions expressed are those of the authors and may not reflect the opinions of other investment
teams within William Blair Investment Management, LLC, or affiliates. Factual information has been taken from
sources we believe to be reliable, but its accuracy, completeness or interpretation cannot be guaranteed.
Information is current as of the date appearing in this material only and subject to change without notice.
Statements concerning financial market trends are based on current market conditions, which will fluctuate. This
material may include estimates, outlooks, projections, and other forward-looking statements. Due to a variety of
factors, actual events may differ significantly from those presented.
Investing involves risks, including the possible loss of principal. Equity securities may decline in value due to both
real and perceived general market, economic, and industry conditions. The securities of smaller companies may
be more volatile and less liquid than securities of larger companies. Investing in foreign denominated and/or
domiciled securities may involve heightened risk due to currency fluctuations, and economic and political risks.
These risks may be enhanced in emerging markets. Different investment styles may shift in and out of favor
depending on market conditions. Individual securities may not perform as expected or a strategy used by the
Adviser may fail to produce its intended result.
Investing in the bond market is subject to certain risks including market, interest rate, issuer, credit, and inflation
risk. Rising interest rates generally cause bond prices to fall. High-yield, lower-rated, securities involve greater risk
than higher-rated securities. Sovereign debt securities are subject to the risk that an entity may delay or refuse to
pay interest or principal on its sovereign debt because of cash flow problems, insufficient foreign reserves, or
political or other considerations. Derivatives may involve certain risks such as counterparty, liquidity, interest rate,
market, credit, management, and the risk that a position could not be closed when most advantageous. Currency
transactions are affected by fluctuations in exchange rates; currency exchange rates may fluctuate significantly
over short periods of time. Diversification does not ensure against loss.
There can be no assurance that investment objectives will be met. Any investment or strategy mentioned herein
may not be appropriate for every investor. References to specific companies are for illustrative purposes only and
should not be construed as investment advice or a recommendation to buy or sell any security. Past performance
is not indicative of future returns.
Copyright © 2020 William Blair & Company, L.L.C. "William Blair” is a registered trademark of William Blair &
Company, L.L.C. No part of this material may be reproduced in any form, or referred to in any other publication,
without express written consent.

