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A smaller shock, stronger policy
buffers, and a carry-led opportunity

« A limited inflation shock: Notwithstanding broad
price pressures, the energy shock has been
smaller than in 2021-2022. Our base case remains
a temporary increase in headline inflation, with
persistent pressure more likely where currencies,
wages, or fiscal policy amplify the shock.

+ Policy and regional divergence key to outcomes:
Stronger credibility and higher real rates should
allow many EM central banks to pause or slow rate
cuts—widespread tightening seems unlikely. The
most resilient markets should be those where
inflation expectations remain stable, foreign
exchange reserves are adequate, and fiscal policy
is disciplined.

« Favor carry, quality, and selectivity: High starting
yields should support income across EM debt.
In local currency, markets with credible policy
frameworks and limited external vulnerability present
opportunity. In hard currency debt, tight spreads
highlight the importance of duration management
and country selection.

= STATE STREET.

=" INVESTMENT MANAGEMENT

Since we set out our “Enduring Strength” thesis in
January—and reaffirmed it in June—many emerging
market (EM) economies have continued to demonstrate
better-anchored inflation, more credible policy
frameworks, and healthier fiscal positions than much

of the developed world. That view has strengthened
through 2026. Developed market government bond
markets have faced growing concerns that the fiscal-
driven risk we flagged is materializing—while EM
fundamentals have broadly continued to better their
developed counterparts. We retain a cautiously optimistic
view even as performance has not been uniform across
local and hard currency debt, and the geopolitical
landscape has been shaken by developments in the
Middle East.

The key question is whether renewed energy pressure
will reverse the disinflation trend and trigger a repeat

of the aggressive tightening and market losses seen in
2021-2022. We do not anticipate this scenario unfolding.
The current inflation impulse is much narrower: although
oil prices are elevated, they remain below the 2022

high; the energy supply disruption is not accompanied
by post-lockdown excess demand; and many EM

central banks begin with positive real rates and stronger
credibility. Headline inflation may rise temporarily, but a
broad return to persistent inflation is not our base case.
Many central banks are therefore more likely to look
through first-round energy effects rather than leap hastily
to rate-hike mode.

For investors, high starting yields for EMD should support
carry and provide some cushion against potential losses.
Opportunities thus exist in the local currency EM bond
space, although selectivity is key because currency
movements—shaped by US policy and each country’s
financial situation—could impact returns.


https://www.ssga.com/us/en/institutional/insights/emerging-market-debt-outlook-jan-2026
https://www.ssga.com/us/en/institutional/insights/emerging-market-debt-enduring-strength-outlook-holds
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Why this inflation episode is different

The 2021-2022 inflation surge reflected several forces:
the release of pent-up demand after lockdowns, severe
goods and logistics bottlenecks, exceptional fiscal
support, and the food and energy shock that followed
Russia’s invasion of Ukraine.

This was a difficult period for EMD investors. EM central
banks tightened into a Federal Reserve hiking cycle,
while a stronger dollar magnified losses for USD-based
investors, as evident in Figure 1. Russia’s removal from
major sovereign indices at a zero price also accounted
for a considerable portion of hard and local currency
benchmark losses.

Figure 1a: EM debt returns, base currency USD
(2021-2025)
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Source: State Street Investment Management, JP Morgan as of
September 30, 2026. Returns are for the JP Morgan GBI-EM Global
Diversified Index in USD terms. The performance data quoted
represents past performance. Past performance does not guarantee
future results. Index returns are unmanaged and do not reflect the
deduction of any fees or expenses. Index returns reflect all items of
income, gain and loss and the reinvestment of dividends and other
income as applicable.
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Figure 1b: EM debt returns, base currency EUR
(2021-2025)
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Source: State Street Investment Management, JP Morgan as of
September 30, 2026. Returns are for the JP Morgan GBI-EM Global
Diversified Index in EUR terms. The performance data quoted
represents past performance. Past performance does not guarantee
future results. Index returns are unmanaged and do not reflect the
deduction of any fees or expenses. Index returns reflect all items of
income, gain and loss and the reinvestment of dividends and other
income as applicable.

The present inflation episode differs in both scale and
composition. The energy impulse is smaller, household
demand is less overheated, supply chains are more
adaptable, and policy rates start from a higher, more
restrictive level. Our house view anticipates that the
pickup in global headline inflation seen during 2026 will
ease and the disinflationary trend will return in 2027,
with a more pronounced growth-inflation trade-off
evident in emerging economies. This is a stagflationary
complication, but not the broad-based inflation regime
change seen in 2021-2022.
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Figure 2: EM inflation—current shock is smaller
vs 2022
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Source: State Street Investment Management, Bloomberg Finance,
L.P., as of September 30, 2026.

EM central bank policy buffers
are stronger

EM central banks enter this episode in a stronger
position because many tightened early and aggressively
after the pandemic. Inflation subsequently fell back
toward pre-pandemic levels, while policy rates in many
markets remained restrictive. This has helped restore
credibility, support currencies, and create a real rate
buffer. The next steps are likely to vary by country:
further rate cuts where core inflation and expectations
continue to improve; pauses where elevated energy
costs threatens second-round effects; and selective
hikes where currency weakness or fiscal measures
could contribute to inflation pressures.

Latin America: High real rates offer several central
banks scope to absorb a temporary headline inflation
shock, but policy flexibility varies. Brazil has a credible
inflation-targeting framework operating alongside
fiscal uncertainty: however, current policy may need to
remain restrictive for longer if economic prospects or
the currency deteriorate. Mexico can continue gradual
normalization if services inflation moderates, while
Colombia’s stickier inflation profile argues for a more
cautious approach. Commodity exposure may provide
some offset through stronger terms of trade.
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Asia and EMEA: Net energy importers face greater
pass-through risk. Indonesia must balance imported
inflation and currency stability against domestic growth.
In Central Europe, weaker activity supports eventual
easing, although wage growth and fiscal expansion may
make policymakers cautious.

Figure 3: High EM interest rates vs US offer support
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Source: State Street Investment Management, Bloomberg Finance,
L.P., as of September 30, 2026.

What could change the base
case assumption?

Though our base case is that the inflation spike
moderates, it is worth considering how that could
change and alter the approach of central banks.
Policymakers will likely closely monitor four key
transmission channels.

o The duration of the oil shock: A short oil disruption
affects headline inflation, while a prolonged shock
feeds through to transport, food and production
costs, increasing the risk of broad inflation increases.

« Exchange-rate pass-through: Countries with low
foreign exchange reserves, wide current-account
deficits, or weak policy credibility are more exposed
to imported inflation risks.

« Inflation expectations and wages: If households
and businesses raise inflation expectations, wage
demands and price rises may exacerbate the initial
shock and make policy tightening more likely.
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o Fiscal responses: Broad untargeted subsidies may
temporarily suppress measured inflation but would
add to budget pressures, and worsen deficits. The
abrupt removal of subsidies could also produce a
one-off increase in consumer prices.

Fiscal policy therefore matters mainly through the
monetary policy reaction function. Budget measures
that support demand, weakens debt sustainability, or
undermines the inflation target may keep bond yields
and policy rates high even if near-term inflation softens.
Conversely, credible consolidation allows central banks
to look through supply shocks without destabilizing
currencies or inflation expectations. This interaction
favors issuers with coordinated monetary and fiscal
policy and penalizes those where fiscal dominance
threatens central bank independence.

Our base case remains a temporary rise in headline
inflation without triggering a synchronized EM hiking
cycle. Core inflation should remain better behaved

than in the 2021-2022 experience, and policy reactions
should be country-specific. The key distinction will be
between central banks: some will be able to pause with
positive real rates, while others may be forced to defend
currencies or re-anchor expectations.

Near-term outlook for emerging market debt

The comparatively healthy policy starting point leaves
EM debt in a good space to absorb a moderate inflation
shock, though returns could vary across EMD markets.

Local currency debt: Constructive carry,
selective duration

The current high yields are the principal defense against
renewed volatility. If central banks merely pause policy
rates at existing levels, income should provide an

offset to moderate mark-to-market bond losses. The
strongest opportunities may be in markets where high
real yields, credible inflation targets, and disciplined
fiscal policy are prevalent—the best combination of
carry and eventual duration upside may be found here.
Where inflation eases and yields fall, investors will
benefit from bond price gains.

The strongest near-term threat to local currency debt
returns is renewed US dollar strength, which could hit
EM currencies and force some central banks to raise
rates to preserve exchange-rate stability. Markets with
robust foreign exchange reserves would be best placed
in such an environment, as would countries with limited
dependence on imported energy.
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Hard-currency debt: Income remains supportive

Notwithstanding the recent Federal Reserve rate

hike and the bank’s hawkish stance, our base case
envisages no large Fed hiking cycle that would leave
hard currency EM debt as exposed to the type of sharp
US Treasury yield increase seen in 2022. Investment-
grade returns should be driven mainly by carry and US
duration, while high-yield performance will remain more
idiosyncratic. Tight spreads limit upside from further
compression, but a moderate inflation shock need not
produce negative total returns.

Figure 4: EM yields present attractive starting point
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Source: State Street Investment Management, Bloomberg Finance,
L.P., as of September 30, 2026.

Carry, credibility, and selectivity

Heading into the final months of 2026, the emerging
market debt landscape is in more robust shape than
during the 2021-2022 period. EM central banks have
greater credibility and prevailing yields provide a
meaningful carry cushion, even if headline inflation
stays elevated for a short while. Near-term performance
is likely to be positive but uneven: income rather

than rapid capital gains should dominate, with policy
credibility and inflation sensitivity driving dispersion.
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Important Risk Information:

The information provided does not constitute investment advice as such term is defined
under the Markets in Financial Instruments Directive (2014/65/EU) and it should not be
relied on as such. It should not be considered a solicitation to buy or an offer to sell any
investment. It does not take into account any investor’s or potential investor’s particular
investment objectives, strategies, tax status, risk appetite or investment horizon. If

you require investment advice you should consult your tax and financial or other
professional advisor.

The information contained in this communication is not a research recommendation or
‘investment research’ and is classified as a ‘Marketing Communication’ in accordance
with the applicable regional regulation. This means that this marketing communication
(a) has not been prepared in accordance with legal requirements designed to promote
the independence of investment research (b) is not subject to any prohibition on
dealing ahead of the dissemination of investment research.

This communication is directed at professional clients (this includes eligible
counterparties as defined by the Appropriate Regulator) who are deemed both
knowledgeable and experienced in matters relating to investments. The products
and services to which this communication relates are only available to such persons
and persons of any other description (including retail clients) should not rely on this
communication.

The performance data quoted represents past performance. Past performance does not
guarantee future results.

Investing involves risk including the risk of loss of principal.

Index returns are unmanaged and do not reflect the deduction of any fees or expenses.
Index returns reflect all items of income, gain and loss and the reinvestment of dividends
and other income as applicable.

Diversification does not ensure a profit or guarantee against loss. It is not possible to
invest directly in an index. Index performance does not reflect charges and expenses
associated with the fund or brokerage commissions associated with buying and selling a
fund. Index performance is not meant to represent that of any particular fund.

Bonds generally present less short-term risk and volatility than stocks, but contain
interest rate risk (as interest rates rise bond values and yields usually fall); issuer

default risk; issuer credit risk; liquidity risk; and inflation risk. These effects are usually
pronounced for longer-term securities. Any fixed income security sold or redeemed prior
to maturity may be subject to a substantial gain or loss. International Government bonds
and corporate bonds generally have more moderate short-term price fluctuations than
stocks, but provide lower potential long-term returns. Investing in high yield fixed income
securities, otherwise known as junk bonds, is considered speculative and involves
greater risk of loss of principal and interest than investing in investment grade fixed
income securities. These Lower-quality debt securities involve greater risk of default

or price changes due to potential changes in the credit quality of the issuer. Increase in
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real interest rates can cause the price of inflation-protected debt securities to decrease.
Interest payments on inflation-protected debt securities can be unpredictable.

Investing in foreign domiciled securities may involve risk of capital loss from unfavorable
fluctuation in currency values, withholding taxes, from differences in generally accepted
accounting principles or from economic or political instability in other nations.

Investments in emerging or developing markets may be more volatile and less liquid than
investing in developed markets and may involve exposure to economic structures that are
generally less diverse and mature and to political systems which have less stability than
those of more developed countries.

Currency Risk is a form of risk that arises from the change in price of one currency
against another. Whenever investors or companies have assets or business operations
across national borders, they face currency risk if their positions are not hedged.

This document may contain certain statements deemed to be forward-looking
statements. All statements, other than historical facts, contained within this document
that address activities, events or developments that State Street Investment Management
expects, believes or anticipates will or may occur in the future are forward-looking
statements. These statements are based on certain assumptions and analyses made by
State Street Investment Management in light of its experience and perception of historical
trends, current conditions, expected future developments and other factors it believes are
appropriate in the circumstances, many of which are detailed herein. Such statements are
subject to a number of assumptions, risks, uncertainties, many of which are beyond State
Street Investment Management’s control. Please note that any such statements are not
guarantees of any future performance and that actual results or developments may differ
materially from those projected in the forward-looking statements.

All the index performance results referred to are provided exclusively for comparison
purposes only. It should not be assumed that they represent the performance of any
particular investment.

The trademarks and service marks referenced herein are the property of their respective
owners. Third party data providers make no warranties or representations of any kind
relating to the accuracy, completeness or timeliness of the data and have no liability for
damages of any kind relating to the use of such data.

The whole or any part of this work may not be reproduced, copied or transmitted or any
of its contents disclosed to third parties without State Street Investment Management’s
express written consent.

Allinformation is from State Street Investment Management unless otherwise noted

and has been obtained from sources believed to be reliable, but its accuracy is not
guaranteed. There is no representation or warranty as to the current accuracy, reliability
or completeness of, nor liability for, decisions based on such information and it should not
be relied on as such.

The views expressed in this material are the views of Jennifer Taylor through the
period ended 30 September 2026 and are subject to change based on market and
other conditions.
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