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ABSTRACT

Investors’ understanding of Emerging Markets (EMs) is central to debates about global capital allocation, risk pricing,

and financial stability. In particular, the ability of investors to interpret and respond to evolving credit signals has become

increasingly important in a world of heightened volatility and rapid information flow. In more recent years, the proliferation

of market-based indicators—particularly Market-Implied Ratings (MIRs)—has offered new tools for assessing sovereign

credit risk, supplementing or challenging traditional agency ratings from the likes of S&P, Fitch and Moody’s. This paper

examines the relationship between MIRs and agency ratings across twelve EM sovereigns, analysing how rating gaps

evolved before, during, and after recent global shocks. By comparing these dynamics over a twenty-year horizon, the paper

provides a longitudinal perspective on investor behaviour. It documents that while MIRs can often diverge significantly

from agency ratings—reflecting market skepticism or exuberance—these gaps have narrowed in the post-pandemic period.

Such convergence suggests a maturing of investor perspectives and a deeper integration of EMs into global financial

frameworks. More importantly, the volatility of gaps between MIRs and ratings has changed significantly for EMs, moving

towards that seen for major advanced economies. These findings suggest that although investors’ grasp of EM fundamentals

has improved, market pricing continues to reflect both structural information asymmetries and episodic sentiment-driven

deviations.
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1. Introduction

Emerging Markets (EMs) have long presented both op-

portunities and challenges for global investors. The promise

of higher returns than can be found in advanced markets

is offset by greater volatility, political risk, and the peren-

nial concern that market participants may not fully com-

prehend the complexities of EM economies. Historically,

this perceived information gap has contributed to episodes

of “sudden stops” [1], potential contagion, and mispricing,

with significant consequences for both issuers and investors.

Even a modest increase in policy uncertainty can drive up

risk premia, hitting bond prices and currency values.

In the past two decades, the continued globalization of

capital markets and the increased offerings of different finan-

cial instruments have increased the integration of EMs into

global portfolios. At the same time, the information environ-

ment has evolved: investors now have access to more real-

time data, a wider array of analytical tools, and amore diverse

set of market signals. Among these, Market-Implied Ratings

(MIRs)—credit signals inferred from market prices, such as

sovereign bond yields or credit default swaps (CDS)—have

emerged as a potentially powerful complement to traditional

agency ratings that provide formal assessments of credit risk.

This paper uses MIRs and agency ratings to address

a central question: Do investors now understand Emerging

Markets better? Specifically, it examines whether the evo-

lution of MIRs relative to signals from credit rating agency

ratings provides evidence of improved investor understand-

ing of EM risk. We focus on the behaviour of MIR-agency

rating gaps across twelve EM sovereigns, analysing their

magnitude and volatility, and comparing themwith G7 bench-

marks to control for global market effects. By examining

both the level and volatility of MIR-agency gaps, we aim

to assess whether investor perceptions have become more

stable and better aligned with structural credit fundamentals.

This approach allows us to distinguish between temporary

sentiment-driven divergences and more persistent shifts in

investor understanding.

The remainder of the paper is structured as follows.

Section 2 reviews the conceptual framework for interpreting

MIRs and agency ratings, and outlines the methodological

approach. Section 3 presents the empirical analysis, docu-

menting the evolution of MIR-agency gaps and their deter-

minants. Section 4 discusses the implications of this analysis

for investor behavior and EM risk pricing. Finally, Section

5 concludes.

2. Conceptual Framework: MIRs, Rat-

ings, and Information Problems in

Emerging Markets

2.1. Understanding EmergingMarkets: Investor

Perspectives

Emerging markets (EMs) have long been viewed as

fertile ground for investment, offering high growth poten-

tial, more favorable demographics, and expanding consumer

bases. Yet, they also present unique challenges that differen-

tiate them from advanced economies. Over the past 20 years,

investor attitudes toward EMs have changed frequently and

significantly, shaped by global economic shifts, technologi-

cal progress, and geopolitical dynamics.

There are a number of challenges that investors en-

counter when investing in emerging markets. One of the

most cited deterrents for investors is the political instability

and regulatory unpredictability in EMs. Unlike advanced

economies with well-established legal frameworks, EMs can

suffer from opaque governance, sudden policy shifts, and

weak enforcement of property rights. These factors increase

the cost of due diligence and heighten the risk of capital

loss. This can manifest as domestic crises, particularly if

capital flight is triggered: Dornbusch [2] offers a conceptual

framework for understanding EM financial crises.

Currency fluctuations are another challenge: EMs are

thought to be more susceptible to these, driven by external

shocks, trade imbalances, and inconsistent monetary poli-

cies. This volatility can erode returns and complicate hedg-

ing strategies. Limited infrastructure and underdeveloped

financial systems in EMs can also hinder efficient capital

allocation. Investors often face liquidity constraints, lim-

ited exit options, and high transaction costs, especially in

smaller frontier markets. Information asymmetry is another

concern: investors frequently encounter information gaps

due to poor data transparency, limited analyst coverage, and

language barriers. This makes it harder to assess company

fundamentals and macroeconomic trends.

Finally, large global shocks continue to trigger capital

flight to advanced markets such as the US, despite growing
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debate over the role of the US dollar in global finance. Over

the past 20 years, events such as the Global Financial Crisis

(GFC), COVID-19 pandemic, trade tensions between the US

and China, and Russia’s invasion of Ukraine have triggered

market reactions that have disproportionately affected EMs.

These shocks can expose structural vulnerabilities, but often

trigger capital flight even without such revelations.

Abid [3] shows that investor pricing of EM sovereign

risk remains highly sensitive to political shocks, even when

macroeconomic fundamentals are stable—reinforcing the

idea that sentiment-driven volatility can persist despite struc-

tural improvements. And Gamboa-Estrada and Romero [4]

provide empirical evidence that geopolitical risk signifi-

cantly amplifies sovereign risk premia in EMs, particularly

through CDS and emerging market bond index (EMBI)

spread channels—reinforcing the argument that investor sen-

timent remains highly reactive to external shocks. These

dynamics underscore the persistent information challenges

that investors face when assessing EM risk.

There is extensive past research on the impact of capital

flows on EMs. Kaminsky and Reinhart [5] famously exam-

ine interlinkages between balance of payments and banking

crises, which have arisen more frequently in EMs in the past.

The pro-cyclical nature of capital inflows to EMs, and the

impact of such flows, is described in further detail by Kamin-

sky et al [6]. Hoggarth et al [7] also examine capital flows,

finding that equity flows are more stable than debt flows

from banks. Further analysis of capital flows and emerging

markets is widely available, for instance from Rothenberg

and Warnock [8], Ahmed and Zlate [9], Brooks et al [10], and

Waheed [11]. More broadly, the impact of potential policies

to address spillover effects on EMs from the US in particular

is examined by Coman and Lloyd [12].

At the same time, it is important to note that EMs also

offer compelling opportunities for investors. Using a broad

definition, EM countries account for over 85% of the global

population according to UN data and many are home to

rapidly growing middle classes. Rising urbanization and con-

sumer demand create robust markets for goods and services,

where investors can make returns. This is clearly evident

in economic data: since 2000, EMs have contributed over

half of global GDPgrowth, consistently outpacing developed

markets. This is not just a China story: countries like India,

Indonesia, and Brazil are already among the largest global

economies, and will likely outpace developed markets over

the coming decade.

Emerging market securities also offer value for in-

vestors. These securities—particularly equities—often trade

at significant discounts compared with developed markets.

This discount presents an extra margin—it can be viewed ei-

ther as safety or as upside potential—for long-term investors.

Exposure to EM assets can also enhance portfolio diversifica-

tion, by offering investors access to different growth cycles

and sectors. Their lower correlation with developed markets

makes them attractive for risk-adjusted returns. This also

has benefits for the EMs themselves: Obstfeld and Taylor [13]

examine how EMs integrate into global capital flows, and

the implications for policy. Khanna et al [14] and Williamson

and Zheng [15] discuss these issues and describe strategies for

EMs, from a corporate perspective. There is no shortage of

advice for investors either: see for example Brunner [16] and

more recently Gudmunssen et al [17] and OMFIF [18]. Alfaro

and Mendoza [19] presents a recent summary of policy chal-

lenges facing EMs. ING [20] highlights how many EMs have

adopted inflation targeting, strengthened fiscal frameworks,

and developed local currency bond markets—yet investor

pricing still reflects episodic skepticism.

Investors must weigh all of these factors, and many

others, when making investment decisions and allocating

funds to different opportunities. Past research has exam-

ined how investors’ attitudes shape market participation: see

for instance Nadeem et al [21]. Importantly, in this context

those decisions will in turn rely on investors’ assessments

and perception of EMs relative to other opportunities and

countries.

Recent academic work has also explored this evolution.

Montes & Costa [22] show that fiscal credibility plays a sig-

nificant role in shaping sovereign risk perceptions in EMs,

with stronger fiscal anchors leading to narrower spreads and

more stable investor sentiment. These findings are consistent

with investor understanding of EM fundamentals improving

alongside structural changes, but remain incomplete. The

fact that investors’ assessments and perceptions can change

over time is the central question that this paper examines.

2.2. Credit Ratings for Emerging Markets

Credit ratings from agencies such asMoody’s, S&P, and

Fitch have long served as primary benchmarks for sovereign

17



Journal of Emerging Markets and Management | Volume 01 | Issue 03 | December 2025

creditworthiness. These ratings, based on both quantitative

and qualitative assessments, are intended to capture the like-

lihood of adverse credit events such as default, and are often

used as signals about the broader risk environment facing

sovereign issuers. In EMs, ratings play a particularly im-

portant role: they influence capital flows, determine the

inclusion of securities in bond indices, and affect the cost of

borrowing. Moody’s [23] provides definitions for its different

rating symbols and defaults.

Ratings from credit rating agencies (CRAs) are con-

structed using a combination of macroeconomic indicators

(such as GDP growth, fiscal deficits, and external balances),

political and institutional assessments, and qualitative judg-

ment by analysts. Although they are widely used, CRA

ratings are not without criticism. They are typically updated

infrequently, lag market developments, and may reflect insti-

tutional inertia or subjective biases in timing and interpreta-

tion. In the context of EMs, where political and economic

conditions can shift rapidly, these limitations may be espe-

cially salient. Moreover, ratings reflect not only economic

“fundamentals” but also subjective judgments about factors

such as governance, policy credibility, and external vulner-

abilities. While there is little formal evidence of bias in

sovereign ratings—see for example Ellis [24]—even CRAs

themselves emphasize that credit ratings are just another sig-

nal about credit risks that should be considered alongside

other data.

The importance of agency ratings in EMs can be am-

plified by their embeddedness in regulatory frameworks and

investment mandates. Some institutional investors rely on

these ratings to define investment universes and risk limits.

Consequently, ratings can exert a self-reinforcing influence

on market dynamics, sometimes amplifying volatility dur-

ing downgrades or upgrades. The 2011 downgrade of US

sovereign debt by S&P, for example, had global reverbera-

tions; but in EMs, the impact of ratings changes can be even

more dramatic due to lower baseline liquidity and greater

reliance on external capital.

These dynamics underscore a dual role of credit ratings

in EMs: as both informational signals and risk anchors for

investors. While they offer a structured benchmark for assess-

ing credit risk, their limitations—especially in fast-moving or

politically volatile environments—necessitate complemen-

tary tools such as MIRs.

2.3. Market-Implied Ratings (MIRs): Theory

and Practice

Credit ratings from CRAs tend to change infrequently,

and can lag financial and economic developments. But un-

like credit ratings, financial market prices adjust constantly—

multiple times during a day and thousands of times a year.

This responsiveness means that, when a significant event or

shock occurs, markets often react more quickly than CRAs

do. Investors, therefore, tend to rely on these price move-

ments as real-time indicators of credit risk: financial markets

are the “jump variable” of the global economy. These sig-

nals can come from various sources, including equity prices,

bond yields, and CDS.

As a result, there are often discrepancies between what

the market suggests and what traditional ratings from CRAs

imply. Understanding how these two measures differ—and

how they change over time—is central to our analysis. But to

make such comparisons meaningful, we first need a common

scale.

This is challenging because rating scales are typically

ordinal and non-linear. In other words, a bond price move-

ment of a certain size might suggest a big change in rating at

one level, but barely any change at another. To address this,

we must convert market signals into something that looks

like a rating: these are known as market-implied ratings or

MIRs—credit signals from financial markets that are mapped

onto a rating scale. Importantly, MIRs are not official ratings

published by CRAs: instead, they take financial market in-

formation and translate it into a format that looks like CRA

ratings.

There are three common types of MIR.A first approach

comes from CDS markets. CDS contracts, particularly those

with (five-year) maturities that are frequently traded, are of-

ten assumed to reflect pure credit risk. To create MIRs from

CDS data, less-standard contracts are typically filtered out,

and median credit spreads are established for broad rating

categories. That in turn allows a mapping to a rating scale.

A second approach uses equity markets. Here, we cal-

culate an expected default frequency based on the firm’s mar-

ket capitalization (share price) and its capital structure. This

method, rooted in contingent claims theory and ultimately the

Merton [25] credit risk model, is designed to isolate the credit

risk component from share prices. These signals can again

be aligned with rating categories, producing equity-based
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signals of default risk.

A third type of MIR, and the one we will focus on in

this paper, is derived from bond prices. Sovereign bonds are

one of the most regularly traded securities within any econ-

omy, and yields are often used as benchmarks by investors

and policymakers alike (Figure 1).

Figure 1. Examples of ten-year bond yields for selected EM countries (%).

Bond markets reflect many risk factors beyond credit,

so this process is a bit more involved than for CDS

prices. The starting point is similar, as bonds with complex

features—like variable coupons or convertibility—are ex-

cluded in order to focus on so-called “vanilla” bonds. From

these bonds, a composite credit spread can be estimated for

individual issuers, adjusting for options when needed. In

turn, that can be used to estimate an implicit rating gap for

each instrument issued by a single entity. These spreads are

then averaged, giving larger issues more weight, and this

average gap is used, relative to an issuer’s existing rating, to

inform the issuer-level MIR. More details on this approach

can be found in Moody’s [26].

The main appeal of MIRs lies in their immediacy and

sensitivity to new information. Unlike CRA ratings, which

may be revised only after lengthy deliberation, MIRs can

adjust in real time to changing market perceptions, news

events, or shifts in global risk appetite. As such, MIRs are

often viewed as a “wisdom of crowds” indicator, aggregating

the views of diverse market participants: they are a signal

about investors’ views.

At the same time, these metrics depend on having suf-

ficient market data: gaps in data on bond prices and yields

will lead to time series discontinuities. This is why we focus

on bond-implied MIRs in this piece, as they are the most

reliable in terms of data availability for this study. How-

ever, signals can still be distorted by technical market factors

(e.g., liquidity, supply/demand imbalances, forced selling,

index re-balancing), global risk-on/risk-off dynamics, or tran-

sient sentiment swings. Moreover, mapping market prices

to rating categories involves methodological choices and

assumptions that can, in principle, influence the results.

This is an important point to note: in transforming

market prices into MIRs, we are creating discrete integers

ranging from 1 (equivalent to Aaa) to 21 (C). This trans-

formation will, by construction, limit the volatility of the

resulting data; MIRs will be less volatile, in absolute terms,

than market prices. This is consistent with rating notches

being “wide”: based on Moody’s idealized loss tables [27], a

one-notch downgrade corresponds to roughly a 50% to 60%

increase in credit risk over the medium term. Importantly

for this analysis, we are comparing like-with-like when we

compare MIRs with credit ratings. This discretization is im-

portant for interpreting MIR-agency gaps, as it affects both

the magnitude and persistence of observed differences. This

also reinforces the need to interpret MIRs not as raw market

prices, but as structured signals that embed both investor

sentiment and methodological constraints.

2.4. TheMIR-Agency Gap: Interpreting Diver-

gences

The central question of this piece is to assess whether

investors’ perceptions of EMs have changed over the past
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two decades. Despite limitations to both credit ratings from

CRAs and MIRs, the gap between the two provides a useful

lens for assessing investor views. This is something that has

been examined in previous research, notably by Amstad &

Packer [28]. Separately, IMF [29] examines the evolution of

domestic debt markets in EMs against the backdrop of vul-

nerabilities to global shocks, and the way some markets have

built structural resilience. This highlights the advantages of

looking at the MIR gap: it offers a control for such structural

changes within individual economies and markets, which we

would expect to see over long periods of time.

This point deserves greater discussion. Economic poli-

cies, and their impact, can be thought of in simple terms as

either temporary or permanent. Temporary changes in eco-

nomic condition—whether very short-term, or more cyclical

in nature—should show up in financial market prices and

hence in MIRs. But their impact should ultimately be tran-

sient, if the changes are genuinely temporary.

However, structural changes to economies—for in-

stance, significant economic development, or sustained in-

creases in market liquidity—should also show up in financial

market prices, but have a permanent impact. Ratings from

CRAs offer a means of controlling for this: because, in prin-

ciple, CRAs should ‘look through’ temporary volatility and

focus on credit fundamentals. This means that we should

expect to see the impact of structural changes in ratings over

longer periods; but not the impact of temporary develop-

ments. As such, CRA ratings offer a benchmark against

which to compare MIRs, which will react to both temporary

and permanent changes in economic and financial conditions.

Such an approach relies on ratings genuinely reflecting struc-

tural conditions, not temporary changes; and it is important to

note that other factors, such as idiosyncratic market frictions,

could also persist.

If we are willing to accept that there may have been

structural changes in EM economies in recent decades—such

as the adoption of inflation targeting, improvements in fiscal

frameworks, and the development of local currency bond

markets—then we need to acknowledge that some form of

benchmark is needed when considering the impact of these

changes, rather than just looking at raw market data. Markets

can learn and adjust, of course; but as noted by Grossman

and Stiglitz [30], markets are never perfectly efficient, as in-

formation is costly to acquire and process.

Past work—notably Ellis et al [31]—has examined how

gaps between CRA ratings and MIRs have evolved. But the

use of MIR-rating gaps as a test of evolving investor appetite

across countries is the novel approach taken in this paper. The

gap between a country’s MIR and its CRA rating provides a

useful lens for assessing investor understanding. A persistent

positive gap (MIR above agency rating) may indicate market

optimism or underestimation of risk; a negative gap may

signal market skepticism or heightened concern about unrec-

ognized vulnerabilities. The dynamics of this gap—its size,

persistence, response to shocks and, importantly, volatility

over time—offer insights into whether investors are converg-

ing towards a more accurate and nuanced understanding of

EM risk.

Given the potential for movements in financial markets

that are global in nature, it is also worth having a ‘control’

group that we can compare EMs to. For the purposes of this

analysis, we will focus on the Group of 7 (G7) countries.

Originating from an informal meeting of finance ministers

in 1973, the G7 are advanced economies with some of the

deepest and most liquid bond markets in the world. As such,

they offer a good benchmark against which to gauge EMs. If

there is global volatility in markets and MIRs, that should be

observable in both EM and G7 metrics, allowing us to dis-

tinguish EM-specific dynamics from broader market effects.

3. EmpiricalAnalysis: MIRs and CRA

Ratings across Major EMs andAEs

3.1. Data, Coverage and Illustrations

In order to examine how market and CRA views have

changed, and relative to one another, we first need to gather

data across a range of economies for comparison.

This analysis focuses on MIRs generated from bond

prices, published by Moody’s. The data are on a daily (busi-

ness day) basis, covering a range of major emerging markets

over the period 2004 to the end of 2024. The sample of coun-

tries was chosen on the basis of data availability, with the aim

of limiting data gaps. The MIRs we use here are based on ob-

servable bond prices; so that requires at least some degree of

consistency in the availability of market prices for sovereign

bonds over time, at similar durations. Unfortunately, many

smaller economies do not have well-developed bondmarkets,

with sufficient liquidity and maturities to generate consistent
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time series for market prices. Trying to construct MIRs for

these economies is fraught with difficulties and ultimately

would still result in many large data gaps. Regrettably, this

necessarily meant that many smaller EMs—including those

countries sometimes referred to as ‘frontier markets’—were

excluded from the sample. As an illustration, it is notewor-

thy that consistent time series data were not available even

for larger EMs such as Argentina. The final sample of EMs

is constrained by these data availability concerns; but it in-

cludes a diverse set of EMs with meaningful variation in

credit signals over two decades.

Happily, there were other countries where data are avail-

able that have experienced significant changes in policy and

financial developments over the past 20 years. For instance,

over the past 20 years Türkiye has seen significant improve-

ment and deterioration in its MIR metrics (Figure 2); note the

vertical axis runs from 1 (Aaa) to 21 (C). The steady improve-

ment in the MIR until 2009/10 reflects the market-friendly

reforms adopted by the authorities at that time. But from 2016

onwards, there is more volatility in the MIR at the same time

as it deteriorated, reflecting investor concerns about monetary

policy independence, inflation, and external financing risks,

alongside episodes of unorthodox policy. More recently, the

MIR has improved, but remains above its 2009 level.

Figure 2. The MIR for Türkiye.

South Africa offers a contrasting example. Apart from

some volatility early in the sample and during the GFC, the

MIR has been less volatile over the past 20 years (Figure 3).

At the same time, it has gradually deteriorated between 2010

and 2024, consistent with a gradual reduction in credit qual-

ity. The lower volatility likely reflects the higher strength

of institutions, such as the strength of central bank indepen-

dence. There are still pockets of volatility around events

such as the 2017 cabinet reshuffle and the 2020 pandemic

shock, but they are relatively contained.

Figure 3. The MIR for South Africa.
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However, in order to make general statements about

EMs it is important to combine observations across markets,

to develop cross-country inferences. The full sample of EM

economies used in this analysis comprised major countries

from three broad regions of the world. From Latin America

(Latam) the sample includes Brazil, Colombia, Mexico &

Peru; in Europe, the Middle East and Africa (EMEA) the

sample included Hungary, Poland, Romania, South Africa

and Türkiye; and from the Asia-Pacific (APAC) region the

three EMs included were China, Indonesia and the Philip-

pines. These countries were selected based on data avail-

ability, continuity and relevance to global EM benchmarks,

while also being consistent with Moody’s coverage and

investor focus. The MIRs for these countries are shown in

Figures 4–6.

Alongside these major EMs, we also included the G7

advanced economies (AEs). The logic here is simple but

compelling: if we want to establish whether investors’ views

of EMs have changed over time, we also need something to

compare individual country data to, in case investors’ views

have actually changed globally, and we are simply misinter-

preting the data.

For example, if there has been a structural increase in

global investor risk appetite over the past 20 years, then that

should be visible—abstracting from cyclical and other tem-

porary changes—in the prices of all global assets. It may be

less visible in global benchmarks such as US and German

government bonds; but it should still be present.

Figure 4. The MIRs for Latam EMs in the sample.

Figure 5. The MIRs for EMEAEMs in the sample.
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Figure 6. The MIRs for EMs in APAC in the sample.

So this final group of MIRs focused on G7 industri-

alised economies, for the purposes of comparison with EM

countries. The group comprises the United States, Japan,

Germany, France, the United Kingdom, Italy and Canada.

While this group can act as a ‘control’ check—we can com-

pare developments in MIRs across EMs to similar metrics

for the G7—it is itself not without significant changes over

the past 20 years. For instance, in 2004 Moody’s rated five

of the G7 countries as Aaa, the highest rating on its scale:

and the lowest rated as Italy at Aa2, still the third high-

est rating on Moody’s scale. By 2024, Italy’s rating had

fallen to Baa3—below China, Poland and Hungary—and

only three G7 countries still had an Aaa rating. (The US

will lose its Aaa rating in May 2025, outside the analytical

sample.) This comparison group allows us to distinguish

EM-specific dynamics from broader shifts in global in-

vestor behaviour.

The MIRs for the G7 economies are shown in Figure 7.

Figure 7. The MIRs for G7 countries.

3.2. Measuring MIR-Rating Gaps

Having sourced MIR data, together with sovereign rat-

ings also from Moody’s, we can calculate the ‘gaps’ between

these two signals of credit risk. These gaps are the differences

between investors’ views and CRA assessments, and their

evolution provides a guide to how the former have shifted,

relative to the benchmark provided by the latter.

One immediate need was to ‘clean up’ some of the MIR

data. Regrettably, due to market closures and other issues,
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there were intermittent gaps in the MIR data coverage, even

for the larger and more widely traded and covered EMs in

our sample. Happily, these gaps were short—normally just a

day or two—and concentrated towards the start of the sample.

In these instances, we simply examined whether the MIR

had changed when the data resumed. In the vast majority of

instances, they had not; so we filled in the blanks with the

same MIR value. On occasion, there were changes, and ana-

lytical judgment was required. For simplicity, in the absence

of significant news during the interregnum, changes were

assumed to have occurred when the data resumed. Happily,

varying this assumption—for example smoothing changes

through the longer data gaps—had no impact on the broad

results from this analysis presented below.

Once we have a continuous time series for MIRs—

sovereign ratings are continuous by construction, at least

for the countries in our sample—we can calculate the gaps

between them. Given the mapping from the rating scale to

integers (withAaa taking the value of 1, and C taking 21), the

gaps were calculated as the Moody’s integer minus the MIR

integer. As such, a negative gap indicates the market having

a more pessimistic view than CRAs. This transformation

aligns with the discretization discussed in Section 2.3, and

ensures comparability across countries and time.

The MIR gaps across different regions are shown in

Figures 8–10.

Figure 8. MIR gaps for EM countries in Latam.

Figure 9. MIR gaps for EM countries in EMEA.
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Figure 10. MIR gaps for EM countries in APAC.

It is immediately apparent from the graphs that MIR

gaps are, by their very nature, volatile and yet at times per-

sistent. It is striking that the same measures are typically

less pronounced for G7 countries (Figure 11). Italy is the

obvious exception here, which makes it a useful comparator

for individual EM countries.

Figure 11. MIR gaps for G7 countries.

3.3. Analysing Investor Perceptions: Average

MIR Gaps

Having gathered the data, we can now examine it to

establish trends and differences. First, it is striking that, across

the entire data sample, there is no relationship between the

average gap between MIRs and ratings, and the volatility of

that gap (Figure 12). If EMs are inherently more uncertain

than AEs, then we might expect that to be reflected in greater

volatility of the MIR gap, as investor perceptions may reflect

that uncertainty; but also potentially in a form of ‘risk pre-

mium’ that pushes yields up (and hence MIRs down), other

things being equal. But such a risk premium is not evident in

the data: that is consistent with average risk premia reflecting

underlying credit risk more than other factors.

It is also striking that the relative volatility of the mar-

ket, compared with credit ratings, is also evident in the data.

Grouping EMs in the regional groups, the pro-cyclicality of

financial markets is apparent when we split the data sample

into different periods. To start with, the sample was split

into five separate groups: pre-GFC (2004–2007); the GFC

itself (2008–2010); immediately post-GFC (2011–2015); the

period of relatively calm pre-COVID (2016–2019); and the

COVID period and its aftermath (2020–2024).
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Figure 12. Average MIR gaps and variance of those gaps for EMs over the sample.

The average MIR gap is clearly not stable over time

(Figure 13). Over the whole sample, average gaps are very

small, consistent with the lack of relationship between mean

and variance shown above. Prior to the GFC, there was a

positive gap of around a notch, indicating that investors were

more nervous about EMs than CRAs. During the GFC, the

MIR gap is also positive, widening for Latam and APAC,

but narrowing for EMEA. While the pattern differed across

regions, in the 2011–2015 period financial markets had re-

gained significant optimism and were more bullish on EMs

than the rating agencies. Since 2016, the gaps have again

been typically small, but continue to exhibit volatility.

Figure 13. Average MIR gaps by region and sample.

This last observation is a critical one. We might expect

average rating gaps to be variable, to the extent that EMs are

viewed as a ‘risk’ asset: as investors’ risk appetite or animal

spirits wax and wane, that should be reflected in different

risk premia. If CRAs manage to look through these tempo-

rary changes as they claim to, that should also be reflected

in MIR gaps.

In light of this, the volatility of rating gaps—the second

moment of the distribution—is likely to be the best indicator

of how investors’ views are evolving. If investors are becom-

ing more familiar and comfortable with EM investing, then

we may still see risk premia shift; but the uncertainty around

those premia would be expected to diminish, consistent with

greater stability in investor perceptions.

3.4. Analysing Investor Perceptions: Variance

of MIR Gaps

Against this backdrop, we can conduct a similar analy-

sis for the variance ofMIR gaps. Given that volatility metrics
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are always positive, the comparison with the G7 ‘control’

group is also important here, as a benchmark to compare

EMs against.

Using the same sampling periods as earlier, we can

again assess changes over time. The averaged results across

countries are very striking (Figure 14). Over the whole sam-

ple, it is clear that investors’perceptions are more volatile and

hence uncertain for EMs compared with G7 economies; but

the relative metrics shift significantly. The relative volatil-

ities are very different at the start of the sample, up to and

including the GFC. But strikingly the average variance of

MIR gaps is almost identical across EMs and the G7 in the

period 2011–2015 and 2016–2019.

The pattern is very similar when we split the sample

by region (Figure 15). Prior to the GFC, there was more

volatility in MIR gaps across all EM regions, with G7 coun-

tries exhibiting very little volatility. The pattern is similar

during the GFC, although G7 volatility increases. Notably, in

the post-GFC period the volatility in EM regions is broadly

similar to that among G7 economies.

Figure 14. Variance of MIR gaps for EMs and G7 over sample periods.

Figure 15. Variance of MIR gaps across country groups and time.

This convergence in volatility suggests a structural shift

in investor behaviour: EM risk is no longer perceived as in-

herently more uncertain than AE risk, at least during periods

of relative calm. This is worth emphasizing: between 2011

and 2019, investors’ views around sovereign risk (relative

to structural benchmarks from CRAs) were around the same

level as for the G7. Volatility in EMEA and APAC was actu-

ally slightly lower than for the G7 between 2011 and 2015;

and between 2016 and 2019, volatility was lower for EMEA

and Latam than for the G7.
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By itself, this suggests a clear shift in investor views of

(relative) EM risks. The decline in volatility evident in the data

is consistent with investors learning more about EM risk and

dynamics over time, and increasingly becoming more familiar

and comfortable with those risks. The data are clearly consis-

tent with a narrative of investors being more comfortable in

assessing EM risks today than they were pre-GFC.

At the same time, the data also suggest that there has

been some deterioration over the past five years, if we inter-

pret it consistently. But the 2020–2024 period is far from

typical, with the COVID-19 pandemic in particular driving

significant volatility in financial markets and increased risk

aversion, certainly at the start of the pandemic.

To engender further insight here, the final period was

split into single years to examine relative volatilities (Figure

16). It is striking that, across all EM regions and the G7,

volatility was most pronounced in 2022, probably reflecting

the heterogeneous recoveries fromCOVID-19 and associated

economic effects such as the surge in inflation (and central

bank policy responses). But even though the variation in EM

gaps was higher than for the G7 in subsequent years, it is

worth noting that the gap between EMs and the G7 remains

much smaller than it was 15–20 years ago.

Another way of illustrating this is to compare individual

EM countries with the G7 country that exhibits the greatest

volatility, which is Italy. Across the 2020–2024 period, fully

half of the 12 EMs that we examine here have lower volatil-

ity in MIR gaps than Italy (Figure 17). Of those that have

seen higher volatility, we have often observed significant

domestic political events over this part of the sample: we

would normally expect any higher uncertainty associated

with these events to be reflected in greater volatility. These

findings align with the earlier discussion cited from recent

institutional commentary; in particular that while investor

familiarity with EM fundamentals has improved, it remains

vulnerable to episodic shocks.

Figure 16. Variance of MIR gaps across country groups in recent years.

Figure 17. Variance of MIR gaps since 2020 for EMs and Italy.
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4. Discussion: Investor Understand-

ing and the Limits of Market Pric-

ing

The evident decline in the volatility of MIR gaps over

the past 20 years—and in particular the convergence towards

members of the G7—provides clear support for the hypothe-

sis that investors’ understanding and comfort with assessing

EM risks has improved. Several factors are likely to have

contributed to this development, including:

• Greater data availability and transparency: Higher-

frequency macroeconomic data becoming more acces-

sible, improved disclosure standards, and the growth of

independent research have reduced information asym-

metries, making it easier to form more stable views on

EMs.

• Experience with past crises: Investors are likely to have

learned from previous episodes of EM volatility, leading

to more nuanced assessments of risk and resilience.

• Advances in analytical tools: The use of sophisticated

models, alternative data, and real-time indicators has

enhanced investors’ ability to monitor and evaluate EM

fundamentals.

• Market discipline and feedback: The increasing role of

and reliance on financial markets (including MIR sig-

nals) by issuers, investors, and policymakers has created

a stronger feedback loop, with markets offering swift as-

sessments of policy changes, encouraging policymakers

and investors (and CRAs) to refine their assessments.

This interpretation is supported by recent commentary

cited earlier, which noted that EMs have made substantial

progress in institutional reform and macroeconomic man-

agement, yet investor pricing still reflects episodic scepti-

cism.

At the same time, the persistence of gaps for certain

countries at certain times, notably during periods of stress,

indicates that investors can and do still hold different views

from CRAs. That is ultimately a sign of health: all markets,

including financial ones, depend on agents holding different

views for transactions to occur.

This analysis also suggests that, for all their limita-

tions, CRA credit ratings remain an important anchor for

EM risk assessment. They provide a standardized, compa-

rable measure of creditworthiness, and a useful benchmark

for investors: this is evident from the fact that average gaps

between MIRs and CRA ratings are small, across the sample

as a whole. So MIRs can and do serve as an early warning

signal—credit ratings will never move as quickly as financial

market prices—highlighting potential concerns before they

are reflected in other data (including ratings). But at the same

time, CRA ratings can be used by investors to either validate

or challenge their perceptions, providing an important cross-

check. This dual role is increasingly recognised in academic

research on EMs, as noted earlier; CRAs and market signals

can serve complementary functions, with MIRs offering im-

mediacy and CRAs providing structural benchmarks, and

are used as such in this paper.

This analysis also suggests that MIR gaps are a useful

tool for evaluating investor sentiment, relative to a fundamen-

tal perspective, particularly in the face of structural economic

changes and shifts in investor perceptions. Over the past 20

years, we have seen significant changes in the types of fi-

nancial analysis conducted by investors, including greater

use of alternative data, more complex quantitative models,

and the introduction and integration of new elements such as

environmental, social and governance (ESG) factors. In prin-

ciple, any lasting impact from these types of changes should

be reflected in both market prices and CRA ratings; making

the gap between them a useful indicator that can effectively

embed and hence control for these changes. This reinforces

the value of MIR-agency gaps as a dynamic diagnostic tool,

capable of capturing both structural evolution and transient

sentiment shifts in EM risk pricing.

5. Conclusions

The evidence presented in this paper offers a nuanced

answer to the central question: yes, investors now appear to

understand EmergingMarkets better than they once did—but

that understanding remains partial, episodic, and, at times,

fragile. Over the past two decades, the convergence between

Market-Implied Ratings (MIRs) and agency ratings has been

both notable and instructive. The narrowing of MIR-agency

gaps, particularly during periods of relative calm, suggests

that investor assessments have become more aligned with

structural credit fundamentals over time. Importantly, the

volatility of those gaps has also declined markedly, rein-
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forcing the idea that investor perceptions are stabilizing—

arguably a proxy for greater familiarity and confidence in

EM creditworthiness.

Yet this convergence is neither complete nor uniform.

Episodes of sharp divergence—often during global shocks or

periods of acute domestic instability—underscore the limits

of market understanding and the persistence of sentiment-

driven fluctuations. Experiences such as Türkiye and South

Africa illustrate how investor pricing remains shaped by

domestic narratives and institutional credibility. The G7

comparison shows that EM risk is no longer perceived as in-

herently more volatile. The resilience—or lack thereof—of

investor perceptions under stress may be a more meaningful

gauge of market understanding than any steady-state align-

ment during calmer periods. The widening of gaps during the

pandemic illustrates how fragile the convergence remains.

The heterogeneity across countries also reminds us that

investor views and market pricing are still shaped by context-

specific narratives, institutional credibility, and the quality

of macroeconomic policy. While MIRs offer immediacy and

responsiveness, their susceptibility to transitory shocks, risk-

on/risk-off dynamics, and technical market factors remains

a structural limitation.

This paper does not claim that MIRs are inherently su-

perior or that CRAs have become irrelevant. On the contrary:

the interplay between the two offers a valuable lens on evolv-

ing investor views. The MIRs serve as a dynamic check on

static assessments, while agency ratings provide a stabiliz-

ing benchmark against sentiment-driven volatility. The gap

between the two, rather than being a flaw, is a feature—one

that captures the divergence between rapid market reactions

and more deliberative credit assessments. Tracking this gap

offers a way to quantify progress in investor understand-

ing without assuming that either signal is correct, let alone

infallible.

In conclusion, the trajectory is encouraging, but the

destination has not yet been reached. Investor understanding

of EMs has improved, but the learning process continues.

Structural improvements in EMs, better data, and greater

integration into global markets will all have played a role in

narrowing the information gap. However, persistent volatil-

ity during stress events suggests markets remain prone to

overshoot or underreact. Future research could extend this

framework to incorporate other indicators or explore whether

similar patterns exist in frontier markets, if data availability

challenges were overcome. For now, the MIR-agency gap is

a valuable means of gauging how far investor comprehension

has come—and how far it may still have to go.
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