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Emerging market equities have posted a strong performance this year. The bulk of this rally came in March, 
and has coincided with stronger emerging market currency performance as well. An inevitable question then is 
whether this marks the turning point for emerging markets, or will instead prove to be yet another false dawn. 

 

Chart 1: EM equity easily outperformed developed markets  

 
Source: Thomson Datastream, Schroders Economics Group. 29 March 2016. MSCI World is a DM only equity index. All returns are in US dollar 
terms. 

 

Looking at equity markets by region (chart 1), much of the performance has been driven by Latin America. 
Within the region, Brazil’s equity market is by far the strongest performer, with twice the returns of any other 
Latin American market, which are generally closer to the performance of Asia and EMEA than of Brazil. If all 
other markets are up by similar amounts, what else could be at play? There will be some inflows to global 
emerging market indices in pursuit of the Brazil story, but that seems insufficient on its own. 

 

Trade is still soft 
One of the key fundamental drivers of emerging market equity performance is export performance in US dollar 
terms. This matters because it impacts nominal dollar GDP growth, and hence the earnings potential in 
emerging markets. International investors are more interested in what dividends are available in hard currency, 
rather than local currency, and the equity indices are typically skewed towards exporters.  

The trend so far has been decidedly negative for the emerging market outlook. Trade volumes are expanding 
at a much slower pace today than historically, on a global basis. If this is a “new normal”, emerging market 
trade values are unlikely to grow much faster than for the 2012-14 period. We would need global growth of 
over 6% to see trade grow at its pre-crisis rate. 
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The fundamental support for emerging market equities, then, looks weak. Trade looks to be structurally weaker 
and we do not see any immediate or even near-term catalysts for that to change. One short-term positive for 
emerging market assets should be the unwinding of commodity-related price effects on trade values. As these 
price effects unwind, nominal dollar earnings will be boosted which should aid equity performance in the short 
term. But ultimately we will return to the stale export growth profile of 2012-14, unless we see a serious boost 
to global growth.  

 

Risk on, risk off 
The improvement in global risk sentiment is reflected clearly in the behaviour of oil and the trade-weighted 
dollar. It is also reflected in the behaviour of emerging market equities. Contrary to popular belief, the region is 
much less dependent on commodities for growth than is commonly assumed. Not only that, over 70% of equity 
market capitalisation in emerging markets is in net commodity importers.  

So really, most of the recent move in emerging markets looks to have been driven by sentiment alone, with the 
improvement in risk appetite coming at a time when aggregate emerging market valuations look attractive and 
investors have been waiting for an opportunity to re-enter the asset class. On this point, our view would be that 
the apparent cheapness in emerging market equities emanates from areas like commodities and Chinese 
financials, which all have potentially serious balance sheet issues, so the scope for rerating is limited. Arguably, 
anything you want to buy in EM already looks fair value, if not expensive. So, answering the question of 
whether you should be buying emerging markets right now, the answer is: only if you’re positive about 
the direction of risk appetite. At this stage it is difficult to make the case for an acceleration beyond the 
current pick-up, and building expectations of Federal Reserve rate will likely see US dollar appreciation. 

If now is not a good time to re-enter emerging markets, when would be? Returning to our earlier point on the 
importance of trade, a revival in emerging market exports would be one key trigger. But as a significant long 
term revival seems unlikely given the structural change in trade, volumes will likely remain muted given this 
structural change and our expectations on global growth. Trade values, on the other hand, should stage a 
short recovery later this year. Were commodity prices to pick up before then, we should see a more rapid 
pick-up in EM performance. Again, given our views on China, we think this is fairly unlikely.  
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