
In focus

The last decade has been challenging for emerging 
markets (EM), to say the least. EM equites have persistently 
underperformed developed market (DM) equities, giving up most 
of the outperformance of the early 2000s (Figure 1). On the debt 
side, EM local currency government bonds have delivered close 
to zero total return for international investors since 2011  
(Figure 2, overleaf). 

Granted, depreciating EM currencies have played a big part in 
shaping these returns. For example, since June 2011, Brazil’s 
equity market has appreciated 158% in local currency terms but 
has lost 20% in US dollars1. The same applies for EM local currency 
bonds, which have seen strong returns cancelled out by the losses 
on the currency side.

The upside of this disappointing performance is that valuations of 
EM assets have improved. Consequently, investors are wondering 
whether the tide is finally turning for EM, or if the relative 
cheapness is just a mirage. In order to answer this question, we 
need to first understand the drivers behind the lacklustre EM 
performance, and whether any of the headwinds are showing 
signs of dissipating. 

The impact of the Covid-19 pandemic in many of the more vulnerable 
developing countries has been shocking. Vaccines are supporting the outlook 
for a transition out of the crisis, but the prospects for a straight line recovery 
are slim and the path will vary greatly by economy. 

The macroeconomic impact has also been profound, and has exacerbated 
existing frailties in a number of emerging markets. However, amidst of all this 
uncertainty, we believe there might be some unexpected opportunities for 
these economies to emerge stronger from the pandemic. For investors, these 
developments perhaps warrant a fresh assessment of the challenges and 
opportunities that emerging markets offer. 

As we show, many of the long term headwinds have, at least for now, lessened. Private savings have 
increased during the pandemic, global trade is rebounding and commodity prices have picked up. The 
question is whether these improvements are sustainable. Issues such as low-savings rates and weak 
public finances remain unresolved in some economies and further reforms are needed.  
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Figure 1: EM equities have persistently underperformed DM 
equities over the last decade
MSCI EM Index/MSCI World Index total return in $ (rebased to 100)

Past performance is not a guide to future performance and may not be repeated.
Source: Refinitiv Datastream, MSCI. Data as at 30 June 2021. 
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1Past performance is not a guide to future performance and may not be repeated.
Source: Refinitiv Datastream. Data as at 30 June 2021. Returns of the MSCI Brazil Index. 



As we wrote in 2018, the key determinant of whether a  
developing country can converge towards the income levels of 
developed countries is its ability to accumulate savings over time. 
This is because by definition, a less developed country lacks a 
capital base for investments. So to converge, it must have a source 
of capital. 

In a closed economy, savings must match investments, meaning 
that a portion of income has to be saved to enable investments. In 
reality, most countries have open economies, so they can “import” 
savings from abroad, or “export” any excess savings.  

A lost decade in some EM countries 
Traditionally, one of the key premises of EM investing has been 
that the faster economic growth in developing countries would 
sooner or later be reflected in asset prices. 

There are a number of reasons why the link between GDP 
and earnings growth is tenuous at best. But even so, EM 
outperformance in the first decade of this century was associated 
with the developing world, especially China, far outgrowing the 
developed world (Figure 3). 

The global financial crisis hurt EM but most countries managed 
to rebound quickly, aided by the unprecedented fiscal stimulus in 
China. However, the EM/DM growth gap started to shrink in 2011 
and by 2015, it had disappeared completely for the ex-China group 
of countries.

While most EM countries have continued to grow, albeit at a 
slower pace, some have faced significant headwinds. For example, 
Brazil, Russia and South Africa have not see any growth for the 
best part of the last decade (Figure 4). Importantly, the collapse 
in commodity prices, which started in 2014 and continued 
intermittently until the Covid-19 pandemic, has been a major drag 
on economic activity in commodity-exporting countries. 

The poor performance of EM assets, especially on the equity side, 
could thus be explained by disappointing EM growth over the 
last decade. The environment has just not been conducive for 
companies to grow their earnings. 

However, the lack of growth cannot fully explain the significant 
weakness in EM currencies, which have depreciated by up to 80% 
in nominal terms. Japan has seen little growth over the last two 
decades, yet the yen has not fallen drastically. 

The relationship between savings and investments
Why have a number EM countries struggled? And crucially, why 
have the currencies of these countries depreciated to this extent? 
To answer these questions, we need to take a step back and briefly 
look at the structural drivers of economic growth. 

Figure 2: EM local currency bonds have delivered close to zero 
total return since 2011
JPM GBI-EM Global Diversified Index total return in $

Past performance is not a guide to future performance and may not be repeated.
Source: Refinitiv Datastream, MSCI. Data as at 30 June 2021. 
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Figure 3: EM ex-China growth advantage has disappeared in 
recent years
Annual change in real GDP

Source: Oxford Economics. Data as at 31 December 2020. 
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Figure 4: Some EM countries have stagnated for the best part of 
the last decade
Real GDP, indexed to 100

Source: Oxford Economics. Data as at 31 December 2020.
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In fact, this is what determines if a country has a current account 
surplus or a deficit. Countries with savings less than investments 
will run a current account deficit, whereas countries with savings 
exceeding investments will have a current account surplus.  

Figure 5 shows the savings and investment rates as a percentage 
of GDP of 20 major EM economies. It is clear that there is a wide 
dispersion in EM.

Countries with insufficient savings
The optimal level of savings depends on a number of factors 
and varies from country to country. A rule of thumb is that a 
developing county should have a savings rate of at least 25% 
of GDP to have sufficient funds for investments. However, the 
savings rates of many of EM countries have been well below  
that level. 

For example in 2019, before the Covid-19 pandemic, Brazil had 
a savings rate of only 13%. Other EM countries, such as South 
Africa, Romania, Colombia, Chile, Mexico and Peru have been also 
plagued by too low savings. 

The lack of savings means that these countries have not had 
enough capital to invest for growth. Consequently, low investment 
rates have inhibited the ability of the supply side of the economy 
to keep up with demand. This has led to structurally low real GDP 
growth, high inflation, and increasing levels of government debt.  

In order to plug the gap between savings and investments, these 
countries have had to run current account deficits, making them 
reliant on foreign capital inflows (Figure 6). 

Now, borrowing from abroad is not negative in itself. In fact,  
it can be beneficial if the funds are used for productive 
investments that build up the supply side of the economy and 
reduce long-term demand for imports. However, in a lot of cases, 
the borrowed funds have been used for consumption or low-
productivity investments. 

For a while, foreign investors were happy to plug the gap between 
savings and investments. But as EM growth started to falter in 
2013 and the Federal Reserve (Fed) signalled the end of extremely 
loose monetary policy, foreign capital inflows dried up and soon 
turned into outflows. 

Figure 5: Low savings rates have weighed on investments in large parts of EM
Savings and investments (%GDP in 2019)

Source: The IMF. Data as at 31 December 2019.
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Figure 6: Average EM current account balance
%GDP

Source: Refinitiv Datastream. Data as at Q1 2021. 17 major EM markets excluding China, 
Taiwan and South Korea.
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This induced currency volatility, added to inflationary pressure 
and forced EM central banks to hike interest rates to defend 
currencies, weighing on the already weak growth. 

As a result, the economies as well as the currencies of the low-
savings countries have been under consistent pressure. Normally, 
a weaker currency should lead to a smaller current account 
deficit and higher savings, either through lower imports or higher 
exports. However, this adjustment mechanism did not fully work 
for a number of reasons.

The cases of too high savings
Interestingly, at the other end of the spectrum, there are few EM 
economies that can be characterised as saving too much. A prime 
example is Taiwan, which in 2020 had a savings rate of 40% of GDP 
(Figure 7, overleaf). With investments at only 24% of GDP, Taiwan 
had a huge 16% current account surplus. 
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Figure 7: Taiwan’s savings rate is well ahead of investment
Taiwan savings and investments (% GDP)

Source: The IMF. Data as at 31 December 2020.
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Figure 8: The increase in private savings has been greater than the increase in public deficits 
Net lending (positive)/borrowing (negative) balance by sectors in 2020 (% GDP)

Source: The IMF. Data as at 7 April 2021.
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A silver lining: higher private savings 
The challenging starting point, coupled with the damage 
caused by the pandemic, would paint a rather bleak picture for 
a number of EM economies. However, a silver lining could be 
that private savings, in most cases, have increased by even more 
than government deficits. This is the case because EM current 
accounts, reflecting the aggregate balance between savings and 
investments, have improved significantly since the beginning of 
the pandemic.

For example, South Africa’s current account was in surplus in 
2020 for the first time since 2003. And only Romania, Turkey and 
Colombia had significant current account deficits in 2020  
(Figure 8). 

The increase in private savings is a phenomenon that has been 
observed globally, as lockdowns reduced consumer spending 
options and disrupted investments. 

Looking at South Africa (Figure 9, overleaf), the private sector 
net savings rate, calculated as private savings minus private 
investments, increased to 14% of GDP in 2020, the highest since 
at least 2000. Some of this is likely to reverse once the restrictions 
are eased and consumption and investment picks up. That being 
said, the increase in private savings has been a longer-term trend, 
which got underway in 2013 in South Africa. 

It could be that after years of saving too little, the private sector 
has started to adjust in EM, with the disruption caused by Covid-19 
providing further impetus. While it is too early to tell if this really 
is the case, the first result of this shift has been that the new 
government bond issuance has been funded almost exclusively by 
domestic investors, rather than foreigners.

With the debt to GDP ratios inching higher, a shift towards 
domestically funded government deficit is crucial. After all, the 
reason that Japan has been able to comfortably maintain a debt to 
GDP ratio of more than 200% is because the debt is by and large 
owned by domestic investors. 

Looking ahead, a permanently higher private sector savings 
rate would be a long-term positive for growth, since it would 
allow more investments and could eventually lead to higher 
productivity growth. This kind of “virtuous cycle” could take years 
to play out and is far from certain. Still, the recent increase in 
savings and the corresponding shift in current account balances 
could at least put an end to the precipitous currency weakness 
that has weighed on EM assets over the last decade. 

A similar, although less drastic mismatch between saving and 
investment is evident in China and South Korea. China’s excessive 
savings, due to insufficient social spending, and South Korea’s 
restrictive fiscal policy are issues that have been at the forefront of 
discussions on global economic imbalances.

Compared to the economies with low-savings rates, the currencies 
of the high-savings markets have been more resilient. In fact, 
the central banks have actively fought against the currency 
appreciation, rising concerns of currency manipulation and 
possible undervaluation of currencies. 

The impact of the Covid-19 pandemic 
The ongoing Covid-19 pandemic has hit EM hard, both in terms of 
loss of life and livelihood and economic damage. In fact, the EM/
DM growth differential (ex-China) turned negative in 2020 for the 
first time in more than 20 years (see Figure 4). 

The initial policy response to the disruption was similar to the 
measures taken in the developed world. Governments increased 
spending to counter the loss of income from lockdowns. Granted, 
the size of response varied greatly and was on average less in EM 
than in DM.

The cost of these measures has been that government debt, 
as a percentage of GDP, has increased significantly in most 
cases. In addition, EM central banks took unprecedented steps, 
cutting interest rates despite depreciating currencies, as well as 
purchasing government bonds. 
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Figure 9: The sharp increase in budget deficit has been 
matched by even a greater increase in private savings

Sectoral balances of South Africa in 2020 (net lending/borrowing as %GDP)

Source: The IMF. Data as at 7 April 2021.
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Figure 10: Commodity prices have moved sharply higher

Bloomberg Spot Commodity Index

Past performance is not a guide to future performance and may not be repeated.
Source: Refinitiv Datastream. Data as at 30 June 2021.
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Should the upward trend in commodity prices continue, what 
would it mean for EM? For commodity exporting countries, this 
would be a clear tailwind, boosting companies’ profits and broader 
economic growth. 

However, the most imminent consequence of higher prices is a 
positive terms of trade shock. The terms of trade is the ratio of 
export and import prices. A rising ratio indicates that a country’s 
export prices are rising faster (or falling slower) than its import 
prices. All other things equal, a positive terms of trade shock 
should lead to an improvement in the current account balance 
and result in currency appreciation. 

Of course, not all EM countries are commodity exporters. For 
example, Turkey and India are major oil importers, meaning that a 
higher oil price would be a headwind.

A new commodities super cycle? 
The second fundamental driver that has turned more positive 
for EM in the Covid-19 pandemic is commodity prices. Figure 
10 shows that the Bloomberg Spot Commodity Index, a broad 
commodity index, has increased by 72% since March 2020, 
standing at its highest level since 2011. Is this just a blip, caused 
by supply chain disruptions, or are commodity prices likely to 
continue to move higher? There are a number of reasons to 
believe that this could be the beginning of a new commodities 
super-cycle. 

Most importantly, investment in new supply has been limited over 
the last decade, as low prices have deterred producers from taking 
on new projects. At the same time, the demand for commodities, 
especially those associated with global energy transition, is likely 
to increase substantially over the next decade.  

The significant underinvestment means that it is not possible to 
quickly ramp up the supply to match increasing demand, given the 
long lead times of projects. Hence, prices might have to increase 
for supply and demand to reach equilibrium. 
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Figure 11 shows the correlation between commodity prices 
and EM real effective exchange rates (REER)2. Historically, the 
economies with the strongest correlation have been Colombia, 
Russia and South Africa. At the other end of the scale, China, India 
and Taiwan have, unsurprisingly, had a zero to slightly negative 
correlation between commodity prices and currencies. 

However, looking at just the last 6 months, the correlation 
between commodity prices and currencies has been much 
weaker. The situation around the Covid-19 pandemic and the 
political turbulence in a number of countries has likely distorted 
the relationship, overshadowing the positive effect of higher 
commodity prices. 

To illustrate this, Figure 12 shows Brazil’s terms of trade and the 
REER. While the relationship between the two is far from perfect, 
they have generally moved in tune, except for the last year when 
the correlation completely broke down. This would indicate that 
the Brazilian real is undervalued. 

In sum, higher commodity prices are crucial for many EM 
countries that have struggled over the last decade, especially in 
Latin America. 

Strong global trade growth is boosting EM exports 
Despite the significant impact of the Covid-19 pandemic on 
the global economy, global trade has weathered the storm 
surprisingly well. Global export volumes, after dropping sharply in 
the early stages of the pandemic, have rebounded swiftly and are 
now well above the pre-pandemic level (Figure 13). 

Clearly, the unprecedented fiscal stimulus measures in many 
countries have boosted demand for various goods. This is 
especially so in the US where the stimulus cheques directly 
supplemented consumer income. 

Since a number EM countries, both low and high-saving ones, are 
heavily dependent on exports, global trade growth is a critical 
factor. The latest data show that the exports of countries such 
as Mexico or South Africa have recovered fast, even as the local 
economies remain well below the pre-Covid levels.

Figure 12: Brazil terms of trade index vs the real effective 
exchange rate 

Source: Refinitiv Datastream. Data as at 30 June 2021. 
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Figure 13: Global trade has risen swiftly above the pre-
pandemic level

Global export volume index 

Source: CPB, Refinitiv Datastream. Data as at April 2021.
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Figure 11: EM real effective exchange rate correlation with commodity prices

Past performance is not a guide to future performance and may not be repeated.
Source: Refinitiv Datastream. Data as at 10 June 2021. Weekly returns.
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Higher inflation poses a danger in the near term
Besides these positive factors, the fast recovery from  
the pandemic does pose some risks for EM. Most importantly, 
inflation, especially food inflation, has started to pick up in a 
number of countries. Since food is a much larger part of the CPI 
basket in EM than in DM, it has a greater impact on  
overall inflation. 

Fortunately, EM central banks, seemingly appreciating the 
dangers of higher inflation, have started to hike interest rates or 
have indicated a willingness to do so. Figure 14 shows that the 
average yield advantage of EM currencies over the dollar, implied 
by the prices of 1-year currency forwards, has increased by almost 
1% since the beginning of the year. 

The pre-emptive actions of central banks, coupled with the current 
account surpluses in most countries, mean that the ability of EM to 
withstand a reduction in the Fed’s asset purchase is much greater 
now than in 2013. 

Figure 14: Expected EM rate hikes are increasing EM interest 
rate advantage

Implied yield vs the US dollar priced in by the 1-year FX forwards. 

Source: Refinitiv Datastream. Based on 20 major EM countries. Data as at 18 June 2021.
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Conclusion
Emerging markets have faced some significant headwinds 
over the last decade. However, with the increase in private 
savings, higher commodity prices and strong global trade 
growth, EM fundamentals are perhaps in a slightly better 
shape than many feared at the onset of the global pandemic. 

While the long-term growth prospects remain subdued due 
to years of insufficient investment, improving fundamentals 
could at least put a temporary stop to the precipitous 
currency weakness that has weighed on EM assets. The big 
question is whether these improvements can be sustained. 

Crucially, for the low-savings countries to fully realise their 
potential, structural reforms are needed to improve public 
finances and the make-up of economies. The onus is on these 
countries to take the necessary steps. 

For investors, the changes brought by the Covid-19 pandemic 
could at least warrant a fresh look at emerging markets. Some 
of the structural headwinds, while perhaps not abated, have 
at least lessened. In the follow-up papers we will look at EM 
cross asset valuations to uncover the potential opportunities 
that may lie in EM. 
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responsibility for its contents. No offer to the public to purchase any 
fund will be made in Malaysia and this presentation is intended to 
be read for information only and must not be passed to, issued to, 
or shown to the public generally. Schroder Investment Management 
(Singapore) Ltd does not have any intention to solicit you for any 
investment or subscription in any fund and any such solicitation or 
marketing will be made by an entity permitted by applicable laws and 
regulations.

Note to readers/viewers in Singapore: This document is intended to 
be for information purposes only and it is not intended as promotional 
material in any respect. This document is intended for professional 

investors only as defined by Securities and Futures Act to mean for 
Accredited and or Institutional Clients only, where appropriate. Issued 
by Schroder Investment Management (Singapore) Ltd (Co. Reg. No. 
199201080H) 138 Market Street #23-01 CapitaGreen, Singapore 
048946. This document has not been reviewed by the Monetary 
Authority of Singapore.

Note to readers/viewers in South Korea: Issued by Schroders Korea 
Limitedn26th Floor, 136, Sejong-daero, (Taepyeongno 1-ga, Seoul 
Finance Center), Jung-gu, Seoul 100-768, South Korea . Registered and 
regulated by Financial Supervisory Service of Korea (“FSS”)This material 
has not been reviewed by the FSS.

Note to readers/viewers in Taiwan: Issued by Schroder Investment 
Management (Taiwan) Limited 9F., No. 108, Sec. 5, Xinyi Road, 
Xinyi District, Taipei 11047, Taiwan. Tel +886 2 2722-1868 Schroder 
Investment Management (Taiwan) Limited is independently operated. 
This material has not been reviewed by the regulators.

Note to readers/viewers in Thailand: This document has not been 
approved by the Securities and Exchange Commission which takes 
no responsibility for its contents. No offer to the public to purchase 
any fund will be made in Thailand and this presentation is intended to 
be read for information only for professional investors as defined by 
regulations and it is not intended as promotion material in any respect. 
It must not be passed to, issued to, or shown to the public generally. 
Schroder Investment Management (Singapore) Ltd does not have 
any intention to solicit you for any investment or subscription in any 
fund and any such solicitation or marketing will be made by an entity 
permitted by applicable laws and regulations.
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