
Emerging markets’ equity performance has struggled relative 
to the developed world over the last few years, leading some 
investors to question the rationale for an allocation to these 
markets. We believe this is short-sighted. Emerging markets are 
nowadays simply too significant for investors to ignore. Their 
stockmarkets represent around 11% of the MSCI All Country 
World index, while their combined GDP accounts for a third of 
the global economy. We believe that, given these statistics, all 
investors should be considering an investment in this part of 
the global market. While we believe there is a good structural 
argument for an allocation to emerging markets, our focus in 
this article is on the medium-term tactical case and whether 
investors should be looking to increase their allocations.

The strategic case 
Understandably, emerging markets were traditionally seen as a higher risk asset class, 
particularly following the currency and debt crises of the 1990s. As a result, institutional 
investors viewed an allocation to the developing world as short term and tactical, rather 
than strategic. This picture has been changing dramatically over the past decade or so. 

Since the 1990s, many emerging economies have been transformed. As a group, they 
have grown 3–5% faster than the developed economies, a performance that has been 
highly correlated with emerging equity markets. While the growth gap has been narrowing 
recently, in our opinion it does not change the justification for further strong stockmarket 
absolute and relative returns. Emerging markets’ share of global growth continues to 
increase – China contributed around 40% to global growth in 2013, more than the US – 
and they are expected to account for over 60% of global growth for the foreseeable future. 

This rapid growth represents a major structural change to the world’s economic system. 
It has been caused by the arrival of over 2.5 billion people in China and India, who are 
for the first time starting to acquire wealth and disposable income. Bank of America 
Merrill Lynch estimates that global wealth will increase from €313 trillion in 2010 to €667 
trillion in 2030, with emerging countries responsible for 80% of this new wealth. And, in 
a break from the past, it will be domestic demand growth rather than exports that will be 
the primary driver of emerging economies’ growth (Figure 1). 
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Figure 1: The emerging consumer is now driving growth
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 Source: JP Morgan, data as at October 2014.

As a result of these trends, economic fundamentals in the emerging world tend to be 
stronger than for developed markets. The world is still feeling the repercussions of a 
global financial crisis caused by inappropriate lending, borrowing and over-leverage 
in the developed world. In contrast, by and large, the emerging world is typically 
characterised by high saving ratios, low levels of debt and prudent lending policies. 
While economic health varies between countries, on several other measures, such as 
current account and fiscal balances, the fundamentals are generally stronger in emerging 
markets than the developed world, which is still struggling to recover from the global 
financial crisis. 

The tactical case
The near-term catalyst. Part of the explanation for recent disappointing emerging market 
performance has been that both GDP and earnings have surprised on the downside. 
Cyclical pressures, including a poor external environment, low commodity prices and local 
currency weakness, have weighed on profitability. However, history tells us that emerging 
markets are likely to be among the primary beneficiaries of a pickup in global growth. 
Consensus estimates of global growth for 2015 and 2016 are currently 3.0% and  
3.1% respectively1. 

While domestic consumption remains the primary driver of emerging growth, a global 
cyclical upturn should support exporters in particular. This would be a welcome 
development for emerging markets as exports have detracted from growth there since 
the global financial crisis. They have indeed recently started to turn positive, supported 
by generally competitive exchange rates, as can be seen from Figure 2. This in turn 
should be positive for economic growth and improve the prospects for positive earnings 
revisions. The consensus forecast for 12-month forward corporate earnings growth, 
as collected by data provider IBES, is currently around 10% for the MSCI Emerging 
Markets Index.

1 Source: Bloomberg, 27 October 2014
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Figure 2: Emerging exports and earnings are starting to turn upwards
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Growth rate is three-month year-on-year moving average in dollars. Source: Emerging Advisors Group, data as at  
September 2014. 

The reformers provide new opportunities. An important longer-term positive for emerging 
markets should come from the increasing number of countries that are embarking 
on reform programmes to boost or sustain growth. In many cases this follows the 
election of leaders perceived as pro-reform, such as Narendra Modi in India, Peña 
Nieto in Mexico and Xi Jinping in China. One reform many emerging countries need to 
tackle is reining in the influence of the state on the economy to release the potential of 
the private sector. However, typically the necessary reforms are country specific. For 
example, while China needs to move its economy away from credit and investment and 
towards domestic consumption growth, in India there is a greater need for spending on 
investment and infrastructure to reduce supply bottlenecks. 

While the reform process is unlikely to be smooth in each case, over the longer term it 
could lift GDP meaningfully. It should also mean that emerging countries are well placed 
to face the future challenges of policy normalisation in some developed markets, and 
ongoing stimulus measures in others.

Shifting market sentiment. According to EPFR, a specialist investment management 
data provider, dedicated emerging markets funds experienced net outflows of $42.9 
billion in the first three months of 2014. This reflected an extraordinary level of investor 
bearishness towards this market. To put these outflows in context, during the global 
financial crisis of 2008, dedicated emerging market funds had outflows of $46.2 billion 
over the year as a whole. However, between March and September, both sentiment and 
flows improved sharply as investors responded to the positive longer-term outlook for 
markets and probably also in recognition of the fact that they had been oversold.
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Although there has been further volatility in flows since then, following softer global 
growth data, underlying emerging market valuations remain very attractive. At the 
time of writing, the MSCI Emerging Markets Index trades on a forward price-earnings 
ratio of around 11 times (Figure 3), which represents a discount of approximately 
10% compared with its history and more than 40% compared with the S&P 500 
Index (based on a comparison with the 10-year historic ‘Shiller p/e’), the largest such 
discount for over 10 years. It is a similar story when emerging markets are viewed on a 
market capitalisation-to-GDP ratio, where they stand on a lowly ratio of one standard 
deviation below the mean. Historically, this has been a strong buy signal for  
emerging markets.

Figure 3: Emerging market valuations look very attractive
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Challenges remain. We believe the primary challenge facing emerging markets is the 
potential ramifications of monetary policy normalisation in the US. For example, the 
effects of more restrictive policy on the dollar bears monitoring closely, given that a 
stronger US currency has historically been correlated with weak emerging market returns 
relative to developed markets. 

That said, it seems too early to start worrying about interest rate hikes at this stage 
of the cycle, not least since equities tend to perform well during the initial rounds 
of rate increases as the positive impact of strong economic growth overcomes the 
tighter financing environment. Furthermore, it seems likely that policy steps will remain 
dependent on the data and, even then, will be very gradual given the still fragile nature of 
the recovery underway in the US. Meanwhile, in the eurozone and Japan, the authorities 
continue to implement stimulus measures and to pursue expansionary policy, given tepid 
growth and persistent deflationary pressures, in the case of Europe at least. 

Clearly, some emerging economies are more vulnerable than others to higher US interest 
rates, but the adjustment process has already started in many of those economies 
perceived to be weaker. In some cases, they now have narrower current accounts and 
more competitive currencies, having slowed loan growth. When policy is eventually 
tightened in the US, we would expect the impact to be more muted than it was during 
the ‘taper tantrum’ in the summer of 2013, not least since the prospect of restrictive 
policy is now well known and, at least to some extent, looks to be already priced into  
the market. 
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China is seemingly a perennial cause for concern for investors. The most recent anxiety 
revolves around a so called ‘hard landing’ for Chinese growth. It is true that the ability of 
the authorities to walk the tightrope between implementing reform and supporting growth 
continues to bear close monitoring, but we believe the policies implemented so far by 
the authorities have generally been constructive. Furthermore, while the amount of debt 
necessary to generate growth in China has been increasing, concerns about a systemic 
banking crisis look overstated, given a combination of significant pools of domestic 
liquidity, the state control of the banking sector and the policy tools at the authorities’ 
disposal if required.

Tail risks remain, most notably in Ukraine and the Middle East, although the global nature 
of the current crises means any significant deterioration in either situation will extend well 
beyond emerging markets. While the recent pressure on the oil price is creating strains 
on the budgets of some oil producing emerging countries, lower prices are a benefit to 
emerging energy importers.

Conclusions
The immediate outlook for emerging economies has become less predictable, given 
question marks over the strength and sustainability of the recovery in the developed 
world. However, the positive structural case for emerging markets, coupled with 
generally strong fundamentals and attractive valuations, means that they remain well 
placed to deliver strong absolute and relative returns over the medium to long term. 

Edward Evans, Emerging Markets Equity Client Portfolio Manager


