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Emerging markets –
not now, but never say never
Emerging markets (EM) have a very strong allure for inclusion into the
international equity component of a portfolio. These markets are
generally attached to economies that are in a different stage of
development, reacting more to investments than developed economies.
The good
Their demographics are enticing; the growth rates are higher, and the
percentage of youth tends to be greater than most developed
economies. As incomes grow, spending patterns change, driving growth.
This lifts an increasing portion of the population into “middle class,”
giving them the ability to allocate their spending from basic goods to
discretionary items, which can supercharge an economy and its market.
EM also reacts differently to many macro trends than developed
markets, offering not just better growth prospects, but some level of
diversification benefit.
Emerging markets v developed markets - really depends
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The bad
Okay, as most probably know, EM isn’t just rainbows and puppies.
These markets can be very volatile — less developed capital markets
are much more sensitive to capital flows, and let’s not forget about
political risk. EM clearly offers a higher risk/higher reward (potential)
subset of global equities. So, while EM has underperformed
developed markets (DM) over the past 10 years (as the chart above
indicates), we remain negative on the space and have no weighting
or underweight in our asset allocation framework.
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Here’s why:
Global trade – While over the years, EM has changed and become less homogeneous (which is a fancy way to say
they don’t all move together as much as they used to), they remain more sensitive to global economic growth and global
trade. Or more specifically, they’re sensitive to changes in growth prospects. Global trade typically grows when the
global economy grows, which is good for all equities — it’s just that EM is more sensitive to these global trends. This is
intuitive given many emerging market nations are exporters or have a higher weighting in resource companies than
developed markets (see the chart below).
Perhaps more convincing is that over the past 20 years, the annualized monthly return of EM was +15.9%
compared with +8.9% for DM when global trade was growing by 4% or greater. More importantly, when global
trade was growing below 4%, EM annualized returns were down to +1.9% compared with a more reliable +5.5% in DM.
As goes global trade so goes EM (vs DM). We may be heading to a recession, or at least flirting with one, in the
coming quarters, which is not ideal for global trade growth. Global trade also got a huge boost coming out of the
pandemic as we all spent money on durable goods over services. That is tilting back to normal with services on the rise
and durables spending slowing. Containers on the ships are full of durables, not services. The global trade outlook is
not positive for EM.

As goes global trade, so goes EM vs DM

Source: Bloomberg, Purpose Investments
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Earnings growth – This may have some overlap with global trade, but the connection or correlation is even stronger so
it’s worth noting. Relative forward consensus forecast earnings growth rates between EM and DM have a strong
correlation with the performance of EM versus DM. On a relative basis, whichever market has a higher expected
earnings growth rate tends to outperform the other market.
It is less about valuation levels, which typically show EM as cheap vs DM, and more about earnings growth momentum.
The bad news for EM is the forward-earnings forecast for the next 12-months has contracted 7% over the past year,
while DM earnings growth expectations have fallen but remain positive at 14%. DM earnings growth will continue to
come down, but not sure EM earnings have bottomed yet. Earnings growth is not positive for EM.
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Financial conditions tightening – We could debate how far the Fed and other central banks go on this hiking tirade
designed to stop inflation, but there is no debate on the fact that financial conditions are on a tightening trajectory.
Central bank rates are one ingredient. Considering higher credit spreads, higher yields, a rising U.S. dollar and more,
it’s clear the trend is for tighter conditions.
This can be seen in the chart below using the Goldman Sachs US Financial Conditions index. There is a strong
relationship between financial conditions and EM performance. Tighter financial conditions tend to lead to less risktaking behaviour and more capital flows back to the safety of domestic markets. Given the size of EM, these flows can
have a larger and more noticeable impact on markets. Financial conditions are not positive for EM.
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Not now, but maybe soon
For most investor portfolios, EM isn’t a big component. The truth is, the TSX, with its commodity tilt, provides some
similar characteristics to EM; think of it like a watered-down proxy. Given this, our neutral stance on EM is about 5%
of a portfolio’s equity allocation since most Canadian investors have a decent TSX exposure. Currently we
remain underweight or no weight, depending on the mandate’s longer-term objective.
Adding to this negative view is the risk of political instability. Inflation, the war, and high food and energy prices are all
impacting EM and developing economies much more than developed markets. In fact, food inflation is often a precursor
to unrest (more so in other countries outside the U.S. and Canada that have seen their currencies fall), and food
inflation has been material. There have some flareups, and we may be moving towards a summer of unrest.
This negative view of EM is not static. We have a long-term view or strategy of adding EM late in a bear or early in a
global economic recovery, as that is often the best time. Whatever this economic slowdown becomes, we are clearly not
coming out the other side yet.
We would look for a peak in tightening financial conditions, re-acceleration of earnings growth in EM, or signs that the
global economy is re-accelerating. Global PMIs provide a good proxy for this, but for now continue to soften.
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Portfolio implications
Emerging markets, as a rather different sub-set of global equities, certainly have many long-term beneficial
characteristics. However, given several macro factors are currently trending in an unfavourable fashion, we do not have
a positive view of EM at this point. Yes, valuations are attractive but other factors such as global trade, financial
conditions, and relative earnings growth are much better indicators than valuations. This view may change soon, but
“soon” is likely measured in quarters not days.
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