
Emerging markets have been star 
performers since early 2017, and so 

the question in many analysts’ minds 
is how much longer can EM equities 
outperform developed stock markets. 
Over the past few quarters, the 
allure of EM markets has been their 
cheap valuations and potential for 
growth, amidst an environment of 
falling US Dollar, easy US and global 
financial conditions and low market 
volatility  – optimum circumstance 
for EM equities’ outperformance. For 
the first time in many cycles, all the 
BRIC countries (Brazil, Russia, India 
and China) are growing at the same 
time, along with the developed world. 
That has historically weakened the 
US dollar, a primary requisite for the 
performance of EM assets. In fact, the 
current outperformance of EM equities 
can be attributed to a large part to the 
weakening US Dollar, which has been 
then case since year-end 2017. It is no 
surprise then that MSCI EM$ has been 
outperforming the S&P 500 on relative 
basis since that time (see 1st chart on 
this page) .

EMs economies and assets have 
been through some rough periods, 

especially in the latter part of the Great 
Financial Crisis recovery which started in 
Q1 2009. The first two years of recovery 
were giddy times for EM assets, as they 
outperformed developed markets. 
But the outperformance ended in late 
2010, which coincided with the peak 
of commodity prices and the sharp 
appreciation of the US Dollar – the 
broad de-rating of EM assets since 
then did not really stop until early last 
year. Many EM local markets turned 
a corner in 2017, as recovering global 
growth and corporate earnings, made 
the US greenback less dominant, 
allowing a robust recovery in 
commodities, paced by raw materials 
– staple exports of many EM 
economies. In addition, even as EM 
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growth returned, price pressures have 
mostly remained contained, even in 
high-inflation markets Brazil, Russia, 
India and Indonesia. This bodes well 
for further growth, as EM central banks 
have not been driven to raise policy 
rates to contain consumer inflation. 
High inflation has historically been the 
bane of EM economic policy makers, 
who had to make a choice between 
looser monetary policy and higher 
inflation. 

The IMF reported that EMs are 
now delivering roughly twice the 

growth of developed markets, and 

some analysts expect that differential 
to grow to 2020. That has ignited the 
EM currencies – an adjustment that 
has been long in coming. After the 
sharp declines of EM currencies in 
recent years, some analysts estimated 
(to which we concur) that on average, 
these currencies had been as much 
as 20% undervalued versus their fair 
value on a purchasing-power parity 
(PPP) basis. But again, the losses of 
these currencies on PPP basis had been 
triggered by the US Dollar dominance 
pre-2017, and those adjustments are 
happening as a direct cause of the 
US dollar’s current weakness. The 
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mechanics is simple – a strong US 
dollar begets relatively weaker EM 
currencies, and vice versa. 

Will the outperformance of EM 
assets continue? Cheap EM 

valuations are disappearing and easy 
US and global financial conditions 
are being whittled away. EM equities 
now trade at 14.4 times estimated 
2018 earnings (by some analysts) – 
up from 10 times in the early years 
of the decade – one side effect of 
money flowing back into EM funds. 
The ill-effects of the GFC are waning, 
and central bank crisis policy measures 
are ending, with rate rises on the 
cards in much of the world. Bond 
yields in the US are rising sharply, the 
Fed has embarked on a Quantitative 
Tightening cycle, the Bank of Japan 
is slowing its monetary stimulus, 
and the European Central Bank has 
slowed some of its own Quantitative 
Easing. Of course, all risk assets are 
in danger if global monetary policy 
reverts to tight pre-GFC status, but we 
believe EM risk assets will likely be in 
a more precarious situation. Global 
monetary policy changes are usually 
first reflected through the valuation 
of the US Dollar, so an EM watch is 
tantamount to a US dollar watch.  And 
as we saw in several financial cycles, 
the combination of rising global rates 
and stronger US Dollar had been toxic 
for EM currencies and equities. 

The current EM outperformance 
has been continuing, despite the 

rise of US rates simply because higher 
rates have not translated into stronger 
US Dollar. But we have strong reasons 
to believe that the US Dollar is on its 
terminal stage of weakness. We have 
discussed this hypothesis in full at the 
January edition of Capital Observer 
(“The US Dollar will be boosted by 
capital inflows in 2018 and should rise 
again – that could push the economy, 
markets over the tipping point”). 
Simply put, the US currency is close 
to making a trough (as soon as this 
month), and most of 2018 may see a 
resurgent US currency on the back 

of expected capital inflows. The US 
currency will likely be boosted by 
repatriation of domestic capital and 
inflows into US assets, especially now 
that bond yields have reached levels 
that many foreign investors could 
consider attractive. This dynamic 
strengthens the US Capital Account, 
and that has historically boosted the 
US Dollar after a certain time lag (see 
2nd chart above). When this happens, 
both the US Dollar and US bond yield 
will be ascendant – that could only 
spell trouble for commodities, and 
therefore EM economies and assets 
could be negatively impacted for the 
rest of the year.


