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William Blair holds a global market outlook discussion for clients at the end of 
each year. This year, we planned to do a midyear review as well, not knowing that 
significant events—notably, Brexit—would make the discussion more interesting.  
In this piece, portfolio managers Simon Fennell, who manages our international 
equity portfolios, and Casey Preyss, who manages our emerging market equity 
portfolios, discuss how we got where we are in 2016 and what we can expect for the 
remainder of the year.

In This Piece

Year-to-Date Market Performance
 • Fixed-income and emerging markets (EMs) have performed well.
 •  Strong returns in Latin America, EMEA, and Canada contrasted with 

weak results in 2015, while the opposite has been observed in Japan. 
 •  Energy, materials, and utilities have led thus far in 2016, while they were 

the weakest-performing sectors in 2015. 
 •  In terms of style perspective, valuation led until April after lagging in 

2015, then reversed course in May and June.

Key Themes of 2016
 •  The first half of 2016 was dominated by three key themes: a decline in  

bond yields, abatement in the strength of the U.S. dollar, and an increase 
in political uncertainty.

Macro and Micro Outlook
 •  From macroeconomic and microeconomic points of view, the outlook is  

relatively encouraging. Purchasing managers’ indices (PMIs) are at 
healthy levels broadly, with some differentiation across regions.

State of the Emerging Markets
 •  We believe EM underperformance relative to developed markets has run  

its course. 
 •  A variety of factors are contributing to a more positive outlook for EM 

equities: valuations, flows, and the U.S. dollar are supportive; corporate 
fundamentals are improving; rebalancing is underway in China; and India 
continues to stand out.

 •  In terms of Brexit’s implications for EMs, overall exposure to the  
United Kingdom, measured through exports as a percentage of gross 
domestic product (GDP), is limited. 

What to Watch for in 2016
 •  Corporate earnings have come back into focus. 
 •  Equity valuations are generally high globally, but EMs are a better value,  

in our view. 
 •  Technology remains a key overweight from a global sector perspective. 
 •  Central bank influence remains important.
 •  Disruption themes remain relevant.
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Year-to-Date Market Performance
An analysis of this year’s performance versus 2015’s shows  
an interesting contrast across asset classes, regions, sectors,  
and styles. 

From an asset-class perspective, fixed income rallied, with 
particularly strong returns in global high yield and global 
treasury. Emerging markets also performed well, reversing the 
underperformance of last year. See figure 1.

The reversal in regional performance was significant: Strong 
returns in Latin America, EMEA, and Canada contrasted with 
weak results in 2015, while the opposite occured in Japan. See 
figure 2.

When breaking performance down further by sectors and our 
own style factors, we observe a similar pattern. As figure 3 shows, 
energy, materials, and utilities have led thus far in 2016, while 
they were the weakest-performing sectors in 2015. Similarly, 
from a style perspective, a sharp rotation took place in 2016, with 
valuation leading until April after lagging in 2015, then reversing 
course in May and June, as momentum and earnings trend 
factors assumed leadership. See figure 4.

In our view, these significant changes in performance can be 
explained by the broad trends and themes that have prevailed 
this year, which we will discuss hereafter. 

Figure 1: 
Asset-Class Returns 
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Yield, Barclays Global Treasury as of June 2016. A direct investment in an 
unmanaged index is not possible. Past performance does not guarantee future 
results. Data is the most recent available.

Figure 4: 
Style-Factor Performance

Source: William Blair Quantitative Models, MSCI ACWI IMI as of June 2016. A direct 
investment in an unmanaged index is not possible. Past performance does not 
guarantee future results. Data is the most recent available. See quantitative model 
definitions on the back page.
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Figure 2: 
Regional Returns 

Source: FactSet, MSCI ACWI IMI as of June 2016. A direct investment in an 
unmanaged index is not possible. Past performance does not guarantee future 
results. Data is the most recent available.  
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Figure 3: 
Sector Returns

Source: FactSet, MSCI ACWI IMI as of June 2016. A direct investment in an 
unmanaged index is not possible. Past performance does not guarantee future 
results. Data is the most recent available.

2015 2016 YTD

-30%

-20%

-10%

0%

10%

20%

U
til

iti
es

Te
le

co
m

s

M
at

er
ia

lsIT

In
du

st
ria

ls

H
ea

lth
ca

re

Fi
na

nc
ia

ls

En
er

gy

St
ap

le
s

Di
sc

re
tio

na
ry



2        Global Market Update: Taking Stock After Brexit

Key Themes of 2016
The first half of 2016 was dominated by three key themes: a decline 
in bond yields, abatement in the strength of the U.S. dollar, and an 
increase in political uncertainty.

Theme 1: The Decline in Bond Yields—a Global Phenomenon

In our view, the rally in the bond market is thus far the defining 
characteristic of 2016. U.S., Japanese, and German 10-year 
government bonds are now at or nearing negative yields. The 
difference between equity dividend yields and bond yields has 
widened, and is particularly significant in Europe, where the 
equity dividend yield stands close to 3.5%, while corporate bond 
yields have plummeted to approximately 2.5%. Figure 5 illustrates.

Theme 2: U.S. Dollar Strength Abating, Fueling Commodities 
and Emerging Markets

The weaker U.S. dollar is one of the driving forces of the reversal 
we have experienced this year. After strengthening for a number 
of years, the dollar’s trajectory changed in 2016. We believe this 
is consistent with the fact that historically, the beginning of the 
U.S. tightening cycle has often coincided with a peak in the dollar. 
The slightly weaker currency has fueled a commodity rally, 
and by extension has helped emerging markets broadly. This 
represents a major shift from the trends we saw in 2014 and 2015, 
and it has been an important driver of the market performance 
thus far in 2016.

Theme 3: Political Uncertainty Increasing

While bond yields and the U.S. dollar have shaped the market 
environment, political uncertainty has also been important. 
Brexit may be perceived as an isolated U.K. event, but in a 
broader context, we believe Brexit can be ascribed to the post-
global-financial-crisis disorder. There are five key elements 
characterizing this environment: elevated leverage; a growing 
discussion of wealth inequality; a focus on increasing immigration 
in Europe and the United States; a lack of productivity 
growth, which has been a focus particularly of academics and 
policymakers; and the implications of technological advances. 
There are also broader, almost existential, questions about the 
nature of the state and the individual within that state. Despite 
increased cautiousness amid heightened political uncertainty, 
however, it is important to bear in mind that this does not 
necessarily, at least immediately, translate into poor equity-
market returns.

Macro and Micro Outlook
From a macroeconomic and microeconomic point of view, the 
outlook is relatively encouraging. Purchasing managers’ indices 
(PMIs) are at healthy levels broadly, with some differentiation 
across regions. While U.K. PMIs have been weak and 
disappointing, it is worth noting the pickup in emerging markets. 

United States

In the United States, corporate profits continue to recover, while 
broad employment indicators also point to sustained growth, 
despite volatility in non-farm payroll numbers. 

Figure 5: 
Widening Between Equity Dividend Yields and Bond Yields 

Source: Bloomberg as of June 2016. Data is the most recent available.
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Figure 6: 
U.S. Corporate Profits, Year-Over-Year Change 

Source: Datastream as of June 2016. Data is the most recent available.
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Europe

In Europe, we observed some signs of growth deceleration before 
the Brexit vote. However, the latest European PMI readings are 
still in expansionary territory (above 50), and auto sales have been 
resilient. Although we expect the United Kingdom’s decision to 
have some ripple effects on European economic growth, it is too 
early to assess the precise impact since very few data have been 
published after the vote. 

United Kingdom 

Similarly, in the United Kingdom, most of the data that have 
been released after the Brexit vote relates to the pre-vote 
period. However, the recent composite PMI, which combines 
manufacturing and services and is a relevant post-Brexit indicator, 
saw a significant decline from previous months to a contractionary 
reading of 47.7. As a result, the central bank is clearly adopting a 
more accommodative stance.

From a stock-market perspective, since the Brexit referendum 
in the United Kingdom, the FTSE 100 has significantly 
outperformed the FTSE 250, which seems unsurprising given 
the more domestic orientation of the companies included in 
the FTSE 250. However, even here, the decline was somewhat 
moderated as the index bounced back significantly after the 
initial drawdown. 

The pound sterling also took a hit, although it has held above 
some of the Armageddon scenarios of $1.15 or $1.10 that were 
discussed before the Brexit vote. Interestingly, the weakening of 

the pound is supporting exports, as the recent PMI data  
have suggested.

From a monetary-policy perspective, after keeping interest 
rates unchanged last month because of the lack of hard 
economic data, we expect the Bank of England to adopt a 
more expansionary stance. Moreover, from a fiscal-policy 
perspective, the Conservative Party leadership transition—the 
new Chancellor of the Exchequer in particular—marked a 
change in the government position and a likely shift to a more 
expansionary policy going forward.

Japan 

In Japan, the much-anticipated policy announcement by the 
Bank of Japan was underwhelming because it did not cut interest  
rates or target an increasing expansion of its monetary base as 
was expected. The 2% inflation target also seemed to be less 
critical to the policy decision, and the yen strengthened on the 
back of this. Furthermore, the much-anticipated government 
stimulus package announcement, which came at a total of 28.1 
trillion yen, disappointed because it represents an increase of 
only 4.6 trillion yen of new government spending for the current 
fiscal year. 

Underlying macroeconomic and microeconomic data in Japan 
have been weaker, which, combined with the negative interest-
rate policy implemented earlier this year, has undermined our 
confidence in the Japan growth outlook and led us to reduce our 
exposure in portfolios.

Figure 8: 
British Pound Sterling USD Spot Exchange Rate

Source: Bloomberg as of June 2016. Data is the most recent available.
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Figure 7: 
U.K. Equities

Source: Datastream as of June 2016. Data is the most recent available.
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However, it is not all doom and gloom. As figure 9 shows, Japanese 
companies are significantly geared toward global growth and are 
well positioned to benefit from a recovery in emerging markets 
given their high exposure to the region.

Valuations: Generally Extended

Valuations are extended across most regions globally, except in 
emerging markets. Japan’s valuation is relatively attractive versus 
its 10-year history, but this seems warranted as earnings trends have 
markedly decelerated after three years of sustained growth. 

In the United Kingdom, we are still finding interesting 
opportunities in high-quality names, but we will continue to 
closely monitor fundamental trends in light of the historically 
high valuations.

In Europe, valuations have come off recent highs and are more 
attractive. Several concerns continue to weigh on them, however, 
including the extent of the Brexit impact on economic growth and 
the low-interest-rate environment exerting continued pressure 
on the banking sector. In this respect, we believe the asset quality 
review of European banks, even though less crucial than the one 
conducted in 2014, should help alleviate concerns and restore 
some confidence. 

State of the Emerging Markets
After a long spell of EM gloom, we believe underperformance 
relative to developed markets has broadly run its course. A  
variety of factors are contributing to a more positive outlook for 
EM equities.

 

Valuation, Flows, and the U.S. Dollar Are Supportive

Valuations in EMs are attractive, especially in a broad context. As 
figure 11 shows, EMs are trading at an approximate 25% discount 
to developed markets, which is one standard deviation below the 
long-term average. At 11 times forward-12-month earnings (on 
an absolute basis), EMs are trading in line with their longer-term 
average while developed markets valuation stands at the high end 
of the 10-year trading range.

Figure 10: 
Regional Valuations:  6/30/16 vs. 10-Year Historical FY2 
Price-to-Earnings Ratio

Source: Datastream as of June 2016. Past performance does not guarantee future 
results. Data is the most recent available.
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Figure 11: 
MSCI EM Index Price-to-Earnings Ratio (NTM) Relative MSCI 
World Index

Source: FactSet as of June 2016. Data is the most recent available.
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Moreover, an analysis of historical performance shows that on 
a rolling five-year annualized basis, EMs have posted negative 
returns on three occasions over the past 40 years: the late 
1990s amid the Asian financial crisis and the Russian default, 
the early 2000s with the dot.com bubble, and the last few years 
when we saw an extended period of underperformance.

As interest rates have continued to decline in developed 
markets, and almost a third of bond yields are in negative 
territory globally, the search for yield has been benefiting EMs. 
The differential between bond yields in EMs and developed 
markets is at a 10-year high, and is increasingly attracting 
flows into EM debt. These flows have accelerated dramatically 
since the United Kingdom’s Brexit vote. Foreign flows are very 
important for EMs, especially for countries that have a current 
account deficit, as they help alleviate pressure for funding 
the negative current account balance. They also support EM 
currencies, reducing pressure on central banks to raise rates. 
All this is broadly supportive of economic activity in EMs.

Another supporting factor has been the relative weakness 
in the dollar this year compared with the sharp appreciation 
of the last few years, which was a clear headwind for EM 
investors. This year, many EM currencies are among the 
strongest-performing globally, and from a broad perspective 
they have stabilized following a tumultuous period. 

Despite these positive trends, investors are still relatively 
underweight EMs versus their historical positioning.  
Even after the positive flows we saw recently (approximately 
$4.5 billion was deposited to EM equities in a single week in 
July, for example), we believe we are in the very early innings 
of investor repositioning, and there is ample room to recover 
from the $50 billion in outflows experienced in 2015 and close 
to $90 billion in the past five years.

Corporate Fundamentals Are Improving

Corporate fundamentals are our main focus on William Blair’s 
Global Equity team. The investment team spends significant 
time on the ground meeting with companies throughout  
EMs, and our conclusion from recent contacts is that the 
environment is broadly improving or at least stabilizing.  
This is confirmed by underlying data from our quantitative 
models. As figure 12 shows, earnings revisions in emerging 
markets bottomed in March and April of 2016, and we have  
seen two to three months of steady improvement (versus the 
opposite in developed markets, with the United States, United 
Kingdom, and Japan rolling over in the past few months).

Rebalancing Is Underway in China

We continue to find interesting investment opportunities in China, 
although our outlook for the economy is mixed as China continues 
to rebalance its economy from investment to consumption. GDP 
growth has continued to slow. It is at approximately 7% now, and 
consumption accounts for close to three-quarters of incremental 
GDP growth. So the country continues to transition away from 
heavy industry and fixed asset investment.

The transformation of Chinese society, with the emergence of a 
new middle class and subsequent changes in consumer patterns, 
is very interesting, in our view. A significant demographic change 
is taking place. A recent study showed that 60% of Chinese 
households now have an annual disposable income of $7,500, up 
from 20% 10 years ago. In addition, this more affluent middle class 
is connected to the internet and social media. The Chinese are 
well-informed, more sophisticated consumers. 

But the transition to consumption in China is much more than 
a transition to basic consumer goods; it is also a transition to 
experiences and services including education, travel, media,  
and publishing.  

Figure 13 contrasts growth in “new” and “old” China. In old China, 
which includes power and utilities, banks, financials, industrials, 
and commodities, there is essentially very little or no growth. 
New China, which includes healthcare, IT, publishing, movies, 
entertainment, travel/leisure, and renewable energy, is seeing 
very strong growth.

Figure 12: 
Aggregate Earnings Revision Ratio

Source:  Datastream as of June 2016. Data is the most recent available. 
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Figure 14 is a blueprint for where China wants to take its economy 
in the next decade. A key takeaway is what is not on the list: 
real estate, fixed asset investment, and financials. Rather, the 
government’s clear objective is moving up the technology value 
chain and improving the quality of life through healthcare, pollution 
control, and alternative energy. Reducing congestion via high-speed 
rail, and promoting robotics, food quality, and modern agriculture, 
are also key. This is where the government is focused on taking the 
economy over the next 10 years, and where we are trying to position 
our investments in China. Interestingly, however, if you look at the 

broad Chinese equity indices, and the constituents of the standard 
Chinese exchange-traded funds (ETFs), you see old China—the 
utilities, the financials, the banks. Against this evolving backdrop, 
we believe it will be important to look at sectors and individual 
companies from a fundamental perspective to effectively identify 
investment opportunities going forward. 

We continue to find exciting opportunities in the Chinese internet 
and advertising market. Ad spending, in particular, has grown 
significantly in China over the past two years to become the 
second-largest mobile ad market in the world after the United 
States. As figure 15 shows, it is now bigger than the ad markets of 
the United Kingdom, Germany, and Japan combined. 

Moreover, as figure 16 shows, the mobile advertising market 
continues to grow at triple-digit rates. This has profound 
implications from an investment point of view. The third- and 
fourth-largest digital media companies in the world are now 
Chinese. From our experience in China, the first-mover 

Figure 14: 
Ten Priority Fields for Development
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Figure 15: 
Global Mobile Ad Spending Market Share

Source: Morgan Stanley Research, eMarketer, as of June 2016. Data is the most 
recent available.
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advantage, the network effect, and the technology barriers to 
entry mean that once those companies are in place, it is very 
difficult to disrupt them.

Similarly, the Chinese tourism market has broad implications 
for the entire Asian region. The tourism market is growing at a 
25% to 30% rate, and this is affecting everything from Japanese 
duty-free operators to Korean cosmetics companies to airport 
operators in Thailand, Australia, and New Zealand. Chinese 
tourists are creating investment opportunities throughout Asia. 
This clearly reflects the ongoing momentum in China’s transition 
to consumerism. 

India Continues to Stand Out

India is a market that we have been positive about for the last 
few years. As figure 17 shows, GDP growth has accelerated while 
growth in the rest of the world has remained relatively stagnant.

India is now the fastest-growing major economy in the world, 
surpassing China for the first time in a generation, with close to 
8% growth. Key drivers of the favorable environment have been a 
pro-reform government in addition to lower oil prices, inflation, 
interest rates, input costs, and taxes. As a result, operating margins 
have expanded and growth in earnings per share has accelerated. 
We continue to find attractive investment opportunities in India, 
largely because of these favorable tailwinds, but also because of 
good corporate governance and overall management quality that 
stands out within the EM universe.

Examples of longer-term growth opportunities we are excited 
about in India include personal care products and autos. Figure 
18 shows that per-capita spending in India on personal care 
products—toothpaste, hair care products, basic consumer 
staples—is less than $10 per year. Brazil, in contrast, spends 
approximately $150 per year. We believe that this bodes well for 
the growth potential in Indian consumer companies.

Figure 18:
Runway for Growth in Emerging Market Beauty and  
Personal Care Products

Country 2015 Percentage 2013- Years to
 Per-Capita of U.S. 2015 Reach 
 Spending Spending CAGR U.S. Level*

 U.S. $248.90 100% 2.0% NA

 Brazil $148.50 60% 4.0% 13

 Poland $98.80 40% 2.4% 39

 Mexico $72.00 29% 3.5% 36

 Russia $62.00 25% 9.4% 15

 Turkey $46.70 19% 10.7% 16

 China $37.10 15% 6.5% 30

 Indonesia $16.90 7% 14.0% 21

 India $9.10 4% 12.4% 28

Source: Euromonitor, BofA, Merrill Lynch Global Research as of June 2016. Data is 
the most recent available. CAGR refers to compound annual growth rate. *Number 
of years to reach U.S. level is based on the assumption that growth stays in line with 
2013-2015 CAGR. 

Figure 16: 
Mobile Advertising Market

Source: Morgan Stanley Research, eMarketer, as of June 2016. Data is the most 
recent available.
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Figure 17: 
Real GDP Growth Di�erential 

Source: Credit Suisse as of June 2016. Data is the most recent available.
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Brexit: Implications for Emerging Markets

When looking at the direct exposure of EM countries to the 
United Kingdom and the European Union (EU) more broadly, 
we see that their overall exposure measured through exports as 
a percentage of GDP is limited. Only Poland, Russia, and Turkey 
have more significant exposure, but even in those countries the 
EU represents less than 10% of their exports, and the United 
Kingdom is even less.

Furthermore, from a political perspective, Brexit highlighted the 
improved situation in EMs versus developed markets. Whereas 
populism has created varying degrees of political pressures in the 
United Kingdom, Europe, and United States, in EMs we have seen 
some broad-based positive trends.

Latin America is a good example, where we find that most of 
the past decade’s populist governments are out of office and 
replaced by more business-friendly leaders. Brazil is the best 

example, with the downfall of President Dilma Rousseff, who 
is under corruption investigation and suspended from the 
presidency pending formal impeachment proceedings, and has 
been replaced by a market-friendly administration under Vice 
President Michel Temer. There are also new administrations in 
Argentina and Peru that are pro-reform.

Beyond Latin America, Indonesia and India are also countries 
with pro-reform, pro-business political leadership.

In contrast, the outlook for Turkey has clearly worsened 
recently. We expect the deterioration of political institutions 
to have a negative impact on the Turkish economy and weigh 
on the currency as well. We remain cautious as a result, and we 
will continue to monitor developments. Importantly, Turkey 
accounts for less than 1.5% of the broad MSCI EM Index, 
making it a more manageable risk, in our view.

Figure 19:
Political Turmoil in Developed Markets in Contrast With Improving Emerging Markets

Source: William Blair.
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AuthorsWhat to Watch for in 2016
What are the investment implications? The slightly clichéd 
response is that we are doing what we always do: looking 
for high-quality growth companies that can have a high 
sustainable return for the longest period of time. Some 
themes, however, are as follows.

Corporate earnings have come back into focus. While we 
are in the thick of the quarterly reporting season, we have 
seen positive trends for high-quality growth companies. 
We have been adding to EMs in our portfolios amid better 
fundamentals, broadly speaking. 

Equity valuations are generally high globally, but EMs 
are a better value, in our view. This further supports our 
favorable stance and our continued weighting increase 
in broad portfolios, gradually closing the significant 
underweight we had a year ago.

We are beginning to see dominant technology platforms 
around the world. This is occurring not just on the software 
side, but on the hardware side as well, and that has continued 
to drive investment performance. Technology remains a key 
overweight for us from a global sector perspective.

Central bank influence remains important. While there 
is some discussion about the role of the central banks and 
whether their influence is poised to change, we believe they 
still have a key role to play and will continue to be a point 
of focus for investors, given the large debt levels and the 
changing role of the state going forward.

Disruption themes remain relevant. Lastly, while we 
believe that disruption is still a relevant theme, the nature of 
the disruption also remains very important. And, it extends 
beyond the technology sector.  •
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