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Introduction 

Braming: Emerging markets have underperformed 
developed markets by over 22.5% year-to-date.  
Emerging markets bond and equity flows that were 
significantly positive going into May have turned 
sharply negative.  What has driven this under-
performance and is it set to continue?  Is now the 
time to add to emerging markets positions, hold on to 
correct positions or reduce?  What are the 
implications across sectors and countries?  What sign 
posts are we monitoring that could change our 
outlook?   

Olga Pomerantz is an economist on the Global Equity 
Research team and will discuss macroeconomic 
trends and William Blair’s framework for assessing 
opportunities and risk in emerging markets. Todd 
McClone is a partner and portfolio manager for the 
Emerging Markets strategies and will delve into these 
issues in more depth to discuss current emerging 
markets valuations relative to history and 
performance differentials, as well as specific 
implications for countries, sectors and emerging 
markets positioning overall. 

Current Macroeconomic Events in a Recent 
Historical Context 

Pomerantz: The indiscriminate sell-off in emerging 
markets began in May, as the Federal Reserve 
announced that it was considering tapering 
quantitative easing programs.  The initial sell-off took 
place on rising bond yields. In mid-May, the U.S. 
Department of Energy approved the second LNG 
(liquefied natural gas) terminal, which will be used to 
export natural gas.  This further rattled the emerging 
markets. But this time, the pressure was more 
evident in currencies, all of which weakened against 

the U.S. dollar to varying degrees.   This sequence of 
events suggests that we are in the midst of a 
wholesale reassessment and repricing of growth.  

The post-global financial crisis world was 
characterized by three themes:  

1. Anemic growth in developed markets, weak and 
uncertain growth in the U.S., and multiple 
relapses into recession in Europe;  

2. Strong growth in emerging markets on the back 
of very substantial credit stimulus (in 2010, 
Brazil’s Gross Domestic Product expanded by 
7.5% and in that same year, China reported a 
near double-digit GDP growth rate);  

3. The aggressive quantitative easing in the U.S. 
contributed to weak a U.S. dollar and historically 
low debt yield.   

Many companies in emerging markets took 
advantage of these trends and refinanced away from 
higher yielding debt in local currencies toward low 
interest rate U.S. dollar-denominated debt. 

All three of these forces are now reversing.  The 
markets’ reappraisal, which started at the beginning 
of this year, became much more decisive with the 
Fed’s announcement of QE (Quantitative Easing) 
tapering.   

The Global Environment Moving Forward 

There are two dominant factors that characterize the 
global environment and the impact on emerging 
markets. First, there is stronger growth in developed 
markets.  In the U.S., private sector expansion 
remains on track, despite the government sector pull-
back.  As this pull-back abates, GDP growth will 
accelerate and will become more pronounced and 
evident.  Broadly speaking in the Euro area, countries 
are returning to growth following very serious 
adjustment efforts that are beginning to bear fruit.  In 
Japan, growth is definitely accelerating due to the 
pro-growth policies of the current administration.  
This suggests much stronger and more evident future 
growth in developed markets.   
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The second broad trend will be a smaller current 
account deficit in the U.S. as a direct result of a 
structural shift in unconventional energy supply. This 
should result in the U.S. dollar being stronger than it 
has been in the past and stronger than it otherwise 
would be.  

These changing dynamics have two important 
implications for emerging markets. First is the 
rotation within emerging markets away from 
commodity producers (who benefited during the past 
decade from China’s industrialization and rapid build 
out of residential real estate) toward manufacturers 
and exporters, who will benefit from stronger 
demand in developed markets for their goods.  We 
expect relatively more stable commodity prices 
(specifically energy prices) following a stronger 
dollar. We also anticipate somewhat weaker local 
currencies acting as a tailwind for emerging markets 
manufacturers and exporters. 

Finally, emerging markets are not the homogenous 
group of yesteryear.  As a result of prudent economic 
policies instituted following the Asian financial crisis 
and the Russian banking crises of the late 1990s, 
many emerging markets economies are now in the 
position to control their economic destiny to a much 
greater extent than ever before.  This has not gone 
unnoticed by the market.  While Brazil is down 35% 
year-to-date in dollar terms, Indonesia is still up 3%. 

Brazil 

In the last decade, Brazil benefited greatly as one of 
the largest commodity exporters geared to China’s 
industrialization and real estate development.  This 
strong tailwind has all but dissipated. China’s 
demand for commodities is more likely to remain 
stable or grow modestly in the current decade.  
Furthermore, over the past three years, Brazil’s 
administration has pursued highly interventionist 
and ideologically-driven economic policies. The end 
results have been undermined confidence and 
plummeting investments. 

At the same time, Brazil’s administration expected 
persistently weak global growth to address what is 
largely domestically-sourced high and rising 
inflation.  In other words, it relied on the Fed to 
continue quantitative easing indefinitely to take care 
of a domestically-driven and domestically-sourced 
inflation problem.  Proven wrong on all counts, 
Brazilian policy makers are in the unenviable 

position of having to raise interest rates as its 
economy is slowing.  To the extent that some 
Brazilian corporates also accumulated debt in dollars 
over this period, falling currency and rising yields 
will prove a further headwind.   

While we do not expect a crisis, as fundamentals 
remain broadly sound in Brazil, we do anticipate a 
period of low growth and a recalibration of economic 
policies. There could also be some changes in 
leadership, either in the composition of the current 
administration, or with new leaders following next 
year’s presidential election. 

China 

As the single largest economy in the emerging 
markets, and the second largest economy globally, 
China also exemplifies the trends being highlighted 
today. Economic growth has slowed over the past 
several years as policy makers have sought to reign 
in credit growth. However, tolerance for much lower 
growth going forward is very low and may not be 
necessary. 

The current Chinese administration is well in place.  
The consolidation that takes place during a 
leadership transition in the government sector about 
once in a decade is broadly finished.  Expectations 
put forth by the current administration, in terms of 
structural reforms, are very high.  These expectations 
are both driven by the domestic populace and also by 
foreign and financial market participants. 

The reforms that are likely to be unveiled this fall (at 
the earliest) will not necessarily take growth much 
lower than the current 7% range. Instead, initiatives 
will likely focus on balancing structural reforms and 
taking out capacity where necessary, while also 
opening up sectors, markets and new opportunities 
for private capital to earn attractive returns.  This is 
very much the model that China followed in the late 
1990s when it severely restructured and downsized 
its state enterprise sector (which meant that 50 
million employees were fired), while at the same time 
it liberalized the residential real estate market, 
resulting in a bonanza. 

Indonesia 

The theme of increased competition in some sectors 
is very much evident in another place in Asia: 
Indonesia. Contrary to persistent market 
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expectations, sustained strong economic growth in 
Indonesia has not resulted in higher inflation. 
Instead, there has been higher investment as new 
entrants emerge and incumbents invest in expanding 
their operations.   

Emerging Markets: A Closer Look  

McClone: Expanding on points already made, let us 
explore five different issues: 

1. What is emerging markets performance year-to-
date? 

2. What are the primary investor concerns driving 
the downdraft in emerging markets? 

3. What is currently priced in emerging markets 
valuations after the recent adjustments in equity 
prices and currencies?  

4. What is the outlook for emerging markets? 
5. How is William Blair positioned in our emerging 

markets strategies and why do we believe our 
quality growth investment philosophy should 
continue to outperform in emerging markets? 

Emerging Markets Performance Year-to-Date 

The MSCI Emerging Markets Index declined 11% in 
the first half of 2013, underperforming the MSCI US 
Index and MSCI ACWI by 23% and 16%, respectively.  
This has been the worst year-to-date relative 
performance of the asset class since the Asian 
financial crisis in 1998.  Accounting for a sizable 
portion of the underperformance has been the 
depreciation of emerging markets currencies relative 
to the U.S. dollar, with the Indian Rupee, South 
African Rand, Brazilian Real, Russian Ruble, and 
Turkish Lira all falling by more than 10% from their 
respective 2013 highs. 

Emerging markets performance deteriorated 
markedly in the second quarter, driven primarily by 
the dual fears of higher global bond yields (brought 
about primarily by Fed tapering talk, and resulting 
significant outflows over the past six weeks in the 
emerging markets fixed income fund). In addition, 
Chinese growth and credit crunch concerns were 
highlighted by the recent spike in SHIBOR rates and 
continued disappointing GDP growth from China. 

Primary Investor Concerns 

While the Fed is not talking about hiking interest 
rates any time soon, it is talking about being less 

accommodating. This means that the second 
derivative of the rate at which it provides stimulus 
will soon turn negative. Markets are simply 
extrapolating from this premise.  Fed easing cycles 
generally have been positive for carry trade 
strategies, which are defined as borrowing in low 
yielding U.S. dollars to invest in high yielding 
emerging markets currencies. However, Fed 
tightening cycles usually result in negative returns 
for these strategies.  This has resulted in a reversal of 
significant inflows that emerging markets fixed 
income markets enjoyed over the past few years.  
This reversal began about six weeks ago, 
commensurate with Fed tapering talk.   

Flows in emerging markets fixed income funds 
peaked on May 23rd, with a year-to-date inflow of 
$32 billion.  However, since May 23rd there have 
been redemptions of over $12 billion.  This outflow 
caused selling pressure in emerging markets fixed 
income markets, putting upward pressure on 
emerging markets interest rates and downward 
pressure on emerging markets currencies.  This 
obviously has caused downward pressure on 
emerging markets equities, which have rerated lower 
as a result of the higher interest rates and emerging 
markets currency volatility; it spooked investors. 
How these flows evolve in the next few weeks and 
months will probably be the most immediate 
determinant of how emerging markets equities 
perform.  In the short term, emerging markets 
equities are unlikely to be able to decouple from high 
volatility in emerging markets fixed income, interest 
rates, and currencies. On a more positive note, in the 
week to July 5th, outflows in emerging markets fixed 
income funds slowed considerably to $900 million 
for the week, versus $5.5 billion dollars the previous 
week. Hopefully this trend will persist but it clearly 
remains to be seen.  There was further volatility in 
emerging markets on July 5th when the U.S. 
employment report was stronger than expected, 
forcing yields up fairly violently in the U.S. and across 
emerging markets.   

In terms of China, growth has been slowing all year 
despite reasonably strong credit growth and 
infrastructure-related spending. This is causing fears 
that the growth multiplier of incremental credit and 
infrastructure spending has fallen and the realization 
that the reset of China’s GDP to a lower growth 
trajectory is finally here.  If you add to this the drama 
in recent weeks of the sudden spike in SHIBOR rates 
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as the People’s Bank of China attempted to curtail 
shadow banking lending activities by various players, 
it looks like Chinese growth will continue to 
disappoint and be revised down in the foreseeable 
future.  We do not see a credit crisis at this point in 
China, just continued slowing growth. 

Emerging Markets Valuations 

Currently on one year forward earnings, emerging 
markets have a P/E ratio of approximately 10x.  
Developed markets are at about 13.1x. To put 
emerging markets’ 10x P/E ratio in context, at the 
bottom of the recent global financial crisis in March 
2009, emerging markets traded at 8x earnings.  And 
the P/E range for the last ten years has been between 
8x – 18x. Clearly, emerging markets are at the bottom 
end of that range and are pricing in poor growth and, 
to some extent, some kind of crisis. 

Going back as far as 1990, the historical emerging 
markets P/E discount has approximated 20% relative 
to developed markets versus the current 30%. A 
significant amount of bad news has been priced into 
emerging markets equities at these levels, given the 
nearly crisis valuation. 

The good news is that compared to the major 
emerging markets crisis periods in the early 1980s 
and mid-1990s (e.g., the 1994 Tequila crisis and the 
Asian financial crisis), there are a few points in 
emerging markets’ favor that can help avoid a repeat 
of these crises. First, sovereign leverage is far lower 
as emerging markets’ fiscal balance sheets are in 
great shape (and clearly in much better shape than 
developed markets sovereign balance sheets).  
Second, the extent of external debt positions in 
emerging market countries is far lower than in 
previous times.  Third, emerging markets’ central 
bank reserves are far higher now than they were in 
previous crises, giving them more flexibility to deal 
with emerging markets fixed income outflows.  
Finally, the current account positions are generally in 
much better shape than they were in previous crises, 
giving a buffer for current volatility. 

As previously noted, local currency bond issuance 
has increased dramatically in recent years.  The 
positive side is that the currency mismatch is much 
lower these days. Much of the fixed income is now 
based in local currency instead of dollars, so that 
when emerging markets currencies depreciate, the 
debt of these countries depreciates commensurately. 

When these countries had debt in U.S. dollars, the 
value of that debt increased as their currency 
depreciated.  That is not occurring as much this time 
around.  Consequently, the risks of the box-standard 
emerging markets crisis that occurred in previous 
periods are generally lower this time around. 

Emerging Markets Outlook 

Although emerging markets’ GDP growth is still 
outpacing developed markets on an absolute basis, 
the relative momentum of GDP revisions currently 
favors developed markets at the margin.  This year’s 
emerging markets composite GDP has been revised 
down from an expectation of about 5.8% GDP to 
5.2%. This is a modest revision, but it is downward 
nonetheless. 

Meanwhile, the developed markets’ GDP growth has 
been revised up from 0.8% expected this year to 
1.3%.  Again, this represents a modest upward 
revision, but it is directionally positive, whereas 
emerging markets is directionally negative.  
Historically, emerging markets has out-performed 
developed markets when its relative GDP momentum 
has been positive versus developed markets.  This is 
clearly not the case at the moment and is unlikely to 
be so for the duration of 2013 and possibly into the 
beginning of 2014.  During this period, U.S., Japanese, 
and European GDP revisions are likely to be flat to 
higher versus the likely further modest downgrades 
to emerging markets growth expectations. 

In sum, there is relatively minimal incremental 
downside to emerging markets valuations given 
current conditions. The key variable to watch in the 
coming weeks and months is the fund flow of 
emerging markets fixed income products.  There are 
a number of indications that support the contention 
that the bulk of the emerging markets valuation 
adjustments have occurred. Institutional investor 
positioning and sentiment is already bearish. Bank of 
America’s recent fund manager survey shows that a 
net 9% of institutional investors were already 
underweighted emerging markets equities relative to 
benchmarks.  Year-to-date emerging markets equities 
inflows were $33 billion in the first two months of 
2013. Since then, there has been $29 billion in 
outflows ($26 billion coming from ETFs), virtually 
wiping out all of the inflows in the emerging markets 
equities year-to-date.  As a result, the reversal of the 
equity flows has already happened. 
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Finally, stronger growth and improved growth 
prospects for the U.S. and developed markets overall 
should eventually be supportive of risk assets, 
especially emerging markets equities. It is really 
these inflection points in relative growth rates that 
can be volatile and painful.  But as U.S. and Japanese 
growth improves and Europe comes out of its crisis, 
the appetite for risk assets will rise and be beneficial 
for emerging markets. 

With all of that said, there are areas of emerging 
markets that do remain attractive. For example, 
emerging markets small cap has dramatically 
outperformed the broader emerging markets indices.  
Also, frontier markets are up 7%-8% year-to-date, 
outperforming the MSCI Emerging Markets Index by 
26% in the first half of 2013.  And selected non-BRIC 
(Brazil-Russia-India-China) markets are in the midst 
of very compelling economic cycles. Thailand, 
Malaysia, and the Philippines each show property 
prices booming, consumption booming, fiscal 
spending strong, low inflation, and low interest rates. 
All of these factors point to positive economic cycles 
in some of these markets, relative to BRICs. This 
implies that within emerging markets it will be 
selective alpha, rather than aggregate emerging 
markets beta going forward, which is where 
investors will want to have exposure. 

Emerging Markets Positioning 

At William Blair, we remain confident in our general 
emerging markets positioning and our investment 
philosophy. We are confident in continued 
outperformance of our strategies for a few reasons. 
First, when emerging markets growth is scarce and 
declining, investors will tend to pay up for companies 
that continue to grow in a more difficult 
environment.  

Companies we invest in generally have low leverage, 
many 30% to 40% lower leverage, than the average 
stock in the Index.  We believe these strong balance 
sheets allow these companies to grow in tougher 
environments. As interest rates rise and access to 
capital gets more difficult, our companies will likely 
not need to access capital in order to grow, expand 
and take market share from their weaker 
competitors and support their earnings outlooks.  We 
believe quality growth as a style in general tends to 
outperform in this kind of environment. 

Finally, we believe this environment plays pretty well 
for how current portfolios are positioned. Over time, 
we expect to be underweighted Energy and Materials 
in most environments. Our underweights are 
currently fairly strong with the Materials weighting 
approximating 2% relative to benchmarks of 9% or 
10%. With Chinese growth downshifting and the 
supply response happening in commodities across 
many different commodity markets, commodities are 
going to have a hard time performing. That is 
generally a big underweighting for William Blair and 
plays to the strength in how we are generally 
positioned. 

Braming: Already in the second quarter and year-to-
date, the highest quality companies in emerging 
markets have substantially outperformed their lower 
quality competitors. Within emerging markets in our 
broader global and non-U.S. strategies, we are 
focused on consumer-oriented sectors in these 
markets, away from Resources. In Emerging Markets 
Leaders and Emerging Markets Growth, 
approximately 5.5% of our portfolios are invested in 
companies in frontier markets. In addition, we tend 
to be underweighted in economies that are 
commodity exporters, such as Brazil or Russia. 

Questions and Answers 

Question: What is your outlook for India? 

McClone: India should be a beneficiary of falling 
commodity prices.  Typically, we are extremely 
overweighted in India. We are more modestly 
overweighted than we normally would be because of 
issues such as high inflation, low growth and the 
central bank starting an easing cycle about a month 
or two ago.  However, another issue has cropped up. 
The Rupee has weakened dramatically and oil prices 
have increased a bit due to the unrest in Egypt. India 
is a big energy importer. This has limited the central 
bank’s maneuverability in cutting rates.  However, 
this is probably a relatively short-term phenomenon. 

India also imports quite a bit of gold and gold prices 
have fallen, which has helped their current account 
position. If the Rupee settles down (there is talk 
about relaxing some foreign investor regulations to 
allow more capital to flow into the country to support 
the Rupee) and if oil prices moderate, I believe the 
inflation outlook in India will improve.  It was 
starting to improve over the last couple of months, 
which was getting us increasingly bullish over the 
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March-April timeframe. However, with the currency 
depreciating it has taken away some of the Central 
Bank’s maneuvers.   

Of the BRICS, however, I would say it is the country 
that is probably most likely to outperform and is 
most likely for us to be raising our weighting in over 
the near future.  In assessing the BRICS in general, 
Brazil is suffering from low growth, high inflation, 
and is having an increasing rate cycle at a time when 
growth is weak, which is a pretty toxic cocktail for 
earnings and the equity market.  Russia for us is 
generally underweighted as we do not find a lot of 
quality growth companies; they are a bit of a one-
trick pony with energy prices.   

China has been slowing growth and earnings have 
been pretty disappointing.  South Africa has gone 
through an unsecured lending boom over the last 
couple of years. This has driven consumption, but 
that is starting to unwind from the third quarter of 
last year. A statistic I recently saw showed 30% or 
40% of unsecured loans outstanding in South Africa 
are now 60 to 90 days past due.  Consumption was 
the one leg of growth South Africa had and that is 
now off the table.  As a result BRICS, which represent 
about 50% of the emerging markets index, are mostly 
in the penalty box right now, but India would seem to 
be the one that could probably emerge sooner than 
the rest. 

Question: Please discuss the LNG terminals and the 

trend towards U.S. energy self-sufficiency.  Who 

might be the winners and losers and how long might 

it take to manifest into becoming self-sufficient? 

Pomerantz: In terms of manifestation, it is already 
apparent in the U.S. trade statistics.  Normally, what 
has occurred since the early 1980s is that the U.S. 
trade deficit is driven by petroleum and non-
petroleum imports. Both usually head down with 
growth. In other words, as GDP growth picks up and 
U.S. consumption picks up, it sucks in an ever greater 
share of both petroleum imports and non-petroleum 
imports.   

Since about 18 months ago the petroleum trade 
deficit has started to narrow visibly and is doing so 
with each month.  Obviously, monthly series are 
volatile so month-on-month there is volatility, but the 
trend is already pretty consistent.  I believe some oil 
exporters that export into the U.S. are already 

starting to notice lower oil volumes, especially on the 
West Coast.  The trend is already apparent.   

The LNG terminal will allow the U.S. to export natural 
gas to countries that currently do not have free trade 
agreements with the U.S. Sometime down the line, 
that will further shrink, or completely eliminate the 
trade deficit that the U.S. currently has in the 
petroleum products, oil, and oil derivative products.  
That will contribute to lower than otherwise would 
have been current account deficits, and thereby much 
stronger dollar than, again, otherwise would have 
occurred. 

McClone: That is a valid point. It is another risk for 
emerging markets. The current account deficit is 
narrower because the U.S. is more energy self-
sufficient and the dollar is stronger for longer which 
makes life a little more difficult for emerging markets 
in general.  Whereas in a typical cycle, U.S. growth 
would improve, the trade deficit would widen, the 
current account deficit would widen, and the dollar 
would be relatively weak; so it is a different dynamic 
this time around. 

Question: Not that Canada is an emerging 
market, but is it a winner or a loser in this scenario of 
volatile commodity prices and U.S. energy self-
sufficiency?   

Pomerantz: Commodity exporters, such as Canada, 
Australia, Brazil, South Africa, and Russia tend to look 
less favorable in this construct.  Having said that, the 
Canadian economy is pretty well diversified and is on 
a relatively solid footing so we do not expect the 
same kind of downward growth revision and the 
same kind of painful adjustment that I think are 
awaiting some of the other places I mentioned.   

Question: I don’t quite understand the China credit 
crunch.  Could you give a one paragraph explanation 
of what that is what’s happening there? 

Pomerantz: The Chinese credit crunch was partly 
engineered by the People’s Bank of China (China’s 
Central Bank) in an attempt to highlight where the 
problem is.  In order to restructure the banks, and in 
order to force them to behave in a manner that is in 
line with economic policies of the Central 
Government, the problem needs to be exposed.  
Otherwise, no one would change their attitude.  What 
the Central Bank did was to restrict liquidity 
purposely and basically exposed those that had 
issues. 
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Over the past two years, there has been a large and 
growing mismatch between funding and liabilities of 
the major banks in China.  Most of Chinese banks’ 
loan books are concentrated in long-term 
infrastructure and housing-related projects, which in 
and of itself is not bad, except that they have 
extremely long payout horizons and cash generation 
prospects. Thus, they are not appropriate for being 
funded by bank loans.  They should instead be funded 
by long term bonds, municipal bonds, government 
bonds, and infrastructure bonds.  In other words, 
they should be funded by a debt market.   

China is very much focused on developing a debt 
market.  There are a couple of pilot schemes going on 
right now in select provinces where, for the first time 
ever, these provinces are allowed to issue their own 
bonds.  China is also working on developing several 
credit rating agencies that will rate different 
municipalities, provinces, cities et cetera, in an 
attempt to create a normal vibrant liquid bond 
market.  As you can appreciate, this takes a lot of time 
and is a longer term structural process. 

In the meantime, in order to attract deposits and 
bypass strict deposit rules, Chinese banks have 
created off-balance sheet wealth management 
products that pay slightly better rates than current 
deposits.  Over time this creates an extreme maturity 
mismatch between what is actually on the books of 
these banks and what needs to be financed on a 
regular basis in these wealth management products.  
That is exactly what the PBOC was attempting to 
curtail.  

The situation in China is such that any destabilization 
or financial or banking crisis is extremely unlikely. 
Any kind of banking crisis that we have ever seen in 
the world is always precipitated by a funding crisis.  
Since the capital account is still largely closed in 
China, it is very difficult to see where a funding crisis 
would come from.  And at the end of the day, the 
PBOC can provide whatever liquidity it feels it can.  
Finally, overall system liquidity was sufficient; it is 
just that several banks found themselves on the short 
end of that stick. 
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