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IT IS ALWAYS DARKEST BEFORE THE DAWN

A year that started out with so much optimism proved to be quite difficult for Emerging Markets (EM). 
All in, the MSCI Emerging Market price index plunged 16.6% in 2018 (-14.6% on a total return basis), 
retracing half of the strong gain registered in the previous year and marking its worst calendar year  
performance since 2011. 

Among the 24 countries that comprise the index, stock prices in all but one were in negative territory for the 
year (Qatar the sole market to post a gain). Moreover, 15 of the EM sub-indexes recorded declines of more 
than 10%, with seven of these in excess of 20%, expanding the ranks of EM markets with official bear market 
status relative to their post-recessionary peaks to 11. The selling pressure was broad-based across industries as 
well, with all but one EM sector down on the year for the worst breadth since 2015 (Energy the only one to 
buck the trend with a meagre 0.8% price gain and a 4.7% total return).

In other words, 2018 ended up being a less than luminescent year for EM equities. 

Looking forward, the heightened volatility that continues to prevail in the global marketplace combined  
with the lingering uncertainties clouding the outlook may leave investors in the asset class feeling as though 
they are left grasping in the dark. There are, however, some flickers of light poking through that can suggest  
that a new dawn could be on the horizon in the New Year.

Guardian Capital LP is providing this market commentary which was authored by GuardCap Asset Management Limited. 
GuardCap Asset Management Limited is a sub-advisor to, and an affiliate of, Guardian Capital LP.
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Growing Concerns

First of all, while it may be the case that the narrative 
surrounding the macroeconomic outlook has turned 
notably more downbeat, the backdrop still remains 
broadly positive. Despite concerns, when all is said 
and done, 2018 actually ended up being one of the 
best years growth-wise of this cycle.

Global economic momentum did slow through  
the second half of the year, though this moderation 
came from very high levels — in many cases, 
forward-looking indicators of growth were sitting 
at cycle-peaks and even with the deceleration, these 
data point to continued growth over the coming 
months and at above-trend, albeit more modest, 
rates. So while 2018 may end up as the peak in  
global growth for the cycle, there is no real sign  
that the economy is on the verge of hitting its peak  
in terms of output, which means that the expansion 
will live to see another day — and without a 
recession, it is highly unlikely to see a fundamental 
global bear market, like those that occurred  
in 2000/01 and 2008/09, in the near-term.

Moreover, the bulk of the deceleration in global 
growth is looking as though it will be concentrated 
among Developed Markets (DM), which are in 
more mature stages of their business cycles. In EM, 
aggregate momentum looks to largely hold steady 
as the ongoing moderation in China’s pace of 
expansion is offset by continued recoveries in the 
likes of Russia and Brazil, and India once again acts 
as the pace-setter for the rest of the globe. More to 
this point, there were nascent indications that the 
underlying macroeconomic momentum for the 
region was turning for the better through year end.

Given that markets are seemingly priced for an 
impending “worst case scenario”, should this modest 
baseline forecast playout, it could see the growth 
premium for EM relative to DM start to expand and 
provide support for EM assets.

Of course, plenty of risks continue to loom over the 
outlook and China is at the centre of the largest of 
them. China’s economy has downshifted from the 
unsustainable 10%+ growth rates recorded a decade 
ago and the deceleration became more notable over 
the last year. Growth in the world’s second largest 
economy in 2018 hit its slowest rate since 1990 as  
the government placed focus on trying to rein in  

the country’s rapidly escalating debt burdens via 
cracking down on the shadow banking system. 
Domestic credit growth has been on a downward 
trend and with it business investment has pulled 
back while consumers have scaled back their 
spending as well (particularly among big ticket  
items such as autos and housing). 

Policymakers in Beijing have the capacity to offer 
support for the economy and are showing an 
increasing willingness to provide it — the People’s 
Bank of China recently cut the reserve ratio for 
all banks, freeing up more than $100 billion for 
new lending, while the government indicated 
it will soon roll out targeted policies to support 
domestic consumption. More stimulus is expected 
to be introduced to further underpin the growth, 
however, there is concern that China will not be able 
to successfully navigate a “soft landing” without 
sacrificing progress made on financial stability.

These internal issues are compounded by the 
ongoing tensions between the China and the US. 
While undoubtedly weighing on sentiment and 
market performance, the negative impact of the 
added trade barriers on China has been somewhat 
muted so far as Americans front-loaded imports 
ahead of the expected increase in tariffs on January 
1 — exports stateside remained strong in Q4 while 
US port data indicate record inventory levels of 
containers from China. The buildup of stockpiles, 
though, means that export activity will recede in 
the near-term, something that is presaged by the 
plunge in the gauge of new export orders in the latest 
Chinese manufacturing PMI report (which itself was 
a disappointment, showing overall factory activity 
contracting for the first time in 19 months;  
on a more positive note, the nonmanufacturing  
PMI did perk up to close 2018).

While China will try to establish more significant 
trade relationships outside of the US, the two 
countries’ supply chains remain deeply intertwined 
and the longer the trade uncertainties persist,  
the more significant the direct hit to activity. 
Moreover, fallout will also likely widen given  
that the importance of these countries means  
that the reverberations of any domestic weaknesses 
are felt across all corners of the globe — particularly 
among EM countries in Southeast Asia and  
Latin America that are heavily dependent on  exports 
to, and investment from, the US and China as a 
driver of growth.
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Against the economic headwinds, there is a shared 
interest in reaching a resolution and there have 
finally been some signs of progress on this front. 
China has offered up some concessions by way of 
reducing auto import tariffs and opening up market 
access while the US agreed not to follow through 
on the planned tariff increases as part of the 90-day 
ceasefire agreed to in December and both parties 
have agreed to resume talks over the coming months 
in hopes of reaching some sort of compromise that 
permits both sides to save face. 

On the political front, the heightened policy 
uncertainty in Europe and the US is weighing on 
broad market sentiment and is unlikely to really 
ebb materially in the coming months. In the EM 
space, political risk has somewhat diminished for the 
coming year relative to the last 12 months thanks to 
a smaller slate of national elections on the docket. 
The potential for a change-over in governments in 
India, Argentina, South Africa and Indonesia (low 
as it may be), as well as the risks surrounding how 
the new governments in Brazil and Mexico manage, 
however, means that political uncertainty will  
remain on the radar.

Re-rating Rates

Perhaps the biggest headwind to EM in 2018 was 
the impact of rising US interest rates. The spike in 
American bond yields, and concurrent appreciation 
in the US dollar, in response to the aggressive 
repricing of the US Federal Reserve (Fed) early last 
year exposed extreme vulnerabilities in Argentina and 
Turkey, two countries that were extremely reliant on 
US dollar funding for their gaping current account 
deficits amid diminished FX reserves. The fear of 
contagion of these crises across EM drove massive 
outflows from the complex; however, those concerns 
have so far proven to be unwarranted as most EM 
economies took steps over the last two decades to 
mitigate the risk of a small crisis spiraling into a 
much larger one, such as was seen in 1997 or even 
2013. 

The positive economic backdrop continues to suggest 
that DM central banks will continue on their path 
toward normalizing monetary policy, however,  
the pace of tightening in the coming year is likely  
to be less aggressive than the previous 12 months — 
for example, the Fed is projecting just two 25 basis 

point hikes by the end of 2019 compared to the 
four made last year. Moreover, against the increased 
concerns over this outlook and heightened volatility, 
policymakers are likely more willing to err on the 
side of caution rather than move forward and risk a 
mistake that triggers a recession.

While the expectation for rising rates in DM is not 
inherently a positive for EM, a more protracted  
pace of interest rate increases combined with the  
fact that much of the needed rebalancing was  
already forced through and punishment doled  
out means that the likelihood of the liquidity  
issues that hindered EM performance flaring  
up again looks to be relatively low.

Against this, there is some scope for downbeat  
EM currencies to find some support which could  
also add to total equity returns — and indeed, they 
have already firmed by more than 2% in aggregate 
from their September lows.

Value Proposition

Finally, despite the concerns about growth and  
the resurgence of market volatility, corporate  
profits in EM have proven resilient and earnings 
momentum is expected to remain in place with 
consensus looking for high single digit earnings 
growth for the coming year.

Combine this with the weak performance in 2018 
and the net result is that valuations in EM have 
become compelling. The broad EM index is trading 
at just 11x forward earnings which is cheap relative  
to its history and a notable discount relative to  
DM, while the price-to-book ratio for the aggregate 
EM at 1.4x is nearing one-standard deviation below 
the norm at a time when the rising return on equity 
for the group justifies a rising multiple. Finally, the 
3% percent dividend yield on offer in EM exceeds 
both what is available in DM and what is available  
in bond markets, pointing to opportunities for 
income pickup as well.

This all suggests that there is scope for EM equities 
to ride an updraft should broader market sentiment 
improve. Until that point, however, the continued 
volatility and investor risk aversion will likely  
impede the ability of fundamentals to take over  
and constrain performance.
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But with that said, there are indications that the 
attractive valuations are drawing attention as fund 
flows have perked up over the last two months even 
with the general “risk off” sentiment dominating the 
markets. While the overall weight that international 
investors are willing to assign to EM is not 
particularly clear at the moment, if past exposures  
are any guide then there appears to be plenty of 
scope for money to flow back into the asset class.

The Final Frontier?

But while there is hope for a recovery of fund flows 
into EM, the smaller Frontier Market (FM) cohort 
is unlikely to see much of a revival, continuing to 
remain among the periphery of global investing.

FM can be viewed as the EM within EM; markets that 
are in earlier stages of development and generally 
too small or not respectable enough to be included 
among the EM. Membership in this group is fluid, 
with the ranks changing relatively frequently as 
countries move in and out of the classification — 
sometimes for the better as the likes of Argentina, 
which is set to be promoted to the EM index 
this year, while others like Venezuela lose status 
completely. At current, the most notable markets 
among the FM are Nigeria and Vietnam, increasingly 
compelling countries that both currently fail the 
acceptable investment practises test. Vietnam is less 
mature than Nigeria as a listed equities market, but 
it will probably achieve EM status sooner; Nigeria 
has huge potential, but the manifold failures of 
government have meant this has yet to be realized 
(and as things stand, is it unlikely to be in the 
foreseeable future).

While FM economies have higher potential growth 
rates as they are rapidly industrializing and have 
favourable demographic backdrops, they also 
generally have significant structural issues that mean 
the country risk is high. Common among these issues 
are political instability and social unrest, poor fiscal 
and/or monetary policy frameworks, inadequate 
capital market regulation, and limited access for 
foreign investors — all features that can inhibit the 
ability for the markets to fully realize their potential.

Further, industries in these countries are can be 
dominated by state-owned enterprises or by large 
multinational corporations, which means that the 
elevated growth rates do not necessarily translate into 
financial market performance.

Finally, perhaps the largest drawback to investing in 
these regions is the lack of liquidity in their markets. 
FM equities have small market capitalizations and are 
thinly traded in the best of times — so while it may 
be easy to get into, it can be exceedingly difficult to 
exit positions in short notice should sentiment turn 
for the worse.

Despite the inherent risk, the attraction to the FM  
is the prospect of capturing high growth and enhancing  
portfolio diversification at a low cost (since the group  
generally trades at a steep discount to their more 
developed counterparts) — this is particularly appealing  
in up-markets, as FM tend to be pro-cyclical, 
high beta plays, while the potential to exploit 
opportunities presented by less efficient markets 
implies the possibility of alpha generation as well.

These features are far from being compelling enough 
to justify the added risk in what is already a pretty 
risk-off backdrop, so while there may well be another 
time for FM to enjoy their moment in the sun,  
that moment is not now. 


