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Figure 1:Developed and Emerging markets

A brief history of emerging markets

Before we delve into a toss-up between emerging and
developed markets, we think it would be useful to
understand the origins of emerging markets. It may
seem like the commonly used term “emerging
markets” has been around forever, but this is very far
from reality. The term “emerging markets” originated
in 1981. Prior to 1980, the IMF divided the world into
just two groups - a small group of wealthy,
industrialised economies, and the rest which were
characterised as still growing, poorer and labour rich
developing economies (A ASLAM & PK Brooks 2024).

In 1981, Antoine van Agtmael, an employee from the
International Finance Corporation devised the term
“emerging markets” to attract interest for a new fund
that comprised of 10 up-and-coming developing
economies. This classification stuck and gained
widespread acceptance and lead to the creation of
several indices including the popular MSCI Emerging

Markets Equity index which was created in 1988.

The ups and downs of the Emerging Markets

Since we started to focus on this select group of high
growth economies, we realised that along with high
growth, comes a high level of volatility that we need
to tolerate. Currency crises, political upheaval,
financial contagion and external shocks are some of

the obstacles that need to be dodged.

The first major crisis that the Emerging Markets (EM)
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had to deal with, was the Asian Financial Crisis that
started in July 1997 in Thailand. Thailand was forced
to devalue its currency after months of speculative
pressure that lead to the depletion of their foreign
exchange reserves. This contagion quickly spread to
many other Asian markets, and then onto the entire
EM universe. The crisis impacted some of the fastest
growing emerging markets. The strong growth had
masked important vulnerabilities like excessive credit
growth and high leverage (Clark, M.C. and J.). The
crisis was eventually brought under control after the
intervention by the IMF which injected $118 billion
into the economies of Thailand, Indonesia and South

Korea.

Despite the volatility...
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Figure 2:MSCI Emerging markets, S&P 500 and All Country World Index (ACWI)
over 25 years, Source: Bloomberg.

Despite the volatility, MSCI EM has outperformed the
developed markets since 2000. The period post the
Dotcom bubble was a particularly important period for
EMs as growth across Latam, EMEA and Asia was
strong. The strong growth was led by China, and its
massive industrialisation drive which was strong

enough to propel global growth.
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Figure 3:China's Economic Growth in the 21st Century (2000-2023)

Chinese GDP growth was strong prior to 2000,
however, the rate accelerated post the Dotcom crash
and peaked at over 14% before the onset of the global

financial crisis (GFC).
The Emerging Markets since the GFC

Given that the root of the GFC was the US mortgage
market, and the lower debt levels of EMs prior to the
crisis, EMs outperformed the DMs over this period until
about 2012. Post 2012, the US took the lead, driven
by unprecedented levels of monetary stimulus and a
big rebound in domestic growth. This strong growth
boosted the demand for the greenback, and this was
bad news for a number of emerging markets that were
still very dependent on commodity exports. Towards
the latter part of the decade, the US’s economic clash
with China and a co-incidental or subsequent
slowdown of China’s economic growth weighed on

emerging markets.

The post Covid years

Normalized As Of 01/05/2015
=MSCI EM Index  193.02
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Figure 4:MSCI China vs MSCI Emerging Markets. Source: Bloomberg
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Post covid, EMs initially underperformed the Chinese
recovery but have outperformed since mid-2022. This
outperformance of emerging markets relative to China
has been driven by some of the bigger EMs like India,
which now make up a bigger part of the EM universe.
The biggest EM challenges over the last five years
have been Russia’s demise, post the attack on
Ukraine, and China’s equity market sell-off given
concern about a slowdown of economic growth and an

increase in regulations.

Why we believe EMs will outperform

The valuation gap: On a forward PE of 13.3x, EMs
trade at a big discount relative to the US (forward PE
of 22x), and the developed market universe in general
(forward PE of 20x).

The trade weighted USD is weakening: In the
past, a weaker USD would not be ideal for EMs given
that a large percentage of their exports would have
been USD denominated. Given the big increase in
trade among countries that form part of emerging
markets, there is now less concern about the impact
of a weaker USD. A weaker USD will also boost EM
equity market performance as most major indices still

report in USD.

Other emerging markets have become stronger:
China was the big driver of growth in the last EM up
cycle. China is still growing at a healthy 4+%,
however given the base effect, it is no longer sufficient
to be the main driver of EM growth. The Visual
Capitalist chart in figure 5 projects the growth outlook
to 2050 and demonstrates which other emerging
market countries are expected to be become a lot

more dominant in the universe.

Stock market weights should align with growth:
Over the past 10 years, the US equity market made
up a disproportionate size of the global stock market,
given its contribution to global GDP. In 2024, the US
made up 24% of global GDP, but close to 70% of the
MSCI ACWI This

disproportionate, and is due to correct, however the

weighting. is currently very
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correction could be even more pronounced given that
over the next 25 years, the US’s contribution is

expected to drop to just 16% of global GDP.

Here's how global GDP will be distributed in 2050,
according to projections from Goldman Sachs.
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Figure 5:Emerging economies will be the biggest contributors to the world’s GDP
by 2050; EMs are underweighted in the global investment pool.
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Mounting debt is certainly not helping: US
National debt as a percentage of GDP is forecast to
exceed 100% over the next four years and is expected
to surpass the 1946 record level. This alarming level
of debt raises even more red flags in relation to the

strong performance over the last few years.
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Figure 6:US on Track to Surpass Record Debt Levels Set after WWII by 2029,
Source: Standard Bank.
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Figure 7: MSIC Emerging Markets, CHINA, All Country World Index, S&P 500.

Source: Bloomberg

The emerging markets rally is off to a strong start and
has so far delivered performance in excess of 32%
year to date (YTD). This has been driven by the strong
performance of several smaller emerging markets,
and a very strong rebound from China, which is up
36% YTD (MSCI China).

Emerging market valuations remain very attractive,
the economic growth outlook is good, the playing field
is a bit more level given the bigger weights of other
emerging markets and the less dominant position of
China, and emerging markets are very
underrepresented in the global investment pool. This
is indeed a very opportune time for emerging markets
to shine. Our EM strategy has delivered strong returns
and has recently been launched as a JSE listed AMC.
Please get in touch with William Moutloatse
(wmoutloatse@excelsia.co.za) or Rajay Ambekar

(rambekar@excelsia.co.za) for more information.
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