
 

 

 

 

Emerging Markets: Compelling Valuations + 
Ugly Technicals = Neutral Stance 

Halloween is upon us…a season for ghosts, goblins, and the terrors of volatile equity markets. 

This October is different from last year, as many markets outside of the US are now officially in 

‘correction’ territory. The poster child is emerging market (EM) equities, which are now in a bear 

market after losing close to a quarter of their value from the peak in early February. In August, 

RiverFront’s risk process eliminated emerging markets exposure from our shorter-time horizon 

asset allocation portfolios and trimmed back to a generally ‘neutral’ stance relative to our 

composite benchmarks in our longer-horizon portfolios. 

Given EM’s extreme ‘oversold’ condition (see chart, below) and the undervalued nature of most 

EM currencies, we think it’s likely that EM has a short-term bounce. Outside of a near-term 

snapback, we arrive at a balanced view on EM because of compelling yet opposing factors. The 

positives: attractive valuations on both equities and currencies combines with near-term 

and long-term earnings growth potential. The negatives: sensitivity to a rising US dollar 

and interest rates, as well as Chinese economic and trade concerns. The negative story is 

further compounded by an ugly technical picture in both EM stocks and currencies. This 

suggests to us that our ‘neutral’ stance is prudent. 

 

 

WE BELIEVE LONG-TERM INVESTORS SHOULD MAINTAIN SOME EXPOSURE TO EMERGING MARKETS: 

On a historical time-series basis, we believe EM equities are now approaching low levels of valuation. At 11x 12-month forward 

earnings, EM now trades at over a 5 multiple point gap to the US – close to the largest gap since before the Global Financial 

Crisis in 2008 (see valuation charts, next page). However, EM did trade at a larger gap during and immediately after the ‘Asian 

Contagion’ of the late 1990’s, so there is precedent for EM to go lower should true contagion occur. Contagion risk is perhaps 

overstated here; we’d note that most of the larger countries in EM, especially those in Asia like Korea, Taiwan and even China, 

are in much better financial shape than during the late 90’s and early 00’s and also possess more foreign currency reserves. 

Thus, we believe that acute country debt issues will mostly be resigned to the smaller, more inconsequential parts of EM like 

Turkey and Argentina.  Perhaps even more so than the stocks, we believe most EM currencies are now quite cheap relative to 

the US Dollar on a Purchasing Power Parity (PPP) basis as well as other methods of valuation. Real (inflation-adjusted) 
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interest rates in most areas outside of Turkey are now positive as well, adding support to EM currency. 

Lastly, due to trade issues and some economic softness of their own making, China is likely in our opinion to continue to ease 

policy to offset potential economic disruption. For example, China has now lowered the Reserve Requirement Ratio for 

financial companies (RRR) again and released details of a personal tax cut for households over the weekend. Verbal 

jawboning is also apparent, with President Xi promising ‘unwavering support’ for non-state firms (Source: Factset Data 

Systems). 

We would note that, despite negative sentiment since Q1 of this year, expected earnings-per-share (EPS) growth in MSCI 

Emerging Markets index is still in the double digits for both 2018 and 2019. (Source: I/B/E/S, Datastream, RiverFront). While 

investors are rightfully concerned about the US/China trade dynamic, we believe eventually China will be ‘forced’ to acquiesce 

to trade demands from the US. This is due to the fact that trade between the West and China is currently not on equal footing 

and the Chinese are more highly dependent on trade from the West. 

SO, WHY NOT OVERWEIGHT EM EQUITIES?:  

While we acknowledge that continued increases in US interest rates and the dollar could continue to pose a headwind for EM, 

our largest concerns on EM center primarily around China. First, China’s economic slowdown is becoming apparent, with the 

higher-frequency indicators of economic growth that we track continuing to decelerate from 2017 levels. While this slowdown is 

not nearly as sharp as in 2014-2016, it bears watching; especially if the tariff issues start to negatively impact China. While we 

acknowledge that China stimulus should help, it remains to be seen whether this can offset the eventual economic impact of 

trade dislocations. 

We don’t see a near-term resolution to the US/China trade dispute. First, the playing field is arguably much less balanced, 

given the legitimate concerns the US has over intellectual property protection and the level of bilateral tariff rates across a host 

of goods. Second, the US's negotiation leverage is arguably stronger today than at points in the future, as China's economic 

growth continues to transition towards internal consumption. Third, the US President's political base for the time being remains 

energized around 'tough talk' with China. This all suggests that, while we are most likely witnessing the ugly opening stages of 

a long and protracted negotiation process between the US and China, rather than a repeat of 1930’s-style protectionism, 

resolution is unlikely to be swift. From a technical perspective, time is also needed. The message of the markets is clearly 

negative as it relates to many commodity prices as well as EM equity trends. Traditionally, commodity prices like metals have 

been correlated with growth of China and with EM relative strength to US stocks. 

 

Source: Thomson Reuters Datastream, I/B/E/S, RiverFront; data in USD, weekly, as of 10/19/18. Past performance is no guarantee of future results. 
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Important Disclosure Information  

Diversification does not ensure a profit or protect against a loss. 

Past results are no guarantee of future results and no representation is made that a client will or is likely to achieve positive returns, avoid losses, or 

experience returns similar to those shown or experienced in the past. 

The comments above refer generally to financial markets and not RiverFront portfolios or any related performance.  

Information or data shown or used in this material is for illustrative purposes only and was received from sources believed to be reliable, but accuracy is 

not guaranteed. 

Small, mid, and micro cap companies may be hindered as a result of limited resources or less diverse products or services and have therefore historically been 

more volatile than the stocks of larger, more established companies. 

 

In a rising interest rate environment, the value of fixed-income securities generally declines. 

 

Investments in international and emerging markets securities include exposure to risks such as currency fluctuations, foreign taxes and regulations, and the 

potential for illiquid markets and political instability. These views are current as of June 30, 2018 and are subject to change. 

Investing in foreign companies poses additional risks since political and economic events unique to a country or region may affect those markets and their 

issuers. In addition to such general international risks, the portfolio may also be exposed to currency fluctuation risks and emerging markets risks as described 

further below.  

 

Changes in the value of foreign currencies compared to the U.S. dollar may affect (positively or negatively) the value of the portfolio’s investments. Such 

currency movements may occur separately from, and/or in response to, events that do not otherwise affect the value of the security in the issuer’s home 

country. Also, the value of the portfolio may be influenced by currency exchange control regulations. The currencies of emerging market countries may 

experience significant declines against the U.S. dollar, and devaluation may occur subsequent to investments in these currencies by the portfolio.  

 

Foreign investments, especially investments in emerging markets, can be riskier and more volatile than investments in the U.S. and are considered speculative 

and subject to heightened risks in addition to the general risks of investing in non-U.S. securities.  Also, inflation and rapid fluctuations in inflation rates have 

had, and may continue to have, negative effects on the economies and securities markets of certain emerging market countries. 

 

RiverFront Investment Group, LLC, is an investment adviser registered with the Securities Exchange Commission under the Investment Advisers Act of 

1940. The company manages a variety of portfolios utilizing stocks, bonds, and exchange-traded funds (ETFs). RiverFront also serves as sub-advisor to a 

series of mutual funds and ETFs. Opinions expressed are current as of the date shown and are subject to change. They are not intended as investment 

recommendations.   

RiverFront is owned primarily by its employees through RiverFront Investment Holding Group, LLC, the holding company for RiverFront. Baird Financial 

Corporation (BFC) is a minority owner of RiverFront Investment Holding Group, LLC and therefore an indirect owner of RiverFront. BFC is the parent 

company of Robert W. Baird & Co. Incorporated (“Baird”), a registered broker/dealer and investment adviser. 

Individual investors cannot directly purchase an index. 

Standard & Poor’s (S&P) 500 Index TR USD (Large Cap) measures the performance of 500 large cap stocks, which together represent about 80% of the total 

US equities market. 

MSCI Emerging Markets Index NR USD is an equity index that captures large and mid cap representation across 23 emerging markets (EM) countries. 
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