
Tumbling currencies and  
market sell-offs in Turkey  
and Argentina are the stuff  

of pension fund nightmares. There  
is no obvious reason why either 
market should be considered 
peripheral in terms of geography, 
size or development – the fact is  
that you arrive at the periphery only 
through a market crash. Do excess 
returns from emerging markets really 
compensate for the risk involved?

In emerging markets, systemic 
confidence takes years to win, but 
can be lost within a trading session. 
The institutional frameworks and 
transparent market regulation that 
are taken for granted in developed 
markets are not clearly established  
in many emerging markets. Liquidity 
may be lacking; markets may move 
on news that local insiders know 
before the rest. 

That view has passed its sell-buy 
date, according to Martin Currie 
head of global emerging markets 
Kim Catechis. “Corruption is not 
monopolised by emerging markets,” 
Catechis points out, adding that 
“thinly-traded stocks and 
manipulation also exist in developed 
markets”. BNP Paribas Asset 
Management deputy head of 
emerging markets fixed income, 
Jean-Charles Sambor, agrees. While 
emerging-markets are risky and 
Argentina and Turkey can’t be seen 

as peripheral 
exceptions, “at least 
you are compensated 
for this risk”, he says. 
Political risk exists in 
Europe as well, Sambor 
argues, but the compensation  
is less obvious. 

Reducing volatility
Overall, the idea that emerging 
markets mean more volatility is 
outdated, according to Catechis. In 
2008, the MSCI Emerging Markets 
Index had commodity exposure of 
about 34 per cent, which has now 
dropped to 13 per cent, meaning 
much less unpredictability, he says. 
Technology and finance now have 
the biggest sector weightings. 
Developed markets, Catechis says, 
have an average price-to-book value 
of 2.7 times, compared with 1.6 
times in emerging markets. The 
discount is too much, he argues,  
and the value that is available in 
emerging markets is not reflected  
in pension fund weightings.

Many emerging markets are 
undergoing rapid industrial, social 
and political change, and Catechis 
acknowledges that this can lead to 
“choppiness”. But the landscape 
now is “unrecognisable” from when 
he began as an emerging-market 
fund manager in 1996. IFRS 
accounting standards are now more 

widely used in emerging markets 
than in developed countries, he 
argues. 

Stronger balance sheets
For Catechis, there has been a 
“radical change in balance sheet 
strengths” among emerging-market 
sovereigns. In the 1997 Asian 
financial crisis, many countries had 
dollar pegs and sovereign balance 
sheets were loaded up with dollar-
denominated debt. Deficits often 
exceeded 10 per cent of GDP. Now, 
dollar pegs and deficits of that size 
are a thing of the past, though 
Turkey and South Africa, he says, 
remain exposed.

According to NN Investment 
Partners senior portfolio manager  
for emerging markets dividend  
funds Robert Davis, the “age-old 
arguments for allocation to emerging 
markets remain valid”. Davis points 
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out that 80 per cent of the global 
population live in emerging markets, 
which comprise 40 per cent of 
global GDP while representing only 
about 10 per cent of global equity 
markets. Emerging markets will 
outperform as stock market share 
aligns with the other variables, he 
argues. Davis says that a weighting 
in line with that of emerging markets 
in global equity markets – about 10 
per cent – seems “a minimum” for  
a pension fund. 

He argues that specific low-
volatility emerging-market fund 
solutions exist, such as dividend 
funds, which aim to reduce equity 
volatility relative to a core emerging 
market holding. This, he argues, 
“prioritises the strong cashflows and 
balance sheets that are evidenced  
by more mature dividend-paying 
companies”. 

 Davis manages such a fund,  
but his view is echoed by Axa 
Investment Managers former head  
of emerging market credit research, 
Olga Fedotova. Fedotova is now  
an independent consultant to asset 
managers and emerging-market 
companies. Competition for 
mandates is very tough, Fedotova 
argues, meaning that asset managers 
are likely to be prepared to reduce 
fees. She would “absolutely” urge 
pension fund managers to go for 
debt rather than equity, provided that 
it is denominated in dollars or euros 
rather than local currency. Pension 
funds that carry out proper due 
diligence can ignore volatility by 
holding such securities to maturity, 
she says.

Fedotova points out that there are 
now more than $2 billion of debt 
securities in emerging markets from 
over 900 issuers, and that about half 
of them are from investment-grade 
corporates. She argues that it is 
harder for emerging-market 
companies to get investment-grade 
status than their European 

counterparts and that emerging-
market companies are in fact often 
“more resilient” than European 
issuers with the same rating. 
Fedotova, who began her career as 
an auditor with Deloitte & Touche in 
Moscow, favours a bottom-up rather 
than a top-down approach that draws 
in local market expertise. 

According to Sambor, there is “no 
such thing as a passive approach in 
emerging markets”. A pension fund 
has to find a way to take an active 
stance. One way to do this, Sambor 
agrees, is to stay within investment-
grade debt. Another is to delegate 
discretion to a fund manager to 
invest in the local currency. In terms 
of hard-currency investing, Sambor 
currently favours debt in the Middle 
East. In Abu Dhabi, Qatar, Dubai 
and Oman, he says, issuers with very 
good credit quality are to be found. 
In local currency terms, he favours 
Indonesia and India, and is 
selectively positive in Central and 
Latin America, especially Peru and 
Brazil. Sambor doesn’t expect the 
dollar to continue to appreciate over 
other major currencies, and argues 
that emerging-market currencies are 
more likely to appreciate versus the 
dollar. He expects that Argentina 
will recover in the long term.

A play on China?
Davis points out that one source of 
reduced emerging-market volatility 
is lower dependence on 
commodities. At their peak before 
the financial crisis, he says, the 
energy and materials sectors 
represented almost 40 per cent of 
emerging markets, effectively 
making them a levered play on the 
future direction of commodity 
prices. But now the same sectors 
represent less than 15 per cent of 
emerging-market equity markets. 
Asia is no longer just a cheap 
manufacturer but a leader in global 
R&D, with China now only second 

to the US in the number of patents 
filed. In fact, many emerging-market 
economies now stand to benefit from 
lower import prices; about 60 per 
cent of the market is now made up 
of commodity importing countries. 
China, as Davis points out, is the 
largest of these. 

This implies a risk that emerging 
markets, having escaped from being 
a play on commodity prices, have 
become a play on China. DWM 
Asset Management consultant Guy 
Rodwell agrees that many emerging 
markets rely on China for demand. 
Indeed, the main reason emerging 
markets are undervalued now, he 
says, dates back to fears of Chinese 
devaluation in 2015. DWM, based in 
Stamford, Connecticut, plans in the 
second half 2018 to launch an 
emerging markets fund that will 
invest in line with UN sustainable 
development goals.

The list of China’s policy aims is 
long and ambitious. Rodwell says 
that China is trying to rebalance its 
economy, away from heavy industry 
and towards consumption. State 
companies are being made more 
efficient, at the same time as 
deleveraging. Rodwell expects China 
to “squeeze through” but says there 
will be “volatility” in emerging 
markets if China doesn’t get it right. 

Sambor at BNP agrees that China 
“remains key to the emerging market 
cycle”. Yet, as other emerging 
markets develop a broader array of 
industries, Sambor expects them to 
become less dependent on China 
over the next decade. 

Emerging markets have clearly 
outgrown their image as a risky play 
on commodity prices. The long-term 
potential is clear, but a long-term 
perspective can conceal a host of 
risks. A clear appreciation of these 
risks is likely to depend upon China 
achieving a sustainable economic 
equilibrium, at home and within the 
international financial system. ■
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