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Global Emerging Markets – Doom, gloom, then bloom   

Written by: Feroz Basa, Head of Global Emerging Markets at Sanlam Investments  

 

Introduction 

It has become clear in the last few weeks that the Coronavirus pandemic will have a lasting impact on global 

growth. The world has basically shut down and global economic activity as we know it has ground to a halt. If ever 

one needed evidence, the negative pricing on WTI Oil futures a few weeks ago provided a clear sign of demand 

destruction for a commodity that was largely viewed as a proxy for global growth. Put simplistically, there is clearly 

an excess supply of oil in the market with very little demand and no storage capacity left. 

Never before have investors of our generation witnessed a crisis of this magnitude. Across the globe the pandemic 

is causing a devastating health and economic crisis. On one side is the pessimist highlighting a potential 

depression while the optimist (few left out there) expect a swift uptick; a V-shaped recovery once the virus fears 

disappear.  The truth can probably be found somewhere in the middle, but one thing we do know for sure is that 

nobody is certain. Daily moves in share markets across the globe provide clear evidence of the uncertainty.  

Unprecedented growth collapse 

GDP growth expectations have collapsed as a result of COVID-19 with UBS economists currently forecasting the 

MSCI-weighted Emerging Market economic growth in 2020 at only 0.1%, down from 4.0% in 2019. The COVID-

19 pandemic is expected to have a far more adverse impact on economic growth than any other factor over the 

past 30 years,  
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including the Global Financial Crisis when GDP growth in emerging markets was relatively resilient at 4.1%.  

According to the International Monetary Fund (IMF), the Eurozone and the US are expected to decline between 

6% and 7.5%, while China, having emerged from the virus earlier than the rest of the world, is expected to grow 

at 1.2%. Credit Suisse’s expects a milder recession, but all these numbers hinge on getting the virus under control 

in the second half of the year. 

Although this shock to emerging market GDP is extraordinary, the scale of the outflows from emerging market 

funds is to the contrary and not extraordinary - outflow from funds reporting to EPFR (the global platform that 

measures institutional and retail investor flows) now amounts to around 5% of net asset value (NAV). This is lower 

than the equivalent point of the Lehman crisis, by which stage outflows had reached 8% of NAV. This is good 

news for emerging markets as the moderation in capital outflows eases the burden on the IMF for meaningful 

support and lowers the risk of capital controls. Another tailwind for emerging markets, besides improved global 

risk appetite from core central bank policy activism, is the collapse in emerging market inflation. This will give 

central banks more scope for easing, which they are obligated to do to ease the pain for domestic firms and 

households. We think emerging markets might see rate cuts in the coming months that, by normal standards, 

might seem shockingly low but still higher than in developed markets. The latter relative arbitrage should also help 

push capital towards emerging markets.  

But what about the build-up of public debt in emerging markets following the sudden stop in economic activity and 

COVID-19 fiscal initiatives? We believe emerging markets’ access to capital might be preserved as a result of the 

ongoing contest between developed markets and emerging markets. As shown in Figure 1, the upward drift in 

public debt/GDP ratios in emerging markets has been nothing like that of developed markets. The same is true 

for 2020. According to the IMF, the median public debt/GDP ratio in in emerging markets will rise by 900 basis 

points from 43% to 52%, but the median ratio for developed markets will be rising by 1,200 basis points from 85% 

to 97% GDP. For the heavily indebted US economy, public debt is headed to at least 120% of gross domestic 

product by 2025, up from 79% in 2019 and well above the post Second World War record of 106%.  The higher 

the debt burden in developed markets, the more essential it will be to keep real interest rates low or negative, in 

order to avoid the build-up of more serious fiscal risks, which can act as a push factor for emerging markets. 
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Emerging markets are the cheapest in decades, relative to developed markets 

Based on the latest Shiller P/E ratio, which adjusts for economic cycles, US equities have almost never been 

more expensive than they are now, while emerging markets are trading at record low levels, as seen in Figure 2.  

 

In addition to the cheap valuations, emerging market currencies depreciated significantly in the first quarter of 

2020 from already cheap levels, as seen in Figure 3.  
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Taking a long-term view, the disconnect between the relative purchasing power of emerging market currencies 

relative to the dollar (referred to as purchasing power parity or PPP), and the export market share of global 

emerging market countries to total exports of the world (that is, degree of importance of global emerging market 

exports) has never been so wide. This disparity in emerging market currencies provides an additional margin of 

safety and lever for equity outperformance as the world economy recovers post COVID-19. 
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Conclusion 

Overall, we think that the outlook for emerging markets might be challenging over the short term, but tailwinds will 

accelerate the GDP recovery over the medium to long term. Emerging market stocks are clearly cheap, as has 

been the case for a long time, but the valuation gap hasn’t been this wide since June 2005.  

In addition, global fund allocations to emerging markets are relatively low, which suggests that there will be ample 

liquidity to flow into emerging market equities when the cycle turns. Emerging markets tend to behave like geared 

plays on the global economic cycle and to move with commodities, providing long term investors with an excellent 

entry point post the selloff. Even before COVID-19, developed markets (especially the US) were trading at a 

significant premium on inflated earnings relative to emerging markets, whereas emerging market companies were 

trading on lower multiples on depressed levels of earnings. It will reverse! 
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Glacier Research would like to thank Feroz Basa for his contribution to this week’s 
Funds on Friday. 

 

Feroz Basa 

Head of Global Emerging Markets  
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Global Emerging Markets at Old 

Mutual, where he was jointly 

responsible for the portfolio 

management of the global emerging 

markets portfolio. He previously 

managed the Old Mutual High Yield 

Opportunity Fund for seven years at 

Electus. He was at Old Mutual for 19 

years.   

 


