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A string of financial crises in the 1990s and early 2000s made the phrase “emerging markets”
synonymous with “instability” in the minds of many investors. But in the mid 2000s, when the
developed markets were creating credit and housing bubbles, many emerging economies worked to
repair their balance sheets, having largely been shut out of the global capital markets. The results
of their efforts came to light during the Great Financial Crisis of 2008, which devastated developed
markets but left emerging markets relatively unscathed.
The improved economic performance of emerging markets, combined with abnormally low interest
rates in the developed economies, led to massive investor inflows. The tailwinds for emerging
markets lasted around five years until May 2013, when the US Federal Reserve (Fed) planted the
seeds for tapering. That touched off a reversal of flows out of the emerging markets and back into
developed markets.
Which leads us to today.
As investors navigate an increasingly complex world, they first need to step back and remember that
the phrase “emerging markets” is not synonymous with anything — the differences between markets
are simply too vast for universal judgments. Some countries took great advantage over the past five
years to build up foreign exchange reserves, and restructure and refinance their debt. Others did not.
Falling oil prices would be positive for some economies, but harmful to others. Some countries have
very high levels of household debt — but not all of them.
The list of differences is endless.
That’s why specialized knowledge is necessary to navigate emerging markets. This piece highlights
five things investors should consider about emerging markets, brought to you by Invesco experts
around the globe, from equity, fixed income and alternative asset classes. Their expert insights may
help investors as they explore the opportunities and risks of today’s diverging emerging markets.
1. Emerging markets have changed dramatically since the 1990s.
2. Nicknames oversimplify reality.
3. Evaluating emerging markets isn’t always the same as evaluating developed markets.
4. Emerging markets carry a unique set of risks to be managed.
5. Opportunities abound in emerging markets — if you know where to look.
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Portfolio Manager
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Dallas

The Risks and Opportunities of Diverging Emerging Markets   1

1. Emerging markets have changed dramatically since the 1990s
After living through the Mexican Tequila Crisis of 1994 to 1995, The Asian Financial Crisis of 1997
to 1998, the Russian default of 1998 and other crises, investors want to know whether another such
crisis is forthcoming. Robert Waldner, Chief Strategist and Head of Multi-Sector for Invesco Fixed
Income, doesn’t believe that’s the case for two reasons.

“I don’t think we
need to talk about
crises and emerging
markets in the
same sentence
anymore. Rather,
we can talk about
emerging market
bear markets.”

First, credit quality has improved. “There are a number of countries that traditionally would be
considered emerging market, which now have a fairly good credit quality, fairly good policy
dynamics, and fairly strong economies like a Mexico or a Poland or a South Korea,” he says.
“There can be some middle ground there, but broadly, emerging markets have improved the overall
credit dynamics of the sovereigns over the last 10 years or so, so you’ve seen a significant upgrading
of the asset class. From a fixed income perspective, a majority of the asset class is investment grade
as opposed to sub-investment grade or high yield.”
Ratings of Emerging Market Countries Have Improved

Standard & Poor’s credit quality of the Emerging Markets Bond Index Global Diversified (EMBIGD) Index
(market-cap weighted)
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Waldner says the improvement in credit quality can be seen across all three types of emerging
market fixed income investments: local currency bonds (government bonds issued in their home
currency), hard currency bonds (sovereigns issuing bonds outside of their own currency, typically
in US dollars, euros, yen or sterling), and emerging corporates (companies domiciled in emerging
markets that issue bonds in other currencies). “All three have seen an improvement in credit quality,
all three have seen improvement in policymaking, and all three have seen growth in terms of the
assets there,” Waldner says. “So those markets have all developed, and there is quite a bit of choice
there. There is better liquidity.”
What are emerging markets?
There’s no universal definition of emerging markets. But in general, the term is usually associated
with economies with low to middle per capita incomes that are beginning to reflect certain
characteristics of developed markets. Economies in earlier stages of development are known as
frontier markets.
When trying to define emerging and frontier markets, a good place to start is with an index provider.
In the equities markets, MSCI indexes (below) are common benchmarks. For fixed income, the JPM
Emerging Markets Bond Index Global includes well over 60 countries that are considered investable.
However, it’s important to keep in mind that different portfolio managers define their universe
in different ways — active emerging markets managers may have the flexibility to find opportunities
in frontier markets as well.
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MSCI Market Classifications
Emerging Markets
Brazil
Chile
China
Colombia
Czech Republic
Egypt
Greece
Hungary
India
Indonesia
Korea
Malaysia

Mexico
Peru
Philippines
Poland
Qatar
Russia
South Africa
Taiwan
Thailand
Turkey
United Arab Emirates

Frontier Markets
Argentina
Bahrain
Bangladesh
Bulgaria
Croatia
Estonia
Jordan
Kazakhstan
Kenya
Kuwait
Lebanon
Lithuania

Morocco
Nigeria
Oman
Pakistan
Romania
Serbia
Slovenia
Sri Lanka
Tunisia
Ukraine
Vietnam

Source: MSCI index definitions as of June 2014. Neither MSCI nor any other party involved in or related to compiling, computing
or creating the MSCI data makes any express or implied warranties or representations with respect to such data (or the
results to be obtained by the use thereof), and all such parties hereby expressly disclaim all warranties of originality, accuracy,
completeness, merchantability or fitness for a particular purpose with respect to any of such data. Without limiting any of the
foregoing, in no event shall MSCI, any of its affiliates or any third party involved in or related to compiling, computing or
creating the data have any liability for any direct, indirect, special, punitive, consequential or any other damages (including
lost profits) even if notified of the possibility of such damages. No further distribution or dissemination of the MSCI data is
permitted without MSCI’s express written consent.

The second reason Waldner considers 1990s-style crises to be unlikely today is that most emerging
markets now have floating currencies. “What was common to all emerging market crises in the
past was a fixed exchange rate. That meant you got a very large buildup of leverage around that
exchange rate, and when the exchange rate ceased to hold anymore, you had a crisis,” he says.
“But because the emerging market countries have much better policymaking now, they have more
floating currencies, which means you can see currency decline and price declines in a more orderly
fashion. So I don’t think we need to talk about crises and emerging markets in the same sentence
anymore. Rather, we can talk about emerging market bear markets. It seems unlikely, with a couple
of exceptions, that we are going to get as many crises as we did in the past.”
Ingrid Baker, Emerging Markets Portfolio Manager on the Invesco Global Core Equity team, notes that
only a few of the more meaningful emerging markets, such as China, Russia and Malaysia, as well as
a few of the much smaller emerging and frontier markets, have pegged the value of their currency
to another currency. The rest of the emerging markets’ currencies are allowed to float, which means
their value is determined by market supply and demand. “The asset class has come a long way,”
Baker says. “I think it’s a positive for the asset class. People don’t like to see these currencies
depreciate, but it’s the only way these countries can adjust, and that’s what actually helps them
come back.”
When an issue does arise in one region, as when tensions started building this year between Russia
and Ukraine, it’s less likely today that other, unrelated markets will suffer, says Jack Deino, Head of
Emerging Markets and Senior Portfolio Manager for Invesco Fixed Income. “I’ve been managing money
in emerging markets for over 20 years now, and when I first started in this business, there would be
a political crisis somewhere in Mexico and Hungary, and Indonesia would sell off just as hard,” Deino
said. “Now people are realizing that what’s going on in Russia and Ukraine, for example, is going to
have zero impact on a company in Chile that exports pulp and paper, for example. In 1994, Mexico
devalued the peso, and Brazil and Argentina and a lot of other countries ’caught the cold.’ That doesn’t
happen anymore.”
Another thing that’s different today than in the 1990s is the rise of social media, and that has the
potential to help align emerging market governments with the economic interests of their citizens,
says Norm MacDonald, Portfolio Manager for energy and natural resources sector equity strategies.
“Over time I think there is a better chance of countries being better aligned with companies to
achieve what they want to achieve,” MacDonald says. “History is full of bad examples of where a
dictator invites companies in, and lo and behold leaves the country 10 years later with all the cash.
Today, I think there’s more transparency and accountability around those types of political risks
thanks to social media.”
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2. Nicknames oversimplify reality
While nicknames like “BRICs” and the “Fragile Five” have made the rounds among emerging market
commentators, investors shouldn’t put too much weight behind them as a meaningful way to view
this asset class. “Market by market, the variables and the drivers are going to be radically different
for these emerging markets,” says Deino. Just within the BRIC countries, there are big differences:
For example, India would benefit if oil prices fell from $100 a barrel to $50. But Russia would feel
the pain. Elsewhere, countries like Thailand and Hungary have very elevated debt-to-gross domestic
product (GDP) levels, but in Mexico, Brazil and China, that indicator is benign.

“The inherent
characteristics of
each country are
going to make a
difference. It’s not
just going to be
the ‘Midas touch,’
where you can buy
any emerging
market and you’re
going to do well.”
Jack Deino, Head of Emerging
Markets and Senior Portfolio
Manager, Invesco Fixed Income

Nicknames at a Glance
BRICs or BRICS
Brazil, Russia, India and
China. In more recent
years, South Africa has
been included on this
list. Originally discussed
as a grouping of
emerging market
economies with strong
growth potential.

Fragile Five
India, Indonesia, Brazil,
Turkey and South Africa.
These economies were
seen as the most
vulnerable to the effects
of tapering by the Fed.
Recent performance by
their currencies have led
to headlines touting the
“Fabulous Five” or the
“High Five.”

MINT
Mexico, Indonesia,
Nigeria and Turkey.
Said by some to
have favorable
demographics and
economic potential.

MIST
Mexico, Indonesia,
South Africa and Turkey.
Another grouping that
simply replaces Nigeria
with South Africa.

“We believe emerging markets went through a period where they were considered to be a beta trade,
characterized by abundant liquidity coming into a great many of these countries, and by high commodity
prices, which helped a lot of these countries,” Deino says. “But now we think that going forward, it’s going
to be very different. The inherent characteristics of each country are going to make a difference. It’s not
just going to be the ‘Midas touch,’ where you can buy any emerging market and you’re going to do well.
“There is a school of people who tend to generalize emerging markets, and they will point to several
headwinds like tightening liquidity, lower commodity prices and an overflow in domestic credit. And they’ll
say that emerging markets are all headed for a very poor period going forward over the next few years,”
Deino says. “But that’s the wrong perspective. You have to look at it on a country-by-country basis.”
’Diverging’ Emerging Markets

The financial health of emerging markets varies widely from country to country
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Manufacturing and exports play a strong role in some economies, and a much weaker role in others.
The highlighted countries have elevated exports and well-developed manufacturing sectors.
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Clear differences can be seen in the way that emerging market economies were affected by the Fed’s
talk of tapering starting in May 2013. The impact continued in early 2014, affecting exchange rates,
interest rates and economic growth. However, each economy was affected differently by the taper talk
depending on how it handled the influx of capital in the years before.
On one hand, some economies like Korea, Taiwan and Hong Kong actively responded to the inflows by
using macroprudential controls to ensure that credit growth did not become excessive, says Invesco
Chief Economist John Greenwood. When the Fed started talking about tapering, these economies saw
only moderate currency selloffs, less stock market downside and less disruption to domestic GDP growth.
However, other emerging economies allowed inflows of capital to translate into excessively rapid
growth of money and credit from 2010 to 2012, resulting in a widespread increase in the rates of
spending and inflation, and an associated widening of current account deficits.
Four economies epitomized these conditions: Brazil, India, Indonesia and Turkey. While South Africa
is often added to this list, which is then nicknamed the Fragile Five, Greenwood says this is not
justified as the monetary authorities at the South African Reserve Bank never allowed the rates of
growth of money and credit to accelerate into double-digit rates. “For the rest, they now need to slow
domestic spending and inflation, but to do that they must tighten monetary conditions,” he says.
“Moreover, this adjustment cannot be achieved in a matter of weeks; it will require sustained
tightening over an extended period if it is to be successful.”
Among the Fragile Five, Greenwood says the most fragile have been India and Indonesia, which
presided over the fastest rates of credit growth since the global financial crisis. “There is no economy
in the world that can absorb rates of growth of money and credit in excess of 15% to 20% without
suffering some degree of overspending at home, current account deterioration, inflation and
currency weakness,” he says. “This is exactly the combination of effects that has hit these two
economies in the wake of the tapering scare.”
But even the most fragile economies aren’t necessarily destined to stay that way. So far this year the
bounce-back in India and Indonesia has been greater, in terms of their currency and stock markets,
than in other emerging market economies, Greenwood notes. “This is a result of the tightening they
were both forced to undertake last year and the fact that both economies are having elections this
year.” In May, India avoided electing a divided government for the first time in 30 years, giving the
Bharatiya Janata Party (BJP) and incoming Prime Minister Narendra Modi a decisive victory in the
parliamentary elections. Indonesia’s elections are scheduled for July 9. Baker believes Indonesia could
fall off of the Fragile Five list in the coming months.
Once today’s nicknames go out of style, more will surely follow. But investors should remember that
a country-by-country approach is really the best way to examine emerging markets. “We do not have
anything against creating investment themes and acronyms. However, in most cases it is indeed an
oversimplification. It could be argued that the BRICs have more differences than similarities in terms
of their growth drivers,” says Stuart Parks, Head of Asia Equity for Invesco Perpetual. “Undoubtedly,
new acronyms will seek to mirror the success of BRICs as a marketable theme, but they are unlikely
to be more transparent or suitable with investors compared with well-understood strategies exposed
to emerging markets.”
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3. Evaluating emerging markets isn’t always the same as evaluating developed
markets
When evaluating companies, there are universal characteristics that are important no matter where
they’re located — earnings, valuation and fundamentals. But context can be critical, and unique
factors in emerging markets warrant extra attention. “If I am looking at an asset in Mongolia, versus
an asset in Canada or the US, there are two totally different discount rates that I would use to
account for geopolitical risk,” MacDonald says.

“If I am looking
at an asset in
Mongolia, versus an
asset in Canada or
the US, there are
two totally different
discount rates that
I would use to
account for
geopolitical risk.”
Norm MacDonald, Natural
Resources Portfolio Manager,
Invesco US and Invesco Canada

Parks says that when evaluating Asian equities, bottom-up factors and visits with company
management are most important, but he also takes into account the overall liquidity environment
in Asia and individual countries, which can have a significant impact on his three-year growth views
for individual stocks. “This is particularly important for Asia where excess liquidity can build up due
to foreign flows and managed currencies, such as in Hong Kong.”
Invesco Real Estate considers balance sheets and valuation to be key metrics to monitor in both
developed and emerging markets. However, sensitivities around specific metrics could differ.
“For example, a number of emerging market real estate companies are more focused on residential
homebuilding activities rather than being typical rent-collecting landlords,” Wang says. “These
business models are somewhat different and valued differently by investors. For homebuilders within
emerging markets, we would look at price-to-book value, price-to-forward net asset value and
a multiple of its earnings stream.”
In addition, given the relative size and holding structure of real estate companies within many emerging
markets, they have historically tended to have a higher correlation with the general stock market
environment than in some developed markets, says Wang. “Therefore the relative valuation of the real
estate sector compared to general equity may be more important in emerging markets,” says Wang.
“We also review the company’s overall alignment of interests as a number of companies are run as state
enterprises or family conglomerates.”
Deino says that on the credit side, his team works to understand not just earnings before interest,
taxes, depreciation and amortization (EBITDA) or conventional measures of leverage, but also free
cash flow — and their definition of that depends on the industry. “There are a lot of developed
market investors that are getting involved in emerging markets. They might look at a credit, for
example, Petrobras, and they might think it looks very cheap relative to Royal Dutch Shell or Exxon
Mobil. But what they’re not understanding, and what we try to understand, are emerging marketspecific factors: Maybe the company is cheap, but the government is forcing it to invest a specific
amount in capital expenditures, so it’s not going to have the flexibility to generate free cash flow like
an Exxon Mobil or a Royal Dutch Shell does, as they solely base their decisions on generating an
optimal capital structure and shareholder value.”
Another example: An emerging market bank could, hypothetically, be trading at three times price-tobook versus a US bank that is trading at two times price-to-book, Deino says. But it may be trading
at a higher valuation for a reason — perhaps its anticipated growth is much higher than the US
bank’s. “At that point you want to kick the tires and make sure you believe the growth story,” he
says. “If you do, what looked expensive at first blush might actually be quite cheap.
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4. Emerging markets carry a unique set of risks

“We have to be
careful not to
generalize too
much, but it seems
fair to apply a
risk premium
to investing in
emerging markets
… However,
investors can be
rewarded for taking
on this extra risk
due to the better
growth prospects.”
Stuart Parks, Head of Asian
Equities, Invesco Perpetual

While emerging markets may not be primed for 1990s-style crises, they do face risks that investors
need to monitor. “We have to be careful not to generalize too much, but it seems fair to apply a risk
premium to investing in emerging markets as corporate governance standards, institutions, politics,
the rule of law and protection to minority shareholders are not as robust as in developed markets.
Also, markets tend to be more volatile due to the influence of large foreign equity flows,” Parks says.
“However, investors can be rewarded for taking on this extra risk due to the better growth prospects,
especially when these trickle down to the bottom line of corporations — which can be expected as the
above shortcomings improve. Companies have become more shareholder friendly across Asia and
perhaps emerging markets in general over the years, with capital not as easily available to those that
do not treat minority shareholders well.”
In particular, Parks is keeping an eye on China. The government’s new reform agenda is grounds for
optimism in the medium term, particularly the policies and initiatives focused on allowing market
forces to have a more decisive role in improving capital allocation and shifting income toward
households. But while these forces for change could potentially drive Asia’s next leg of sustainable
growth, Chinese authorities face a difficult balancing act in delivering on reforms as well as their
own GDP growth target of 7.5%. China’s past growth was supported by debt-fuelled fixed asset
investment, particularly in real estate and infrastructure. However, the government recognizes this
is unsustainable and that reform is required to help move capital to more profitable areas of the
economy, with a gradual transition toward a more consumption-led economy.
“The danger is that there is not enough follow-through on reform and that as growth slows, the
government resorts to further fiscal stimulus, with more debt issued to promote unprofitable
projects,” Parks says. “For these concerns to be alleviated, we would expect to see growth slow
further, with an indication that more bad debts are being realized. We are also looking for a market
environment in which investors are more comfortable with this kind of bad news.”
Dean Newman, Head of Emerging Market Equities for Invesco Perpetual, notes that while market
forecasts for emerging markets call for double-digit earnings growth this year, continued negative
earnings revisions are putting that outlook in doubt. Those revisions are improving, but more progress
is necessary. “In particular, we look at the earnings revisions ratio as this provides insight when
investment analysts change their earnings forecasts for emerging market stocks,” Newman says.
“Earnings revisions are still in negative territory but not as much as they have been. We are watching
this very closely to see if this trend stabilizes. If it does, then this would be quite positive in our view.
If the earnings revisions went into positive territory, then that would be an even healthier signal.”
Steve Cao, Senior Portfolio Manager for the Invesco International Growth team, says his team
carefully evaluates earnings, but not as a quarterly, or even an annual, metric. Rather, they work to
assess the long-term business model and competitive advantages of a company. And the biggest risk
to him isn’t embedded within emerging markets themselves — it’s the risk that a company’s
fundamentals will change. “It would be a concern if a change in the company fundamentals
threatened its competitive advantages or damaged its business model long-term,” Cao says.
“Our focus is really on the absolute risk of each company we own, not the macro risk or macro noise,
which actually we try our best to stay away from.”
Macro risks are especially evident when it comes to politics, where the perils are featured on the
nightly news. This was epitomized earlier this year by the tensions between Russia and Ukraine.
“The Russian economy wasn’t doing well to begin with, and now with the Ukraine situation, the whole
recovery has been delayed,” Baker says. “They have been talking about privatizing many governmentowned companies to be able to diversify the economy, to put that money to work in sectors other
than oil. But they have been talking about this for three or four years now, and it hasn’t happened.”
Thailand is another market with serious political issues that are currently overshadowing its positive
points, Baker says. “There is a caretaker government that is supposed to have elections this fall.
If one side wins, there will be civil unrest. If the other side wins, there will be civil unrest,” Baker
says. “Thailand has no problems with the current account, and it has a very solid balance sheet.
Thailand was going to be one of the markets to watch this year, with infrastructure coming online,
but then we had all the political fallout, and nothing is happening in that economy.” (In May,
Thailand’s military launched a coup after failing to get the caretaker government and the opposition
to resolve their months-long political stalemate.)
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Politics doesn’t have to reach the level of civil unrest to impact emerging market growth. MacDonald,
who specializes in energy and natural resources equities, notes that Petrobras, the national oil
company in Brazil, has to continually ratchet down growth expectations in its five-year plans.
“That is simply because of government policies that mandate that the companies producing the oil
use local suppliers. Attaching this local content onto the different companies operating in Brazil has
really hurt them because the Brazilian companies just haven’t been able to compete. By trying to
benefit the country, they have actually ended up hurting the country,” MacDonald says. “That’s one
thing that I continue to keep an eye on. It is a systemic and geopolitical issue all wrapped up into one.”
As a result of higher inflation and lower growth in a few emerging market countries (the opposite
of what most developed markets are experiencing), volatility in local currency markets has greatly
increased since the Fed’s taper talk emerged. While most emerging markets haven’t been hit by a
commodity shock, inflation pass-through from currency weakness as well as tight capacity utilization
have been largely to blame in many cases, Deino says. “The resulting increase in real yields signals,
in part, the market’s growing lack of confidence in policymakers’ ability to bring price pressure back
under wraps. We believe that country-by-country analysis is appropriate to identify those countries
where the policy response is potentially effective as many local curves and currencies have been
oversold based on generalizations,” he says.
Real Interest Rates Differ Widely Among Emerging Markets

Country-by-country analysis from Invesco Fixed Income illustrates the official policy rates of each sovereign
as well as their real policy rates (which incorporate the effects of inflation).
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Given the volatility in currencies, Invesco Fixed Income is “kicking the tires” on many of its companies,
trying to measure their foreign exchange (FX) exposure, Deino says. They’re also diving into the banking
systems as well. “Take a country like Ukraine — if you look at the banks’ balance sheets, at first blush,
they have a certain amount of FX assets, matched by the same amount of FX liabilities. But if you take
a deeper dive, you see that those FX assets are mostly loans — money that they have lent to consumers.
If there is a devaluation of the currency, these borrowers’ salaries are worth less, but their loan stays the
same, so they’re in trouble. So we try to really monitor banking systems for ultimate FX vulnerability.”
Last year, some emerging market currencies did devalue quite sharply, which should help correct
current account deficits as devaluation makes a country’s exports more competitive. This year, Deino
and his team are keeping a close eye on South Africa, Indonesia, India and Mexico to make sure that
this corrective activity is indeed coming to fruition.
Capital-intensive sectors like real estate and infrastructure in emerging markets have a greater
sensitivity to monetary policies than their general equity counterparts, notes PingYing Wang,
Portfolio Manager for Invesco Real Estate. Over economic cycles, real estate company and sector
distress is often due to imprudent financial strategies. As such, her team is monitoring economic
growth and companies’ financial management strategies closely. “As developed market central banks
move to normalize monetary policies, emerging market real asset companies with foreign currency
debt or overreliance on that funding channel warrant further scrutiny,” Wang says. “Realized growth
rates have been deteriorating, and the outlook for growth remains mixed. This has had some effects
on overall growth rates and, more importantly, return on equity (ROE).” Invesco Real Estate is
concerned that some management teams may be tempted to increase leverage to improve their
short term ROE. Invesco Real Estate monitor this by reviewing the companies’ return on capital
employed relative to their total cost of capital.
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5. Opportunities abound in emerging markets — if you know where to look

“Overall, emerging
markets look cheap,
and there are select
areas of attractive
valuation among the
high-quality names,
but it’s not across
the board.”
Steve Cao, Senior Portfolio
Manager, Invesco International
Growth

While the road ahead will undoubtedly include some bumps, Deino sees emerging markets growing
in importance for the world economy — and representing over half of global GDP by 2050. That
opens up a wide variety of opportunities related to consumer spending. “Once you get to an annual
income of $6,000 to $7,000 for an emerging market consumer, life radically changes. You could
start saving through defined contribution pension plans that are in place in a lot of these countries.
You could start borrowing money, and that means you can own a home and a four-wheeler, or at
least a two-wheeler. You start thinking about vehicle insurance and homeowners’ insurance,” Deino
says. “I think there are huge opportunities for the banking industry, the insurance industry and any
sector that is linked to consumption.”
Some investors have concerns that banks in emerging markets are generally overlevered and primed
for a widespread crisis. Deino disagrees. “In emerging markets, I think the financial system is
abundantly healthy, well-positioned for adoption of Basel III, and well-positioned to support growth
in most of these countries,” he says. “For those who believe there is going to be a systematic banking
crisis across emerging markets, I believe they haven’t peeled back the onion as far as they should.”
Within the real estate markets, strong urbanization trends bode well for the long-term outlook in
emerging markets, as the growing population in large cities spurs demand for residential and
commercial real estate. Wang points to the combination of upgrades and new construction as a massive
opportunity for real estate landlords and developers over the long term. “Additionally, the emerging
middle classes have increasingly greater levels of purchasing power to consume higher-end residential
real estate and also to consume retail goods sold in newly developed shopping malls,” she says.
Urbanization, demographics and purchasing power are all positives for infrastructure as well, Wang
says. “These changes will benefit companies exposed to airports, toll roads and sea ports. Continued
demand for energy, especially from Asia, will lead to attractive investment opportunities in midstream
oil and gas, local transmission and distribution utilities,” she says.
Wang highlights Mexico and the United Arab Emirates (UAE) as potential bright spots. In Mexico,
consumer spending is poised to increase due to the nation’s growing middle class and healthy
employment trends. Also, exports will likely expand as the country’s robust manufacturing
infrastructure and competitive wages should result in greater outsourcing to Mexico by global
automobile and electronics manufacturers. Within UAE, Wang sees solid underlying demographic
trends. Its local commercial real estate market has become more developed, and she expects further
compression in cap rates and robust growth in sales of apartments and villas.
Within equities, Baker also points to Mexico as a potential bright spot. “I have been covering emerging
markets since 1994, and it’s the first time that I’ve seen Mexico really put its money where its mouth
is,” she says. “They’ve been struggling through political upheavals; they’ve had assassinations and all
kinds of stuff going on. But today, the party that won the elections is talking to the other parties, which
never happened before. They’re getting things done, they’re reforming their energy sector, the national
asset that all emerging markets always want to protect, and I think growth is going to be structurally
strong in this market going forward if everything falls into place.”
The reform of state energy company Petroleos Mexicanos is in the beginning stages, but the
introduction of foreign investment and joint ventures promises to have a major impact on Mexican
energy production and the overall economy, Baker says. “Twenty years ago, Mexico lived off its oil
revenues, but we have seen production declining in their oil fields. They need to be exploring new
fields; the oil is there but they just need to get it out. They have been spending their money in the
wrong places and not reinvesting,” she says. “The whole point of the energy reform is to get the
energy sector growing again, to get those resources out of the ground, and I think the trickle effect
it can have is pretty significant in terms of new job creation.”
Baker, Cao, Parks and Newman all point to current valuations as a positive for emerging markets,
compared with both their own history and with the levels of developed markets. Compared with
other factors such as demographics, valuations can change relatively quickly, however. Also, they
can vary from market to market and from company to company. Cao notes that companies with the
type of quality characteristics his team prefers are not easy to find at cheap prices at the moment.
“Overall, emerging markets look cheap, and there are select areas of attractive valuation among the
high-quality names, but it’s not across the board,” he says.
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Emerging Market Valuations Look Attractive Compared With Developed Markets

Emerging markets look relatively inexpensive overall. However, valuations can vary greatly by market
and by company.
• 12 Month Forward P/E (excluding negative) Weighted Harmonic Average  
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Sources: Invesco, Thomson Financial, Compustat, StyleADVISOR, MSCI. Data as of Dec. 31, 2013. The price-earnings (P/E)
ratio, the most common measure of how expensive a stock is, is equal to a stock’s market capitalization divided by its after-tax
earnings over a 12-month period. Each country is represented by its respective MSCI index. Emerging markets are represented
by the MSCI Emerging Markets IndexSM ND. Results assume reinvestment of dividends. An investment cannot be made directly
in an index. The MSCI Europe Index ND is an unmanaged index considered representative of European stocks. The index is
computed using the net return, which withholds applicable taxes for non-resident investors. The MSCI USA Index ND is an
unmanaged index considered representative of US. stocks. The MSCI Japan Index ND is an unmanaged index considered
representative of Japanese stocks. The MSCI EAFE® Index is an unmanaged index considered representative of stocks of Europe,
Australasia and the Far East. Results assume reinvestment of dividends. An investment cannot be made directly in an index.

Emerging Market Valuations Are Trading at a Discount to Their Historical Average

Emerging markets’ absolute valuation is attractive versus the long-term average, as represented by the
12-month trailing price-to-earnings ratio.
• Emerging Markets P/E Ratio   • Average P/E Ratio

1/96 1/97 1/98 1/99 1/00 1/01 1/02 1/03 1/04 1/05 1/06 1/07 1/08 1/09 1/10 1/11 1/12 1/13 3/31/14
P/E
Ratio
45
40
35
30
Average
P/E 15.3x

25
20
15
10
Current
P/E 11.6x

5
0

Source: Invesco, Compustat and MSCI. Data as of March 31, 2014. The MSCI Emerging Market ND Index is an unmanaged
index considered representative of developing countries. The index is computed using the net return, which withholds
applicable taxes for non-resident investors. Results assume reinvestment of dividends. Past performance is not a guarantee of
future results. An investment cannot be made directly in an index. The price-earnings (P/E) ratio, the most common measure
of how expensive a stock is, is equal to a stock’s market capitalization divided by its after-tax earnings over a 12-month period.
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Conclusion
Investors make many assumptions about emerging markets — some positive, some negative.
What’s important is to understand that the differences between China, Russia, Indonesia, Korea,
South Africa and other markets may be larger now than they have ever been. That makes specialized
knowledge more important than ever before. Experience and expertise are critical to helping
investors explore the opportunities and risks of today’s diverging emerging markets.
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About risk

Investments in energy companies may be adversely affected by foreign, federal or state regulations governing energy production, distribution
and sale, as well as supply and demand for energy resources. Although individual security selection drives the performance of an energy
strategy, short-term fluctuations in energy prices may cause price fluctuations in its shares.
An investment in emerging market countries carries greater risks compared to more developed economies.
Investments in real estate-related instruments may be affected by economic, legal or environmental factors that affect property values, rents
or occupancies of real estate. Real estate companies, including REITs or similar structures, tend to be small and mid-cap companies, and their
shares may be more volatile and less liquid.
The risks of investing in securities of foreign issuers, including emerging market issuers, can include fluctuations in foreign currencies, political
and economic instability, and foreign taxation issues.
Fixed-income investments are subject to credit risk of the issuer and the effects of changing interest rates. Interest rate risk refers to the risk
that bond prices generally fall as interest rates rise and vice versa. An issuer may be unable to meet interest and/or principal payments, thereby
causing its instruments to decrease in value and lowering the issuer’s credit rating.
The dollar value of foreign investments will be affected by changes in the exchange rates between the dollar and the currencies in which those
investments are traded.
Commodities may subject an investor to greater volatility than traditional securities such as stocks and bonds and can fluctuate significantly
based on weather, political, tax, and other regulatory and market developments.
In general, stock values fluctuate, sometimes widely, in response to activities specific to the company as well as general market, economic and
political conditions.
The performance of an investment concentrated in issuers of a certain region or country is expected to be closely tied to conditions within that
region and to be more volatile than more geographically diversified investments.
Investments concentrated in a comparatively narrow segment of the economy may be more volatile than non-concentrated investments.
Issuers of sovereign debt or the governmental authorities that control repayment may be unable or unwilling to repay principal or interest
when due, and there may have limited recourse in the event of default. Without debt holder approval, some governmental debtors may be able
to reschedule or restructure their debt payments or declare moratoria on payments.
China remains a totalitarian country with the following risks: nationalization, expropriation, or confiscation of property, difficulty in obtaining
and/or enforcing judgments, alteration or discontinuation of economic reforms, military conflicts, and China’s dependency on the economies of
other Asian countries, many of which are developing countries.
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