THOMAS WHITE INTERNATIONAL

EMERGING MARKETS OUTLOOK | FEBRUARY 2015

Capturing Value Worldwide®

Emerging Markets: Ready For
A Rebound?

From a high of 8.6% in 2007,
aggregate economic
growth in the developing
countries slipped to 4.4%
in 2014, according to IMF
data. When viewed in
isolation, the decline in
growth appears alarming.
Nevertheless, when
analyzed from a global
perspective and relative to
the developed countries,
the slowdown is not as
disappointing.
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KEY TAKEAWAYS

For emerging market investors more familiar with the warm summer glow of above normal returns,
recent years have been an unusually long winter. Emerging markets, one of the most favored asset
classes during the last decade, have lagged the developed markets in three out of the last four years.
What’s more, the extent of underperformance over this period has been so wide that even the most
disciplined and experienced investors have become discouraged. It’s no surprise that a good number
of investors gave up on emerging markets, evidenced by the significant outflows from EM funds during
the second half of 2014.
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The MSCI EAFE Index (Europe, Australasia, Far East) is designed to measure the equity market performance of developed markets, excluding the US
& Canada. The MSCI World Index is designed to measure the equity market performance of developed markets. The MSCI Emerging Markets Index
is designed to measure the equity market performance of emerging markets. The MSCI All Country World Index is designed to measure the equity
market performance of both developed and emerging markets. These indices are unmanaged, free float-adjusted market capitalization indices
whose returns assume the reinvestment of dividends. It is not possible to invest directly in an index.

Are they repeating the classic investment mistake of selling at the bottom of a market cycle?
There are enough reasons to believe so. While it is often futile to predict short-term equity market
returns, improvements in the macroeconomic environment as well as favorable political and policy
developments could usher in brighter days for emerging markets. Let’s look at some of these in more
detail.

1. Emerging economies have slowed, but so has the rest of the world
The biggest disappointment most investors have had about emerging markets is the slower growth rate
in most of these countries, when compared to the period of rapid growth before the 2008 global
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financial crisis. From a high of 8.6% in 2007, aggregate economic growth in the developing countries
slipped to 4.4% in 2014, according to IMF data. When viewed in isolation, the decline in growth
appears alarming enough to most investors. Nevertheless, when analyzed from a global perspective
and relative to the developed countries, the slowdown is not as disappointing.
The rest of the world has also seen a decline in aggregate economic growth. During the sevenyear period starting from 2007, the developed countries went through a deep recession and their
aggregate growth slowed from 2.8% to 1.8% in 2014. Several emerging countries are large exporters
– China and Mexico in manufactured goods, Brazil and Russia in commodities and energy. When their
major markets in the developed world have not fully recovered from recession, it is hardly surprising
that the economies of these countries have also decelerated. The rout in international energy and
commodity markets has made the environment more challenging for oil and commodity exporting
countries.

The IMF estimates that the
emerging countries may
grow much faster than their
developed peers in the
coming years. Relatively
low cost of labor should
help emerging countries
remain as attractive
manufacturing locations. In
addition, if these countries
can maintain current growth
rates, their low consumer
demand base leaves a
lot of room for domestic
consumption to expand for
several years to come.

It is only natural that the pace of growth moderates as an economy gains in size. The Chinese
economy in 2014 was 80% larger than it was in 2007, after adjusting for inflation. It is perhaps not even
desirable for the world’s second largest economy to aim for maintaining double-digit growth, as it
could lead to asset price bubbles and destabilization of the markets. This is true for other emerging
markets as well, especially for the resource exporting countries where past growth rates were boosted
by unsustainably high commodity prices.
Also, countries such as China are now in a transition phase where their economies shift from export-led
growth to a model more reliant on domestic consumption. This is a gradual process that requires a lot
of structural adjustments, aided by appropriate government policy initiatives. While a country is moving
down this path, it is very likely that economic growth will moderate before eventually settling at a more
sustainable pace.

2. Emerging economies to drive much of future global economic growth
The IMF estimates that the emerging countries are likely to grow much faster than the developed world
in the coming years. These countries hold several structural advantages that make it possible to sustain
high growth rates for extended periods. Several emerging countries, most notably India and Turkey,
have young populations that should help maintain future labor supplies. This is in stark contrast to many
developed countries that are already facing labor shortages. The relatively low cost of labor should
help the emerging countries remain as attractive manufacturing locations. In addition, the level of
consumption of most goods and services in these countries is much lower than the developed world.
If these countries can maintain current growth rates, the low consumer demand base leaves a lot of
room for domestic consumption to expand for several years to come.

Emerging countries are expected to retain growth advantage
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Even in the medium term, some of the emerging countries that are not dependent on commodity
exports could possibly to see moderate gains in growth rates. The IMF estimates that the developing
countries could see aggregate economic growth of close to 5% in 2016, twice as fast as the
developed world. India is expected to see the most gains among the larger emerging countries,
followed by the South East Asian countries such as Indonesia and Thailand. While the Chinese
economy could moderate further, annual growth of close to 7% in an environment where global
demand is still not robust enough should be considered healthy.

3. Cheap oil should boost China, India, and Korea

Lower oil prices should lead
to a substantial fall in import
costs for many emerging
countries, especially
China, India and Korea.
For countries such as China
and Mexico, lower oil
prices could be a double
bonanza. In addition to
higher domestic demand,
these countries should also
benefit from consumption
growth in the U.S. and other
developed countries.

The boost to domestic consumption from lower oil prices is well understood. Consumers in countries
where fuel prices are market driven should see substantial savings, which could lead to increased
demand for other products and services. With oil prices nearly half of what they were during the first six
months of 2014, the more vigorous consumer demand is likely to be one of the biggest growth drivers
for the global economy this year. For some emerging countries such as China and Mexico, this could
be a double bonanza. In addition to higher domestic demand, these countries should also benefit
from consumption growth in the U.S. and other developed countries.
Lower oil prices should also lead to a substantial fall in import costs for many emerging countries,
especially China, India and Korea, that import most of their energy requirements. This should help
widen the trade surpluses of China and other exporting countries, and narrow the trade deficits of net
importers such as India. The improvement in trade balance should go a long way in easing investor
worries about the large current account deficits of these countries.
In addition, the fall in oil prices should also help governments in India, Indonesia and select other
countries to reduce their spending on fuel subsidies. Their budget deficits could narrow as a result and
help boost credit rating outlook as well as investor confidence.

The biggest oil importers are likely to gain the most
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4. Equity valuations appear attractive
What should also encourage long-term investors looking at increasing their emerging market
allocations is the relatively lower valuations of these markets. The growth slowdown in emerging
economies, elevated geopolitical risks in Eastern Europe and other regions, as well as fears about the
negative fallout from the end of quantitative easing in the U.S. have all contributed to the depressed
valuation of emerging market equities. The average trailing price to earnings (P/E) ratio for the MSCI
Emerging Markets Index was slightly above 12 at the end of 2014. In comparison, the MSCI U.S. Index
P/E ratio was nearly 20 while the MSCI EAFE Index, which measures developed market performance
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outside the U.S. and Canada, was over 16. The Emerging Markets Index’s P/E ratio is currently lower
than its historical average over the last 15 years.

5. The strong U.S. dollar has made Emerging Markets cheaper
The U.S. dollar’s gains against other currencies have forced many investors to stay away from emerging
market equities. They reckon that, even if these markets do well, further weakening of emerging
market currencies could make dollar returns unattractive. While this is indeed true, it could also be
argued that after the sustained fall against the dollar in recent years, the risk of further steep declines in
emerging market currencies may be limited. On the other hand, the strong dollar has made emerging
market equities much cheaper. Even healthy businesses have seen their U.S. dollar valuations decline
appreciably since 2013 due to weaker currencies.

Currency weakness has made Emerging Markets assets cheaper in USD terms
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Increasing the allocation to an asset class that has underperformed for a while and remains out of
favor among most investors is not easy. Nevertheless, we believe emerging market equities merit
increased investor attention as some of the macroeconomic headwinds are easing. The cheaper
valuations of emerging markets, relative to their own historic trends as well as the developed markets,
make them potentially even more attractive for long-term investors.

This publication is for informational purposes only. This publication is not intended to provide tax, legal, insurance
or other investment advice. Unless otherwise specified, you are solely responsible for determining whether any
investment, security or other product or service is appropriate for you based on your personal investment objectives
and financial situation. You should consult an attorney or tax professional regarding your specific legal or tax situation.
The information contained in this publication does not, in any way, constitute investment advice and should not be
considered a recommendation to buy or sell any security discussed herein or to invest in any particular market or
country. Past performance is not indicative of future results. It should not be assumed that any investment will be
profitable or will equal the performance of any security mentioned herein. Thomas White International, Ltd., may, from
time to time, have a position or interest in, or may buy, sell or otherwise transact in, or with respect to, a particular
security, issuer or market on our own behalf or on behalf of a client account. All holdings are subject to change at any
time.
FORWARD LOOKING STATEMENTS
Certain statements made in this publication may be forward looking. Actual future results or occurrences may
differ significantly from those anticipated in any forward looking statements due to numerous factors. Thomas White
International undertakes no responsibility to update publicly or revise any forward looking statements.
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Are You Positioned for a World of Opportunities?
THE THOMAS WHITE DIFFERENCE
Thomas White International manages $2.3 billion in assets across multiple global, international and
domestic equity mandates. The diverse client base spans public, corporate, endowment, TaftHartley, and separately managed account platforms.

“Our strategy is to
seek smoother, more
consistent returns by
stressing excellent
local stock selection as
opposed to betting on
major country and
sector moves.
To succeed in this
approach, we have
built an exceptional
global research team
that uses our proprietary
techniques to identify
the most attractive
stocks in each of the
major regions of the
world. This in effect is
our trump card.”
—Thomas S. White, Jr.,
Portfolio Manager

Research is the heart of our company. At Thomas White, we believe that original research is the
surest path to superior portfolio performance. That is why our disciplined investment process is
supported solely by our in-house research.
Our investment process differs from the crowd. Our labor-intensive approach to valuing common
stocks combines the patient collection of data, and the execution of thorough historical studies,
with the application of fundamental securities analysis. These guidelines provide an investment
framework, which is used in the process of determining a company’s current business worth. Valuing
global stocks in nearly 50 countries, this industry-based stock selection process employs tailor-made
valuation frameworks refined and tested over the 40-year history of the Thomas White organization
and its predecessors.
Our veteran analysts, most with PhDs, on average have more than fourteen years of experience
working together as a team. Our proprietary research is generated by our professionals, both in
Chicago and in our Asia office in Bangalore, India, who have spent their entire careers at
Thomas White.
Our investment approach seeks to benefit from buying undervalued stocks and selling them when
they return to fair value. Our analysts find that investors tend to overvalue a company against its
industry peers when the intermediate business environment is favorable, producing strong earnings
growth and then undervalue a company when the environment depresses its business outlook. This
pattern is a reflection of human behavior - it occurs in every industry and country around the world.
It is this phenomenon that explains a stock’s wide price swings above and below its intrinsic value
as a business.

For more information, please contact:
Gabriel J. McNerney, CFA
(312) 663-8318
gmcnerney@thomaswhite.com
thomaswhitefunds.com
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