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IN THE ACADIAN AUGUST 2015 PERSPECTIVES, “A TRIFECTA OF FORCES DRIVING THE EMERGING MARKETS SELLOFF,”
we examined factors behind the decline in emerging equities. These included slowing economic growth, the anticipated
increase in U.S. interest rates, and falling commodity prices. Since reaching its 2016 low on January 21, the MSCI Emerging
Markets index has gained 18%.1 Is this a buying opportunity for emerging equities or an exit point?

EM UNDERPERFORMANCE
IN CONTEXT
Since May 2008, when equity markets began their decline
during the global financial crisis (GFC), the MSCI Emerging
Markets equity index has returned -3.5% per year in U.S.
dollar terms. In comparison, their developed World index
has returned 2.9% annually, a premium of 6.4% per year.
This protracted underperformance of emerging equities
has understandably strained the patience of investors in

the asset class. However, these lagging returns should be
placed in a longer-term context. Beginning with January
1988, the inception of the MSCI Emerging Markets index,
emerging equities have returned an average of 10.2% per
year versus 7.3% for MSCI World (Figure 1). Despite this
long-term record, emerging equities have experienced
periods of extended performance shortfalls relative to
developed markets. For example, from December 1994
through September 2001 there was a persistent lag in
emerging markets returns brought on, in part, by economic
crises in Mexico, Asia, and Russia during this period.

FIGURE 1
MSCI Emerging Markets and World indices
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Source: MSCI Emerging Markets, MSCI World. For illustrative purposes only. Past performance is no guarantee of future results. Investors have the
opportunity for loss as well as profits. Index Source: MSCI. Copyright MSCI 2016. All Rights Reserved. Unpublished. PROPRIETARY TO MSCI.
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 Index Source: MSCI Emerging Markets index. Copyright MSCI 2016. All Rights Reserved. Unpublished. PROPRIETARY TO MSCI. Return data is in U.S. dollars
and includes gross dividends; date range: 1/21/2016 – 3/25/2016.
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FIGURE 2
MSCI Emerging Markets and World indices price/book value ratios
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Source: MSCI Emerging Markets, MSCI World. For illustrative purposes only. Past performance is no guarantee of future results. Investors have the
opportunity for loss as well as profits. Index Source: MSCI Copyright MSCI 2016. All Rights Reserved. Unpublished. PROPRIETARY TO MSCI.

CURRENT VALUATIONS AND
PROSPECTS FOR FUTURE RETURNS
Despite the long-term outperformance of emerging
equities, they have typically traded at a discount to
developed markets. Relative to the MSCI World index
over the past decade, emerging equities have traded at
an average discount of 18% on price/earnings, 12% on
price/cash earnings, and 7% on price/book. In part due to
the underperformance of recent years, these discounts
currently stand at 25%, 22%, and 30%, respectively. Figure
2 highlights the pattern in price/book value. Emerging
markets traded at a premium to developed markets both in
the lead-up to the GFC in late 2007 - early 2008, as well as
in its immediate aftermath from 2009 - 2011, due at least
in part to their higher expected growth rates at the time.
Valuations narrowed toward parity by early 2012, and EMs
began trading at a discount to developed markets thereafter
with the gap widening in recent years. This valuation gap
extends to other ratios such as price/earnings and price/
cash earnings as well. What might current valuation levels
reasonably imply about future EM returns?

One approach to forecasting long-term returns to
equities relies on three inputs: dividend yield, expected
earnings growth, and changes in valuation. We can
use this methodology to gauge the impact of varied
assumptions regarding fundamentals and valuations on
expected EM and DM returns. Holding dividend yields
at current levels, we can derive the following matrices
of five-year returns projections for the MSCI World and
Emerging Markets indices:
Assuming 1) nominal 4% earnings growth for both
developed and emerging markets, and 2) that valuations
will converge to their 10-year averages, these matrices
project a 5.1% annual return for developed equities and
7.0% for emerging markets over the next five years. This
1.9% EM premium is due primarily to valuation reversion,
and is, coincidentally, in line with the 28-year historical
premium. This is just one scenario—the matrices support
other growth and price/earnings assumptions.
Bottom line—we believe that EM equities are
inexpensive on a fundamental basis, and these results
demonstrate that a modest valuation reversion alone, not
heroic earnings growth assumptions, could potentially
generate materially higher returns than developed
markets over the medium term.
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FIGURE 3
Five-Year Return Projections - % Annual Nominal Returns
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FACTORS INFLUENCING THE
EM VS. DM OUTLOOK
Is the economic and financial environment supportive of
scenarios that would favor EM returns? On balance, we
believe that several factors suggest it is.

GROWTH PROJECTIONS
For 2016 and 2017, the IMF forecasts that emerging
economies will grow 4.3% and 4.7%, respectively.2 These
projections are quite a bit lower than the 7% annual
growth posted in the mid-2000s but materially above
the growth estimate for advanced economies of 2.1%
over each of the next two years. So despite headlines
proclaiming falling growth for emerging markets, they
are still expected to realize a 2-2.5% growth premium
over developing economies. Although past growth has a
limited impact on forward equity prices, there is evidence
that future aggregate real GDP growth does have a
positive influence on equity returns.3 Recall too, that the
promising relative EM returns forecast from the simple
valuation model was premised on 4% growth in both DM
and EM economies.
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STABILIZATION OF COMMODITY PRICES
Energy and materials companies comprise 14% of the
MSCI EM index versus 11% of the World index, meaning
that emerging markets are modestly more exposed
to commodities. Many investors are well aware that
commodity exports contribute significantly to several
large emerging economies including Russia, Brazil, and
South Africa. It’s less well appreciated, though, that the
largest markets by equity capitalization, China, South
Korea, Taiwan, and India, are commodity importers and
generally benefit from declines in input prices. In sum,
commodity price changes have a heterogeneous impact
across emerging markets. We believe that more stable
commodity prices, as seen in recent weeks, should
benefit emerging equities as a whole.

U.S. INTEREST RATES AND THE DOLLAR
Following the U.S. Federal Reserve’s decision to raise
its funds target rate last December, other major central
banks have implemented or extended negative interest
rates on deposit accounts. Even the U.S. 10-year Treasury
yield has dropped from 2.3% to 1.9% since mid-December.
These developments, along with recent commentary from
the Federal Reserve, suggest that further rate increases

“IMF World Economic Outlook (WEO) Update, January 2016,” International Monetary Fund, 2016, Web, 21 Mar. 2016.
Dimson, Elroy, Paul Marsh, and Mike Staunton. “The Growth Puzzle,” Credit Suisse Global Investment Yearbook 2014, (Feb 2014): 17-29.
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in the U.S. are likely to be measured. Tempered rate
hike expectations may not necessarily be a reassuring
sign for equities to the extent that they reflect concern
about global growth. But a potential benefit for U.S.
domiciled EM investors would be a slowing or reversal of
the dollar’s appreciation. Since January 2015, EM stocks
have lost 15% in U.S. dollar terms vs. only 5% locally,
meaning that the majority of the USD loss is attributable
to currency effects. Softening of the U.S. rate outlook may
help to minimize currency losses going forward.

CHINA
As the world’s second largest economy—and the
largest emerging one—both in terms of equity market
capitalization and GDP, China has a significant impact
on other emerging as well as developed markets.
Economic growth in China has slowed from 14% in
2007 to an estimated 6.7% in 2016, which is a more
significant decline than experienced in most emerging
or developed economies.4 This decline is due in part
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to slowing growth in China’s export markets, such
as Europe and the U.S. However, China’s growth
expectations are still considerably higher than those
of any other major global economy.

CONCLUSION
We believe emerging market equities are inexpensive on
key valuation measures. While valuations are not precise
timing signals and the gap could persist, we believe
that EM stocks’ current relative discount provides a
sound basis for investment given the current economic
and financial environment. Emerging markets may offer
greater economic growth and should benefit from the
stabilization of commodity prices and the U.S. dollar.
Surprise deterioration in these facets of the economic and
financial outlook would, of course, pose risk to EM stocks.
But we believe that a reasonable range of expectations
supports the view that EM equities offer greater promise
than DM markets over the next several years.

“Global Outlook Summary: January 2016 Forecasts,” The World Bank, 2016, Web, 21 Mar. 2016.
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GENERAL LEGAL DISCLAIMER
Acadian provides this material as a general overview of the firm, our
processes and our investment capabilities. It has been provided for
informational purposes only. It does not constitute or form part of any offer
to issue or sell, or any solicitation of any offer to subscribe or to purchase,
shares, units or other interests in investments that may be referred to
herein and must not be construed as investment or financial product advice.
Acadian has not considered any reader’s financial situation, objective or
needs in providing the relevant information.

negative impact on investment results. We have in place control systems and
processes which are intended to identify in a timely manner any such errors
which would have a material impact on the investment process.
Acadian Asset Management LLC has wholly owned affiliates located in
London, Singapore, Sydney, and Tokyo. Pursuant to the terms of service level
agreements with each affiliate, employees of Acadian Asset Management
LLC may provide certain services on behalf of each affiliate and employees
of each affiliate may provide certain administrative services, including
marketing and client service, on behalf of Acadian Asset Management LLC.

The value of investments may fall as well as rise and you may not get back
your original investment. Past performance is not necessarily a guide to
future performance or returns. Acadian has taken all reasonable care to
ensure that the information contained in this material is accurate at the time
of its distribution, no representation or warranty, express or implied, is made
as to the accuracy, reliability or completeness of such information.

Acadian Asset Management LLC is registered as an investment adviser with
the U.S. Securities and Exchange Commission. Registration of an investment
adviser does not imply any level of skill or training.
Acadian Asset Management (Japan) is a Financial Instrument Operator
(Discretionary Investment Management Business). Register Number DirectorGeneral Kanto Local Financial Bureau (Kinsho) Number 2814. Member of
Japan Investment Advisers Association.

This material contains privileged and confidential information and is intended
only for the recipient/s. Any distribution, reproduction or other use of this
presentation by recipients is strictly prohibited. If you are not the intended
recipient and this presentation has been sent or passed on to you in error,
please contact us immediately. Confidentiality and privilege are not lost by
this presentation having been sent or passed on to you in error.

Acadian Asset Management (Singapore) Pte Ltd, (Registration Number:
199902125D) is licensed by the Monetary Authority of Singapore.
Acadian Asset Management (Australia) Limited (ABN 41 114 200 127) is
the holder of Australian financial services license number 291872 (“AFSL”).
Under the terms of its AFSL, Acadian Asset Management (Australia) Limited
is limited to providing the financial services under its license to wholesale
clients only. This marketing material is not to be provided to retail clients.

Acadian’s quantitative investment process is supported by extensive
proprietary computer code. Acadian’s researchers, software developers,
and IT teams follow a structured design, development, testing, change
control, and review processes during the development of its systems and
the implementation within our investment process. These controls and
their effectiveness are subject to regular internal reviews, at least annual
independent review by our SSAE 16 auditor. However, despite these
extensive controls it is possible that errors may occur in coding and within the
investment process, as is the case with any complex software or data-driven
model, and no guarantee or warranty can be provided that any quantitative
investment model is completely free of errors. Any such errors could have a

Acadian Asset Management (UK) Limited is authorized and regulated by
the Financial Conduct Authority (‘the FCA’) and is a limited liability company
incorporated in England and Wales with company number 05644066. Acadian
Asset Management (UK) Limited will only make this material available to
Professional Clients and Eligible Counterparties as defined by the FCA under
the Markets in Financial Instruments Directive.
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