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Relapse and deflation averted: positive momentum for the 
developed world 

In previous papers, we have commented on the fragile nature of the expansion in 

the post-crisis developed world. In our view, sluggish developed market 

recoveries had downside risk not only in terms of growth but also in terms of the 

potential for deflation. However, the last few months have brought encouraging 

news for the developed world. After a deceleration last summer, raising fears of a 

double-dip recession, purchasing managers’ indices in parts of the developed 

world have reaccelerated. In the US, most underlying economic data has 

improved, while Germany has produced very strong manufacturing-oriented data. 

Meanwhile, deceleration in core consumer price indices in the developed world 

appears to have stopped – at least for the moment. As a result, relapse risk and 

deflation risk now appear to have been averted in developed markets.   

We believe these marginal data improvements are among the key reasons why 

developed markets have begun to outperform emerging markets over the last 

three months. We see this as a period of tactical underperformance for emerging 

markets, but one which may well have a few more months to run. Relative 

valuations of emerging to developed markets suggest a ‘dead heat’ in the near 

term, particularly in view of the fact that fundamental improvements in emerging 

markets suggest valuation discounts should perhaps be smaller today than in the 

past. There is greater upward momentum on intermediate- and longer-term 

earnings expectations for the developed world, as perceptions are that these 

economies are coming back from the precipice. And at the same time that the 

growth story has improved in the developed world, there are rising concerns about 

the inflation risks in emerging markets. 
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Long-term case remains intact 

Emerging market equities have demonstrated strong long-term outperformance, 

but in the last three months they have lagged their developed market peers. 

George Iwanicki, emerging market macro strategist, looks at the factors that have 

driven this period of developed market outperformance, and explains why he 

remains positive on the outlook for emerging markets.  
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The inflation threat 

Assessing the risk of inflation is a far easier task for the 

developed world than for emerging markets: for the 

former, the Organisation for Economic Cooperation and 

Development comprehensively estimates output gaps 

using relatively harmonised data. In the absence of such 

formalised estimates for emerging markets, we have taken 

an alternative approach by comparing realised GDP 

growth over the past five years with our best estimates at 

the time of potential economic growth (as judged by the 

growth in labour, capital and total factor productivity). 

Exhibit 1 shows actual growth in emerging economies 

(vertical scale) versus our estimates of trend growth. On a 

five-year view, the countries that are above the diagonal 

line are those that have been outgrowing trend and as a 

result have natural late-cycle overheating risks. Those 

countries that are below the horizontal line are countries 

that have been undershooting their potential growth on 

balance over the past five years and, as a result, still have 

disinflationary slack. 

The chart suggests that inflation in emerging markets 

remains a selective rather than a systemic problem, with 

only a handful of countries at risk. This includes two of the 
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Source: Economy Ministry, IBGE, CBC, DANE, INEGI, BCRP, BCV, Derived by JPMorgan HK-CSD, Statistics Office, BPS, BOK, Department of Statistics, 

NSCB , DGBAS, NESDB , CSU, CAPMAS, KSH, CBS, IMF-IFS, Direction de la Statistique, GUS-JPM , Goskomstat, SIS, SARB. As at February 2011. 

Exhibit 1 – Five-year annualised GDP growth vs trend estimates 

largest markets – China and India. Among the other large 

markets in the universe, Brazil appears to be operating 

right at potential while the remainder of the countries still 

have disinflationary slack. 

However, in today’s world it is not only a country’s position 

in its business cycle that dictates inflationary pressures, 

but also whether its authorities are willing to allow the 

currency to appreciate as policy is tightened. Among the 

markets we’re most focused on with regard to inflation 

risks – Brazil at the margin, and then Indonesia, India and 

China – currency policy may be a complicating factor in 

China.  

In inflation management, the trick for central banks is not 

only getting inflation right but also keeping inflation 

expectations anchored to the target. It’s when inflation 

expectations deviate from the target that concerns about 

late cycle slowing or even outright recession arise, 

because it is at this point that central bankers are forced 

to tighten policy much more aggressively to rein in 

expectations. This becomes problematic for markets, 

because it creates economic uncertainty, which in turn 

produces earnings uncertainty, for which markets will 

demand a premium. 
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Exhibit 3 – Valuations relative to inflation risk 

Source: J.P. Morgan Asset Management, Bloomberg LLP, assorted central 

bank websites. Most data as at 31 December 2010, otherwise latest 

available. 

Exhibit 2 – Expected inflation vs central bank target 

Source: J.P. Morgan Asset Management, Bloomberg LLP, assorted central bank websites.  

Most data as at 31 December 2010, otherwise latest available. 

Exhibit 2 compares inflation expectations across the 

emerging market universe with the corresponding central 

bank target. The orange dots denote the deviation 

between expectations and target. Countries towards the 

left-hand side – notably India, but also Indonesia and, to a 

lesser extent, Brazil – have seen the most deterioration. 

Towards the right, we have countries where, even if 

inflation has bubbled up, inflation expectations have 

remained relatively close to target. In other words, these 

countries have a much greater chance of a soft landing as 

the central banks appear to be ahead of the curve in 

containing expectations. 

Finally, in evaluating the potential impact of inflation for 

investors, we need to look not only at where inflation risks 

lie, or where expectations have deteriorated, but at 

whether valuations reflect these risks. This is key because 

unrecognised inflation vulnerability is the most dangerous 

for investors. Exhibit 3 plots the degree of the deviation of 

inflation expectations from target against relative valuation 

(using a valuation composite). Countries on the left appear 

expensive, while those on the right look cheap.  

 

Combining all these methods of analysis, the conclusion 

we can draw is that of the four markets that look most 

vulnerable to inflation, India is arguably the least attractive, 

followed by Indonesia. China and Brazil appear more 

attractive because expectations haven’t delinked as much 

and valuations are reasonable.  

 



EM strategy: Long-term case remains intact 

March 2011 

4 

Valuations – still at long-term averages 

Looking at valuations more broadly, we believe that in 

absolute terms emerging market equities are hovering at, 

if not slightly below, the middle of fair value targets. On a 

price-to-book basis, the asset class is still trading around 

2x, with our rough rule of thumb suggesting that at 1.5x 

it’s time to buy aggressively, and at 2.5-3x it’s time to be 

cautious. Meanwhile, forward earnings multiples remain in 

the 11.5-12x range. This is around the five-year average, 

but below the long-term average and somewhat below the 

14.5x level that we view as a fair value multiple for the 

asset class.  

Combining these modest valuations with our expectations 

for continuing strategic earnings health for emerging 

market equities, we continue to predict a trend return of 

around 10.5-11% in US dollar terms over the next five 

years – an attractive return in a low nominal growth world. 

 
Capital flows in context 

One of the worries that investors have expressed in the 

context of the recent outperformance of developed 

markets over emerging markets is that ‘all the flows have 

 

gone to emerging markets and they’re finally starting to 

reverse toward developed markets’. To address this 

concern, we wanted to look more closely at the size and 

context of flows into emerging markets, given our view 

that investors remain in the process of long-term strategic 

reallocations towards emerging markets. 

Exhibit 4A compares portfolio inflows to emerging market 

GDP. Inflows have increased from a typical rate of roughly 

0.6% of GDP to around 0.9% over the past two years. In 

part, this has simply offset the exodus that most equity 

markets saw in 2008. Exhibit 4B shows that cumulative 

flows have moved back to the 4% level seen in 2007. So 

the inflows of the last two years have effectively made up 

for the outflows, taking account of GDP growth. Flow rates 

have returned to previous highs, but are not dramatically 

out of range of where they’ve been historically. 

Meanwhile, for as long as emerging market GDP 

continues to outgrow developed world GDP, and improved 

corporate capital discipline allows profits to more 

effectively participate in that economic growth, the share 

of emerging markets in global profits may be expected to 

continue to rise. The share of global profits accruing to 

emerging market companies has seen a multi-year 

ascent, reaching 15.5% by the end of 2010. 

 

 
Exhibit 4A – Equity capital flows as % of EM GDP 

Source: Institute of International Finance, Data as at January 2010. 

Exhibit 4B – Cumulative equity capital flows as % of 

EM GDP 
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We can use this figure as a simple proxy to think about 

where equity allocations to emerging markets ought to be 

as a share of an overall equity portfolio. Exhibit 5 uses 

publically available information on the allocations of 

institutional investors to assess the size of current 

allocations to emerging markets. While allocations among 

institutions are widely dispersed, it is not easy to find an 

institutional investor that has yet achieved an allocation at 

the 15% level.  

As long as the share of global profits accruing to emerging 

markets is rising, we believe investors are chasing an 

upwardly moving target in their strategic allocations to 

emerging markets. Institutional investors in the US and 

Japan, in particular, are still in catch-up mode. Emerging 

markets therefore appear far from being over-owned – 

indeed, we believe we are in the first half, if not the first 

third, of a strategic reallocation to the asset class by 

institutional investors.  

Source: J.P. Morgan Asset Management. Council of Institutional Investors 2010 Asset Allocation study, 59 funds with USD 

1.5 trn in AUM, Fund websites, thehedgefundjournal.com  

Exhibit 5 – Large dispersions in allocation to emerging market equities 

Conclusion 

The negative outcomes we had worried about for 

developed markets – economic relapse and deflation – 

appear to have been averted. This is good news for 

developed and emerging markets, but may set the stage 

for another couple of months of relative outperformance 

for the developed world.  

Inflation risk in emerging markets has been at the forefront 

of investors’ minds in recent months, but continues to 

appear to us to be a selective rather than systemic 

problem. Of the four most vulnerable markets – India, 

China, Indonesia and, to a lesser extent, Brazil – India is 

arguably the least attractive, while we are comparatively 

more constructive on China and Brazil.    

Overall, emerging market equity valuations remain neutral 

or slightly cheap, and the structural arguments that favour 

emerging markets remain intact. Flows into the asset 

class over the past two years have merely restored 

cumulative inflows to pre-crisis levels measured against 

local GDP, and most institutional investor allocations 

remain structurally underweight. We see outflows since 

the beginning of the year as a contrarian indicator in the 

short term, and believe the arguments for a long-term 

structural reallocation remain in place. 
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