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Contrary to the 1990s, when fixed 
exchange rates were widespread, 

most countries have flexible 

exchange rates today. Price 
corrections in equity markets and a 

devaluation of the currency affected 

are welcome shock-absorbing 
mechanisms on the route toward a 

new market balance. 

 

The amassing of foreign currency 

reserves alone is not sufficient to 

ensure financial stability. Far more 
important is a forward-looking 

regulation of financial markets. 

 

 

 

 

 

 

 

 

Emerging markets in the 
spotlight 

Weak stock exchange prices and 
collapsing exchange rates of many 
emerging markets have given 
investors a wake-up call after a long 
rally. Emerging markets' equities 
and exchange rates are under 
tangible downward pressure. As 
soon as a trend emerges, the 
question will arise whether the 
trend will continue and whether 
there are rational reasons for the 
market changes observed. Where 
fragility is written on the tin, 
fragility will not necessarily be 
inside. Are the economic 
framework data of these economies 
responsible for the downward 
trends and do the weak exchange 
rates simply reflect the expectations 
of a longer phase of disappointing 
growth figures and vulnerability? 
We think that this is not the time to 
panic and expect a phase of 
weakness, not a crisis. 

From the perspective of global 
capital flows, we are currently 
seeing a recalibration between 
developed economies and emerging 
markets, on the one hand, and 
correlated with this between safe 
and more risky assets, on the other 
hand. A lengthy period in which 
emerging markets grew by a great 
margin more strongly than 
established countries has come to 
an end.  

We do not think that there is a risk 
of contagion from emerging 
markets, but that the expectation of 
a fall in the growth difference has 
changed the relative attractiveness 
between emerging markets and 
developed countries.  

The main triggering element will 
likely be the clarity that the 
tightening of monetary policy by 

the US Federal Reserve will actually 
take place and that a normalization 
of US monetary policy can be 
expected in the medium term. A 
calming of market turbulence is 
possible if emerging markets show 
maturity and avoid undermining 
potential growth by falling back 
into old, faulty behavioral patterns. 

It is only ten months ago that the 
International Monetary Fund 
predicted in its World Economic 
Outlook of April 2013 that a global 
recovery led by emerging markets 
would have three speeds. The world 
of three speeds lasted a mere six 
months and then evaporated like a 
satellite thrown out of orbit. 

Catalysts of derailing 

Nearly every market development 
can be seen and explained in the 
context of the Fed's policies. 
Resembling walking a tightrope, the 
policy of quantitative easing 
stimulates growth. It is considered 
to be unorthodox, because it can be 
used when loose monetary policy 
(key interest rates close to zero) no 
longer has any effect. Cash 
injections have boosted investment 
markets and a lot of capital has 
flown into emerging markets 
looking for returns for a long time. 
What is crucial is the interpretation 
of the associated capital flows. It is 
not the capital flows or the changes 
to macroeconomic imbalances that 
are driving the performance of 
stock exchange indices. The 
opposite is the case. The 
expectation of the change to the 
relative attractiveness across 
countries and asset classes controls 
capital flows. 

The stronger the US economy 
grows, the more attractive the US 
becomes as an export market. The 
tightening of monetary policy by 
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the Fed will have to be described as 
expansionary monetary policy for 
the time being, where the speed of 
expansion is being reduced in a 
controlled manner. In the eurozone 
and in Japan, monetary policy will 
likely remain looser in this period. 
Overall, monetary policy in highly 
developed countries remains 
supportive, while countries like 
Brazil, Turkey or India were forced 
to tighten their monetary policy 
reins. 

Global imbalances 

The structure of the global 
imbalances has changed 
fundamentally over the past 10 
years. A decade ago, the discussion 
evolved around the US twin deficits, 
on the one hand, and the Chinese 
surpluses, on the other hand. In 
slightly more detail, the situation 
before the financial crisis in 2007 
can be characterized as follows: 
China, Japan and emerging markets 
(whether oil producers or not) 
posted large surpluses, the 
eurozone remained in balance and 
the US posted a major deficit. 

Since 2010, China's surpluses have 
been shrinking as a result of 
gearing the growth model to the 
domestic economy. Export-driven 
growth is no longer the model and 
China is also seeing a strong rise in 
production costs. Japan's current 

account is now in balance after 
decades of surpluses. Savings have 
fallen due to the demographic 
developments and Japan's energy 
trade balance is becoming 
increasingly negative. Among 
emerging markets, oil-producing 
countries managed to maintain 
surpluses, while the other emerging 
markets except China slipped into 
the red. 

The US current account deficit 
which was 5.8% of economic 
output in 2006, has currently fallen 
to 2.7%, and the US will likely be 
able to finance this gap thanks to 
the earlier investments abroad and 
the status of the US dollar as a 
reserve currency without much 
effort. A return to fresh higher 
deficits seems unlikely, in particular 
as the US is posting increasingly 
fewer energy imports thanks to the 
shale gas revolution. In short, the 
global imbalances are no longer an 
urgent issue. The savings overhang 
still affects the oil-producing 
countries and the eurozone, whose 
core countries were able to 
maintain high surpluses despite a 
weak economy in the eurozone, 
while periphery countries were 
forced to slim down to a balanced 
current account for a lack of other 
financing options. 

How vulnerable are 
emerging markets overall?  

Contrary to the 1990s, when fixed 
exchange rates were widespread, 
most countries have flexible 
exchange rates today. Price 
corrections in equity markets and a 
devaluation of the currency affected 
are welcome shock-absorbing 
mechanisms on the route toward a 
new market balance. Many 
countries have built up huge 
reserves and are now issuing far 
more bonds in their own currency. 
The amassing of foreign currency 
reserves alone is not sufficient to 
ensure financial stability. Far more 
important are a forward-looking 
regulation of financial markets and 
the relentless development of 
reliable institutions, as well as 
tackling corruption. 

 

 

 

 

 

 

 

 

 

 

Our investment ideas 

Equities: Because US stocks are highly 

valued, we prefer undervalued equity 
markets like the UK, Germany and 

Japan. We rate emerging market stocks 

neutrally. The improving economic 
news will likely support riskier 

investments, such as equities.  

 
 

 

 
 

Bonds: Government bonds remain 

fundamentally unattractive though are 
still considered as a 'safe haven' in 

select currencies; we prefer European, 

UK and Australian government bonds. 
We prefer high-yield corporate bonds 

amongst corporates. 

 
 

 

 
 

Foreign exchange: We advise against 

commodity currencies, such as the 
Australian, New Zealand and Canadian 

dollars, and prefer the US dollar. 

 

 

Our investment ideas can easily be 

put into practice using selected UBS 

Funds. Please contact your client 
advisor. 
www.ubs.com/fonds 


