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Since 2011, all key 

arguments in favour of 

emerging market (EM) 

currencies have been 

crumbling. We outline why 

we think that a renewed 

trend of appreciation of 

EM currencies is still a 

distant possibility.  

 

  

The end of emerging market currency appreciation 

In the past decade, emerging markets were the place to be for 

investors. Equities performed strongly, while currencies 

structurally appreciated versus the US dollar and the euro. This 

trend has come to an end, however. We think that the prospects 

for emerging market currencies will remain bleak. 

 

Exposure to EM currencies was an obvious investment 

For about a decade, it was an obvious investment decision to 

maximise exposure to currencies of emerging markets (EM). 

Improving EM competitiveness, superior economic growth, solid 

balance of payment surpluses, relatively low macroeconomic 

imbalances and strong global demand for commodities were all 

clear long-term arguments in favour of EM currencies. The 

global credit crisis that hit the US and Europe from 2008 and 

the following quantitative easing by central banks in the 

developed markets made the relative case for EM currencies 

even stronger than it already was. 

 

Appreciation trend ended in the summer of 2011 

Year in, year out, EM currencies appreciated versus the US 

dollar and euro. This positive trend started after the Brazilian 

elections of October 2002 but ended in the summer of 2011. 

Fears of a hard landing of the Chinese economy and the 

escalation of the Eurozone debt crisis - which both affected 

capital flows to emerging markets - marked the beginning of the 

end of the long-term EM currency appreciation trend. Since 

then, all key arguments in favour of EM currencies have been 

crumbling. Let’s go through the ones that we have listed above. 

 

EM competitiveness is under pressure 

First, competitiveness of emerging markets has been under 

pressure in recent years due to rapid wage growth (China and 

several other emerging economies saw double-digit growth 

rates) and insufficient infrastructure investments (Brazil, South 

Africa, Russia). Labour productivity growth remains positive in 

most emerging markets, but it has levelled off in recent years to 

small single-digit levels. 

 

Growth differential with developed markets has come down 

Second, the growth differential between the emerging world and 

US/Europe has come down from 7 percentage points in 2009 to 

around 4 points currently. Growth dynamics these days are 

more exciting in the US and Japan than in most emerging 

economies. For investors in the developed economies it has 

become less obvious to search for growth in emerging markets. 

In recent quarters, we have seen corporate earnings growth in 

emerging markets clearly lagging that in developed markets. 

 

The prospects for growth in the emerging world for the coming 

years are rather bleak due to the structural growth slowdown in 

China, which should have a large impact on EM export growth, 

and the widening macroeconomic imbalances throughout the 

emerging world which limit the scope for policy easing and a 

more rapid domestic demand growth pace. 

 

Current account dynamics have deteriorated 

Third, a narrowing of current account surpluses and a widening 

of current account deficits, coupled with a sharp decrease in 

speculative capital inflows, have caused an end to the rapid 

accumulation of foreign exchange (FX) reserves throughout the 

emerging world. In emerging Asia, the monthly pace of FX 

reserve accumulation has come down from US$ 100 billion in 

2011 to less than US$ 10 billion currently (see graph below). In 

Indonesia, the Asian country with the worst balance-of-

payments dynamics currently, FX reserves have fallen by US$ 

3 billion in the past two months, as the authorities intervened 

heavily in FX markets to prevent the rupiah from depreciating. 

 

Asian FX reserve accumulation has slowed substantially 

Foreign exchange reserves Asia

CHI, KOR, INDI, INDO, TAI, THA, JAP, HKG, SIN (monthly increase, US$bn)
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Risk profile of emerging markets has weakened 

Fourth, the relative risk profile of emerging markets versus 

developed markets has started to shift as well. Current 

account and budget deficits widened in several key 

countries (South Africa and Indonesia show the worst 

dynamics), debt ratios increased fast in the post-2008 years 

(particularly in China, but also India and Brazil should be 

mentioned here) while inflation remains sticky as a result of 

too loose or wrong economic policies (South Africa, India, 

Brazil). The risk of a negative macro event somewhere in 

the emerging world has clearly risen in recent years. This is 

one of the reasons why flows to emerging markets have 

weakened since the summer of 2011. 

 

Slowdown in demand for commodities 

Fifth, the outlook for commodity prices has deteriorated, in 

line with the increased evidence and likelihood of a 

structural growth slowdown in China. From the third quarter 

of this year onwards, we expect the Chinese GDP growth 

rate to gradually decline to around 5% by 2016. Lower 

global demand for raw materials or at least a slower pace in 

demand growth has large implications for balance of 

payments and government budgets throughout the 

emerging world. It takes away much of the upside potential 

for EM currencies, particularly in South America, Eastern 

Europe and Africa. 

 

Quantitative easing support will ultimately diminish 

Finally, the US economy is showing more strength than 

most investors had anticipated, with both the labour and 

housing market clearly recovering now. As a result there is 

a growing likelihood that the Fed will reduce its quantitative 

easing in the next few quarters or years. When this 

happens or when investors will start anticipating it, capital 

flows to higher-yielding emerging markets are likely to 

decline substantially. It is perhaps a bit early to worry about 

this, but the window for EM currencies to benefit from 

abundant global liquidity is slowly closing. 

 

We have reduced our exposure to emerging markets 

Since the end of February we have reduced our tactical 

exposure to emerging market equities to an underweight 

position currently. With respect to emerging market debt we 

have a neutral stance towards local currency debt and an 

underweight position in hard currency debt. We are 

currently more negative about hard currency debt due to its 

greater vulnerability to rising US Treasury yields.  

 

 

 

 
Sources: Thomson Datastream, Bloomberg. YTD data until 29 March 2013 

MSCI Regional Indices (EUR) % 

  22 - 29 Mar YTD 

MSCI World 1.49 10.76 

MSCI Europe -0.06 5.58 

MSCI Emerging Markets 3.17 1.07 

MSCI US 2.09 13.62 

MSCI Japan 2.20 14.69 

MSCI Developed Asia ex Japan 1.72 9.91 

MSCI Sector Indices (EUR) % 

 22 - 29 Mar YTD 

MSCI World Energy 1.09 8.33 

MSCI World Materials 0.25 -0.71 

MSCI World Industrials 1.11 11.45 

MSCI World Consumer Discretionary 1.69 12.80 

MSCI World Consumer Staples 2.28 15.81 

MSCI World Health Care 3.01 17.53 

MSCI World Financials 0.81 10.44 

MSCI World Information Technology 1.48 7.74 

MSCI World Telecom Services 1.34 10.42 

MSCI World Utilities 2.28 9.18 

  Bond & Credit Yields % 

 29 Mar 22 Mar 

10-yr Bund (Germany) 1.27 1.37 

10-yr Treasury (US) 1.85 1.91 

US Investment Grade Credits 2.76 2.78 

Euro Investment Grade Credits 1.89 1.89 

Global High Yield 5.85 5.81 

EMD Hard Currency 4.84 4.82 

Asian Debt Composite 4.36 4.33 

FX & Commodities  

 
29 Mar 22 Mar 

EUR/USD 1.280 1.295 

Crude Oil (WTI Spot, USD) 97.24 93.40 

DJ UBS Commodity index 276.68 277.75 

Economic Releases  (2 - 5 Apr) 

 Date Consensus 

US ISM Non-Manufacturing (Mar) 3 Apr 56 

Eurozone CPI Estimate (Mar, m-o-m)  3 Apr 1.7% 

Eurozone ECB Rate Announcement 4 Apr 0.75% 

US Non-Farm Payrolls/Unemp. Rate (Mar) 5 Apr 190K/7.7% 
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