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The Federal Reserve is poised to continue lifting interest rates this year, given risks
posed by inflation. Many investors tend to view tightening Fed policy as a headwind for
emerging markets (EM) equity performance and may be tempted to dial back exposure

to the bloc. In this paper, we explore the reasons behind this prevailing market narra-
tive. While there is a basis for thinking higher US rates pressure EM equities, the
historical record isn’t consistent. The unclear takeaways from prior episodes imply that
the Fed raising rates should not be the only factor investors consider when assessing
the outlook for EM stocks; understanding the underlying environment is also key.
Given today’s risks, we believe investors should maintain exposure as part of a well-
diversified global equity allocation.

THE CASE AGAINST EM STOCKS WHEN THE FED IS TIGHTENING

Many investors assume tighter US monetary policy will challenge EM equity perfor-
mance. For one, EM economies tend to have outsized foreign capital exposure relative
to developed peers through USD—denominated debt issuance and foreign investment
tlows. Rising US interest rates can create problems for vulnerable EM economies if
investors pull out capital in search of higher yields in relatively safer US assets. EM
countries with high debt levels, large foreign exchange exposures, and wide current
account deficits are particularly at risk of capital flight. Rising US interest rates tend to
be associated with a strengthening US dollar, which further exacerbates these issues
as hard currency debt and other foreign exchange obligations become more difficult
to service. A stronger US dollar also presents issues for USD-based investors from
currency translation effects, particularly given the high costs of hedging EM exposures.

Indeed, EM equities have been inversely correlated with US financial conditions in
recent years. Fed hiking cycles tend to tighten broader US financial conditions,' which
doesn’t bode well for EM shares. Over the past ten years, changes in US financial
conditions have explained nearly 80% of the variability in EM equity returns, all else
equal. That is a significant and tight relationship (Figure 1).

1 Please see Joe Comras, “Tighter US Monetary Policy May Limit Upside Potential of Risk Assets,” Cambridge Associates LLC,
February 2022.



FIGURE 1 TIGHTENING US FINANCIAL CONDITIONS HAVE NOT BEEN KIND TO EM EQUITIES
March 31, 2012 — March 31, 2022 « Rolling YOY Percent Change in US Financial Conditions vs EM Equities
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Sources: Bloomberg L.P., Goldman Sachs, MSCl Inc., and Thomson Reuters Datastream. MSCI data provided "as is" without any
express or implied warranties.

Notes: EM equities are represented by the MSCI Emerging Markets Index in US dollars. US Financial Conditions are represented by
the Goldman Sachs US Financial Conditions Index with a higher reading meaning tigher conditions. Data for all MSCl indexes are
net of dividend taxes. Data are monthly.

And this association has strengthened over time, particularly since the late 1990s.
Several financial crises roiled EM economies in that decade—including the Mexican
(1994), Asian (1997), and Russian (1998) crises—which were in part catalyzed by Fed
tightening. Based on the experience during these periods, markets now tend to focus
on US financial conditions when evaluating EM equities. It wasn't always this way,
however. The average correlation between EM equities and US financial conditions
over rolling five-year periods was just -0.27 from 1993-2007, versus -0.87 from 2008 to
today (Figure 2).

FIGURE 2 EM FINANCIAL CRISES IN THE 1990s SHIFTED INVESTOR ATTENTION
TO US FINANCIAL CONDITIONS

November 30, 1993 — March 31, 2022 « Rolling 5-Yr Correlation Coefficient of EM Equities and US Financial Conditions
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Sources: Bloomberg L.P., Goldman Sachs, MSCl Inc., and Thomson Reuters Datastream. MSCI data provided "as is" without any
express or implied warranties.

Notes: Data reflect the rolling five-year correlation between year-over-year EM equity total returns and year-over-year percent
changes in US financial conditions. EM equities are represented by the MSCI Emerging Markets Index in US dollars. US Financial
Conditions are represented by the Goldman Sachs US Financial Conditions Index with a higher reading meaning tigher conditions.
MSCl index data are gross of dividend taxes prior to 2001, and net thereafter. Data are monthly.



HISTORY IS FICKLE

Performance during prior Fed tightening cycles appears to contradict the expectation
that EM equities will underperform. The median inflation-adjusted return in USD
terms for EM stocks was 29% cumulative during five tightening cycles since 1987,
registering gains in three of those periods. The range of outcomes was wide, with the
worst performance at -16% and the best at 148%. Performance outcomes relative to
developed markets (DM) shares were split: EM outperformed and underperformed
DM during two cycles, respectively, and matched DM in one cycle (Figure 3).

FIGURE 3 RELATIVE EM/DM EQUITY PERFORMANCE WAS VARIED DURING
PAST FED TIGHTENING CYCLES
December 31,1987 — March 31, 2022 « EM/DM Relative Cumulative Wealth « December 31,1987 = $100
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* The first rate hike cycle shown started in December 1986; however, it is included in this analysis as three-quarters of the total
increases for that cycle occurred after 1987, when EM equity index data are first available.

Sources: Federal Reserve, MSCI Inc., and Thomson Reuters Datastream. MSCI data provided "as is" without any express or implied
warranties.

Notes: Performance data cited on chart are relative cumulative total returns. EM equities are represented by the MSCI Emerging
Markets Index. DM equities are represented by the MSCI World Index. Total return data are gross of dividend taxes prior to 2001,
and net thereafter. Data are monthly and in US dollars.

Among regions, Latin America (LatAm) has outperformed broader EM stocks by a
median 17%, whereas Asia and emerging Europe, the Middle East & Africa (EMEA)
tended to underperform the broader EM index. Historically, commodity prices have
risen by a median 23% cumulative when the Fed raised rates, and LatAm equities have
been the most reactive to changes in commodity prices among the EM regions. From a
market composition standpoint, LatAm and EMEA have had similar weightings to the
energy and materials sectors. But net commodity exports tend to be a greater propor-
tion of overall LatAm economic output, which has the added kicker of benefiting
consumption growth, public finances, and currency valuations. As net commodity
importers, higher commodity prices pose a headwind for EM Asia.

Historically, EM equity performance has been positively correlated with changes

in ten-year Treasury yields. This relationship holds during periods when the Fed is
lifting rates as well; correlations are in-line with the long-term average since 1991.
Remember that the Fed typically raises rates when the economy is strong to avoid
economic overheating, and these periods are marked by diminished risk aversion in



asset markets. EM stocks are a primary beneficiary of “risk-on” environments as one of
the riskier equity segments. In addition, rising US bond yields reflect higher inflation
and economic growth expectations. Commodity prices are an important component

of inflation expectations, while global trade is bolstered by robust economic growth.
Given both are key factors influencing EM equity performance, it stands to reason that
rising US bond yields would be a positive for EM stocks more often than not (Figure 4).

FIGURE 4 EM STOCKS TEND TO BE POSITIVELY CORRELATED

WITH 10-YR TREASURY YIELDS
November 30, 1991 — March 31, 2022 « Rolling 36-Mo Correlation Coefficient
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Sources: Federal Reserve, MSCI Inc., and Thomson Reuters Datastream. MSCI data provided "as is" without any express or implied
warranties.

Notes: Correlation coefficient based on trailing 12-month change in US ten-year Treasury yields and trailing 12-month MSCI
Emerging Markets Index total return in US dollars. Total return data are gross of dividend taxes prior to 2001, and net thereafter.

Starting USD-EM bond spreads reflect the macro backdrop and may offer some infor-
mation value as to how EM stocks could perform during tightening cycles. EM equities’
worst performance in both absolute and relative terms came when starting USD-EM
bond spreads were more than 700 basis points (bps), which is wider than 90% of
historical observations and indicates heightened market stress levels. Starting USD-EM
spreads were lower at the start of subsequent cycles when EM delivered superior results.

COMPARING TODAY VERSUS THE LATE-1990S
Given the dubious record, investors may be tempted to make comparisons against the
most similar historical period. We would caution against this, as looks can be deceiving.

On the surface, the equity market of the late-1990s/early-2000s appears the most like
today. EM was in the midst of a multi-year underperformance cycle vis-a-vis DM coun-
terparts and traded at a steep valuation discount. This was, in part, due to elevated

US valuations during the “dot-com” period, and US valuations are nearly identical
today. Relative return on equity (ROE), a measure of profitability, was another factor
influencing the EM valuation discount and underperformance. At that time, DM ROE
was almost double that of EM. While the ROE gap is narrower, EM ROE also lags DM
today (Figure 5).



FIGURE 5 EQUITY MARKET SETUP IS SIMILAR TO 1998, BUT EM FACES
LESS EXTERNAL MACRO VULNERABILITY TODAY

As of March 31, 2022

Equity Market and Macro Setup 1998 2022
Relative Valuations (EM/DM) 0.51 0.64
US Valuations (CAPCE) 21.5 21.8
Relative ROE (EM/DM) 0.57 0.82
Trailing 3-Yr EM/DM Relative AACR (%) -24.9 -8.7
EM External Vulnerability (% of GDP)* -6.0 9.7
USD-EM Bond Spreads (bps) 775 405
EM FX vs USD (Percentile) 27 16

* External vulnerability is calculated as foreign exchange reserves plus the current account balance
minus external debt. Positive values indicate lower vulnerability, whereas negative values indicate
higher vulnerability.

Sources: IBES, MSCl Inc., J.P. Morgan Securities, Inc., Oxford Economics, and Thomson Reuters Datastream. MSCI
data provided "as is" without any express or implied warranties.
See Figure Notes on page 8.

But there are key differences between now and then. EM economies appear less prone
to balance-of-payments crises, one of the main channels through which economic and
foreign exchange exposures can impact equity markets. As shown in Figure 5, EM
countries generally have sufficient foreign exchange reserves to cover existing current
account deficit and external debt obligations. Average external debt as a percentage

of GDP among the ten largest EM equity index countries has fallen to 30% versus
40% 20 years ago. However, foreign exchange reserves as a percent of GDP have more
than doubled from 14% to 30% over the same time period. Finally, fixed-rate currency
regimes are less prevalent today, which were key features of the Mexican, Asian, and
Russian financial crises of the 1990s. These crises broadly coincided with the two Fed
tightening periods in that decade when EM equities underperformed. Current tight
USD-EM bond spreads reflect these differences in the macro backdrop.

We’d be remiss to not mention China as another primary difference. China dominates
the EM index today, commanding roughly one-third of index market cap, but the
country made up less than 1% of the index throughout the 1990s. China is also vital
from an economic standpoint. The EM index today derives one-third of its revenues
from China versus roughly 20% in 2005 (the earliest period for which we have data).
From both a market composition and revenue exposure lens, China plays a much more
prominent role in driving overall EM outcomes.

LOOKING BEYOND THE FED

The Fed aside, EM equities face several challenges today. Economic growth in China
is slowing, which, as a major revenue source and consumer of raw materials, pressures
the outlook for the rest of EM. Recent Chinese regulatory and geopolitical tensions

are another important factor worth watching and have arguably increased the risk
premium on Chinese shares. Indeed, Chinese equities have underperformed so far
this year, declining nearly 14%. The broader EM domestic growth outlook also appears



tenuous as central banks expect to continue raising policy rates. Brazil, for example,
raised rates by 875 bps over the past 12 months and has seen 2022 GDP growth
expectations slashed by nearly 2 percentage points (ppts) over that span. These risks
are largely reflected in analyst expectations, where current forward 12-month earnings
growth of 10.0% has been lower only 12% of the time since 1987. The anticipated
earnings growth spread versus DM is also weak, standing more than 60% below
average. Taking a longer view, EM stocks ultimately require superior earnings growth
to outperform DM peers (Figure 6).

FIGURE 6 RELATIVE EM/DM PERFORMANCE IS ALL ABOUT EARNINGS GROWTH
September 30, 1995 — March 31, 2022 « Relative Earnings per Share and Total Return « September 30, 1995 = $100
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Sources: MSCI Inc. and Thomson Reuters Datastream. MSCI data provided "as is" without any express or implied warranties.
Notes: EPS based on trailing 12-month earnings per share. Total return data are in US dollars and gross of dividend taxes prior to
2001, and net thereafter.

Still, EM exposures could prove to be diversifying in the current environment. Chinese
policy is easing—which stands counter to the global tightening stance—and higher
commodity prices have boosted prospects for LatAm and EMEA. Easing Chinese policy
typically bolsters credit growth, which in turn supports broader EM economic and
earnings growth. And recent weak Chinese equity performance has pushed valuations
relative to global peers to all-time lows. This combination of policy easing and unde-
manding valuations support the case for a Chinese equity rebound, as policy makers
have shifted focus to ensuring economic and market stability. Sanctions against Russia,
one of the world’s preeminent commodity exporters, have increasingly isolated the
country economically. This may yet benefit EM stocks in two ways. First, demand for
Russia’s energy, agriculture, and metals commodities is likely to shift to some of the
major EM producers in LatAm and EMEA. Second, higher prices would support export
revenues, economic growth, and government finances. In fact, EM has outperformed
DM by 11%, on average, when commodity prices advanced 20% or more over 12-month
periods. LatAm tends to be one of the primary beneficiaries of this dynamic, having
already gained more than 27% year-to-date through March 31, outperforming all other
major DM and EM regions.



Recent aggressive monetary tightening by EM central banks may ultimately warrant

a more sanguine outlook. EM rate setters acted well before the Fed and other major
developed central banks to fight inflation. This provides more flexibility to ease policy
should the economic outlook deteriorate, particularly if the Fed fails in manufacturing
its hoped-for “soft landing” and Chinese growth disappoints. Highlighting this relative
maneuverability, real interest rates across major emerging economies are more than
five ppts above those in major developed peers. Higher policy interest rates should
also support currency valuations as the Fed hikes. This runs counter to the typical
historical experience, where EM central banks have had to react to Fed policy to fight
potential inflation from a currency depreciation transmission standpoint.

CONCLUSION

Market history is an inconsistent guide when gauging how EM equities will perform
during Fed rate hiking cycles. There are many other factors that influence perfor-
mance. While EM stocks face several risks today, external macro vulnerability to
tightening US financial conditions is relatively less pronounced than in prior periods.
We have outlined several reasons EM exposures could prove to be diversifying as the
Fed tightening cycle plays out—namely Chinese policy easing and strong commodity
prices. Taken together, we believe investors should not be tempted to reduce exposure
to EM stocks at this time. m



FIGURE NOTES

Figure 5

Notes: Valuations are an average of relative 12-month forward price-earnings, trailing price-to-cash EPS, and trailing price-
to-book value ratios. The cyclically adjusted price-to-cash earnings (CAPCE) ratio is calculated by dividing the inflation-
adjusted index price by trailing ten-year average inflation-adjusted cash earnings. Cash earnings are defined as net income
from continuing operations plus depreciation and amortization expense. MSCl does not publish cash earnings for banks and
insurance companies and therefore excludes these two industry groups from index-level cash earnings. External vulner-
ability metrics shown are a weighted average of the ten largest EM countries, weighted according relative size within the
MSCI Emerging Markets Index on March 31, 2022. USD-EM bond spreads are based on the J.P. Morgan Emerging Markets
Bond Index - Global Diversified. EM FX vs USD based on an equal-weighted basket of EM currencies.

INDEX DISCLOSURES

Goldman Sachs US Financial Conditions Index
The Goldman Sachs US Financial Conditions Index is a weighted average of riskless interest rates, the exchange rate,
equity valuations, and credit spreads, with weights that correspond to the direct impact of each variable on GDP.

J.P.Morgan Emerging Markets Bond Index (EMBI) - Global Diversified

The J.P. Morgan EMBI Global Diversified Index is an unmanaged, market capitalization-weighted, and total-return index
tracking the traded market for USD-denominated Brady bonds, Eurobonds, traded loans, and local market debt instru-
ments issued by sovereign and quasi-sovereign entities.

MSCI Emerging Markets Index

The MSCI Emerging Markets Index represents a free float-adjusted, market capitalization index that is designed to
measure equity market performance of emerging markets. Emerging markets countries include: Argentina, Brazil, Chile,
China, Colombia, Czech Republic, Egypt, Greece, Hungary, India, Indonesia, Korea, Malaysia, Mexico, Pakistan, Peru, the
Philippines, Poland, Qatar, Saudi Arabia, South Africa, Taiwan, Thailand, Turkey, and the United Arab Emirates. MSCI Russia
was removed from the MSCI Emerging Market Index after close on March 9, 2022.

MSCI World Index

The MSCI World Index represents a free float-adjusted, market capitalization-weighted index that is designed to measure
the equity market performance of developed markets. It includes 23 developed markets country indexes: Australia,
Austria, Belgium, Canada, Denmark, Finland, France, Germany, Hong Kong, Ireland, Israel, Italy, Japan, the Netherlands,
New Zealand, Norway, Portugal, Singapore, Spain, Sweden, Switzerland, the United Kingdom, and the United States.
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