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“Be fearful when others are greedy, and be greedy when others are fearful.” Warren Buffett 

2014 is a new year but it is not looking like a new start 

for emerging market shares. The MSCI Emerging 

Markets Index is down 4% this year so far, following a 

2.3% fall in 2013. In stark contrast, the MSCI World 

Index is broadly flat over the year to date, after climbing 

27% last year
[1]

. In fact, emerging market equities have 

dramatically underperformed their developed world 

counterparts since 2010. 

Today, emerging market equities trade at around a 

30% discount to developed markets on a price-to-book 

basis, the biggest discount since 2005. Analysing data 

since 1996, current valuations appear to be near the 

bottom for emerging market equities. The chart below 

shows that previous occasions when the price-to-book 

multiples for the asset class were at these levels was 

during the Asian crisis, 9/11, the Gulf war and the 

global financial crisis. In our view, this situation offers 

opportunities for contrarian investors. 

 

Furthermore, currently the difference in the earnings 

yield (the inverse price-to-earnings ratio) between 

emerging market and developed market stocks has 

only been wider during the crisis events mentioned 

above. Analysis of the data also indicated that 

emerging market equities have never underperformed 

developed world stocks over a one-year period when 

the earnings yield gap has been at today’s levels. 

Earnings better than markets suggest 

We consider valuations to be a compelling reason for 

looking at emerging markets today. However, there are 

risks. One of the main causes for concern is earnings. 

Earnings momentum has been superior in developed 

markets, but, in our view, not by the magnitude that the 

outperformance of developed market equities suggests. 

The chart below shows that the earnings per share (EPS) 

of emerging market firms have been 15% lower in the 

past few years, yet they have underperformed developed 

market companies by 35%. Therefore, we think the bulk 

of the outperformance of developed markets can be 

attributed to sentiment. 

  

When discussing EPS, it is important to remember that 

aggregate earnings in emerging markets are typically 

skewed by the heavy representation of commodity 

companies in the index. Falling emerging market 

currencies have further affected the EPS figures when 

translating them into US dollars (which is usually used 

for comparison purposes). Excluding commodity 

producers, emerging market earnings appear fairly 

robust; indeed, EPS in Asia (which has relatively fewer 

commodity firms) has been the strongest across all 

regions since the financial crisis in 2007/8. 

Emerging market shares trading at crisis levels 

 
Source: Barclays Research, Datastream, as at 31 January 2014. MSCI 

Emerging Markets Index in US dollar terms. 

Severe emerging market underperformance 

relative to developed markets 

Source: Barclays Research, Datastream, as at 31 January 2014. MSCI 

Emerging Markets Index relative to the MSCI Developed Markets Index, 

in US dollar terms. Rebased to 100 as at 31 January 1996. 



 

Encouraging reforms in China 

The trajectory of China’s economy also represents a 

major source of uncertainty. In particular, investors have 

raised concerns about the country’s reliance on debt-

fuelled investment to drive expansion. However, the 

government announced a raft of reforms last year 

designed to rebalance the economy towards a more 

sustainable, lower growth model driven by domestic 

consumption. A key part of the proposed reforms centres 

on the cost of capital. The aim is to let market forces 

dictate the cost of capital and where that capital flows. 

Although rising interest rates will initially make life 

difficult, over the longer term, we believe a higher cost 

of capital will be beneficial; it will force companies to 

become more capital-efficient and more profit-focused. 

The weakest, least profitable operators will probably go 

out of business and ultimately the remaining 

companies will become more globally competitive. 

Consequently, we are not overly worried about tighter 

monetary conditions; in fact, we are encouraged by the 

moves from China’s central bank to tighten liquidity. 

Investors are also nervous about the level of borrowing 

in China. While the banking system could suffer from 

rising bad debts, it is hard to quantify the amount given 

the opacity of the shadow banking system. However, 

what we would say is that China has a closed banking 

system; it is well capitalised and investors cannot move 

their money elsewhere if they were to withdraw 

deposits. Furthermore, the state owns and ultimately 

underpins all of the banks.  

It is hard to assess the validity of these risks. What we 

can determine with greater certainty is the valuation of 

the market. In that regard, China currently appears very 

attractive as it is trading at all-time lows. 

Political risks often exaggerated 

Political risk has knocked investor sentiment lately, too. 

Today, the chances of political upheaval are greater in 

emerging markets than developed markets, but that 

has always been the case. What is important though is 

to tie this back to stockmarket valuations. Markets such 

as Turkey, Thailand and Egypt have clear political 

risks. However, in our view, investors tend to overreact 

in the short term to heightened risks. When share 

prices sell off in response to political crises, we have 

often found that it proves to be a good entry point. 

Aside from political unrest in certain countries, there 

are a number of elections taking place in developing 

nations this year, such as in Brazil and South Africa, 

that are unsettling investors. We are fairly positive 

about the upcoming elections; typically, when 

economies are struggling and the popularity of the 

incumbent politicians is questioned, reforms are front 

and centre of all parties’ manifestos. The election of 

reform-minded governments should benefit these 

markets in the longer term. 

‘Taper tantrums’ 

The US Federal Reserve’s decision to ‘taper’ its 

economic stimulus and the gradual withdrawal of 

liquidity has certainly spooked investors and capital has 

flown out of emerging markets in recent months. 

However, research from Barclays
[2]

 actually shows that 

all of the net flows into emerging economies over the 

past decade have been driven by institutional investors. 

In addition, during the period of emerging markets’ 

underperformance from 2010 onwards, this money has 

stayed put. The recent capital outflows have 

predominately been from retail investors, while 

institutional investors have remained invested. 

Opportunities for long-term investors 

There are undoubtedly risks ahead for emerging 

markets, but we think that with valuations near crisis 

levels, many of these risks are already reflected, or 

even exaggerated, in today’s prices. In our view, 

investors are too pessimistic and sentiment is too 

bearish. Corporate fundamentals are generally quite 

good. On a range of metrics, emerging market shares 

look cheap relative to their long-term averages. We do 

not make predictions about future stockmarket 

performance and are not going to declare that the 

period of underperformance is at an end. However, 

taking a long-term view, we consider that valuations 

today look too cheap and that there are plenty of 

opportunities available to active investors. 

 
M&G, February 2014 

Emerging market valuations: discount versus 
average since 1996

 
Source: Barclays Research, Datastream, as at 31 January 2014. MSCI 

indices in US dollar terms. 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

[1]
Datastream, as at 21 February 2014, in US dollar terms. 

[2]
Source: EPFR Global, Barclays Research. Data from 2004 to 2014; flows measured in US dollars. 
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