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SUMMARY

Following an initial correction at the start of the year there was a marked shift in 
monetary policy by the two key global protagonists. This resulted in a swift recovery 
in Emerging Markets equities. The second quarter has proved superficially less 
volatile with Emerging Markets gradually drifting lower. Emerging Markets remain 
cheap despite a resumption of the downward trend in expectations for corporate 
earnings.

Absolute and Relative Valuations

Year to date, on a total return basis, Emerging Market equities have gained 4.4%. 
Over the quarter they have remained near flat at time of writing. This masks two key 
factors that are worth highlighting. The first is that since a peak in April, Emerging 
Market equities have drifted lower. The second is that this has happened in lock step 
with a decline in earnings expectations for the next twelve months. 

The impact of a decline in earnings for Emerging Market companies has meant 
that Emerging Market equities now trade at an increasing premium to both their 
5 and 10 year averages of 10.5x and 11x respectively. The consolation is that the 
12x earnings multiple they currently trade on in absolute terms is cheap and is 
supported by a 2.8% dividend yield. 

The comparison of Developed to Emerging Market valuations is of interest. The price 
to earnings discount of Emerging Markets compared to developed markets has 
stabilised at an average 27% level for the past three years. Price to book has been 
more volatile but oscillates around the 25-30% discount level. (Figure 1) Emerging 
Market equities therefore trade at stable and cheap valuations both in relative and 
absolute terms. As we have frequently argued, a low valuation is not a catalyst for an 
equity asset class to out-perform however it does provide us with a yard stick to the 
potential returns that could be generated should a catalyst materialise.

EM EQUITIES: DIVERGENT EXPECTATIONS
 – Absolute and relative valuations remain attractive

 – Monetary policy and commodity prices are supportive

 – Expectations for earnings growth continues to weaken

Figure 1: EM vs DM on valuation Figure 2: EM Regional Forecast Earnings Expectations

Source: FactSet, BloombergSource: FactSet, Bloomberg
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The Chinese National People’s Congress meeting in mid-March showed the clear 
prioritisation of growth by Chinese authorities over deleveraging or structural 
reform. The negative interest rates and loose monetary policy in Japan and Europe, 
which has been subsequently bolstered by indications from the US Federal Reserve 
that they would raise rates slower than originally anticipated, are all conducive to a 
recovery in Emerging Market assets. 

A quarter later these policies have still not filtered down to individual company 
prospects as effectively as we would have hoped. To understand this in more detail 
we look at regional earnings expectations. Figure 2 shows that, though the earnings 
decline in Asia has slowed, we have not seen the expected recovery in growth. There 
is also a clear divergence in earnings trend between regions driven by domestic 
factors. Latin America for example has seen a significant rebound in earnings. 
China’s commitment to growth is clearly positive given Brazil’s high reliance on 
commodity exports. Looser US monetary policy is also beneficial to a country whose 
currency has been falling for the best part of six years. The largest change has 
however been the replacement of Dilma Rousseff with Michel Temer as president. 
The impeachment of Dilma has been perceived to mark a watershed in Brazil’s 
prospects.

This raises a notable concern for us. Brazil and subsequently Latin America have 
seen a rise in expectations for earnings growth for the next twelve months. This 
increase in expectations has not been driven by concrete signs of improvement on 
the ground. GDP continues to decline albeit at a marginally lower rate. Reported 
quarterly earnings remain at their lowest level in the past decade. This is clearly 
visible at the corporate level. There has been a marked rise in bankruptcies. Sete 
Brasil, the oil services company, for bankruptcy at the start of the quarter. Oi SA, a 
Brazilian fixed and mobile telecoms operator, is now paving the way for the largest 
bankruptcy filing in Brazilian history. Furthermore, at the state level, the governor 
of Rio De Janeiro has clearly signalled that the state’s government is bankrupt and 
cannot meet its financial commitments ahead of the Olympic games in August. 
This should be put in context with equity market valuations. Brazil now trades on a 
material 15% premium to its 5 year historic price to earnings multiple. 

Sector Dislocation

The dispersion of sector valuations within Emerging Markets has continued to grow. 
Healthcare and consumer staples sectors remain expensive both in absolute terms 
and compared to their history. The perception of stability and growth associated 
with their earnings compared to the rest of Emerging Markets continues to support 
their valuation premium. Over the past 12 months this resilience has not been as 
visible as expected. Despite the fall in reported earnings from consumer staples 
being less than that of the Emerging Market index as a whole, the sector still 
witnessed a contraction of 10% in US Dollar terms. The healthcare sector has also 
experienced a similar contraction over the past year. 

Figure 3: EM sector valuations

Source: FactSet, Bloomberg

Figure 4: EM Sector Forecast Earnings Expectations

Source: FactSet, Bloomberg

 5.0  

0  

 10.0  

 15.0  

 20.0  

 25.0   PE NTM  
10Yr Avg

EM

Health
ca

re

Consu
mer S

taples

Tech
nology

Teleco
ms

Consu
mer

Materia
ls

Industr
ials

Energy

Utili
tie

s

Fin
ancia

ls

Jan ‘15 Apr ‘15 Jul ‘15 Oct ‘15 Jan ‘16 Apr ‘16

110

100

90

80

60

70
Materials
Consumer Staples
EM

Global monetary policy and 
Chinese growth targets 
have created a supportive 
environment for Emerging 
Markets

Brazil has benefitted from 
both external and domestic 
factors

Expectations for Brazil have 
run ahead and valuations 
now look stretched

Healthcare and consumer 
staples remain expensive 
due to their stability and 
long term growth prospects

Aviva Investors House View, Q3 July 2016  Market Outlook



4 This document is for professional clients and institutional/qualified investors only. It is not to be distributed to or relied on by retail clients

The more recent visible change in Emerging Market sector valuations is the increase 
in valuation for both the materials and energy sectors. As Figure 4 clearly illustrates, 
the materials sector has seen a very substantial recovery in earnings expectations 
for the next 12 months. This has coincided with China’s commitment to its growth 
strategy and an increase in commodity heavy fixed asset investment. Such a recovery 
in earnings should therefore come as no surprise. The concern for us as investors is 
that this has occurred in conjunction with a very significant increase in valuation of 
the materials sector. Compared to its historic 10 year average, the materials sector is 
now trading on a near 25% premium. 

The largest sector within Emerging Markets is that of financials. This is a clear outlier 
in terms of valuation. Trading on a single digit price to earnings, as Figure 3 shows, it 
is not only the cheapest in absolute terms but also compared to its historical average. 
The low valuation attributed to the financial sector within Emerging Markets is in 
our view one of the visible expressions of investor concern over the sustainability of 
China’s debt-financed growth strategy. The disconnect between the recent re-rating 
of the materials sector which is a key beneficiary of China’s debt financed stimulus 
and the ongoing de-rating of the financial services sector is becoming increasingly 
apparently. 

Near and Far

The investment backdrop is supported by the slowing down of the rate hiking cycle 
by the US Federal Reserve and China’s prioritisation of growth over long term reform. 
These two pillars are clearly supportive for Emerging Market equities in the near 
term. The low valuation suggests there is still potential for Emerging Market assets to 
continue their appreciation in the near term.

The delays to long term structural reform and the pursuit of a credit fed growth 
model are resulting in excessive fixed asset investment. This is unsustainable for 
China over the long term. The conflicts of this policy and the near term beneficial 
impact it has across Emerging Markets is becoming increasingly visible within the 
emerging equity markets even if it is not immediately apparent at the overall index 
level. Despite a highly attractive near term outlook we therefore remain more 
cautious on the long term trajectory of Emerging Market equities. 

The materials sector has 
experienced a recovery 
in both earnings and 
valuations

There is a disconnect 
between investor 
perception of the materials 
and financial sectors
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