EM RELATIVE VALUE ACROSS ASSET CLASSES

Larry & Xin discuss implications of weakening dollar
How does the dollar affect EM vs. DM asset returns? Why is East Asia experiencing
a market goldilocks? Where are current relative value opportunities across EM?
Welcome to a new discussion between Larry and Xin, two prominent economists from
the Keynesian tradition, offering a bi-weekly US-Chinese debate. Today, Xin shares
her perspective from Beijing with two charts and Larry comments from Washington.
Disclaimer: names are fictional but analysis should be realistic.
Xin: Hello Larry, greetings from not so summerly Beijing, as we face the heaviest
rainfalls in over 20 years in our central provinces around Chongqing, and challenges
around the controversial Three Georges Dam. How about the climate in the US?
Larry: Hi Xin, I would say our climate is as tense as ever, despite rising markets.
Clearly, the US response to the pandemic has been far worse than in any advanced
economy, the social divisions and tensions have been rising as a direct result, and the
recovery looks much weaker than we all anticipated. The FED has taken on the lion’s
share of our policy response, expanding its balance sheet by 70%, now to US$7 trillion,
which is also reflected by one of the weakest months for the US dollar in decades.
Xin: I am sorry to hear that, we also face continuing health issues across Asia, but it
seems that, relatively, we are in a sweetspot that was previously called ‘goldilocks’:
a weak dollar, plenty of liquidity, reduced risks, recovering commodities, low rates,
and strong equity and real estate markets, all at the same time. But I should add that
it feels somewhat artificial to observe a market rally in the middle of a pandemic, as
it is narrowly-based and 70% of the trading is driven by retail, which is not so solid.
Larry: Yes, it almost feels like a political statement, an irony, where lucky daytraders
make money while unfortunate blue-collar workers get laid off or get sick or worse, as
we added 50,000 deaths over the past 50 days, really a ghastly situation for the US.
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Xin: Yes, the Economist is looking at how viruses and pandemics have shaped the
world over centuries, and it appears that the US society has become bitterly divided.
Meanwhile, China and Russia are trying to weaken the dollar by settling more of their
trade in euros, and the FED of course has created massive amounts of magic dollars…
Larry: Indeed, and Barry Eichengreen illustrated that a reserve currency depends on
geopolitical power, and Stephen Roach has predicted a 35% decline of the dollar. So
maybe this is a good time to review the past decade in emerging markets, which was
shaped by a strong dollar, and implications from the turning trend that we now see.
Xin: Great, we have illustrated the past twelve years since the 2008 global financial
crisis for EM bonds, equities, and currencies, relative to DM benchmarks (chart 13).
First, EM bonds (EMB) have been strongly aligned with US high yield bonds (HYG),
showing 11.4% returns during 2010-15 and 6.6% returns during 2016-2020. The
differential return between EM and US HY bonds (EMBO) has been zero and correlation
with EM FX has been close to zero. Second, EM equities (EEM) had a tough period
until 2015 (taper tantrum, commodities decline, Brazil impeachment) but then closely
tracked ACWI indices since 2016 with annual returns of 10.8%. The differential (EMEQ)
returns show a strong correlation of 0.75 with EM FX, and with gold and commodities.
Third, EM FX declined by 6% annually until 2015, but then appreciated by 2% annually
since 2016, and EM currencies have strengthened by 5% since March 2020.
Larry: Now that is a pretty strong correlation with EM currencies, especially when we
look at quarterly returns over the past twelve years: 80% of EMEQ differential returns
have the same sign as EM currency returns, albeit somewhat less for Chinese equities.
And 60% of EMBO differential returns have the same sign as EM currency returns.
Looking ahead, there is a strong likelihood for EM equities to outperform the ACWI
when FX currencies strengthen, when gold is appreciating, and during risk-on markets.
Current favorable valuations and dividend yields of EEM underline that outlook.
Xin: Right, and we have a similarly positive outlook for EM bonds to outperform US
high-yield as interest rates have reached a historic low and are expected to remain
low for an extended period. The majority of EMB represents investment grade, as
compared to zero in the HYG fund, and its average yield remains at an attractive 5%.
On the other hand, EMB is expected to underperform when interest rates rise, due to
its longer average duration of eight years. So in a nutshell, when interest rates and
volatility remain low and when the dollar keeps weakening, we have a ‘goldilocks’
scenario for both EM equities and EM bonds to outperform their DM counterparts.
Larry: We agree on that and I might add that I am more concerned about US high yield
markets, which are being propped up by the new FED facilities, but we will see some
rising US corporate defaults in the near future. From a credit perspective, HYG looks
poor, whereas EM sovereign debt (EMB) looks less vulnerable. We should then look
with more granularity at relative value opportunities across emerging markets, which
we need to analyze from a credit, rates, currency, and equity market perspectives.
Xin: Please take a look at chart 14 which illustrates these relative value opportunities:
we are plotting 5-year sovereign default swap spreads versus 10-year local bond yields
both in local currency terms (red) and in expected dollar total returns (blue).
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The blue curve is about a percentage point higher than the red local currency curve,
which reflects an average 1% annual appreciation of FX currencies, which currently
are at least 10% undervalued (Brazil appears to have an REER undervaluation of 35%).
And both curves are steeper than 45-degrees because local market risks are higher
than sovereign external risks, and also because of a term premium (10yrs vs. 5yrs).
Larry: Exactly, and we have marked some EM countries’ credit ratings on the chart. I
would be most positive on the sovereign credit outlook for Ukraine, Kazakhstan, and
Thailand, which all had a positive outlook earlier this year and appear to manage the
pandemic rather well. The IMF program has added an important anchor for Ukraine
and we already have seen a big rally in its bond markets. On the other hand, India,
Mexico and Peru have significant downside risks on the credit side, as they all suffer
from a less successful policy response to the pandemic and they face capital outflows.
Xin: The real interest rate dynamics help us to illustrate the rates perspective:
Ukraine by far has the highest real interest rates with a positive outlook, followed by
South Africa and Indonesia and the UAE. On the other hand, monetary policy looks to
be overextended on the dovish side in Turkey, Uruguay, and Nigeria, where strong
inflationary pressures are pointing to the need for higher interest rates. These could
be exacerbated by a devaluation of Nigeria’s pegged exchange rate and adjustments
of Uruguay’s heavily overvalued exchange rate as well as capital flight from Turkey.
Larry: So from a currency perspective, we clearly have concerns about Nigeria, as
well as Egypt, with its pegged and highly overvalued exchange rate. And then there is
a political risk for the Hong Kong peg, which our Chinese friends cannot talk about, as
US sanctions may start to bite and heavily overvalued real estate prices could induce
a one-step devaluation and re-pegging of the HKD to the Chinese RMB. This appears
only to be a question of timing, and hedge funds like to take one-sided bets. On the
positive side of currencies, we have massive undervaluations in Brazil and South Africa
that now appear to reverse, and we also have positive dynamics in Kazakhstan’s KZT.
Xin: That brings us to equity markets, where we ideally like to have positive signs
from credit, rates, and currency markets. In reality, we are facing some tradeoffs:
fundamentals look strongest in China, including a strong short-term momentum.
Valuations look cheapest in Russia and Turkey, and these equity markets look
attractive, even given the political risks and negative interest rate dynamics. On the
other hand, valuations look most extended in India, combined with a negative credit
perspective. Also equities in Saudi Arabia and Peru look expensive and vulnerable,
especially with their poor growth outlooks due to the pandemic.
Larry: This illustrates many different opportunities for active management across
these emerging market segments. And I believe that passive index products especially
in emerging markets are quite risky today. But from an asset allocation perspective,
we now have strong indications that the outperformance of US equities and the US
dollar are coming to an end, and that emerging markets start to look very promising.
Xin: Excellent, that’s a great summary: get ready for long positions in EM, but watch
for the entry points, and do employ active management strategies. We hope everyone
is staying safe and will share an update on pandemic response strategies next week.
http://emleaders.com/pdf/eml-curve-2020.pdf
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