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KEY TAKEAWAYS
The direction of
emerging market (EM)
currencies relative to the
U.S. dollar is a key
element of EM returns.
The value of the U.S.
dollar is determined by
many factors, including
global fund flows.
EM currencies may
continue to rebound; if
so, overall EM assets
should perform well.

April 18 2016
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Matthew Peterson Chief Wealth Strategist, LPL Financial

Emerging markets (EM) tantalize investors with the prospects of higher
returns; yet the key to these returns may be the value of the U.S. dollar.
Currency movements impact all aspects of international investing, starting with the
basic impact of adjusting gains for the change in currency value when determining
total returns. However, changes in currency also impact areas like corporate
earnings, the ability to repay debts, and the overall economic health of the country.
These impacts are greater for EM investments, where currencies are more volatile
and countries are more economically dependent on trade.
The value of EM currencies has depreciated significantly since mid-2011 for many
reasons, including a reduction in capital flows into these countries. In turn, this has
significantly reduced the return on EM investments to U.S. investors. The trend
of EM currency devaluation appears to be turning; if the reversal continues, and if
capital flows into EM countries resume, both debt and equity investments in these
regions may be very attractive.

FOLLOWING THE MONEY
Emerging market countries tend to be very dependent on capital flows to finance
trade and budget deficits and to bolster investment. Money flows into EM countries
for a number of reasons. Multinational companies, which set up manufacturing
facilities to take advantage of cheaper labor and better access to EM consumers,
are one source of investment. Investors focused on long-term growth purchase
shares of companies to diversify their portfolios and seek another source of gains.
Shorter-term investors often engage in the “carry trade,” borrowing money in lowyielding currencies — like the Japanese yen and U.S. dollar — to buy higher-yielding,
but riskier fixed income assets from EM countries.
Capital flows into and out of EM countries are important for several reasons. Unlike
richer countries, most EM countries don’t generally have enough internal savings to
finance their growth (China is the major exception). Without external financing, they
may not be able to build out infrastructure basic needs like transportation or power
generation. More developed countries may need to import capital to build factories
to produce goods necessary for both domestic consumption and exports. Yet, if a
country has capital inflows too fast, it can result in an unwanted appreciation of its
currency, making its exports more expensive than competitors. Like Goldilocks, EM
countries need capital flows to be just right. Over time, the relationship between
capital flows and currency can be tenuous; many factors influence currency. Yet,
despite the conventional wisdom that “correlation does not prove causation,” we
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cannot help but remark that the current outflow from
EM countries came just as their currencies were
collectively declining.
Since 2010, flows into EM countries have declined,
recently turning negative [Figure 1]. Capital flows
relative to gross domestic product (GDP) is the
best way to measure this, as an outlier in a larger
economy could otherwise distort the data. The
International Monetary Fund (IMF) also examined
the same data, separating out Russia (because
of the sanctions imposed on it in 2014) and China
(due to its large size and rapid growth), but there
is very little difference between these two and the
remaining countries.

value of a currency, or when a government must
spend significant resources to prevent such a decline.
The most recent outflow from EM has not coincided
with a currency crisis (or other financial crisis).
The inherent instability in EM is one reason investors
limit their allocation to the asset class, regardless
of how attractive the fundamentals may be. Like
so many aspects of international economics, the
relationship between cause and effect is often
circular. Many economists suggest that the reason
EM countries have been able to withstand sharp
changes to capital flows is because their currencies
are able to adjust to current conditions. Prior to the
EM crisis of the late 1990s and early 2000s, many
EM countries had currencies that were pegged to
the U.S. dollar. Today, very few countries do. Even
China has abandoned its dollar peg for a more
globally diverse basket of currencies.

Another important consideration is that capital
outflows are often connected with a currency crisis.
A currency crisis is defined as a sharp decline in the

A currency crisis is defined as a sharp decline in the value of a currency, or when a government must
spend significant resources to prevent such a decline.
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CAPITAL OUTFLOWS—TROUBLING BUT MANAGED
Net Capital Inflows as a % of GDP (Left Scale)
Number of Crises (Right Scale)

Net Capital Inflows as a % of GDP, Excluding China and Russia(Left Scale)
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Source: LPL Research, IMF 04/15/16
Data are as of third quarter of 2015, most recent data available.
A currency crisis is defined as a sharp decline in the value of a currency, or when a government must spend significant resources to prevent such a decline.
Past performance is no guarantee of future results.
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THE CURRENCY TELLS THE STORY
If a picture is worth a thousand words, Figure 2
is a novel. The top half of the chart shows the
performance of the JP Morgan Emerging Market
Currency Index, and also the performance of the
MSCI Emerging Markets Index relative to the
Russell 3000 Index. They rise and fall together fairly
consistently. The bottom piece of the chart shows
the rolling correlation between the two, which, on
average, is 0.44 — a noteworthy correlation. A closer
look at the bottom half of Figure 2 reveals additional
insights into the relationship of the data. Notice that
the pattern is somewhat saw-toothed, with periods
of high correlation, over 0.7, and periods where the
correlation is nonexistent, near 0. However, the
relationship is almost never negative, and when it is
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negative, it is only modestly so for a brief period of
time. This suggests that while EM equities may not
always outperform when their currencies are strong,
historically it is rare that they outperform when their
currencies are declining.
What caused the multiyear decline in EM currencies,
and what may be causing their recent rebound? This
is a complex problem, but there are some points
of agreement. It is hard to ignore the impact of
reduced capital flows into, and eventual capital flows
out of, EM countries generally. Many EM countries
are experiencing an economic slowdown, making
their currencies less attractive and less in demand
around the world. This may be especially true for
commodity-oriented countries that have been hurt
by the price decline in their primary source of trade.
Fear of instability across EM countries is another
contributing factor to currency declines.

EM CURRENCY AND RELATIVE EQUITY PERFORMANCE
MSCI Emerging Markets Index / Russell 3000 Index (Left Scale)

JP Morgan EMCI Index (Right Scale)

22-Week Correlation

1.8

120

1.6

110

1.4

100

1.2

90

1.0

80

0.8
0.6

70

0.4

60

1.0
0.5
0.0
-0.5

‘00

‘02

‘04

‘06

‘08

‘10

‘12

‘14

‘16

Source: LPL Research, Bloomberg 04/15/16
The chart shows the performance of MSCI Emerging Markets Index divided by the performance of the Russell 300 Index. A higher number means that the
MSCI EM is outperforming the Russell 3000. When the line declines, the Russell 3000 is outperforming the MSCI EM. The bottom half of the figure shows
the correlation between the two lines above.
All indexes are unmanaged index which cannot be invested into directly. Unmanaged index returns do not reflect fees, expenses, or sales charges. Index
performance is not indicative of the performance of any investment. Past performance is no guarantee of future results.
Correlation ranges between -1 and +1. Perfect positive correlation (a correlation co-efficient of +1) implies that as one security moves, either up or down, the
other security will move in lockstep, in the same direction. Alternatively, perfect negative correlation means that if one security moves in either direction the
security that is perfectly negatively correlated will move in the opposite direction. If the correlation is 0, the movements of the securities are said to have no
correlation; they are completely random.
03

Member FINRA/SIPC

WEC
By definition, currencies are priced on a relative basis,
usually against the U.S. dollar. Recently, the dollar has
been strong against all currencies, in both developed
and emerging markets. Support for the dollar has
come from many sources, including the belief that the
Federal Reserve (Fed) would begin to raise interest
rates in 2015 and that there would be as many as
four rate hikes in 2016. As the Fed delayed the start
of its rate hike campaign until December 2015, and
as predictions for the number of further increases
has declined, the dollar has reversed course against
most EM currencies. Figure 2 suggests that should
the recent trend of EM currency strength continue, it
could last for an extended period.

WHAT’S THE PLAY: EM STOCKS OR BONDS?
Investors looking for a rebound in EM currencies
may reasonably ask, should we use stocks or
bonds as the vehicle? For reasons we stated in last
week’s Weekly Market Commentary, “Emerging
Market Earnings: Is the Tide Turning?” EM equities
appear reasonably valued, and even cheap relative
to developed market equities, provided earnings
come in close to expectations. Stronger currencies
relative to the dollar are generally not considered
a positive for earnings. However, EM companies
operate around the world, and increasingly with
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each other; strength against the dollar should only
be one consideration.
The term “emerging markets” is repeated often, but
it means different things depending on context. EM
equities are issued by companies, many of which were
state owned and then privatized. Most EM debt issues,
on the other hand, are sovereign debt, meaning the
bonds are issued by the government. Therefore,
the universe of available stocks and bonds are very
different from each other in terms of country of
issue, which impacts the degree of currency, liquidity,
and other risks. Just because both are labeled as
“emerging markets” does not mean they are the same
asset class. Figure 3 shows the top 10 countries in
both the primary EM debt and EM equity indexes.

CONCLUSION
Though many factors impact investor returns on EM
investments, capital flows and, by extension, currency
movements are two important elements in the
performance of these asset classes. There are early
signs of strength for EM currencies, and therefore, in
EM stock and bond markets, though the composition
of these markets is very different from each other. By
their nature, these markets have a higher risk profile,
but have the potential to positively impact portfolios
should the most recent trends continue. n

EM IS DIFFERENT FOR STOCK AND BOND INVESTORS
Emerging Market Bonds

Emerging Market Stocks

Country

Weight

Country

Weight

Mexico

6.87%

China

19.51%

Philippines

5.27%

South Korea

15.31%

Turkey

5.25%

Taiwan

11.97%

Indonesia

5.21%

India

8.05%

Russia

4.58%

Brazil

6.86%

Brazil

4.23%

South Africa

6.73%

Colombia

3.86%

Hong Kong

4.8%

Hungary

3.79%

Mexico

4.37%

Poland

3.67%

Russia

3.84%

South Africa

3.49%

Malaysia

3.47%

Source: LPL Research, Bloomberg, JP Morgan EMBI Global Core Bond Index, JP Morgan EMCI Index 04/15/16
All indexes are unmanaged and cannot be invested into directly.
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IMPORTANT DISCLOSURES
The opinions voiced in this material are for general information only and are not intended to provide specific advice or recommendations for any individual. To
determine which investment(s) may be appropriate for you, consult your financial advisor prior to investing. All performance reference is historical and is no
guarantee of future results. All indexes are unmanaged and cannot be invested into directly.
The economic forecasts set forth in the presentation may not develop as predicted.
Risks inherent to investments in stocks include the fluctuation of dividend, loss of principal, and potential liquidity of the investment in a falling market.
Bonds are subject to market and interest rate risk if sold prior to maturity. Bond values and yields will decline as interest rates rise, and bonds are subject to
availability and change in price.
The fast price swings in commodities and currencies will result in significant volatility in an investor’s holdings
Investing in foreign and emerging markets securities involves special additional risks. These risks include, but are not limited to, currency risk, geopolitical risk, and
risk associated with varying accounting standards. Investing in emerging markets may accentuate these risks.
Investing in foreign and emerging markets debt securities involves special additional risks. These risks include, but are not limited to, currency risk, geopolitical and
regulatory risk, and risk associated with varying settlement standards. These risks are often heightened for investments in emerging markets.
Currency risk is a form of risk that arises from the change in price of one currency against another. Whenever investors or companies have assets or business
operations across national borders, they face currency risk if their positions are not hedged.
INDEX DESCRIPTIONS
The Russell 3000 Index measures the performance of the largest 3,000 U.S. companies representing approximately 98% of the investable U.S. equity market.
The JP Morgan Emerging Market Currency Index (EMCI) is a tradable benchmark for emerging markets currencies versus the U.S. Dollar.
The JP Morgan EMBI Global Core Index is a subset of the broader JP Morgan EMBI Global Index and measures the performance of most liquid USD-denominated
emerging market sovereign or quasi-sovereign bonds.
The MSCI Emerging Markets Index captures large and mid cap representation across 23 emerging markets (EM) countries. With 822 constituents, the index covers
approximately 85% of the free float-adjusted market capitalization in each country.

This research material has been prepared by LPL Financial LLC.
To the extent you are receiving investment advice from a separately registered independent investment advisor, please note that LPL Financial LLC is not an affiliate of and
makes no representation with respect to such entity.
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