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As the global economy keeps chugging along
nicely, it may be hard to remember that this
cycle began nearly a decade ago. It may be
even harder still to recall that emerging
markets (EM) were in a recession just a little
over two years ago. But now, the economic
picture has improved and emerging markets
are converging with developed markets,
driving strong, synchronised economic growth
and EM outperformance (Display 1).
DISPLAY 1

Emerging markets: Moving more in line with
developed markets
Emerging market returns as % of developed market returns

100

90

80

70
’13

’14

’15

’16

’17

’18

The index performance is provided for illustrative purposes only and
is not meant to depict the performance of a specific investment. Past
performance is no guarantee of future results. See Disclosure section
for index definitions. Source: DataStream. Data as of 12 March 2018.
MSCI Emerging Markets (Price) Index and MSCI World (Price) Index.
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Emerging markets underperformed
during the equity market sell-off in
early February, when the MSCI World
Index (USD) plunged 8.8% and the
MSCI EM Index fell 10.2% (26 January
2018 to 9 February 2018). Yet, emerging
markets had been more resilient than
expected in the face of rising interest
rates, which triggered the initial sell-off.
And year-to-date, emerging market
equities have outperformed (as of 12
March 2018). This represents a very
different scenario from the one we
experienced during the 2013 Taper
Tantrum, when emerging market
equities plummeted 15% following
the US Federal Reserve’s (Fed)
announcement that it would begin
tapering back its quantitative easing
programme.1
Underlying factors:
Inflation and real yields
The year-over-year US consumer price
index (CPI) has risen from zero-territory
lows of 2015 to the 2% range. Over
the same period, the emerging markets
CPI has declined from highs in the 5%
range to below 4%. At this point, both
emerging and developed economies
seem to be booming and their respective
inflation pictures have converged
towards the 2-4% range (Display 2).
Real yields in emerging markets,
however, have been diverging from
developed markets (Display 3). The real
yield in the U.S. has seen a recent uptick,
but its future direction will be clearer
when the inflation picture comes into
focus. What is clear is that US nominal
rates are going up, real rates appear to be
on the rise and inflation will potentially
accelerate—which may prompt the Fed
to raise rates sooner to compensate.
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Inflation differential has narrowed
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DISPLAY 3

Real yields have diverged
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The index performance is provided for illustrative purposes only and is not meant to depict the
performance of a specific investment. Past performance is no guarantee of future results. See
Disclosure section for index definitions. Source: Haver. Data as of 28 February 2018. Emerging
Markets Real Yields are based on 10-Year Bond Yields for the following countries: Brazil, Mexico,
Indonesia, South Africa, Poland, Thailand, Russia, Turkey, Colombia, Malaysia, Hungary and
Czech Republic.

Source: Morningstar
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Source: Haver. Data as of 12 March 2018.

In emerging markets, real yields have
been reasonably stable in recent months
(Display 3). Some emerging markets
have started lowering rates, with others
only just beginning to follow, reflecting
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the fact that they are at an earlier stage
in the cycle. In contrast developed
markets are moving towards tightening
monetary policy.
Although both developed and emerging
economies are economically strong
now, the outlook is brightening in
emerging markets, many of which
are in an earlier part of the cycle than
developed markets. This may explain
why emerging market equities have
trended upward in terms of relative
performance versus developed world
equities (Display 1).
The Taper Tantrum: No repeat likely
Many investors may be wondering
whether we will see a repeat of 2013’s
Taper Tantrum. We think that it’s
unlikely to occur for two reasons.
•

•

First, there is no clear relationship
between Fed rate hikes and emerging
market equities performance versus
world equities (Display 4). Generally,
we see no reason to assume that
emerging markets’ performance will
suffer on account of rising rates. In
fact, emerging market equities appear
more sensitive to the U.S. dollar than
they do to rate hike cycles and the
US dollar has been trending sideways
since the start of the year.
Second, emerging markets are
currently offering investors a healthy
risk premium versus developed
markets. If we look at the real interest
rate differential between emerging
market ex-China and the US during
2013’s Temper Tantrum, we can see
that the real yield differential was
minimal, offering very little premium
versus US debt (Display 5). This low
premium made emerging markets
vulnerable to a rate rise. Today’s much
healthier risk premium is in the 2%
range and should offer some cushion
against external shocks and support
flows into emerging market risk assets.

DISPLAY 4

No clear link between US rate policy and emerging market equities
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The index performance is provided for illustrative purposes only and is not meant to depict the
performance of a specific investment. Past performance is no guarantee of future results. See
Disclosure section for index definitions. Source: Haver. Data as of 12 March 2018. MSCI Emerging
Markets (Price) Index vs MSCI World (Price) Index.

DISPLAY 5

Today’s higher risk premium provides some cushion
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DISPLAY 6

Equity valuations are creeping higher but not yet expensive
Emerging market equity valuations

Global equity valuations
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Source: IBES. Data as of 12 March 2018. Forecasts/estimates are based on current market conditions, subject to change, and may not necessarily
come to pass. The index performance is provided for illustrative purposes only and is not meant to depict the performance of a specific investment.
Past performance is no guarantee of future results. See Disclosure section for index definitions

Emerging market valuations have
room to rise
Valuations for emerging market equities
have been slowly creeping higher,
as have those for equities worldwide
(Display 6). As investors increase their
appetites for risk, valuations often
continue to rise until they become
meaningfully expensive. With both
emerging and developed markets
trading near historical norms and not
yet expensive, we think more gains
are possible.
Earnings growth has been quite strong
on average across the globe, and we do
not yet see a case for a reversal of this
trend. The pendulum, however, will
eventually swing and emerging markets
could come out ahead when it does:
Lower-trending inflation and stable real
yields (Displays 2 & 3) present a strong
case for relative strength in emerging
markets as the global economy works
through its cycle.

2

Tariffs, tiffs and tweets
The markets reacted negatively
to President Trump’s unexpected
announcement on 8 March,
accompanied by tweets, that he would
impose import tariffs on steel and
aluminium. The general implication of
a trade war creates significant risk for
emerging markets such as South Korea
and Taiwan, which are particularly
sensitive to a trade war because of their
high export revenue.

The implications of a global trade war
for emerging markets are unclear at
this time. If other market players take
action and retaliate, emerging markets
could suffer from negative sentiment
and a variety of country- and sectorspecific issues. President Trump created
further uncertainty around the issue by
announcing the US would temporarily
exempt Brazil, the European Union
(EU), Australia, Argentina, and South
Korea from the tariffs.

On 22 March, President Trump
imposed 25% tariffs on up to USD
$60 billion in annual Chinese
imports following his administration’s
conclusion that Beijing has unfairly
acquired US intellectual property.
Meanwhile, China’s Ministry of
Commerce announced its own planned
tariffs on 23 March, for roughly USD
$3 billion in imports.2

Country specifics matter
Our analysis has thus far referred to
emerging markets in aggregate. But
within emerging markets, there are
significant variations in economic
drivers, market valuations and risk
factors. Here, we highlight some of the
more noteworthy differences:

Source: Ministry of Commerce People’s Republic of China; http://english.mofcom.gov.cn/article/newsrelease/policyreleasing/201803/20180302723376.shtml
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typically aggressive about his positions
at first, and then tends to pull back to a
more reasonable stance.

DISPLAY 7

Brazil: On the verge of overheating?
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Within emerging markets’ fixed income,
we prefer local over hard currency.
Any interest rate increases in the U.S.
would put downward pressure on
hard currency and because still-high
real yields, in our opinion, will tend
to help protect local emerging market
currencies from rapid depreciation.
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Source: IBES. Data as of 12 March 2018.

LATIN AMERICA

EMERGING ASIA

Driven by Brazil, Latin America is
generally expensive. Brazil’s PE is in
the 96th percentile of its 20-year history
(Display 7). This raises caution from
a valuation standpoint, despite an
improving economy and stabilising
political scene, given the declining
likelihood of a populist-left government.

The increasing hawkishness of the
US on trade protectionism will
pose a headwind for Asia given its
high sensitivity to trade. President
Trump’s announcement of tariffs
on Chinese imports will further
strengthen headwinds. A full-fledged
trade confrontation would damage
all parties involved. The level of
uncertainty is high and any material
sanctions imposed by the US, as well as
subsequent retaliatory measures from
other countries, could negatively affect
the equity performance of the region. In
addition, we view China’s growth rate as
a crucial factor to monitor this year.

Upcoming elections in Mexico (in
July) and Brazil (October) are likely
to increase market volatility. Also,
Mexican equities are still very sensitive
to North American Free Trade
Agreement (NAFTA) negotiations and
trade policy discussions in general.
Macro trends between these two major
Latin American countries have been
vastly divergent: Brazil’s inflation has
been declining steadily since 2016 while
until recently Mexico’s inflation was
moving sharply higher.

Overall, globally we believe the effect
of tariff actions will be limited and that
the global economy will continue to
grow, with emerging markets having the
best prospects. Market volatility may be
largely dependent on President Trump’s
negotiating strategy. His actions and
tactics tend to grab headlines, since he’s
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Emerging markets: Beneficiaries of
the convergence of fortunes
Our case for emerging markets is a
relative one. We remain positive on
global equities in general.
President Trump’s hard-hitting and
unpredictable negotiating tactics tend
to rattle markets. After taking an
initial tough stance, though, he has
been known to ultimately settle on
more reasonable terms. The uncertainty
caused by this erratic style is likely to
fuel volatility in the financial markets.
Emerging markets though, may
benefit from greater momentum and a
smoother path in the form of declining
inflation and interest rate trends. This
likely stems from the fact that they are
at an earlier stage of the economic cycle
than developed markets.
There are plenty of idiosyncratic risks in
the emerging markets, yet the aggregate
economic picture looks promising.
Many investors with vivid memories of
the Taper Tantrum may be wondering
if it makes sense to invest in emerging
markets while the Fed is tightening.
Given reasonable valuations, healthy
risk premiums and stable inflation, we
believe the answer is yes.
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Risk Considerations
There is no assurance that the strategy will achieve its investment objective. Portfolios are subject to market risk, which is the
possibility that the market values of securities owned by the portfolio will decline and that the value of portfolio shares may
therefore be less than what you paid for them. Accordingly, you can lose money investing in this portfolio. Please be aware
that this strategy may be subject to certain additional risks. There is the risk that the Adviser’s asset allocation methodology
and assumptions regarding the Underlying Portfolios may be incorrect in light of actual market conditions and the portfolio
may not achieve its investment objective. Share prices also tend to be volatile and there is a significant possibility of loss. The
portfolio’s investments in commodity-linked notes involve substantial risks, including risk of loss of a significant portion
of their principal value. In addition to commodity risk, they may be subject to additional special risks, such as risk of loss of
interest and principal, lack of secondary market and risk of greater volatility, that do not affect traditional equity and debt
securities. Currency fluctuations could erase investment gains or add to investment losses. Fixed-income securities are
subject to the ability of an issuer to make timely principal and interest payments (credit risk), changes in interest rates (interestrate risk), the creditworthiness of the issuer and general market liquidity (market risk). In a rising interest-rate environment,
bond prices may fall. In general, equities securities’ values also fluctuate in response to activities specific to a company.
Investments in foreign markets entail special risks such as currency, political, economic, and market risks. Stocks of smallcapitalization companies carry special risks, such as limited product lines, markets and financial resources, and greater market
volatility than securities of larger, more established companies. The risks of investing in emerging market countries are greater
than risks associated with investments in foreign developed markets. Exchange traded funds (ETFs) shares have many of the
same risks as direct investments in common stocks or bonds and their market value will fluctuate as the value of the underlying
index does. By investing in exchange traded funds ETFs and other Investment Funds, the portfolio absorbs both its own
expenses and those of the ETFs and Investment Funds it invests in. Supply and demand for ETFs and Investment Funds may
not be correlated to that of the underlying securities. Derivative instruments can be illiquid, may disproportionately increase
losses and may have a potentially large negative impact on the portfolio’s performance. A currency forward is a hedging tool
that does not involve any upfront payment. The use of leverage may increase volatility in the Portfolio. Diversification does
not protect you against a loss in a particular market; however, it allows you to spread that risk across various asset classes.
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DEFINITIONS

The indexes are unmanaged and do not include any expenses, fees or
sales charges. It is not possible to invest directly in an index. Any index
referred to herein is the intellectual property (including registered
trademarks) of the applicable licensor. Any product based on an index
is in no way sponsored, endorsed, sold or promoted by the applicable
licensor and it shall not have any liability with respect thereto. The MSCI
World Index (MSCI World) is a free float adjusted market capitalization
weighted index that is designed to measure the global equity market
performance of developed markets. The term “free float” represents
the portion of shares outstanding that are deemed to be available for
purchase in the public equity markets by investors. The performance
of the Index is listed in U.S. dollars and assumes reinvestment of net
dividends. The MSCI Emerging Markets Net Index (MSCI EM) is a free
float-adjusted market capitalization weighted index that is designed to
measure equity market performance of emerging markets. The term “free
float” represents the portion of shares outstanding that are deemed to
be available for purchase in the public equity markets by investors. The
MSCI Emerging Markets Net Index currently consists of 23 emerging
market country indices. The performance of the Index is listed in U.S.
dollars and assumes reinvestment of net dividends. The Consumer Price
Index (CPI) is a measure that examines the weighted average of prices of
a basket of consumer goods and services, such as transportation, food and
medical care. The CPI is calculated by taking price changes for each item
in the predetermined basket of goods and averaging them; the goods are
weighted according to their importance. Changes in CPI are used to assess
price changes associated with the cost of living. Volatility is measured
by calculating the standard deviation of the annualized returns over a
given period of time. It shows the range to which the price of a security
may increase or decrease. The North American Free Trade Agreement
(NAFTA) is a treaty entered into by the United States, Canada, and
Mexico; it went into effect on January 1, 1994. The European Union (EU)
is a political and economic union of 28 member states that are located
primarily in Europe. Real yield is the nominal yield of a bond minus the
rate of inflation. The Institutional Brokers’ Estimate System (IBES) is
an industry standard database of analysis and forecasted future earning
of publicly traded companies, based on analyst estimates. Price-Earnings
(P/E) is the price of a stock divided by its earnings per share for the past
12 months. Sometimes called the multiple, P/E gives investors an idea
of how much they are paying for a company’s earning power. The higher
the P/E, the more investors are paying, and therefore the more earnings
growth they are expecting. The Institutional Brokers’ Estimate System
(IBES) is an industry standard database of analysis and forecasted future
earning of publicly traded companies, based on analyst estimates.
DISCLOSURES

The views and opinions are those of the author as of the date of publication
and are subject to change at any time due to market or economic conditions
and may not necessarily come to pass. Furthermore, the views will not be
updated or otherwise revised to reflect information that subsequently
becomes available or circumstances existing, or changes occurring, after
the date of publication. The views expressed do not reflect the opinions
of all portfolio managers at Morgan Stanley Investment Management
(MSIM) or the views of the firm as a whole, and may not be reflected in
all the strategies and products that the Firm offers.
Forecasts and/or estimates provided herein are subject to change and may
not actually come to pass. Information regarding expected market returns
and market outlooks is based on the research, analysis and opinions of
the authors. These conclusions are speculative in nature, may not come
to pass and are not intended to predict the future performance of any
specific Morgan Stanley Investment Management product.
Except as otherwise indicated, the views and opinions expressed herein
are those of the portfolio management team, are based on matters as
they exist as of the date of preparation and not as of any future date,
and will not be updated or otherwise revised to reflect information that
subsequently becomes available or circumstances existing, or changes
occurring, after the date hereof.
Certain information herein is based on data obtained from third party
sources believed to be reliable. However, we have not verified this
information, and we make no representations whatsoever as to its
accuracy or completeness.
The information herein is a general communications which is not impartial
and has been prepared solely for information and educational purposes
and does not constitute an offer or a recommendation to buy or sell
any particular security or to adopt any specific investment strategy.
The material contained herein has not been based on a consideration

of any individual client circumstances and is not investment advice, nor
should it be construed in any way as tax, accounting, legal or regulatory
advice. To that end, investors should seek independent legal and financial
advice, including advice as to tax consequences, before making any
investment decision.
Past performance is no guarantee of future results. Charts and graphs
provided herein are for illustrative purposes only.
This communication is not a product of Morgan Stanley’s Research
Department and should not be regarded as a research recommendation.
The information contained herein has not been prepared in accordance
with legal requirements designed to promote the independence of
investment research and is not subject to any prohibition on dealing
ahead of the dissemination of investment research.
This commentary is only intended for, and will be only distributed
to, persons resident in jurisdictions where distribution or availability
would not be contrary to local laws or regulations.
There is no guarantee that any investment strategy will work under all
market conditions, and each investor should evaluate their ability to
invest for the long-term, especially during periods of downturn in the
market. Prior to investing, investors should carefully review the product’s
relevant offering document. There are important differences in how the
strategy is carried out in each of the investment vehicles.
DISTRIBUTION

This communication is only intended for and will only be distributed to
persons resident in jurisdictions where such distribution or availability
would not be contrary to local laws or regulations.
United Kingdom: Morgan Stanley Investment Management Limited is
authorised and regulated by the Financial Conduct Authority. Registered
in England. Registered No. 1981121. Registered Office: 25 Cabot Square,
Canary Wharf, London E14 4QA, authorised and regulated by the Financial
Conduct Authority. Dubai: Morgan Stanley Investment Management
Limited (Representative Office, Unit Precinct 3-7th Floor-Unit 701 and
702, Level 7, Gate Precinct Building 3, Dubai International Financial Centre,
Dubai, 506501, United Arab Emirates. Telephone: +97 (0)14 709 7158).
Germany: Morgan Stanley Investment Management Limited Niederlassung
Deutschland Junghofstrasse 13-15 60311 Frankfurt Deutschland (Gattung:
Zweigniederlassung (FDI) gem. § 53b KWG). Italy: Morgan Stanley
Investment Management Limited, Milan Branch (Sede Secondaria di Milano)
is a branch of Morgan Stanley Investment Management Limited, a company
registered in the UK, authorised and regulated by the Financial Conduct
Authority (FCA), and whose registered office is at 25 Cabot Square, Canary
Wharf, London, E14 4QA. Morgan Stanley Investment Management Limited
Milan Branch (Sede Secondaria di Milano) with seat in Palazzo Serbelloni
Corso Venezia, 16 20121 Milano, Italy, is registered in Italy with company
number and VAT number 08829360968. The Netherlands: Morgan Stanley
Investment Management, Rembrandt Tower, 11th Floor Amstelplein
1 1096HA, Netherlands. Telephone: 31 2-0462-1300. Morgan Stanley
Investment Management is a branch office of Morgan Stanley Investment
Management Limited. Morgan Stanley Investment Management Limited
is authorised and regulated by the Financial Conduct Authority in the
United Kingdom. Switzerland: Morgan Stanley & Co. International plc,
London, Zurich BranchI Authorised and regulated by the Eidgenössische
Finanzmarktaufsicht (“FINMA”). Registered with the Register of Commerce
Zurich CHE-115.415.770. Registered Office: Beethovenstrasse 33, 8002
Zurich, Switzerland, Telephone +41 (0) 44 588 1000. Facsimile Fax:
+41(0)44 588 1074.
U.S.
A separately managed account may not be suitable for all investors.
Separate accounts managed according to the strategy include a number
of securities and will not necessarily track the performance of any
index. Please consider the investment objectives, risks and fees of the
strategy carefully before investing. A minimum asset level is required.
For important information about the investment manager, please refer
to Form ADV Part 2.

Please consider the investment objectives, risks, charges and
expenses of the funds carefully before investing. The prospectuses
contain this and other information about the funds. To obtain
a prospectus please download one at morganstanley.com/im
or call 1-800-548-7786. Please read the prospectus carefully
before investing.
Morgan Stanley Distribution, Inc. ser ves as the distributor for
Morgan Stanley Funds.
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NOT FDIC INSURED | OFFER NO BANK GUARANTEE | MAY LOSE
VALUE | NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY |
NOT A BANK DEPOSIT
Hong Kong: This document has been issued by Morgan Stanley Asia Limited
for use in Hong Kong and shall only be made available to “professional
investors” as defined under the Securities and Futures Ordinance of Hong
Kong (Cap 571). The contents of this document have not been reviewed
nor approved by any regulatory authority including the Securities and
Futures Commission in Hong Kong. Accordingly, save where an exemption
is available under the relevant law, this document shall not be issued,
circulated, distributed, directed at, or made available to, the public in
Hong Kong. Singapore: This document should not be considered to be the
subject of an invitation for subscription or purchase, whether directly or
indirectly, to the public or any member of the public in Singapore other
than (i) to an institutional investor under section 304 of the Securities
and Futures Act, Chapter 289 of Singapore (“SFA”); (ii) to a “relevant
person” (which includes an accredited investor) pursuant to section 305
of the SFA, and such distribution is in accordance with the conditions
specified in section 305 of the SFA; or (iii) otherwise pursuant to, and in
accordance with the conditions of, any other applicable provision of the SFA.
Australia: This publication is disseminated in Australia by Morgan Stanley
Investment Management (Australia) Pty Limited ACN: 122040037, AFSL
No. 314182, which accept responsibility for its contents. This publication,
and any access to it, is intended only for “wholesale clients” within the
meaning of the Australian Corporations Act.

Any index referred to herein is the intellectual property (including
registered trademarks) of the applicable licensor. Any product based
on an index is in no way sponsored, endorsed, sold or promoted by the
applicable licensor and it shall not have any liability with respect thereto.
The information contained in this communication is not a research
recommendation or ‘investment research’ and is classified as a ‘Marketing
Communication’ in accordance with the applicable European regulation
or Swiss regulation. This means that this marketing communication (a)
has not been prepared in accordance with legal requirements designed to
promote the independence of investment research (b) is not subject to any
prohibition on dealing ahead of the dissemination of investment research.
MSIM has not authorised financial intermediaries to use and to distribute
this document, unless such use and distribution is made in accordance with
applicable law and regulation. MSIM shall not be liable for, and accepts
no liability for, the use or misuse of this document by any such financial
intermediary. If you are a distributor of the Morgan Stanley Investment
Funds, some or all of the funds or shares in individual funds may be
available for distribution. Please refer to your sub-distribution agreement
for these details before forwarding fund information to your clients.
The whole or any part of this work may not be reproduced, copied or
transmitted or any of its contents disclosed to third parties without
MSIM’ express written consent.
All information contained herein is proprietary and is protected under
copyright law.
Morgan Stanley Investment Management is the asset management
division of Morgan Stanley.
This document may be translated into other languages. Where such a
translation is made this English version remains definitive. If there are
any discrepancies between the English version and any version of this
document in another language, the English version shall prevail.

IMPORTANT INFORMATION

EMEA: This marketing communication has been issued by Morgan Stanley
Investment Management Limited (“MSIM”). Authorised and regulated
by the Financial Conduct Authority. Registered in England No. 1981121.
Registered Office: 25 Cabot Square, Canary Wharf, London E14 4QA.

Explore our site at www.morganstanley.com/im
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