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Just as emerging market equities appeared to be
exiting a five-year bear market, the U.S. dollar struck
in the second quarter of 2018, punishing countries
with clear imbalances and the asset class as a whole.
Emerging market currencies fell -14% while equities
have fallen by over -20% from peak to trough this
year.1 In this letter, we consider whether this recent
episode of emerging market underperformance could
present investment opportunities in the asset class.
Analyzing 12 emerging market currency crises in
the past 30 years, we present data suggesting that
the Argentine and Turkish currencies may present
attractive investment opportunities, and that these
countries’ U.S. dollar sovereign bonds may become
attractive investment opportunities in the next
month, but that it is too early to consider investing
in their equities. (Display 1).
After outperforming developed market equities by
250% in the decade from 2001 to 2010, emerging
market (EM) equities experienced a bear market on
both an absolute (-35%) and relative (-50%)2 basis
for five years from 2010 until early 2016.3 EM FX
and local currency bonds similarly experienced bear
markets.4 That massive underperformance appeared
to have ended in February 2016 after the Chinese
currency devaluation and oil price collapse. A
vigorous rebound in EM assets began in early 2016
as the Fed paused its tightening cycle, Brazil and
Russia exited recessions, Chinese stimulus revived an
economy that had come to a near standstill and the
rest of EM participated in a two-year recovery.
This recovery in EM economies and assets came to
an abrupt halt in the second quarter of this year. The
proximate cause for this recent correction was the
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Display 1: Time to Invest in EM Assets?
Median Performance of EM Assets After an FX Correction
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100 = Equity, FX, $ Bond level at end of six-month 30% FX
depreciation (including carry). Log-Scale. Shading represents
the six months of depreciation.
Source: MSIM Global Multi-Asset Team Analysis; Haver
Analytics. Data as of September 30, 2018.
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.
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appreciation of the U.S. dollar, driven higher by surprisingly
strong U.S. economic growth and a cumulative 175 basis points
of Federal Reserve rate hikes since the end of 2015. This exposed
EM countries with excessive current account deficits, such as
Turkey and Argentina. Other factors such as large fiscal deficits,
political instability and the growing fear of trade wars caused
further damage to additional countries such as South Africa,
Brazil and Mexico. Importantly, not only was the U.S. dollar
appreciating, but the Chinese RMB—the other most important
currency for emerging markets, as China makes up 43% of EM
GDP—also began depreciating, falling by -10% in six months.5
Contagion caught up with countries such as Indonesia, the
Philippines, Russia and most recently, India, all suffering from
more modest imbalances.
As of today,* emerging market currencies have fallen -14% from
their year-to-date peak (-8% including carry), giving up the
prior two years’ price gains, and are now down -44% from their
2011 peaks (-12% including carry). Emerging market equities,
after a ripping 85% rally in the prior two years, are down
over -20% from their peak. On a relative basis, EM equities
have given up all their 2016-17 outperformance compared to
developed market equities and are close to their early-2016
relative lows.6
More than the overall asset class declines, what stands out is the
damage in some individual countries which have experienced
severe devaluations. For example, the Turkish currency and
stock markets are down -35% and -49% respectively (on a
total return basis).7 At $29 billion, the market capitalization
of the MSCI Turkey Index is now below that of the 202nd
largest stock in the U.S. (the ratings agency, Moody’s Corp.)8 In
Argentina, which was just on its way back from frontier market
designation to emerging market, stocks have fallen -52%, U.S.
dollar sovereign bonds -20%, and the currency -44% on a total
return basis. Similarly Brazilian equities have fallen -23% from
their peak in January, while U.S. dollar sovereign bonds have
fallen by -5%, and the currency has fallen -16% and South
African stocks are down -34% from their peak, U.S. dollar
sovereign bonds are down -5%, and the currency is down -18%.9
The question for investors is not whether these countries have
problems (most certainly do) but rather whether such significant
re-pricings represent an opportunity. Emerging market assets are
known for their cyclicality, often driven by economic shocks,
financial accidents and political instability. As a result, there have
been many episodes of severe currency depreciation and equity
market declines in the past 30 years. In this letter, we analyze a
dozen prior such episodes, from the Asia Crisis in the 1990’s to
more recent episodes in the 2000’s and 2010’s, in South Africa,
Turkey, Brazil and Argentina, to better understand whether the
current FX crises represent an opportunity to begin investing
at depressed prices in the currencies, the bond markets, or the
equity markets of these countries.
*
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The conclusions for multi-asset investors from this analysis of
12 ‘EM FX Crises’—defined as a minimum of -30% decline
in the currency in six months on a total return basis (including
carry, relative to broader EM FX)—are as follows:
•

First, the majority (but not all) of the asset price declines
are over by the time the crisis country’s currency has
underperformed by -30% (including carry) in six months.
However the currency usually does continue to fall an
additional -9% on a relative basis (over the course of another
month), while the country’s U.S. dollar sovereign bonds
underperform broader EM bonds by an additional -3% for
another three months and, importantly, the country’s equities
continue to underperform the broader EM equity market by an
additional -10% for another eight months.10 Note that equities
typically rally initially with the currency for two to three
months but then relapse, often making a new low (Display
2). We believe the reason equities take longer to stabilize is
that, though the stabilization in the currency reduces the risk
premium investors require to invest in the country, which
usually creates the conditions for an initial rally in equities,
such FX crises are usually the symptom of more significant
macroeconomic imbalances. These require painful adjustments
such as austerity, tight monetary policy, and potential banking
sector bailouts, all of which can create deep recessions which
have very negative impacts on corporate profitability. So
equities initially benefitted from the risk premium reduction,
but suffered from massive earnings downgrades as the extent of
the economic downturn becomes more apparent.

Display 2: EM FX Crises: Subsequent Asset Returns
Median Cumulative Returns of Currency, Equities, and U.S. Dollar Sovereign
Bonds after an FX Crisis Based on GMA Analysis of 12 EM FX Crises*
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* Defined as a 6-month 30% decline in FX return, relative to Emerging
Markets (including carry).
Source: MSIM Global Multi-Asset Team Analysis; Haver Analytics. Data
as of September 30, 2018.
The index performance is provided illustrative purposes only and is
not meant to depict the performance of a specific investment. Past
performance is no guarantee of future results.
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Second, despite some further short-term downside in the crisis
country’s currency, U.S. dollar sovereign bonds, and equities, an
investment in these assets following a 30% six-month currency
relative depreciation would have outperformed the broader
EM universe significantly over a 1-, 2- and 3-year horizon (i.e.
without any foresight into the extent of further declines). Over
a one-year horizon, an investor in the crisis country’s currency
would have outperformed other EM currencies by +17%
(including carry). An investor in the crisis country’s sovereign
U.S. dollar bonds would have outperformed by +21%, and
an investor in the equities would have outperformed by +19%
(all relative to their EM universe).11 Adjusted for volatility, the
sovereign U.S. dollar bonds and currency would have generated
a 0.9-1.0 information ratio whereas the equities would have
generated only a 0.3 information ratio (due to their much
higher volatility). It is important to note that these represent
median performance which hides significant dispersion. For
example, even though the median outperformance of the crisis
country’s FX is +17% over one year, an investor in Indonesian
rupiah in 1998-99 would have underperformed by -38% in the
subsequent year, and an investor in the Russian ruble during that
time period would have underperformed by -34%. However,
in nine out of twelve cases, relative returns were positive in the
subsequent 12 months, ranging from +4% to +90%. So the
median one year return is 17% with a 75% hit rate (Display 2).12
We believe two key fundamental reasons for such strong positive
currency returns are a) carry and b) current account adjustments.
Even if the currency often barely stabilizes in nominal terms, the
interest rate paid (i.e. the carry) is very substantial and can offset
further devaluation. In addition, FX crises cause huge current
account adjustments, usually bringing deficits back into balance
or even surplus through massive import compression.
Third, knowing that, following the six-month 30% decline, FX
took one month, sovereign U.S. dollar bonds three months, and
equities eight months, to bottom, an investor could have generated
even better returns by waiting one, three and eight months,
respectively, to invest in each.13 Clearly, this analysis has the benefit
of hindsight so the results will look much better than the ones
likely to be achieved in reality, but they suggest that, with patience,
bottom-fishing can be profitable. In the 12 months following
the one, three, and eight month respective ‘waiting periods,’ on
average, a crisis country’s currency outperformed by 31% with
an information ratio of 1.5x, its sovereign U.S. dollar bonds
outperformed by 24% (1.3x information ratio), and its equities
outperformed by 46% (1.2x information ratio).14
Lastly, we have observed that an investor could further tip the
odds in their favor if the length of the crisis country’s economic
adjustment could be anticipated. For the country’s currency and
its equities, if the economic adjustment lasts no more than two

quarters (i.e. a sharp but short recession), the average returns are
twice as high, compared to recessions that last more than two
quarters. Of course, forecasting a recession 6, 12, or 18 months
into the future is no easy task, but we have observed that FX
crises preceded by credit booms (defined as a more than 40%
increase in credit to GDP growth over 10 years) tended to result
in longer economic adjustments than others.15
One broad caveat to this analysis is that it focuses more on
asset performance than on underlying economic fundamentals,
economic policy, and politics, and how these evolve following FX
crises. Rather the objective is to identify patterns in prior currency
crises that may be applicable in the current environment.
Given the depreciation that both Argentina and Turkey have
recently experienced, what are the actionable conclusions from
this analysis? First, this analysis would argue that, given that both
countries’ currencies had fallen by -30% relative to the broader EM
universe (including carry, in six months) by late August, Argentine
and Turkish currencies may present an attractive investment
opportunity today, given the one-month average further decline
in FX referenced above (Display 3). Interestingly, both Argentina’s
and Turkey’s current account balances are improving. In the case
of Turkey, from a 7% deficit to 0% in August.16 In the case of
Argentina, we expect the current account deficit will shift from 5%
to around 1% in 2019.17
Display 3: Turkey and Argentina FX vs. EM FX Crises
Turkey and Argentina Currency Return in 2018 vs. Historical Median
Return of EM FX Currencies After an FX Crisis
Indexed to 100 at T=0
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Log-Scale. Based on MSIM Global Multi-Asset Team Analysis of 12 EM FX
Crises, defined as a 6-month 30% decline in FX return, relative to Emerging
Markets (including carry). Shading represents the six months of depreciation.
Source: MSIM Global Multi-Asset Team Analysis; Haver Analytics.
Data as of September 30, 2018.
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.
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Second, the analysis presented above suggests that one should
consider these countries’ U.S. dollar sovereign bonds in the next
month, but that it is too early to consider investing in their equities,
even though a two-to-three month rally usually occurs along with
the currency (as we incidentally saw in September). It is therefore
likely that one will be able to invest in Turkish and Argentine
equities at a better price in early 2019 (Display 4).
Given the huge credit boom experienced by the Turkish
economy in the past ten years, it is very likely that the economic
adjustment there will be a lengthy one. This argues not only
that the currency returns should be positive but more modest
initially, but also that it will take some time before equities rally.
In comparison, the Argentine economy has had little time to
increase leverage since it returned to global markets two and a
half years ago (though it did make the most of it). As a result,
we expect the economic adjustment should be shorter—in other
words, very sharp but potentially over within two quarters. This
implies that the currency should generate returns closer to the
median in our study but that equities could also become more
attractive earlier than in Turkey. One additional very important
fundamental factor, separate from this analysis, is the economic
policy mix in the crisis country: Argentina’s policy can be
described as credible and ultra-orthodox,18 though politically
risky, whereas Turkey’s policy mix continues to lack credibility
and remains unorthodox.19 Our portfolio currently reflects the
above conclusion with small positions in the Argentine currency
and its sovereign U.S. dollar bonds and a small position in the
Turkish Lira.
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Display 4: Early 2019: Better Entry Point for Turkish and
Argentine Equities
Turkey and Argentina: 2018 vs. Historical Median Returns of Equities After
an FX Crisis
Indexed to 100 at T=0
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Log-Scale. Based on MSIM Global Multi-Asset Team Analysis of 12 EM FX
Crises, defined as a 6-month 30% decline in FX return, relative to Emerging
Markets (including carry). Shading represents the six months of depreciation.
Source: MSIM Global Multi-Asset Team Analysis; Haver Analytics.
Data as of September 30, 2018.
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.
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RISK CONSIDERATIONS
There is no assurance that a portfolio 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 portfolio may be subject to certain additional risks.
In general, equity securities’ values fluctuate in response to
activities specific to a company. Investments in foreign markets
entail special risks such as currency, political, economic, and
market risks. The risks of investing in emerging market
countries are greater than risks associated with investments
in foreign developed countries. Fixed-income securities are
subject to the ability of an issuer to make timely principal
and interest payments (credit risk), changes in interest rates
(interest-rate risk), the creditworthiness of the issuer and general
market liquidity (market risk). In the current rising interest-rate
environment, bond prices may fall and may result in periods
of volatility and increased portfolio redemptions. Longerterm securities may be more sensitive to interest rate changes.
In a declining interest-rate environment, the portfolio may
generate less income. Mortgage- and asset-backed securities
(MBS and ABS) are sensitive t early prepayment risk and a
higher risk of default and may be hard to value and difficult
to sell (liquidity risk). They are also subject to credit, market
and interest rate risks. Certain U.S. government securities
purchased by the Portfolio, such as those issued by Fannie Mae
and Freddie Mac, are not backed by the full faith and credit of
the United States. It is possible that these issuers will not have
the funds to meet their payment obligations in the future. The
issuer or governmental authority that controls the repayment of
sovereign debt may not be willing or able to repay the principal
and/ or pay interest when due in accordance with the terms of
such obligations. Investments in foreign markets entail special
risks such as currency, political, economic, and market risks.
The risks of investing in emerging market countries are greater
than risks associated with investments in foreign developed

countries. Real estate investment trusts are subject to risks
similar to those associated with the direct ownership of real
estate and they are sensitive to such factors as management skills
and changes in tax laws. Restricted and illiquid securities may
be more difficult to sell and value than publicly traded securities
(liquidity risk). Derivative instruments can be illiquid, may
disproportionately increase losses and may have a potentially
large negative impact on the Portfolio’s performance. Trading
in, and investment exposure to, the commodities markets may
involve substantial risks and subject the Portfolio to greater
volatility. Nondiversified portfolios often invest in a more
limited number of issuers. As such, changes in the financial
condition or market value of a single issuer may cause greater
volatility. By investing in investment company securities, the
portfolio is subject to the underlying risks of that investment
company’s portfolio securities. In addition to the Portfolio’s fees
and expenses, the Portfolio generally would bear its share of the
investment company’s fees and expenses. Subsidiary and Tax
Risk The Portfolio may seek to gain exposure to the commodity
markets through investments in the Subsidiary or commodity
index-linked structured notes. The Subsidiary is not registered
under the 1940 Act and is not subject to all the investor
protections of the 1940 Act. Historically, the Internal Revenue
Service (“IRS”) has issued private letter rulings in which
the IRS specifically concluded that income and gains from
investments in commodity index-linked structured notes or a
wholly-owned foreign subsidiary that invests in commoditylinked instruments are “qualifying income” for purposes of
compliance with Subchapter M of the Internal Revenue Code
of 1986, as amended (the “Code”). The Portfolio has not
received such a private letter ruling, and is not able to rely on
private letter rulings issued to other taxpayers. If the Portfolio
failed to qualify as a regulated investment company, it would
be subject to federal and state income tax on all of its taxable
income at regular corporate tax rates with no deduction for any
distributions paid to shareholders, which would significantly
adversely affect the returns to, and could cause substantial losses
for, Portfolio shareholders.

SOLUTIONS & MULTI-ASSET

|

MORGAN STANLEY INVESTMENT MANAGEMENT

5

MACRO INSIGHT

FOOTNOTES
MSIM GMA Team Analysis; Bloomberg; EM FX = JP Morgan EM Currency
Index; EM Equities = MSCI EM Index in USD; as of October 5, 2018.
2
MSCI EM Index (USD) relative to MSCI World Index (USD).
3
MSIM GMA Team Analysis; Bloomberg; MSCI EM Index (USD); MSCI
World Index (USD).
4
MSIM GMA Team Analysis; Bloomberg; JPM Emerging Market Currency
Index; JP Morgan GBI-EM Index unhedged in USD.
5
MSIM GMA Team Analysis; Bloomberg; Haver Analytics; based on returns
for CNY vs. USD.
6
MSIM GMA Team Analysis; Bloomberg; MSCI EM Index (USD); MSCI World
Index (USD); as of October 5, 2018.
7
MSIM GMA Team Analysis; Bloomberg; MSCI Turkey Total Return Index
(USD), as of October 5, 2018.
8
MSIM GMA Team Analysis; Bloomberg; MSCI Turkey, as of October 5, 2018.
9
MSIM GMA Team Analysis; Bloomberg; MSCI and EMBI Global Total Return
Indices in USD, as of October 5, 2018.
10
MSIM GMA Team Analysis; Based on median amount of time it takes
for the asset to bottom following the end of the 6-month 30% decline.
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DEFINITIONS
The indices are unmanaged and do not include any expenses, fees or sales
charges. It is not possible to invest directly in an index.
MSCI All Country World Index (MSCI ACWI) is a free float-adjusted
market-capitalization-weighted index designed to measure the equity market
performance of developed and emerging markets.
The S&P 500 Index comprises 500 stocks chosen for market size, liquidity
and industry grouping, among other factors. The index is designed to be
a leading indicator of U.S. equities and is meant to reflect the risk/return
characteristics of the large cap universe.
The U.S. Dollar Index (DXY) tracks the performance of a basket of leading
global currencies versus the U.S. dollar. The index represents both developed
and emerging market currencies that have the highest liquidity in the
currency markets.
The information ratio (IR) is a measure of portfolio returns above the
returns of a benchmark, usually an index, to the volatility of those returns.

end, investors should seek independent legal and financial advice, including
advice as to tax consequences, before making any investment decision.
Charts and graphs provided herein are for illustrative purposes only.
Past performance is no guarantee of future results.
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.
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.
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 strategy’s / product’s
relevant offering document. There are important differences in how the
strategy is carried out in each of the investment vehicles.

1

IMPORTANT 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.
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.
This material is a general communication, which is not impartial and all
information provided has been prepared solely for information 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
information herein has not been based on a consideration of any individual
investor circumstances and is not investment advice, nor should it be
construed in any way as tax, accounting, legal or regulatory advice. To that
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MSIM GMA Team Analysis.
MSIM GMA Team Analysis.
13
MSIM GMA Team Analysis; Based on median amount of time it takes for
the asset to bottom following the end of the 6-month 30% decline.
14
MSIM GMA Team Analysis.
15
MSIM GMA Team Analysis.
16
MSIM GMA Team Analysis; Haver Analytics; based on seasonally adjusted
monthly data.
17
MSIM GMA Team Estimates; Haver Analytics.
18
Argentina’s ultra-orthodox policy mix: credible primary balance target
in 2019, monetary base growth of zero percent with rates as high as 70%,
IMF support, coordinated economic policy.
19
Turkey’s unorthodox policy mix: Fiscal consolidation with few details and
unrealistic growth targets, monetary policy vacillating between moderately
tight and loose based on degree of interference from government, inflation
policy relying mostly on voluntary 10% price cuts from businesses.
12
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of Kanto Local Finance Bureau (Financial Instruments Firms)), Membership:
The Investment Trusts Association, Japan, the Japan Investment Advisers
Association and the Type II Financial Instruments Firms Association.
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. serves as the distributor for
Morgan Stanley funds.
NOT FDIC INSURED | OFFER NO BANK GUARANTEE | MAY LOSE
VALUE | NOT INSURED BY ANY FEDERAL GOVERNMENT AGENCY
| NOT A DEPOSIT
IMPORTANT INFORMATION
EMEA: This 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.
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 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. Additionally, financial intermediaries
are required to satisfy themselves that the information in this document
is suitable for any person to whom they provide this document in view of
that person’s circumstances and purpose. MSIM shall not be liable for, and
accepts no liability for, the use or misuse of this document by any such
financial intermediary.
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.
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’s
express written consent.
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