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I
nvesting by acronym is
popular. It is a trend that
has been around for a
long time, but the
creation of the Brics

acronym in 2001 was a
milestone. Since then, new
themes have mushroomed,
from the Mints to the Next
11. However, this one-size-
fits-all approach does not
make sense for investors,
who should concentrate on
analysing the entire universe
on a fundamental basis.
The countries within these
groupings are diverse, 
yet retail and institutional
investors continue to look at
emerging markets as a
homogeneous asset class.
Historical, geographical and
cultural differences have
always existed, and economic
developments across regions
and countries have been
vastly different. South Korea
and Rwanda are both con -
sidered emerging markets,
but the former has become a
highly industrialised country
over the past few decades
with one of the highest
average incomes, while the
latter has one of the lowest.

Desynchronised cycles
offer opportunities
Divergence across emerging
markets is broad. Many

eastern European countries
are booming following an
economic rebalancing and
deleveraging, while others,
such as China, Chile and
South Africa, are slowing
down. Russia is a highly
volatile market that is close
to a recession, while Brazil is
struggling to implement
much-needed reforms.
One of the key reasons for
this divergence lies in the
desynchronised credit cycles
among both emerging and
developed countries over
recent years. In the
aftermath of 2009, the credit
cycle went through four
distinct phases. In the first
phase, China initiated a huge
stimulus programme in the
aftermath of the global
financial crisis. This sup
 ported not just its own econ -
omy but also the global
economy. In the second
phase, the bulk of emerging
economies followed China
with strong credit growth,
facilitated by robust foreign
inflows. In the third phase,
the US also slowly restarted
the credit growth cycle,
having solved the more acute
problems of the financial
crisis, such as restoring
liquidity and transferring
debt from overburdened
households to the govern -
ment. In the final phase, the
European Central Bank’s
loose monetary policy kick-
started credit growth in
Europe.
These desynchronized credit
cycles had the effect of
creating diverging economic
cycles and monetary policies,
with huge implications for

interest rates, credit spreads
and currency movements
across the emerging world.

Attractive divergence –
Brazil, Mexico and Central
Europe
Emerging markets offering
high real yields are
particularly attractive. Local
currency debt in Brazil
should be first on this list,
currently offering nominal
yields of 13-14 per cent. Even
after accounting for inflation
of around 8.5 per cent, real
yields are compelling. In
addition, inflation is expect -

ed to come down to around 6
per cent next year, with the
central bank having scope to
cut interest rates over the
next 12 months due to weak
economic momentum.
Mexico is also attractive as
the market has overpriced
the expectation for a normal -
isation in interest rates in the
US. Real yields on the 5-year
bonds are at 2.5 per cent,
which is attractive both in
absolute terms as well as
relative to global peers.
Eastern European markets
provide a good example of

Heterogeneity in emerging markets
calls for selective approach
ENZO PUNTILLO, GAM

FT.COM

Chart 1: divergence among the “fragile five” – 
current accounts in % of GDP

Chart 2: divergence in economic cycles



how strongly individual
country dynamics influence
performance. Over the last
few years excess credit
growth has been negative in
many of these countries as
they underwent a delever -

ag ing process. Generally
speak ing, the reduction of
overall debt levels results in
a reduction in external
vulnerability, to the benefit
of spread instruments.
Consequently, this led to an

out-performance of US
dollar-denominated
government debt in the
region versus the overall
hard currency index as well
as versus the equival ent local
bonds of the respective
countries.
We believe that the cur -
rencies of those economies
that are globally competitive,
productive and wellbalanced
have the potential to ap -
preciate. Poland already
meets all of these criteria,
with Mexico and India
moving in the right direction.
Among commodity export -
ers, we believe that the
Chilean peso has potential to
strengthen. A cyclical
slowdown followed by a

strong rebalancing in its
external accounts coupled
with a sharp devaluation is
making the currency
attractive.
A selective approach to
what are traditionally 
termed emerging markets
can turn significant diver -
gence into attractive
investment opportunities. 
An acronym-based approach
does not do justice to the
myriad of opportunities –
and risks.
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Chart 3: current best opportunities


