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Since Trump started the trade war with China at the beginning of 2018, the stock market
performance has diverged significantly between the US and emerging market countries.
Year to date as of October 22nd, S&P 500 Index ETF (SPY) rose 4.7%, but the MSCI
Emerging Market Index ETF (EEM) tumbled by 14.2% (see Figure 1).
However, the underperformance of EM equities did not start this year, it traced back to
the aftermath of the financial crisis. Since the last market peak before the financial crisis
in October 2007, the S&P 500 has returned an impressive 123.9%, but the EM index is still 10.3% below the
last peak. The divergence started in mid-2011. There are many reasons attributable to this divergence. Some
are cyclical, and some are structural. The most significant cyclical factor was the massive monetary easing in
the US, which helped boost the prices of every asset class. Additionally, the slowdown in growth of the EM
economies the past ten years capped the upsides of EM equities (see Table 1). However, the structural changes
in last few years could have longer and more profound impacts on the emerging market stock performance
for years to come. Let us discuss some of them here.
Table 1. Real GDP Growth US vs. EM Countries (%)

•

2010

2011

2012

2013

2014

2015

2016

2017

US

2.6

1.6

2.2

1.8

2.5

2.9

1.6

2.2

EM

7.4

6.4

5.3

5.1

4.7

4.3

4.4

4.7

Economic liberalization may be running into deadlock.

After the Cold War, many emerging market countries adopted economic liberalization policies with the goal
of making the economy more market-oriented and expanding the role of private sector and foreign
investments. Examples were China’s economic reform, Russia’s privatization and India’s economic
liberalization. The economic performance had been impressive, especially in China, which grew at a doubledigit rate for over two decades. China’s massive infrastructure investment and rising consumption also
benefited other resource-rich EM countries like Brazil and Russia.
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In recent years, the economic liberalization and market-oriented reforms ran into deadlock in many EM
countries. China’s government constantly promoted the state-own enterprises and used heavy-handed
intervention to manage the economy. Russia’s largest economic sector – energy - was controlled by oligarchs.
Turkey’s government recently nationalized hundreds of private companies.

Figure 1: S&P 500 Index ETF (SPY) vs. MSCI EM Index ETF (EEM) Performance (YTD 2018)

Figure 2: S&P 500 Index ETF (SPY) vs. MSCI EM Index ETF (EEM) Performance (Oct. 2007 –
Oct. 2018)

2|Page

Julex Capital Management, 40 Grove Street, Suite 140, Wellesley, MA02482. Tel: (781)489-5398

•

Globalization is on retreat.

After the fall of the Berlin Wall, the US and its western allies had tried to achieve their strategic goal of world
integration by promoting free trade, globalization and more democratic political systems. However, those
efforts did not generate desired outcomes for many developed countries. In the US, the loss of manufacturing
jobs, the disappearance of the middle class and increasing income inequality, brought about resentment against
the globalist elites, which resulted in the election of Donald Trump as President.
Trump’s protectionism trade policy, which intends to rebuild the American manufacturing industry and
protect American jobs, was a big step back from globalization. EM countries, especially China, which benefit
a lot from the current trade order, may face many challenges while trying to maintain growth under the exportoriented development model. For example, China exported $433 billion to the US in 2017, which accounted
for 3.5% of its GDP. The trade war with the US, if not resolved promptly, could slow down China’s economic
growth quite significantly.
•

Nationalism, populism and authoritarianism are on the rise.

In addition to the economic problems in the developed world and economic slowdown in the EM countries,
terrorist threats and resentment against establishments gave rise to nationalism, populism and authoritarianism
across the globe. Russia, China and Turkey have become more or less authoritarian regimes. These countries
are pursuing populist and nationalist agendas. The annexation of Crimea by Russia, anti-graft campaign and
island-building in South China Sea by China and the war on drug in the Philippines, are all examples of the
movement.
The western world also saw the rise of nationalism and populism. Trump’s “America First” policy, Brexit
and election of Italy’s populist government are just a few examples. This nationalism sentiment may make it
more difficult for countries to cooperate economically, politically and militarily. The damage to the emerging
market economies could be more severe because EM countries are more dependent on developed countries
to provide investment, technology and market access for their developments.
Considering all these internal and external challenges, we expect the economic growth will continue slowing
down in EM countries. The EM equities may continue underperforming even though their valuation may be
more attractive than US equities. Political risks, currency devaluation and slower economic growth are likely
to make EM equities less attractive. We do believe the golden age of EM investing is over or might have
already ended in 2011.
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___________________________________________________________________________________________
Disclosure: This article is for the purpose of information exchange only. It is not a solicitation or offer to buy or sell
any security. You must do your own due diligence and consult a professional investment advisor before making any
investment decisions. All information posted is believed to come from reliable sources. We do not warrant the accuracy
or completeness of information made available and therefore will not be liable for any losses incurred.
Julex Capital Management is a SEC-registered quantitative investment management firm specializing in tactical and
factor-based investment strategies. The firm offers a variety of tactical unconstrained investment solutions aiming
to provide downside risk management while maximizing the upside potentials using its unique Adaptive Investment
Approach.
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