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The return outlook for emerging markets is overly sensitive to consistent growth in developed 
economies, inflationary pressures, and both domestic and foreign interest rate risks. Each of these 
factors will support or curb volatility throughout the year. Because EM is a high-risk position in many 
investors' portfolios, it is also one of the first allocations to be sold during periods of uncertainty and 
rising risk-off sentiment. 

Foreign Equities: Emerging Markets

Quicktake: Emerging markets (EM) are facing more headwinds than developed markets. If we are 
correct in our view of a mid-cycle slowdown, emerging markets are unlikely to post outsized 
relative returns due to weaker support from developed market demand. The slowdown in China, 
hawkish central bank activity, inflation, rising US interest rates and a stronger US dollar, along 
with precarious risk sentiment, are all hurdles facing emerging market economies. We expect 
opportunities to be more idiosyncratic in the asset class this year, and recommend tactical 
exposure to individual regions and countries, rather than broad based EM exposure. Our outlook 
for EM would improve if inflation subsided, China surprised to the upside, and developed market 
central banks pull back on policy tightening measures. Clarity on these factors is unlikely to occur 
until Q2 or later, and volatility in global markets will likely cap demand for this risky asset class. 
Take an underweight position relative to developed markets to begin the year while remaining 
abreast of potential individual opportunities in commodity producing countries where exposure 
can be added during periods of risk-on sentiment.
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Inflation is rising faster in EM economies despite 
aggressive central bank activityEM central banks have been working hard to battle 

inflation, but so far, they are losing the fight. 
Fourteen EM central banks have been raising rates 
over the past year to try and get back ahead of the 
curve. The moves have strengthened some 
currencies, but we could see that trend reverse as 
the Fed begins to raise rates in the US which will 
lead to a stronger US dollar. Currencies have a 
much greater impact on EM stocks than on 
developed stocks. A stronger US dollar typically 
leads to weaker local spending power and higher 
debt costs which ultimately weighs on EM GDP 
growth. Also, PMIs in emerging markets are lagging 
developed market economies. The data shows multiple countries flirting with the line between 
expansion and contraction. Consistent reports showing expansion have been encouraging, but as we 
have said before, the direction of the trend in the data is more important than the absolute level. The 
longer we see the data stuck in a tight range, the lower the probability of a sustainable breakout. 
Finally, new covid strains could lead to a disruption in the pace of EM economic growth by lowering 
consumer spending expectations and negatively impacting supply chains and local production.
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While many headwinds exist, we do see some green shoots. The supply and demand imbalance in 
commodities will be a major tailwind for multiple EM countries. Agriculture, mining, and energy 
production have significant demand gaps to close, and EM will play a key role in these markets. 
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A stronger US dollar negatively impacts international GDP growth Pricing power is high and demand will likely be strong 
throughout the year providing a solid baseline for 
higher revenues. We find many examples of these 
dynamics in Latin America where real asset 
production dominates local economies. 
Additionally, a trend of deglobalization and China 
turning its focus inward could create opportunities 
for EM growth. This trend will also provide favorable 
prospects to countries which have been more open 
to outside investment and are working towards 
building a middle-income population. The ultimate 
benefits will likely take longer than twelve months to 
take hold, but companies willing to increase capex 
now stand to benefit from the future normalization 
of global supply chains. We think Asia-Ex Japan and 
India stand to benefit the most from this opportunity. 
The differences in return drivers for specific regions 
and countries will lead to wider distributions in 
emerging market returns this year. In this market 

environment, what you do not own can be just as important as what you do. We favor more 
concentrated exposure to trends which benefit from higher real interest rates and developed market 
demand rather than casting a wide net over the entire asset class.
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Emerging market countries that are able 
to attract foreign investment  and invest 
locally today can see a massive rise in 
future wealth.



The commentary set forth herein represents the views of Waterloo Capital Management and its investment professionals at the time indicated and is subject to change without 

notice. The commentary set forth herein was prepared by Waterloo Capital Management based upon information that it believes to be reliable. Waterloo Capital Management 

expressly disclaims any responsibility to update the commentary set forth herein for any events occurring after the date indicated herein or otherwise. The commentary and other 

information set forth herein do not constitute an offer to sell, a solicitation to buy, or a recommendation for any security, nor do they constitute investment advice or an offer to 

provide investment advisory or other services by Waterloo Capital Management. The commentary and other information contained herein shall not be construed as financial or 

investment advice on any matter set forth herein, and Waterloo Capital Management expressly disclaims all liability in respect of any actions taken based on the commentary and 

information set forth herein. Hedge funds, private equity and other alternative investments involve a high degree of risk and can be illiquid due to restrictions on transfer and lack 

of a secondary trading market. They can be highly leveraged, speculative and volatile, and an investor could lose all or a substantial amount of an investment. Alternative 

investments may lack transparency as to share price, valuation and portfolio holdings. Complex tax structures often result in delayed tax reporting. Compared to registered 

mutual funds, hedge funds, private equity and other alternative investments are subject to less regulation and often charge higher fees. Alternative investment managers typically 

exercise broad investment discretion and may apply similar strategies across multiple investment vehicles, resulting in less diversification. Trading may occur outside the United 

States which may pose greater risks than trading on US exchanges and in US markets. Alternative Investments generally are offered through private placements of securities 

which are unregistered private placements and are available only to those investors who meet certain eligibility criteria. The above summary is not a complete list of the risks and 

other important disclosures involved in investing in alternative investments and is subject to the more complete disclosures contained in the Fund's confidential offering 

documents, which must be reviewed carefully prior to any investment. 

2700 Via Fortuna STE 100 Austin, TX 78746   ·  (512) 777-5900 
5555 Glenridge Connector, STE 200,  Atlanta, GA 30342   · (470) 552-5901 

www.WaterlooCap.com 

™

C A P I T A L

tel:5127775900
tel:4705525901 
http://www.WaterlooCap.com 

