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Floating exchange rates are likely to limit the impact of rising US rates on emerging markets

Emerging Markets Spotlight

James Syme

Inflation has continued to push higher in both developed and emerging economies, and it certainly

does not look transitory. There is a definite sense that central banks are behind the curve, which has

caused some significant declines in risk assets globally. However, we feel that higher global interest

rates are not necessarily a negative for EM equity as an asset class.

US headline consumer price inflation in the year to March was 8.5%, a level not previously seen since

1981 (when the Federal Reserve’s policy interest rate was 12%). As the Fed has slowly moved to

tighten monetary policy, bonds have reacted. The 10-year US Treasury has risen from 1.5% at the

start of the year to 3.1% at the time of writ ing. About three quarters of the increase is from higher real

interest rates and only a quarter from expectations of higher inflation. Other developed market central

banks are also slowly tightening in the face of rampant inflation data. The Bank of England has this

week accepted that inflation is l ikely to reach double digits later this year, a level not seen for 40

years.

Emerging markets are largely countries that are dependent on capital f lows. Domestic demand

economies (l ike India and Turkey) require capital inflows to finance their current account deficits, while

export economies (like Korea and Taiwan) are exposed to EM capital flows through their partial

dependence on end demand from emerging markets (e.g. Korean companies sell ing to Latin American

consumers), international financing of corporate borrowing in export economies (e.g. Brazil ian

companies borrowing in US dollars), and portfolio flows generally into emerging markets.

As we have previously noted, when we talk about capital flows, we mean US dollar capital flows. As
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former Bank of England governor Mark Carney noted in 2019, the dollar represents the currency of

choice for at least half of international trade invoices; this is around five times greater than the US’s

share in world goods imports and three times its share in global exports. This gives the US dollar a

massively outsized role in the global economy; as Carney said, “given the widespread dominance of

the dollar in cross border claims, it is not surprising that developments in the US economy, by affecting

the dollar exchange rate, can have large spil lover effects to the rest of the world via asset markets…

the global financial cycle is a dollar cycle.”

A tightening of US monetary policy can have a drag on emerging economies and markets. In the 1990s,

the US rate hiking cycle began in April 1994 and finished in February 1995, which marked the end of

the rally in EM equity. This was a time, however, of fixed exchange rates, which accelerated the

transmission of US monetary policy into emerging economies and is a poor analogue for today’s global

financial system.

In the 2000s, with floating exchange rates in most of the emerging world, the Fed’s first hike was in

June 2004 and the last hike in June 2006. EM equities (as measured by the MSCI EM Index) peaked in

October 2007, having returned over 230% in USD terms from that f irst hike. This strong performance

was because the global economy remained strong, with consequent support for the main exports of

emerging economies. In that cycle, from the first rate hike to the cyclical peak commodity prices (as

measured by the S&P GSCI Index) trebled, while Korean exports doubled. The sensitivity of emerging

market equities to the economic cyclical substantially outweighs their sensitivity to risk-free rates.

The current cycle does resemble the 2002-07 one in some ways, with very strong commodity prices

and many key emerging economies recovering from extended downturns. The pattern of traditional

industries having been overlooked in favour of high-tech ones is another similarity. There are also

differences, however, as in the example of the strength of the Chinese economy in the 2000s and its

weakness now.

Overall, though, we think it is important to remember that in the last extended EM bull market, the Fed

hiked seventeen times, from 1% to 5.25%, without preventing the strong returns from EM equity as an

asset class.

Note: All data JO Hambro Capital Management or Bloomberg, unless otherwise stated

James Syme is a senior fund manager on the JOHCM Emerging Markets Fund. For more information on

the fund please see here. 

Disclaimer

For professional investors only. This is a marketing communication. Information on the rights of

investors can be found here. The investment promoted concerns the acquisit ion of shares in a fund

and not the underlying assets. Past performance is no guarantee of future performance. The value of

an investment and the income from it can fall as well as rise as a result of market and currency

fluctuations and you may not get back the amount originally invested. Investing in companies in

emerging markets involves higher risk than investing in established economies or securities markets.

Emerging markets may have less stable legal and political systems, which could affect the safe-

keeping or value of assets. Investments may include shares in small-cap companies and these tend to

be traded less frequently and in lower volumes than larger companies making them potentially less

liquid and more volati le. The information contained herein including any expression of opinion is for

information purposes only and is given on the understanding that it is not a recommendation. The

registrations of the funds described in this communication may be terminated by JOHCM at its

discretion from time to time.
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This website is issued and approved in the UK by J O Hambro Capital Management Limited, which is
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