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Crunch time for emerging markets
The last emerging-market (EM) rout was rescued by the Fed; a reprise
may be wishful thinking this time.
Jurrien Timmer l Director of Global Macro l @TimmerFidelity
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■■

Emerging markets are back in focus, with
financial turmoil hitting Turkey.
Unlike 2016, when the U.S. Federal Reserve
took pressure off emerging markets by
slowing its pace of monetary tightening, this
time the Fed may not have that luxury.
That means that there are likely no quick fixes
to EM problems.
Meanwhile, the U.S. stock market is back near
its January highs, but I think enough potential
headwinds are out there to keep the now sixmonth-old trading range intact.
2019 could prove a pivotal year for U.S. stocks,
as I see earnings growth slowing back to
trend by then and the Fed getting further and
further into restrictive policy.

Investors are watching EM
With Turkey exploding back into the headlines—the
Turkish lira has lost close to 40% of its value year to date
through August 151—it’s a good reminder that although
the U.S. economy remains strong, the same cannot
be said across the emerging markets. And unlike what
happened in 2016, this time around we likely can’t count
on the U.S. Federal Reserve to open the liquidity spigot
and, in turn, dampen U.S.-dollar strength.
While the S&P 500 ® is back near its all-time high
(reaching 2863 on August 7, 2018, versus the 2873
record set in January), the MSCI World ex USA Index
is down around 12% since its January 26 peak and the
MSCI Emerging Markets Index is down nearly 20%,
within which Turkey was off a whopping 55% (all data
as of August 15). Moreover, the Euro Stoxx® Banks
Index is down some 26%. European banks always seem
to have a front row seat to the happenings in emerging
markets. In this case it’s the Spanish banking system
where the biggest exposures are.

On its own, I don’t think Turkey should pose that much
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that escalating trade tension could lead to “stagflation,”

Therefore, the crisis could develop into contagion if
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with close precision, despite the fact that the earnings

Turkey is not the only news of course. China is another

backdrop in emerging markets is better today than it was

developing story and could indeed prove to be systemic

a few years ago. Exhibit 1 (on page 3) shows the analog

for global markets. The Chinese economy has been

across various metrics and links the two periods to the
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recent months, to the point where the government is now
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easing fiscal and monetary policy. Indeed, China seems

tighten (August 2014 versus January 2018).

to be following its two-year CRIC cycle (crisis  response

The last EM rout ended in early 2016 when the U.S.
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 improvement  complacency) with good accuracy.

Federal Reserve was forced to dial back on its hawkish

The problem with China’s slowdown and concurrent

forward guidance. In effect, the Fed “eased” simply

policy easing is that it is happening at a time when

by tightening less than the markets had priced in,

the U.S. economy is strong and the Fed is tightening.

proving once again that we live in a “flow” and not a

Because China’s currency is tied to the U.S. dollar, China
is essentially importing U.S. monetary policy. That’s fine
when the two economies are synched up, but not when
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“stock” world (i.e., rate of change matters more than
absolute level).
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But that was two and a half years ago. Back then the

down the U.S. dollar and allowing financial conditions to

Fed had the luxury of operating in a regime of secular

ease. This time around, the secular-stagnation era seems

stagnation (or at least persistently anemic growth) and

like a thing of the past, and we are edging ever closer to

inflation was well below target, which allowed the Fed

the late stages of the business cycle. Last week’s 2.4%

to ease off the throttle in terms of its tightening path.

core CPI print was a good reminder of this. (The core CPI,

The Fed had nothing to lose by not tightening as

or Consumer Price Index, is calculated by the U.S. Bureau

quickly as it had telegraphed; the impact was the same

of Labor Statistics and excludes the relatively volatile

as a rate cut.

prices for food and energy.)

The same cannot be said today, however. I don’t think

Without the Fed coming to the rescue, this EM rout likely

we can count on the Fed lowering its guidance to bail out

will have to be resolved the old-fashioned way: through

emerging markets anytime soon, in the process bringing

hard medicine. In emerging markets, that generally

EXHIBIT 1: Is the past repeating itself?
Period comparisons of financial conditions, credit spreads, and currency and equity performance; vertical lines depict
August 2014/January 2018 inflection points.
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means central-bank tightening, currency devaluation,

the forward P/E ratio for the S&P 500® is down 3 points

recession, and painful fiscal adjustments. Argentina offers

in 6 months (to 16.5x) while the price index is basically

a good example of this, as the central bank there just

unchanged (after climbing back from a 10% dip early in

raised its policy interest rate to 45%.

the year). We have the earnings boom to thank for that.

Clearly the yawning performance gap so far this year

However, we are seeing signs that the rate of change

between the S&P 500 (hovering near its all-time highs

for U.S. earnings may be starting to peak. Unlike what

and up about 7% year to date as of August 15) and EM

happened in the first quarter—where earnings estimates

equities (down about 11% year to date) is begging to be

gained across the board—the rise in second-quarter

looked at from an asset allocation perspective. I think

estimates seems to be coming at the expense of the third

it’s too early still, but at some point this will become an

and fourth quarters. Third-quarter estimates are down

important action item for global investors.

230 basis points (bps) from their highest levels a few

®

What does all this mean for U.S. markets?
A few days ago it looked like the S&P 500® Index was
ready to overtake its January highs, but the crisis in
Turkey serves as a good reminder that there are still
some big potential headwinds out there. The U.S. dollar
is still strengthening versus many currencies, financial
conditions remain on their tightening path, and now
it is starting to look more and more like earnings growth
is putting in a post-tax cut cyclical peak at about 24%.
U.S. corporate earnings have been booming this year,
helped in large part by the corporate tax cut. Firstquarter earnings3 were up 23% year over year, and
second-quarter earnings were up 24%. This surge has
been happening while earnings outside the U.S.
continue to decelerate from around 20% back down
to the single digits.
The boom in U.S. earnings has enabled domestic equitymarket valuations to descend back down to earth
without any pain so far in terms of stock prices. To wit,
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weeks ago, while estimates for the final quarter of 2018
are down 120 bps.
That’s not to say that the level of earnings is starting to
decline, of course; just that they may have reached their
peak growth rates for the year. This is not necessarily a
risk for stocks, but it does mean that the valuation math
likely will start to get incrementally less favorable
from here.
My expectation is that the stock market is not yet ready
to break out to new highs and that we will remain in this
lateral range for a while longer. There are simply still
too many crosscurrents, with booming (but peaking)
earnings growth on the one hand and tightening liquidity
conditions (resulting from the Fed cycle) on the other.
The result is a sideways market that could produce a
healthy valuation reset.
I still expect that 2019 will be a pivotal year for stocks,
as I think by then earnings growth should be back down
in the single digits, while the Fed will likely be three or
more hikes further into its cycle. If in 2019 the Fed
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is close to the end of its normalization path, U.S. stocks
could be in good shape to resume their epic bull market.
But if inflation forces the Fed to go well beyond what is
currently expected, the story could be much different.
As I see it, the biggest threat to the U.S. markets
(outside of a rapidly escalating trade war or some
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geopolitical crisis) is inflation. If inflation heads north
and forces the Fed to tighten substantially more than
the market is discounting—at the same time that
earnings growth is decelerating—then this could
cause a significant tightening of financial conditions, an
inversion in the yield curve, and further compression in
P/E multiples. Without an earnings boom to compensate
for such events, a serious decline in stock prices could
result. Again, that does not represent my base case, but
with the U.S. economy heading toward late cycle, to me
it’s the scenario that poses the greatest risk to this nineyear-old bull market.
For now, patience is a virtue.
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Endnotes
1

The source of all factual information and data on markets, unless otherwise indicated, is Fidelity Investments.

The term “CRIC cycle” was coined by Morgan Stanley’s chief economist for Japan, Robert Feldman, in his 2001 research on Japan’s policy behavior following the
end of the Japan bubble.
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Source of all earnings growth and estimates in this report: Bloomberg Finance L.P., as of 8/14/18.
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