
‘Contagion Spreads in Emerging 

Markets as Crises Grow’: That was 

a recent headline on Bloomberg, 

reflecting a spate of articles about 

a rocky start to the year in some 

developing economies. But haven’t  

we been here before?

Emerging markets historically have delivered higher 
returns than the markets of rich world economies like the 
USA, the UK, Western Europe, Japan and Australia. But 
the flipside of those higher rewards is additional volatility.

Emerging markets posted an annualised return of just 
over 12% in the past quarter century compared with just 
under 8% in developed markets. But standard deviation, a 
common measure of volatility, was significantly higher.1

The most recent bout of volatility began last May when 
the US Federal Reserve first signaled it was contemplating 
winding down its bond buying program. 

Since the start of 2014, the capital exit from emerging 
markets has intensified. The central banks of Turkey, 
India and South Africa have raised interest rates to shore 
up their currencies and stem inflation pressures.

While the Fed taper is frequently cited as the cause 
of the volatility, other commentators, including the 
International Monetary Fund, say the origins are in the 
underlying fundamentals of some developing economies.2

Whatever the reason, emerging markets have recently 
lagged developed markets after several years of 
outperformance. While developed markets last year 
registered gains of around 30%, emerging markets fell by 
more than 2% in US dollar terms.
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1 MSCI Emerging Markets Index (gross div) and MSCI World Index (gross div) in USD (Jan 1988-Dec 2013) 
2 Market Volatility Tied to Emerging Markets, Not Fed Taper – IMF’, Reuters, Jan 29, 2014



Confronted with fevered headlines about contagion and 
crisis, the average investor with an emerging market 
exposure could be excused for feeling a little unsettled 
at this moment. But there are other perspectives 
worth considering.

The first of those is that emerging markets are no 
strangers to instability. In the 1980s, a number of 
countries, mainly in Latin America, faced rolling crises 
over the renegotiation of their bank debt. This was 
resolved at the end of the decade under a restructuring 
plan sponsored by former US Treasury Secretary 
Nicholas Brady.

In 1994-95, Mexico suffered a financial crisis that resulted 
in a US bailout. Two years later, contagion spread through 
East Asia, culminating in IMF bailouts for South Korea, 
Thailand and Indonesia. In 1998, Russia defaulted on its 
domestic debt and devalued the ruble. 

Country-specific crises occurred over subsequent years, 
including Brazil in 1999, Turkey in 2000 and Argentina 
in 2002.

These episodes all have had distinct characteristics, 
but broadly they reflected financial and economic 
vulnerabilities in some still developing economies that 
became exposed during times of stress.

However, this does not invalidate emerging markets as 
an investment choice. Apart from their higher expected 
returns, these markets perform differently to developed 
markets, as we have seen, and thus help to diversify 
a portfolio.

Emerging markets also do not move as one. Performance 
can vary significantly from one country to another, 
which is why broad diversification within this asset class 
can lessen the influence of any one country and help to 
smooth the ride.

For instance, while Indonesia and Turkey were significant 
underperformers in emerging markets in 2013—falling 
more than 20%—other markets such as Taiwan and 
Malaysia made good gains. In the prior year, Turkey 
was the top performing emerging market in the world, 
gaining nearly 65%.

Yes, volatility is part and parcel of investing in emerging 
markets. And yes, when there is a run of bad news it can 
be hard for investors to stay committed. But we have seen 
that in the crises of the past near 30 years, the investors 
who suffered the most were the ones who quit their 
allocation after the fall.

In some years, developed markets will be the best 
performers. In others, the emerging markets will lead the 
pack. Picking the winners from year to year is a very, very 
tough task, even for the most informed investor.

And while each periodic bout of volatility can test nerves, 
we have seen that, over time, there has been a significant 
return from emerging markets for those who remain 
disciplined and diversified.

Avoiding contagion at an individual level starts with 
keeping a clear head.
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‘‘ Outside the Flags’’ began as a weekly web column on Dimensional Fund Advisors’ website in 2006.  
The articles are designed to help fee-only advisors communicate with their clients about the principles  
of good investment—working with markets, understanding risk and return, broadly diversifying and  
focusing on elements within the investor’s control—including portfolio structure, fees, taxes, and discipline. 
Jim’s flags metaphor has been taken up and recognised by Australia’s corporate regulator in its own investor 
education program. 
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