
Why investing in emerging markets begins with a view on China.  
For now, at least. 

Key Highlights:
 • The inexorable rise of the Chinese economy over the last decade means that investing in 

emerging markets starts with having a view on China.

 • And having a view on China today requires an assessment of the risks and opportunities 
related to two key themes: growth and regulatory reform. 

 • Hurdles to growth are clear to see, over both the short and the long term. So too are those 
associated with regulatory reform, which has already resulted in significant disruption in 
recent months.  

 • But if China’s attempts at propping up growth fail and international investors become 
spooked by an ongoing regulatory crackdown, does that sound the death knell for 
emerging markets? Not necessarily. After all, just because emerging market indices are 
dominated by China, it doesn’t mean active portfolios need to be.

 • Over the short term, as vaccination rates improve and infected populations recover, the 
recovery in emerging markets should offer selective opportunities for both bond and equity 
investors. But clearly, they should not be exclusively preoccupied with prospects for the 
Chinese market.

 • Longer-term, structural growth tailwinds such as the continued economic transition from 
export manufacturing to domestic services, rising personal incomes and maturing patterns 
of consumption and an increasingly healthier, more educated and better-connected 
workforce all look set to continue as the emerging world emerges from the pandemic. 

 • Add to this emerging trends such as supply-chain decoupling and ESG, and developing 
countries still offer fertile hunting grounds for investors.

Does Xi hold the key to 
emerging markets? 
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The unavoidable truth

When you’re investing in emerging markets, you  

have to have a view on China.

FTSE Emerging Markets Broad Bond Index – Country Weights 

Source: MSCI, FTSE Russell as of 31/07/2021

1 Source: MSCI as of 31/07/2021 
2 Source: FTSE Russell as of 31/07/2021 
3 Source: World Bank  
4 Source: National Bureau of Statistics, May 2021 
5 Source: Office of the National Working Commission on Aging, July 2018 
6 Source: Bloomberg as of 26/07/2021 
7 Source: CNBC.com as of 18/08/202 
8 Source: Pacific Bridge Medical, July 2020
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MSCI Emerging Markets Index – Country Weighs

At the end of July 2021, China was the largest country weight in the 
MSCI Emerging Markets Index, representing nearly 35%. The second 
largest was South Korea, representing less than half that amount.1 China 
was also the largest country weight in the FTSE Emerging Markets Broad 
Bond Index, represented close to 20%. Again, the second largest, Mexico, 
represented less than half that amount.2 

The inexorable rise of the Chinese economy over the last decade means 
that investing in emerging markets starts with having a view on China. 
In general, emerging markets are to a certain extent dependent on 
China and this is especially true for emerging Asian economies such 
as Thailand, Vietnam and the Philippines.

Having a view on China today requires an assessment of the risks and 
opportunities related to two key themes: growth and regulatory reform. 
However, the balance of any such assessment will almost undoubtedly 
be a function of time horizon.

Hurdles to growth are clear to see, over both the short and the 
long term. China ‘s annual GDP growth has slowed to single 
digits, from a peak of 14% in 2007.3 The Covid-19 crisis has 
depressed fertility to a record low of 1.34 and the 2020 census 
found that close to 20% of the population are now over the age 
of 60 – a figure expected to rise to one-third by 2033.5 China 
is also grappling with clusters of the Delta variant and has 
reinitiated local lockdowns, raising the risk of a slowing recovery 
in the economy that was first in and first out of the pandemic. 

The threat of regulation and reform is another obvious hurdle. 
President Xi’s bold attempts to reform everything from political 
corruption and the private sector, to the property market and 
shadow banks have often been watered down or even reversed 
when unintended consequences ensued. The regulatory curbs 
that began on financial technology firms such as Alibaba and 
Tencent have more recently extended to the education sector, in 
a bid to force tutoring firms into becoming non-profit. On July 26, 
the day of the announcement, the Hang Seng plunged over 5%.6 
And by August, Taiwan Semiconductor Manufacturing Company 
(TSMC) overtook Tencent as Asia’s most valuable company after 
Tencent’s share price fell 42% from its February high.7 

If Xi’s “Common Prosperity” campaign aimed at wealth 
redistribution is to prove successful, investors should expect 
more regulatory and policy disruption in the marketplace. 

While the hurdles are clear, so too are the opportunities. China is 
home to nearly one and a half billion people; it has a burgeoning 
domestic economy and looks set soon to escape the middle-
income trap that has befallen countries such as South Africa and 
Brazil. Services now account for over half of its Gross Domestic 
Product, and the percentage of the labor force with a university 
education has doubled over the last decade. President Xi’s 
admission that “the first-mover advantage will go to whoever 
holds the ‘nose of the ox’ of science and technology innovation” 
has sparked huge investment in research and development with 
China emerging as the global leader in gene therapy innovation,8 
to cite just one example. 

But if China’s attempts at propping up growth fail and 
international investors become spooked by the ongoing 
regulatory crackdown, does that sound the death knell for 
emerging markets? Not necessarily. After all, just because 
indices are dominated by China, it doesn’t mean active portfolios 
need to be. What’s more, the recent pandemic is likely to have 
some profound structural effects on the global economy and its 
supply chain that could create opportunities decoupled from the 
fate of the world’s second largest economy, as a review of recent 
history reveals.

James Beaumont, Head of Multi Asset Portfolio 
Management, Natixis Investment Managers Solutions 
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Stepping back in time to the summer of 2019, emerging market 
countries had become collateral damage in the escalating tensions 
and threat of a drawn-out trade war between China and the US. As 
a BIS paper analyzing trade sentiment between January 2018 and 
June 20199 put it, “In the trade war no equity market wins… Looking 
at the effects across jurisdictions we find that the effects of trade 
tensions are larger in Asia, especially those playing an important role 
in the US-China value chain.” 

Sentiment towards emerging markets had soured and investors 
had already begun fleeing emerging market mutual funds and ETFs 
early in the third quarter of 2019. Lipper’s Emerging Markets Funds 
peer group (including both mutual funds and ETFs) experienced net 
outflows $4.1 billion left during the fund-flows week ended August 
7, marking the worst weekly net outflow in its history (Lipper began 
tracking fund flows data for this group in 1993).10 

Following the implementation of a raft of tariffs imposed by Donald J. 
Trump over the previous 2 years, the United States and China officially 
signed an historic phase one trade deal on January 15, 2020. 

Just one week later, the World Health Organization convened an 
Emergency Committee to assess whether the outbreak of Covid-19 
cases in China and Thailand constituted a public health emergency 
of international concern. 

Trade war, what trade war?

We had the first phase-one trade agreement that 

lifted some of the tariffs, but not many. And then 

everything stopped with Covid.

Index of Google searches for “Trade War”
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Source: Google Trends as of 31/07/2021

In short supply: time to change the chain

The pandemic wrought havoc on global supply 

chains and may end up changing the way 

countries think about the supply of essential 

goods and services.

Between the summers of 2019 and 2021, as the world battled 
the largest global pandemic since the Spanish Flu, fears of a 
US-China trade war have almost entirely dissipated.11

  9 Source: BIS Working Papers No. 917, January 2021 
10 Source: Investors Flee Emerging Markets Funds during the Third Quarter, Pat Keon,  
     September 2019 
11 Source: Google Trends, August 2021 
12 Source: Decoupling US-China supply chains: High tech on the move, Michiel van 
     der Veen, July 2020 
13 It is worth noting that while MSCI still classifies South Korea as an emerging market,  
     FTSE Russell reclassified it as a developed market in 2009.

The Coronavirus pandemic wrought havoc on global supply 
chains. What started with shortages of toilet paper and PPE 
in the early days of the pandemic has now evolved into a 
shortage in everything from used cars and lumber to rare 
earth metals and semiconductors as economies around the 
world struggle to reopen. The concept of re-onshoring had 
already been raised in the US under President Trump, who 
vowed to bring manufacturing and therefore jobs back to 
the US. In fact, China’s share in US imports declined by 
4 percentage points in 2019.12 However, as the fragility of 
global supply chains was illustrated first by the pandemic 
and then by the ship Ever Given that blocked the Suez 
Canal, it might not be long before other countries follow 
suit, especially for what are considered essential goods 
and services. 

A potentially confounding trend that is more prevalent at 
a company level as opposed to the level of government 
relates to Environmental, Social and Governance factors. 
Company ESG ratings and reporting increasingly mean that 
a company’s whole supply chain will come under scrutiny 
when ascribing an overall rating. Relocating supply chains 
away from countries with lax corporate governance, carbon- 
intensive electrical feedstock and low standards of workers’ 
rights might not only avoid reputational risk posed by buyers 
and suppliers, but also act as a means to improve ratings and 
access to capital. 

Clearly these changes will not happen overnight, but these 
could provide positive tailwinds for countries like Mexico, 
South Korea13 and Vietnam.

James Beaumont, Head of Multi Asset Portfolio 
Management, Natixis Investment Managers Solutions 

James Beaumont, Head of Multi Asset Portfolio 
Management, Natixis Investment Managers Solutions 
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While access to and availability of vaccines in the developed world have enabled countries 
like France, Canada and the UK to reach full vaccination rates of over 60% of the population,14 
emerging market countries tell a different story. India is recovering from a second wave of 
infections that was four-fold larger than their first wave. Russia, Mexico and Turkey are all 
suffering third waves that are at or close to record high infection rates. And Thailand has 
cut its 2021 GDP growth forecast as a wave of infections in July forced factories to close, 
delayed tourist arrivals and muted local demand. 

As vaccination rates improve and infected populations recover, the recovery in emerging 
markets should offer selective opportunities for both bond and equity investors. But, as 
stated previously, investors will likely need to keep an eye on the prospects for growth and 
reform in the Chinese market. For now, it seems that a number of hurdles remain, including 
the slowdown in China and the ongoing regulatory crackdown, but also persistent clusters 
that are preventing a full reopening. Still, with a lot of bad news priced in, investors may 
want to keep an eye out for interesting entry points for the longer term. 

The long and the short of it: an investor playbook

Short term: Selectivity is key. 
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EM Hot Spots – Daily Change in Confirmed Cases

Source: Portfolio Analysis & Consulting, WHO, Johns Hopkins University, Bloomberg. Data from 1/12/20 to 8/16/21.

14 Source: Natixis Investment Managers Solutions, 
     Our World in Data as of 15/08/2021 
15 Source: IMF Data Mapper 
16 Source: The Future of Emerging Markets; 
     Dimitris Melas; MSCI Research Insights; April 2019 

Long term: Structural growth 

is supportive.

The long-term case for emerging markets 
is a much easier one to make and may 
rely less on having an equally constructive 
view on China for reasons highlighted 
earlier. Over the past 30 years, emerging 
markets have not only substantially 
outpaced their developed counterparts 
in terms of economic growth,15 but 
often also in terms of market returns.16 
Structural growth tailwinds such as the 
continued economic transition from 
export manufacturing to domestic 
services, rising personal incomes and 
maturing patterns of consumption and 
an increasingly healthier, more educated 
and better-connected workforce all look 
set to continue as the world emerges 
from the pandemic. Add to this emerging 
trends such as supply-chain decoupling 
and ESG, and developing countries offer 
fertile hunting grounds for investors. 
Indeed, appetite for mega-trends, 
whether innovation or resources, has 
only grown. As a result of the pandemic, 
we are all communicating, working and 
consuming more online and investors 
are looking to have exposure to the real 
economy and the more digital world we 
now live in. Resource scarcity, innovation 
and demographics are all long-term 
considerations for investors. 

James Beaumont, Head of Multi Asset Portfolio 
Management, Natixis Investment Managers Solutions 

James Beaumont, Head of Multi 
Asset Portfolio Management, Natixis 
Investment Managers Solutions 
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Fixed Income Net Assets: 
Active vs Passive

The increased volatility and cross-sectional dispersion 
that EMs provide can generate opportunities for skilled 
active managers as the payoffs for those that can 
identify the winning sectors, industries and companies 
of tomorrow are enhanced. It’s perhaps unsurprising, 
therefore, that 82% of net assets in global emerging 
market fixed income and 64% of net assets in global 
emerging market equities are actively invested. These 
figures rise to 94% and 87% respectively when it comes 
to investment in China.

Source: Morningstar Direct as of 31/07/2021

For active investors prepared to look beyond the near-term headlines, emerging markets can offer fertile hunting grounds. What’s 
more, short-term market volatility could uncover interesting entry points for investors looking for exposure to the structural growth 
trends of the future. – James Beaumont, Head of Multi Asset Portfolio Management, Natixis Investment Managers Solutions
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