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Introduction
Investors and companies around the world and across
industrial sectors are seeking out opportunities in
emerging markets and what they represent in terms of
new consumers. But it is fundamental to recognize and
accept that these emerging markets are fundamentally
diﬀerent from one another and diﬀerent from developed
countries. Volatility on the foreign exchange in emerging
markets has been increasing since the beginning of the
year, with many emerging market currencies posting
depreciations of 10% or more, or over 20% such as in
Turkey during the current month. Many investors are
braced for greater market volatility, and that caution
should include consideration of emerging market
currencies. Success lies in attempting to recognize a
complex set of global and local factors that aﬀect
emerging market currencies and to consider their impact
on investment decisions.
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Introduction

What is an emerging market?
all emerging economies in the world. For example, the
International Monetary Fund (IMF) classifies 23 countries
as emerging markets, while Morgan Stanley Capital
International (MSCI) identifies 24 countries, but with
some diﬀerence between the two lists. Yet the MSCI
Emerging Markets Index is the most popular classification, which compiles the market capitalization of all
companies that are listed in these countries' stock
markets.1

Emerging markets (EM) refer to economies of countries in
the process of rapid growth and industrialization. They
are moving away from their traditional economies that
have relied on agriculture and the export of raw materials to more sophisticated economies that depend more
on diversified industries and/or services. In other words,
an emerging economy is one that is progressing toward
becoming advanced but still does not meet standards to
be a developed market economy. Emerging markets
generally do not have the level of market eﬀiciency
similar to that of advanced economies such as the
United States, Europe and Japan, but emerging markets
typically have a physical financial infrastructure
including banks and stock exchange. The four largest
emerging economies are the BRIC countries (Brazil,
Russia, India and China) or BRICS if South Africa is
included. However, there is no concrete classification of

According to MSCI Emerging Markets Index, the emerging
markets are: Brazil, Chile, China, Colombia, Czech
Republic, Egypt, Greece, Hungary, India, Indonesia,
Korea, Malaysia, Mexico, Pakistan, Peru, Philippines,
Poland, Russia, Qatar, South Africa, Taiwan, Thailand,
Turkey and United Arab Emirates (Figure 1).
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▲ Figure 1: Emerging markets
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Characteristics of
emerging markets
₺
₺ ₺
Lower-than-average
income

!

Political and
economic
reforms

Rapid
economic
growth

High risk

Higher-than-average
return

▲ Figure 2: Characteristics of EMs

The characteristics of emerging markets could be
encapsulated in five dimensions. First, the starting point
is a lower level of economic development which could be
expressed in lower-than-average per capita income. 2
Low income is the first important criteria because this
provides an incentive for the second characteristic which
is political and economic reforms when governments
attempt to create a framework of a market economy and
democratic society. To remain in power and to help their
people, leaders of emerging markets are willing to
undertake the rapid change to a more industrialized
economy. These conductive policies usually result in
increased growth - the third characteristic. GDP growth
rates in developing countries are on average higher than
those in developed countries. In 2017, the economic
growth of most developed countries, such as the United
States, Germany, the United Kingdom and Japan, was
less than 3 percent while growth in Egypt, Turkey, and
the United Arab Emirates was 4 percent or more. China
and India both saw their economies grow around a
remarkable 7 percent (Figure 3).3
However, economic globalization and rapid social
change lead to the fourth characteristic which is high
volatility and risk. Emerging markets are more susceptible to volatile currency swings (discussed next). They are
also vulnerable to commodities price swings, such as
those of oil or food, and are generally lacking enough
power to influence these movements. For example, when
the United States subsidized corn ethanol production in
2008, the enormous volume of corn required by the
ethanol industry sent shock waves through the food

system, and it caused oil and food prices to skyrocket.
That caused food riots in many emerging market
countries. Moreover, when leaders of emerging markets
undertake the changes needed for industrialization,
many sectors of the population suﬀer, such as farmers
who lose their land. Over time, this could lead to social
unrest, rebellion, and regime change. All these components raise the risk.
When successful, the rapid growth can also lead to the
fifth characteristic which is the higher-than-average
return for investors and a huge room for future growth.
That's because many of these countries focus on an
export-driven strategy that focuses on producing
lower-cost consumer goods and commodities for
developed markets. The companies that fuel this growth
will profit more, and this translates into higher stock
prices for investors.
It is the quality of economic (and political) reforms that
makes emerging markets attractive to investors. Not all
emerging markets are good investments, they must have
a manageable debt, a growing labor market, and a
government that is not corrupt.

US, Gemany, UK, Japan, etc.
Egypt, Turkey, UAE

3%
4%

China, India

▲ Figure 3: Economic growth in 2017 between
developed and developing countries
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Characteristics of emerging markets

7%

Currency crisis
in emerging markets
While metrics such as GDP are useful in measuring the
industrial capabilities of a nation, the value of the
domestic currency is also a key indicator of economic
health. In the case of emerging countries, the value of
money is determined through comparison to the major
currencies of the globe. The US dollar, euro, Japanese
yen and Great Britain pound are common benchmarks
by which an emerging market currency is measured.
Emerging economies are particularly susceptible to
some factors altering perception towards their economic
strength and the value of their national currency:

?
₺

₺

Political unrest: From elections to revolutions,
these create uncertainty in markets and trade.
Global debt markets: A tightening in the global
debt market decreases the availability of
working capital to developing economies.
Without adequate financial input, economic
growth in these regions is likely to slow.
Monetary policy: Changes in the monetary
policy of developed countries can cause a ripple
eﬀect in the foreign currency markets. For
instance, if the interest rate on a major global
currency is raised, emerging market currencies
are likely to experience increased short-term
volatility.
Commodity pricing: A downturn in the pricing
of commodities such as crude oil, natural gas,
foodstuﬀs and precious metals may serve as a
precursor to a slowdown of economic growth.

Currency crises, which many economists define as a swift
decline of more than 20 percent of a local currency
against the dollar, have hit dozens of emerging markets
over the past three decades, and have occasionally
triggered regional recessions like the Latin American
debt crises in 1982 and the Asian financial crisis in 1998.
Currency declines typically follow a series of political,

unlike the United States,
“ But
United Kingdom, Japan, and

increasingly, China, emerging
markets have an inherent
weakness: few investors are
willing to stockpile their
currencies.

”

economic, and market forces that combine to pressure
the exchange rate. Countries in crisis tend to run
persistent current account deficits, importing more than
they are exporting or borrowing capital from foreign
lenders, often with short-term maturities, to finance
public budget deficits and long-term projects. Capital
flows can be unsteady, and after years of inflows from
foreign investors, market sentiments can suddenly shift
and dollars are sucked out of an emerging market,
driving down exchange rates. As currency value falls, it
creates a panic that leads to mass sell-oﬀs of currency
and investments, which further induces depleting
reserves, raising domestic interest rates, and sometimes
triggering recessions.
Emerging markets such as Brazil, Indonesia, and Turkey,
among others, have become favored destinations for
international investors over the past decade, attracting
capital to their fast-growing industries and delivering a
boost to the global economy. But unlike the United
States, United Kingdom, Japan, and increasingly, China,
emerging markets have an inherent weakness: few
investors are willing to stockpile their currencies. If
cracks are detected in an economy, investors will dump
the local currency and extract dollars, leaving behind
devalued reals, rupiahs, and liras. This dynamic has
caused crises in several regions over the past decades.

Currency crisis in emerging markets
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How diﬀerent emerging
countries deal with
currency crisis
When the U.S. Federal Reserve System first showed signs
of reversing its loose monetary policy, by raising
short-term interest rates in 2013, many emerging
markets were hit hard. The Brazilian real, Indian rupee,
Indonesian rupiah, and Turkish lira weakened against
the dollar since an increase in USD interest rates makes
saving in dollars more attractive, so some of these
governments quickly intervened in their foreignexchange markets. Indonesia and Turkey tapped into
their foreign reserves-to provide supply of dollar and
meet its high demand- and raised interest rates, while
Brazil introduced a $60 billion currency swap and
repurchase program- instead of utilizing its international
reserves- that provided access to dollars and reversed
the slide of the real.4
Unlike the Asian financial crisis fifteen years earlier, none
of these countries had to defend a fixed exchange rate,
so their currencies were able to adjust, but the
downward pressure raised fears of heating up domestic
inflation. On the one hand, supporting currencies by
raising interest rates, thus making domestic financial
assets more attractive to foreign investors, can also slow
the economy as the cost of borrowing goes up for
financing investments. In addition, as interest rates are

8

20 percent currency decline
“ Amakes
a country’s exports

cheaper, which shrinks the
current account deficit but can
stoke inflation as the cost of
imports—especially for basic
goods like oil and food—
increases.

”

increased, consumers tend to save as returns from
savings are higher. With less disposable income being
spent as a result of the increase in the interest rate, the
economy slows and inflation decreases. On the other
hand, a 20 percent currency decline makes a country’s
exports cheaper, which shrinks the current account
deficit but can stoke inflation as the cost of imports—especially for basic goods like oil and food—increases.
Striking a balance during a crisis is diﬀicult.

How diﬀerent emerging countries deal with currency crisis

Turkey’s recent
currency turmoil
The initial phases of Turkey’s crisis were a typical
repetition of past emerging-market currency crises. A mix
of domestic and external events – an over-stretched
debt-led growth strategy; concerns about the central
bank’s policy autonomy and eﬀectiveness; and a less
favorable global liquidity environment, owing in part to
rising US interest rates – destabilised the foreignexchange market. A political dispute with the US has
accelerated the run on the Turkish lira. However, rather
than sticking with the conventional approach taken by
many emerging countries by raising interest rates and
seeking some form of support from the International
Monetary Fund, the government has adopted a mix of
less direct and more partial measures.
Domestically, the government tightened funding
conditions and, at the same time, provided liquidity to
domestic banks, along with regulatory tolerance or
forbearance. On the one hand, it limited the amount of
currency swap transactions that banks can participate in
by half, making it harder for foreigners to access lira
liquidity, thereby preventing traders from betting against

its currency. On the other hand, the regulator gave banks
more flexibility in dealing with Turkish companies and
individuals who are not able to make debt payments.
Banks can extend the maturities, refinance loans, extend
new debt to help troubled companies, and seek new
collateral.
Externally, the government has mobilized at least $15bn
from Qatar to be used for direct investment in Turkey.
Meanwhile, the government also acted in retaliation for
the doubling of tariﬀs on Turkish metal exports by the
U.S administration by slapping hefty tariﬀs on American
imports.
While the domestic policy adjustments provide
short-term relief for the currency (Figure 4), they will still
have to prove whether they are suﬀicient to return
Turkey to a promising path for inclusive economic
growth and durable financial stability, particularly
without opting for the traditional approach that
emerging economies have tended to follow in the past
with all its side eﬀects.

▲ Figure 4: US Dollar/Turkish Lira exchange rate during March-August 2018 (Source: Bloomberg)

Turkey’s recent currency turmoil
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Volatility’s impact on
investment returns and
long-term performance
Although emerging markets shocks are nothing new or
unexpected, the recent decline of some emergingmarket currencies has triggered investors' fear of
volatility. However, there is little evidence that the
volatility of emerging markets currencies has a meaningful impact on their portfolios.
Most investors are exposed to foreign currencies through
investments in overseas stocks. One way to measure the

is little evidence that the
“ There
volatility of emerging markets

currencies has a critical impact
on their portfolios.

”

volatility of those currencies is to compare the return
from overseas stocks in dollars — which is subject to
currency fluctuations — with the return in local currency
— which is not. There are also a growing number of
emerging-market stock mutual funds and exchangetraded funds that hedge their currency exposure, which
means that investors can invest like locals. The only
drawback is that currency-hedged funds are generally
more expensive than unhedged ones.
There are good reasons to believe that developing
countries are better able to defend their currencies than
ever before. And despite all the turbulence in places such
as Turkey and Brazil, emerging markets are generally
more stable and financially savvy than in decades past.
All of that should firm up their currencies.
Although JPMorgan’s EM currencies index shows that
volatility on emerging-market currencies has surged and

▲ Figure 5: Emerging Markets vs. the G7 Foreign Exchange Volatility
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Volatility’s impact on investment returns and long-term performance

spots a widening gap with that of developed-nation
currencies (Figure 5), seven of this year’s 10 strongest
currencies against the dollar are from emerging markets,
led by the South African rand and the Mexican peso.
Moreover, each country of BRICS has experienced
explosive GDP growth along with periods of uncertainty
created by debt concerns and political unrest. However,
in the face of many unique challenges, these emerging
economies remain among the world leaders in GDP as
measured with regards to purchasing power parity (PPP)
(Figure 6).

the face of many unique
“ Inchallenges,
these emerging

economies remain among the
world leaders in GDP as
measured with regards to
purchasing power parity (PPP).

”

▲ Figure 6: Share of world GDP based on PPP (Percentage) for Advanced Economies vs. Emerging Markets

Volatility’s impact on investment returns and long-term performance
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Conclusion
Emerging markets are more susceptible to currency
crises because of political and geopolitical turnovers and
global financial liquidity environment. The case of an
emerging country experiencing a capital outflow leaves
its government with either the choice of raising interest
rates or letting reserves reduce. But raising interest rates
has the eﬀect of causing a recession, while keeping
inflation low. Letting reserves flow out is less of a
tightening of the economy, but can lead to higher
inflation and threatens the external value of the currency
much more. These are the choices that policymakers
have to make all the time in relation to currency volatility
and capital outflows.
In reality it is much more complex than that, because of
political and other considerations such as the election
cycles and so on. Often there are adjustments that need
to be made in the economy, but cannot be made during
certain periods of time, so the decision is more or less a
foregone conclusion.
The currency issue puts the question directly in front of
the investors: Anytime you see a substantial source of
risk, you should be asking yourself how am I addressing
that in my portfolio. Do I have a way of understanding
and am I comfortable with how I am exploiting it? These
currencies are, indeed, sources of risk in portfolios, they
do influence returns and therefore it is worthwhile
thinking this through in a programmatic kind of way.
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Conclusion

currencies are, indeed,
“ These
sources of risk in portfolios, they
do influence returns and
therefore it is worthwhile
thinking this through in a
programmatic kind of way.

”

Emerging markets investors should be prepared to
receive volatile returns. While these returns may be
significant, there is opportunity for losses to be even
larger. Emerging markets allow for diversity in an
investor’s portfolio, since they are less involved with
already developed markets. This may reduce the
overreaching risks associated with them.
It is important for an investor involved in emerging
markets to stay aware of economic data releases, global
commodity markets and pending shifts in the monetary
policy of economic superpowers. A surprising data
release can bolster exchange rate volatilities and
magnify risk unexpectedly.

Endnotes
1

www.msci.com/emerging-markets

https://blogs.worldbank.org/opendata/new-countryclassifications-2016
2

http://www.imf.org/external/datamapper/NGDP_RPCH
@WEO/OEMDC/ADVEC/WEOWORLD
3

The Brazilian authorities announced in 2013 the biggest
program of interventions in foreign exchange derivatives
markets of the country’s history. In this currency swap
and repurchase program the Brazilian Central Bank only
sold foreign exchange reserves within agreements to
repurchase them in the future, in a clear avoidance to
utilize its international reserves.
4

Endnotes
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About MaQasid
MaQasid is the first full-fledged independent portfolio management company in Turkey that is aligned with
ethical and interest-free financial
principles. MaQasid in its new shape
as a licensed portfolio management
firm, regulated by the Turkish Capital
Market Board (CMB) rules and regulations, is managing to scale its operations and expand locally and internationally.
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