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Asset markets have settled into a gentler pattern in recent days, erasing a sizable portion of the losses suffered
during the first five or so weeks of the year. The rising tide has extended to that most battered of asset classes:
emerging markets. This asset class has been the big underperformer among equities for more than a year now,
ending 2013 with a loss even as the S&P 500 gained more than 30%.

With relative valuations so low, many market participants see a potentially attractive buying opportunity in the
works. Our views are a bit more tempered: while we would not necessarily be surprised by a spurt of
outperformance in the near term, we think the fundamentals argue for proceeding with caution.

Growing Pains

For the better part of the 21% century emerging markets have been the global economy’s growth engines; in many
years enjoying double-digit real GDP growth. Millions of Brazilians, Chinese, Indonesians and Indians ascended into
a rapidly expanding middle class, bringing prosperity not only to local businesses but to S&P 500 titans as well.
Many of the largest U.S. companies earn more than half their revenues and profits from their overseas activities.
But recently, the growth trend has markedly slowed down. Brazil’s real GDP growth in 2013 was a paltry 2.2%.
Turkey, which as recently as 2011 was growing at a double digit clip, is looking at potentially sub-1% real growth
this year. Even India, one of the strongest emerging markets, is languishing in mid-single digits.

Flight of the Creditors

Debt was always lurking under the surface during the heady growth years. Foreign creditors were more than happy
to lend to emerging markets businesses and consumers, much of which was in hard currencies. As external debt
rose on emerging corporate balance sheets, other troubling data points like inflation and swelling trade deficits
appeared as well. In sharp contrast to the sub-2% inflation rates seen in most developed economies, price index
gains are currently more than 6% in Brazil, Russia and India. A more extreme case is Turkey, where an inflation rate
of 11% helped spark a credit market exodus that spread to South Africa, Russia, India and Brazil. As creditors fled,
local currency rates plunged, making those debt-laden balance sheets even more onerous.

The China Question

Looming over the whole emerging markets debate is China. The world’s second largest economy continues to
grow: its 2013 GDP rate of 7.7% was the largest among the 42 major developed and emerging markets tracked
weekly by the Economist Intelligence Unit. What concerns investors, though, is where most of the growth is
coming from. China’s leaders have committed to rebalancing the economy away from investment (much of which
is speculative rather than productive in nature) in favor of more domestic consumption. Consumer spending
accounts for just 35% of China’s GDP, as compared to 70% in the U.S. But that rebalancing will be tricky, involving a
cooling off of the country’s overheated financial system as well as unpopular political decisions.

These are some of the key issues giving us pause in regard to emerging markets. We remain underweight in the
asset class, and will remain so until we have more evidence of the case for growth. That evidence will need to
include some indication that Xi Jinping and his economic policy team are successfully maneuvering their way
through the China rebalancing challenge.
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Investment Advisory Services offered through MV Capital Management, Inc., a Registered Investment Advisor. MV Financial
Group, Inc. and MV Capital Management, Inc. are independently owned and operated.

Please remember that past performance may not be indicative of future results. Different types of investments involve varying
degrees of risk, and there can be no assurance that the future performance of any specific investment, investment strategy, or
product (including the investments and/or investment strategies recommended or undertaken by MV Capital Management,
Inc.), or any non-investment related content, made reference to directly or indirectly in this newsletter will be profitable, equal
any corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or prove
successful. Due to various factors, including changing market conditions and/or applicable laws, the content may no longer be
reflective of current opinions or positions. Moreover, you should not assume that any discussion or information contained in
this newsletter serves as the receipt of, or as a substitute for, personalized investment advice from MV Capital Management,
Inc. To the extent that a reader has any questions regarding the applicability of any specific issue discussed above to his/her
individual situation, he/she is encouraged to consult with the professional advisor of his/her choosing. MV Capital
Management, Inc. is neither a law firm nor a certified public accounting firm and no portion of the newsletter content should
be construed as legal or accounting advice. A copy of the MV Capital Management, Inc.’s current written disclosure statement
discussing our advisory services and fees is available for review upon request.
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