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INTRODUCTION

The very words ‘emerging markets’ evoke images of faster 

growth than the ‘developed world’. It certainly sounds a lot more 

promising than ‘less-developed economies’, the designation 

used in the 1980s and 1990s. There is a widely held belief that 

reversion to the mean will work like a gravitational force, pulling 

‘emerging’ economies upwards. However, this force has proved 

to be remarkable in its absence when it comes to earnings per 

share (EPS) of emerging market (EM) companies. Over the last 

decade, real (after inflation) EPS at an index level has gone 

backwards in four out of the five largest EM’s. Remarkably, in 

three of them real EPS has more than halved over that period. 

In this report we explain why there is a difference between 

economic growth and EPS growth in all countries and why this 

difference has proved to be particularly pronounced in EM’s. 

We show that the belief that faster economic growth in EM’s 

will produce a higher rate of EPS growth on average from EM 

companies is a fallacy.

At Aoris, we participate in the economic development of EM’s via 

our developed market (DM) listed multinationals, such as LVMH 

and Accenture. In the future, we may well invest in businesses 

based in EM’s. However, a view on the economic prospects 

of emerging economies plays no role in our appraisal of the 

investment merits of individual businesses.

THE GROWTH CONSTRUCT

Faster economic growth is often assumed by investors to drive 

commensurately higher corporate earnings growth, which in 

turn is expected to produce equity outcomes superior to that of 

developed economies. In the minds of many, it works like this:

Superior EM GDP growth

Superior corporate earnings growth

Superior equity returns

Feature  
- The Emerging Market Fallacy

Over the last decade 
real EPS at an index 
level has more than 

halved in three of the 
five largest emerging 
markets. We debunk 
the myth that faster 
EPS growth follows 
faster GDP growth.
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The presumption of superior economic growth in emerging 

economies has been severely tested by deep recessions in Brazil, 

Argentina and Venezuela in recent years, but that is not the 

focus of this report. Nor is the belief that faster economic growth 

produces higher equity returns. Our focus here is the first of the 

two linkages above: the assumed causal relationship between 

economic growth and corporate earnings growth. We have 

highlighted in blue below the ‘leaps of logic’ that are embedded 

in this supposed relationship, which many investors are unaware 

they are making. 

Superior EM GDP growth

Superior earnings per share growth

Superior listed company earnings growth

Superior company earnings growth

The belief that corporate EPS will closely follow economic 

growth is a misperception that applies to investors in all 

countries. However, because economic growth expectations are 

higher in EM’s, the disappointment when it comes to corporate 

EPS has also proved much greater – as we shall see.

THE GROWTH GAP

The underlying presumption of many EM investors is that:

(a) emerging economies are growing faster; 

(b) which will drive faster earnings growth; and 

(c) which will in turn drive superior equity returns. 

In recent years, this construct has disappointed on multiple 

fronts – economic growth has not met the expectations of the 

optimists and equity market performance has, in aggregate, 

fallen short of that of DM. However, it is the gap between real 

GDP growth and real EPS growth that is our focus in this report. 

This gap is shown in the far-right column in the table below, with 

a negative number indicating that EPS has grown at a lower rate 

than GDP. (Note that we do not include South Korea as an EM as 
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it is a member of the OECD, unlike the countries listed below. It is 

included in the MSCI definition of emerging equity markets, but 

not that of FTSE.) 

GDP GROWTH VS. EPS GROWTH – 10 YEARS TO 2018 - P.A.

Real GDP Real EPS Growth gap

Emerging Markets:

Brazil +1.2%. –8.8% –10.0%

Russia +0.7% –9.4% –10.2%

India +7.2% –8.5% –15.8%

China +7.9% +3.0% –4.9%

South Africa +1.5% –4.6% –6.3%

Developed Markets:

Europe ex-UK +0.6% –2.4% –3.1%

UK +1.1% +2.7% –3.8%

US +1.7% +6.6% +4.8%

Sources: Factset country indexes, Aoris analysis, OECD

The gap between 10-year real GDP growth and real EPS growth 

is large in all five EM’s. It is an eye-popping, double-digit 

number in three of them: Brazil, Russia and India. In those three 

countries, real EPS has declined at a rate approaching 10% p.a. 

over a decade, equivalent to a fall of two-thirds over the 10-year 

period.

Imagine if in 2008 you had been provided with a crystal ball 

that revealed to you that real GDP in India would grow at the 

blistering pace of 7.2% p.a. over the ensuing decade. Would you 

have felt bullish, bearish or neutral on the prospects for EPS of 

listed Indian companies? You would likely have never believed 

that the real EPS of listed companies would fall by an average 

of almost 60% over the same period. Imagine that at the same 

time you had been told that over the next 10 years the Chinese 

economy would grow at a rate more than four times faster 

than the US economy. You would have been incredulous upon 

discovering in 2018 that real EPS growth in China had been 

a positively pedestrian 3% p.a., less than half the rate of real 

EPS growth in the US and less than half the rate of growth of 

the Chinese economy. Why is there a disconnect between the 

growth of the economy and the EPS of listed companies, and 

why has the growth gap been so large in EM’s? 

Real EPS has grown 
at a slower rate than 

GDP in each of the five 
largest EM’s and by an 

average of 9.4% pa.
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Below, we analyse the linkage between GDP growth and EPS 

growth and to do this we deconstruct it into three steps. The 

relationships between:

(1)	 GDP growth and corporate earnings growth; 

(2)	 corporate earnings growth and earnings growth of the 

publicly listed sector; and 

(3)	 earnings growth of the listed corporate sector and 

earnings per share growth. 

To be clear, the lack of a linear, causal relationship in each of 

these steps is true of both DM’s and EM’s but the gap between 

GDP and EPS, and between expectations and outcomes, has 

proved to be wider in EM’s. We explore these linkages and the 

reasons why they are a particular issue in EM’s. 

1.	The relationship between GDP growth and 
corporate earnings growth
A country’s GDP growth does not drive the profits of its 

corporate sector with the tight one-to-one relationship that is 

often presumed. Far from it. The composition of the economy 

is not constant, particularly over shorter periods of time. 

Composition of GDP - stylised example

Net exports

Government
income

Corporate profits

Wages

The division of the 
GDP ‘pie’ does not 
stay constant. The 

share of GDP going 
to corporate profits 
changes over time.
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Three key reasons why the composition of GDP changes over 

time are:

a)	The public vs. corporate sector

Government spending is rising faster than GDP in many 

economies, including the US and Australia. One reason for 

this is health care, a structurally high-growth part of the 

economy, much of which is provided by the public sector. 

As such, private sector activity may grow at a slower rate 

than GDP.

In EM’s, the government is generally not a benign force 

when it comes to industrial policy and the fortunes 

of the private sector. Petrobras, Brazil’s largest public 

company, has for many years been used by the Brazilian 

government as an instrument to control inflation through 

capping petrol prices. To add to Petrobras’s pain, during 

periods when prices are capped it has to meet rising local 

demand by importing oil and selling it at a loss. Further, 

the government has applied onerous local purchasing 

requirements to Petrobras, to support local businesses and 

employment. This has forced up the prices Petrobras pays 

for everything from labour to fuel tankers, undermining its 

profitability. 

In China, around 40% of state-owned enterprises (SOEs) 

lose money, yet SOEs are growing faster than private 

companies and taking an increasing share of bank credit. In 

2018, profits of SOEs rose while those of private companies 

declined (source: Assets Supervision and Administration 

Commission of the State Council). Some commentators 

believe the government has deliberately favoured SOEs, 

increasingly using them as an instrument to further the 

government’s aims, at the expense of the private sector. 

‘The state advances, the private sector retreats.’ 

At Aoris, when we invest in businesses we want to be at 

the ‘top of the food chain’. When we own companies, 

we want to be confident that they are being run for us, 

as foreign minority shareholders, and that there aren’t 

competing interests that are ‘ahead of us in the queue’, 

such as a local or national government. 

We are wary of 
interventionist EM 

governments. When 
we own businesses 
we want them to 

be ‘at the top of the 
food chain’.
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(b) Labour vs. business

The proportion of GDP ending up in the form of wages and 

salaries has declined over the last decade or so in both 

emerging economies and the developed world. Among the 

sharpest falls in the labour share of GDP has been in China. 

In many countries there are now broad political and social 

forces pushing to increase workers’ share of economic 

output. This is evident in everything from ‘yellow-vest’ 

protests in France, to increases in minimum wages in Brazil 

promised by the newly-elected president, to the proposed 

introduction of a ‘living wage’ by the Australian Labor 

Party. Should labour compensation rise at a faster rate than 

labour productivity, then we will see an erosion in the share 

of GDP accruing to corporate earnings.

(c)	 Foreign vs. domestic demand

The linkage between an economy and the businesses 

operating within it is further weakened though exports and 

imports. A strong local economy may drive up demand 

for imported goods, which will be reflected in income to 

overseas companies. For example, industrial activity in 

China will drive demand for exports for Norilsk Nickel, one 

of Russia’s largest mining companies, more so than will the 

strength of the Russian economy. Exports account for about 

26% of Russia’s GDP, well above the 12% contribution to the 

US economy and even the 21% weight in Australia’s GDP.

We have provided three reasons why profits of domestic 

companies may grow at a different rate from the economy in 

which they are based. In other words, the proportion of GDP 

accruing to corporate earnings, like the other three ‘slices of 

the economic pie’ in the chart on the prior page, can change. 

India provides a stark example of the divergence between 

corporate earnings and the economy. The profits of all listed 

and unlisted companies in India relative to GDP declined from a 

peak of 7.8% in 2008 to 3.0% in 2018. Over that period, India’s 

nominal GDP (including inflation) grew at a rate of 12.9% while 

earnings of Indian companies grew by just 2.6% p.a. 
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Source: Motilal Oswal

2.	The relationship between corporate earnings 
growth and earnings growth of the publicly 
listed sector
•	 A country’s stock exchange is a poor representation of 

the profile of its corporate sector. Companies listed in 

one country often have overseas subsidiaries, so they will 

capture economic activity from outside their country of 

listing. Sales from products and services produced outside 

the US account for roughly 45% of revenue for the S&P500 

and 70% for the UK equity market. For Tata Consultancy 

Services, India’s second-largest company by market 

capitalisation, 94% of its sales come from outside India. So, 

the Indian economy is going to have very little to do with 

Tata’s earnings. 

•	 Corporate earnings of the publicly listed sector in one 

country do not capture earnings of domestic private 

companies. America’s 10 largest privately-held companies 

include names such as Deloitte, PricewaterhouseCoopers, 

Ernst & Young and Mars, and between them employ over 

1.6 million people. 

In many EM’s, the finance and resources sectors account for 

a far larger portion of the stock exchange than they do of the 

domestic corporate sector. 

In India, total 
corporate earnings 
have barely moved 
over a decade, and 

more than halved as a 
share of GDP.
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Companies drawn from the resources sector account for 

17% of India’s equity market capitalisation, 14% in the case of 

Brazil and 71% for Russia, which compares to the contribution 

that sector makes to their economies of 7%, 6% and 22% 

respectively. The South Korean equity market is similarly 

unrepresentative of the domestic economy, with Samsung 

Electronics, which primarily serves the export economy, 

accounting for over 40% of the Korean equity market – six 

times the size of the second-largest listed company. 

3.	The relationship between earnings growth of 
the listed corporate sector and earnings per 
share growth
What matters to investors is their proportional interest in 

the earnings of a company. So, it’s not earnings so much 

as EPS that count. We have to think about the change in 

the denominator (number of shares on issue) as well as the 

numerator (total profits). The number of shares on issue for 

an individual company may increase to fund an acquisition, 

fund the capital it needs to grow, or form part of employee 

compensation. Net profits need to grow faster than the number 

of issued shares in order for EPS to rise. 

EPS dilution arising 
from growth in  
issued shares is 

greater the lower the 
return on capital. 

In emerging countries 
the listed corporate 

sector has little 
overlap with the 

domestic economy.
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We can measure the dilution from the issuance of new equity 

at an aggregate index level by comparing the change in the 

market capitalisation of an index relative to the change in 

the price of the index. The more capital intensive the average 

listed company is and the lower the return on capital, the 

greater the dilution from the issuance of new equity. Energy, 

mining and banking are among the most capital intensive 

of all sectors and they earn low, through-the-cycle returns 

on invested capital. This is one of a number of reasons why 

at Aoris, we will never own companies from these sectors. 

As we saw in the previous section, resources and financials 

constitute a large portion of the equity indexes in EM’s. It is no 

surprise, then, that dilution from equity issuance has been far 

greater in EM’s than in developed ones. 
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This chart shows that in Brazil, after-tax profits of listed 

companies in aggregate would have had to rise at a rate of 5% 

p.a. just for EPS at the index level to remain constant in nominal 

terms. Research by Schroders over the 10 years to 2017 

estimates the dilution across all EM’s at 3.8% p.a. on average, 

significantly larger than the 0.5% p.a. dilution for DM’s. 

EPS dilution from 
rising share count 

has been far greater 
in emerging than 

developed markets.
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Looking at the companies in the Aoris portfolio, shares on 

issue have declined on average by 1.0% p.a. over the last 

decade. Rather than act as a drag or ‘handbrake’ on EPS 

growth, the reduction in shares on issue has meant that EPS 

has grown at a faster rate than after-tax profits.
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Sources: Factset, Aoris analysis.  
Note that CDW is not included as it has less than 10 years’ history as a public 
company. 

CONCLUSION

We have shown that the economic growth of a particular country 

does not translate into EPS growth of listed companies in the 

linear, causal way that many people believe. In EM’s, companies 

from the resources and financials sectors account for a far higher 

portion of the equity market than they do of the economy, 

therefore much of the local economy is not represented in the 

equity market. Most listed businesses operate in many countries, 

so economic activity from their home country will have only 

a partial flow-through to their profits. On top of this is the 

‘denominator effort’, or the dilution to EPS caused as companies 

increase the number of shares on issue. Dilution has been a far 

greater drag on EPS growth in EM’s, reflecting the lower average 

returns on investment and greater capital intensity in those 

countries. 

Emerging market 
investing is often 

based on the premise 
that faster economic 
growth will produce 
superior EPS growth. 

We have shown this to 
be a fallacy.

Rather than dilution, 
across our portfolio 

most companies have 
reduced shares on 

issue, so EPS has risen 
faster than profits.
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GDP growth

Company earnings growth

Listed company earnings growth

Listed company earnings per share growth

EPS growth in EM’s has fallen significantly short of GDP 

growth over the last decade. You may feel bullish on the 

Chinese economy or the recovery prospects in Brazil. However, 

counterintuitive though this may feel, your view on an economy 

should have no bearing on your expectation for EPS growth from 

that particular country. 

EM’s account for an average of 25% of revenue across our 

portfolio companies and in six of them account for a third or 

more. Importantly, these companies have been able to generate 

growth in EM’s without relying on the local economy to be their 

primary driver. For example, Accenture has been consistently 

growing at a double-digit rate in both China and Brazil, including 

in the three months to February of this year. L’Oréal grew at 

a 16% rate in EM’s in 2018, the fastest rate for over a decade, 

including 33% growth in China. China accounts for 18% of sales 

for Waters and sales there grew at a rate of 15% in the December 

quarter, driven by increasing demand for Waters’ equipment for 

use in food safety testing. Halma, a leading maker of specialised 

equipment for use in markets including process safety, 

infrastructure safety, environmental testing and medical, grew its 

sales in China by 18% in the year to June 2018. 
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Disclaimer
This report has been prepared by Aoris Investment Management Pty Ltd ABN 11 621 586 552, AFSL No 507281 (Aoris), the investment manager of Aoris International Fund 

(Fund). The issuer of units in Aoris International Fund is the Fund’s responsible entity The Trust Company (RE Services) Limited (ABN 45 003 278 831, AFSL License No 

235150). The Product Disclosure Statement (PDS) contains all of the details of the offer. Copies of the PDS are available at aorisim.com.au or can be obtained by contacting 

Aoris directly.

Before making any decision to make or hold any investment in the Fund you should consider the PDS in full. The information provided does not take into account your 

investment objectives, financial situation or particular needs. You should consider your own investment objectives, financial situation and particular needs before acting upon 

any information provided and consider seeking advice from a financial advisor if necessary.

You should not base an investment decision simply on past performance. Past performance is not an indicator of future performance. Returns are not guaranteed and so the 

value of an investment may rise or fall.

Get in touch

T +61 2 8098 1503  

E info@aorisim.com.au  

www.aorisim.com.au

A COMMON SENSE APPROACH EXECUTED WITH UNCOMMON DISCIPLINE




