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James Jackson

“There is always going to be noise in emerging markets, whether it’s politics,
trade or rising rates.”
James Jackson, Aon
PI: Argentina’s economy never seems to be out of the headlines and Turkey’s has its specific
problems, but now South Africa has gone into recession, which has surprised some people. Is
that a sign that there is a deeper problem in emerging markets?
James Jackson: There is always going to be noise in emerging markets, whether it’s politics, trade or
rising rates. For us, however, it is a strategic asset class that should be held long term.
The long-term investment case is still intact with drivers such as favourable demographics, urbanisation
and rising consumption remaining in place, which makes us think that it can out-perform over a full cycle.
Andrew Cheseldine: The point of investing in emerging markets is that as a long-term asset class it is
expected to do better than more mature markets. You get diversification, including of currency, so why
would you suddenly come out?
The rationale for going into emerging markets has not changed. There might be specific countries that
you want to avoid, so don’t be passive, but that’s about it.
Kathryn Langridge: I would largely agree with that. There is plenty of negativity about emerging markets
at the moment. You mentioned Argentina and Turkey; they are largely architects of their own misfortunes.
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There are headwinds this year that emerging markets did not face last year, but growth, which is central
to the long-term investment case, and earnings remain in place this year and into next year.
More particularly, from an equity point-of-view, there are compelling opportunities at the stock level. That
is where you are seeing genuine growth companies, often with innovative technologies and often large
scale, able to take advantage of changing demographics.
PI: What conversations are you having with your investors about this turbulence?
Langridge: My investors are largely long-term and see through the short-term impact of some pretty
large macro events that are inter-playing with local concerns in specific markets. But you cannot escape
the fact that we are dealing with an environment of a stronger dollar and higher rates, which pose threats
to the most vulnerable emerging markets, via liquidity strains and higher funding costs. So there are
some big picture macro issues, but that will not derail the long-term investment case.
Ross Teverson: It is impossible for clients not to be concerned about what a stronger dollar means for
emerging markets. There is also no getting away from concerns that what has happened in Turkey and
Argentina may have some knock-on impact.
It is true that most clients are long term. They appreciate that there is a structural case for the asset class
that we have talked about.
Generally speaking, fundamentals are more robust than they have been during previous periods of
market weakness. Looking at standalone stocks and seeing, for example, that on aggregate earnings
continued to grow at a double-digit rate during the first half and recognising that many emerging market
companies have stronger balance sheets than their developed market peers is reassuring for long-term
investors that there is still a good reason to be in emerging markets.
Jackson: The active management point is an important one. Argentina and Turkey have been mentioned. Argentina is not even in the emerging markets benchmark and Turkey is a very small component
of it. These aren’t countries that you have to own.
There is probably an assumption that all emerging markets are the same, but the reality is that they are
a heterogeneous group of countries; and whether you want to cut them by valuation, growth or stage of
development or any other measure. They are different, they are fragmented and there are opportunities
within that for an active manager.
Langridge: The problem is that during this period of risk aversion, there is very little differentiation made
between individual emerging markets. That is exactly the point at which an active manager can get interested because it is exposing some enormous opportunities that arise from a wave of risk aversion which
is inappropriate at the company level and often market by market.
Teverson: Indiscriminate selling of stocks right across the markets because of a broader headline issue
is something that creates opportunities for active managers to make long-term investments that will
bear fruit.
Langridge: Collectively, emerging markets have strengthened their financial and economic resilience
since the global financial crisis. Ross referred to the recovery in the structure of corporate EM, and those
are the underlying principles here. What you do also have is a number of economies where pressure
has become more evident with higher interest rates. That creates higher funding costs. So South Africa
has its problems. Argentina and Turkey have problems. Brazil has problems. We are facing an uncertain
election in Brazil and none of the principal candidates appear to be offering any clear solution to address
the country’s profound fiscal problems.
So there are a number of markets that have problems, but collectively emerging markets are in a much
stronger position than they were five or six years ago.
PI: Are the demographics in emerging markets creating stronger companies?
Teverson: Absolutely. The demographics are quite remarkable in some frontier markets. Kenya and
Nigeria, for example, have a median population age of around 20. If you can identify a strong company
in a market which has that demographic tailwind, such as a strong banking franchise, then that creates
an excellent long-term opportunity.
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Stuart Trow: Where there is more of a contagion issue is in the debt markets. There’s no secondary
liquidity because the nature of the credit markets has changed since the crisis. Basically, unless you are
a first mover to get out of a position you are going to be stuck with it.
There are some strong fundamentals in equities but fundamentally the debt equation, not just in emerging markets but globally, has changed. For all the volatility we have seen in emerging markets and certain
other sectors, we have not seen much of a movement in US treasuries. They have had their quietest
quarter for decades. We haven’t seen a panicked rush into gold either. Things have changed. Perhaps
developed market equities are the new flight-to-quality – the Amazons, the Apples – because they have
been growing fast at precisely the time when money has been coming off the table from emerging markets.
Cheseldine: One of the interesting things about the quality stocks just mentioned is that they sell an
awful lot into emerging markets. So you are getting the emerging market exposure via a developed
country.
PI: David, why is the National Union of Journalists Pension Scheme looking at gaining some
emerging market exposure?
David Ayrton: Pension schemes, particularly defined benefit (DB) schemes, need growth and therefore
we are forced to consider investing in emerging markets. But there are the concerns of volatility and of
the unknown.
I was talking with a fellow lay trustee yesterday and he said: “If we went into emerging markets now we
might be zigging when we should be zagging, when before we were zagging when we should have been
zigging.” In other words, is this the wrong time?
The primary concern around that question is that we cannot see emerging market investments in isolation. We can only see it in relation to the developed markets.
What a lot of lay people are looking at is the question of the protectionist stance that has been adopted
by the US.
At the moment, we see apparently surging markets in the US, so should this zig or zag be based now
on more advanced markets, primarily the US. The associated concern with that, of course, is that if the
US continues its protectionist stance is that going to be met with retaliatory tariff positions, particularly
by China?
The Chinese thus far have taken a cautious approach so as not to upset the US. As China finds its feet
more as an economic and political power, is there a danger that we move into a trade war which could
negatively impact the US?
Teverson: It is impossible for anybody to have visibility on when we are going to pass the peak of trade
war concerns. It may be right now. There is an awful lot of negative news-flow around trade and protectionism. It is anyone’s guess as to whether that gets better or worse.
What we can say is that there is a lot of concern around trade already reflected in asset prices. If you look
at the price-to-earnings discount that emerging markets trade at relative to developed markets, it is as
wide as it has been in the past decade. A lot is priced in already. Of course, there are plenty of scenarios
we can envisage where trade fears begin to subside because a lot of what Trump’s doing is probably
positioning ahead of mid-term elections.
Policymakers, whether on the Chinese or the US side, realise that it is not in anyone’s interest to disrupt
trade too much. We can see with Mexico that despite some quite radical things being said, it looks like
there is just a slight tweaking of the relationship between the US and Mexico rather than a wholesale
re-write.
Cheseldine: If you exclude China from emerging markets, what proportionate effect do trade wars
have on the rest of emerging markets versus the rest of developed markets? It seems to me that the
arguments Trump is picking are more with developed markets than with emerging markets. In theory,
therefore, emerging markets could profit from Trump.
Teverson: A lot of emerging market companies are increasingly generating revenue from within emerging
markets. So you are seeing greater intra-regional trade. It is quite hard to quantify the secondary effects
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of US protectionism and how that impacts consumer confidence and capital flows. It is hard to come to
a conclusion as to whether emerging or developed markets are more vulnerable.
Langridge: What you are also going to see are more diversified supply chains, not just centred in China.
It’s important to understand that there has been a substantial shift, certainly among major emerging
economies, to rebalance away from export dependency and create self-sustaining drivers of domestic
growth. In China, for example, 52% of GDP is now derived from domestic drivers of growth. That is a
major shift over the past 15 years or so.
Jackson: If you look at the direct impact of trade on listed companies in China, there’s actually a low proportion of their revenue coming from the US. It is about 1% to 2%, compared to around 20% for Europe.
Langridge: Two-thirds of the top 25 exporters in China are multi-nationals and most of those are US
companies. So, as Ross described, there are complex secondary effects that are concealed beneath
the trade war headline.
Teverson: It is fair to say that China is moving in the right direction in terms of unfair trade practices.
So it is conceivable that Trump can declare a victory in that some things have improved and we can
move on.
Langridge: Another aspect of this is that Chinese companies as a result will also be working to improve
their competitiveness through increased automation and moving up the value added supply chain, for
example. There are many responses to trade wars that actually can have positive long-term effects.
PI: We hear a lot about the high levels of debt that Chinese companies are carrying, is that why
you don’t invest in Chinese banks, Ross?
Teverson: Levels of debt in China are high and it is difficult to have good visibility on true asset quality of
these banks. Chinese banks appear to be attractively valued, so there is some concern in the price, but
it is that visibility on asset quality that concerns us.
Having said that, China is beginning to do some of the right things to address the systemic risks that
are arising from such high levels of debt. The jury’s still out as to whether China grows out of those debt
problems gradually or whether we have to go through an episode where there is some adjustment.
Trow: Chinese banks have been cheap for a long time, so it’s almost more a case of the Chinese market
as a whole is moving towards the banks, rather than the other way round in the past 12 to 18 months.
Teverson: Part of the reason valuations are low is because not only are there asset quality risks that
could eat away at earnings in the coming years, there is also the risk of net interest margins compressing
as well. So even if over time deposits and loans continue to grow, there may be relatively short earnings
growth in those banks with the dual pressures of asset quality and margin.
Trow: It’s not completely dissimilar to the European banks. I’m not suggesting it’s exactly the same, but
European banks are struggling in terms of profitability and momentum. It is difficult to see where they
generate profits and it is the same for the Chinese banks. That is the one area where the lack of transparency and visibility is a real problem. If you have a problem in your financial sector, that always leaves
an element of doubt.
One of the things that’s striking since the financial crisis, is that if you look at global stocks, they massively out-performed emerging markets, but the one region that’s moved in parallel with emerging markets has largely been Europe. So both of them, for a long time, have been the next thing to happen and
neither of them has actually caught fire.
PI: Transparency is a big issue. How would you describe the level of governance in emerging
markets?
Trow: It varies from market to market. Again, you look at Chinese GDP numbers, they come out on the
button every quarter and they don’t look credible because there’s no volatility in them. If they don’t look
credible it makes you wonder what is behind them. Maybe I’m being over-sceptical about that, but then
you have Turkey where the economic bureau has quite a good reputation and people are slightly fearful
that maybe political pressures might alter that. As things are at the moment, they seem quite open and
transparent, relatively speaking.
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Ross Teverson

“Commodities have become much less important to emerging markets. That is a
change that perhaps isn’t recognised enough.”
Ross Teverson, Jupiter Asset Management
PI: When you are doing your research, is there much independently-audited data that you can
turn to?
Langridge: The key to successful emerging markets investing from an equity perspective is knowing
your company from the inside out and doing your homework. You can identify through qualitative and
quantitative analysis good quality companies with high returns on capital, with reasonable environmental,
social and governance standards. The data is there. Often you need to be quite shrewd as to how you
assess that data, but in broad terms, transparency across emerging markets has improved dramatically
from the early days of my career in the 1980s where you had to roll your sleeves up and ask questions
yourself because the data wasn’t there.
One of the turning points in terms of improvements in governance, transparency and disclosure came
post the Asian financial crisis, when it became clear that the best quality companies were going to be
able to attract capital and the worst were not. You have to conform to high international standards and
corporate governance to attract capital. So that was something of an inflection point.
PI: If you come across a company where you are concerned about its transparency, would that
put you off investing or would you work with management to improve standards?
Langridge: If I can’t build conviction about the integrity of the company in which I’m contemplating
investing, I won’t invest. Where there are red flags, you investigate them until you can build that degree
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of conviction. It is important to understand where there is an alignment of shareholder interest. It is vital
to invest in companies that act with integrity, and where as a minority shareholder, your interests are not
going to be compromised.
Investing in emerging markets does bring additional risks, but those risks are not insurmountable. A
good quality investor is going to ensure that those risks are moderated to the extent that it’s possible
to do so.
Jackson: Within emerging markets it’s interesting that governance and ESG is not something that managers are doing because it’s currently popular. It is something that they have done for a long time
because it clearly adds value.
We are doing work on China A-shares at the moment, and as a proxy, if you look at the difference
between state-owned versus privately-held companies, there is a vast level of outperformance from 5%
to 10% p.a. over the last five years.
Teverson: Part of the reason there has been a big improvement is because active managers have been
putting pressure on companies for a long time to improve transparency. To the point that Kathryn made
about management alignment, we do see more companies recognising that management needs to be
incentivised with long term equity-based compensation rather than being set key performance indicators
like revenue growth that may not have anything to do with creating value for shareholders.

“There is a strong long-term investment case to be made about emerging
markets, but for now there are global challenges that have to be worked through.”
Kathryn Langridge, Manulife Asset Management

Kathryn Langridge
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Taiwan has come a particularly long way. When I went there for the first time in 2000, companies were
giving away free bonus shares to employees, which if they had been properly accounted for would have
completely wiped out a whole year’s net income. The picture today is completely different. Accounting
standards are much stricter in Taiwan, in line with international standards. The Taiwan Stock Exchange
comes to London to meet investors to get advice as to what they can do to improve governance standards. To be honest, there is not a huge amount of advice they need because the standards in Taiwan are
now pretty much up there with the best developed market standards.
Korea has more challenges, but even with Samsung Electronics, where in the past people have been
quite concerned about governance, what you see there now is a clear shareholder return policy. You
can see a route to some of that large cash pile sitting on its balance sheet gradually being returned to
shareholders. So there have been improvements.
Langridge: In general, across emerging markets accounting standards have improved. In most cases
they conform to global standards.
Trow: What you are seeing is that the corporates are putting pressure on governments to tidy up their
acts.
Langridge: They recognise that it’s to their advantage. Their cost of capital will be reduced.
Cheseldine: It is also to their advantage, of course, because if you are doing things right and your competitor down the road isn’t, you have a short-term advantage.
Ayrton: We have certain standards because we want relative surety for our investors when colleagues
are managing funds. Is there a danger that we could miss opportunities by being too stringent in terms
of transparency when new markets open. For example, infrastructure development through China’s Belt
and Road initiative? What are the advantages of diversifying a little bit from our stringency on transparency?
Langridge: The disadvantage is that you lose your investment. So it’s absolutely vital to do your homework to understand that there is an alignment of interest between the majority and minority shareholders.
Then you can go wherever you can find companies that conform to good investment criteria.
The Belt and Road initiative will undoubtedly open up new investment opportunities in some of the frontier markets, but unless you have high confidence in the quality of the business that you are investing in
you are not acting in the best interest of your stakeholders.
Teverson: There are some well run businesses in what are challenging markets from a political and economic risk perspective. Sometimes those can be the highest return opportunities.
So in Pakistan, which is probably the most significant beneficiary of the type of investment you are talking
about, if you have the right management team then there’s certainly an opportunity from that Chinese
investment. Likewise from a number of African countries that are starting to benefit from this Chinese
commitment.
Langridge: What that points to is the range of investment opportunity, and that comes back to the original investment case for emerging markets, which is based around growth opportunities in new parts of
the world that investors are not fully aware of. That is our job, as emerging markets specialists, to identify
those opportunities.
PI: What opportunities has current volatility created in terms of sectors?
Teverson: Some of the most compelling opportunities from a valuation perspective are in IT hardware,
particularly semi-conductors. You have companies that historically operated in a competitive, cyclical
business, and there’s still some cyclicality there, but that has been massively reduced by memory chip
production becoming an oligopoly. If you look at valuations of those companies, they are being valued
as though they are still deeply cyclical. As I mentioned earlier, Samsung has a cash pile. That cash pile
is equal to 30% of its market cap and it is trading on a mid-single digit multiple at a time when the dividend is rising. So there are definitely opportunities within IT hardware to invest in companies that offer
significant future returns.
Langridge: The interesting aspect about those companies is that they represent a new source of global
corporate leadership. They have differentiated technology, leadership and scale and are key parts of a
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global supply chain which has emerged in the past 20 years.
Trow: One of the problems for emerging markets in general, which makes it difficult to pick opportunities,
is that the whole game has changed. It seems like we haven’t got a safety net anymore. In crises in the
late 1990s, the IMF could always be prevailed upon to come with a new unprecedented “whatever-ittakes” type policy. Next time around I’m not sure that will be possible. So if somebody gets in trouble,
they are going to stay in trouble. It is going to be difficult to dig themselves out. You might get a situation,
certainly from a debt perspective, where you don’t sell what is distressed; you sell what you can, as we
saw during the financial crisis. That is how contagion could spread to areas where it really shouldn’t be,
but it’s more of a liquidity issue.
When there were problems in Malaysia, Thailand and Mexico in the past, the IMF broke its rules to deliver
a package that was big enough to be convincing. I’m not sure that, with a Trump presidency, anybody’s
going to be brave enough to try and sell that to sceptical US politicians.
Certainly Trump does not have the statesmanship to say: “Look, this is what we need to do. This needs
to get done.” Arguably, you could say that Argentina was a bit of that because we have a package on
the table, but it certainly isn’t a decisive package.
For the last few decades, we have been in a position where what has always been required is a decisive package, whether it’s the eurozone sovereign crisis, the global financial crisis or the smatterings of
emerging market crises we have had.
Cheseldine: It’s not just Trump because Europe has its own problems. How are they going to cope
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without the UK and its income? I cannot see the European Central Bank rushing to bail out Greece if it
went wrong again.
Trow: And Europe, for all its wealth and power, geopolitically punches below its weight, which is not
helpful for trying to sort out ancillary problems for Turkey, for example. The EU, being the local domestic
power, you would have hoped that it would engage a bit more constructively with Turkey, and that’s not
really happened.
Ayrton: This Turkey question, is it primarily a political question in relation to the Turks’ relationship with
the United States? If that is the case, are we not in a position where the Chinese and therefore the
broader emerging markets can take advantage of the US and the EU’s failure to accommodate the Turks
and other parts of the world in a similar way?
Langridge: There’s no doubt from a geopolitical perspective that the Chinese will be playing a powerful
hand and will be making new alliances as a result of perceived weaknesses, however engendered. In
terms of Turkey’s economic problems, they are architects of their own downfall. They have persistently
stimulated the economy through rapid credit growth. They have twin deficits, both fiscal and current
account, fuelled by external borrowing and short-term capital flows. That has been aggravated by a
policy response in which President Erdogan has undermined the credibility of the central bank. He’s
gone for growth and allowed inflation, which has resulted in the currency collapsing. That sharp depreciation and huge foreign exchange indebtedness further aggravates banking problems and may drive
the country into recession.
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Stuart Trow

“What you are seeing is that the corporates are putting pressure on governments
to tidy up their acts.”
Stuart Trow, European Bank for Reconstruction & Development
Trow: To some extent they have been victims of their prior success. A lot of the hard currency borrowing,
particularly in dollars, has been because it’s cheaper to raise foreign currency borrowing than it is to borrow at home. So it’s not necessarily that people need hard currency funding, it’s that that’s the cheapest
way of doing it. Now that the credibility of the Turkish authorities has been diminished, they are left in a
situation where access to refinance their hard currency borrowings is just not there.
The whole thing only staggered on for as long as it did because people had faith in the Turkish capital
markets. They have quite well developed capital markets, but it’s taken a lot to drag them down to the
level that they are now.
Cheseldine: If China is buying influence by lending cheap money, and we have already accepted that
China is massively indebted, where is it going to get the money to lend at a cheap rate to Turkey or
somewhere else in the longer term? Historically, it’s been the US. It is difficult to see how people are
going to lend at 5% to China so that China can lend cheaper somewhere else. It doesn’t make sense.
Teverson: On quite a few of these investments that China is making, their overall long-term return will be
quite good, actually. You may hear of a Chinese development bank offering loans at 3% and 4% to build
infrastructure, but Chinese contractors are involved. The long-term returns on some of those infrastructure projects will be high and the Chinese will be taking a part of that return. So they are perhaps more
rational allocators of capital to overseas projects than people think.
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PI: Going back to the stock level. Are emerging markets just about technology companies and
commodities?
Teverson: Commodities have become much less important to emerging markets. That is a change
that perhaps isn’t recognised enough. There are some interesting sectors developing. Healthcare, for
example, is a tiny part of the emerging market index, so if you went via the passive route you would get
little exposure to healthcare. But from a stock pickers perspective there are a number of opportunities,
whether it be in hospitals or in emerging pharmaceutical names. Companies on the pharmaceutical side
benefit from a relatively low cost base and a domestic market that is growing much faster than domestic
markets are in developed countries. Healthcare is going to become increasingly relevant within emerging
markets.
Cheseldine: I always worry how much of it is ‘chicken and egg’ in that a lot of countries with substantial
commodity resources are the ones with the most political volatility. Venezuela has lots of commodities,
but I don’t see anyone jumping to invest there at the moment.
Teverson: It’s a sad fact that there is almost an inverse correlation between the amount of commodities
that a country is able to produce and their level of governance. The less resource rich a country is the
better its economic institutions are. We have seen that time and time again.
Jackson: There remains a perception that emerging markets are a commodity play, but that has changed
over the last 10 to 15 years. It is no longer about fixed asset investment and export from China, and that
has manifested itself within the index. Five or six years ago, energy and commodities were around 30%
of the index, now it is down to around 15%. In its place has come information technology, which is up
to about 27%.
Trow: Going back to what Ross was saying, healthcare is the ideal way of leveraging a move to a middle class. A lot of commodity countries are going the other way, exporting their middle classes either
downwards or outwards.
Langridge: It’s not just healthcare. There are many other aspects of consumer spending that represent
growth opportunities in, for example, leisure, tourism, education, the development of new brands, and,
of course, savings products. So there are many potentially highly lucrative areas that will develop rapidly
with the growth of an affluent middle class and new consumer habits.
PI: Russia is in the headlines again. What would more sanctions on Russia mean for markets?
Langridge: The key vulnerability for Russia at this point is more sanctions, although it’s quite hard to see
what more powerful sanctions could be levied. One possibility could be newly issued state debt.
Russia is always a cheap market, and it’s cheap at the moment because of sanctions. If you were to
put sanctions to one side, Russia has a current account surplus and inflation is low. Policy in Russia has
been moderate, targeting low inflation and fiscal constraint. So at a macro level, Russia is actually doing
many of the right things and because of sanctions Russia has become more resilient to global conditions
and more dependent on their own domestic drivers of growth.
The best quality companies in Russia have improved shareholder-centric governance than they had
in the past when it was pitifully poor. There are a selective number of good companies in Russia that
are generating high levels of free cash-flow, are reinvesting in their future growth and returning cash to
shareholders.
It is not all bleak in Russia, but there are huge problems and I certainly wouldn’t give the country a blanket seal of approval. You have got to be highly specific. You have got to know what you are investing in.
Trow: The other positive for Russia is that there’s not been a political will internationally to make sanctions tough enough to not be able to be circumvented. When we had the last round of sanctions earlier in
the year, I thought: “Wow, that’s a big deal.” Actually, they changed ownership structures to move away
from the particular named oligarchs and things recovered pretty rapidly.
Teverson: With those sanctions, it quickly became apparent that if you stop foreign investors from owning shares in a certain company then the people you hurt the most are the foreign investors that then
dump their stock and it gets bought up cheaply by Chinese and Russian investors.
So if you look at what is currently being suggested in terms of potential sanctions, there doesn’t appear
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David Ayrton

“Pension schemes, particularly defined benefit (DB) schemes, need growth and
therefore we are forced to consider investing in emerging markets.”
David Ayrton, National Union of Journalists Pensions Scheme
to be anything of that nature being discussed, yet what is reflected in share prices is a fear that there will
be something that is materially negative for holders of Sberbank’s equity, for example.
Going back to the observations we made on trade, it is hard to say exactly how that will pan out, but
what we do know is a lot of concerns are already priced into stocks and that is true of this sanctions
risk, as well.
PI: Volatility is high and companies are stronger than they were, so what is your outlook for
emerging markets?
Langridge: There is a strong long-term investment case to be made about emerging markets, but for
now there are global challenges that have to be worked through. We have moved from a period of
extreme euphoria to extreme negativity. That is the point at which your interest in the long-term investment case for emerging markets ought to be raised, given the opportunity to gain exposure to industry
leading companies that will generate strong returns at an opportune entry price. The long-term investment case is intact, but short term there are challenges that will be worked through.
Cheseldine: The strategic asset allocation case is still there, as it has been for a number of years. A
long-term investment makes a lot of sense.
Trow: At the same time, the global macro overlay is that there is going to be less and less liquidity with
central banks taking money off the table. On a net basis they are going to be reducing balance sheets,
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probably from the middle of next year and the European Central Bank is probably stopping later this year.
That is going to have a major impact.
We saw earlier in the year with the volatility trades where people were unable to get out of positions,
and they were structured around ETFs. I’m not saying ETFs are inherently dangerous, but with emerging
market debt, for example, ETFs imply a liquidity that’s really not there. These stories could run further
than the fundamental analysis suggests. That’s what concerns me.
Ayrton: During the swing from euphoria to negativity, is there an opportunity for investors to move in and
buy at cheap prices as panic selling takes place?
Langridge: That’s exactly the phase we are moving into. It is impossible to know how long this opportunity will persist for because there are considerable problems to work through. So we are not trying to call
a bottom to emerging markets. We are saying there is an interesting entry opportunity.
Teverson: One of the key things to come out of this conversation is that while in the press emerging markets are often talked about as a collective group of investments that should move in the same direction,
if you look at the underlying fundamentals, there are some huge differences across that emerging market
universe. When you see indiscriminate selling across the asset class, it has to create opportunities in
individual companies that are very strong.

“The point of investing in emerging markets is that as a long-term asset class it is
expected to do better than more mature markets.”
Andrew Cheseldine, Capital Cranfield Pension Trustees

Andrew Cheseldine
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Making the case for emerging market equities

James Jackson, senior equity manager researcher, Aon
Derry Pickford, asset allocation specialist, Aon
We believe that emerging market equities should be a strategic part of client portfolios and are best expressed via unconstrained active investment
managers.
We feel that the strategic thesis for emerging markets remains largely in-tact,
with on-the-whole positive demographics, rising numbers of urban consumJames Jackson

ers and strong growth. Last year, emerging market equities were the standout asset class. However, year to date performance has been disappointing.
We believe there are two main narratives as to what is the ultimate cause

of this underperformance of emerging market equities. One is China’s vulnerability to the US-China
trade war. The other is emerging markets’ vulnerability to a stronger US dollar/higher US interest rate
environment.
Sentiment is also being undermined by bad news stories emanating from Turkey and Argentina. However, the former is a tiny part of the MSCI Emerging Markets index (just 0.5%) and the latter is not part of
it at all. Even if the situation was to deteriorate much further, the direct impact would be small.
Our base case is that emerging markets will recover some of the lost ground and, therefore, we think
investors who are at or below benchmark should use the recent weakness as an opportunity to build-up
to modest overweight positions.
Sluggish emerging market performance is often associated with US dollar strength and the recent underperformance has been no different. Recent negative news-flow on emerging markets is more of an
emerging market debt issue than an emerging market equity one.
Equities are a different asset class to emerging market government debt, with much higher exposures to
China, South Korea and Taiwan. These countries are less vulnerable to tighter dollar liquidity which has
impacted other emerging markets.
We believe that trade skirmishes are likely to be with us for at least another two years. Although this will
be a headwind for emerging markets, we think markets are not pricing the breakdown in international
co-operation consistently. Developed markets are under-reacting and some emerging markets, China in
particular, are overreacting.
We think that the Chinese equity market may be over-estimating the sensitivity of listed Chinese companies to the problem as listed companies actually have little in the way of US sales.
US sales for MSCI China constituents average just 2.2% of total sales compared to 20% for MSCI
Europe. As the local Chinese A-share market liberalises and the ‘partial inclusion factor’ (an adjustment
made to the market capitalisation when deciding the weighting in the index) on A-shares is increased,
China’s share in the index will increase further and, therefore, is likely to be a larger driver of return.
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We think emerging market equities are now close to the bottom in relative performance terms versus
developed markets. Whilst there is the potential for more downside, from either a big escalation of trade
tensions, more pessimism about the global economic cycle or another surge in the US dollar, we think
these risks are now largely priced in and further falls would represent an overshoot of fair value.
Whilst idiosyncratic risks remain, with certain countries such as Turkey creating concerns, we think that
(with the exception of Asia) it is difficult for specific country factors to create broader contagion to the
whole emerging market equity universe.
Access to the asset class
There is a tendency to treat all emerging markets as a homogenous group – countries with high economic
potential but with higher risk and weak governance. While there are some common factors across the
group of countries, this assessment masks significant variation between countries by most measures –
population demographics, currency vulnerability, political regime and stage of economic development
to name but a few.
Resultantly we should acknowledge that the average return for emerging market equities will disguise a
wide range of performance. We also think that a lot of the additional volatility from emerging market equities tends to be these markets overshooting fundamentals. In light of this, where governance structures
and time horizons permit, we believe clients’ best route of access into emerging markets are from our
most unconstrained and nimble managers, and those most able to express their views.
We favour managers that can meaningfully allocate to areas of highest conviction, often most aligned to
the thesis of emerging market investing, irrespective of benchmark allocation; China A-Shares represent
one such present area.
In the current market environment, we consequently favour managers focused on more domesticallyexposed, high-quality companies, where profitability is driven by strong return on capital rather than
financial engineering, particularly if it is driven by high levels of foreign-currency denominated debt.
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What has the market missed?

Ross Teverson, head of strategy, emerging markets, Jupiter Asset Management
Global markets never stand still, and the world is changing every day – but
are investors anchored on old information and missing potential opportunities? Ross Teverson, head of strategy, emerging markets, outlines
why a focus on change is central to his team’s investment process.
In Jupiter’s emerging markets team our investment philosophy is centred on
the search for under-appreciated change. This is because we believe that
markets are inherently inefficient, overlooking the impact of change on a company’s fortunes.
This inefficiency is due to persistent market characteristics, including a tendency for investors to become
anchored on a historic perception of the company or its share price, herding around a relatively narrow
range of stocks and short-termism that causes investors to miss the positive long-term changes that
are taking place.
Identifying change
The sort of changes we look for can be classified into three categories. The first is structural, where there
is significant long-term change such as rising penetration of a company’s products or services. The
second is industry change, when an industry is becoming more consolidated or seeing improved pricing
power. Finally, we also look for company-specific change, which could be down to capital management
or a new product offering.
When we have identified a change that is taking place, we try to determine if that change is reflected
in the share price. We do this by comparing our own expectations for the stock to sell-side models,
analysing the valuation relative to the market and historic averages. Finally, it is important that we can
identify a catalyst for why any under-appreciated change for a company will become more recognised
by the market.
Third-party company research on emerging market stocks, particularly outside the large caps, can be
scarce and poor in quality. This creates a significant opportunity for us to get on the ground, research
and visit companies to give ourselves a better understanding than the market of what is changing in a
company’s outlook.
Investing through volatility
Changing situations are often disruptive, but they create opportunities for some companies to thrive.
It is no coincidence that the Mandarin character for crisis is made up of the characters “risk” and
“opportunity”.
Investing in emerging markets will always be a relatively high-risk endeavour, but there are a number of
approaches we take to mitigate risks and diversify on a relative basis in the Jupiter Emerging Markets
strategy, which we believe differentiates us from many of our peers.
Emerging markets indices tend to be heavily skewed towards large cap companies and with high concentrations in a handful of countries and industry sectors, but we are comfortable building portfolios that
look different to the benchmark.
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This is most clearly evident in our strategy’s unconstrained approach, as we are free to invest in the most
promising multi-cap opportunities, with a higher proportion of small and mid-cap stocks than would be
typical for an emerging markets fund. In our view, this is a structural positive, given the long-term outperformance of mid and small-sized companies in emerging markets, which we believe can be explained
by the higher growth potential and higher levels of management equity ownership.
Being benchmark agnostic is also reflected in our willingness to explore opportunities in frontier markets,
such as, for example, in Georgia, Kenya and Nigeria. The favourable demographics and, in some cases,
fast-growing economies of certain frontier markets have created a multi-year tailwind, ideal conditions for
structural change. Additionally, frontier markets exhibit a low correlation to some of the larger emerging
markets, not least China, which aids risk management by offering diversification.
Volatility and risk, whatever their source, are naturally important for us to manage. For long-term investors,
however, the short-term fluctuations of markets should be of little concern, and the v olatility of emerging
markets is, in fact, an effect of the pace and magnitude of change that happens there.
Encouraging a contrarian mindset
You might notice that there were few terms I did not use when describing our strategy, such as “value”,
“growth” or even “quality”. That is because under-appreciated change can be found in any part of the
market, and in any kind of stock. Our focus is on identifying materially under-appreciated change for
a company, and where there are catalysts that we believe will focus the market’s attention on what is
improving for a business.
This discipline tends to steer us away from universally-liked stocks and encourages a contrarian a
 pproach
to stock-picking, as well as a forward-looking analysis of each stock. We believe that over the long-term
this strategy can result in superior relative returns.

Important Information
This document is intended for investment professionals and is not for the use or benefit of other persons, including retail investors. This document
is for informational purposes only and is not investment advice. Market and exchange rate movements can cause the value of an investment to
fall as well as rise, and you may get back less than originally invested. The views expressed are those of the Fund Manager at the time of writing,
are not necessarily those of Jupiter as a whole and may be subject to change. This is particularly true during periods of rapidly changing market
circumstances. Every effort is made to ensure the accuracy of any information provided but no assurances or warranties are given. Jupiter Asset
Management Limited is authorised and regulated by the Financial Conduct Authority and its registered address is The Zig Zag Building, 70 Victoria
Street, London, SW1E 6SQ, United Kingdom. No part of this commentary may be reproduced in any manner without the prior permission of Jupiter
Asset Management Limited. 22499
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Emerging market winners in an age of disruption –
Companies not countries

By Kathryn Langridge and Philip Ehrmann, Senior Portfolio Managers, Manulife Asset Management
Emerging markets (EM) have been beset this year by growing concerns over
the impact of the developing trade war and the prospect of further increases
in US interest rates. While it’s all too easy to become absorbed by day-to-day
influences, one should remember that EM is home to well-managed companies that are benefitting from the profound structural changes taking place in
their own backyards.
Battle hardened multinational corporations (MNCs) are active in many of
today’s fastest-growing consumer discretionary industries and have previously been viewed as an easy way to invest in EM countries. However, the
MNCs have become increasingly challenged with the emergence of “local”
EM competitors, keen to capture the high growth and profits to be found
in these rapidly changing areas of their economies. Significantly, we’re
beginning to see EM companies that are no longer content to compete and
succeed at home and are applying their knowledge and skills to expand into
developed markets.
It should be stressed that these trends are in their infancy. Indeed, to succeed, EM companies and
established developed-market companies require a similar combination of factors relating to resources –
financial, physical and managerial. However, EM companies often have the added advantage of learning from what has played out in the past, known as the “second mover advantage”. In addition, successful EM companies typically possess operational leverage with respect to the scale and growing
marketplaces available to them, and they have fewer legacy issues relating to past capital investment
and planning constraints. Many have adopted new technologies and processes more rapidly and at
lower cost than their established developed-market peers; the best companies we’re meeting with now
spend as much on research and development as their first world counterparts.
These trends are playing out in key global growth industries where we see attractive opportunities:
– 
Technology—Several Asian companies that have traditionally been low-cost component suppliers have emerged as innovation leaders in fields such as smartphones and industrial robotics. One
example is Taiwan Semiconductor Manufacturing (TSMC), the world’s largest dedicated independent
semiconductor foundry. The company has established itself as a pre-eminent manufacturer, as evidenced by Apple’s selection of TSMC to make the core processor chip for iPhones. It has consistently
invested in leading-edge manufacturing capacity, and a strong focus on capital allocation has yielded
consistently strong margins relative to those of its peers.

24 October 2018 portfolio institutional roundtable: Emerging markets

Sponsored article

– Logistics & Ecommerce—Reductions in supply chain barriers across EM have increased efficiency
in the movement of goods, opening new markets to potential consumers. One company driving these
trends is Naspers, a South Africa-based communication, entertainment, gaming and ecommerce
provider. This multinational corporation was an early investor in Tencent, China’s leading gaming and
social media company, and it has built a portfolio of businesses with leading positions in classified
advertising, ecommerce and gaming across Africa, India, Russia and Brazil. After a period of extensive
investment, management is now focusing on achieving scale across its ecommerce businesses.
– Leisure & Tourism—Economy hotel chains have emerged in countries as diverse as Mexico, India
and China, and ticketing for trains, airplanes and buses has been transformed from cash payment to
online experiences using smartphones and cashless systems. One leader in this field is Ctrip, China’s
leading online reservation and ticketing agency. The company has expanded into international markets as it has followed the growing numbers of Chinese tourists traveling abroad. Ctrip’s business is
structurally attractive, with high barriers to entry and high returns, and the company’s profitability is
beginning to approach that achieved by more mature Western peers such as US-based Priceline, with
which Ctrip has a commercial partnership.
As EM investors, we view these trends as sources of compelling investment opportunities, and a growing number of EM companies are demonstrating sustainable, quality growth – in financial terms and in
regard to environmental, social and governance practices. Amid the disruptive forces that are transforming EM economies today, stock selection at the company level is key.

Important Information
For Professional and/or Qualified Investors only. Past performance is not indicative of future results. The value of investments and the income from
them may go down as well as up and you may not get back your original investment. Any general discussions or opinions regarding securities or
market conditions represent the view of either the source cited or Manulife Asset Management as of the day of writing and are subject to change.
There can be no assurance that actual outcomes will match the assumptions or that actual returns will match any expected returns. This material
should not be viewed as a current or past recommendation or a solicitation of an offer to buy or sell any investment products or to adopt any
investment strategy. The information and/or analysis contained in this material have been compiled or arrived at from sources believed to be reliable
but Manulife Asset Management does not make any representation as to their accuracy, correctness, usefulness or completeness and does not
accept liability for any loss arising from the use hereof or the information and/or analysis contained herein. Manulife Asset Management (Europe)
Limited. Registered in England No.02831891. Registered Office: One London Wall, London EC2Y 5EA. Authorised and regulated by the Financial
Conduct Authority.
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EM governance:
Breaking through

Those pushing for better corporate governance in emerging markets report some progress, but, as Mark Dunne discovers, there is
still a lot of work to do.
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Are you interested in participating in future roundtable discussions?
Pension schemes and independent trustees are invited to share their opinions and could be offered a
complimentary place at a future roundtable event.
Asset managers and investment consultants interested in joining the panel can secure one of the limited sponsorship packages available.

To find out more contact:
Clarissa Huber
John Waterson

Phone: +44 (0) 20 7822 8522

Phone: +44 (0) 20 7822 8522

c.huber@portfolio-institutional.co.uk

j.waterson@portfolio-institutional.co.uk

Topics for upcoming portfolio institutional roundtable discussions:
 08 November 2018 – Multi asset
 06 December 2018 – Alternatives

