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KEY INSIGHTS

= A strong dollar, disappointing earnings growth, and slowing global growth make
the outlook for emerging market equities challenging in the short term.

= Those same headwinds, however, are likely to become tailwinds as we move
through the next stages of the economic and equity cycle.

= Emerging market equities have historically been an early beneficiary of global
economic recoveries. Any improvement in economic conditions may represent a
signal to increase allocations to the asset class.
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he global economic environment

is highly complex as economic

indicators are flashing red, liquidity
is being drained from the financial
system, and equity market returns
have become concentrated in specific
areas. Emerging markets (EMs) have
also had to deal with distinct headwinds
that have hindered performance. To
add to this, the yield curve has been
inverted for over a year now, raising
the prospects of a U.S. recession. (An
inverted yield curve has preceded every
U.S. recession for the last 50 years.)

At first glance then, it may not seem
like the ideal time to be considering

Headwinds Likely to Turn
to Tailwinds

There is no argument that EMs have
performed poorly versus developed
markets in recent years. A strong

U.S. dollar, geopolitical tensions,
disappointing earnings growth, and

a narrowing of the economic growth
premium versus developed markets
weighed heavily on sentiment. More
recently, deglobalization trends—with
greater protectionism and onshoring
of production—have also worked to
limit growth. However, looking further
out, those same headwinds could
become potential tailwinds as we move

..EMs are well
placed to deliver
as they have
historically been
early beneficiaries
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have historically been early beneficiaries

of economic recoveries (Figure 1).
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Emerging Markets Equities Have Typically Been Early Beneficiaries of Economic Recoveries
(Fig. 1) EM equities have historically outperformed coming out of U.S. recessions
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The path toward
recovery is unlikely
to be smooth,
however, and the
experience across
EM countries

will vary.

Valuations are particularly attractive
relative to other markets. In terms of
price-to-book, EM valuations have
fallen to 1 standard deviation below
historic levels (Figure 2), offering both
opportunity (in terms of recovery) and
further downside mitigation (as we head
into a possible recession). Meanwhile,
EM earnings estimates have already
been marked down sharply, but we
expect these to rebound as the global
economy bottoms and then recovers.

The Outlook Shows Promise, but
Expect Bumps Along the Way

The path toward recovery is unlikely to
be smooth, however, and the experience
across EM countries will vary. Economies
such as China, India, and Brazil, with
strong domestic demand potential, are
better placed to weather the challenging
environment. China remains a conundrum,
and even though the reopening of

China following the extended COVID
restrictions initially spurred investment,
more recent data have been disappointing.
Similarly, the underperformance of
Chinese equities relative to their global
counterparts year-to-date also reflects
disappointing momentum.

There are positive signs for China,
however. We believe the recovery
hasn’t stalled but has started to move
in a new direction where consumption,

rather than investment, will drive growth.
A key factor will be whether any further
signs of slowdown prompt Chinese
policymakers to stimulate the economy
more aggressively to boost sentiment
and consumption—a move likely to be
welcomed by investors.

Outside China, Latin America is once
again looking interesting. In Brazil,
where interest rates are close to 14%,
the market appears spring-loaded to
respond to any turn in the rate cycle
after a long period of interest rate

hikes. Mexico has been benefiting from
increased investment as companies
increasingly relocate their production. As
of the most recent quarter-end, we had
our largest overweight here compared
with the index as we can find strong
idiosyncratic stock stories where we
believe these companies can compound
earnings growth over the next few years.

More fundamentally, the last 10 years
for commodity-producing EM nations
like Brazil, South Africa, Chile, and
Indonesia have been difficult. But, if we
believe that commodity inflation is back,
as many do, then their fiscal and current
accounts are likely to improve markedly.
Whether we are in the initial stages of
another supercycle in commodity prices
is up for debate, but there are similarities
between the early 2020s and the
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Valuations Are Looking Attractive Versus Other Markets
(Fig. 2) Price-to-book valuations are close to historic lows
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early 2000s, the last time commodities
began a long and powerful run. Now,
as then, there has been significant
underinvestment in commodity supply
with capital expenditure in oil and gas
and global mining sectors. In the early
2000s, China was the major source of
accelerating commodity demand. Today,
the switch to clean energy sources and
electric vehicles is likely to prompt a
more general acceleration in demand
for key raw materials. We are overweight
both materials and energy versus

the index as of most recent quarter-end.

While investors
should be wary

of volatility in the
short term, signs

of recovery in the
global economy will
represent a signal
to take a fresh look
at [EM] allocations.

We also believe the inflationary
environment can be the catalyst

to drive increased spending and
awaken entrepreneurial spirits (at

both a company and a government
level). Since the global financial crisis
in 2008, we have seen large-scale
underinvestment from both
corporations and governments. Both
policymakers and companies have
focused on repairing balance sheets.
Many industries have invested only

at “maintenance capex levels,” rather
than investing to improve productivity or
expansion. We believe many industries
are now long overdue investment, after
many years of neglect.

Be Prepared As Conditions Improve

Although EM equities have been
disappointing for investors over the last
few years, we believe the risk/reward

is starting to turn positive. Along with
well-known secular drivers, EMs are
once again demonstrating a range

of growth characteristics not easily
available in developed markets (outside
some of the best technology companies).
We are increasingly finding what we
believe are high-quality companies

that can generate sustainable earnings
growth at a much higher rate than the
global average. Banks are a notable
example, with the return on equity for
EM banks having been far higher than
their developed market counterparts.
Meanwhile, China’s leadership in
electronic vehicles and solar panels, and
the rise of the Chinese consumer will
also offer multiyear possibilities.

In the near term, the imminent prospects
for weaker growth, or recession, will

likely trigger a flight to safety and set a
challenging backdrop for EMs. However, if
we see a shorter and milder slowdown
and those headwinds start to dissipate
and then reverse, we believe EMs are well
placed to benefit, as they have typically
done so in early phases of recovery.
While investors should be wary of volatility
in the short term, signs of recovery in the
global economy will represent a signal to
take a fresh look at allocations.
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