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EM equities: five factors
point to a rebound

The environment appears to finally be shifting
back in favour of emerging market equities

Over recent years, the emerging market (EM) equity asset class has
seemed to reach a turning point on more than one occasion, only for
hopes to be dashed. After several false dawns, this analysis assesses
the critical factors that could support EM returns relative to developed
markets. First, a look back over the past few decades at how the asset
class has performed and why.

At the turn of the century, emerging markets were still reeling from the
Asian financial crisis — one of the largest economic collapses in the region’s
history. In stark contrast, euphoria around the ‘dot-com’” and broader
technology, media and telecom sector was boosting developed market
equities. Geopolitical tensions and a series of conflicts in the Middle East
post 9/11 cast a further shadow over the EM asset class. All against a
backdrop of US Federal Reserve (Fed) rate hikes and a strong dollar.

A turning point came in the early 2000s, preceding a 10-year bull market
for the EM equity asset class. EM economies had put the troubles of the
90s behind them, restructured debts, floated currencies and appeared to
have improved governance. US dollar strength — now recognised as a major
headwind for EM assets — had peaked, and as a much looser US monetary
policy regime took hold, the dollar declined. This, combined with the China-
driven commodity super cycle in a globalising world, propelled the EM
equity asset class for the next decade. Investors piled in at lofty valuations,
attracted by companies delivering high revenue growth and resilient
margins in countries that were quickly building wealth.
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The subsequent decade - from around 2013 - brought an abrupt
reversal in fortunes and a decade-long bear market for EM equities.
US monetary policy tightened, creating a headwind (especially in
the taper-tantrum years of 2013-2016), while the slowdown in China
revealed structural fragilities in EM economies.

More recently, a de-rating of the Chinese stock market as well as
the fastest tightening cycle in Fed history (accompanied by the US
dollar’s steady rise) have weighed heavily. Reflecting this, equity
markets have seen significant polarisation over the last few years,
with the top-performing US market contrasting starkly with the
struggling Chinese market, as shown in Figure 1.

Yet excluding China from the EM equity universe, the market has
returned 30% over the past 18 months, almost keeping pace with the

ACWI's 36%. It appears that the EM risk-asset recovery may already
be in motion.

Figure 1: Arecovery already underway?
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Where next?

After several false dawns, it appears that we are at a turning point. We
believe risk is priced in and downbeat sentiment towards the EM asset
class (foreign equity investment today is low relative to historical levels)
leaves it well-placed to make further progress.

We see five main reasons that point to a more favourable outlook for EM
equity returns moving forward.

A powerful headwind is set to wane

It is now abundantly clear that there is a strong inverse relationship
between the US dollar and the performance of EM equities. A strong dollar
is bad for the EM asset class as it makes servicing US dollar-denominated
debt more expensive, and vice versa. The situation today closely
resembles the period highlighted on the left-hand side of Figure 2, where
the US dollar peaked in the early 2000s, preceding a stellar run for EM
equity returns, as discussed earlier.

However, we don’t need the US dollar to fall for the EM equity asset class
to succeed, we just need it to stop rising as steadily as it has over the past
10 years. With loosening in the US money supply and Fed rate cuts on the
horizon, we may see easing in the one-way dollar trade.

While its future path is unclear and unlikely to be linear, the scope for
further dollar upside may be more limited than previously.

Figure 2: A strong dollar is a powerful headwind and the dollar is now close to 20-year highs
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In a similar vein, we have analysed the relationship between market
cycles in US and EM equities and how they tend to move in multi-year
cycles. Without getting into a debate on the current health of US
equities, we simply point out that the average market cycle tends to last
for around eight years and the current US leadership cycle is now in its
13th year. (Figure 3).

Figure 3: US and EM equities move in multi-year cycles
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Substantial progress has been made on the macroeconomic front - both
monetary and fiscal - and in corporate fundamentals in recent years.

At the macro level, it is widely recognised that many EM central banks have
skillfully navigated the recent hiking cycle, moving proactively to tackle
inflation ahead of their developed market counterparts. Thanks to benign
inflation dynamics, the prospect of further rate cuts for emerging markets
(both absolute and relative to developed markets) provides a cyclical
tailwind for EM equities. The reduction in cost of capital should also help
stimulate economic and business activity in EM economies.

Turning to EM corporate quality, an important trend that’s taking hold

is Chinese companies becoming more shareholder friendly, and more
investable as a result. Yet as China’s dominance has receded, as discussed
in our paper here, this is a market where rock-bottom sentiment means
even good businesses appear to be trading at attractive valuations.

The increased levels of share buybacks and dividends paid out paints a
positive picture (Figures 4 and 5) and signals that management teams
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believe their shares are undervalued by the market and see better
growth prospects and cashflow generation in the coming years. This
improvement in corporate governance, along with higher standards
of operating performance, has been evident in the broader EM equity

asset class.
Figure 4: Chinese companies’ annual Figure 5: Dividends paid out by Chinese
buybacks (Rmb bn) companies (Rmb bn)
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Supportive tailwinds that are strengthening for the asset class

include rising income levels in emerging markets, along with the
associated increased demand for consumer products and services.
Global economic momentum is shifting away from advanced western
economies towards emerging markets, as they constitute a larger share
of economic activity and are forecast to deliver higher GDP per capita
growth than the developed markets.

Furthermore, the shift to a new multi-polar world economy means
some emerging markets, such as Mexico, Vietnam and India, are already
starting to benefit, returning an average 20% since the start of 2023

Other multi-decade structural themes that have the potential to
generate sustainable value for EM equity investors include the
drive towards net zero, efforts to enhance supply-chain resilience,
government stimulus and infrastructure expansion. Together,
these have heralded a new capex super-cycle. We believe the
companies that win in this environment are likely to look very
different from the technology leaders of the last cycle, creating
rich alpha opportunities for investors in the EM equity asset class.

1. Cumulative MSCl Index returns from 1January 2023 to 30 June 2024, Bloomberg.
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Robust earnings growth

Emerging markets are expected to deliver higher earnings growth than
most other major regions over the short- to medium-term, with around
20%+? earnings growth forecast in forward year 1and high teens in
forward year 2. That’s significantly higher than what’s on offer in DM
equity markets (e.g., 10.9% and 14.6% for MSCI USA; 5.5% and 9.9% for
MSCI Europe, for FY1and FY2, respectively).

This trend is also evident in our latest Capital Markets Assumptions,
where we present our long-term return forecasts for asset classes.
There, we note the most promising return opportunities are found in
emerging markets, driven by earnings growth.

Compelling valuations

EM equity valuations have been attractive for some time now with
metrics like Price/Earnings ratios among those that have not changed
much in 10 years. This is, in part, driven by Chinese companies that
are high quality, now trading on depressed multiples, as noted earlier.
Valuation alone is not a signal, but it sets the right starting point for
other conditions to drive a re-rating, especially as the gap between
emerging markets and the US is now near its widest in 40 years
following the exceptionally strong run in US equities.

Price/earnings ratio  Price/book ratio

MSCIEM 15.2x 1.7x
MSCI EM ex-China 17.7x 2.0x
DM 20.4x 3.4x
us 24.0x 4.9x

Source: Bloomberg estimates, 30 June 2024.
For further information onindices, please see the Important information section.

2. Source: FactSet, as at June 2024, for all earnings growth forecasts listed in paragraph.
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Risks to navigate

While we believe the investment case for the EM equity asset
class is strong, we are mindful of various risks that could lead to
market volatility, delay a turn in the cycle, or both. These include
the US election outcome in November and resulting implication on
global markets; higher-for-longer rates in the US should inflation
prove to be stickier than expected; policy missteps; and further
lacklustre economic growth from China despite recent fiscal and
monetary stimulus.

Short-term fears and souring sentiment from further geopolitical
headwinds could overshadow longer-term considerations,
delaying a turnaround for the asset class while also providing
short-term mispricing opportunities for bottom-up stock pickers.

While political uncertainty prevails and the economic outlook is
mixed, we believe much of the risk is already priced into EM equity
valuations. Furthermore, the divergence in sector, country and
stock performance is high, creating a favourable environment for
stock-pickers.

In summary

EM equities have been in a more-than decade-long bear market relative
to developed market stocks. With a caveat that timing inflection points
is difficult, the building blocks for a turnaround are falling into place, with
parallels to the period some 20 years ago that preceded a bull-run.

In addition to the strong cyclical case for the EM equity asset class
(valuations at 20-year lows, high expected earnings growth, rate-cutting
cycles with capital costs falling), there are structural, longer-term trends
that are transforming emerging markets. Performance ex-China has
already turned positive over the past 18 months, and there are encouraging
indicators presently with respect to relative valuations and the US dollar.
While timing will always be uncertain and various macro and geopolitical
risks will need to be navigated carefully, a market regime shift does appear
to be on the horizon.

Explore the Deliberating EM equities series

General risks. The value of investments, and any income generated from them, can fall as well as rise.
Past performance is not a reliable indicator of future results. Environmental, social or governance related
risk events or factors, if they occur, could cause a negative impact on the value of investments.

Specific risks. Emerging market (inc. China): These markets carry a higher risk of financial loss than
more developed markets as they may have less developed legal, political, economic or other systems.
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Important information

The information may discuss general market activity or industry trends and is not intended to be relied upon as a forecast, research or investment
advice. The economic and market views presented herein reflect Ninety One’s judgment as at the date shown and are subject to change without
notice. There is no guarantee that views and opinions expressed will be correct and may not reflect those of Ninety One as a whole, different views
may be expressed based on different investment objectives. Although we believe any information obtained from external sources to be reliable, we
have not independently verified it, and we cannot guarantee its accuracy or completeness (ESG-related data is still at an early stage with
considerable variation in estimates and disclosure across companies. Double counting is inherent in all aggregate carbon data). Ninety One’s internal
data may not be audited. Ninety One does not provide legal or tax advice. Prospective investors should consult their tax advisors before making tax-
related investment decisions.

Except as otherwise authorised, this information may not be shown, copied, transmitted, or otherwise given to any third party without Ninety One’s
prior written consent. © 2024 Ninety One. All rights reserved. Issued by Ninety One, September 2024.

Indices

Indices are shown for illustrative purposes only, are unmanaged and do not take into account market conditions or the costs associated with
investing. Further, the manager’s strategy may deploy investment techniques and instruments not used to generate Index performance. For this
reason, the performance of the manager and the Indices are not directly comparable. MSCI data is sourced from MSCI Inc. MSCI makes no express or
implied warranties or representations and shall have no liability whatsoever with respect to any MSCI data contained herein. The MSCI data may not
be further redistributed or used as a basis for other indices or any securities or financial products. This report is not approved, endorsed, reviewed or
produced by MSCI. None of the MSClI data is intended to constitute investment advice or a recommendation to make (or refrain from making) any
kind of investment decision and may not be relied on as such.
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