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Elevatedlispersion and volatility due tisinggeopolitical and
policyrisks make a strong case for active managenment
Emerging Markets

By Adithy Mula and Jay Kumar
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Key insights

1 Global emerging markeksave provided very strongturns for long term investors

1 However, mvestors havéo be prepared taccept higher volatility over shorter periods of 3
years and less

1 Significanperformancedispersions across regions, countries, sectors and $tess provide
substantial opportunities for active managers.

1 Smartbeta factor strategies have delivered mixed resuligile Minimum Volatility ad
Sustainability factor indicdmve delivered strong results, traditional factor indices such as
Value and Gwth have disappointed.

1 The leel volatilityand dspersion of risk factacross major countries continue to rise
reflecting greater geopoalitical risks and country level policy risks.

1 Despite the rising volatility (since 2017) of EM asset classothadations between BRICS
constituents continue to diverge.

Emerging Markets can be a source of strong returns over the long term

Over the long term, emerging markets (Eddp be a attractive source otincorrelatedreturns for
investors. The total raetn chart (Ehibit 1) since 2005 showsM has outperformed DM, World and
Frontier markets by maotable margin. Investments M (unhedgedjrew at an annualompoundrate

of 8.44% in comparison toReveloped Market (DMgverage of 7.31%.asince 2005However,it
should be noted thatost of this growth differential comes from the previous decautthe volatility
of returns has been much higherthe most recent decade, particularly relative to Bl markets. In
order to realise the logtterm benefits of the asset class, investoeed totakealongterm perspective
and be prepared twvithstand materialrawdown over the shorter periods of less than 3 years.

Exhibitl: Investors with long term investment horizon can gain fnmesting in EM
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Recenperformance shows notable dispersion in constitutient performance

The current cyclical upswing in E@immencel in January 2019 when the US FadléReservdBank
indicateditQiatentions to pause interest rate tighteningthe US. The fundamental backdroprfarst
EM countries was relatively strarigpwever in 2018 investors asincreasingly concerned abotlie
impact ofthe USDrate tightening on capital flows and itspact on EM currencie$he change in the
US rate policgignificantly boostethvestor sentiment towardsmerging markets and led to significant
institutional flows into EMquitiesso far in 2019 and strong reversal in performance of EM equities.

Exhilit 2 shows the 1 year returns (that end in March 2019elgyons andountries.There are three
major regions in EM Asia, Europe and Latin America &3dnations that ee part of the Emerging
Marketindex (MSCI).

Our analysishows the returns for regns and countries are highly diver€ever the past year, Latin
America and Asia marginally outperformed the broad index while Europeddtdand Africa
underperformed. Further, @spite being hit by a political and economic embargo back in 2017, Qatar
managed to have the highest return over the past 12 months (31.83&ar was followed by India
and Colombia, 15.27% and 13.72&spectively Turkey, Pakistan, Greece and South Africa were the
worst performing countries with returns €35.50%,-31.56%,17.51% and11.46%, respectively. All
these countries experienced large political or debt relaeadwindsandsignificant deratings of their
equity market.

Exhibit 2Compositional analysis of retustowslargedispersion at country and regional level
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Returns are denominated in AUD.
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gone from 17% in 2014 to 30% today, which is quite snbatalt is expected to rise further in the
coming months according to MSCI.

Exhibit orovides some context on the performance of these two countriesl@mzonth rollng basis.
While the two returns series are highly correlated, there are periods thiegrdiverge in performance.

For instance, in more recent timesnge July 2018 Indian equity markets haveutperformed China

by more than 10% (annualised rolling). The CGbifatrade war, which started in Ap2D18 was
detrimental to the Chinese stk market as returns were the worst in a decddeer the longer period

of 1015 years, Chinese stocks have exhibited greatatility of 12month rolling returns than Indian
equities. The more recent outperformance of Indian equities is also intergstig it has coincided
with the Indian Federal elections that is currently undeniideoutcomesof the electiorwill not be
known until May 23 2018ut it is widely expected that the current BJP government led by PM Narendra

Modi will return to power.

Exhibit 3Chinese Equity Market is more Volatile than Indian EquntiesD)

12 Month Rolling Returns (03/04 to 03/19)

Returns are denominated in AUD.
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Sector Dipsersidmas beervery high over the pagtar, ITand Staplesshd over the longer term.
Our analysis of sectoral compositions shows interesting pattetriglotiispersion but also high level
of persistence by IT sector over the longer term.

Exhibit4 showsreturns from GIC sectors amyervarious time periods. Over the pastididnthsector,
performance diverged quite significantiyth Energy being the d¢ihest earning sector of 18.14% and
Health Care being the worst performinty4.30%).

Over a longer term period of 15 years, Consumer Sthpksutperformed all other sectors delivering
an annual return of 11.93% but returns have been slofonghe setor in recent times wittonly
5.28% over the past 3 years and negative retuin8%%) over the past year.

IT sector has delivered very consistent results over the past 5, 7 and 10 year periods with returns in
higher teens over these periods. That séhe last 12 months have been very volatile with the sector

delivering-3.7% returns.

www.foresightanalytics.com 4
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Exhibit4: Sector performance shows IT stocks are best performing over long term

M Consumer Discretionary

Winners and Losers by Sector - Annualized Returns (31.03.2019) B Cons
umer Staples
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The Importance of Style and Risk FadtoEEM
Apart from country, regional armkctoral risks, style factors can also explain part of the dispersion in
returns for EM equity markeonstituents.

Exhibit5 shows thestyle factors that have had notable impacteM stock returns over the past 1, 3

and 10 yearsOverall, the dataet s1owsGrowth, Value and Quality factors have had most influence

on EM equity returns. Over the past 1 and 3 years, Quality factors had marginally higher impact than
Growth, Value or Macro factors.

Within these broad style classifications, the data shoesntiipact of more granular factors. For

instance, over the past 10 years, Forecast 1 year revisions and Return on equity factors were
associated with very strong and positive return premiums. On the other hand, Low accruals, currency
(nonrUSD exposure), amdarket cap (size) were associated with negative return premiums.
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Exhibits: Growth, Value and Quality explain bulk of return differences in EM equities

Style Factor Premium of 50% to 100% (Top half) less the whole of market: Emerging Markets (1 year, annualized 3 year, annualized 10 year ending in March
2019)
Returns of regional factors are in USD while returns of individual countries’ factors are in the local currencies.
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The elevated level of dispersion and volatility noted across regions, countries, sectors arid styles
underpinned by rising uncertainty around economic, geopolitical and country specific issues. We
believe this provides an attractive opportunity for aetimvestors to buy superior companies,
countries, themes during these periods to add significant alpha in coming months and years.

Performance of Smalieta Indices

There are various indices that are available to investors to replicate or inirekethETFs to capture
factor-specific returnsexhibité showsthe performance summary of most popular smart beta indices
in EM.

The dataset showthat the MSCI ENWinimum Vohtility index (minimum volatility factodglivered the

best returns over theast 12 monthandindeed over thdongterm (15 years). Howevesystainability
indices ESG and SRI focuyadhichwere only introduced in the last10 yearshave deliveredrery

strong returns over the past several ye&sr instance, tht1SCI EM ESGdders ranked Slover a5-

, 7- and 10year period. These performance patterns are very interesting as they show traditional
smartbeta factor indices may are losing their performance egde and no longer enjoy the following as
they did several years ago.

In addition, theMSCI EM/alueindexranked 2ndover the past year but was the worst performing
smartbeta factorover 5, 7-, 10- and 15year periods.

On the other hand, Bwth indexwas the best performing index ovitie 3-year period but was the
worst performing over the past 12 months and secondstvoerforming over a $ear period.
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Exhibits: Snart beta factor leadership is highly uncertain

Winners and Losers by Size and Style - Annualized Returns (31.03.2019) B e e s
Returns are denominated in AUD.
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Geopolitical risks and Policy uncertaintydianderpinned rising volatility in EM

Investorshave been veryary of thegegoliticaland policyrisks thatinfluence EM stock markefEhe
uncertainty can be gleaned from the rising dispersion at every level of the madgibn, country,
sector and styles.

Our analysis of the absolute level of volatility also points to the risingtaimter

Exhibit 7 presents the stock market volatility data on the broad MSCI EM Index as well as the major
constituents- BRIC8ations Brazil, China, India, Russia and South Affit&)data showslatility for

Global EM has subsidembnsiderab) since GFQcurrently half ofwhat it was in 2009to 10.63%
annualised (AURich is in the 8 quartile of its historicical volatility averadéore importantly, the

data shows the EM asset class volatility on a rollingnd2h basis bottome in early 2017 and has

been steadly rising since then.

Further, the dataset demonstrates thatar the period oMarch 2004to March 2019 all five BRICS

countries havexhibitedhigher rolling volatility than the overall Emerging Markets. Although volatility

levels have converged sinttee GFCof 2008 volatility inBrazilan and Russia equity markets have

been significant and divergentsincer mp ® . NI T A £ Q & thethiythebt Guk of thelg®upkrd O dzNINJ
has reached its GFC levels at 36.27% currently in the upper first quartitef its history.In addition,

the wlatility of India equity markehas beersteadilyrising since 2017The rising volatility levels in

itself are not the reason for ading investment in EM. Investors should be cognizant of the underlying

shifts in risk patterns and where possible allocate their money via active managers that have skill in
navigating through uncertain times.
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Exhibit7: BRICEountrieshave consistently higher volatility than EM Glirdé:x

Despitethe rising macrauncertainty in EM, correlation between BRICS countriesuimsided

Generally, a rising volatility coincides with rising correlaton. When this pattern of behaviour is observed
across markets or asset classes, investors need to be wary of diversification breakdowns within
portfolios. However, the current behaviour in EM angarticular BRICS markets is unusual.

The 36month rolling correlation of BRIC countries to the overall MSCI EM Index is shown ir8Exhibit
Correlation of Chinese equitgarketto the EM market has been steady at%6vith a very tight
historical rang. This is not a surprise because China makes up mor@Qaof the EM equity market

Correlation of Brazén and Russia equity marketshas subsided significantly since 2015. Overall,
country level correlation dispersion outside the BRICS still exists which meeasterswith well
diversified exposures across broader emerging markets can benefit from country level diversification.

A notalle trend is that Indig S |j dzA ( &orrddtidnfas hie€sieadilyrisingsince 2015This most
likely reflects itgrowing importance within the regipas wellasincreased flows in the Indian equity
market since Prime Minister Narendra Modi tookceffin 2014 Over the past 6 months however,
correlation fas been rolling over and it remains to be séehis will be extended post electionsath
are currently underway.
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