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EMERGING MARKET EQUITIES
— A HORIZON OF OPPORTUNITY

Key takeouts:

@ The investment universe in emerg-
ing markets has expanded rapidly

@ Investment opportunities are cre-
ated when economies modernise,
grow and become financially
sophisticated

@ |nvestors in global indices are
generally missing out on the
long-term opportunities offered by
emerging markets

® Emerging markets are growing
faster than developed markets ow-
ing to a loosening of regulation
and an opening up of domestic
markets to capital investment

® China is the most dramatic exam-
ple of what compounded high
growth can do for countries

round 80% of the world’s popula-

tion live in the developing world,

with close to half this populace

from China and India alone. In terms of land
mass, similar statistics prevail, with the bulk
of global land located in countries yet to reach
economic maturity. As a general principle,
developing countries started on the path to
industrialisation decades after their devel-
oped peers and, remain far poorer overall.
For this reason, their contribution to global
economic output, at between 40% and 50% -
depending on whether market or purchasing
power party (PPP) exchange rates are used -
is substantially below their population share.
Financial markets in developing regions
also developed much later than those in the
developed world, rendering their current
share of global market capitalisation at only
around 25%. Once free-float adjustments

are taken into account, their share of bench-

mark global indices reduces to below 20%.
While many large developed markets boast
market capitalisation rates greater than
100% of GDP, very few emerging markets are
anywhere near this level. The exception to
this rule is South Africa (SA), where finan-
cial markets developed far earlier and where
many global multinationals have listings on
the Johannesburg Stock Exchange (JSE), ar-
tificially boosting the market capitalization
ratio to 200% of GDP.

Although I have spoken about develop-
ing markets more generally, this piece will
concentrate on emerging markets, as they
make up the bulk of the investable equity
universe outside developed markets. Within
the broader MSCI ACWI index, emerging
markets have a 12% weight and frontier mar-
kets have no representation at all. Given that
emerging markets are between 40% and 50%
of global output and are growing between 1.5x
and 2x faster than the developed world (in
aggregate), investors in ACWI (or any other
global index) are structurally underweight
emerging markets and are generally missing

outon the long-term opportunities they offer.

The tortoise and the hare
Emerging markets are growing faster than
developed markets as a result of several driv-
ers. The simplest explanation is that when in-
stalled capital and productivity levels are low
- which was the case in most emerging mar-
kets 30 years ago — a dollar of capital invested
yields higher incremental returns than in a
country with a high base of installed capital
and an already productive workforce.

China and India were both very poorly
managed by their respective governments
until the early 1980s and 1990s and it isno co-
incidence that a loosening of regulation and
an opening up of domestic markets to capital

investment and competitive forces coincided

with a significant increase in growth rates in
these countries.

China’s transformation, in particular, could
rank as humanity’s greatest ever poverty up-
liftment project. In 1980, China’s GDP per
capita was similar to that of Zambia and more
than 85% of the population lived in extreme
poverty. Since then, the country has averaged
real GDP growth of close to 10% per annum,
raising GDP per capita from under $200 at the
time to $9,000 today - a fifty-fold increase in
the space of one generation. Today, less than
10% of Chinese live in extreme poverty.

The relatively low increase in population
- cumulatively only 40% over 29 years - has
certainly helped to ensure that high aggre-
gate growth translated into high per capita
growth; but, even if China’s population had
doubled over the period, abject poverty
would still have largely been eliminated. The
one-child policy certainly played a role in re-
ducing population growth, but its role should
not be overstated - the birth rate was already
in steep decline when the population curbs
were introduced and examples elsewhere
in Asia suggest that the rising wealth levels
would have seen it naturally decline even
further. In the process, China’s share of global
output has moved from 2% to close to 20%, as
the chart below illustrates.

China is not alone in having raised living
standards materially, although it is probably
the most dramatic example of what com-
pounded high growth can do for countries.
India, the world’s only other billion-person
country, has also come a long way since it
started opening up in the early 1990s. Despite
being ademocracy (with the occasional emer-
gency rule) since independence from Britain,
India traditionally had a very protected and
state-dominated economy with many key
sectors (notably banking) nationalized in the

years after independence from Britain, for-

eign investment severely curtailed and price
controls distorting economic incentives.

The result was close to 50 years of eco-
nomic stagnation, made worse by a fairly high
birth rate that saw the population increase by
2.5 times in the 44 years after independence
and until reforms were introduced in 1991
by then Finance Minister Manmohan Singh
(who would subsequently serve as Prime
Minister for ten years from 2004). India’s
GDP per capita in 1991 was $300 (at market
prices) and, by the end of 2018, was estimated
to have grown to $2,000: a compound growth
rate of 7.3% delivered despite a 50% increase

in population over the 27-year period.

The opportunities in the
step-change

Why is the above context important when
considering opportunities available to eq-
uity investors? The answer stems from the
investment opportunities created when
economies modernise, increase in size and
see a step change in financial sophistication.
Shanghai’s stock exchange, for example, was
re-established in late 1990 after a 41-year
closure. From having no listed companies at
all 30 years ago, the market capitalisation of
Chinese stocks today exceeds $10 tn.

India’s market capitalisation has increased
from $280 bn in 2003 to $2.5 tn in 2018; a
nine-fold increase in fifteen years. The table
below, drawn from the World Federation of
Exchanges Database, shows how the mar-
ket capitalisation (in current US dollars) has
changed for the listed universe of several
countries over the latest 14 years for which
data is available for all the selected countries.

The results above speak volumes, although
I would caution that they are not directly
translatable into equity returns as, at the very
least, they include new listings over the period,

follow-up equity offerings on already-listed
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stocks and they ignore dividends that have
been paid. Nonetheless, the figures do high-
light that the investment universe in emerging
markets has expanded rapidly and therefore
should be given serious consideration by in-
vestors. As markets develop, and as liquid-
ity and trading continuously improve as they
have done over the last two decades, we would
expect that the weight of emerging markets
within global indices will increase significantly
from the 12% to 13% mentioned earlier.

It is important to highlight that emerging
markets are not one homogenous asset class
where equity values in the various countries
move in tandem. The returns in the vari-
ous individual emerging markets can and do
diverge materially, as their drivers are very
different. As an example, China’s market
has grown with the rapid industrialisation
that the country has undergone. Its mar-
ket is comprised of oil, property, banking,
industrials, consumer and internet stocks
and there remains heavy influence from the
state through direct and indirect ownership
and regulation of the listed universe. No one
individual industry or sector dominates and,
with a quasi-fixed currency, the influence of
exchange rate movements for dollar-based
investors is also more muted than, for exam-
ple, South Africa, which has a freely floating
exchange rate (the rand) with substantial
volatility.

Brazil, on the other hand, has a higher
equity weighting toward oil, iron ore, agri-

cultural commodities and regulated utilities.

The Brazilian currency, like the rand and
Russian ruble, is volatile and heavily influ-
enced by commodity prices. At times when
commodity prices are high and terms of trade
are in Brazil’s favour, Brazil’s equities tend to
increase substantially in value and the cur-
rency strength that accompanies this ampli-
fies the movement.

The broader emerging market classifica-
tion includes countries that are growing fast
but are relatively poor in absolute terms, such
as India, and those that are relatively wealthy
and growing at rates similar to those of devel-
oped markets such as South Korea and Tai-
wan. The investment opportunities between
these countries therefore differ materially,
since industry structures are quite divergent.
Less developed countries tend to have more
fragmented industries with substantial scope
for consolidation, whereas wealthier emerg-
ing markets tend to have a greater degree of
consolidation.

Some of the best returns available in
emerging markets will be available where
companies increase their market share at the
expense of weaker players, growing revenue
at a rate substantially above nominal GDP
growth. In the process, these companies will
be able to raise margins as their scale rela-
tive to competitors increases and barriers to
entry for new entrants rise. A good example
of this is the Russian food retail sector, where
the top two players have barely 10% market
share each and the formal players, as a whole,

around 65%. In developed markets, it is not

Stock market size

Country Name AV O LT P LR Bl %Chg CAGR Classification
Cap Cap

China 448 8,711 25.6%|Emerging
Indonesia 73 521 16.3%|Emerging
Thailand 115 549 12.7%|Emerging
Korea, Rep. 428 1,772 11.5%|Emerging
Brazil 330 955 8.5%|Emerging
South Africa 443 1,231 8.2%|Emerging
Argentina 41 109 7.9%|Frontier*
Mexico 171 417 7.1%|Emerging
Nigeria 16 37 6.8%|Frontier
Turkey 98 228 6.7%|Emerging
Netherlands 539 1,100 5.6%|Developed
Switzerland 829 1,686 5.6%|Developed
United States 16,324 32,121 5.3%|Developed
Australia 776 1,508 5.2%|Developed
Germany 1,195 2,262 5.0%|Developed
France 1,559 2,749 4.5%|Developed
Portugal 70 76 0.6%|Developed
Spain 941 889 -0.4%|Developed

Source: World Federation of Exchanges. * to join EM index in May

uncommon for the top players in food retail
to have market shares above 20% and for for-
mal retail to command 75% to 80% of total
sales. The only natural limitation to market
share in Russia is a 25% single-metro market
share limit in terms of Russia’s food retail law,
and both the market leaders are some way
from running into this ceiling.

Financial services is another sector in
which substantial opportunities exist due to
fairly low credit penetration. In most emerg-
ing markets, access to financial services is far
from universal, and penetration of products
such as bank accounts, credit card and mort-
gages are a fraction of development peers. As
an example, in the middle of 2018, the Bank
for International Settlements notes that the
Credit-to-GDP ratio (total credit to the pri-
vate non-financial sector divided by GDP)
of India stood at 56%. Brazil was not much
higher at 67%. In comparison, the UK’s ratio
was 170% and the United States 150%. Some
emerging markets do have developed-level
credit penetration, but this is restricted to
wealthier emerging markets such as Korea,
with 194%.

Taking action
Some examples will naturally answer the
question most asked by investors with re-
spect to their potential emerging markets
exposure - should the investment be pas-
sive or active? Coronation has been an active
manager in emerging markets for more than
a quarter of a century and we believe it is the
most suited option to investors looking for
long term value uplift in returns. As a starter,
a large percent of the indices in emerging
markets are dominated by many mediocre
businesses that often serve as state champi-
ons. Examples of these include the Chinese
state-owned banks, whose credit allocation is
very opaque, and national oil companies such
as Petrobras and Gazprom. This is clearly dif-
ferent to some developed market countries
like the US, where the index is dominated by
some of the best businesses in the world run
primarily for the benefit of shareholders. Ex-
amples include technology stocks such as Ap-
ple, Amazon, Alphabet and Facebook.

While the index quality has improved over
the last decade, we still don’t believe it rep-

resents access to the most compelling busi-

nesses and investments in emerging markets.

We believe that some of the best oppor-
tunities are in private sector run businesses
such as the Russian food retailers mentioned
earlier. Another very compelling example are
Indian banks. Some 70% of the market here
is still run by the state-owned banks, whose
operations have underperformed their pri-
vate sector peers since their monopoly ended
as part of the economic reform process. As
recently as 15 years ago, the private sector
market share was 10%. It has since tripled in
a banking market (as measured by total as-
sets) that has also grown by 15% per annum
in nominal terms over the period. The pri-
vate sector banks have better balance sheets,
which allows them to grow their books faster
than the public sector banks. They also have
better credit granting processes, so the bad
debts of the well-run private sector banks are
substantially lower than public sector banks
that often have a dual agenda of furthering
development regardless of credit risk.

The combination of high growth, robust
credit processes and long-term thinking from
management will yield higher returns for in-
vestors over the long term. An index-tracking
investor would have a larger allocation to
public sector banks and would also have sig-
nificant exposure to overvalued consumer
stocks in the FMCG sector. Here, a scarcity
premium means that Hindustan Unilever
(Unilever PLC’s listed subsidiary) trades on
more than 50x earnings, despite delivering
earnings growth below that of HDFC Bank,
the leading private sector bank that trades on
20x earnings.

To conclude, in our view emerging markets
offer a compelling long-term opportunity for
investors. The most important considera-
tion, however, is time horizon. As countries
and economies are still decades behind their
developed market peers on most metrics, the
duration of the investment opportunity is
also long dated. A focus on the long term (five
years or longer) rather than shorter term will,
inourview, deliver compelling returns for in-
vestors even if shorter-term volatility may be

higher than in developed markets.

Suhail Suleman
Portfolio Manager,
Emerging Markets,
Coronation Fund Managers

Disclaimer

This article is for informational purposes and should not be taken as a recommendation to purchase any individual securities. The companies mentioned herein may currently be held in Coronation-managed strategies, however,
Coronation closely monitors its positions and may make changes to investment strategies at any time. If a company’s underlying fundamentals or valuation measures change, Coronation will re-evaluate its position and may sell
part or all of its position. There is no guarantee that, should market conditions repeat, the abovementioned companies will perform in the same way in the future. There is no guarantee that the opinions expressed herein will be
valid beyond the date of this presentation. There can be no assurance that a strategy will continue to hold the same position in companies described herein.

Non-US readers: The information contained in the publication is not approved for the public and is only intended for recipients who would be generally classified as ‘qualified’, ‘professional’,

‘accredited’ or ‘institutional’ investors.

The information is not designed for use in any jurisdiction or location where the publication or availability of the information would be contrary to local law or regulation. If you have access to the information it is your responsibility
to be aware of and to observe all applicable laws and regulations of any relevant jurisdiction and it is recommended any potential investor first obtain appropriate legal, tax, investment or other professional advice prior to acting
upon the information. The value of investments and any income from them can go down as well as up and investors may not get back all that they have invested. Please be advised that any return estimates or indications of past
performance in this publication are for information purposes and can in no way be construed as a guarantee of future performance. Coronation Fund Managers accepts no liability of any sort resulting from reliance being placed
upon outdated information contained in this publication by any user or other person. Whilst every effort is made to represent accurate financial and technical information on an ongoing basis, inadvertent errors and typographical
inaccuracies may occur. Information, laws, rules and regulations may also change from time to time. Information contained in the publication is therefore made available without any express or implied representation or warranty

whatsoever, and Coronation Fund Managers disclaims liability for any expenses incurred, or any damage, claims or costs sustained by users arising from the reliance bein

placed on the use of links, services or any information

or representations contained in the publication. Coronation Asset Management (Pty) Ltd [FSP 548), Coronation Investment Management International (Pty) Ltd (FSP 45646] and Coronation Alternative Investment Managers (Pty)
Ltd (FSP 49893) are authorised financial services providers. Coronation International Limited is authorised and regulated by the Financial Conduct Authority. Coronation Global Fund Managers (Ireland) Limited is authorised by
the Central Bank of Ireland under the European Communities (UCITS) Regulations 2011 and the Alternative Investment Fund Managers Directive 2011, with effect from 22 July 2014. Unit trusts are generally medium to long-term
investments. The value of units may go up as well as down. Past performance is not necessarily an indication of the future. Unit trusts are traded at ruling prices and can engage in borrowing and scrip lending. Unit trusts may
invest in assets denominated in currencies other than their base currency and fluctuations or movements in exchange rates may have an adverse effect on the value of the underlying investments. Performance is measured on

NAV prices with income distribution reinvested.

US readers: Coronation Asset Management (Pty) Limited and Coronation Investment Management International (Pty) Limited are investment advisers registered with the United States Securities and Exchange Commission
("SEC”). An investment adviser’s registration with the SEC does not imply a certain level of skill or training. Additional information about Coronation Asset Management and Coronation Investment Management International
[Pty) Limited is also available on the SEC’s website at www.adviserinfo.sec.gov. The information in this document has not been approved or verified by the SEC or by any state securities authority. The opinions expressed herein
are those of Coronation Asset Management (Pty) Limited and/or Coronation Investment Management International (Pty) Limited at the time of publication and no representation is made that they will be valid beyond that date.
Certain information herein has been obtained from third party sources which we believe to be reliable but no representation is being made as to the accuracy of the information obtained from third parties. This newsletter contains
references to targeted returns which we believe to be reasonable based on current market conditions, but no guarantees are being made the targets will be achieved or that investors will not lose money.



