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Do reserve losses, foreign
exchange depreciation
and recessionsin
Emerging Markets mean
that investors should
exclusively focus on
developed markets for
investments in a post-
Covid-19 world?

Noone deniesthat Emerging Markets
have theirdrawbacks. Very few of them
runacurrentaccount surplus otherthan
wheninrecession; even Chinaisnowin
deficit, meaning thateconomic growth
andfinancial stability largely dependon
foreign capitalinflows. No one denies that
the currentcrisisisenormous. Yethold on
before "emptyingthe baby outwiththe
Covid-19 bathwater"!

Twenty years back these flows wereled

by foreigndirectinvestment, traditionally
seenas stable capital with limited volatility.
Opening up of financial systems and more
liberalforeign exchange regimes post

the 1994-2001 Emerging Markets crisis
mean thattoday, more than 80% of cross
border flows to Emerging Markets come
inthe form of portfolio capitaland migrant
remittances.

Ingeneralin Emerging Markets!, foreigners
canownmostofthedebtinanEmerging
Markets country?. This makes the recipient
countryvulnerabletoasudden stop of
capital flow. Estimated outflowsin 2020
tomid-MarchfromEmerging Markets
countries are over $60 billion, anamount
and pace whichdwarvesthat of 2008
(Exhibits 1and 2).

Priorto 2001 suchflows saw destabilising
currency dynamics under currency
regimes fixed or peggedto the dollar.
Sincethen, FXreserveshave beenrebuilt

1 Chinais asignificant exception

Exhibit 1: The direction of Emerging Markets net outflowsis ominous

IIF daily tracker of real money flows to Emerging Markets, in $ mn (centered 6 week
movingaverage)
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Exhibit 2: Estimated changein foreigninvestor portfolio positionin stocks and bonds
from 2010- 2019, in% GDP
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and more flexible exchange rate systems
introduced. Pegs dostillexist, but the vast

majority arein already dollarised countries,

eithertrade basedeconomies like Hong
Kongor resource-based economies such
as SaudiArabia. Hence, while currencies
doplunge, theimpact of capitalflight on

domestic banking systemsis manageable,

albeit painful, where fiscal deposits form
amaterial portion of banking system
liabilities.

Emerging Marketsare notone size fits
all, eventhoughduringselloffsitfeels
that way. We would broadly divide them
intoresource andnon-resource driven

economies. Brazil, Chileand South Africa
fallinto the first group whilst China, Korea,
Indiaand Turkey areinthe second. Some
fallinto both categories-Mexico for
instance-but currency movements do
seemtoreflectthe greaterrebalancing
risks of resource economies.

The single mostimportantissue
todayin Emerging Marketsis how that
re-balancingworks. Andthe messageis
clear -recessions and currency declines
have provided goodrisk-adjusted return
opportunities for foreigninvestors.

2 Inpassingitis worth noting that the sameiis true for the UK where more than 40% of gilts are foreign owned
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Thereisno systematic
relationship between
immediately observed
economic fundamentals
and hard currency returns.

"..Over the period
1900-2011 the quintile
of countries with the
hitherto weakest
currencies produced
materially betterreturns
indollars than countries
with strong currencies...

Dimson et alreportedin Financial Times 2012

"..History suggests that over
thelong-termexchangerate
movementslargely reflect-
and cancel out-theimpact
ofinflation. Exposure to
exchange rate fluctuations
should therefore not dissuade
investors from holding
Emerging Markets assets...

Dimson,Marsh and Staunton Credit Suisse
Investment Returns Year Book 2019
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Exhibit 3: Rotation strategies within developingmarkets (1976-2013)
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We have allheard the claim that Emerging
Marketsinvestingis first, second and third
anFXdecision.Butone mustpay attention
topastlessonstobenefit from future
opportunities.

Thisreflectsvaluationarguments (e.g.
UK asset valuations after Brexit) and the
positioninthe monetary cycle where
weak currency drives tightened domestic
monetary conditions, puttingdownward
pressure onlocalcurrency assetvalues.
Heavily sold currencies and depressed
domestic economies allow two "bites of
the cherry"forforeigninvestors.

Thebestmajor Emerging Markets stock
market overthe period 1993-2018 was
Brazilat 11% pa, yet Chinareturns were
onlymiddlingat5.1% over the same
period despite superior growth andlower
inflation. Aone-dimensional strategy
drivenaround GDP growth and sound
investment decision making make for sub-
optimalperformance.

The above 2014 analysis from Dimson et
al (Exhibit 3)in fact shows no connection
between currency and subsequent
returns,indeedit suggests thatthebest
returns come afteracurrency drawdown
and agrowth slowdown. This sinequa
nonisintuitive since aweak currency
isaccompaniedby areversalinflows,
followed by tighter domestic monetary
conditions.

Soinapost
Covid-19 world,
allassets mustbe
cheap...right?



Thelongtermvalue of US equities has
declinedfromthelevelshownin Exhibit 4
onthispage, ashaveinterestrates.|fwe
assumed thattherewasa20%dropin
the Shiller Price-to-Equity metric, then
itis currently around 30 times, whichis
hardly cheap by historic standards. Where
“cheapness”existsinareas suchashigh
yield or corporate debt or sub-sets of
equities, itisaccompanied by equally
perilous cashflow dynamicsin particular
sectorslike oiland gas, hospitality,
transportandsoon.

By contrast, Emerging Markets equities
arenow sellingat orbelowbookvalue.
Thereareclearly vulnerabilitiesin
Emerging Markets, particularly those
where naturalresourcesare afiscal
bedrock. Some countries - notably India
-andKoreawhich are netimporters of oil
will benefitfromm materially lower oil prices.
Equally, foreigninvestors dominate many
Emerging Marketsbond markets making
amortisationandrolloveruncertainin
theneartomediumterm. Theimmediate
suddenstopinworldactivity hampers
trade soanEmergingMarkets exportor
servicesledrecoveryontrade accountsis
unlikely.

Emerging Markets economies will not
escapeabrutalandrapid adjustment

Facedwiththeserealities, two things
are happeningin Emerging Markets.
Firstly, domesticdemandis contracting
sharply and secondly, currenciesare
fallingbecause of outflows. Recessions
across Emerging Markets are likely
toensue, furtherreducing fiscaltake
becauseindirecttaxesingeneralare
farmoreimportantthanincome-based
tax givenlevels of per capitaincome.
Exhibit 5 suggeststhereislittle fiscal
roomto move for Emerging Markets
governments.

Itishardtoescape the conclusionthat
2020 willbe a challengingmoment for
Emerging Markets'economies. Notonlyis
growthunderthreat, but fiscaldynamics
willbe challengedbylower tax collections
andin some cases reducing natural
resource rents. Some governmentsare
goingtofaceaprotractedstruggleto
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Exhibit 4:Itisn'tasif USassetsare cheap
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Exhibit 5: Emerging Markets currentaccount deficits are generally poor
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recover the gap generated by big fiscal
deficitslargely or partly financed by non-
domesticflows.

But there will likely be awide open
Emerging Markets “door”

[tislikely that governments will fallback on
privatisationtobridge fiscalholes.Inan
environment of tight domestic monetary
conditions and reduced cross border
flows, the buyers of these assets have
considerable advantage. Equally as the
private sectorbecomes stressed by weak

domesticdemand, the private sector will
be more opento foreign purchase of key
assets. Thiswas the casein Mexico post
the 1994 pesodevaluation, Asia after
1997-8,and Emerging Marketsingeneral
after2008.

Weak currencies and economies have
provided excellent subsequentreturns
forforeigninvestors. Generaleconomic
conditions andfiscal balances are more
volatile as an offset, sothatin turnwill
require alower price entry point tojustify
reward forrisk.

2020

COP



Some ofthisisalreadyinthe (Emerging
Markets) price

Ourargumentbased on historical
evidenceisthatthebestreturnsstart
fromundervaluedcurrencies and asset
prices. We can see fromlisted equities that
Emerging Markets assets are cheaperthan
those ofthe US. Howabout currencies?

Actis generates a fair value model for
major Emerging Markets currencies
relative tothe US dollar. The modellooks at
relative inflation differencesin estimation
of fairvalue. The concept of fair value can
be elusive; youdon'tknow thatyouare
thereuntilafteryouarrive, whichmeans
that only material deviations from trend
areworthnoting.

Thatsaid, the movementsin 2020 are
dramatic.Intheinitial stages of the
Covid-19 collapse, resource heavy
currencies suchasthe Mexican peso

and South Africanrand were particularly
weak as were those with fragile funding
backdrops suchas the Brazilianrealand
Turkishlira. Morerecently, wholesale
deleveraginghasalso hurt currencies
thatbenefit fromlower oil prices such
asthelIndianrupee.Bearingin mind that
Covid-19isadeeply deflationary process,
the vast majority of major Emerging
Markets currencies are wellbelow fair value
and some faceimmediate devaluation
pressures overandabove the substantive
depreciationtodate (e.g. Nigerian naira).

Domesticrecession, reduced trade with
Chinaandlower oil prices are creatinga
shortage of USdollars. The US trade deficit
isalmostentirely trade with China plus
energyimports. Alower deficit means that
fewerdollarsare printedto finance these
importsandleavestherestof the world
shortofdollars.

This willnotlast forever. Oilbelow $40/
bblhits the US shaleindustryhard: cash
flowbreak evenlevels are typicallyinthe
$40/bblplusrange. Overseas receipts on
thenetinternationalinvestment position
alsoshrinkas aresult of astrongreceiving
currency. US exportswillcontinuetobe
hampered by supply chainissues, evenif
theseare only mediumterm. Andfinally,
the major expansion of fiscaland monetary
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Exhibit 6:FXreserves (2000 = 100)
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Exhibit 7: Domesticliquidity stock Adj$ (2000 = 100)
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reserves through "‘pumped-up” QE and
Fed swaplines supplies "unlimited” dollars
tobuyers.

Thedominantriskto currency valuesis
ifthe citizens of that countrylose faithin
the currencyasastore of value. Under this
circumstance - as Argentina, Venezuela
and Zimbabwe have learnt so painfully

- thereislittle way back. A swing from
currentaccountdeficit to surplus reduces
pressure onthe exchange rate asdemand
forFXfalls. Strong FXreservesanda
credible financialregime help this trend.

2008

Mexico — India — China

2012 2016

Brazil

Countries with strong domestic savings
movements "mop-up” cheaplocalassets
asforeignerssellout. Thekey thoughis
that domestic holders of the currency do
feelthatthe currencyis alegitimate store
ofvalue, andlowinflationrateshelpalotin
keepingthisfaith.

Currenciesdotrendasthe Actis FX Fair
Value charts onpage 8 suggest. Material
deviations fromthe trend - eitherup or
down - are threat or opportunity. Today
-albeit withrisk caveats - thebalanceis
tipping towards opportunity.



Financial conditions matter

Lower currencies tighten domestic
financial conditions. FXreservestendto
be utilisedtorollover shorter term foreign
currencyliabilities. Inturnthe adjustment
oftrade accounts through plunging
importsis particularly painful for resource
economiesandlessso fortrade-based
countries. Intime thisisreflectedinatrade
off betweenasset pricingand volatility of
financial conditions.

Onepiece ofgoodnews - forsome of the
larger Emerging Markets countries they
enter the crisis period with strong foreign
exchangereserveswhichallow themto
sellFXandbuy domestic currency thereby
sustaining domestic liquidity for some
time (see Exhibits 6 and 7). (FXreserves
are of course simply apart of the balance
sheetofthe centralbank whichcanuse
themtoincrease ordecrease supply of
localcurrency).

Equally this crisis begins with adequate
stocks of domesticliquidity. These willbe
drawn down quickly as capital flows out.
Betterthoughtostartinahealthy thana
perilous position.

Oneworry-willcountriesintroduce capital
controlstotryandtrapforeignassets
inside the country? Thiswas attemptedin
1997 by Malaysia and Slovenia. Atthe time
the International Monetary Fund (IMF)
frowned onthese movesbutinrecent
timesthe IMF seems to be mulling over the
ideaagain. We doubt that this willhappen
otherthanincircumstances of extreme
distress; forinstance Turkey resisted this
tacticinthe devaluation crisis of 2018-19,
reasoningthatatatimewhentheyneeded
torolloverdebtandattract new capital,
gating flowswas hardly sensible. Our sense
isthat need makes countries more open
tonew flows-certainly thisis the anecdotal
evidence from Chinainrecentmonths.
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Sowhat of future Emerging Markets
assetdemand?

Globalsavingsrateshave beenseverely
impacted by Covid-19 and globalisation
hastakenahugeblow. Savings schemes
which discount future liabilities using
bond proxies will see amaterial fallin
fundingratios. 'Future-generation’funds
sponsoredby governments willhave
experienced significant reductionsinvalue
ifbackedby naturalresource-based cash
flows, further hampering fiscal bail outs of
the sortseenafterthe Arab Spring.

Leverageisprovingtobeadistinct
negative anditis easy to conclude that US
leveraged finance with little orno covenant
backingis goingto sufferaseverehiton
assetvalues.

Inthis circumstance, the demandforlong
duration, stable cash flows closely linked
to social stability will likely be material. This
translatesinto demand for electrification
andsocialinfrastructure and these asset
typeswillbe atthe top of alimitedlist

of spending priorities. Buyers withdry
powder willbein excellent positions. An
absence of structured finance and applied
leverageisanadvantage asassetscome
withlimited liabilities attached.

Covid-19isravagingeconomiesand
savingsas|write. Asset owners will
struggleforalongtimetorecover

lost ground. Taking the safe optionis
understandable whilst the tempest
rages. “Gettingbacktoland” asitabates
takes skilland entails taking calculated
risks. Happily, experience points the way
tostable cashflows atlow prices without
excessive liabilities attached. Many of
thesewillor should existinthe countries
which make up 80% of world population
andresources—thatisthe Emerging
Markets.




Apersonalnote

The author has beeninvestingin Emer:
Markets and analysing them /
years. He saw the “suc




Actis F X Fair Value Model

2001 2004 2007 2010 2013 2016 2020
1990 1995 2000 2005 2010 2015 2020
1991 1995 1999 2003 2007 2011 2015 2020
1981 1986 1991 1996 2001 2006 2011 2016 2020

1988 1992 1996 2000 2004 2008 2012 2016 2020

2003 2005 2007 2009 2011

2013 2015 2017 2020

1991 1995 1999 2003

2007

2011

2015

2020

25 ‘@. Mexico
20 — FairValue

15 — MXN/USD

10

5

20 >>;- South Africa

— FairValue
10 — ZAR/USD
5
0
80 |k India
70
60 — FairValue
50 — INR/USD
40
30
20
10 0 China
8
6 — FairValue
— CNY/USD
4
2
0

2000[s®:) South Korea

1,500 — FairValue
— KRW/USD

1,000

500

6 & Brazil

5

a — FairValue
— BRL/USD

3

2

1

8 @ Turkey

& — FairValue
4 — TRY/USD
2
0

1 FXline above Fair Value line indicates currency is undervalued relative to Fair Value

8  Emerging Markets and Covid-19



Emerging Markets External Financing Landscape
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Exhibit 8: Emerging Markets External Debt
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Exhibit 9: Percent of Emerging Markets External Debtin US$
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Exhibit 10: Percent of Emerging Markets External Debt Short-Term (<1 year)
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