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Introduction

Emerging markets collectively provide the engine of
growth for the global economy. The world’s seven largest
developing economies were half the size of the G7 devel-
oped economies in 1995, matched them by 2015 and are
expected to be double their size by 2040.* And while the
stock market capitalization of businesses in emerging
markets currently accounts for only 12 % of total world
capitalization,? this is set to increase: the value of quoted
emerging markets companies has already grown tenfold
over the past 30 years to more than USD 5 trillion.?

Yet institutional investors and discretionary wealth man-
agers have not always been bold about taking advantage
of the opportunities offered by emerging markets. In
many cases, their allocations to emerging market assets
have stalled in single figures as a percentage of their
portfolios — below the levels that would materially capture
the enhanced returns available and provide diversification
benefits. The reasons for this range from the natural
home bias of investors to concerns about elevated risk.

This is now set to change. Our research suggests that
investors plan to significantly increase their exposure to
emerging markets over the next five years, in both fixed
income assets and equities. Even in the coming year,
amid the fallout from Covid-19, many investors plan
increases.

Organisation for Economic Co-operation and Development
MSCI, April 2019

MSCI, as at June 2020
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There are good reasons for this. There has long been a
consensus that emerging markets may offer more growth
than developed markets in the years ahead, powered by
structural drivers such as rapidly increasing productivity,
the shift from mass production and commodities to high-
er-value economic activity, and demographic factors such
as an expanding middle class. But now the Covid-19 pan-
demic threatens to prolong the era of low-to-negative
interest rates across developed economies. Even before
the crisis, Vontobel research shows investors were wid-
ening their search for higher returns.*

Nevertheless, our latest research, surveying 300 institu-
tional investors and discretionary wealth managers glob-
ally, highlights the complexity that comes with growing
emerging market allocations. Many investors worry about
volatility, macroeconomic challenges and transparency,
and now the pandemic has increased risk aversion across
the board.

In this study, we investigate how investors can manage
those fears to seek the additional returns that emerging
markets could give them. Find out why fortune will favor
the bold.

Download the global study here:
vontobel.com/em
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“Investors have to increase their allocations, because
central banks in all the developed markets are cutting
their interest rates again — rates will now be lower for

longer. Emerging markets are a very big opportunity
for us to get the returns that we are looking for.”

Guillermo Uriol Sanz
Fixed Income Portfolio Manager,
lbercaja Gestion

“ESG is something that’s going to change the way we

invest. But you can only do that with an active approach:

you need active managers able to avoid the difficult
and controversial areas.”

Wim Aurousseau
o Chief Investment Officer,
oy AXA Belgium

“We will look at the yield or the expected return we can
get from an asset, and we will divide it by the capital
needed to keep it. This will give us a certain ratio which
we will compare all over the line of asset classes and
regions. This will give an indication of where to go.”

“Companies with strong ESG performance tend to have
a management which is very flexible, very intelligent,
and is able to apply this mindset down through the rest
of the company. Since these companies tend to make
the highest margins and largest profits, it makes a lot of
sense to invest in this way.”

Ingo Ulmer
Senior Investment Specialist,
Viridium Service Management
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“Emerging markets are so under-researched. In the next
one-and-a-half years, I’'m pretty sure that we will switch
all our passive investments to active managers.”

“This is important in both equities and fixed income. We
don’t necessarily see a premium from ESG in emerging
markets, but it’s part of our risk management process.
The aim is not to be exposed to businesses, whether
through debt or equity, from which bad news is likely to
emerge.”
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Carly Moorhouse

Fund Research Analyst,
Quilter Cheviot
Investment Management

“Liquidity is a key consideration. That means portfolio
managers must be very conscious of considerations
such as market capitalization and daily trading volumes.
We get monthly holdings from all our funds in order
to assess their liquidity, and how quickly they can trade
down to cash.”

“It will just make sense to allocate capital specifically to
China, in the way that people allocate to Japan. It’s the
world’s second largest economy and is extremely influ-
ential not just in Asia, but globally.”

“I hope that as people allocate more to emerging mar-
kets, they’ll do so with active exposure. Downturns show
how valuable active managers are to investors — picking
good managers may save clients so much money.”

Paolo Maggioni
Chief Investment Officer,
Fineco Asset Management

“I think that the Covid-19 situation has created more
opportunities for emerging markets investors. First, it’s
always good to increase exposure to an asset class at
a time when it is underweighted in general by investors.
And the structural situation is very positive for emerging
markets.”

“We accept that volatility is part of investing in emerging
markets. And we can decompose volatility into negative
and positive volatility — what we are trying to do when
we build our portfolios is to reduce the downside volatil-
ity and to capture as much positive volatility as possible.”
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In emerging markets,

fortune

favors
the bold

2/3 of investors are planning to increase exposure in emerging markets
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plan to raise their emerging market
equity exposures over the next
five years
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plan to raise their emerging market

fixed income exposures over
the next five years
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“Investors have to increase their allocations,
because central banks in all the developed
markets are cutting their interest rates again -
rates will now be lower for longer.

Emerging markets are a very big opportunity
for us to get the returns that we are looking for.”

>
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Sources: Vontobel original research, July 2020, based on survey of 300 respondents in Asia, US, Canada and EMEA



339 82%
(o] say they are concerned
plan to increase about the impact of
EM allocations Covid-19 as they
more slowly consider increasing say they feel
due to Covid-19 their exposure to prepared for the
emerging markets related risks

Succeeding in emerging markets: They can manage the risk, using:
Managing risk with the right tools

Tools and strategies
63 %

say they have defined a mostly small risk Active management
budget for investment in emerging markets

60% Global % Specialist support
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“Downturns show how valuable active managers 7,
are to investors - picking good managers can
save clients so much money.”

N

Carly Moorhouse

Fund Research Analyst,
Quilter Cheviot Investment Management

say that specialist investment consultants and
investment intermediaries can add significant value

7/, 51% Global
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Matthew Benkendorf
Chief Investment Officer,
Vontobel Quality Growth Boutique

“The big tectonic changes are actually quite rare. The
point with emerging markets is to look for the steady
improvement. If you don’t, you’ll miss the opportunity.”

“The virus could actually lead to increased allocations,
because it challenges the conventional view that what is
a problem in developed markets is a crisis in the emerg-
ing world. Covid-19 didn't cause disproportionately more
damage in some emerging markets.”

Roger Merz
Head of mtx Portfolio Management,
Vontobel Asset Management

“Dynamic growth rates in emerging markets have pro-
duced many profitable businesses. However, market
participants are often slow to fully acknowledge high
returns on invested capital, which we consider an
important share price driver. This failure on the part of
the market creates opportunities for stock pickers.”

“First, you need diversification across sectors and coun-
tries. An active manager should try to find companies
with uncorrelated risks: if you invest in a business, you
want it either to be as isolated as possible from poten-
tially macro-risks or, if this is not possible, you try to
avoid unintended concentrations of such risks across
the portfolio.”

Luc D’Hooge
Head of Emerging Markets Bonds,
Vontobel Asset Management

“For some time, we have had low yields in developed
world markets such as the Swiss franc and the euro,
but even in the US there’s now not much yield left.
That will push investors toward emerging markets.”

“We see managers with very strict rules on credit ratings;
in this volatile environment where downgrades are not
uncommon, they may become forced sellers at an inop-
portune moment.”

Conclusion

Be bold to benefit

Investors recognize the opportunities for diversification
and the potential for enhanced returns offered by emerg-
ing markets. Many are determined to embrace those
opportunities and move toward higher allocations to
emerging markets — both in their equity portfolios and in
fixed income assets.

The sticking point is risk. Investors know that volatility
tends to be higher in some emerging markets, and in
parts of some markets, and they are anxious about how
to manage it. That anxiety is now more acute as a result
of the Covid-19 pandemic, and their increased risk aver-
sion is a natural response to the crisis.

Specialist support will help these investors to overcome
their concerns. Risk management strategies that use
tools and techniques such as diversification, risk budgets
and allocation constraints can limit their exposure to vola-
tility in emerging markets. And ESG factors give them fur-
ther opportunities to manage risk.

For investors able to balance risk with opportunity, the
future is exciting. Strategic asset allocation across a
range of emerging markets should give them access to
new opportunities and enhanced returns. Fortune will
favor the bold.
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About the research

In April and May 2020, Vontobel and Longitude, a Financial Times company, surveyed 300 institutional investors
and discretionary wealth managers across 18 countries. In addition, this study draws on the insights gained

from around a dozen qualitative interviews with experts in emerging market investing. In particular, we thank
the following for sharing their time so generously:

Andrew Cormie

Head of the Global Emerging Markets team, Eastspring Investments
Carly Moorhouse

Fund Research Analyst, Quilter Cheviot Investment Management
Guillermo Uriol Sanz

Fixed Income Portfolio Manager, Ibercaja Gestion

Ingo Ulmer

Senior Investment Specialist, Viridium Service Management
José Manuel Silva

Chief Investment Officer, LarrainVial Asset Management

Paolo Maggioni

Chief Investment Officer, Fineco Asset Management

Peter Laity

Portfolio Manager, Equities and ESG integration, IOOF-OnePath
Wim Aurousseau

Chief Investment Officer, AXA Belgium
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Sources: Vontobel original research, July 2020, based on survey of 300 respondents in Asia, US, Canada and EMEA
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Disclaimer

This document is a general communication that is not impartial and has been prepared solely for informational and educational purposes only. The information and opinions (together,
“information”) contained in this document is not intended to be relied upon as a forecast, research, recommendation or investment advice. Decisions based on information con-
tained in this document are the sole responsibility of the reader. You must not rely on any information contained in this document in making an investment or other decision. This
document has not been based on a consideration of any individual investor circumstances. Nothing in this document constitutes, or shall be deemed or construed to constitute, tax,
accounting, regulatory, legal, or insurance advice, or investment or any other kind of advice to sub-scribe for, purchase, hold or sell any securities or other financial instrument, to
effect any transactions, or to adopt any investment strategy.

All information in this document is provided on an “as is” basis based on the knowledge and/or market assessment as of the date of the document or as at the time specified in the
document without any representations or warranties of any kind, either expressed or implied. Vontobel shall not be liable for any direct or indirect loss or damage, including but not
limited to loss of profit, that may be suffered as a result of information provided in this document, or for any loss or damage resulting either directly or indirectly from use of any of the
information contained therein.

Any information comprised in this document may be superseded by, or change due to, subsequent market or political events or for other rea-sons, but there is no obligation on the
part of Vontobel to update this document. Any projections, forward-looking statements or estimates contained in this document are speculative and due to various risks and uncer-
tainties, there can be no assurance that the estimates or assumptions made will prove accurate, and actual events or results may differ materially from those reflected or contem-
plated in this document. The views and opinions herein are those of the individuals mentioned above and do not necessarily reflect the opinions of Vontobel, unless issued by
employees of the firm. Opinions expressed in this document are subject to change based on market, economic and other conditions. Information in this document should not be
construed as recommendations, but as an illustration of broader economic themes. Keep in mind that past performance is not a reliable indicator of current or future performance
and forecasts are inherently limited and should not be relied upon as an indicator of future performance. To the maximum extent permitted by law, Vontobel rejects any liability in any
way for any loss or damage suffered by you through use of or access to this information, or Vontobel’s failure to provide this information. Although Vontobel believes that it has taken
due care in compiling the contents of this document, Vontobel does not warrant, either expressly or impliedly, the accuracy, correctness, or completeness of the information, text,
graphics, or other items contained in this document, and the document should not be relied upon as such. Vontobel accepts no liability in respect thereof. No information contained
in this document shall be deemed or construed to create any contractual relationship between the providers of such information and the reader of this document. All components
of this document are protected by intellectual property laws and are the property of Vontobel or third parties. The information in this document is solely for your personal, non-com-
mercial use. Vontobel, its directors or employees may have previously invested, may be currently investing or may in future invest in financial instruments in respect of which this
document comprises information or opinions. It is also possible that Vontobel has previously provided, is currently providing or will in future provide services to the issuers of such
financial instruments, including, for example, corporate finance or market making services. Furthermore, it is possible that employees or directors of Vontobel have previously per-
formed, are currently performing or will in future perform certain functions on behalf of the issuers of such financial instruments, e.g. serving as director. Vontobel, its directors or
employees could therefore have an interest in the future performance of financial instruments.
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