N IHHIVEOULN

Challenges and
opportunities In
emerging market
stocks

Equity Strategy
Playbook

December 2021

Talley Leger
Senior Equity Strategist




Contents

A)

Where are we in the market cycle?
1. Market cycles

B)

What are the opportunities or challenges?
2. Valuations

C)

What are the catalysts?
3. Fiscal policy
4. Monetary policy
5. Economic growth
6. Geographic revenue exposure
7. Earnings growth

D)

How is the herd behaving?
8. Flows
9. Currencies
10. Technicals



legertd
Sticky Note
We answer these four big questions from investors about Chinese and emerging market (EM) stocks:

Where are we in the market cycle?
We think we remain in the later stage of emerging stock market underperformance.

What are the opportunities or challenges?
We believe there are potential valuation opportunities in EM stocks.

What are the catalysts?
We see two negative and three positive catalysts for EM stocks.

How is the herd behaving?
Investor demand for EM stocks has been lackluster. From a contrarian perspective, however, we interpret extreme investor pessimism as being positive for EM stocks. Bull markets are born in despair and die in euphoria.
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In our view, a fair assessment of these 10 forces suggests a mixed outlook for Chinese and EM stocks.

However, EM stocks have been so deeply underowned and out of favor that we worry about being too pessimistic. For one, ongoing improvement in Chinese financial conditions could brighten our view. Moreover, it seems the coronavirus has generally had a diminishing impact on the global economy, the wild card being the scope and duration of potential lockdowns. If concerns about the omicron variant fade sooner than later, the US dollar could soften, and investor risk appetite may firm, adding further upside risks to our sober view.

From our lens, there are five negative forces.
A)     Cycle:
               1. Market cycles – The trend isn’t your friend.
C)     Catalysts:
               4. Monetary policy – Has been restrictive but may become less so.
               7. Earnings growth – Has been poor.
D)     Behavior:
               8. Flows – Have faded.
               9. EM currencies – Have weakened.

In our opinion, there are five positive forces.
B)     Opportunities:
               2. Valuations – Have been cheap.
C)     Catalysts:
               3. Fiscal policy – Has faded for EM, but less quickly than it has for DM.
               5. Economic growth – Has slowed for EM, but global growth remains robust.
               6. Geographic revenue exposure – Chinese imports and raw industrial commodities have been strong.
D)     Behavior:
               10. Technicals – EM stocks have been oversold.


@ Market cycles Back

® The trend isn’t your friend.
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Market cycles

EM stocks have underperformed for more than 11 years. True, 2016, 2017, and
2020 were banner years, but 2018, 2019, and 2021 were challenging.
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DM equities, which represent the performance of companies based in the advanced countries of the world (e.g., the US, Japan, Germany, the UK, and France), have enjoyed their longest period of outperformance since the late 1980s. From 2010 through 2021, investors have flocked to the perceived safety and stability of the major economies.

EM stocks, capturing corporate performance in the developing countries (e.g., China, India, Brazil, South Korea, Russia), outperformed significantly in 2016, 2017, and 2020. In 2018 and 2019, however, trade wars, an associated shift in investor sentiment, outflows, and currency fluctuations caused EM equities to deviate far below levels justified by generally stable economic fundamentals. Also, Chinese policymakers slammed the brakes in early 2021 to rein in the froth and excess they thought was developing. As a result, Chinese stocks have lagged their US counterparts this year, alongside slowing money growth.


Market cycles
However, averages can be deceiving, and a closer look reveals some outstanding

EM countries. In other words, selectivity is crucial in a difficult environment.
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US and Chinese stocks have been exceptional out and underperformers, respectively. Excluding those two outliers, EM stocks have actually been holding their own relative to DM stocks. In fact, Russian, Indian, and Taiwanese stocks, to name a few, have outperformed the global average year to date.


@ Valuations Back

@ Are cheap
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Valuations —regions
DM stocks have had a long run and are overvalued. By comparison, EM stocks have
lagged and offer more attractive valuation opportunities.
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In our view, compelling valuation opportunities exist for investors in EM stocks. After a decade or more of underperformance, naturally, the EM price-to-sales (P/S) ratio has become extremely cheap relative to that of the global benchmark, DM, and history.

Valuations have been good predictors of future, long-term returns. The rule of thumb is that underpaying for an asset enhances its prospective return over the long haul. The opposite is also true. The last time EM stocks traded at such a discount, they outperformed for many years to come. This time around, what will be the catalyst for unlocking the potential reward embedded in EM share prices?


Valuations — countries
Still, not all EM countries are created equal. Once again, selectivity is key.

MSCI country P/S ratios relative to MSCI ACWI P/S ratio (premium/discount to long-term average since 1995)
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While it’s tempting to think of emerging market equities as one homogenous asset class, a deeper dive shows that nothing could be further from the truth. Indeed, the region is full of idiosyncrasies, and the chart above reveals that country valuations are no exception. On a P/S basis, we find the United Arab Emirates (UAE) trading at a notable premium to the broad market and history, so selectivity is key.

The same chart illustrates that while broad EM equity valuations have witnessed a steady de-rating, opportunities remain centered on the BRICs —namely Brazil, Russia, India, and China — all of which come at significant discounts.


Valuations — US and China
China is cheaper than the US across a swath of different valuation metrics.
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China is cheaper than the US on a P/S basis, which is important because it’s more difficult for companies to manipulate top-line revenues than line items further down the income statement. How attractive is China, according to other common valuation metrics? The country is also more compelling on price-to-trailing earnings, forward earnings, cash flow, book value, and dividend yield basis.


@ Fiscal policy Back

@ Has faded for EM but less

quickly than it has for DM
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Fiscal policy — government spending
The fiscal impulse has generally faded but less quickly in the emerging world than it

has in the developed world.

Advanced (dark blue) and emerging (light blue) economies’ @ Advanced (dark blue) and emerging (light blue) economies’ @
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In 2020, governments responded to the pandemic and Great Lockdown by supporting demand and consumption in a counter-cyclical fashion. As a result, government spending – especially in the advanced economies – contributed a larger share to gross domestic product (GDP). Now that global activity has normalized, fiscal tailwinds for economic growth have faded, especially in the developed world.


Fiscal policy — government spending — US and China
Similarly, the fiscal impulse has faded faster in the US than it has in China.
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The US and China are the poster children for fading fiscal stimulus across the developed and emerging markets, respectively.


@ Monetary policy

® Has been restrictive but may
become less so
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Monetary policy — interest rates

The US has stepped up its tapering schedule, while China has eased to stabilize
growth.

US short-term interest rate since 2015 &= China short-term interest rate (dark blue) and required deposit
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In the US, the Federal Reserve (Fed) has responded to renewed economic expansion and inflationary pressures by accelerating its plan to reduce large-scale asset purchases (LSAPs), preparing to raise interest rates and flattening the yield curve to slow down the economy.

By contrast, past policy tightening in China has given way to renewed policy easing, which could boost the outlook for emerging market stocks. Chinese monetary authorities have cut reserve requirements for their banks, injected capital back into their system, and fostered a renewed decline in interbank rates.


Monetary policy — money supply
Beijing’s easier policy stance suggests a rising tide of money could lift Chinese and
EM stocks further down the road.
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Beijing’s overreaction and the economic slowdown that it engendered have pressured Chinese and EM stocks. However, interest rate cuts have typically been followed by accelerating money supply growth about half a year down the road. If that relationship continues to hold, we’d expect a rising tide of money to lift Chinese and EM stocks, albeit with a lag.


Monetary policy — financial conditions

Chinese financial conditions have tightened, but sequential improvement could

eventually provide a tailwind for emerging economies.
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There has been a strong inverse relationship between financial conditions, which are influenced by a country’s central bank, and manufacturing activity over time. Specifically, easy financial conditions are tailwinds for economic growth, and tight financial conditions are headwinds for economic growth.

In the US, financial conditions remain easy, but a hawkish Fed, flatter yield curve, and strong US dollar have coincided with slower manufacturing activity. After a phenomenally successful reflationary campaign in 2020, Chinese policymakers slammed the brakes in early 2021, producing tight financial conditions and contracting manufacturing activity. However, renewed monetary acceleration could provide a much-needed tailwind for Chinese growth.


@ Economic growth

@ Has slowed for EM, but

global growth remains robust
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Economic growth — absolute

EM activity has grown, albeit at a slower pace than DM.
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Business activity has softened across regions, including an acute slowing of the second-largest economy in the world, China. Chinese real GDP growth has downshifted from a double-digit pace in the first quarter of this year to a mid single-digit pace in the third quarter.

By contrast, an inflationary boom in the US, led by the services side of the economy, has helped to keep global activity afloat.


Economic growth — relative

EM stocks usually outperformed DM stocks when the global economy was growing.

However, EM stocks have overreacted and may be due for a catchup phase.

Global manufacturing activity (dark blue) and emerging relative to developed market returns (light blue) since 1998
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The direction of global manufacturing activity has helped inform allocation decisions between EM and DM stocks. But worldwide turnover isn’t a perfect indicator. Recently, EM stocks have deviated far below levels justified by generally stable economic fundamentals. Such negative divergences have occurred several times before, and when they did, EM stocks resolved in an upward fashion.


Economic growth — US and China

Chinese policy tightening in early 2021 and the slowdown it engendered challenged
EM stocks. But an attractive entry point may be approaching for patient investors.
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Fortunes have reversed for the US and China. Tight financial conditions have become a risk to the Chinese outlook. In a command economy, however, policymakers stand ready to support activity and output once again.


Economic growth — coronavirus — US and China
China has flattened its case curve, but that hasn’t helped EM stocks.
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To us, it seems the coronavirus has generally had a diminishing impact on the global economy, the wild card being the scope and duration of potential lockdowns. For example, the US is witnessing growing infection rates which don’t yet appear to be a brake on activity. Meanwhile, China has successfully flattened its case curve, but that hasn’t helped activity or EM stocks.


@ Geographic revenue exposure

@ Chinese imports and raw industrial
commodities have been strong
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Geographic revenue exposure — China
China is currently the biggest demand base for EM companies, not the US.

EM companies’ revenue shares by region (% of total revenues) EM companies’ revenue shares by country (% of total revenues
70 40
63.7
35.2
60 35
S . < 30
8 EM companies are aligned 8 .. especially China.
g with Asia ... £ 25
£ 40 3
i & 20
g I
2 30 2 ——
° 17.9 °
(] . (]
5 20 5
e ey
o 10.4 o
10 8.0
0 —-—-
MEA Europe Americas Asia Pacific Russia S.Arabia Brazil Taiwan S.Korea India China
BMSCI EM Index Revenue Exposure by Region m MSCI EM Index Revenue Exposure by Country

Sources: FactSet, Invesco, 11/30/21. Notes: MEA = Middle East and Africa. ID = Indonesia. Past performance does not guarantee future results.

24


legertd
Sticky Note
Generally speaking, nominal economic activity drives companies’ top-line revenues, which filter down to their bottom-line earnings. As a result, geographic revenue analysis can be useful for identifying key macroeconomic drivers of corporate fundamental health. The outlook for emerging market businesses depends largely on Asia and China, from which the bulk of their sales are derived.


Geographic revenue exposure — China and commodities — absolute
Chinese demand and commodities have been strong.

China import growth (dark blue) and raw industrial commodity 0 Raw industrial commodity prices (dark blue) and EM stocks
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China is the biggest consumer of commodities in the world. It takes massive amounts of inputs to fuel China’s growth. The strong, positive correlation between China imports, which have re-accelerated above 30% year-over-year (y/y), and raw industrial commodities should come as no surprise.

About a third of China’s merchandise imports are commodity imports from some of the top EM economies, including India, South Korea, Brazil, Russia, Taiwan, South Africa, and Indonesia. That solid economic linkage helps explain the close relationship between raw industrial commodities and EM stocks.


Geographic revenue exposure — China and commodities — relative
Emerging markets usually outperformed developed markets when commodity prices
were rising. But EM stocks have overreacted and may be poised for a meltup.

Early-stage commodities (dark blue) and emerging relative to developed market stocks (light blue) since 1998
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In the past, the trajectory of raw material prices has guided the choice between EM and DM stocks. Normally, strong material prices were good for EM stocks, given several emerging economies’ reliance on resource extraction. Today, strong global growth, Chinese demand and raw industrial prices suggest EM stocks have overreacted to the downside and may be poised for a meltup.


Geographic revenue exposure — China
Chinese growth downshifted in response to Beijing’s overreaction. But activity may
be rebounding, led by rail freight.
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Sources: Bloomberg L.P., Macrobond, Invesco, 11/30/21. Notes: China Li Kegiang Index = A weighted average of the annual growth rates of outstanding bank loans (40%), electricity
production (40%) and rail freight volume (20%). GDP = Gross domestic product. Shaded areas denote China all-industry contractions as defined by Caixin/IHS Markit China Composite
Purchasing Managers Index (PMI) readings below 50% for three months or more. An investment cannot be made into an index. Past performance does not guarantee future results.
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Sticky Note
China is the heartbeat of the developing world, so taking the pulse of activity in that country is time well spent. China’s own Premier, Li Keqiang, prefers to look at changes in rail freight, bank lending, and electricity consumption rather than “man-made” GDP. Together, these output indicators are growing in the mid single-digits, but the rail freight component seems to be bouncing.


@ Earnings growth

® Has been poor
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Earnings growth
Expectations have been low for EM, but their earnings profile has remained in favor
of DM for now.

Performance of EM relative to DM stocks (dark blue) and earnings of EM relative to DM (light blue) since 2008 @
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Sources: Bloomberg L.P., Invesco, 11/30/21. Notes: MSCI EM and World Index price returns in US dollars. EPS = Earnings per share in US dollars. Shaded areas denote global all-industry
contractions. An investment cannot be made into an index. Past performance does not guarantee future results.
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Sticky Note
EM corporate profits have been poor relative to their DM competitors. True, expectations have been low for EM companies, but their relative earnings profile has remained in a downtrend.


@ Flows and currencies

® Have weakened
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Flows and currencies — absolute
EM currency weakness (and US dollar strength) has been a headwind for EM
stocks.

EM currency changes (dark blue) and EM stock market returns (light blue) since 2000
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Sources: Bloomberg L.P., Invesco, 11/30/21. Notes: The MSCI Emerging Markets Currency Index reflects the performance of 25 EM currencies relative to the US dollar. The MSCI EM
Currency Index sets the weights of each currency equal to the relevant country weight in the MSCI EM Index. MSCI EM Index price returns in US dollars. Shaded areas denote EM all-
industry contractions. An investment cannot be made into an index. Past performance does not guarantee future results.
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Sticky Note
For confirmation of a market trend, it can be useful to see what investors are actually doing with their money, not just what they say they’re doing with it. Unfortunately, investor demand in the form of cumulative net flows into EM equity funds have been fading.

Historically, EM equities have moved in the same direction as their currencies, which can be vicious and self-reinforcing on the back of investor outflows. In a global context, currency dynamics are an important component of investors’ total returns. EM currency weakness (the flipside of US dollar strength) by definition erodes dollar-based investors’ returns, and the recent experience has been no exception.


Flows and currencies — relative

EM stocks underperformed DM stocks when the US dollar strengthened relative to
EM currencies, as has recently been the case.

US dollar (dark blue, reversed) and emerging relative to developed market stocks (light blue) since 2006 @
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Sources: Bloomberg L.P., FRED, Invesco, 11/30/21. Notes: USD = Trade Weighted USD Index: Emerging Markets Economies, Goods and Services = A weighted average of the foreign
exchange value of the US dollar against a subset of the broad index currencies that are emerging market economies. EM = Emerging markets. DM = Developed markets = MSCI World
Index. MSCI EM and World price indices in US dollars. Shaded areas denote EM all-industry contractions. An investment cannot be made directly in an index. Past performance does not
guarantee future results.
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Sticky Note
It’s a classic “flow” argument: As capital flees from EM stocks, EM currencies are sold in exchange for dollar-denominated assets. Softer fundamentals have made emerging economies more vulnerable to capital flight, and the Fed’s hawkish tone hasn’t helped the situation.


@ Technicals
@ EM stocks have been

oversold
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Tochnicals
Trnie US dollar has remained structurally overbought, the flipside of which has been
structurally oversold EM stocks.

The US dollar relative to advanced foreign economies*since 1988 g= Emergingrelativeto developed market stocks since 1988 (trend @
(trend and overbought/sold thresholds) = and overbought/sold thresholds)
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An investment cannot be made in an index. Past performance does not guarantee future results.
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Sticky Note
Technical analysis can assist with timing decisions near major turning points in any asset, and such an opportunity may present itself in the US currency. The almighty buck has remained about as overbought as it was in the early 2000s, a condition that was followed by multi-year weakness.

The mirror image of a structurally overbought US dollar has been structurally oversold EM stocks, which has been positive from a contrarian perspective. Similarly oversold extremes in the late 1980s and early 2000s were followed by multi-year periods of EM outperformance. If past is prologue, we could be approaching another such wave of EM outperformance.
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