Few & Selective Opportunities in Emerging Markets (EM)

The Thinking Man’s
Approach

While in the long term, many EM countries can reform their economic structures
to make themselves more attractive to investors, in the short term many face
challenges that will make this difficult to achieve. As such, we remain
underweight and cautious in general on the EM asset class. However, we do
identify a few good opportunities selectively on both the equities and debt fronts.
Since the 2008-09 Great Recession, we have been recommending clients to build
portfolios centered in what we considered the “best neighborhood” around, i.e.,
the USA. During the market’s taper tantrum in May 2013, we wrote a piece (EM:
Time to be Selective) in which we warned clients that the time of a general bull
market in EM was over, mostly because of our negative outlook on commodities.
Since then, dollar strength has reigned, making the Fed worry about the impact
on US exporters and more importantly, the impact on the rest of the world
(ROW). In particular, many EM countries (specifically those with current account
deficits) are weakened by capital flows. The Fed is ultimately looking at how the
impact of a strong dollar on the ROW and EM might feed-back to the US through
the financial markets channel (in particular equity and credit markets).
It can be misleading to generalize about Emerging Markets because the group
includes very economically diverse countries. Some are commodity-dependent
while others are geared more towards manufactured goods exports. There are
also significant differences in corporate governance and economic/financial
stability between countries. In this month’s Thinking Man, we discuss a few
attractive opportunities in different regions, countries, sectors and companies
within Emerging Markets.

1. Be Selective by Region
In the existing global macro environment we live in, Central and Eastern Europe
(CEE) has emerged as the new “safe-haven” region within global EM. While a
correlation with the euro is an important basis of this behavior, we believe the
low proportion of USD-denominated external debt and the significant
deleveraging of recent years are important drivers too. Going forward, we believe
there is potential for outperformance in the region due to conventional cyclical
reasons as
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growth is accelerating and pressure for further easing diminishing. CEE will also be supported by
tailwinds in the form of ongoing large-scale stimulus in the Euro Zone, its largest trading partner.
Asia, on the other hand, faces headwinds, most importantly the fact that the Chinese Yuan remains
expensive and over time, further weakness is inevitable. This puts other Asian currencies directly at
risk because of these countries’ strong trading relationships with China.

2. Be Selective by Country

Chart 1: India’s Industrial Strength Source: BCA

EM countries such as Russia, Brazil, South Africa, Chile
and Colombia are more dependent on commodities
than others. These countries have fragile growth
profiles, as commodity exporters are experiencing
sharp deteriorations in their terms of trade and
declining currencies, which are creating more
significant debt service burdens. Other EM countries
benefit from the downturn in commodities, as they are
net importers of commodities and also have limited
exposure to China (India, Poland and Hungary). Some
countries face large current account deficits or
domestic asset bubbles which have fueled high
domestic inflation, notably Brazil, Turkey, and South
Africa. Another vulnerability facing EM countries is
high political risk which we are seeing in countries like
Russia, Turkey and Brazil and Malaysia.
While many countries face difficult challenges, there are a few bright spots. Take India for example.
Fiscal restraint and low commodity prices will foster low inflation, which will allow the central bank
to cut rates further. That will help reignite the credit cycle and corporate investment. There are
many signs that India’s economy is strengthening: overall industrial production and manufacturing
output growth are both breaking out, and this shows that economic expansion is broad-based (see
above Chart 1). Capital goods imports have recovered briskly of late, a sign which normally precedes
higher capital investment. Also, domestic production of capital goods has also revived. Finally, there
are budding signs that the number of announced capex projects and industrial investment proposals
is stabilizing and turning the corner, albeit from very low levels. Poland is another example of an
“EM safe haven,” country in Central and Eastern Europe, with improving fundamentals. Poland has
shown notable growth and output (GDP growth in 2015 is forecasted at 3.6%, see Chart 2 on next
page), a strengthening fiscal position, and low USD denominated debt.
The table on the next page shows a glimpse of the current macroeconomic and fiscal state of the
different EM countries, very important factors to study prior to making an investment.
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Chart 2: Economic and Fiscal Positions of Emerging Markets Vary Greatly Source: JPMorgan

3. Be Selective by Sector
One theme benefitting the Emerging Markets is the rise of the consumer. Economic and corporate
growth of the last decade, along with positive demographic dynamics have made Emerging Market
consumers the one of the most powerful forces in global demand. Many countries boast a large and
powerful middle class, and some, like China, are changing into a consumption economy.
Sectors that benefit from increased consumption in EM are ones we are looking to play. There are
a few Exchanged Traded Funds (ETFs) and mutual funds that look to capitalize on this theme, and
our Investment Committee is currently evaluating them.
There are also a few sectors that are still doing well even in the “problematic” EM
countries. Examples of this include exporters in Brazil, which will not face as many challenges as
other industries. Chart 2 below from JPM shows their views on different plays in EM.
Chart 3: Emerging Markets Strategy Heat Map Source: JPMorgan
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Green: Overweight
White: Neutral
Red: Underweight

4. Be Selective by Company
We’re looking for earnings growth in a low growth EM world. For example, we have been analyzing
a large Indian consulting and outsourcing company, which is benefitting from a weaker rupee, as it
is an exporter of services. Thus, analysts expect a 16% earnings growth for the company over the
next year, and with a 2.6% yield and valuation of 19x earnings, we think it’s an attractive play.
There are other companies which play the consumer theme, like the Mexican arm of a US based
consumer product company. This company sells personal products such as diapers, tissues and
toilet paper and a few health care products to Mexican consumers.
Our Investment Committee is screening through companies such as these to find attractive
opportunities for our clients. We also have a special focus on EM corporates bonds and equities
with strong balance sheets, low USD debt and high growth.

Conclusion
This theme of selection is not new to our investing approach in EM, this has been our philosophy
ever since the market’s taper tantrum in May 2013. We wrote a piece (EM: Time to be Selective) in
which we warned clients that the times of a general bull market in EM was over. We mentioned it
was time for investors to be more selective when taking investment decisions, examining both
fundamental and technical factors when selecting regions, countries, sectors and companies to
invest in. We have stayed with this philosophy over the past 2 years and believe this story continues
to play out. Currently, our investment committee is researching and analyzing specific value driven
opportunities in EM for our clients.
Four members of the BigSur team and a few of our clients will be going to China on September 25th.
We are being hosted by a private equity funds of funds team many of our clients invested in a few
months ago. We are meeting with corporate leaders, government officials and private equity
managers. We jumped at this unique opportunity to be guided by well-respected and connected
locals and be given access to leaders in the real economy. We’ll follow-up with this thesis after our
trip in China, which will enrich our perspective on the largest Emerging Market economy. Stay
tuned!
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Important Disclosures
This material is distributed for informational purposes only. The discussions and opinions in this article are for general information only, and are
not intended to provide investment advice. While taken from sources deemed to be accurate, BigSur Wealth Management, LLC (“BigSur” or the
“Adviser”) makes no representations about the accuracy of the information in the article or its appropriateness for any given situation. Certain
information included in this article was based on third-party sources and, although believed to be reliable, it has not been independently verified
and its accuracy or completeness cannot be guaranteed. Any statements regarding future events constitute only subjective views or beliefs, are
not guarantees or projections of performance, should not be relied on, are subject to change due to a variety of factors, including fluctuating
market conditions, and involve inherent risks and uncertainties, both general and specific, many of which cannot be predicted or quantified and
are beyond our control. Future results could differ materially and no assurance is given that these statements are now or will prove to be accurate
or complete in any way. This article may include forward-looking statements. All statements other than statements of historical fact are forwardlooking statements (including words such as “believe,” “estimate,” “anticipate,” “may,” “will,” “should,” and “expect”). Although we believe that
the expectations reflected in such forward-looking statements are reasonable, we can give no assurance that such expectations will prove to be
correct. Various factors could cause actual results or performance to differ materially from those discussed in such forward-looking statements.
BigSur shall not be responsible for the consequences of reliance upon any opinion or statements contained herein, and expressly disclaim any
liability, including incidental or consequential damages, arising from any errors or omissions.
The companies discussed herein, are for illustrative purposes only and do not represent past or current recommendations by BigSur. This article
is not intended to provide personal investment advice and it does not take into account the specific investment objectives, financial situation and
the particular needs of any specific investor. Views regarding the economy, securities markets or other specialized areas, like all predictors of
future events, cannot be guaranteed to be accurate and may result in economic loss to the investor. Any securities or products referenced BigSur
believes may present opportunities for appreciation over the subsequent time periods. BigSur closely monitors securities discussed and client
portfolios and may make changes when warranted as a result of evolving market conditions. There can be no assurance that the securities and
performance included or referenced in the article will remain the same and investment strategies, philosophies and allocation are subject to
change without prior notice. Specific securities or companies identified and described may or may not be held in portfolios managed by the
Adviser and do not represent all of the securities purchased, sold, or recommended for advisory clients. The reader should not assume that
investments in the securities identified and discussed were or will be profitable. BigSur may change its views on these securities at any time.
There is no guarantee that, should market conditions repeat, these securities will perform in the same way in the future. Any referenced securities
and their respective returns reflect the reinvestment of income and dividends, but do not take into account trading costs, management fees, and
any other applicable fees, expenses, and various factors including account restrictions, guidelines, the timing of investments, and cash flows that
may affect the investor’s actual return and performance. Please refer to Part 2A of BigSur’s Form ADV for a complete description of fees and
expenses. Hypothetical performance results may have inherent limitations.
The returns and references to the S&P 500 index are provided for informational purposes only. The S&P 500 Index is a market-capitalization
weighted index containing the 500 most widely held companies chosen with respect to market size, liquidity, and industry. The index is calculated
on a total return basis with dividends reinvested. In addition, the volatility and securities of the index may be materially different from an
investor’s. The S&P 500 Index was selected and is referenced to allow for comparison of the performance of any referenced securities or overall
market to that of a well-known and widely recognized index. Comparisons to indexes in this material have limitations because indexes have
volatility and other material characteristics that may differ from the referenced strategy or security. Therefore, actual performance may differ
substantially from the performance of any referenced index). Investors should be aware that the referenced benchmark funds may have a
different composition, volatility, risk, investment philosophy, holding times, and/or other investment-related factors that may affect the
benchmark funds’ ultimate performance results. Due to these differences, indexes should not be relied upon as an accurate measure of
comparison and are for informational purposes only. Unless noted otherwise, all index returns are denominated in U.S. dollars.
Target exposures included in this article may differ between clients based upon their investment objectives, financial situations and risk tolerances.
Investments in general involve numerous risks, including, among others, market risk, default risk and liquidity risk. No security or financial
instrument is suitable for all investors. Securities and other financial instruments discussed in this article, are not insured by the Federal Deposit
Insurance Corporation (“FDIC”). The income and market values of the securities stated on this article may fluctuate and, in some cases, investors
may lose their entire principal investment. Past performance is not indicative of future results.
This information is highly confidential and intended for review by the recipient only. The information should not be disseminated or be made
available for public use or to any other source without the express written authorization of BigSur. Such distribution is prohibited in any
jurisdiction dissemination may be unlawful. Please contact your investment adviser for advice appropriate to your specific situation.
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