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Emerging Markets: A Crisis of Confidence

TOM SALEMY, CFA, CAIA, ASSISTANT VICE PRESIDENT

After a disappointing 2013 and a significant sell-off to begin 2014, many inv-
estors are questioning their ongoing allocations to emerging markets ("EM").

Since 2012, EM countries have consistently underperformed their developed market counterparts, with equities losing
10.4% and local currency debt declining 12.6%." This compares to the S&P 500 and the EAFE which have returned
25.9% and 15.7%, respectively, over the same time period. While the return discrepancies between EM and developed
markets are reason enough for some investors to run for the exits, others are more worried about macroeconomic issues
like inflation, debt levels, currency weakness, and political uncertainty — to say nothing about slowing growth in China.
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At first glance, any of these worries appear sufficient to trim — if not completely eliminate — an allocation to emerging
markets. However, there are reasons to believe that a further sell-off in EM may not be warranted, and at the very
least, we encourage investors to take a closer look at the underlying issues behind the recent underperformance of EM
investments. Succinctly, we believe there are four primary concerns about emerging markets which have fueled the
recent market downturn:

e A reduction in global liquidity

e Structural challenges of specific constituent nations

e Political uncertainty as it relates to upcoming elections
e China and slowing growth

The remainder of this newsletter will address each of these four issues, as well as our outlook for emerging markets as
a whole.

Liquidity:

The recent Fed tapering has put a spotlight on EM countries. In the prior low interest rate environment, investors were
willing to trade questionable structural policies for faster growing economies and higher yields. However, this sentiment
has shifted as the Fed has started to retreat from its exceptionally lax monetary policies. Recent economic improvement
in the U.S. drove the Fed to scale back its monthly bond purchases which should ultimately translate to higher interest
rates, with a stronger dollar likely to follow. Furthermore, higher U.S. rates - all else being equal - will attract capital from
global investors seeking the highest risk-adjusted returns. Emerging markets have been under extreme scrutiny recently
as investors assess whether or not it is prudent to leave capital in EM countries rather than shifting it to the U.S. or
another developed economy with improving fundamentals, increasing interest rates, and less risk. Thus far, the answer
has been overwhelmingly in favor of capital departing emerging market countries. The dramatic EM currency losses
which have diluted equity and debt investments are the result of this reduction in global liquidity.

Structural Challenges:

As liquidity is gradually withdrawn from the global economy, a number of structural issues within emerging markets
have become apparent. High inflation, slow growth, and current account deficits (heavy reliance on foreign capital)
plague a number of EM countries - specifically Brazil, India, South Africa, Turkey, and Indonesia - known as the “fragile
five”. Investors are concerned that after years of expansion and unlimited access to cheap capital despite poor policy
fundamentals, these EM countries will have a very difficult time implementing the necessary structural reforms, while also
maintaining strong growth.

Exhibit 2 (next page) illustrates how structural issues have affected the fragile five compared to Mexico and South Korea,
two EM countries that have remained relatively resilient. It is clear that the EM countries suffering from structural issues -
high inflation and large current account deficits - are also the countries whose currencies have been negatively affected.
These structural issues have caused investors to remove capital, which in turn has driven down currency values.

For example, Exhibit 2 illustrates that Turkey has an inflation rate of 7.4% and current account deficit - funded mainly
by foreign capital - of 7.4%. Due to ongoing funding concerns in addition to high inflation, the country’s currency has
decreased dramatically. Since the beginning of 2013, the Turkish Lira has fallen by 20.3% versus the U.S. Dollar. By
comparison, Mexico, which has a modest 1.3% current account deficit and 4.0% inflation rate and is considered one of
the most fundamentally sound - both economically and politically - emerging market economies has seen its currency
depreciate only 3.5% since the beginning of 2013.
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Exhibit 2: Structural Challenges and Currency Returns (Since January 1, 2013)
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Central banks of all the fragile five countries have taken decisive action in response to the dramatic currency decreases
depicted in Exhibit 2. Indonesia increased its benchmark interest rate in November of 2013, while Brazil has increased
its benchmark rate at seven straight meetings. India, South Africa, and Turkey have all announced surprise interest rate
increases over the past two weeks. Most notably, Turkey more than doubled its benchmark interest rate from 4.5% to
10%.

Political Elections:

Political elections are another factor influencing emerging markets, though to a lesser extent than the structural issues
discussed above. There are a total of six elections across emerging markets as Brazil, India, South Africa, Turkey,
Indonesia, and Thailand will all head to the polls in 2014. We believe that elections in countries where political consensus
has emerged across the spectrum are no longer a major concern for investors. Even in countries with political headlines
like Thailand and Turkey, there is no real active economic debate apart from micro-level issues, so the elections are
largely irrelevant for investors. However, in a couple of cases where a domestic economic debate has re-emerged in
recent years - such as Brazil and India - we do expect election-related headlines to potentially move markets. While
elections do create uncertainty, the biggest risk to investors comes in the form of inaction. With elections on the horizon,
many political leaders may postpone necessary action to improve structural and economic imbalances that could prove
to be unpopular.

China:

Lastly, negative news out of China has certainly contributed to the recent emerging market sell-off. China's GDP grew
by 7.7% in 2013 which was the country's slowest growth rate since 1999. Moreover, Q4 GDP increased 1.8% over the
prior quarter, below expectations for a 2% rise, and increasing concerns that China is continuing to slow. Also, China’s
manufacturing index dropped from 50.5 in December to 49.5 in January indicating a contraction within the sector, and
furthering concerns about China’s slowing growth. While China’s growth does impact the global economy, it more
directly affects resource exporting countries such as South Africa and Brazil. Going forward, if China continues to slow,
we will continue to see markets in South Africa and Brazil under pressure. However, China’s overall growth rate is
expected to stabilize above 7% which remains an exceptionally high growth rate for the second largest economy in the
world.
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Outlook:

Emerging markets have undoubtedly struggled over the past 15 months, especially when compared to developed
markets. Currently, the fragile five nations are under pressure to establish the economic reforms necessary to slow
inflation and ensure they are not overly dependent on foreign capital to fund short-term operations. However, this
crisis has broadened to encompass the entire emerging markets index. It is important to note that the MSCI Emerging
Markets Investable Market Index consists of 21 countries and over 2,600 securities. Moreover, compared to prior EM
crises, emerging market countries are currently in much better fiscal positions. They have higher foreign exchange
reserves and lower debt to GDP levels, and more locally denominated debt than in prior crises.

At this point, markets have priced in all the current negative news as well as the continued future tapering from the Fed.
Furthermore, due to emerging markets' continued weak performance, valuations are not only attractive for the asset
class as a whole, but more importantly for stronger and more stable EM countries such as Mexico. While policy and
political uncertainty still exists, there is no doubt that value is present in the asset class. With the drop in EM currencies,
local currency yields are trading anywhere from 6% to 12.5%. EM equity valuations are attractive from both an absolute
and relative standpoint. While the U.S. tapering does present some short-term challenges, it appears to be a net positive
for emerging markets long-term. An improving U.S. economy, with Europe and Japan following suit, will undoubtedly
have a positive impact on emerging markets.

As we mentioned in our 2014 Market Preview, we believe that emerging markets (both equity and debt) offer value
to investors long-term, but the asset class faces headwinds as the Fed continues to wind down its quantitative easing
program. With the S&P 500 down 4.9% year-to-date, it is no surprise that the emerging markets index is down 8.3%.
Emerging markets are still a risk-on, risk-off asset class and the first month of 2014 has certainly been a risk-off time
period, especially as the fragile five comprise roughly 33.0% of the index. Ultimately, though, we believe the current sell
off in emerging markets appears to be more of a natural reallocation of capital rather than a crisis. ®
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The sources of information used in this report are believed to be reliable. Marquette Associates, Inc. has
not independently verified all of the information and its accuracy cannot be guaranteed. Opinions, estimates,
projections and comments on financial market trends constitute our judgment and are subject to change without
notice. References to specific securities are for illustrative purposes only and do not constitute recommendations.

Past performance does not guarantee future results.

About Marquette Associates

Marquette Associates is an independent investment consulting firm that guides institutional investment programs
with a focused three-point approach and careful research. Marquette has served a single mission since 1986 —
enable institutions to become more effective investment stewards. Marquette is a completely independent and
100% employee-owned consultancy founded with the sole purpose of advising institutions. For more information,

please visit www.marquetteassociates.com.
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