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Why Are Emerging Markets Investors
Removing Their China Exposure?

Emerging markets (EM) equities have gone through cycles
of performance (Exhibit 1) throughout time, creating varied
investor sentiment towards the asset class. Recently,
discussions around excluding China from investment portfolios
have become more common, spurring the growth of active
EM ex-China strategies. This newsletter explores the current /9
landscape of EM investing, examines the drivers of the EM ex- Julia Sheehan

China trend, and analyzes the performance impact of removing Associate Research Analyst
China from an EM allocation.

Exhibit 1: U.S. versus emerging markets equities performance
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Source: eVestment as of March 31, 2025; U.S. represented by S&P 500; EM by MSCI EM Index.

THE CURRENT EMERGING MARKETS LANDSCAPE

Within emerging markets, opportunities abound for equity investors. In 2024,
emerging markets accounted for 50% of global GDP growth." Additionally,
demographics are more attractive in emerging markets with a larger percentage
of young people and thus a growing workforce for the future. A larger workforce

"World Economics, May 2025
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necessitates investment in work-related infrastructure such as transportation, factory equipment, and office
space. Trends also show a shift within emerging markets towards more consumer spending and a growing
middle class. According to one study,? the emerging markets middle class is anticipated to double in size by
2034 to 687 million households, making emerging markets consumers a larger part of global consumption.

Exhibit 2: Population trends in developed versus emerging countries
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Source: United Nations Department of Economic and Social Affairs Population Division, World Population Prospects 2023

Specific countries within emerging markets offer unique opportunities. India has seen significant investment
in infrastructure, growing entrepreneurship and IPO offerings, and an increase in digitalization. India also
houses over 1,000 global capability centers for companies such as Deloitte, Microsoft, and Amazon. These
centers support multinational companies with talent, innovation, and additional resources. Taiwan and Korea
play an integral part in the artificial intelligence (Al) technology supply chain, and companies such as Taiwan
Semiconductor and SK Hynix stand to benefit from ongoing investment in Al capabilities.? Latin America,
despite political uncertainty within specific countries, offers opportunities with nearshoring trends, natural
resources, and a trend toward digital transformation.

One would be remiss to ignore China, home to the second largest economy and equity market in the world.
In 2024, the Chinese equity market was over $10 trillion in market capitalization, making it larger than Japan
and the United Kingdom’s combined. Despite recent weakness from the Chinese consumer, the country’s
long-term economic prospects remain positive. Policymakers are focused on boosting consumption in 2025
with consumer subsidy programs and maintaining a lofty growth target of 5%, suggesting the potential for
future government stimulus. Additionally, China is one of the world’s leading manufacturers.

WHY HAS THIS EM EX-CHINA PHENOMENON TAKEN OFF IN RECENT YEARS?

However, recent geopolitical tensions, economic weakness, and regulatory concerns are leading investors
to reconsider Chinese equities. Ongoing U.S.—China trade negotiations highlight geopolitical strain, with
fluctuating tariffs fueling uncertainty around future policies.

20Oxford Economics, October 2024
*This includes investments from large cloud providers like Amazon and Google.
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Exhibit 3: The United States’ and China’s trade-weighted average tariffs
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Source: Peterson Institute for International Economics as of May 14, 2025

The two countries’ relations have also been strained due to other political differences, notably China’s
relationship with Taiwan. China views Taiwan as a Chinese territory, while Taiwan, an unofficial American ally,
has expressed the desire to be an independent, self-governing democracy.

Economists’ opinions vary widely on what, if any, action the Chinese government may take with regards
to Taiwan. It remains uncertain whether the Chinese government would consider a form of military action
against Taiwan, but such an extreme decision could result in economic sanctions, loss of profits from a
Chinese equity market sell-off, or even forced divestment from China. This concern is not without precedent,
given the financial impact for portfolios that held Russian securities at the onset of the Russia-Ukraine War.
When Russian equity markets closed in 2022, investors were forced to liquidate positions or write them off
as losses.

The deteriorating relationship between the United States and China has led to both state and federal
legislative proposals to limit investors” ability to invest in China. For example, states such as Missouri have
introduced bills to restrict public fund investments in China. These bills have only been proposed in certain
states, but they have heightened investors’ awareness of the potential for investment restrictions. At the
federal level, measures such as the Outbound Investment Security Program® may limit investments in certain
Chinese firms.

There are also investment-related concerns surrounding China’s domestic woes, both economic and political.
The Chinese economy has yet to fully recover from COVID-19, given the severe lockdowns imposed by the
government during the pandemic and the lack of fiscal stimulus provided to its citizens throughout. This
weakness has led Chinese consumer confidence to remain well below long-term averages, as illustrated in
Exhibit 4 on the following page. This lack of confidence is reinforced by structural factors such as high youth
unemployment and pervasive weakness in the country’s property sector. Roughly 70% of household wealth

4Russia’s stock market closed in February 2022 after the country’s invasion of Ukraine. Historically, governments have closed stock markets
in times of crisis or war.

SThe Outbound Investment Security Program restricts investments in technologies and products that are deemed detrimental to the United
States’ national security. This includes semiconductors, microelectronics, quantum information technologies, and artificial intelligence.
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in China is held in real estate accounts,® which means Chinese households have been significantly impacted
by the over construction and subsequent vacancies contributing to the country’s real estate collapse.

Exhibit 4: Chinese consumer confidence
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Given that China operates under a socialist market economy, the government can enact swift regulatory
crackdowns against private sector companies. The suspension of Ant Group's initial public offering (IPO) in
2020 and the regulatory onslaught faced by Didi Group in 2021 after the company went public on the New
York Stock Exchange serve as two examples. Investors faced losses in both cases; participants in the Ant
Group IPO couldn't realize their investments and Didi Group's share price declined significantly after going
public. Related Chinese equities, especially other large technology companies, sold off in tandem due to
market concerns around the Chinese government’s involvement in private enterprise.” While government
regulation is common in all countries, the Chinese government’s proclivity to enforce regulations in a near-
immediate manner poses unique risks to Chinese businesses and investors.

HOW HAS THE EX-CHINA TREND SHAPED THE INVESTMENT MANAGER UNIVERSE?

Investor concerns about China and legislative recommendations to invest ex-China have driven an uptick in
the number of asset managers offering EM ex-China investment strategies. In 2019, there were seven actively
managed EM ex-China strategies with a total of $4.4B in AUM; by March 2025, that number had grown to
39 funded strategies with $20.3B in AUM (Exhibit 5, next page). Despite this growing trend, the number
and size of ex-China strategies pale in comparison to that of full EM allocation strategies. Additionally, the
average track record for EM ex-China strategies has an inception date of 2021. The post-COVID environment
in China is anomalous given the country’s slow economic recovery, meaning recently incepted EM ex-China
strategies capture a particularly challenged period for the Chinese equity market. Thus, the ability to analyze
these strategies’ performance is limited due to the length and nature of the time frame.

¢JPMorgan, July 2024
’Examples include Alibaba, Tencent, Meituan, Prosus
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Exhibit 5: Number of EM ex-China strategies and AUM growth
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UNDERSTANDING THE RISK/RETURN TRADEOFF OF EM VS. EM EX-CHINA
That said, since 2021 the EM index has lagged the EM ex-China index for a variety of reasons (Exhibit é):
= China’s regulatory crackdowns, economic weakness, and a collapsing real estate sector have weighed
on Chinese equity returns.

= The EM ex-China index features more technology exposure. Specifically, Taiwanese semiconductor-
related stocks have benefited from global demand for chips amid Al and technology adoption.

= The EM ex-China index also carries more exposure to India. India has seen a consumer boom fueled
by a growing middle class, infrastructure investing, and digitalization.

= More exposure in the EM ex-China index to South Korea, Brazil, and Saudi Arabia. South Korea's
financial hubs added stability, while Brazil and Saudi Arabia’s commodity exposure capitalized on
energy price surges in 2022-2023.

Exhibit 6: MSCI EM vs. EM ex-China cumulative returns
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While EM ex-China performance has been more attractive over recent years, the outperformance has come
with increased volatility, exacerbated by the greater concentration of the EM ex-China index in more growth-
oriented, cyclical industries like semiconductor manufacturing. Furthermore, this outperformance has come
over a relatively short time span within the context of institutional investment horizons, not to mention
the particularly difficult market environment in China over this same time period. These are factors worth
remembering as investors think about reducing or eliminating their China exposures on the basis of recent
performance.

Exhibit 7: Rolling 3-year standard deviation difference (EM — EM ex-China)
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Source: Bloomberg as of March 31, 2025

CONCLUSION

Market dynamics, investor sentiment, and growth opportunities have fueled periods of outperformance
and risk levels for the EM versus EM ex-China indices over time. Opting for EM ex-China may moderate
the geopolitical and economic risks associated with investing in China, though it also drastically reduces
the investable market, given China comprises 32% of the EM index. Additionally, removing China from
the index increases concentration in sectors such as Taiwan’s semiconductor industry, India’s consumer
market, and South Korea’s stable financial sector. This may lead to periods of outperformance when those
industries are thriving, but the greater concentration can also result in heightened volatility. Furthermore,
an investor’s peer rankings may be negatively impacted when China outperforms; benchmark selection is
critical. We encourage investors to consider the benefits and risks of an EM ex-China allocation as they relate
to organizational goals and risk/return targets. Ultimately, performance and risk will vary in specific time
frames based on economic circumstances, so a focus on the long term is crucial. »
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CONFIDENTIALITY NOTICE: This communication, including attachments, is for the exclusive use of the addressee and
contains proprietary, confidential and/or privileged information; any use, copying, disclosure, dissemination or distribution
is strictly prohibited. Marquette Associates, Inc. retains all proprietary rights they may have in the information.

Marquette Associates, Inc. (“Marquette”) has prepared this document for the exclusive use by the client or third party
for which it was prepared. The information herein was obtained from various sources, including but not limited to third
party investment managers, the client’s custodian(s) accounting statements, commercially available databases, and other
economic and financial market data sources.

The sources of information used in this document are believed to be reliable. Marquette has not independently verified all
of the information in this document and its accuracy cannot be guaranteed. Marquette accepts no liability for any direct
or consequential losses arising from its use. The information provided herein is as of the date appearing in this material
only and is subject to change without prior notice. Thus, all such information is subject to independent verification and
we urge clients to compare the information set forth in this statement with the statements you receive directly from the
custodian in order to ensure accuracy of all account information. Past performance does not guarantee future results and
investing involves risk of loss. No graph, chart, or formula can, in and of itself, be used to determine which securities or
investments to buy or sell.

Forward-looking statements, including without limitation any statement or prediction about a future event contained
in this presentation, are based on a variety of estimates and assumptions by Marquette, including, but not limited to,
estimates of future operating results, the value of assets, and market conditions. These estimates and assumptions,
including the risk assessments and projections referenced, are inherently uncertain and are subject to numerous business,
industry, market, regulatory, geopolitical, competitive, and financial risks that are outside of Marquette’s control. There
can be no assurance that the assumptions made in connection with any forward looking statement will prove accurate,
and actual results may differ materially.

The inclusion of any forward-looking statement herein should not be regarded as an indication that Marquette considers
forward-looking statements to be a reliable prediction of future events. The views contained herein are those of Marquette
and should not be taken as financial advice or a recommendation to buy or sell any security. Any forecasts, figures,
opinions or investment techniques and strategies described are intended for informational purposes only. They are based
on certain assumptions and current market conditions, and although accurate at the time of writing, are subject to change
without prior notice. Opinions, estimates, projections, and comments on financial market trends constitute our judgment
and are subject to change without notice. Marquette expressly disclaims all liability in respect to actions taken based on
any or all of the information included or referenced in this document. The information is being provided based on the
understanding that each recipient has sufficient knowledge and experience to evaluate the merits and risks of investing.

This presentation does not constitute an offer to sell, or a solicitation of an offer to buy, any interest in any investment
vehicle, and should not be relied on as such. Targets, ranges, and expectations set forth in this presentation are
approximations; actual results may differ. The information and opinions expressed herein are as of the date appearing
in this material only, are subject to change without prior notice, and do not contain material information regarding the
Marquette Model Portfolio, including specific information relating to portfolio investments and related important risk
disclosures. The descriptions herein of Marquette’s investment objectives or criteria, the characteristics of its investments,
investment process, or investment strategies and styles may not be fully indicative of any present or future investments,
are not intended to reflect performance and may be changed in the discretion of Marquette. While the data contained
herein has been prepared from information that Marquette believes to be reliable, Marquette does not warrant the
accuracy or completeness of such information. Client account holdings may differ significantly from the securities in the
indices and the volatility of the index may be materially different from client account performance. You cannot invest
directly in an index.

About Marquette Associates

Marquette was founded in 1986 with the sole objective of providing investment consulting at the highest
caliber of service. Our expertise is grounded in our commitment to client service — our team aims to be a
trusted partner and as fiduciaries, our clients’ interests and objectives are at the center of everything we do.
Our approach brings together the real-world experience of our people and our dedication to creativity and
critical thinking in order to empower our clients to meet their goals. Marquette is an independent investment
adviser registered under the Investment Advisers Act of 1940, as amended. Registration does not imply a
certain level of skill or training. More information about Marquette including our investment strategies, fees
and objectives can be found in our ADV Part 2, which is available upon request and on our website. For more
information, please visit www.MarquetteAssociates.com.
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