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Value investing in emerging markets:
lessons from history

Daniel Nicholas, Client Portfolio Manager at Harris Associates, looks back to the volatility in Asian markets during the 1990s and
draws six key conclusions for investing in Emerging Markets.

Key Takeaways:

« Emerging markets are
a lot less emerging than
they used to be; a more
integrated global economy
means that the world
has become smaller.

+ Investors and managers
no longer suffer from
limited visibility into
markets, and the
transparency around
the companies in the
emerging markets is
getting better.

-+ Here are six lessons
learned from the Asian
volatility of the 1990s.
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Emerging markets are a lot less
emerging than they used to be.

A more integrated global economy
means that the world has become
smaller. Investors and managers no
longer suffer from limited visibility
into markets, and the transparency
around the companies in the
emerging markets is getting better.
But it wasn't always this way.

Here are six lessons learned from
the Asian volatility of the 1990s.

Volatility is reality

Mr. Market frequently prices businesses
based on short-term macro and political
fears, which leads to violent swings in
share prices. But periods of long-term
macro tranquillity are actually quite rare,
especially in emerging markets. In 1987,
there was a global stock market crash. In
fact, the Hong Kong market was hit so
hard that it was closed for days before it
regrouped and reopened. Then there was
the Gulf War in the early 1990s, followed
by Latin America’s “Tequila Crisis” in
1994. The next couple of years were fairly
quiet, but in 1997 there was the Asian
financial crisis, followed by a fullblown
panic in most emerging markets by
mid-1998.

Volatility is opportunity

Despite all of the macro disturbances
in the 1990s, the MSCI World Index
managed an average annual return

Daniel Nicholas
Client Portfolio Manager
Harris Associates

The challenge with

(nvesting directly
in emerging markets is
that it’s very difficult to
find specific companies
that have clear and
transparent corporate
governance, good
profitability and business
models, and stocks that
sell at attractive

prices.
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of 12% in that decade. Share price
destruction during the Latin American
financial crisis and Asian contagion
episodes of the 1990s provided great
opportunity for long-term investors.

Let’s take the example of Telmex, the
dominant telecommunications company
headquartered in Mexico.

Telmex traded down 13.5% in the four
weeks of October 1995. Yet, despite

the harsh recession taking place in the
country, the company was still generating
more than $1 billion a year

in free cash with just a trace of debt,

and management was astutely buying
back its stock.

There were other attractively-valued
emerging market companies too. By

the time sentiment improved, Telmex
was up 21.5% in November 1995 alone.
Ultimately, discounts to most estimates
of value declined and larger discounts to
intrinsic value could be found in markets
outside of Asia.

Price is what you pay, value is
what you get

It's not enough to buy a stock that has been
down significantly. Is 10% down enough?
20%? 50%? You have to have a yard stick
for measuring the discounted price versus
the true intrinsic value of the business. It's
the task of value managers to incorporate
the impact, if any, these fears have on the
actual ability of companies to generate
current and future cash flow streams.

We measure the durability, velocity and
quality of a particular company’s free cash
flow stream over time. It is these streams,
not political uncertainty, that are the key
determinants of business value. If needed,
we make adjustments to specific business
valuations. In most cases, this key number
— the present value of all cash flow streams
—is, at worst, mildly impacted by market
volatility and, thus, we are provided with

a buying opportunity. As value managers,
when we price an emerging market
business, we do it in the same way as a
developed market business, but with a few
differences.

- First, we assign a multiple to what we
believe is the terminal level of EBITA
(earnings before interest expense, taxes
and amortisation). That multiple is
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really the barometer of risk, and a riskier
business will have a much lower multiple
applied to it.

+ Second, we adjust the cost of equity
based on whether it's a developed or
emerging market. If you're a company
based in Switzerland, your cost of equity,
in our view, is 10%. If you're a company
based in Mexico or Brazil, your cost of
equity is going to be at least 13%.

- Lastly, we have to be very careful that
we understand ownership structure
and corporate governance. If we see an
ownership structure we don't like, we
probably won't invest in it. All else the
same, we will price the business lower if
we think there are issues surrounding the
company in terms of opaqueness.

Maximise shareholder, not
government value

Investing with corporate managers who
think and act as owners should be a vital
part of a value investor’s discipline in

the emerging world, investing only with
managers who treat their shareholders as
their partners. It's important to make sure
that the companies you are invested in are
driven to maximise shareholder value. One
way to do so is to ensure that companies
are governed by an independent board of
directors, and that management teams
are compensated to grow per share value
for shareholders, not stakeholders like the
government.

The big national champions, such as

a Petrobras in Brazil, may seem very
cheap, but there's so much else to worry
about that aren't big issues in developed
markets. Why wouldn't you want to own

a company like Petrobras with massive
energy reserves and a strong long-term
demand outlook? Well, it's controlled by
the Brazilian government. In addition, the
supply chain has local-content regulations,
which can mean delays and slowdowns
because the best technology isn't always
deployed. Lastly, there are price controls
on what people pay at the pump for fuel, a
price that is below Petrobras’ cost.

More broadly, government bureaucracy,
overregulation, high taxation and
corruption have negatively impacted
Brazil's economy and triggered unrest
across the class spectrum. Even at a

cheap price, it's hard to get excited about
that. However, once you get past the big
national companies in emerging markets
that may trade at low valuations, the

most attractive companies to own are

just too expensive. That may not be the
case forever, but it's another reason we've
found little to do directly in these countries.

Measure exposure by
fundamentals, not by
headquarters

The challenge with investing directly in
emerging markets is that it's very difficult
to find specific companies that have clear
and transparent corporate governance,
good profitability and business models,
and stocks that sell at attractive prices.
That said, exposure to the growth of
emerging markets is clearly attractive. In
the medium and long term, the massive
population migrating to the middle and
upper classes in emerging markets

will be conducive to global economic
growth. The most attractive companies
to own would have astutely allocated
their capital toward these trends over the
previous decades in anticipation of this
growth.

When looking at where the revenues

are generated, having upwards of 20%
exposure to the emerging markets isn't a
bad ploy. There are cheap multinational
companies headquartered in Europe

like Daimler, the parent of Mercedes-
Benz; Diageo, the spirits company; and
Richemont, which owns luxury brands
like Cartier, Piaget and JaegerlLeCoultre.
The management teams of these
companies protect minority shareholding
rights, are good stewards of the
businesses and are well exposed to the
emerging markets consumer, especially
in Asia.

Themes distort value

In 1988, the MSCI Emerging Markets
Index was launched giving investors a
fancy new tool to articulate concepts
and themes through asset allocation.
As investors embraced these countries
as an asset class, they allocated more
and more money to them, regardless
of valuation. From 2003 until today, the
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weight of emerging markets doubled

to over 20% of the MSCI ACWI ex U.S.
Index. During this period, investors could
easily allocate toward the BRICs (Brazil,
Russia, India, China) countries expected
to benefit from the commodity boom
and the massive emerging middle class.
Later in the decade, the PIIGS (Portugal,
Italy, Ireland, Greece, Spain) became the
poster child of the European Debt Crisis.

At the time, we received lots of questions
on why we were not in the BRICs. The
simple answer was price. By painting
companies with a broad brush, the

~ MARKET INSIGHTS

market was overpaying for them. Our
approach is starkly different; we assign
multiples to cash flow streams, not
themes, and our portfolio weights are
based on conviction, not the amount

a benchmark assigns to it. Thematic
trading often creates a disconnect
between price and value. During the
PIIGS crisis, any company with its
headquarters in Italy was decimated.
By our estimates, Fiat Industrial, the #2
maker of farm equipment in the world,
was trading at a fraction of its value, yet
the company derived only a fraction

of its sales and profits in Italy and less
than 25% of its sales in western Europe.
The company’s revenue stream was far
more exposed to the beloved BRICs. We
could conveniently confirm this with
management as the CEO of the farm
equipment division resided just minutes
from our office in Chicago. We still hold
the company eight years later, but you'll
find it is now named CNH Industrial — a
Netherlands company.

Published in July 20719
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ADDITIONAL NOTES

This material has been provided for information purposes only to investment service providers or other Professional Clients, Qualified or Institutional Investors and, when
required by local regulation, only at their written request. This material must not be used with Retail Investors. In the E.U. (outside of the UK and France): Provided by Natixis
Investment Managers S.A. or one of its branch offices listed below. Natixis Investment Managers S.A. is a Luxembourg management company that is authorized by the
Commission de Surveillance du Secteur Financier and is incorporated under Luxembourg laws and registered under n. B 115843. Registered office of Natixis Investment
Managers S.A.: 2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. ltaly: Natixis Investment Managers S.A., Succursale Italiana (Bank of Italy Register of
ltalian Asset Management Companies no 23458.3). Registered office: Via Ferrante Aporti, 10, 20125, Milano, ltaly. Germany: Natixis Investment Managers S.A.,
Zweigniederlassung Deutschland (Registration number: HRB 88541). Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor, Frankfurt am Main 60322, Germany.
Netherlands: Natixis Investment Managers, Nederlands (Registration number 50774670). Registered office: Stadsplateau 7, 3521AZ Utrecht, the Netherlands. Sweden:
Natixis Investment Managers, Nordics Filial (Registration number 516405-9607 - Swedish Companies Registration Office). Registered office: Kungsgatan 48 5tr, Stockholm
111 35, Sweden. Spain: Natixis Investment Managers, Sucursal en Espafia. Serrano n°90, 6th Floor, 28006, Madrid, Spain. In France: Provided by Natixis Investment Managers
International - a portfolio management company authorized by the Autorité des Marchés Financiers (French Financial Markets Authority - AMF) under no. GP 90-009, and a
public limited company (société anonyme) registered in the Paris Trade and Companies Register under no. 329 450 738. Registered office: 43 avenue Pierre Mendes France,
75013 Paris. In Switzerland: Provided for information purposes only by Natixis Investment Managers, Switzerland Sarl, Rue du Vieux College 10, 1204 Geneva, Switzerland
or its representative office in Zurich, Schweizergasse 6, 8001 Ziirich. In the British Isles: Provided by Natixis Investment Managers UK Limited which is authorised and
regulated by the UK Financial Conduct Authority (register no. 190258) - registered office: Natixis Investment Managers UK Limited, One Carter Lane, London, EC4V 5ER. When
permitted, the distribution of this material is intended to be made to persons as described as follows: in the United Kingdom: this material is intended to be communicated
to and/or directed at investment professionals and professional investors only; in Ireland: this material is intended to be communicated to and/or directed at professional
investors only;_in Guernsey: this material is intended to be communicated to and/or directed at only financial services providers which hold a license from the Guernsey
Financial Services Commission; in Jersey: this material is intended to be communicated to and/or directed at professional investors only; in the Isle of Man: this material is
intended to be communicated to and/or directed at only financial services providers which hold a license from the Isle of Man Financial Services Authority or insurers
authorised under section 8 of the Insurance Act 2008. In the DIFC: Provided in and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch)
which is regulated by the DFSA. Related financial products or services are only available to persons who have sufficient financial experience and understanding to participate
in financial markets within the DIFC, and qualify as Professional Clients or Market Counterparties as defined by the DFSA. No other Person should act upon this material.
Registered office: Office 603 - Level 6, Currency House Tower 2, PO Box 118257, DIFC, Dubai, United Arab Emirates. In Japan: Provided by Natixis Investment Managers Japan
Co., Ltd., Registration No.: Director-General of the Kanto Local Financial Bureau (kinsho) No. 425. Content of Business: The Company conducts discretionary asset
management business and investment advisory and agency business as a Financial Instruments Business Operator. Registered address: 1-4-5, Roppongi, Minato-ku, Tokyo.
In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting (Taipei) Co., Ltd., a Securities Investment Consulting Enterprise regulated by the
Financial Supervisory Commission of the R.0.C. Registered address: 34F, No. 68, Sec. 5, Zhongxiao East Road, Xinyi Dist., Taipei City 11065, Taiwan (R.0.C.), license number
2018 FSC SICE No. 024, Tel. +886 2 8789 2788. In Singapore: Provided by Natixis Investment Managers Singapore (name registration no. 53102724D) to distributors and
institutional investors for informational purposes only. Natixis Investment Managers Singapore is a division of Ostrum Asset Management Asia Limited (company registration
no. 199801044D). Registered address of Natixis Investment Managers Singapore: 5 Shenton Way, #22-05 UIC Building, Singapore 068808. In Hong Kong: Provided by Natixis
Investment Managers Hong Kong Limited to institutional/ corporate professional investors only. In Australia: Provided by Natixis Investment Managers Australia Pty Limited
(ABN 60 088 786 289) (AFSL No. 246830) and is intended for the general information of financial advisers and wholesale clients only. In New Zealand: This document is
intended for the general information of New Zealand wholesale investors only and does not constitute financial advice. This is not a regulated offer for the purposes of the
Financial Markets Conduct Act 2013 (FMCA) and is only available to New Zealand investors who have certified that they meet the requirements in the FMCA for wholesale
investors. Natixis Investment Managers Australia Pty Limited is not a registered financial service provider in New Zealand. In Latin America: Provided by Natixis Investment
Managers S.A. In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly registered investment advisor, authorised and supervised by the Central Bank of
Uruguay. Office: San Lucar 1491, oficina 102B, Montevideo, Uruguay, CP 11500. The sale or offer of any units of a fund qualifies as a private placement pursuant to section
2 of Uruguayan law 18,627. In Colombia: Provided by Natixis Investment Managers S.A. Oficina de Representacion (Colombia) to professional clients for informational
purposes only as permitted under Decree 2555 of 2010. Any products, services or investments referred to herein are rendered exclusively outside of Colombia. This material
does not constitute a public offering in Colombia and is addressed to less than 100 specifically identified investors. In Mexico Provided by Natixis IM Mexico, S. de R.L. de
C.V., which is not a requlated financial entity, securities intermediary, or an investment manager in terms of the Mexican Securities Market Law (Ley del Mercado de Valores)
and is not registered with the Comisién Nacional Bancaria y de Valores (CNBV) or any other Mexican authority. Any products, services or investments referred to herein that
require authorization or license are rendered exclusively outside of Mexico. While shares of certain ETFs may be listed in the Sistema Internacional de Cotizaciones (SIC),
such listing does not represent a public offering of securities in Mexico, and therefore the accuracy of this information has not been confirmed by the CNBV. Natixis
Investment Managers is an entity organized under the laws of France and is not authorized by or registered with the CNBV or any other Mexican authority. Any reference
contained herein to ‘Investment Managers” is made to Natixis Investment Managers and/or any of its investment management subsidiaries, which are also not authorized
by or registered with the CNBV or any other Mexican authority. The above referenced entities are business development units of Natixis Investment Managers, the holding
company of a diverse line-up of specialised investment management and distribution entities worldwide. The investment management subsidiaries of Natixis Investment
Managers conduct any regulated activities only in and from the jurisdictions in which they are licensed or authorized. Their services and the products they manage are not
available to all investors in all jurisdictions. It is the responsibility of each investment service provider to ensure that the offering or sale of fund shares or third party
investment services to its clients complies with the relevant national law. The provision of this material and/or reference to specific securities, sectors, or markets within this
material does not constitute investment advice, or a recommendation or an offer to buy or to sell any security, or an offer of any regulated financial activity. Investors should
consider the investment objectives, risks and expenses of any investment carefully before investing. The analyses, opinions, and certain of the investment themes and
processes referenced herein represent the views of the portfolio manager(s) as of the date indicated. These, as well as the portfolio holdings and characteristics shown, are
subject to change. There can be no assurance that developments will transpire as may be forecasted in this material. Past performance information presented is not
indicative of future performance. Although Natixis Investment Managers believes the information provided in this material to be reliable, including that from third party
sources, it does not guarantee the accuracy, adequacy, or completeness of such information. This material may not be distributed, published, or reproduced, in whole or in
part. All amounts shown are expressed in USD unless otherwise indicated.

This communication is for information only and is intended for investment service providers or other Professional Clients. The analyses and opinions referenced herein
represent the subjective views of the author as referenced unless stated otherwise and are subject to change. There can be no assurance that developments will transpire
as may be forecasted in this material.
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