AUBREY

1" + 7

CAPITAL MANAGEMENT

Finding Tomorrow’s Opportunities in Emerging Markets
By Andrew Dalrymple, Director and Investment Manager, Aubrey Capital Management

Emerging markets have undergone a remarkable change in leadership over the past
two years. Artificial intelligence, data centre investment and surging demand for
memory chips have propelled Taiwan and South Korea to the forefront of the asset
class, while a relatively small number of technology companies now account for an
unusually large share of index returns.

The obvious question is whether this is simply another technology bubble. The
answer is more complicated than recent share price performance might suggest, and
hinges on distinguishing between businesses where structurally higher earnings
justify a higher index weight, and businesses simply carried higher by the flow of
passive capital.

There are certainly signs of excess. Leveraged ETFs tracking Samsung and SK Hynix
have sprung up in Korea, and hot money has clearly piled into the same stocks.
However, earnings tell a different story. Samsung Electronics is trading at around six
times earnings for this year and approximately four times next year, with SK Hynix on
similar multiples. Earnings are growing fast on surging memory demand and staying
strong because new capacity is so expensive and slow to build that supply can’t easily
catch up.

The current cycle may also prove longer than previous memory cycles. Historically,
demand was heavily influenced by products such as PCs, mobile phones and games
consoles, which produced relatively short booms followed by sharp declines as each
product cycle matured. Al infrastructure is different. Building new fabrication
capacity takes years and requires enormous capital, giving the leading semiconductor
manufacturers a degree of protection that wasn'’t always present in previous cycles.

That does not mean recent rates of return can continue indefinitely. Markets tend to
anticipate changes long before they become visible in company earnings, and some of
the heat already appears to be coming out of technology stocks. A period of
consolidation would hardly be surprising after such exceptional performance.

The more interesting question is what happens to that crowded capital if leadership
starts to broaden. We don'’t know precisely when, or how quickly, that broadening
will happen, but markets which have fallen out of favour rarely stay there once the
earnings case reasserts itself.

India’s longer-term structural development is continuing regardless of what foreign
investors have been doing. There are now around 900 million smartphones in
circulation, while digital payments, logistics and internet connectivity are laying the
groundwork for much wider adoption of e-commerce and financial services. China
went through a similar transformation during the previous decade, creating
opportunities not only among online retailers but across payments, logistics and the
wider digital ecosystem.
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This is one reason why emerging markets should not always be viewed as a single
asset class. Taiwan and Korea offer world-leading semiconductor businesses. India
remains one of the fastest-growing major economies in the world. China has
developed sophisticated technology and service industries, while markets across
Latin America and the rest of Asia offer very different combinations of growth,
valuation and structural change.

The opportunities, therefore, are much broader than whichever part of the index
happens to be leading at a given moment.

There are also signs of change within South Korea beyond semiconductors. Korean
companies have historically suffered from weak profitability, low returns on equity
and poor treatment of minority shareholders. Recent efforts to improve corporate
governance, influenced by reforms seen in Japan, have begun encouraging companies
to distribute profits more effectively and pay greater attention to shareholder returns.
Combined with the semiconductor boom, this has contributed to a dramatic re-rating
of the Korean market.

The challenge for investors is separating temporary momentum from sustainable
earnings growth. Technology has earned much of its recent leadership, but
exceptional performance inevitably changes the balance of risk and reward.
Conversely, markets that have fallen out of favour can become increasingly attractive
even when their underlying fundamentals remain intact.

That is particularly relevant today. Taiwan and South Korea combined have risen
from around 29% to 48% of the MSCI Emerging Markets Index in little over a year,
while valuations elsewhere have become more reasonable. India, still growing at 7-
8% in real terms, is the clearest example, but it is unlikely to be the only one.

The next five years of emerging market returns are unlikely to look exactly like the
last two. Al infrastructure and semiconductors will remain important, but market
leadership will evolve as valuations, earnings and capital flows change. Some of
tomorrow’s strongest opportunities may come from today’s winners continuing to
compound, while others may emerge from areas that investors have temporarily
overlooked.

Finding those opportunities will depend less on predicting the next fashionable theme
and more on identifying where sustainable earnings growth, strong financial returns
and attractive valuations come together.
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Important Information

This document has been issued by Aubrey Capital Management Limited which is authorised
and regulated in the UK by the Financial Conduct Authority and is registered as an Investment
Adviser with the US Securities & Exchange Commission. You should be aware that the
regulatory regime applicable in the UK may well be different in your home jurisdiction. This
document has been prepared solely for the intended recipient for information purposes and is
not a solicitation, or an offer to buy or sell any security. The information on which the
document is based has been obtained from sources that we believe to be reliable, and in good
faith, but we have not independently verified such information and no representation or
warranty, express or implied, is made as to their accuracy. All expressions of opinion are
subject to change without notice. Any comments expressed in this presentation should not be
taken as a recommendation or advice. Please note that the prices of shares and the income
from them can fall as well as rise and you may not get back the amount originally invested.
This can be as a result of market movements and of variations in the exchange rates between
currencies. Past performance is not a guide to future returns and may not be repeated.
Aubrey Capital Management Limited accepts no liability or responsibility whatsoever for any
consequential loss of any kind arising out of the use of this document or any part of its
contents. This document does not in any way constitute investment advice or an offer or
invitation to deal in securities. Recipients should always seek the advice of a qualified
investment professional before making any investment decisions.
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