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Emerging Market Equities:

Participate in the opportunities with reduced risk

Emerging markets are considered high risk for a reason: The Corona outbreak in China in 2020,

the global semiconductor crisis, production failures in Asia and supply chain problems, and now the
Russian invasion of Ukraine and subsequently a war in Eastern Europe. Despite the higher risks,
we believe it is worthwhile to invest in emerging market equities with a risk-reduced strategy.

Mark Frielinghaus, CFA
Portfolio Manager Equities
Quoniam Asset Managmeent GmbH

Geopolitical crises typically appear first in emerging markets;
either in Asia, Latin America, Eastern Europe/Russia or the Middle
East. Given the resulting market volatility it is debatable whether
investing in emerging markets is recommended. Despite the
higher risks, we believe such an investment is worthwhile with
a strategy focused on risk reduction.

The performance figures of the past ten years would also seem
to question the benefits of emerging markets. An investor from
the euro area would have achieved a return of around 57 percent
over this period with an investment in emerging market equities,
which corresponds to an annual return of 4.5 percent. By contrast,
an investment in the larger global developed market equities
would have delivered a return of 232 per cent over the same
period.

Emerging markets have favourable valuation levels

However, if we look at the valuation levels of the emerging
markets compared to the industrialised countries, it becomes clear
that the outperformance of the developed markets is unlikely
to be repeated during the next ten years. While the emerging
markets continue to be favourably valued relative to past and
estimated earnings, developed markets looked overvalued (see
chart). The US equity market in particular is more highly valued
than it has been for over 20 years, and emerging markets are
significantly more attractive in comparison.

Valuation ratios in regional comparison
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To benefit from this favourable scenario for emerging markets in
an environment that is above average in terms of risk, an invest-
ment approach is that mitigates risk is therefore opportune.

The Quoniam MinRisk EM strategy implements a risk reducing
approach. A key objective of the MinRisk strategy, launched in
2012, is to reduce risk in terms of volatility and offer downside
protection in the event of a stock market correction.

Deviation from standard benchmarks

However, lower volatility over time with smaller negative returns
in the event of a crisis means a significant deviation from standard
benchmarks. A defensively constructed portfolio has a high active
position relative to concentrated indices.
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Top 10 stock weights in MSCI EM over time
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As in the USA, the stock markets in the emerging markets, espe-
cially in China, have been dominated by a few large technology
stocks in recent years. In the USA these are Amazon, Apple and
Microsoft, and in the emerging markets stocks like Tencent, Alibaba,
Taiwan Semiconductor or Meituan. The rapid growth of online
trade and digital business, which gained additional momentum
with the outbreak of the Corona pandemic fuelled this trend.

As a result, the share prices of tech stocks have risen to extreme
heights, despite their ambitious valuations.

Further evidence of this dominance is the significant increase in
the concentration of the MSCI EM Index, measured by the cumu-
lative weight of the largest ten stocks. From mid-2015 onwards,

a rapid increase in index concentration from 16 to around 30

per cent in October 2020 was observed, which was due to the
extreme price development of the Asian technology companies.
Over the past two decades, the sum of the ten largest companies
has usually averaged between 15 and 20 percent cumulative index
weight. Similar hogh concentration levels have been observed in
the past and can be seen as an indication of market exaggerations.
While state-owned oil companies from Brazil and Russia as well as
Chinese financial stocks led the index in the mid- and late 2000s,
the performance of the Asian tech stocks mentioned above has
led to disproportionate concentration

Since the peak in October 2020 market concentration has
declined which in turn means that the breadth of the market
is now outperforming the few expensively valued index
heavyweights. In this respect, there is an interesting correlation
between the relative performance of the fundamentally
quantitative MinRisk approach and the declining concentration

of the EM index. In particular, the phase of extreme increases

in concentration during the Corona pandemic was accompanied
by significant underperformance, while the subsequent normal-
isation of concentration has been characterised by a marked
recovery in performance.

A multi-factor view is decisive

The extreme trend-driven period of 2015 to 2020 was not
favourable for our fundamental quantitative approach. Whilst
we overweight companies in the portfolio that have defensive
characteristics, we also seek stocks that have a favourable
valuation, solid quality and positive sentiment. Overall, all factors
are taken into account and stocks that are extremely positive in
only one characteristic (e.g. price momentum) but do not have
fundamentally superior characteristics overall are underweighted.

The significantly larger investment universe compared to the
benchmark also helps us with stock selection — and therefore
diversification. While the MSCI EM index currently contains
around 1,400 stocks, we analyse more than 3,000 companies
from the emerging markets for the MinRisk portfolio.

The result is an asymmetrical risk-return behaviour of the strategy
compared to the overall market. In slightly positive equity markets
determined by fundamental improvements, the defensive concept
is able to largely keep pace or even rise more strongly. In phases
characterised by excessive trend growth, liquidity-driven trend
rallies and where market breadth falls extremely, the portfolio
lags behind the market index.
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The strategy shows its strength in downward phases

The MinRisk strategy fairs particularly well during crises or market
corrections. In practice, the superior quality, the stability of the
business models and the appropriate valuation of the securities in
the portfolio pay off and losses are significantly lower.

Since its launch in May 2012, the EM MinRisk concept has
demonstrated these strengths. On the basis of quarterly returns,
the MSCI Emerging Markets benchmark fell by more than two
per cent once a year on average, i.e. a total of twelve negative
quarters. Here, with one exception, the MinRisk strategy out-
performed the overall market. On average, the outperformance
in negative quarters was 3.4 per cent, which corresponds to a
cushioning of more than one third.

Overall, the stock markets rose significantly over the past twelve
years, as evidenced by the fact that the twelve negative quarters
were offset by 20 positive quarters with gains of more than two
percent. In these positive market phases, the defensive strategy
showed a mixed result. In some cases, the positive return was
exceeded, in other cases the increase was lower than for the
market. Overall, however, across all positive market phases, the
performance was only 0.4 per cent lower on average.

Performance behaviour in different market phases

Average quarterly results grouped by market phase

Average Return Out/Under-

(%) performance (%)
High Return 9.42 —0.51
Q2 5.13 0.18
Q3 1.31 0.12
Q4 -1.28 0.19
Low Return -11.04 3.73

Source: Thomson Reuters, Quoniam Asset Management GmbH

With the exception of the extremely strong quarters, which
achieved an average absolute return of more than nine percent,
the investment approach outperformed the MSCI EM Index in all
market phases. The advantage of MinRisk becomes particularly
clear in the downward phases. With market corrections of 11
percent on average, the MinRisk portfolio offers protection of one
third relative to the index.
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Grouping the quarterly results into quintiles yields the following
result:

MSCI EM Index return in %

This makes the asymmetric risk profile of the strategy particularly
clear. While the excess return in weak markets is significant at
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more than three percent, the performance in rising market phases
is almost neutral to the benchmark. This results in significant
advantages in the long-term view relative to an index. During the
past three years, the EM MinRisk strategy has achieved a rela-
tive excess return of 1.4 percent per year. Since the strategy was
launched, the value increase has even been 2.5 percent per year,
which corresponds to a cumulative excess return of 35 percent.
The risk-adjusted observations are even clearer. If one compares
the Sharpe Ratio since the launch of the fund in 2012 to the
benchmark, the values are 0.65 (fund) to 0.37 (benchmark), i.e.
per unit of risk, the EM MinRisk portfolio achieves almost twice
as high a return as the MSCI Emerging Markets.

The success of the MinRisk strategy is also evident with respect

to competitors. Comparing the performance of the Quoniam EM
strategy with the other 360 emerging market equity funds using

Disclaimer

the Morningstar fund database, the portfolio is in the top 20
percent over three years and is in 5th place over twelve months.

Defensive risk positioning a success

Our long-term expectations are for the strategy to be successful
even with periods like 2019/2020. During this period, the per-
formance could not keep pace with a liquidity-driven equity rally
leading to speculation as to whether such a performance gap can
be closed. However, the past twelve months have demonstrated
that this is possible, and it is not even necessary for the defensive
concept to generate exorbitant returns. If markets continue to
correct certain exaggerations and the portfolio generates solid
absolute returns because of defensive risk positioning, investors
will be rewarded with long-term attractive returns. 1/

The use of investment services as well as investments in financial instruments are conjoint with risks.
For more information and guidance on opportunities and risks, please visit www.quoniam.com/riskstatement

This document was produced by Quoniam Asset Management GmbH (hereafter ‘Quoniam’) using
reasonable care and to the best of our knowledge and belief. It is provided for information purposes
only and is for the exclusive use of the recipient. The opinions, appraisals and information expressed in
this document are those of Quoniam or derived from publicly available sources at the time of writing
and are subject to change at any time without notice. However, Quoniam provides no guarantee with
regard to its content, completeness and topicality.

This document is expressly not intended for use by retail clients within the meaning of Article 4 (1) (11)
of Directive 2014/65/EU (MiFID Il). Excluding documents compiled for investment committee meetings
or those compiled in order to fulfil contractual obligations (e.g. reporting), this document qualifies
as marketing material that has been published for advertising purposes only. We hereby expressly
note, that the information provided does not constitute a statement of assets in accordance with
applicable investment law. Consequently, we advise the recipient to turn themselves to the respective
investment company.

For more detailed information, in particular a description of the mentioned funds’ risks and rewards,
please refer to the prospectus, the key investor information document and the most recently published
annual and semi-annual report. These publications are available upon request and free of charge from
the German payment and information agent DZ BANK AG (Frankfurt/Main). The aforementioned
documents constitute the sole binding basis for the purchase of fund units.

The information contained herein does not consider any personal and financial circumstances of the
recipient. Therefore, it does not constitute an offer or a recommendation to buy or sell financial

instruments or banking services. Neither historical nor future performance simulations and financial
market scenarios are a guarantee for current or future performance. We advise the recipient to seek
investment advice in order to ensure that information provided is in line with their own circumstances.

This document has not been prepared in accordance with legal requirements designed to promote the
independence of investment research. Further, it is not subject to any prohibition on dealings ahead
of the dissemination of investment research. As a consequence, information and opinions herein must
not be read as independent investment research.

This document shall not be reproduced or passed on to third parties either in part or in full without
the written permission of Quoniam.

Quoniam is authorised and supervised by the Federal Financial Supervisory Authority (Bundesan-
stalt fur Finanzdienstleistungsaufsicht) and is subject to limited regulation by the Financial Conduct
Authority. Details about the extent of our regulation by the Financial Conduct Authority are available
upon request.

Quoniam processes your personal data including your name, gender, postal address, email address,
phone number and job title within our business correspondence based on Article 6 paragraph 1 lit. b)
and f) GDPR. Controller in terms of Article 4 number 7 GDPR is Quoniam Asset Management GmbH,
Westhafenplatz 1, 60327 Frankfurt am Main. For further information, please read the data privacy
section in our legal notices. If you do not want to receive further information from Quoniam, then
please send an email to dataprotection@quoniam.com
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