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ATTRACTION OF EMERGING MARKET DEBT

EM Reforms won't stop or pause with the current market recovery

Since the turn of the year, emerging markets have
enjoyed a period of strong performance. This recent solid
rebound has been spurred by a de-pricing of the tail risk
in China. The market came to the realisation that, despite
the challenging situation in China, the authorities are in
control and have the ability to deal with their vast stock
of debt and spare industrial capacity.

Along with the more encouraging assessment towards
China, emerging markets have benefited from a number
of other exogenous influences. The significant rebound
in commodities’ prices has coincided with all big
commodities exporters slashing their forecasts. This will
enable emerging markets to be more flexible with their
budget for the remaining of the year. This turnaround
also coincides with an improvement in the
competitiveness for emerging markets as most exchange
rates depreciated significantly over the past 3 years.
Additionally, over the last 2 years productivity gains have
been strong and unit labour costs have risen less
compared to the developed world. The present
conditions are now favourable for an export-led recovery
in emerging markets. This should help policy makers to
manoeuver a bit more easily. Instead of relying too
much on developed economies, it's perhaps time for
emerging markets economies to focus on; achieving the
structural reforms needed to adapt to a growing middle
class, focus on building economies which are more and
more focussed on services and also try to diversify away
from an excessive dependence on commodities.

In the past, reforms in the emerging markets have been
aimed towards reducing external vulnerabilities; the
introduction of flexible exchange rates, reducing the
dependence of financing through external debt and

fiscal consolidation. More recently, major trend has been
observed, that of reforms- driven by pressure from the
growing middle classes.

Chart 1: The global middle class is expanding

Europe

Middle East .

and North Africa

. . Central and

South America

Morth America

Sub-Saharan
Africa

Asia-Pacific

7 200
S (@ 2020

4,000mn  © :30mn

Source: The new global middle class: A corss-over from West to East, China’s emerging middle
class: Beyond economic transformation, Booking Instituion Press, 2010

Recent elections held in a number of prime countries are
a manifestation of that pressure. In India, a cross-wide
section of the population elected Narendra Modi on his
promise to boost investment and reduce corruption.
Through cutting red tape, setting growth and profit
targets for state controlled enterprises, should stimulate
the whole economy and restore profitability and resume
investments. In Indonesia, the election of Joko Widodo as
President also corresponds to an aspiration for more
transparency and business-friendly reforms. In Brazil, a
widespread middle-class revolt is currently taking place
and paralysing the country. Dilma Rousseff failed to
perceive soon enough the urgent need for more
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transparency, less corruption and less interference in
state-run companies. In the meantime, structural reforms
have been postponed, the economy has remained
dangerously undiversified and the market now hopes for
a rapid exit from this dead end. Finally, in China the
rapidly growing middle class, associated with the current
transition towards a consumer and service-led economy,
is also wishing for a more transparent and efficient
economy. These messages were heard loud and clear by
the new leadership who immediately embarked in an
extensive program of rationalisation of the vast state-
owned enterprises (SOEs) sector. Ultimately, this will
reallocate unproductive capital, reduce overcapacity and
allow the private and public sector to compete on an
equal footing. It should prove highly beneficial for the
Chinese market and economy in the medium term,
although perhaps being very distressing in the short
term.

Presently, the recent rebound in emerging markets will
certainly allow policymakers to breathe more easily, but
it shouldn't be viewed as a reason to be complacent.
Indeed, recent examples have shown that reforms are
not being exclusively driven by market forces anymore,
but by the growing pressure of the rise of the middle
classes. This pressure is showing no signs of diminishing
and current conditions currently being experienced in
Brazil are testament to this. Investors can also finally rely
on more political accountability, more consistency and
less market “path-dependence” in the way reforms are
being implemented in emerging markets. Ultimately, this
greatly improves the medium term risk-return profile of
the asset class, if one can withstand the short term
negative headline risk, of course.
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About Nikko Asset Management

Nikko Asset Management, together with its investment
advisory affiliates, has 205 investment professionals
around the world and approximately USD 154.9 billion in
assets under management or supervision as of 31 March
2016. Nikko Asset Management strives to provide
outstanding long-term performance, service and a
comprehensive suite of investment management
solutions to a diverse client base, which includes
governments, institutions, corporations and private
individuals worldwide. For more information, please
contact us using the details below or visit our website at
en.nikkoam.com.
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Important Information

This document is prepared by Nikko Asset Management Co., Ltd.
and/or its affiliates (Nikko AM) and is for distribution only under such
circumstances as may be permitted by applicable laws. This
document does not constitute investment advice or a personal
recommendation and it does not consider in any way the suitability or
appropriateness of the subject matter for the individual
circumstances of any recipient.

This document is for information purposes only and is not intended to
be an offer, or a solicitation of an offer, to buy or sell any investments
or participate in any trading strategy. Moreover, the information in
this material will not affect Nikko AM’s investment strategy in any
way. The information and opinions in this document have been
derived from or reached from sources believed in good faith to be
reliable but have not been independently verified. Nikko AM makes
no guarantee, representation or warranty, express or implied, and
accepts no responsibility or liability for the accuracy or completeness
of this document. No reliance should be placed on any assumptions,
forecasts, projections, estimates or prospects contained within this
document. This document should not be regarded by recipients as a
substitute for the exercise of their own judgment. Opinions stated in
this document may change without notice.

In any investment, past performance is neither an indication nor a
guarantee of future performance and a loss of capital may occur.
Estimates of future performance are based on assumptions that may
not be realised. Investors should be able to withstand the loss of any
principal investment. The mention of individual stocks, sectors,
regions or countries within this document does not imply a
recommendation to buy or sell.

Nikko AM accepts no liability whatsoever for any loss or damage of
any kind arising out of the use of all or any part of this document,
provided that nothing herein excludes or restricts any liability of
Nikko AM under applicable regulatory rules or requirements.

All information contained in this document is solely for the attention
and use of the intended recipients. Any use beyond that intended by
Nikko AM is strictly prohibited.

Japan: The information contained in this document pertaining
specifically to the investment products is not directed at persons in
Japan nor is it intended for distribution to persons in Japan.
Registration Number: Director of the Kanto Local Finance Bureau
(Financial Instruments firms) No. 368 Member Associations: The
Investment Trusts Association, Japan/Japan Investment Advisers
Association/Japan Securities Dealers Association.

United Kingdom and rest of Europe: This document constitutes a
financial promotion for the purposes of the Financial Services and
Markets Act 2000 (as amended) (FSMA) and the rules of the Financial
Conduct Authority (the FCA) in the United Kingdom (the FCA Rules).

This document is communicated by Nikko Asset Management Europe
Ltd, which is authorised and regulated in the United Kingdom by the
FCA (122084). It is directed only at (a) investment professionals falling
within article 19 of the Financial Services and Markets Act 2000
(Financial Promotions) Order 2005, (as amended) (the Order) (b)
certain high net worth entities within the meaning of article 49 of the
Order and (c) persons to whom this document may otherwise lawfully
be communicated (all such persons being referred to as relevant
persons) and is only available to such persons and any investment
activity to which it relates will only be engaged in with such persons.

United States: This document is for information purposes only and is
not intended to be an offer, or a solicitation of an offer, to buy or sell
any investments. This document should not be regarded as
investment advice. This document may not be duplicated, quoted,
discussed or otherwise shared without prior consent.
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Singapore: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you

Hong Kong: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. The contents of this document
have not been reviewed by the Securities and Futures Commission or
any regulatory authority in Hong Kong.

Australia: Nikko AM Limited ABN 99 003 376 252 (Nikko AM
Australia) is responsible for the distribution of this information in
Australia. Nikko AM Australia holds Australian Financial Services
Licence No. 237563 and is part of the Nikko AM Group. This material
and any offer to provide financial services are for information
purposes only. This material does not take into account the
objectives, financial situation or needs of any individual and is not
intended to constitute personal advice, nor can it be relied upon as
such. This material is intended for, and can only be provided and
made available to, persons who are regarded as Wholesale Clients for
the purposes of section 761G of the Corporations Act 2001 (Cth) and
must not be made available or passed on to persons who are
regarded as Retail Clients for the purposes of this Act. If you are in any
doubt about any of the contents, you should obtain independent
professional advice

New Zealand: Nikko Asset Management New Zealand Limited
(Company No. 606057, FSP22562) holds Managed Investment
Scheme Manager licence in New Zealand and is part of the Nikko AM
Group. This material is for information purposes only. It is NOT
intended for or directed towards retail investors but is for the use of
researchers, financial advisers and wholesale investors. It has been
prepared without taking into account a potential investor's
objectives, financial situation or needs and is not intended to
constitute financial advice, and must not be relied on as such. A
reader must not rely on the information as an alternate to expert and
customised advice from their trusted financial/legal adviser.
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