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Barrow Hanley: Why it's time to take
another look at emerging markets

By Perpetual Asset Management
12 June 2024

Global investor Barrow Hanley believes emerging markets represent compelling value as they

trade at multi-year lows versus developed markets. Here's why now could be a turning point
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J Emerging markets out of favour compared to strong, developed markets
e  Signs of improvements in Chinese corporate sales, margins and earnings
e Arising commodity cycle and weaker USD outlook could be good for EM
J Find out about Barrow Hanley Emerging Markets Fund

Since their peak in 2010, emerging markets have seen a prolonged period of underperformance
relative to their developed-market peers.

This trend, seen in the chart below, has understandably prompted some investors to question
the effectiveness of an allocation to emerging markets.

But it's worth considering what drove EM performance in the decade leading up to 2010 - and

whether these conditions could return.
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Chart 1: Prices relative to MSCI World Index. Source: FactSet

What drove emerging markets in the 2000s?

From the end of 2000 until that peak at the end of 2010, emerging markets experienced a
meaningful period of excess performance over their developed market peers.

Key drivers over that period include:
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e astrong commodity cycle
e  aweakening US dollar
e  strong performance from Chinese equities.

If you look at China’s performance relative to the MSCI World Index, it largely mirrors the path of
emerging markets.

That's not unexpected given China’s large weight in the index, including very strong
performance leading up to the latter part of 2010 and a prolonged reversal of fortune since.

In February, China touched lows similar to the early 2000s.

It's now trading at valuation levels last seen in the early 2000s (see Chart 2 below), which is
pushing the emerging market index to multi-decade valuation lows.

This raises an important question for investors:

Do valuation discounts warrant an allocation to emerging markets — and potentially even an
overweight to China within that allocation?

We believe the answer is yes, given what we're seeing not only in the underlying markets but
also the underlying fundamentals of companies that Barrow Hanley owns.
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Chart 2: MSCI China and MISCI World NTM (next 12 months) P/E ratios 2004-2024. Source: FactSet

Markets don't repeat, but they do rhyme

We believe there is a set-up in the markets similar to what we saw in the early 2000s in which
the US dollar was strong, commodities (gold, silver, copper, etc) were undervalued and

beginning to improve, and China was poised to perform strongly.
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We appreciate that markets do not repeat themselves — but they do rhyme.

We're now seeing some of these trends reversing, meaning commodities are firming and China
growth is not imploding and appears to have bottomed.

The last item would be a weakening of the US dollar.

This could be a welcome outcome through the current administration or a policy to support US
competitiveness in global markets.

We are beginning to see improvements in sales, margins and earnings among the companies
that we own in China.

Along with cheap valuations, we see these improvements as a strong catalyst for relative
performance going forward.

We also believe these companies will benefit from Chinese government efforts to broaden the
drivers of growth outside the property market — though they have reversed course and are
beginning to provide stimulus to this part of the market.

Instead of simply broadening its industrial capacity, China has been attempting to move to a
more consumption-oriented economy on top of a more innovative economy.

Once achieved, this should help reverse course for the broader China market — and thus
emerging markets - helping pull them out of a long-term downward trend.

Why allocate to EM value now?

We have seen a prolonged period of “growth” outperformance in emerging markets since 2010.
Much of this has been in tandem with growth outperformance in developed markets.

However, over the long term, value investing has been a winning strategy in emerging markets.

If we look at the MSCI Emerging Market Value and growth indexes since 1996, we can see EM
growth stocks behaved similarly to US growth stocks in the late 1990s, outpacing their value
peers.

Value stocks posted very strong results in the value run of the early 2000s through to 2011
until lower inflation and lower interest rates drove growth stocks to outsized returns.

That continued until inflation began to push higher in late 2020, where value stocks began to
take the lead.

You can see this in Chart 3 below.
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Chart 3: MSCI Emerging Markets Value Index 1994-2024. Source: FactSet

From a factor perspective, another way to view the benefits of investing in emerging market
value stocks is by looking at the Fama and French Three-Factor Model framework.

The Fama French Model is an investment theory that expands on the Capital Asset Pricing
Model by adding two factors - size and value - to better explain stock returns.

As shown in Chart 4 below, since the end of 1996, stocks trading at high Book-to-market
multiples (ie value stocks) tend to outperform over the longer term rather consistently.
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Chart 4: Average high book-to-market vs average "all factors" (USD) 1996-2024. Source: Kenneth R. French Library Database

If we look at the valuation spread between emerging market value stocks relative to emerging
market growth stocks on a NTM (next 12 months) P/E basis, despite the recent run in value
stocks, a large valuation dispersion remains between growth and value stocks.

There is meaningful room for reversion to higher multiples for value stocks, which should
ultimately push value stocks’ performance higher relative to growth peers.

See Chart 5 below.
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Chart 5: MSCI Emerging Markets “Value” index NTM (next 12 months) P/E relative to MSCI EM “Growth” Source: FactSet

We don't believe reversion or cheap valuations alone are sufficient catalysts to see a re-rating in
value stocks.

But we do believe that improving fundamentals that produce margin growth, sales growth,
multiple expansion, or greater capital efficiency will unlock suppressed value.

We strive for a combination of these fundamentals when looking for individual companies to
investin.

Green shoot in emerging markets

Despite a prolonged period of underperformance, we are beginning to see green shoots in
emerging markets that lead us to believe we could be in a bottoming phase with great potential
for strong future performance.

We're very excited about our portfolio and how it is positioned.

Given that our portfolio is trading at a meaningful discount to emerging markets generally, we
believe this positions us well for a re-rating higher.

About Barrow Hanley’s emerging markets investment strategy

The Barrow Hanley Emerging Markets Fund aims to provide long-term capital growth through
investment in emerging market shares and to outperform the MSCI Emerging Markets Net Total
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Return Index (AUD) (before fees and taxes) over a full market cycle, typically five years.

The team strives to achieve the fund’s objectives by adopting a value-oriented, bottom-up
investment process focused on in-depth fundamental research.

Barrow Hanley seeks to identify companies that trade below their intrinsic value for reasons they
can identify, believe are temporary and have a clearly identified path to achieving fair value.

Find out more at the Barrow Hanley Emerging Markets Fund web page.

This information has been prepared by Perpetual Investment Management Limited ABN 18 000 866 535,
AFSL 234426 (PIML), the responsible entity of the Barrow Hanley Emerging Markets Fund ARSN 660 532
481 (Fund). Barrow, Hanley, Mewhinney & Strauss LLC (Barrow Hanley) is a 75% owned subsidiary of
Perpetual Limited and a related party of PIML. Perpetual Corporate Trust Limited (ABN 99 000 341 533, AFSL
392673) has appointed Barrow Hanley as its authorised representative (Representative number 001283250)
under its Australian Financial Services Licence.

Itis general information only and is not intended to provide you with financial advice or take into account your
objectives, financial situation or needs. You should consider, with a financial adviser, whether the information
is suitable for your circumstances. To the extent permitted by law, no liability is accepted for any loss or
damage as a result of any reliance on this information.

The product disclosure statement (PDS) for the Fund, issued by PIML, should be considered before deciding
whether to acquire or hold units in the Fund. The PDS, including for the Active ETF, issued by PIML, and each
of the Active ETF’s other periodic and continuous disclosure announcements lodged with the ASX, should be
considered before deciding whether to acquire or hold units the ETMF. The respective PDS and Target
Market Determination for the Fund and Active ETF, issued by PIML, can be obtained by calling 1800 022 033
or visiting our website www.perpetual.com.au.

Neither PIML, Barrow Hanley nor any company in the Perpetual Group (Perpetual Limited ABN 86 000 431
827 and its subsidiaries) guarantees the performance of, or any return on an investment made in the Fund or
the Active ETF or the return of an investor’s capital. All investments carry risk, including loss of principal. Past
performance is not indicative of future performance.
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