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he Asian economy has often been cited as one
Tof the key motors of global trade. After the fi-
nancial crisis of 2008, however, the real econ-
omy took a strong hit, and many international players

withdrew their attention from the region, focusing in-
stead on their diminishing sales at home.

10 years later several emerging markets are again en-
tering the spotlight with rapid economic growth, and
the fast pace with which local consumers adopt global
trends. Although many such markets still present risks
and face instability, Euromonitor International has
outlined Bangladesh, Sri Lanka, Myanmar, Cambodia
and Laos as some of the most promising for the future.
In a recent ebook, titled Industry Impact of Consum-
er Trends in Emerging Asian Markets, Euromonitor
provides an overview of the main consumer trends in
the region and address some of the challenges that fast
moving consumer goods (FMCG) market players face
as they attempt to expand their presence in five emerg-
ing markets.

The economic structure of all emerging markets in
the region look similar. All economies, and especially
those of Laos and Bangladesh, are primarily agricul-
tural. In Bangladesh farming accounts for around two-
thirds of the labour force, and around a third of GDP.
Many people involved in agriculture remain deeply
impoverished, and are very conservative in their con-
sumption habits.

All five markets in question have recently witnessed
a rapidly-growing middle class, especially in the large
metropolitan areas of cities such as Dhaka, Colombo
and Phnom Pen. The new urban consumers are quick-
ly and enthusiastically adopting global trends, often
spurred by social media. Regional trends are also rap-
idly adopted through the fast-growing popularity of
Korean pop music, Bollywood movies and Western TV
series. With the opening of borders, more wealthy con-
sumers have the chance to travel, while more economic
migrants spend at least some period living and work-
ing abroad. This allows an increasing number of con-
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sumers from all layers of society to experience global

consumer trends first-hand abroad, and bring their new
knowledge and habits back home with them.

Over the forecast period, economic growth is expect-
ed to be underpinned by strong investment activity and

gradual policy reforms. Economic imbalances, how-
ever, will also rise. All of the five focus markets are
in a strategic location, and their proximity to the dy-
namic regions of East and Southeast Asia should serve
them well, as manufacturers move around the region
in search of lower labour costs. Their economies, how-
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ever, remain on a narrow base, de-
pending almost exclusively on en-
ergy and agriculture. Yet all of these
countries have a young labour force
and could benefit significantly from
their strategic location in a dynamic
region.

Potential investors in these five
markets face several major obsta-
cles. Countries such as Laos, Myan-
mar and Cambodia are some of the
region’s most impoverished, fol-
lowing years of civil war, social in-
stability and international isolation.
Although those days are now in the
past, many of the countries main-
tain only weak financial and trade
links with the West. Sometimes this
is determined by the political stance
of local regimes. Laos, for example,

/' EUROMONITOR
‘\ INTERNATIONAL

About the Author

Euromonitor International is the leading provider of global strate-
gic intelligence on consumer markets, with offices in London, Chi-
cago, Singapore, Shanghai, Vilnius, Dubai, Santiago de Chile, Cape
Town, Tokyo, Bangalore and Sao Paulo and in-country analysts

worldwide. For more than 30 years, Euromonitor has published
internationally respected market research reports, business ref-
erence books and online information systems, providing strategic
business intelligence for the world’s leading FMCG multinationals.
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China Sees LatAm M&A
Opportunity Amid Shifting
Geopolitical Dynamics

# Thiago Barrozo in Sao Paulo and
Jennifer Zhang in Chongqing, with
analytics by Elizabeth Lim.

The rise of
geopolitical tensions
between China and
the US alongside the
former’s increasing
protectionism is
likely to strengthen
the role of Latin
America as a

key market for
Chinese outbound
investment, experts
told Mergermarket. -
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he symbiotic relationship
between Latin America, a
region with strong demand

for foreign direct investment, and
China, which depends on overseas
markets to secure inputs as well as
consumers for its exports, is expect-
ed to gain momentum amidst the
shifting of geopolitical dynamics.

In fact, both regions have progres-
sively joined forces to address their
own needs. Mergermarket data
shows that Chinese outbound M&A
into Latin America hit a record 16
transactions worth USD 11.5bn in
2017. It was the third highest year
for value on Mergermarket record,
since 2001.

Speaking at the Latin America Up-
date panel at the World Economic
Forum on Latin America held last
month in Sao Paulo, Ricardo Vil-
lela Marino, Executive VP and
Member of the Board of Directors
at Latin America’s largest financial
conglomerate Itau Unibanco [BE:
ITUBA4], said China is likely to
soon surpass the US as the region>s
main partner.

Marino noted that US President
Donald Trump’s “America First”
policy should also contribute to
make more room for China to exer-
cise its leadership in the region.

A Chinese executive in the automo-
tive manufacturing industry pointed
that China’s increasing investment
in Latin America echoes with Bei-
jing’s One Belt One Road initiative,

which aims to create a global eco-
nomic platform.

While the US and many Europe-
an countries have grown hostile to
Chinese investments, Latin Ameri-
ca, on the other hand, has thus far
presented a friendly investment en-
vironment for the Asian giant, the
source noted.

Deal value involving Chinese/Hong
Kong bidders and Latin American
targets peaked in 2010 with USD
16.9bn (about half of which was
due to Beijing-based China Pe-
troleum & Chemical Corp’s USD
7.1bn bid for a 40% stake in ener-
gy company Repsol Brazil from
Madrid’s oil & gas company Rep-
sol [BME:REP]. The second high-
est deal value recorded was in 2016:
USD 12.4bn.

Additionally to ramping up invest-
ments in Latin America, China
has increasingly engaged in trans-
actions beyond the energy and
commodity niches. Alicia Barcena
Ibarra, Executive Secretary for the
United Nations Economic Com-
mission for Latin America and the
Caribbean (ECLAC),
joined the panel, noted that the

who also

Asian country has actively invested
in other industries, such as telecom,
financial services, industrials &
chemicals, and services.

Mergermarket data reinforces this

trend. In February, Shanghai-based
conglomerate Fosun International
Limited agreed to acquire a 70%
stake in Brazil-based investments
brokerage firm Guide Investimen-
to for BRL 290m (USD 89.58m)
plus the payment of earn-outs of up
to BRL 120m.

In January, Beijing-based mobile
transportation platform Didi Chux-
ing Technology purchased Brazil-
ian ride-hailing services compa-
ny 99 for nearly USD 900m. And in
December, Zhejiang-based Wolong
Electric Group announced the ac-
quisition of General Electric Com-
pany [NYSE: GE]>s Mexico-based
small industrial motor business for
USD 142m, as reported.

On the sidelines of the event, Denise
Dresser, Political Analyst at Institu-
to Tecnologico Autonomo de Mex-
ico (ITAM), said Trump’s decision
to renegotiate the North American
Free Trade Agreement (NAFTA),
the two-decade old deal that binds
the Mexican economy to the US and
Canada, has led the Latin American
country to reach out to other foreign
partners to draw investments in ar-
eas like oil & gas and infrastructure.

China, which is already Mexico’s
second biggest trading partner, is
eager to tap into these emerging op-
portunities, Dresser noted.

A source working for a Chinese
state-owned energy company that
has done multiple acquisitions

in South America said that Latin



America’s energy industry would
still be one of Chinese investor’s
favorites, especially in the niches of
hydropower, oil & gas and electric-
ity distribution.

Central America is also expected to
see more investments coming from
China. Speaking at the same pan-
el, Isabel Saint Malo de Alvarado,
Vice-President of Panama, noted
that the Central American coun-
try has just established diplomatic
relations with China after cutting
long-standing diplomatic ties with
Taiwan.

On 17 November, Chinese Presi-
dent Xi Jinping and Panamanian
President Juan Carlos Varela an-
nounced the signing of 19 deals,
including a feasibility study on a
free trade agreement (FTA). The
first meeting of the joint feasibility
study on China-Panama FTA was
held in mid-January in Beijing, as
reported.

The Asian giant already has FTAs
with three Latin American coun-
tries: Chile, Costa Rica and Peru.

Major Challenges

Both Chinese sources said, howev-
er, that Latin America still holds a
few challenges that prevent more
deal making from happening.

The first source pointed that cultur-
al differences between the regions
have usually translated into high in-

vestment costs and low productivi-
ty. It noted that its company needed
to temporarily shut down a manu-
facturing plant in Uruguay due to
conflicts with the local labor union.
The Chinese source in the energy
sector said Latin America’s infla-
tion, which remains relatively high
in several countries, is another mat-

Banking

ter of concern. Corruption has also
been an issue, the source added,
saying that he was asked for a bribe
sometimes during dealmaking. Al-
though his company refused to pay
the bribe, he learned that other bid-
ders have done so to close a deal.

P\ Mergermarket
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Chinese Centra
Respona
Rate Hike?

Sank
ne

e believe the Chinese
bank PBOC
is very likely to raise

central

open market operation (OMO) rates
should the Fed increase the fund rate.
First of all, the Chinese real econo-

-cd

my functioned well in January and
February, with bullish performance
in retail sales, investment, and in-
dustrial production on both year-
over-year (y-o-y) or month-over-
month (m-o-m) bases. Meanwhile,

Real Economy Functions Well
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CPI accelerated to 2.9% y-o-y in
February, allowing sufficient room
for an OMO rate hike.

Secondary, 10-year treasury spreads
between China and US have been

Te 02/01/2018

From  03/01/2016

04/2016

12

10/2017

Source: CEIC Data



gradually shrinking in recent months,
while the value of the Chinese Ren-
minbi is standing high against the
US Dollar since exchange rate re-
form in August 2015. Therefore,
China needs to keep in step with the
US this time to help stabilize trea-
sury spreads and the exchange rate
(hence prevent capital outflows) in
light of a more hawkish monetary
stance from the US Fed.

The market has priced in an OMO
rate hike, yet has not reached con-
sensus on the extent and pace. We
project there would be at least a 10
bps increase this time, and in total
three rate hikes in 2018. Similar to
last year, the PBOC is likely to raise
OMO rates twice in 1H 2018 and
once in 2H 2018, as there could be
more economic headwinds in the
second half.

Currently, 10-year treasury spreads
between China and US have shrunk
to 100 bps, very close to the lev-

i CPI

el in Jan-Feb 2017. In February
and March 2017, the PBOC raised
OMO rates twice by 10 bps each.
This one is more timely, as central
banks have more coordination in
interest rate normalization given a
synchronized recovery in the world

Moacroeconomics

03/01/2016 To 02/01/2018

economy. A 10 bps (or more) in-
crease in Chinese OMO rates not
only follows the global normaliza-
tion trend, but also sticks to mon-
etary neutral and financial delever-
aging stances, which can effectively
hedge against capital outflow risk.
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Treasury Yields and Spread: China vs. US
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On the other hand, the US labor
market saw bullish employment
and payroll rises, thereby lifting
inflation expectations. This exac-
erbates upward risk in US treasury
yields. By contrast, a newly issued
Chinese Household Survey shows
that ONLY 26.4% of domestic ur-
ban citizens have an inflation ex-
pectation, which contradicts recent
views from the PBOC that ‘there
could be upward pressure on infla-
tion’. Therefore, the PBOC needs to
keep up with the Fed pace to main-
tain treasury spreads at a reasonable
level and recalibrate inflation ex-
pectations in the domestic market.

However, we believe there is a low
probability for a benchmark interest
rate hike, which would send a strong
tightening signal to the market. After
all, the Chinese economy and infla-
tion are not overheated, and the fi-
nancial market remains tight.

% YOY

Macroeconomics
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Financial Tightening Pressures Social Financing
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cessively. The major drivers for CPI
are food price inflation and core in-
flation. Annual CPI for 2018 would
climb higher towards (but not
reach) 3%. By contrast, PPI lacks
drivers mainly because the base
effect would quickly fade away in
2018 given the soaring PPI level
last year, and because investment
demand would weaken in light of
disciplined fiscal spending. Diver-
gence between PPI and CPI would
shrink dramatically. Their weighted

16

average, the GDP deflator, is ex-
pected to remain stable this year.

On the financial market side, a tight-
ened financial condition puts down-
ward pressure on expansion of total
social financing and Renminbi loans.
Nominal GDP growth has surpassed
M2 growth for the first time since
2012, signaling a tightened mone-
tary stance. Additionally, after three
OMO rate hikes last year, China’s
weighted average lending rate has

Source; CEIC Data

gone up, a clear sign that real econo-
my is affected. Thus, there’s no need
to increase the benchmark interest
rates in the near term.

In summary, we expect monetary
policy to remain neutral in 2018. In
other words, the PBOC will raise
OMO rates rather than benchmark
interest rates to respond to Fed rate
hikes, and meanwhile use targeted
RRR cuts to keep domestic econo-
my resilient.
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Unfulfilled

demand.:

Lessons from India’s past decade
and opportunities for the next

# Prakash Kalothia

India has seen macroeconomic stability improving over the past three
years, with sustained high GDP growth, stable currency, inflation under
control, and fiscal and current account deficits at reasonable levels.

iven strong urbanisation trends (with about
GISO million people moving to cities in the
next 10 years), a young population (with a
median age of 27 years), and a fast-expanding mid-
dle class with per capita income expected to double in

the next 10 years, demand for high-quality real estate
should remain strong across property types.

India is an under-built and capital-starved market, and

we are enthusiastic about opportunities in real estate.
Evolution of the Indian real estate landscape

18

India’s policy for foreign direct investment in real es-
tate has been progressively liberalised over the years.
When India allowed FDI in real estate in 2005, it was
largely restricted to equity investments in large-scale
greenfield developments. During 20062007, devel-
opers made commitments in excess of their execution
capacity, and GPs in general underestimated execu-
tion risks. Hence, those investments faced several
challenges, including high valuations, inappropriate
deal structures, and large-scale developments in far-
off locations.
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Since the global financial crisis, several commin-
gled funds either closed down their businesses or re-
duced their activity significantly in India, leaving a
much smaller number of surviving funds. In 2009,
SUN-Apollo/Lapis India Capital decided to make
a mid-course correction in investment strategy by
moving up the capital structure to quasi debt and pre-
ferred-equity structures, and concentrating on for-sale,
mid-income housing in India’s top three markets: Del-
hi, Mumbai and Bengaluru. This refocused strategy
worked, and is delivering returns of about two times
multiple and roughly 20 percent IRR (largely-realised
performance).

In light of liberalisation of FDI norms that occurred in
2011, a few large global GPs and sovereign funds start-
ed to acquire suburban business parks. Although most
of these investments have not been exited yet, they
are likely to generate positive returns, given attractive
in-place yields, rental growth and reduction of inter-
est rates over the past three years. REIT regulations
are now favourable for listings, which will provide li-

quidity to funds that have acquired and/or developed
rent-yielding business parks.

Key changes in the real
estate market in recent times

At an overall market level, the Narendra Modi ad-
ministration has taken several steps, most notably the
Goods and Services Tax (GST) and the Real Estate
Regulation Act (RERA), to make the market more
transparent and business-friendly. RERA will ensure
all important project information such as land title,
any encumbrances on the project land, status of con-
struction, sales data, etc, is available publicly. GST
will make the country a unified national market. These
steps should also help to bring more businesses in the
fold of the formal economy.

The interface with local municipalities is relatively eas-
ier now and more transparent than it was, and zoning
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and building approval processes are being simplified
across cities.

In addition, the quality of information itself has signifi-
cantly improved. Today, it is possible to obtain tenant-
by-tenant rent data for all office buildings in any major
market. Similarly, on the residential side, it is possible
to obtain data on stage of construction, units sold, cap-
ital values, price growth and sales velocity for almost
all developments in all major markets across India.

Capital-starved
market

sizeable opportunity

Considering about 300,000 units
are absorbed annually in the
top seven cities, at an average
price of US$100,000 per unit,
the funding requirement for the
residential market is approxi-
mately US$30 billion annually.
Assuming a conservative equity
requirement of 20 percent to 30

India presents a

in what s an under-
built and capital-
starved market, and
we are enthusiastic

about opportunities

Despite this, sales have been slow over the past four
years due to delayed completions, high ticket sizes giv-
en large unit areas and high price growth in the past,
and lack of transportation and social infrastructure at
some locations (such as Dwarka Expressway in Gur-
gaon).

To address affordability, the end-user demand and sen-
timent, the focus needs to be on designing and building
more compact, efficient units that have one-, two- and

three-bedroom  configurations,
in infill locations that are close
to existing commercial hubs
and connected to transportation
nodes, and sponsored by strong,
reputed developers at competi-

tive price points.

Implementation of RERA, in
our view, will boost customer
confidence gradually. We fore-
see increasing opportunities for
equity and debt going forward,
as demand for pre-sales reduces
and real estate developers seek to

percent in the capital stack, it across prgpgn‘y éypgs develop residential buildings to
means a US$6 billion to US$9 a certain acceptable stage before
billion equity requirement per backed ZZJ) strong commencing sales.

year. Against this, the dry pow-
der available from commingled
funds today would add up to
roughly US$1 billion, leaving a
large gap. Similarly, a significant
gap exists between the availabil-
ity and demand for institutional capital for the com-
mercial, retail, industrial and hotel sectors, presenting
opportunities for real estate investors across property

types.

Residential real estate

We believe the market has significant unfulfilled de-
mand at affordable price points.

20

demand for high-

qualily real estate.

The established markets of Mum-
bai, Delhi and Bengaluru will re-
main attractive, underpinned by
employment generation and high
office-space absorption.

The office sector

The CBD/SBD office space in Indian cities is largely
strata sold and, as a result of fractured ownership,
buildings in general are not well maintained. Given
the low focus on maintenance and the harsh tropi-
cal climate, these buildings tend to deteriorate very
quickly.



A case can be made for “build-to-core”, Western-qual-
ity, grade A CBD/SBD offices, selectively, considering
the low vacancy rates; the ability to grow rents; and the
fact even in major markets such as Delhi and Mum-
bai, not many truly-grade A office buildings have been
built. The challenge is to find zoned land parcels at a
sensible basis.

REIT regulations are now favourable for listings in In-
dia, which will provide liquidity to asset owners.

Retail property

E-commerce has been growing rapidly. We believe
both e-commerce and bricks-and-mortar retail will
continue to co-exist. Today, very few high-quality
retail centres are in India — overall mall supply is
about 75 million square feet (7 million square me-
tres) for a population of 1.3 billion, compared with
roughly 4.3 billion square feet (400 million square
metres) in the United States for a population of ap-
proximately 320 million. Several retail malls that
became operational during the past decade were sub-
scale, ill-conceived and in weak catchments having
inadequate parking, inconvenient access and a poor
tenant mix, and as a result these malls struggled to
generate sales to sustain contracted rent. The own-
ers typically resorted to strata sales to service debt,
permanently disabling the mall and leading to its de-
cline.

As 100 percent FDI in single-brand retailing is now
permitted, several major foreign brands have entered
the Indian market, and more brands are expected to
establish operations in India. Most brands, however,
find quality real estate is sparse, even in cities such as
Mumbai, Delhi or Bengaluru.

Given this trend, well-designed malls in strong catch-
ments will do well and continue to present an attrac-
tive opportunity. Greenfield development of malls,
however, has a longer timeline for stabilisation com-

Moacroeconomics

pared with other asset classes and, therefore, is best
suited in the hands of more patient capital.

Industrial assets

GST will allow businesses to plan larger-size quality
warehouses based on their distribution and demand, as
opposed to several sub-size warehouses, which were
the result of the pre-GST multiple taxation structure.
Also, due to the lack of adequate bricks-and-mortar
retail stock in India, combined with improving trans-
portation infrastructure, the share of online retail is
growing fast, creating a strong demand for quality
warehousing spaces.

India is generally under-built across property types —
more so, as far as industrial property is concerned. In-
dia has only about 110 million square feet (10.2 million
square metres) of warehousing space, compared with
approximately 10 billion square feet (992.0 million
square metres) in China and roughly 9.5 billion square
feet (882.6 million square metres) in the United States.
Apart from certain warehouses built with the support
of institutional capital, most warehouses in India would
fall within the so-called “cheap and cheerful” category.

A lot of the existing and currently under-construction
warehousing is closer to manufacturing hubs, given the
availability of land. As manufactured goods are con-
stantly under pricing pressures, however, we are not
keen on such locations because it would be difficult to
grow rents. We prefer warehousing closer to large con-
sumption centres and key infrastructure, such as ports
and airports. It is difficult, however, to find land in such
areas at a reasonable cost. As a result, it is hard to earn
an attractive development yield, given current rents.

Other than one portfolio transacted recently, not much

is available to acquire in the industrial space in India.
The opportunity is largely on the development side.
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Key ingredients of a
successful investment

In our experience, a combination of five factors have
the ability to drive successful investment outcomes
in India: (1) well-located infill properties with rea-
sonably-sized projects (four- to five-year business
plans) having efficient designs, (2) teaming up with
reputed local partners having requisite execution
capabilities, (3) enforceable contracts with careful-
ly-drafted exit options and adequate control rights
(eg, control over cash/bank accounts, voting rights
over important partnership decisions), (4) under-
writing rigor with an adequate margin of safety, and

INSTITUTIONAL
REAL ESTATE, INC.

About the Author

(5) intensive asset management in the face of emerg-
ing market uncertainties.

In summary, India presents a sizeable opportunity in what
is an under-built and capital-starved market, and we are
enthusiastic about opportunities across property types
backed by strong demand for high-quality real estate. In
addition, the firm standing of the ruling Bharatiya Jana-
ta Party—led government, steadily-improving macroeco-
nomic fundamentals, acceleration of the pace of policy
reforms, and the large potential demographic dividend
from a young population, make India a very attractive
long-term investment market. Several large sovereign
wealth funds have been increasing their direct investment
exposure, and pension and endowment funds are also in-
creasingly warming up to the India opportunity.

Investor focused.
Connecting People, Data, Insights

Prakash Kalothia is CEO and managing director with Lapis India Capital,based in Mumbai. This article
originally published in Institutional Real Estate Asia Pacific.

Powerful demographic and economic trends in countries such as China, India and Indonesia are fueling
demand for all types of real estate in markets throughout Asia Pacific. Institutional Real Estate Asia
Pacific provides investors with the necessary information, data and insights to help them shape their de-
cision-making and investment strategies in the region’s mature and emerging markets. The magazine
features articles on capital flows, cross-border investing trends, market and property type profiles, and
the latest on investment strategies, new investment products, fundraising and property transactions.
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Latin America is the
World Leader in
eCommerce Growth
Despite Serious

Challenges

eCommerce in Latin America is booming,
and with the number of people using the
internet and social media growing by

the day, there is plenty of opportunity

for companies selling online, also known
as ‘““eRetailers”. In fact, online sales are
expected to grow 19% in the next five
years — well above the global average of
11% — and are foreseen doubling in value
to $118 billion in 2021. Two of the three
fastest-growing eCommerce markets in
the world are in Latin America: Colombia
and Argentina.
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espite these impressive
statistics, eRetailers face
many challenges in Latin

America, including online payment
security, low banking services us-
age among citizens, and serious lo-
gistics issues, according to Patricia
Galina of IEBS. The World Bank
highlights some key areas where
Latin America lags behind other
regions as “lack of adequate roads
and railways and port and airport
efficiency”. It also cites corruption
and cumbersome customs as major
concerns. Lower purchasing power
and tricky government regulations
present yet another major road-
block. In addition, there are chal-
lenges related to trade and financial
structures, such as the aforemen-



tioned banking penetration rates,
along with low levels of confidence
in electronic payment systems and
lack of free flow of data. Analysts
believe that companies must find a
way to overcome these barriers to
realize their full potential in this
very promising market.

Market Overview

Next year, eMarketer forecasts that
155 million of the 650 million peo-
ple in Latin America will shop on-
line, an impressive increase of 40
million over 2015. This is thanks in
part to a rise in internet and smart-
phone usage, especially in urban
areas. Statista reports that in 2016,

27% of internet users made a pur-

chase on their mobile phones and
40% of those people did so month-

ly.

Not only will the number of online
shoppers increase substantially in
the next three years, but the aver-
age revenue per user is expected
to grow from $275 to $330. Bra-
zil leads the pack in online spend-
ing, with nearly $17 billion worth
of purchases in 2016. Mexicans
bought $7 billion online in the same
year, and Argentinians spent $5 bil-
lion. A study conducted by Améri-
ca Latina Business Review, found
that, “87% of people who made an
online purchase felt that the trans-
action was secure, which lead 97%
of them to say they would buy on-
line again.” That said, the average
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number of online transactions per
person per year in the region was
the lowest in the world at just 9.2
in 2016, as reported by eMarket-
er. The challenge for eCommerce
companies is to tap into this market
by making it easier and more ap-
pealing to buy online.

The booming eCommerce growth
of recent years took place against a
backdrop of a struggling economy.
Now that the region is on healthy
recovery path following the reces-
sion in 2016, it seems the sector will
continue to see impressive results.
A Consensus Forecast of econom-
ic analysts projects GDP growth
of 2.3% this year, nearly a full per-
centage point above 2017, and sees
it reaching 2.7% in 2019.
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At the same time, inflation is mod-
erating. “Regional inflation exclud-
ing Venezuela is seen coming in at
5.5% at the end of 2018. In 2019,
inflation is seen ending the year at
4.8%” says Angela Bouzanis, Se-
nior Econoimst for Latin America
at FocusEconomics. In a variety
of countries, growth in retail sales
are forecast to nearly double in
2018 and pick up further in 2019,
with continued growth through
2021. In the biggest economies,
Brazil and Mexico, retail sales are
seen picking up this year and next,
while consumer confidence is ex-
pected to remain steady.

A Look at the
Major Players

Some of the key players vying for a
bigger stake in this exciting eCom-
merce market are MercadoLibre,
Amazon, Walmart and Alibaba.
MercadoLibre is by far the most
popular online retailer in the re-
gion, with operations in 18 markets.
With more than 50 million unique
visitors per month in 2016, it out-
paced Amazon and Brazilian B2W.
Mateo Valdivieso of SeekingAl-
pha says that one of MercadoLibre’s
strengths is that it, “offers techno-
logical and commercial solutions
that address the distinctive cultural
and geographic challenges of oper-
ating an online commerce platform
in Latin America.” Billy Duberstein
of investing site The Motley Fool
concurs: “MercadoLibre has strong
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roots in Latin America and knows
the idiosyncrasies of the culture, for
now at least, this offers it a clear ad-
vantage over Amazon.”

MercadoLibre’s strong market posi-
tion has not fazed the competition.
Latin America is seeing somewhat of
a gold rush from international play-
ers looking to cash in on its impres-
sive growth. Amazon is breathing
down MercadoLibre’s neck: When
the U.S. giant entered Brazil in Oc-
tober 2017, the regional leader saw a
10% stock selloff shortly thereafter,
although it has since recovered. Al-
ibaba is also trying to get a foothold,
as is Walmart, both of which are
aiming for a strong position in Mex-
ico, among other countries.

Additionally, within each country,
there is fierce competition from lo-
cal players. Often these companies
have found ways to overcome some
of the key challenges such as lo-
gistics, yet they will have an uphill
battle competing against multina-
tionals with money to burn.

Formidable
Challenges Must
be Overcome

The challenges these and oth-
er eCommerce companies are up
against are daunting. Logistics,
traffic and infrastructure are major
issues in Latin America, where lo-
gistics alone can amount to 15% of

the cost of what’s sold, well above
other regions. Many online retailers
have put logistics on the back burn-
er for years, focusing on the user
experience through purchase, and
as a result it can take weeks for a
purchase to arrive at the customer’s
door, according to Bloomberg and
Simpliroute.

Adding to logistics issues are a
myriad number of regulations and
rules, which are different in each
country. The International Devel-
opment Bank states that, “among
other factors, [is] the much-need-
ed updating of many of the legal
underpinnings for commercial
transactions. [...] payment mech-
anisms, dispute settlements, and
devices to ensure that contracts
are upheld are all areas in which
the legal structure of trade needs
to adapt to the new ways of trad-
ing that this revolutionary tech-

nology has brought.”

Another barrier occurs at the time
of payment. Access to secure,
credit card-based payment meth-
ods is limited, and, while card
use is growing, it is relatively
uncommon in the region because
many people do not use a formal
banking system, according to an
article by Jason Harvey. Those
who have a debit card are often
not permitted to use it for online
transactions. Retailers have found
ways to manage this reality. eS-
hopWorld reported that 36% of
online consumers prefer to uti-
lize PayPal, and 35% use Cash on
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Delivery. That said, in the largest
e v ROGUSECONOMICS
Mexico — consumers’ preferred

payment method is in fact via
credit card. This is just one of the
many indications of the disparity About the Author
between the largest economies in
the region and their smaller neigh-

bors. Miriam C. Dowd is a marketing professional with over 15 years of

experience in Europe and the United States. She currently holds
Who will come out ahead in the position of Marketing Manager in the macroeconomic re-
eCommerce in Latin America? search firm FocusEconomics, and previously worked in NGOs and
Will Amazon dethrone Mercado- multinational companies. Miriam has a master’s degree in mar-
libre, or will the Latin American keting from Universitat Pompeu Fabra in Barcelona and a mas-
giant hold its ground? Can local ter’s degree in literature from University College Dublin. She is a
players step up and fill the needs freelance writer for the blog Latinoamerica 21 where this article

of consumers and meet challeng- originally appeared.
es they best understand, keeping
global players at bay? Only time
will tell.
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E-commerce in
Mexico is witnessing
a steady growth and
is slowly becoming
one of the most
dynamic sectors

of the country’s
economy. In the

last five years,
e-commerce market
in Mexico has
grown significantly,
as retailers
strengthened their
digital strategies

to grow sales. The
online channel

is becoming an
indispensable part
of retail and despite
all operational
challenges that
exist in the market,
opportunities are
too attractive to be
missed.

Mexico’s
E-commerce
Sector to
Rise Amidst

Challenges

# EOS Intelligence

n recent years, Mexico has at-
Itracted interest from global

brands to expand in the country,
where online retailing is expected to
grow substantially — revenue gen-
erated by e-commerce is expected
to reach US$ 17.6 billion by 2020,
growing at a rate of 16.6% annual-
ly. Mexico’s distinctive geographic
and demographic characteristics
make it one of the most promis-
ing e-commerce markets in Latin
America, where global companies
are looking to expand. Its proximity
to the USA is advantageous, making
it an attractive target for USA-based
retailers looking to grow interna-
tionally (Amazon, Walmart, Best

Buy, among others). Additionally,
the growing population of young,
working-age, tech-savvy Mexicans
with sufficient disposable income
is the key target for global retail
chains, particularly for companies
eyeing growth through e-commerce
channel.

In the last five years, e-commerce
has witnessed double-digit growth
and the trend is likely to continue in
the long term. However, the market
faces few challenges, which are im-
peding growth.

To begin with, low consumer con-
fidence in online transactions is a



major barrier. Mexican users are
skeptical when it comes to inter-
net-based transactions due to dis-
trust in payment methods and fear
that the banking information pro-
vided will be misused, amidst high
level of banking-related frauds
prevalent in the country. Accord-
ing to a study conducted by Aite
Groupl, in Q2 2016, 83% of the
interviewed respondents witnessed
identify theft, while 70% were vic-
tims to online banking frauds.

Consumer willingness to make on-
line purchases is further shattered
by the unsatisfactory online shop-
ping experience delivered by some
retailers due their relatively poor
website designs and product display.
According to a joint study by The
Cocktail.com and ISDI, Challeng-
es of E-commerce Mexico in 2017,
consumers typically lost confidence
in the online purchase process when
trying to look for information on the
products sold, making payments, un-
derstanding shipment and delivery
policies, and dealing with returns.

Mexico is a cash-based economy,
with 90% Mexicans preferring to
make payments in physical cur-
rency. High dependence on cash
is largely caused by limited access
to modern financial infrastructure
— as of 2016, there were only 37.7
ATMs and 10.3 bank branches per
100,000 people. Moreover, large
proportion of the population re-
mains unbanked along with low
credit card penetration in the coun-
try. The dominance of physical
currency in Mexico limits e-com-
merce growth, which is dependent
on online payments. To overcome
this challenge, players are adapt-
ing to align with customer prefer-
ences, as the significance of cash is
impossible to overlook in Mexico.
E-commerce players are introduc-
ing hybrid payment systems. For
example, Linio and MercadoLibre
allow customers to pay in cash,
through banks, pharmacies, and
convenience stores (OXXO and
7-Eleven), for items bought online.
Walmart has introduced more than
2,000 kiosks in its physical stores,
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where customers can pay in cash
for products bought online.

EOS Perspective

Although several large players, such
as Amazon, Walmart, and Mercado-
Libre operate in the market, e-com-
merce sector still faces several obsta-
cles and has yet not developed to the
levels of other e-commerce markets
that exist globally. For the Mexican
e-commerce market to grow, it is im-
perative for the retailers to boost con-
sumer confidence by ensuring that
the buyer is safe; one way to achieve
that is to make sure that the purchase
process does not end with payment
confirmation. Instead, the complete
purchase process should be made
transparent by enabling consumers to
track all orders, receive notifications
on shipping process, as well as mak-
ing the return policy/process agile
and convenient for shoppers.

In spite of all quirks and challenges
of the market, undoubtedly, Mex-



What Is Happening In Mexico’s E-commerce Market
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How Challenging Is The Mexican E-commerce Market To Operate In?
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90% Mexicans prefer cash over
¢ card

Payment o ner CONAIFY, only 38.7%
Mexicans had an account with a
financial institution in 2016, 15.5%
less than the global average

and higher preference for cash-
based transactions is hindering
development of e-commerce, which
relies on online payments
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Website usability is low
for some e-commerce

40% Internet users do not
indulge in online purchases due
to distrust in payment methods3

56%0 Mexicans experienced
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Some e-commerce websites deliver
subpar shopping experience, as
quite a few players do not offer

shopping assistance to users, in the

form of chatbots on websites, and
have poor product display lacking full
product description or pictures from
all angles

Users are afraid to make online
transactions due to distrust in
payment system and fear that
products will not be delivered or
their banking information will be
misused

N logistics infrastructure
Logistics ) o
El Puerto de Liverpool deliveries take

more than five shipping days when
demand is high

Although players like Amazon have
Introduced shorter delivery times, quite
a few players still struggle to make
quick deliveries, adversely affecting
customers’willingness to order online
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What Is Trending In The Market?

Growing Offline Payments: Players are offering offline payment options to accommodate cash-based transactions

. | Linio and MercadoLibre allow customers to shop online and pay in physical currency across selected banks,
=" pharmacies, and convenience stores (OXXO and 7-Eleven)

1t
In 2018, Amazon launched its debit card, Amazon Rechargeable, which can be recharged at convenience

. stores using cash, and can be later used to make online payments

1t
I Expanding Operations: Players are expanding operational footprint across Mexico to fuel growth

ﬁ In 2018, Amazon will open its one million sq ft warehouse near Mexico City, which will triple Amazon’s
“® distribution space in Mexico

Tt Q In 2018, MercadoLibre announced plans to open two large distribution centers close to Mexico City

3) According to the study ‘Challenges of E-commerce Mexico in 2017, n = 213

1) CONAIF - Mexican National Financial Inclusion Council
4) 2016 Global Consumer Card Fraud study conducted by Aite Group; n = 5,861

2) 2016 Global Connected Commerce study by Nielson



ico offers a promising future for
e-commerce with its sizable up-
sides — high internet and mobile
penetration, growing purchasing
power among consumers, declin-
ing smartphone prices, presence of
e-commerce giants, such as Mer-
cadoLibre and Amazon looking to
expand operations, among others.
According to the Mexican Associ-
ation of Online Sales (AMVO), five
years ago in Mexico, online sales of
large retailers including Walmart,
Sanborns, Sears, Liverpool, and
Palacio de Hierro comprised mere-
ly 1% of their total sales. This share
rose to nearly 20% by 2017.

The e-commerce market is develop-
ing, demonstrated through sustain-
able and constant improvements
— for instance, the country is mak-
ing efforts to steadily develop in-
frastructure, customers are offered
wider payment options through of-
fline channels, and Amazon’s entry
in the market has acted as a cata-
lyst to e-commerce development,
boosting customers’ trust in online
shopping websites. With the launch
of Amazon Prime in 2017, Amazon
reduced shipment time to 1-2 days
and expanded fre

e shipping option across Mexico — a
significant step that would revolu-
tionize online retailing with other
players trying to follow Amazon’s
lead.

Mexico is ripe for e-commerce to
boom. Even though the market is at
nascent stage of development and
faces challenges, it is also laden
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with myriad of opportunities. On-
line shopping accounts for a small
share of the total annual retail sales
in Mexico — e-commerce comprised
1.6% of total retail sales in 2016
and is likely to grow to 2.6% by
2019 — which represents a huge op-
portunity for players, as Mexicans
have just begun adopting shopping
through e-commerce. Players oper-
ating in the market understand the

tremendous future growth pros-
pects that the market offers, hence,
are focusing to expand operations.
With the right growth strategy,
understanding of the market, and
knowledge of consumer buying be-
havior, it is possible to survive and
grow in the market, even though it
is packed with challenges.
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aye is the only international

bank headquartered on the

island of Ambergris Caye
in Belize, which is on the Caribbe-
an Coast next to Mexico and Gua-
temala. It’s absolutely gorgeous.
Our bank is global in its operations,
and we focus on offering financial
services to any international indi-
viduals and corporations located
outside of Belize. The bank offers a
full range of traditional and non-tra-
ditional banking services, plus var-
ious savings accounts in multiple
currencies.

Caye has built up considerable
knowledge of the Central Ameri-
can financial market, thanks to our
many years of experience provid-
ing services to corporate customers
and individuals all over the region.
The bank’s mission is to help our
clients succeed in their financial
affairs right now and in the future.
Our banking goals stem from our
mission, which is to offer financial
services while delivering top-quali-
ty customer support.

Private offshore
banking

Caye has expanded remarkably
since our early days as a mortgage
company, and then as a bank from
2003 onwards. In fact, just this
year, in 2018, Global Finance Mag-
azine listed us among the World’s
Best Private Banks, and as the
best bank in Belize. Now, with the
bank’s ever-growing international
client base, plus a network of glob-
al strategic alliances, we’re poised
to continue our growth well into the
future.

Our bank’s success to date has been
made possible with the help of our
visionary board members, dedicat-
ed staff, and loyal customers. Our
bank’s directors give guidance and
leadership, and in general are a
source of motivation and inspira-
tion for all of us at Caye.

In Belize, reserve requirements are
three times higher than in the United

The Bank’s Strategy

Banking

States, and Caye Bank has liquid-
ity approximately double the legal
minimum of Belize. With one of the
highest liquidity ratios of any global
bank, Caye has a track record nearly
two decades long within the Central
American region. Caye’s mission
has always been to provide finan-
cial services based on trustworthi-
ness, with an underpinning of strong
corporate values, and this formula
has certainly paid off. Our bank has
grown with a diversified revenue
structure, a balance sheet with excel-
lent asset quality, diversified funding
sources, and a strong capital base.

The scale of economic activity and
stability in Belize and throughout
Central America has brought ro-
bust growth to Caye in all of our
bank’s core products. In addition to
this, we believe the diverse range of
international finance services that
we have offered over the last two
decades has allowed us to play an
integral role in the growth and pros-
perity of not just the island of Am-
bergris Caye, but all of Belize itself.

The most important
investment for future
growth is increasing
our bank’s custom-
er acquisition, which
should contribute to
a rise in value for our
shareholders.

Our bank’s focus on cus-
tomer financing, providing
a variety of loans, will con-
tinue to be an important
element for diversifying
assets. Also, focusing on

loan growth within strict
criteria for risk and value
creation will ensure our
bank’s continued growth
into the future.

Leveraging and opti-
mizing the online digital
platforms is expected to
help attract a new, much
younger demographic of
clients, as well as an add-
ed revenue stream for our
bank.

The retail deposit base
of our bank is predicted
to grow exponentially
over the next year. To
maximize profitability, the
deposit base cost will be
improved by identifying
better investment returns
for the bank.
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Caye International Bank team j.
Our bank’s ongoing investments
will be in new products, human cap-
ital, and technology —coupled with
strategic diversification into new
business areas, as well as increased
attention to risk management, li-
quidity and successful regional di-
versification. I am confident that
this will firmly establish Caye In-
ternational Bank as a major finan-
cial institution within the Central
American region over the next sev-

With our international bank ac-
counts, we aspire to become
the leading savings provider in
the region, as well as continu-
ing to tailor our offerings to the
specific needs of European cus-
tomers. To increase awareness
of Caye, we continue to expand

our team of professional region-
al directors located in major
cities around the world, who
provide business development
within their areas concerning
the bank’s core products and
services.
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eral years, and will give the bank a
platform to expand into internation-
al jurisdictions farther afield.

Outlook and
Development

The banking industry is expanding
globally, due to continued wealth
creation that is being driven by

In financing, we want to gain fur-
ther market share based on our
positioning as a well-known, es-
tablished bank that offers a supe-
rior level of customer support, and
is willing to work with customers
who take out loans by being flexi-
ble with repayment schedules and
underlying terms.

positive savings rates and long-
The
attractive growth of the indus-

term capital appreciation.

try continues to exceed the GDP
growth of many Western nations.
Today we have a strong footprint
in Central America, and our goal is
to achieve above-market growth,
as well gaining market share in our
three core activities. This calls for
investments in our business model,
which we are making on a targeted
basis.

Our financial services, offering in-
novative solutions as well as our
continued focus on improving our
technological capabilities, give us
very strong foundations for the
bank’s further growth. Across all of
our core activities, we aim to use
the benefits that come with dig-
italization to improve the client’s
experience and to enhance the
effectiveness and efficiency of our
service delivery.




Own Your Luxury Wine Property
on an Award-winning Wine Estate
in Argentina!

Nestled in the heart of Argentina’s wine country, San Rafael, Mendoza,

is one of the last affordable places to purchase ample vineyard real estate.

Fortune Magazine named San Rafael one of the *4 best places to retire”’!

High Quality Vineyard Estate Lots from $110,000 to a $1 million Private Vineyard Estates
20% Down and 10 Year Financing Options Available
Award Winning Wine - Hotel - Restaurant - Goll - Tennis - Winery - Vineyards
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Own your luxury wine property surrounded by acres of your favorite grape varietal, at a

mere fraction of the cost of comparable properties in Napa, Tuscany or Provence.

Algodon Wine Estate's undervalued prices won't last! Our Malbec was recently awarded
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Profiting

from MSCI
Reclassifications:
Oases of Alpha
or Mirages in the
Desert?

When M SCI makes Changes to their The analysis also suffers from sta-

ifi . oyye £ tistically questionable decisions,
country classifications, trillions of dollars as well as failing to account for the
follow. A recent article in the CFA broader structural context of MSCI’s
Institute’s Financial Analysts Journal own rule-based classification deck-

sions, which by definition, results

attempts to apply some academic rigor to in a structural correlation between
understanding how financial markets tend e dependentand independent vari-
ables in the study. In this edition of
to react to these changes and puts forward FIS Foresights, we will review the
a broad trading recommendation. recent article, break-down its flaws,
and look ahead to the next set of
nfortunately, in simply ex- pening “on the ground” in these expected upgrades, providing our
amining past market out- markets at the time these classifica- views on how to trade around these
comes from the top-down, tions occurred, and thus draws cor- opportunities given the individual

the analysis ignores what was hap- related, but not causal inferences. contexts of these markets.
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Argument
Summary

The authors of Investing in the
Presence of Massive Flows: The
Case of MSCI Country Reclassifi-
cations, take on an admirable task
of studying the applicable country
classification changes (upgrades
and downgrades) that MSCI has
made since 2000 in order to set
forth a systematic trading recom-
mendation. The authors include
academics from New York Uni-
versity and Chapman University,
and one practitioner from Acadian
Asset Management. The analysis
tracks all 17 country classifica-

tion changes by MSCI since July
2000, categorizes them into chang-
es from less benchmarked to more
benchmarked indices, and looks at
the pure returns of those respective
MSCI country indices for the pe-
riod from the announcement date
to the effective date and for one
year following the effective date.
Ultimately the article finds that
on average markets moving from
less benchmarked indices to more
benchmarked indices significantly
outperform from the time of the
announcement until the effective
date of the upgrade and then un-
derperform thereafter. The inverse
is true for markets moving from
more benchmarked indices to less
benchmarked indices.

Finance

Flaw #1 — The
UAE/Qatar Case
Study

The article’s findings of signifi-
cant outperformance from markets
changing to more benchmarked in-
dices rely substantially on the case
studies of UAE and Qatar (see Ta-
ble 1) which made the simultane-
ous switch from MSCI’s frontier
markets index to MSCI’s emerging
markets index in June 2014. But as
we already elaborated in exhaustive
detail in our September 2014 arti-
cle, Arabian Nights: Mysteries on
the Frontier, there was much more

Table 1 - Internet Appendix. Returns around MSCI Market Reclassifications

(Announcement, Effective)
Return (%)

(Effective, +1 Year)
Return (%)

Announcement Effective New More Total - Table - Total - | Total -
OId Index

Jun-13 Jun -14 Qatar
Jun -13 Jun -14 UAE FM EM Yes Yes 08.30
Jun 18 Dec-13 Greece DM EM No Yes 5240
Jun-13 Dec-13 Morocco EM FM No No 3.60
: . Trinidad and - 5 o
Feb11 un-11 Tobago FM Standalone No Na B.10
Feb-10 May-10 Bangladash Standalone FM Yes Yes 310
Jun-09 Jun-10 Israel EM DM Yas No 1590
Trinidad and
May-09 Jun-09 Tobaga Standalone Fi Yes Yes {2.50)
‘Mar-08 Jun-09 Pakistan Standalone FM Yes Yes 1690
Feb-09 Jun-09 Argentina EM FM No No 5.30
Dec-08 Jun-09 Pakistan: EM Standalone Mo No (5010}
Jun-08 Dec-08 Jordan EM Fi No No {48.70)
Apr-06 Jun-06 Venezuela EM Standalone No- No (3:20)
Feb-01 Jun-01 Sri Lanka EM Standalona No No (11701
Jukoo, Jun-01 Egypt Standalone EM Yos Yas 23501
Jukoo Jun-01 Greece EM DM Yes No {3170
Jukoo Yes

Sun01

Morocos

‘Standalone EM

Yes

(13.601

27.40 f1z10) || (13,00 (19:50)
71.80 89.80 (11300  (11.30) (16.60)
40.00 44,30 ArFe 1ess  heen
14.60) {1.10) 4.80 (3.40) (1960}
1330 810 970 | 2330 9.70
310 500 30400 @040 41100
{7:10) 1.70 11.80 117.30) (16.80)
(2:50) {10.70) (8.10) @100 (2600}
16.90 {13 40) 2510 2510 2190
45100 [32.501 66.20 44,70 61.10
6130, (50.90) 250 {1.60) 250
7.70 130 010 #5130 (2200
6.70 @30) 4250 380 @ 4250
{7.B0) (1170} 93.40 B88.00 93.40
{23,501 {4:40) 136.90) | [3500) (@470
(11400 (24800 (21700 28.40)  (9.60)
6,50 ddo0 | tao0) (21,300

(13.60)

Source: Investing in the Presence of Massive Flows: The Case of MSCI Country Reclassifications, Financial Analysts Journal, vol. 74, Issue 1, CFA Institute,

Q1 2018.
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to this episode than MSCI market
moves. MSCI’s announcement of
the markets’ upgrades happened
amid a massive recovery in both
local economies, especially the real
estate markets, following the sell-
off and financial slump brought
on by the post-2008 debt crisis in
Dubai in particular. In our 2014
article, we demonstrated through
a detailed stock-by-stock analysis
of the markets’ performance, that
these markets’ meteoric rise during
this period was disproportionately
led by the three listings with the
highest respective exposure to the
real estate market (Arabtec, Emaar
Properties, and Masraf al-Rayan).
Moreover, the rally did not com-
mence with the upgrade announce-
ment, and there was a wide disper-
sion of intra-market returns during
this period, ranging from +226%
for Arabtec to -7.69% for Dana Gas
in the UAE or in Qatar between
+118% for Masraf al-Rayan versus
a mere +10% for Qatar National
Bank (QNB). Indeed,the sparse
relative returns of QNB, the larg-
est cap stock in the MSCI Qatar
index, but which underperformed
the broader Qatari market’s returns
by nearly 30% during the upgrade
period, is a clear rebuke of the sim-
plistic story that it was MSCI’s up-
grade announcement that sent the
market surging forward.

Conclusion — The UAE/Qatar ex-
the
study’s core thesis, invalidating two

amples clearly undermine

key data points.

Flaw #2 —
Questionable
Sampling

Over the study period of the article,
MSCT’s country classifications had
multiple different types of moves
to examine. These included up-
grades from frontier to emerging
(as profiled in the UAE/Qatar case
study); upgrades from emerging to
developed (Greece 2001 and Israel
in 2010); upgrades from standalone
to frontier (Bangladesh 2010, Trin-
idad and Tobago 2009, and Paki-
stan 2009) and from standalone to
emerging (Egypt 2001 and Moroc-
co 2001). Then of course, there
were also downgrades from emerg-
ing to frontier (Argentina 2009 and
Jordan 2008); from emerging to
standalone (Sri Lanka 2001, Vene-
zuela 2006, and Pakistan 2009), and
from frontier to standalone (Trin-
idad and Tobago 2011). To make
sense of these many different vari-
ables, as seen in Table 1, the authors
of the study under review sought to
make broad claims by attributing

each MSCI country classification
change to one of two categories:
moving from a more benchmarked
index to a less benchmarked index
(generally for downgrades) or from
a less benchmarked index to a more
benchmarked index (generally for
upgrades). In this way the authors
could (in theory) examine the net
effects of added liquidity as the
controlled variable in the study.
While we agree with the logically
sound principle of this two-prong
classification system, where the ra-
tio of benchmarking is very close, as
is the case between developed and
emerging markets (35% vs 40%, re-
spectively for the 2013 downgrade
of Greece) we don’t believe that the
data supports a statistically sound
conversion of the dependent vari-
ables (market classification) to the
analysis’ more/less benchmarked
claim, at least not for the 2013
downgrade of Greece from devel-
oped to emerging markets. The
study then also does not provide
supporting data to justify the claims
that the other moves from emerging
to developed markets (Greece in
2001 or Israel in 2010) were indeed
from more to less benchmarked in-
dices as the authors claim.

Conclusion — The claims that the
three classification changes be-
tween developed and emerging

Original Study

Original Study excluding UAE, Qatar,
ol
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markets can be categorized clearly
between changes from less to more
benchmarked indices are not suffi-
ciently supported by the evidence
in the study. Removing these three
examples and the UAE/Qatar ex-
amples, changes the outcomes dra-
matically (see Table 2). No longer
do upgrading markets outperform
during the period between an-
nouncement and upgrade, but they
do lose less money than during the
one-year period following the up-
grade’s effective date.

Flaw #3 -
Upgrades/
Downgrades
are Structurally
Correlated to
Market Returns

Perhaps the biggest flaw in this
analysis is in ignoring the structural
correlation between MSCI country
classification changes and market
performance. MSCI has a list of re-
quirements for a market to be con-
sidered for inclusion in its country
classification system. These broad-
ly fall into the categories of access,
size, and liquidity. Access is defined
as openness to foreign ownership,
availability of derivative markets,
free convertibility of the currency,
etc. Size relates to the investible mar-
ket cap or free float of the respective
country’s stock market and liquidity

Finance

Chart 1 - MSCI United Arab Emirates
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is generally measured as a function
of the average daily trading volume
over the recent period. Size and li-
quidity are generally the other side of
the same coin as price performance
in a market and access is generally a
prerequisite to all. Thus, the problem
with seeking to examine the effects
of country classification announce-
ments on price performance is that
country classification decisions are
already dependent upon price per-
formance based on their sister crite-
rion in size and liquidity. To that end,
country classification upgrades are
already generally made during a pe-
riod of positive market performance
and downgrades during a period of
poor market performance. Thus the
article’s finding that markets outper-
form during the initial period after
an upgrade announcement is made
and vice versa can also be seen as lit-
tle more than acknowledging a mo-
mentum trade in the market. Graph-
ical examples of the four most recent
country classification changes by
MSCI (that have also been effected
already) — UAE, Qatar, and Pakistan
(upgrades) and Greece (downgrade)
— show how each classification an-
nouncement was made in the midst
of pre-existing market trends that
were themselves significant factors
in the country classification change
in the first place (see Charts 1-4).

Conclusion — Trading based on
MSCI
might be no different than a mo-

announcements  alone
mentum trade. The variables are
not sufficiently independent to
justify a statistically sound broad
study.

40

What Comes
Next?

Hoping that we have sufficiently
rejected the thesis from the article
that a general trading rule around
country classification announce-
ments exists, we can now roll up
our sleeves and look case-by-case
at the forthcoming expected or
possible upgrades and posit our
own recommendations of how one
might look at trading around each
event based on each individual mar-
ket’s circumstance.

China A-Shares — In June 2017,
MSCI announced that it will be
including Chinese A-shares in its
global indices. As we profiled in
last year’s article, Whither the GEM
manager, this will eventually have a
profound effect on the composition
of global indices, and in particu-
lar, the MSCI Emerging Markets
Index. But unlike with most of its
other country classification chang-
es, MSCI is adding A-shares to its
global indices gradually, over the
course of several years, thus dimin-
ishing the expectation among index
front-running speculators to drive
up prices in advance of passive
flows. Moreover, the “MSCI expec-
tations rally”, or at least a first go
at it, may have already happened.
The 75% spike in the A-share mar-
ket in the Spring of 2015 was fueled
in some part by speculation around
MSCI inclusion (unfounded, as it
turns out, but it was one of the sto-
ries the local brokers were spinning

to their retail clients, nonetheless).
Thus, we see the scope for anoth-
er such rally as more limited in the
future.

Argentina — Given recent market
reforms, Argentina is widely ex-
pected to be flagged for MSCI (re)
upgrade to emerging markets from
frontier in its forthcoming country
classification review in June 2018.
But in Argentina’s case, the up-
grade was already widely expected
in mid-2017 and was preceded by a
huge rally that was buoyed by mas-
sively improving economic funda-
mentals, access, and liquidity, as
well as an expectation of eventual
MSCT upgrade. As such, in this case
we also do not see a long trade in
Argentina on the back of potential
MSCI announcements, though we
do remain cautiously optimistic on
the market in general, though a bit
more cautious than we were at the
time of publication for our 2018
Frontier Markets Outlook.

Romania — As mentioned in our
2018 Frontier Markets Outlook,
Romania is just an uptick of liquid-
ity away from being upgraded to
EM by FTSE and being watch-list-
ed for EM upgrade by MSCI, either
of which should in turn buoy some
local investor enthusiasm, but here
again, we believe most of this is
already priced in. The Romanian
Government made MSCI upgrade
a political priority some 2-3 years
ago, which is what led to the flurry
of structural access reforms to make
the current consideration by FTSE
and MSCI even the possibility it is
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today. As such, local investors have
been watching, and we believe
pricing in, this event already, while
positive market fundamentals have
buoyed the market for a few years
now. But as we also mentioned in
our 2018 Frontier Markets Outlook,
Romania may be at the end of this
economic cycle, or at least due for
some economic slowdown, over the
coming 1-2 years. Thus, an upgrade
should
based on market technicals, may

announcement, it come
coincide with a slowing economic
outlook, and thus does not present a
high conviction long in our opinion.

Kuwait — In September 2017, FTSE/
Russell announced Kuwait’s promo-
tion to emerging markets following
the establishment of t+3 and DVP
settlement. We also expect Kuwait
to be added to MSCI’s watch list for
upgrade this June 2018. The mar-
ket already traded up about 10%
on the news last September before
falling back amid underwhelming
economic and earnings news. We
believe there is some upside to the

Kuwait upgrade trade, or at least
the prospect of MSCI announce-
ment provides a floor to a long call
that is otherwise supported by fun-
damentals, as profiled in our 2018
Frontier Markets Outlook. We fur-
ther believe that Kuwait will be a

About the Author
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market that is better received by EM
investors than it has been by frontier
investors as the former are already
a little less dogmatic about requir-
ing a true “developing economy”
to drive their investment research,
having already crossed that bridge
in comparably wealthy markets in
Korea, Taiwan, the UAE, and Qatar.
Meanwhile active frontier investors
have generally eschewed Kuwait for
its lack of strong economic growth
prospects or pure developing econ-
omy ‘“‘story”, not to mention higher
relative valuations given the strong
local investor base. Therefore, we
believe that Kuwait could fare even
better once it is fully integrated into
the EM investor universe (including
high dividend and other smart beta
screens) than it could ever be ex-
pected to do with frontier investors.

Adam Choppin is a global equity analyst at FIS Group, a $5bn Philadel-
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