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INTRODUCTION
Gone are the days of low inflation and easy global financial conditions. Inflation in the US reached a 40-year high in May when
the Consumer Price Index rose +8.6% for the prior 12 months. Concerned with price pressures, the US Federal Reserve (Fed)
raised its key interest rates by 25 basis points in March 2022, by another 50 points in May and a further 75 points in June. After
years of keeping interest rates near zero, it signaled plans to increase rates several more times in 2022 as it struggles to control
inflation.
Following the Fed’s rate hike decision, investors are closely tracking the impact that this policy path will have on emerging
markets and their economies. The memory of past US monetary tightening cycles has not always been sweet for emerging
economies. However, much has changed and there is evidence to suggest that many of these markets are better positioned to
handle the current challenges than they have been in the past. The question is whether this improved positioning will be enough
to meet the challenges created by the current combination of persistent global inflation and weaker growth.

INFLATION: GLOBAL & PERSISTENT
The US is not alone in its struggle with surging inflation. Soaring prices have become a global phenomenon as countries around
the world have witnessed price spikes since the start of the pandemic. 39 out of the 45 nations in the MSCI All Country World
Index have seen their annual inflation rate more than double from the first quarter of 2020 to the first quarter of 2022. Over
53% of the countries saw inflation increase by more than 5 percentage points during that same period.
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While a post-Covid re-opening drove the initial spike in inflation, other factors have since contributed to its persistence into
2022. Russia's war with Ukraine and recent lockdowns in mainland China have further disrupted supply chains, adding to cost
pressures. Food commodity prices are at a record high, while oil prices are up 41% over 2021.

AHEAD OF THE CURVE: EXPERIENCED AND CREDIBLE CENTRAL BANKS
While high inflation and interest rates may seem to be a relic of a distant past for generations of Americans, these memories are
fresher for most emerging market economies. For better or for worse, central banks in these regions have built credibility
fighting inflation over decades. They have remained vigilant amid high inflation reports, discipline has improved, and central
bank independence has generally been safeguarded, with some exceptions (e.g., Turkey). Transparency and communication
have been robust and policy makers have limited themselves to relying on conventional monetary policies to keep inflation
expectations under control.
As inflation began to rise, central banks of many emerging economies were quick to begin raising rates. These fast responses
were driven by the fact that most emerging markets do not have the ability to tolerate higher inflationary pressures in their own
markets. First, for many of these countries, inflation tends to be stickier. This is particularly true of nations that utilize index
mechanisms to link financial contracts and wages to inflation. Second, emerging markets tend to have a greater sensitivity to
food and energy prices given their higher weighting in inflation index baskets. Finally, many emerging markets recall episodes
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of double-digit inflation as a consequence of a slow reaction by central banks. With lessons learned the hard way, most economic
teams have an increased propensity to adjust policy early to contain inflationary shocks.
This is perhaps why we find ourselves in an unusual situation at present. While many emerging market central banks responded
almost immediately to inflation shocks, the US Fed did not at first view inflation as a real threat, instead classifying it as transitory
for most of 2021. Indeed, several central banks anticipated the Fed’s move, raising their own rates as early as March 2021. As
of the end of March 2022, 16 out of the 24 countries classified as emerging markets had already started their rate hike cycle and
some with meaningful magnitude. This contrasts with past experiences where emerging market central banks typically followed
the Fed’s lead with regards to monetary tightening.
The most notable example is the Brazilian central bank which raised rates from 2% in March 2021 to 13% in June 2022. After
this aggressive string of hikes, most economists estimate that inflation is at or near its peak. With the tightening cycle close to
complete, forward-looking projections are focused around the size and timing of interest rate easing expected in 2023. Brazil is
not unique in this regard. While forecasts point to tightening for developed markets, projections for several emerging markets
see easing ahead.
There are, however, exceptions, the most notable of which is Turkey where inflation has accelerated to 78.6% in June 2022. The
Turkish central bank started their easing cycle in September 2021, cutting rates from 19% to 14%. These decisions have been
politically motivated and have resulted in uncertainty regarding the credibility and independence of the Turkish central bank.
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The result of the generally proactive rate tightening stance in most emerging markets, is that while inflation within these
economies has continued to climb, the pace has slowed, particularly relative to the US. Indeed, for the first time in over a decade
US inflation readings have outpaced that of emerging markets. While real rates in most developed markets are entrenched in
negative territory, emerging market rates are closer to zero and in some cases even positive.
On the fiscal front, accounts in both developed and emerging nations deteriorated in 2020 as meaningful stimulus measures
were implemented to counteract the disruption caused by the pandemic. While fiscal deficits have yet to be fully normalized,
many emerging countries were swift to work towards this goal as early as 2021. Meanwhile, developed markets have lagged
and have larger budget imbalances.
While the proactive and responsive attitude of emerging market economies has diminished the risks associated with local
inflation, important concerns remain. With developed markets behind the curve, the greatest risk for many emerging economies
is imported inflation and spillover effects from developed markets. Even so, the favorable monetary and fiscal policies should
provide some tailwinds for emerging markets.
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END OF THE ERA OF “FREE MONEY” AND EMERGING MARKETS VALUATION GAP?
Stretching back to 2010, the US, Europe, and Japan have instituted massive Quantitative Easing programs and kept the cost of
borrowing at historical lows. In total, these central banks purchased over $13 trillion of assets from 2010-2021. In practice these
stimulus measures acted as a put option, preventing disaster any time the markets experienced meaningful turbulence. With
this safety net laid out for investors, the risk management function shifted from investors to central banks. Risk assets,
particularly developed market stocks, thrived under these conditions and both performance and valuations surged.
Meanwhile, emerging markets did not enjoy the same benefits. Without the ability to spend the same magnitude on stimulus
measures, emerging market equity performance has lagged, giving rise to a growing valuation gap between developed and
emerging assets.
Now, with the Fed raising rates and ending Quantitative Easing, investors find themselves in a new era. Whereas developed
market valuations look stretched, emerging market equity fundamentals and valuations look attractive despite the economic
hurdles of the current environment. Indeed, valuations for the MSCI Emerging Markets Index are inexpensive not only relative
to developed markets but also relative to its own history. Further, 12 month forward looking earnings potential in emerging
markets are twice as high as developed markets. Investors are naturally left questioning if there is a case for developed and
emerging markets valuations to finally converge.
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EXTERNAL ACCOUNTS, BALANCES & RESERVES
One of the main reasons rising US rates are often considered to be a hurdle for emerging economies is its impact on currency,
external financing, and capital flows. As the US dollar strengthens and emerging market currencies depreciate, external debt
burdens increase. Higher risk aversion triggers capital outflows from emerging market assets and central banks become inclined
to tighten financial conditions to protect currencies and economies from imported inflation. In the past this has created financial
and economic instability for these economies. Today, strengthened external positioning has meant that many emerging
economies are equipped with greater external buffers to face the current uncertainty.
Over the past decades, several emerging economies have boosted reserves and strengthened current account positions. Indeed,
over the last 25 years, total foreign reserves in emerging markets countries have increased by $6.5 trillion, over 12 times their
value at the end of 19971. At the end of last year, 14 out of the 19 emerging market countries tracked by the International
Monetary Fund (IMF) were considered to have adequate international reserves in 2021, according to their reserve adequacy
ratio2. In addition, several emerging markets are running current account surpluses, and those with deficits are small compared
to historical levels. While these reserve buffers will help absorb the Fed policy tightening shock, the question remains of whether
they will be enough to stem exchange rate pressures.

A CHANGE IN THE GROWTH NARRATIVE: STAGFLATION & RECESSION CONCERNS
History suggests that a US tightening cycle alone does not necessarily imply an emerging market drawdown, but rather that the
driver of the rate hikes is the more determining factor. When interest rates hikes are a response to excessive growth, improved
trade channels are likely to compensate for the financial impact. In these situations, emerging market currencies will weaken
making exports more attractive and consequentially stimulating growth in emerging countries. In contrast, rate hikes motivated
by inflation or changes in risk sentiment tend to be more challenging for emerging market assets.
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For most of 2021 and throughout early 2022, most economists expected global growth to rebound as the world emerged from
the Covid pandemic. This benign global growth outlook combined with the tailwind of sharp commodity rally, reserve buffers
and higher rates in emerging markets helped limit the initial effects of the impending policy tightening on these economies and
markets.
By May 2022, the narrative seemed to have shifted towards a more negative tone. Supply chain disruptions and commodities
shortages aggravated by China’s Covid Zero Strategy and Russia’s war in Ukraine compounded the damage from the pandemic,
elevating inflation to levels not witnessed in decades. Meanwhile, economic growth expectations rapidly deteriorated. The IMF’s
2022 GDP growth forecasts for emerging markets were revised down from 5.1% in October 2021 to 3.8% in April 2022, citing
inflation and rising rates as a key headwind. Developed market growth forecasts have followed a similar path 3. In the US, the
main focus became whether the Fed could raise rates enough to slow down inflation, without pushing the economy into
recession.
Against this backdrop, investors have shifted their focus to the risk of global stagflation, the painful coexistence of high inflation
and low growth. The result has been meaningful volatility in financial markets throughout the past months. While emerging
markets have been caught in these crosscurrents of declining investor sentiment, losses have thus far been in line with
developed market equities. As risk assets sold off, the MSCI Emerging Markets Index and S&P 500 Index respectively plunged 17.6% and -20.0% for the year through June 30, 2022. Emerging market currencies fell only -3.9% for the year.
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EXCESS PESSISM OR REASON FOR GREATER CONCERN?
History has showed us that investor sentiment can at times get ahead of itself. In the past, the mere expectation of US economic
trouble has triggered an early selloff across emerging market equities and currencies. As we enter the third quarter of 2022 with
double digit equity losses, investors are left considering how much pessimism and recessionary views have already been priced
into these markets.
On one hand, a prolonged global stagflation environment undoubtedly presents challenge. This is especially true if we see
continued unexpected shocks to supply chains and global trade as was the case with the War in Ukraine and Covid lockdowns
in China.
On the other hand, there is an argument to be made that beyond the short-term turbulence, emerging markets will be cushioned
by a favorable economic and valuation dynamics. Reasons to believe “this time could be different” are abound, led by improved
monetary, fiscal, and external policies. Further, according to IMF GDP growth forecasts for the next 5 years, emerging economies
are expected to resume their elevated growth trajectory while developed markets growth will dip as these markets struggle
with recessionary pressures4.
In addition, the transformation within emerging markets economies should further insulate these countries from developed
market spill over risks. Over the last decades, emerging markets have evolved away from an export-driven economic model and
increasingly into diversified economies boosted by domestic consumption, transformative structural trends, and leapfrogging
technologies. As the drivers of growth have shifted, these countries have become less sensitive to the broader global macro cycle
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which have historically driven volatility in the asset class. Within the MSCI Emerging Markets Index, exposure to sectors typically
associated with exports such as energy and materials has fallen to less than 50% of its size in 2010. Meanwhile domestic oriented
sectors such as technology, consumer discretionary and communication services grew to represent 45% of the index as of June
2022. Even in areas of the market tied to exports, global trade partners have become more diversified. The result is a growth of
deep and broad domestic-oriented investment themes which have the potential to perform regardless of the broader global
backdrop.
Evolution Away From Exports Towards Domestic Themes
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CONCLUSION
For now, there are only two certainties for investors. First, pressure and volatility on exchange rates and risk assets are likely to
persist over the coming 12 to 18 months. Second, there will be opportunities ahead for experienced investors with deep local
knowledge of how the global conditions uniquely affect their economies and markets of specialty. Indeed, environments of
heightened economic pressure often serve to remind investors that emerging markets are not a homogeneous universe.
Idiosyncratic factors will result in some countries and areas of the market within these countries suffering more or less than
others. Debt burdens, fiscal budgets, the inflation cycle, interest rate policy and whether the country is an importer of food and
energy are just some of the factors that will cause differentiation. We believe a local lens will be more important than ever for
investors to understand the impact each factor will have on investments, risks and opportunities.
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DISCLOSURES
This presentation includes the opinions of ABS Investment Management LLC, shall not constitute investment advice and should not be relied upon for any
investment decisions. This shall not constitute an offer to sell or the solicitation of any offer to buy which may only be made at the time a qualified investor
receives a final confidential private offering memorandum (the “Fund Documents”) describing an opportunity to invest with ABS (a “Fund”). In the event of any
inconsistency between this presentation and the Fund Documents, the Fund Documents will govern. This presentation being provided to a prospective investor
does not guarantee an investor’s qualification for an investment in the Fund or the Fund’s capacity for its investment. Such criteria may only be determined
upon completion of the Subscription Material for the Fund. Investments in any Fund will be suitable only for certain financially sophisticated investors who
have no need for immediate liquidity in their investment and can bear the risk of an investment in the Funds for an extended period of time. There is no
secondary market for interests or shares in the Funds and none is expected to develop. There are also restrictions on transferring interests or shares and
withdrawing or redeeming interests or shares from the Funds. The information herein is not intended to provide, and should not be relied upon for, accounting,
legal or tax advice or investment recommendations. You should make an independent investigation of the investment described herein, including consulting
your tax, legal, accounting, or other advisors about the matters discussed herein. Information pertaining to our processes is subject to change at any time
without notice. Past returns are not a guarantee of future results.
The MSCI information may only be used for your internal use, may not be reproduced or redisseminated in any form and may not be used as a basis for or a
component of any financial instruments or products or indices. None of the MSCI information is intended to constitute investment advice or a recommendation
to make (or refrain from making) any kind of investment decision and may not be relied upon as such. Historical data and analysis should not be taken as an
indication or guarantee of any future performance analysis, forecast or prediction. The MSCI information is provided on an “as if” basis and the user of this
information assumes the entire risk of any use made of this information. MSCI, each of its affiliates and each other person involved in or related to compiling,
computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly disclaims all warranties (including, without limitation, any warranties
of originality, accuracy, completeness, timeliness, non-infringement, merchantability and fitness for a particular purpose) with respect to this information.
Without limiting any of the foregoing, in no event shall any MSCI Party have any liability for any direct, indirect, special, incidental, punitive, consequential
(including, without limitation, lost profits) or any other damages. (www.msci.com). The information herein is not intended to provide, and should not be relied
upon for, accounting, legal or tax advice or investment recommendations. You should make an independent investigation of the investment described herein,
including consulting your tax, legal, accounting, or other advisors about the matters discussed herein. Although data used in this presentation has been gathered
using public and private sources and data we believe to be reliable, data points have not been independently verified and we make no representations as to
their accuracy or completeness.
This material contains forward-looking statements that are subject to risks and uncertainties. These forward-looking statements include information about
possible or assumed future results. These forward- looking statements are based on beliefs, assumptions and expectations of its future performance, taking into
account all information currently available to source of the forward-looking statements. You should not place undue reliance on these forward-looking
statements. These beliefs, assumptions and expectations can change as a result of many possible events or factors, not all of which are known to ABS, and we
cannot guarantee that we will achieve any or all of these expectations.
Source: World Bank as of 2021.
Source: IMF as of 2021. https://www.imf.org/external/datamapper/NGDP_RPCH@WEO/OEMDC/ADVEC/WEOWORLD
3 Source: IMF as of April 2022. https://www.imf.org/en/Publications/WEO/Issues/2022/04/19/world-economic-outlook-april-2022
4 Source: IMF as of April 2022. https://www.imf.org/external/datamapper/NGDP_RPCH@WEO/OEMDC/ADVEC/WEOWORLD
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