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Emerging markets have felt the backlash of investor sentiment amid the continuing trade spat between the
United States and China, that escalated for months before a recent truce. However, Chetan Sehgal, senior
managing director, director of portfolio management, Franklin Templeton Emerging Markets Equity, feels the
response has been excessive and might pose opportunities for investors. In the first of this three-part series, “The
Impact of US Policy on Emerging Markets,” Chetan explains why the United States’ influence over emerging
markets could be fading.

Arguably the biggest reason for the pullback in emerging-market equities has been due to the trade spat
between the United States and China. But we think the market reaction has been excessive. While it's certainly
hard to predict how things could play out, in light of the recent G20 meeting and talks between US President
Donald Trump and Chinese President Xi Jinping, there seems to be a sense there could be more negotiations and
perhaps a more conciliatory tone going forward.

In fact, rising US protectionism could act as a spur to some developing economies and encourage more regional
trade agreements between emerging markets.

We believe China has a pivotal role to play in that development.

United States’ Diminishing Influence over Emerging Markets

Over the course of the last decade, China has replaced the United States as the largest export destination for
emerging markets as a whole.

But the evolving trade relationship isn’t just one-way. China has usurped the United States as the top exporter to
Brazil and Thailand. It has also replaced Japan as the top exporter to Indonesia.
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Sourcas: IMF, Bloomberg and FactSet, as of October 8, 2018.

China’s economy has shifted to become more consumer-driven. We believe this shift can pave the way for other
emerging-market economies to thrive and lead investors to gain more confidence in emerging markets.

A large and wealthy population of consumers drives China’s massive domestic economy. We expect to see
growth in the aspirational demand for higher-value consumer products—a phenomenon known as
“premiumization.”

Demand for high-end items such as designer handbags and furniture, high-end cars and fine dining have soared,
to such an extent that China now reinforces controls over personal imports of luxury items from returning
Chinese citizens from overseas. China has become the world’s second-largest consumer market.
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Sources: FactSet, World Bank, s of December 2017, Household final consumption expenditure (formerly private consumiption) is the market value of all goods and services, including durable
products (such as cars, washing machines, and home computers), purchased by households. It excludes purchases of dwellings but includes imputed rent for owner-occupied dwellings. It
also includes payments and fees to goverments fo obtain permits and licenses. Here, household consumption expenditure includes the expenditures of nonprofit institutions serving
households, even when reported separately by the country. Data are in current US dollars. See www franklintempletondatasources.com for additional data provider information.

The demand for goods and services among Chinese consumers continues to accelerate on the back of rising
household incomes, creating opportunities for consumer-related businesses. We believe consumption could be an
increasingly important growth driver in China and other emerging-market economies.

Future Leaders in Emerging-Market Growth

We are confident that the current environment could benefit the growth of technology manufacturing in
emerging markets outside of China.

In the last six years, China has slowly shifted away from manufacturing products for export. Policies unveiled at

the 18™ National Congress of the Communist Party of China in 2012 were designhed to help steer the economy
away from manufacturing into a consumption- and service-driven model.

We think Vietham and Malaysia could potentially benefit from this situation. Both countries already have
transportation infrastructure in place, which in turn helps develop logistics and shipping networks to support
regional or international trade. In comparison to China, Vietnam and Malaysia, which tend to have cheaper
production costs and labor, could stand to take a bigger share of the manufacturing market.



Major electronics companies already have a large presence in Malaysia and we’d expect exports of electronic
integrated circuits, liquefied natural gas and communication apparatus to potentially increase.

China has also taken a step away from manufacturing garments for export. Again, the United States’ imposition
of tariffs on Chinese garments could create significant opportunities for lower-cost manufacturers like India and
Vietnam. Garment production chains in these countries already include major international retail fashion brands.

As the largest emerging market, how China fares amid a new era of trade and manufacturing could have
profound implications for other emerging markets and for the global economy at large. The structural case for
emerging markets still centers on further growth, demographics and the ability to take a larger market share of
global manufacturing, which in our view makes up one of the elements that could allow other emerging-market
economies to ride out and potentially thrive during this period.

In our next post in this series on “The Impact of US Policy on Emerging Markets,” Chetan explains why the rising
US dollar should have less impact on emerging markets than some might expect.
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The comments, opinions and analyses expressed herein are solely the views of the author(s), are for
informational purposes only and should not be considered individual investment advice or recommendations to
invest in any security or to adopt any investment strategy. Because market and economic conditions are subject
to rapid change, comments, opinions and analyses are rendered as of the date of the posting and may change
without notice. The material is not intended as a complete analysis of every material fact regarding any country,
region, market, industry, investment or strategy.

Important Legal Information

All investments involve risks, including the possible loss of principal. Investments in foreign securities involve
special risks including currency fluctuations, economic instability and political developments. Investments in
emerging markets, of which frontier markets are a subset, involve heightened risks related to the same factors,
in addition to those associated with these markets’ smaller size, lesser liquidity and lack of established legal,
political, business and social frameworks to support securities markets. Because these frameworks are typically
even less developed in frontier markets, as well as various factors including the increased potential for extreme
price volatility, illiquidity, trade barriers and exchange controls, the risks associated with emerging markets are
magnified in frontier markets. Stock prices fluctuate, sometimes rapidly and dramatically, due to factors affecting
individual companies, particular industries or sectors, or general market conditions.
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