
many institutions use to invest in them. 
The fundamental attraction of emerging 
markets only seems to grow stronger: an 
outsize share of global growth, often in a 
context of local macro stability. 
Meanwhile, the challenge of achieving 
sturdier, more strategic exposures to 
that growth only seems to get harder.

A CHANGED LANDSCAPE
Of course, a strategic allocation wasn’t 
even the objective of most institutions 
in the early days of EM investing. Back 
when these markets were actually 
emerging, allocations tended to be 
tactical and smaller, and investment 
choices were fewer. Volatility was an 
even bigger problem than it is now. But 
low correlations with developed 
markets and the chance to enjoy rapid 
growth in a corner of the portfolio made 
the effort worthwhile. 

Today’s investors face a much bigger and 
more complex landscape that also 
demands more attention as an 
investment arena – the inevitable result 
of emerging markets outgrowing the 
‘emerging’ label and becoming a more 
integral part of the global economy. 
Issuance of both equity and debt has 
burgeoned, and local currency debt 
markets have become an important 
investment option. Myriad choices now 
exist both between and within asset 
classes, and tools such as short‑selling 
have become more widely available. 

It may be hard to believe, given the 
flight from emerging markets this 

spring and the way emerging market 
(EM) equities have underperformed 
developed market stocks for the past 
three years, but investors who stayed 
the course in EM equities over the last 
decade have been well rewarded. The 
benchmark MSCI Emerging Markets 
equity index returned 10.95% annually 
in the 10 years ended 28 June 2013.1 EM 
debt investors did well, too. Over the 
same period, the J.P. Morgan Emerging 
Markets Bond Index returned 8.93%.2  

What a ride it has been, though. Even 
before the spring sell‑off, EM equities 
were well below their 2007 high. 
Meanwhile, EM debt made most of its 
gains in the post‑crisis period. Look 
closer and the picture grows even more 
complicated, and the variances – 
among issuers, countries and 
currencies – get even wider, especially 
in the current climate. As of 28 June, the 
MSCI equity indices tracking South 
Africa and Brazil were down 16.29% and 
19.47%, respectively, year to date. Over 
the same period, the MSCI indices for 
Malaysia and the Philippines were up 
3.53% and 6.94%, respectively. 

How much damage a strengthening 
dollar will inflict on emerging markets 
this time around, and how it will be 
distributed, remains to be seen. But it 
has already put a few more dents in the 
approaches and methodologies that 

Emerging realities
Investing in developing markets for the long run
by  JEFF SHEN AND RODOLFO MARTELL

1.  Source: MSCI, June 2013. Reflects 10‑year returns in the MSCI Emerging Markets Total Return Net Index. 
Index returns are for illustrative purposes only. It is not possible to invest directly in an index. Past 
performance does not guarantee future results.

2. Source: Bloomberg.
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PASSIVE EQUITY: NEW 
INDICES EMERGE
Equities were the first asset class in the 
emerging world to attract investors’ 
attention, and they still represent the 
largest piece of the pie today, with 
approximately 68% of the total assets 
under management residing in equity 
strategies.3 Owing to their well‑
documented benefits in cost‑
effectiveness, efficiency, liquidity and 
accessibility, beta strategies form the 
core of many investors’ emerging equity 
allocations, comprising some 
$400 billion in passively managed 
assets. But the backdrop for passive 
investors has changed substantially 
since MSCI launched the first 
comprehensive emerging markets index 
25 years ago.

While passive investors with the 
discipline and the means to practise a 
true buy‑and‑hold strategy would have 
realised outstanding returns over the 
past decade, they would have had to 
hold on through some fortitude‑testing 
declines in order to achieve those 
returns. The benchmark MSCI index 
exhibited double‑digit maximum 
drawdowns in each of the past 10 years, 
including seven years in which the 
drawdown was 20% or greater 
(see figure 3 overleaf).

Correlations with developed markets, 
meanwhile, have greatly increased – 
another consequence of global 
integration (see figures 1 and 2).

As a result, even investors who were 
ahead of the curve in acknowledging the 
merits of emerging markets in the past, 
and who now consider themselves 
sufficiently allocated to the asset class, 
may need to rethink their approach to 
both equity and debt markets. For those 
who have not fully embraced emerging 
markets – and clearly there are many, 
for whether one uses share of world 
GDP, global growth, or the world supply 
of financial assets as a benchmark, 
most institutions are still under‑
allocated – the recent pullback in asset 
prices provides an opportune moment to 
revisit the reasons for that under‑
allocation and to examine whether they 
can be overcome.

And as emerging markets continue on 
their trajectory of increasing importance, 
integration and complexity, investors 
may want to consider a strategy that is 
more holistic than the traditional 
piecemeal approach. Multi‑asset 
solutions, which are designed to provide 
exposure to the full spectrum of 
emerging assets in a single risk 
framework, may prove to be increasingly 
useful tools for navigating the challenges 
and complexities that lie ahead.

3.  Sources: Strategic Insight Simfund, eVestment Alliance. Note: Data as of August 2012 for funds and June 
2012 for institutional strategies; data excludes money market funds and fund‑of‑funds.
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FIGURE 1: BIGGER, DEEPER, MORE DIVERSE
Increase in EM market cap, bonds, listed companies, short availability 
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ACTIVE EQUITY: A WORLD 
OF OPPORTUNITY
Investors who choose to pursue active 
strategies are opening up a world of 
possibility – and complexity. More than 
18,000 stocks are now listed in emerging 
countries, compared to only 7,400 a 
decade ago.5 In addition to the increase 
in the sheer number of companies to 
analyse, active investors must also 
contend with a variegated investment 
universe featuring companies that 
publish reports in a multitude of 
languages, that are subject to a diverse 
and shifting set of market regulations 
and accounting standards, and that find 
their valuations affected by different 
currencies and discount rates.

The upside of the convoluted picture 
facing active managers is that the 
asset class is ripe for alpha generation, 
as markets are less efficient, reliable 
data is scarce and information is priced 
in slowly – it can take days, weeks or 
even months for asset prices to fully 
reflect fundamentals.

While long‑only managers can find 
fertile hunting ground, employing a 
long‑short approach affords skilled 
managers additional opportunities to 
add alpha via security selection, 
because the percentage of the 
investment universe that is shortable 
has doubled to nearly 60% over the past 
four years.6 And even in an asset class 
that trended as strongly upward as 
emerging equities did in the last 
10 years, some 29% of stocks lost 
money over that time frame.7

In addition to mining the expanded set 
of stocks domiciled in emerging 
countries, many investors are now 
finding that in today’s globalised 
economy some of the best opportunities 
to gain exposure to compelling EM 
stories come from investing in 
multinational developed markets 
stocks whose fortunes are largely tied 
to the emerging world (see ‘A different 
route’, pp 21‑24).

In the past, these large annual 
drawdowns were simply a fact of life for 
passive investors, since there were no 
real alternatives to the leading 
capitalisation‑weighted indices. But 
today’s beta investors have access to 
a solution that may help to reduce 
drawdowns while still providing upside 
participation: minimum volatility 
indices. These relative newcomers to the 
beta world are designed to deliver lower 
volatility than their cap‑weighted peers 
while still participating in the greater 
part of their upside performance.

MSCI introduced the first emerging 
markets minimum volatility index in 
December 2009, some 21 years after 
launching its cap‑weighted index. 
Drawdowns have been lower than in the 
cap‑weighted index in 11 of the past 

4.  Source: MSCI, as of 30.6.2013. Reflects 2013 year‑to‑date returns in the MSCI Emerging Markets Total Return Net Index and the MSCI Emerging Markets Minimum 
Volatility Net Index. Index returns are for illustrative purposes only. It is not possible to invest directly in an index. Past performance does not guarantee future results.

5. Sources: World Federation of Exchanges, BlackRock.

6.  Source: BlackRock. Investment universe defined as all publicly traded companies in the countries covered by the MSCI Emerging Markets Index, plus Israel and 
Argentina, that display average daily trading volume of $250,000 or greater, and at least two sources of earnings forecast data.

7.  Source: Factset, as of 31.12.2012.

12 years, while total returns have 
actually been higher (see figure 4 
overleaf). And investors are seeing the 
benefits of the approach in this year’s 
turbulent environment, as the minimum 
volatility index has fallen just 3.53% 
versus a decline of 9.53% in the 
traditional cap‑weighted index.4

This anomaly of higher returns with 
lower risk is well documented, yet it 
continues to persist. A number of 
factors lie behind this paradoxical ‘free 
lunch’, including the behaviour of 
individual investors, who tend to 
overpay for high‑volatility stocks in their 
quest for outsize returns, as well as the 
difficulty that institutional investors 
often have in establishing short 
positions in many of these same stocks, 
which tend to be small and illiquid.

FIGURE 2: SIGNS OF GLOBAL INTEGRATION 
EM equity correlations to developed markets: up and down markets 
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As a result of this greatly expanded 
opportunity set, active managers need 
to crunch a massive set of numbers to 
identify the most efficient way to gain 
their desired exposure. Given the 
overwhelming amount of data to 
process, a quantitative approach to 
investing may be a sensible solution for 
some, or even all, of an investor’s 
allocation to active strategies. After the 
shakeout that followed the financial 
crisis, quants seem to have once again 
found their stride in recent years, with 
quantitatively managed EM funds 
outperforming market benchmarks by 
approximately 2% annually over the 
three‑year period ending 
31 December 2012.8

While the challenges confronting 
active managers are more formidable 
than ever, a successful active strategy 
may offer important benefits beyond 
just the alpha capture that can result 
from security selection. Within 
emerging markets there tends to be a 
mismatch between the composition of 
the leading indices and the true 
drivers of a country’s GDP, which 
manifests itself in economic sectors 
being either overweighted or 
underweighted in an index relative to 
their true impact on GDP. Industrials 
tend to be overrepresented, driving 
correlations with highly industrialised 
developed markets higher, while 
services – a sector with local growth 
dynamics –are underrepresented. An 
active approach can correct for these 
index biases, and in so doing may help 
to reduce correlations with the 
developed markets component of an 
investor’s portfolio.

8.  Source: Russell Investments.

FIGURE 3: NOT FOR THE FAINT OF HEART
MSCI Emerging Markets Equity Index maximum drawdown
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Index returns are for illustrative purposes only. It is not possible to invest directly in an index. Past 
performance does not guarantee future results.

FIGURE 4: MANAGING VOLATILITY 
EM Minimum Volatility cumulative returns and drawdowns
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active or passive, and long only or 
long‑short, while often not fully 
considering fundamental drivers of 
return, such as the effect of currency 
movements, index methodologies, 
inter‑asset‑class correlations, and the 
forces of globalisation.

Such an approach may lead to suboptimal 
results and unintended risk exposures, 
particularly when using multiple asset 
managers who do not possess security‑
level details of an investor’s overall 
emerging markets portfolio. The 
shortcomings of a non‑integrated 
approach are no doubt becoming 
apparent to many investors who have 
recently seen nominally well‑diversified 
assets trade in lockstep, given their 
underlying sensitivities to currency 
movements or interest rate expectations.

To mitigate some of the potential 
limitations of the piecemeal approach, 
some investors are beginning to 
embrace a multi‑asset approach, which 
combines exposure to equities, fixed 
income, currencies and real assets into 
one vehicle. While multi‑asset funds 
have long been a solution for developed 
market investors seeking a competitive 
rate of return from a diversified portfolio 
of assets with less risk than a 
traditional equity portfolio, they have 
only recently become manageable in 
emerging markets. 

However, thanks to the maturation 
process that has seen both stock and 
bond markets grow deeper and more 
liquid, coupled with the opening up of 
newer, diversifying asset classes like 
infrastructure, real estate and 
commodities, it is now possible to 
implement multi‑asset solutions in the 
emerging world. And, given that they are 
designed to consider the full opportunity 
set within the increasingly complex 
world of emerging markets, with a goal 
of delivering superior risk‑adjusted 
returns, we expect that, over time, 
investors will gravitate towards multi‑
asset solutions.

But as recent exchange rate moves have 
highlighted, currency exposure works 
both ways. Unhedged investors have 
been feeling the pain of late as many 
emerging currencies have weakened 
significantly, concurrent with the retreat 
in bond prices from all‑time highs. 

With the era of ultra‑low rates in much 
of the developed world likely coming to a 
close in the not‑too‑distant future, it 
may be prudent for debt investors to 
actively manage their currency 
exposures in the years ahead. Doing so 
can not only help protect capital, but 
also add a layer of diversification and 
afford skilled managers the opportunity 
to pursue alpha in a volatile asset class 
that is quick to react to changes in 
global economic factors.

PUTTING IT ALL TOGETHER
While the landscape in emerging 
markets has grown much broader and 
more complex, many investors are still 
taking the traditional piecemeal 
approach to asset allocation, rather 
than implementing a more holistic 
solution. When building investment 
portfolios, they tend to focus on a series 
of binary options such as equity or debt, 

LOCAL DEBT EQUALS 
CURRENCY EXPOSURE
The first generation of emerging‑debt 
investors faced a largely homogeneous 
asset class composed of hard‑
currency‑denominated sovereign debt, 
primarily non‑investment‑grade. 
Today’s investors enjoy the opportunity 
to invest in a sector that looks vastly 
improved on the basis of economic 
fundamentals such as debt‑to‑GDP 
ratios, external debt positions and 
accumulation of foreign currency 
reserves. But they also see a market 
that is increasingly complex, with both 
hard and local currency sovereign debt, 
as well as corporate debt, that spans 
the ratings spectrum.

With local currency‑denominated issues 
now comprising more than 80% of all 
emerging debt,9 investors must contend 
with a new challenge: currency 
exposure. And effectively managing that 
exposure is paramount, since currency 
fluctuations have been a bigger driver of 
returns than rates in seven of the past 
10 years (see figure 5). Over this period, 
currency movements have largely 
benefited EM debt investors, exhibiting 
positive annual returns 70% of the time.

9.  Source: JP Morgan, as of September 2012.

FIGURE 5: DEBT RETURNS: CURRENCY IS A BIG FACTOR
Contributors to returns in J.P Morgan Government Bond Index – Emerging 
Markets Global Diversified 
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