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Diversification, key in the EM portfolio  
  
We would advocate a diversified approach to investing in GEMs given the large and diverse nature of 
the GEM universe, reflected by the typically large dispersion of market returns between GEMs, and to 
mitigate single country risk. That said, we do not believe investors need to diversify their portfolio 
more than in the past; historically GEMs have been perceived as a higher risk asset class, which was 
not without merit especially following currency and debt crises in the 1990s, but this picture has 
changed dramatically over the past decade or so. Today GEMs are generally characterised by strong 
economic fundamentals and typically low debt levels, in contrast to developed markets which continue 
to face a secular debt legacy. Consequently overall we believe the risks of investing in GEMs 
generally look far lower today than in the past and thus should represent a strategic allocation within a 
balanced portfolio.   
 
Sectors and countries in the EM that look attractive at the moment 
 
We are currently finding some of the most attractive opportunities in the following markets; we are 
overweight China owing to attractive valuations and a promising reform agenda, South Korea owing 
to a strong macro background, attractive valuations and since it should be among the chief 
beneficiaries of improving global growth, Brazil owing to reasonable earnings and attractive valuations 
despite political uncertainty, Turkey primarily owing to positive earnings revisions and the UAE and 
Qatar due to strong economic fundamentals and strong bottom up ideas.  
 
Our largest underweight positions include South Africa due to expensive valuations, deteriorating 
economic fundamentals and a difficult social environment, Malaysia owing to expensive valuations 
and deteriorating earnings outlook and Chile and Mexico primarily due to expensive valuations. 
 
We do not allocate by sector, instead sector exposure is a function of our decisions at a country and 
stock level.  However, we are overweight the IT sector which is benefitting from structural growth 
drivers and strong new product pipeline in some markets. We are also happy to be overweight the 
financials and energy sectors which should benefit from increased wealth accumulation and an 
ongoing improvement in global growth respectively. We are underweight consumer staples owing to 
generally expensive valuations, underweight  utilities due to potential regulatory risk are underweight 
materials owing to poor supply demand dynamics.  
 
Overall we are generally looking to increase at the margin our exposure to more cyclical areas of the 
economy to benefit from an improvement in global growth and the increasingly positive outlook for 
GEMs. 
 
Stockpicking or index investments approach 
 
A great deal can be written on this subject but our view is summarised below;  
 
There are plenty of qualitative reasons as to why GEMs are not very efficient and consequently an 
active approach to investing the most suitable. For example, market structures are still evolving in 
many emerging markets and information does not always flow freely in GEMs. Even the US, arguably 
the most efficient equity market in the world, does not appear to be that efficient.  The existence of 
pricing anomalies in GEMs is reflected by a large dispersion of returns both between and within 
markets. 
 
There are clearly alpha generating opportunities in GEMs given historically an active GEM manager 
needs to outperform the MSCI EM index by 2.5% net of fees to be in the top quartile versus the peer 



group over 80% of the time (Source; S&P Micropal).  Furthermore, looking at the Morningstar GEM 
peer group, the return of the top quartile performing active GEM manager net of fees has been above 
the MSCI EM index in 9 out of the last 10 years.  
 
Turning to passive managers; GEM passive funds usually try to replicate the index by using a stock 
optimisation approach or swaps but the former does not provide full replication and the latter comes 
with counterparty risk. As a result the returns of GEM passive funds can vary considerably from the 
index returns and in some cases exhibit tracking error levels comparable to active funds.   
Finally, ETFs are likely to have higher hidden costs. This is because ETFs are likely to have high 
turnover due to frequent rebalancing and the costs of trading in emerging markets, both explicit and 
implicit costs, tend to be relatively high.  
 
We believe an active approach to investing in GEMs makes most sense. We also believe alpha can 
be generated from top down country allocation given the large and diverse nature of the GEM 
universe, reflected by the typically large dispersion of market returns between markets, and 
fundamental bottom up stock selection. It is these two alpha sources which form the basis of our 
investment process. For our GEMs Core strategy we target 50% of out alpha from country allocation 
driven by a proven quantitative model together with judgmental overlay and 50% of alpha from bottom 
up fundamental stock selection driven by our analysts based around the world.  
 
Outlook on the current investment situation in the Emerging Markets 
 
After a prolonged period of negative market sentiment, the headwinds facing GEMs look to be 
dissipating.  Furthermore, a sustainable recovery in global growth appears to be taking shape, albeit 
from anaemic levels, and while consumption remains the primary driver of GEMs growth, a global 
cyclical upturn should support GEMs exporters in particular. This in turn should be positive for 
economic growth and improve the prospect for positive earnings revisions. IBES Consensus earnings 
growth is currently around 10% for the MSCI EM index. There continues to be challenges facing 
GEMs and these primarily take the form of concerns over monetary policy normalisation in the US 
and the success of reform implementation in certain GEMs. However, it looks too early to start 
worrying about interest rate hikes in the US at this stage of the cycle, not least since equities tend to 
perform well during the initial rounds of rate increases. The ability of the Chinese authorities to walk 
the tightrope of reform implementation while supporting growth continues to bear monitoring closely 
but we believe the policies implemented so far by the authorities have generally been constructive. 
We have been cautious during the initial stages of the recent recovery in emerging markets. However, 
with headwinds fading and valuations still looking attractive versus developed markets and versus 
history, we are at the margin looking to increase the beta and our exposure to more cyclical areas of 
the economy. This should place the portfolio well to benefit from an improvement in global growth and 
the increasingly positive outlook for GEMs.  
 
 


