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PORTFOLIO GROWTH CONUNDRUM

Whilst the world grapples with technological disruption, it seems many investors and their 
advisers are unable to comprehend “disruption” to conventional investment thinking. 
Quite often strategies which have been employed successfully at some stage tend to be 
persevered with beyond their use by date. However, investment thinking which is more 
recent or less practiced, whilst potentially being very rewarding, tend to be considered 
with greater discomfort.  It is only when results have already been rewarding, that the 
herd mentality follows. To take advantage of this, an investor needs to be open-minded 
and willing to tread off the beaten track to improve their portfolios risk-adjusted returns.

In this context, the current environment has investors concerned not only about 
valuations of major equity markets, but also the underlying growth of corporate earnings. 
Investment returns from equity markets today have been driven by liquidity induced 
investment flows resulting in P/E multiple expansion and EPS numbers being driven by 
share-buybacks, cost cutting and productivity gains. It is unlikely that returns can be 
sustained without top-line revenue growth. Should investors re-examine the composition 
of their equities allocation and consider tilting their portfolio to markets and companies 
growing their earnings? 

EMERGING MARKET HYPOTHESIS

When it comes to investing for growth, many investors have tried to fit a square peg 
into a round hole by investing in "Emerging markets" (EM) as a proxy for exposure to 
high growth economies. However, whilst some of the companies in these higher growth 
economies are growing earnings strongly from underlying economic tailwinds, investing 
in this asset class by anchoring to a benchmark like the MSCI EM reflects the limitations 
of market-cap based indices rather than a fundamental assessment of the growth and 
diversification potential of companies within the region. Whilst emerging markets as 
a broad subset of companies cannot be ignored (an estimated $10.3tn is invested in 
emerging financial markets) in our view, the traditional broad EM approach fails investors 
for the following reasons:

1. Several academic research papers illustrate that high GDP growth doesn’t always 
equate to high equity returns despite the hypothesis. For some countries within EM, this 
relationship has been stronger, but as a whole, investing in strategies anchored to the EM 
index does not capture this.

Fig 1: Economic growth and equity returns

Source: Dimson, Marsh and Staunton
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2. Emerging market indices produce portfolios that are heavily weighted towards large 
capitalisation stocks. Not only are large and mega-cap stocks generally more efficiently 
priced, but they are less leveraged to local demand and supply dynamics.

Fig 2: Average Market Cap Distribution

Source: Bloomberg

3. Countries within the EM Index are an eclectic group put together with no definition 
around growth parameters. This alphabet soup of countries embrace such a collection 
of incongruous economies, sectors and countries that they misdirect investors to 
inefficiently allocate capital and dilute returns. Unsurprisingly, this has resulted in 
the correlation between emerging markets and developed markets increasing over 
time to around 0.8-0.9 over the last 10 years. Hence the long-term experience from a 
diversification perspective is becoming increasing suboptimal.

Fig 3: Correlations between EMs and DMs over time

Source: Elroy Dimson, Paul March and Mike Staunton using data from MSCI Barra 
and S&P/IFCG

"Countries within 
the EM Index are an 

eclectic group put 
together with no 
definition around 

growth parameters"

S O L V I N G  T H E  G R O W T H  C O N U N D R U M3



4. Investors believe they are getting emerging-market exposure, but they have significant 
exposure to global cyclicals or exporters to developed countries. Given a significant 
proportion of these companies have revenue offshore they are hardly benefitting from the 
growth dynamics synonymous within EM countries. It is simply an accident of geography 
that makes them fall under the EM category. Hence exposure to these companies plays to 
the thematic of global growth rather than local growth.

Fig 4: Popular EM Picks

Source: Bloomber

"Investors believe 
they are getting 

emerging-market 
exposure, but they 

have significant 
exposure to global 

cyclicals or exporters 
to developed 

countries"

5. Many broad indices that investors follow today are less than optimally constructed. 
Take the ASX200 which has significant concentration risk in financials and resources 
(around 60%). The same applies for emerging markets when you consider the MSCI 
EM index. It is tilted heavily towards three countries in particular; China, South Korea 
and Taiwan which together make up more than 50% of the index. This weight has been 
increasing over time and results in poor geographic diversification, representing market 
development rather than economic opportunity.

Fig 5: EM Index Concentration

Source: MSCI
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6. The number of countries within the EM index has not only grown from 10 to 26, but the 
weightings to countries have changed drastically. During the period 1990-2004, China’s 
stock markets were barely visible. Instead, the top 5 countries in the MSCI EM index were 
South Africa, Malaysia, South Korea, Brazil and Mexico which accounted for two-thirds 
of the total market capitalisation of the index. Yet there is no fundamental rationale for 
concentration in those five emerging markets, apart from the fact that they happened 
to be the largest historically. The rationale for country inclusion by MSCI is shown below, 
interestingly economic growth is not one of the criteria. 

 ■ Sustainability of Economic Development – Country GNI*

 ■ Size and Liquidity of Market – No. of companies meeting criteria

 ■ Market Accessibility

• Openness to Foreign Ownership;
• Ease of Capital Flows;
• Efficiency of Operational framework; and 
• Stability of the Institutional framework

* High income threshold for 2013: GNI per capita of USD 12,745 (World Bank, Atlas 
method)

Even more remarkably, when EM indices started, Malaysia was over 30% of the index. It 
is now less than 3%. Hence, given the rapid change, following this and being reactive is 
almost guaranteed to be backward thinking and behind the curve.

Fig 6: Top 5 EM Countries - 1988

Fig 7: Top 5 EM Countries - 2017

Source: MSCI, Bloomberg

Source: MSCI, Bloomberg
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7. Since emerging markets are typically seen as an exposure to higher growth economies 
the divergence between forecasted GDP growth rates by the IMF is significant. In fact, 
over 20% of the countries in the EM Index are expected to grow slower than the US. Some 
of these countries are quite weak from an economic perspective, with their position in the 
Index related purely  to MSCI criteria or legacy.

Fig 8: GDP Growth Forecasted by IMF (2015-2020)

Source: IMF

"Over 20% of the 
countries in the EM 
Index are expected 

to grow slower than 
the US"

8. The broad emerging market index unfortunately is a poor representation of the growth 
opportunity. In most regions, there are significant differences between the exposures that 
indices offer and the underlying macroeconomic fundamentals. Take China, for example, 
financial services account for only 8% of Chinese GDP but 35% of the index. These large 
cap companies are also less reflective of the domestic economy and often tend to be 
dominated by specific sectors such as commodities. In Russia, the proportion of the stock 
market that is commodity linked is far higher than the role of commodities in the GDP 
would imply.

Fig 9

Source: MSCI, Bloomberg
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9. Our research shows that emerging market managers do not make bold bets on 
countries. In, fact their weights to countries appear largely driven by anchoring to the 
index. The chart below shows the R-Squared for the median allocation (each of the BRIC 
economies) for EM managers compared to their weights in the Index. For example, in 
the case of Brazil, 94% of the weight for the median manager allocation can be explained 
by the weight in the index! In most cases, the moves by emerging market funds appears 
reactive to index changes or market revaluations from price momentum rather than being 
proactive.
Fig 10: R-Squared

Source: MSCI, Bloomberg

"In most cases, 
the moves by 

emerging market 
funds appears 

reactive to index 
changes or market 
revaluations from 
price momentum 
rather than being 

proactive"

EMPIRICAL EVIDENCE

As a result of these flaws, it is unsurprising that there has been a significant mismatch 
been expectations from investors and achievement. Empirically, when looking at the risk 
adjusted returns from investing in broad emerging markets along with the diversification 
this brings to a portfolio, the results are less than optimal. 

Fig 11: Asset Class Performance

Source: MSCI, Bloomberg
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Fig 12: Correlation Matrix

Data is in AUD from Dec 1992 – April 2017. Source: MSCI, Bloomberg

It is also important to point out the poor alpha attainment from emerging market 
managers shown in the chart below. The average annual alpha for the median manager 
is 1% before fees which is less than one would expect given the hypothesis that emerging 
markets are more inefficient than developed markets.  

Fig 13: Median EM Manager Alpha  (Before Fees)

Source: Bloomberg

We feel the reason for this lack of outperformance is the way emerging market portfolios 
are generally constructed. The mindset unfortunately is more about anchoring to a flawed 
index biased to concentration around capitalisation and country rather than identifying 
growth opportunities that are undiscovered or under-priced by the market. The reasons 
for this is described below. 

 ■ Difficulty of doing proprietary emerging-market research, thus have little chance of 
finding overlooked opportunities, especially without a local presence. 

 ■ Institutional broker research focuses on larger countries and large-cap companies 

 ■ Fear of underperforming the benchmark, which is heavily weighted in larger 
countries and large-cap companies. This is highlighted by point 9 above.

 ■ Higher potential capacity for the manager by following a broader, higher volume 
markets like the majors

Hence, we feel investors need to rethink how they invest in emerging market  in order to 
achieve the desired equity risk premium and diversification. In achieving this, it pays to be 
selective when identifying unique growth opportunities that complement an Australian 
investor’s portfolio. In the next section, we articulate how to solve the growth conundrum 
without increasing portfolio risk through improved diversification.
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SOLVING FOR THE GROWTH AND DIVERSIFICATION CONUNDRUM

Given the short-comings specified with the traditional approach, we suggest alternative 
ways to overcome this problem. Investing for growth is about a deep understanding of the 
long-term fundamentals that are structural in nature and likely to drive strong earnings 
growth for companies existing within that ecosystem.

"Investing for 
growth is about a 

deep understanding 
of the long-term 

fundamentals that 
are structural in 
nature and likely 
to drive strong 

earnings growth 
for companies 

existing within that 
ecosystem"

WHY INDIA

A significant part of India’s long-term growth potential is driven by its large and 
youthful demographics, which is contributing to its growing labour force and increasing 
productivity, particularly through the use of technology. Evidence of this is purported by 
the Centre for International Development at Harvard University which says their growth 
projections predict the continued rise of India as the economic pole of global growth. 
Indian companies have leveraged off this growth by delivered strong earnings growth 
compared to the broad eclectic, non-homogenous group of emerging market countries 
whose earnings growth trajectory has more or less tracked Australia’s as shown below.

Fig 14: Earnings Growth

Source: Bloomberg

Indian corporates have consistently maintained a high return on equity (RoE), relative to 
their peers across other countries. In fact, the RoE of large Indian companies was above 
14% even during the financial crisis of 2008 as companies were able to capitalise on 
resilient local consumer demand to offset much of the weak global environment. In fact, 
over 60% of GDP is from private consumption. Indian companies exhibit a very favourable 
combination of high earnings growth with low volatility while generating high ROE 
especially compared with other emerging and developed markets.

"Indian companies 
exhibit a very 

favourable 
combination of high 

earnings growth with 
low volatility while 

generating high ROE 
especially compared 
with other emerging 

and developed 
markets"
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Fig 15

Source: Morgan Stanley research

MSCI Index
Std Dev of EPS growth since 

2002
Avg ROE growth since 

1996

India 13% 18%

China 19% 13%

Brazil 44% 13%

Russia 45% 13%

Emerging Markets 27% 13%

All Country World Index 34% 12%

US 33% 15%

Developing Markets 35% 12%

It is our view that the quality and growth of India’s corporate earnings is likely to be 
superior to many other markets going forward due to the following points;

1. Strong top line revenue growth – The strong GDP growth reflects the size of the 
opportunity presented to most corporates. This is likely to expand through increasing 
consumption and expenditure from both the private and public sector. Furthermore, 
the current level of infrastructure is inadequate relative to the size and needs of the 
Indian population and is likely to experience a significant rise in the upcoming future. 
All these factors, in addition to significant reforms like demonetisation, GST and 
Make-in-India are likely to add further to GDP growth and feed into sustainable and 
robust corporate earnings growth going forward.

2. Stable EPS growth – Indian equity markets have a diversified corporate profile, 
dominated by companies focused on growing their earnings through structural 
changes and local consumption demand, rather than exports, which tends to be 
more cyclical or volatile in nature.

3. Sustainable capital management – Indian corporates have been able to deliver and 
maintain higher RoE through ‘sweating’ their assets and managing costs, creating 
more efficiently utilised shareholder capital. 

HOW DOES THIS FIT IN A PORTFOLIO?

To implement this in a diversified portfolio, we suggest two options for enhancing the 
growth allocation in a portfolio:

 ■ Investors seeking global equity exposure tend to benchmark against an ACWI based 
universe on the basis that it holds exposure to all investable markets. Whilst this 
enables investors to gain exposure to companies that happen to be domiciled in 
emerging markets, the companies that dominate market capitalisation are very much 
those competing in the global marketplace e.g. Samsung, Taiwan Semiconductor, 
Petrobras etc. Hence we recommend that this be complemented with a high growth, 
domestically driven exposure where depth is required as the opportunity is broad 
and alpha is likely to be superior. This enables investors to include long-term strategic 
additions to their equity portfolio that can contribute meaningfully on a risk-return 
basis to such a portfolio e.g. India, China.
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 ■ Those who use global funds that are MSCI world focused and supplement this with 
EM managers should consider reducing EM exposure to increase conviction in 
long-term growth stories like India and/or China This provides the portfolio with a 
deeper and more meaningful allocation to companies that are benefiting from the 
local domestic driven demand. It also provides diversification away from companies 
influenced by the same global demand factors as many of the emerging market 
heavyweights do.

The overall portfolio is benchmarked to the MSCI All Country World Index. The core 
portfolio also consists of managers that are looking for opportunities globally and are 
benchmarked to the MSCI All Country World Index. The satellite allocations are seeking 
to outperform the Core Portfolio (over rolling 5-year periods) and provide some diversity 
to the portfolio. The portfolio allocates based on a risk-controlled approach to satellites 
exposures.

Scenario 1 – Core & Satellite Approach 

Scenario 1 – Core & Satellite Approach 

The overall portfolio is benchmarked to the MSCI World Index. The core portfolio also 
consists of managers that are looking for opportunities globally and are benchmarked to 
the MSCI World only. The satellite allocations are seeking to provide intelligent exposures 
to long term structural markets where it makes sense to go deep (rather than just the top 
20 as most emerging market managers play in) to generate alpha in markets like India and 
China.
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RISK AND RETURN ANALYSIS

Using long term capital assumptions from JP Morgan’s 2016 white paper and the typical 
asset allocation for a balanced fund in Australia, we analysed the impact on risk and 
return by proposing the two options above. Given greater correlation benefits relative to 
broad EM (shown below), as well as superior long-term return expectations, an allocation 
to India in a balanced portfolio improves the risk and return efficiency compared to the 
traditional approach of gaining emerging market exposure only through either ACWI or a 
broad emerging markets fund. 

The main reason for the higher correlation for Australian investors is that broad emerging 
markets has heavy weights in cyclical and commodity linked stocks. Furthermore, India’s 
economy is driven by domestic consumption (thus less influenced by global growth and 
trade) and benefits from lower commodity prices as it is a net consumer of commodities 
like Oil and Coal.

"An allocation to 
India in a balanced 
portfolio improves 
the risk and return 

efficiency compared 
to the traditional 

approach of gaining 
emerging market 

exposure only 
through either ACWI 
or a broad emerging 

markets fund"

Fig 16: Correlation with ASX200

Fig 17: Correlation with MSCI World

Given the superior diversification benefits than traditional growth assets, we examine the 
two scenarios above in a balanced portfolio to see how it impacts the overall portfolio’s 
risk and return. Both scenarios improve the risk return efficiency.

Fig 18: Balanced Fund - Asset Allocation
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Fig 19: Risk and Return

Source: MSCI, Bloomberg

CONCLUSION

It is often unclear why countries fall 
under the broad inclusion of indices 
grouping countries together which have 
no relationship to each other. This glosses 
over crucial differences between these 
emerging nations, quite often misleading 
observers to construe equivalence 
where none exists. Countries of such 
diverse economic strengths as China and 
the Czech Republic indicates a lack of 
homogeneity. Whilst some attempts have 
been made to group countries that seem 
to share similar attributes, such as the 
BRIC’s, any static grouping inevitably loses 
relevance over time, hence allocations 
should be made on the long-term growth 
opportunity, rather than an attempt to 
find convenience, symmetry and order.

Rethinking your emerging market 
allocation is likely to provide a dual 
benefit of long-term capital growth and 
diversification to high yielding strategies 
such as Australian Equities, REIT’s, 
Australian Dollar and Fixed Income, which 
are plentiful in investor portfolios today.

So, what will EM look like in 10 years? Over 
long-time periods, the change in stock 
market capitalisation has to reflect the 
changes in the size of the economy itself. 
A long-term deviation is unsustainable. 
Japan is the classic example of this. In 
1990, its stock market represented 50% 
of global market capitalisation, despite its 
GDP weight being 15%. Inevitably the two 
converged over time. Consider the large 
market cap weighting to the US at present.

"Do you want to be 
ahead of the curve or 

follow the herd?"

Fig 20: Carry that weight

Source: MSCI, IMF, Economist.com
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