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Emerging Markets: Made of More than Just BRICs
The Importance of Diversification in Emerging Markets
Introduction
Volatility and underperformance have cast a dark shadow over the first half of 2013 in emerging markets
indices, causing concern over its investment potential going forward. Though emerging market
fundamentals are still strong compared to developed markets, (see QS Investors “Emerging Markets: We
have a Fundamental Problem with Weak Sentiment” August 2013) we believe that making a successful
investment in emerging markets is more likely to be achieved if investors choose the type of exposure that
supports their specific investment objectives and rationale.
We see two important rationales for investing in emerging markets. They offer:
1. Higher return potential linked to higher economic and productivity growth
2. Portfolio diversification benefit as they are less linked to developed markets

Based on these objectives, it is important to examine the country diversification benefit inherent in the
investment approach. Emerging markets indices, like other market capitalization weighted indices, have a
high concentration in a small number of the largest countries which may counter our objectives of finding
diversification and higher returns. Larger emerging market countries tend to have the highest correlation
to developed economies as they are closer to becoming developed markets and are more integrated with
developed economies thereby not offering the best opportunity to diversify. During volatile times – and
when developed markets are undergoing a slow growth phase – some of the other, less integrated
countries, have the potential to outperform and also help to diversify overall portfolio performance. In this
research note we examine concentration, recent performance and correlations of various emerging market
countries during the most recent time period to illustrate the importance of country diversification within
emerging markets.
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The Problem off Concen
ntration in
n
Emerging Mark
kets

FFigure 1: Indeex Country W
Weights

Like mostt market cap
pitalization weighted
w
indicces,
the MSCII Emerging Markets
M
(EM) Index carriess a
large weight to the la
argest countrries. As of th
he
end of Ju
une 2013, sevven countries made up 75%
of the ind
dex (see Figure 1) and Asia represente
ed
over 45%
%.
Brazil (11%) and Soutth Africa (7%
%) also have
large weights in the in
ndex. These countries are
e
generally highly corre
elated with China as they are
large com
mmodity prod
ducers and export
e
to China.

The Im
mportance
e of Dispersion:
Recentt Perform
mance
The unde
erperformancce of the MSCI EM
index – in
ncluding som
me of
the largesst countries in
i the
index durring the last year
y
– illustrattes the
importance of country
diversifica
ation within
emerging
g markets
equities. For the 1-ye
ear
period en
nding June 30,
2013, performance
dispersion
n was high with
w
over a 48
8% spread
between the best and
d
worst perrforming
countriess. Five of the top
performin
ng countries
made up only 13% of the
weight in
n the index, all
a
falling in the bottom 25%
of countrry weight witthin
the indexx (see Figure 2)

A
As of June 20
013

SSource: Datastreaam, MSCI, QS Invvestors analysis

FFigure 2: Onee-Year Return of each Co
ountry in the
M
MSCI Emergiing Markets Index
T
Time period
d: July 1, 2012 to June 3
30, 2013

SSource: Datastreaam, MSCI, QS Invvestors analysis
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Correla
ations
In additio
on to return opportunities
o
s, one of the
e reasons for investing in emerging m
markets is that they offer
low corre
elation to devveloped mark
kets which continues to b
be the case eeven as correelations havee increased
over the last five years. This can be
b seen in Fig
gure 3; it sho
ows the correelation betw
ween developed and
emerging
g market cou
untries over the last five years.
y
Not surrprising, deveeloped countries (in bluee) have
generally had a highe
er correlation to develope
ed markets o
on the horizontal axis than emerging m
markets (in
yellow). Developed countries also
o had a much
h tighter relaationship to eeach other ovverall as can be seen
from the tighter clustering of deve
eloped countries. In con trast, emerging countriess have generrally had
much low
wer correlatio
on to develop
ped markets,, but also to emerging m
markets as a w
whole on thee vertical axiss.
The dispe
ersion within emerging markets
m
is also
o much high
her as illustratted by the w
wider spread of emerging
countriess. Many of the
t countriess that have th
he lowest co rrelations to developed – and other eemerging
markets – have the lo
owest weightt in the indexx since they h
have smaller market capitalizations (represented
by the sizze of the blue
e and yellow
w bubbles). One
O of the ch
hallenges witth the markeet capitalizatiion indices is
a diversification oppo
ortunity is lostt by having most
m
of the w
weight in thee largest marrket cap coun
ntries that
are more correlated to
o both developed and em
merging marrkets.

Figure 3: Correlation with
w Develop
ped and Emerrging Marketts

As of June
e 2013
Source: Data
astream, MSCI, QS Investors analyssis
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This lower intra-country correlation within emerging markets countries has been persistent since the
beginning of the century. This is illustrated in Figure 4 that illustrates the average correlation of countries
within developed and emerging markets over time. Though average correlations have increased for both
developed and emerging equities, emerging market equities have continued to have a persistently lower
correlation to each other.
Figure 4: Average Rolling Five-Year Correlation
Time period: December 1999 to June 2013
1

0.75

0.5

0.25

Jun 2013

Dec 2012

Jun 2012

Dec 2011

Jun 2011

Dec 2010

Jun 2010

Dec 2009

Jun 2009

Dec 2008

Jun 2008

Dec 2007

Jun 2007

Dec 2006

Jun 2006

Dec 2005

Jun 2005

Dec 2004

Jun 2004

Dec 2003

Jun 2003

Dec 2002

Jun 2002

Dec 2001

Jun 2001

Dec 2000

Jun 2000

0

Dec 1999

Average Correlation of Countries within Developed Markets
Average Correlation of Countries within Emerging Markets
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Conclusion
Diversification across emerging market equities is critical in order to achieve investors’ objectives;
Higher return potential linked to higher economic and productivity growth
Portfolio diversification benefit as they are less linked to developed markets

Emerging market indices are concentrated in a small number of the largest countries and these countries
have not been the best performers during the last year. The larger emerging countries tend to have the
highest correlation to developed economies thereby limiting the diversification benefit of investing in
emerging markets. In addition, emerging markets tend to have lower correlation to each other, with some
of the mid-sized and smaller countries having the lowest correlation to each other. When deciding how to
get exposure to emerging market equities, it is important to examine the country diversification inherent in
the investment approach.
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IMPORTANT INFORMATION
This material was prepared without regard to the specific objectives, financial situation or needs of any particular
person who may receive it. It is intended for informational purposes only and it is not intended that it be relied on to
make any investment decision. It does not constitute investment advice or a recommendation or an offer or
solicitation and is not the basis for any contract to purchase or sell any security or other instrument, or for QS
Investors, LLC to enter into or arrange any type of transaction as a consequence of any information contained herein.
QS Investors, LLC does not give any warranty as to the accuracy, reliability or completeness of information which is
contained in this document. Except insofar as liability under any statute cannot be excluded, no member of QS
Investors, LLC or any officer, employee or associate accepts any liability (whether arising in contract, in tort or
negligence or otherwise) for any error or omission in this document or for any resulting loss or damage whether
direct, indirect, consequential or otherwise suffered by the recipient of this document or any other person.
The views expressed in this document constitute QS Investors, LLC’s judgment at the time of issue and are subject to
change. The value of shares/units and their derived income may fall as well as rise. Past performance or any prediction
or forecast is not indicative of future results. This document is only for professional investors. No further distribution is
allowed without prior written consent of QS Investors, LLC.
Any forecasts provided herein are based upon our opinion of the market as of this date and are subject to change,
dependent on future changes in the market. Any prediction, projection or forecast on the economy, stock market,
bond market or the economic trends of the markets is not necessarily indicative of the future or likely performance.
Investments are subject to risks, including possible loss of principal amount invested. The information in this
presentation reflects prevailing market conditions and our judgment as of this date, which are subject to change. In
preparing this presentation, we have relied upon and assumed without independent verification, the accuracy and
completeness of all information available from public sources. We consider the information in this update to be
accurate, but we do not represent that it is complete or should be relied upon as the sole source of composite
performance or suitability for investment.
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