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turies after the birth of Christ, the two biggest economies 
in the world were China and India. They did not experience 
the Industrial Revolution, so they moved way down in the 
global rankings. In this century, we revert to normal”.

Exhibit 2 shows the 4x population growth in develop-
ing countries expected over 1950-2050 at which point 
developing countries would then account for 85% of world 
population, a trend likely to fuel further relative gains by 
developing countries. 

The world is in a long-term transition involving a redistribution of global power favoring emerging markets, 
including economic, political and military roles. This trend has been in place for a number of years but it has 
recently reached a more critical point in which developing countries are demanding influence more in keeping 
with their growing economic power. While this trend is important at many levels, this paper will focus on its 
implications for investors.

The critical aspect of emerging markets for investors lies in the emergence and growth of a vast new consumer 
class in developing countries and all that flows from it. This transformation is likely to be the most important 
single influence in world affairs and investment markets over the next decade and more. The duration of this 
trend is likely to be long as it will take many years to fully develop. Its size and depth are very large given 
the vast populations involved and the potential growth in wealth of consumers in developing countries as they 
migrate over coming years toward levels more prevalent in developed countries. In total, it is conceivable that, 
over the next decade and more, this trend could be as transformative as the Internet was over the last 20 years. 
If so, how an investor deals with emerging markets, both as an asset allocation and from an implementation 
standpoint, may be the most important long-term decision they make.

Exhibit 1: Percentage of Total World GDP at PPP

Source: Angus Maddison, University of Groningen; The Economist

History

First, a little history. All power and influence stems ulti-
mately from economic power and it is interesting that India 
and China were once before among the most powerful 
countries on earth. Some economists have estimated 
GDP ranking of countries far back in time and Exhibit 1 
below demonstrates the trend in share of world GDP in 
the major geographies back into the early 1800s.  

As Chris Patten, administrator of Hong Kong before it was 
subsumed into China, once remarked, “For the first 18 cen-

Exhibit 2: Emerging Market Population Trends
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Looking at more recent data, Exhibit 3 shows the trend in 
share of world GDP, using the BRIC countries (Brazil, Russia, 
India and China) as a proxy for developing countries.
     
If one looks at share of growth in global GDP, the impact 
of developing countries is even more dramatic. Accord-
ing to the IMF, the US contributed nearly 60% of global 
growth in GDP at the beginning of the last decade. From 
2004-2008, however, developing countries accounted 
for 60% of global growth, and in 2009, these countries 
accounted for nearly all of GDP growth.

While the above data and the trends they portray are 
impressive in absolute terms, they become relatively 
more so if the developed world enters a slower growth 
and more stagnant period over the next several years, 
as many expect. The depressing effects of the need to 
save more and consume less and a difficult process of 
long-term deleveraging in developed economies are well 
documented. As one of our managers recently put it in 
describing developed markets: “We are moving globally 
from a period of levering to de-levering; consumption to 
savings; stimulus to austerity; employment to retirement; 
and free markets to regulation - all of which aggregate 
to economic contraction, not expansion”.

By contrast, most developing economies did not follow the 
debt driven consumption path to growth and are paragons 
of fiscal virtue by comparison to developed countries. See 
Exhibit 4 for a comparison. The result should enable even 
more dramatic differences in GDP growth trends favoring 
developing economies in the next few years.

The Importance of the Emerging Market Consumer

Why is the emerging market consumer such a powerful 
influence? When billions of people begin consuming every 
day goods like washing machines and cars the impact is 

large. Then, as their wealth increases, there is a long trend 
of upgrading their consumption, their tastes, etc. Exhibit 
5 shows that retail sales in, for example, China have been 
growing at about eight times the rate of that in the US 
and were largely unfazed by the recent recession.

While very impressive, this does not do justice to 
the opportunity for a successful retailer in emerging 
countries such as China because, within this favorable 
trend of rapidly growing retail sales, there is huge 
creative destruction as whole industries are created, 
consolidated and modernized. There are extraordinary 
opportunities if investors are able to identify winners 
in this powerful trend. As an illustration, take the 

Exhibit 3: BRIC’s Relative Share of Global GDP Exhibit 4: Economic Health of Emerging G20 Versus the G7
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Exhibit 5: Retail Sales in China vs. U.S.
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example of 360.com, an Internet retailing company 
in the portfolio of one of our Chinese private equity 
managers. It is an increasingly dominant online seller 
of electronics which benefits from rapid retail sales 
growth and interest in electronics in China. Because 
it is a“winner” in its market segment, it can grow its 
business much more rapidly than the 15% overall 
Chinese retail sales growth by gaining market share. 
Then, such a “winner” can move into adjacent busi-
nesses, as 360.com has recently with books and music, 
following the well trodden path of successful online 
retailers in developed economies (think Amazon). The 
compounded effect of selling into a rapidly growing 
overall market, being a winner and further expanding 
into adjacent markets can produce awesome results. 
360.com is no longer a tiny company, with over $400 
million in revenues in 2009, but it projects revenue 
growth at 4x over the next two years and gross profit 
growth at 5x. Extraordinary growth like that is not 
available in advanced economies outside of market 
sectors which become subject to major technological 
or other innovations, such as we saw in Internet and 
dot com boom.  

Risks in Emerging Markets Investing

Translating superior economic growth into superior equity 
returns. Equity returns in emerging markets have been 
superior over the last 10 years, as shown in Exhibit 6.

Surprisingly, other studies have shown that the correlation 
between equity market returns and GDP growth is mixed. 
However, we are convinced that large opportunities have 

Exhibit 6: Equity Performance in Developed vs. Emerging Markets

and will be created for investors in such countries as whole 
industries are created, consolidated and modernized. In 
such an environment, there are certain to be many winners 
and losers, providing astute investors with opportunities 
not available in more advanced economies.

Market Risk. What is certain is that equity investments in 
emerging markets, private or public, will contain unusual 
risk from a variety of well-known factors including less 
reliable legal systems, company governance and other 
factors. In addition, high growth markets are always 
subject to a volatile, boom and bust trend as investors 
gravitate between exuberance and panic. Exhibit 7 below 
demonstrates the fact that emerging market equities are 
unusually volatile and often act like a leveraged play on 
global stock markets. 

Thus, despite a clear long-term decoupling from advanced 
economies in terms of GDP growth, emerging market 
equities maintain a correlated and magnified relation-
ship with world equity markets in the short term. While 
corporate winners in these rapidly developing economies 
have explosive opportunities over time, their results in 
the shorter run can be disappointing and investing in 
emerging markets requires patience and tolerance for 
volatility.

Manager risk. Operating an investment management 
firm in public equities in emerging markets is hazardous, 
as assets under management may gyrate greatly as a 
result of the volatility of market values as well as violent 
changes in the direction of investor capital flows. Such 
events are highly distracting to even the best managers. 
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Exhibit 7: Volatility of Emerging vs. Developed Markets
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As a result, manager risk is heightened, adding to the 
risks inherent in such markets themselves.

Assessing the Risks of Emerging Markets

As demonstrated above, opportunities in emerging markets 
can be extraordinary, but so are the risks. Unfortunately, 
investors do not have the choice of taking no risk if they 
want to grow their assets in real terms. They have only 
the choice of which risks, or which mix of risks, to take. 
The real question then in equity investment is how do the 
risks and rewards of emerging markets stack up against 
other alternatives, primarily the developed markets.

While public equity market returns from emerging mar-
kets have been superior, it is what the future will bring 
that is most important. Interestingly, there are reasons 
to think that emerging markets are becoming less risky 
in relation to developed markets. 

• As Exhibit 4 showed (on page 3) the financial health of 
the emerging market members of the G20 is superior to 
that of the advanced economies, the G7. You can add 
less fragile banking systems, large holdings of foreign 
exchange reserves and other factors favoring emerging 
markets over developed economies.

• Often, prior trends or developments in advanced markets 
enable one to predict with a fair degree of certainty that 
similar trends or developments are likely in emerging 
markets, thus lowering risk. As an example of an existing 
investment, take an online travel service company which 
is the dominant provider of online travel booking in an 
emerging country. In that country, online booking accounts 
for just 2% of travel. It seems likely that, as the consumer 
class grows and becomes wealthier, the percentage of 
travel that will be booked online will gravitate toward the 
40% level found in the US. As the market leader in this 
trend, this company is likely to prosper. This has been 
the trend in many industries in emerging markets.

How Do I Participate

If the opportunity is very attractive, but risky, the ques-
tion is: how do you participate in the opportunity while 
managing the risk involved.

Liquid Strategies

Multinational branded consumer products companies. 
Many feel that the most sensible way to invest in emerg-
ing markets is to invest in large multinational consumer 
products companies that are growing their businesses 
most rapidly in emerging markets. While these companies 
will undoubtedly benefit from the growth of consumer 
spending in emerging markets, and the risk of investing 
through them is relatively low, the local players often 
outfox the big multinationals.

• The local company is often protected for some period of 
time, officially or unofficially, from market competition 
or acquisition.

• More importantly, the local company is smaller, more 
nimble and more familiar with the local terrain versus 
a large multinational which has difficulty in adapting 
to dozens of different countries around the world in 
devising its products, services or marketing tactics.

• Exposure to emerging markets through multinationals 
is diluted by their large businesses in more advanced 
economies. As a result, they do not have the opportunity 
for the explosive growth of a pure play through a local 
company who is focused entirely on the opportunity in 
an emerging market.

Indices and ETF’s. These are certainly the simplest and 
most liquid avenues, but they have two disadvantages. 

• The investor is fully exposed to the market risks of 
emerging markets and their high volatility. Bubbles 
are certain in emerging markets as investors gravitate 
between exuberance and panic.

• Typically such instruments are heavily skewed toward 
those companies which attained large-scale in the past 
on the back of export industries and high infrastructure 
spending in emerging markets (ie. steel, coal, banks, 
telecommunication, etc.). As the emerging markets 
move away from infrastructure spending toward internal 
consumption and the era of cheap labor winds down, 
you might prefer to own the companies that will benefit 
more from the expected consumption boom. Indexes 
and ETF’s only gradually reflect these trends.

Active management. We believe that well-chosen active 
management best deals with the need to mitigate risk 
while pursuing the opportunities in emerging markets. 
Some observations in choosing active managers:

• Managers with long experience, and often local knowl-
edge and connections, best understand local market 
risks and how to deal with issues such as corporate 
governance, accounting standards and other very local-
ized risks.

• Managers must have outstanding risk mitigation capabili-
ties, discussed below, and an investor base with patience 
and tolerance for the periodic volatility endemic to such 
markets, given the unusually high volatility of both the 
equity markets themselves and the investor base.

• Manager due diligence is at a premium as there are 
few successful managers in emerging markets with 
long and successful track records and much of the local 
investment fraternity is very new. Given the risks of 
these markets, a bad choice can be very painful.
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Managers often have achieved risk mitigation in emerging 
markets in one of three ways:

• Valuation sensitive, high quality approach. These man-
agers are willing to accept short-term volatility with the 
expectation that their high quality approach and their 
value sensitive, fundamental research allows them and 
their underlying companies to survive market declines 
with no permanent loss of capital. A patient investor 
base able to tolerate volatility is particularly important 
for these managers.

• Flexible or balance sheet management. These man-
agers adjust their investment exposure by moving 
to cash or other securities when opportunities are 
limited or market trends are expected to be negative. 
For example, some managers invest in both equity 
and debt securities, providing both a broader range 
of securities from which to source opportunities and/
or protect capital.

• Long/short strategy. Adding a short strategy enables 
the manager to both mitigate risk and, in adverse mar-
kets, to benefit from profits on short sales. In some 
markets, a shorting strategy is limited by the rules of 
local securities markets.

Those managers who practice balance sheet manage-
ment or use a long/short strategy bear some risk that 
they will lack market exposure at times when emerg-
ing equity markets are in a rising trend. This may be 
especially likely when emerging markets have become 
over exuberant and may be nearing bubble territory. 
Investor patience is required in emerging markets for 
many reasons.

Illiquid Strategies

Private equity. Most illiquid investments in emerging 
markets exist in the form of growth capital investors 
taking a minority position in a local company founded 
by a native entrepreneur. Private equity investing in 
such countries as China is attractive as so many more 
small and medium-size businesses are private than is 
the case in developed countries. For example, there are 
an estimated 30 million small and medium-sized private 
businesses in China compared with about 5000 publicly 
traded securities. 

As is typically the case with any private equity invest-
ment, entry valuations are much lower for private equity 
investments than for marketable investments. In recent 
times, it has been possible in countries like China to buy 
an interest in a company growing earnings by 20% or 
more by paying a multiple in the high single digits. On 
these facts alone, one would own a potentially attractive 
investment. However, exit multiples in public markets for 
an IPO in countries such as China have typically been in 
the 15-25x range. Combining an attractive entry multiple 

with fast growth and a substantially higher exit multiple 
can lead to extraordinary returns.

Moreover, some of the issues which have restrained 
returns of private equity investors in developed econo-
mies have not inhibited returns in emerging markets. For 
example, Sarbanes-Oxley requirements and other costs 
of a public offering in the US have importantly limited 
private equity exits to those through strategic purchas-
ers in the US. In contrast, public markets for new IPOs 
are open and thriving in such markets as China. Exhibit 
8 compares the IPO experience in China versus the US 
in the last few years.

Sizing Emerging Market Investments

The level of investment in emerging markets will, of course, 
relate to the opportunities present in those markets and 
an investor’s ability to find managers who can navigate 
these risky markets. However, the “neutral” level of 
investment relative to developed markets is an interest-
ing question. For example, conventional wisdom would 
suggest that investors base their allocations to emerging 
market equities on benchmarks determined by total public 
equity capitalization to find that neutral point. However, 
public equity markets in emerging markets are consider-
ably less mature and many more businesses are privately 
owned than in developed countries. Alternatively, if one 
wanted to reflect the level of economic activity, a case 
could be made that relative GDP weightings are a better 
measure of neutral exposure. The pie charts at Exhibit 9 
show that basing an allocation to emerging markets on 
GDP would lead an investor to a neutral allocation that 
is about triple that which capitalization weighted market 
indices would suggest.

Exhibit 8: Chinese IPO Activity on the Rise
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Exhibit 9: Market Capitalization vs. GDP Weighted Emerging Market Exposure
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Conclusion

We believe emerging markets investment in significant size will be essential to achieving above average portfolio 
growth in equity markets, public or private. Currently, we believe a commitment to emerging markets should fall 
in the range of 25 – 30% of marketable equities and private equity. If the necessary due diligence resources are 
available, we prefer active management as best able to navigate the many risks in emerging markets in pursuit of 
their attractive return potential.          


