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Executive Summary
The case for abandoning the asset allocation “Emerging Markets” (EM) in favour of Asian
equities is intensifying. Key decisions about how to allocate assets appropriately need to be
made.
These reasons will be clearly outlined in this paper.
•

•

●

●

are larger and more diverse. For investors in resourcerich countries like Australia a question arises; why
double-up your resources allocation and forgo the
opportunities delivered by real and growing domestic
demand in Asia?

Where did the term ‘EM’ come from and why is it
outdated?
The term EM originated in 1981 with the goal of boosting
investment to what were then called “third-world”
countries. The term is confusing, misleading and the
definition is not universal – the International Monetary
Fund (IMF) classifies 23 countries as EM, the MSCI EM
index includes 26 countries, and the S&P includes 23. 1
How have EMs have changed over time?
The IMF estimates that between 2017 and 2019, half of
global economic growth will originate in Asia, with China
and India comprising 35.2% and 8.6% respectively. In
1981, when the EM term was first used, China’s share of
world GDP was just 2.39%.2 We argue that, over the last
40 years, countries have grown at various rates and some
have essentially ‘emerged’. The term is therefore out of
date. If we exclude India, China’s GDP in 2018
(US$13.407tn) is now equivalent to nearly all other EMs
combined.3
Why have superior EM returns come from Asia and why
is this likely to continue?
A broad EM allocation has performed poorly versus an
Asian allocation. Since the beginning of 2010, total
returns for Asian markets (MSCI AC Asia ex-Japan index)
increased by 55.7%, an annual equivalent rate of 5.0%.
Non-Asian EMs (MSCI EM ex-Asia index) like Brazil and
Russia have seen total returns of -10.7%, an annual
equivalent rate of -1.3%.4

●

Why is investing in EM indices like the MSCI EM Index is
not enough for Asia coverage?
Because the MSCI EM underexposes investors to high
growth industries centred around personal consumption.
These are huge GDP growth drivers, but the indices
typically lag actual market conditions when it comes to
sector weights. In 2018 China’s GDP is almost equivalent
to all other EMs combined. We will show you how big the
Chinese equity markets are and why they are too big to
ignore.

●

What are the implications of MSCI’s China A-share
inclusion?
By November 2019, China’s MSCI EM index weight will
increase from 5% to 20%. At 5%, China and its A-shares
make up a combined 31.3% of MSCI’s EM index. With all
A-shares included, China would make up 42% of the
index according to MSCI.5 This underscores China’s
significance. The trend to allocate more to China is clear.
Even MSCI admits that “the growing size of China within
emerging markets raises the prospect for investors of
making dedicated allocations to China.”6

●

What should asset allocators do?
Asia and especially China, should be treated as a
separate mandate within an investor’s international
shares allocation. Asset consultants and investors alike
are realising the value of higher Asian allocations to
benefit from the region’s incredible growth. This paper
clearly explains why and how.

Why do Asian markets stand out?
The Brazil and Russian economies are heavily
commodity-oriented. This makes them more vulnerable
to changes in market conditions like the 2014 oil price
collapse. China and India’s stock markets and economies

1

5 MSCI,

2 IMF
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Investopedia, “Emerging Market Economy” (2019)
DataMapper, “GDP based on PPP, share of world” (2019)
3 The World Bank, “GDP (current US$)” (2018)
4 Bloomberg, MSCI EM ex Asia and MSCI AC Asia Ex Japan (2019)

MSCI China A Inclusion Index (2019)
MSCI, “The Future of Emerging Markets: 30 Years on from the Launch of the MSCI
Emerging Markets Index” (2019)
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Introduction
This paper will elaborate on the reasons why the term EMs is no longer useful as a
benchmark classification. The evidence supports the importance and performance of Asian
EMs, especially when compared to South American and European EMs. It is time to
reconsider asset allocations based on such a weakly defined term and make a considerable,
dedicated allocation to China.

The EM definition wasn’t designed with the criteria often
applied today. Nor was it intended for an asset allocation
that now accounts for more than US$10tn in investments. 7
The World Economic Forum suggests that “[EM] indices
embrace such a collection of incongruous assets, that they
misdirect investors and potentially reduce returns.”8
Let’s take a step back. Nearly 40 years ago, when the term
EM was first conceived, the USSR was still in existence. It
would be another decade before for the Cold War ended
(1991). India’s economy was closed and centralized, heavily
influenced by the USSR (prior to the Singh’s reforms in
1991). Mao Zedong had died five years previously (1976)
and Deng Xiaoping was only just beginning his radical
economic liberalization reforms in China. It would take
another two decades for China to join the World Trade
Organization (WTO). Back then, China’s GDP was just
US$290bn but is now over US$13tn. The difference is
remarkable and is a testament to China’s emergence as an
economic powerhouse.

The 1980s in Brazil is described as the "lost decade",
replete with stagnation, inflation and crisis. 9 Brazil hadn’t
yet held its first free presidential election. South Africa was
still under apartheid and per capita income in 1990 was
lower than it was in 1980. Those not unemployed worked in
semi-subsistence agriculture.10 Meanwhile, Mexico’s peso
was in crisis, plunging from 350 pesos to $1US dollar in
1985 to more than 3,000 pesos to $1US dollar in 1993.11
The Wall Street Journal said on Dec. 4, 198512, "instead of
being a model for other nations, [the country] is a lesson in
how quickly an economy on the mend can spin out of
control.”
Whilst EM countries were suffering politically, they had
significant growth potential from very low bases. The EM
term was convenient and appropriate in 1981, when Brazil,
Russia, India, China and South Africa (BRICS) had centrally
planned economies closed to foreign investment. Since
then, political liberalisation and changing market structures
has significantly impacted economic growth trajectories.
Today, investors face a vastly different investment
environment. Some of the countries have emerged to be
considered as developed.

The Cold War was a period of geopolitical tension between the Soviet Union with its satellite states
(the Eastern Bloc), and the United States with its allies (the Western Bloc) after World War II. The
historiography of the conflict began between 1946 (the year U.S. diplomat George F. Kennan's "Long
Telegram" from Moscow cemented a U.S. foreign policy of containment of Soviet expansionism) and
1947 (the introduction of the Truman Doctrine). The Cold War began to de-escalate after the
Revolutions of 1989. The collapse of the USSR in 1991 (when the proto-state Republics of the Soviet
Union declared independence) was the end of the Cold War.
Source: https://en.wikipedia.org/wiki/Cold_War

7 World

Economic Forum, “Why ‘emerging markets’ is an outdated definition” (2015)
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9 The Journal of developing Ares, “The Lost Decade and the Brazilian Government's
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According to Global Policy, “The BRICS countries’
cooperation has been limited and they have begun to
significantly diverge in terms of economic performance,
with only India and China sustaining high growth.”13
Whatever common characteristics were considered enough
for these nations to be grouped together 40 years ago no
longer applies.
Investors should therefore reconsider their EM allocations.
Instead of making decisions on how large their EM
allocations should be, they should instead think about how
much their exposure to Asia is based on their general
International Shares allocation, not just within an EM
allocation. Said another way, how much Asia do I need?

The chart on the next page proves how allocating to Asia
ex-Japan has significantly outperformed EMs ex-Asia. Since
2010, for every US$1m invested in Asia (excluding Japan) an
investor would today have US$1.56m (excluding currency
inflation). Investing the same amount in EMs ex-Asia would
deliver only US$892,800, a difference of US$627,200!
(Figure 1). Compared to Brazil and Russia, Asian markets
like China and India have been far more profitable
investments.

BRICS
is an acronym that encompases the five largest "Emerging Markets": Brazil, Russia,
India, China, and South Africa. These member countries are known for their
influence on regional afairs. These countries have a combined population of 3.1
billion people, about 41% of the world's entire population.

McKinsey Global Institute (MGI) research
Recent MGI research examined 71 developing economies
and singled out 18 of them for consistently posting robust
economic GDP growth. All seven long-term
outperformers, and five out of 11 recent outperformers,
are in Asia.
In recent decades, several Asian countries have propelled
themselves into the ranks of middle-income and even
advanced economies. This reflects the region’s ongoing
industrialization and urbanization, its rising demand and
productivity growth, and its dynamic corporate sector.

Asia’s future is now. These trends represent a real shift in
the world’s centre of gravity.
Scholar Parag Khanna asserts that the “Asian century” has
begun and observes that the region’s rise is not cyclical but
structural.
Emerging Asia’s evolution has reached a stage that requires
deeper global acknowledgment. It is upending
assumptions—long held in the West, in other emerging
economies, and even in Asia itself—about the world’s
economic balance.

Source: Mckinsey & Company, “Asia’s Future is Now” (2019)

13 Global

Policy, “Breaking BRICS: More Differences Than Similarities?” (2018)
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Figure 1. Total Returns of Asian vs Non-Asian EMs. Source: Bloomberg
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Figure 1. Total Returns of Asian vs Non-Asian EMs. Source: Bloomberg

The above graph shows the importance of Asia, particularly
China and India, to the growth of many EM indices,
including MSCI’s. Remove Asia from the MSCI EM index and
the returns fall into negative territory. For investors that
favoured Asian EMs, total returns have exceeded 50% since
2010.14 This is due to the difference in quality of EM
economies. MSCI’s EM index, like most others, couples
“countries of such diverse economic strengths as China” 15
with the commodity-based economies of Russia and Brazil,
both “vulnerable to boom and bust cycles” 16.
The unparalleled importance of China, and A-shares, to the
global economy is also emphasized by MSCI’s
announcement to increase the weight of China A-shares in
its EM index. When this occurs, China could constitute
more than 40% of the index if A-shares are fully included.17
In that event, one might call it the ‘MSCI EM China Index’.

14 MSCI,

MSCI AC Asia ex Japan (2019)
Financial Times, “Emerging Markets: Redrawing the world map” (2015)
16 Nation Master, “Economy Stats: compare key data on Brazil & Russia” (2019)
17 MSCI, MSCI China A Inclusion Index (2019)
18 World Economic Forum, “Why ‘emerging markets’ is an outdated definition” (2015)
15

This is more than a semantic argument. Trillions have been
invested into the alphabet soup that are equity indices. 18
And yet the countries that inhabit them could not be more
different. “Once you start to put so many countries in the
same category, the category loses meaning” says Wharton
professor Mauro Guillen. “The term ‘emerging markets’ has
become a victim of its own success.”19
Willis Towers Watson suggests that, “instead of following
index allocations, investors should consider the pros and
cons of making an allocation to Chinese assets within their
portfolio in the same way they do with other markets… An
allocation to Chinese assets [will] materially improve
investor portfolio efficiency.”20 According to UBS21, “many
investors remain on the side-lines when it comes to Chinese
equities despite what we believe are underappreciated
opportunities.” Perhaps, as asset allocators, it is time to get
off the side-lines.

19 Wharton,

University of Pennsylvania, “When Are Emerging Markets No Longer
‘Emerging’?” (2008)
20Willis Towers Watson, “Considering Chinese Assets” (2019)
21 UBS, “Chinese equities: Over the great wall” (2016)
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Where did the term EM come from and why is it
outdated?
The term ‘EM’ originated at an investor conference in
Thailand in 1981. Then deputy director of the capital
markets department of the World Bank’s International
Finance Corp, Antoine van Agtmael, used it to avoid
referring to countries as “less developed” or “third world”.
Van Agtmael believed that referring to a country as “third
world” hindered investments.22 Crucially, the World
Economic Forum said the term “was not designed as a
definition with a specific criterion.”23
The popularity of the term led to numerous attempts to
create a set of recognized attributes, all to no avail. The
unintended consequence was that different organizations,
including the IMF, MSCI, Standard and Poor’s (S&P), FTSE
Russell and Dow Jones, use different and often conflicting
interpretations. If that wasn’t confusing enough, EM is used
to describe bond, currency and equity markets in addition
to entire countries.
The IMF classifies 23 countries as EM, the MSCI EM index
covers 26 countries, S&P includes 23, FTSE Russell 19, and
Dow Jones 22.24 Despite no agreement on which countries
are classified as EM, it serves as the basis for trillions of
dollars of investment (US$10.3tn according to the World
Economic Forum).25

Even if one accepts varying EM classifications, the
enormous differences between countries pose further
challenges. The term has in the past applied to countries
like Singapore and Hong Kong, which had already in fact
“emerged.”
In 2008, The Economist viewed Singapore and Hong Kong
as EMs, in direct contradiction to data from the World
Bank. The purchasing-power-adjusted GDP per capita of
Singapore and Hong Kong was US$43,867 and US$31,758
respectively26. Singapore’s GDP per capita at the time was
greater than Japan, Germany, France and the UK. Both
countries also surpassed Spain, Israel and Portugal.
“Emerged” and “developed” markets like Greece, Spain and
Italy had contracting economies, to the point where they
might have been called “submerging” markets, claims Hult
Business School.27
Little wonder that later that year The Economist called for
the term “emerging markets” to be made obsolete 28. To
the cost of investors, nothing has changed in the ensuing
decade.

22

26

23 World

27 Hult

World Economic Forum, “Why ‘emerging markets’ is an outdated definition” (2015)
Economic Forum, “Why ‘emerging markets’ is an outdated definition” (2015)
24 Investopedia, “Emerging Market Economy” (2019)
25 World Economic Forum, “Why ‘emerging markets’ is an outdated definition” (2015)

Hult Business School, “Let’s Retire the Term ‘Emerging Markets,’ Shall We?” (2013)
Business School, “Let’s Retire the Term ‘Emerging Markets,’ Shall We?” (2013)
28 Hult Business School, “Let’s Retire the Term ‘Emerging Markets,’ Shall We?” (2013)
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EMs accounted for just 10% of global trade in 1970. Today,
that figure has increased to nearly 33% and is expected to
reach at least 40% by 2050. China will account for 20% of
world GDP on a Purchasing Power Parity (PPP) basis by
2050.29 Almost half of the world’s largest economies by
GDP (PPP) are in fact “emerging”.
China and India have been the two largest drivers of this
transition. China is now arguably the world’s largest
economy30 while India is projected to boast a GDP of
US$2.87tn in 2019, surpassing that of the UK, France and
other “developed” markets. China and India alone account
for 40% of the world’s labour force and in 2017 their
combined economic output (US$32.6tn) was greater than
either the European Union (US$20.9tn) or the United States
(US$19.4tn)31.

The world has now reached a point where the term EM has
become an obstacle to successful investment. Stonehorn
Global Partners is not the only asset manager that shares
this view. T Rowe Price say that “EMs are now little more
than a benchmark classification.”34

“Trying to box over a hundred
heterogenous countries into one
asset class is nonsensical”
Investment & Pensions Europe.35

The broad inclusion of such a diverse set of countries with
vastly different macroeconomic conditions glosses over
crucial differences between EMs. This convenient attempt
to interpret similarities where none exist has misled
investors for decades. “The differences between emerging
markets outweigh their similarities,” says Sree Ramaswamy,
a senior fellow at McKinsey Global Institute.32
Yet billions are being misallocated (US$1.14bn in 2018
according to the IIF33) each year as a result of the
misleading and outdated nature of the term ‘EM’.

29

33 Institute

30

34

PWC, “The World in 2050” (2019)
World Bank, GDP, PPP (current international $) (2018)
31 Ogilvy Insights, “2018 - The End of Emerging Markets?” (2018)
32 Financial Times, “Emerging Markets”

of International Finance, “Capital Flows to Emerging Markets” (2018)
T Rowe Price, “The Changing Face of Emerging Markets” (2018)
35 Investment & Pensions Europe, “Emerging markets”
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How EMs have changed over the decades
China now accounts for over 19% of global GDP based on
purchasing power parity, making it not only the world’s
largest EM, but also the world’s largest market. This is 4%
more than the second largest economy - the United States and 5% more than China’s share in 2010. India’s percentage
of world GDP has also increased over the same period while
the share of non-Asian EMs like Russia and Brazil has
remained stagnant (Figure 2).

of insurance firms, fund management firms and securities
in 2020. It also announced the removal of a 25% cap on
foreign ownership of insurance asset management firm
equites.39 As China continues to liberalize, the opportunities
for investments will only expand.

Although China’s growth climbed rapidly after entry into
the WTO, the real opportunities for investors have become
more apparent since China’s “’opening up’ [which was]
accelerated [by] the announcement of the 12th Five Year
plan in 2011,” says Willis Towers Watson.36 Investors can
now access a wide array of previously unavailable assets.
“To put this in context, this is the largest capital account
liberation since mainland Europe and Japan in the mid1980s and early 90s,” says Willis Towers Watson.37 China
has eased restrictions to foreign investments, with the
number of restricted or prohibited industries for foreign
investment on The National Development and Reform
Commission’s list decreasing from 63 to 48 in July 2018. 38
According to the Financial Stability and Development
Committee, China will remove limits on foreign ownership

China also dwarfs all other EMs in terms of GDP. China’s
GDP is expected to reach US$14.22tn in 2019.40 This is 16
times larger than 1996 GDP (US$863.7bn) when the country
was added to the MSCI EM Index. Excluding India, China’s
GDP in 2018 (US$13.407tn) is nearly equivalent to all other
EMs combined.41 China’s real GDP growth rate of 6.3% also
eclipses the average EM growth rate of 4.4%. India’s 2018
GDP growth rate is even more impressive at 7.3%.

Share of World GDP (PPP) between 2010 (left) and 2019 (right)
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Figure 2: Change in Share of World GDP. Source: IMF
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The second two largest emerging markets - Brazil and
Russia - had growth rates of just 2.1% and 1.6%,
respectively.42
This trend is likely to continue. The IMF estimates that half
of global economic growth will originate in Asia with China
and India contributing 35.2% and 8.6% respectively
between 2017 and 2019.
In contrast, Russia, the fourth largest EM, posted GDP
growth of 0.5% in the Q1 2019 YoY, “a figure well below
even the most cautious forecasts” according to the Moscow
Times43. Brazil has also experienced slowing GDP growth,
from 7.5% in 2010 and -3.6% in 2016 to just 0.9% in 2017.
In Q1 2019, Russia’s economy shrank by 0.2%, slowing from
0.1% growth the previous quarter according to Trading
Economics.44
This shows how supposedly similar countries, united by the
EM categorization, experience extreme disparities in rates
of growth. On its own, China’s GDP growth rate is
impressive but in absolute terms it is possible to see its true
size and “role as the engine of the world economy.” China’s
incremental GDP in 2018 was greater than Australia’s entire
economic output.45 China and India are simply too big to
ignore.

42

International Monetary Fund, “Real GDP Growth, Annual Percentage Change”
(2018)
43 The Moscow Times, “The Russian Economy Is Stagnating” (2019)
44 Trading Economics, “Brazil GDP Growth Rate” (2018)
45 Zhou Xin, South China Morning Post, “China’s GDP growth last year was worth
more than Australia’s whole economy” (2019)

Nor is this view down to population alone. China’s literacy
rate is 96%; it has more college students than any other
country; and it has more high-speed railway than every
other country combined.46 Data points like these set the
foundation for future growth. As UBS says, “we are seeing a
turnaround and we believe EM Asia will tend to do
especially well” in the coming years.47

"People say, 'Why are you so bullish
on China?' And I know it's very
controversial, particularly at this
time, to be very bullish on China. I
really admire what is being done and
I want to be a part of it, and I think
our investors should be a part of it...
Not investing in China is very risky.”
Ray Dalio, Founder Bridgewater Associates48

46 World
47
48

Economic Forum, “Why ‘emerging markets’ is an outdated definition” (2015)
UBS, “Chinese equities”
https://www.gurufocus.com/news/929023/ray-dalio-is-still-bullish-on-china
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Superior returns in Asia EM compared to rest of EM
As we have shown, EM countries are not homogeneous and
returns vary significantly. There is extreme fragmentation
and diversity across this basket of countries. While there
may be differences in consumer needs and other
macroeconomic conditions between developed regions
such as New York City and Los Angeles, these are
insignificant compared to the differences that exist
between Moscow, Beijing, New Delhi and Sao Paulo.
“The fact that there is often very little in common between
Brazil, Russia, India, and China (and now South Africa) is
lost” when you combine these countries in one index, says
John Roberts, a senior business professor at one of
Australia’s leading universities, the University of New South
Wales49. Treating this group of countries as a homogenous
set has misdirected investors for decades, significantly
harming returns.

Non-Asian emerging markets, including Brazil and Russia,
have seen total returns of -10.7%, an annual equivalent rate
of -1.3% and a price change of -33.2%, as measured by the
MSCI EM ex-Asia index.50
Had you invested US$1m in Asia (excluding Japan) at the
beginning of 2010, you would have US$1.56m (excluding
currency inflation). Had you invested in Emerging Markets
you would only have made US$892,800 - US$627,200 less
than you would have received in ex-Japan Asia. The EM
term obscures the source of real returns and growth within
EM indices.

Nowhere is this more obvious than in the returns of Asian
EMs compared with non-Asian EMs. Since the beginning of
2010, total returns for Asian markets, as measured by the
MSCI AC Asia ex-Japan index, have increased by +55.7%, an
equivalent annual rate of +5.0% and a price change of
+23.1%.

Jan 1st 2010 to Jan 1st 2019

Total Returns (%)

Price Change (%)

Annual Equivalent Rate (%)

MSCI AC Asia ex Japan, MXASJ Index

+55.7%

+23.1%

+5.0%

MSCI Emerging Markets ex Asia, MXEFZ Index

-10.7%

-33.2%

-1.3%

Figure 3: Total Market Returns. Source: Bloomberg

Figure 3. Total returns comparison of Asian EMs vs non-Asian EMs between 1/1/2010 and 1/1/2019. Source: Bloomberg

49

Roberts, John, “What’s Different About Emerging Markets, and What Does it Mean
for Theory and Practice?” (2015)

50

Bloomberg, MSCI EM ex Asia and MSCI AC Asia Ex Japan (2019)
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Asia the standout performer
China and India have significantly more investment
opportunities and superior market structures than Brazil
and Russia. The grouping of the four largest EMs – Brazil,
Russia, India and China (BRIC) – reflects only the size, not
“any structural similarities among the four…In fact, only
China continued its fast-economic growth in the 2010s.”51
According to Willis Towers Watson, “China continues to
‘buck the trend’ and grow as an increasingly important hub
for non-Chinese business.”52

since 2008.54 China is by far the most important EM in the
world but is also in the top two of the developed World.
Unsurprisingly, Willis Towers Watson, “believe[s]
institutional investors should consider an allocation to
Chinese assets as a building block within their portfolio.”55

Stock Market Capitalization Capitalisation (US $bn)
Bovespa
Moscow
Exchange, $447 Exchange, $519
BSE India
Exchange, $1,482

Shanghai Stock
Exchange, $4,460

National Stock
Exchange of
India, $1,450

Hong Kong
Exchanges and
Clearing, $3,165

Shenzhen Stock
Exchange, $3,424

Figure 4. Stock market capitalisation of stock markets in Brazil, Russia, India, and China. Source: The Money Project

The importance of Asia cannot be overstated, especially as
the share of world GDP based on PPP has increased from
19% to 29% between 2004 and 2014. Meanwhile, Latin
America and developing Europe has remained at 12%
during the same decade.53 According to JP Morgan, “on the
eve of entering the WTO, China made up only 2% of World
GDP. Today it is 17% of world GDP, and 2/3rds of US GDP.
Alongside the US, China has become an engine for global
growth, contributing roughly one-third of global growth

51 Klaus

E. Meyer and Rob Grosse, “Introduction to Managing in Emerging Markets”
(2018)
52 Willis Towers Watson, “2019 Asia Insurance Market Report (2019)
53 Financial Times, “Emerging Markets” (2015)

With China and India, the two most populous countries on
the planet, their markets are naturally larger. “China is so
enormous that if it goes [fully] into EM indices it will dwarf
everything, so it is required to treat China as a separate
category,” says Loomis Sayles, a US-based investment
management firm.56 The Financial Times believes that if
“China stand[s] outside such indices, the case for India to
be treated as separate may also harden, hastening the
disintegration of emerging market indices.” 57

54

JP Morgan, “Made in China 2025: A New World Order?” (2019)
Willis Towers Watson, “Considering Chinese Assets” (2019)
56 Financial Times, “Emerging Markets” (2015)
57 Financial Times, “Emerging Markets” (2015)
55
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EM indices are very small without China and India. The
Shanghai, Shenzhen, and Hong Kong stock exchanges have
a combined value of US$11,049bn, second only to the US.
India’s two largest exchanges, BSE and the National Stock
Exchange, are collectively valued at US$2,932bn. Russia’s
Moscow exchange is valued at US$447bn whilst Brazil’s
BOVESPA is valued at US$519bn58. From Figure 4, we can
see that China, and to an extent India, have a significantly
greater proportion of the total stock market capitalization
of the four largest emerging markets. As a result of MSCI
EM index allocations, much of the investment opportunity
that Chinese and Indian markets offer is missed.
Perhaps the greatest difference between Asian and nonAsian EMs is the quality of assets in each market. Most EM
indices include investment assets that range from
“garbage” to high quality.59 This makes it nearly impossible
for investors to properly assess risk. The Wall Street Journal
summarized the Russian markets as “a terrible place to
invest based on both politics and long-term fundamentals:
It is run by a kleptocracy that diverts shareholder cash into
its own pockets. It has a nationalist leader happy to use
foreign military adventures to distract from deep economic
and health problems at home. Its economy is reliant on oil
and gas, at a time when shale extraction and renewable
energy cap the price.”60

Russia is heavily reliant on oil exports
to support its economy. Around 60%
of the country's exports are oil and
gas, around 30% of its GDP. This
overreliance was exposed in 2014,
when the ruble fell by 59% relative
to the U.S. dollar because of the oil
price collapse.

Brazil is not much better. The Financial Times says, “Brazil
has the highest applied import tariffs of the countries
listed” in an OECD report on economic growth - twice as
high as China’s. Additionally, “Brazil has not gained new
markets for its exports in recent years” and “in terms of
imports and exports as a percentage of gross domestic
product, Brazil is the least open country on the OECD’s list,
less even than Argentina”61. Asian EM assets are of much
higher quality. According to UBS, as China’s “economy
continues to shift from a government-led fixed asset
investment economy to a more services-led economy, we
expect the quality of growth, the efficiency of the economy
and, consequently, cash flows and profitability to
improve.”62

So I vastly prefer our relations with
China to our relations with Russia.
And I think China thinks likewise. And
I anticipate that we will get along.
Charlie Munger, Vice-Chairman Berkshire
Hathaway 63
If investors are still not convinced that investing in nonAsian EMs is unprofitable, Brazil and Russia’s market
compositions make the case even stronger. Both remain
heavily reliant on commodities. About 60% of Russia’s
exports are oil and gas, accounting for 30% of GDP. This
overreliance on oil was exposed during the 2014 oil price
collapse. Between June and December of that year, the
ruble fell by 59% relative to the U.S. dollar. 64
Brazil is equally reliant on commodity exports, its top
exports being soybeans (US$25.9bn), iron ore
(US$20.1bn) and crude petroleum (US$17.4bn). Mineral,
agricultural and other primary products comprise about
50% of Brazil’s total exports.
China is Brazil’s largest trading partner by far (US$48bn),
followed by the United States (US$25.1bn).65 This makes
Brazil highly susceptible to changes in China’s economy in
addition to “the global drop in commodity prices over the
past few years,” says IHS Markit.66

58

The Money Project, “All the World’s Stock Exchanges by Size” (2016)
Economic Forum, “Why ‘emerging markets’ is an outdated definition” (2015)
60 Wall Street Journal, “Russia’s Cheap Stocks Show What ‘Value’ Misses” (2018)
61 Financial Times, “Brazil’s economy: from zombie to walking dead” (2018)
62 UBS, “Chinese equities”
59 World

63 https://www.cnbc.com/2019/02/15/cnbc-transcript-berkshire-hathaway-vice-

chairman-charlie-munger-speaks-with-cnbcs-becky-quick.html
64 Investopedia, “How does the price of oil affect Russia's economy?” (2019)
65 Observatory of Economic Complexity, Brazil (2018)
66 CNBC, “Brazil faces lopsided relationship with China as demand for commodities
slumps” (2016)

12 | P a g e

Recent history offers an example of this susceptibility.
Between 2013 and 2015, Brazil’s exports to China
dropped from US$46bn to US$35bn. “In two years,
Brazil lost almost US$51bn even when they shipped
almost 15 percent more volume/products.” 67 Oxford
Economics adds that Brazil will face even more
problems in the future as “China’s growth will be less
commodity-intensive in the next 15 years than in the
previous 15. The problem globally is that there are no
other countries with an economic size of China to pick
up the baton.” Commodity prices are unlikely to
recover to pre-2013 levels they add, and “that’s
hanging over the outlook on countries like Brazil.” 68
As Forbes writes, “Russia has more of a spring in her step,
with a badly sprang ankle…By comparison, Brazil is hobbling
along on crutches, with one of the crutches smaller than
the other.”69

“The rapid growth but the relatively
closed nature of the Chinese
economy and capital markets
provides not only significant
investment opportunity, but also
potential diversification benefits
from onshore Chinese assets for
institutional investors worldwide.”
- Willis Towers Watson, asset consultant.70

China on the other hand is like a world-class athlete. China
has six of the top 10 largest companies in the MSCI EM
index. No other country has more than one. Since China’s
assentation to the WTO, its economy has boomed.
According to the Financial Times, per capita urban
household income rose by 431% and consumer spending
equalled 90% of US consumer spending this year, up from
27% a decade ago. This transformation has made China
“one of the world’s most dynamic economies” according to
Willis Towers Watson, adding that “China’s importance on
the global stage is expanding.”

China is projected to have at
least four of the top 50 cities
by 2025 according to PwC.
Two of these, Shanghai and
Beijing, will have GDP growth
surpassing 6.5% until 2025.
In 2019, Shanghai has a metro
population of 34 million,
making it the largest city in the
world. Beijing has a metro
population of 24.9 million,
making it the second most
populated city in the world.

The company goes on to say that “the rapid growth but
relatively closed nature of the Chinese economy and capital
markets provides not only significant investment
opportunity, but also potential diversification benefits from
onshore Chinese assets for institutional investors
worldwide”.71 Furthermore, China’s tier 1 cities are
expected to enjoy average GDP growth of over 6.5% until
2025, according to PricewaterhouseCoopers (PwC)
projections. This is significantly more than Sao Paulo and
Moscow. Only the Indian cities compare says the Financial
Times. Additionally, “China will also have more world-class
cities in the top 50 than any other emerging market.” 72 PwC
adds that at least four of the top 50 cities will be Chinese by
2025. Again, India is the only comparable country.73
Willis Towers Watson “believe[s] that Chinese assets offer
compelling diversification benefits to typical investor
portfolios from a strategic point of view.”74 The points
expressed in this section highlight the compelling
opportunities available in China, especially when compared
to other EM classified countries.
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Why investing in EM indices is not enough to cover an
Asia allocation
The outsized role of Asia has been well established by
the arguments in this paper. And yet advocates of EM
Index allocations still testify that this passive approach
is sufficient to capture EM growth. They argue that
stocks in the MSCI EM index have over the past three
decades returned twice that of stocks in developed
markets, as measured by the MSCI world index.75 In
absolute terms, this is correct. The issue is that the
MSCI EM index fails to properly reflect the investment
opportunities in countries like China and other high
growth Asian EMs, to say nothing of the individual
opportunities within these countries.
Most participation in the Chinese A-share market occurs
through passive EM investment. Investors place their faith
in MSCI and its ability to select stocks appropriately.
However, a close inspection of the MSCI China A-share
inclusion index reveals a heavy concentration in lowgrowth, old-economy sectors such as finance (33.86%),
industrials (11.61%) and real estate (4.9%). Only a third of
the index is made up of new-economy, consumer-driven
sectors like healthcare (6.29%), information technology (IT)
(7.54%), consumer discretionary (7.55%) and consumer
staples (15%).76 UBS believes that these “sectors will
continue to grow at a faster pace than developed markets
over the next several years.”77
Worryingly, UBS believes this growth may not be fully
captured because “China equity benchmarks generally tend
to be behind the curve and backward-looking when it
comes to changing sector weights, which will put index
investors at a disadvantage”.

China's IT sector is
expected to grow by at
least 9% in 2019. The IT
sector was valued at
US$2.32 tn between
Janurary and June 2018,
the equivalent of 38.2% of
GDP. This was an increase
from 32.9% in 2017.

This is particularly true in the IT sector, which is projected
to grow by at least 9% in 2019.78 According to the China
Academy of Information and Communications Technology
(CAICT), the digital economy/IT sector was valued at an
estimated 16 trillion yuan (US$2.32tn) between January
and June 2018. This is equivalent to 38.2% of GDP, an
increase from 32.9% in 2017. Already a considerable
proportion of total GDP, CAICT believes there is still plenty
of room to grow. 79 And yet a sector that comprises nearly
40% of GDP is only 7% of the China’s MSCI EM weighting. It
is nearly impossible to capture the growth of individual EMs
through a passive approach, let alone opportunities within
particular countries.
Consumer discretionary is also growing quickly but makes
up just 9% of China’s portion in the MSCI China A-share
inclusion. China is the world’s largest automobile market
with 28 million cars sold in 2018, 11 million more than the
US.80 Consumer spending, meanwhile, has increased every
year for the past decade, from around 150,000 CNY HML in
2010 to close to 350,000 CNY HML in 2018.81 As with
China’s tech sector, most institutional investors, with their
passive index allocation approach, reap little from these
opportunities.
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JPMorgan Chase also highlights the shortcomings of the
MSCI’s index and investors’ passive approach, saying that
personal consumption contributed around 75% of growth
in the fourth quarter in 2018: “Today, personal
consumption has been so much more important in driving
China’s GDP growth and this transition will continue – [with
China] becoming less reliant on investment and exports and
more reliant on personal consumption and services.” 82 It
would therefore be advisable to focus on high-growth
consumer-centred sectors. Willis Towers Watson adds that
“Chinese assets offer access to cashflows that are linked to
an economy that provides fundamentally diverse drivers of
cashflow generation such as the expansion of the large
Chinese middle class.”83 Similarly, UBS says that despite the
slowing growth and high debt, it believes “the growth of
[China’s] consumer-based economy creates opportunities
for investors, especially as domestic markets open further
to foreign investors.”84 Effectively capturing growth
opportunities such as China’s growing middle class is not
possible with an MSCI EM Index allocation.
The second big criticism of investors’ passive EM approach
is that it underplays the opportunities in China. China’s
equity market is large, deep and liquid. Even back in 2012
the mutual fund market in China was worth US$360bn. 85 By
2025, the market size is predicted to reach US$7.5tn,
making China the “single largest growth opportunity”
according to The Financial Times.86
Despite the enormous economic output and potential for
long-term growth, many investors are under-allocated. A
typical EM allocation is about 10% of a portfolio. This
means China only represents 1% to 3%, a massive underallocation in a supposedly globally diversified portfolio.
Even if 20% of an investor’s portfolio was allocated to EM,
China would only represent 2% to 6%. Meanwhile, some
investors have upwards of a 40% allocation to the United
States.87

growth goals. The only way to effectively do so is through a
dedicated allocation.
A valid criticism of Asian markets is that they aren’t as
sophisticated as developed markets. It is true that EMs
have experienced higher market volatility than developed
countries. An average EM country “has experienced five
times more drawdown than the S&P 500.”88
This, however, is an unfair comparison. Each constituent of
the MSCI EM index is different, with varying economic
drivers. “For active managers, the volatility of emerging
markets is a source of opportunity,” says Investments &
Pensions Europe.89 JP Morgan believes that A-shares offer
great potential during global market volatility because
“mainland China shares have a lower correlation with
global equity markets than their so called H-share
counterparts in Hong Kong, and represent an opportunity
for diversification when US stocks are weak.” It goes on to
say that “foreign investors can take advantage of the low
correlation relative to global equities.” 90

“For active managers, the volatility of
emerging markets is a source of
opportunity”
- Investments & Pensions Europe91
In Asia, a passive-style approach makes less sense. Morgan
Stanley Wealth Management found that an active
management approach is often preferable to a passive
approach, especially in improving risk-adjusted returns. This
management style is also most effective when there is
significant market stress and volatility, which provides
potential for increased returns. This makes an active
management strategy particularly effective in EMs, which
tend to experience more volatility.

Is the US market 40 times more important than China?
Given that the size of China’s economy has already
surpassed the US in terms of purchasing power parity, we
think not. Many investors should therefore increase their
China allocations to capture their long-term portfolio
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Morgan Stanley found that passive strategies proved to be
better than active strategies when “specific securities
within the market are highly correlated or moving in
unison.”92 However, JP Morgan argues that, “China shares
have a lower correlation with global equity markets.” This
makes a passive approach unsuitable for Asian markets. An
active approach effectively captures growth in EMs because
not all stocks are of equal quality; investors need to cherrypick high-quality stocks.
Stonehorn Global Partners’ view is to avoid Asian ETFs.
With arguably one of the strongest fundamental, bottomup approaches using Environmental, Social and Governance
(ESG) factors, over the last decade Stonehorn has visited
many companies we believe to be not worthy of
investment. Stonehorn Global Partners believes that the
ESG investment criteria is the most important consideration
when investing in Asian companies. An ETF makes no such
distinction.

that industry,” says China’s regional head of Franklin
Templeton Investments. Franklin Templeton also add that if
a portfolio looks exactly like an index, it is not possible for it
to “be protected from the worst of the market's downward
movements … ‘True’ active managers can offer a wider
range of potential results, including more upside.” 93
Although a passive approach may be cheaper, easier and
more convenient, EMs are not as sophisticated, often
experiencing greater volatility. The governance quality is
also lower.94 This often means that an on-the-ground,
active investment approach is necessary to cut out lower
quality stocks which don’t comply with ESG standards. This
additional workload often entails higher costs and explains
why it cannot be easily brought in-house by some asset
managers; the rewards, however, are higher returns and
stronger risk management.

If the market struggles, “passive ETFs for that market
typically feel the entire brunt of the downward movement.
An entire sector could be on the brink of failure and a
passive ETF would stay fully invested in the biggest firms of

Asset management fees are currently in a race to the
bottom. There should not be a race to the bottom in
investment quality and due diligence. “Growth
opportunities for institutional business in China are
potentially substantial,” says UBS, if only they made a more
concerted effort to look for them.”95
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The Future of China and MSCI’s China A-Share
inclusion
In February 2019, MSCI announced its decision to increase
the weighting and breadth of China A-shares exposure in its
EM index. This process will be completed in three steps,
which will see the inclusion factor increase from 5% to 20%
by November 2019. Whilst investors are excited by this

news, these new opportunities only scratch the surface of
China’s growth story. At a 5% inclusion, China and its Ashares make up a combined 31.3% of MSCI’s EM index. If
100% of A-shares were included, China would constitute
42% of the index according to MSCI.96

MSCI EM Index with 5% (Left) and 100% (Right) China A Shares

Other
34%

A Shares
1%
India
8%

Taiwan
11%

China
26%

Other
29%

China
31%

India
7%

Korea
15%

A Shares
16%
Taiwan
9%

Korea
13%

Figure 5. MSCI EM Index with A-share inclusion. Source: MSCI

Some very smart people are wading
in [to China] and in due course I
think a lot more will wade in. The
great companies in China are
Cheaper than the great companies
in the United States.
Charlie Munger, Vice-Chairman Berkshire
Hathaway.97
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Suggestions moving forwards
For the reasons outlined in this paper, investors should
consider rethinking the way they approach investing in
EMs. China, India and Asia in general are too important and
too big to be treated in the same way as Brazil and Russia
and other EMs. Asia and especially China, should be a
separate mandate within investors’ international shares
allocation. This way, investors will be suitably exposed to
China’s growth potential.
It is also important to note that just because China’s GDP
growth may be slowing, it is manageable. New industries
are emerging. China will be a world leader in many new
technologies in the years to come. The Central Government
has mandated certain ‘new economy’ sectors including
batteries, robotics, AI, high-speed rail, 5G and other tech
sectors as a priority in the Made in China 2025 program.
These high growth sectors benefit from the tailwinds from
Government support. Another sector to note is the internet
as China now boasts over 800m internet users, 98% of
them are mobile. Consider the long-term potential of ecommerce, online subscriptions businesses, instant
messenger applications (apps), mobile apps, smart
speakers, online classifieds and any offline to online
business model. These are big opportunities which are high
growth. Further, the Chinese A-share stock market remains
inefficient and the vast number of opportunities remain
undiscovered or undervalued. This is an enormous
opportunity especially as the market opens to more foreign
investors. According to UBS, “the market still does not
recognize the long-term significance of agreements to open
China’s domestic stock exchanges to the global market.”98

Howard Marks from Oaktree Capital
said he views Europe and Japan as
"economic senior citizens" and the
U.S. as a "mature adult," while he
likened China to an “adolescent"
with its best years still ahead.99

Stonehorn Global Partners is invested in China, including
China A-Share companies, and believes investors should not
let benchmark weighing drive investment decisions. This
view is shared by many. Chinese market indices are behind
the curve in recognizing the growing importance of private
enterprise,” says UBS. A passive allocation to China also
means you’re buying many old-economy sectors such as
Chinese banks and other State-Owned Enterprises (SOE).
The benchmark has a greater weight to old-economy
sectors than new economy sectors. This strengthens the
case for rethinking a passive Asia approach. “The SOE
sector is still too high and we expect benchmarks to further
increase the weighting of new-economy sectors in the
future. Investors that position themselves in advance of
benchmark weight changes can benefit,” UBS adds.100
Investors should therefore position themselves ahead of
these benchmark changes by reconsidering MSCI’s
guidance, instead making dedicated allocations to Asian
markets, particularly China and India. This would put
investors ahead of the curve, rather than behind it.
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Conclusion
The EM term is misleading and outdated; it has no place in
today’s world. Its continued use is also costly. Assetallocating to an EM index has entailed making less money
than focusing on Asia. It is, however, not too late. China,
India and other Asian markets will continue to be the
dominant drivers of growth over the coming years. A
dedicated allocation to these countries is likely to pay
handsome dividends for many years.
According to the International Monetary Fund’s
classification of EM, they account for over 59.8% of global
output (as measured by PPP). However, this wealth and
growth is not evenly distributed. China and India alone
account for 27.31% of global economic output, a figure
projected to grow to 31.2% by 2024. Meanwhile, countries
like Brazil and Russia stagnate.101
By 2050, China’s projected share of world GDP (based on
PPP) will be 20% and India will surpass the US, becoming
the world’s second largest economy.102

Effectively capitalizing on this growth requires more than
investing in the MSCI EM index – a mismatch of 23
countries – and making a dedicated China/Asia allocation.
MSCI state themselves “the ongoing liberalization of the
domestic Chinese capital market has the potential to
transform the characteristics of the equity segment and its
role in global portfolios… [raising] the prospect for investors
of making dedicated allocations to China.”103
Investors should consider all the points outlined in this
paper, along with MSCI’s own guidance, and consider a
specific China/Asia mandate as part of their International
Shares mandate to provide opportunity to the remarkable
growth story that is Asia.
In summary with all the data, facts, views and opinions the
conclusion is clear… allocate to Asia.

Emerging Market “indices embrace
such a collection of incongruous
assets, that they misdirect investors
and potentially reduce returns”
- The World Economic Forum104
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