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“Newton’s Prism”

saac Newton accomplished many things during his lengthy life. For
starters, much to the dismay of high school students, he assisted in
the creation of calculus. His seminal book Principia is recognized
as one of the great works in the field of science. Newton’s
contribution to the study of gravity helped to change the world.
Additionally, he invented the first telescope; contributed to the
study of comets and tides; and developed the field of classical mechanics.

and-comer. America in the late eighteenth century is a great example.
Having just recovered from the Revolutionary War, America was a loose
confederation of thirteen colonies with individual laws and currencies. The
colonies were also on the verge of defaulting on their debt, and there was
no economy to speak of. Remarkably, today the U.S. is the wealthiest and
most powerful nation in the world. This is the exact transformation that
emerging market investors seek.

Interestingly, Newton did not study math and science until college. After
high school his parents forced him to become a farmer. Ultimately a sharpeyed relative took control of Newton’s future and enrolled him at
Cambridge University. Before he was allowed to begin classes at Trinity
College, Cambridge, he earned his way in by performing valet duties for the
first year. I’ve always found it ironic that the world’s greatest scientist did
not begin studying science until he was almost twenty years old.

The investable history of emerging market equities is relatively short: In
1986, the International Finance Corporation, a subsidiary of the World
Bank, hired Capital Guardian to develop and run a $50 million closed-end
fund. Prior to that point in time investors did not have an avenue to broadly
invest in the developing world. By the next year MSCI had developed the
first equity indice, which began operating in 1988, and the
institutionalization of the emerging markets began.

Once he got started, he was an immediate superstar, mastering virtually
every subject. Later in life, after either contributing or inventing to every
known field of science in the seventeenth century, Newton threw his
immense intelligence into other endeavors – serving as a member of
Parliament; being appointed the Master of Royal Mint (where he
revolutionized England’s coinage system); and being elected President of
England’s prestigious Royal Society. Interestingly, Newton was known as
somewhat of an investor, ultimately losing most of his fortune in the South
Sea Company scandal – one of the greatest bubbles in economic history.

Today, the primary emerging market (EM) equity index is the MSCI Index.
The MSCI EM Index is $3.6 trillion in market capitalization, which is tiny
compared to the S&P 500’s market cap of $19 trillion; the EAFE (Europe,
Australia, Far East) at $15.2 trillion and the ACWI (All Country World)
which is $39 trillion. Currently, there are twenty-three countries in the
index and the five largest are China, South Korea, Taiwan, India and South
Africa -- there are over 800 individual companies comprising the index.

Newton is universally known for his contributions to the study of gravity.
As most everyone knows he coined the phrase “for every action there is an
opposite reaction.” To explain the effects of gravity scientific folklore has
handed down the tale that Newton’s gravity studies were profoundly
influenced by his watching an apple fall from a tree. Newton also pioneered
research into optics, spending considerable time on advancing the study of
light through the use of prisms.
Thus, it is with a nod to the great Sir Isaac Newton that I begin this
newsletter on emerging market equities.

The Development of Emerging Market Equities
The thing that’s fascinating about emerging markets (the terms developing
countries and emerging markets/countries are often used interchangeably)
is that at some point in time virtually every country in the world was an up-
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Strangely, there is no universal definition of what constitutes an emerging
country. The strongest categorical attribute of a developing country is that
Gross National Income (GNI) per capita is less than $15,932 annually. For
comparison, the U.S. GNI is at $55,000. The spread in GNI among
emerging countries is large, as Chile is over $15,000 and India is the lowest
at $1,570. Additionally, local developing markets must have some degree
of stock market accessibility and liquidity to be included in the MSCI
Emerging Market Equity Index. If individual countries fail to meet these
criteria they are classified a frontier market, which is a level below
emerging.
The primary reason investors seem to desire exposure to emerging markets
is based on the concept that rapid GDP growth must offer ample opportunity
for high returns. In other words, a country growing its GDP at 6% - 8% will
have equity returns that are much higher than a country with 0% - 2% GDP
growth.
Academics have researched the correlation between high GDP growth and
equity returns in great depth and the results are surprising. In 2002, three
London Business School Professors released an outstanding book entitled
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Triumph of the Optimists. One of the themes of the book is that there is
effectively no correlation at all between a country’s high growth rate and its
equity returns – In fact, the correlation is virtually zero. Furthermore, the
real returns of the lowest growth countries are virtually even with the real
returns of the highest growth countries over the past 45 years. There may
be excellent reasons to invest in emerging markets, but GDP growth is not
one of them. Myth One – Emerging markets are attractive due to higher
than average GDP growth rates.
In the graph below you will note the historical risk and return statistics for
emerging markets compared to the S&P 500 since EM’s inception in 1988.
As you can see, U.S. stocks and emerging markets had almost identical
returns over this almost thirty-year period. Importantly, when a measure of
risk (volatility) is incorporated in the right-hand axis, the risk in EM has
been almost 70% higher. Thus, to generate approximately the same return
investors have had to commit to much greater volatility.

Many investors are attracted to the emerging markets due to their perceived
inefficiencies. The index is large, consisting of many countries and
hundreds of companies. The dissemination of information among investors
is not nearly as tight and pervasive as it is in the developed world.
Consequently, the EM must provide tremendous opportunities for stock
pickers or fundamental based investors. Below you will find a graph that
reviews the return of the median emerging markets equity manager over ten,
fifteen, and twenty years.

MSCI Emerging Markets vs. Morningstar Median
Annualized Returns
9.0%

Since Inception -- 1988 -2015

8.0%

12%

7.0%

S&P 500

10%

MSCI EM
Annualized Return

Emerging Market Manager Returns

Morningstar Median
Manager
MSCI EM

4.0%
6%

7.8%

6.0%
5.0%

8%

7.4%

5.0%

4.6%

5.3%

3.8%

3.0%
2.0%

4%

1.0%
2%

0.0%

10 Years
0%
0%

5%

10%

15%

20%

25%

Standard Deviation
Source: eVestment and Monticello Associates

Real world experience supports this as well. While emerging markets tend
to perform adequately in up-markets, they really lag in down markets. They
have under-performed, often dramatically, in every single negative global
stock market since their inception. It’s no surprise as to why: EM’s
illiquidity and small size are very vulnerable to sharp out-flows -- Since
1998 there have been three drawdowns greater than fifty percent.
Another factor investors consider when investing in developing countries is
the diversification benefit. When emerging markets were launched in 1988
their correlation to U.S. stocks could often be under 50%, which is
advantageous. However, over the past fifteen years the correlation between
the MSCI EM and the S&P 500 has averaged 70%. In an overall portfolio,
there isn’t a large diversification benefit from owning an asset class with a
70% correlation to the S&P 500. Investors generally are searching for much
lower correlations or even negative correlations if they are seeking true
diversification benefits. Myth Two – Emerging market equities offer
superior risk, return and diversification benefits.
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As you’ll note, the median EM manager trails the MSCI EM Index for all
time periods shown from ten to twenty years. This means that the average
emerging market equity manager has trailed the index over all time periods
shown between ten and twenty years. Additionally, as you’ll see in the table
below, the spread between the twenty-fifth percentile of funds (first
percentile indicates the top-performers and 100th the worst) and the seventyfifth percentile of funds is less than two percent. This is critical because
institutional investors will often look at the difference between the twentyfifth and seventy-fifth percentiles as a proxy for a market’s inefficiencies.
The higher that performance spread is, the greater the opportunity for the
selection of managers who can sharply out-perform. In the case of U.S.
private equity or venture capital manager returns, this performance spread
can often be twenty-five, fifty, or even seventy percent. This is a crucial
reason why institutional investors are so attracted to these asset classes. In
the case of emerging markets, not only does the average manager tend to
under-perform, but the spread between the best and the worst performers is
tight. Thus, there is a lower probability of selecting individual managers
that out-perform, and if managers do generate out-performance, it will
likely be by a small amount. Myth Three – Emerging markets offer
investors much greater inefficiencies and, consequently, an easier road
to out-performance.
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2002-2007 -- The Great EM Bull Market
Clearly, there have been periods of out-performance for
emerging markets, or they would have absolutely no interest for
investors. The most recent period of out-performance was
dramatic and brought substantial capital flows into the
developing world.
During 2002-2007, emerging market equities posted dramatic outperformance, earning 29% annualized for the period, compared to the S&P
500’s 6.1%, and the MSCI EAFE at 14.8%. During this six-year run, EM
became quite popular and many investors dramatically upsized their
allocations due to the sizeable out-performance.
However, it’s worth taking a closer look at this period of torrid performance.
I believe there are three primary reasons why this bull market happened,
and all three may be somewhat unique to this period.
First, valuations (always the significant driver of future returns) were at
close to an all-time low. In early 2002, the MSCI EM Index was selling at
7x earnings -- it had only been lower once in its history. In early 2002, the
U.S. stock market was selling at close to 25x earnings -- more than triple
the valuation of emerging markets. This pricing schism between the S&P
500 and MSCI EM indices was immense, in fact, the ratio had never been
larger. Predictably, emerging markets (which were out of favor at the time
due to the aftereffects of the Asian financial crisis) went on a strong run and
U.S. stocks (which were priced for perfection) struggled. Thus, the
dramatic out-performance period during 2002-2007 was greatly assisted by
excessively low starting EM valuations.
Secondly, the U.S. dollar was significantly weak during this period.
Typically, a weak dollar is a strong performance tonic for foreign equities.
The history of this relationship is nicely summarized in the following graph.
As you’ll note, there is an inverse relationship between the U.S. dollar and
EM equities. Significantly, there has not been a single sustained period in
history since the inception of the MSCI EM when emerging market equities
have out-performed in a strong dollar environment. Alternatively, during
2002-2007 the dollar weakened by more than fifty percent from a near alltime high in early 2002. Obviously, when combined with almost record
low-valuations, the massive decline in the dollar also helped to fuel the
mammoth EM bull run.
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Source: Bloomberg and Monticello Associates

Finally, the period 2002-2007 was a time of unprecedented growth in China.
During this six-year period, China more than doubled its overall economy,
growing from $1.4 trillion to $3.5 trillion in GDP. In 2006 alone, China
grew its GDP at an astonishing 12%, and then followed that up with a
growth rate of over 14% in 2007. The modern world has never seen
anything quite like the Chinese economic miracle. In less than forty years,
China has grown from one of the world’s smallest economies to the world’s
second largest economy, currently topping $11 trillion in GDP.
Importantly, during this period China became the world’s largest consumer
of most commodities. This was significant as many developing countries
rely on producing and exporting natural resources as a primary growth
vehicle. As 2015 demonstrated, the fabled commodity super-cycle of 20022007 was a myth, and in the end it was just China gobbling up steel,
aluminum, copper, iron ore and coal.
Currently, Beijing has been very clear that the rampant build-up of modern
day China’s infrastructure is over and the transformation from an industrial
driven economy to a consumer-led model is well underway. This is a
distinct negative for many developing countries, as many were heavily
geared to an industrial China. Nevertheless, we are unlikely to see this sort
of commodity-fueled build-up occur on this scale ever again. Remember,
China went from a $189 billion economy to become the world’s second
largest economy at over $11 trillion in GDP in less than four decades -- That
is an appreciation of 6110%!
Finally, in addition to the U.S. dollar direction, emerging market equities
are greatly influenced by U.S. retail investor mutual fund cash flows. This
makes sense, albeit it’s not readily apparent. It’s important to remember
that in almost all emerging markets there is a distinct lack of a domestic
investing class. In America for instance, almost fifty percent of the
population owns equities in one form or another. Pension funds,
endowments and foundations are also large, perpetual investors in the U. S.
Market. In the developing world, due to much lower overall incomes and
the lack of institutional investors, overall equity ownership barely exists. In
China for instance it’s roughly five percent and pension funds, previously
prohibited from equity investment, have only just started investing in
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stocks. Regarding India, foreigners are responsible for almost $300 billion
in equity investments while local institutional investors are only $60 billion.

all well-known multi-national companies, share an extensive history in
virtually every corner of the developing world.

Consequently, that leaves developing countries enormously vulnerable to
the cash flow decisions of foreign investors. When EM equities are
attractive and soaring, American investors pile in and drive prices higher.
On the other hand, investors quickly pull their funds when developing
countries find themselves in yet another crisis.

Nestlé first expanded in China in 1908, while Unilever set up its operations
in India in 1913. Colgate-Palmolive was a late-comer in South America,
launching its efforts in 1927.

Year of First Entry into Region

Starting in 1996, every single sharp drawdown in emerging market equities
has been accompanied by selling by foreign investors. During just three
months last year, U.S. investors yanked $20 billion. This phenomenon, of
an unsteady capital base in emerging markets, is global as recent data
suggests global investors pulled $70 billion as well in 2015. Remember,
many of the developing markets are very small and lack significant
liquidity, and selling pressure can have dramatic effects. This relationship
seems abnormally strong and it makes intuitive sense. After all, the
developing world is prone to governmental, economic and financial crises,
which are somewhat frequent. Due to the high overall volatility in emerging
market equities, the drawdowns can often initially be violent. Once they
happen investors redeem quickly, making the negative market even worse.
Because there is generally not a strong local market to offset these sharp
withdrawals, developed world investors have had a large role in
determining the path, both positive and negative, in the EM world.
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Source: Emerging Global Advisors, publicly available company data
and Monticello Associates

All three of these companies, as well as many others in the U.S. and Europe,
became experts at establishing and developing new markets and ultimately
driving substantial revenue growth. As you’ll note above, all three
companies listed receive more than 50% of their sales from emerging
markets, effectively rendering them as de facto emerging market
companies.
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While institutional investors were denied the opportunity to invest broadly
in emerging markets until 1988, individual western companies have been
building their businesses in the developing world for over one hundred
years. As you’ll note in the table below, large multi-national businesses are
significant players in EM markets. Nestlé, Colgate-Palmolive and Unilever,
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Institutional investors love to seem clever.
After all, buying great assets and letting them
compound at a competitive return gets a bit
boring. Warren Buffet has always been an
advocate for periodic inaction, once describing
his investment philosophy as Lethargy
bordering on sloth should remain the
cornerstone of an investment style.
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The relationship between EM mutual fund cash
flows and investment performance at times is so
strong that it’s led us to believe that emerging
market equity performance can be much more
technical in nature, i.e. dependent on fund
flows, than fundamental, i.e. the growth in a
company’s earnings per share. In other words,
when cash flows are robustly positive most
countries and companies perform well and the
MSCI EM Index soars. On the other hand,
when investors are redeeming there is no room
to hide, no matter how strong an individual
country or company’s fundamentals are. Myth
Four – Emerging market equities offer
investors compelling opportunities to
capitalize on investment fundamentals.

China

Source: Bloomberg and Monticello Associates

Moreover, their stock returns reflect this strong commitment to emerging
markets as it’s been substantially accretive to earnings. In the graph above,
you’ll see the individual stock returns of Colgate-Palmolive, Nestlé and
Unilever compared to the MSCI EM Index.
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All three companies show considerable out-performance when compared to
the MSCI EM Index. Colgate’s return is almost 40x, while Nestlé and
Unilever have returned close to 25x. The MSCI EM Index has had credible
performance during this period, returning almost 11% and producing a
cumulative return of almost 10x.
Investors often overlook investing in something as sleepy as ColgatePalmolive – after all finding the next hot big data company in Burkina Faso
is much more exciting. However, it’s difficult to deny that compounding
shareholder returns at 11% - 15% for almost forty years is compelling, and
it’s led to substantial cumulative returns. Remember, 14% per annum
doubles the capital every five years, more than quadrupling the investment
over ten years. As indicated, Colgate-Palmolive, Nestlé and Unilever,
which have market capitalizations of respectively $57 billion, $230 billion
and $124 billion, do generate more than one-half their revenues from the
emerging markets. Based on sales alone, the three companies would seem
to dominate their emerging market competition. Moreover, all three
companies are listed on either the New York, London or Swiss stock
exchanges. This is crucial, as all three exchanges are based in countries that
have strong, representational democracies, rapidly enforce the rule of law,
and have broad, deep capital markets offering the greatest liquidity in the
world. These three attributes would seem critical to investment success, but
are often missing from emerging markets. Obviously, the risks of buying a
company on the Mumbai or Shenzhen exchanges are considerably greater
than buying shares on the New York Stock Exchange.

Conclusion
While investors seemingly may not find owning shares of large multinational companies with a huge footprint in the developing world trendy -it sure has worked, providing spectacular shareholder returns. However,
I’m not writing to recommend investors shed themselves of emerging
market holdings at this point in time. That decision would be too easy.
Flows out of EM funds were dramatic last year and the U.S. dollar has
displayed unprecedented strength in the past eighteen months -appreciating against virtually every currency in the EM world. As I’ve
discussed, EM equities are enormously vulnerable to these two macro
trends and, having suffered through a rough patch of performance, you’d
have to think the dollar will eventually reverse its course and fund flows
will once again become positive. While I’m not certain of the timing of
these dynamics, I am certain they will happen. They’ve never failed to
happen, and investors will once again see out-sized returns.

Moreover, the number of middle-class citizens in the developing world is
projected to reach almost 2 billion by 2020. Obviously, this dwarfs the 77
million Baby Boomers born after World War II, a generation that’s had a
profound impact upon demographics within the United States.
Consequently, McKinsey forecasts that consumption in emerging markets
will almost triple over the next decade, rising from $12 trillion to more than
$30 trillion by 2025. Assuming this happens, the developing world’s share
of global consumption will increase from 32% to 47%. In China alone the
middle class is expected to increase from 6% of the population in 2010 to
51% by 2020 – that’s more than 600 million Chinese moving from lower
income to middle income. This amount of new middle-class Chinese
citizens is almost double the total amount of America’s total population. As
incomes appreciate, consumers buy more products. They migrate from
buying more daily items to higher quality daily items. Ultimately,
consumers buy larger ticket goods and services such as automobiles, homes,
and education, and increase spending on recreation and travel.
These demographics are massive and will provide investors with substantial
opportunities over the next three decades. Utilizing an approach that
combines multi-national American and European companies with emerging
market managers capitalizing upon these local consumer trends makes
sense. While the history of emerging markets has been modestly
disappointing, it hasn’t been a failure and certainly now is not the right time
to exit. Additionally, the performance of large multi-national companies
benefitting from their presence in the developing world has been spectacular
– the blueprint for success is clearly there.
In conclusion, it is worth returning to Isaac Newton. Because Newton was
one of the world’s first great scientists, there were people at the time who
felt that Newton discovered too much; critics suggested there was beauty in
unknowingness. Writing several hundred years after Newton, England’s
famed poet John Keats complained about Newton destroying the mystery,
or magic, of the rainbow by releasing his work on light and prisms. Lack
of knowledge may be an attribute in chasing rainbows, but it is a distinct
liability in investing.

Instead, investors should focus on owning the right type of emerging market
equities. The reason that Colgate, Nestlé, and Unilever have performed so
well for such a long time is that they are consumer product companies
capitalizing upon opening new markets, which are dependent upon per
capita income growth. It is my opinion that the greatest strength of the
developing world is rising annual incomes. It is stunningly powerful and
should continue for decades in its determined march upward.
Emerging markets currently account for more than eighty-five percent of
the world’s population and much of that population has previously led a
subsistence living. However, there is an income growth boom unfolding all
over the world as China, India, Indonesia, most of Latin and South America
and Africa expect their citizens’ incomes to rise over the next two decades.
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S&P 500 Index Performance in Presidential Election Years, 1948-2012
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The U.S. election is likely to put a damp blanket on the equity markets during 2016.
With candidates as diverse as a life-long socialist who honeymooned in communist Russia, and a capitalist reality TV star currently gaining traction, investors
are unlikely to get clarity on new directions in economic policy until late in the year. History has frowned on open election years – as you can see in the
graph above, open election years, an election which does not involve an incumbent, have produced a negative return on average since World War II.
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