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EXECUTIVE SUMMARY
Across regions and asset classes the inter-
national equity markets offered investors little
encouragement in 2008 as the effects of the
subprime mortgage crisis, which began in the
United States in late 2007, toppled financial
institutions and forced governments to reach
deep into their monetary and fiscal policy
toolkits. While the crisis and downward
pressure originated in the developed world,
emerging market equities plunged, ultimately
underperforming developed markets.

Investors in emerging markets are
accustomed to higher volatility; however
the recent downturn has been particularly
striking. As governments rushed to rescue
banks – and the financial system overall –
and market conditions deteriorated, global
correlations tightened significantly across
all asset classes, including emerging mar-
kets. While we were not surprised to see
higher correlations among international
asset classes in a global financial crisis, the
“flight to safety” and resulting strengthen-
ing of the dollar further compounded the
selling pressure on emerging markets.

In some emerging markets, the intense
market outflows and resulting strains high-
lighted their immaturity. On the heels of
political and economic instability, the Karachi
Stock Exchange (KSE) in Pakistan imposed a
floor on market prices on August 27, 2008,
trapping many investors’ assets in the country.
As a result, MSCI Barra, the global index
provider, removed Pakistan from its Emerg-
ing Market Index in December. In Russia, as

pressure on the ruble increased throughout
August and September, the RTS Exchange
halted trading for two days in mid-September
after a one-day drop of more than 20%. Russia
has been significantly affected by the credit
crisis and its weight in the MSCI Emerging
Market Index declined by more than 50%
during 2008.

Despite disappointing performance in
2008, we believe the long-term investment
case for emerging markets is strong. We
expect emerging markets to continue to
struggle with higher volatility and asset
outflows from cautious investors in the
short-term. However, we believe many of
these markets still have high growth potential,
strong fundamentals, attractive valuations,
solid fiscal positions and may, in fact, lead
the recovery. Emerging markets still represent
9.5% of the world’s market capitalization and
we believe long-term investors should main-
tain a strategic allocation to this asset class.

EMERGING MARKET PERFORMANCE
Emerging markets, as measured by the
MSCI Emerging Index, returned –53% in
2008, underperforming developed markets
for the first time since 2001, as measured by
MSCI EAFE. Not surprisingly, Pakistan and
Russia were the weakest performing coun-
tries in 2008, each falling more than 70%.
Morocco and Colombia, which cumulatively
represent less than 1% of the benchmark,
outperformed all of the other emerging
and developed market countries, returning
–11% and –25%, respectively.
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At the sector level, defensive sectors fared the
best while financial and commodities-linked areas,
battered by the financial crisis and dropping global
demand for commodities, performed the worst. The
strongest sectors were health care, which returned
–18%; utilities, which returned –42%; and consumer
staples, which returned –35%. The biggest detractors,
based on their weight and return, were the financials
and energy sectors, which returned –61% and
–53% respectively.

POLITICAL AND ECONOMIC
UNCERTAINTIES IN PAKISTAN
Political conditions in Pakistan deteriorated
throughout 2008 amid tensions with NATO and
the United States over militant activity on the
Afghanistan border and the country’s alleged
covert assistance to rebel groups, tensions with
India, and pressure on President Pervez Musharraf
to resign. The worldwide slide in equity markets
placed additional stress on the country and the
value of the rupee declined, foreign exchange
reserves dropped to distressing levels, inflation
reached record highs and foreign investment fled
the country. Musharaff ’s government was distracted
from the economic crisis by the looming specter
of impeachment, which ultimately resulted in his
resignation in mid-August. Conditions continued

to decline throughout the early fall. In November
the IMF stepped in and approved a $7.6 billion
loan to the country in an attempt to restore
economic stability.

Reflecting the country’s dire political and
economic situation, Pakistan’s local KSE-100 Index
dropped by more than 40% between mid-April and
the end of August. Karachi Stock Exchange officials
struggled to limit negative performance by institut-
ing a more restrictive 1% “circuit breaker.” When
the circuit breaker proved ineffective, KSE officials
instituted a “floor” on the market on August 27, 2008,
sapping the market of liquidity and trapping many
international investors’ assets in the country.

MSCI Removes Pakistan

In early December, MSCI announced it would
remove Pakistan from the Emerging Market Index
series at the end of 2008 due to the deteriorating
condition of its market. The decision added further
selling pressure. The KSE responded to MSCI’s
announcement and lifted the previously imposed
floor on December 15, 2008. The removal of the
floor resulted in a significant drop in the KSE-100,
however the standard 5% circuit breaker limited the
extent of the fall. Instead, the KSE faced a slow
adjustment as the market searched for a bottom and
this factor, along with normal end-of-year illiquidity,

continued to make trading
conditions very difficult.

The removal of Pakistan
from the MSCI Emerging
Market Index had a minimal
effect on the Index’s composi-
tion. As of December 31, 2008,
Pakistan was the smallest
country in the index with a
weight of 0.09%. The country
represented 0.17% of the Asia
portion of the Index. The
removal of Pakistan had little
effect on the weight of coun-
tries in the composite index,
however China’s weight in Asia
increased by 0.06% to 32.69%
due to Pakistan’s removal.
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RUSSIA’S RECENT SLIDE
As Figure 2 indicates, Russia’s
long rally ended abruptly in
August 2008 in the face of a
global economic slowdown.
This was due to rapidly falling
oil and commodity prices and
the Georgian conflict. Trading
on the country’s primary
exchanges was halted numer-
ous times between September
and December due to daily
declines of greater than 5%.

Newly released economic
indicators also point to a sig-
nificant slowdown for Russia
in 2009. Industrial production
has slowed, companies have
announced significant budget cuts and gross
domestic product (GDP) growth estimates for the
country have been sharply downgraded in recent
months. Many analysts also are concerned about both
the level of short-term corporate debt – particularly
in the current liquidity environment – and the lever-
age of certain majority owners of Russian companies
in the face of falling asset values and margin calls.
Foreign investment, which increased significantly
in early 2008 driven by high commodity prices, is
expected to flow out in 2009 amid concerns over a
significant ruble devaluation and risk-averse
behavior by panicked investors.

Throughout Russia’s rally, the government
endeavored to avoid the mistakes of 1998, building up
a large fund designed to stabilize the budget when
oil prices fall. Using its reserve funds, Russia’s central
bank intervened repeatedly to defend the ruble,
decreasing its reserves by nearly US$150 billion
between early August and December 19, 2008.1 In
November, the central bank began to devalue the
currency in small, gradual steps, with many analysts
expecting an ultimate devaluation of 15% to 20%.
Despite the large amount of remaining reserves –
approximately US$450 billion as of December 19,
20082 – S&P downgraded Russia’s sovereign debt
rating on December 9, 2008, for the first time in

nine years due to the drawdown in foreign exchange
reserves the ruble-defense policy required.

In response to the economic crisis, Russia
announced a four-part comprehensive financial
stabilization plan, representing 13% of its GDP.

1. The government announced support for external
debt servicing through a US$50 billion facility at
the Vnesheconombank.

2. The government will provide support to banks
through subordinated loans in the amount of
US$35 billion.

3. The government will invest US$19 billion in
stocks and bonds in the secondary market.

4. The government has announced a US$130 bil-
lion uncollateralized loan facility by the Central
Bank of Russia to support the balance sheets of
top banks and encourage liquidity.

The government also plans to use its reserve fund to
plug holes in the budget due to lower expected oil
prices in 2009. It also has proposed a fiscal stimulus
package of tax cuts and fiscal spending.

While the scale of the plan indicates the govern-
ment’s commitment to stabilizing the country’s
economy and represents a vastly improved fiscal
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position from the last crisis in 1998, significant
doubts remain about the government’s ability to effi-
ciently implement the plan without falling prey to
corruption and cronyism. The process has little trans-
parency and the first loans were given to wealthy,
well-connected Russian oligarchs. Furthermore, inci-
dents such as the destruction and takeover of the
Yukos Oil Company have left observers nervous that
the government may use the financial rescue package
to effectively nationalize additional companies.

THE LONG-TERM CASE FOR
EMERGING MARKETS
Clearly, the market performance of emerging market
countries has been affected by conditions in the
United States and the rest of the developed world.
However, we believe emerging markets will surface
strongly from this downturn and possibly lead the
recovery due to sound macroeconomic fundamentals
and growth. When the global economy recovers, we
expect correlations between emerging and developed
markets to eventually drop.

Emerging Market Countries Are Better
Positioned for Strong Recovery

Many emerging markets have made great gains in
diversifying their economic exposure so as to not
depend entirely on the United States as a market for
exports. While exports to the United States slowed
in 2007 for most emerging markets, exports to other
emerging market countries increased. For example,
half of China’s exports now go to emerging econo-
mies, and South Korea’s total exports rose by 20% in
the 12-month period ending February 2008, while
its exports to the United States decreased by 20%.3

Many emerging markets
have used the boom of the
past few years to improve
their fiscal position, building
up record reserves and fiscal
surpluses. The improved posi-
tions of these countries have
given them the flexibility to
respond aggressively to the
economic slowdown and

many countries have initiated significant, sophisti-
cated measures. China, for example, has initiated a
package representing 7% of GDP consisting of exten-
sive tax breaks, government subsidies and increased
spending on infrastructure. Most emerging market
countries, including China, India and Korea, have cut
interest rates in an effort to stimulate their economies.

But not all emerging market countries have made
improvements. Turkey, for example, is running a
sizeable current account deficit and has large
foreign debts.

Valuations Have Fallen Even as Some
Developing Economies Are Projected to Expand

In recent years price/earnings (P/E) ratios in emerg-
ing and developed markets have converged, which
led some analysts to argue that emerging market
equities were no longer a good value. However, P/E
ratios have fallen significantly in recent months, a
fact that has been ignored by investors focused on
shifting capital to asset classes perceived as less risky.
As Figure 3 illustrates, forward P/E ratios within
emerging markets have dropped from their October
2007 peak and are again trading below both devel-
oped market and emerging market historical levels.

Figure 4 illustrates that emerging markets also
are currently trading at an all-time low trailing
price to earnings ratio.

Although the United States and other developed
economies are expected to contract in 2009, some
emerging market countries continue to expand (see
Figure 5). China, India and Brazil are expected to
grow at or above 3% in 2009. While these growth
rates are weaker than those of previous years, they
are robust relative to developed countries.



FIGURE 3 : FORWARD P/E RATIOS

Historical Average
October December (June 2003–
2007 2008 December 2008)

MSCI Emerging 18.49 8.6 10.9

MSCI EAFE 13.8 9.8 13.9

Source: MSCI Barra



THE IMPORTANCE OF A DIVERSIFIED
EMERGING MARKET STRATEGY
The events of 2008 have underscored the need for,
and value of, a diversified international and emerging
markets exposure. Many emerging market investors
in the recent past focused on concentrated allocations
to countries like Brazil, Russia, India and China –
often referred to as BRIC – a strategy that proved
ineffective during the market turmoil. Despite the
strong predicted 2009 growth rates in China, India
and Brazil, also holding smaller emerging market
countries is important because they have the potential
to “grow up” and may offer significant benefits in
the future. Furthermore, over the last year investors
holding a concentrated position in the BRICs,

which returned –59.4% in 2008,
would have underperformed those
holding a broad emerging markets
exposure, which returned –53.33%
in 2008. BRIC countries also exhibit
significantly higher volatility (see
Figure 6) and significantly higher
average cross-country correlations
of 55% as opposed to 46% for the
broad Emerging Markets Index.4

In recent years, correlations
between developed and emerging
markets have increased slowly
due to economic integration and
a trend toward institutional
investors reducing their home-
country bias and seeking diversified
international portfolios. The global

financial crisis magnified that pressure, and
correlations between developed and emerging
markets have risen significantly in the short term.
For the one-year period ending December 2008,
emerging markets exhibited a correlation of 85%
with the S&P 500 and 97% with MSCI EAFE.
Despite all these trends, emerging market correla-
tions remain lower than those between developed
markets, as shown in Figure 7. Investors interested
in broadening their exposure beyond large-cap
emerging markets may further diversify their
portfolios with allocations to emerging small
cap and frontier markets.

We have long advocated a complete international
equity exposure, and institutional investors are begin-
ning to examine their international asset allocation
similar to the way they view their U.S. portfolios.
This resulted in an increased interest in sub-asset
classes such as developed international small cap and
emerging markets small cap.While emerging market
companies like Samsung are highly integrated with
global equity markets and global business cycles,
smaller emerging market companies are affected
more by local and regional factors and can offer
valuable diversification benefits. Also, small compa-
nies have historically led the way out of a recession,
so they may be among the first to rebound.
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In addition to the diversification benefits emerg-
ing small cap equities, as measured by the MSCI
Emerging Markets Small Cap Index, historically
offered, these companies are currently trading at a
forward P/E ratio of 6.7 and offer a dividend yield
of 4.9%.5 In comparison, the forward P/E ratio and
dividend yield of the Russell 2000 as of December
2008 are 12.4 and 1.8%, respectively.

Frontier markets, another sub-asset class
currently receiving significant attention, are in
their infancy and have attracted attention due to

their growth potential. Frontier
markets are the next generation
of emerging markets and repre-
sent approximately 1% of the
entire international equity uni-
verse. These markets tend to be
developing countries with high
rates of economic growth and
small, relatively illiquid stock
markets. Investors may see
countries like Croatia, Kenya,
Kuwait, Vietnam and Panama
in a frontier market index.

Frontier markets have similar
characteristics to those of
emerging markets in the early
1990s – the asset class currently
represents 1% of global market

cap, the same percentage emerging markets repre-
sented in 1988. Some investors argue that the fron-
tier markets are even more attractive because their
average GDP per capita is significantly higher
today than the GDP per capita of emerging markets
in the 1990s. We encourage sophisticated, long-term
investors to explore a diversified exposure to this
asset class while being mindful of the higher political,
regulatory and operational risks in these markets.
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FIGURE 7 : MARKET CORRELATIONS BETWEEN JANUARY 2008 AND DECEMBER 2008

MSCI Developed Emerging
Emerging International Markets Small

S&P 500 MSCI EAFE Markets Small Cap Cap

S&P 500 1.00

MSCI EAFE 0.86 1.00

MSCI Emerging Markets 0.77 0.87 1.00

Developed International
Small Cap 0.78 0.95 0.89 1.00

Emerging Markets
Small Cap 0.70 0.81 0.96 0.85 1.00

Source: MSCI Barra



EMERGING MARKETS POTENTIAL REMAINS
We continue to advocate an allocation to emerging
markets due to their long-term diversification bene-
fits, high growth potential and improving macro-
economic fundamentals. Emerging markets have
matured significantly in recent years and, in a sig-
nificant break from the crises of the 1980s and
1990s, are not the source of the economic conta-
gion. In fact, many emerging markets, with their
positive trade balances and substantial reserves are
better-positioned to weather the crisis than some
developed markets and may lead the global market
recovery. Emerging markets still represent an impor-
tant asset class and are, in our view, too big to be
ignored. In addition to the 9% of global market
cap that emerging markets account for, the asset
class also currently represents 86% of the world’s
population and 47% of its GDP.6

Last year’s severe broad market decline was
difficult for investors who believe in the protection
offered by diversification. Although diversification
failed to provide investors short-term protection,
we believe the benefits of diversification will re-emerge
over the long term. When equity markets do turn
around, we believe emerging markets have the
potential to lead the recovery. However, recoveries
are difficult to predict, and having a balanced
global portfolio is imperative. Investors with a
true long-term perspective should not be deterred
from evolving their allocations to include the
complete international equity opportunity set
and rebalancing to their targets.
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