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The Case for Active Management in Emerging Markets

The recent underperformance of active emerging markets managers

that are both aligned with the structural tailwinds of emerging

compared to the MSCI Emerging Markets Index1 (the “MSCI

markets economies and less correlated with the rest of the world.

Index” or the “Index”) raised the perennial question of whether
passive is better than active. The uncharacteristic outperformance

While we’ve long supported both active and index-based passive

of heavyweight cyclical stocks has been a headwind for most

management styles as a firm through VanEck Funds and VanEck

of the truly active portfolio managers. Indexed or quasi-indexed

Vectors ETFs, respectively, our research concludes that the active

approaches tend to be “self-fulfilling prophesies” when money floods

route is one of the best ways to invest in the broad emerging markets.

into them, but run the risk of reflecting the emerging markets’ past,
not their future. This is a potentially critical mistake for a dynamic

Issues with the Index

asset class like emerging markets.

The rationale for the active approach starts with the basic yardstick

We believe an active approach to investing in emerging markets offers
a number of substantial advantages over purely passive investing:
•	Its perspective is always forward-looking, while any index
(for example, the MSCI Emerging Markets Index) typically
focuses on companies that have done well in the past.

for measuring the performance of emerging markets equities: the
MSCI Emerging Markets Index, the most widely used benchmark
for the asset class as a whole.
Doesn’t fully represent the asset class. Simply put, the MSCI Index
doesn’t sufficiently represent the universe of opportunity in emerging
markets. It’s dominated by large companies, many of which are

•	It allows portfolio managers to invest in potentially the most

state owned and in cyclical sectors such as energy and materials,

attractive opportunities in emerging markets while avoiding

or in low-growth sectors such as utilities and telecommunications.

inefficient and cyclical ones. Investing in an index tracking

Many of these companies became large due not to their superior

vehicle is inherently restrictive.

competence, but rather due to being systemically favored by their

•	Its investment universe can include stocks of all capitalization

own governments through cheap capital, access to raw materials,

sizes, while a market cap-weighted index will be dominated

and preferential treatment. Furthermore, the MSCI Index is restricted

by large-cap names that tend to be driven by global events.

by liquidity requirements and it underrepresents companies that

•	Its built-in flexibility gives portfolio managers the ability to
access companies and markets that are otherwise excluded

either trade less or are in the smaller market capitalization range
and emerging sectors, where structural growth is currently strongest.

from the index due to strict liquidity rules.
•	Over the past 20 calendar years, the Index’s performance has
averaged a ranking in the 53rd percentile, underperforming the
25th percentile active funds by a yearly net average of 4.73%.
As investors evaluate their emerging markets exposure as part of
a comprehensive asset allocation mix, the question they should be
asking themselves is: Am I efficiently accessing the best opportunities
in emerging markets? By “efficiently,” we mean at an acceptable
long-term cost and with acceptable risk-adjusted returns. And by
“best opportunities,” we mean fundamentally sound business models
All references to the MSCI Emerging Markets Index are to its version denominated in U.S. dollars.

1

Looking backward, not forward. Market cap-weighted indices
tracking emerging markets tend to be backward-looking, influenced
by the movement of companies that have succeeded in the past,
without regard for future growth potential or risks. While these can
be appropriate in mature and diverse economies with indices that
tend to be balanced and stable (for example the U.S. and the S&P
500® Index), they may not be appropriate for emerging markets.
Because emerging markets are diverse and evolving at a much
faster pace, passive investment vehicles tend to be at a structural
disadvantage compared to active managers who have the flexibility
to rapidly shift exposures to sectors and countries with the best riskadjusted growth potential.

Please note that the information herein represents the opinion of the author and these opinions may change at any time and from time to time.
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To illustrate how emerging markets equities have evolved, let’s examine the top ten holdings of the MSCI Emerging Markets Index in
December 1997 (as the Asian currency crisis mounted and before Russia’s 1998 debt default), August 2008 (prior to the global financial
crisis), and more recently May 2016 (Figure 1).
Figure 1. Top ten holdings of the MSCI Emerging Markets Index – then and now
Top ten as of 12/31/1997

Top ten as of 8/29/2008

Top ten as of 5/30/2016

Centrais Electricas Brasileiras S.A.

Gazprom

Samsung Electronics Co., Ltd.

Telecomunicacoes Brasileiras S.A.

China Mobile Limited

Telefonos de Mexico SAB de C.V.

Petroleo Brasileiro S.A.

Taiwan Semiconductor
Manufacturing Co., Ltd.

Oil company LUKOIL PJSC

Samsung Electronics Co., Ltd.

Unified Energy System of Russia

Vale S.A.

YPF S.A.

America Movil SAB de CV

Petroleo Brasileiro S.A.

Taiwan Semiconductor
Manufacturing Co., Ltd.

Tenaga Nasional Bhd
Wal-Mart de Mexico SAB de CV
Genting Malaysia Bhd.

Tencent Holdings Ltd.
China Mobile Limited
Naspers Limited
China Construction Bank Corporation
Alibaba Group Holding Ltd.

Teva Pharmaceutical
Industries Limited

Industrial and Commercial Bank
of China Limited

Oil company LUKOIL PJSC

Hon Hai Precision Industry Co., Ltd.

Sasol Limited

Infosys Limited

Source: FactSet.

In 1997, transportation and utility companies from Latin America

Looking Ahead: Questions for the Future

and Russia dominated the top ten. Some of the countries represented

As the evolution of emerging markets continues, we wonder

in the list (e.g., Argentina) have since been recategorized with a

what the benchmark MSCI Emerging Markets Index will

frontier market status and some of the companies have been delisted.

look like in the next five to ten years. Some questions to
be considered:

By the turn of the century, many emerging nations had progressed into
a new phase of financial reform, technological advancement, and

•	Will China continue to dominate the Index?

massive infrastructure building, which, naturally, changed the Index’s

•

composition. By 2008, the top ten list included companies such as
China Mobile, Petrobras, Samsung, Vale, and Taiwan Semiconductor.

•	Will Brazil escape the middle income trap in which
economies develop a solid middle class but find it
challenging to rise much further?

Since the financial crisis in 2008, the top drivers of economic

•	Will Russia’s relatively low Index weight eventually rise
to reflect the country’s huge size?

growth have shifted from infrastructure development that favored
fixed-asset companies to domestic consumption, which favors
consumer electronics manufacturers, Internet and Internet-related
tech companies, and banks, among others. The top ten list
changed accordingly.

Will more Indian companies join the top ten?

•	Will South Korea graduate to developed market status,
as has long been anticipated?
•	Will consumer-related sectors continue to rise as a
percentage of market capitalization?
•	Will energy and materials continue to shrink as a
percentage of market capitalization?
•	Which countries will move up from frontier status
to emerging?
•	Which small-capitalization companies will grow into
large caps?

Please note that the information herein represents the opinion of the author and these opinions may change at any time and from time to time.
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Sectors dispersion. Having the ability to implement a forward-looking

We compared the performance of the benchmark to that of the

perspective can help investors avoid sectors that are shrinking. 2010

Morningstar Diversified Emerging Markets universe of actively

marked another inflection point in the evolution of emerging markets,

managed mutual funds in the 20 years through 2015 (Figure 3).

as dynamics shifted considerably following the global financial

The benchmark’s average annual return ranked in the 53rd

crisis of 2008. After the economic stimulus from monetary and

percentile – meaning that more than half of active emerging

fiscal easing slowed globally, emerging economies had to look for

markets managers outperformed the passive strategy. The Index

other ways to maintain their robust economic growth.

never made it into the first quartile of the universe during the
period; its highest ranking was in the 26th percentile in 2009.

For many governments, a focus on domestic growth and selfreliance was the answer. Hence, the shift to service-led economies

Figure 3. Active managers have outperformed the Index annually

driven by consumption from those led by fixed-asset infrastructure

for 20 years

companies. As a result, policymakers and investors turned their

Calendar Year – MSCI EM Index Rankings (Percentile)

attention to the emerging markets consumer, favoring sectors and

100 100

have not only outperformed in the past few years, but have also
expanded quite nicely, especially when compared to some cyclical
sectors that have shrunk considerably in the same period (Figure 2).
Unfortunately for passive investors, struggling commodity-based
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Figure 2. Consumption-oriented sectors have outperformed in the
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last few years
A deeper look at returns reveals that the difference in performance

MSCI Sector – Sector Expansion Since 1/1/2010

between active funds and the Index is even more striking. Actively
managed funds at the end of the Morningstar universe’s top performance

264%

280%

quartile – i.e., in the 25th percentile – outperformed the benchmark by

230%

an average of 4.73 percentage points on a net basis annually over the

147%
108%

130%

last 20 years. This number, referred to as excess return or alpha, nearly
86%

80%

doubled to 8.13 points for active funds in the 15th percentile (Figure 4).
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The Proof is in Performance
Given the issues associated with the MSCI benchmark index that
we’ve highlighted, it’s not surprising to see that, over time, passive
investment in emerging markets has struggled to keep up with
active managers.

outperformed the Index
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Source: Morningstar. Past performance does not guarantee future results.
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Results are similar when viewed on a five-year quarterly rolling basis,

Figure 6. …and when returns were adjusted for risk

where the benchmark’s ranking averaged in the 48th percentile

MSCI EM – 5-Year Rolling Sharpe Ratio (6 Months Rolling)

(Figure 5). The benchmark did best following the financial crisis,

upward to revert to its average as markets began to normalize.
Figure 5. Passive performed average on a five-year quarterly
rolling basis…
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MSCI EM Index
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*The simple average of all observations.
Source: Morningstar. Past performance does not guarantee future results.

Even on a risk-adjusted basis, measured by calculating the five-year
rolling Sharpe Ratio2 for the benchmark and the active management
universe (Figure 6), the benchmark continued to underperform,
generating an average ranking in the 44th percentile.
The benchmark’s best days on a risk-adjusted basis were also during
the financial crisis. By then, the impressive run of commodity and
technology companies in the 2000s helped push the Index’s five-year
performance ranking beyond its long-term average, but soon began
to revert back toward its mean following the financial crisis.
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with its five-year return breaking into the top quartile for a few
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*The simple average of all observations.
Source: Morningstar. Past performance does not guarantee future results.

The Liquidity Concern
Despite the significant expansion of emerging markets equities
over the past 20 years, trading liquidity remains a factor requiring
caution for active and passive investors alike.
Given the large size of passive funds, investing in companies that
trade in smaller quantities, and/or infrequently, can be challenging.
Passive funds can deprive investors of exposure to stocks that may
prove not only potentially rewarding, but also less vulnerable to
the unpredictability of global flows in and out of passive exchangetraded funds.
For smaller active funds, this represents a good investment
opportunity with a potential bonus: less volatility and lower
valuations given the liquidity premium that’s typically priced into
such companies. An active fund with the ability to invest in small- to
mid-size companies can be nimbler and more flexible in finding
potentially high-growth businesses. It also can provide investors with
access to rising companies before they become liquid enough for
inclusion in large active and passive funds.
We note in this context that liquidity limitations were a major factor
in MSCI’s decision to exclude China’s A Share market – the world’s
second-largest stock market – from the Index. China is home to
some of the most innovative companies in the world with immense
growth potential. Although many are listed on the Hong Kong Stock
Exchange, which is easily accessible to non-Chinese investors, a
large number of companies on local exchanges in Shenzhen and
Shanghai are not accessible.

The Sharpe Ratio measures the excess return per unit of risk (as measured by standard deviation) in an investment asset or trading strategy.

2
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Small-Caps are Ignored by the Index
Many of the most rewarding opportunities are those of companies that started small and grew larger through effective management and
favorable business conditions. There’s no shortage of such inspiring companies in emerging markets.
In many cases, small-caps (or companies below $2 billion) embody the true spirit of emerging markets, as they tend to be influenced by local
factors and less affected by global gyrations. When skillfully blended with larger emerging markets companies doing business globally, smallcaps can enhance a portfolio’s risk/return profile, given the lower expected correlations between local businesses and global ones.
Nonetheless, small-cap companies and some mid-caps are also underrepresented in the traditional emerging markets indices (Figure 7). Small-caps
constitute less than 3% of the Index, but more than 70% of the emerging and frontier markets universe.
Figure 7. Emerging and Frontier Markets Universe by Market Cap and Number of Stocks

Emerging Markets Universe by Market Cap
by Number of Stocks
362

Emerging Markets Equity Universe Value
by Market Cap Category (in billions)

$3,815
1,420
$10,046

4,252

Mega and Large Cap
Mid Cap

$6,052

Small Cap

Source: Bloomberg. Data as of 03/31/2015.

The Bottom Line
It’s hard to reconcile the concepts of “passive” and “emerging,” as the essence of the former is thriving on the stability of the status quo, while the
latter is a symbol of dynamism and upward progress. This thesis certainly holds true for emerging markets equities: Actively managed portfolios
have significantly outperformed index-based passive vehicles over the course of the last 20 years on an absolute and risk-adjusted basis.
In sum, VanEck believes active management is the best approach to investing in broad emerging markets equities. We encourage investors to
talk to their financial advisors about how an active strategy may be the right choice for the emerging markets portion of an overall portfolio.
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DISCLAIMER
Summary: Investments in foreign securities involve a greater degree of risk, including currency fluctuations, economic instability, and political risk.
Changes in currency rates and differences in accounting and taxation policies outside the U.S. can raise or lower returns. Investing in emerging
markets, of which frontier markets are a subset, involves a heightened degree of risk, including smaller sized markets, less liquid markets, and other risks
associated with less established legal, regulatory, and business infrastructures to support securities markets. Due to these factors and others, the risks
associated with emerging markets are increased.
Data from third-party sources are deemed to be accurate, however, they have not been independently verified, validated, or audited. There is no guarantee
as to their accuracy. Any securities/portfolio holdings mentioned throughout the research paper are shown for illustrative purposes only and should not
be interpreted as recommendations to buy or sell. This research paper originates from Van Eck Associates Corporation (“VanEck”) and does not constitute
an offer to sell or solicitation to buy any security. VanEck’s opinions stated in this research paper may deviate from opinions presented by other VanEck
departments or companies. Information and opinions in this research paper are based on VanEck’s analysis. Any forecasts and projections contained in the
research paper appear from the named sources. All opinions in this research paper are, regardless of source, given in good faith, and may only be valid
as of the stated date of this research paper, and are subject to change without notice in subsequent versions of the research paper. Any projections, market
outlooks, or estimates in this material are forward-looking statements and are based upon certain assumptions that are solely the opinion of VanEck.
Any projections, outlooks, or assumptions should not be construed to be indicative of the actual events that will occur.
No investment advice: The research paper is intended only to provide general and preliminary information to investors and shall not be construed as
the basis for any investment decision. This research paper has been prepared by VanEck as general information for the private use of investors to whom
the research paper has been distributed, but it is not intended as a personal recommendation of particular financial instruments or strategies, and thus it
does not provide individually tailored investment advice, and does not take into account the individual investor’s financial situation, existing holdings or
liabilities, investment knowledge and experience, investment objective and horizon, or risk profile and preferences. The investor must particularly ensure
the suitability of an investment as regards to his/her financial and fiscal situation and investment objectives. The investor bears the risk of losses in
connection with an investment.
Before acting on any information in this publication or report, it is recommendable to consult one’s financial advisor.
Forecasts, estimates, and certain information contained herein are based upon proprietary research, and the information contained in this material is not
intended to be, nor should it be, construed or used as investment, tax, or legal advice, a recommendation, an offer to sell or a solicitation of any offer to
buy, or an interest in any security. References to specific securities and their issuers or sectors are for illustrative purposes only and are not intended, and
should not be interpreted, as recommendations to purchase or sell such securities or gain exposure to such sectors. Each investor shall make his/her own
appraisal of the tax and other financial merits of his/her investment.
Sources: This research paper may be based on or contain information such as opinions, recommendations, estimates, price targets, and valuations, which
emanate from VanEck portfolio managers, analysts, or representatives, publicly available information, information from other units or companies of VanEck,
or other named sources. To the extent that this research paper is based on or contains information emerging from other sources (“Other Sources”) than VanEck
(“External Information”), VanEck has deemed the Other Sources to be reliable, but neither the VanEck companies, others associated or affiliated with said
companies, nor any other person, guarantee the accuracy, adequacy, or completeness of the External Information.
Limitation of liability: VanEck and its associated and affiliated companies assume no liability as regards to any investment, divestment, or retention decision
taken by the investor on the basis of this research paper. In no event will VanEck or other associated and affiliated companies be liable for direct, indirect,
or incidental, special, or consequential damages resulting from the information in this publication or report.
General risk information: The risk of investing in certain financial instruments is generally high, as their market value is exposed to a lot of different
factors such as the operational and financial conditions of the relevant company, growth prospects, change in interest rates, the economic and political
environment, foreign exchange rates, shifts in market sentiments, etc. Where an investment or security is denominated in a different currency from the
investor’s currency of reference, changes in rates of exchange may have an adverse effect on the value, price, or income of or from that investment to
the investor. Past performance is not a guide to future performance. Estimates of future performance are based on assumptions that may not be realized.
When investing in individual shares, the investor may lose all or part of the investments.
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Conflicts of interest: VanEck, its affiliates or staff of VanEck companies, may perform services for, solicit business from, hold long or short positions in, or
otherwise be interested in the investments (including derivatives) of any company mentioned in this research paper. To limit possible conflicts of interest
and counter the abuse of inside knowledge, the representatives, portfolio managers, and analysts of VanEck are subject to internal rules on sound ethical
conduct, the management of inside information, handling of unpublished research material, contact with other units of VanEck, and personal account
dealing. The internal rules have been prepared in accordance with applicable legislation and relevant industry standards. The object of the internal rules
is, for example, to ensure that no analyst will abuse or cause others to abuse confidential information. This research paper has been prepared following the
VanEck Conflict of Interest Policy.
Distribution restriction: No part of this material may be reproduced in full or in part in any form, or referred to in any other publication without express
written permission of VanEck. ©2017, VanEck.
Index descriptions: All indices named in the research paper are unmanaged indices and include the reinvestment of all dividends, but do not reflect the
payment of transaction costs, advisory fees, or expenses that are associated with an investment in any fund. An index’s performance is not illustrative of
a fund’s performance. Indices are not securities in which investments can be made. The MSCI Emerging Markets Index is a free, float-adjusted, marketcapitalization index that is designed to measure equity market performance of 23 emerging markets countries. The MSCI Emerging Markets Investable
Market Index (IMI) is a free, float-adjusted, market-capitalization index that is designed to capture large-, mid-, and small-cap representation across
23 emerging markets countries. Emerging Markets countries include Brazil, Chile, China, Colombia, Czech Republic, Egypt, Greece, Hungary, India,
Indonesia, Korea, Malaysia, Mexico, Peru, Philippines, Poland, Russia, Qatar, South Africa, Taiwan, Thailand, Turkey, and United Arab Emirates.
The S&P 500® Index (S&P 500) consists of 500 widely held common stocks covering the industrial, utility, financial, and transportation sectors.
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