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Emerging Markets: Hype, Hyperbole, or
Hyper Growth

Investing in emerging market equities developed substantially over the
two decades and most investment portfolios could benefit from an alloc:
to emerging market equities. Twenty years ago there was limited inves
access to these markets, whereas today these markets offer hope for le
longterm economic recovery. The emerging markets, as defined by the
followed MSCI Emerging Markets Index, consist of 22 countries in Asia, ¥
America, and EMEA (Europe, Middle East, and Africa). Traditionally knawi:qory D. Houser, CFA
for volatile and risky investments subject to substantial political and inflati@n president

risks, the emerging markets have generated some characteristics that leave

developed markets green with envy. Emerging markets benefit from q
labor, a developing middle class, a position of creditor to the world,
expanding infrastructure. We will look at drivers of economic growth, ris
emerging mar ket i nvest ment , and
longterm allocation in emerging market equities.

val uati ons

The hope of economic recovery brought investors flocking to emert
markets with the resumption of rigking in 2009. At the peak of panic ingyian A, Hooper

late 2008, emerging markets declined precipitously as investors sought safety, ., analyst

but with hopes of these markets being insulated from the real estate bubble

and financial crisis, performance doubled from the March 2009 lows. As a

result, the precipitous fall of 2008 that led to historically low valuations wa$SIDE THIS ISSUE

followed by the stellar rebound of 2009. One can easily see in the foIIowm :
. ; . . us Topic 1
chart, the strong equity returns enjoyed by emerging market investors. After
returns of almost 80% last year, much attention is given to emerging marketsnomic Update 12
and many investors are wisely cautious of the hype, but still see the ability-of
emerging markets to persist with l@rgn economic growth. Domestic Equity 14
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Population

Emerging countries account for approximately 57% of popuiation

total world population, with emerging Asia as the n Emerging Markets — Emerging Asia
populous region in the world. The developed count **® e e et EMEA
comprise only 13% of the world population, and thg **
percentages are expected to persist into the middle ¢§ ***
next decade. The longterm investment opportunity irz **°
emerging markets, however, starts not with the size g5 °®
population, but with the demographics of a population & 2%®
size.
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While the U.S. worries about the baby boomers approa 0

retirement, emerging markets benefit from an expansic &S F S EF TS S s
population at peak working age. China, South Korea, source: intemational Monetary Fund

Taiwan, three of the largest emerging markets by market

capitalization, have 73% of their populations between the agelpblér 12% higher than the percentage this age
group comprises in the populations of the United States, Japan, and United Xind@obenefits from a surge of
individuals younger than 40 yeddsin a country of 1 billion people, as seen in the following charts of the Chinese and
Indian populations by age.
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By 2050, the Chinese population should be more evenly distributed and India will look like China does today, wi
large number of peak working age adults. This serves as a reminder that not all emerging markets are identical
example, Russia is expected to have a population decline by 2050 with a significant portion of the population in
older age brackets. When measured against some developed markets, Russia is still in a relatively stronger positic
example, Japan is faced with a current age distribution comparable to the forecast for Russia in 2050.
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Consumption

The increase in working age adults is expected to drive growth in the level of consumption from the emerging mar
with companies across the globe hiring low cost labor in emerging markets. As these economies benefit from a
percentage of working age adults, the middle class should develop both improved wealth resulting in increased de
for modern conveniences. The following chart highlights the global share of consumption expected in both t
industrialized (developed) and emerging nations.
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Education

The ability of emerging market workers to compete in the global environment will be essential to building increa
wealth to support the desire for consumption. Traditionally, many of these countries were impoverished with pc
education levels. Much like the United States was able to reduce child labor in favor of education after the indus
revolution; emerging markets have made substantial strides in improving human capital with the education of t
populations as seen in the following chart of literacy rates. Additionally, with large populations in China and India,
sheer number of highly educated workers will help these growing economies.

Adult Literacy Rates
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Purchasing Power

Furthering the power of growth for these consumers is their low levels of consumer debt and appetite for an improv
lifestyle. As the market for consumer credit develops, the ease of obtaining consumer goods improves. For exampl
the mid1990s when consumer financing became available for car buyers in India, car sales more than doubled i
years. When interest rates on auto loans dropped below 20% at the turn of the century, sales jumped immediately,
by 2004 were 4 times the amount sold 10 year$ prior.

A similar sitwuation exists in China, one can see in
within the range of $2,000 to $12,000 annually, many consumer goods become affordable and ownership of moc
conveniences increases, while bicycle ownership declines in favor of the automobile.

I n 2009, one of the more notable illustrations of
China surpassed the United States in car sales with an increase of 46% in total vehicle sales. The improved Chine
sales were due in part to 2009 tax incentives aimed at small cars buyers, which may indicate current sales levels w
persist in the shoetéerm with the recent reduction of these incertivdare importantly the vast majority of these

sales were to first time car buyers. The Chinese buyer contrasts to U.S. car buyers, who are primarily replace
buyers in an automobile saturated market. Auto ownership penetration in China increased from an estimated 11
per thousand individual& 2006 to 40 cars per thousand in 26®&mplifying the opportunity presented by the
emerging markets consumer 6s demand. T h e 6 OTheStrongh a s
response to the tax incentives that spurred-lemtlysales and ownership levels suggest that China is capable of taking
and maintaining the auto sales lead in the intermediateterhong
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