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Emerging equity markets 
have cumulatively 
u n d e r - p e r f o r m e d 
developed equity mar–
kets by 70 per cent over 

the past six years1. Most investors 
are now underweight EM equities 
as a result. But, based on the record 
number of queries we are receiving 
from institutional investors, it 
appears that large asset owners 
around the world are looking 
to rebuild these positions. We 
encourage investors to maintain 
a strategic allocation to the asset 
class.

It’s possible that emerging 
markets are finally poised to 
outperform: growth opportunities 
are superior and valuations less 
demanding. More importantly, 
we believe that EM is amongst 
the richest of all equity markets 
in alpha opportunities, or the 
potential to generate excess return.

Alpha matters a lot in a low 
return world. That brings us to 
our highest conviction view on 
EM equity investing: beware of 
the benchmark and go active. 
Like all benchmarks weighted by 
market cap, the EM index suffers 
from being backward-looking: it 
is overweight yesterday’s winners 
and under exposed to the biggest 
opportunities of the future. But 
the EM index also has unique 
challenges.

To begin with, state-owned 
enterprises (SOEs) comprise 
28 per cent of the MSCI EM 
benchmark2. In China, the largest 
country in the MSCI EM index, 
SOEs comprise roughly two-thirds 

of the exposure. These companies 
are effectively an extension of the 
state and often serve government 
or public interests, rather than 
those of minority shareholders. 
This misalignment of interests can 
undermine corporate governance, 
resulting in severe misallocations 
of capital and poor returns. 
Unsurprisingly, we have found that 
over the past five years, SOEs have 
cumulatively under-performed 
stocks of private sector companies 
by 40 per cent3.

Another issue is the heavy 
weighting of energy and materials 
companies, which comprise close 
to 15 per cent of the index. Most 
are either state-owned or state-
influenced. When commodity 
prices rise, these companies 
have a long track record of 
channelling higher revenues 
to areas that support the state 
but not necessarily shareholder 
returns. Even if one had an edge 
in predicting commodity prices, 
the link between prices and 
shareholder returns is simply 
broken. We currently invest less 
than 2 per cent of our global EM 
portfolios in materials and energy 
companies.

EM banks (17 per cent of the 
index) are similarly burdened 
with high levels of government 
ownership or intervention. 
Across Asia, the majority of listed 
banks are state-owned; in China, 
virtually 100 per cent. Chinese 
banks have been directing credit 
to strategically important sectors 
for years, in line with their goal 
of promoting economic stability 
rather than profitability. But banks 
could now bear the brunt of China’s 
slower growth and the risk of all 
that credit creation. The challenge 
for market-cap weighted passive 
strategies is that Chinese banks 
represent nearly 5 per cent of the 
MSCI EM –a larger component 
of the index than the entirety of 
Russia or Mexico.

Government influence isn’t the 
only problem. The telecom sector, 
which accounts for 7 per cent of the 
market cap-weighted index, is full 
of privately run companies. But 
they face cut-throat competitive 
dynamics, limited pricing power 
and a persistent inability to earn 
above their cost of capital. We 
struggle to find opportunities in 
the sector.

As an active manager, we look at 
an investible EM equity universe 
of about 6,000 companies, versus 
roughly 800 companies in the MSCI 
EM benchmark4. Expanding the 
EM universe provides a lot more 
flexibility to avoid unattractive 
businesses that dominate the 
index and invest in companies 
with higher return potential. We 
invest 50 per cent of our global EM 
portfolios in companies outside the 
standard index.

Where are we investing that 
capital?

In the financials sector, we see 
stock exchanges as much more 
attractive alternatives to SOE 
banks. We like these businesses 
because they have limited 
competition. They also require 
little capital and have strong cash-
flow generation. We have over 10 
per cent of our global EM portfolios 
invested in shares of exchanges 
around the world from Hong 
Kong to South Africa to Mexico. 
Unfortunately for market-cap 
weighted ETF investors, exchanges 
represent less than 0.4 per cent of 
the EM benchmark.

We do think the expansion of 
mobile data usage in EM is an 
attractive theme, but not via the 
telecoms. Data usage could grow 
tenfold in the next five years5, and 
we think the better way to invest 
in this explosive growth is through 
companies with strong ecommerce 
and online platforms or related 
logistics businesses. They are 
benefiting from rapid growth 
in smartphone penetration, but 

don’t face the same competitive 
pressures as the telecom operators 
that dominate the index.

Even beyond ecommerce, 
we think the consumer-related 
sectors more broadly are the most 
attractive opportunity within 
EM. Over the next 10 years, 1.5bn 
people are likely to exit poverty and 
enter the middle class6. Spending 
on everything from biscuits to 
washing machines to medicine 
could dramatically increase.

As the telco example illustrates, 
growth alone is certainly not 
enough to drive investment 
returns. We can find many 
companies exposed to this high 
growth that also offer sustainably 
high returns on incremental capital 
and sound corporate governance 
while trading at a substantial 
discount to intrinsic value. In 
our global EM portfolios, we have 
invested 50 per cent more capital 
in consumer-oriented companies 
than the benchmark allocation.

EM economies are young, 
dynamic and growing. We think 
all investors should maintain a 
strategic allocation. But those 
looking to gain exposure should 
beware of the benchmark. EM 
equity investing is not the place to 
be passive.
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Sachs Asset Management.
1	 Source: GSAM, MSCI, as of 31-May-16. Calculated 

for MSCI World vs MSCI EM.
2	 Source: GSAM, UBS, as of 31-May-16.
3	 Source: Shown for MSCI EM. Average local 

currency return for SOE companies over 5 
years is equal to 2.5% annualised; average local 
currency return for non-SOE companies over 5 
years is equal to 9.5% annualised.

4	 Source: Includes all companies in EM that have a 
market cap above $200mn.

5	 Source: Ericsson Mobility Report 2016, GSAM 
Calculations. GSAM’s and Ericsson’s products 
are not related, and Ericsson has not endorsed 
either GSAM or its products

6	 Source: GS Global Investment Research. 
Calculated for 2015-2025.
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Disclosures

Prospective investors should inform themselves as to any applicable legal requirements and taxation and exchange control regulations in the countries of 
their citizenship, residence or domicile which might be relevant.

Forecasts shown herein are subject to change without notice.  These forecasts do not take into account the specific investment objectives, restrictions, tax 
and financial situation or other needs of any specific client.  Actual data will vary These forecasts are based on assumptions, and are subject to significant 
revision and may change materially as economic and market conditions change. Goldman Sachs has no obligation to provide updates or changes to these 
forecasts.  

Views and opinions expressed are for informational purposes. Views and opinions are current as of the date indicated and may be subject to change, they 
should not be construed as investment advice. 

Although certain information has been obtained from sources believed to be reliable, we do not guarantee its accuracy, completeness or fairness.  We have 
relied upon and assumed without independent verification, the accuracy and completeness of all information available from public sources.

Emerging markets securities may be less liquid and more volatile and are subject to a number of additional risks, including but not limited to currency 
fluctuations and political instability.

This material is provided for informational purposes only and should not be construed as investment advice or an offer or solicitation to buy or sell 
securities. This material is not intended to be used as a general guide to investing, or as a source of any specific investment recommendations, and makes 
no implied or express recommendations concerning the manner in which any client’s account should or would be handled, as appropriate investment 
strategies depend upon the client’s investment objectives.

This material has been prepared by GSAM and is not financial research nor a product of Goldman Sachs Global Investment Research (GIR).

Portfolio allocations to the sectors discussed herein are as of the date indicated and may not be representative of future allocations/investments.  The 
allocations discussed herein do not represent all of the EM portfolios’ investments and may only represent a small portion of the overall portfolio. 

In the United Kingdom, this material is a financial promotion and has been approved by Goldman Sachs Asset Management International, which is 
authorized and regulated in the United Kingdom by the Financial Conduct Authority.

This document is provided to you by Goldman Sachs Bank AG, Zürich. Any future contractual relationships will be entered into with affiliates of Goldman 
Sachs Bank AG, which are domiciled outside of Switzerland. We would like to remind you that foreign (Non-Swiss) legal and regulatory systems may not 
provide the same level of protection in relation to client confidentiality and data protection as offered to you by Swiss law.

Asia ex-Japan: Please note that neither Goldman Sachs (Asia) LLC (GSALLC), nor any other entities involved in the Goldman Sachs Asset Management 
(GSAM) business maintain any licenses, authorisations or registrations in the People’s Republic of China (“PRC”), Thailand, Philippines, Indonesia, or 
Brunei nor are any of the GSAM funds registered in the PRC, Thailand, Indonesia, Brunei or the Securities and Exchange Commission of the Philippines 
under the Securities Regulation Code. The offer and sale of securities within Thailand and the provision of investment management services in Thailand 
or to Thai entities may not be possible or may be subject to legal restrictions or conditions. To the extent that GSALLC is providing a financial service in 
Australia, GSALLC is exempt from the requirement to hold an Australian financial services license for the financial services it provides in Australia to 
“wholesale clients” for the purposes of the Corporations Act 2001 (Cth). GSALLC is regulated by the Securities and Futures Commission of Hong Kong 
under Hong Kong laws, which differ from Australian laws.

Not all services or products can be made available in Taiwan. Any particular offer of securities may not have been and may not be registered with the 
Securities and Futures Bureau, Financial Supervisory Commission of Taiwan pursuant to relevant securities laws and regulations and may therefore not 
be capable of being sold or publicly offered in Taiwan. The Goldman Sachs companies involved in any such promotion may not maintain any licenses, 
authorisations or registrations in Taiwan.

These materials are provided solely for your information and consideration, and are not intended as a solicitation in respect of the purchase or sale of 
instruments or securities, or the provision of services.

This material has been issued or approved for use in or from Hong Kong by Goldman Sachs (Asia) L.L.C. and in or from Singapore by Goldman Sachs 
(Singapore) Pte. (Company Number: 198602165W) and Goldman Sachs Asset Management (Singapore) Pte. Ltd. (Company Number: 201329851H). 

This material is distributed by Goldman Sachs Asset Management Australia Pty Ltd ABN 41 006 099 681, AFSL 228948 (‘GSAMA’) and is intended for 
viewing only by wholesale clients for the purposes of section 761G of the Corporations Act 2001 (Cth).

Canada:  This material has been communicated in Canada by Goldman Sachs Asset Management, L.P. (GSAM LP).  GSAM LP is registered as a portfolio 
manager under securities legislation in certain provinces of Canada, as a non-resident commodity trading manager under the commodity futures 
legislation of Ontario and as a portfolio manager under the derivatives legislation of Quebec.  In other provinces, GSAM LP conducts its activities under 
exemptions from the adviser registration requirements.   In certain provinces, GSAM LP is not registered to provide investment advisory or portfolio 
management services in respect of exchange-traded futures or options contracts and is not offering to provide such investment advisory or portfolio 
management services in such provinces by delivery of this material.  
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