
 

 

Your Money – Why and How We Invest the Way We Do 
 

Part 5 – Emerging Market Stocks 
 

This is the fifth installment in a series we’re sharing with clients about our investment 
philosophy. If you missed earlier segments and are interested in understanding why we invest 
your money the way we do, you can access them by clicking here. 
 
 

You:  "Emerging market stocks? What's that? Sounds very speculative. I'm not sure I even want to 
learn about them, much less invest in them." 
  
Us:  "If you're skeptical, you're probably just being more honest than most. You and most investors 
are familiar with U.S. stocks, which we talked about in Part 2 of this series. Last week we discussed 
investing in stocks of companies from 21 developed economies of the world outside of the U.S. and 
Canada.  
 
"Now we're asking you to wrap your head around the idea of investing in companies from 
something called 'emerging markets.' You're entitled to be a bit skeptical. But stick with us—by the 
time you're finished reading this piece, you'll be more knowledgeable, and perhaps a bit less 
skeptical. Let's address 'emerging markets' with three questions and answers." 
 
Question One:  What are "emerging market countries?"  
Outside of North America and the 21 developed market countries we wrote about last week, our 
globe contains a lot of geography, over 150 other countries, and billions of consumers.  Those 
other countries are divided for investment purposes among three categories: "emerging 
markets," "frontier markets," and "least developing" or "non-investable" markets. 
 
Emerging markets are those developing country economies that are progressing toward 
becoming more advanced. They generally have financial infrastructure such as banks, insurance 
companies, stock exchanges, and a unified currency. Such economies generally don't have the 
same level of market efficiency and strict accounting standards found in the U.S., Europe and 
Japan. Different authorities have somewhat different criteria for classifying a country as part of 
the "emerging markets," but most would include a core group of 16-17 countries, including 
Brazil, China, India, Russia, South Africa, Thailand, Mexico, and Turkey, and then add another five 
to seven countries such as Greece, South Korea, Czech Republic and Taiwan.  
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Question Two: Why would anyone invest in "emerging market countries' stocks?" 
Investors seek out emerging markets in the expectation of high returns, fueled by rapid 
economic growth. Such countries, collectively, have several billion consumers who, for better or 
worse, aspire to become middle class consumers of modern conveniences like cars, cell phones, 
computers, fast food, and fashionable clothes, and who want to educate their children, travel, 
and enjoy good health. Many of these countries also have commodities or other natural 
resources that the developed nations of the world depend upon, or have relatively low-cost 
manufacturing capabilities that produce products purchased by consumers all over the world. 
Companies servicing these varied consumers potentially stand to make lots of money and can 
reward their shareholders handsomely. 
 
There are, however, significant risks in investing in emerging market economies: political 
instability, currency volatility, the threat of trade wars, domestic infrastructure challenges, and 
limited opportunities to invest in publicly-traded securities, to name a few.  
 
The combination of expectations of high returns and significant risks has made investing in 
emerging market stocks something of a roller coaster ride for investors. Two charts reflect well 
the ups and downs of an investment in emerging market stocks.  
 
First, recall the "investment quilt" we attached to two of our earlier articles (and which is 
attached to the end of this piece). It covered the period from 2003 through the middle of 2018, 
and showed the annual returns of a series of nine different asset classes. Over those 16 periods, 
emerging markets were among the top three performers during nine years. But they were also 
among the bottom three performers during six periods. At the end of the day, however, 
emerging markets ranked first in average annual performance (12.7%)…along with first in terms 
of volatility (23.0%).   
 
You may note that in 2017 emerging market stocks were the top performer among the asset 
classes shown, while through the first half of this year, emerging market stocks are the worst 
performer among the group. Investing in emerging market stocks has been the investment 
equivalent of an exhilarating roller coaster ride, but some of the descents have been scary. 
 



 
 

A second chart, taken from a posting by financial blogger Ben Carlson, shows the cumulative 
returns of the MSCI emerging market index over four different periods from 1988 through July 
2018. It highlights not only the steepness of the emerging markets index's ascent and decline 
during these nearly 30 years of investing history, but it also points out the diversification 
benefits implicit in owning emerging markets stocks.  In other words, note how the best (and 
worst) returns for emerging markets tend to be counter-cyclical to U.S. large company stock 
returns, as captured by the S&P 500 index. 
 

    MSCI EM   
S&P 
500  

1988-1993 545.4% 128.7% 
1994-1998 -38.5% 191.3% 
1999-2007 420.1% 37.5% 
2008-2018  22.2%  126.0%  
1988-2018 11.0% 10.2% 

 
Source: Ben Carlson, https://awealthofcommonsense.com/2018/08/a-short-history-of-emerging-market-corrections-bear-markets/ 
 
In summary, investors who can stand the roller coaster ride of owning emerging market stocks 
have found impressive returns and a dampening of overall portfolio volatility.  
 
 
 
 



 
Question Three: Why would anyone invest in emerging markets now? 
There are three compelling arguments for owning emerging market stocks at present. These are 
1) valuation (they're cheap compared to U.S. stocks); 2) diversification (they tend to zig when 
U.S. stocks zag); and 3) their growing presence in the investment universe.  
 
Valuation: 
While we cannot predict future returns, history suggests that after emerging market stocks sell 
off significantly, similar to what they've done over the past ten months, they come back strong. 
(Two ETFs that track the MSCI Emerging Markets index [VWO and EEM] have fallen by more 
than 20% since their highs for the year on January 26, 2018.) See another chart (below) from Ben 
Carlson, posted in August of this year, depicting what happened one, three, and five years later 
if an investor bought the emerging markets index on the first of the month following a 20% 
drawdown. Carlson writes, "The average total returns following a 20% decline were 20.19%, 
43.38%, and 70.97%, respectively over the following one, three, and five years."  
 

 
 

Whether we've reached the low point for emerging market stocks is unknowable, but once we 
do, history suggests the ride back up will be worthwhile. 
 
Diversification: 
We've commented in a number of places in this series about the benefits of diversification. 
Rather than belabor the point here, suffice it to say that there's ample evidence that including 
emerging market stocks in your equity portfolio can enhance returns and reduce overall 
volatility. 
 
Growing presence: 
Some thirty years ago, emerging market stocks represented an extremely small slice of the 
universe of investment opportunities. Today, according to data provided by blogger Phil Huber, 
emerging market stocks represent over twelve percent of the global investment opportunity set. 
There are well over six thousand publicly traded stocks in twenty-four emerging market 
countries with a total value of roughly $7 trillion. Forgoing nearly one-eighth of the investable 
universe of stocks is a little like playing baseball without a second baseman or writing an essay 



without three or four letters of the alphabet. You can do it, but you may miss something 
important along the way. A chart shows the growing presence of emerging stocks within the 
investing universe: 
 

 
Source: Dimensional Fund Advisors, as depicted in Phil Huber's blog, bps and pieces, "The Curious Case for Emerging Markets, 
September 24, 2018   https://bpsandpieces.com/2018/09/24/the-curious-case-for-emerging-markets/ 
 
In summary, we believe there are good reasons to include stocks of emerging market 
economies in the equity portion of most portfolios. The companies servicing these economies 
face a growing number of consumers who aspire to join the middle class, and exist in countries 
that are increasingly recognizing that to participate in the global economy, transparency, the 
rule of law, and foreign investment are required. As one pundit has put it, "An investment in 
emerging markets is a bet on the expanding prosperity and innovation of our species."1 
 
Next week, we'll conclude our series by looking into an asset class called "alternative 
investments." If you've followed us this far, we thank you for your interest, and we look forward 
to having you with us next week for our final segment of the series. 
 
1Adam Butler, as quoted in Phil Huber's blog, https://bpsandpieces.com/2018/09/24/the-curious-case-for-emerging-markets/ 



 

Value of Diversification  


