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Endorsing emerging markets
Why are investors shunning emerging markets? Could this 
asset class be an attractive choice for long-term growth? 

It is true that emerging markets have 
recently delivered poorer returns 
relative to developed markets, primarily 
on the equity side. Over the three years 
to the end of April 2015, the MSCI World 
Index climbed 46% in US dollar terms. 
The MSCI Emerging Markets Index 
paled in comparison, rising just 10%.

These areas of the world face near-
term headwinds, such as more modest 
growth and the impact of central bank 
actions in the developed world. But 
investors who overlook emerging 
markets, whether in Australia or 
elsewhere, do so at their own risk. 
Not only are they underestimating the 
ongoing structural changes in these 
countries, they are also often misled by 
common myths about the asset class.

A new dividend culture

A prevailing perception is that emerging 
market companies prefer to reinvest 
excess cash for future growth, rather 
than pay dividends. Therefore, while 
Australian investors may look to 
emerging market stocks for capital 
growth, they tend to turn to high-
yielding dividend stocks at home for 
income.

So it might come as a surprise to some 
that over 90% of companies represented 
in the MSCI Emerging Markets Index pay 
dividends. As at the end of December 
2014, the average dividend yield of 
the MSCI Emerging Markets Index was 

2.95%, greater than that of Standard & 
Poor’s 500 Composite Index and the 
MSCI World Index. And more than a 
third of emerging market stocks had a 
dividend yield higher than 3%.

These dividends have been a key 
contributor to total returns. For the 15 
years to the end of December 2014, the 
MSCI Emerging Markets Index returned 
240%, 49 percentage points of which 
came from dividends. As emerging 
market companies continue to mature 
in their capital structure, dividends 
are expected to play an even more 
prominent role in total returns.

More important, perhaps, is the role 
that dividends have played recently in 
dampening volatility and limiting the 
impact of market weakness. Since 2003, 
consistent dividend payers that yielded 
more than the market have provided 
superior relative returns to the MSCI 
Emerging Markets Index. Better results 
were particularly notable during periods 
of market declines, including the global 
financial crisis. They were also evident 
during the second half of 2014, when 
consistent dividend payers with above-
median yields outpaced non-payers by 
an impressive 590 basis points. 

Management staff from emerging 
market companies are paying more 
attention to the income part of 
shareholder returns. As they embrace a 
dividend culture, emerging markets will 
increasingly be a rich hunting ground for 
those in search of yield.
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Dividends have reduced the impact of share price declines in emerging markets 
Results relative to the MSCI Emerging Markets Index (%) 

Sources: Factset and Capital Group. Data as of 31 December 2014. Dividend payers with above-
median yields and non-payers are subcomponents of the MSCI Emerging Markets Index.

No place like home?

Investors who continue to have the 
traditional ‘home-market’ bias are 
clearly missing out. This is true now 
more than ever, as the Australian 
economy makes the tricky transition 
from the resources-led boom towards  
broader-based growth.

Income investors will have to reconsider 
if the generous dividend policies 
of many domestic companies are 
sustainable. Slower economic growth 
on the back of falling demand for 
Australia’s natural resources and 
sluggish consumer sentiment points to 
a challenging backdrop for corporate 
earnings. Whether companies can 
maintain their previous high-payout 
ratio of over 70% remains to be seen. 
Most recently, one of Australia’s biggest 
lenders, disappointed shareholders 
when its results and dividend increase 
missed estimates.

There are also those who contend that 
the Australian stock market provides 
them with some emerging market 
exposure. Perhaps the resources 
companies could serve as such a proxy 
but there are signs that the commodity 
‘super cycle’ has run its course. 
Dominated by miners and financials (the 
big four banks and BHP Billiton account 
for close to 40% of the S&P/ASX 200 
Index), the local stock market offers few 
opportunities to invest in other far more 

exciting developments associated with 
fast-growing companies and sectors in 
emerging markets.

Besides, the forward price-to-earnings 
ratio for emerging markets is around 12 
times, versus 16 times for the Australian 
market. Meanwhile, the consensus 
one-year earnings growth estimate for 
emerging markets is a healthier 10%, 
compared to the muted earnings growth 
outlook at home. Taken together, there 
are ample reasons for investors to 
diversify away from the deep Australian 
bias and invest in emerging markets 
today.

Sowing the seeds of long-term 
growth

One of the most important investment 
themes of this decade is the emerging 
market consumer. Not only has consumer 
spending increased in emerging markets, 
but consumption patterns are also 
changing in meaningful ways as better 
living standards drive demand for higher 
value goods and services. In urban China, 
for example, a rapid rise in per-capita 
income over the last two decades has 
meant that consumers now spend less 
of their incomes on fulfilling basic needs 
and more on discretionary activities such 
as travel and leisure. 

Although China’s economic slowdown 
has been giving many investors reason 
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Urban consumption in China 
 
 

Sources: CEIC, National Bureau of Statistics of the People’s Republic of China, Deutsche Bank.
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for pause, the country’s policies must 
be viewed in a longer-term context. By 
cooling down an overheated property 
market, reining in unbridled lending, 

and curbing unprofitable infrastructure 
projects, China is laying the foundation 
for more sustainable, perhaps slightly 
lower, longer-term growth. 

 

One main consideration regarding future 
consumption trends in emerging markets 
is not just what people will buy, but 
how they will buy it. The surge in online 
purchases, facilitated by e-commerce 
marketplaces, has radically changed the 
face of retailing, effectively leapfrogging 
the traditional brick-and-mortar model 
that has long reigned in developed 
markets. Companies all over the world 
can now reach customers without 
building costly infrastructure. 

Also shaping the emerging market 
consumption story is the rapid ageing of 
populations. Historically, the emerging 
market story has been one of a young  
and growing working-age population. 
This remains true for countries like 
Indonesia and India. Yet declining 
birth rates mean that countries such as 
China, South Korea and Thailand have 
populations that are older and ageing 
quickly. 

These consumers have tremendous 
buying power, and if the experience 
of the developed world is any guide, 
healthcare spending should increase 
significantly. As disposable income rises 
further, they are likely to become more 
willing to pay for services such as private 
healthcare and diagnostics. 

An inadequate social safety net in many 
developing economies is one reason that 
ageing may cause spending patterns 
to differ from those in developed 
markets. In China and Korea, for instance, 
consumers bear a much heavier burden 
for ensuring their wellbeing as they age. 
In this environment, insurance companies 
are well placed to benefit. 

These developing trends in emerging 
markets represent enduring and 
compelling investment themes for 
investors who are willing to take a longer 
view.

Headline risks are less relevant

Headline risks that have kept many 
investors on the sidelines are abating. 
Over the past two decades, company-
specific factors have gone from 
contributing a third of the returns for 
emerging market companies to nearly 
two-thirds of the returns, a percentage 
that is increasingly akin to the part that 
company-specific factors play in the 
returns for developed market companies. 

In other words, investors are 
differentiating between macroeconomic 
factors that often trigger headlines, and 
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A case for being selective

An active, bottom-up approach can be 
advantageous. Such a strategy is also well 
suited to emerging markets, which group 
countries as diverse as Korea and South 
Africa. The quality of companies can also 
vary as widely. 

A research-driven approach with a focus 
on individual companies that can profit 
from the major trends across emerging 
markets could prove rewarding. So too 
will the distinction between companies 

that understand the value of enhancing 
shareholder value and those that do not.

All in all, there is good reason to stay the 
course in emerging markets. They may 
have been underwhelming in recent 
years, but over the 10 years to the end of 
April 2015, the MSCI Emerging Markets 
Index had an annualised return of close 
to 10% in US dollar terms, comfortably 
beating the MSCI World Index’s 7%. It is 
surely time to reconsider the merits of 
investing in emerging markets.

the specific factors that drive company 
success. As more and more emerging 
market companies derive a part of their 
business from outside of their country of 
domicile, headline risks could become 
even less significant. 

Retaining a focus on individual 
companies amid macro headwinds is 

therefore essential. The key is to invest in 
high-quality businesses with the potential 
to withstand stretches of slowing growth, 
political upheaval or currency declines 
over the long run. These companies can 
distinguish themselves even during times 
of uncertain near-term prospects for 
developing countries.

Breakdown of nominal returns for emerging market stocks  

 
 
 

 
 
 
 
 
 

 
 
Source: Empirical Research Partners. Attribution analysis uses capitalisation-weighted monthly US dollar 
returns. Data smoothed on a trailing two-year basis.
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