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In this report, we discuss the attractiveness of Emerging 
Market equities based on valuation criteria. We also show that 
Alternative EM is a better option for diversification purposes, 
since it preserves the performance of EM while significantly 
reducing the volatility. 

■■■ Emerging Markets (EM) will soon represent 40% of world GDP. However, they barely 
represent 10% of global equity indices. Benchmarked portfolios are therefore 
structurally underweighted in EM equities compared to their size in the global 
economy. This gap appears unwarranted.

■■■ The incomplete integration of EM into world markets and their relatively small 
equity market capitalisation creates potentially attractive investment opportunities. 
Nevertheless, EM equities have disappointed over the recent years, underperforming 
developed markets (DM) equities. Six years after the demise of Lehman Brothers, EM 
equities are trading at a 40% discount to DM equities.

■■■ The case for Alternative EM as diversifiers: since correlations between EM and 
DM equity returns rose during the last decade, diversification benefits are a less 
compelling story for investing in EM through long-only vehicles. We nevertheless 
can show that actively managed strategies can still profit from EM diversification. 
Alternative EM funds have been able to preserve the outperformance of EM assets 
over the last decade while reducing the volatility. 

the best of both worlds: Alternative eM capture higher eM performance with lower risk
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the cAse FOr ADDing eM equities  
in A glObAl POrtFOliO

Emerging Markets (EM) will soon represent 40% of world GDP. However, they barely 
represent 10% of global equity indices. Consequently, benchmarked portfolios 
structurally underweight EM equities compared to the size of EM in the global 
economy. There are some reasons for this, such as the higher volatility of EM equities, 
lower percentage of free float than in developed markets, higher transaction costs etc. 
Nevertheless, this gap appears largely unwarranted today. 

The key question is therefore how much to invest in emerging markets. As stated in 
recent academic research, “a market capitalisation-based benchmark can be viewed 
as the lower bound on the asset allocation to emerging markets”1.

how much to invest in emerging markets?
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*  We only consider the universe of countries comprised in the MSCI All Country World Index. Their share in the world GDP is calculated at market exchange rates. IMF 
forecasts as of October 2014. Source: Datastream, MSCI, IMF, Lyxor AM

the MsCi gDP weighted index has outperformed the market weighted index over the long run
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Benchmarked 
portfolios structurally 

underweight EM 
equities compared to 

the size of EM in the 
global economy. This 

gap appears largely 
unwarranted today.
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share  
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Developed 89% 63%

Emerging 11% 37%

The MSCI All Country World Index comprises 
46 countries, of which 23 are classified as 
developed markets and 23 are classified as 
emerging markets. Source: MSCI, Lyxor AM

1  Bekaert G. and C. R. Harvey (2014), “Emerging Equities in a Globalizing World”, available at 
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2344817
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three reAsOns Why this is the right MOMent  
tO reAssess eM

Coupled with their relatively small equity market capitalisation, it is commonly agreed 
that the incomplete integration of EM into world markets creates potentially attractive 
investment opportunities2. However, EM equities have disappointed over the recent 
years by underperforming DM equities in the relief rally seen in the US in the wake of 
the global financial crisis in 2008. Six years after the demise of Lehman Brothers, EM 
equities are now trading at a substantial discount to developed equities. Expressed 
in terms of relative price to books, EM equities currently show a 40% discount to 
developed market equities.

#1: eM equities are cheap compared to developed equities

the undervaluation of eM equities has returned to levels last seen in 2004
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Relative price to book ratio of the MSCI EM (1.6x) and the MSCI World (2.2x). Data as of end-September 2014. Source: Bloomberg, MSCI, Lyxor AM.

Bottom fishing in EM equities: some countries are cheaper than others
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The incomplete 
integration of EM 

into world markets 
creates potentially 

attractive investment 
opportunities.

EM equities currently 
show a 40% discount 

to developed equities.

Countries with 
geopolitical issues 
show a significant 

discount compared to 
other countries: Russia 

(though its valuation 
has structurally been 

low), Turkey, Egypt, 
Pakistan, Argentina 

etc.

2  IMF (2014), “How Do Changes in the Investor Base and Financial Deepening Affect Emerging Market 
Economies?” in Global Financial Stability Report, April. Bekaert G., C R. Harvey, C. T. Lundblad, and S. 
Siegel (2011), “What Segments Equity Markets?” Review of Financial Studies, Vol. 24, No. 12, pp. 3847–90.
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#2: economic growth in eM has bottomed out 

Growth concerns in EM have eased since the end of the first quarter, as shown by the 
chart below. PMI indices have bottomed out recently and the strength of the services 
sector (non tradables) versus the manufacturing sector (tradables) signals that domestic 
conditions are faring better than external conditions. Since the PMI indices have started 
to rebound, the MSCI EM has outperformed the MSCI World. The MSCI EM (total 
return) is up 3.1% versus 2.9% for the MSCI World (total return) since March 2014.

PMi indices indicate that economic activity in eM bottomed out at the end of q1 14
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Emerging markets have been in the headlines recently regarding their growth 
deceleration and their exposure to the fall in commodity prices (see link). However, we 
would emphasise that growth deceleration is not a particular feature of EM, but rather a 
generalised aspect of the world economy today. As shown by the chart below, the gap 
between EM and DM growth is no longer narrowing. 

growth deceleration in eM: much ado about nothing in relative terms
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Much has also been said concerning the impact of falling commodity prices on EM. 
In this regard, the IMF calculated the impact of a 30% decline in metals prices and a 
10% decline in energy prices a few months ago3. The main conclusion here was that 
the impact was heterogeneous across and within regions. Asia is expected to benefit 
the most from steep falls in commodity prices due to the fact that it is a significant net 
importer of commodities. EM Europe would also benefit (except for Russia and CIS 
countries). At the same time, the Middle East, Latin America and Africa are expected to 
be more negatively impacted. The overall impact on EM would be somewhat neutral.

#3: eM equities have seen renewed investor interest since the end of q1 14

After several years of paltry and irregular flows into EM equities, investors have flocked 
back into them since the end of Q1 14. A regional split of equity flows shows that EM 
Asia and Latin America traditionally receive the bulk of these flows. At the same time, 
EM Europe and Africa & Middle East remain somewhat off EM investor radars due to 
the lack of market depth.

Since growth conditions in EM have bottomed out, equity flows have resumed
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The current sharp 
decline in commodity 

prices is expected 
to have a moderate 

overall impact on EM. 
Asia and EM Europe 

(except for Russia 
and CIS countries) are 

expected to benefit 
from it. 

Since the end of Q1 
14, equity flows to EM 
have been above their 
average over the past 

four years.

3  IMF (2013), “Commodity Market Review”, for World Economic Outlook (October).
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investing in eM thrOugh AlternAtive MAnAgers

The benefits of adding EM in a portfolio for the purpose of diversification has been a 
largely discussed topic over the last decade4. However, the correlation of equity market 
returns between EM and DM has increased substantially since EM embarked on a 
process of liberalisation of their capital accounts in the 90s. Diversification benefits 
are therefore a less compelling story for investing in EM. For example, the BIS recently 
indicated that “there is a higher degree of concentration in the use of benchmarks by 
asset managers investing in EM assets [and] these factors can […] raise the potential 
for one-sided markets in EM5.”

the case for Alternative eM as diversifiers

Nevertheless, actively managed strategies can still profit from EM diversification. 
Alternative EM funds have been able to preserve the outperformance of EM assets 
over the last decade while reducing the volatility. The HFRX EM Composite hedge fund 
index has outperformed the MSCI EM, posting an annualised return of 7.8% (vs. 6.5%) 
with lower volatility. 

Since the HFRX EM Composite reflects a combination of equity, fixed income, currency 
and commodities, the comparison with the MSCI EM is not straightforward. As a result, 
we built a diversified long-only EM portfolio and have seen that alternative EM is still 
more efficient. However, much of the performance of EM was recorded in the first half 
of the last decade. As a result, we focused on the period between 2008 and 2014, 
when EM underperformed. We found that alternative EM still outperformed on a risk-
adjusted basis.

the best of both worlds: Alternative eM captures higher performance with lower risk
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Actively managed 
strategies can still 

profit from the benefits 
of EM diversification. 

EM alternative 
managers have been 
able to preserve the 
higher performance 

of EM over the 
last decade while 

significantly reducing 
the volatility.

The correlations 
between EM and 

DM equity returns 
rose over the last 

decade. Diversification 
benefits are thus a less 

compelling story for 
investing in emerging 

markets through long-
only vehicles.

4  See Li K., A. Sarkar and Z. Wang (2003), “Diversification Benefits of Emerging Markets Subject to Portfolio 
Constraints”, Journal of Empirical Finance Vol. 10, No. 1-2, pp. 57-80. Caruso M., B. Silli and R. Umlauft 
(2005), “The Benefits of Emerging markets Diversification in Practice: Institutional vs. Private Investors”, 
Universitat Pompeu Fabra.

5  See BIS (2014), “Asset Managers in Emerging Market Economies”, in BIS Quarterly Review, (September).
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the case for Alternative eM as performers

Alternative EM had a difficult time in 2013 and during the first half of 2014. However, the 
HFRX Emerging Markets Composite has rebounded recently (+2% over the last three 
months; +1.5% last six months) after a somewhat weak relative performance over the 
last 12 months (+0.6%). Momentum is therefore getting stronger, especially compared 
to developed HFRX indices. 

eM alternative managers have shown strong momentum recently
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From a regional perspective, Latin America and the BRICs have been the best performers. 
The HFRX BRIC has delivered a solid performance both on a 12-month and a 3-month 
basis. At the same time, the HFRX Russia / Eastern Europe is underperforming, mainly 
related to the geopolitical issues surrounding Russia and this country’s exposure to 
negative trends in commodity prices. 

within eM alternatives, latin America and the briCs have been the best performers
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the hedge fund 
industry.
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BRICs have been the 
best performers.
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iMPortAnt DisClAiMer
Source: Lyxor Asset Management (“Lyxor AM”) database except as noted
THIS DOCUMENT IS FOR THE EXCLUSIVE USE OF INVESTORS ACTING ON THEIR OWN ACCOUNT AND CATEGORISED EITHER AS “ELIGIBLE 
COUNTERPARTIES” OR “PROFESSIONAL CLIENTS” WITHIN THE MEANING OF MARKETS IN FINANCIAL INSTRUMENTS DIRECTIVE 2004/39/CE

Prior to investing in the product, investors should seek independent 
financial, tax, accounting and legal advice. It is each investor’s responsibility 
to ascertain that it is authorised to subscribe, or invest into this product. 
This document does not constitute an offer for sale of securities in the 
United States of America. The product herein described will not be 
registered under the U.S. Securities Act of 1933, as amended (the “U.S. 
Securities Act”) and may not be offered or sold in the United States of 
America without being registered or being exempted from registration 
under the U.S. Securities Act. This document does not constitute an offer, 
or an invitation to make an offer, from Société Générale (“SG”) or Lyxor 
Asset Managament (collectively with its affiliates “Lyxor AM”) or any of their 
respective subsidiaries to purchase or sell the product referred to herein.
Société Générale and Lyxor AM recommend that investors read 
carefully the “risk factors” section of the product’s documentation 
(offering memorandum and supplemental memorandum). The product’s 
documentation can be obtained free of charge upon request to client-
services@lyxor.com or invest@lyxor.com for U.S. Investors.
This product includes a risk of capital loss. The redemption value of this 
product may be less than the amount initially invested. In a worst case 
scenario, investors could sustain the loss of their entire investment. This 
document is confidential and may be neither communicated to any third 
party (with the exception of external advisors on the condition that they 
themselves respect this confidentiality undertaking) nor copied in whole or 
in part, without the prior written consent of Lyxor AM or Société Générale.
All information about a Benchmark Fund and Trading Advisor contained 
in this document (including historical or hypothetical returns) was provided 
by the Trading Advisor. Such Trading Advisor is not affiliated with SG or 
Lyxor AM, and none of SG, Lyxor AM or any of their affiliates guarantees 
the accuracy, timeliness or completeness of such information. None of SG, 
Lyxor AM or any of their affiliates has checked the accuracy of any data 
herein provided by such Trading Advisor or the sources thereof nor the 
methods or underlying data used to prepare this information.
Under normal market conditions, Lyxor intends to offer weekly or monthly 
liquidity for its managed accounts. However, weekly or monthly liquidity is 
not guaranteed and there are circumstances under which such liquidity 
may not be possible, including, but not limited to:
1.  Periods during which there are a large number of redemption requests, 

or where there are one or more large redemption requests;
2.  Where Lyxor’s risk management guidelines would prohibit additional 

liquidity (for example, in the case of managed accounts that are heavily 
leveraged);

3.  Where the underlying investments of a managed account impose 
additional restrictions on liquidity (for example, the use of “gates”).

The attention of the investor is drawn to the fact that the NAV stated in this 
document cannot be used as a basis for subscriptions and/or redemptions.
The obtaining of the tax advantages or treatments defined in this 
document depends on each investor’s particular tax status, the jurisdiction 
from which it invests as well as applicable laws. This tax treatment can 
be modified at any time. We recommend to investors who wish to obtain 
further information on their tax status that they seek assistance from their 
tax advisor.
The accuracy, completeness or relevance of the information which has 
been drawn from external sources is not guaranteed although it is drawn 
from sources reasonably believed to be reliable. Subject to any applicable 
law, Société Générale and Lyxor AM and their respective subsidiaries shall 
not assume any liability in this respect.
The market information displayed in this document is based on data at a 
given moment and may change from time to time.
The Assets Under Management presented herein reflect total assets in all 
investment vehicles and accounts (“Lyxor Funds”) for which Lyxor provides 
continuous and regular supervisory or management services for a fee (i.e. 
administrative, management and/or performance fees as well as other 
fee sharing arrangements, as applicable), including amounts from certain 
Lyxor Funds that invest into other Lyxor Funds.

AuthorisAtions
Société Générale is a French credit institution (bank) authorised by the 
Autorité de contrôle prudentiel (the French Prudential Control Authority).
Lyxor Asset Management (Lyxor AM) is a French investment management 
company authorized by the Autorité des marchés financiers and placed 
under the regulations of the UCITS Directive (2009/65/CE). Lyxor AM is a 
registered Commodity Pool Operator and a Commodity Trading Advisor 
under the U.S. Commodity Futures and Trade Commission. Lyxor AM is 
also a member of the National Futures Association.
The fund is the holder of a certificate under the Collective Investment 
Funds (Jersey) Law, 1988 (as amended). SG Hambros Fund Managers 
(Jersey) Limited and the SG Hambros Trust Company (Channel Islands) 
Limited are registered to conduct “fund services business” under the 
Financial Services (Jersey) Law 1998 (as amended). The Jersey Financial 
Services Commission is protected by these Laws against liability arising 
from the discharge of its functions under them. The Commission does not 
take any responsibility for the financial soundness of the fund or for the 
correctness of any statements made or expressed herein or in the Offering 
Memorandum or the Supplemental Memorandum of the Fund.
NOTICE TO INVESTORS IN THE EUROPEAN UNION AND SWITZERLAND: 
This document is of a commercial and not of a regulatory nature. No 
prospectus has been approved by, or notified to; a local regulator (except 
in Jersey) and the product may not be distributed by way of an offer, or an 
invitation to make an offer, of securities to the public.
NOTICE TO UK INVESTORS: The products described within this 
document are suitable for professional investors only and are not 
directed at retail clients. The document is issued by Lyxor AM. Lyxor 
AM is represented in the UK by Lyxor Asset Management UK LLP, 
which is authorized and regulated by the Financial Conduct Authority 
in the UK.
NOTICE TO SWISS INVESTORS: The product presented herein has not 
been and will not be registered with, or approved by, the Swiss Financial 
Market Supervisory Authority FINMA (FINMA) under the Swiss Federal 
Act on Collective Investment Schemes (CISA). Therefore, the information 
presented herein or in the fund’s legal documentation does not necessarily 
comply with the information standards required by FINMA in the case of 
distribution of collective investment schemes to non-qualified investors, 
and investors do not benefit from protection under the CISA or supervision 
by FINMA. The product must not be distributed to non-qualified investors 
in or from Switzerland, and may be distributed exclusively on a private 
placement basis to Qualified Investors as defined in article 10 of the 
CISA and related provisions in the Swiss Federal Ordinance on Collective 
Investment Schemes (CISO) in strict compliance with applicable Swiss law 
and regulations. This document is personal and does not constitute an 
offer to any person. This document must be distributed or otherwise made 
available in Switzerland on a private placement basis only and exclusively 
to Qualified Investors, without distribution or marketing to non-qualified 
investors in or from Switzerland. This document may be used only by 
those Qualified Investors to whom it has been handed out in connection 
with the offering described therein, and it may neither be distributed nor 
made available to other persons without the express consent of Lyxor 
AM or Société Générale. It may not be used in connection with any other 
distribution and shall in particular not be copied and/or distributed to non-
qualified investors in Switzerland or in any other country. This document, 
or the information contained therein, does not constitute a prospectus as 
such term is understood pursuant to article 652a or article 1156 of the 
Swiss Code of Obligations or a listing prospectus pursuant to the listing 
rules of the SIX Swiss Exchange or any other exchange or regulated 
trading facility in Switzerland or a simplified prospectus, a key information 
for investors document, or a prospectus, as such terms are defined in the 
CISA.
NOTICE TO U.S. INVESTORS: Any potential investment in any securities or 
financial instruments described herein may not be suitable for all investors. 
Any prospective investment will require you to represent that you are an 
“accredited investor,” as defined in Regulation D under the Securities Act 
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of 1933, as amended, and a “qualified purchaser,” as defined in Section 
2(a)(51) of the Investment Company Act of 1940, as amended (the “40 Act”) 
The securities and financial instruments described herein may not Act ) 
be available in all jurisdictions. Investments in or linked to hedge funds 
are highly speculative and may be adversely affected by the unregulated 
nature of hedge funds and the use of trading strategies and techniques that 
are typically prohibited for funds registered under the ’40 Act. Also, hedge 
funds are typically less transparent in terms of information and pricing and 
have much higher fees than registered funds. Investors in hedge funds 
may not be afforded the same protections as investors in funds registered 
under the ’40 Act including limitations on fees, controls over investment 
policies and reporting requirements.
NOTICE TO CANADIAN INVESTORS: Any potential investment in any 
securities or financial instruments described herein may not be suitable 
for all investors. Any prospective investment will require you to represent 
that you are a “permitted client“, as defined in National Instrument 31-103 
and an “accredited investor,” as defined in National Instrument 45-106. 
The securities and financial instruments described herein may not be 
available in all jurisdictions of Canada. Investment vehicles described 
herein will not be offered by prospectus in Canada and will not be subject 
to National Instrument 81-102 and National Instrument 81-106. In addition, 
investments in or linked to hedge funds are highly speculative and may 
be adversely affected by the unregulated nature of hedge funds and the 
use of trading strategies and techniques that are typically prohibited for 
prospectus offered funds. Also, hedge funds are typically less transparent 
in terms of information and pricing and have much higher fees than 
prospectus offered funds. Investors in hedge funds may not be afforded 

the same protections as investors in offered funds, including limitations on 
fees, controls over investment policies and reporting requirements.
NOTICE TO HONG KONG INVESTORS: This document is distributed in 
Hong Kong by SG Securities (HK) Limited and Société Générale Hong Kong 
Branch, which is regulated by the Securities and Futures Commission and 
Hong Kong Monetary Authority respectively. The information contained in 
this document is only directed to recipients who are professional investors 
as defined under the Securities and Futures Ordinance, Part III.
NOTICE TO JAPANESE INVESTORS: This document is distributed in 
Japan by Société Générale Securities (North Pacific) Ltd., Tokyo Branch, 
which is regulated by the Financial Services Agency of Japan. This 
document is intended only for the Professional Investors as defined by 
the Financial Instruments and Exchange Law in Japan and only for those 
people to whom it is sent directly by Société Générale Securities (North 
Pacific) Ltd., Tokyo Branch, and under no circumstances should it be 
forwarded to any third party.
NOTICE TO SINGAPORE INVESTORS: This document is distributed in 
Singapore by Société Générale Singapore Branch, which is regulated 
by the Monetary Authority of Singapore. This document may only be 
distributed to institutional, accredited and expert investors.
NOTICE TO TAIWAN INVESTORS: This document is to present you with 
our all capital markets activities across Asia-Pacific region and may only 
be distributed to the institutional investors. The product mentioned in this 
document may not be eligible or available for sale in Taiwan and may not 
be suitable for all types of investors.


