
By now, most investors are familiar with emerging market stocks 
and their benefits to overall portfolio performance. Favorable 
demographics, urbanization, escalating levels of wealth, and rising 
consumer spending are all long-term secular trends that have 
emerged as compelling reasons to include emerging markets in 
institutional portfolios.
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Mass affluence, or the “emerging” middle-class consumer, is the most notable opportunity associated with emerging markets, and should help 

shift the composition of GDP to rely more on domestic rather than foreign demand. With continued growth, development, and prosperity, 

residents of these countries will use increased wealth to purchase goods and services once deemed a luxury.1 Most investors assume that 

by allocating to an emerging markets fund they are exposed to companies that will benefit from the growth of the emerging middle-class 

consumer. However, a more thorough examination reveals this may not always be the case.

A comparison of the MSCI Emerging Markets Index (“EM index”) and the MSCI Emerging Markets Small-cap Index (“EMSC index”) shows 

that investors’ actual emerging markets exposure can vary based on the utilized index. Aside from the obvious size discrepancies, each 

index features differing exposures to sectors and companies. In fact, the EMSC index has historically provided investors with non-parallel 

performance profiles (as measured by correlation and traditional risk/return metrics) compared to the EM index. The contrasting sector 

exposures and risk/return characteristics have led many investors to contemplate a separate allocation to emerging market small-caps within 

their portfolios.

Emerging Markets vs. Emerging Market Small-Caps

There is much variation between the EM and EMSC indices. Market-capitalization (“market-cap”) is the first obvious distinction between the 

two. Naturally, the EMSC index has a much lower market-cap compared to the EM index. This should come as no surprise since the EMSC 

index is a small-cap index whereas the EM index is a mid- to large-cap index. 

1 These items mainly fall into the consumer discretionary, consumer staples, and healthcare categories
2 As of 4/30/2012

Exhibit 1: Market Capitalization

Index Median Market-Cap Average Weighted Market-Cap

EMSC $356 MM $821 MM

EM $8,493 MM $34,600 MM

Exhibit 1 illustrates the median and 

weighted average market-caps for each 

index. The EMSC index has a median and 

weighted average market-cap of $356 

and $821 million, respectively, compared 

to $8.49 and $34.6 billion, respectively, 

for the EM index.2  Clearly, the EM index isSource:  Bloomberg
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tilted toward larger and more developed companies while the EMSC index provides investors exposure to smaller companies, which often 

offer greater return potential. 

Beyond the asymmetry in market-cap, two other fundamental differences between the indices should be noted. The first is opportunity set; 

in regard to breadth and number of issues, the EMSC index is the clear winner. Exhibit 2 shows that the EMSC index has a total of 1,877 

names compared to 817 for the EM index.

Exhibit 2: Number of Sector Names

3 The IMI is an all encompassing EM index that contains large, mid, and small-cap companies. 

Source:  Bloomberg

Exhibit 3: EM Investable Market Index Stocks by Size

Source:  Bloomberg

Even though the number of stocks in the 

EMSC index far exceeds that of the EM 

index, large-cap stocks still comprise a larger 

portion of the Emerging Markets Investable 

Market Index (“IMI”).3 Exhibit 3 illustrates 

that the Emerging Markets IMI is comprised 

of 38% small-cap stocks and 62% large-cap 

stocks.  Investors who simply purchase an 

Emerging Markets IMI fund must understand 

that returns will be primarily driven by the 

larger companies of the EM index and not 

by the smaller companies of the EMSC 

index.  An Emerging Markets IMI fund is 

far from a pure play on emerging market 

small-cap stocks.  Although such a fund 

offers some exposure to emerging market 

small-caps, the performance realized by the 

investor will be far different from one who 

purchases a dedicated emerging market  

small-cap product.
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Index composition is the second and 

most important difference between the 

EMSC and EM indices. Sector allocation 

mainly determines an investor’s underlying 

economic exposure. For example, there 

has been tremendous discussion about the 

Chinese consumer and potential investment 

opportunities. However, a closer look at the 

EM index reveals that Chinese consumer 

discretionary companies comprise only 

0.52% of the index. Yet, Chinese consumer 

discretionary companies encompass more 

than 2% of the EMSC index. This is just one 

example of the many composition differences 

between the two.
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Exhibits 4 and 5 illustrate the sector 

breakdowns for the EMSC and EM indices. 

It is evident that an investor is exposed 

to different sectors, companies, and risks 

depending on the chosen index. For 

example, an allocation to the standard 

EM index will feature exposures of 24% to 

financials and 13% to energy, whereas the 

equivalent EMSC index exposures are only 

18% and 2%, respectively. Furthermore, the 

EMSC index includes allocations of 18% 

and 16% to consumer discretionary items 

and industrials, respectively, while the EM 

index has just 8% and 6.6% allocated to the  

same two sectors.

Exhibits 4 and 5 can help an investor examine 

if he is appropriately positioned to take 

advantage of emerging market countries’ 

mass urbanization and growing wealth. 

The EM index features less exposure to the 

sectors most likely to benefit from a rising 

middle class, and more exposure to large-cap, 

globally sensitive commodity and financial 

companies. For example, Samsung, a South 

Korean multinational high-tech electronics 

manufacturer, is the largest holding in  

the EM index. Collectively, the standard 

EM index has 50% exposure to energy, 

materials, and financials. These sectors are 

typically affected more by global rather than  

local risk factors.5 

On the other hand, the EMSC index provides 

exposure to sectors and companies that have 

historically been more closely aligned with 

domestic demand. These sectors include 

consumer discretionary, consumer staples, 

and health care. These three sectors comprise 

32% of the EMSC index but just 17.5% of the

4 Source: Bloomberg; as of 4/30/2012
5 Fidelity Investments
6 Source: Bloomberg; as of 4/30/2012

Exhibit 4: EM Small-Cap Index Sector Composition4

Exhibit 5: EM Index Sector Composition6
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EM index. Additionally, the EMSC index is more exposed to the sectors and companies that should benefit from an emerging  

middle-class consumer. 

For example, the largest holding in the EMSC index is Nampak Limited. Nampak is a South African manufacturing company that constructs 

packaging for consumer discretionary items and is South Africa’s largest toilet tissue producer. Due to its business lines, Nampak’s revenues are 

predominantly driven by local economic factors, with 80% of fiscal year 2011 revenues coming directly from African countries. Comparatively, 

developed countries contributed more than 50% of Samsung’s 2011 fiscal year revenue. Increased wealth in emerging markets obviously 

affects Samsung, but due to the higher-end nature of its products and global presence, the company is more exposed to global growth
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and income patterns. Clearly, the different sources of revenue in these examples would ripple through to the underlying value of each stock, 

translating into different return patterns for investors.

Risk/Return

Exhibit 6 highlights the risk/return profile for six asset classes over various time-periods.7  Comparing the EM and EMSC indices, one 

sees relatively similar risk/return profiles between the two as measured by return, standard deviation, and Sharpe ratio. Going forward, 

Exhibit 6: Risk/Return

Index Return Std. Dev. Sharpe Return Std. Dev. Sharpe Return Std. Dev. Sharpe

EMSC 31.2% 38.6% 0.80 5.3% 37.1% 0.11 15.3% 31.3% 0.43

EM 25.4% 32.2% 0.78 5.0% 32.9% 0.11 14.5% 28.9% 0.43

S&P 500 23.4% 20.0% 1.16 2.0% 19.9% 0.03 4.1% 16.9% 0.13

EAFE 17.7% 25.0% 0.70 -3.0% 23.1% -0.19 6.2% 20.3% 0.21

U.S. High Yield 23.9% 13.1% 1.81 8.1% 15.6% 0.43 9.2% 12.2% 0.60

U.S. Core Bond 6.8% 2.9% 2.31 6.2% 3.8% 1.29 5.8% 3.8% 1.00

Source:  Encorr

3 Year 5 Year 10  Year

given the different sector exposures and underlying risk factors, it is reasonable to assume different risk/return profiles for the EMSC and EM 

indices.8 Ultimately, the emerging markets are still a risk-on, risk-off asset class; during times of market turmoil, emerging market stocks - both 

large and small - will likely sell off sharply.9

Diversification Benefits

Emerging market small-cap stocks can also provide diversification benefits to an investor’s portfolio. Exhibit 7 illustrates the correlations of the 

EMSC and EM indices along with six other asset classes found in most institutional portfolios. While the EMSC index has a high correlation 

(.96) to the EM index, it exhibits lower correlations to all other equity indices analyzed compared to the EM index.

7 Analysis through 3/31/2012
8 In fact, this has already started to manifest itself as shown by the three year numbers, which are more influenced by recent market developments.
9 Since they are inherently more risky, small-cap stocks are likely to sell off more sharply

Exhibit 7: Asset Class Correlations

Index EMSC EM
U.S. 

Large-
Cap

U.S. 
Small-
Cap

Int’l 
Large-
Cap

Int’l 
Small-
Cap

U.S. 
High 
Yield

U.S. 
Core 
Bond

EMSC 1

EM 0.96 1

U.S. Large-Cap 0.77 0.82 1

U.S. Small-Cap 0.74 0.79 0.90 1

Int’l Large-Cap 0.87 0.90 0.89 0.82 1

Int’l Small-Cap 0.79 0.82 0.69 0.75 0.88 1

U.S. High Yield 0.73 0.71 0.69 0.68 0.71 0.58 1

U.S. Core Bond 0.04 -0.01 -0.10 -0.14 0.01 -0.17 0.15 1

Source:  Encorr
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Conclusion

When allocating to emerging markets, it is important for investors to understand how certain sectors and companies are better positioned 

to take advantage of the long-term secular growth trends that emerging markets offer. Based on the information presented in this article, 

there are many contrasts between the standard emerging market index and the emerging market small-cap index. The EMSC index provides 

investors with more exposure to sectors and companies that should benefit from the emerging middle-class consumer, while the EM index 

is comprised mainly of companies largely affected by global growth. Further, the EMSC index has historically provided investors with 

diversification benefits; as emerging markets continue to develop, it is reasonable to assume that different risk/return profiles for the EMSC 

and EM indices will become more pronounced. In conclusion, emerging market small-cap stocks offer investors a unique opportunity to 

take advantage of the long-term secular trends of favorable demographics, urbanization, escalating levels of wealth, and rising consumer 

spending found in emerging market countries.
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The sources of information used in this report are believed to be reliable.  Marquette Associates, Inc. has 

not independently verified all of the information and its accuracy cannot be guaranteed.  Opinions, estimates, 

projections and comments on financial market trends constitute our judgment and are subject to change without 

notice.  References to specific securities are for illustrative purposes only and do not constitute recommendations.  

Past performance does not guarantee future results. 
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a completely independent and 100% employee-owned consultancy founded with the sole purpose of advising 

institutions. For more information, please visit www.marquetteassociates.com.
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