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Your emerging markets (“EM"”) portfolio could be in dire need of more
emerging markets exposure.

A quick query on one of the popular search engines will tell you that an emerging market can be simply defined as “a

m

nation with social or business activity in the process of rapid growth and industrialization”.

In today’s investment world however, such a precise definition of emerging markets appears to be elusive. Our industry’s
inability to universally define EM is best captured by looking at some of the most widely-used index providers; the table
below highlights how they differ in their opinions on how one should define an emerging market. For example, MSCI,
the company that brought us the first equity EM index in 1988, determines whether a country is emerging based on
six factors, including the number of quoted companies of a certain size, free float? and openness to foreign ownership
and capital. Under their rules-based framework, MSCl's EM index includes South Korea (arguably a relatively developed
market by many conventional standards) while another major “core” equity index provider like FTSE does not view
South Korea through the same definitional lens.

Exhibit 1: Economic Classification (Developed or Emerging Markets) by Core Index Provider
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Source: Vanguard

1 Entering “Emerging market definition” into Google yielded the following as a first entry:

An emerging market is a nation with social or business activity in the process of rapid growth and industrialization. The economies of China
and India are considered to be the largest. According to The Economist many people find the term outdated, but no new term has yet to gain
much traction. http://en.wikipedia.org/wiki/Emerging-market

2 Percentage of shares available for ordinary investors to buy
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We live in a world where service providers such as consultants, active managers, and index shops can differ freely in their
opinions, and ultimately, how they attempt to create value for their clients: this diversity of thought and the existence of
competing but credible solutions is philosophically a great thing. Thus, the purpose of this newsletter is not to debate
whether one index provider's methodology is superior to another index provider's; there are several papers in the
market place that expertly do this in great depth. Rather, we wish to highlight that given the broad choice of core equity
EM mandates that are available in the marketplace?, investors should look to be on the same definitional page as their
chosen or desired asset manager(s) as to what constitutes “emerging market” exposure.

It is not unheard of - in fact it is relatively common - to find that broadly-managed or core emerging market equity funds
feature large exposures to markets that are culturally and politically diverse, but bear more economic resemblance to
North America and Western Europe than to, say, Namibia or Peru. It is also not uncommon to find that broad equity EM
mandates may tend to favor companies with global operations versus those with local ones.

Over the longer term, this exposure to mature economies can cause some emerging markets funds to behave much like
developed market funds: such convergent behavior may reduce the benefits of diversification and could consequently
increase the overall risk borne by an investor’s portfolio. As shown in exhibit 2, correlations between developed market
indices and emerging markets have risen significantly in the last 25 years, thus greatly diluting assumed diversification
effects from investing in core EM funds.

Exhibit 2: Rising Correlations* Between Core EM and Developed Indices
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Source: Encore

Looking Beyond the BRICs

While the increased correlations between core EM equity and the major developed market indices is a stark reality, many
U.S.-based investors still think of emerging markets largely in terms of the BRICs: Brazil, Russia, India and China; for years
these countries have enjoyed the bulk of consultant and investor attention. However, the recent bouts of volatility that
we have seen in the return stream of broad based EM indices should serve as a reminder that our emerging market
houses should not be solely built on BRICs, particularly as these and other large EM economies become increasingly
interdependent with the U.S. and other developed markets. This trend is best illustrated in Exhibit 3 (next page), which
shows the notable rise in trade between the U.S. and large EM countries.

3 A search on Morningstar Direct produced approximately 370 core emerging market equity strategies.

4 Correlations utilize the MSCI EM Index
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Exhibit 3: Total Trade Between the Largest EM Countries and the U.S. ($ Millions)

2006 2007 2008 2009 2010 2011 2012 2013
South Korea 78,023 81,964 82,738 67,828 87,696 100,061 101,179 103,783
Taiwan 60,921 64,106 61,252 46,848 61,897 67,291 63,206 63,570
Brazil 45,254 49,817 62,752 46,165 59,376 74,675 75,929 71,669
Russia 24,529 26,598 36,118 23,532 31,685 42,904 40,080 38,126
South Africa 11,963 14,576 16,439 10,332 13,852 16,743 16,225 15,773
China 341,447 384,380 407,505 365,871 456,864 503,365 536,063 562,450
Mexico 331,975 346,632 367,162 305,547 393,650 460,943 493,501 506,608
India 31,504 39,042 43,387 37,557 48,782 57,659 62,620 63,704

Source: census.gov

Broadening Your EM Exposure

We are not recommending the fire-sale of core emerging markets funds from investors’ portfolios, nor are we suggesting
that core EM equity or the BRICs do not have a strategic role to play in a diversified investment framework. Instead, we
are acknowledging that since the launch of the first broad EM index in 1988, many of the larger emerging countries have
caught up with some of their developed cousins from an economic standpoint. As the return streams of these larger
emerging economies are becoming increasingly correlated with the economic performance and/or consumer demand
of our own U.S. economy (and other developed markets), it is important to consider diversifying within the emerging
markets asset class. Doing so will provide investors exposure to some of the smaller EM countries and access to different
sources of return that may not be captured by broad-based indices such as the MSCI EM index or FTSE EM index.

We think that investors can continue to use core equity EM mandates, particularly as a “Beta play” or for anchored
exposure but where appropriate, can also look to complement these exposures with more targeted bets across the
emerging markets spectrum. Some of the potential sources for alpha and/or further diversification include EM small cap
equities, frontier markets, and EM debt.

Exhibit 4: Asset Class Correlations

Country EM Emerg- u.s. u.s. u.s. Intl. Intl. us. u.s. EM EM EM Frontier

Small- ing Large-  Small- Mid- Large-  Small- High Core usb Cor- Local Mar-
Cap Mar- Cap Cap Cap Cap Cap Yield Bonds Debt porate Debt kets
kets Core Core Core Core Core Debt

EM SC 1.000

EM 0.963 1.000

U.s. LCC 0.764 0.803 1.000

U.s. sccC 0.721 0.764 0.914  1.000

U.s. MCC 0.797 0.826 0.958  0.960 1.000

Intl. LCC 0.870 0.897 0.896  0.824 0.887 1.000

Intl. SCC 0.881 0.881 0.814 0.793 0.851 0.945 1.000

U.S. High Yield 0.725 0.704 0.695 0.677 0.751 0.712 0.722 1.000

U.S. Core Bonds | 0.113 0.071 -0.050 -0.106 -0.035 0.052 0.090 0.200 1.000

EM USD Debt 0.664 0.666 0.562  0.492 0.582 0.640 0.628 0.744 0.587 1.000

EM Corp Debt 0.625 0.581 0.458  0.411 0.512 0.560 0.611 0.679 0.642 0.883 1.000

EM Local Debt 0.757 0.772 0.606 0.574 0.618 0.744 0.711 0.599 0.335 0.740 0.673 1.000

Frontier Mrkts 0.606 0.590 0.553  0.491 0.564 0.628 0.628 0.465 0.009 0.414 0.408 0.522 1.000

Source: Encore

3

! |
| 4 MarquetteAssociates Emerging Markets: The Case for Sub-Asset Class Diversification March 2014



~
Emerging Market Small Caps

As noted in our June 2012 newsletter, EM small cap equities should be considered as a diversifier to broader core EM
exposures. Emerging market small caps provide additional exposure to the Asia-Pacific region, a part of the world
where higher GDP growth is forecasted. In contrast to some of the larger return drivers of core equity EM mandates
(namely commaodities and export-focused companies), EM small cap strategies typically focus on consumption growth
via greater exposure to the consumer discretionary, consumer staples, and industrial sectors. Additionally, the market
efficiency hypothesis offers further support for an allocation to EM small caps. As is the case with developed market
large cap stocks, many of the larger names that can be found in core EM mandates are more efficiently priced than their
EM small cap counterparts. Consequently, the potential to deliver alpha via stock selection should be greater with EM
small cap stocks.

Frontier Markets

Frontier markets are another subset of the emerging markets story, perhaps the EM equivalent of a microcap, i.e.
investable but with lower market capitalization and liquidity than the more developed emerging market investments.
Frontier markets are gaining increased attention today as they exhibit similar economic potential and unique investment
opportunities to those provided by emerging markets investments in the early 1990s.

Exhibit 5: Frontier Market Countries

Americas Europe & CIS Africa Middle East Asia
Argentina Bulgaria Botswana Bahrain Bangladesh
Jamaica Croatia Ghana Jordan Pakistan
Trinidad & Tobago Estonia Kenya Kuwait Sri Lanka
Lithuania Mauritius Lebanon Vietnam
Kazakhstan Nigeria Oman
Romania Tunisia Qatar
Serbia Zimbabwe Saudi Arabia
Slovenia United Arab Emirates
Ukraine Palestine
Source: MSCI

Countries that currently hold the frontier markets label are expected to become more liquid and exhibit similar risk and
return characteristics as the larger, more liquid developed emerging markets over time. Given their comparison with
EM circa the late 1980s and 1990s, as an asset class frontier markets are in their relative infancy and should therefore be
viewed as part of a multi-year investment theme in an investor’s portfolio. Short term investors need not apply.

EM Debt

The EM debt universe is geographically diverse with issuers in Latin America, Eastern Europe, Asia, the Middle East and
Africa. The types of EM debt that can be accessed by U.S. investors can be divided into 3 key categories or sub-sectors:®

1) U.S. dollar-denominated sovereign debt
2) Local-currency sovereign debt
3) U.S. dollar-denominated corporate debt

5 We do not include local currency corporate debt as an EM debt sub-sector. Compared to the U.S. dollar-denominated corporate debt market,
the local currency corporate market is relatively illiquid, less transparent, and difficult for foreign investors to access due to taxation and
settlement issues.
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Creditworthiness is one of the main performance drivers for U.S. dollar denominated bonds while interest rates, inflation,
and currency movements are the bigger performance drivers for local currency-denominated bonds.

EM debt, depending on whether it is U.S. dollar-denominated or in local currency, can be modestly to moderately
correlated with emerging market equities. This suggests that emerging market debt may have a valuable role to play
when it comes to portfolio diversification, particularly for EM portfolios that already have significant equity allocations. As
the U.S. has experienced historically low rates since 2008, EM debt has in recent years been embraced by some investors
as a source of higher yield and a diversifier against traditional U.S. fixed income exposures amidst a Fed policy of “easy
money”. In addition to viewing emerging market debt as a partial substitute for traditional U.S. fixed income post-2008,
we also encourage investors to consider EM debt as an essential piece in maintaining a diversified EM allocation and
tapering the overall volatility of their EM exposures.

Conclusion: This Is Not Your Mother’s....or Father's EM

When the term “emerging market” was first coined in 1981, it was accompanied by a straightforward definition that
was universally applicable: a country with low-to-middle per capita income but on a realistic and transitional path to
industrialization should be considered as emerging. Today, EM is more loosely defined, as countries that fall into the
emerging category can vary drastically in size, GDP, and economic stature. So while China is commonly viewed as one
of the world’s economic powerhouses, it can also be lumped into the same EM category as promising but smaller and
less-resourced countries like Mauritius. Additionally, as we recently found out with Greece, industrialized countries can
lose their economic status and return to emerging status.

Today, given the grayness of the term “emerging market” it is critical that investors take a step back and establish what
EM investing truly means to them. If there is comfort in viewing larger, more mature economies like the BRICs, South
Korea or Taiwan as an appropriate representation of the EM space, perhaps a single broad equity allocation to EM is
adequate. However, if there are concerns around the increased correlations between the most widely used developed
and emerging market indices, perhaps benchmark diversification, EM small cap, frontier markets, and EM debt are at
least worth a serious discussion if not a second (or third) look. ®»
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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.

About Marquette Associates

Marquette Associates is an independent investment consulting firm that guides institutional investment programs
with a focused three-point approach and careful research. Marquette has served a single mission since 1986 —
enable institutions to become more effective investment stewards. Marquette is 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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