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Abstract

It was the best of times, it was the worst of times…Or 
was it the other way around?  Throughout various booms 
and busts over the last sixteen years, Parametric has had 
a consistent record in managing assets in the emerging 
markets asset class.  As we begin 2010, we take a quick 
look back over the shoulder to see what can be gleaned 
from the recent past.
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2008 – THE BUST 

However you want to label it, 2008 brought us one of the most signifi cant fi nancial 
meltdowns we have seen in decades.  Due to a global credit crunch we were witness to 
a massive sell-off  across all asset classes.  As global institutions formerly thought too big 
to fail began to topple in the second half of 2008, we saw volatility spike and correlations 
converge across all asset classes.  The emerging markets were in no way spared.  During 
this time period, investors sought liquidity and, as a consequence, the biggest negative 
impact was observed in the largest and most liquid emerging market countries.  The MSCI 
Emerging Markets Index posted the largest single-year drop in its 20+ year track record, 
wrapping up 2008 with a -53.33% return.  

2009 – THE RECOVERY

The shellshock of the prior year hung over the fi rst couple months of 2009.  Then amid 
mixed results, the tidal shift of capital fl ows began to occur in mid-March.  As the year 
progressed, we witnessed a run up in prices across most asset classes – some much 
greater than others.  In the emerging markets, 2009 marked a period of sustained 
recovery.  In the sharpest contrast possible, the MSCI Emerging Markets Index posted 
the largest single-year increase since inception, posting a 78.51% return.  Investor dol-
lars fl owed primarily into the largest and most liquid markets, driving their relative values 
higher as compared to the smaller countries.  During this time the frontier markets rose 
nicely, but for the most part did not fully experience the eff ects of this sustained recovery.  
Across the larger markets, Brazil led the way – the Bovespa Stock Index was up over 82% 
in local price return and, when one includes the currency eff ect from a US dollar basis, up 
over 120%.   

SO HOW DID TRADITIONAL ACTIVE MANAGERS FARE?

When reviewing the results of active managers throughout this tumultuous time period, 
some interesting things begin to come into focus.  Of the 143 managers who reported 
returns to eVestment Alliance, one fi nds that only 63 managers outperformed the bench-
mark in 2008.  During the following year, 74 managers experienced outperformance 
versus the Index.  This punctuates that managing downside risk is a diffi  cult endeavor.

An allocation to the emerging markets requires a long-term perspective.   Powerful results 
surface when you take a step back and look at a longer time series.  While many of the 84 
market participants that have a 10 year track record have good 1, 2 and 5-year returns, 
only 5 managers have been able to beat the benchmark 9 out of 10 years.   Consistency of 
outperformance over the long run is a rarity. 

Exhibit 1:

NUMBER OF MANAGERS BEATING THE INDEX FOR AT 
LEAST X YEARS OUT OF 10

Source: eVestment Alliance 12/31/09
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HOW DID PASSIVE INSTRUMENTS DO IN BOTH MARKET CYCLES?

It is no surprise that the passive indexes suff ered in 2008 and expanded readily in 2009.  
However a couple of interesting things have occurred over the last two years as it applies 
to a passive approach in the emerging markets.  

First, we have seen concentration build-up again in some of the largest countries in 
the Index.  As of the end of 2009, the top four countries (China, Brazil, South Korea and 
Taiwan) account for nearly 60% of the Index.  Furthermore, the top eight countries (China, 
Brazil, South Korea, Taiwan, India, South Africa, Russia and Mexico) comprise almost 85% 
of the Index.  

Secondly, not all passive investment vehicles provide the same exposure or the Index 
like returns one might anticipate.  For example in 2009, there have been implementation 
issues for some passive investment vehicles.  One of the largest ETF’s in the marketplace 
actually underperformed the Index by more than 9.5%. All passive approaches are not 
equal.   

HOW DID OUR STRUCTURED EMERGING MARKETS STRATEGY RESPOND 
IN BOTH ENVIRONMENTS?

Despite the extreme downward move of 2008 and the reversal in 2009 the strategy per-
formed as expected in both market cycles.  Over the course of this unprecedented two-
year period (12/31/07-12/31/09), the strategy composite experienced returns in line with 
the benchmark.  Along the way the strategy had times of outperformance and underper-
formance, as one would expect during these extreme market events.  

Exhibit 2:

STRUCTURED EMERGING MARKETS VS MSCI EMERGING MARKETS NET OF DIVS

Source: Bloomberg, Eaton Vance
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2008

During much of 2008 the strategy outperformed the Index.  As markets began to reel 
during the second part of the year, the emerging markets experienced heightened levels 
of volatility.  It was during the highest points of volatility that the strategy outperformed 
signifi cantly.  Our structural underweights to the largest countries and overweights to the 
smaller countries provided a benefi t to relative performance, since capital outfl ows were 
concentrated in the largest emerging market countries.   

2009

The main driver of relative performance in 2009 was the structural exposure to the frontier 
markets. While the frontier markets posted positive returns for the year, their outstanding 
performance could not keep pace with the explosion of the more developed emerging 
markets (up 78%).  The very same structural underweights to the largest countries and 
overweights to the smaller countries which provided outstanding downside protection 
in 2008 dampened performance during this tremendous updraft.

Further examination of how diff erently the MSCI Frontier Markets Index behaved as 
compared to the MSCI Emerging Markets Index reveals much about the nature of these 
returns during 2008 and 2009.  Throughout the course of 2008 the Frontier Markets 
handily outperformed the Emerging Markets on a relative basis until the fi nal few trad-
ing days of the calendar year.  Once that infl ection point occurred, the Emerging Markets 
advanced well above the Frontier Markets throughout the course of 2009.    

Exhibit 3:

RETURNS OF MSCI FRONTIER MARKET INDEX VS MSCI EMERGING MARKETS INDEX

Source: Bloomberg
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HAVE WE SEEN THIS BEFORE?

The short answer is yes.  

Since the mid-nineties we have seen various ups and downs, global crises and recoveries.  
The emerging markets are by nature a risky asset class; extreme volatility is embedded in 
these markets and returns.  When examining the Structured Emerging Markets composite 
track record, there are several instances of underperformance during times of initial mar-
ket recoveries; yet the strategy went on to outperform the Index over the long-term.

Looking across returns of managers during 2008 and 2009 (as well as over longer periods 
of time), one fi nds that it is exceedingly diffi  cult to outperform with any level of consis-
tency.  The eVestment Alliance data indicates that the Structured Emerging Markets Strat-
egy is one of only fi ve managers to have exceeded the benchmark 9 out of 10 years.  The 
SEM strategy has provided consistent long-term risk-adjusted exposure to the emerging 
markets.

LOOKING FORWARD IN THE EMERGING MARKETS 

Many market participants are again pointing to the emerging and frontier markets to be 
areas of growth and continued recovery in the global marketplace.  Some have argued 
that the more conservative asset allocations are now outdated and out of line with ac-
tual market capitalization and global economic and demographic activity.  As this para-
digm shift takes hold, it stands to reason that the emerging markets will continue to be a 
growing portion of the global marketplace.

Exhibit 4:

STRUCTURED EMERGING MARKETS EQUITY VS MSCI EMERGING MARKETS NET OF DIVS

Source: Bloomberg
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At the same time, the old adage that “the more things change the more they stay the 
same” seems to be true here as well.  Historically, emerging markets have experienced 
a wide range of returns over various countries and various timeframes.  We posit that 
volatility of returns will continue to be the norm – expect the unexpected.

When looking at the correlations of diff erent market capitalizations across the emerging 
and frontier markets some very interesting results begin to emerge.  We assigned these 
markets into three groups: The large countries (defi ned as the top 80% of the market capi-
talization), the middle countries (representing the next 15%) and the small countries (the 
bottom 5%, think frontier markets).  We observe that for some time the correlations across 
these markets have moved on an upward trend.  Then in 2008, correlations spiked across 
all size groups during the market fallout.  However, it is the largest countries in the Index 
that continue to exhibit the highest levels of country cross-correlation, with the smaller 
markets well positioned to provide the benefi ts of diversifi cation over time.

Since 1994, Parametric has managed assets in the emerging markets.  Through a tiered 
approach spanning 45 countries, Parametric implements a structured, rules-based 
strategy, investing in more than 1,500 securities across the globe.   Looking forward, we 
seek to continue to provide one of the most diversifi ed exposures to the emerging and 
frontier markets.  

It is our position that a structured investment philosophy provides eff ective long-term 
diversifi ed exposure to the emerging markets asset class.  Especially during times of 
uncertainty, a consistent rules-based approach mitigates negative investor behaviors.   
With this long-term risk-adjusted focus, Parametric endeavors to invest in a consistent 
fashion despite record setting levels of volatility.  It is through thoughtful disciplined 
implementation that Parametric strives to eff ectively manage volatility in even the most 
challenging markets.  

Exhibit 5:

AVERAGE ROLLING 5 YEAR CORRELATIONS BETWEEN THE S&P/IFCI MAJOR AND S&P/IFCG 

FRONTIER SIZE GROUPS AND MSCI WORLD INDEX

Source: S&P/IFCI Index
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About Parametric

Parametric is an industry-leading provider of structured portfolio management, headquartered in Seattle, Washington.  Para-

metric and its affiliate, Parametric Risk Advisors, offer a variety of structured portfolio solutions, including customized core 

equity portfolios (U.S., Non-U.S., global Tax-Managed CoreTM), options strategies (DeltaShiftSM), emerging markets (Structured 

Emerging MarketsTM), and overlay portfolio management (OverlayOneTM). Parametric is a majority owned subsidiary of Eaton 

Vance.

Disclosures

This information should not be considered investment advice or a recommendation to buy or sell any particular security. This 

information is intended solely to report on investment strategies and opportunities identified by Parametric Portfolio 

Associates. Opinions and estimates offered constitute our judgment and are subject to change without notice, as are 

statements of financial market trends, which are based on current market conditions. Investors should seek advice from their 

own financial advisor prior to entering into any investment strategy.

Please note that investments in foreign securities and markets pose different and possibly greater risk than those customarily 

associated with domestic securities, including currency fluctuations, foreign taxes and political and economic instability. Past 

performance is no guarantee of future results. Performance presented gross of investment advisory fees represents the 

investment performance record for a size-weighted composite of similarly managed, unconstrained discretionary accounts. 

The deduction of an advisory fee reduces an investor’s return. Actual account performance will vary depending on the size of 

a portfolio and applicable fee schedule. The views and strategies described may not be suitable for all investors. This material 

has been prepared for informational purposes only, and is not intended to provide, and should not be relied on for, accounting, 

legal or tax advice. 
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