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Emerging market equities have been
savaged in the bear market of 2008 as
the financial crisis has morphed into a
nearly certain global economic slowdown.
But with the catgﬁory’s “half-off sale”
comes a potentially rewarding entry
point for long-term investors willing
to cope with high interim volatility. In
this issue, we follow up April's article
“Indexing in Inefficient Markets” by
discussing further the application of the
Fundamental Index® concept in emergin:
market stocks and how it compares mﬂg1
the performance of active management.

Even for this asset class with its mind-
numbing declines in the past, the last few
months for emerging market equities
have been horrific. Table 1 shows the
history of drawdowns of more than 20%
for the MSCI Emerging Markets Index
(EMI). The data con;‘-iﬁn that the recent
stretch is the worst since the inception of
the index in January 1988. But all of this
pain does have aalgright side. The asset
class, for the first time in years, is offering
attractive forward looking risk premiums.
This is especially true when you add the
historical excess return of the Fundamental
Index concept, as we will see in a moment.

As of October 31, 2008, the FTSE All-
World Emerging Index' had a P/E of 9.1,
a 28% discount to the S&P 500 Index’s
ratio of 12.8. The dividend yield stood at
4.1% versus 2.8% for the S&P 500. Thus,
the asset class is cheap on both absolute
terms and in relation to US. equities.

'We apologize for referencing different emerging markets indexes. We
selected the MSCI because of its longer frack record for performance
purposes but have used the FTSE All-World Emerging Index for asset-class
characteristics because of the availability of recent data for it. Both
indexes adequately represent the opportunity set.

Given recent performance, should
investors abandon emerging market stocks
today? We think not. As we have previously
illustrated, long-term returns come from
three distinct sources—income, growth in
income, and change in valuation. Because
economic growth rates are projected to
be higher in the developing than in the
developed world, it is reasonable to expect
emerging market companies to experience
higher earnings growth than the stocks of
developed countries. Taking a five-year
to ten-year secular view, we think long-
term emerging market growth will be
around 8%. Adding our 4% yield to 8%
long-term earnings growth nets a 12%
compound return for emerging markets,
and it could be much more if P/Es rise
from current levels. Although the pain has
been dreadful, the asset class does offer
opportunities for significant long-term
capital appreciation from current levels.

The follow-on question is how best
to implement an emerging market
allocation. One can logically categorize
emerging markets as inefficient because
of the high level of “noise” —contagions,
defaults, political crises, and bubbles—in
developing countries’” markets. These
factors combine to produce an array of
prices far removed from the eventual
so-called fair value of emerging market
companies. Conventional wisdom has
been to use active management in the more
inefficient markets on the basis of the belief
that the ability to pick individual stocks—
that is, the ability to invest in the winners
and avoid the losers—will lead to better
results compared to indexing. Mutual fund

Table 1. MSCI Emerging Markets: Drawdowns of More Than 20%

Decline Decline Duration
Peak Date Trough Date (%) (months)
July 1990 November 1990 =29.21 4
September 1994 February 1995 —25.46 5
July 1997 August 1998 —55.98 13
October 2007 October 2008 —-56.22 12

Source: Research Affiliates.
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managers have done a poor job, however, of capitalizing on the
inefficiencies. The EMI has outperformed the median mutual
fund in Lipper’s Emerging Markets Eccliuity universe by 1.0
percentage point over the 10 years ended September 30, 2008
In the April edition of RAFI Fundamentals, we described
how the RAFI Emerging Markets Index adds value on the
order of 10 percentage points a year above the return of
capitalization-weighted indexes. This added value is well
beyond the excess returns to be found in developed market
applications. Why the disparity? Recall the key driver in
the Fundamental Index concept—namely, breaking the
link between price and portfolio weight. By breaking this
link, a Fundamental Index portfolio can avoid the return
drag created by the propensity of cap-weighted indexes
to overweight the overpriced stocks and underweight
the underpriced stocks. Emerging markets, with their
boom-and-bust cycles, suffer massive mispricings,
leading cap-weighted indexes toward large positions
in overpriced stocks and much smaller positions in
underpriced stocks. The result is a considerable return drag.
The drag is curable by using a non-cap-weighted index.
Figure 1 corex]l]pares the returns for the median emerging
market mutual fund, the cap-weighted EMI return, and the
RAFI Emerging Markets Index return for a trailing seven
years and more recent three-year stretch that fell after the
Eublicaﬁon of the Fundamental Index concept (to limit the
acktest bias)’ The results are striking: The RAFI index
dominates both active managers and the cap-weighted index.
Half-off sales at the mall are greeted with glee by cost
conscious shoppers. The truly magnificent sales—those
offering high-quality merchandise at bargain basement
"Source: eVestment Alliance.

SArnott, Robert D., Jason Hsu, and Philip Moore. (2005). “Fundamental Indexation.” Financial Analysts Journal, vol.
61, no. 2, March/April: 83—99.
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Figure 1. Emerging Market Return Comparison Periods Ended September 30,
2008

35.00%
30.04%
30.00%
e 25.00%
3 20.90% 20.02%
& 20.00%
K
N 14.80%
T 15.00%
H]
£
< 10.00% 8.69% 7 ga9;
5.00% -
0.00% T "
3 Years 7 Years
B FTSE RAFI® Emerging Markets
MSCI Emerging Markets
® Median Lipper Emerging Markets Mutual Fund

Source: Research Affiliates

prices—often produce lines stretching around the block.
But in the capital markets, clearance {:)rices are greeted
by many with disdain. There may be lines from around
the capital-market block, but they are to sell, not to
buy! The savvy investor, however, takes a long-term
view and gathers bargains, such as today’s emerging
market stocks, and inserts them into a well-diversified
portfolio consistent with the investor’s time horizon
and risk tolerance. Nevertheless, the investor would
do well to check the label on the resulting emerging
market equity portfolio. We believe those powered by
the RAFI concept will maximize this unique opportunity.

Performance Update

ANNUALIZED
TOTAL RETURN AS OF 10/31/08 BLOOMBERG YD 12 MONTH ANNUALIZED ANNUALIZED ANNUALIZED 10 YEAR
131/ TICKER 3 YEAR 5 YEAR 10 YEAR VOLATILITY
FTSE RAFI® 1000 Index* FR1OXTR -35.50% -39.19% -6.21% 0.85% 3.88% 14.96%
S&P 500° SPTR -32.84% -36.10% S5.21% 0.26% 0.40% 15.15%
Russell 1000 RUTOINTR -33.55% -36.80% -5.51% 0.37% 0.75% 15.39%
FTSE RAFI® US 1500 Index” FRI5USTR -32.82% -37.82% -6.04% 2.35% 9.36% 18.80%
Russell 2000¢ RUZ0INTR -29.02% -34.16% -4.19% 1.57% 4.90% 20.05%
FISE RAFI® Developed ex US 1000 Index’ FRXTXTR -43.65% -46.73% -3.81% 517% 5.89% 16.36%
MSCI EAFE® GDDUEAFE 43.25% -46.34% -483% 4.04% 2.05% 16.34%
FTSE All World Series Developed ex US" FTS5DXUS -43.31% -46.44% -4.14% 4.63% 2.95% 16.55%
Definition of Indices: (A) The FTSE RAFI® 1000 comprises the 1000 largest companies selected and weighted using our Fund | Index methodology; (B) The S&P 500 Index is an unmanaged market index that focuses on the large-cap segment

of the US. equities market; (C) The Russell 1000 Index is a market-capitalization-weighted benchmark index made up of the 1,000 highest-ranking U.S. stocks in the Russell 3000; (D) The FTSE RAFI® 1500 comprises the 1001st to 1500th largest

companies selected and weigk

| using our Fi

| Index

hodology; (E) The Russell 2000 is a market-capitalization weighted benchmark index made up of the 2,000 smallest U.S. companies in the Russell 3000; (F) The FTSE RAFI® Developed

ex US 1000 Index comprises the largest 1000 non US-listed companies by fundamental value, selected from the constituents of the FTSE Developed ex US Index; (G) MSCI EAFE (Morgan Stanley Capital International Europe, Australasia, Far East) is an
unmanaged index of issvers in countries of Europe, Australia, and the Far East represented in U.S. dollars; and (H) The FTSE All World ex-US Index comprises Large and Mid-Cap stocks providing coverage of Developed and Emerging Markets excluding
the United States. It is not possible to invest directly in any of the indexes above.

Note: In November 2008 performance returns for all prior periods were restated to reflect a change in calculation methodology from using a 365 day period to annualize returns to a return calculation based on using monthly returns as of the last
business day of each month to create a geometric return for each period.

Source: Based on price data from Bloomberg.

powered by

®

rari

©2008 Research Affiliates, LLC. The material contained in this document is for general information purposes only. It relates only to a hypothetical model of past performance of the Fundamental Index® strategy
itself, and not to any asset management products based on this index. No allowance has been made for trading costs or management fees which would reduce investment performance. Actual results may differ. This
material is not intended as an offer or a solicitation for the purchase and/or sale of any security or financial instrument, nor is it advice or a recommendation to enter into any transaction. This material is based
on information that is considered to be reliable, but Research Affiliates® and its related entities (collectively “RA") make this information available on an “as is” basis and make no warranties, express or implied
regarding the accuracy of the information contained herein, for any particular purpose. RA is not responsible for any errors or omissions or for results obtained from the use of this information. Nothing contained in
this material is intended to constitute legal, tax, securities, financial or investment advice, nor an opinion regarding the appropriateness of any investment. The general information contained in this material should
not be acted upon without obtaining specific legal, tax or investment advice from a licensed professional. Indexes are not managed investment products, and, as such cannot be invested in directly. Returns represent
back-tested performance based on rules used in the creation of the index, are not a guarantee of future performance and are not indicative of any specific investment. Research Affiliates, LLC, is an investment adviser
registered under the Investment Advisors Act of 1940 with the U.S. Securities and Exchange Commission (SEC).

Russell Investment Group is the source and owner of the Russell Index data contained or reflected in this material and all trademarks and copyrights related thereto. The presentation may contain confidential
information and unauthorized use, disclosure, copying, dissemination, or redistribution is strictly prohibited. This is a p ion of RA. Russell Group is not ible for the f ing or confl i
of this material or for any inaccuracy in RA's presentation thereof.

The trade names Fundamental Index®, RAFI®, the RAFI logo, and the Research Affiliates® corporate name and logo are the exclusive intellectual property of RA. Any use of these trade names and logos without
the prior written permission of RA is expressly prohibited. RA reserves the right to take any and all necessary action to preserve all of its rights, title and interest in and to these terms and logos. Fundamental
Index, the non-capitalization method for creating and weighting of an index of securities, is the patent-pending proprietary intellectual property of RA (Patent Pending Publication Numbers: US-2005-0171884-A1,
US-2006-0015433-A1, US-2006-0149645-A1, US-2007-0055598-A1, WO 2005/076812, WO 2007/078399 A2, EPN 1733352, and HK1099110).
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