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Benchmarking the Benchmark
Does the MSCI Emerging Markets Index really represent Emerging Markets?
This paper critically examines the construction of the MSCI Emerging Markets (EM) Index,

highlighting its structural inadequacies and the implications for global investors. By analyzing the
criteria for inclusion, market representation, and weighting methodology, we uncover the limitations
and biases inherent in the index. The paper concludes with a recommendation for a benchmark

agnostic approach when investing in emerging markets.
Introduction

The MSCI Emerging Markets Index is a benchmark designed to measure equity market performance
in global emerging markets. As a tool used by investors worldwide to guide asset allocation and
performance assessment, its construction has significant implications for investment strategies and
capital flows and specifically for active strategies that are closely tied to the benchmark. This paper
argues that the MSCI EM Index is poorly constructed, leading to misrepresentations of the emerging

market landscape and potentially misleading investment decisions.
Background and Overview of MSCI EM Index

The MSCI EM Index, introduced in 1988, has evolved to include over 25 countries, representing a
wide spectrum of economies classified as emerging markets. Initially, the index covered just 10

countries, reflecting a smaller and less diverse investment landscape.

Countries are classified based on several criteria, including economic development, size and liquidity

of markets, and market accessibility.
Structural issues

MSCI follows a globally consistent approach towards index construction, with an emphasis on
liquidity and replicability. With the rise in passive investing, replicability has become an important
issue for index providers. Passive managers are more likely to follow indices that are replicable and

hence, this is an important consideration for index providers.

That said, an MSCI like approach that centers on liquidity and replicability has structural issues in

Emerging Markets and we explore three of these issues below-

Global exposure vs. EM exposure: Like most indices, the MSCI EM index is market-capitalization-
weighted, meaning that large companies receive a greater weight in the index. The largest companies
in the MSCI EM Index are global companies and do not provide exposure to domestic opportunities
across Emerging Markets. For example, the largest stock in the MSCI EM Index currently is Taiwan
Semiconductor Manufacturing Company (TSMC). The company derives over 80% of its revenues
outside of China and Taiwan. Its largest customer is Apple, which accounts for almost a quarter of

its revenue. TSMC is the world's largest chipmaker and arguably, one of the most important
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technology companies in the world. From an economic standpoint, it is a global company not a
Taiwanese company. A similar argument can be made for several of the largest stocks in the MSCI
EM Index including Samsung, SK Hynix and Hon Hai. A market capitalization weighting over

represents these large cap global stocks.

Implication: Investors following the MSCI EM Index own more global, large cap exposure than they
intended. As a result, their portfolios are more correlated and they lose the diversification benefit of being
invested in EM. Benchmark agnostic investors in EM can build portfolios that have true EM exposure
and are less correlated with their global/US portfolios.

Missed Opportunities: The MSCI EM Index's methodology prioritizes liquidity, excludes
significant segments of these markets, leading to a narrow and potentially distorted market view. The
index construction and inclusion criteria leave out numerous attractive opportunities. Our
investment universe at Nipun comprises over 7000 stocks in EM while the MSCI EM index is
limited to about 1,300 stocks. For example, while Saudi Aramco (a large cap, cyclical, globally
exposed oil company) is included in the index, Al Hammadi (a domestic Saudi hospital chain $2.5B
market cap) is not. Similarly, while TSMC is included in the index, King Yuan, a local Taiwanese
tech company ($3B in market cap) is not. There are thousands of attractive stocks across Emerging
markets that are likely not investable by passive funds/ETFs with hundreds of billions in assets but

offer significant return potential for capacity conscious active managers.

Implication: Since these are not included in the index, institutional allocators that are benchmark driven
and tracking error constrained miss out on these opportunities. Benchmark agnostic investors can take

advantage of these high return opportunities in Emerging markets.

A Broad Investable Universe in EM
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Concentration: The MSCI EM Index is highly concentrated by country, stocks and sectors. China
comprises one-third of the index and China and Taiwan together comprising almost half the index

The top 10 stocks comprise a quarter of the index with one stock being almost 10% of the index'.
And technology stocks comprise a third of the index.

Index Concentration: MSCI EM
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Implication: The index is more volatile than it needs to be. As Harry Markowitz said “Diversification is
the only free lunch in investing”. The MSCI EM Index violates this basic principle of investing by being
too concentrated. This undue concentration results in excessive volatility, which can be seen in the chart on

the next page. Despite being invested across 24 markets, MSCI EM is more volatile than developed
markets.

1 As of July 2024
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MSCI EM vs. MSCI World Index
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A more diversified approach can lower volatility, thus reducing excessive drawdowns and allowing
investors to stay invested during tough periods®. A lower volatility approach (with the same average
returns as a high volatility approach) compounds capital significantly better. Benchmark agnostic
investors can avoid the volatility in EM and earn higher compounded returns over time.

Summary

The MSCI EM Index's representation of emerging markets is skewed by its heavy reliance on a few
large economies, such as China and a few large stocks such as TSMC. The focus on large-cap stocks
results in an underrepresentation of mid and small-cap companies, which are often more indicative
of the domestic economic activities in emerging markets. As a result of this overconcentration, the
index does not accurately reflect the broader emerging market universe. Further, it misses out on

many attractive opportunities and also has higher volatility.

The unfortunate implication of this has been the poor performance and high volatility of the MSCI
EM Index over the last decade. Since most institutional allocators benchmark to MSCI EM, they
have witnessed poor returns in their portfolios and many have written off the asset class entirely. A
well-constructed, benchmark agnostic portfolio in EM can access higher return opportunities while

also being less volatile and compounding capital better. Please reach out to us at

info@nipuncapital.com for more information.

2 For a broader discussion on this, read “Why Even the “Smart Money” Loses Its Head In Times of Stress”, October
2016, Nipun Capital.
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Important Disclosures

The foregoing is provided solely for informational purposes and is neither an offer to sell nor a
solicitation of any offer to buy any security in a vehicle managed by Nipun (“Fund”) nor is it an
offer to provide any investment advisory services. This document is neither an offer to sell nor a
solicitation of an offer to buy any security. An offer may only be made by the Fund’s Confidential
Offering Circular that Nipun will provide only to qualified offerees. Experience and compensation
of management, conflicts of interest, risk factors and other information contained in that Offering
Circular should be carefully noted and understood by prospective investors. Prospective investors
should recognize that an investment in the Fund involves certain risks. Some of these risks are
disclosed in the Offering Circular under “Risk Factors.” Only by reading the Offering Circular
carefully can you determine whether the investment’s risks and conflicts of interest are acceptable to
you. While many of the thoughts expressed in the attached materials are stated in a factual manner,
the discussion reflects only Nipun’s beliefs about these investments and the related markets. These
materials may contain forward-looking statements based on Nipun’s expectations and projections
about these investments. Those statements are sometimes indicated by words such as “expects,”
“believes,” “will” and similar expressions. In addition, any statements that refer to expectations,
projections or characterizations of future events or circumstances, including any underlying
assumptions, are forward-looking statements. Such statements are not guaranties of future
performance and are subject to certain risks, uncertainties and assumptions that are difficult to
predict. Therefore, actual returns could differ materially and adversely from those expressed or
implied in any forward-looking statements as a result of various factors. The attached information
was prepared as of the date hereof, and may be different as of the date you review it. Nipun and its
affiliates undertake no obligation to revise or update any statement in these materials for any reason.
The information in this letter was prepared as of the date hereof and may be different as of the date
you review it. Nipun and its affiliates undertake no obligation to revise or update any statement in

this letter for any reason.
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