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EXECUTIVE SUMMARY

Global equity investors face a pivotal question about where — not just how — to

allocate capital. Emerging markets are uniquely positioned as a powerful tool for

diversification and performance enhancement. With recent analysis signaling that the
WEN JIN, PHD, CFA  CHRIS ZANI, CFA long underperformance of emerging markets may be nearing its end, the debate between
Portfolio Manager  Portfolio Manager active and passive strategies in these regions takes on renewed relevance. While passive
strategies have dominated performance in many developed markets over the last 20
years, ineficiencies inherent to emerging markets create fertile ground where active

management can add decisive value.
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UNLOCKING POTENTIAL IN EMERGING MARKETS

Emerging markets remain a compelling option for allocators. With their lower correlation
to developed markets, they can significantly enhance the risk/return profile of an overall
equity allocation, making them a valuable diversifier. In a previous piece, we explored the
timing of increasing exposure to emerging markets, noting that their underperformance,
which has persisted for more than a decade, may soon turn a corner. Building on that
analysis, we now examine the case for active versus passive emerging markets allocations.
While passive mandates have generally delivered strong net-of-fee returns over the past 20
years, emerging markets present a unique opportunity for active managers. Their complex
market dynamics, unique risks, and abundant mispricing opportunities create fertile

ground for active investors to add value.

PASSIVE OVERSIGHT?

For years, allocators have leaned on a low-cost, passive approach for public equities,
reserving management fees for specialized investments like private equity and credit.
While this strategy has proven effective in highly efficient markets such as the US,
emerging markets tell a different story. Taking a passive stance in emerging markets risks

missing out on significant alpha opportunities.

Figure 1 (below) highlights the percentage of managers outperforming their benchmarks over
3,5,7, and 10 years. Predictably, US large-cap managers rarely outperform their benchmarks,
beating them less than 50% of the time across all time periods, reinforcing the case for
passive implementation in highly efficient markets. However, the story shifts dramatically

in emerging markets, where active managers consistently beat their benchmarks across the
same periods. The difference becomes particularly striking over the longer term — nearly
three-quarters of active managers outperform over 7 years, and almost 90% deliver above-
benchmark results over 10 years. This sustained outperformance underscores the significant
edge active strategies provide in navigating the inefficiencies of emerging markets, making

them an essential tool for investors aiming to capture lasting value.

Figure 1: Active Managers in Emerging Markets Consistently Deliver Value
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The question, then, is clear: Why are emerging markets ripe for active management?

Taking a passive stance
in emerging markets risks
missing out on significant
alpha opportunities.
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UNEARTHING INEFFICIENCIES

The unique characteristics of emerging markets make them inherently more ineflicient than
developed markets. It starts with lower global investor attention, leading to fewer analyst opinions
and greater mispricing. Unlike in developed, liquid markets, this mispricing is not arbitraged away
as rapidly. Emerging market companies have historically seen limited analyst coverage and attention
due to their lower transparency, limited disclosures, and less favorable shareholder protections.
Furthermore, information in these markets tends to be less uniform and reliable, making the process
of collecting, cleaning, and interpreting the data particularly important — yet challenging — which
can deter many investors.

Given these limitations, one might expect a smaller opportunity set of high-quality companies to
invest in. Yet, there are over 3,400 investible stocks spanning 11 sectors and 24 developing countries.
This diverse universe, paired with less reliable information, underscores the importance of risk
management and creates compelling opportunities for active investors. This is borne out in the data;
over the past decade, cross-sectional stock return dispersion across the US, EAFE, and emerging
markets shows that not only is the average return dispersion higher in emerging markets, but the

range of outcomes significantly outpaces developed markets as well (Figure 2).

Figure 2: Emerging Markets Stand Qut in Return Dispersion and Outcome Variability
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Source: FactSet. Standard Deviation of 1-month returns for MSCI EAFE, MSCI Emerging Markets,
and S&P 500 indexes. Data from Nov 2014 - Nov 2024.

This higher cross-sectional dispersion and vast market breadth in emerging markets create an ideal
environment for quantitative equity managers to generate alpha. Figure 3 illustrates that, over a 10-year
period, the performance of nearly all Bloomberg generic factors is stronger in emerging markets compared
to developed. This expansive and inefficient universe provides a rich landscape for quantitative managers

to actively identify and exploit mispricings, unlocking significant alpha opportunities.
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Figure 3: Emerging Markets Dominate in Factor Performance
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Source: Bloomberg (Factors to Watch): Active sector neutralized returns Q1 over 10 years as of Nov 30, 2024.

TRANSACTION COSTS AND ACTIVE MANAGER EFFICIENCY

While higher cross-sectional stock dispersion creates valuable opportunities for active managers, it
comes with higher transactions costs. This distinction is crucial when comparing active and passive
managers. Passive managers, generally ‘price takers,” execute trades due to index changes rather than an
information advantage, and are exposed to being front-run by short-term traders given the mechanical
nature of their strategies. Active managers, on the other hand, apply targeted trading strategies to

unlock alpha, making costs a tool, not a limitation.

Figure 4 depicts the live trailing 12-month transaction costs of PGIM Quant’s active equity trades

by region. Although the findings are intuitive, the scale is striking. In the US, fixed transaction costs
like commissions and taxes are virtually non-existent. Additionally, narrower bid/ask spreads result

in lower variable costs, favoring the use of passive strategies in mature, developed markets. However,
in markets with higher transaction costs, active managers gain a clear advantage. Their ability to
uncover alpha can offset these costs, making a persuasive argument for active management in markets

where indexing struggles to make economic sense.

Figure 4: Transaction Costs Highlight Active Management’s Edge in
High-Cost Emerging Markets
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Source: PGIM Quant active equity live trading data, trailing 12 months as of Nov 30, 2024.
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SECTOR CONCENTRATION RISKS

When constructing their equity sleeve, allocators must balance the pursuit of alpha with the risks tied to
their allocation choices. Mathematically, we know that a smoother, less volatile path with fewer drawdowns
can compound returns more effectively over time. Surprisingly, the MSCI Emerging Markets Index is

significantly more concentrated and less diversified than global developed equity markets.

Figure 5 illustrates this through the standard deviation of sector weights in the emerging and developed
MSCI benchmarks. The MSCI Emerging Markets Index is heavily concentrated in Information
Technology and Financials, while the MSCI World Index offers broader sector representation. Active
managers can skillfully address these concentration risks, constructing portfolios that provide strong

exposure to the asset class while effectively managing potential challenges.

Figure 5: Sector Concentration Imbalances: Emerging vs. Developed Markets
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Source: MSCI. Monthly standard deviation of sector weights, MSCI World and MSCI Emerging Markets indexes.
Data from Nov 2014 - Nov 2024.

Note: The sharp decline in the standard deviation of sector weights in late 2018 stemmed largely from a major GICS
reclassification, including the renaming of the Telecommunication Services sector to Communication Services and the
reallocation of stocks across the Information Technology, Consumer Discretionary, and Communication Services sectors.

This sector concentration highlights a challenge not unique to emerging markets. Over the past

few years, many US managers have pointed to the difliculty of outperforming the S&P 500 Index,
primarily due to the dominance of the ‘Magnificent Seven’. However, as shown in Figure 6, the
MSCI Emerging Markets Index has historically been, and remains, even more concentrated than
the MSCI World Index. Yet, as illustrated in Figure 1, active managers often surpass the benchmark
within emerging markets — likely because of their ability to skillfully manage these concentrated
risks. Idiosyncratic shocks at the company level, driven by limited product lines or geographic focus,
can lead to disproportionately large price swings in emerging markets. This makes diversification
critical. Active managers must build well-balanced portfolios that spread exposure across numerous

stocks while enforcing strict limits on individual stock bets to effectively mitigate risks.
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Figure 6: MSCI Emerging Markets vs. MSCI World Index Concentration
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Source: MSCI. Monthly sum of index weight for top 5 stocks in MSCI World and MSCI Emerging
Markets Indexes. Data from Nov 2014 - Nov 2024.

ACTIVE MANAGEMENT IN EMERGING MARKETS: CASE CLOSED

Not all public equity markets are created equal, and we've highlighted why this holds true
in emerging markets. Active managers in this space have demonstrated their expertise by
leveraging informational advantages, mitigating higher transaction costs, and navigating
the pronounced sector concentration risk within emerging markets. Quantitative managers
in these markets hold an additional edge given their historical focus on risk management,
construction of well-diversified portfolios that incorporate transactions costs in decision-
making, and ability to successfully evaluate thousands of stocks simultaneously. For global
investors considering increasing exposure to emerging markets, active management offers a

dual advantage — it can enhance returns while effectively managing risks.

Active managers in this
space have demonstrated
their expertise by
leveraging informational

advantages, mitigating
higher transaction

costs, and navigating
the pronounced sector
concentration risk within
emerging markets.
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