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Foreword

In your hands is the latest in a series of investing guides from Fisher
Investments Press—the first ever imprint from a money manager,
produced in partnership with John Wiley & Sons. But this guide is a
bit different. Whereas the others have focused on analyzing standard
investing sectors (Energy, Materials, Consumer Staples, Health Care,
Industrials, etc.), this is the first guide on a region.

Why start with emerging markets? After all, the developed world
seems risky enough without adding unique emerging market risks—
political instability, poor infrastructure, corruption, and obscure
regulations. Except thats not really true anymore. Once economic
backwaters, emerging markets are increasingly civilized, orderly,
booming nations—though individually, risks remain. Over the last 15
years, they've annualized 4.5 percent, accelerating to 5.8 percent in the
last five years, while the developed world averaged just 3.0 percent.
And, with that growth, their relative importance has grown, too—
from 16 percent of total GDP in 1989 to 28 percent in 2009. And
their stock markets have boomed—20 years ago they were just 1.4
percent of the world, 10 years ago 4.6 percent. Today, they’re 12 per-
cent and growing. You can’t get good global exposure without owning
some emerging markets now. Ignoring emerging markets means giv-
ing up opportunities to enhance performance and manage risk.

But don’t be fooled—growth doesn’t automatically mean good stock
returns. Example: China’s economy grew 10.1 percent in 2004 while
its stocks fell 15.4 percent. So, with emerging markets booming, how
can you know where to invest, and when? That’s what this book shows.
It teaches how to apply a top-down methodology to emerging markets
that guides you in making the big decisions first. Simply: Making better
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X Foreword

big decisions—what asset class to hold, in what country or region, and
in which sectors—will have bigger impact on longer term performance
than individual stock picking. Though stock picking is and will always
be important. This book can show you how.

For global investors, adding an emerging markets allocation is
not only a logical progression but today a virtual imperative. Many
emerging markets have immense natural resources and populations
evolving toward middle class—vast untapped consumers as well as
new human capital. And emerging market transparency continues to
improve. Of course, many emerging markets still face political tumult,
adding additional risk for stock picking in these nations. Some may
emerge—like Israel, categorized as developed in 2009. Others, saddled
by despotic governments and weak property rights, may submerge.
But, as an overall category, you don’t want to ignore nearly a third of
the world—that’s a sizable risk.

One thing this book won't give—and none of these guides
provide—is hot stock tips for this year or any other. No book can
give you stock tips worth following—claims otherwise are fairy tales.
Instead, this book is intended to teach you a workable, repeatable
framework for increasing the likelihood of finding profitable oppor-
tunities in emerging markets. This methodology should serve you not
only this year or next, but the whole of your investing career, no mat-
ter what region or sector you analyze. So good luck and enjoy your
tour of the emerging world.

Ken Fisher

CEO of Fisher Investments

Author of the New York Times best sellers
The Only Three Questions That Count,
The Ten Roads to Riches, and

How To Smell a Rat



Preface

The Fisher Investments On series is designed to provide individual
investors, students, and aspiring investment professionals the tools
necessary to understand and analyze investment opportunities, pri-
marily for investing in global stocks.

Within the framework of a zop-down investment (discussed more in
Chapter 5), each guide is an easily accessible primer to economic sec-
tors, regions, or other components of the global stock market. While
this guide is specifically on emerging markets, the basic investment
methodology is applicable for analyzing any region or even global sector,
regardless of the current macroeconomic environment.

Why a top-down method? Vast evidence shows high-level, or
macro, investment decisions are ultimately more important portfolio
performance drivers than individual stocks. In other words, before pick-
ing stocks, investors can benefit greatly by first deciding if stocks are the
best investment relative to other assets (like bonds or cash), and then
choosing categories of stocks most likely to perform best on a forward-
looking basis.

For example, a Technology sector stock picker in 1998 and 1999
probably saw his picks soar as investors cheered the so-called “New
Economy.” However, from 2000 to 2002, he probably lost his shirt.
Was he just smarter in 1998 and 1999? Did his analysis turn bad
somehow? Unlikely. What mattered most was stocks in general (and
especially US technology stocks) did great in the late 1990s and poorly
entering the new century. In other words, a top-down perspective on
the broader economy was key to navigating markets—stock picking
just wasn't as important.
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Fisher Investments on Emerging Markets can help guide you in mak-
ing top-down investment decisions specifically for emerging markets. It
shows how to determine optimal times to invest more heavily in the
region, how geo-political events have shaped the investing landscape
and what to watch for in the future, and how individual stocks can ben-
efit in various environments. Though frequently lumped together, each
emerging market nation has its own local drivers, opportunities, and
risks. Using our framework, you should be better equipped to critically
analyze the region, spot opportunities, and avoid major pitfalls.

USING YOUR EMERGING MARKETS GUIDE

This guide is arranged into two sections. Part 1, “Going Backward to
Move Forward,” starts with a discussion of exactly what an emerging
market is—because definitions vary, and how you approach the region
can impact how you build an emerging market allocation. But its pri-
mary focus is a brief history of several key emerging market countries.
Whereas developed markets, the US in particular, have long-standing,
well-developed free markets, the road to a market economy in emerg-
ing regions is still being developed and often filled with potholes. An
understanding of how they got to their current market constructs is vital
in understanding where they're likely to go next—and how to game that
for potentially superior returns.

Part 2, “Developing an Emerging Markets Strategy,” delves into a
top-down investment methodology, macro-economic and regional port-
folio drivers, and individual security analysis—everything you need
to know to build an emerging markets portfolio allocation. You'll learn to
ask important questions like: What are the most important elements
to consider when analyzing emerging markets—together and individu-
ally? What makes an emerging market stock different from its developed
world peer? What are the greatest risks and red flags? This book gives you
a step-by-step process to help differentiate countries and stocks so you can
identify those with the greatest probability of outperforming. We'll also
discuss a few investment strategies to help determine when and how to
overweight specific nations or even sectors within the region.
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Note: We've specifically kept the strategies presented here at a high
level so you can return to the book for guidance no matter the market
conditions. But we also can’t possibly address every market scenario
and how markets may change over time. And many additional con-
siderations should be taken into account when crafting a portfolio
strategy, including your own investment goals, your time horizon, and
other factors unique to you. Therefore, you shouldn’t rely solely on
the strategies and pointers addressed here, because they won't always
apply. Rather, this book is intended to provide general guidance and
help you to begin thinking critically not only about emerging mar-
kets, but also investing in general.

Further, Fisher Investments on Emerging Markets won't give you a
silver bullet for always picking the best stocks. The fact is, the right
emerging markets stocks will be different in different climates and
situations. Instead, this guide provides a framework for understanding
the region so you can be dynamic and find information the market
hasn’t yet priced in. There won't be any stock recommendations, target
prices, or even a suggestion whether now is a good time to be invested
in a particular region. The goal is to provide you with tools to make
these decisions for yourself, now and in the future. Ultimately, our aim
is to give you the framework for repeated, successful investing. Enjoy.
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THE FIVE Ws OF
EMERGING MARKETS

Comprising 24 countries, 35 percent of the world’s landmass, a
whopping two-thirds of the world’s nearly seven billion people, and
almost a third of global output, emerging markets are fertile ground
for the global investor.! These distant lands offer some of the most
dynamic and unique opportunities—as investments, end markets for
corporations seeking growth, or key cogs in the production of the
world’s goods. These prospects make emerging markets among the fast-
est growing segments of today’s investing world.

Yet for all their allure, many avoid emerging markets out of fear,
ignorance, or a belief they are radically different from developed world
markets. This book aims to help shed light on these vital regions. To
be clear, it won't tell you where to invest. Markets are too dynamic for
that. By the time your eyes hit these pages, the market environment
will have changed many times over. But we can demystify and take the
fear out of investing in far-flung corners of the world, teaching you
how to analyze this segment of the investing landscape for yourself.

To do so, you don’t need a passport and a stack of plane tickets.
See it this way: Many journalists don’t write stories about events
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4 Fisher Investments on Emerging Markets

they've witnessed firsthand. More often than not, reporters uncover
the details from others—experts or those who experienced something
directly.? Using a variety of viewpoints, data, and internal perspectives
developed over the years, we can do the same. To begin, we borrow an
old-fashioned journalism technique—the five Ws—to lay the frame-
work for the rest of this book.

WHO OR WHAT?

Who or what is an emerging market? This isnt a trick question. Any
basic Internet search will get you more results than you could possibly
peruse. This should provide more than enough information, right? Not
quite. A single correct definition is far more important than many wrong
ones. According to some of the results we found, an emerging market is:

A foreign economy that is developing in response to the spread
of capitalism and has created its own stock market.
—Answers.com

A financial market of a developing country, usually a small mar-
ket with a short operating history.
—Investorwords.com

A euphemism for the world’s poor countries, also known, often
optimistically, as emerging economies.
—FEconomist.com

It’s evident there are a smattering of qualifiers—foreign, capital-
ism, poor, small, etc.; no doubt we could find dozens more in the
Internet abyss. Yet what, for instance, does smal/l mean? Is Indonesia,
the fourth most populated country in the world, small? What about
China, the third-largest economy?® Clearly, there are gray areas and
plenty of conflicts. And where, for example, might the Investorwords.
com definition lead you? Maybe you start looking for a market with a
short operating history, thinking you'll be among the first to capitalize
on the amazing growth potential therein. Hello, Zimbabwe! Bye-bye,
retirement savings.
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Truth is, there’s no single definition of emerging markets that works
as a sufficient catchall. America was an emerging market in the early
1800s. Same with Japan in the early 1960s. Even today, a poll of seca-
soned investment pros would certainly generate just as many answers.
Fortunately, to successfully invest in emerging markets, you don't need
to pin down an exact definition as much as understand the key charac-
teristics they represent.

The following characteristics are not requirements to be part of
emerging markets per se, but are generally found, to varying degrees,
in most of them:

Fast-growing economies. In order to meet the demands of rap-
idly growing populations and shifts from agriculture to indus-
try and production, emerging market economies are generally
fast growing. A corollary is that emerging markets are char-
acterized by a rapid pace of change. Many are familiar with
China’s economic growth story of the last decade, but Table 1.1
illustrates it has plenty of company.

Low levels of per capita income. On a per capita basis, emerg-
ing market countries are among the poorest. For example,
Mexico’s per capita income is $8,340 and Indonesia’s is
$1,650. By contrast, America’s is $46,040.°

Relatively immature capital markets infrastructure. Emerging
markets generally have poor reporting standards, a dearth
of publicly available information, lack depth, and may be
illiquid. They may also have weak regulatory frameworks.

Weak property rights. Private property rights are essential to a
functioning marketplace, but such rights are usually not as
ingrained in emerging markets. Investor capital may be unex-
pectedly taken away without due recourse.

Tenuous adherence to capitalist principles. Emerging mar-
ket countries often embrace capitalism warily, eschew it in
times of turbulence, or practice mercantilism operating under
the guise of capitalism. Many still operate under explicit or
implicit forms of communism and socialism.
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Table 1.1 Average Annual Economic Growth

Developed 5-Year 10-Year 15-Year 25-Year
us 2.5% 2.5% 3.0% 3.1%
Japan 1.7% 1.3% 1.2% 2.2%
Germany 1.7% 1.5% 1.6% 2.1%
UK 2.3% 2.6% 2.9% 2.7%
Developed Market Average 2.8% 2.8% 3.0% 2.9%
Emerging 5-Year 10-Year 15-Year 25-Year
China 10.8% 9.7% 9.9% 10.1%
Brazil 4.7% 3.3% 3.2% 3.1%
Russia 7.0% 6.8% 2.7% n/a
India 8.7% 7.1% 6.9% 6.2%
Korea 4.2% 5.3% 5.0% 6.3%
Mexico 3.4% 3.0% 2.9% 2.7%
Turkey 6.0% 3.8% 3.8% 4.4%
Indonesia 5.7% 4.8% 4.1% 4.9%
Poland 5.3% 4.2% 4.8% 3.2%
Taiwan 4.2% 3.8% 4.6% 6.1%
Emerging Market Average 5.8% 4.7% 4.5% 4.4%

Source: International Monetary Fund World Economic Outlook Database April 2009, MSCI, Inc.* Select countries chosen for
illustrative purposes. Averages are inclusive of all countries within the MSCI World Index and MSCI Emerging Markets Index.

Varying political models. Authoritarianism, populism, democ-
racy, single-party state, and many more. There are almost as
many political models in emerging markets as there are coun-
tries, which have profound impacts on their capital markets.

Relatively underdeveloped institutions. Legal, judicial, and reg-
ulatory institutions tend to be weaker and less established.

Restrictions on foreign investors. Emerging markets generally
dont have a long history of foreign investment, and there
may be restrictions. For example, domestic Chinese shares are
largely restricted to domestic investors; foreign investors must
purchase American Depositary Receipts (ADRs) or Hong
Kong-listed shares.



