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Is Passive Investing in Emerging Markets 

Really Diversified? 

Many investors are attracted to passive index funds as a way to spread their risk. Those interested in the growth potential of emerging 
markets, for example, may be unfamiliar with specific company reputations or could have concerns about market transparency in 
individual countries. An ETF designed to replicate performance of a broad emerging markets index would seem to offer the twin 
benefits of potential growth along with diversification. 

The popularity of such funds has risen markedly. Passive flows, which accounted for just 27% of EM fund flows in 1999, grew to 74% 
by 2019.1 Exhibit 1 shows that for four consecutive years, passive flows have outpaced active flows to the EM category. And since 2009, 
in years with positive flows to both active and passive funds, passive funds have taken the lion’s share six out of 10 years. 

Exhibit 1: U.S. Active and Passive Flows to EM Funds (1999 to 2019)  

 

Source: Morningstar. Flows to U.S. open-end funds and ETFs in Diversified Emerging Markets category, as of 6/12/20. 
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EXECUTIVE SUMMARY 

We believe that for investors seeking exposure to emerging markets (EM):  

 diversification is an important part of mitigating risk 

 they may assume passive exchange-traded funds (ETFs) are widely diversified 

 in fact, ETFs that track the MSCI Emerging Markets Index may be concentrated in a handful of stocks 

Those interested in diversifying their EM investments may want to explore other options.   
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Exhibit 2: Weight of 5 Largest Stocks in the MSCI EM Index (12/31/10 to 3/31/20) 

 

Source: MSCI, as of 3/31/20. Combined weight of 5 largest stocks by market capitalization. All weights as of 12/31 except for 2020. One cannot invest directly in an index. 

But does the perceived diversification bear out in reality? In fact, if EM index funds are tracking the MSCI Emerging Markets Index, 
they are likely to be highly concentrated in stocks of a handful of the largest companies. And that concentration has been growing. 
Exhibit 2 shows that in 2020 the five largest stocks accounted for 21% of the MSCI EM Index market capitalization—more than double 
the concentration in 2010. 

CONCLUSION 

There’s no question that passive ETFs are an increasingly popular means of investing in the growth potential of emerging markets, and 
may warrant a place in investor portfolios. At the same time, we believe it is important for investors to understand that the 
diversification of such passive funds may not be as substantial as it appears. For investors seeking greater diversification benefits, active 
managers may offer an attractive alternative. 

To receive periodic emails from the Brandes Institute click here.
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https://www.brandes.com/institute/is-passive-investing-in-emerging-markets-really-diversified
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Disclosures 
1 Morningstar as of 6/12/2020. Flows to U.S. Active and Passive Open-End and Exchange-Traded Fund in Diversified Emerging Markets category, 1999-2019. 

The MSCI Emerging Markets Index with gross dividends captures large and mid cap representation of emerging market countries. 

The MSCI information may only be used for your internal use, may not be reproduced or redisseminated in any form and may not be used as a basis for or a component of any financial 
instruments or products or indices. None of the MSCI information is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind of investment 
decision and may not be relied on as such. Historical data and analysis should not be taken as an indication or guarantee of any future performance analysis, forecast or prediction. The MSCI 
information is provided on an “as is” basis and the user of this information assumes the entire risk of any use made of this information. MSCI, each of its affiliates and each other person 
involved in or related to compiling, computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly disclaims all warranties (including, without limitation, any warranties 
of originality, accuracy, completeness, timeliness, non-infringement, merchantability and fitness for a particular purpose) with respect to this information. Without limiting any of the foregoing, 
in no event shall any MSCI Party have any liability for any direct, indirect, special, incidental, punitive, consequential (including, without limitation, lost profits) or any other damages. 
(www.msci.com) 

Diversification does not assure a profit or protect against a loss in a declining market. 

Investing in exchange-traded funds (ETFs) involves specific considerations for investors including, but not limited to, expenses, liquidity risks, and the possibility that ETF shares may trade at 
prices above or below their net asset value. International and emerging markets investing is subject to certain risks such as currency fluctuation and social and political changes; such risks 
may result in greater share price volatility. 

This material was prepared by the Brandes Institute, a division of Brandes Investment Partners®. It is intended for informational purposes only. It is not meant to be an offer, solicitation or 
recommendation for any products or services. The foregoing reflects the thoughts and opinions of the Brandes Institute.  

Copyright © 2020 Brandes Investment Partners, L.P. ALL RIGHTS RESERVED. Brandes Investment Partners® is a registered trademark of Brandes Investment Partners, L.P. in the United States 
and Canada. Users agree not to copy, reproduce, distribute, publish or in any way exploit this material, except that users may make a print copy for their own personal, non-commercial use. 
Brief passages from any article may be quoted with appropriate credit to the Brandes Institute. Longer passages may be quoted only with prior written approval from the Brandes Institute. For 
more information about Brandes Institute research projects, visit our website at www.brandes.com/institute. 


