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Andy Budden says his training as an aircraft engineer in the Royal Navy means he's
perpetually on a quest for precision.

But stock markets don't often reward precision.
The Singapore-based portfolio manager at US mega fund Capital Group's message

is that the geographic location of a company is a very imprecise measure of where
it actually earns its money.
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That's particularly pertinent when it comes to investing in emerging markets —an
asset class which is once again letting investors down.

Since indices were set up to track emerging market equities in 1987, there has been
an "amazing 30-year period" in which emerging markets have been integrated into
the global economy, he said, yet the strategy of owning emerging market stocks
simply hasn't worked (aside from 2002 to 2007) — with investors' faith punished by
underperformance of excess volatility.

Emerging market stocks only account for 12 per cent of the MSCI World index even though it accounts for 40
per cent of economic activity. AHN YOUNG-JOON

"There have been some short-term tactical opportunities, but it's been a tough gig,'
Budden said.

That's evident at the moment. Take IEM, an ASX-listed exchange traded fund that
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Andy Budden, from the Capital Group: "There are continued anxieties about valuations. But we are not that
concerned.” Supplied

He says that, in a world where multi-national companies now account for 80 per
cent of global trade, investors need to rethink how they invest.

"Building a portfolio according to where a company receives its post, that is now
obsolete," Budden told a group of advisers at the Portfolio Construction Forum in
Sydney last week.

Advertisement

Capital Group was one of the founders of the MSCI (Morgan Stanley Capital
International) indices that fund managers around the world use to track their
performance, and passive investors default to, to get exposure to their chosen
markets.

But the $USL.7 trillion US funds management giant is pushing the line that
investors should adopt "a borderless" approach, focusing more on where
companies earn their revenues rather than where they are domiciled.
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It has returned 6.3 per cent over 12 months. That has lagged the 12 per cent return
of the Australian market and the near 30 per cent gain in an ASX-listed ETF that
tracks the S&P500.

Index misaligned

So why is the index doing such a poor job of allowing investors to hitch to the EM

growth ride?

Firstly, emerging market stocks only account for 12 per cent of the MSCI World
index, even though it accounts for 40 per cent of economic activity.

And the emerging market index itself is imbalanced, with 75 per cent exposure to
Asia, a 50 per cent exposure to information technology and banks (mainly Chinese
ones).

Within that IT exposure, two-thirds of that is accounted for by just four stocks —
Alibaba, Tencent, Samsung and Taiwan Semiconducter Manufacturing Company.

Finally, Budden says emerging market indices don't give investors a meaningful
exposure to the key growth areas such as increases in healthcare spending.

"The under-penetration of capital markets means an emerging market portfolio is
going to be somewhat incomplete," he says.

He insists that, if they want their wealth to grow, investors can't ignore the fast-
growing emerging markets. So he says investors simply have to be stock market
agnostic —and dispense with the traditional index approach. That means buy a mix
of emerging market companies and developed market companies with high
exposure to emerging markets.
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For instance, to get exposure to the rising popularity of air travel, China-listed
Shanghai International Airport Company, which will increase capacity by 50 per
cent over three years, is a good bet; as is Paris-listed Airbus, which will meet the
rising demand for aircraft.

To get exposure to the rising demand for travel, investors should consider Ctrip and
Bookings, which are both Nasdag-listed, but reside in different indices.

And to bet on the rise of social media in emerging markets, investors need to own
both Tencent (preferably via Johannesburg-listed Naspers that owns a one-third

stake in the Chinese internet giant) and Facebook that is adding users in Indonesia.

In fact, the old-world stock markets of Europe offer great opportunities to own
emerging markets — with one-third of all revenues of European companies sourced
from emerging markets.

The idea of investing across borders seems to make logical sense. But the box-
ticking approach to investing isn't going away any time soon.

After Budden's pitch at the Portfolio Construction Forum, an analyst from a rating
house said investing in a manager that's investing across markets would make it
hard for managers to avoid doubling up on their exposures to various markets.

But Capital Group, a firm that was founded in 1931 and is one the largest and most
respected asset managers in the world, is sticking to its guns. And, unlike some
storied investment firms, it has not been deterred by ever-rising valuations.

"There are continued anxieties about valuations. But we are not that concerned,"
Budden told The Australian Financial Review. "There are a whole bunch of
companies where we believe the valuations are really reasonable."

Budden says most investor anxiety centres around the sustainability of US
economic growth that many believe, despite ever-improving data, is 'about to roll'.
But he says the firm has "done a lot of work" looking for catalysts and imbalances
that could derail the US economy.
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"Given this expansion has been so long and gradual, so it's never built up a head of
steam, the implication [for us] is the slowdown is also likely to be long and
gradual.”

Either way Budden says the state of the economy doesn't matter for most of the
companies they own.

"So many of the companies we find exciting right now have some exposure to
economic growth but a lot of the time it's about rising penetration of a new service
—it's structural growth," he said.

Although based in Singapore, Budden is a regular visitor to Australia. But there are
aspects of the investment industry that concern him. One is that investors tend to
run concentrated portfolios.

"You have to have conviction in everything you hold, but diversity is really
important,” he said.

And he is passionate about the concept of "objective-based investing", in which a
fund manager invests not to beat the market but to give a desired outcome to the
investor.

"That is very different from how the majority of the industry approaches things," he
said.

Jonathan Shapiro writes about banking and finance, specialising in hedge funds, corporate
debt, private equity and investment banking. He is based in Sydney. Connect with Jonathan on
Twitter. Email Jonathan at jonathan.shapiro@afr.com
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