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The concept of emerging markets came to surface in early 1980 and constituted of 

only eight countries from the two continents of South America and Asia. The globalization of 

financial markets has since raised the importance of emerging capital markets. We take a 

quantitative approach to investigate the performance of emerging markets compared to 

developed markets. The aim of the study is to conclude if emerging markets offers 

investment value and if logic in portfolio theory can be used to improve the chance of 

creating a relatively better performing investment. Included markets in our study are Brazil, 

Russia, India, China, Colombia, Indonesia, Vietnam, Egypt, Turkey and South Africa. S&P 

500 is our benchmark for developed market performance. Sample period is 2002-01-01 to 

2011-12-31 and monthly return data, creating 120 data points on each index. 

 

  The weighting schemes used for the portfolios are min variance optimization, 

geographical location and high and low correlation. All investments are scored on 

performances in correlation to S&P 500, inflation adjusted growth, currency effect, Sharpe 

ratio, skewness and kurtosis. Rankings are done on the separate categories, on the individual 

overall ranking on only countries and one overall ranking on all investments. 

 

  A brief overview of the overall ranking for all investments suggest that medium 

performing investments are overrepresented (12/20) and the low and high is underrepresented 

(3/20 and 5/20). Of note is that the min variance portfolio outperforms its components, the 

geographical portfolios have a wide range and the high correlated portfolio outperforms the 

low. The country to portfolio ratio over each grade suggests only a small skew of the results. 

There is no low scoring portfolio but the other two ratios are close to 50/50, suggesting that 

on average the portfolios create diversification benefits. Furthermore normality of returns 

seem to be violated and then the concept of volatility as a risk measure is significantly 

impaired also currency risk can be of high importance, currency effects ranged from -48% to 

28.7%. Assuming non-normality seems more accurate than assuming normality; therefore we 

need to improve on volatility as a tool to measure risk. So one direction for further research 

we see a need is in the concept of volatility. The initial reason for this research came from 

small investors’ seemingly intuitive knowledge that emerging markets are a suitable 

investment option. We have concluded that they in fact are, therefore we suggest that a 

qualitative study is conducted to investigate this seemingly natural intuition. 
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Chapter 1: Introduction 
Here in 1

st
 chapter of the thesis we will present and discuss the background of the chosen 

research topic as well as the identification of the research gap from the previous academic 

works. We will also highlight the purpose of the study, research question as well as 

introduction of basic concepts we used in the paper. 

 

1.1 Background 

The concept of emerging markets came to surface in early 1980. During that time, emerging 

markets constituted of only eight countries from two continents of South America and 

Asia.  Included in the list were countries such as Argentina, Brazil, Chile, Jordan, Malaysia, 

Mexico, Philippines and Thailand. Globalization of financial markets has raised the 

importance of emerging capital markets in the last few decades. As of 2010 Morgan Stanley 

Capital International (MSCI) emerging market index included 21 emerging markets from all 

over the world. Standard & Poor’s emerging market index includes 20 emerging markets as 

of 2010 whereas; in the same time Dow Jones listed 22 countries as emerging markets on 

their index (Arora et al., 2009, p. 13). 

 

It is important to define what emerging markets really are and what it constitutes for 

investors. It is difficult to define emerging market with one single definition as there is not a 

single definition that is universally accepted and agreed upon. However the definition 

provided by International Financial Corporation (IFC) has widespread acceptance. Per capita 

income and market capitalization relative to Gross National Product (GNP) are used as 

parameters for classifying equity markets from which emerging markets can be defined. They 

define it as ‘if the market is situated in middle or low income economy or the ratio of 

investable market capitalization to GNP is low, they are classified as emerging markets 

‘(Levich, 2001, p.4). The above definition of emerging markets from IFC is mostly followed 

by academicians whereas practitioners have a much more narrow definition of emerging 

markets. Only markets where international investors can easily purchase and sell securities, 

where proper legislative system is implemented and their investment is safe, are considered to 

be emerging markets. According to Mark Mobis, the president of Templeton Emerging 

Markets Fund, those markets that have a fully functioning stock exchange, international 

investors have access to the securities, there is a free banishment of capital and earnings, 

currency is easily convertible and are not part of USA, Canada, Europe, Australia and far east 

are considered to be emerging markets (Arora et al., 2009, p. 14).  Gross Domestic Product 

(GDP) of emerging market countries has been growing at a rapid pace in the last few decades 

and the growth rate has almost been double to that of developed countries. According to 

Arora et al., (2009) market capitalization of emerging markets on S&P /IFC emerging market 

index reached $7,500 billion in 2008 from a low of $300 billion in 1998. During the same 

period the total trading value on a yearly basis rose from $400 billion to $1,300 billion, 

whereas the number of listed companies in these markets increased from 5,400 in 1998 to 

15,400 in 2009. 
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                   Figure 1: Comparative GDP Growth chart 

 
Source BlackRock (2010) 

 
Figure 2: World output marketwise 

 
Source BlackRock (2010)       

 

Rapid growth is projected in these emerging market economies over the next few years, 

despite the fact that economic development in industrialized countries is estimated to linger 

and remain modest  (Arora et al., 2009, p. 13). According to Black Rock Information 

Research, the data gathered from CIA World Fact book, IMF World Economic Outlook, 

MSCI and Merrill Lynch shows that emerging markets constitute of 85% of the world’s 

population, have occupied 75% of the world’s land and resources, a total of 68% of the 

world’s foreign currency reserves and half of the world’s GDP at purchasing Power Parity 

(PPP) (BlackRock, 2010, p.1). 

 

Investing in emerging markets grew rapidly in the 1990s despite the presence of political and 

economic barriers however in the 1980s considerable efforts had been devoted to 

reformations that lessened these barriers. Some evidence support that there is segmentation 

between the world capital markets and emerging markets and that there have been displays of 

time-varying integration. Despite foreigners relative free access to invest in some markets, 

significant segmentation is still present (Bilsona et al., 2001, p.402). Billmeier & Massa 2009 

investigated what factors drive stock market development (cap size) in emerging markets, in 

short they found that institutions and remittances are especially significant in countries where 

there is no developed hydrocarbon sector. In countries with significant natural resources, oil 

price is found to be the main driver (Billmeier & Massa 2009 p23). Researchers A. Demirguc 

& H. Huizinga (1995) study over the accessibility over investing in emerging markets 

confirms that investors are reluctant to hold foreign stocks. This indicates that there are 

significant barriers to invest the capital abroad (Demirguc & Huizinga 1995, p355).  
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Almost a decade ago, in early 2001, Goldman Sachs chairman Jim O'Neill coined an 

acronym ‘BRIC’ that took investors and business world by storm. BRIC represent four of the 

fastest emerging economies of that time such as Brazil, Russia, India and China. Wilson 

(2003) In one of the working paper by Goldman Sachs presented how BRIC will take over 

the G6 economies in less than 40 years, when China will take over Japan and other 

economies and will become 2nd largest economy behind US in 2016 and in 2041 It will 

become the largest economy in the world (Wilson, 2003, p.2) Since 2010 there is a gradual 

decrease in the GDP of all BRIC countries. As long as the early movers advantage was faded 

in BRIC economies, another acronym with the name of CIVETS comes to surface that 

basically originated from original N11 (Next 11) presented by Goldman Sachs. This times the 

acronym CIVETS comes from HSBC Global Asset Management and stand for Colombia, 

Indonesia, Vietnam, Egypt, Turkey and South Africa. There have been a lot of criticism and 

questions raised by economists and Investment professionals over the potential of these 

economies. Schulz (2010, cited in Arsalan & Tatlidl, 2013, p.115) highlighted CIVETS as the 

third wave of development players and post BRIC generation in the world of developing 

economies. 

 

 

 

 

Bodie et al., (2011) compare the risk and returns of both developed and emerging markets for 

the period 2000-2009, they list excess returns in percent per month in both USD and local 

currencies. For an international investor the returns in US dollar would be the statistics of 

higher interest. The US had a -0.2 return with a standard deviation of 5.14, also of interest 

was that all listed developed markets had a high correlation with the US, where the lowest 

correlation was Israel with 0.56. The BRIC countries had excess returns ranging from 0.96 to 

1.91 and standard deviations between 9.13 and 12.03 measured in US dollar. Of note is that 

their correlation to the U.S ranged was fairly high with a range of 0.74 to 0.61. CIVETS 

excluding Vietnam and Egypt had excess returns between 1.13 and 2.6 with standard 

deviations from 8.68 to 15.69. Correlation to U.S was between 0.48 and 0.66 (Bodie et al., 

2011, p906). 

Source BlackRock (2010)     

Figure 3: World equity market share 
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1.2  Problem discussion 

Considering emerging markets rapid growth it is not strange that they have been subject to 

extensive research covering their performances in terms of investments.  A study made by 

researcher Vladislav Kargin (2002) found that significantly higher returns could be created in 

the chosen emerging markets by the use of past price changes, earnings-to-price ratio and 

book-to-price ratio as predictors of returns. Even when accounting for transaction costs the 

excess returns are likely to persist and there is no significant difference in risk between 

markets with a high or low predicted return (Kargin 2002, p 243). These findings imply that 

simple security analysis strategies might improve returns in emerging markets. 

 

Researchers Miguel & Gama (2005, p221) studied the behavior of developed stock markets 

historical volatility, variance of global portfolio returns, average variance of country returns 

relative to global returns and average variance of local industry returns relative to their 

countries. The researchers found that between 1974 and 2001 world and country risk 

remained decently stable, however industry risk on both local and global level increased 

significantly in the end of the 90s. The researchers found further evidence suggesting that 

local industry risk is usually more important than world and country risk and they propose 

that world risk is the least important component of total risk. We think these evidence suggest 

that international diversification is of low overall importance in developed markets, rather it 

seems as if diversification over various industries is the best way to obtain diversification 

benefits. A resulting effect we see from this is that international investments in developed 

markets might contain unknown risk to the investor in the form of poor knowledge of local 

industries in other countries. In short the international investor will most likely lack valuable 

local knowledge, a fact that is even more true for a small investor. Such as how heavily 

mortgaged the general population is in a country, as shown by the U.S housing crash such 

knowledge would be valuable to an investor. Knowing such data he can then make a more 

informed decision about how much that might affect the risk in financial stocks in that 

country. 

 

The authors present evidence supporting the fact that international diversification benefits 

have not been eroded during the globalization during the time of their study. They also 

support the notion that industry diversification is more efficient than international 

(geographical) diversification, however the authors also say that this might have been a 

temporary trend in their sample (Miguel & Gama 2005, p 221). We find this notion to be very 

much believable, as the markets considered in the study are well developed we would assume 

that their overall return profile would be very similar. The similarity we expected to come 

from that developed markets trade heavily with each other and especially the financial 

industry is very connected as shown by the last U.S housing collapse and the sovereignty 

crisis in Europe. Thus it seems very likely to us that the best opportunity for finding 

diversification would be from different local industries. Different industries will be operating 

in very different business climates and the further decomposition to local industries would 

make for even broader conditions. In other words it seems reasonable that the banking 

industry in a developed market will be more similar to other developed country’s banking 

industry than it will be to the heavy machinery industry in its own country.  

 

Another interesting finding on emerging markets performance was done on a data sample 

size of more than 110 000 daily returns from 16 different emerging markets, it was found that 

black swans (unexpected events) had a large impact on their long-term performance. 

Compared to a completely passive strategy, if the ten best daily returns were missed it 

resulted in 69.3% less valuable portfolios and if the ten worst days were avoided it would 
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have yield portfolios 337.1% more valuable. From this the author outlines two 

recommendations: first, a broad diversification in order to mitigate the exposure to theses 

black swans; second, not engage in any effort in trying to time market entries or exits 

(Estrada 2009, p 56). This highlights an interesting issue, downside events seem much more 

powerful in lowering portfolio value than what positive value upside events can create, which 

indicate left side skewness. It further implicates that an active strategy could increase the 

performance of portfolios substantially, although for that to be possible the events would 

have to be accurately predicted. 

 

For an international investor it was found that for a minimum variance portfolio comprising 

of S&P 500 and VIX out performed a portfolio consisting of S&P 500 and MSCI-EM by a 

significant amount, however when the portfolios were equally weighted there was no 

difference. The VIX is an index over the average volatility in S&P 500 which is derived from 

the implied volatility of a strip of options in S&P 500. MSCI-EM refers to Morgan Stanley 

Capital International - Emerging market funds. Only long positions in the asset classes were 

allowed. It was further shown with a one sided t-test that emerging market returns were not 

statistically higher than S&P 500. The author implicates that, for diversifying, VIX seems to 

be a better option than emerging markets since the correlation between S&P 500 and 

emerging markets have steadily increased between and is positive 1990-2010 whereas the 

correlation between S&P 500 and VIX have neither increased significantly or is positive 

(Kumar, 2011, p. 6-12). These findings give the impression that correlation between a 

developed market such as the U.S and emerging markets is not a good indicator for finding 

international diversification benefits. Different reasoning when creating portfolios might be 

then is need if diversification benefits are to be found. Although conflicting evidence is 

presented in a study made by Li et al. (2003), where it was shown that even when 

international portfolios, partly consisting of emerging economies on the MSCI list, are 

subject to short sale constraint, diversification benefits remain substantial. The authors found 

that the addition of emerging markets increase the benefit of diversification, even without the 

short-sale constraint (Li et al., 2003, p 78 ).  

 

 Research conducted by Arora et al,( 2009) included 10 top countries from MSCI emerging 

market index that include Brazil, China, India, Malaysia, Mexico, South Africa, South Korea, 

Taiwan and Turkey. These selected countries have geographical diversification based on the 

continents they belong from. They compared stock returns from emerging market with 

closing values of MSCI developed market index for the same period of time. Their research 

showed that stock returns from emerging markets perform better as compare to those of the 

developed market and are considered to be right markets or stocks to be included in global 

investment portfolios. We see that this would implicate that the outright performance of 

stocks in emerging markets are better, then there is a need to identify if there are other factors 

that might influence an investor to decide on a potential investment. The authors also 

concluded that stock returns from emerging markets shows predictability and offer good 

returns to the investors if they consider a simple buy and hold strategy. One interesting 

finding of their research is there is low correlation among the stock returns of emerging 

markets which provide substantial diversification for the international investors. Their study 

also revealed that there is low correlation among emerging and developed market stock 

returns and emerging markets yield better stock returns even if there is bearish trend in the 

market (Arora et al, 2009, p.25).  
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Credit ratings of countries by S&P and Fitch  
         Source: Standard & Poor (2013)  

Emerging 

markets 

S&P credit 

rating 

Fitch credit 

rating 

Developed 

markets  

S&P credit 

rating 

Fitch credit 

rating 

Brazil BBB (N) BBB (S) USA AA+ (S) AAA (N) 

Russia BBB (S) BBB (S) Canada AAA (S) AAA (S) 

India BBB- (N) BBB- (S) Sweden AAA (S) AAA (S) 

China AA- (S) A+ (S) Norway AAA (S) AAA (S) 

Colombia BBB (S) BBB- (S) UK AAA (N) AA+ (S) 

Indonesia BB+ (S) BBB- (S) Germany AAA (S) AAA (S) 

Vietnam BB- (S) B+ (S) Greece B- (S) CCC (-) 

Egypt CCC+ (S) B- (N) Swiss AAA (S) AAA (S) 

Turkey BB+ (S) BBB- (S) Japan AA- (N) A+ (N) 

RSA BBB (N) BBB (S) France AA+ (N) AA- (S) 

Table 1: S&P and Fitch sovereign states credit ratings 

S&P credit ratings & investment grades 
         Source: trading economies (2013) 

Rating Investment grade Rating  Investment grade 

AAA Prime B+ to B- Highly speculative 

AA+ to AA- High grade CCC+ to CCC- Extremely speculative 

A+ to A- Upper medium grade CC to C In default, little chance of recovery  

BBB+ to BBB- Lower medium grade D  In default 

BB+ to  BB- Speculative grade  

 

 

 

Table 2: Countries Credit Ratings 

Since these ratings are for government debt we see it as reasonable to use them as indicators 

country risk in these countries as they reflect the aggregate trust in these countries economies. 

A brief look at S&P’s credit rating methodology (S&P 2013) shows that they have five main 

categories which are: political, economic, external, fiscal and monetary. These are the main 

drivers in country risk and risks to consider in international investment strategies as we have 

shown in section 2.3. As shown by the S&P and Fitch credit ratings all of our considered 

emerging markets besides China fall into a low investment- or speculative grade. Our U.S 

benchmark for developed markets seem reasonable, it does not get a perfect double AAA as 

most of the other developed countries but overall it could be deemed as representable of the 

country risk in a developed marketplace. In the end these ratings show clearly that country 
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risk is higher in our considered emerging markets than in our developed market benchmark. 

(Trading economies, 2013) To summarize, these ratings show clearly that country and 

exchange rate risk is of higher importance when an investor is investing in emerging markets 

than it is if investing is done in developed markets. However care should always be taken 

when investing regardless of if it is a developed- or emerging market as shown by Greece. 

 

Considering that funds are a popular way for small-long term passive investors to invest in 

emerging markets, what they usually have really invested in is a financial instrument that 

quite closely tracks the general index in that country. This is why we will focus on emerging 

market indices returns and not specific stocks or sectors. Secondly it is common that people 

split their savings into a few such funds in different emerging markets, which is why we want 

to determine correlation between the emerging markets themselves. Strength and direction of 

correlation are in financial literature presented as to have a great impact on diversification 

benefits which should in turn impact capital allocation if the investor want to maximize return 

and minimize volatility in other words create better risk to reward ratios.  

 

What is apparent in previous research on the topic is that a lot of conflicting evidence exists 

over emerging market’s stock performances and their possible contribution in diversifying 

risk in portfolios. Furthermore there is little research conducted over the last decade, in which 

there has been much global financial turmoil and exceptional market conditions. Considering 

both the conflicting evidence and scant recent research over emerging market performances 

we will conduct a research to see which or if any side’s an argument, in our opinion, hold in 

the context of a long-term passive investor in today. We see it as if there is a major gap in 

previous research, where most of the research has been angled towards finding patterns in the 

returns. We feel that there is a gap where the focus is on testing and comparing the 

performance of passive strategies especially between emerging markets themselves, as is 

shown in the previous sections emerging markets are mostly viewed as a homogenous, and 

between these individual emerging- compared to developed markets. We deem it to be of 

high importance that this gap is researched from the perspective of a small retail investor 

since those are the investors that we feel represents a major part of the investor community 

and are the investors we think are the most disadvantaged by this apparent lack of knowledge. 

Basically as it is, small retail investors think that any emerging market is an investment 

option that suits their characteristics but previous research is either very conflicting or lacking 

which is the gap we aim to fill by our study. 

 

1.3 List of emerging markets in our study  

BRIC Group of emerging countries: 

BRIC is an acronym that stands for Brazil, Russia, India and China put forward by Goldman 

Sachs Asset Management chairman Jim O'Neill in year 2001 that represent four of the fastest 

growing economies of the world. 

 

 

CIVETS Group of emerging countries: 

CIVESTS is an acronym that stands for Colombia, Indonesia, Vietnam, Egypt, Turkey and 

South Africa and comes from HSBC Global Asset Management to represent a group of fast 

growing emerging markets.  

 

The reason we included only these emerging markets is that they are commonly found in 

previous literature and we think they are the primary markets small investors are investing, 
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where BRIC is more so than CIVETS. These two groups is therefore what we see as the 

relevant markets to research as our emerging markets. 

 

1.4  Purpose of the study 

The purpose of our study is to investigate if investing in different emerging markets is a good 

investment alternative for small western international long-term passive investors. We will 

try to conclude if the different emerging markets by themselves or combined into portfolios 

offers improved risk to reward profiles and growth possibilities compared to the S&P 500 

index. Further we wish to test if naive portfolio weighting schemes has any investing 

advantage over the individual components making up the portfolios. So the overall aim is to 

conclude if emerging markets offers investment value and if logic in portfolio theory can be 

used to improve the chance of creating a relatively better performing investment. 

 

From this we hope to provide some additional considerations to asset allocation decisions for 

western international long-term passive investors. In short we aim to test if emerging markets 

offer better risk to return profiles than the S&P 500 index from the U.S, which can be 

considered to be the most developed financial market, in the context of a small international 

investor. There may be even further evidence inferred from the evidence in our study which 

could be of use to other types of investors but that will be of less importance.  
 

1.5  Research question 

Are emerging markets a suitable investment option for small long-term passive investors 

compared to S&P 500?  

 

Do naively weighted portfolios, consisting of BRIC and CIVETS indices provide any 

investing benefits over S&P 500 and the individual emerging markets?  

1.6  Definitions and central concepts 

Due to the specific perspective of our research and research questions we think it is very 

necessary to define this perspective and its full context in this thesis, therefore we will in this 

section continue to define what is implied in our two research questions. These definitions 

and characteristics is what we will use as foundations to how we grade the performance of 

our investments. 

 

1.6.1  Small long-term passive investor 

Individual investors are those who buy and sell securities in relatively small amounts only for 

him or herself and not for any company or organization, are known as small investors or 

retail investors. Individual investors have little resources at their disposal compared to the 

institutional investors who have a large pool of funds 

 

According to Barnewall (1988) passive investors are those individual investors who have 

come by their capital passively. She argued that passive investors have a higher need for 

security and have a lower level of risk tolerance.  Economic resources of the investors play an 

important role in their investment decision. Investors with small economic resources are more 

probable to be passive investors and vice versa. Passive investors habitually perceive that the 

risk they undertake in the investment process to be much higher than it actually is (Barnewall, 

1988, p.71-73). 
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In finance a passive investment strategy (indexing) is usually defined as when a manager tries 

to minimize transaction costs by being as conservative as possible with rebalancing its 

portfolio. The most popular passive strategy is trying to mimic a specified index, such as the 

S&P 500 (Fuller et al., 2010, p.35-36). 

 

From this we define a small long-term passive investor by these following characteristics:  

 Having comparatively limited resources compared to professional investors 

 Low overall risk tolerance 

 Long investment horizon 

 Passive management style 

 

1.6.2  Suitable option and portfolio investment benefits 

We define a suitable investment option for a long-term passive western investor to be the 

following: 

 

 A high growth measured in the investor’s local currencies, which indicate that the 

country as a whole is developing. 

 No requirement of individual security analysis 

 Security selection is predefined by an external party (indexing) 

 A good risk reward profile over the investment period 

 A return distribution that favors the investor positively. 

 

We define investment benefit points form a portfolio for a long-term passive western investor 

to be the following: 

 The portfolio overall outperforms both the S&P 500 and the average of the individual 

components it is made from. 

1.7  Delimitation of the research 

As the chosen field of our research is very broad and ever evolving, we have made some 

limitation in our research so that we can complete it in the given timeframe and achieve the 

desired objective of our research. Our study will be limited to two groups of emerging 

economies, CIVETS (Colombia, Indonesia, Vietnam, Egypt, Turkey and South Africa) and 

BRIC (Brazil, Russia, India and China). We limited our study to those countries because in 

the field of finance they are view as somewhat homogeneous groups and we think they are 

the most relevant countries as we mentioned before in section 1.4. Furthermore due to the 

time constraint on the study we felt as if that was a reasonable number of subjects to include 

since the actual subjects in the study would be doubled from these 11 to 20 by constructing 

portfolios and those markets are what we actually consider relevant to include for the purpose 

of this study.  

 

We will use the S&P 500 index as a benchmark to compare the indices from these emerging 

markets against. Only one index from each country will be included in our study, the indices 

selected are the ones we deem to be as representative as possible for the domestic growth that 

is also practically investable. This sample selection limits to a degree our ability to generalize 

the results to the entire counties combined stock market growth since none of these indices 

represent to a 100% the entire stock market. Furthermore the single developed market 

benchmark is also somewhat limiting since the U.S stock market and economy is most likely 
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the best performing developed market. So the benchmark might be a positively biased 

estimator of developed market performance. 

 

Furthermore in our research we will use only monthly data over the 10 years from 2002-2011 

and we will take the perspective of a western international long-term passive investor. The 

chosen perspective will guide us as well as limit us in our study in what methods we use, 

what results we produce and what we can infer from the results. However by limiting our 

study in this way we believe that we can increase the credibility of our results because they 

will be seeing in their proper context. 

 

The reason we used rating agencies ratings for currency- and country risk is mainly because 

those corporations have vast resources to research these countries and therefore we deem 

these ratings as the most unbiased overall assessment of these risks. What comes to question 

is the fact that these ratings are made on order from the rated countries which means that 

these firms have incentives to give better an undeserved grade. In some cases we would argue 

that that would be the case but overall we see it as these ratings are a must have in the 

countries viewpoint. Without an official rating we think they would have a much harder time 

borrowing on the international capital market, so we think that the rating agencies do not 

have to feel incentive to give biased ratings in but a very few instances such as the U.S for 

example. In short we trust that overall the ratings are fair enough and from that we can see 

that there is most definitely a difference between emerging- and developed markets 
 

1.8  Disposition of the thesis 

Second chapter of our thesis is Theoretical framework & Literature Review. In this chapter 

we will present existing literature and theory and concepts covering our chosen topic that will 

support our research and eventually help us to formulate a theoretical framework for our 

thesis. That framework will play a vital role in analysis of our empirical findings and support 

our conclusion. 

 

Third chapter of our thesis will cover the methodology that we undertake in the research 

process. This will help the reader to analyze the nature and quality of our thesis and the 

methods we used to reach the answer of our research question. We divided this chapter in two 

sections; in the 1st section we will discuss theoretical methodology whereas the 2nd section of 

the chapter is about practical methodology. 

 

Fourth chapter of our thesis we will introduce readers with the empirical findings of our 

research. Here we will present our lists of rankings by giving the individual performances in 

Correlation to S&P 500, Return distribution, Currency effect and Sharpe ratios that will be 

followed by overall ranking. 

 

Fifth chapter of our thesis is analysis and discussion. In this section we will analyze the 

results of empirical findings from the list of emerging markets and compare them against 

S&P 500 index with the help of studied literature and our theoretical framework.  

 

Sixth chapter of the thesis is Conclusion. Here we will conclude our research by providing 

answers to our primary and secondary research questions with the help of our empirical 

findings which we will support by established theories from previous research. From our 

findings and subsequent conclusions we will present practical implication as well as further 

research in the same field.   
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Chapter 2: Theoretical Framework & Literature Review 
In this chapter we will proceed to give the reader the useful theories on the chosen topic that 

will be used throughout the rest of the thesis. We will introduce the different sections by 

motivating what purpose they will fulfill in the thesis and after the last section we will 

summarize them into what their practical use will be. A literature review will follow after the 

summary of the theories where the practical implications of the theories will be discussed in 

what effect they have on our study. 

 

2.1  Risk and Return 

This section will be the core of our study and these theories are used to calculate how the 

investors’ capital grows over time and at what factors affect the suitability of investing in this 

growth opportunity. 
 

2.1.1  Interest rates 

The global capital market sets the real interest rate through global supply and demand in 

loanable funds. Considering today’s highly integrated global capital market it can be assumed 

that the equilibrium level at any given time is a decently fair one. Due to that reason real 

interest rates are set by global forces and nominal rates are set by national money market 

forces. As a rule of thumb; one percentage point increase in a nation's inflation rate will equal 

one percentage point increase in the nominal interest rate (Parkin et al., 2008, p.710). For 

investors it is important to distinguish between nominal and real gains on an investment. The 

real rate of return on an asset is equal to the nominal interest rate earned minus the prevailing 

inflation rate for the same time period. Exact relationship between the real and nominal rates 

is given as  

1+r = (1+R)/ (1+i). 
Equation 1: Real rate of return 

Where R = nominal rate, r = real rate, i = inflation rate. (Bodie et al., 2011, p. 147) 

 

This relationship is vital to use if the actual purchasing power growth is to be calculated and 

we think this is the most appropriate way of adjusting the returns in our study so that the 

results are defined in real world context. 

 

2.1.2  Risk and Risk Premiums  

When investing the investor requires a risk premium as compensation for bearing risk, 

meaning that for return rates higher than the risk free rate of return there has to also be an 

added risk premium. In other words what concerns an investor is the excess return earned 

over the risk free rate, which is given as, Excess return = HPR (Holding Period Return = 

realised return over investment period) minus risk-free rate of return for the corresponding 

period (Bodie et al.,  2011, p 157). Considering our study’s long time horizon a low excess 

return indicates a poor performance since compounding effects should affect the returns and 

make the returns grow exponentially faster, whereas the risk free rate will be a flat rate with 

no exponential growth. 

 

The total risk in a portfolio of assets can be broken down into two categories of risk, 

systematic and unsystematic. Systematic risk refers to the natural risk that affects a security 

from being traded in the marketplace and unsystematic risk is the specific risk that affects the 
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individual asset. Through diversification an investor can almost completely erase the 

unsystematic risk of the assets in the portfolio and subsequently only bear systematic risk 

which is inevitable if participating in the marketplace. 

 

From this we can concluded that the total return on any asset is given by three components: 

R = E(R) + systematic risk premium + unsystematic risk premium. Were E(R) = expected 

return, R = realized return. 
Equation 2: Total return on Asset 

 

This formula implies that an investor has to bear some amount of risk even though a broadly 

diversified portfolio is held and the unsystematic portion is almost erased. An implication of 

this is that if the investor can almost completely diversify away all risk attributed to a specific 

asset, the risk premium for the asset will be its systematic risk. Therefore an investor will 

have more total risk in the portfolio if it is not broadly diversified (Rose et al., 2008, p 413-

418). Unsystematic risk is more commonly known as Beta and it measures a security’s 

covariance with the market (Bodie et al., 2011, p317). What this means in our study is that 

the systematic risk is the only risk component affecting our investments, regardless of the 

single indices or the portfolios. This happens because that the indices are already 

comparatively very well diversified and their potential added diversification benefit should be 

very small.   

 

2.1.3  Average returns 

The geometric average measurement gives an accurate estimation of actual performance of 

past returns. The geometric average is the actual compounded rate that gives the initial 

investment its terminal value at the end of the holding period, thereby it provides a precise 

estimate of the average past return over the period. The geometric average is therefore a time 

weighted average. Were n = number of compounding periods, terminal value = value at 

investment horizon end. 

 

g = annual HPR that would generate the terminal value of the investment 

Terminal value = (1+ g) 
n
 

g = Terminal value 
1/n

 - 1 
Equation 3: Geometric average returns 

 

In contrast, the arithmetic average measurement is an unbiased estimate of an average; it 

assigns equal probabilities to each observation of the sample. It is the most common way to 

calculate an average and is given as the sum of all observations divided by number of 

observations (Bodie et al., 2011, p. 158-159). 

 

The difference in these to averages can be simulated as this: a stock trading at 100 USD first 

goes up 10% to 110, then goes down 10% to 99 and then finally goes up 10% to 108,9, the 

stock’s average will be differentiated as the following. The geometric average will be 2.8% 

whereas the arithmetic will be 3.33%. The difference comes from that the geometric average 

considers the base for the up or down move from the previous period and this is why the 

geometric (time weighted) average fits the purpose of this study. It considers the individual 

period returns and how their bases move with returns and subsequently how much value is 

actually gain or lost by the percentage moves. That actual value gained or lost is considered 
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we think is the key in determining a useful average over a past period of time as it shows 

what compounding rate is need in each period during the entire time period. 
 

2.1.4  Tax effects on return rates 

A country influencing factor on an investment's rate of return is taxes, thus return 

performance has to view in the context of the individual investors tax-residence. A common 

fiscal countermeasure against increasing nominal income (inflation) is implementing an 

Index-linked tax bracket system. This is done because increasing nominal income pushes 

taxpayers into higher tax brackets. Index-linked tax brackets do not protect against inflation 

effects on savings taxation however. 

 

The real after-tax rate of return is approximately the after-tax nominal rate minus inflation. 

Were R = nominal realised return, t = tax rate, i = inflation rate. 

 

R (1 - t) - i = (r + I) (1 - t) - i = r (1 - t) - it 
Equation 4: Real after-tax rate of return 

 

The effects for investor are that after-tax real rates of return become lower as inflation rates 

increase. (Bodie et al., 2011, p.149). A benefit with low inflation rates is that it do not give 

rise to any significant extra costs, however as inflation rates raise they will generate 

additional costs in forms of transaction, tax effects and increased uncertainty (Parkin et al., 

2008, p.704).   

 

This after-tax return relationship has implications on an investor’s tax considerations if a 

rational investment strategy is to be adhered to. An investor in a high tax bracket might find 

tax-exempt municipal bonds more favorable even though they carry lower pre-tax returns. 

Similarly an investor in a lower tax-bracket might find the low pre-tax return unfavorable. A 

further consideration is to be made over tax-rates on capital gains and dividend (interest) 

income. If one or the other is more heavily taxed it might be worth allocating capital to 

investments that benefits from this difference (Bodie et al., 2011, p.378-379). Since the 

perspective of the study is international we think it is important to acknowledge and show 

that the results of the study is not perfectly generalizable without considering the 

international context they are presented in. Since we are limiting the study to western 

investors we can assume fairly low and stable inflation rates which means that an index. 

Linked tax system is the relevant tax context in this study. So for the purpose and perspective 

of this study we can conclude that a high pre-tax return simply meant that a high return on the 

investment is favorable since we can assume that a small retail investor will be located 

relatively low in any tax bracket system. 

 

2.1.5  Historical return distributions 

A common assumption over return distributions is that they follow the normal bell shaped 

curve. The normal distribution will have 68.26% of all outcomes within +/- one standard 

deviation, 95.44% within +/- two SD and 99.74% within +/- three SD from its mean. The 

mean and standard deviation is the first and only two moments of the normal distribution. As 

presented by Li &. Rose (2009) the concepts of volatility, standard deviation or variance 

ignore tail risk. Tail risk is the risk that the actual distribution is not normal, meaning that the 

tails differ from a normal distribution. To find if there is non-normality the distribution can be 
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checked for skewness or kurtosis, which are the third and fourth moments (Bodie et al., 2011, 

p.162-166) 

 

Skew = Average [(Return-Sample mean return) 
3
/ sample estimate of standard deviation

3
] 

Equation 5: Skew 

Figure 4: Skewness 

 
Source: University of South Alabama (2006) 

  

Kurtosis = Average [(Return - sample mean Return-) 
4
/ sample estimate of standard deviation]

 4
 - 3 

Equation 6: Kurtosis 

Figure 5: Kurtosis 

 
Source: Home options trading (2013)      

 

For investors skewness and kurtosis is a matter of concern, they can distort expectations and 

create unexpected events. Skewness will shift the total probability mass for either up or down 

side events. Extreme positive kurtosis (leptokurtic) will generate more extreme events, both 

to the up and down side and more events close to the mean, thus more probability mass is 

located in the tails and around the mean. Combined this can really pose problems for 
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portfolio management. Consider for example if there is both right side skewness and positive 

kurtosis, the investor can expect more overall negative returns compared to the mean and 

more extreme negative deviations from the mean. Negative kurtosis (platykurtic) is in 

contrast when the probability mass is more evenly distributed across the range (more so than 

the normal distribution) which would make the portfolio risk more unpredictable (Hull. 2012, 

p210). This happens due to that observations will increasingly become differentiated in 

values and subsequently more individual events will be occurring.  

 

However due to that risk has to be compensated there will be a positive drift in a well-

functioning stock market; this can be shown as the slight slope in price increases over 

historical data. This is why a continuously compounding distribution over a long period of 

returns becomes log normally distributed. The mean will approach zero and due to the 

positive drift we have only positive observations compared to the mean (Bodie et al., 2011) 

Due to this presence of a positive drift, or risk premium, we should on average expect 

negative skewness in returns that are not continuously compounded but still measured over a 

longer time horizon. This has to be because we need more observations above the mean since 

risk has to overtime and on average be compensated by higher returns.  
 

To conclude this section of risk and return, an assets “risk” is measured as the standard 

deviation and any violation of the normal distribution in terms of skewness and kurtosis will 

render the measure “risk” less useful. This happens because if there is skewness present it 

will mean that there is either more probability for lower or higher returns than the average. 

Therefore we know that the “risk” will be skewed to either more positive or negative 

outcomes compared to the mean. Kurtosis will not in the same sense limit the usefulness of 

such a mean-variance analysis; kurtosis causes equal amount non-normality on both sides of 

the distribution. Kurtosis either centers or decentralizes the probability mass around the 

mean.  Due to these distribution effects on a mean-variance analysis as a true measure of 

“risk” we think it is important to check our investments return distributions for such 

violations of normality considering what effect it can have on their perceived risk. This is 

important because to determine performance of an investment risk-adjusted returns are 

usually compared, so if the measure of “risk” actually includes hidden extra downside risk or 

upside potential we think it is important that this is considered for their overall suitability as 

an investment option. 

 

2.1.6  VaR (Value at Risk) and Expected short fall  

A widely used risk measure for a portfolio is the Value at Risk. VaR is calculated as the 

biggest expected loss given a defined confidence level and time horizon. Therefore for 

example we can calculate that a portfolio loss will not exceed ten million with a confidence 

of 99% over ten days. VaR calculations are possible through the fact that a return distribution 

can be created by historical data or the standard normal distribution. Only two things need to 

be found for a VaR calculation, the standard deviation over the given time horizon and the 

cumulative cut off value on the return distribution corresponding to the confidence level 

desired (Hull. 2012, p. 185-188). 

 

What VaR misses is how severe the expected loss will be if VaR is exceeded, expected 

shortfall therefore is a measure of tail risk. Expected shortfall is more formally defined as the 

expected loss over the time period T conditional on the loss exceeding the X
th

 percentile of 

the return distribution. The major difference between the VaR and expected short fall is that 

VaR is not a coherent risk measure. VaR fails to pass the subadditivity criteria which states 
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that the risk measure should not sum to a total higher than two times the individual values 

when two risk measures are combined into one. Meaning that after two separate portfolios 

have been merged the risk measure should only be twice as large as before (Hull. 2012, p. 

185-188). Even though VaR and expected shortfall are more advanced risk measures they are 

still some of the most widely used by investors and with the increasingly growing IT capacity 

we see it as possible that these measure might be used by smaller investors that are advanced 

in their knowledge of finance. The previous discussion on non-normal return distributions is 

as relevant for these risk measures and together they can provide a good measure of an assets 

risk in a comprehensible context to the investor.   

 

2.2  Portfolio Theory  

In this section we will outline the basic concepts of portfolio theory, portfolio theory is a very 

key financial concept. What is key in portfolio theory is correlation or the covariance 

between the included securities which can in a perfect setting completely erase all “risk” in 

the portfolio. 

 

2.2.1  Portfolio variance & expected return of a two asset portfolio. 

Variance is the standard deviation (σ) multiplied by itself (σ
2
) and variance is usually 

calculated from historical observations and is an estimate of the assets volatility or risk. 

(Bodie et al., 2011, p.273) 

 

 

Expected return of two assets: E(rp) = WaE(Ra) + WbE(Rb). Were E(rp) = expected return of 

the portfolio, Wa = weight of asset a, E(Ra) = expected return of asset a. 
Equation 7: Expected return of two assets 

Total variance in a portfolio of two assets: σ
2

p = w
2

a σ
2

a + w
2
b σ

2
b + 2 wa wb COV(ra, rb)  

Equation 8: Total variance in a portfolio of two assets 

 

If an additional asset is added to the portfolio the formula expands to: 

σ
2
p = w

2
a σ

2
a + w

2
b σ

2
b + w

2
c σ

2
c + 2 wa wb COV(ra, rb) + 2 wa wc COV(ra, rc) + 2 wb wc 

COV(rb, rc). 
Equation 9: Variance of a portfolio having 3 or more assets 

Expected return for a portfolio of n number of assets is still only; 

WaE (Ra) + WbE (Rb) +... + WnE (Rn). 
Equation 10: Expected return for portfolio of n assets 

 

So by including one more asset we have to add two more covariance terms, when the number 

of assets in the portfolio increases the covariance terms will increase faster than the 

individual variance terms. Only one new variance term is added for an additional asset. This 

implicate that the covariance between assets will become increasingly more determinant for 

the total portfolio variance. As above, if there are only two securities there will be two 

variance terms and one covariance term. However for x number of assets in a portfolio the 

number of covariance terms will be n(n-1)/2. For example if a portfolio consists of 100 

securities, there will be 4950 covariance terms but only 100 variance terms. Clearly when a 

portfolio expands to include more assets the main contributor to the overall variance will start 
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to become the covariance between the assets and not their individual variances. (Bodie et al., 

2011, p. 240) 

Covariance: Cov(ra, re) = E(d * e) =E{[(rd – E(rd)][re – E(re)]}= E(rd) – E(rd)E(re) 

= E(rdre) - E(rd)E(re) (Bodie et al., 2011, p.270). Were E(re )= expected return on asset e. 
Equation 11: Covariance between the assets 

ρabσaσb where ρ is the correlation between the securities and σ is the standard deviation. 

 

The covariance can be scaled to a value between -1 and 1, which gives the correlation 

between the assets. Negatively correlated assets will move in opposite direction from each 

other and this will be extremely effective in lowering total portfolio variance. Whereas 

positively correlated assets add variance to the portfolio. The reason correlation is important 

to consider is that the total expected return of the portfolio is unaffected by correlation, only 

the portfolio variance is affected. In short it lowers the risk but not the return. 

 

Correlation: Corr(rd, re) = Cov(rd, re)/σdσe (Bodie et al., 2011, pg271) 

Equation 12: Correlation 

 

2.2.2  Minimum variance portfolios 

If an investor’s portfolio risk is possible to be decreased, a rational investor would want to 

decrease it as far as possible for a given rate of return. A minimum variance portfolio is a 

portfolio that is optimized to have the lowest possible variance with a combination of 

different assets; the key to creating portfolios with low variances is to include assets that are 

not positively correlated to each other. If the correlation is perfectly negative, securities 

perfectly hedge the variance of each other. This happens because they will move in complete 

opposite direction. The formula for a two asset minimum variance portfolio is given as: 

(Bodie et al., 2011, p.227-233) 

 

Weight of asset A = (σ
2

a – COV(ra, rb)) / (σ
2

a + σ
2

b – 2COV(ra, rb)) 

Weight of asset B = 1- WMin a 
Equation 13: Two asset minimum variance portfolio 

We chose to include a min variance portfolio in our study for the simple fact that it would be 

most logical and rational choice in the perspective of the study to create the best performance 

of the two groups BRIC and CIVETS. Furthermore since they can somewhat be considered to 

be two separate investments due to their, at least perceived, homogeneity we thought that 

would be the best opportunity to test the validity of a mean-variance analysis and its effect on 

risk-adjusted performance. 

 

2.2.3 Capital Allocation Line (CAL) & Security Market Line (SML) 

As defined by the Capital Allocation Line the market portfolio is efficient, the market 

portfolio is the tangency portfolio that plots on the CAL and this portfolio contain all relevant 

information over all securities. The CAL represents the ratio between the level of risk or 

variance to risky- and risk-free returns. For the individual investor this means that he can 

choose to hold the market portfolio and have an efficient portfolio. The standard market 

portfolio will have a Beta value of 1, other efficient market portfolios can be constructed by 

using leverage to either increase or decrease the Beta, in other words the systematic risk 

increases or decreases. This would move the portfolio on the CAL.  The 45 degree Security 



18 | P a g e  

 

Market Line portrays the risk premium of securities and there is a linear relationship between 

them as explained by their co-variation with the broad market. The SML have some 

important implications for a passive investor. This is that the market portfolio is efficient and 

since only systematic risk is rewarded and the market portfolio is efficient there is no need to 

do any security analysis. What matters to the investor is that the market portfolio return is in 

line with his individual risk-aversion, to accomplish this the market portfolio can be 

leveraged up or down to increase or decrease the exposure to the systematic risk. Important to 

understand is that the SML plots fairly priced securities, securities can plot over or under this 

line but the SML is a fair benchmark as to which security returns can be compared. Thus the 

market portfolio is a fair benchmark and should be efficiently priced, and there should be no 

significant difference between risk-adjusted returns from assets plotted on the SML. 

Discrepancies between returns predicted by the SML and actual observed or predicted is what 

produces Alpha values of securities. (Bodie et al., 2011, p 311-318). 

 

The implication of CAL and SML in our study is that all included investments can be 

considered to be efficient and are fair benchmarks of performance of the individual markets 

compared to each other. Although some caution in this has to still be held, it is very hard 

accurately model beta and systematic risk differences between individual markets (countries). 

Meaning that if the indices were viewed as single securities we could determine their beta 

compared to an all-world market portfolio. However the indices we have included can all be 

viewed as market portfolios in their own markets. As such we deem them to be overall 

comparable in their efficiency as implicated by the relationship between CAL and SML. 

 

2.3  Variables directly influencing management strategies 

In this section we will outline factors that are outside of the investor’s control and not directly 

connected to the return of the investment vehicle, factors that are significant sources of 

additional risk when investing abroad. 
 

2.3.1  Internationally influencing factors 

An investor who seeks to invest Internationally and include foreign assets into the portfolio 

subject himself to additional risks, of which exchange rate risk, capital flow restrictions, 

political risk, country-specific regulations, differing accounting practices are the more 

significant (Bodie et al., 2011, p. 891). 

 

2.3.2  Money supply and exchange rates 

If the quantity of money increases in a country it will lower domestic interest rates and if 

interest falls in one country and not in others, an international investor will be inclined to sell 

the now lower yielding asset and buy foreign higher yielding assets. During these transactions 

the investor sells the domestic currency and buys foreign currency. On an aggregate level 

such transactions will depreciate the domestic currency (Parkin et al., 2008, p.675).  

 

Exchange rates can be fixed, floating or managed; however with a fixed exchange rate the 

country loses control of its interest rate. To combat problems with inflation countries may 

depreciate its currency to maintain targeted exchange rate levels against other major 

currencies; such interventions may in turn cause new domestic problems. In short, country 

exchange rate policy changes may very much affect the terminal value of a long term 

international investment (Parkin et al., 2008, p.657-658, 774). 
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2.3.3  Exchange rate risk  

Exchange rate risk is a very prominent risk factor in international investing; fluctuating 

exchange rates may wipe out or extremely enhance a foreign asset’s return (Bodie et al., 

2011, p. 896). A simple illustration of an exchange rate’s influence is as folow: 2$ is 

exchanged for 1£ and invested in an asset returning 20% per annum for one year. At year’s 

end the 1£ has grown to 1.2£. During the year the exchange rate has appreciated to 2.2$ per 

1£. 1.2£ is then exchanged back for 2.64$. 0,64/2 = 32%. Thus the 10% appreciation of the 

$/£ exchange rate added 12% extra rate of return to the investment. This example shows that 

exchange rates can have a great impact on return volatility and should be considered when 

investing in foreign currencies. Considering that our study is conducted over international 

investments we think this is very important aspect to include and weigh against the outright 

return performance as that might be highly influenced by appreciating or depreciating 

currency. This is especially important considering that they are emerging markets and the 

long time horizon. 

 

S&P Currency rating 
Source: Standard & Poor (2013)  

Emerging markets Local currency rating Developed markets  Local currency rating 

Brazil A- USA AA+ 

Russia BBB+ Canada AAA 

India BBB- Sweden AAA 

China AA- Norway AAA 

Colombia BBB+ UK AAA 

Indonesia BB+ Germany AAA 

Vietnam BB- Greece B- 

Egypt CCC+ Swiss AAA 

Turkey BBB Japan AA- 

RSA A- France AA+ 

Table 3: S&P Currency rating 

S&P’s currency rating shows clearly that our considered emerging markets generally have 

weaker currencies than the developed markets. An interesting observation is that some of the 

most highly acclaimed marketplaces such as Japan, France and USA fall short of the top 

AAA rating whereas smaller countries such as Norway and Sweden scores the full AAA. 

However the overall difference between emerging- and developed markets is clear and the 

emerging markets are overall rated significantly lower. These ratings indicate that 

investments among developed markets are subject to less uncertainty and volatility compared 

to emerging markets. Since we are comparing efficient market portfolios we expect that the 

high market efficiency of developed markets financial system will make the difference in 

return performance across those markets fairly small. In short we would not expect a severe 

difference between a US and UK broad market return for example. This means for our study 

that we will use the US dollar as benchmark for developed markets in our currency rating. 



20 | P a g e  

 

The US dollar currency would be a fair benchmark for the developed markets due to it being 

just under the highest AAA rating and since the average rating would be just under AAA due 

to most being AAA and a few below that (Standard & Poor, 2013). 

 

One way to manage the exchange rate risk is by hedging. Through hedging the investor can 

decouple his bet on the foreign asset’s performance to that of the exchange rate. Although the 

condition for which the parity relationship provides a perfect hedge is when there is only pure 

exchange rate risk. Pure exchange rate risk means when the capital is invested in a foreign 

risk-free asset and the perfect hedge is possible through selling currency futures. The perfect 

hedge works on the assumption of efficient markets and arbitrage theories, more formally 

known as the interest rate parity relationship. In short all risk-free assets have to earn the 

same return. The hedging becomes problematic when the terminal payoff is not known today 

because then we do not know how much currency we need to sell forward to hedge against 

the exchange rate fluctuations (Bodie et al., 2011, p. 896-899). Further ways to manage 

currency risk is by not doing anything and hope for a positive outcome, overtime the 

volatility of the risk should even out. By diversifying an investor can also mitigate the 

currency exposure and lower the overall exposure. 

 

2.3.4  Long run determinants of exchange rates 

Since an exchange rate is the price of one unit of a country’s currency in terms of a number 

of units of another country’s currency it buys. The prevailing price is therefore set by the 

laws of supply and demand. Fiscal and monetary policies can be used to intervene and 

subsequently shift the supply and demand for the domestic currency and thereby change the 

prevailing market price (Parkin et al., 2008, p.769). Over a longer time horizon the 

purchasing and interest rate parity theorems, the expectations theory of forward rates and the 

law of equal real interest rates will be the dominating forces behind prevailing currency rates 

(Brealey et al., 2011, p.710-714). These laws ensure that “free lunches” will not exist for long 

before supply and demand eradicate the risk free profit opportunity, however as regulations 

and outside interventions increase “free lunches” will start to appear. Prices can appear to be 

inefficient and discrepancies may exist but for there to be a “free lunch” the cost of taking 

advantage of the discrepancy has to be lower than the gain. 

 

Menkhoff, Sarno, Schmeling and Schrimpf (2012, p 681-682) made an interesting study in 

which they studied the the common trading strategy “carry trade”, the strategy takes 

advantage of the forward premium puzzle. The strategy simply is to borrow in low interest 

currencies and invest on high interest currencies. In theory this strategy should not yield any 

surplus gains, however empirical studies have shown the opposite to be true. High yielding 

currencies seem to appreciate while low yielding currencies tend to depreciate, which gives 

the forward premium puzzle. This puzzle would indicate that the long run exchange rate 

parities are violated and thus the pricing of currencies with respect to their domestic interest 

rates relative yield to that of foreign interest rates. Due to that we are in our study considering 

efficient market portfolios, of which the domestic risk free rate is big component of their 

overall yield, this puzzle might explain a part of their performance. Since a high yielding 

currency seems to appreciate and vice versa we would expect this to explain a part of our 

long term yields. This puzzle might also give a reason that we could over longer time periods 

see wider ranges in yields than what would be expected due to the theoretical parity 

theorems.  
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Menkhoff et al (2012, p 683-685) further show that aggregate currency volatility risk is 

useful in pricing cross section stock returns and that currency volatility is correlated with a 

number of financial market liquidity proxies such as bid-ask spreads etc. The authors also 

found that there is a significant negative comovement between volatility innovation 

(unexpected changes in market volatility) and high interest currencies. Excess returns 

covariance levels with volatility was enough for the researchers global foreign exchange 

proxy to account for more than 90% of the spread in five of their carry trade portfolios. The 

authors conclude that it is plausible that volatility innovations could be capturing a wide set 

of “unexpected events” to state variables. Variables which are relevant to an investor’s 

portfolios and their risk.return profiles Menkhoff et al (2012, p 712) 

 

2.3.5  Country risk 

Country risk is a variable in international investing that encompasses many sources of risk for 

a foreign investor. Of high importance to the investor are marketplace transparency and 

efficiency, political climate and accounting practices, these sources of risk may obscure or 

skew an investor’s security analysis. Thus creating a faulty and biased analysis of the 

security, which renders the security’s performance hard to accurately judge and compare to a 

domestic option, making security selection and post-performance analysis less objective 

(Bodie et al., 2011, p 899-902). 
 

2.3.6  Liquidity effects on asset pricing 

An additional important factor which adds costs to an active portfolio management is asset’s 

liquidity and more specifically bid-ask spreads. If there is high liquidity in the asset’s the bid-

ask spread will be very tight and vice-versa if there is low liquidity. This means that for every 

rebalance of a portfolio the new position has to move an initial amount equal to the bid-ask 

spread before the rebalance activity breaks even. Liquidity is also an issue when a position 

has to be unwound quickly, especially large positions can suffer from liquidity shortage. High 

liquidity ensures that an entire position can be sold off at the desired price level or an investor 

can buy into the asset at the prevailing price. Thus liquidity adds price stability (Hull, 2012, 

p. 447-449) 

 

2.3.7  Market timing and price bubbles 

In its essence market timing is when an investor tries to predict tops and bottoms of asset 

prices. Meaning that the investor wants to buy low and sell high, if short selling is used the 

investor want to sell high and buy back low. If markets are efficient and follow a random 

walk, this strategy will inherently be only a 50/50 bet. Through various forms of analysis the 

investor tries to skew this probability in his favor (Bodie et al., 2011, p.862). 

An apparent deviation from the efficient market is when prices are bid up far from any 

reasonable intrinsic value, creating a price bubble. Such rallies is what market timers hope to 

ride from the bottom to the top or go short from the top to the bottom, however usually only 

in retrospect asset bubbles is apparent. At times the inflated asset prices seem rationale; this is 

what makes market timing for most a futile effort. If the asset is bought far into the rally and 

then sold after the peak the net gain is reduced substantially (Bodie et al., 2011, p. 395). 

Individual psychological traits can further reduce the potential of successful market timing by 

hanging on to losing investments too long and selling winners too early. 
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2.4  Variables indirectly influencing management strategies 

In finance we differentiate between an active and passive management, the passive strategy is 

known as buy-and-hold which assumes securities are efficiently priced “the free-rider 

benefit” and patterns in past returns cannot be used to create abnormal returns. 

 

2.4.1  Security analysis 

If a security analysis will generate an additional 2% return on allocated capital it is an extra 

$2000 on a $100.000 investment whereas on a $1.000.000.000 it is $20.000.000. This has the 

implication that an investor with less capital is disfavored against an investor with more 

capital. Subsequently the cost to benefit ratio of doing security analysis will be larger for an 

investor that manage more capital. The reasoning that security analysis does not matter if 

securities are fairly priced implies that security selection does not matter either, however it 

matters in the sense that individual securities still carries firm specific risk. As shown 

previously firm specific risk can be completely diversified and the remaining risk is only the 

systematic one, which is the risk of being in the marketplace. Thus a rational passive 

portfolio strategy requires that a well-diversified portfolio is chosen. This means that a 

strategy that tracks S&P 500 can be called a rational and passive since S&P 500 include 

approximately 75% of US equities. If markets are efficient most of the time and only small 

deviations occur from fair prices, due to the above example only large investors can justify 

the expense of security analysis. This imply that market efficiency is driven by large 

investors (Bodie et al., 2011, p. 378-384) This previous example is very important to consider 

due to the  perspective of this study, a small investor should not engage in individual security 

analysis rather the investor should buy an efficient broad portfolio, which is the market 

portfolio. Thus we can motivate why we think broad general indices are what would be the 

best investment for a small investor. 

 

2.4.2  Bias issues & poor incentives 

If an investor finds a portfolio strategy that earns abnormal returns he can do two things: 

publish the strategy or continue to use it for personal gains. An implication of this is that only 

strategies that do not produce abnormal returns will become public domain. Strategies that 

earn abnormal returns will continue to be the domain of those investors that have developed 

them. Thus there will be a bias in what evidence will be reported on efficient markets because 

if an investor can take advantage of an inefficient market it is not likely to be reported due to 

poor incentives. Since if the strategy is public domain the investor can assume that supply 

and demand will quickly close the mispricing (Bodie et al., 2011, p. 384) Thus we can 

assume that any strategy that actually would create better returns than the simple buy-and-

hold would not be publically available, especially to a smaller retail investor. This means for 

our study that we should apply a buy-and-hold strategy as we will call a passive investment 

strategy. 

 

2.4.3  Probability or analytical skills 

If the markets are efficient and historical price data cannot predict future prices then the 

investor has a 50/50 chance of predicting the right direction of the price movement. If this is 

true then it is likely that some investors will outperform the market over substantially long 

periods of time just because of pure chance. This scenario can be exemplified by a normal 

binomial tree, due to the large amount of investors in the world pure unbiased chance dictates 

that some of them will be exactly right in their market predictions over multiple periods. 
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From this we can further question the value of security analysis and if the outcome of the 

prediction was due to chance or analysis skill. (Bodie et al., 2011, p. 385) This gives further 

weight to that we should only consider a passive management strategy in our study and 

especially since we can assume that retail investors are many and that some might be lucky 

but overall there is little proof that future returns can be rationally and logically explained. 

Therefore buy-and-hold would be the overall most efficient strategy. 

 

2.4.4  Benefits to a passive portfolio strategy 

Bodie et al., (2011, p. 207) states that a passive strategy can be described as “a portfolio 

decision that avoids any direct or indirect security analysis” were indirect analysis refers to 

outsourcing the process to a second party. A passive management strategy is often referred to 

as buy-and-hold because if securities are fairly priced there is no reason to buy and sell 

securities often, it only incurs fees and commissions which lower the end return on capital 

(Bodie et al., 2011, p.379). A passive strategy could therefore be viewed as naive in nature, 

however the forces of supply and demand can, as explained above, make this strategy a 

preferable choice to an active management strategy.  

 

A well-diversified portfolio of public stocks would be an obvious choice for an investor using 

a passive strategy, since this strategy is defined by now security analysis the weighting 

scheme of the portfolio has to be of a neutral character. One way is to weight the securities by 

cap size of the company to the total market cap, a second way is assign equal weights to each 

security. The rationale behind using a passive strategy is that it reduces costs and has the 

benefit of being a “free-rider”. 

 

Cost reduction comes in the form of the fact that the investor can invest in mutual funds that 

tracks the market index, per asset cost can be driven down due to the minimal effort the fund 

managers has to do. For example the replicate S&P 500 portfolio managed by Vanguard has 

one of the lowest operating costs as a percentage of assets, 0.18%, while typically actively 

managed funds have around 1% (Bodie et al., 2011, p.379). The managers tasks is only to 

build a replicate portfolio of the index, thus once established it will require minimal 

maintenance. Comparatively an active portfolio strategy will incur additional cost every time 

a rebalance is made. 

 

The free-rider benefit comes in the form of those active investors quickly bid up undervalued 

and down overvalued securities and in this process they create an efficient market. In an 

efficient market securities will almost always be fairly priced and therefore a passive and 

well-diversified portfolio will be fairly priced most of the time. If securities are fairly priced 

most of the time then it reduces the benefit of security analysis and thus the cost to benefit 

ratio of such analysis lessen (Bodie et al., 2011, p. 207-210). 

 

2.5  Performance Evaluation 

Performance evaluation of investments is usually made in the form of risk adjusted returns; 

by adjusting for risk the investor can rank investments by actual performances. Adjusting 

returns for risk is important because of the fact different risky investments carries different 

levels of risk premiums, were the risk premiums are directly related to the risk level of the 

investment. In an efficient marketplace there can therefore be no abnormal return above what 

is only naturally expected from the investments risk. In short risk adjusted returns should not 

differ significantly for investments in an efficient marketplace. Common measures of risk 
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adjusted returns are Sharpe ratio, Treynor ratio, Jensen’s measure, Modigliani-squared 

measure (M2) and the information ratio (Bodie et al., 2011, p. 849-851). 

 

Sharpe ratio = Average excess portfolio return divided by SD of returns (SD of portfolio) 

(rp – rf)/σp 
Equation 14: Sharpe ratio 

 

Implications Sharpe ratio has in our study is that since we already have concluded that the 

included indices can quite accurately be described as efficient in their own markets, we 

should expect similar risk adjusted returns. However this is only true if their systematic risk 

premiums are equal, which implies that differing Sharpe ratios in our study suggest that there 

is varying degrees of risk of participating  in these marketplaces, simply put the stock market 

as a whole is more or less risky than the other.  

 

2.6 Summary of theories 

First we can conclude that investing into an index or market portfolio is the most suitable 

option for a small investor with limited resources and capital to invest, as is shown in section 

2.4.2 Security analysis and 2.2.3 CAL and SML. The geometric average over sample period 

will also be our best indicator of the return performance, which will be the return that is used 

to find the real interest rate that is inflation adjusted so that we only have the pure purchasing 

power growth left. This return is also what will be the basis for the risk-adjusted performance 

analysis computed by the Sharpe ratio. Furthermore considering that skewness and kurtosis 

might interfere with the “risk” used in the Sharpe ratio, we adjust for this possibility in the 

overall performance. We adjust this by a separate performance evaluation of the indices on 

their skewness and kurtosis, performance which is in the context of the perspective of a long-

term passive investor. 
 

2.7  Literature review 

In the following literature review will present current research that concerns the previously 

mentioned theories in the context of what they mean in this study under our chosen 

perspective and sample. We have chosen to structure the review in a thematic way over these 

topics. 

2.7.1 Tax and Inflation effects on return rates 

Even after an identification of individual investment barriers in emerging markets, the effects 

from them on asset pricing models has proven to be difficult to determine. Pre-tax equity 

returns are found to depend upon if the foreign investor’s tax authority gives any form of tax 

relief. Many developed countries give such relief for foreign dividends but not capital gains, a 

higher pre-tax return rate is therefore needed to offset. The authors state that often both 

inflationary and real capital gains are subject to taxation, from this it is suggested that 

inflation can have an independent positive impact on required ROE. It is further presented 

that required ROE have a negative correlation to the stock market development (Demirguc & 

Huizinga 1995, p.355-356). 

 

Given that usually no indexing is made over capital gains taxes in countries, inflation will 

increase the tax base of capital gains and also the required ROE. For other additional 

investment costs investor need compensation, the ratio country market cap/GDP is found to 
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be a good proxy for such costs. Foreign equity returns show negative correlation to this ratio. 

However the authors states that to what factors this is due is not possible to infer, although 

given suggestions are: variation in direct transaction costs or if a high ratio in  market 

cap/GDP indicates favorable  equity market conditions (Demirguc & Huizinga 1995, p. 370-

371). 

 

2.7.2 Return distribution 

Li & Rose (2009) illustrates an example, of hidden risk in the concept volatility, from the 

Peruvian stock market. Conditional standard deviation and mean return for Aug 16, 2007 

were estimated to 1.618% and −1.081% respectively, further three SD’s in a normal 

distribution encompasses 99.73% of all outcomes. On Aug 16 the probability of a fall greater 

than 5.935% was 0.135%, yet the market fell by 8.457% illustrating that the concept of 

volatility ignores tail risk, that the tails differ from a normal distribution. From this the 

authors further explain that when buying and holding the index the chance to experience a 

loss was 5.11 times greater than what the normal distribution would imply. This is explained 

to be the foremost issue to what firms in the financial industry are concerned with in their risk 

models Li & Rose 2009, p242-243) In his study Raul Susmel (2001) finds supporting 

evidence, there are significantly fatter tails present in Latin America emerging markets than 

industrial markets and the left tail more so than the right (Susmel 2001, p. 984). Further Li &. 

Rose (2009) found that in large joint losses emerging markets are probably more reliant upon 

the world market than in large joint gains. (Li & Rose, 2009, p.255). Corroborating findings 

is made by Bilsona et al., (2001) in the study it is concluded that only ten emerging markets 

exhibit a positive significant coefficient with the world market, suggesting that higher returns 

in those markets are related. Further inferences suggest that emerging stock markets have low 

sensitivity to world market returns. (Bilsona et al 2001, p. 410) 

 

According to Israelsen (2003) about 85% of equity funds had over the three year sample 

period negative excess returns. According to the author, negative Sharpe ratios are not 

basically problematic for the investors but practically the investment have yielded a low 

return compared to the risk they have taken and a risk free investment would have yielded 

more return than the received. Through a simple example the author show that the Sharpe 

produces unreliable results when negative excess returns are used. In short what happens is 

that an investment that should yield a better (higher) Sharpe ratio actually becomes smaller (a 

larger negative number), a lower Sharpe ratio. This result is logically backwards to what the 

Sharpe measure tries to accomplish. The proposed solution recommended by the author is a 

modification of the sharpe ratio. Modified Sharpe ratio = ER/SD(ER/absER) (Israelsen, 2003, 

p.49-50) 

 

2.7.3 The issue of Sharpe Ratio 

The Sharpe ratio is a commonly used statistics for making portfolio performance analysis and 

the researcher Andrew W Lo (2002) supports this fact. He then presents evidence that the 

return series underlying a Sharpe measurement is a very important determinant of the 

subsequent output ratio. The author suggests from this that Sharpe ratios should include 

information about the investment style and market used to generate the return series. By 

relying on the central limit theorem the mean and variance can be estimated and Sharpe ratios 

and other non-linear functions of the return distribution can be derived. In large samples the 

estimators of the mean and variance will approach a normal distribution if returns are 

assumed to be IID (identically and independently distributed) and the mean and variance are 
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finite. Further, as T increases both estimators individual variances will approach zero, 

indicating that by an increasingly larger sample size the estimation error diminishes (Lo. 

2002 p. 36-40).  

 

The author proceeds with calculating Sharpe ratios under and not under the assumption of IID 

returns. Making the IID assumption should be made with caution as it is often violated in 

financial data sets, whereby a more fitting distribution should be relied upon. This divergence 

from IID is often connected to the management of the investment, for example a change in 

market orientation will impact the portfolio’s characteristics in terms of degree of mean 

reversion, beta and volatility. The author proposes that in the case of non-IID returns a 

different method that considers serial correlation has to be used to calculate the Sharpe ratio. 

With time aggregation under IID returns the denominator increases as the square root of q 

whereas the numerator increases linearly with value q. This will make a longer investment 

horizon seem to outperform a shorter one since the Sharpe ratio will increase as the square 

root q. The author later finds that a Sharpe ratio cannot be annualized as usual by multiplying 

it by the square root of twelve on monthly data. Only in certain conditions it can be done 

without causing biases. As an example an annual Sharpe ratio of a hedge fund could be 

overstated by as much as 65 per cent due to serial correlation (Lo, 2002 p. 36-40). 

 

Hatem et al., (2011) investigated the use of Sharpe ratios as means to measure the 

performance of corporate bonds, small and large stocks over different holding periods. The 

study is performed on holding periods from 1 to 25 years, which is based on annual data 

ranging from 1926-2006. The main finding was that the tails of the return distribution was 

brought in closer when auto-correlated n-period returns was used instead of simulated IID n-

period returns. In other words the skewness and kurtosis was significantly impacted by the 

change in methodology. This change to skewness and kurtosis will in turn affect the Sharpe 

ratio (Hatem et al., 2011, p.156) 

 

2.7.4 Performance of different investment strategies 

In the research paper made by Arora et al., (2011) they find evidence supporting existing 

literature, stock returns are generally higher in emerging markets compared to developed 

ones. Low correlation is found between emerging markets themselves and between emerging 

and developed markets. Suggesting good possibilities for diversification benefits for 

investors, key finding reported is that portfolios comprising of both emerging and developed 

markets do not add any extra value over investing in emerging markets solely (Arora et al., 

2011, p.747). Providing evidence to emerging markets superior performance is done by 

Naranjo & Porte (2007), they construct two momentum portfolios from country indices, one 

consisting U.S plus emerging markets and one U.S plus developed markets. The Sharpe ratio 

is estimated to be 0,22 and 0,19 respectively, the increase is mostly due to the emerging 

market displaying a higher average return during the sample period 1990-2004. Sharpe ratios 

increased to 0,27 and declined to 0,1 for when the portfolios were constructed as country-

neutral momentum portfolios. In this later case both higher averages return and lower 

standard deviation was the reason for the increase in the Sharpe ratios (Naranjo & Porter 

2007 p.164-165). A conflicting opinion is given by Kargin (2002) who says that extreme 

volatility and moderate returns was what emerging market displayed in the late 1990 and 

developed countries had outperformed them with both systematically higher returns and 

lower volatility. Exemplifying this, over a ten year period developed markets had an 

approximately 7% higher gross annualized return and 5% lower standard deviation. Also 
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CAPM had implied an expected return of 12% but historical returns had been proven to be 

significantly lower (Kargin, 2002, p.233-243). 

  

However Naranjo & Porter (2007) concluded that country-neutral momentum returns are 

significantly correlated across the included markets. It is suggested that the results in the 

study will have implications for the asset allocation, diversification and risk management for 

those investors who use international momentum strategies. This is due to the fact that 

correlated pay-offs are likely to exist between countries with more integrated capital markets 

and country-specific momentum portfolios (Naranjo & Porter 2007, p.165-166). Bilsona et 

al., (2001) further suggest that their findings point to a limitation in diversification benefits, 

benefits are to be greatest when capital is spread over multiple regions and that it should be 

done through specialized regional funds. These results are highly relevant since many 

investors access emerging market by mutual funds (Bilsona et al., 2001, p.424). 

 

Bodie et al., (2011) provide an interesting finding on the subject of investing in a broadly 

diversified portfolio. For a passive international investor that seeks to hold an as broadly 

diversified portfolio that is built as a world cap-weighted portfolio it can use the MSCI All 

country World Index as a good proxy. This index performed during 2000-2009 as the 

following: average return -0.01 %, standard deviation 5.34 (%). Whereas a U.S only portfolio 

achieved only -0.2% returns and had a standard deviation of 5.14. Two things worth of note 

from this is, the investor got negative returns in both options but the return difference was 20 

times better on the All Country World Index to only a 3.7% increase in volatility (Bodie et 

al.,  2011, p.916-917). 

 

2.7.5  Currency effects and investment 

Researchers Addae-Dapaah & Loh (2005. pg 233-234) found that exchange rate correlation 

coefficients are generally high between emerging markets, the same is found to be true of 

developed markets in Europe (Ireland and France had 0.92 in correlation). Instead if the 

developed markets considered are from different regions the value decreases towards zero 

from which the authors conclude that USD investments can be diversified efficiently over 

developed markets. Although correlation show how two currencies move together it does not 

say anything about the magnitude of the moves and therefore two almost perfectly correlated 

currencies might produce very different effects on an investments terminal value after it has 

been converted back to the original currency. 

 

Dapaah & Loh (2005. p 229) further discusses that currency conversion had some mixed 

results on the expected quarterly returns. Where Indonesia had the biggest currency loss of 

the included emerging markets over the ten-year period of the study, Japan on the other hand 

had experienced conversion gains in all considered time periods within the ten-year period. 

Respectively France had the largest loss of developed markets with a negative 41% over the 

full ten year period. We see these findings as evidence that currencies have detrimental 

effects on foreign investments, regardless of if they are made in foreign developed- or 

emerging markets. Also from this we conclude that an investor investing in his domestic 

market will negate this effect entirely, which could be a viable option to reduce unpredictable 

volatility in the form of currency interventions by foreign governments.  

 

However Dapaah & Loh (2005. p 239-240) concluded that this overall negative currency 

effect was not significant at the 5% significance level, which means to us that this general 

risk of foreign investments might be slightly overemphasized but they still show that 
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currency volatility is a concern. The authors proceed with explaining that the emerging 

markets was more vulnerable to currency effects over the longer time period (the full ten 

years) as the risk to return ratio increased more than that of the developed markets. We see 

this as logical, emerging markets should have more volatile currencies as volatility is a non-

directional measure of dispersion around the mean and as emerging markets emerge their 

currencies should appreciate. Thereby creating an average positive drifts from their mean and 

subsequently increases the volatility.  

 

Bahmani (2013, p 443) reasons that exchange rate volatility could be a direct cause of 

uncertainty to  the viability of the wealth effect or expectation effect whereas exchange rate 

volatility on the other hand is proposed to be a variable of certain and direct impact on money 

demand. We think this is could have an interesting effect for making international 

investments, exchange rate volatility arises from shifts in supply and demand of a country’s 

currency. Considering that, if volatility in itself impacts the supply and demand of the 

currency that means it creates a spiral of effects because by this logic volatility itself will in 

turn increase volatility even further. That means a highly volatile currency would most likely 

continue to be volatile for a long period of time until supply and demand conditions change 

significantly. She furthermore concludes that it is well established in previous literature that 

income, interest rates and exchange rates are important determinants of aggregate money 

demand and thereby important determinants of exchange rates. Exchange rate volatility is 

also stated to maybe be of impact on money demand. Her conclusion is that exchange rate 

volatility impact on money demand in the low developed countries considered in the study 

seemed to be for most a transitory effect (Bahmani, 2013, p 451). 
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Chapter 3: Methodology 
This chapter of thesis will introduce the readers to the methodological perspective adopted in 

our research study. The chapter is divided in two sections. First section is Theoretical 

methodology, where we will discuss our Philosophical stance, approach, nature and strategy 

and time horizon of our research. The second section of the chapter is Practical method; here 

we will discuss our preconceptions, perspective of the research, data collection procedure, 

selection of the sample country and their indices, used methods of analysis and ethical 

consideration we take in our research. 

 

3.1  Theoretical Methodology 

Every researcher has different opinions and methods of viewing and interacting with the 

surrounding environment. This results in a variation of approaches towards all the different 

research studies being conducted. Yet, there are definite principles and rubrics that monitor a 

researcher’s actions and beliefs. These principles and rubrics can be referred to as a paradigm 

of a research. They provide a better understanding of our research to the readers that explain 

why and how we picked specific methodological approaches in our research, preliminary 

argument will be concluded about the paradigm that we believe fits best while keeping in 

mind the objective and focus of this research. 

 

3.1.1  Research philosophy 

According to Saunders, Lewis and Thornhill (2007, p.101) the term philosophy of research is 

related to the nature and development of the knowledge, and the adopted philosophy of a 

research contains certain assumptions and beliefs related to how they researcher view the 

world outside. 

 
Epistemological Considerations 
“Epistemological issues answer the questions of what should be regarded as acceptable 

knowledge in a discipline” (Bryman & Bell, 2007, p. 16). Epistemology is classified into 

three types; positivism, interpretivism and realism. Positivism emphasizes that true and 

reliable knowledge is that which stands upon logic, practical experience and affirmative 

authentication. Whereas Interpretivism refers to the way in which we as humans make sense 

of the world around us (Saunders et al., 2009, p. 116). Realism is a philosophic position 

according to which reality does exist autonomously, regardless of the human 

realization.   There are several reasons behind the selection of a positivist stance in our 

research; such as positivism believes that by following predefined set of rules and laws the 

risk of error and variances in the research objective is reduced. Consequently positivist 

philosophy is linked with quantitative research strategy where a researcher follows a highly 

structured research methodology. Use of statistical methods and tools are central to positivist 

research that evaluate the collected data and analyze the results which enable generalizability 

and replicability of a research. For the research we will conduct in our master thesis, we will 

collect data from Thomson Reuter’s data stream database for the selected indices from the 

sample countries; we will manipulate the collected data with statistical tools to analyze 

possible diversification benefits and return performances. 

 
There are several other reasons behind our positivist belief in our research, such that 

positivism believes that by following predefined sets of rules and laws the risk of error and 

variances in the research objective is reduced. Which we see as supported in this study by our 
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complete usage of theories established in previous literature and no inclusion is made of our 

own preconceptions about reality. This is also why we have predefined our practical research 

in the practical methodology, so as that we are following predetermined rules and laws on 

this particular topic. The positivist philosophy also has some limitations and drawbacks, such 

as it is inflexible in nature and underestimates personal emotions and human behaviors. As 

researchers we also wanted to be precise and on the right track during the research process 

and positivist stance provide us the right platform on this regards.  

 

Ontological Consideration: 
According to Bryman & Bell (2007), ontology consideration means what is reality and the 

nature of social entity. This refers to whether the reality is external to the social entity 

influence or if it is constructed through the perception or actions of the social actors. There 

are two stances of ontological consideration; Objectivist and constructivist/subjectivist 

stance. Our research will be objectivist in nature. “Social entities can and should be 

considered objective entities that have reality external to the social factors” (Bryman & Bell, 

2007, p. 17).  As we will use statistical tools to analyze the data in our study, the results we 

generate will be free of subjectivity and biases. By that we mean that the processes of the 

models and theories will be unbiased in their nature, biases may still exist in the form of our 

collected data, sample selection and statistical inferences. Which means that the results of the 

study will be real and exist regardless of the users making them, anyone using the same 

methods and data will get the same results but maybe not make the same interpretation and 

conclusion from them; this makes our research objectivist in nature. One of the main 

criticisms of Objectivism is that it is a stance that is taken by several other researchers and 

limit new ideas and thoughts to come forward in the field of study. 

 

What we see as our study’s major lack due to our methodological beliefs is that we are not 

generating “new knowledge” we are only applying existing theories in a new context and 

composition to generate new knowledge in under those assumptions. We do however think 

that the benefits of this study’s specific results are more relevant to research in a way that is 

acceptable and especially comparable to existing knowledge of emerging- and developed 

market returns. More relevant than if we would have tried to generate “new knowledge” by 

researching the topic with other sets of beliefs about acceptable knowledge. 

 

3.1.2  Research Approach 

According to Saunders et al. (2009, p. 124) research approach is concerned with the 

procedures and steps a researcher undertakes to be able to answer the research question. 

According to the authors there are basically two approaches that researchers can use to 

answer the research question; deductive and inductive approach. An Inductive research 

approach is based upon empirical evidences whereas deductive approach is grounded on 

logical arguments. In Inductive research answer is derived with the help of logical reasoning, 

where a hypothesis is created from related existing knowledge and is tested for acceptance or 

rejection with help of empirical findings. In deductive approach highly structured 

methodology is used that ensure reliability and generalizability of the research (Ghauri & 

Gronhaug, 2005, p.15). In our research we will use a deductive approach as it is better suited 

to our research method. First we will read and understand the previous research in the same 

field that will be followed by extensive reading and knowledge development of related 

theories such as Markowitz portfolio theory, Portfolio management, risk and return of an 

investment, long term passive investors and their investment traits. This theoretical 

knowledge will in turn help us to formulate our research questions which we will answer on 
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the basis of our empirical findings in our sample of emerging markets. As it is discussed in 

the previous section that our research will follow a highly structured methodology and 

generalizability will be crucial to our research findings and conclusion, and that makes our 

research deductive in nature. 

 

Since we don’t know all the fundamental laws and theories of the chosen field of study, this 

is one of the primary drawbacks of our chosen deductive research approach. We could have 

used inductive approach that might have allowed us to use more theories and perspective on 

the subjects but the nature of our research is very complex and could have led us astray. Our 

use of a deductive approach is more suitable to our research since it is a closed logical system 

and it will reduce the possibilities of us missing our thoughts and will help keep our research 

on the right track. The deductive approach also makes our new knowledge comparable to 

previous findings that are made on the same theoretical assumptions, which we consider to be 

the key to the external validity of our study.  

 

3.1.3  Research Strategy 

Research strategy is a general orientation that is followed by the researchers to undertake 

their respective research. There are basically two kinds of research strategies used in business 

research; quantitative and qualitative. In our research we will use a quantitative research 

strategy. There are several reasons as to why we chose a quantitative strategy. Theoretically 

quantitative researches are positivist in their epistemological orientation and have an 

objective ontological perspective. As we discussed in the previous section, our research 

stance is positivist and objectivist, this is perfectly suited to the quantitative research 

approach. Quantitative researches mostly use a deductive approach and our approach is a 

complete deductive approach which is the most important reason behind our selection of a 

quantitative research method. Above all, we will use stock market index values and statistical 

tools to analyze their behavior and returns which will be quantifiable and that makes this a 

quantitative research. One of the pro of quantitative research is a high generalizability of the 

finding and we believe that generalizability of our conclusion is very essential in our 

research. This is only possible through a quantitative research strategy whereas qualitative 

research do not possess the characteristic of generalizability. A quantitative research strategy 

also proves to be a better tool to collect and analyze data swiftly (Bryman & Bell, 2007, p. 

28).  

 

3.1.4  Research design 

According to Bryman & Bell (2007) there are five basic types of research designs. These 

designs are experimental, cross-sectional, longitudinal, case study and comparative designs 

(Bryman & Bell, 2007, p. 39). The main research design of our thesis will be comparative, as 

it is best suited to answer our research question, the research approach and research strategy 

we are implementing in our research is also in line with a comparative design. The nature of a 

comparative research is such that the researcher tries to answer the research question with 

regard to the differences in the groups that are the center of attention. A longitudinal 

characteristic is also incorporated since the comparison of performance will be based upon 

time horizon of ten years on monthly data points. In our research we will analyze the 

diversification benefits and return performance of three groups of observations, BRIC 

countries, CIVETS countries and S&P 500; therefore we feel that a comparative and 

longitudinal research design is the most appropriate design. 
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3.1.5  Nature of Research 

The aim of a research is to analyze and understand the relationship between different factors 

and events that are under consideration. A research can be descriptive, explanatory, 

exploratory or predictive in nature. The research we conduct will be exploratory in nature. As 

Collis & Hussey (2009) describe exploratory studies as aim of an exploratory research is to 

analyze the ideas and patterns to test the hypothesis of the research instead of verifying the 

theory. Authors define hypothesis as a proposition and which is tested for association or 

connection against the empirical findings of the research. One of the main grounding the 

authors provide for these kinds of researches is that there has been little or no prior work 

done in the past on the specific topic. While we were studying the phenomena of emerging 

markets, return performance in the BRIC and CIVETS countries with comparison to the S&P 

500 index, we found little previous research work over these specific markets. Our research 

questions are also stated in a form similar to hypotheses to which we can provide simple yes 

or no answers based on our empirical findings. Which is why the nature of our research is 

almost exclusively exploratory, there is however also an element of description, in that the 

results are provided in such a manner that our investments results can be compared for 

differences and similarities. The nature of any research is such that it rarely provides a 

concrete answer to the research question but it will open new avenues of research for the 

future researchers who are interested in the same topic and this is one of a primary 

characteristic of exploratory research (Collis &Hussey 2009, p.6). This is confirmed in our 

results where we can see areas connected to the theories we have used that need further 

research.  

 

3.1.6  Time Horizon of Research 

Saunders et al. (2009) sees time horizon of a research as one of the important feature of the 

research methodology because of its significance for both the reader of the research as well as 

for the researchers themselves. From a researchers perspective it is imperative to understand 

what sort of data they are gathering for their research and how it can be composed. From a 

reader's standpoint the time horizon of a research displays trustworthiness and eminence of 

the research observatio1ns. Sunders et al., (2009) divides time horizon of a research into two 

types; cross-sectional research and longitudinal research (Saunders et al., 2009, p.155). 

 

As we will use stock market index values from last the 10 years, analyze their behavior and 

returns from our sample of emerging markets, we can say that the time horizon of our 

research is longitudinal in nature. Sunders et al. (2009) says that one of the main strengths of 

longitudinal research is its ability to study change and development over a period of time. 

Even though there is a time constraint in our research we still use a longitudinal type of 

research because of the nature of our research topic and to be specific in the research question 

of our thesis. Considering the topic of the study regards performance of stock markets it is 

only logical to test performance over a more substantial period of time. Economies exhibit 

cyclicality which could mean in a cross-sectional study that the results are very biased 

because of normal cyclicality whereas over a longer period of time such cycles will start to 

balance each other out.  

 

3.2  Practical Methodology 

As we have divided our methodology chapter in two sections; in the previous section we have 

discussed theoretical methodology of our research whereas in the following section of this 
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chapter we will discuss practical steps such as data collection, sample selection and method 

of analysis of our research to reach the objective of this study. 

 

3.2.1  Selection of research Topic: 

The authors of this thesis both have academic background in finance and particularly in 

investment management. Initial inspiration for the topic can be easily drawn from the course 

Investment that we studied in Financial Management Module of or master’s degree in 

finance. Searches of new emerging markets for investments are of great interest both of 

institutional investors as well as individual long term passive investors. Emerging markets 

attract investors as they are labeled as profitable investment paradises with the potential to 

grow over the next few years. With the passage of time when the emerging market got 

saturated and as long as first mover advantages are vanished, a new emerging market comes 

forward from large investment institution to attracts the interested investors. Almost all of 

these emerging markets are in their development phase and investors from the developed 

countries have to take in consideration while making their investment decision the validity of 

parity conditions and if they hold. So we thought it would be worthwhile to study emerging 

market returns and their growth compared to developed markets, such as the S&P 500 index, 

over a recent time period and determine whether emerging markets are a good market for 

making investments for long-term passive investors. 

 

3.2.2  Pre-conception of Researchers: 

Due to the field of finance’s characteristic that many “truths” are only true under certain 

assumptions and perspectives we feel it is of importance to take and define a perspective for 

our study. We think this will help put context around the results of our study and add validity 

to the results in this context. For example a suitable investment for a passive investor will 

differ from that of an active one. Their individual preferences and expectations will differ. By 

defining our perspective we can use methods that in our opinion the most appropriate for our 

perspective.  

 

Furthermore as researchers we believe that to increase the validity of our conclusions to the 

stated research questions we should approach the empirical result generation process with a 

practical view incorporated to our overall perspective of the thesis. To further create a 

coherent context. We take this stand because of that our research question have the nature of 

a real-life problem and therefore we think that conducting the empirical from a real-life 

practical viewpoint is appropriate. A practical viewpoint we define as applying existing 

theories under real-life constraints, for example an appreciating currency will increase the 

rate of return of a foreign investment. In such a case, with a practical viewpoint it is more 

meaningful to measure the rate of return in the investor’s own domestic currency, after the 

initial investment has been converted to the local currency and then back by prevailing 

currency rates on the two separate dates. Whereby a discussion can follow on potential 

currency effect. 

 

3.2.3  Perspective of the research: 

According to Eriksson and Wiedersheim-Paul (1997, cited in Arey and David 2008, p.7) the 

perspective of a research provides a point of view about the problem and research question 

from different directions and it is the task of researcher to choose the appropriate position to 

answer the research question. The perspective of our research is from an international long 
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term passive investor who considers emerging markets as a better choice for his capital 

investment with the aim for higher returns. We believe that the chosen perspective of our 

research is truly in line with our research objective and will provide us a much suitable stance 

to look at the problem and derive a logical answer to our research question. 

 

3.2.4  Data Collection: 

Secondary data will be the major source of data we will use in our research. According to 

Bryman & Bell (2007, p.326) secondary data is the type of data in which researcher is not 

directly involved in its collection and is gathered by some other authors and researchers for 

their own study and is readily available. Secondary data is cheaply and easily available for 

usage as compare to primary data. Secondary data is obtainable from several sources such as 

published material such as electronic and printed books, journals, periodicals, articles, 

websites and data base for the specific data compiled by specialized organizations. Umeå 

University’s online library and electronic database was the main source of secondary data 

collection such as peer reviewed articles. For a composite methodological section we took 

help from two of the famous books in the field of business research written by Bryman & 

Bell and Saunders et al. Theoretical framework of the research is considered to be the 

backbone of a research that support analysis and conclusion of the research. Previous studies 

and researches conducted by different authors that we studied in literature review worked as 

brainstorming for the theoretical understandings. To construct a comprehensive theoretical 

framework for the thesis was a challenging task but a book written by Bodie et al., (2011) 

from the course literature on Investments module and supplementary financial and emerging 

market journals really help us a lot in this regard.  

 

The nature of our research is such that due diligence is required in data collection of market 

index from our sample emerging markets. There are several databases (such as MSCI, 

Bloomberg, Yahoo Finance and Thomson Reuters DataStream etc.) available in markets that 

are managed by world famous investment and financial institutions and professionals that 

keep track of theses indices from almost all developed and emerging countries. In our 

research Thomson DataStream will be the primary source of market index data which we will 

collect from the list of our sample countries and their respective indices. Thomson 

DataStream has overall 280,000 indices from 68 countries. One of the primary reasons 

behind our choice is the methodology they adopt for keeping track of the market indices from 

all these countries. Thomson Reuters DataStream collects the data directly from the stock 

market of the country and is a supplier of several indices such as MSCI, FTSE, S&P, and 

Dow Jones Stoxx index. We chose to use monthly price data from each index as we think this 

is most appropriate for the perspective of the study. Monthly data over ten years will give us 

120 data points on each index. Furthermore we felt that monthly data would give us an 

amount of data that we could manage in a reliable way. We felt that due to the time 

aggregation problematic of the Sharpe ratio monthly returns is a good compromise between 

the perspective of the study and statistical properties. We found a quite similar study made by 

Naranjo & Porter (2007) where the authors also used monthly price data from emerging 

market over only a slightly longer time period. The study is made from the opposite 

perspective where an active management approach is taken. The main objective however is 

still to determine profitability and diversification benefits in both developed and emerging 

markets. Altay-Salih, Muradoglu & Mercan (2002 p.178) also support the use of monthly 

return data over a sample period of ten years and computing the returns on the closing price 

of each month. 
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Our criteria for the included indices is that they are foremost decently representable for the 

entire country’s stock market, this is so that we can use the index as reliable and general 

benchmarks for what investment performance an investor can expect from that country’s 

stock market. This is regardless of how the investor manages to invest into the stock market 

in question. Secondly we shortly investigated the ease of investability into the indices. We 

investigated this because of our defined perspective of a long-term passive international 

investor and our practical viewpoint. If there are apparent barriers to either track the index or 

invest in it we think it impacts the practical implications of our results. Some of these indices 

may be out of question to invest in if the investor has limited resources.   

 

We use the >10 year nominal U.S treasury rate as of 2002-01-02 as our risk free rate of return 

(Treasury). We chose the 10 year rate from 2002-01-02 because that is what corresponds to 

the holding period for the other investments. Due to the fact that our perspective is passive 

we disregard any re-investment of any coupons. As presented by Puri (2010, p.11) a risk free 

rate is an asset that has zero variability in its terminal payoff, this is in line theoretically with 

a government bond. However due to the recent financial crises it is debatable if a ten year 

bond can be considered risk free but we used the ten year bonds since it is what we deem as 

the best proxy for a comparative “risk free” investment. Since the rate is nominal we also 

collected data over the prevailing inflation rates during the same period, the author behind the 

inflation rates is Tim McMahon whose work has been featured in Bloomberg, CBS News and 

Wall Street Journal to name a few. Credibility in those rates seems to us therefore high 

enough to be used and they do not seem unreasonable while looking at them. Furthermore all 

currency rates are provided by Oanda, which is a major firm in foreign exchange market. All 

currency rates are flat rates, meaning that they are quoted as the mid-market price so there is 

no spread between bids and ask quotes. 

 

3.2.5  Sample Selection 

According to Bryman & Bell (2007), a sample is a section of population that is chosen by 

researchers for research investigations. In our research emerging markets is the population of 

the research and the selected list of countries is our sample countries. Generally two types of 

methods are used for selecting a research sample: probability sampling and non-probability 

approach. Probability sampling is a technique in which each unit of population is having a 

known chance of being selected as a sample whereas in non-probability sampling the chance 

of being selected for each unit of a population as a sample for the research is not known. The 

approach we used in our research is non-probability sampling. For the countries whose 

indices are to be included in the sample we used a non-probability convenience sampling and 

the main source of data collection have a great impact on this decision. As we will use 

Thomson DataStream as a data source, which is considered to be an extensive database for 

financial statistics had the data in readily available form for the chosen sample indices. List of 

countries to be included in our sample are BRIC (Brazil, Russia, India and China) and 

CIVETS (Colombia, Indonesia, Vietnam, Egypt, Turkey and South Africa). 

 

The nature of our research is such that the data required is spread over the period of 10 years 

from ten different emerging market indices and the U.S S&P 500 index; we believe that a 

convenience sampling is an appropriate method for our study since we are interested in 

specific groups of emerging markets. The aim of our research is to analyze risk to reward 

profiles and correlation among these specific emerging markets themselves and with the 

developed market index S&P 500. We believe that a non-probability convenience sampling is 

best suited for our research, as the aim of our study is to test relationships between specific 
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sets of variables (countries and S&P 500). The reason to this specific non-probability sample 

was chosen is due to previous research in the field. BRIC and CIVETS have been commonly 

defined as groups and S&P 500 has also commonly been used as a benchmark for 

performance evaluation. Another reason is also the ease of finding reliable data from these 

countries and their indices. One of the drawbacks using a convenience sample is that it is 

hard to replicate the results and there are always slight differences with taking a different 

sample from the same population. But in our research, the case will be different as we are 

conducting our research on specific countries and their indices and the results will be 

replicable if the same indices under the same time period are used. 

 

3.2.6 List of Indices: 

In the below section we will present and briefly discuss the list of indices we used in our 

research from each country. Due diligence was required during the process of selection of 

appropriate index that truly replicate the performance of the market. Indices were selected 

based upon its resemblance with market capitalization, representation of economic sector of 

the economy and liquidity of its stocks. Basic information regarding the indices was gathered 

primarily from the stock exchange home website. Those indices whose basic information was 

not available or only in the home country language, we collected the required information 

from www.bloomberg.com that is considered as one the most reliable source of market 

analysis and information. 

BOVESPA Index:   

Bovespa Index (Ibovespa) is a key indicator of BM&FBOVESPA stock exchange located in 

Sao Paulo, which is the largest city of the country and is considered to as the power house of 

Brazil economy.  In term of market capitalization, the theoretical portfolio of Bovespa 

Index comprised of 70% of the sum of market capitalization of all companies listed on 

BM&FBOVESPA and represent more than 80% of the financial value registered on 

BM&FBOVESPA’s cash market. Thus we can say that the index is extremely reliable as it 

reflects variation of BM&FBOVESPA’s and constitute of the most traded stock on the stock 

market with the aim of being the average indicator of market performance 

(BM&FBOVESPA, 2013) 

MICEX Index: 

The MICEX index is the real-time cap-weighted composite index of Moscow stock 

exchange. The index is based on 50 most liquid stocks of Russia’s largest and most 

developed companies from 10 main sectors of the economy. The index is one of the oldest in 

the country which was launched in 1997 and is calculated in Russian Rubles. Base value of 

the index is 100. The MICEX Index is calculated and managed by the MICEX Stock 

Exchange which is Russia’s main stock exchange. The rules and regulation that govern the 

index imply accurate and transparent procedures for forming the list of constituents (Moscow 

exchange, 2013) 

CNX Nifty: 

The CNX Nifty also known as Nifty 50 is a well-diversified stock index for Indian equity 

market accounting for 22 sectors of the economy. The index is owned and managed by India 

Index Services and Products Ltd. (IISL), which is a joint venture between NSE (National 

Stock Exchange) and CRISIL (Credit Rating and Information Services of India Ltd). The 

index is widely used as a bench mark for fund portfolios and index funds. The index 

represents 68.03% of free float market capitalization of the stocks listed on National Stock 

Exchange (National Stock Exchange India, 2013)  
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SSE A Share Index: 

SSE (Shanghai Stock Exchange) A Share Index is a capitalization-weighted index constitutes 

of all listed A shares at Shanghai Stock Exchange. The index was launched in February 1992. 

SSE A Share index keep track of daily performance of all A shares on the stock exchange. 

Index was constructed with the base value of 100 (Shanghai Stock Exchange, 2013).  

IGBC index: 

The IGBC (Indice de la Bolsa de Valores de Colombia) index is the capitalization-weighted 

index of the Bolsa de Valores de Colombia, the principal stock exchange of the country. The 

index consists of stock exchange's 30 most actively traded local shares with highest 

capitalization. Listed companies on the index are reviewed each quarter for the performance 

of their stock and ultimately may or may not be included the index. The index was created in 

2001 and is calculated in local currency Colombian peso (Bloomberg, 2013). 

IDX Composite Index: 

The IDX composite index is the index of all stocks that are listed and traded on the IDX, the 

Indonesia stock index that was formerly known as Jakarta Stock Exchange. The index was 

developed with a base index value of 100 points and was created in 1982. The index is 

calculated in Indonesian Rupiah. (Bloomberg, 2013) 

Ho Chi Minh VSE - PRICE INDEX 

The Ho Chi Minh VSE index usually knows as Vietnam Stock Index or VN-Index is a market 

capitalization-weighted index of all the listed companies on the Ho Chi Minh City Stock 

Exchange. The index was created in year 2000 with a base index value of 100. The index is 

calculated in local currency known as Vietnam Dong (Bloomberg, 2013).  

EGX 30 Index: 

EGX 30 Index a free-float market capitalization weighted index of Egyptian Exchange. EGX 

30 index includes top 30 companies of the stock market in terms of liquidity and market 

activity. The index was launched in 1998 with a base value of 1000 points.  Liquidity of the 

stock is one of the most important principles for being selected and included in the EGX 30 

Index. EGX 30 index value is calculated in local currency Egyptian Pound. The Index is 

weighted by market-capitalization and is adjusted by the free float. For a stock to be included 

in the list of EGX 30 index, one of the foremost obligation of the company is it must have 

minimum 15% free float (Egyptian Exchange, 2013). 

BIST National 100 Index: 

The Borsa Istanbul Stock Exchange 100 index is used as the main index for İMKB (İstanbul 

Menkul Kıymetler Borsası) primary equity market of the country. The index consists of 100 

stocks which are selected among the stocks of companies, real estate investment trusts and 

venture capital traded on the equity market on the basis of predetermined criteria for 

inclusion in the index. The index was launched in 1986 and index value is calculated in local 

currency Turkish Lira (Borsa Istanbul, 2013). 

FTSE/JSE All Share Index:  

FTSE/JSE All Shares Index is a market capitalization weighted index of all companies listed 

on the Johannesburg Stock Exchange. It is a free-float, market capitalization weighted index. 

The index value is calculated in local currency South African Rand (Bloomberg, 2013). 
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S&P 500  

S&P 500 is an index comprised of the 500 largest publicly traded companies from the U.S 

economy’s leading sectors, S&P 500 includes roughly 75% of U.S equities and its adjusted 

market cap is 12,740.54 USD billion. 

 

3.2.7  Method of analysis 

To develop what methods of analysis we were going to use we found a lot of inspiration from 

the book Investments and portfolio management written by Bodie et al., (2011) where they do 

a historical comparison over developed and emerging markets. Key points we were inspired 

by was finding geometric return rates from computing a wealth index, calculating and using 

Sharpe ratios as performance measurements over reward to risk profiles. Being inspired from 

their work we refitted some of their methods and incorporated other methods into our study 

and applied them under the constraints in this study.  

 

To generate sufficient material as a basis to answer our research questions we preceded with 

these following steps, which we think are reasonable to do considering our perspective and 

definition of a long-term passive investor as presented in section 1.6.1, the stated research 

questions and the time constraint of the study. 

 

Step one: We retrieve (monthly) price data of our sample indices. We proceed with finding 

the monthly return rates over the entire sample period by using the formula (P1-P0)/P0. A 

wealth index is then created by converting one US dollar into each local currency which then 

is grown by the monthly return rates. Estrada (2009) also incorporates such a method but 

where one local currency is grown, this is done to analyze historical return rates but he does it 

in the local currency. We then convert the terminal values in local currencies back to US 

dollars at the ten year period’s end. From this terminal value in US dollar a geometric return 

rate and terminal growth is computed. Terminal growth values for all included investments 

are inflation adjusted. We use the monthly average of the last ten years average annual 

inflation rates to adjust the monthly geometric return rates. We do this by computing the real 

rate of the return as given by the formula discussed previously in the theoretical section. 

Variance for each index is computed from the monthly return rates as a sample estimate of 

variance.  

 

Step two: We calculate the correlation between S&P 500 and all other indices and the 

correlation between each index from all the countries Brazil, Russia, India, China, Colombia, 

Indonesia, Vietnam, Egypt, Turkey and South Africa. See Table 1 in appendix for cross 

correlation matrix 

 

Step three: We construct portfolios consisting of BRIC and CIVETS groups. Further we 

create portfolios of two and three indices from the countries that are closely located 

geographically, which are Brazil, Colombia (BC) and Russia, Turkey, China (RTC) and 

India, Vietnam, Indonesia (IVI) and Egypt, South Africa (ERSA). The reason for this scheme 

is to see if we can validate that economies create regional spillover effects. Two additional 

portfolios are created from the correlation test in step two and the portfolios consist of four 

countries. The portfolios are designated high and low for their cross correlation and 

correlation to S&P 500 (see appendix table nr 1 and 2 for all correlation values). The average 

cross correlation is 0.21 and 0.59, correlation to S&P 500 is 0.58 and 0.76 respectively. All 

portfolios are equally weighted by 1/n which is common in practice as it is a simple approach 
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that disregards (circumvents) many inherent problems in portfolio optimization (Maillard, 

Roncalli & Teilecthe. 2010 pg 60). All these portfolios are made from a naive viewpoint; no 

individual security selection is made which is built on separate analyses. A built in ladder of 

logic is also done, meaning that some portfolios make more logical sense than another, like 

the correlation based portfolios with high and low correlations. We calculate their combined 

geometric return by weighing the individual return rates by the assigned weights. 

 

The same procedure is used to find the growth for their terminal value. The variances of the 

portfolios are calculated as usual by the formula for portfolio variance. We also create a 

minimum variance portfolio comprised of the two BRIC and CIVETS portfolios and the 

portfolio's variance and geometric return are computed as by the portfolio variance formula 

and the weights for the return are given by the minimum variance formula. The portfolio’s 

terminal growth is also computed from weighing the individual components growth by the 

given weight. To find all portfolios correlation to S&P 500 we weigh the monthly return 

rates, for the indices in each portfolio, equally and for the min variance portfolio by the given 

weights. A wealth index is also computed for all the portfolios by weighting the terminal 

values from the indices in all portfolios equally and the min variance by the given weights. 

 

Step four: Skewness and kurtosis are calculated for the return distributions from each 

separate index and portfolio. As pointed out by Estrada (2009) black swans or extreme events 

may severely impact the return distribution of an asset. This is exemplified by the case of 

Argentina ten returns was predicted to be lower than three standard deviations from the mean 

however 10 such events were observed. The same was true for the right side of the 

distribution, 10 events were predicted but 80 are observed. In total this made over five times 

as many outliers as predicted (Estrada. 2009, p.50-51). This is a major reason why we 

decided to add measures over the investments return distributions that give further 

information on their risk. 

 

Step five: To find the excess returns we scale the risk free return of the >10y Treasury bond 

to a monthly geometric average so it will be consistent with our other investments 

frequencies, re-investment of the annual coupons are disregarded. From this we proceed to 

compute Sharpe ratios for each investment. 

 

Step six: Potential currency effect is checked for each investment by finding the percentage 

difference in terminal values (not inflation adjusted) of each index and the portfolios currency 

effects is calculated as the weighted average of the index's weight in each portfolio. The 

difference in terminal values is found by converting the terminal value of the investment to 

US dollar by using both the actual rate at the end of the ten year period and the reversed rate 

from which it was converted to the local currency on T0.  

 

Step seven: We create a total ranking list where we rank the investments on their 

performance in the categories: currency effect, terminal growth, Sharpe ratio, return 

distributions. Separate rankings are made on currency effect, correlation to S&P 500, Sharpe 

ratios, return distribution and terminal growth. A scoring model based on intervals is created 

to rank all the investments by their performance in each category. For all categories but 

Sharpe ratios the intervals are made in ten brackets on ten percent on the range from the 

highest and lowest values. As presented previously there is a problem of ranking negative 

Sharpe ratios which is why we define the brackets as such that all negative Sharpe ratios are 

given the lowest score and then nine brackets (11.1%) are formed from 0 to the highest value. 

From these total scores we assign the grades low, medium and high, the grades are based the 
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same principle as the previous scoring model but with only three brackets (33.3%). Worthy of 

note from this is that the performance of the investments is only relative to the group which it 

is included in and the benchmark in the group is S&P 500. In short the range for the grade 

brackets is based on the highest and lowest investment that is to be analyzed 

 

The investment benefit points of the portfolios are computed as the following: first we find 

the diversification benefits the portfolio has over its components. This is done by subtracting 

the portfolio’s score from the average of the sum of the portfolio's components. Then we find 

the difference between the portfolio and S&P 500, where we add a positive number (portfolio 

scores lower than S&P 500) or subtract a negative number (portfolio scores higher than S&P 

500). This gives us the total investment benefit of the portfolios over the average of their 

components and the benchmark S&P 500.  

 

To further aid our analysis and inference of the results kurtosis and skewness is computed for 

the overall scores (not on the grades) for all investments, furthermore within each grade on 

the overall ranking a country to portfolio ratio is found to further segregate the results. 

Further ratios will be given in the comments on the distribution of grades within subgroups to 

help the reader get a better overview of the results. Since the grades are relative to the range of 

the highest and lowest overall scores we expect that the investment grades should be fairly evenly 

distributed.  
 

Highest performance in the perspective of a small long-term passive investor in each category 

we define as: 

 Currency effect = The highest value added in the terminal value by currency 

appreciation.  

 Terminal growth = The highest percentage growth in terminal value in US dollars 

 Sharpe ratio = The highest positive value 

 Correlation to S&P 500 = The lowest value (scale is from -1 to +1) 

 Return distribution = The highest negative skew (more probability mass for returns 

above the mean) and the highest positive value of kurtosis (more predictable returns). 

Each investment is ranked independently in skewness and kurtosis then summed. 
 

3.2.8  Scoring model discussion 

A major influencing factor on the study is our scoring model; we discussed possible ways to 

structure our results. The decision fell on creating a scoring model based on ten brackets over 

the relative range of values in our sample. We felt that creating brackets and score the 

investments from which bracket it placed in was the most appropriate way to rank our 

investments. The brackets makes the model put equal weight to the scores over the range of 

high and low values present in the sample, however the width of the brackets are still 

something that may cause biases. If two values fall just on each side of the bracket they will 

score differently but at the same they can be very close in values. The brackets will then 

weigh them quite differently score wise.  

 

A way around this issue could have been to use a type of floating bracket that would consider 

closeness of observations, for example if multiple observations are close the model would 

assign them to the same bracket as long as their relative closeness is within a certain value. 

No such solution was considered due to the study’s time constraint. Also in hindsight we 

have come to realize that reducing the number of brackets to nine would make the grading 

more fair for the individual rankings, as it is with ten brackets the low grade have a wider 
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range than the other two. What happens is that this will increase the probability of an 

investment to fall into the low grade, especially if there is a presence of positive outliers in 

the sample which we have found there to be So we think this could combined have caused 

some bias in the results, which is why inferences on only grades are kept back somewhat. A 

further issue we have concluded is that from an investor’s practical viewpoint the correlation 

to S&P 500 and terminal growth in purchasing power cannot be said to be of equal relevance. 

However, as it is in our scoring model all categories weigh equally in the overall result. This 

has caused some contradictory results for our benchmark S&P 500 as it is scoring low in 

what could be considered to be more relevant categories but also it is scoring high in less 

relevant. Combined in becomes a mean investment option but practically it can be said to be 

very poor. 
 

A further issue of using a scoring model based on the relative range of the sample values is 

that extreme observations may skew the distribution so that the inference becomes biased in 

either a positive or negative direction. In short observations are weighed down or up due to 

an outlier, which will affect their overall score. An example of this is Vietnams sever positive 

skewness compared to every other investment, roughly eight times higher than the next 

highest positive one. Due to this problem we try to limit our inference of the results over the 

investments to only their internally relative performance to each other. By doing this what is 

left as an issue is whether the observations are accurate. We see it as an advantage to score 

the investments on their entire range and not to their deviation from the benchmark. It 

simplifies how to rank the benchmark relative to the entire sample and it will be ranked on 

the same premises as the others. A further note on this is that due to this relative range there 

might be differences between countries individual grades and scores and their grades and 

scores in the overall ranking. This happens because brackets might change from new extreme 

values. 

 

The skewness and kurtosis computations on the overall scores will be somewhat unreliable 

due to the previously mentioned issue and their statistical inference is not be used as solid 

facts. Their inference is used as a mean to provide an easily graphically comprehensively 

picture of the overall ranking distribution where it acts as a cross-reference to the manual 

inference of the overall scores and rankings.   

 

A short discussion on the performance criterions on some of categories is also worthy to have 

since a few might be considered controversial. The categories that are of importance in this 

regard is the currency effect and return distribution. Some might prefer that the exchange rate 

for the investment’s currency pair is stable we see it as an opportunity for adding value, thus 

appreciating currencies is higher performing. The same argument is true for both skewness 

and kurtosis, some might prefer normality. A negative skew however works in an investor's 

advantage whereby a negative skew is higher performing. A positive kurtosis means an 

uneven distribution, more probability mass is located around the peak and tails, for example 

combine this with a negative skewness and we have a distribution that favors an investor. 

Therefore a positive kurtosis is higher performing. In hindsight a different approach may 

have been more appropriate to score this relationship; one that accounts for that positive 

kurtosis is only beneficial on the condition of that there is negative skew.  

 

3.2.9  Limitations  

An important limitation to our study is the included indices. The issue is if they are 

representable of the countries entire stock markets, we chose the indices we found to meet 
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this criteria best. Other indices or financial instruments may be a better benchmark but we 

believe that these indices are fair proxies for the entire stock markets. The ability of for a 

small international long term investor to invest into a product tracking these indices is also a 

limitation; we did however not have the resources to investigate this issue as thoroughly as 

we would wish. In short these two limitations put limits to the practical implications and 

validity of this study’s results. However due to the fact that an index is a basket of underlying 

products the results hold true for any investor, local or international, that can invest in those 

products.  

 

Again due to time constraints we have had to forego doing some additional tests we would 

have like to do, such as creating more portfolios of our sample indices to further investigate 

their performances. We also would have wanted to statistically test the return distribution for 

further issues besides our tests for skewness and kurtosis, of highest consideration would be 

the presence of auto-correlation. If the returns could be predicted the validity of the 

perspective of the research diminishes. Although overall we do not think that time was a 

major limitation, we constructed the portfolios we thought would be the most necessary for 

our two research questions and we conducted the statistical tests of highest importance for 

answering these questions. The use of monthly data imposes a limitation on our study in the 

sense that the results will be based on monthly data and this will affect the return distributions 

and the four moments in those distributions.  

 

One other issue is in the calculation of the risk free rate of return, we have disregarded any 

possible re-investment of the annually paid coupons, however in the indices dividends may or 

may not adjusted for. Furthermore the geometric growth rate is based on the investment 

growth which is the entire value increase for the investment over the period; all value is 

continuously re-invested every period. However for this process the investor can remain 

passive whereas in the case of the bond the investor has to actively manage the process which 

is why we have disregarded it. This re-investment issue may cause discrepancies due to the 

long holding period. Although what it only does is understates the risk free rate so it only 

affects the results in that they do not reflect the potential value of re-investing the coupons. In 

short all excess returns may be overstated. 

 

Since the historical return distribution will impact some of our statistical inferences we think 

it is important to express our view on the quality of the sample period of our benchmark 

index S&P 500. Although of low consequence to our overall results the S&P 500 statistical 

inferences may be somewhat biased due to the recent financial crisis and the boom years 

leading up to the crisis. The same reasoning holds true for each other index in our sample, it 

is hard to determine if these past ten years are representative of the coming years. We choose 

to not apply any sort statistical tool to manipulate this raw data since we want to stay true to 

reality, this is how these indices have performed over these ten years and it is the practical 

stance of the study that is the reason for this choice. Considering both the nature of an 

emerging market and the history of the U.S stock market we are confident that our choice is 

the best suitable to the purpose of this study. It may be argued if these ten years from the 

beginning of 2002 to the end of 2011 will be representative of S&P 500’s performance in the 

future. In our experience this may be fairly true given the evidence that financial bubbles and 

crisis periods seem to come in tighter intervals. The nature of an emerging market is also so 

that the growth rate is supposed to taper off and become comparative to other developed 

markets as the emerging market becomes developed. Thus we see no need for adjusting the 

returns from these markets. 
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Furthermore in the case of emerging markets we most likely should expect not, their growth 

will have to slow as the country becomes more developed, however how long this process 

takes we cannot say. Scholz (2007) tested the validity of a few different versions of the 

Sharpe ratio on 22 funds. It is proposed that in post-performance evaluation the normalized 

Sharpe ratio should be utilized, the normal Sharpe have been then been modified to include 

the risk-adjusted return for an average market period and the investment’s specific 

characteristics. The author states that this conclusion hold more true the more “unusual” the 

period or characteristics have been and no difference is made to either bull or bear markets. 

This implies that this proposition holds for all other contexts but the “average” one (Scholz. 

2007, p 348-356). This means that if we think that the last ten years market climate and 

characteristics of our investments have been close to the “average” it seems the normal 

Sharpe ratio can be used reliably.  
 

An issue we disregarded when we constructed the correlation based portfolios is cross-

correlation between the included countries. The portfolio was based only the two lowest and 

highest correlated pairs. This means that the overall correlation matrix of them might not 

correspond to what we have labeled them as, due to their cross-correlation.  

 

One further consideration should be taken to the currency rates used, since the currency 

market is an over-the-counter market it is hard to determine what would be the prevailing 

market prices an individual investor can get quoted for. We used a major firm that is 

specialized in the foreign exchange business and used no additional bid ask spreads. We felt 

that this would be the most unbiased exchange rate quotes we could get that are in line with 

the perspective and other constraints of the study. 

 

As Israelsen (2003) pointed out negative Sharpe ratios produce unreliable results in how they 

should be interpreted, we found two negative Sharpe ratios among our investments. We 

choose to remedy this problem by assigning the same score to all negative Sharpe ratios. We 

took this option because foremost it was the easiest way of dealing with any negative Sharpe 

ratio without subjecting it to any type analysis or modification. The reasoning behind this is 

that we felt that over such a long period of time an investment should yield a positive Sharpe 

if it is to be considered of higher grade than the worst. An apparent issue with this method is 

that no matter of their relative performance all negative Sharpe will weigh equally into the 

final score, however considering that there is only two of a fairly tight spread we feel this is 

of low consequence for the overall results. This also demanded a change of the remaining 

brackets, the brackets width had to be changed to 11.1% to give nine more brackets. 

 

Another important consideration is that we chose to not use the lognormal function for 

finding our return series. We chose this because to our understanding the lognormal is 

appropriate for an underlying variable that is normally distributed were previous research 

suggest t that returns are not normally distributed. However as shown by Bodie et al (2011) 

long return series returns do approach a lognormal distribution. Considering that we have 

only 120 data points that assumption is not fully validated as Bodie et al (2011) show that 

only on continuously compounded returns over multiple years the distribution started to 

become lognormal. Meaning that on one year we will have approximately 250 daily 

observations, thus our 120 observations fall below half of that. Thus we felt our approach 

would be best suited to this study considering we do not know if the normality assumption in 

these stock indices is actually valid and we have too few data points. 
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3.2.10  Ethical Consideration 

Ethical considerations are the norms and code of conducts which authors of the research need 

to take into consideration and its importance have raised quite a lot in the field of educational 

research in last few years. In our research we took this issue very earnestly and felt 

responsible for the standard of our research which might have affected with its negligence 

and tried our best to follow all the ethical considerations and break no rules in this regards. 

Literature used in the research work such as books, journals and other sources such as 

electronic sources are appropriately cited and referenced. 

Research design that makes structure of the research, which encompasses nature of the study, 

sample of the study and other paradigm of a research, must be appropriate with nature and 

scope of the research. As we are doing a quantitative research which have mostly a standard 

set or rules and procedures to follow, In our research we tried to keep ourselves in the given 

path that is confined with the choice of quantitative research. One another important 

consideration is the quality of data that is collected for the research. Main dataset we used in 

our research are indices values from the given emerging markets, foreign exchange rates, 

inflation rate and US long term treasury rates. We as a researchers feel accountable to collect 

the most trustworthy data for the given study.  We used electronic sources such as Thomson 

DataStream and US department of the treasury that are the most reliable source of data in the 

required fields. (Simson & Usher, 2012)  

Altman (1980, p. 1336, cited in Simson & Usher, 2012) discuss the ethical issues that may 

arise in are quantitative research due to the size of a sample. In our research we have a 

sample of ten indices from the same number of countries plus the inclusion of S&P 500 

index. We believe that in a research of this caliber, the chosen sample size is very appropriate 

and justified as well. Simson & Usher (2012) in their book on ethical consideration in 

educational research stressed upon the fact that statistical expertise and understandings of 

statistical errors are of great importance while conducting a quantitative research. In this 

research work we paid a considerable attention to the statistical calculations and crosses 

checked the results twice and trice to avoid any error which might have changed over all 

results of the study. Wrong interoperation of data and empirical results of the study could 

change the whole outcome of the research. During the analysis process of our research, we 

make sure that we do not miss interpret the results or exaggerate them that may affect the 

outcome of our research.  

 

3.2.11  Quality Criteria of our research 

Traditionally there are four quality criteria of a quantitative research. Namely theses four are 

validity, reliability, replicability and generalizability.  Bryman, Becker & Sempik (2008) in 

their research asked the respondents which of these four is the most appropriate to be 

applicable on a quantitative research. Respondent identified validity and reliability whereas 

generalizability and replicability were not among the less favored options. The nature of our 

research is such that we feel that our research will be accountable for all the above mentioned 

criteria. Due to our small sample size and our specific purpose of the study which is not 

focused on generalizing the findings to other emerging markets, we think validity and 

reliability is of most importance in this study. The replicability of the study will be high due 

to our data collection method and high structured deductive method, which are all by 

products from aligning our purpose and our strive for high validity and reliability.    
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Validity: 

Validity criteria are basically linked with the extent to which the measures of the research are 

valid. Validity of a research is observed on two levels such as internal validity and external 

validity. Internal validity is concerned with the degree of certainty to which the results of the 

research are presented whereas external validity is the applicability of the results with in the 

given research. In our research we have given due diligence to the statistical tests and trust 

worthiness of the collected data. We used Microsoft Excel for all the statistical calculations 

which is very reliable but still all the calculations are checked for possible mistakes that may 

affect the results of the study. Microsoft Excel is used because that is what is commonly used 

in statistical research in finance. The internal validity is therefore strengthen by both our tool 

(excel) and our highly structured deductive approach. Regarding the external validity of our 

research, we can argue that we used the best suited methodology that was used before in 

several studies as well as recommended in the books to reach the desired objective of the 

research. So we can argue that our research full fill the validity criteria of a quantitative 

research. (Roberts et al, 2006, p.41). 

 

Reliability: 

Reliability is the regularity and constancy of the research findings with the use of same data 

set, tools and even same procedures for analysis of the empirical findings (Saunders et al., 

2009, p. 156). Reliability generally deals with the repeatability of the results produced by the 

research (Bryman & Bell, 2007, p.163). Hence the reliability criteria of our research will also 

be applicable for the replicability criteria as well. Data collected for our research is from the 

most reliable source regarding their availability whereas the methodology we used as 

mentioned above is the most suited and recommended one. We believe that if a research with 

the same perspective and assumptions as are made in our research is conducted by someone 

else on the same data set and same methodology, the outcome of the research will be 

identical to our results.  

 

Generalizability: 

Generalizability of a research is the scope of the results generated by the research and to what 

extent the outcome from the given sample is applicable to the whole population of the 

research. As generalizability of a research is very fundamental characteristic of a quantitative 

research, it was our primary objective from the beginning of the research that we should use 

such dataset and sample of our research population such that it fulfills this essential criterion 

of our research. As we have discussed on the sampling and indices section of methodology, 

the chosen set of indices are the best possible representatives of the selected countries stock 

exchange. We can argue that these results generated from our research are quite generalizable 

and fulfill generalizability criteria of the research. By this we mean that our results can be 

generalized over the selected emerging markets and developed market, we cannot generalized 

the results to any other emerging- or developed market than those (Bryman & Bell, 2007) 
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Chapter 4: Empirical Findings 
In this chapter we will proceed with presenting and briefly commenting on our empirical 

findings. We will present our lists of rankings by first giving the individual performances in 

Correlation to S&P 500, Return distribution, Currency effect, Sharpe ratios and inflation adjusted 

growth. From this the total ranking of only the individual countries will follow and after that 

the final overall ranking of all investments in the study.  

 

4.1  Ranking on Correlation to S&P500 

Individual countries Correlation to S&P 500 Rank Grade 

BRI 
   Brazil 0,72 7 Low 

Russia 0,59 5 Low 

India 0,61 6 Medium 

China 0,28 2 High 

CIVETS 
   Colombia 0,39 3 High 

Indonesia 0,61 6 Low 

Vietnam 0,37 3 High 

Egypt 0,47 4 Medium 

Turkey 0,48 4 Medium 

RSA 0,66 6 Medium 

Benchmark 
   S&P 500 0 1 High 

Portfolios 
   BRIC  0,71 7 Low 

CIVETS  0,71 7 Low 

Min variance BRIC and Civets 0,75 7 Low 

Geographical Portfolios 
   Brazil Colombia 0,68 6 Medium 

Russia Turkey China 0,61 6 Medium 

India Vietnam Indonesia 0,65 6 Medium 

Egypt RSA 0,63 6 Medium 

Correlation based Portfolios 
   BRII high correlation 0,76 7 Low 

ECCV low correlation 0,58 5 Medium 
Table 4: Ranking on Correlation to S&P500 

What is apparent at first glance is that the grades on correlation to S&P 500 are fairly evenly 

distributed among all investments but with a slightly lower number of high performers (4/20) 

and a higher number of medium (9/20). Within both BRIC and CIVETS the grades are also 

quite evenly distributed. After a more thorough look it is apparent that all portfolios fall into 

either low or medium, where every portfolio has a correlation of 0.5 or higher. Among the 

subgroups of portfolios the geographical ones performed better than the others, of further 
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note is that the low correlated portfolio performed better than the high one. Looking at only 

the numbers there is however not a significant difference between the portfolios.  

 

4.2  Ranking on return distribution 

 

What is apparent at first glance is that overall the investments are scoring high grades, with 

only Turkey scoring a low grade however both South Africa and Vietnam are on the last 

point in the medium grade bracket. From this we can see that the high grade is 

overrepresented (12/20) and the low is underrepresented (1/20) while the medium is evenly 

represented (7/20). After a closer look we can find that the there is only one portfolio that has 

a lower grade than high (1/9), compared to the individual countries where the medium (6/11) 

and high (4/11) grades are more evenly distributed. Of further note is that the min variance 

portfolio scores the best rank in both skewness and kurtosis and the S&P 500 benchmark is 

tied for second place with two portfolios. The overall picture is quite unanimous, there is 

Individual countries Skewness Rank Kurtosis Rank Total Grade 

BRIC 

 

 

    Brazil -0,203 3 0,131 10 13 Medium 

Russia -0,338 2 1,018 6 8 High 

India -0,019 4 0,828 7 11 Medium 

China -0,243 3 0,913 7 10 Medium 

CIVETS 

 

 

    Colombia -0,360 2 1,293 5 7 High 

Indonesia -0,555 1 1,385 5 6 High 

Vietnam 0,844 10 1,578 4 14 Medium 

Egypt -0,152 3 0,631 8 11 Medium 

Turkey 0,184 6 0,337 10 16 Low 

RSA -0,043 4 0,270 10 14 Medium 

Benchmark 

 

 

    S&P 500 -0,575 1 1,934 3 4 High 

Portfolios 

 

 

    BRIC  -0,467 1 1,695 4 5 High 

CIVETS  -0,561 1 1,916 3 4 High 

Min variance BRIC and Civets -0,577 1 2,440 1 2 High 

Geographical Portfolios 

 

 

    Brazil Colombia -0,575 1 1,596 4 5 High 

Russia Turkey China -0,569 1 1,045 7 8 High 

India Vietnam Indonesia -0,059 4 1,806 3 7 High 

Egypt RSA -0,255 3 0,675 8 11 Medium 

Correlation based Portfolios 

 

 

    BRII high correlation -0,458 1 1,951 3 4 High 

ECCV low correlation -0,327 2 1,654 4 5 High 
Table 5: Ranking on return distribution 



48 | P a g e  

 

negative skew and positive kurtosis, and the only diversions are Vietnam and Turkey's 

positive skew. 

4.3  Ranking for Currency effect 

Individual countries Currency effect in% Rank Grade 

BRIC 
   Brazil 16,2 2 High 

Russia -5,2 5 Medium 

India -12,8 6 Medium 

China 23,1 1 High 

CIVETS 
   Colombia 9,5 3 High 

Indonesia 3,3 4 Medium 

Vietnam -48 10 Low 

Egypt -31,8 8 Low 

Turkey -34,1 9 Low 

RSA 28,7 1 High 

Benchmark 
   S&P 500 0 4 Medium 

Portfolios 
   BRIC  5,3 3 High 

CIVETS  -12,1 6 Medium 

Min variance BRIC and Civets -4,1 5 Medium 

Geographical Portfolios 
   Brazil Colombia 12,9 2 High 

Russia Turkey China -5,4 5 Medium 

India Vietnam Indonesia -19,2 7 Low 

Egypt RSA -1,55 4 Medium 

Correlation based Portfolios 
   BRII high correlation 0,38 4 Medium 

ECCV low correlation -11,8 6 Medium 
Table 6: Ranking for Currency effect 

The overall results on currency effects indicate that they are skewed toward medium 

performers (10/20), the low accounts for only one fifth (4/20) of the number of investments, 

whereas high performers are as expected roughly one third (6/20). Between the BRIC and 

CIVETS groups there is an apparent difference, in BRIC there is only high and medium 

grades. In CIVETS they are more evenly distributed, however CIVETS have a significant 

range in the values between the highest and lowest. The grades of all portfolios are skewed 

towards medium (6/9). The geographical subgroup is the lowest performing portfolio group. 

Although there is no real currency effect on the S&P 500 benchmark the 0 in currency effect 

still places it in the medium grade category and we have investments that both out- and 

underperformed relative to the benchmark. 
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4.4  Ranking on Sharpe ratio 

Individual countries Sharpe ratios Rank Grade 

BRIC 
   Brazil 0,132 5 Medium 

Russia 0,120 5 Medium 

India 0,099 6 Medium 

China 0,019 9 Low 

CIVETS 
   Colombia 0,257 1 High 

Indonesia 0,216 2 High 

Vietnam -0,028 10 Low 

Egypt 0,118 6 Medium 

Turkey 0,052 8 Low 

RSA 0,159 4 Medium 

Benchmark 
   S&P 500 -0,063 10 Low 

BRIC  0,102 6 Medium 

CIVETS  0,115 6 Medium 

Min variance BRIC and Civets 0,173 4 Medium 

Geographical Portfolios 
   Brazil Colombia 0,268 1 High 

Russia Turkey China 0,076 7 Low 

India Vietnam Indonesia 0,090 6 Medium 

Egypt RSA 0,178 4 Medium 

Correlation based Portfolios 
   BRII high correlation 0,159 4 Medium 

ECCV low correlation 0,085 7 Low 
Table 7: Ranking on Sharpe ratio 

The overall picture of the Sharpe ratios is that the medium performers are overrepresented 

(11/20) and the high performers are underrepresented (3/20), however all investments besides 

Vietnam and S&P 500 show positive Sharpe ratios. The skew towards medium performers 

also persists inside the individual countries in BRIC and the portfolio subgroups. Between 

BRIC and CIVETS there is an advantage to CIVETS, Colombia and Indonesia have two out 

of the three highest Sharpe ratios of all. Of the portfolios the geographical subgroup has both 

the highest (of all investments) and lowest performers out of all portfolios, indicating a wide 

range. Of further note is that the min variance portfolio outperforms its individual 

components of BRIC and CIVETS and the high correlation portfolio performs better than the 

low one. A significant finding here is that the benchmark S&P 500 is one of the two worst 

performing investments which mean that every other investment has relatively outperformed 

the benchmark. 
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4.5  Ranking for Terminal growth 

Individual countries 

Inflation adjusted Terminal 

growth % Rank Grade 

BRIC 
   Brazil 301 7 Low 

Russia 372 6 Medium 

India 225 8 Low 

China 49 10 Low 

CIVETS 
   Colombia 948 1 High 

Indonesia 683 3 High 

Vietnam -14 10 Low 

Egypt 396 6 Medium 

Turkey 128 9 Low 

RSA 245 8 Low 

Benchmark 
   S&P 500 -15 10 Low 

Portfolios 
   BRIC  210 8 Low 

CIVETS  270 8 Low 

Min variance BRIC and Civets 286 7 Low 

Geographical Portfolios 
   Brazil Colombia 549 5 Medium 

Russia Turkey China 153 9 Low 

India Vietnam Indonesia 173 9 Low 

Egypt RSA 314 7 Low 

BRII high correlation 369 7 Low 

ECCV low correlation 186 8 Low 
Table 8: Ranking for Terminal growth 

The overall picture here shows clearly a substantially wide range in performance in real 

terminal growth, finishing last is S&P 500 with a negative 15 percent and best is Colombia 

with roughly 950 percent. The results are heavily skewed towards low performing 

investments (15/20). Over the individual countries the grades are fairly evenly distributed but 

over the portfolios there are only medium and low performers with skew towards low 

performances.  Of note is that the min variance portfolios do outperform its individual 

components in scoring point. The portfolio subgroups have fairly even results however there 

is a noteworthy spread of approximately 400 percentage points in the geographical subgroup 

and the high correlated portfolio outperforms the low. The last thing of high interest is that 

the highest and lowest values are found in the individual countries, whereas the portfolios are 

all located close to the middle of this range. 
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4.6  Overall individual ranking 

Individual 

countries 

Score Investment 

grade 

Colombia 14 High 

Indonesia 18 High 

SP 500 27 Medium 

Russia 29 Medium 

China 30 Medium 

RSA 32 Medium 

Egypt 34 Medium 

Brazil 34 Medium 

India 36 Low 

Turkey 44 Low 

Vietnam 45 Low 
Table 9: Overall individual ranking 

Mean of total scores 31 

Skweness of total scores -0.37 

Kurtosis of total scores 0,06 

 

A brief glance at the grades suggests that the individual countries have distribution that is 

similar to the normal distribution; we have a few positive and negative outliers. The low 

positive kurtosis confirms this, it indicates that there is no excessive centralization around the 

mean; the negative skewness tells us that there is more investments scoring higher than the 

mean. The probability is therefore higher for a below average performing investment (it 

becomes an inverse relationship) and we can also see that the range is longer for the highest 

score to the mean than from the lowest score.  

 

An interesting observation is that the highest performing country Colombia comes in with a 

score 1/3 that of lowest scoring Vietnam and both are from the same group of CIVETS. A 

further investigation reveals that CIVETS have both the two best and worst performing 

investments, while the last two and the entire BRIC group is situated in the middle. Last 

important observation is that the S&P 500 benchmark comes in at third spot and outperforms 

the mean by a small margin. 
 

4.7  Overall ranking 

 

Individual countries 

 

 Score Investment grade 

BRIC 

 

 

 

 
 

 

Brazil 

 

34 Medium 

Russia 

 

29 Medium 

India 

 

36 Low 

China 

 

31 Medium 
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CIVETS 

 

 

 
 

 

Colombia 

 

15 High 

Indonesia 

 

19 High 

Vietnam 

 

47 Low 

Egypt 

 

35 Medium 

Turkey 

 

45 Low 

RSA 

 

32 Medium 

Benchmark 

 

 

 

 

 

 

S&P 500 

 

29 Medium 

Portfolios Investment benefits 

 

 

 

 

BRIC  5.5 28 Medium 

CIVETS  3.2 29 Medium 

Min variance BRIC and Civets 9.5 24 High 

Geograpichal portfolios 

 

 

 

 

 

 

Brazil Colombia 17.5 18 High 

Russia Turkey China -4 34 Medium 

India Vietnam Indonesia -1 32 Medium 

Egypt RSA -1.5 32 Medium 

Correlation based portfolios 

 

 

 

 

 

BRII high correaltion 9.5 25 High 

ECCV low correlation 1 30 Medium 
Table 10: Overall ranking 

 

Country to portfolio ratio inside groups Percentage 

High 40 

Medium 50 

Low 100 

Mean of total scores 30 

Skewness of total scores 0.15 

Kurtosis of total scores 0.66 
Table 11: Country to portfolio ratio inside groups 

A brief overview reveals that also here the grades show a similarity to a normal distribution, 

the medium grade is overrepresented (12/20) and the low (3/20) and high grade (5/20) is 

underrepresented. There is low positive skewness and kurtosis of the total scores, which 

suggest that we have a slightly higher probability of investments scoring lower than the mean 

and in a little tighter range than what would be expected. Since we have on average lower 

scores than the mean in implies that our investments are on average performing slightly better 

than the average and that we have outlier observations that are performing more badly than 

the best is performing better than the average. This is confirmed by Vietnam’s low score of 
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47 and 17 points to the mean and Colombia’s 15 points to the mean. Otherwise the individual 

countries present the same picture as in their individual total ranking; the BRIC group has a 

tight range and CIVETS the widest. Interesting to note is that the S&P 500 benchmark comes 

in one point lower than the mean and only two individual countries beats it. 

 

By decomposing the grades into a country to portfolio ratio reveals that in the high and 

medium they are pretty close to 50/50 given the low number of observations, however there 

is a slight advantage for portfolios in the high grade. The low grade is entirely represented by 

individual countries and only one portfolio is relatively close to a low grade. 

 

An overview over the portfolios gives is that no one is scoring a low grade; BRIC group has a 

very tight range of scores and CIVETS have both highest and lowest scores. In the portfolio 

subgroups the geographical group has the widest range of scores, with second best 

performing investment of all. The high correlated portfolio outperforms the low and the min 

variance outperforms both its components. Only the three geographical portfolios besides 

Brazil and Colombia have no investment benefit and the investments benefits follow the 

same pattern as their scores. The geographical group has the widest range and the min 

variance outperforms its components and the high correlated portfolio substantially 

outperforms the low. The investment benefit is also quite substantially better for the high 

correlated portfolio. In overall scores only four portfolios outperform the S&P 500 

benchmark and only one substantially.   
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Chapter 5: Analysis & discussion 

In this chapter we will first analyze the individual rankings presented in the previous chapter, 

from which we will highlight interesting connections and results. Continuing from this we 

will do a broader and overarching analysis over the overall rankings which will tie up those 

individual results into a total analysis. This total analysis will provide an overall picture of 

what results and connections has been found.  

  

5.1  Correlation to S&P 500 

First off what we see is that there is more difference in correlations between individual 

countries than the portfolios. An interesting result is that China comes out as the investment 

with the lowest correlation. We would have expected China to have a higher correlation to 

the S&P 500 due to that China has been emerging for some time. Furthermore China has a lot 

of financial connection to the U.S, where U.S is a major importer of Chinese made goods. 

What is also interesting is that all investments have positive correlation and fairly high ones. 

No one is below 0.25 and most are around 0.5 or higher and the portfolios have on average a 

higher correlation than individual countries. These correlation values seem to be quite in line 

with what  Bodie et al., (2011) also found in their research, which contradicts the findings of 

Longuin and Solnik (1995) where they state that “very feeble evidence support the arguments 

of existing cross-market co-variation in stock returns”. We think this indicates a pretty tight 

relationship to the U.S economy, which seems likely considering the U.S importance in the 

global economy. This in turn provides an inference that there is not much benefit in 

diversifying broadly over the individual countries to mitigate co-movement to the S&P 500. 

As is proven by the portfolios, they have on average higher correlation to S&P 500. In the 

end the overall picture shows that all investments co-variate positively with the S&P 500 and 

the opportunity for diversifying against the S&P 500 is very limited.   

 

5.2  Return distribution 

What is obvious is that all investments besides Vietnam and Turkey have negative skew, as 

shown in the theoretical section 2.1.5 a negative skew indicates that there is a risk premium in 

that market and that investors are compensated by taking on risk, means that we have 

evidence of a positive drift in these markets. We can see that the portfolios have on average 

higher skew then the individual countries, which we cannot exactly explain; we would expect 

that they would be closer to the middle of the individual components they are made of. This 

would be more in line with the basic properties of portfolio theory and its weighted average 

properties. Our results seem to indicate that our portfolios would create a more extreme 

positive drift or compensation for risk, however this is on average. Meaning that on average 

there is more probability for an above mean return for each observation but it also says that 

there are more probability for extreme negative observations that will balance up the entire 

distribution. What we infer from this is that a portfolio is more efficient than a single security 

in the sense that they decrease the amount of observations that is needed for this positive drift 

or risk premium to show. We would not expect the actual drift to be different but we find it 

plausible that the portfolios could show signs of it faster. So we do not see it as magnitude 

difference rather a time difference, we would expect the risk premium to overtime equalize. 

This is shown by Bodie et al., (2011) that it takes a considerable number of observations 

before the distribution becomes log normal. Considering that Vietnam and Turkey besides a 

positive skewness have had severe negative currency effects and low Sharpe ratios we see it 

as evidence that they indeed are not very developed markets or countries.   
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All investments show positive kurtosis, the range is quite wide however here we can again 

see that the portfolios have on average more kurtosis than the individual countries with the 

min variance portfolio having the highest. If the assumption that portfolios are more efficient 

(faster) at providing signs of a risk premium we can say that this confirmed by the higher 

positive kurtosis in the portfolios. The same argument holds for the overall positive kurtosis, 

we should expect that investors are compensated by a risk premium. Therefore, as shown in 

section 2.1.5, a positive kurtosis indicates that we have an efficient investment, the kurtosis 

will center the probability mass to tighter value range around the peak and spread it out into 

wider tails and this will further enhance a steady positive drift.  

 

The combined inference is that with a negative skew and positive kurtosis the investment is 

providing a steady positive drift in the returns. Thus there is signs of the risk premium that 

have to be in a stock market in all investments but Vietnam and Turkey. Validating these 

inferences is that our developed market benchmark of S&P 500 is scoring very low in both 

categories but especially in skewness, furthermore our min variance portfolio has the best 

values of all investments in both categories. Considering that the min variance portfolio is 

substantially diversified and optimized around the lowest possible variance it seems logical 

that it would exhibit these extreme traits. This is further validated by that portfolios are on 

average scoring better than individual markets. What is in direct opposite to what we would 

expect from previous literature is that the high correlation portfolio is outperforming the low. 

Correlation is usually singled out as the key to finding investment benefits; however in our 

study the reverse seem to be truer. Considering that the designations are their correlation to 

S&P 500 the results are in a different sense logical, from the higher the correlation to S&P 

500 we can assume that the markets are more integrated. Then the high correlation portfolio’s 

better performance is understandable, a more integrated market with the U.S should exhibit 

more signs of a steady positive drift. In short our findings seem to validate previous literature 

that there is a positive drift and risk premium in stable economies in the sense that return 

distributions are not normally distributed. This is supported by Li & Rose (2009) and Susmel 

(2001). 

 

5.3 Currency effect 

The currency effect proves to be a significant variable impacting the investments. The 

benchmark S&P 500 ranks close to the middle although it theoretically cannot have a 

currency effect since it is already denominated in USD. However in our scoring model, that 

zero currency effect is still just a medium performance compared to the others, an 

appreciating currency is clearly of high interest for a long term investor. As shown, South 

Africa had almost 30 percent in valued added because of their appreciating currency, whereas 

Vietnam’s depreciated by almost 50 percent and eradicated almost all of the growth in 

terminal value in VND. An interesting finding here is that the portfolios show more stable 

values, although this is to be expected since their values will be weighted averages of the 

individual countries but it seems that the structure of these portfolios have brought some 

diversification benefits. In that we seem to be able to expect currency risk to decreased, 

although that is of course entirely dependent on which investments are included in the 

portfolios. Logic in our portfolio construction seems to have created diversification benefits 

across all our weighting schemes.  Also interesting is that there are clearly wide ranges within 

the portfolio subgroups, where the geographical has both the highest and lowest performance. 

This indicates that other types of portfolios might be less risky, which in turn shows that 

individual country currency risks might be linked through their geographical location to each 

other. In this case Latin America is the only region that maintains a positively weighted 
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average, which might be somewhat counter intuitive to us from our own preconceptions 

about the region.   

 

The implications from these findings are that hedging currency risk might be the most 

appropriate risk management technique. If the investor cannot be sure as to the stability of the 

currency rate a wrong analysis might lead to a substantial value loss over such an extended 

period. The option of doing nothing to manage the currency risk seem to come at a high risk, 

a risk that have more downside risk than upside potential, however due to the fact that the 

terminal value cannot be know in advance this problem proves to be somewhat unsolvable. 
As stated previously common sense might at least go somewhere in reducing the downside risk, 

by that an investor should disregard countries that are less correlated to the S&P 500. China seem 

to be an exception of this with its high appreciating currency and low correlation but common 

sense in our opinion would still say that China is not a high risk country. Thus the proposition 

still seems to hold fairly true. A further note is that countries that could be presumed to be of 

higher risk in the sample is also the ones that has performed the worst. 

 

The overall findings do prove that country risk in terms of currencies should be considered 

carefully and that diversification can lower the risk exposure but at the same time decrease 

potential positive gains. A good example of this is the min variance portfolio; which lies 

almost perfectly in between the BRIC and CIVETS portfolios it consists of. It has capped 

both the upside in BRIC and the downside in CIVETS. A further note on this country risk is 

that countries that we would presume to be of highest risk are also the ones that have 

performed the worst.  

 

5.4  Sharpe ratio 

The inference of the results in this category is somewhat impaired due to that negative Sharpe 

ratios are present. Negative Sharpe ratios are as previously mentioned unreliable to interpret 

and our S&P 500 benchmark and Vietnam have negative Sharpe ratios. In previous literature, 

more specifically as Israelsen (2003) pointed out it more common to find negative Sharpe on 

short term investments. Whereby we feel it is justified to say that if a negative Sharpe is 

produced over more than three times as long period as what Israelsen comments on, a 

negative Sharpe can be viewed as low performing asset. So in our case the benchmark sets a 

poor comparison base. Besides S&P 500 the only negative Sharpe belongs to Vietnam. 

Further affecting the reliability of inference on Sharpe ratios is the previous finding that a 

mean-variance analysis is an incomplete, to varying degrees, measure of risk all investments 

in this sample since the Sharpe tries to measure a risk to reward profile. So if the standard 

deviation misses some amount of risk the subsequent Sharpe ratio will be biased and Hatem 

et al., (2011) supports this notion also. 

 

Brazil and Colombia portfolio has best Sharpe ratio which actually outperforms both its 

components, suggesting that there can be diversification benefits in improved risk to reward 

compensations from a geographical diversification scheme. Further proving this notion is that 

the Brazil and Colombia portfolio outperforms all other portfolios by a fairly big margin 

(0.268 to 0.178) and the second best is also a geographical portfolio, however the lowest, not 

by much, scoring portfolio is also found in this category. The overall inference is that 

geography has the highest and worst potential for diversification benefits in the considered 

schemes, although relatively speaking the upside potential is substantially higher than the 

downside. A further evidence for diversification is that the min variance portfolio sees a 
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decent jump in performance compared to its individual components. This shows that mean 

variance optimization work in increasing performance in terms of risk to reward trade off.  

We feel that these results show a quite clear picture, risk to reward performance is increased 

by diversification. On average our naive portfolios, irrespective of weighting scheme, 

outperforms the individual countries and especially the S&P 500 benchmark. This finding is 

supported by Naranjo & Porte (2007), they also conclude that investing in a developed 

market (the U.S) do not provide any benefits to only investing in emerging markets. Our 

findings also suggest that for a passive long term investor diversifying will yield a better 

return for a given risk. This also proves that a naive initial approach to weighing portfolios 

and a subsequent passive management strategy will perform well over time compare to a 

single asset. Also there seem to be different benefits to different types of naive weighting 

schemes, schemes which provide different degrees of risk but also different levels of potential 

reward. 

 

5.5  Terminal growth 

From most investors view this category is probably the most interesting, it shows how much 

increase in real useable value an investor would have earned over the ten year period in its 

own domestic currency after inflation has been accounted for. Of high worth to note is the 

exceptionally wide range in growth, where the S&P benchmark yet again is the lowest 

performer with a negative 15 percent growth and Colombia is the best performer with a 

positive 948 percent. Although it might be expected that S&P 500 would produce the lowest 

growth since it is a highly developed market, it is still interesting that it produced a negative 

growth. Since the risk free asset would have a zero variance it would produce a positive 

Sharpe, disregarding any possible chance of default. What is also apparent is that BRIC are 

more closely distributed than CIVETS, this suggest to us that BRIC, as a group, is more 

developed and stable than CIVETS. CIVETS have both the highest and second lowest 

performing investment, which give the wide range and a high variation, which i short means 

more risk. In CIVETS the two best are better by a substantial margin to both the other 

CIVETS and all other investments; this can maybe be interpreted as that they are extreme 

outliers.  

 

On average it seems as if diversification will stabilize the growth as all portfolios have a 

pretty tight range of values and yet again the geographical weighting scheme produces the 

most variance; the min variance outperforms its components. Due to that this is the real 

terminal growth in the invested capital and therefore of almost highest importance to any 

investor the results are unclear. The difference between individual countries and all portfolio 

groups is what could be expected. Diversification seem to cap both up and downside potential 

and lower the variance in values, whereas individual countries create a wider range. This is 

much in line with what portfolio theory says, and we can clearly see that diversification 

stabilizes the results by capping both sides of the distribution. In this sample it shows that the 

portfolio range of values is situated fairly evenly between the ranges of the more extreme 

high and low values of the individual countries. The inference is then that individual analysis 

is important if maximum growth is to be achieved but where failure to do so well also might 

lead to a value loss compared to any of the simple portfolio strategies considered in this 

study. 

 

Looking at only the emerging markets we think that common sense would be a useable tool, 

some off the low performing countries we would be cautious to invest in due to our own 

preconceptions on those countries in terms of investing in. On the other end of the scale we 
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can however not say the same, the two top performers are in our view improbable to pick out 

but countries we would assume to be high are still good performers but far from exceptional 

in this sample. It seems as if common sense could be pretty accurate at finding a well 

performing investment and avoid exceptionally bad ones but to find maximum growth 

opportunities we would need either luck or superior analytical skills. Although from the 

portfolio results we would also have the option of diversifying through our different 

weighting schemes, which would decrease the overall risk exposure. 

 

5.6  Total ranking over only individual investments 

What is striking in this ranking is how normally distributed the scores are, there are two 

extreme outliers in each direction and all other observations are increasingly closer to the 

mean, in other words the probability for the core of an investment is close to that of a normal 

distribution. A major finding is that our S&P benchmark scores third best. This is remarkable 

since S&P 500 had both a negative Sharpe ratio and lowest terminal growth (-15%) but it 

seems as if that low performance is made up elsewhere. A brief review shows that what make 

up this performance advantage are the correlation- and distribution rankings. These are from 

an investor’s view probably of lower importance than the other categories, so overall it looks 

as if S&P 500 still is a sound investment environment but not when it comes to pure value 

growth and risk adjusted returns. These are arguably the most important categories. This is 

interesting because the two investments beating the benchmark have the two highest terminal 

growth rates and Sharpe ratios. These are 948% and 683% compared to S&P 500 -15%. 

Since S&P 500 had the lowest growth and the only other negative Sharpe belongs to Vietnam 

we seem to have a very subjective result. Only the two very best investments had better 

overall scores than the benchmark, since S&P 500 is still ranked as every other investment it 

seems as if it has a very wide range in its characteristics. S&P 500 has ranked in each 

category either been the worst or best and since one category is biased in its advantage 

(correlation to S&P 500) we see it as a very poor benchmark for performance in this sample. 

This would be in direct conflict to Kumar (2011) where he showed that there is no 

statistically verifiable difference in the returns between S&P 500 and emerging markets, we 

would argue that there is a significant difference between 948% and -15% over ten years.    

 

A further logical inference of the results that is in line with previous literature and the 

industry opinion is that the BRIC group can be considered very homogenous. BRIC have a 

very tight range of values and they are close and a little above the mean. The CIVETS group 

is on the other end of the spectrum, it has the two best and worst investments and the last two 

are close and a little above the mean. So the CIVETS are not a homogenous group, rather it 

has a skew towards lower performing investments and a tendency for extreme outliers. The 

only reasonable answer is that new emerging markets are more risky than more developed 

emerging markets, which seems logical considering that the BRIC group has in all rankings 

produced a fairly tight range whereas CIVETS has in comparison had a very substantially 

wide range.  

 

We can see an apparent and logical answer to this finding in CIVETS currency effect and 

return distributions, which could somewhat proxy for economic integration and development 

compared to the U.S as country risk and efficiency of the market. The currency effect values 

are highly negative for the three CIVETS that are performing the worst and for the top two it 

is rather stable with slightly positive values; the last middle performer has a high positive 

value. This indicates that a stable currency (low country risk) compared to USD indicates a 

good foundation for the economic growth of the country whereas a more unstable currency 
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suggest an unstable economy. Combined with the distribution values this inference is 

supported, the two lowest performers (Vietnam and Turkey) are the only investment with a 

positive skewness which should not be present in a well-functioning market. The two highest 

performers (Colombia and Indonesia) have the highest negative skewness of all emerging 

markets, which again supports the stability of their economies and well-functioning markets. 

The two middle performers (South Africa and Egypt) have slightly negative skewness values. 

These findings are very much in line with what Serra (2000) conclude on what factors impact 

stock returns in emerging markets.   

 

5.7  Total ranking over all investments 

What is apparent in this ranking is that medium performers are overrepresented (12/20) and 

high (5/20) and low (3/20) performers are underrepresented, however it seems as if this 

should be interpreted as a normal distribution. There is some positive skewness and kurtosis, 

which means that the total scores are fairly close to normally distributed, the positive skew 

indicates that we have more extreme bad performing investments (inverse relationship, a 

positive skew indicate extreme positive values compared to the mean, which means a high 

total score). Combined with the positive kurtosis they suggest that the observations are 

deviating in a negative way from the mean but are in a tighter range than what would be 

predicted. This is interesting because the S&P 500 benchmark scores one point below the 

mean, which makes it easy to interpret the results from the skewness and kurtosis, on average 

the investments will deviate in a negatively close range from the benchmark. However as 

argued in section 5.6 the validity of S&P 500 as benchmark in a practical manner for an 

investor is invalid but nonetheless in our relative range scoring model that is the 

interpretation we can make. S&P 500 have had some special characteristics that has made it 

either perform extremely well or bad. 

 

The same inference over BRIC and CIVETS hold in this ranking too, BRIC have a tight 

range and CIVETS a wide and which we explain earlier could be explain in the countries 

level of development. Their performance can be further broken down by the country to 

portfolio ratios over each grade. In the low grade the ratio is 100% giving that there are only 

countries scoring a low grade, considering that there are multiple portfolios constructed by 

various weighting schemes this finding lends very strong support for diversification benefits. 

Only one portfolio was remotely close to a low grade. This is strong evidence that naive 

portfolio weighting schemes, such as the ones used in this study, do improve performance. 

Off course if only bad performing countries would have been included in a portfolio it would 

result in a bad grade. However due to that the portfolio schemes were selected before any 

findings had been computed it seems as if would be hard to create a low performing portfolio, 

even if it is not very extensively diversified. It would be conditional upon finding the lowest 

performers one by one which decreases the likelihood for creating such a poor performing 

portfolio. This evidence is supported by Li et al. (2003) where they concluded that 

international portfolios even partly made up from emerging markets provide diversification 

benefits. 

 

The ratios of the medium and high grade was 40% and 50% respectively, which makes less 

sense and due to the few investments in the study we consider these numbers to be roughly 

50% each. Thus in these grades it seems as if portfolios do not add any significant value over 

a single country, they have almost the same probability for ending up in either grade. The 

overall inference of this is that portfolio diversification will increase the performance but 

only to a small degree, in obtaining high performance it seems less relevant. This is in line 
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with what portfolio theory implies, that diversification adds stability and improves overall 

performance of all your assets. A further decomposition of the portfolios performances inside 

their subgroups reveals that the only logical and theoretical valid naive portfolio weighting 

scheme is the min variance optimization on two broad portfolios. The min variance portfolio 

is the most logical combination of the individual countries, the portfolio has more investment 

benefit points than its two components and it scores a high grade. This portfolio has no kind 

of preconceived assumption about anything besides that we view BRIC and CIVETS as two 

different types of economies.  

 

The geographical weighting scheme produces consistently, in each ranking, the widest range 

of values which then means that we need to have an assumption over or evidence from the 

geographical region to base our portfolio around. Thus the logical reasoning in this weighting 

scheme is invalid. However their performance is still medium or high so a broad geographical 

diversification seem to still create consistent diversification benefits over a single country so 

the theoretical assumption of general diversification seem to hold true. However they do not 

consistently produce what we call investment benefits, only one geographical portfolio do 

create investment benefits. A plausible explanation would be regional spillover effects but 

that would not be true, each portfolio has a wide range in the total scores of their components 

which indicate that geographical closeness has little effect on performance. Our interpretation 

is that regional spillover effects are of low importance for international investors.  

 

A very interesting finding is in the performance of the correlation portfolios, the high 

consistently outperforms the low. This is in direct contrast to Arora et al (2011) where they 

find that there is low correlation among emerging- and developed markets and that there is an 

opportunity to find diversification benefits. We have on average found high correlation to 

S&P 500 and that seems to in opposite add value in forms of lower country risk and more 

efficient markets. In this overall ranking the high correlated portfolio’s advantage is both a 

fair margin in the total score and it has substantially more points in investment benefits. This 

is in complete opposite of what previous literature would suggest. As the designations are 

based on their correlation to S&P 500 but also quite true for their cross correlation it is an 

unexpected finding. As discussed in section 2.2.1, anything but a perfect correlation will help 

reduce variance which is singled out as key performance benefit from diversifying. However 

we can infer that something else is playing a bigger part in overall performance. The results 

are consistently better for the high correlated portfolio in each ranking besides correlation to 

S&P 500, which it obviously should not be either and this lack of performance also has to be 

made up elsewhere. For these portfolios we make the same argument as for the difference 

inside CIVETS and between BRIC and CIVETS, the stability of the economies is more 

relevant than their correlation to their overall performance. This is supported in the 

correlation portfolios’ skewness, kurtosis and currency effects. The high portfolio shows 

more signs of stability and development in each category. 
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Chapter 6: Conclusions  
In this chapter we will conclude our research by giving our final thoughts on the meaning of 

the results in our conclusions to our two research questions. After our conclusions we will 

discuss our theoretical contribution to research in this topic. From this we will contextualize 

these findings to what practical implications they will have on foremost small passive 

investors, after that we will present our suggestions for further research.  

 

Answer for First research question 
 

We think that the results from this study have been quite in line with what previous research 

would suggest and what we would logically expect from our own previous knowledge. First 

of all we can conclude that returns seem to, on average, be negatively skewed and have 

positive kurtosis, thus the assumption of normality is violated. If normality of return 

distribution is violated, then the concept of volatility as risk measure is significantly 

impaired. Volatility is only a mean-variance analysis and if it is to properly account for the 

true risk of an asset the underlying distribution needs to be normal. The deviation from 

normality we have found would mean that volatility would underestimate the “risk” of the 

assets. As an investor “risk” is usually viewed as the downside potential and not the upside, 

the skew and kurtosis will mean that there is higher probability for returns slightly above the 

mean and more extreme negative events than extreme positive ones. Combined this means 

that there is definitely more downside risk than upside potential, whereas the normal risk 

measure would state that they are equal. This conclusion is also reached by Li & Rose (2009) 

in that there is “hidden risk in volatility”.  

 

 

However the overall negative skew and kurtosis implies that we indeed have efficient 

markets in all besides Vietnam and Turkey. The negative skew and kurtosis shows that the 

positive drift and risk premium is present in these markets. This fact is strengthen by that 

there seem to be a relation between the variables that can proxy for this efficiency or country 

development, the variables being correlation to S&P 500, skewness, kurtosis and currency 

effect. It is further strengthened by that what in this sample is a relatively inefficient market it 

scores bad in these variables whereas the more efficient ones are scoring well. This is very 

much in line with previous literature, stock markets have to overtime go higher since risk 

need to be rewarded and as the level of development increases the stability of this premium 

also increases, which is why there should be both negative skewness so that we have on 

average above mean returns and positive kurtosis so that these above mean returns are 

situated in a closer than normal range. A conclusion from this is that the probability for a 

stock to go up or down is not exactly 50/50; rather there is a slight skew for a higher 

probability for it being up.   

 

Another obvious conclusion is that currency risk is of great importance, it ranged from a 

negative 48 percent to plus 28.7 percent. This is significant amounts of value added or lost on 

an investment and even on itself it can make a worthwhile investment. If all parity conditions 

are assumed to hold, which we deem to be reasonable within a certain degree, these currency 

effects reflect the economies relative increase in strength against the U.S. The overall 

conclusion from this is that currency risk management is debatable, we see it as common 

sense might go a someway to exclude countries with high downside risk. If so then hedging 

would limit more upside potential than downside risk however this is maybe more an 

implication of the investors personal risk aversion. If the investor believes that it has enough 
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sense to at least sort out the high risk countries then not hedging the exposure would be most 

rewarding as it maintains the upside.  

 

Overall the Sharpe ratios and terminal growths do not correspond well to each other but the 

overall grades correspond well to the Sharpe ratios with a slight upward bias. Meaning that 

the overall scores are on average better than the scores in Sharpe ratios but the investments 

follow the same underlying pattern in that the high correlation portfolio outperforms the low 

etc. Disregarding the problem of volatility as risk in the Sharpe ratio, it seems as if a good 

risk to reward profile does suggest a good investment opportunity. Thus we conclude that risk 

adjusted returns are a fair assessment of performance if applied consistently. Only the high 

grade bracket seem to correspond well between Sharpe ratios and terminal growth which 

might not be unreasonable, an exceptional growth (return) will have a high impact on a risk 

adjusted measure such as the Sharpe given that the risk do not differ substantially. What we 

can see as an explanation to that the level of growth opportunity seem to not be in line with 

what overall grade could be expected is that Colombia is an extreme positive outlier which 

extends the relative scoring range too far for the other investments to score as well as they 

should. We can also concluded that relatively inside our sample there seem to be a bias for 

medium grade investments and our benchmark falls right onto the mean of the sample.  

 

We have also concluded that from an investor’s practical viewpoint S&P 500 is a poor 

benchmark for performance that matters to an investor; S&P 500 had both a negative terminal 

growth and negative Sharpe ratio. The only other investment scoring the same double 

negative values in those categories was Vietnam and it is the overall lowest performer, so 

S&P 500 makes up this lack of performance in other less relevant categories. Terminal 

growth in purchasing power is arguably the most relevant category to any investor’s 

consideration and in this category beside the two previously mentioned only China have a 

growth below 100%, meaning that all investment besides these three at least doubled the 

value of the investment. So in the end we can conclude the same as Naranjo &  Porte (2007), 

where they conclude that investing in a developed market (the U.S) do not provide any 

benefit to only investing in emerging markets. So we can confidently answer yes to “Are 

emerging markets a suitable investment option for small long-term passive investors 

compared to S&P 500?” Worthy of note in this regard is that our developed market 

benchmark S&P 500 negative inflation adjusted growth over the ten year sample period 

seems to be an extremely unsuitable investment option when it is contrasted by Colombia and 

Indonesia’s remarkable growth of 948% and 683% respectively. What makes this so 

remarkable is that these numbers are all compared in USD terms after any currency effect. 

This conclusion is in direct conflict with that of Kumar (2011) where he showed that there is 

no statistically verifiable difference in the returns between S&P 500 and emerging markets, 

we would argue that there is a significant difference between 948% and -15% over ten years. 

 

 

Answer for Second research question 
 

From the 40% high, 50% medium and 100% low country to portfolio ratios we conclude that 

there is strong evidence that diversification is overall of low importance. It is almost equally 

probable that a portfolio will place in either of the two higher grades as a single country. Thus 

a portfolio inside the sample offers on average only little additional real value over the 

individual countries. By decomposing the performance of each portfolio subgroup a different 

fact comes to surface, the performance of the portfolios follow a pretty logical path. The min 

variance outperforms both its components as it logically should since it maximizes the risk to 
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reward profile, off course this only true for the variables affecting the Sharpe ratio. 

Nonetheless the result is logical. A min variance optimization is strictly the application of 

theoretical reasoning since only the variance and return between the two assets are 

considered. So it is their own relative performance that matter, ergo there has to be no 

preceding analysis that separates their performance to anything else. 
 

The geographical portfolios produce the biggest variance but with grades distributed so that 

they are corresponding somewhat well to the individual components own grades. However 

we can see that these portfolios provide a  good example what portfolio theory states should 

happen, the weighting caps both upside and downside risk or in this case the scores of the 

individual components.  We can also conclude that the geographical weighting scheme 

cannot through a logical assumption over regional spillover effects create consistent positive 

investment benefits but it can create consistently better performance compared to a single 

country in the sample. We saw that regional spillover effects are at a minimum, no 

geographical portfolio’s individual countries show any relationship in their performances. 

 

The correlation portfolios however produce theoretically a very illogical result; the one with 

high correlation receives a high grade and the low a medium grade. We however concluded 

that the same analysis holds true for these portfolios as for the BRIC and CIVETS  groups, 

emerging markets risk level seem to follow a relationship to the country’s relative level of 

development (stability). So there seem to be an optimal time when the economy stabilizes 

and integrates to world markets but still has the potential to grow rapidly. Thus a higher 

correlation to S&P 500, together with more negative skewness, positive kurtosis and less 

currency effect indicate such a state of the economies in the correlation portfolios. The two 

portfolio’s values in these four categories validates this perfectly, the high is somewhat better 

in each and is also somewhat better overall. Then we can say that correlation has to be 

viewed, in an international context,  in a more practical view than what previous literature 

seem to suggest. We can conclude since the correlation designation and cross correlation is 

more indicative of their relative state as economies. Off course due to that portfolios are 

averaging out its components values there are some exceptions in our two portfolios but 

overall the results and conclusions match reasonably well, especially since the same 

argument holds for the individual countries in the BRIC and CIVETs groups as well. 

 

Overall the portfolios investment benefit points corresponds to these conclusions, the min 

variance scores better than both its individual components, the geographical portfolios 

produce the widest range and the high correlation portfolio is better than the low. 

 

By these various decomposition over the portfolio subgroups, we can first concluded that 

diversification on average adds a small amount of overall performance. Two we can conclude 

that both a practical and logical and a theoretical and logical reasoning in portfolio theory can 

improve the chance of creating a better performing portfolio. So the answer to our research 

question “Do naively weighted portfolio schemes, consisting of  BRIC and CIVETS indices 

provide any investing benefits over S&P 500 or the individual emerging markets?“ is 

therefore yes. Portfolios of emerging markets add on average diversification benefits which 

are supported by Li et al. (2003). No portfolio scored a low a low grade, all portfolios had 

positive Sharpe ratios and above 100% in terminal growth whereas the S&P benchmark and 

only two other emerging markets did not. So on average yes our portfolios have added value 

but they are not more likely to be a medium or high performer than a single country but if 

logical reasoning in either a practical or theoretical manner is applied well it should increase 

the probability of creating relatively better investment than the original components. So in the 
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very least we can conclude that constructing a portfolio can be viewed as a “risk” or 

downside insurance.   

 

It seems as if we can conclude that this study has answered our original purpose with 

conducting it, yes emerging markets do offer investing value over a developed market such as 

the U.S and logic in portfolio theory can improve the chance of a relatively better performing 

investment. 

 

6.1 Theoretical contribution 

From our research it seems as if assuming non-normality in stock returns  is more accurate 

than assuming normality, which is logical if stock markets are supposed to compensate 

investors for taking risk, therefore we see a need to improve on volatility as a tool to measure 

risk. We can conclude that the concept of volatility as a risk measure and mean-variance 

analysis is not perfectly valid. Skewness and kurtosis can be seen as really obscuring the 

meaning of variance as “risk” in both positive and negative meaning, although the results 

seem to indicate that on average it is in a slight positive way as in the presence of a positive 

drift and risk premium. In short this means that there is less risk, as defined by the increased 

probability mass above the mean, than what “risk” would actually imply. With the reminder 

that the actual downside risk is more extreme, in that we have heavier than normal left tails. 

This makes it more important that the volatility concept is improved upon, since as it is now 

it will on average understate the true downside risk (extreme negative events) and upside 

potential (closer to the mean and less extreme events). So what seems to be missing in 

literature over financial risk is how to properly account for the slight positive drift and heavy 

left tail.  

 

From our findings we have identified an area in portfolio theory which is lacking in 

knowledge, our findings showed that the end performance of an investment is mostly 

irrelevant whether if it is a single index or a broad portfolio of indices. There seem to only be 

a slight benefit from diversification. From this we have concluded that there is a limit to 

acquiring diversification benefits from broad international diversification portfolio 

construction schemes. Broad international diversification we have found to have no benefit in 

terms of outright highest performance. However our findings have shown that logical 

reasoning improves the chance of creating a better portfolio than its individual components. 

Another big issue we have identified is that correlation seems to be a poor indicator of what 

diversification performance we can expect. In theory correlation is highlighted as good way 

of finding diversification benefits but in an international context that seem invalid. Rather 

correlation in an international context between a developed- and emerging market seem to be 

more indicative of their relative state as economies and the pairs relative difference in 

performance, rather than an opportunity for finding overall investment benefits. 

 

6.2 Practical implications  

An obvious practical implication of the results in this study is that developed markets such as 

the U.S do not offer any relevant investment value over emerging markets, whereby we 

recommend small passive international investors to consider allocating their capital from 

developed markets to emerging markets. A practical issue to this is that to find a good growth 

opportunity the investor should either analyze the emerging market of interest for apparent 

country risks, which have proven to be significant in affecting the terminal value growth (non 

adjusted growth). Or the investor can use logic in creating a portfolio of emerging markets, 
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where the individual’s risk aversion can be used as a guide to which type of portfolio scheme 

is to be used. On average our results indicate that common sense in either these two strategic 

approaches may perform roughly the same, suggesting that capital is mostly wasted when 

doing individual analysis. For a long term passive investor we deem the capital is better used 

in the investment so as to earn compound benefits and therefore a portfolio is superior to a 

single asset, especially the min variance optimized portfolio scheme is highly recommended. 

That portfolio is the broadest diversified portfolio in this sample and is comprised of all 

included emerging markets, no analysis beyond the composition of the two groups have had 

to be made and the portfolio is a high performer and have positive investment benefit points. 

 

Furthermore the investor should stay wary of that a simple mean-variance analysis will not 

correctly model the risk in the portfolio, an expected shortfall measure in conjunction with a 

VaR value we would suggest as the currently best model to appreciate the risk of the 

portfolio. Also the investor should remember that the growth in these markets will eventually 

taper off, which means that the investor should look for signs of stagnating growth and if 

found search for new opportunities in other markets. The investor should also remember to 

watch the liquidity of the assets in the portfolio. Since liquidity will affect the price at which 

the investor can unwind the positions, the argument holds true for asset bubbles as well. We 

suggest that the investor should periodically analyze the portfolio over any of these possible 

issues as they may otherwise create drawdowns which will lower the capital growth. 

 

6.3 Further research 

After concluding our study we see a need for further research in mainly two directions, being 

theoretical knowledge of key financial concepts and investor behavior. In relation to our 

research we have seen that there is a need to improve the concept of “risk” and the mean-

variance analysis underlying it, today “risk” is based on normality assumptions which seem 

to be invalid in an efficient market that is compensating risk with a positive drift. We have 

seen that only a small amount diversification benefit is present on an international level but 

logic in constructing the portfolios without any security analysis seem to increase the 

probability of a higher performing investment. So we suggest that naive diversification 

schemes such as the ones we have used are further investigated for if logical reasoning in 

portfolio construction will consistently improve performance over the individual components. 

We propose that this research is divided in both an international and national context since it 

is important to determine in what context such an assumption would hold, as we have seen 

with how international correlation seem to be a poor indicator of potential diversification 

benefits. 

 

Considering that the initial reason for conducting this research came from the fact that we 

saw that small investors seem to intuitively know that emerging markets are a suitable 

investment option, which we have concluded also that they are, we see it as an important area 

for further research. We suggest that a qualitative study is conducted which investigates this 

seemingly natural and correct intuition in small retail investors. 

 

 

“It is likely that unlikely things should happen” 

- Aristotle (384-322 BC) 
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�����������	
�������������������������� ��!!��"�#��$�%&�'���()���*+,- ./-*+/0+- 1-*230,- ,-*3403- 5-*.506- 6-*./- 4-*30+- +-403- 2-.30,- 3-3/0+- .-3,--789:;- 56-./<-=>8?@;A- 506-�	
���B��C�����DEF��E���EG��H'�I��JJ� %&�'���()��� K��"LJ#J� %&�'���()���*/0455- .- /0.2.- ./-*/0+24- 3- /0263- 1-*/0312- 2- /0412- ,-*/0.4.- +- /0,3+- 5-*/0//1- 4- .0/4+- 6-/0.2+- 6- .03,4- 4-/0356- 5- .04.6- +-/0+.,- ,- .05+5- 2-/046/- 1- .015,- 3-/05/3- ./- 303/1- .-/0,++-- 30++/--789:;- .0+33-789:;- 302/1-./<-=>8?@;A- /0.+3-./<-=>8?@;A- /032.-M	
���N���GO�E�P�FQR�FF�
�P�Q���GFEFS�L()#��T�J'�I��JJ�&�T�'��"LJ#J� UL"&V�J�L���WXY- 3/0///-- -Z;[\]̂ - .+0///-- -_\:̀- ,0///-- -- 30///-MM



�����������	
��������
����
������������� !"� #�$%�$&'(���)*+*,-. /*.*+***. 0.*+*-*. 1.*+*,*. 2.*+*10. ,.*+//0. 3.*+/40. 4.*+/20. -.*+5*1. 5.*+5-1. /.*+5,1..6789:. *+5,1.//+/;.<=7>?:@. *+*-*.ABCDE�FG�HIEJBDD�KLKBD�JBMNOMP�QR���SS� " �S���$%!$T� #�$%�$&'(���/3. UV9W.5,. X:YVZ[.-,. \]̂ .42..6789:. -5.--;.<=7>?:@. //._̀ abcddefghf̀fhicdebcgjfgke lcgjegimnabe/4. UV9W.54. X:YVZ[.-3. \]̂ .43. .6789:. -/.--;.<=7>?:@. /*.o�



� � ��������		
�	����������������	�	��������������������� !"#$%�&'�����(� )�*���)))+,�-�+,�,+����
��


