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Shaking Things Up in Emerging Markets
April 9, 2018
The nature of emerging markets has been changing, and Information Technology (IT) has become the most
dominant sector in the MSCI Emerging Markets Index. In this respect, the recent announcement by MSCI and S&P
of a review of the Global Industry Classification Standard (GICS) will shake things up.
A key outcome of the review will be a significant reduction of the IT weighting in the index. Despite the lower IT
weighting, however, I believe technologically innovative companies will continue to have a dominant role in
emerging markets.
The nature of emerging markets has been changing. As the chart below shows, over the past 10 years the MSCI
Emerging Markets Index has experienced a structural shift toward IT at the expense of heavyweight commodity
sectors. The change is even more pronounced compared with 20 years ago, when IT only represented 5% of the
index.
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The Internet Services & Software industry, which is led by the so-called “BAT” companies (Baidu, Alibaba, and
Tencent) and now accounts for more than 10% of the index, has been a key driver of the increase in the index’s IT
sector weighting.
But the increase is not exclusively due to these companies; many emerging market companies are at the forefront
of the technology revolution.
Moreover, technology-enabled business models are prospering beyond the technology sector, across different
industries, from financial services to consumer sectors.
It is not surprising, given these changes, that MSCI and S&P recently announced a review of the GICS, which were
developed in 1999 to organize companies into industrial groupings based on similar production processes,
products, or behavior.
The GICS structure currently consists of 11 sectors, 24 industry groups, 68 industries, and 157 sub-industries into
which all major public companies are organized.
A key outcome of the GICS review on the MSCI Emerging Markets Index will be that the index’s IT weighting will
decline by nearly half, mostly in favor of Telecommunication Services, which will be renamed Communication
Services.
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The bulk of the IT weighting reduction will come from the discontinuation of the Internet Software & Services
industry. The rationale, according to S&P and MSCI, is that the industry “has become too large and diverse to be
useful for analysis or index construction. It has evolved to include new business models using internet technology
to cater to a variety of end users and industries.
A majority of respondents [to a survey MSCI and S&P conducted prior to announcing the changes] now regard the
internet as simply a medium for delivery of a company’s products and services.”
One result of this change will be the reclassification of Tencent and Baidu from the IT sector into the
Communication Services sector, while Alibaba will join the Internet & Direct Marketing Retail industry in the
Consumer Discretionary sector. In other words, the BAT will no longer be in the IT sector. That’s quite a change.
An approximation of the MSCI Emerging Markets Index weighting changes based on the most recent information
disclosed by MSCI is shown below.
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The index’s increased weighting in the new Communication Services is largely driven by two factors. The first is the
reclassification of a large part of Internet Services & Software industry as described above.
The second is the movement of the Media industry group from the Consumer Discretionary sector into the
Communication Services sector. MSCI’s rationale for the latter is the acknowledgment of the convergence between
content creation and delivery—that is, between media and telecommunications companies.
This loss to the Consumer Discretionary sector, however, is more than offset by the new inclusion of Alibaba and
other such companies in the Internet & Direct Marketing Retail industry in the Consumer Discretionary sector.
Company fundamentals are agnostic to index classification, and in our view fundamental active management
should be as well. Nevertheless, investors will likely be affected by GICS changes as sector profiles will become
more blurry.
In particular, the IT and Communication Services sectors will be meaningfully altered, thus making historical
comparisons difficult.
Stripped of some of its most secular growth components, the new IT sector’s growth profile will diminish, as will its
valuation. Based on our estimates, the IT sector’s one-year historical earnings-per-share (EPS) growth rate will
decline from 30.6% to 16.5% and its price-to-earnings (P/E) ratio will decline from roughly 15 to 10, as the table
below shows.
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Conversely, the historically low-growth Telecommunication Services sector will morph into a fast-growing,
innovative Communication Services sector (with expected long-term growth soaring to 31.5% versus 14.0% for the
old Telecommunications Services sector).
These changes will make historical comparisons hazardous and will certainly pose challenges to investors who
attempt to gain exposure to fast-growing, innovative companies in emerging markets blindly through passive
sector strategies.
Moreover, despite the lower IT weighting, I believe technologically innovative companies will continue to have a
dominant role in emerging markets over the next decades.
For example, according to TechCrunch, 40% of the world’s so-called “unicorns” (which are start-up companies
worth more than $1 billion) are in emerging markets, and South Korea tops the league of most innovative
economies in 2018, based on the Bloomberg Innovation Index.
In addition, the Chinese government’s continued support to its technology champions and backing of start-ups in
the “internet of things” (the network of physical devices, vehicles, home appliances, and other items embedded
with electronics that allows them to connect and exchange data), smart appliances, and high-end consumer
electronics will continue to drive technological innovation.
Whether these companies are now categorized in Communications Services, Consumer Discretionary, or even
Financials or Industrials sector, the lower IT weighting does not mean that there will be any less technology or
innovation.
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Note: The GICS changes mentioned in this note will be implemented at the end of September 2018. They will affect
all MSCI and S&P indexes, both in developed and emerging markets. You can read more about these changes here.
Past performance is no guarantee of future results. Investing involves risks, including the possible loss or
principal. Equity securities may decline in value due to both real and perceived general market, economic, and
industry conditions. Investing in foreign denominated and/or domiciled securities may involve heightened risk due
to currency fluctuations, and economic and political risks, which may be enhanced in emerging markets.
References to specific securities and their issuers are provided for illustrative purposes only and are not intended
as recommendations to purchase or sell such securities. References to sectors or industries should not be
considered investment advice.
The MSCI Emerging Markets Index is a free float-adjusted, market-capitalization-weighted index designed to
measure equity market performance of emerging markets. The index is unmanaged, does not incur fees or
expenses, and cannot be invested in directly.
Romina Graiver is a portfolio specialist on William Blair’s Global Equity team.
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Disclosure:
This content is for informational and educational purposes only and not intended as investment advice or a
recommendation to buy or sell any security. Investment advice and recommendations can be provided only after
careful consideration of an investor’s objectives, guidelines, and restrictions.
Information and opinions expressed are those of the authors and may not reflect the opinions of other investment
teams within William Blair Investment Management, LLC, or affiliates. Factual information has been taken from
sources we believe to be reliable, but its accuracy, completeness or interpretation cannot be guaranteed.
Information is current as of the date appearing in this material only and subject to change without notice.
Statements concerning financial market trends are based on current market conditions, which will fluctuate. This
material may include estimates, outlooks, projections, and other forward-looking statements. Due to a variety of
factors, actual events may differ significantly from those presented.
Investing involves risks, including the possible loss of principal. Equity securities may decline in value due to both
real and perceived general market, economic, and industry conditions. The securities of smaller companies may
be more volatile and less liquid than securities of larger companies. Investing in foreign denominated and/or
domiciled securities may involve heightened risk due to currency fluctuations, and economic and political risks.
These risks may be enhanced in emerging markets. Different investment styles may shift in and out of favor
depending on market conditions. Individual securities may not perform as expected or a strategy used by the
Adviser may fail to produce its intended result.
Investing in the bond market is subject to certain risks including market, interest rate, issuer, credit, and inflation
risk. Rising interest rates generally cause bond prices to fall. High-yield, lower-rated, securities involve greater risk
than higher-rated securities. Sovereign debt securities are subject to the risk that an entity may delay or refuse to
pay interest or principal on its sovereign debt because of cash flow problems, insufficient foreign reserves, or
political or other considerations. Derivatives may involve certain risks such as counterparty, liquidity, interest rate,
market, credit, management, and the risk that a position could not be closed when most advantageous. Currency
transactions are affected by fluctuations in exchange rates; currency exchange rates may fluctuate significantly
over short periods of time. Diversification does not ensure against loss.
There can be no assurance that investment objectives will be met. Any investment or strategy mentioned herein
may not be appropriate for every investor. References to specific companies are for illustrative purposes only and
should not be construed as investment advice or a recommendation to buy or sell any security. Past performance
is not indicative of future returns.
Copyright © 2020 William Blair & Company, L.L.C. "William Blair” is a registered trademark of William Blair &
Company, L.L.C. No part of this material may be reproduced in any form, or referred to in any other publication,
without express written consent.

