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Equity Return Factors in Emerging Markets

In the June 1992 Journal of Finance, professors Eugene L. Fama and Kenneth R. French published their paper, “The Cross-section of Expected Stock Returns.” In it, they examined the effect of book-to-market value ratios (value vs. growth stocks) and market capitalization (small-caps vs. large-caps) on returns in the US markets. Their conclusion was that both value and small-cap stocks provided risk premiums over growth and large-cap stocks. For the period 1964-1998, the value premium was 4.65 percent and the size premium was 2.75 percent.1 

In August 1999, the Journal of Finance published a study, “Local Return Factors and Turnover in Emerging Stock Markets,” by K. Geert Rouwenhorst. In it, Rouwenhorst examined whether similar value and size risk premiums were prevalent in emerging markets. Given the risks of emerging markets investing, investors might intuitively hypothesize that these risk premiums might be even larger in the emerging markets. For example the value premium might be explained to some degree as compensation for credit and liquidity risk (access to capital risk). Given that the banking system in the US is probably among the strongest in the world, investors might expect a larger value premium when investing in emerging markets. In emerging markets, growth stocks also are likely to have greater trading liquidity than value stocks. Thus the value premium might also be explained as a trading liquidity premium. The same arguments could be made for emerging market small-cap stocks compared to large-cap stocks. 

Using the International Finance Corporation’s emerging markets database, Rouwenhorst’s study covered 1,705 firms in 20 emerging markets for the period January 1982-April 1997.2 He found that there was a value premium (value stocks outperforming growth stocks) of 0.93 percent per month. The t-stat was a very high 3.68. (The t-stat is a measure of statistical significance that is generally considered statistically significant if it is higher than 2.0.) Rouwenhorst also found a size premium (small-caps outperforming large-caps) of 0.7 percent per month, with a t-stat of 2.96. 

Rouwenhorst concluded that the return factors in emerging markets were qualitatively similar to those found in developed countries. While his study does cover a relatively short 15-year period, its “out-of-sample” nature provides valuable support for the Fama-French findings that value and small-caps stocks carry a risk premium — no matter what the market. 

1
Data based on annual Fama-French data as published by Dimensional Fund Advisors, Inc.

2
Emerging markets included in the study were Argentina, Brazil, Chile, Colombia, Greece, Indonesia, India, Jordan, Korea, Malaysia, Mexico, Nigeria, Pakistan, Philippines, Portugal, Taiwan, Thailand, Turkey, Venezuela and Zimbabwe.tc "6
New York Times, “Untangling Emerging Markets,” Richard A. Oppel Jr., January 24, 1999. "
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