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Opportunity Emerges
for Global Investors

The rise of emerging market small-cap investing

Emerging market (EM) small-capitalization (cap) stocks may be one of the

most overlooked asset classes. Recent Pyramis research reports have described
the significant opportunities presented by both international small-cap and
emerging market equities! The compelling arguments for both of these asset
classes individually combine to make a forceful case for investing in EM small-
cap stocks. The expected strong gross domestic product (GDP) growth in EM
countries, along with the development of a robust EM middle class,? may boost
EM small-cap stocks as much as, if not more than, their larger-cap counterparts
as their returns tend to be driven more by local factors.

EM small-cap stocks present advantages for investors:

Strong Historical Returns

EM small caps have outperformed most other asset classes in the past 10 years, as illustrated
in Exhibit 1.

EXHIBIT 1: EQUITY INDEX RETURNS THROUGH MARCH 31, 2010
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Our intent in not showing one-year returns was to show returns over longer time periods to highlight the historically higher
returns this asset class has achieved. One-year seemed shorter term in our view.
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With small-cap stocks generally considered riskier than large-
cap stocks, many investors have shied away from taking on ad-
ditional risk in an already risky EM equity allocation. In devel-
oped markets, it is true that small-cap stocks are much more
volatile than large- and mid-cap stocks, as shown in Exhibit 2.
The exhibit, as indicated in the red outline, illustrates that de-
spite their strong returns, EM small-cap stocks have exhibited
essentially the same volatility as the MSCI Emerging Markets
Standard Index. The MSCI Emerging Markets Standard Index
(comprising large- and mid-cap stocks) has a standard devia-
tion of return of 24.9% over the 10-year period ended March
31, 2010, and the MSCI Emerging Markets Small Cap Index
has a long-term standard deviation of return of 25.8%.

Also as shown in Exhibit 2, in the US, the volatility of small-
cap stocks is about 30% higher than the volatility of large-
cap stocks. In the MSCI World Index, small-cap stocks are
approximately 18% more volatile than large-cap stocks, and
they are 12% more volatile than large caps in the MSCI Europe,
Australasia, Far East (EAFE™) Index. What is most interesting
is the relatively low volatility of the MSCI All Country World
Investable Market Index (ACMI IMI), the largest representation
of global equities (ex-Frontier Markets) represented by the
horizontal line in Exhibit 2. It is only marginally higher than
both the MSCI World (Developed Markets) and Standard &
Poor’s 500 Composite Stock (S&P 5007) indexes and just
below that of the MSCI EAFE Standard Index. The emerging

markets may present a unique case where small-cap stocks
are not meaningfully more volatile than large caps, yet present
more opportunities to find companies with significant growth
opportunities that are undercovered and hence overlooked by
many investors.

Exhibit 3 shows that, over the last 10 years, global markets
have had a higher return per unit of risk than the S&P 500
Index. Over the past 10 years, adding small caps and emerging
markets, both of which are in the MSCI ACWI IMI benchmark,
marginally enhanced the risk-adjusted returns for US dollar—
based investors.

Potential Alpha Opportunity

Large-cap markets are typically more efficient. Historically, fewer
analysts cover small-cap stocks than large-cap stocks.® Large-
cap companies tend to be well known to most investors as a
consequence of strong global brands, presence in worldwide
markets, and name recognition as compared with some of their
small-cap counterparts that do not share a global presence.
This provides a fertile hunting ground for companies with growth
potential that may have been overlooked by the broader market.

Although the MSCI Emerging Markets Small Cap Index was
launched in March 2008, investment industry databases
generally have not established a separate category for small-
cap EM managers. As of March 31, 2010, the eVestment
Alliance database showed only nine out of 162 emerging

EXHIBIT 2: VOLATILITY OF LARGE/MID VS. SMALL CAPS OVER 10-YEAR PERIOD
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The Emerging Middle Class

The emergence of a middle class historically results in a boost to
material consumption and typically is accompanied by increased
entrepreneurship, innovation, and growth. At only 12% of the

population, China’s middle class of 157 million people is second

of the population is above the subsistence level, they begin to
invest in housing, education, and leisure pursuits, which spurs
increased consumption. Many emerging economies appear

to be nearing the vertical growth phase of the S-Curve, as
illustrated in Exhibit 5, which could significantly boost both

in size only to that of the United States? However, China already growth and consumption in these economies.

has the largest cell phone market, with 700 million subscribers. The emerging middle class in the developing world is one large

reason why economic growth in developing markets is expected
to remain robust compared with the more modest current growth
expectations for the developed world. EM small caps may

provide exceptional return opportunities in such an environment.

The development path for most countries has historically taken
the “S-Curve” pattern illustrated in Exhibit 5. When countries
reach a stage in development at which a significant portion

EXHIBIT 5: THE GLOBAL S-CURVE
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Important Information

Information presented herein is for discussion and illustrative purposes only.
It is not intended as investment advice, nor is it an offer or solicitation to buy
or sell any securities.

This document contains statements that are “forward-looking statements,”
which are based on certain assumptions of future events. Actual events
are difficult to predict and may differ from those assumed. There can be
no assurance that forward-looking statements will materialize or that actual
returns or results will not be materially different than those presented. Past
performance is no guarantee of future results.

The views expressed herein are those of the individual contributors and

do not necessarily represent the views of Pyramis Global Advisors. Certain
data and other information in this research paper were supplied by outside
sources and are believed to be reliable as of the date presented. However,
Pyramis has not verified and cannot verify the accuracy of such information,
and such information is subject to change without notice.

Certain data and other information in this presentation have been supplied by
outside sources and are believed to be reliable as of the date of this document.
Data and information from third-party databases, such as those sponsored

by eVestment Alliance and Callan, are self-reported by investment manage-
ment firms that generally pay a subscription fee to use such databases, and
the database sponsors do not guarantee or audit the accuracy, timeliness, or
completeness of the data and information provided, including any rankings.
Rankings or similar data reflect information at the time rankings were retrieved
from a third-party database, and such rankings may vary significantly as
additional data from managers are reported. Pyramis has not verified and
cannot verify the accuracy of information from outside sources, and potential
investors should be aware that such information is subject to change without
notice. Information is current as of the date noted.

Pyramis does not provide legal or tax advice, and we encourage you to consult

your lawyer, accountant, or other advisor before making any financial decisions.

Index or benchmark performance shown does not reflect the deduction of
advisory fees, transaction charges, and other expenses, which would reduce
performance. Investing directly in an index is not possible.

All trademarks or service marks presented herein belong to FMR LLC or an
affiliate, except for third-party trademarks and service marks, which belong to
their respective owners.

For Canadian Investors For Canadian prospects only. Offered in each
province of Canada by Fidelity Investments Canada ULC in accordance with
applicable securities laws.

Information presented herein is for discussion and illustrative purposes only
and is not a recommendation nor an offer or solicitation to buy or sell any
securities. Past performance is no guarantee of future results.

¥ 2010 FMR LLC. All rights reserved.
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For UK Investors FOR INVESTMENT PROFESSIONAL USE ONLY

This article is for Investment Professional use only. This material is issued
by Pyramis Global Advisors UK Limited “PGAUK”. PGAUK is authorized

and regulated by the Financial Services Authority in the UK FSA registered
no. 476031. PGAUK is incorporated and registered in England and Wales
under company number 5942395 with a registered address of 4th Floor,

10 Paternoster Square, London EC4M 7LS. The information presented is for
discussion and illustrative purposes only. It is not intended as investment
advice, nor is it an offer or solicitation to buy or sell any securities. Any views
and opinions expressed may change without notice.

For HK Investors FOR PROFESSIONAL INVESTOR USE ONLY

The information presented herein is produced solely for the recipient and
its internal use. The information contained is proprietary and confidential

to PGA-HK and its affiliates and may not be disclosed to third parties or
duplicated or used for any purpose other than for discussion and illustrative
purposes. The information outlined herein does not constitute investment
advice, nor is it an offer or a solicitation to buy or sell any securities. Past
performance is no guarantee of future results.

This document is issued by Pyramis Global Advisors (Hong Kong) Limited.
PGA-HK is licensed with and regulated by the Securities and Futures Com-
mission of Hong Kong (CE Number: ARG198). PGA-HK was incorporated in
Hong Kong as a private company limited by shares and registered under the
Business Registration Ordinance of Hong Kong on 13 November 2007.

Glossary of Indexes

MSCI Developed Market Indices: The MSCI Developed Market Indices are
unmanaged and based on the share prices of approximately 1,700 companies
listed on the stock exchanges in the 22 countries that make up the MSCI
World Index. They are calculated without dividends, with net and gross
dividends reinvested.

MSCI Emerging Markets Index: The MSCI Emerging Markets Index is an
unmanaged, market capitalization—-weighted index of equity securities of
companies in various countries. This index is designed to represent the

performance of emerging stock markets throughout the world, excluding
certain market segments unavailable to U.S.-based investors.

MSCI Emerging Markets Small Cap Index is a free float-adjusted market
capitalization index that is designed to measure the performance of small-
capitalization equities in the emerging markets.

MSCI Europe, Australasia, Far East (MSCI EAFE) Index: The MSCI EAFE Index
is an unmanaged, market capitalization-weighted index of equity securities of
companies domiciled in various countries. The index is designed to represent
the performance of developed stock markets outside the United States and
Canada, and excludes certain market segments unavailable to U.S.-based
investors. The net version of the EAFE Index adjusts for withholding taxes
applicable to Massachusetts business trusts.

MSCI World Index: The MSCI World Index is an unmanaged, market capital-
ization—-weighted index of equity securities of companies domiciled in various
countries. The index is designed to represent the performance of developed
stock markets throughout the world, and excludes certain market segments
unavailable to U.S.-based investors. The net version of the MSCI World
adjusts for withholding taxes applicable to Massachusetts business trusts.

MSCI All Country World Index (MSCI ACWI): The MSCI ACWI is an unman-
aged market capitalization-weighted index that is designed to represent the
performance of developed and emerging stock markets throughout the world.
Standard & Poor’s 500 Index (S&P 500 Index): The S&P 500 Index

is an unmanaged, market capitalization-weighted index of 500 common
stocks chosen for market size, liquidity, and industry group representation

to represent U.S. equity performance.

P:551598.6.0 F:557324.1.0 61.110343E 1.922886.100



