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Highlights 
 

• SGA’s Emerging Markets portfolio returned 3.1% (gross) 
and 2.8% (net) in Q1 2018 compared to 1.4% for its 
primary benchmark the MSCI Emerging Markets Index; 
during the same period the MSCI Emerging Markets 
Growth Index returned 1.2% and the MSCI ACWI with EM 
Exposure Index returned 0.6% 
 

• Emerging markets outperformed developed markets due 
to their greater leverage to an improving global economy; 
European shares were weak while Latin American markets 
generally performed best 
 

• Large caps performed best; the reward to business quality 
was weak as companies with lower returns on equity, 
higher levels of debt and no earnings outperformed; low 
beta outperformed for the quarter, but high beta led for 
much of it 
 

• Energy and Health Care sectors performed best while 
Consumer Discretionary and Telecommunications 
performed the worst 
 

• Strong stock selection was responsible for the portfolio’s 
outperformance; selection in the Consumer Discretionary 
sector contributed the most to the portfolio’s strong 
relative performance followed by selection in the 
Consumer Staples and Technology sectors.  Stock selection 
in the Financials and Energy sectors detracted most 
 

• A new position in Yum China was added to the portfolio 
and our position in LG Household and Health Care was 
sold; positions in New Oriental Education, JD.com and 
Ctrip.com were increased on weakness while positions in 
MercadoLibre, Shoprite and Tencent were trimmed on 
strength 

 
Performance 
 
SGA’s Emerging Market portfolio returned 3.1% (gross) and 
2.8% (net) in the first quarter of 2018 while its benchmark, the 
MSCI Emerging Market Index, returned 1.4%, the MSCI 
Emerging Market Growth Index returned 1.2% and the MSCI 
ACWI with EM Exposure Index returned 0.6%. 
 
 

 
Source: FactSet Research Systems, SGA 

 
Emerging Markets Experienced Continued Strength 
 
A favorable global backdrop with solid economic growth again 
encouraged investors to look beyond geopolitical challenges 
and rising interest rates in the U.S.  Emerging markets benefited 
from their greater leverage to improving global economic 
growth, outperforming developed market returns which, as a 
whole, were dragged down by weakness in European shares.  
Markets in Brazil (+12.4%), Pakistan (+11.4%), Egypt (+10.9%), 
Peru (+10.3%) and Russia (+9.4%) performed best, with Latin 
America being the best performing region after posting the 
lowest returns in Q4. Brazil led world markets, benefiting from 
indications that its former left-wing president Luiz Lula da Silva 
would be prohibited from participating in the country’s October 
presidential elections, and from a return of economic growth 
and curbed inflation and rising oil prices.  In Egypt, the 
country’s economy continued to benefit from economic 
reforms which led the market to an all-time high in April.  
Peru’s political environment improved during the quarter with 
the resignation of its President and the formation of a new 
technocratic government expected to continue key economic 
reforms.  Expectations for Russia’s economy improved after its 
central bank cut interest rates, the country’s debt was 
upgraded, and oil prices rose. 
 
In contrast, European markets performed the worst in Q1 after 
experiencing pronounced weakness in March due to concerns 
over rising interest rates in the U.S. and future tapering by the 
ECB, and global trade tensions.  From a country perspective, the 
Philippines market performed the worst (-11.6%), reaching an 
all-time high in January before following global markets lower 
over the balance of the quarter as investors became more 
cautious over rising inflationary pressures and currency 
weakness, and the central bank’s ability to contain it.  Poland’s 
market was the second worst performer (-8.2%).  It started the 
year on firm footing but declined with the region on macro 
concerns as well as weakness in state-controlled enterprises.  
Indonesia and India also detracted from market returns as 
Indonesia faced continued subdued growth and India declined 
amid allegations of fraud at a state bank and poor performance 
by the ruling party in recent state elections.  
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Source: FactSet Research Systems 
 
Key Performance Drivers 
 
Optimism over global economic growth continued to benefit 
emerging markets but the underlying tone of the market 
changed over the course of the quarter with Value 
outperforming Growth by a thin margin, low return on equity 
and high debt businesses outperforming.  Higher beta stocks 
performed best for much of the quarter but declined 
significantly in March to the point that low beta outperformed 
for the overall period.  From a sector standpoint, Energy (+7.5%) 
and Health care (+7.0%) performed the best by a wide margin 
while Financials (+4.2%), Utilities (+3.0%) and Technology 
(+1.4%) also outperformed the index.  In contrast, Consumer 
Discretionary (-6.1%), Telecommunications (-3.7%) and Real 
Estate (-2.1%) performed the worst. 
 
Portfolio outperformance was driven entirely by stock selection, 
while sector weights detracted.  The vast majority of the 
strength in stock selection occurred in the Consumer 
Discretionary sector where positions in global e-commerce 
leader Amazon.com, online travel company Booking Holdings, 
and sportswear leader Nike helped most.  While technically U.S. 
companies, each of these business’ growth opportunities 
looking forward reside heavily in the emerging markets.  
Selection in the Consumer Staples and Technology sectors also 
contributed positively due to positions in South African retailer 
Shoprite Holdings, bottler Ambev, Argentine e-commerce 
leader MercadoLibre and Indian information technology and 
business services company Infosys.  The portfolio’s overweights 
in Consumer Discretionary and Staples stocks detracted from 
relative returns, as did its underweight to the strongly 
performing Financials and Energy sectors. 
 
Largest Contributors 
 
Amazon reported another strong quarter with its Web Services 
business sales growing 45% year-over-year (slightly better than 

in Q3) as margins improved and advertising growth continued 
to improve.  The company’s retail segment reported strong 
results, in line with aggressive expectations in the market.  
Overall, company sales increased 38% in Q4.  Our research 
continues to support holding an above average position in 
Amazon given its dominant position in the evolving Web 
Services business, its highly disruptive strategy across many 
facets of retailing and the tremendous range of opportunities 
for its businesses across the globe.  While we have high 
expectations for Amazon, we continue to be cognizant of the 
fact that it encompasses rapidly growing businesses with a 
need for investment, and a management team that, to their 
credit, focuses on the long-term opportunity, which isn’t always 
consistent with the short-term focus of Wall Street 
expectations.  We maintained an above-average weight 
position. 
 
Shoprite was the second largest contributor to portfolio 
performance.  Shoprite continued to benefit from its strong 
distribution capabilities and scale.  In a tough economic and low 
inflationary environment, the company delivered extraordinary 
results, gaining market share while maintaining margins in 
South Africa.  With greater political certainty in South Africa 
following the election of Cyril Ramaphosa to lead the ruling 
African National Congress (ANC) in the upcoming presidential 
election, the Rand appreciated and investors took a somewhat 
more positive view of the country’s economic opportunities.  
We trimmed our exposure to the stock on strength during the 
quarter given its valuation and maintained an above-average 
weight. 
 
Booking Holdings was the third largest contributor to portfolio 
performance in Q1 after being one of the largest detractors 
from performance in Q4.  Many of the concerns that surfaced in 
Q4 were either not new or caused many investors to react too 
negatively to what was a well-thought-out change in marketing 
strategy.  By building its brand and going beyond Google 
keywords and other metasearch channels, Booking is opening 
the path to more direct traffic, increased customer loyalty, 
higher margins, and less dependence on Google or other third 
parties. In the meantime, Booking Holdings continues to 
expand its property count (where its inventory of 
instantly-bookable rooms exceeds that of AirBnB) and is still 
benefiting strongly from continued growth in global travel 
spending.  We see attractive revenue and earnings growth 
opportunities over our 3-5 year time horizon and have 
maintained an average weight during the quarter relative to 
other stocks in the portfolio. 
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Latin American e-commerce leader MercadoLibre and Latin 
American brewer and bottler Ambev were the fourth and fifth 
largest contributors respectively to performance. 
 
Largest Detractors 
 
Raia Drogasil, the largest drugstore chain in Brazil, faced 
increasing competition as more competitors opened stores.  
The company continues to be very well managed and will 
continue to benefit from long-term secular growth drivers in 
terms of the demographics in its markets, however we expect 
competition will not ease in the short term.  We see a likelihood 
that the company will need to become more promotional, and 
it may be difficult to maintain its industry leading margins. 
Additionally, Raia Drogasil’s expansion activity is accelerating in 
2018 which will pressure margins in the short-term due to the 
naturally lower margins which new stores possess.  We have a 
high conviction in the company’s ability to continue to perform 
well relative to its competitors, but have concern over the 
willingness of the privately based competition to operate at 
lower margins in the medium term, thus impacting Raia 
Drogasil’s earnings growth opportunity.  Accordingly, we 
maintained a smaller than average position in the stock while 
we evaluate its opportunity relative to others on our Qualified 
Company List. 
 
South Korean consumer products company LG Household & 
Healthcare (LGH&H) was the second largest detractor from 
portfolio performance after reporting improved Q4 results in 
cosmetics (approximately 52% of sales) but deteriorating 
household and beverage results (about 48% of sales) due to 
market and competitive pressures.  Revenues from cosmetics 
benefited from improving duty free sales and strong mainland 
Chinese sales.  With Chinese government restrictions on travel 
to Korea easing and diplomacy showing some signs of easing 
tensions, LGH&H’s cosmetics business prospects are brighter, 
however, we believe that the household and beverage 
businesses will continue to struggle as they are largely domestic 
businesses that are mature. In the context of high valuation, we 
sold the stock to fund other opportunities. 
 
Enterprise application software leader SAP was the third largest 
detractor from performance in Q1 after the company’s stock 
price was negatively impacted by currency issues in its quarterly 
report and relative weakness in European shares during the 
quarter.  The company continues to execute well on its 
transition from the sale of on-premise licenses to cloud 
subscription products with license sales growing in the 
mid-single digits and cloud sales growing at around 30% per 
year.  With capex expenses leveling off in 2018 and declining in 
2019 and beyond, good traction in the company’s transition to 

more predictable cloud subscription-based business, improved 
macroeconomic conditions in some of its important markets 
(Russia and Brazil), and improving cash flow available to 
shareholders (CFATS) we continue to view SAP’s opportunity 
positively although it remains one of the portfolio’s more 
moderate growers. We maintained an average target weight. 
 
Chinese private education provider New Oriental Education 
and casual dining restaurant Yum China were the fourth and 
fifth largest detractors respectively from performance. 
 
Portfolio Changes 
 
Portfolio turnover during the quarter was less than average. We 
initiated one new position in Yum China and liquidated a 
position in LG Household and Health Care.  Weights in 
Ctrip.com, JD.com and New Oriental Education were added to 
on weakness while positions in MercadoLibre, Shoprite and 
Tencent were trimmed on strength. 
 
Purchases 
 
As is often the case, we used weakness in a stock to initiate a 
new position.  In this case, we added an average weight 
position in Yum China, China’s leading restaurant company, to 
the portfolio.  Operating over 7,500 restaurants in cities and 
towns spanning every province and autonomous region across 
mainland China, the company has exclusive rights to operate 
and sub-license the KFC, Pizza Hut and Taco Bell brands in China 
under a 50-year master license agreement.  Company owned 
stores constitute 80% of the store base and a higher percentage 
of profits. 
 
Over 2 billion customers visit the company’s stores annually 
providing a high level of recurring revenues due to accessible 
price points, diverse geographies and sales that span the full 
day.  Over 120 million members belong to the KFC and Pizza 
Hut loyalty programs in China, the highest participation rate in 
the restaurant industry worldwide.  Yum China’s pricing power 
is derived from its strong brand equity in China, and the fact 
that KFC and Pizza Hut are the preferred brands in their 
respective dining categories.  The company’s substantial scale 
provides them with advantages in operations, advertising, 
celebrity promotions and the quality of the real estate locations 
they can access. 
 
We expect the company to be able to triple its number of units 
over time, driven by continued economic development across 
China and the low penetration of quick service and casual 
dining opportunities still seen today.  The $500 billion Chinese 
fast food industry is highly fragmented, with Yum China the 
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largest restaurant operator, having only a 6% market share.  
New store unit economics remain highly attractive, with 
two-year average cash-on-cash payback periods for new units, 
and the company stands to benefit from its strong positioning 
in the quickly growing digital and delivery segments.  It also has 
the opportunity to expand its successful Taco Bell business 
across China (it opened its first store in Shanghai less than two 
years ago).  As in other restaurant related businesses, food 
safety poses a key risk to the thesis.  The sophistication of the 
company’s supply chain and the rigor of its food safety policies 
help mitigate this risk. We are also focused on Chinese 
consumption patterns, preference by the Chinese government 
for locally owned businesses, the rising prevalence of third 
party order aggregators, the risk of operating deleveraging and 
intense competition from local providers.  We will continue to 
evaluate these and other risks as we look at building the 
position moving forward. 
 
Sales 
 
As noted above, the portfolio’s position in LG Household and 
Health Care (LGH&H) was sold due to valuation and our desire 
to fund a higher confidence growth opportunity. 
 
Summary 
 
With their greater leverage to an improving global economy, 
emerging markets again outperformed developed markets.  The 
nature of the outperformance, however, looked very different 
from that seen in Q4.  With volatility measures increasing amid 
the reduction in monetary accommodation occurring in the U.S., 
increasingly protectionist trade rhetoric, ongoing geopolitical 
tensions in the Middle East, South China Sea and elsewhere, 
investors became a little more restrained in their risk 
preferences in Q1 despite the strong global economic backdrop.  
Energy was rewarded as oil prices rose and Health Care 
performed next best while Consumer Discretionary and 
Telecommunications sectors underperformed.  At the same 
time, business quality metrics such as high ROE, low debt and 
earnings were not rewarded.  With conflicting cross currents 
affecting stock prices during the quarter, our focus on 
businesses with strong repeat revenues, superior cash flow 
generation, long-term sustainable growth avenues and 
attractive cash flow based valuations performed well.  As 
investors consider the already meaningful rise in earnings 
growth discounted by the market, this higher level of 
predictability and sustainability may look more attractive given 
the changing economic backdrop. Our portfolio is forecast to 
generate approximately 19.6% earnings growth over the next 
three years with better margins, less debt and higher cash flow 
productivity. 

 
      Source: FactSet Research Systems, SGA 
 

We strongly believe that selectivity will become increasingly 
important in generating attractive relative returns in the 
emerging markets as the underlying low interest rate 
environment we have experienced over the past decade 
evolves. 

 
We thank you for your interest in our Emerging Markets 
Growth portfolio and look forward to speaking with you about 
it in more detail. 
____________________________________________________ 

The opinions expressed herein reflect the opinions of Sustainable Growth Advisers, LP 
and are subject to change without notice. Past performance is no guarantee for future 
results. This information is supplemental and complements a full disclosure presentation 
that can be found with composite performance. The securities referenced in the article 
are not a solicitation or recommendation to buy, sell or hold securities. This commentary 
is provided only for qualified and sophisticated institutional investors.  SGA earnings 
growth forecasts are based upon portfolio companies’ non-GAAP operating earnings. 
SGA Emerging Markets Growth Composite inception is 8/1/2014. Results are presented 
gross and net of management fees and include the reinvestment of all income.  The Net 
Returns are calculated based upon the highest published fees. The net performance has 
been reduced by the amount of the highest published fee that may be charged to SGA 
clients, 1.1%, employing the Emerging Markets Growth equity strategy during the period 
under consideration.  Actual fees charged to clients may vary depending on, among 
other things, the applicable fees schedule and portfolio size.  SGA’s fees are available 
upon request and also may be found in Part 2A of its Form ADV. Policies for valuing 
portfolios, calculating performance, and preparing compliant presentations are available 
upon request. Upon request, free of charge, SGA can provide a list of all portfolio 
holdings held in SGA’s Emerging Markets portfolio for the past year. Past performance is 
not indicative of future results. 


