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Letter from the Manager

Affirming our Faith in Growth at a Reasonable Price
In the end, valuations matter and perceptions change. In recent years, we believe that our growth-at-a-reasonable-price (GARP) 
philosophy has been out of favor in the emerging markets. Risk aversion has remained high. Investors have preferred a select group of 
stocks prized for their perceived safety, driving up their relative valuations to record levels. What we have found, however, is that these 
favored stocks have not exhibited extraordinary earnings growth or profitability. On the flip side, many high-quality growth stocks 
have been shunned during this period and now trade at a discount. We believe our disciplined, bottom-up approach to stock selection 
makes us well-positioned to exploit these inefficiencies. 

Lingering Repercussions from the Global Financial Crisis
With the global financial crisis of 2008 still fresh in investors’ minds, investors have been conditioned to anticipate the next crisis. 
Certainly, there will continue to be macroeconomic or political issues around the globe, but this is part of the normal business cycle. 

In our opinion, what we have faced is an extremely unusual period where defensive stocks have led the markets higher. Normally, 
one would expect growth stocks, like the securities in our strategy, to be the leaders in a rising market. What we have seen, however, 
is that investors remain extremely risk-averse, and that they are willing to pay a premium valuation for stocks that are perceived to be 
stable. This has resulted in a very narrow market with a few large winners, but with the majority of the universe lagging substantially, as 
shown in Exhibit 1. 

History as a Guide
US equities went through a similarly narrow market in 
the late 1990s as investors gravitated toward a group of 
stocks that appeared to have appealing characteristics: 
good growth, strong returns and dividend yields. These 
stocks (known as “one-decision” stocks) were well-
managed companies and for a time led equities higher 
as multiples expanded. Although there are a number of 
examples, Home Depot was typical of the time period 
where strong performance was driven in large part 
by multiple expansion. The five-year earnings CAGR 
(compound annual growth rate) from 1995 to 2000 was 
29%, with the stock trading at a PEG (price-earnings to 
growth) ratio above two times its growth rate. But the 
stock then underperformed the S&P 500 Index for the 
next twelve years while its multiple de-rated even though 
earnings growth was still near 10% on an annual basis. 
It is clear to us that valuation matters over the long term. 
As disciplined GARP investors, we are unwilling to pay 
a premium for growth relying on the PEG ratio as a 
guidepost.
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Exhibit 1
Cumulative Sector Performance in the MSCI Emerging 
Markets Index 
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For the period June 30, 2011 to June 30, 2013

This information is being provided for illustrative purposes only and is not intended to 
represent any product or strategy managed by Lazard. The performance quoted repre-
sents past performance. Past performance is not a reliable indicator of future results.

Source: MSCI
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A Large Divergence in Historical Sector Valuations Began in 2011 and Now Appears 
Unsustainable
In emerging markets, we began to see a noticeable divergence in P/E (price-to-earnings) multiples around mid-2011, at the height of the 
Chinese-hard-landing and euro-zone-break-up fears. Investors began to gravitate toward stocks that had the perception of little earnings risk, little 
investment into the business, and high capital return. Generally, companies that invested in their businesses to launch products or improve market 
share were shunned. The best example of this phenomenon is the widely divergent performances of the consumer staples sector, which is perceived 
to be resilient, and the consumer discretionary sector, which is considered to be more growth-oriented. Historically, the consumer staples sector has 
traded at about a 30% premium to both consumer discretionary stocks and the MSCI Emerging Markets Index (the EM Index) overall. Recently, 
however, valuations in the sector have gravitated to about 20 times the consensus 2014 estimate, or a premium of over 100% to both the consumer 
discretionary stocks and the EM Index, as shown in Exhibit 2. Other metrics such as P/B (price-to-book) ratios also show a surge for the staples 
sector relative to the rest of the asset class, where the premium to the EM Index based on the 2001–2008 average is around 40% and current pre-
mium levels have jumped to nearly 160% (see Exhibit 3).

This is an unusual occurrence, and one that we do not think will be sustainable. Consider that the realized difference in performance between the two 
sectors appears to be a matter of investor perception, and not actually of company execution. Metrics such as ROE (return on equity), earnings growth, 
and earnings resiliency were similar or better for the consumer discretionary sector last year compared to the consumer staples sector (see Exhibit 4). 

Exhibit 2
P/E Ratios for Consumer Sectors in the EM Index
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Exhibit 3
P/B of Consumer Staples Relative to the EM Index
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Exhibit 4
ROE and Earnings Growth for Consumer Sectors in the EM Index

12-Month Trailing ROE (%)
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Although there has been this divergence in valuations, we continue 
to find companies in almost all sectors that trade at attractive valu-
ations and are able to grow their earnings at an above-average rate. 
For example, at the end of 2012 companies in our strategy increased 
profits, on average, by just under 18% versus the EM Index growth of 
about 3.5%. Furthermore, our holdings have been able to grow their 
earnings consistently above the benchmark rate when considering roll-
ing three-year periods, as shown in Exhibit 5.

Catalysts and Positioning for the 
Strategy
We think this phenomenon of paying a high premium for perceived 
stable growth is a reaction to the global financial crisis that has led 
many investors to anticipate another large shock to the global econ-
omy even as central banks have worked to reduce that risk. This bias 
could persist but should fade as any of the following begin to occur: 

•	 A return to normal markets. It is highly unusual to have defensive 
stocks lead a market rally. 

•	 A balanced growth approach from the new Chinese leadership. The 
political transition in China has generated volatility and risk aver-
sion in the emerging markets.

•	 Optimism that capital deployed will result in higher growth. This 
would enable the performance of the market to broaden from the 
current narrow focus on consumer staples, health care, and infor-
mation technology sectors.

•	 Reduced interference from central banks in capital markets. 

We believe the Lazard Developing Markets Equity strategy is well-
positioned for such a future. The strategy owns quality companies that 
continue to grow their earnings, even in this difficult economic envi-
ronment, at a rate currently above the EM Index. Many stocks with 
the quality growth characteristics highlighted in Exhibit 6, can now 
be bought at a discount, which makes us optimistic about the outlook 
for the strategy. Although we don’t manage the portfolio toward 
these characteristics they are informative in that there are high-quality 
investment opportunities, which produce strong earnings growth and 
we believe are being overlooked by the market.

Valuation alone is usually never enough to reverse a trend but it is 
clear that the market began a re-rating of the staples sector in mid-
2011; it might continue for some time yet, but history shows that 
valuation matters in the end. We strongly believe that our philosophy 
of buying quality companies at a discount to their growth rates will be 
rewarded over the long term.

Exhibit 5
Historical Earnings Growth Rate for the Lazard Developing 
Markets Equity Strategy and the EM Index, Three-Year Rolling 
Periods
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Exhibit 6
Fundamentals of the Lazard Developing Markets Equity 
Strategy and the EM Index

Lazard Developing 
Markets Equity MSCI EM Index

Weighted Average Market Cap ($B) 19.8 32.7

P/E NTM 9.0 9.9

EPS Growth NTM (%) 24.4 18.8

PEG 0.4 0.5

P/CF 7.7 6.8

P/B 1.8 1.5

FCF Yield (%) 7.3 7.4

Forward ROE (%) 17.2 13.6

Dividend Yield (%) 2.5 2.9

Three-Year Dividend Growth (%) 21.7 13.8

As of June 30, 2013

Investment characteristics are based upon a portfolio that represents the proposed 
investment for a fully discretionary account.

Forward-looking data are not a promise or guarantee of actual results and are subject 
to change.

Source: Lazard, MSCI
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Important Information
Published on August 8, 2013.

Past performance is not a reliable indicator of future results.

This paper is for informational purposes only. It is not intended to, and does not constitute, an offer to enter into any contract or investment agreement in respect of any product offered by Lazard 
Asset Management and shall not be considered as an offer or solicitation with respect to any product, security, or service in any jurisdiction or in any circumstances in which such offer or solicita-
tion is unlawful or unauthorized or otherwise restricted or prohibited.

Information and opinions presented have been obtained or derived from sources believed by Lazard to be reliable. Lazard makes no representation as to their accuracy or completeness. All opin-
ions and estimates expressed herein are as of the date of this publication and are subject to change.

The allocations mentioned are based upon a portfolio that represents the proposed investment for a fully discretionary account. Allocations are subject to change.

The securities mentioned are not necessarily held by Lazard for all client portfolios, and their mention should not be considered a recommendation or solicitation to purchase or sell these securi-
ties. It should not be assumed that any investment in these securities was, or will prove to be, profitable, or that the investment decisions we make in the future will be profitable or equal to the 
investment performance of securities referenced herein. There is no assurance that any securities referenced herein are currently held in the portfolio or that securities sold have not been repur-
chased. The securities mentioned may not represent the entire portfolio.

Equity securities will fluctuate in price; the value of your investment will thus fluctuate, and this may result in a loss. Securities in certain non-domestic countries may be less liquid, more volatile, 
and less subject to governmental supervision than in one’s home market. The values of these securities may be affected by changes in currency rates, application of a country’s specific tax laws, 
changes in government administration, and economic and monetary policy. Emerging-market securities carry special risks, such as less developed or less efficient trading markets, a lack of 
company information, and differing auditing and legal standards. The securities markets of emerging-market countries can be extremely volatile; performance can also be influenced by political, 
social, and economic factors affecting companies in emerging-market countries.

Certain information included herein is derived by Lazard in part from an MSCI index or indices (the “Index Data”). However, MSCI has not reviewed this product or report, and does not endorse 
or express any opinion regarding this product or report or any analysis or other information contained herein or the author or source of any such information or analysis. MSCI makes no express 
or implied warranties or representations and shall have no liability whatsoever with respect to any Index Data or data derived therefrom. The MSCI Index Data may not be further redistributed or 
used as a basis for other indices or any securities or financial products. 


