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Introduction 
 

Most UK pension schemes already have some exposure to 
emerging markets (EM), but often only as a by-product of 
having a global equity portfolio or from investing in companies 
whose profits partly depend on these markets. Pension scheme 
trustees increasingly want to be more proactive by adding a 
dedicated emerging markets allocation to their investment 
strategy.  
 
We believe now is an opportune time for pension scheme 
trustees to revisit this asset class. Equity valuations in a number 
of emerging markets appear more attractive than in developed 
markets, while the macroeconomic landscape is showing 
definite signs of improvement. 
 

In this paper we discuss:  
 

— The strategic case for investing in emerging markets, in 
particular exploiting long-term economic growth in these 
markets to enhance returns. 

— The diversification potential of emerging market 
investments. 

— Two of the main emerging market asset classes – 
equities and emerging market debt (EMD). 

 
There is no ‘free lunch’ in emerging market investing. Economic 
growth does not guarantee investment growth. Furthermore, the 
greater integration of emerging markets with developed markets 
has limited the diversification benefits of some emerging market 
investments. However, as emerging markets expand, so does 
the range of opportunities for investors. The variety of funds 
available to pension schemes has also increased significantly. 
There remains a strong case for an emerging market allocation 
within a pension scheme’s strategic asset allocation, but 
trustees should ensure they are fully exploiting the opportunities 
available when deciding how to invest.  
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A word on terminology 
 

From an investor’s point of view, emerging markets are probably best defined as nations whose 
economies are undergoing rapid growth and industrialisation, and whose financial markets are 
open to foreign investment. Some point out that many of the traditional ‘emerging markets’ – in 
particular the BRICs (Brazil, Russia, India and China) – have already ‘emerged’ to a large extent. 
Although there remain significant investment opportunities in these markets, investors usually 
expand their research to include smaller markets in Asia, Eastern Europe and South America and 
to ‘frontier markets’ (economies in the very early stages of economic development).   
 
As an illustration, we show in Figure 1 below the country composition of the MSCI Emerging 
Markets equity index and MSCI Frontier Markets equity index. Note that the UAE and Qatar will be 
reclassified by MSCI from frontier markets to emerging markets in the near future. This will 
significantly change the composition of the frontier markets index, as together these countries 
account for about 30% of the market. However, this move will mean that less of the frontier markets 
index is concentrated in the Middle East and may increase the regional diversification of both 
indices. 
 
Figure 1: 

  

Source: MSCI, 20 May 2014 
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The strategic case for emerging market investments 

There are two reasons why a UK pension scheme might invest in emerging markets: 
 

1. Emerging market economies will continue to grow faster than developed markets, and/or 
2. Investing in emerging markets increases asset diversification.  

 

For a long-term investor such as a UK pension scheme, the arguments in favour of 1) are potentially 
the most compelling.  

1. Emerging market economic growth  

For a long-term investor, it is important to distinguish longer term (or ‘secular’) drivers of emerging 
market growth from shorter term (or ‘cyclical’) drivers. A number of secular trends are driving growth 
in the emerging market economies: 
 

Demographics: In most western societies the proportion of the population at working age is 
shrinking, as people live longer and birth rates fall. Although this trend can be seen in some 
emerging markets (perhaps most significantly China), many are at least a couple of decades behind 
developed markets (Figure 2). A larger working population means a more economically productive 
population and greater potential for economic growth.  
 

Figure 2: People in emerging markets tend to be more youthful (and therefore more 
productive) 
 
Percentage of population of working age 

 
 
Source: Schroders, UN World Population Prospects, 2012 Revision, updated 20 August 2013 
 

International trade: Emerging market economies need natural resources to grow, which are often 
supplied by other emerging markets. For example, as China and India expand their infrastructure, 
they often turn to Brazil and Russia for commodities and energy. Meanwhile, emerging market trade 
with developed markets is boosted by competitive labour costs and more stable currencies.  
 
Consumption: Rising household incomes increase spending, particularly on discretionary items 
such as luxury goods, cars and electronics, many of which are produced domestically. This also 
promotes economic growth.  
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Policy improvements: Emerging market governments are increasingly able to borrow money 
domestically, as wealth increases and citizens and institutions look for somewhere to place their 
cash. Domestic borrowing reduces currency and refinancing risk and promotes economic 
confidence. Improved inflation targeting has also boosted investor confidence. 
 
The case for longer-term emerging markets economic growth is fairly well established and as these 
markets expand so too does the range of investment opportunities. However, economic growth does 
not guarantee investment growth. For example, over the 20-year period between 1992 and 2012, 
the Chinese economy grew by over 11% per annum on average, whereas an investor in a Chinese 
equity fund that tracked the MSCI China Index would have achieved only a very marginal return.1   
 
Ultimately, emerging market asset growth may not match economic performance if much of the 
growth story is already reflected in the price. This is more likely to be the case for emerging markets 
with more established financial markets. For example, studies2 show that stock prices usually 
increase as investors buy equities previously less accessible to overseas investors, but that these 
rises tend to tail off once the market becomes more integrated with the rest of the world.  
 
As with all markets, there are cheap stocks and expensive stocks (as well as cheap markets and 
expensive markets). Therefore, the challenge for investors is to construct a portfolio that is well 
placed to exploit emerging market growth at the right price. Quality and value3 – traditional drivers of 
asset outperformance in developed markets – are just as important in emerging markets. 
 

Time to look again at emerging markets? 
 
Emerging market equities have had a difficult time over the last 12 months. In US dollar terms, the 
12-month return to 31 March 2014 for the MSCI World Index was 19.7%, compared to -1.1% for the 
MSCI Emerging Markets Index. As fund manager sentiment has turned extremely negative 
according to surveys such as the BAML Global Fund Manager, the question becomes whether this 
pessimism offers a good investment opportunity.  
 
A cursory examination of current valuations would suggest that emerging market equities are 
inexpensive, both relative to their own history and also to US equities. Based on the historical 
relationship between valuation and subsequent 12-month returns, emerging market equities as a 
whole are approaching historically attractive levels and therefore could generate significant returns 
in 2014. 
 
Upon closer scrutiny, however, it becomes apparent that there are particular themes that are 
dominating valuations. Figure 3 shows the majority of their value derives from Investment and 
Commodities, whilst at the other end of the spectrum, Manufacturing and Consumption are priced 
expensively relative to their history. Within Investment, the value really lies in Chinese financials, 
whilst in Commodities it is found in Russian energy stocks. A position in broad emerging markets 
based on valuation is therefore, to a large extent, taking a view on these particular themes. 

 
  
                                                      
1 Source: World Bank, Datastream. Return on MSCI China Total Return Index from 1992 to 2012 was 0.0% 
2 See the CFA paper “Investment Issues in Emerging Markets” by C. Mitchell Conover for examples 
3 Quality stocks are typically stocks of companies that are financially strong, profitable and offer stable growth. Value 
stocks are “cheap” compared to the company’s fundamentals 
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Figure 3: Not all emerging market valuations look the same* 
 

 
* Emerging market and MSCI Emerging Markets Index price-to-book valuations 
Source: Bloomberg and Schroders, April 2014 

The current divergence in the individual fortunes of the BRIC countries highlights the need to 
consider emerging markets in a more targeted fashion than as a single bloc. Russia is the most 
attractive based on value and fundamentals but, despite the recent sell-off, remains dominated by 
political risk. Brazil offers little reward in terms of either valuation or momentum, with earnings 
revisions continuing to fall. Elsewhere the signs are more encouraging for China and India. In the 
former, the mini-cycles of stimulus and tightening offer tactical opportunities as the country follows 
the tricky road of rebalancing growth and deleveraging, whilst in the latter there is some momentum 
being built behind a cheaper currency and an improved current account deficit. 

2. Diversification 

Adding an emerging market allocation to a portfolio can diversify a pension scheme’s assets and 
potentially reduce total funding level risk. However, as an economy develops it becomes more 
integrated with the global economy. It becomes more reliant on trade with developed economies and 
on the stability of global financial markets. This means that diversification benefits can erode over 
time.   
 
This is demonstrated by the correlation of the MSCI Emerging Markets equity index with the MSCI 
World equity index, which has risen substantially over the last ten years (see Figure 4). This is partly 
a feature of the index (and, by association, passive emerging market investments), which has 
become heavily skewed towards the more integrated emerging market economies and larger 
companies (see more on this below). Emerging market equity or emerging market debt investors 
can partially overcome this by investing in a wider spread of companies and countries. 
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Figure 4:  The MSCI Emerging Markets and MSCI World equity indices increasingly move 
together 

 
Source: Datastream, at 30 April 2014. 3 year rolling correlations based on monthly USD return data. The 
higher the correlation the lower the diversification benefit. When correlations are less than one, some 
diversification benefits can be achieved 

 

The practicalities of emerging market investing  

Emerging market equities 

As shown in Figure 5, emerging market equity returns have historically been higher than developed market 
returns but have also been more volatile. Even so, emerging market equities’ Sharpe ratio4 of 0.36 
compares favourably to that of global equities (0.30). This suggests that adding emerging market equities 
to a portfolio would have enhanced risk-adjusted returns over the last ten years. Of course, past returns are 
no guarantee of future returns and, as we have already noted, there are challenges in converting economic 
growth into asset returns. 
 

Given the tendency of the asset class for higher volatility, risk management in emerging market equities is 
key. Some areas that an equity fund manager should focus on are given below. Note that these 
considerations can be applied equally to emerging market debt investors. 
 

— Country-specific risks: While macroeconomic instability tends to develop slowly, its effects 
can materialise abruptly – and with dramatic consequences – during a crisis. There are a 
number of dimensions to country risk which a fund manager can monitor and use to adjust 
his exposures as necessary. These include: cyclical risk (or economic activity risk), exchange 
rate risk, credit risk and political risk. 

 

— Currency risk: Less established economies tend to have more volatile currencies, as large 
investor flows into and out of the country can have destabilising effects. Currency risk 
management is a key component of emerging market active management and the fund 
manager will often use derivatives to manage the portfolio’s currency exposure. 

 

As discussed earlier, many of the most promising investment opportunities lie in countries with less 
developed financial markets. However, these markets also present the largest risks, are the least liquid and 
have the highest transaction costs. Robust due diligence and cost management are therefore key features 
of a successful emerging market fund management approach. 
                                                      
4 Excess return over cash divided by volatility, at 30 April 2014 
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Figure 5:  Returns and volatility of emerging market debt and equity compare favourably with other 
asset classes 

 

 
Source: Datastream, Schroders. Indices used were: FTSE All Share, MSCI World ($), MSCI EM ($), BofA ML 
£ Non-Gilts, BofA ML Global HY (£), JPMorgan GBI-EM Global Composite ($), UK IPD, and UK 3 month 
LIBOR. Data at 30 Aril 2014 

 

Concentration in emerging markets indices – an argument for active emerging market equities 
 
One drawback of market capitalisation-weighted indices (broadly, indices whose constituents are 
weighted according to their size in the market) is that they can have a high concentration in a small 
number of very large companies. This can be particularly true of emerging market indices, as these 
markets tend to be dominated by very large companies, which are often state-owned. For example, 
in Brazil and Russia, the largest five companies represent respectively around 30% and 50% of 
each country’s total market capitalisation. This compares to a figure of around 10% in the US5. The 
largest emerging market companies also tend to be concentrated in a small number of sectors (in 
particular energy and financials), which limits diversification. Active management can potentially 
overcome this by investing in a broader range of companies than those in the index. 

 
Emerging market debt 
 

Emerging market debt funds invest in bonds issued by emerging market governments and have, 
more recently, added those issued by emerging market companies (i.e. emerging market corporate 
bonds). Historically emerging market debt returns have been strong relative to other asset classes 
on a risk adjusted basis, as shown in Figure 5. Over the long term, this has largely been driven by 
yields falling as the credit quality of emerging market debt issuers has improved. The average credit 
rating of the emerging market sovereign debt universe has risen from being nearly all below 
investment grade to three quarters being above investment grade6.  

 
  
                                                      
5 Source: MSCI at 30 April 2014.   
6 Source: Schroders based on JP Morgan data at 30 August 2013 
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Evolution of emerging market debt as an asset class 

The emerging market debt investment universe has expanded significantly in recent years, opening 
up a far greater range of opportunities to investors.  

  

When emerging market debt first emerged as an investible asset class in the 1990s, it was almost 
exclusively limited to US dollar-denominated sovereign debt. Over the last ten years, as emerging 
market currencies have become more stable and confidence in emerging market governments has 
grown, so too has the proportion of locally denominated debt. By issuing debt in the local currency, 
an emerging country’s government can match its debt obligations to its tax receipts more closely. 
This promotes stability and helps to reduce credit risk.   
 

Currency appreciation is also a potential source of return for investors in local currency emerging 
market debt. Economic growth often leads to stronger currencies. Currency appreciation is also a 
mechanism for emerging market governments to control inflation. 
 

One challenge with investing in local currency emerging market debt is that the number of issuers is 
relatively small. This means that the market can be very sensitive to government policy action, which 
might open or close a particular debt market to overseas investors. More recently, the asset class 
has expanded to include corporate debt (albeit usually issued in dollars). But this raises questions 
over liquidity, which is a key consideration for emerging market corporate bond investors. Periods of 
risk aversion can make it much harder to find a buyer for a non-investment grade emerging market 
corporate bond.  
 

It is now possible for UK pension funds to invest in actively managed pooled emerging market debt 
funds containing a combination of dollar-denominated and local currency sovereign and corporate 
debt. Such pooled funds have the advantage of increasing diversification and giving pension 
schemes access to newer – and potentially more favourably priced – markets, whilst managing the 
risks described above.  
 

Conclusion 

 
There are many reasons to believe that emerging market economic growth will continue to outpace 
developed market growth in the long-term, in spite of some current cyclical challenges. In the 
shorter-term, the attractive valuations in some emerging markets, along with an improving 
macroeconomic landscape, suggest that it’s time for trustees to look again at emerging market 
equities. As the emerging market universe continues to expand, so does the range of opportunities 
for investors. Trustees should ensure they are fully exploiting the opportunities available when 
deciding how to invest in these markets.  
 
To discuss the themes in this article further, please contact your Client Director or a member of the 
UK Strategic Solutions team. 
 

www.schroders.com/ukstrategicsolutions 
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Important Information 
 
The views and opinions contained herein are those of Jonathan Smith, UK Strategic Solutions at Schroders, 
and may not necessarily represent views expressed or reflected in other Schroders communications, 
strategies or funds.  
 
For professional investors and advisors only. Not suitable for retail clients. The material is not intended as an 
offer or solicitation for the purchase or sale of any financial instrument. The material is not intended to provide, and 
should not be relied on for, accounting, legal or tax advice, or investment recommendations. Information herein is 
believed to be reliable but Schroder Investment Management Limited (Schroders) does not warrant its completeness 
or accuracy. No responsibility can be accepted for errors of fact or opinion. This does not exclude or restrict any duty 
or liability that Schroders has to its customers under the Financial Services and Markets Act 2000 (as amended from 
time to time) or any other regulatory system. Schroders has expressed its own views and opinions in this document 
and these may change. Reliance should not be placed on the views and information in the document when taking 
individual investment and/or strategic decisions. Past performance is not a guide to future performance and may not 
be repeated. The value of investments and the income from them may go down as well as up and investors may not 
get back the amount originally invested. 
 
Issued by Schroder Investment Management Limited, 31 Gresham Street, London EC2V 7QA.  
Registration No. 1893220 England. Authorised and regulated by the Financial Conduct  Authority.  
For your security, communications may be recorded or monitored. 


