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EM equities and local EMD have underperformed  
substantially over recent years but are well placed to 
outperform other EM assets handsomely over the 
medium term. Their outlook also compares favourably 
with developed market assets. Investors with high 
required returns are likely to benefit from a higher  
equity exposure. For more moderate return objectives, 
local EMD could improve portfolio efficiency. There is also 
a case for including hard and corporate EMD in an EM 
portfolio on diversification grounds, despite their being 
unattractive in isolation. 
EM assets are not a homogenous group. They vary 
considerably by size, diversity, regional exposure, return 
drivers and risk (see Figure 2 overleaf).
For example, Asia is 70% of the EM equity market but less 
than 20% of the main hard EMD benchmark. China is 40% 
of EM equities but barely features in the investable debt 
markets. However, performance differences between 
countries can be so significant that EM equities should 
be thought of as more than just an investment in Asia 
and/or China. For example, EM equities returned 12% in 
USD terms over 2016, despite the fact that Asian equities 
returned 6.5% and Chinese equities were broadly flat. This 
occurred thanks to a 25% return from non-Asian equities.
Within local EMD, country concentration is an issue as 
the main benchmark includes bonds issued by only 
16 countries, with the ten largest representing almost 
90%. Hard and corporate EMD are more well-balanced. 
However, the uninitiated may be surprised to learn that 
local EMD is the safest EMD market in terms of credit risk, 
with 80% having an investment grade credit rating.

The underlying drivers of return also vary by asset class:
1 EM equity returns are driven by dividend income and 

capital growth, with the latter in turn driven by changes 
in market valuations and corporate earnings growth. 

2 Hard and corporate EMD are US dollar borrowings, so 
yields are driven by a combination of US Treasury yields 
and a credit spread.

3 Local EMD bonds are the local currency borrowings of 
EM countries, so yields are driven by local interest rates. 
Even so, returns tend to fall when US rates rise and 
there is currency risk for foreign investors.

EMD definitions
Hard EMD: US dollar sovereign emerging market debt
Local EMD: Local currency sovereign emerging market debt
Corporate EMD: US dollar corporate emerging market debt
The most widely-adopted EMD benchmarks are the 
‘diversified’ indices maintained by JP Morgan, on which 
we base our analysis. These limit the weights of those 
countries with larger stocks of debt.

EM equities offer the highest return prospects 
Although long-run EM performance has been strong, it 
has been highly variable recently. Returns from hard and 
corporate EMD have been three to four times those of EM 
equities or local EMD since 2010. However, the tables look 
set to turn, in part due to current valuations.
EM equity valuations are reasonable in absolute terms  
(Figure 1) and cheap relative to developed markets. A sub-par 
outlook for economic growth means that returns are likely 
to fall short of the double-digit levels of the past, but our 
projection for a nominal return of 8.7% in USD terms and a real 
return of 6.6% compares favourably with other asset classes1.
Figure 1: The EM equity valuation picture is mixed
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Emerging markets (EM) are a big part of global markets,  
yet are typically under-represented in investors’ portfolios.  
This has led many to ask what is the best way to build up their 
strategic allocation to these assets. EM equities and hard, 
local and corporate emerging market debt (EMD) all have very 
different characteristics, meaning investor-specific risk and 
return requirements must be taken into account.

Duncan  
Lamont
Head of  
Research  
and Analytics

1Based on market conditions as at 31 March 2017. For equities, we use a Gordon’s growth 
model approach, in which returns are generated through the initial dividend yield and the 
growth rate of dividends. We make explicit productivity forecasts, using historical averages and 
our own view of the outlook. For hard and corporate EMD returns, we take account of current 
yields and spreads and expectations for defaults and downgrades. 
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Figure 2: Key features of most common emerging market benchmarks

Benchmark
EM equities  

MSCI Emerging Markets
Hard EMD  

JPM EMBI Global Diversified
Local EMD  

GBI-EM Global Diversified
Local EMD  

GBI-EM Global Diversified

Market Size  
(USD billion)

 4,385 483  749  416

Number of 
issuers

830 142 16 548

Number of 
countries 23 65 16 52

Regional split (%) 
GDP split shown in brackets (%)

Asia (54) 70 19 25 37

Latin America (18) 14 38 33 30

Europe (12) 8 26 33 12

Middle East (11) 3 6 0 16

Africa (5) 5 10 9 5

Top 10 countries (%)  

China2 (%) 26 4 0 8

Inv. Grade / high 
yield split (%) 
(blue / purple)

–

Average credit 
rating – BB+ BBB BBB-

Duration (years) – 7 5 5

Relationship with 
commodity prices Positive Positive Positive Positive

Relationship 
with trade-
weighted USD

Negative Negative Negative Negative

Drivers of 
returns Income and capital growth Treasury yield + spread Local bond yield +  

currency moves Treasury yield + spread
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Source: Datastream, MSCI, JP Morgan. Data to 31 March 2017.  
2 China was an estimated 39% of emerging and developing world GDP in 2016; source: International Monetary Fund, World Economic Outlook, October 2016.
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Figure 3: Hard and corporate EMD are expensively valued 
vs history, unlike local EMD
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* Whereas hard and corporate EMD yields are comprised of a Treasury yield and a credit 
spread, local EM yields relate to local market bond yields with no explicit Treasury yield or 
spread component. For the purpose of this analysis, a local EMD credit spread has been 
calculated as the difference in yield between local EMD and Treasuries of approximately 
equivalent duration. 

In contrast, past strong performance has driven spreads 
and yields lower for hard and corporate EMD (Figure 3),  
so both now look expensively valued compared with 
recent and longer-term averages, particularly corporate 
EMD. These depressed yields result in return expectations 
of only 3.5% a year for corporate EMD and 4.0% for hard 
EMD, low in both absolute terms and compared with 
historic experience.
Yields on local EMD have not fallen to the same extent and 
are only slightly below their longer term average (Figure 3), 
while at the same time offering an above average pick-up 
over equivalent duration US Treasuries. This supports the 
return outlook for local EMD. (Although emerging currencies 
have fallen sharply and are cheap on some measures, 
the outlook is not clear, so we have made no allowance 
for further currency movements in our projections.) Our 
projected return of 5.8% for local EMD is much higher than 
that offered by either of the other EMD asset classes.
Our projected nominal and real returns along with 
volatilities and risk-adjusted returns are summarised in 
Figure 6, overleaf. Figure 6 also includes details of various 
portfolios of EM assets, which are described later.

But EM equities also carry the greatest risk
Although we project EM equities will generate attractive 
returns, they are not without risk. Historically, they have 
been significantly more volatile and suffered far greater 
losses in market downturns than EMD. Since 2003, EM 
equities have been almost twice as volatile as local 
EMD, more than 2.5 times as volatile as hard EMD and 
approaching three times as volatile as corporate EMD. 
They have also been much more volatile than developed 
market equities. As well as resulting in a bumpy ride, this 
volatility makes it incredibly difficult for investors to try 
to time an entry point. Markets can move a long way in a 
short period of time. A strategic approach to investing in 
EM equities is therefore likely to be more appropriate for 
most than one based on market timing. 
It is notable that volatility levels across most asset classes 
have recently been lower than typical, but we believe that 
it would be imprudent to assume that this will persist. 
In our assumptions, we therefore project that they will 
increase to longer term norms over time. 

As well as experiencing a more volatile journey, investors 
in EM equities have also had to shoulder much greater 
losses. Where risk is a primary concern, EM equities, at 
least in isolation, are unlikely to be the ideal solution.

Combining risk and return
The additional risk involved means EM equities are  
less attractive than local EMD in risk-adjusted terms 
(Figure 2). However, a 3.8% real return for the latter is 
unlikely to meet the aspirations of growth investors,  
so an EM equity allocation may be a necessity for most.  
Hard and corporate EMD fare much better in risk-adjusted 
terms than in simple return terms, thanks to their 
relatively low volatility, even if it is not enough to raise 
them to the level of EM equities or local EMD.

Portfolios of EM assets
Correlations between asset classes vary over time but 
on average, EM equity and all forms of EMD have been 
relatively highly correlated with each other historically 
(correlations of 0.7-0.9 since 2003). This has been 
especially the case in the post-crisis world, where a  
risk-on/risk-off environment has prevailed. With 
idiosyncratic risk on the rise as economic policies diverge 
and administrations change, these correlations may 
change in future but we have conservatively made no 
allowance for this in our assumptions. 
High correlations suggests that diversification benefits 
are limited. However, hard and corporate EMD are less 
correlated with EM equities and local EMD, which indicates 
that they can add some value to a portfolio of EM equities 
and local EMD, despite being less attractive in isolation. 
Figure 4 shows a curve representing all the ‘efficient’ 
portfolios of emerging market assets, as well as the 
individual assets themselves, based on our projected 
returns, volatilities and correlations. This shows, at any 
given point along the curve, the highest real return 
obtainable for a given level of risk or, alternatively, the 
lowest risk for a given level of real return. For example, 
a portfolio of 55% hard EMD, 20% local EMD and 25% 
corporate EMD would have the same volatility as 
hard EMD, but with a 0.3% higher expected return. All 
individual asset classes lie close to the efficient frontier as 
a result of the relatively high correlations between them. 
We constructed four other theoretically ‘efficient’ portfolios 
which should meet real return objectives of 3%, 4%, 5% and 
6%. Figure 5 overleaf sets out the asset allocation and the 
future expected risk/reward statistics for each, alongside the 
core asset class assumptions. Portfolio C, which is diversified 
across all EM assets, offers the highest projected risk-adjusted 
returns (as measured by Sharpe ratio).
Figure 4: Efficient frontier
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In general, the higher the required return, the greater 
the need for equity exposure, whereas at slightly lower 
return targets, increased allocations to local EMD improve 
portfolio efficiency and at the lowest return targets, hard 
and corporate EMD are preferred.
Unfortunately for investors, in all cases, future expected 
returns fall short of past experience as can be seen in 
Figure 6. Harder times lie ahead.

Figure 6 : Lower returns and slightly higher risk across  
the board
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Broader portfolio considerations
Having investigated emerging markets on a standalone 
basis, the question arises as to how they should fit into a 
wider portfolio, which for simplicity we have assumed to 
incorporate global equities, US aggregate bonds and US 
high yield debt. There are two approaches:

1. On an asset-class-by-asset-class basis
Local EMD offers more attractive potential risk-adjusted 
returns than traditional developed market assets and our 
analysis indicates that it deserves to find a place in all  
portfolios at present. EM equities offer higher return 
prospects than developed equities and broadly equivalent 
risk-adjusted returns. On this basis, the underweighting of 
both in many investor portfolios is hard to justify. However, 
hard and corporate fail to make the grade at present,  
offering poorer expected risk-adjusted returns and more 
limited diversification benefits than aggregate bonds.

2. On a holistic EM portfolio basis
For those investors who instead prefer to think of EM assets 
as a whole, a strong case can be made for an allocation 
to a standalone EM portfolio which includes all EM asset 
classes, including hard and corporate EMD. Adding a 20% 
allocation of our Portfolio C, which offered the highest 
expected risk-adjusted return of the five we considered, 
to a traditional 60/40 portfolio would result in a 20/40/40 
portfolio. The resulting portfolio would lie on the efficient 
frontier with a Sharpe ratio of over 0.4. We would argue 
that, by considering a combined EM allocation in this way, 
investors can gain exposure to a different range of return 
sources than when investments are considered along more 
traditional individual asset class lines.

Figure 5: Forward looking portfolio statistics, %

EM Equities Hard EMD Local EMD Corp EMD
Expected real 
return

Expected 
nominal 
return

Expected 
volatility Sharpe ratio

Corp EMD 0 0 0 100 1.5 3.5 8.0 0.30

Hard EMD 0 100 0 0 1.9 4.0 9.0 0.31

Portfolio A 0 55 20 25 2.2 4.2 9.0 0.34

Portfolio B 5 35 50 10 3.0 5.1 10.8 0.36

Local EMD 0 0 100 0 3.8 5.8 13.0 0.36

Portfolio C 20 10 65 5 4.0 6.1 13.5 0.37

Portfolio D 45 0 55 0 5.0 7.1 16.6 0.36

Portfolio E 80 0 20 0 6.0 8.1 20.5 0.34

EM Equities 100 0 0 0 6.6 8.7 23.0 0.33

Source: Schroders. As at 31 March 2017. Nominal Return = (1 + Real return) x (1 + inflation) -1. The figures are forecasts and are not necessarily a reliable 
indicator of future performance.

Conclusion 
As EM assets have cheapened relative to developed markets, investors are asking how to build up their exposure. We 
have shown that the universe of these assets is diverse, with significant differentiation in exposures and return drivers. 
The optimal portfolio will depend on an individual investor’s risk and return objectives. We expect the asset classes that 
have performed worst over recent years, local EMD and EM equities, to be the standout performers going forwards. In 
particular, there is a strong case for including local EMD in all portfolios at present. A lack of exposure or underweight 
exposure to EM equities is also difficult to support. Hard and corporate EMD are likely to come some way behind in 
return terms.

The higher the required return, the greater the need for equity exposure, whereas for lower return targets, increased 
allocations to local EMD can improve portfolio efficiency. And although they are unattractive in isolation, a case can also  
be made for including hard and corporate EMD in an EM portfolio on diversification grounds. 

Asset allocation
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Important Information: The views and opinions contained herein are those 
of Duncan Lamont, Head of Research and Analytics at Schroders, and may 
not necessarily represent views expressed or reflected in other Schroders 
communications, strategies or funds. This document is intended to be for 
information purposes only and it is not intended as promotional material in any 
respect. 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 Schroders 
does not warrant its completeness or accuracy. No responsibility can be accepted 
for errors of fact or opinion. 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 reliable indicator of future results, prices of 
shares and the income from them may fall as well as rise and investors may not 
get back the amount originally invested Emerging markets, and especially frontier 
markets, generally carry greater political, legal, counterparty and operational 
risk. 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 
taped or monitored. Third party data is owned or licensed by the data provider 
and may not be reproduced or extracted and used for any other purpose without 
the data provider’s consent. Third party data is provided without any warranties 
of any kind. The data provider and issuer of the document shall have no liability 
in connection with the third party data. The Prospectus and/or www.schroders. 

com contains additional disclaimers which apply to the third party data. Forward-
looking statements: The statements contained in this document that are not 
historical facts are forward-looking statements. These forward-looking statements 
are based on current expectations, estimates and projections about the industry 
and markets, and Schroders’ beliefs and assumptions. These statements are not 
guarantees of future performance and involve certain risks, uncertainties and 
assumptions which are difficult to predict. Therefore, actual outcomes and returns 
may differ materially from what is expressed or forecasted in such forward-looking 
statements. The hypothetical results shown herein must be considered as no 
more than an approximate representation of the portfolio’s performance, not as 
indicative of how it would have performed in the past. It is the result of statistical 
modelling, based on a number of assumptions and there are a number of material 
limitations on the retroactive reconstruction of any performance results from 
performance records. For example, it does not take into account any dealing costs 
or issues which would have affected a real investment’s performance. This data is 
provided to you for information purposes only as at today’s date and should not 
be relied on to predict possible future performance. Forecasts are subject to a 
high level of uncertainty regarding future economic, and market factors that may 
affect actual future performance. The forecasts are provided to you for information 
purposes as at today’s date. Our assumptions may change materially with changes 
in underlying assumptions that may occur, among other things, as economic and 
market conditions change. We assume no obligation to provide you with updates or 
changes to this data as assumptions, economic and market conditions, models or 
other matters change. SCH29027
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