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Introduction
Emerging markets have grown in prominence and now 
represent around 40% of global GDP (IMF, 2016), twice 
their level at the turn of the millennium. However, they 
remain less prominent in global asset markets and even 
less visible in many investors’ portfolios. For example, 
emerging market equities are about 11% of the free float-
adjusted global equity market (MSCI All Country World 
Index) whereas many investors hold far less. 
The EM asset class category covers a diverse range of 
countries and sectors with very different underlying 
fundamental drivers. The risk-return profile varies 
significantly between equity and debt investments and 
within debt, local currency, hard currency and corporate 
debt all exhibit different characteristics  
and outlook.
There are many different routes to obtaining exposure to 
emerging markets. For example, an EM equity allocation 
could be included as part of a global equity portfolio 
and hard EMD within a global fixed income portfolio. 
In this paper we take a different approach and address 
a specific question often raised by investors: what is 
the most effective way to build a portfolio of emerging 
market assets? Towards the end we also consider broader 
portfolio considerations. 

Given the diversity of assets available, we do not believe 
that there is a single approach to investing in emerging 
markets and many different portfolios can be considered 
‘efficient’. Investor-specific objectives and constraints 
must be taken into account and a balance struck between 
the desire for return and the tolerance for volatility and 
risk of loss. 
This paper compares and contrasts some of the 
fundamental characteristics of the emerging market 
universe before considering prospective risks and returns 
for some representative portfolios over a medium to 
long term horizon. We demonstrate that a multi-asset 
solution should allow investors to generate returns in a 
more efficient manner than by investing in any individual 
emerging asset class alone. All analysis is in unhedged US 
dollar terms based on market data as at 31 March 2017.
The fact that EM assets have suffered several years of 
underperformance relative to developed markets has 
meant that portfolios will have benefited from being 
underweight. Many investors are now turning their 
attention to EM assets once again and trying to tactically 
time an increase in exposure. Rather than focussing on 
these shorter term dynamics, this paper instead focuses 
on the strategic case. For more detail on our shorter term 
tactical views, please refer to the latest Economic and 
Strategy Viewpoint produced by our Economics team1.

June 2017

1 http://www.schroders.com/en/sysglobalassets/digital/insights/2017/pdf/esv/
economic-and-strategy-viewpoint-May-2017.pdf

Emerging markets (EM) are a big part of global markets, yet are 
typically under-represented in investors’ portfolios. This has led  
many to ask 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.

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 tilting towards higher equity 
exposure. For more moderate return objectives, local EMD could 
improve portfolio efficiency. A case can also be made for including 
hard and corporate EMD in an EM portfolio on diversification grounds, 
despite their being unattractive in isolation.
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A diverse opportunity set

Underlying fundamental exposures vary considerably across the emerging universe, as shown in Figure 1: 

Figure 1: 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
Corporate EMD  

CEMBI Broad 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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EMD definitions
Hard EMD:  
US dollar-denominated sovereign emerging market debt
Local EMD:  
Local currency sovereign emerging market debt
Corporate EMD:  
US dollar-denominated 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 debt stocks by only including a 
specified portion of their debt.

 
At a basic level, the underlying drivers of returns vary 
across the main EM asset classes:
1 EM equity returns are driven by a combination of 

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 represent the US dollar 
borrowings of EM countries and companies.  
–  Yields are a combination of US Treasury yields and 

a credit spread so returns are directly influenced by 
movements in US interest rates and whether those 
moves are growth or inflation-fuelled, along with 
changing perceptions about the creditworthiness of 
EM borrowers. Rising US rates have typically been 
associated with falling returns. 

 –  As these borrowings are in a different currency to 
that of the borrower, currency movements can impact 
the cost of servicing these debts.

3 Local EMD represents the local currency borrowings 
of EM countries so borrowers are not exposed to 
currency risk in the same way hard and corporate EMD 
borrowers are. 
–  However, overseas investors instead take on EM 

currency risk. While some expect EM currencies 
to appreciate in value over the very long run, the 
opposite can be true over discrete periods and the 
impact can be considerable. 

 –  Yields are priced in relation to local rather than US 
interest rates, with local inflation and the exchange 
rate being key influences. 

 –  However, this does not mean that returns are immune 
to changes in US rates. In the same way that hard and 
corporate EMD returns have tended to decline when 
US rates have risen, the same has been true of local 
EMD, albeit to a slightly lesser extent, on average.

Emerging asset markets are continually evolving in terms 
of their exposures, breadth and depth. Looking into their 
components at present, EM equities are by far the largest 
market with the greatest number of issuers. However, 
the largest 10 countries comprise almost 90% of the 
benchmark index, with Asia alone representing over 70% 
and China over a quarter. On a sectoral basis, financials 
and IT each make up almost 25% of the market, with 
commodity sectors also heavily weighted (energy and 
materials combined represent 15% although this is less 
than half the level of only a few years ago). 
By exposure, an investment in the MSCI emerging market 
equity index is dominated by emerging Asia, and China in 
particular. However, there are mitigating factors.

1 China represents almost 40% of emerging GDP so 
a large allocation is consistent with its economic 
dominance (although Asia overall is overweight on this 
basis while emerging Europe, Latin America and the 
Middle-East are all underrepresented). 

2 Performance dispersion across regions and countries, 
even within a region, can be considerable. As a 
consequence, performance is not solely driven by  
Asia and/or China despite their large allocations.  
For example, despite the fact that Chinese equities  
were broadly flat over 2016, Asian equities were up 
almost 7% in USD terms, thanks to double digit returns 
from Taiwan (+20%), Indonesia (+18%) and Thailand 
(+27%). Furthermore, non-Asian equities performed 
even better than their Asian counterparts with a 
25% return, resulting in an overall gain of 12% for EM 
equities in aggregate. 

Local, corporate and hard EMD offer very different 
regional exposures to EM equities. For one thing, China 
barely features. Hard EMD and corporate EMD are both 
well diversified by country and also by region. They each 
offer something different to the other too – hard EMD 
has more exposure to Latin America whereas corporate 
EMD has a relatively large exposure to the Middle East and 
also to India (5%). On a sectoral basis, the most significant 
exposure within corporate EMD is to financials (31%), 
followed by commodities (22%). 
In contrast, while local EMD may appear well diversified 
on a regional basis, with roughly a third in Latin America 
and Europe and a quarter in Asia, this is a highly 
concentrated index. Many countries are excluded from 
the most widely used local EMD benchmark due to being 
either inaccessible to external investors or only accessible 
at additional cost. These restrictions result in both India 
and China being excluded. As a result, only 16 countries 
feature and the largest 10 make up almost 90% of the 
index. Country and currency-specific risk is significant. 
The broader local EMD universe, which includes these 
additional countries, is around 50% larger3 but this is not 
readily accessible unless investors are prepared to grapple 
with significant implementation challenges. 
In terms of credit risk, with an average credit rating of BBB 
and around 80% of the market rated investment grade, 
local EMD is the safest of the EMD sectors. Corporate EMD 
comes next while the hard EMD market has the weakest 
credit profile. Investors are used to thinking of corporate 
debt as being riskier than sovereign debt but the opposite 
is true for hard and corporate EMD indices, due to their 
differing country mixes. Hard EMD is also the longest 
duration sector so is most sensitive to changes in US 
interest rates. 
While there are clear differences between the different 
main EM asset classes, they also share common 
relationships with key global macroeconomic variables, 
such as the US dollar and commodity prices. To varying 
degrees, all EM asset classes have tended to perform 
better when the trade-weighted dollar has been 
weakening or commodity prices rising. Where the dollar is 
concerned, local EMD is unsurprisingly the most sensitive 
whereas hard and corporate EMD tend to be slightly 
less affected. Hard EMD is also the least sensitive to 
movements in commodity prices, with EM equities  
the most.

3 The GBI-EM Broad Diversified Index, where each country weight is capped at 10%, has a market size of 
$1.1 trillion. At $2.0 trillion, the GBI-EM Broad Index, where no cap is enforced, is larger still.
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At a regional level, further differences emerge. For 
example, local emerging European and Latin American 
bonds have historically been the most sensitive local bond 
markets to commodity prices whereas Asian bonds have 
been less impacted. Asian emerging market equities have 
similarly been less correlated with commodity prices than 
their Latin American peers. In terms of the trade-weighted 
dollar, European local debt has consistently been much 
more sensitive to developments than any other  
major sector.
Clearly, EM assets as a whole are diverse in their 
geographic exposures, fundamental drivers and 
sensitivity to macroeconomic factors. Portfolios diversified 
across EM assets can limit directional exposure to these 
influences whereas investors with strong views would 
benefit from constructing their portfolios accordingly.

EM equities offer the highest return prospects 
Although long run performance has been strong, it has 
been highly variable across EM assets in recent years 
(Figure 2). Even allowing for a significant rebound in 
the past 12 months4, EM equities and local EMD have 
struggled over the medium term as investors have 
downgraded emerging market growth expectations and 
the US dollar has strengthened. In contrast, hard and 
corporate EMD have benefited from the secular decline 
in global government bond yields and the hunt for yield 
which has driven credit spreads lower. Returns from hard 
and corporate EMD have been three to four times as large 
as EM equities or local EMD since 2010. 

However, when we look to the future, the tables look set 
to turn. Based on market conditions on 31 March 2017, we 
project that EM equities are likely to generate the highest 
returns over the medium to long term (8.7%), followed 
by local EMD (5.8%), with hard (4.0%) and then corporate 
(3.5%) EMD trailing some way behind. Of these, only EM 
equities are expected to generate a real return in excess 
of 4%: 
Our equity return assumptions use a Gordon’s growth 
model approach, in which returns are generated through 
the initial dividend yield and the growth rate of dividends 
(via earnings growth). We make explicit productivity 
forecasts, using historical averages and our own outlook. 
For example, EM productivity growth is assumed to be 
lower in the future as the scope for technological “catch 
up” recedes. This forecast for productivity is the basis for 
our earnings and dividend growth assumptions, though 
we make a downward adjustment to allow for the fact that 
productivity gains have historically not translated fully 
into earnings growth in emerging markets. The valuation 
picture for EM equities is reasonable (second chart in 
Figure 4) which, in a world where US equities are trading 
at historically expensive valuations, is quite an appealing 
characteristic. Overall the valuation case is reasonable but 
the growth outlook sub-par.
We formulate hard and corporate EMD returns by taking 
account of current yields and spreads and expectations for 
defaults and downgrades. Default and downgrade losses 
are assumed to be in line with the long term experience 
of global corporate bonds of equivalent credit rating. 
For investment grade bonds, downgrades represent the 
dominant risk whereas default risk matters more for 
lower rated bonds. Given hard EMD’s relatively poor credit 
quality, it is exposed to the greatest risk of losses. It is 
worth noting that historically it has been relatively easy 
for investors to experience more limited default losses 
than the main benchmarks. Historic defaulters have often 
been serial offenders (Argentina, Belize, Greece, Jamaica, 
Nicaragua, and Ukraine all defaulted twice) and defaults 
have also been well telegraphed in advance, making 
them quite avoidable. Furthermore, previous emerging 
market sovereign defaults have occurred, by and large, 
in fringe markets which have not been large parts of the 
main benchmarks. As our assumptions correspond to the 
market overall, we have not taken account of any ability 
to avoid or limit losses through active management and 
consequently, the figures quoted could be considered 
quite conservative. It is notable that past strong 
performance has driven spreads and yields lower for 
hard and corporate EMD – both are expensively valued on 
these measures compared with recent and longer term 

4 Emerging market equities have returned 18% in the 12 months to 31 March 2017.

Figure 2: Annualised historic returns (USD terms), %

Source: Datastream, MSCI, JP Morgan. Data to 31 March 2017. 2003 start point chosen 
to coincide with inception of local EMD benchmark index, in order to conduct consistent 
analysis across the different components. Past performance is not a guide to future 
performance and may not be repeated.
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Figure 3: Derivation of medium to long term EM return assumptions (USD terms), %
EM equities Hard EMD Local EMD Corp EMD

Dividend yield 2.4

Real growth 3.0 Yield 5.5 6.6 4.7

Real return 5.5 Defaults and downgrades -1.5 -0.7 -1.2

EM inflation 3.0 Currency impact 0.0 0.0 0.0

Nominal Return 8.7 Nominal return 4.0 5.8 3.5

US inflation 2.0 US inflation 2.0 2.0 2.0

Real return 6.6 Real return 1.9 3.8 1.5

Source: Schroders, JP Morgan, MSCI, Moody’s, Datastream. Figures may not sum exactly due to rounding and impact of geometric compounding. Projections are based on 
market conditions on 31 March 2017. The figures are forecasts and are not necessarily a reliable indicator of future performance.
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averages, particularly corporate EMD (first chart in Figure 
4). These low yields result in low return expectations 
compared with historic experience.
In contrast, yields on local EMD have not fallen to the 
same extent and are only slightly below their longer 
term average (first chart in Figure 4), while at the same 
time offering an above average pick-up over equivalent 
duration US Treasuries. Furthermore, emerging currencies 
have fallen sharply in recent years, detracting almost 
60% cumulatively from local EMD returns since the start 
of 2010 and are now arguably cheap on a number of 
measures. On one such measure, an adjusted Purchasing 
Power Parity (PPP) basis5, the basket of currencies within 
the local EMD benchmark is around 20% undervalued. 
However, on a structural basis, economic theory suggests 
the higher inflation expected in emerging economies 
could result in currency depreciation of around 1.5% a 
year, or 15% on a 10 year horizon. For the purposes of this 
analysis we have assumed these two conflicting forces 
offset each other over the medium to longer term and 
have made no allowance for currency movements in our 
return projections.

EM equities are the high octane option
Although we project EM equities to generate the highest 
return of the main EM asset classes, this is not without 
risk. Historically, they have been significantly more volatile 
and suffered far greater losses in market downturns 
than EMD. As shown in Figure 5, the additional volatility 
associated with EM equities has been persistent over 
long horizons. 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.
1 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. More recently, the gap between EM 
equities and local EMD has narrowed but it has increased 
further relative to hard and corporate EMD.

2 Despite the fact that it is the safest credit quality and 
shortest duration of the EMD asset classes, local EMD 
is the next most volatile EM asset class, having been 
considerably more volatile than both hard and corporate 
EMD over comparable time periods. This arises as 
a consequence of its exposure to volatile emerging 
currencies.

3 Hard EMD volatility has been broadly on a par with US 
high yield debt since 2003 and more recently. Although 
corporate bonds are normally considered higher risk 
than sovereign bonds, corporate EMD has in fact been 
slightly less volatile than hard EMD over most timescales 
due to its safer credit quality and shorter duration. 

Figure 5: EMD has been far less volatile than EM equities
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Source: JP Morgan, Schroders. All data is in unhedged USD terms. Data to 31 March 2017. 
Local and corporate EMD data unavailable as early as 1994. 

As well as experiencing a much bumpier ride, investors in 
EM equities have also had to shoulder much greater losses 
at times. For example, the worst peak-to-trough loss 
suffered by emerging market equities since 2003 exceeds 
60% (in 2008/09), slightly exceeding the losses suffered 
by global developed market equities at the same time. In 
contrast, losses on local and hard EMD have both maxed 
out at around 30%, and corporate EMD at around 25%. In 
this respect EMD has exposed investors to more limited 
downside risk than high yield debt. 

Figure 4: Hard and corporate EMD are expensively valued 
vs history, unlike local EMD…
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These losses occurred over the 2013-15 period, in 1998, 
and during the financial crisis, for local, hard, and 
corporate EMD, respectively. Where risk is a primary 
concern, EM equities, at least in isolation, are unlikely to 
represent the ideal solution.

Figure 6: EM equities have suffered more severe 
drawdowns than EMD
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Source: JP Morgan, Schroders. All data is in unhedged USD terms. Data to 31 March 2017. 
Local and corporate EMD data unavailable as early as 1994.

A further point notable in Figure 5 is that, despite weak 
global growth and heightened fundamental risks, volatility 
levels across most asset classes have recently been lower 
than over longer horizons. Extraordinary monetary 
policy helps explain this phenomenon. This has been 
the dominant driver of markets in the post-crisis world, 
papering over the cracks whenever they have threatened 
to appear. Looking to the future, we believe that it would 
be imprudent to assume that the recent low-volatility 
environment persists, especially against a backdrop of 
tightening US monetary policy. Volatility everywhere 
is likely to be much higher than recent experience. We 
assume that EM equity volatility will revert to its longer 
term norm over time. By assuming that the relative 
volatility of hard, local and corporate EMD remains in line 
with experience since 2003, we arrive at the following 
volatility assumptions:

Figure 7: EM equities are the higher risk

Volatility assumption

EM equities 23%

Hard EMD 9%

Local EMD 13%

Corporate EMD 8%

Source: Schroders

Risk-adjusted returns
Although EM equities offer the prospect of higher returns 
than EMD, the additional risk involved means that they 
are less attractive than local EMD in risk-adjusted terms 
(Figure 8). However, a 3.8% real return is unlikely to 
meet the level targeted by all investors in their growth 
portfolios so local EMD is only likely to offer a partial 
solution for many. An EM equity allocation will be a 
necessity for most to achieve their objectives. Despite 
their relatively poor return outlook, hard and corporate 
EMD fare much better in risk-adjusted terms thanks to 
their relatively low volatility, although this is not enough 
to raise their attractiveness to the level of EM equities or 
local EMD.

Figure 8: Local EMD offers the most attractive risk-
adjusted returns

Real 
return

Nominal 
Return

Volatility Sharpe 
ratio

Local EMD 3.8 5.8 13.0 0.36

EM equities 6.6 8.7 23.0 0.33

Hard EMD 1.9 4.0 9.0 0.31

Corporate EMD 1.5 3.5 8.0 0.30

Source: Schroders. Sharpe ratio is a measure of risk-adjusted returns where a higher 
number is preferred.

Diversification benefits can enhance portfolio 
efficiency
EM equity and all forms of EMD are relatively highly 
correlated with each other (Figure 9). This suggests that 
while it is possible to construct a portfolio of EM assets 
which could be expected to generate more efficient 
returns than any EM asset class alone, diversification 
benefits are limited.

Figure 9: Correlation matrix since 2003

EM Eq Hard EMD Local EMD Corp EMD

EM Eq 1.0 0.7 0.8 0.7

Hard EMD 1.0 0.8 0.9

Local EMD 1.0 0.7

Corp EMD 1.0

Correlation matrix 2003-07

EM Eq Hard EMD Local EMD EM Corps

EM Eq 1.0 0.4 0.6 0.2

Hard EMD 1.0 0.7 0.9

Local EMD 1.0 0.5

Corp EMD 1.0

Source: Schroders, JP Morgan, MSCI, Datastream. Data to 31 March 2017

In addition to their low volatility, hard and corporate EMD 
also show the value they can bring to a portfolio by virtue 
of their relatively lower correlations with both EM equities 
and local EMD. This relationship has two fundamental, 
often conflicting, drivers:
1 Equity returns have been negatively correlated with 

Treasuries, an explicit component of hard and corporate 
EMD returns. This lowers the correlation between EM 
equities and hard/corporate EMD.

2 Equities are positively correlated with credit spreads, 
the second component of hard/corporate EMD yields. 
This raises the correlation between EM equities and 
hard/corporate EMD.

In contrast, local EMD has been more highly correlated 
with EM equities over time so although it offers attractive 
risk-adjusted returns, it offers less promise from a 
diversification point of view when held alongside equities. 
Correlations themselves can be highly variable depending 
on the market environment and fundamentals of each 
asset class. 

6



For example, while the correlation between EM equities 
and hard EMD has been 0.7 since 2003, it was much lower 
at only 0.4 during the 2003-07 period. This suggests that at 
that time they offered much better diversification benefits 
alongside equities than they have done on average. When 
considering what might be reasonable to assume for the 
future, it is important to understand what has driven these 
relationships in the past and consider how this relates 
to the current and future environment. In this particular 
case, the push and pull between the two numbered points 
outlined above have helped define the varying correlation 
between EM equities and hard EMD. When credit spreads 
have been a smaller part of the overall yield, as was the 
case on average over the 2003-07 period, the correlation 
has been more heavily influenced by the Treasury yield 
component and its relationship with equities. This has been 
negative through most of the period under consideration, 
which has resulted in a lower correlation between hard 
EMD and EM equities at that time. In contrast, when credit 
spreads have made up a larger proportion of the yield, the 
correlation between hard and EM equities has tended to 
be higher (Figure 10). At the moment, credit spreads are 
relatively tight but so is the underlying Treasury yield. As 
a result, the spread represents 57% of the overall yield, 
slightly below the long term average. This analysis points 
towards a correlation of around 0.7, which also happens to 
be the long term average.

Figure 10: The EM equity/hard EMD correlation is  
influenced by spread magnitude
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Some other correlations have tended to be more stable. 
For example, corporate and hard EMD have been highly 
correlated with each other over all timescales due to their 
common exposure to movements in US Treasury yields 
(Figure 11).

Figure 11: The hard EMD/corp EMD has been  
consistently high
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It is true that another reason why correlations have been 
higher recently is that a risk-on/risk-off environment 
has prevailed. With idiosyncratic risk on the rise as 
economic policies diverge and administrations change, 
these correlations may decline in future. However, we 
have conservatively made no allowance for this in our 
assumptions. 
When taking account of historic and current relationships, 
we conclude that the long term historic correlations in 
Figure 9 appear a reasonable basis on which to conduct 
our forward looking strategic analysis. Figure 12, plots an 
efficient frontier of portfolios of these assets based on 
the assumptions outlined previously. At any given point, it 
shows the highest real return obtainable for a given level 
of risk or equivalently, the lowest risk for a given level of 
real return. 

Figure 12: Efficient frontier
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All individual asset classes lie close to the efficient frontier 
as a result of the relatively high correlations between 
them. EM equities and corporate EMD both lie on it, as it is 
not possible to construct a portfolio of these assets with 
higher expected return than EM equities or with a lower 
expected volatility than corporate EMD. Local EMD is very 
close to the frontier whereas hard EMD is the only one 
giving any sign of being inefficient. Indeed, it is possible to 
construct a portfolio of 55% hard EMD, 20% local EMD and 
25% corporate EMD with the same volatility as hard EMD 
but a 0.3% higher expected return.
In addition to this alternative portfolio, the chart also plots 
three portfolios which meet real return objectives of 3%, 
4%, 5% and 6%, and which could be considered efficient. 
Figure 13 (overleaf) sets out the asset allocation and risk/
reward statistics for each, alongside the core asset class 
assumptions. Portfolios are presented in increasing order 
of expected return. Portfolio C, which is well balanced 
across the different EM assets, offers the highest risk-
adjusted return.
In general, the higher the required return, the greater the 
need for equity exposure whereas at lower return targets, 
increased allocations to local EMD improve portfolio 
efficiency and at the lowest return targets, hard and 
corporate EMD are preferred. The optimal position on this 
curve will depend on the balance between requirement 
for return and tolerance for risk.
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A logical question to ask is how these portfolios would 
have performed historically, which is summarised in 
Figures 14 and 15, below. Past returns have been strong 
and return expectations looking forwards are lower 
across the board. This is particularly the case for hard 
and corporate EMD which have benefited from the 
multi-year decline in Treasury yields. As described earlier, 
this has boosted past returns but also depresses future 
expectations. Any portfolios with sizeable allocations to 
these asset classes have similarly performed well in the 
past and are expected to struggle more for returns in 
future. The diversified portfolio, C, again stacks up well 
against others in risk-adjusted terms.

Figure 15: Historic portfolio statistics 2003-2017, %

Asset allocation

EM Equities Hard EMD Local EMD Corp EMD Real return Nominal 
return

Volatility Sharpe ratio

Corp EMD 0 0 0 100 5.0 7.3 7.7 0.77

Hard EMD 0 100 0 0 6.6 8.9 8.3 0.91

Portfolio A 0 55 20 25 5.9 8.2 8.4 0.82

Portfolio B 5 35 50 10 5.9 8.1 10.0 0.68

Local EMD 0 0 100 0 4.9 7.2 12.0 0.49

Portfolio C 20 10 65 5 6.2 8.4 12.6 0.57

Portfolio D 45 0 55 0 7.2 9.4 15.7 0.52

Portfolio E 80 0 20 0 8.6 10.9 19.5 0.49

EM Equities 100 0 0 0 9.3 11.6 22.0 0.47

Source: Schroders, JP Morgan, MSCI, Datastream. Data January 2003 to March 2017

Figure 14: Lower returns and slightly higher risk across 
the board

Source: Schroders, JP Morgan, MSCI, Datastream. Forward looking assumptions as at  
31 March 2017. Historical figures cover January 2003-March 2017.
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Figure 13: Forward looking portfolio statistics, %

Asset allocation

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
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Broader portfolio considerations
So far we have considered the dynamics and character-
istics of an emerging market portfolio on a stand-alone 
basis. However, for investors who approach an emerging 
market allocation on a holistic total portfolio basis, the 
conclusions could be quite different. Figure 16 summaris-
es returns, volatilities and correlations for an expanded 
set of assets, including global equities, US aggregate 
bonds and US high yield debt. The same methodology as 
used for the EM assets has been used to formulate these 
assumptions. It is interesting to note that following the 
rise in yields which has occurred since Q3 2017, US ag-
gregate bonds have grown in attractiveness, at least in 
risk-adjusted terms. 
Against this wider universe of competitors, local EMD con-
tinues to offer the greatest potential risk-adjusted returns 
and as a result, developed market portfolios are likely to 
benefit from adding exposure, even at low return targets. 
In contrast, hard and corporate EMD fall further down the 
pecking order. They offer poorer risk-adjusted returns 
than US aggregate bonds and any diversification benefits 
they offered within a stand-alone EM portfolio are over-
taken by the diversification that US aggregate bonds can 
provide at the total portfolio level. A traditional 60% global 
equity/40% US aggregate bonds would have a very similar 
volatility to hard EMD but a 0.8% higher expected return. 
Despite a healthy return advantage, EM equities are 
broadly equivalent to global equities in risk-adjusted 
terms because of their additional volatility. Adding EM 
equities to the equity component of a traditional 60/40 
portfolio would result in an increase in expected return 
but in exchange for a corresponding increase in volatility. 
For example, if rather than a 60/40 portfolio, we con-
structed a 48/12/40 portfolio of global developed market 
equities, EM equities and US aggregate bonds (so that the 
EM equity allocation is 20% of the overall equity alloca-
tion) then the return would be 0.3% higher than the 60/40 
but the volatility 0.8% higher and the risk adjusted return 
largely the same (0.39). On this basis, investors should be 
largely indifferent between global and emerging market 
equities, at least in risk-adjusted terms. However, most 
portfolios continue to be dominated by developed mar-
kets, suggesting that investors are failing to capture a 
potentially lucrative source of risk-adjusted returns.

Figure 17: Expanded risk/reward statistics
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So what does this mean for investing in EM assets? It all 
comes down to preferences. Those investors who prefer 
to allocate investments on an asset class by asset class 
basis would be no worse off in risk-adjusted terms and 
potentially better off in return terms if they added EM 
equities to their equity portfolio. Regardless of which 
“bucket” (equity vs fixed income or developed vs emerging 
market) it is allocated to, our analysis indicates that local 
EMD deserves to find a place in all portfolios at present. 
Seen through this lens, hard and corporate EMD fail to 
make the grade at present. 
However, for those investors who instead prefer to think 
of EM assets as a whole, then a strong case can be made 
for an allocation to a stand alone EM portfolio which 
includes all EM asset classes, including hard and corporate 
EMD. Adding a 20% allocation to Portfolio C from the pre-
vious section, which offered the highest expected risk-ad-
justed return of those considered, to a 60/40 portfolio 
would result in a 20/40/40 portfolio. This portfolio has an 
expected real return of 2.6% (nominal 4.7%), a volatility of 
13% and would lie on the efficient frontier with a Shar-
pe ratio of over 0.4. We would argue that breaking with 
tradition and considering a combined EM allocation in this 
manner can allow investors to gain exposure to different 
sources of return than when investments are considered 
along individual asset class lines. 

Figure 16: Expanded risk/reward statistics
Volatility Real 

Return
Nominal 
Return

Sharpe 
Ratio

EM Eq Hard 
EMD

Local 
EMD

EM Corps Global Eq US Agg 
bonds

US HYD

EM Eq 23.0% 6.6% 8.7% 0.33 1.0 0.7 0.8 0.7 0.9 0.1 0.7

Hard EMD 9.0% 1.9% 4.0% 0.31 1.0 0.8 0.9 0.6 0.6 0.8

Local EMD 13.0% 3.8% 5.8% 0.36 1.0 0.7 0.7 0.4 0.6

EM Corps 8.0% 1.5% 3.5% 0.30 1.0 0.6 0.6 0.8

Global Eq 15.0% 4.2% 6.3% 0.34 1.0 0.1 0.8

US Agg bonds 3.5% 0.4% 2.4% 0.35 1.0 0.3

US HYD 9.0% 1.3% 3.3% 0.24 1.0

Source: Schroders. As at 31 March 2017

Correlation matrix since 2003, %
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