
“ Ring-a-ring o’roses, a pocket full of posies, A-tishoo! A-tishoo! 
We all fall down”
Old British nursery rhyme.

Diversification is important for any investment portfolio, but 
particularly so in emerging markets (EMs), where risks are 
arguably higher than elsewhere. However, the evidence 
suggests that there are only limited benefits to be had from 
diversifying within EMs. Although correlations appear to have 
reduced since the financial crisis in 2007 and 2008, it may be 
that the market has been distorted by the quantitative easing 
introduced to combat the financial fallout from the crash.
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A central theory for any investor is that diversification 
should serve to reduce risk. Across countries, this is 
because most economic and market disturbances are 
country specific. Consequently, equity markets (and other 
assets) in different countries should be fairly uncorrelated. 
By spreading investment across a range of countries, or 
spreading our eggs across multiple baskets, portfolio risk  
is therefore reduced and returns increased.

Is this true within EM? The universe is after all very 
diverse, economically and geographically: Korea and 
Brazil are incredibly different economies, for example. 
Korea’s economy is small, open, and focused on high tech 
products, while Brazil’s is large, more closed and reliant 
on commodities for export revenues. Does this difference 
translate to a divergence in equity performance?

The table in Figure 1, shows some equity market correlations 
over a near-20 year period. We compare Brazil and Korea, 
as well as the broader MSCI Emerging Markets equity index. 
It is immediately apparent that there is some very high co-
movement of equity indices within EM, with certain regions 
moving together closely. Brazil is particularly correlated with 
Chile and Mexico, while Korea exhibits a strong relationship 
with Malaysia, Thailand, India and Indonesia. Even worse for 
our theory of diversification, Brazil and Korea have a pretty 
strong correlation despite their fundamental differences, 
and most individual EM equity indices seem strongly 
correlated to the MSCI Emerging Markets index. On this 
basis, there would seem to be little benefit in diversifying 
across EM (though Brazil does show some value as a 
diversifier for exposure to Taiwan or the Philippines).

Figure 1: EM Equity Correlations (1998–2017)

Brazil Korea MSCI EM
Brazil 1.00 0.76 0.89

Chile 0.87 0.89 0.92

Malaysia 0.76 0.91 0.90

Thailand 0.55 0.88 0.81

S Africa 0.83 0.97 0.98

Indonesia 0.73 0.91 0.89

Korea 0.76 1.00 0.96

Mexico 0.82 0.96 0.96

India 0.76 0.95 0.94

Philippines 0.45 0.82 0.73

Czech Rep. 0.82 0.74 0.83

China 0.87 0.82 0.90

Taiwan 0.66 0.78 0.79

Poland 0.57 0.78 0.76

Russia 0.81 0.92 0.95

MSCI EM 0.89 0.96 1.00

Colour scale from red to green denotes high to low correlations. Equity indices used are local indices, converted to US dollars. Source: Schroders Economics Group and Thomson 
Datastream, 25 October 2017. 



However, it turns out that if we reduce the sample period 
to the post crisis era (2011 onwards), many of these 
correlations are significantly weakened. As shown by 
the table in Figure 2, Korea and Brazil are now close to 
uncorrelated, and markets like India and the Philippines 
actually move in the opposite direction to Brazil, so offer 
definite diversification benefits. All the same, it is clear 
that correlations can change over time, and this should be 
a cause of concern for us as investors. How do we know 
when diversifying within EM will reduce risk, and when will 
it not? Happily, we can find some answers (of a sort) in the 
study of contagion.

When Latin America sneezes, will Asia catch a cold?
To borrow from academia1, “contagion in general is used 
to refer to the spread of market disturbances…from one 
country to the other, a process observed through co-
movements in exchange rates, stock prices, sovereign 
spreads, and capital flows.” Many academic papers go 
further and divide contagion into two categories.
1  Dornbusch, R., Park, Y., and Claessens, S., “Contagion: How it spreads and how it can 

be stopped?” World Bank Research Observer, vol. 15, no. 2 (August 2000), pp. 177–97.

The first focuses on spill-overs which result from normal 
interdependence among economies: economic and 
financial linkages which exist in all states of the world. It is 
worth elaborating on these linkages a little.

One real linkage is trade; any country which is hit by 
financial crisis is likely to see a fall in demand, which will 
hurt trade partners economically and lead to asset price 
reductions as investors price this shock to growth. A 
second economic link can be competitive devaluation 
or depreciation. A country undergoing a crisis may 
deliberately devalue its currency, and will in any case 
be under depreciation pressure from the market. This 
hurts trade partners and trade competitors who may 
in turn feel pressured to weaken their own currencies. 
Again, anticipating this, investors may begin shorting the 
currencies of those economies in advance. On the financial 
side, a crisis in a country’s financial system is highly likely 
to see a reduction in the provision of credit by that country 
to the rest of the world. Foreign direct investment, trade 
credit, and other capital flows will be adversely affected.

Figure 2: EM Equity correlations 2011–2017

Brazil Korea MSCI EM

Brazil 1.00 0.15 0.76

Chile 0.90 0.22 0.76

Malaysia 0.49 0.18 0.59

Thailand -0.32 0.46 0.20

S Africa 0.63 0.57 0.90

Indonesia 0.58 0.30 0.65

Korea 0.15 1.00 0.69

Mexico 0.47 0.34 0.69

India -0.30 0.60 0.12

Philippines -0.73 0.27 -0.23

Czech Rep. 0.85 0.29 0.78

China 0.94 0.15 0.73

Taiwan -0.42 0.17 -0.14

Poland -0.01 0.88 0.54

Russia 0.30 0.80 0.76

MSCI EM 0.76 0.69 1.00

Colour scale from red to green denotes high to low correlations. Source: Schroders Economics Group and Thomson Datastream, 25 October 2017.
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The second category of contagion involves a financial 
crisis which is not the result of a change in fundamentals 
but is instead generated by investor behaviour (rational 
or otherwise). In such cases, co-movement increases 
despite no change in the underlying fundamentals. As 
one example, consider the liquidity constraints faced by 
lenders and investors. Large capital losses incurred in one 
market may induce institutional investors to sell other 
assets to raise funds in anticipation of redemptions, while 
international lenders may reduce high risk exposures 
elsewhere in response to a significant deterioration in 
asset quality in one market. Tougher capital regulations 
will amplify this effect as banks attempt to maintain 
capital ratios. Another consideration is that investors 
may be tracking a benchmark, or investing in EM via 
an index, so that losses and selling of one EM equity 
market necessitates a reduction in their holdings of all EM 
equity markets. As the chart in Figure 3 shows, this could 
generate some rather unexpected correlations.

Separately, but still within this category, are problems of 
limited information. Investors will often not have complete 
information about every market in their investment universe. 
This is obviously linked to practical constraints, but also 
to behavioural biases: we all tend to look for simple rules 
of thumb to help reduce “information overload”. This can 
mean a crisis in one country leads investors to think other 
economies with some similar characteristics could face the 
same problems. In this way, a crisis in one emerging economy 
can be transmitted to EM economies.

Figure 3: MSCI EM benchmark weights 
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“Other” contains several markets whose weight in the overall index is less than 2%. 
Source: Schroders Economics Group and Thomson Datastream, 25 October 2017.

Evidently this second category of contagion only occurs 
in a crisis, but it is also the case that contagion via the first 
channel (real and financial linkages) will also be amplified 
in a crisis. This is because the magnitude of changes in 
fundamentals can be far greater than in normal economic 
times. What we are suggesting here then is that the strong 
correlations observed in the table in Figure 1 may be the 
result of economic crises boosting correlations to above 
normal levels.

There are a couple of questions to address. The first is 
whether the lower correlations seen in the post-financial 
crisis period are because we have removed the distortion of 
assorted crises. The second is whether the first category of 
contagion connections, related to economic and financial 
linkages, have reduced in importance since 2011. If not it 
would imply that correlations will again spike in the next 
crisis, reducing the usefulness of intra-EM diversification.

Only contagious in a crisis?
So beginning with our first question, let’s explore the idea 
that perhaps correlations are normally more like those 
seen in the table in Figure 2 than in the table in Figure 1, 
and that the higher correlations of Figure 1 are the result 
of crises temporarily boosting co-movement through the 
channels described in the second category above.

Figure 4 shows the average correlation coefficient for EM 
equity indices during different periods: during financial crises 
(defined here as the Asian crisis which ran from 1997–2001, 
and the global crisis of 2007 which we treat as ending in 2010), 
and outside of them, and before and after the global financial 
crisis (GFC). It seems clear that the correlations we saw in the 
table in Figure 2 are a recent development, and that actually 
prior to the GFC, equity indices were quite highly correlated 
whether there was a crisis or not.

Figure 4: Reduction in contagion is a recent phenomenon
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However, we are looking at averages here, so perhaps 
there is some distortion by particularly highly correlated 
markets. Figure 5 shows correlation averages for individual 
EM equity markets, in the crisis and non-crisis periods. There 
are a handful of countries where we might argue for crisis-
induced contagion, but overall there is only weak evidence at 
best that crises strongly boost equity correlations.

So if crises are not to blame for the fairly highly correlated 
nature of equity markets, what is? And, in answer to our 
second question above, how can we explain the breakdown 
in correlations since the financial crisis? 
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Figure 5: Some limited evidence at country level of a crisis effect
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Source: Schroders Economics Group and Thomson Datastream, 25 October 2017.

Have emerging markets gained herd immunity?
Perhaps, following the GFC, the real and financial linkages 
between EM countries have begun to break down, 
limiting the possibilities for contagion and thus reducing 
correlations. Perhaps the retreat of globalisation is 
responsible for the step change in co-movement?

Beginning with perhaps the main real economy link, trade, 
recall that we are focusing here on the ability of one 
emerging market economy to transmit a shock to the other. 
With that in mind, Figure 6 shows how much of EM trade 
is conducted with other EMs. From 1960 to 2000, the share 
was fairly steady, before rising to touch 40% by 2012. The 
first explanation to come to mind for the increase is China, 
but note also that EM Asia ex China also grew its total share 
at that time, while other regions remained constant. 

Figure 6: EM trade with EM has grown in importance

Source: Schroders Economics Group and Thomson Datastream, 25 October 2017.
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In comparing the periods before and after the GFC, the 
trade link then looks stronger, if anything. So the scope 
for contagion through this channel seems greater, with 
China and the rest of EM Asia growing in their potential to 
transmit shocks to the rest of the EM area. 

As for financial linkages, it is unfortunately very difficult to 
find data on capital flows between EM economies. Most 
do not provide the data, though the Bank for International 
Settlements does have a handful. Instead, we will make 
do with looking at total cross border bank claims on 
EMs by the rest of the world (which will include other EM 
economies). This will give an indication of EM integration 
into the global financial system and also the importance of 
these flows to their economies. Figure 7 shows both claims 
on and liabilities to EMs excluding China, and claims on and 
liabilities to China itself separately.

For the EM area overall, claims as a share of GDP declined 
heading into the crisis and have fluctuated since. It is hard 
to conclude that EM reliance on foreign banks has been 
that different after the GFC to the average beforehand. 
Interestingly, liabilities to EMs remain depressed compared 
to pre-GFC levels. Note however that these data are based 
on bank residency rather than nationality. As a result, an 
Indian bank in Russia would count as a Russian bank, for 
example. A reduction in liabilities to India could just mean 
locals have moved money onshore, rather than implying 
that India is lending less money to the Russian economy.
Still, this is perhaps weak evidence of a reduced transmission 
mechanism from EMs to the rest of the world, including other 
EM economies.

The case of China seems less ambiguous. Both claims and 
liabilities increased rapidly post crisis. So it is difficult to 
argue that China has become a smaller source of contagion 
via financial channels.

Figure 7: Cross border bank claims

Source: Bank for International Settlements, Schroders Economics Group and Thomson Datastream, 25 October 2017.
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Squaring the circle
All of this is somewhat confusing. Crises do not seem to 
cause additional contagion, and the non-crisis channels for 
contagion do not appear to have atrophied at a time when 
correlations have fallen. How can we explain what we see 
in the data?

A paper2 written in the aftermath of the EM crises of 
the late 1990s argued that correlation coefficients can 
be affected by the size of market moves, even when 
transmission mechanisms are unchanged. The authors’ 
point can be demonstrated by a relatively simple example, 
which we adapt from their paper.

Imagine a game in which you flip two coins, a ten cent 
piece and a euro: heads you win the value of the coin, tails 
you lose the value of the coin. Your reward at the end of 
the game is 10% of your first win or loss (so 10% of 10c), 
plus your second win or loss. This means you can win 
between -€1.01 and €1.01.

Now imagine a second game where, instead of the 10c, 
you flip a specially made €100 coin. The same rules apply, 
but the outcomes now range from -€11 and €11. Crucially, 
the “contagion” from the first game to the second is still 
only 10%. Yet when we look at the correlation between the 
2  Forbes, K., Rigobon, R., “Measuring Contagion: Conceptual and Empirical Issues” 

International Financial Contagion, ed. by Claessens, S., and Forbes, K., 2001.

payoff from each game with the first round, the difference 
is massive (Figure 8).

Imagine that instead of a coin toss, the table represents 
shocks in EM. Game 1 is a time of only small market moves 
in “patient zero”, the source of contagion. Its contagion to 
the rest of EM is given by the “payoff”. The correlation at 
this time of muted market and economic disturbances is 
very low, around 1%. 

Now look what happens when the shocks are far larger. 
The pass-through to the overall outcome is still only 10%, 
but the correlation jumps to essentially 100%. 
In other words, with very small stakes, correlations 
are correspondingly low. But increase the stakes, and 
correlations skyrocket, even though the degree of pass-
through is unchanged. 

How does this apply to our discussion? Our contention 
would be that by massively reducing volatility, quantitative 
easing (QE) has created a world which resembles 
game 1 more than game 2. This would imply that the 
transmission mechanisms remain largely unchanged 
and that a more volatile world would see an increase in 
correlations between EM equity indices. We recognise that 
this is a strong assertion, and hope to do further work 
to investigate the connection, as well as to expand this 
analysis to other EM assets. 

Figure 8: The problem with correlations

 Round 1 Round 2 Payoff
Correlation of payoff with 
first round

Game 1 10 100 101

~0
10 -100 -99

-10 100 99

-10 -100 -101

    

Game 2 10,000 100 1,100

~1
10,000 -100 900

-10,000 100 -900

-10,000 -100 -1,100
 
Payoff is 10% of Round 1 outcome + 100% of Round 2 outcome. Source: Forbes and Rigobon (2001) and Schroders Economics Group, 25 October 2017.

Diversification case looks weak, but time  
horizons matter
We came up with two questions to address following the 
initial finding that intra-EM equity correlations were much 
lower for the post-GFC period than the long term average. 
One was whether crises themselves see a significant 
increase in correlations, and the other was whether the 
scope for contagion has diminished since the GFC. The end 
goal was to determine whether intra-EM diversification is a 
useful hedging tool, or if correlations are likely to spike in 
the next crisis.

A look at correlations in crisis and non-crisis periods was 
not hugely supportive of the idea that it is only times of 

extreme stress that generate high intra-EM co-movement. 
There were some markets where correlations were 
noticeably higher, so we would not rule it out altogether, 
but it does not seem a sufficiently dominant theme to form 
the basis of an investment strategy. 

On the second question, we would conclude that if 
anything the channels for contagion between EM 
economies have strengthened over time. This makes 
sense in a globalising world where countries become 
more deeply embedded in global supply chains and more 
integrated with international finance. This seems to apply 
most to EM Asia (with or without China), so shocks from 
this region could be more readily transmitted today than 
was the case ten or fifteen years ago.
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With these two questions answered we are left with a 
new conundrum. Why are correlations lower since the 
GFC? Here we would offer the tentative hypothesis that 
a reduction in volatility occasioned by global QE has 
reduced statistical correlations, even while transmission 
mechanisms remain as strong as ever. A potential 
implication of this then would be that the withdrawal of 
QE and subsequent increase in volatility could see intra-EM 
equity correlations rise back to former levels, eroding the 
current benefits of intra-EM diversification. 

Again, we have not looked at shorter-term behaviour of 
intra-EM correlations, and so our findings do not mean that 
relative value trades within EM will never work. Plenty of 
investors can and do make money from such trades. At the 
moment, too, correlations are sufficiently low that there is 
a good case for diversification. But as global central banks 
begin to unwind their QE policies, long-term investors 
should bear this in mind.

Conclusion
We have not found compelling evidence that diversifying within emerging markets will save investors at time of 
market stress. If, therefore, investors are happy with the hedging properties of their portfolio outside of a crisis, they 
should not mind too much if one occurs. One possibility not explored above is that correlations may fluctuate more 
strongly over shorter time horizons, so perhaps a caveat here should be that this applies only for investors happy to 
hold through short-term volatility. Investors should also be aware that what has passed for normal in markets over 
the last 10 years may change once monetary policy starts running again along more conventional lines.
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