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Rising Correlations: 
Do Emerging Market Investments still offer 
Diversification Benefits?  
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Introduction

What do investors look for in an asset class?

– Return potential (with acknowledgment of risks) 

– Diversification benefits

Strong investment case for Emerging Markets should drive returns over the long-term

Conventional wisdom is that diversification is the key driver in choosing EM
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Conventional wisdom is that diversification is the key driver in choosing EM

Is this still the case?



Asset Class Performance

Asset Class Performance and Volatility (10 years en ding 31 Aug 2011, in Euro)

Name YTD Return 

(%)

3 Year 

Return (% 

annualised)

Std Dev 3 

Yrs (%)

Sharpe Ratio 

3 Yrs

10 Year 

Return (% 

annualised)

Std Dev 10 

Yrs (%)

Sharpe Ratio 

10 Yrs

Gold 20.22 30.57 22.41 1.25 15.41 16.97 0.78

Emerging Markets Debt (Local) 1.04 12.02 9.05 1.14 - - -

Global High Yield Bonds -4.06 13.04 15.35 0.78 4.84 11.90 0.24

Emerging Markets Equity -14.79 5.83 23.52 0.30 10.72 22.03 0.46
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Source: Morningstar Direct, TR in Euro, as of 31/8/2011. Asset classes represented by: London Fix Gold PM (PR),  MSCI EM (NR),  MSCI AC Asia-Pac ex-Japan (NR), JPM GBI EM Global Diversified (TR), 

BarCap Global High Yield (TR), DJ Global World Real Estate (TR), MSCI Europe (NR), DJ UBS Commodity (TR), BarCap Global Aggregate (TR) , USD S&P 500  (TR), MSCI Japan (NR)  

Sharpe Ratio: calculated in Euros. Risk free rate is 1 month Euribor.

Emerging Markets Equity -14.79 5.83 23.52 0.30 10.72 22.03 0.46

Asia-Pac Equity -12.84 7.83 21.88 0.39 8.69 20.02 0.39

Global Investment Grade Bonds 0.53 8.57 9.24 0.81 2.38 6.59 0.01

Commodities -5.60 -3.79 16.29 -0.23 - - -

US Equity -8.48 1.29 16.18 0.08 -1.92 15.58 -0.21

Real Estate -8.36 1.83 24.37 0.14 4.04 18.24 0.17

European Equity -11.67 -3.57 19.87 -0.15 0.20 16.92 -0.05

Japanese Equity -15.58 -2.81 17.26 -0.15 -2.66 17.23 -0.22



Asset Class Correlations Pre-Financial Crisis (2005  - 2008)

European 
Equity US Equity

Japanese 
Equity

Emerging 
Markets 
Equity

Emerging 
Markets 
Debt 
(Local) Gold

Global 
Investment 

Grade 
Bonds

Global 
High Yield 
Bonds

Commod-
ities

Real 
Estate

Asia-Pac 
Equity

European Equity

US Equity 0.82

Japanese Equity 0.71 0.66

Emerging Markets Equity 0.84 0.60 0.72

Asset Class Correlations (Sep 2005 – Aug 2008)
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Emerging Markets Debt (Local) 0.52 0.61 0.53 0.58

Gold -0.08 -0.17 0.16 0.21 0.17

Global Investment Grade Bonds 0.01 0.39 0.24 -0.05 0.42 -0.07

Global High Yield Bonds 0.65 0.90 0.67 0.43 0.61 -0.12 0.58

Commodities 0.06 -0.09 0.27 0.33 0.06 0.56 -0.11 0.01

Real Estate 0.83 0.85 0.71 0.64 0.59 -0.03 0.26 0.80 -0.02

Asia-Pac Equity 0.86 0.66 0.69 0.97 0.58 0.12 -0.01 0.48 0.27 0.69

Source: Morningstar Direct, TR in Euro, Sep 2005 – Aug 2008. Asset classes represented by: London Fix Gold PM (PR),  MSCI EM (NR),  MSCI AC Asia-Pac ex-Japan (NR), JPM GBI EM Global Diversified (TR), 

BarCap Global High Yield (TR), DJ Global World Real Estate (TR), MSCI Europe (NR), DJ UBS Commodity (TR), BarCap Global Aggregate (TR) , USD S&P 500  (TR), MSCI Japan (NR)  

-1.0 – -0.75 -0.74 – -0.50 -0.49 – -0.25 -0.25 – -0.01 0 – 0.24 0.25 – 0.49 0.50 – 0.74 0.75 – 1.0



Asset Class Correlations Since Peak of Financial Cr isis (Sep 2008 – Aug 2011)

European 
Equity US Equity

Japanese 
Equity

Emerging 
Markets 
Equity

Emerging 
Markets 
Debt 
(Local) Gold

Global 
Investment 

Grade 
Bonds

Global 
High Yield 
Bonds

Commod-
ities

Real 
Estate

Asia-Pac 
Equity

European Equity

US Equity 0.93

Japanese Equity 0.83 0.81

Emerging Markets Equity 0.85 0.76 0.67

Asset Class Correlations (Sep 2008 – Aug 2011)
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Emerging Markets Debt (Local) 0.87 0.82 0.77 0.67

Gold -0.38 -0.14 -0.30 -0.17 -0.28

Global Investment Grade Bonds -0.40 -0.06 0.19 -0.34 0.31 0.49

Global High Yield Bonds 0.53 0.61 0.62 0.67 0.73 0.17 0.22

Commodities 0.78 0.79 0.64 0.67 0.70 -0.13 -0.67 0.20

Real Estate 0.93 0.93 0.85 0.81 0.89 -0.35 -0.61 0.38 0.76

Asia-Pac Equity 0.92 0.9 0.77 0.87 0.89 -0.38 -0.69 0.33 0.79 0.92

Source: Morningstar Direct, TR in Euro, Sep 2008 – Aug 2011. Asset classes represented by: London Fix Gold PM (PR),  MSCI EM (NR),  MSCI AC Asia-Pac ex-Japan (NR), JPM GBI EM Global Diversified (TR), 

BarCap Global High Yield (TR), DJ Global World Real Estate (TR), MSCI Europe (NR), DJ UBS Commodity (TR), BarCap Global Aggregate (TR) , USD S&P 500  (TR), MSCI Japan (NR)  

-1.0 – -0.75 -0.74 – -0.50 -0.49 – -0.25 -0.25 – -0.01 0 – 0.24 0.25 – 0.49 0.50 – 0.74 0.75 – 1.0



Historical Correlation Emerging Market Equity vs. D eveloped Market Equity
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MSCI Emerging Markets vs. MSCI World (Correlation, trailing 12 month returns)
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Source: FactSet, Correlation of USD 12 month returns, MSCI EM Index (Gross) vs. MSCI World Index (Gross), 1989 - 2011



Historical Correlation Emerging Market Equity vs. D eveloped Market Equity

MSCI Emerging Markets vs. MSCI World (Correlation, trailing 36 month returns)
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Source: FactSet, Correlation of USD 36 month returns, MSCI EM Index (Gross) vs. MSCI World Index (Gross), 1991 - 2011
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Asset Class Performance
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Asset Class Performance (2003 – 2011) % return in Eu ro
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Source: Morningstar Direct, TR in Euro, 31/12/2002 – 31/8/2011. Asset classes represented by: London Fix Gold PM (PR),  MSCI EM (NR),  MSCI AC Asia-Pac ex-Japan (NR), JPM GBI EM Global Diversified (TR), 

BarCap Global High Yield (TR), DJ Global World Real Estate (TR), MSCI Europe (NR), DJ UBS Commodity (TR), BarCap Global Aggregate (TR) , USD S&P 500  (TR), MSCI Japan (NR)  



The Case for Emerging Market Equities

Emerging market investment case: 
– superior growth profile
– favourable demographics and an emerging consumer class
– global companies
– lower government debt
– diversification benefits…

Rebound from the Great Recession has been sharp, le d by growing domestic demand and 
stimulative policy
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stimulative policy

Emerging Asia is now 2 nd largest economy in nominal GDP terms 

Latin America recovery has been strong, benefitting  by recovery in commodities

2011 EM growth expected to be 5.8% versus 2.3% for the developed world

EM equities are at 9 times next 12-month earnings, 1 standard deviation below L-T average

Risks include: oil prices (Asia), political risk (M iddle East and Africa), inflation (Global EM), 
severe US/Europe recession

Source: SSgA, IBG Strategy & Research



Emerging Markets Impact on the World

Energy consumption

Land mass

Population

Emerging Economies as % of Total World
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Source:  IMF IFS, Banc of America.Merrill Lynch, 2009
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Institutional Ownership of EM Equities

Institutional investors are strategic 
buyers of the asset class

They will access the markets either 
through direct Emerging Market 
investments or through the broadening of 
equity mandates/ benchmarks (e.g. MSCI 
ACWI, MSCI ACWI IMI)
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Source:  Goldman Sachs 
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Importance of Emerging Markets will 
grow significantly over time



What about Debt? The Case for Emerging Market Local  Currency Debt

Developed Markets

Government Debt 
in % of GDP 2005 2010 2015

Australia 10.7 19.8 20.9

Canada 71.6 83.3 71.2

France 66.4 84.2 94.8

Germany 68 76.7 81.5

Greece 100 133.2 140.4

Government Debt in % of GDP – Data and Projections

Emerging Markets

Government Debt 
in % of GDP 2005 2010 2015

Argentina 86.8 51.4 50.4

Brazil 69.2 67.2 54.1

Chile 7.3 4.4 3.2

Czech Republic 29.7 37.6 49.9

Colombia 38.8 35.1 32.3
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Greece 100 133.2 140.4

Japan 191.6 227.1 250

Portugal 63.6 86.8 98.4

Spain 43 66.9 94.4

United Kingdom 42.1 78.2 90.6

United States 61.6 92.6 109.7

Advanced G-20 78.9 104.4 117.1

Source: World Economic & Financial Surveys Fiscal Monitor - May 2010

Colombia 38.8 35.1 32.3

Hungary 61.9 78.9 64

Indonesia 46.3 27.5 23.1

Malaysia 44.4 57.2 62.3

Mexico 39.8 44.5 42.4

Peru -- 26.7 19.7

Philippines 62.8 48 37.3

Poland 47.1 55 62.1

Russia 14.2 8.1 13

South Africa 34.6 34.7 35.7

Thailand 46.2 47.9 51.3

Turkey 52.3 44.5 43.5

Emerging G20 40.4 37 32.7

Rising Government Debt to GDP ratios of 
developed markets contrast with the 
situation/outlook for many EM economies



Recent Flows into Emerging Market Investments

European domiciled Global Emerging Market Equity fu nds attracted inflows of €26.5 billion 
in 2010, while Emerging Market Local Currency Debt funds experienced inflows of €16.5 
billion

YTD 2011, Emerging Market Local Currency Debt funds  attracted inflows of €5.5 billion, 
while Global Emerging Market Equity funds gained €1 .6 billion

In 2010, over 25% of all institutional equity searc hes in Europe were for Emerging Market 
managers, with several pension funds investing in t he region for the first time (Mandate 
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managers, with several pension funds investing in t he region for the first time (Mandate 
Wire 2010 annual report)

‘It became clear that 2010 was really the year of e merging markets, if not yet by inflows at 
least in terms of investor sentiment. Pension funds  across Europe started to look to those 
markets that had so long been regarded as unstable,  inaccessible and vulnerable to 
interference… MandateWire counted 14 emerging market  bond mandate wins during the 
year and seven tenders…’

Source: Morningstar Direct, YTD as of 31 August 2011.  Mandate Wire 2010 Annual Report



Summary

Correlations between EM and DM equities have been r ising over time

We recommend to focus on macro factors and underlyi ng trends that continue to favour EM

EM equities have significantly outperformed DM equi ties over the last decade

EM equities have higher volatility relative to DM – but display a favourable Sharpe ratio

Many investors remain structurally underweight to E M equities – the region makes up 

15

Many investors remain structurally underweight to E M equities – the region makes up 
approximately 13% of the MSCI ACWI and represents r oughly 30% of global GDP; we expect 
investors will continue to increase allocation to E M over time



Trademark Information

“SPDR®” is a registered trademark of Standard & Poor’s Financial Services LLC (“S&P”) and has been licensed for use by State Street Corporation. No 
financial product offered by State Street Corporation or its affiliates is sponsored, endorsed, sold or promoted by S&P or its affiliates, and S&P and its affiliates 
make no representation, warranty or condition regarding the advisability of buying, selling or holding units/shares in such products. Further limitations and 
important information that could affect investors' rights are described in the prospectus for the applicable product.  Standard &Poor’s®, S&P®, SPDR® and 
S&P 500® are registered trademarks of Standard &Poor’s Financial Services LLC (“S&P”) and have been licensed for use by State Street Corporation. 

MSCI Indices are trademarks of MSCI Inc. Any financial products referred to herein are not sponsored, endorsed, or promoted by MSCI, and MSCI bears no 
liability with respect to any such financial products or any index on which such financial products are based. The fund documents contain a more detailed 
description of the limited relationship MSCI has with SSgA and any related financial products. Source: MSCI: Neither MSCI nor any other party involved in or 
related to compiling, computing or creating the MSCI data makes any express or implied warranties or representations with respect to such data (or the results 
to be obtained by the use thereof), and all such parties hereby expressly disclaim all warranties of originality, accuracy, completeness, merchantability or 
fitness for a particular purpose with respect to any of such data.  Without limiting any of the foregoing, in no event shall MSCI, any of its affiliates or any third 
party involved in or related to compiling, computing or creating the data have any liability for any direct, indirect, special, punitive, consequential or any other 
damages (including lost profits) even if notified of the possibility of such damages.  No further distribution or dissemination of the MSCI data is permitted without 
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damages (including lost profits) even if notified of the possibility of such damages.  No further distribution or dissemination of the MSCI data is permitted without 
MSCI’s express written consent.

AEX Index® is a registered trademark of Euronext N.V. or its subsidiaries designating the index that it calculates and publishes. Euronext N.V. and its 
subsidiaries in no way sponsor, endorse or are otherwise involved in the issue and offering of the SPDR® AEX Index® ETF. Euronext N.V. and its subsidiaries 
disclaim any liability to any party for any inaccuracy in the data on which the AEX Index® is based, for any mistakes, errors, or omissions in the calculation 
and/or dissemination of the AEX Index®, or for the manner in which it is applied in connection with the issue and offering of SPDR® AEX Index® ETF.

Source: Barclays Capital POINT/Global Family of Indices. Barclays Capital Inc. Used with permission 



Disclaimers

State Street Global Advisors Limited. Authorised and regulated by the Financial Services Authority. Registered in England. Registered No. 2509928. 
VAT No. 5776591 81. Registered office: 20 Churchill Place, Canary Wharf, London, E14 5HJ Telephone: 020 3395 6000 Web: www.ssga.co.uk. 
Facsimile: 020 3395 6350 

This material is for your private information. The information we provide does not constitute investment advice and it should not be relied on as such. It should 
not be considered a solicitation to buy or an offer to sell a security. It does not take into account any investor's particular investment objectives, strategies, tax 
status or investment horizon. We encourage you to consult your tax or financial advisor. All material has been obtained from sources believed to be reliable, but 
its accuracy is not guaranteed. There is no representation or warranty as to the current accuracy of, nor liability for, decisions based on such information. Past 
performance is no guarantee of future results. This document should be read in conjunction with its prospectus. All transactions should be based on the latest 
available prospectus which contains more information regarding the charges, expenses and risks involved in your investment.

This communication is directed at professional clients (this includes eligible counterparties as defined by the Financial Services Authority) who are deemed both 
knowledgeable and experienced in matters relating to investments. The products and services to which this communication relates are only available to such 
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knowledgeable and experienced in matters relating to investments. The products and services to which this communication relates are only available to such 
persons and persons of any other description (including retail clients) should not rely on this communication.



Important Risk Information

ETFs trade like stocks, fluctuate in market value and may trade at prices above or below the ETFs net asset value. Brokerage commissions and ETF expenses 
will reduce returns. The investment return and principal value of an investment will fluctuate in value, so that when shares are sold or redeemed they may be 
worth more or less than when they were purchased.

Diversification does not protect against loss. Bond funds contain interest rate risk (as interest rates rise bond prices usually fall); the risk of issuer default; issuer 
credit risk; liquidity risk; and inflation risk. In addition to the normal risks associated with equity investing, narrowly focused investments and investments in 
smaller companies typically exhibit higher volatility.

Commodities contain heightened risk including market, political, regulatory, and natural conditions, and may not be suitable for all investors. The strategy will 
seek exposure to commodities through commodity-linked derivatives. Derivatives and commodity-linked derivatives may involve certain costs and risks such as 
liquidity, interest rate, market, credit, management and the risk that a position could not be closed when most advantageous.

Investing in foreign domiciled securities may involve risk of capital loss from unfavourable fluctuation in currency values, withholding taxes, from differences in 
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Investing in foreign domiciled securities may involve risk of capital loss from unfavourable fluctuation in currency values, withholding taxes, from differences in 
generally accepted accounting principles or from economic or political instability in other nations. Investments in emerging or developing markets may be more 
volatile and less liquid than investing in developed markets and may involve exposure to economic structures that are generally less diverse and mature and to 
political systems which have less stability than those of more developed countries.

Frequent trading of ETFs could significantly increase commissions and other costs such that they may offset any savings from low fees or costs.

© 2011 State Street Corporation – All Rights Reserved IBGE-0183 Expiration Date: 25.10.2011

IBGE-0184


