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Emerging market equities are widespread in the portfolios of institutional investors. Over 20 years, however, 
the MSCI Emerging Markets has underperformed the MSCI World. The following article aims to explain 
reasons for this underperformance. Our analysis shows that the strength of the dollar and the development 
of commodity prices have represented a significant headwind for the asset class, particularly in the last ten 
years.

 
Chart: Performance over 20 Years (Morningstar)

Introduction
Emerging market equities are widespread in the portfolios of institutional investors. During the 2000s, they 
were regarded as the shining stars promising investors attractive returns. An important driver at the time 
was China›s opening to the world (accession to the WTO in 2001). Its growth potential attracted investors 
worldwide. In the 2010s, emerging market shares no longer delivered the expected excess returns over 
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Table: Comparison of Risk and Return metrics over time and selected regions
  

MSCI World 
NR USD

MSCI EM
NR USD

MSCI Europe
NR USD

Return 1 year 25.0% 8.7% 12.6%
Volatility 1 yea 14.0% 16.3% 16.4%
Return 3 yeas p.a. 8.6% -6.3% 6.0%
Volatility 3 years p.a. 17.0% 17.7% 18.2%
Return 5 years p.a. 11.7% 1.9% 7.3%
Volatility 5 years p.a. 18.0% 19.0% 19.4%
Return 10 years p.a. 9.1% 3.0% 4.0%
Volatility 10 years p.a. 14.9% 17.2% 16.3%
Return 20 years p.a. 7.9% 6.4% 5.6%
Volatility 20 years p.a. 15.5% 20.8% 18.2%

developed market equities. When comparing the performance of the MSCI World with the performance 
of the MSCI Emerging Markets over a 20-year period, it becomes obvious that the excess return did not 
materialise. Over a period of 15 years, emerging market equities have also underperformed European 
equities. The underperformance is not just due to the disappointing performance of the last three years 
(e.g. China) or the strong performance of US technology stocks; there was also a phase from 2010 to 
2016 when the MSCI Emerging Markets trended sideways overall. A volatility comparison shows that the 
volatility of the MSCI World was always lower than that of the MSCI Emerging Markets Index. In other 
words, investors achieved lower returns over several periods with higher volatility.

The following research aims to identify the main drivers of this underperformance.

Approach
In order to examine which drivers have a significant influence on the performance difference between 
developed and emerging market equities, a quantitative analysis was carried out. The analysis focussed on 
three factors. These factors include commodity prices, the strength of the dollar and the growth differential 
between emerging and developed countries. The analysis covers a period of 20 years (4th quarter 2003 to 
3rd quarter 2023).

The regression analysis shows a positive and significant correlation between the development of commodity 
prices and the price differential between emerging market equities and developed market equities (MSCI 
Emerging Markets minus MSCI World). Rising commodity prices would therefore indicate an outperformance 
of the MSCI Emerging Markets compared to the MSCI World, while a negative development would indicate 
an underperformance. The development of commodity prices (measured by the Bloomberg Commodity 
Index) over 20 years tended to be flat while it was negative over 10 years. Thus, this factor may have acted 
as a headwind to the emerging market equity return differential (especially over the last 10 years).

The factor dollar strength has a negative coefficient, which is statistically significant. A stronger dollar 
represents a headwind for emerging markets, while a weakening of the dollar favours a development in 
the opposite direction. A stronger dollar increases the financing costs and external debt levels of emerging 
market countries, which in turn can negatively impact growth momentum. From the perspective of dollar 
investors, stronger dollar also means currency losses on their emerging market equity holdings. Over 
the past ten years in particular, a long phase of dollar strength has been recorded, which represents a 
significant headwind for emerging market returns.
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Tables: Comparison of stock market performance and GDP growth for China and India

 

The growth differential between the emerging markets and industrialised countries is not statistically 
significant in our study. Hence, the coefficient (GDP difference) does not provide explanatory power 
regarding the relative returns. If the absolute growth of emerging markets is regressed against the 
absolute index return of emerging markets, a positive correlation can be observed, which is statistically 
significant. However, observations from individual countries show that the correlation can vary greatly 
from one country to another. Among other things, this is also related to the significance of its export 
sector. Another important factor is the investable universe within a country. If this investment universe 
does not correspond to the composition of an economy, significant divergences between GDP growth and 
stock market performance can arise.

A comparison of China›s GDP growth with the MSCI China NR USD over ten years reveals that the return 
on the equity index lagged significantly behind growth. Over ten years, annualised GDP growth was 5.9%, 
while the index return was 1.7% (the yuan depreciated by -1.7% p.a. against the dollar). While GDP grew at 
an annualised rate of 5.7% p.a., the stock market generated a return of 9.8% p.a. there. The local currency 
(rupee) depreciated by -2.8% p.a. against the dollar over the same period. In the Indian market, the country 
index realised a higher increase in value than the annual growth of the national economy. The two examples 
show that the realised return on a country›s financial markets can deviate significantly from realised GDP 
growth and that this can remain the case over a multi-year period. When comparing the time series, it is 
also noticeable that there were more frequent and more significant drawdowns in China over these ten 
years than was the case for the Indian market.
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Key findings
In our multifactor regression, the variables dollar strength and commodity prices are significant (at 
a significance level of 1% and 5% respectively). The GDP growth differential was not significant in our 
regression analysis. The coefficient of dollar strength is negative, while the coefficient of commodity prices 
is positive. Over the last ten years, the strength of the dollar has been very pronounced, while commodity 
prices have tended to decline. Both factors have therefore proved to be headwinds for emerging markets 
equities.

It can also be observed that equity market performance can sometimes deviate significantly from a 
country›s GDP growth, even when analysed over several years. In addition to the investable universe the 
export orientation of an economy and thus also global economic growth are key considerations here. The 
tensions between the USA and China in the form of various trade conflicts and trade barriers as well as 
geopolitical tensions (including Ukraine) proved to be negative factors here.

Implications for institutional investors
Institutional investors should discuss whether and how emerging market equities fit into their strategic 
asset allocation. From a risk/return perspective, an inclusion of this asset class does not necessarily make 
sense, especially if an investor assumes that the dollar will remain strong and geopolitical tensions will 
not subside. Moreover, historically, when the MSCI World suffered setbacks, the emerging markets were 
often affected as well, meaning that diversification (by including this asset class) did not work when it was 
needed the most.

When considering the portfolio, it is also important to discuss position sizing and the type of implementation. 
Are equities the right instrument or can an emerging market exposure also be achieved using bonds1?

Whether the last ten years can be considered representative for the coming years depends, among other 
things, on the development of the dollar and commodity prices. The end of the dollar›s strength has often 
been predicted without it ever materialising. However, there are various valid arguments - in addition to the 
foreign trade deficit, the debt situation is also likely to prove a burden for the dollar. Thus, there is a chance 
that the headwind of the dollar›s strength will ease somewhat. With regard to commodities, a volatile 
or cyclical development is more likely. An alternative scenario could materialise if the transformation to 
a greener economy were to result in a new commodity supercycle. This could then favour commodity 
exporters within the emerging markets in particular.

Negative factors
The future direction of globalisation and geopolitical tensions have the potential to create significant 
disruptions in financial markets (emerging markets in particular). Issues such as nearshoring/friendshoring 
could lead to a change in global supply chains, which can be detrimental to various economies (including 
China). At the same time, friendshoring offers new opportunities for other countries (e.g. Mexico in recent 
years).

With regard to China, various negative factors must be taken into account. In addition to the unfavourable 
demographic structure, the deleveraging of the real estate sector and local governments as well as the shift 
in sectors composition will have a negative impact on growth over a multi-year period.

Governance problems and regulatory issues may also prove to be further stress factors for the financial 
markets. The year 2021 clearly illustrates the disruptive potential of strong regulatory action. At that time, 
the Chinese government unexpectedly regulated various sectors (e.g. technology), which led to significant 
price losses for Chinese equities and, due to their index weightings, also at MSCI Emerging Markets level.

1	 It	must	be	pointed	out	that	the	country	composition	of	the	JPM	EM	bond	indices	(EMBI,	CEMBI	and	GBI)	differs	signifi-
cantly from that of the MSCI Emerging Market Index.
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Markets and Indices change over time
It should also be noted at this point that financial markets and the composition of benchmark indices can 
change significantly over time. For example, the importance of the commodities (materials) and energy 
sectors and their share of the MSCI Emerging Market Index used to be significantly higher, whereas today 
the financial and technology sectors have higher weightings. There have also been significant changes in 
the country weightings over time. For example, the share of Russia and South Africa used to be significantly 
higher, whereas today the Asian region has an even greater weighting. The index weightings also change 
within the regions, with China›s weighting ranging from 30% to 33% for a long time. At the end of February 
2024, this country weighting was around a quarter.

Investors are therefore well advised to regularly monitor the index composition and determine whether an 
inclusion of this asset class is still advisable or whether an allocation should be reconsidered.

Valuations are lower
In connection with emerging market equities, the argument is often made that valuations are low. At the 
end of February, the MSCI Emerging Markets had a price/earnings ratio of 15.2, while the MSCI World had 
a price/earnings ratio of 21.7 (MSCI North America at 25.4, MSCI Japan at 16.4)2. It should be noted that 
valuations can also be an expression of different risk premiums and different sector compositions and can 
therefore differ over the long term. In addition, the MSCI Europe has a price/earnings ratio of 14.8. The 
valuation there would therefore be even lower. In general, the current valuation level is more of a factor 
or argument for tactical positioning (short-term overweighting and underweighting) and less for strategic 
(long-term asset class weightings) asset allocation.

Heterogeneity of emerging markets and their development
Our analyses also show that emerging markets are a very heterogeneous group of countries that can 
display very different dynamics. A comparison of the four index heavyweights China, India, Brazil and 
Taiwan alone clearly shows that their performance can vary significantly even over five years. Taiwan, for 
example, has recorded a cumulative return of 117% since February 2019, while China has posted a negative 
return of around -27% over the same period.

2 Data according to MSCI Index Factsheet as of 29 February 2024
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Chart: Stock market performance of selected countries over a period of 5 years

 

Conclusion
Investors must decide to what extent an inclusion of emerging markets is advisable and how this exposure 
can best be achieved. Over the last ten years, the MSCI Emerging Markets has shown a significantly lower 
return than the MSCI World, with higher volatility. In addition to the last three years, the period from 2011 
to 2016 also proved to be challenging with respect to the achieved performance. Over the last decade, the 
strength of the US dollar and the development of commodity prices proved to be a clear headwind for the 
asset class. Prospectively, the headwind from the strength of the dollar could weaken.

In the context of strategic asset allocation, it is necessary to consider risk/return considerations, the 
heterogeneous growth dynamics of the various emerging market regions, any governance risks and also 
geopolitical considerations. Investors should also be aware that the implementation costs (including 
custody and administration costs) for emerging market equities tend to be higher than for developed 
market equities.
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Appendix – analysis methodology and factors
The results of the analysis described above are based on a multi-factor regression using three factors. 
The factors included are the development of commodity prices, the strength of the dollar and the growth 
differential between emerging and developed countries. The analysis covers a period of 20 years (4th 
quarter 2003 to 3rd quarter 2023). The Bloomberg Commodity Index was used as a proxy for commodity 
prices. The U.S. Dollar Index (DXY), which measures the relative development of the dollar to a basket of 
other major currencies, was used for the dollar strength. The difference in GDP growth between developed 
and emerging countries was used for the growth differential. As an approximation for these GDP growth 
rates, the weighted average of the GDP growth rates of the eight largest countries (index weights) of the 
respective MSCI indices is used. The weighting is based on the market capitalisation of the countries in the 
respective indices. As GDP growth data is only available on a quarterly basis, data sets such as returns were 
also used for our multi-factor regression on a quarterly basis.

The multifactor regression shows that two of the three variables have significant estimators at a significance 
level of 5%. Commodity prices and the strength of the dollar are significant, while the GDP growth 
differential factor is estimated to be insignificant. The multi-factor regression was tested for robustness 
using a series of statistical tests. As not all variables are normally distributed and this can lead to distortions 
in the regression, a bootstrapping procedure was used to generate a normal distribution by means of 
simulation. As time series often exhibit autocorrelation, which was also the case with this model, an 
alternative procedure (Cochrane-Orcutt estimation) was used to address the autocorrelation. According to 
these two methods, the same two variables turned out to be statistically significant.
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Über Complementa
Complementa was founded in 1984 as Switzerland›s first independent investment controller and 
performance measurer. It was born out of the vision of supporting and guiding institutional investors in 
their core task of financial management. Its clients include well-known institutions in the pension fund, 
family office, insurance, bank, corporate and foundation segments. The company provides support with 
many years of practical experience and expertise in all investment topics. 
 
Complementa operates independently and is remunerated exclusively by its clients for the services 
provided. The company is wholly privately owned.
 
The employees create transparency and pave the way for well-founded decision-making, providing clients 
with personalised support in the design and monitoring of financing and investment processes.

Complementa AG
Gaiserwaldstrasse 14 | CH-9015 St. Gallen 
Eisengasse 16 | CH-8008 Zurich

Complementa GmbH
Landsberger Strasse 302 | DE-80687 Munich

Web  www.complementa.ch
E-Mail  info@complementa.ch
Phone  +41 71 313 84 84

LinkedIn  @Complementa-AG

Disclaimer
The information contained in this document was collected, analyzed and prepared with the customary 
due diligence. Nevertheless, Complementa assumes no liability nor does it offer any guarantee on the 
completeness, accuracy or timeliness of data or any other aspects of the information contained herein, 
despite the fact that Complementa selected data sources and media, who it considers reliable, to the best 
of its knowledge. Moreover, Complementa itself depends to a considerable degree on the quality of the 
information supplied to it by the data owners.

This document may contain forward-looking statements based on planning, estimates, forecasts, 
expectations, certain assumptions and currently available information. The forward-looking statements 
are not to be interpreted as a guarantee for future developments and results. These are rather dependent 
on many factors including a variety of risks and uncertainties and are based on assumptions that may not 
prove relevant. Complementa does not undertake to update forward-looking statements.

This document and the information herein is for informational purposes only, and its herein proposed 
alternatives shall not without thorough examination by the recipient be construed as a solicitation to 
conduct certain transactions or select a certain business partner, broker, etc. It does not relieve potential 
investors from making their own comprehensive assessments, especially with regard to tax and/or legal 
issues. None of the information is to be construed as a recommendation to enter into or refrain from 
particular transactions or business relationships. The content does not constitute an offer to invest in any 
kind of products.
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