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For an investment manager, one of the most insightful and humbling market illustrations is the Asset Class Return 
“quilt”.  This chart provides annual total returns for nine common asset classes and a hypothetical broadly diversified 
asset allocation. 

Source: Barclays, Bloomberg, FactSet, MSCI, NAREIT, Russell, Standard & Poor’s, J.P. Morgan Asset Management. Data are as of September 30, 2018.  

 
While visually overwhelming, the main takeaway from this graphic is how difficult it is to predict the relative 
performance of asset classes.  The “quilt” appears sporadically colored and pattern-less from year to year.  There is a 
lot we could dig into from this chart, but the focus of this piece will be on the asset class that is currently generating 
the most buzz/concern among investors in 2018: Emerging Markets. 
 
On the right-hand side of the “quilt” above, you can see the relative performance of all asset classes from 2003-2017.  
Over this 15-year period, Emerging Markets (EM Equity) has the highest annualized total return at 12.7% (Ann.),      
but also experienced the highest annual volatility at 23.0% (Vol.).  Said more simply, over time an investor in 
Emerging Markets has been rewarded but has had to experience plenty of pain along the way. 
 
2018 has been one of those painful years with Emerging Markets underperforming and down 7.4% in the first three 
quarters (YTD).  So how should investors think about this asset class? Let us look at it through two different lenses:   
1) Portfolio Construction and 2) Future Investment Outlook. 

Portfolio Insights 



Portfolio Construction  
 
With countless ways to structure a portfolio, it is important for investors and firms to identify core principles that 
allow them to confidently stick with their investment strategy through various market cycles.  On the topic of 
Emerging Markets, Clearwater Capital Partners CEO and Chief Investment Strategist John Chapman has often 
said: 
 

“The role that Emerging Markets plays in a portfolio is similar to seasonings in a dish.  Every 
recipe calls for a dash of salt or pepper to help complete it, but too much and you risk ruining 
the whole thing.” 

 
Why would this be the case? I think the answer is best illustrated by stripping out the noise of the other asset 
classes in the “quilt” to help set reasonable expectations for Emerging Markets in your portfolio.  

Source: Barclays, Bloomberg, FactSet, MSCI, NAREIT, Russell, Standard & Poor’s, J.P. Morgan Asset Management. Data are as of September 30, 2018.  

 
In terms of relative asset class performance, since 2003 Emerging Markets has been a top-performer in 9 years, a 
bottom-performer in 6 years and only once been considered middle-of-the-pack.  The nature of the asset class 
(faster growing, yet less stable economies) lends itself to a boom or bust volatility profile.  Zero EM exposure and 
you miss the diversification and long-term return potential in these rapidly growing countries.  Too much EM 
exposure and you create a portfolio that is very difficult to hold. 
 
Investors had to stick with the asset class after a 53.2% pullback in 2008 to get the 79.0% gain in 2009.  They also 
had to endure three straight down years from 2013 – 2015, before a solid 11.6% in 2016 and 37.8% in 2017.      
This is hard to do. 
 
The increased variability in returns creates more opportunities for investors to make detrimental behavioral 
mistakes.  Instead of viewing relative underperformance as a time to rebalance INTO an asset class, recency bias 
and loss aversion work together to pressure investors to abandon a poorly performing investment at exactly the 
moment when the prospects for future gains are brightest.  
 
Which brings us to the next lens… 



Future Investment Outlook 
 
Looking in the rear-view mirror, we know that Emerging Markets have recently underperformed both the U.S. and 
Developed Markets.  But what information might help give investors the confidence to stick with Emerging 
Markets going forward? 
 
A solid initial data point is to look at current equity market valuations.  The PE10 or CAPE (Cyclically Adjusted 
Price to Earnings) ratio is current price divided by average inflation-adjusted earnings from the previous 10 years.  
A low ratio indicates “cheapness” as an investor can purchase this average earnings stream for a lower price. 

According to the above chart, the rest of the world’s equity is effectively “on sale” compared to the US.  
Emerging Markets are currently trading at a 55% discount to the US and even a 23% discount to Developed Markets 
ex-US.  These global equity valuations continue to diverge as the U.S. carves out new all-time highs while 
Emerging Markets tread water in the face of a stronger dollar and escalating trade war worries.  
 
Although equity market returns have recently disappointed, the importance of Emerging Markets in the global 
economy continues to increase as shown by the breakdown of World GDP. For reference, the top 5 country 
weights in the MSCI Emerging Markets Index are China, South Korea, Taiwan, India, Brazil.  



Since about 2008, the majority of the world’s GDP has been attributed to Emerging Markets.  This trend looks to 
continue as Emerging Markets growth continues to outpace Developed Markets year over year. 

Source: J.P. Morgan Asset Management and Consensus Economics 
 

A cheaper valuation, increasing economic importance and superior growth prospects do not necessarily guarantee 
better returns for Emerging Markets in the near term, but it will hopefully give investors confidence to stick with 
their globally diversified strategy and keep this increasingly attractive asset class in their portfolios. 
 
Conclusion 
 
It is important to understand that the current divergence in 
equity returns between the U.S. and Emerging Markets is normal 
market behavior.  In the chart to the right, you can see 4 
different return periods over the last 30 years.  It is precisely 
this uncorrelated and volatile price action that allows a 
disciplined investor to create additional portfolio value through 
systematic rebalancing.  No one is certain when the return 
regime will shift again, but over the long-term the influence of 
cyclicality and mean reversion should continue to reward patient 
and globally diversified long-term investors.    Source: Ben Carlson, A Wealth of Common Sense 
     
As you watch market gyrations, just keep in mind that volatility is the price you pay for higher returns. 
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