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Introduction 
Many investment portfolios contain a portion of 
emerging market equities. Common reasons for 
investors to allocate to this asset class have been 
fourfold: 1) capture a potential risk premium, 
2) diversify a traditional equity/bond portfolio, 
3) get some commodity exposure and therefore 
inflation protection in the portfolio and 4) because 
it is  simply part of the broader market portfolio, see 
Doeswijk et al. (2014) and Saunders and Walter 
(2002). The typical way to determine the weight of 
emerging markets in a broader portfolio is through 
historical analyses based on generic capitalization-
weighted indices, such as the MSCI Emerging 
Markets Index. Although this index captures a 
potential general emerging market premium, it 
might underestimate the added value of the asset 
class. Numerous studies have shown the existence 
of other risk premiums in equity markets, such as 
the value and momentum premiums. These effects 
have been documented in developed equity markets 
by Fama and French (1992) and Jegadeesh and 
 Titman (1993), among others, but also in emerging 

Strategic allocation to emerging 
markets factor premiums

 —
markets, by Rouwenhorst (1998, 1999), Van der 
Hart et al. (2003) and Van der Hart et al. (2005) for 
example. In addition, various studies have 
 emphasized the added value of allocating to factor 
premiums, such as Ang et al. (2009), Bender et al. 
(2010), Ilmanen and Kizer (2012) and Blitz (2012). 
The main conclusion from these studies is that 
extending a portfolio which only consists of tradi-
tional market premiums with various other factor 
premiums significantly increases its risk-adjusted 
return. This is due to the relatively low correlations 
between these premiums, as well as to the higher 
Sharpe ratios of the factor premiums. 

Inspired by these studies which often consider only 
developed equity markets (DM), the authors take a 
fresh look at the strategic allocation to emerging 
equities, considering not only the market portfolio, 
but also various other factor premiums documented 
in the emerging equity markets (EM). The first 
part of the study discusses the added value of allo-
cating to the emerging equity market premium and 
shows a clear positive contribution to a traditional 
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equity/bond portfolio from an historical perspec-
tive. In addition, a diversified portfolio of the value 
and momentum factor premiums in emerging 
 markets exhibited a materially better risk-adjusted 
performance than the passive market capitalization 
weighted emerging markets portfolio. Conse-
quently, allocating to these factor premiums added 
sizable value, also when the developed markets 
equity part of the portfolio is already allocated to 
factors. The conclusions do not materially change 
when transaction costs and fees are considered. 
The authors therefore recommend investors to 
 allocate part of their portfolio to factor premiums in 
emerging equity markets.

Emerging versus developed markets 
equities
The first analysis presents the long-term return 
characteristics of market capitalization-weighted 
DM and EM equities and government bonds, 
based on well-known and frequently used indices. 
For developed markets equities the MSCI World 
total return index is used, and for emerging markets 
equities, the MSCI Emerging Markets total return 
index. In this study, these market capitalization 
weighted indices will be referred to as passive 

 equities. For government bonds, the JP Morgan 
World Government Bond index is used.2 Exhibit 1 
shows that from January 1988 (start of the MSCI 
Emerging Markets index) to December 2017, the 
excess returns of emerging markets have roughly 
been 65% higher than those of developed markets 
(over 3 percentage points). As expected, the volatil-
ity has also been substantially higher, around 
1.5 times. This leads to a higher Sharpe ratio for 
EM equities. These results are in line with Bekaert 
and Harvey (2017), who also find higher returns, 
higher volatilities and higher Sharpe ratios for 
emerging markets compared to developed markets, 
over the period from 1988 to 2017. The bottom two 
rows in the table focus on tail risk, as measured by 
downside risk (standard deviation of the negative 
excess returns only) and maximum drawdown. The 
higher downside risk of emerging markets 
 compared to developed markets is consistent with 
the higher volatility. However, the maximum 
 drawdown is smaller than expected based on the 
volatility. Government bonds have performed very 
well over the sample period, with a Sharpe ratio of 
0.42 compared to 0.33 for DM equities.

Strategic allocation to emerging 
markets
The next part of this analysis is on the added value 
of a strategic allocation to emerging markets. The 
assumed portfolio consists of a 60% allocation to 
developed markets equities and a 40% allocation to 
government bonds. Based on the historical return 
series and a monthly rebalancing frequency, this 
portfolio achieved an annual excess return of 4.2% 
with a volatility of 9.6%, over the 1988 to 2017 
period. Next follows a range of portfolios where 
part of the equity portfolio is allocated to passive 
emerging markets equities. This allocation 
increases gradually by steps of 5%, up to 20%, at 
the expense of developed markets equities. The 
weight of government bonds remains the same. 
For example, the portfolio that allocates 20% to 
 emerging markets, allocates 40% to developed 
 markets equities and 40% to government bonds. 
Exhibit 2 shows the results.

The results show that allocating to emerging 
 markets increased the risk-adjusted performance of 
a traditional equity/bond portfolio before costs. 
The volatility of the portfolio increases, but returns 
rise even more: from 4.2% excess return, when not 
allocating to emerging markets, to 5.1% excess 
return, when allocating 20% to emerging markets. 
This results in considerably higher Sharpe ratios, 
which increase from 0.44 to 0.49.

Allocating to factor premiums
Investors can not only allocate to the emerging 
market equity premium, but they also can allocate 
to other premiums, which are known to exist in the 
equity market. In this paper, the well-known 
momentum and value premiums are considered. 
These factors, for which there is abundant 
 empirical evidence in the academic literature (see 

EXHIBIT 1: Market premiums

Equities DM Equities EM Bonds

Total return 8,0% 11,4% 5,7%

Excess return 4,8% 8,0% 2,6%

Volatility 14,6% 22,6% 6,2%

Sharpe ratio 0,33 0,36 0,42

Downside risk 10,8% 17,1% 3,6%

Maximum drawdown –54,7% –64,4% –18,1%

Sample period: January 1988 to December 2017. 

EXHIBIT 2: Strategic allocation to passive market capitalization weighted emerging markets
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Sample period: January 1988 until December 2017. The Sharpe ratios of the portfolios are shown next 
to each data point in the graph. 
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e.g. Van der Hart et al., 2003), help achieve higher 
returns. The value portfolio is built based on a 
 combination of earnings-to-price ratio and divi-
dend yield criteria. Meanwhile, the momentum 
portfolio relies on a combination of 12-1 month 
price momentum and earnings revisions over the 
latest 3 months. To be precise, the monthly return 
of the value portfolio is the equally-weighted return 
of the 33% most attractive stocks in terms of 
 earnings-to-price ratio, assuming a 6-month 
 holding period. The same applies for dividend yield 
and then, the two portfolio returns are equally-
weighted. The momentum portfolio is constructed 
in a similar fashion.

The top part of Exhibit 3 shows results for an 
emerging markets multi-factor quant portfolio con-
sisting of a 50/50% allocation to these value (V) 
and momentum (M) factor premiums (V+M). 
This portfolio exhibits a materially better risk-
adjusted performance than a passive emerging mar-
kets portfolio. Specifically, the return of this port-
folio was over 5% higher than the passive market 
portfolio with similar volatility. The downside risk 
and maximum drawdown were also somewhat 
lower for the factor portfolio in comparison to the 
market. The Sharpe ratio was around 65% higher 
than for the market index: 0.59 compared to 0.36 
for the market index. These returns do not include 
management fees and transaction costs, which 
could have a large impact on performance. The 
impact of costs is investigated later on in this study.

Combining value and 
momentum factor 
premiums in emerging 
markets improved risk-
adjusted performance

These results suggest that allocating to an emerging 
markets multi-factor portfolio adds even more value 
in the strategic asset allocation than allocating to 
the market portfolio only. The middle line with 
 diamonds in Exhibit 4 shows an excess return 
enhancement from 4.2% to 6.1% with Sharpe 
ratios ranging from 0.44 to 0.60. 

For investors allocating to both emerging and 
developed markets, factor allocation may not 
 necessarily be limited to the emerging markets. The 
bottom part of Exhibit 3 shows the historical factor 
premiums in developed equity markets. As in 
emerging markets, the value and momentum port-
folio performed substantially better than the 
 market, with an additional return of 3.8%. 
 Investors may wonder whether, in this case there is 

still added value in allocating to emerging market 
factor premiums as well. 

The top line in Exhibit 4 shows this effect. The 
60% allocation to equities in the portfolio consists 
of a developed markets multi-factor portfolio with a 
50/50% allocation to a value and momentum 
 portfolio, constructed in a similar fashion as in 
emerging markets. This multi-factor portfolio 
 represents already a sizable improvement compared 
to a passive market portfolio. It had a higher Sharpe 
ratio of 0.65, compared to 0.44 for the passive port-
folio. These results are in line with Blitz (2012). 
Exhibit 4 shows that allocating to an emerging 
 markets multi-factor portfolio provided a clear 
improvement. Another way to look at this is to 
examine the correlation between the value and 
momentum premiums in the two markets. The 

EXHIBIT 3: Factor premiums in emerging and developed markets

Market V+M Value Momentum

Emerging markets

Total return

Excess return

Volatility

Sharpe ratio

Downside risk

Maximum drawdown

11,4%

8,0%

22,6%

0,36

17,1%

–64,4%

16,7%

13,3%

22,3%

0,59

15,5%

–60,2%

16,5%

13,1%

22,2%

0,59

15,5%

–62,5%

16,6%

13,1%

23,8%

0,55

16,6%

–64,3%

Developed markets

Total return

Excess return

Volatility

Sharpe ratio

Downside risk

Maximum drawdown

8,0%

4,8%

14,6%

0,33

10,8%

–54,7%

11,8%

8,5%

14,8%

0,57

11,6%

–57,8%

12,1%

8,8%

15,8%

0,56

12,2%

–61,6%

11,4%

8,0%

14,4%

0,56

11,4%

–54,4%

Sample period: January 1988 until December 2017. V+M is a multi-factor quant portfolio 
consisting of a 50/50% allocation to the momentum and value factor premiums. 

EXHIBIT 4: Strategic allocation to factor premiums in emerging markets
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outperformances of the 50/50% multi-factor port-
folios have a historical correlation of only 22%. 
This is an additional argument in favor of factor 
allocation in emerging markets.

The analyses only take into account portfolios 
made of equities and bonds without other asset 
classes, such as alternative investments. One could 
argue that adding these types of investments would 
likely increase the Sharpe ratio and therefore 
 potentially lower the added value of emerging 
 markets factor premiums. However, we are not 
aware of academic studies that show that alternative 
investments, such as commodities or mortgages, 
can explain the existence of value and momentum 
factor premiums.

Practical implementation
The results discussed so far do not consider 
 management fees nor transaction costs. These 
can have substantial impact on actual returns. To 
 investigate the effect of these costs, the results 
 presented below contain a conservative approxima-
tion of their impact.

The downside risk and 
maximum drawdown 
were even somewhat 
lower for the factor 
portfolio

The strategies analyzed above are created using 
simple portfolio construction rules with few 
assumptions. Therefore, they are not necessarily 
optimal from a net return perspective. De Groot, 
Huij and Zhou (2012) show that slightly more 
advanced portfolio construction rules deliver 
higher net returns after costs. In line with their 
methodology, dynamic portfolios are constructed 
where stocks are not immediately sold when they 
exit the top one-third most attractive stocks. 
Instead, each quarter, only stocks that no longer 

belong to the top 50% are sold. These stocks are 
then replaced by the most attractive stocks at that 
time not yet included in the portfolio. It is 
 important to note that this dynamic approach leads 
to the same number of stocks in the portfolio as the 
static approach, but that the holding period with 
the dynamic approach can vary from one stock to 
another.

Exhibit 5 compares the return characteristics of the 
previously constructed static V+M factor portfolios 
in emerging and developed markets and the 
 corresponding V+M factor portfolios based on the 
dynamic approach. The double-counted annual 
turnover of the strategies is also presented. The 
 historical turnover is slightly lower for the dynamic 
approach than for the static approach. Interestingly, 
the returns increase. This is because stocks are not 
required to remain in the portfolio for six months at 
least anymore. On the one hand, stocks can be sold 
earlier (after three months) when they have become 
very unattractive (bottom 50%) while, on the other 
hand, when after six months, a stock just exited the 
top one-third group, it will remain in the portfolio. 
By holding on to more attractive stocks, on average, 
the return increases. Meanwhile, volatilities remain 
very similar.

The following analysis focuses on the added value 
of allocating to emerging markets while taking into 
account trading costs. For that purpose, trading 
costs of 30 basis points for developed markets 
stocks and 50 basis points for emerging markets 
stocks are assumed. These include both market 
impact costs as well as commission fees. These 
 estimates seem conservative compared to those of 
9 basis points on average for the U.S. and 25-28 
basis points for Europe, reported in De Groot, Huij 
and Zhou (2012). Also, although stocks are 
 regularly included and excluded in market 
 capitalization weighted indices, the turnover for 
these indices is conservatively assumed to be zero. 
In addition to trading costs, management fees are 
also considered. For passive developed markets a 
10 basis points annualized fee is assumed and for 
emerging markets a 20 basis points annualized fee. 
For the factor portfolios, an additional 10 basis 
points per annum mark-up is assumed, leading to a 
total 20 basis points fee for developed markets and a 
total 30 basis points fee for emerging markets. For 
passive bonds, a 5 basis points management fee is 
assumed.

Exhibit 6 shows the results for factor portfolios with 
a dynamic construction process. The gross returns 
are the returns without any costs and fees assump-
tions, while the net excess return, volatility and net 
Sharpe ratio incorporate transaction costs and 
management fees. The observed improvements are 
similar to those reported in Exhibit 4. For example, 
allocating 20% to a multi-factor emerging markets 
portfolio increases the net Sharpe ratio with 0.16 
compared to a passive developed markets portfolio 

EXHIBIT 5 V+M factor premiums based on different rebalancing rules

Emerging markets Developed markets

Static Dynamic Static Dynamic

Total return 16,7% 18,0% 11,8% 11,9%

Excess return 13,3% 14,5% 8,5% 8,6%

Volatility 22,3% 22,4% 14,8% 14,8%

Sharpe ratio 0,59 0,64 0,57 0,58

Turnover 143% 135% 137% 126%

Sample period: January 1988 until December 2017. Results are for the V+M multi-factor quant 
portfolio consisting of a 50/50% allocation to the momentum and value factor premiums. 
Turnover figures are double-counted per annum. 

 — ONDERZOEK



Nummer 135_najaar 2018
47

 vba JOURNAAL

that excludes emerging markets stocks. This 
 number is similar before taking costs into account. 

Another way to look at costs and the robustness of 
the results mentioned above is to investigate the 
 so-called breakeven transaction costs for which the 
added value of allocating to the emerging markets 
factor portfolio is the same as for an allocation to 
the passive emerging markets portfolio. Only when 
the transactions costs are nine times higher than 
those assumed in the above analysis – that is 2.70% 
for developed markets and 4.50% for emerging 
markets – does the added value of allocating to the 
emerging markets factor portfolio disappear. For 
example, with these assumed transaction costs, 
allocating 20% to a multi-factor emerging markets 
portfolio increases the net Sharpe ratio to 0.49. 
This compares to 0.43 for a portfolio without 
 allocation to emerging markets. Meanwhile, a 20% 
allocation to passive emerging markets leads a 
Sharpe ratio of 0.48. The excess returns are 
 actually similar, but volatility is slightly lower for 
the factor portfolio, resulting in a slightly higher 
Sharpe ratio. There is still added value in allocating 
to emerging markets due to diversification benefits. 
The conclusion is that even when transaction costs 
and management fees are incorporated, allocating 
to emerging markets factor premiums still adds 
substantial value. 

Robustness analyses
This section summarizes the results of several 
 sensitivity analyses that give a better insight into the 
robustness of factor premiums. To avoid lengthy 
disclosure, these results are not reported. To 
 evaluate the added value of emerging markets 
through time, the sample period is split in two 
equal sub-samples: from 1988 to 2002 and from 
2003 to 2017. The results in both sample periods 
are in line with the findings for the complete 
 sample. Allocating to passive emerging markets 
improved the Sharpe ratio of the portfolio in both 
sub-periods and even more when allocating to 
emerging markets factors. 

Investors might also wonder how much of the 
 additional return comes from allocation effects to 
sectors or countries. To answer that question, the 
monthly return of the factor portfolios is the 
equally-weighed return of the 33% most attractive 
stocks in each country (for emerging markets) and 
in each region/sector (for developed markets). Here 
again, the multi-factor emerging market portfolio 
showed a large Sharpe ratio improvement. How-
ever, the improvement in Sharpe ratio is smaller 
compared to the non-neutral results. This means 
that giving more weight to cheaper countries with 
strong momentum also added value.

Up to now, the portfolios are based on equally-
weighting stocks. This results in relatively higher 
weights of small/mid cap stocks compared to the 
value-weighted index. The Sharpe ratio improve-
ment of allocating 20% to emerging markets value-

weighted factor portfolios to a passive developed 
equities portfolio is around 70% compared to using 
equally-weighted portfolios. Although somewhat 
smaller in size, the expected trading costs are also 
lower. This underscores that the results are also 
sufficiently robust taking into account size effects.

Expected factor premiums
The existence of factor premiums such as value and 
momentum has been widely acknowledged in the 
academic literature. However, there is no consensus 
on the underlying causes of these premiums. The 
explanations that have been proposed in different 
studies can be grouped into four categories: 1) the 
premium is a result of data mining; 2) the premium 
disappears when trading costs are taken into 
account; 3) the return premium is a compensation 
for a particular form of risk or 4) the premium has a 
behavioral explanation, meaning that the behavior 
of market participants systematically influences 
asset prices and thereby causes market inefficien-
cies. 

Incorporating costs does 
not materially change the 
conclusion that allocating 
to emerging markets 
factor premiums would 
have added value

The data mining argument does not seem to be 
very plausible, given the abundance of historical 
evidence for the value and momentum factors in 
many markets and over very long periods of time 

EXHIBIT 6: Strategic allocation to factor premiums gross and net of costs in emerging markets 

Weight EM 0% 5% 10% 15% 20%

DM passive, EM passive

Gross excess return

Net excess return

Volatility

Net Sharpe ratio

4,2%

4,1%

9,6%

0,43

4,4%

4,3%

9,7%

0,45

4,7%

4,6%

9,8%

0,46

4,9%

4,8%

10,1%

0,47

5,1%

5,0%

10,3%

0,48

DM passive, EM multi-factor

Gross excess return

Net excess return

Volatility

Net Sharpe ratio

4,2%

4,1%

9,6%

0,43

4,7%

4,6%

9,6%

0,48

5,3%

5,1%

9,8%

0,52

5,8%

5,6%

10,0%

0,56

6,3%

6,0%

10,2%

0,59

DM multi-factor, EM multi-factor

Gross excess return

Net excess return

Volatility

Net Sharpe ratio

6,4%

6,0%

9,7%

0,62

6,8%

6,4%

9,9%

0,65

7,1%

6,7%

10,0%

0,67

7,5%

7,0%

10,2%

0,68

7,8%

7,3%

10,5%

0,70

Sample period: January 1988 until December 2017. 
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Robeco. We thank David Blitz, Jan de Koning 
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of the one-month US Treasury bill rate. All 
return related figures are annualized and in 
US dollars (gross, unhedged), and do not 
include the impact of transaction costs 
or management fees, except for Exhibit 
6. Average returns are calculated using 
geometric averaging.

future expected premiums. However, several of the 
robustness analyses performed – for example 
 focusing on the more recent time period or taking 
costs into account – shed some light on this 
 question. Even in the case of very conservative 
assumptions on costs, allocating to the premiums 
added value.

Concluding remarks
Allocating part of an investor’s portfolio to 
 emerging markets equities historically increased 
the portfolio’s risk-adjusted return. The added 
value is even larger when value and momentum 
 factors in this asset class are taken into account. 
More advanced portfolio construction rules and 
the incorporation of conservative assumptions on 
transaction costs and management fees do not alter 
these conclusions. We therefore recommend 
 investors to allocate part of their portfolio to factor 
premiums in emerging equity markets. 

In this study the focus has been on the added value 
of relatively straightforward generic factors. 
 Logically, investors may consider allocating to 
enhanced factor strategies in which more efficient 
factor definitions and more sophisticated portfolio 
optimization rules are used. 

 — ONDERZOEK

(see e.g. Asness, Moskowitz and Pedersen, 2013). 
Trading costs are very important but, as shown in 
this study, substantial net factor premiums remain 
when advanced portfolio construction rules are 
applied. This explains why the focus in the litera-
ture has been on the risk and behavior explana-
tions. For example, for the value premium, some 
academics argue that value is a compensation for 
risk, e.g. Fama and French (1992) and Vassalou 
and Xing (2003). However, others argue that is 
unlikely (De Groot and Huij, 2018) or suggest it is a 
result of structural mispricing arising from system-
atic behavioral biases of investors, e.g. Lakonishok 
et al. (1994). Although finding the exact explana-
tion would help investors, this is not a necessary 
condition for the purpose of this study. If an 
 investor believes the premium reflects behavioral 
biases, then the question is whether this behavior 
will persist in the future. And if the investor 
believes the premium is a compensation for risk, 
then the question is whether this risk will remain 
and be rewarded going forward.

Related to this topic is whether the magnitude of 
historical market and factor premiums will remain 
similar in the future. This is something difficult to 
determine and there seems to be no consensus on 




