
Executive summary. In an environment characterized by low  
yields and muted return expectations from traditional fixed income 
investments, investors are turning to emerging market bonds. As the 
economic fundamentals of emerging countries improve, the credit 
quality of their debt has risen, as has investor confidence. The result 
has been attractive historical returns, declining spreads to U.S.  
Treasury bonds, and an expanding role in the global market portfolio. 
For investors, the historical record shows that adding emerging market 
bonds to a diversified portfolio would have improved total return. 
However, the trade-off has been greater volatility and increased 
sensitivity to global macro events. A key question, therefore,  
is whether the benefits of investing in emerging market bonds are 
adequate compensation for the risks involved.
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1 Emerging market bonds are geographically located in the following general regions: Latin America, Eastern Europe, Africa, Russia, the Middle East,  
and Asia ex Japan.

2 The term hard currency refers to currency of a highly developed country that is widely accepted around the world as payment for goods and services.
3 Brady bonds were named after U.S. Treasury Secretary Nicholas Brady, who, in an effort to promote a debt-reduction plan for the United States, introduced 

Brady bonds in 1989, allowing banks to exchange debt of emerging or developing countries for tradable bonds.

This paper investigates the rationale for investing in emerging market bonds and 
the potential risks and challenges that should be considered. We focus primarily 
on sovereign debt, including, where possible, analyses of both hard-currency-
denominated and local-currency-denominated debt. We show that higher  
risks have come with higher returns, a relationship we expect will continue. 
Ultimately, investors interested in adding emerging market bonds to their 
portfolios should be aware of the multifaceted risks and challenges that serve 
as compensation for the expected yield spread versus U.S. Treasuries.

Debt issued by emerging market governments, 
government agencies, and corporations can be 
broadly classified as emerging market bonds.1 
Notably, a given issue may be denominated in a 
country’s home currency (identified hereafter as 
local currency emerging market bonds) or in a 
hard currency2 such as the U.S. dollar, the euro,  
or pound sterling. As we discuss later, there are 
benefits and risks to both the issuer and the 
investor in each type of denomination.

Emerging market countries first issued sovereign 
debt in hard currencies to attract investors in the 
early 1990s, with U.S. “Brady bonds”3 at the 
forefront. At that time, the economic and political 
instability of many countries, combined with fledgling 
local bond markets, made foreign investors unwilling 
to purchase bonds directly from the issuing countries 

in their local currency. Of course, issuing in U.S. 
dollars was not a panacea, as the crises of the  
1990s in Latin America, Asia, and Russia proved.  
For example, in the early 1990s, Mexico (along with 
other developing countries) was able to obtain 
financing in the international markets, building up a 
sizable debt load denominated in foreign currencies. 
For various reasons, much of it was left unhedged, 
creating the possibility for a mismatch between the 
countries’ liabilities and assets. Eventually, concerns 
about the banking system derailed the government’s 
support for the peso. After the peso was allowed to 
float, it depreciated sharply, further undermining the 
banking system and harming investor confidence.

Today, with stronger economies leading to improved 
credit ratings, liquid global investment markets, and 
investors expressing renewed confidence in 

Notes on risk: All investing is subject to risk, including possible loss of principal. Stocks of companies 
based in emerging markets are subject to national and regional political and economic risks and to the risk 
of currency fluctuations. These risks are especially high in emerging markets. Bond funds are subject to 
interest rate risk, which is the chance bond prices overall will decline because of rising interest rates, and 
credit risk, which is the chance a bond issuer will fail to pay interest and principal in a timely manner or 
that negative perceptions of the issuer’s ability to make such payments will cause the price of that bond to 
decline. Because high-yield bonds are considered speculative, investors should be prepared to assume a 
substantially greater level of credit risk than with other types of bonds. In a diversified portfolio, gains from 
some investments may help offset losses from others. However, diversification does not ensure a profit or 
protect against a loss in a declining market.



4 For additional information, see Burger, Warnock, and Warnock (2012) and World Bank and IFC (2012).
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emerging market debt, more governments are 
issuing debt in their own currencies (see Figure 1). 
Over the last several years local-currency markets 
have seen the majority of issuance.4 From the 
perspective of investors, this is an important shift, 
because the risk of currency fluctuations is passed 
directly onto them, as opposed to being borne by  
the issuer, as in the case of a hard-currency-
denominated bond (please see further discussion  
in footnote 12).

As of December 31, 2012, the total value of 
emerging market debt was $2.66 trillion across 50 
countries (according to data from Barclays—see 
Figure 1). Perhaps contrary to common perception, 
the majority of emerging market debt is considered 
investment grade by the major rating agencies. In 
addition, most of this debt has been government 
issued, although, within the hard-currency market, 
the proportion of corporate issues increased from 
approximately 14% of the market in January 2009 to 

Percentage USD
Percentage local currency

Figure 1.

64% Local-currency debt
36% Hard-currency debt

83% Investment-grade
17% High-yield

83% Government
9% Government-related
8% Corporate

a. Total emerging market debt

Emerging market USD and LC based on par value outstanding,
2009–2012

Emerging market USD based on par value outstanding, 
2009–2012

b. Market makeup for USD and local currency (LC)
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23% as of December 2012. Within the local-currency 
market, all of the issuers remain sovereign. For more 
information on the country exposures of emerging 
market bond indexes versus U.S. aggregate and 
global aggregate bond indexes, please see Appendix 
Figure A-1, on page 15.

Figure 2 shows the distribution of credit ratings  
and maturities for both the hard-currency and local-
currency emerging market indexes. Countries with 
lower inflation volatility and stronger legal rights for 
borrowers and lenders, as measured by the World 
Bank/International Finance Corporation’s Doing 
Business (2012) reports, had larger local bond 
markets. Generally speaking, economic stability  
and improved borrower rights can lead to more 
developed local markets and less reliance on foreign- 
currency debt. 

As a result, the countries included in the local index 
are those with stronger economies and higher credit 
ratings. Those emerging market countries unable to 
issue debt in their local currency due to the lack of 

credit quality and demand may instead issue debt in 
a hard foreign currency. Generally speaking, this has 
led to a lower average credit rating for the hard-
currency-denominated debt market. 

Finally, bonds issued in local currency have  
generally shorter maturities for several reasons,  
chief among them being that traditionally, the  
most likely buyers of local-currency debt are a 
nation’s financial institutions such as insurance 
companies, mutual funds, and pension systems, 
which historically have been nonexistent or 
underdeveloped, as discussed by Kozhemiakin 
(2011). But since 2000, greater financial stability  
in emerging markets has led to the development  
of these institutions in these countries, creating a 
natural market for longer-maturity local debt relative 
to historical maturities. The net result has been an 
evolution of many local yield curves from primarily 
short-maturity issuance to longer-dated issuance. As 
countries continue to develop, one can expect to see 
a further evolution of the maturity distribution for 
local-currency bonds.

Figure 2. Distribution of credit rating and maturity for emerging market hard currency and local currency
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Factors driving investor interest

Interest in emerging market bonds has continued to 
grow in the last few years. According to Morningstar, 
mutual funds and exchange-traded funds (ETFs) 
focused on emerging market debt took in $27.6 
billion in 2012 and $63.9 billion cumulatively since 
the start of 2008. Only mutual funds and ETFs 
focused on corporate bonds (including high-yield 
bonds) and global bonds generated more investor 
interest than emerging market debt. We believe 
three factors have been the primary drivers of this 
influx of cash flow:

1. Higher yields relative to the traditional fixed 
income universe.

2. Strong relative fundamentals.

3. Attractive risk-and-return attributes.

The allure of yield
As of December 31, 2012, according to Barclays,  
the yield on emerging market bonds stood at 4.34% 
for bonds denominated in U.S. dollars5 and 4.85% 
for those issued in local currency.6 By contrast, 
yields on many money markets hovered around 0%, 
while yields on intermediate-term U.S. corporate 
bonds stood at 2.04%. And as shown in Figure 3, 
for much of the five years through December 31, 
2012, yields on emerging market bonds were well 
above those of other fixed income securities.

When evaluating the chances of obtaining a given 
yield spread over the life of an investment, some 
investors may also be encouraged by the historical 
success of emerging market bonds. Figure 4, on 
page 6, shows that emerging market bonds have 
delivered positive excess returns relative to U.S. 

5 Source: Barclays EM USD Sovereign Bond Index. Going forward, this paper focuses on the segment of hard-currency bonds denominated in U.S. dollars, 
because they constitute the vast majority of issues and market capitalization.

6 Given the previous discussion, the higher yield on local currency bonds may seem counterintuitive (given the bonds’ higher average credit quality and lower 
average maturity). The higher yields may reflect a near-term premium for taking on additional risk exposures such as local inflation and monetary policy 
risk, weaker legal protections, and greater exposure to local currency fluctuations.

Figure 3.

Barclays U.S. Treasury Bellwethers 3-Month
Barclays U.S. Intermediate Corporate Bond Index

JPMorgan Global Emerging Market Bond Index (USD)
JPMorgan Global Bond Index—Emerging Markets (local currency)
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Treasuries in a magnitude approximately equal to  
the initial yield spread—at least over rolling ten-year 
windows starting on January 1, 1993.7 This is in 
contrast to the more familiar U.S. high-yield 
corporate bond market, which has failed to deliver 
positive excess returns versus U.S. Treasuries nearly 
as often as it has succeeded.8 The reasons for the 
outperformance of emerging market bonds over 
high-yield corporates are varied and may relate partly 
to emerging markets’ short time series and the fact 
that the emerging market index contains investment-
grade issues in addition to high-yield issues. 
However, there are also more idiosyncratic reasons 
for the outperformance, such as the (theoretical) 
ability of governments to control spending, raise 
taxes, and react to an economic shock. Also, 
governments may have international reserves—so 
that, when under significant pressure, governments 
can receive a lifeline from the International Monetary 

Fund or the World Bank. Generally, corporate entities 
do not enjoy such a support structure, leading to a 
relative asymmetry between the degree of credit risk 
of governments and corporations.

Strong fundamentals
A second factor likely fueling investor cash flow 
relates to the strong relative fundamentals of 
emerging economies. For example, since the early 
2000s, emerging market countries have steadily 
increased their share of world gross domestic 
product (GDP). In addition, many countries have 
incrementally reduced their debt as a percentage of 
GDP (see Figure 5). These trends are attributable to 
lessons learned from the various crises plaguing 
emerging market countries in the 1980s and 1990s. 
In fact, the crises in Mexico, Asia, and Russia led 
political and economic leaders in many emerging 
market countries to demonstrate greater fiscal, 

7 Over shorter periods (one, three, and five years), emerging market bonds’ performance relative to U.S. Treasures has been more volatile.
8 For more on the U.S. high-yield corporate market, see Philips (2013).

Figure 4.

a. Excess returns for high-yield bonds versus Treasuries b. Excess returns for emerging market bonds versus 
    Treasuries

Emerging market bonds have delivered the expected risk premium
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Figure 5.

a. Share of world GDP for emerging and advanced
    economies

b. Debt-to-GDP ratio for emerging and advanced
    economies

Fundamentals have strengthened for emerging markets

Note: Data re�ect the period January 1, 1980, through December 31, 2017, with projections starting after 2011.

Sources: Vanguard, using data from International Monetary Fund’s World Economic Outlook (2012).
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However, the periods of underperformance in the early 2000s and during the global financial crisis of 2007–2009 were enough to lead to a significantly lower annualized 
return over the entire period. 
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Sources: Vanguard calculations, using data from Barclays and Thomson Reuters Datastream.

Long-term return, risk, and correlations of various asset classes (1994-2012)Figure 6.

Correlations

Return
Standard 
deviation

U.S. 
stocks

Non-U.S. 
developed 

stocks 

Non-U.S. 
emerging 

stocks
U.S.  

bonds
Non-U.S. 

bonds

Emerging 
market  
bonds

U.S. stocks 8.20% 15.84% 1.00

Non-U.S. developed stocks 4.85 16.94 0.84 1.00

Non-U.S. emerging stocks 6.14 24.28 0.77 0.81 1.00

U.S. bonds 6.17 3.68 0.03 0.01 –0.02 1.00

Non-U.S. bonds 6.03 2.75 –0.04 –0.08 –0.11 0.72 1.00

Emerging market bonds 10.12 12.15 0.56 0.54 0.68 0.26 0.16 1.00



8  

monetary, and political discipline, contributing to  
the establishment of foreign reserves and stabilized 
inflation. Thus, central banks in these countries 
gained credibility, and many emerging markets 
experienced robust economic performance and 
financial market development. This led to rating 
upgrades, further inflows of capital, and rapidly 
improving credit markets.

Attractive return characteristics
The third factor potentially driving investor interest 
today has been the strong historical performance of 
emerging market bonds (intimately linked, of course, 
with the historical yield environment). From 1994 
through 2012, emerging market bonds outperformed 
equities, and with less risk.9 That said, emerging 
market bonds are still bonds, and when compared to 
U.S. bonds or global developed markets bonds, they 
showed significantly greater return volatility during 
the period just cited—a result of their substantial 
exposure to credit risk. In addition, emerging market 

bonds have had higher correlations with equities 
than with fixed income, particularly with emerging 
market equities (see Figure 6, on page 7). As we  
will show, these characteristics are important when 
considering the role of emerging market bonds in  
a portfolio.

Risks and challenges of emerging  
market bonds

Figure 7 shows the strong relationship between 
initial yields and actual realized total returns of 
emerging market bonds over ten-year annualized 
monthly rolling returns (based on the Barclays EM 
USD Sovereign Bond Index). One challenge facing 
investors today is that historically low yields suggest 
that the likelihood of duplicating long-term historical 
returns is slim. Mathematically, this is because, 
absent a significant change in the level of interest 
rates, the vast majority of the total return from fixed 
income securities will come from coupon payments, 
which are the primary component of yield. As a 
result, assuming that emerging market bonds will 
continue to outperform global equities may not be  
a reasonable starting point when estimating their 
impact on a portfolio.

Impact of duration extension
In addition, investors should be aware of the 
evolution of duration. Figure 8 shows the duration  
of the Barclays U.S. Aggregate Bond Index, the 
Barclays Global Aggregate ex-USD Bond Index,  
and the Barclays EM USD Sovereign Bond Index 
over the past 20 years. As stated earlier, as 
emerging economies have grown stronger and  
their governments and currencies have indicated 
signs of stability, capital markets have become  
more willing to lend to them for longer periods of 
time. This has led to longer average maturities and 
higher duration. This implies a greater sensitivity to 
changes in interest rates relative to history.

9 Although emerging market bonds outperformed equities over this analysis period, this was a highly time-dependent finding and we would not expect this 
to be the case in the future. The period contained a number of trends—including falling interest rates, tightening spreads, and several equity bear 
markets—that substantially explain what we expect would be a historical anomaly. Over longer periods, we believe investors can reasonably expect to be 
compensated for equity risk with the realization of the equity risk premium.

Figure 7.

Yield as of December 31, 2012: 4.02%

Initial yield is best predictor of
future returns

Initial yield of Barclays EM USD Sovereign Bond Index
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Strong economies may not mean strong returns
Often, the rationale for investing in emerging market 
countries (whether equity or fixed income) comes 
down to economic fundamentals. Unfortunately, the 
relationship between investment performance and 
economic fundamentals is often less apparent than 
intuition would posit. Previous research by Vanguard 
(Davis et al., 2010, and Philips et al., 2011) has 
shown only marginal correlation between economic 
performance and equity returns. Figure 9, on  
page 10, replicates this analysis for the past 20 years 
for emerging market bonds. The correlation between 
long-run economic growth (as measured by real GDP 
growth per capita—a standard proxy for a country’s 
productivity growth) and long-run fixed income 
returns across emerging countries has been positive, 
but is not nearly as strong a relationship as one 
might expect.

This is not to say that economic growth is 
completely irrelevant as a determinant of fixed 
income returns, as Vanguard research has shown 
that economic factors such as the debt-to-GDP  
ratio, current account balance, and political risk— 
all important elements of GDP—do play a role in 
determining the yield spread of emerging market 
bonds (see Figure 10, on page 11).

Role of credit risk and currency dynamics
Traditionally, return variability in government bonds 
can be largely explained by changes in interest rates, 
or movements of the yield curve (Litterman and 
Scheinkman, 1991). However, investors in emerging 
market bonds should be concerned primarily with 
credit risk—stemming from political, regulatory, or 
market/macroeconomic developments.

Figure 8.
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Figure 10 compares the historical spread (1997–
2012) of the Barclays Emerging Markets USD 
Sovereign Bond Index to U.S. Treasury bonds on the 
basis of five risk factors—market risk, political risk, 
debt-to-GDP ratio, current account balance, and 
currency exposure.10 All five risk factors were found 
to be statistically significant and collectively 
explained 74% of the spread variation over time.11 
Notably, the spread declined after the global crises 
and contagion in the late 1990s (and before the 
global financial crisis in 2008), based largely on 
improving fundamentals such as declining debt 
levels, rising current account balances, and low 
relative market volatility. However, the spread 
dynamics have also been subject to significant 

volatility from the capital markets, such as in the late 
1990s and during the recent global financial crisis. 
Spikes in political instability also affected the spread, 
such as in 1998 when Russia defaulted on its debt. 
Finally, as stated, and perhaps most interesting for 
investors in USD-issued bonds, currency fluctuations, 
which have been volatile, were an important factor.12 
Investors in USD-denominated bonds might not 
recognize the currency risk, but in fact emerging 
market USD-issued bonds have been shown to be 
significantly related to currency fluctuations  
over time.

Implications for portfolio construction

Issues of overlap
For investors contemplating adding emerging market 
bonds to a portfolio, the first thing to keep in mind is 
that broadly diversified bond portfolios may already 
have exposure to emerging market bonds. Two 
common broad-market indexes (the Barclays U.S. 
Aggregate Bond Index and the Barclays Global 
Aggregate ex-USD Bond Index) have exposure to 
emerging market bonds. For example, the Barclays 
U.S. Aggregate Bond Index includes any issue that is 
denominated in U.S. dollars and is investment-grade 
(subject to additional screening criteria, such as issue 
size or liquidity, by Barclays). So an emerging market 
country, agency, or corporation that issues in U.S. 
dollars could be represented in both the Barclays 
Emerging Market USD Aggregate Bond Index and 
the Barclays U.S. Aggregate Bond Index. As of 
December 31, 2012, approximately 2% of the latter 
index was allocated to emerging market bonds; this 
corresponded to 22% of the Barclays Emerging 
Market USD Aggregate Bond Index. 

10 See Hartelius, Kashiwase, and Kodres (2008); Bellas, Papaioannou, and Petrova (2010); and Comelli (2012) for additional information and analysis on factor 
exposures in emerging market bond spreads.

11 The adjusted R-squared for this regression was 74%.
12 The degree and impact of currency risk depend on whether one invests in local-currency-denominated bonds or bonds denominated in U.S. dollars. In local 

currency debt, the end investor bears the currency risk, as devaluation of the local currency can lead to decreased real returns. In dollar-denominated 
debt, the sovereign issuer bears the currency risk as the government must obtain foreign currency to repay its obligations. However, the currency risk for 
the issuer can result in embedded risk for investors, since currency mismatches even within U.S. dollar issues can cause a lower willingness and ability to 
pay or may lead to higher defaults. 

Figure 9. Economic growth does not 
always correspond with bond 
market performance

Geometric real sovereign bond returns (USD)
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Notes: Data cover the period January 1, 1993, through December 31, 2012, and 
re�ect 19 countries represented in Barclays EM USD Sovereign Bond Index with 
index weightings above 1% and at least �ve years of data.  

Sources: Vanguard calculations, using data from Barclays and International 
Monetary Fund’s World Economic Outlook  (2012). 
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Similarly, because the Barclays Global Aggregate 
ex-USD Bond Index includes all nondollar 
investment-grade issues (subject to additional 
screening criteria by Barclays), any emerging market 
country that issues its own currency and meets the 
criteria for inclusion would be represented in the 
index. As of December 31, 2012, approximately 6% 
of the Barclays Global Aggregate ex-USD Bond  
Index was allocated to emerging market bonds; this 
corresponded to 28% of the Barclays EM Local 
Currency Bond Index.13

These overlaps mean that should an investor decide 
to add a dedicated emerging markets bond allocation 
to his or her portfolio, the portfolio is not only likely 
to have greater exposure than the investor intended, 
but certain bonds might be duplicated. 

Betting against the broad market?
A second point to consider is that although in 
absolute numbers the emerging market universe is 
substantial ($2.66 trillion as of December 31, 2012, 
according to Barclays—see Figure 1), it is marginal  
relative to the rest of the global bond market (e.g., 
the Barclays Global Aggregate Bond Index as of 
December 31, 2012, was $43.23 trillion). As a result, 

13 The overlaps are based on underlying holdings in common between the indexes and therefore cannot be derived from Appendix A-1.

Figure 10.

Sovereign USD to Treasury spread

Spread dynamics have been driven by nontraditional factors
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Notes: The �ve factors we identi�ed as signi�cant contributors to overall risk and return dynamics were market risk, political risk, debt/GDP ratio, current account 
balance, and currency exposure. We de�ned market risk as the standard deviation of the MSCI Emerging Markets Index. Political risk was de�ned as the relative 
ranking by the World Economic Survey for Political Stability Index. Debt/GDP ratio was provided by the International Monetary Fund (IMF) World Economic Outlook 
(October 2012). Current account balance was provided by IMF World Economic Outlook  (2012). Currency exposure was de�ned as the relationship to the currency 
component of the MSCI Emerging Markets Index (returns in U.S. dollars minus returns in local currency).

Sources: Vanguard calculations, using data from Thompson Reuters Datastream and International Monetary Fund. 

Emerging market bond spread
Regression line
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2010
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2008
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2002
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2000

Dec.
1998

  Coefficients T-stats

Intercept  3.33 1.60

Market risk (12-month trailing)  0.11 8.76

Political risk (monthly)*  –1.45 –4.08

Debt/GDP ratio (annual)  0.15 8.76

Current account balance (annual)  –0.36 –5.59

Currency exposure (monthly)  –0.16 –3.79

*Lower scores indicate less stability.
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almost any meaningful allocation to emerging market 
bonds would mean a substantial overweighting 
relative to global market capitalization. For example, 
a U.S. investor with an allocation of 60% equity/40% 
fixed income might have 20% of his or her fixed 
income exposure (8% of the total portfolio) in foreign 
bonds. If the investor then moved half of the fixed 
income exposure into emerging market bonds (4% 
of the total portfolio), the portfolio would have 33% 
of its foreign bonds allocated to emerging market 
bonds, well in excess of market capitalization 
(ignoring, for simplicity, potential overlap issues).  
In hindsight, such an overexposure may not be 
appropriate, but ex ante it does require the investor 
to assume that the market (that is, all global 
investors) is mispriced, resulting in an under-
representation of emerging market bonds in the 
global portfolio. 

USD versus local-currency-denominated
Third, ignoring the overlap issues, potential investors 
must decide whether to invest in USD emerging 
market bonds or local-currency emerging market 
bonds, or to include both options in a portfolio. As a 
consequence, it is helpful to understand whether 
local bonds can serve as a proxy for USD bonds and 
vice versa. As Figure 11 shows, dollar and local-
currency-denominated bonds can generate very 
different outcomes. As a result, for full portfolio 
exposure, a reasonable argument could be made for 
holding investments in both local currency and U.S. 
dollar bonds.

Overall impact on portfolio
Finally, investors should consider the overall effect 
on the portfolio of including emerging market bonds. 
Figure 12 shows the historical impact (2002–2012) 
of adding emerging market bonds to a balanced 
portfolio. Our analysis began with a portfolio of 60% 
stocks/40% bonds, with 30% of equities invested in 

Local currency

Figure 11.

USD sovereign currency

a. Annual returns

July 1, 2008, through December 31, 2012

b. Annual standard deviations

July 1, 2008, through December 31, 2012

Hard-currency- and local-currency-denominated bonds are not substitutes for each other
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Notes: “Local currency” represented by Barclays EM Local Currency Government Bond Index; “USD sovereign currency” represented by Barclays EM USD Sovereign 
Bond Index. Includes all countries in both indexes, except for Croatia (because historical statistics were not available for the full period).

Sources: Vanguard calculations, using data from Barclays. 
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14 Per recommendations in prior Vanguard research (Philips et al., 2012), the nondollar bond index was assumed to have the currency exposure hedged.

non-U.S. stocks and 20% of bonds invested in 
investment-grade non-USD bonds. We then added 
emerging market bonds in 1% increments, to a 
maximum of half the investment-grade non-USD 
allocation.14 

Unlike a typical efficient frontier—which shows a 
curvature due to correlation effects—emerging 
market bonds show a linear impact on both volatility 
and return (Figure 12). Historically speaking, the 
greater the portfolio allocation to emerging market 
bonds, the greater the portfolio’s return and volatility. 
This is because, as shown in Figure 6, emerging 
market bonds have experienced higher correlations 
with equity sub-asset classes as well as higher 
standard deviations than other fixed income 
categories.

In addition, it is important to remember that the 
future may not resemble the past. Maturities and 
durations are higher today, while yields are lower. 
With the credit quality of many emerging market 
countries improving, it’s also likely that future 
spreads will be tighter than now reflected in 
historical data. All else equal, investors should 
incorporate these expectations when deciding 
whether to assign emerging market bonds a unique 
place in their diversified portfolios.

Conclusion

Emerging market bonds represent a small but 
growing segment of the global capital markets. As  
a result of attractive yields, improving fundamentals, 
and strong historical performance, emerging market 
bonds have recently received substantial attention 
from investors. However, investors are advised to 
look beyond the headlines when contemplating the 
role of emerging market bonds in their portfolios. 
Although the historical record is appealing, emerging 
market bonds tend to perform more like equities 
than traditional fixed income securities. This is 
particularly true in terms of factors such as political 
risk or exposure to the currency movements of 
emerging market countries. 

While historically, emerging market bonds would 
have incrementally increased both the returns and 
volatility of a diversified portfolio, the future is 
unlikely to repeat the past. Further, a meaningful 
allocation to emerging market bonds necessitates  
a significant overweighting to global market 
capitalization, a move that comes with its own risks. 
Finally, it’s important to keep in mind that many 
popular broad fixed income indexes already have 
some allocation to emerging market debt.

Emerging market USD sovereign

Figure 12.

Emerging market local currency

Adding emerging market bonds to a 
portfolio historically would have 
increased both risk and return
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�xed income. Of the 20% non-U.S. �xed income allocation, emerging market 
bonds were added in 1% increments, to a maximum of 50%. U.S. stocks 
represented by Dow Jones Total U.S. Stock Market Index from January 1, 2002, 
through April 22, 2005, and MSCI US Broad Market Index thereafter through 
December 31, 2012; non-U.S. stocks represented by MSCI All Country World ex 
US Index; emerging market bonds represented by Barclays EM USD Sovereign 
Bond Index and JPMorgan Global Bond Index—Emerging Markets (local 
currency); non-U.S. bonds represented by Barclays Global Aggregate ex-USD 
Bond Index. Data cover January 1, 2002, through December 31, 2012. This 
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investment.
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JPMorgan Chase, and Barclays.
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Country
EM local-currency 

government
EM hard-currency 

aggregate EM USD sovereign U.S. aggregate
Global aggregate  

ex USD
Total market value $1,695,715,684 $961,348,069 $445,816,609 $16,972,666,706 $25,321,367,208
Emerging market percentage 100% 100% 100% 1.90% 4.88%
Yield 4.85% 4.28% 4.02% 1.74% 1.64%
Duration (years) 4.88 6.57 7.57 5.06 6.71
Angola 0.12 0.25
Argentina 2.17 1.41
Azerbaijan 0.06
Bahrain 0.57 1.06
Belarus 0.20 0.43
Belize 0.03 0.05
Bolivia 0.05 0.11
Brazil 13.84 18.57 10.45 0.56 0.06
Bulgaria 0.28 0.29 0.01
Chile 0.41 0.04 0.03
Colombia 3.72 2.74 3.92 0.14
Costa Rica 0.16 0.23
Croatia 0.26 1.23 1.48 0.02
Czech Republic 2.93 0.29
Dominican Republic 0.26 0.55
Ecuador 0.07 0.15
Egypt 1.71 0.28 0.33
El Salvador 0.54 1.16
Gabon 0.10 0.21
Georgia 0.06 0.13
Ghana 0.09 0.20
Guatemala 0.08 0.17
Hungary 2.09 2.66 1.94 0.01
Iceland 0.23 0.49
India 2.59 0.00
Indonesia 4.36 4.62 7.20
Israel 3.06 0.08 0.23
Ivory Coast 0.22 0.48
Jamaica 0.55 0.27
Jordan 0.08 0.16
Kazakhstan 1.37
Latvia 0.31 0.66 0.00
Lebanon 1.15 2.49
Lithuania 1.33 2.03 0.01
Malaysia 5.14 0.35
Mexico 7.54 13.29 9.71 0.55 0.60
Mongolia 0.22 0.33
Morocco 0.38 0.34 0.01
Namibia 0.06 0.13
Nigeria 0.06 0.14
Pakistan 0.12 0.26
Panama 1.04 2.24 0.06
Peru 0.78 1.59 2.93 0.08
Philippines 3.24 3.42 6.45 0.00
Poland 6.93 0.10 0.65
Romania 1.51 0.63 0.05
Russia 5.21 15.67 10.38
South Africa 5.62 1.81 2.24 0.08 0.45
South Korea 24.00 0.18 1.68
Senegal 0.06 0.13
Serbia 0.42 0.90
Sri Lanka 0.46 0.87
Thailand 5.03 0.52 0.43
Trinidad 0.07
Turkey 4.14 7.30 11.06
Ukraine 1.95 3.05
Uruguay 0.68 1.48 0.03
Venezuela 6.34 7.82
Vietnam 0.21 0.45
Zambia 0.08 0.17

Notes: Emerging market hard-currency (USD) assets represented by Barclays EM Hard Currency Aggregate Index; emerging market local-currency assets represented by 
Barclays EM Local Currency Government Bond Index. Weights of various countries are shown across all indexes to show there are country overlaps across indexes, 
including Barclays U.S. Aggregate Bond Index and Barclays Global Aggregate ex-USD Bond Index. 

Source: Vanguard.

Country exposures for emerging market bond indexes, both local-currency-denominated,  
and hard-currency-denominated, as well as U.S. aggregate and global aggregate indexes

Figure A-1.
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The case studies and examples in this report are designed for 
illustrative purposes only. These case studies and examples do  
not depict actual performance, are calculated with the benefit of 
hindsight, and may not take into account material quantitative and 
qualitative factors that would impact an investor’s investment 
decisions. The hypothetical returns reflect the reinvestment of 
distributions and dividends, but do not reflect fees, transaction  
costs or other expenses, which would have reduced returns. Past 
performance is neither guaranteed nor may past performance be 
repeated. The performance of an index is not an exact representation 
of any particular investment, as you cannot invest directly in an index. 
Any security, fund, index, portfolio or market sector mentioned in this 
report was done so for illustrative purposes only. No representation is 
made regarding the advisability of investing in third-party products 
that utilize the indices mentioned herein. 

This information has been compiled from proprietary and non-
proprietary sources believed to be reliable, but no representation or 
warranty, express or implied, is made by The Vanguard Group, Inc.,  
its subsidiaries or affiliates, or any other person (collectively “The 
Vanguard Group”) as to its accuracy, completeness, timeliness or 
reliability. The Vanguard Group takes no responsibility for any errors 
and omissions contained herein and accepts no liability whatsoever 
for any loss arising from any use of, or reliance on, this report. 

The information contained in this publication does not constitute an 
offer or solicitation and may not be treated as an offer or solicitation 
in any jurisdiction where such an offer or solicitation is against the 
law, or to anyone to whom it is unlawful to make such an offer or 
solicitation, or if the person making the offer or solicitation is not 
qualified to do so.

CFA® is a trademark owned by CFA Institute.

Not For Public Distribution: Vanguard Investments Canada Inc. 
issues this report to Institutional Investors and Financial 
Advisors for informational and educational purposes only. 
Vanguard Investments Canada Inc. accepts responsibility for the 
contents subject to the terms and conditions stated herein. All 
references in this report to “Vanguard” are to our parent company  
The Vanguard Group, Inc. This report does not necessarily represent 
any product or service by Vanguard Investments Canada Inc. It should 
be noted that it is written in the context of the U.S. market and 
contains data and analysis specific to the U.S. This report was 
originally published by The Vanguard Group, Inc. in April 2012. The 
first date of use by Vanguard Investments Canada Inc. is July 2013.

Commissions, management fees and expenses all may be 
associated with the Vanguard ETFs™. This offering is only  
made by prospectus. Copies are available from Vanguard 
Investments Canada Inc. at www.vanguardcanada.ca. 
Investment objectives, risks, fees, expenses, and other 
important information are contained in the prospectus;  
read it before investing. ETFs are not guaranteed, their values 
change frequently, and past performance may not be repeated.

The views and opinions of the individual strategists are as of the 
original publication date, are subject to change and may not necessarily 
represent the views of Vanguard Investments Canada Inc. The 
individual strategists may not necessarily update or supplement their 
views and opinions whether as a result of new information, changing 
circumstances, future events or otherwise. 

No implied or express recommendation, offer, or solicitation to buy  
or sell any ETFs or to adopt any particular investment or portfolio 
strategy is made in this material. The views expressed in this report 
should not be construed as investment, legal, tax or practice advice. 
This information is not tailored to the particular objectives, needs, 
restrictions or circumstances of your clients or prospective investors 
and thus, it should not be used as the basis of any specific investment 
recommendation for your clients or prospective investors. 
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