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Emerging Markets backdrop January 

 
Equity markets in emerging countries continued to outperform developed equities for most of February 
on the back of vaccine optimism but swiftly slipped behind late in the month as the rising spectre of 
inflationary pressures translated into a sharp rise in US bond yields. A stronger dollar was also a 
headwind to the MSCI EM Index, although it still managed to advance by 0.8% during the month, some 
1.8% behind MSCI World. Despite this, it maintains its lead year to date (by 2.3%). 
 
The yield on US 10-year Treasuries rose from 1.06% to 1.42%, marking the worst monthly performance 
for US Treasuries since late 2016. Some of the key beneficiaries were commodities, with oil prices gaining 
more than 17% during the month, taking its year to date gain to over 25%. Copper also performed 
strongly, with prices rising to their highest level in almost a decade although gold prices continued to 
decline, despite its credentials as an inflation hedge, as investors shunned safe havens. 
 
The strength of commodities benefitted materials and energy stocks as well as financials, whilst the worst 
performing sectors were staples and health care. There was also signs of consolidation among the index 
heavyweights with Tencent and Alibaba retracing whilst Samsung broadly tracked the index and TSMC 
posted relatively modest outperformance. In aggregate, Chinese equities underperformed after a strong 
recent run. Whilst economic momentum in China remains robust, the market has lagged behind since 
the Lunar New Year holiday as investors have shifted their focus from the internet and consumer giants 
that have dominated returns in the recent past. More broadly, the better performance of value stocks led 
to MSCI EM Value Index outperforming Growth by almost 4% during the month whilst smaller stocks also 
advanced strongly relative to large cap. The main laggards were Momentum and Quality. 
 
At the country level, Brazil was the weakest performing due to heightened political risk following the 
removal of Petrobras CEO Roberto Castello Branco. In contrast, India posted one of the strongest gains 
as the growth-focused Union Budget announcement was well received. Taiwanese equities also 
outperformed due to the strength of its technology sector. Commodity heavy markets such as Russia, 
South Africa, Chile and Peru also benefitted. 
 
Performance commentary 

 
The strategy outperformed its benchmark during February, continuing the run of improved performance 
since the rotation in market leadership late last year. Whilst we have yet to observe a notable capitulation 
in the market leaders of recent years, the strategy’s clear value bias has been rewarded in recognition 
that the sharp underperformance of cheaper companies during 2020 had overshot fundamentals. 
 
Being underweight some of the strongest performing stocks of last year such as Alibaba, Nio, Meituan 
and Tencent, was a strong tailwind during February as these stocks came off their highs, but 
contributions to performance elsewhere were broad based. Our holdings in Taiwanese hardware stocks 
was particularly beneficial, as were our broader exposure to semis and semis equipment makers in 
Taiwan and Korea. Positions in Thai banks were also supportive. Being underweight Indian banks, TSMC 
in Taiwan and Reliance industries in India was only a partial offset during the month. Our underweight 
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positions in Brazil, in particular Petrobras, have been beneficial given the underperformance driven by 
political risks. 
 
Whilst the past few months suggest that the long overdue recovery in value stocks is gaining ground, 
valuation spreads - the discount of cheap stocks to the broader market - have only partially retraced from 
the extreme levels of last September. This suggests that the value rally has a great deal further to run as 
prices reconnect with fundamentals. 
 
The rising spectre of inflation is another interesting market dynamic as the recent Fed policy shift to 
‘average inflation targeting’ sets a precedent for tolerating a short-term pick-up in inflation and further 
upward pressure on bond yields. Rising inflation has historically tended to support cyclical sectors 
performing alongside the typical beneficiaries of higher rates, namely materials, industrials and banks. 
However, it also places greater uncertainty on the consensus short dollar trade which may lead to greater 
currency volatility in emerging markets, particularly for those markets with higher external funding 
liabilities (e.g. Turkey). 
 
This suggests a more balanced approach. We still advocate being more selective in the “deep-value” areas 
of the market, such as resources and financials, where valuations are very cheap but also reflect their 
weaker fundamentals in many cases. There are also plenty of “quality-value” stocks that have not 
participated in the market’s gains in recent years, many of which are trading on valuation multiples that 
are implicitly discounting an extremely pessimistic outlook. This is particularly true for the higher quality 
stocks which we inherently prefer, those with stable profits and in a stronger financial position, which 
have been neglected despite the fact that they offer greater security against a range of uncertain 
outcomes. 
 
As a final comment, we would also stress that emerging countries will emerge from lockdowns at 
different speeds due to variations in vaccine rollouts and the limited ability of some countries to provide 
policy support due to fiscal constraints (e.g. India). Economic cycles are likely to be less synchronised in 
the years ahead as a result and country specific political risk is also likely to remain elevated given the 
greater pressures on society in the aftermath of the pandemic, most notably in exacerbating wealth 
distribution. This all points to country allocation becoming increasingly important and we continue to 
focus on top-down considerations alongside our core focus on bottom-up stock selection. 
 
In summary, the fact that market participation has broadened out in recent months away from a narrow 
group of popular mega-cap stocks is very supportive of our diversified approach. Whilst it is currently 
closely related to the recovery in value stocks, given our positioning across the quality spectrum, we do 
not believe that a specific economic or market environment is necessary for further outperformance, 
providing that market breadth remains supportive. There are effectively many more ways to generate 
returns than was the case during the extremely narrow market that preceded the rotation. 
 
Positioning commentary 

Looking ahead, we continue to see reasonably-priced high quality opportunities in Asian technology 
companies. Taiwan in particular offers a number of supply chain stocks that demonstrate sound 
profitability, stability and financial strength as well as sustainable growth. Within the region, we are also 
overweight renewable companies in China which are benefitting from increased global demand for solar 
energy equipment. 
  
Whilst the value opportunities are not hard to come by within Emerging Markets, we believe the ability 
to also emphasise sound profitability and financial strength is the key to generating the best returns over 
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the long term. We continue to maintain a broad allocation to industrials and consumer discretionary 
sectors, but maintain a strong focus on both sustainable quality and value.  
  
2020 clearly propelled a number of “glamour” stocks into extreme valuation territory. Taking electric 
vehicle for example, whilst there is noticeable shift in consumer recognition and energy efficiency, we 
are underweight most EV auto makers given their very stretched pricing. Emerging E-commerce players 
in China are another example that benefited from the remote economy trend last year, but we still 
maintain an underweight positioning on the back of their high valuations. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Important Information  
Opinions, estimates and projections in this article constitute the current judgement of the author(s) as at the date 
of this article.  They do not necessarily reflect the opinions of Schroder Investment Management Australia Limited, 
ABN 22 000 443 274, AFS Licence 226473 ("Schroders") or any member of the Schroders Group and are subject to 
change without notice. 
 
In preparing this article, we have relied upon and assumed, without independent verification, the accuracy and 
completeness of all information available from public sources or which was otherwise reviewed by us. 
 
Schroders does not give any warranty as to the accuracy, reliability or completeness of information which is 
contained in this article. Except insofar as liability under any statute cannot be excluded, Schroders and its 
directors, employees, consultants or any company in the Schroders Group do not accept any liability (whether 
arising in contract, in tort or negligence or otherwise) for any error or omission in this article or for any resulting 
loss or damage (whether direct, indirect, consequential or otherwise) suffered by the recipient of this article or any 
other person. 
 
This article does not contain, and should not be relied on as containing any investment, accounting, legal or tax 
advice. Before making any decision relating to a Schroders fund, you should obtain and read a copy of the relevant 
disclosure document for that fund to consider the appropriateness of the fund to your objectives, financial 
situation and needs. 
 
You should note that past performance is not a reliable indicator of future performance. 
 
Schroders may record and monitor telephone calls for security, training and compliance purposes. 


