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News Release

The dilemma facing emerging market investors
With the initial recovery rally likely peaking, is it time for some reshuffling in emerging markets?
23 July 2021:


By Nicholas Field, Global Emerging Market Equity Strategist at Schroders
Global economic growth is rebounding strongly. China has already completed its V-shaped recovery. The United States is now seeing the strength in the recovery come through and is well advanced in the upward leg of its V-shaped recovery. Meanwhile, Europe is only a few months behind the US and emerging markets (EM) ex north Asia will likely reach their strongest point in the recovery in Q4 of this year.
This is all positive but is now largely anticipated by markets. And it has been reflected in the strong performance of the most macroeconomically sensitive or cyclical stocks so far this year, both in emerging and developed markets. This raises the question, what could drive continued strength in cyclical and value areas of the market?
The obvious answer is more sustained inflation through the next economic cycle. And the reflation trade may yet have further momentum. But as the government bond market is signalling, there is growing consensus that current above target inflation in the US will be transitory. The US 10-year bond yield, for example, having rallied by close to 80bps in Q1 of this year to reach 1.72%, the third worst sell-off on a total return basis in history, has fallen back to below 1.50% at the time of writing.
So, if the initial recovery rally is indeed done, are growth areas ripe for a reassessment?
Which sectors have outperformed?
The chart below shows MSCI Emerging Markets sector performance over the last three years relative to the wider MSCI Emerging Markets Index. IT has been the clear standout. The materials sector has rallied strongly in the past six months and there are signs that financials may have bottomed. Energy, meanwhile, has underperformed and not recovered significantly.
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To put these moves into a longer term context, the chart below shows sector performance, again relative to the MSCI Emerging Markets Index, dating back to 1995. The important caveat to the following conclusions is that the underlying stocks in each sector have changed significantly over this period.
However, IT does appear to be peaking and on a relative basis is above where it reached in the dotcom bubble of the early 2000s. The recent rally in materials on the other hand looks far less extreme when seen in a historical context. That said, the peaks reached in 2008-10 were in the context of a commodity supercycle – to reach those levels one would have to believe we are beginning another such supercycle.
Consumer staples, having had a strong run from the global financial crisis until 2014, has since given back a lot of this outperformance. On the other hand, the industrials sector, which has historically been comprised of a broad range of stocks, has never outperformed.
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How to evaluate the outlook in growth
In emerging markets, growth stocks are spread across various sectors, notably consumer discretionary, IT and communication services. The key question to assess for growth stocks is the stage of the capital cycle.
As a new growth opportunity opens up early in a cycle it attracts capital. Given that perfect judgement is impossible, it will end up being over invested, with debt attached. Rising interest rates then end the cycle and do more damage to everyone’s favourite growth area than anything else; or to put it the other way around, excessive investment in the growth sector helps cause the recession.
The 1990s saw the internet bubble. When it popped, technology stocks spent the whole of the next cycle underperforming. That cycle was dominated by commodity stocks in emerging markets and banks in developed markets. Both have underperformed for most of the last cycle.
So will e-commerce and internet platform stocks underperform through the cycle we have just begun? Quite possibly, except that this cycle was brought to its end by a virus.
Could this cycle’s growth stocks still have room to run?
There is an analogy to the 2000s cycle. The commodity cycle actually ended in 2010 (check out the pink line in the chart above and see when it begins its real slide). The reason was this. Chinese nominal growth suffered a temporary interruption due to 2008, illustrated below, but only took a permanent step down in 2010/11. In that sense the developed market-curated financial crisis was an external shock to the emerging capital cycle which actually still had two years left to run.
China GDP growth
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Perhaps Covid will have a similar impact – an external shock which interrupts but does not end a capital cycle. In which case maybe emerging growth stocks do have a bit more to run.
It is never possible to work out precisely when the capital cycle will end, and in any case that point is very unlikely to be synchronised globally. What is clear is that we have come a long way in this current cycle and are now much nearer the end than the beginning.
Why the capital cycle is key to growth
Different areas of growth are at different stages of their corporate capital cycle. Take e-commerce, for example, an industry which saw growth supercharged by the pandemic. Companies in some product areas are seeing a moderation in returns, albeit these remain positive and comfortably above their cost of capital, while others are still in the rapid growth phase.
For those stocks with a declining returns profile, these companies have historically still been able to make an economic profit. And this can counteract any impact from de-rating as the market factors in lower future returns. So these companies can still be profitable investment opportunities and growing businesses. It is typically only once a company’s returns fall close to the cost of capital that the share price drops, as there is nothing to offset the impact of the de-rating. China Mobile is a case in point – it experienced a period of declining returns from 2010-14, and yet its share price more or less tripled over the same period. For now, whether these stocks outperform the index may depend on the rest of the market and the degree of demand for safety.
While this roadmap may be applicable to “old growth” companies, “new growth” such as e-commerce is at a different stage. The problem is Amazon, which has defined the sector in many people’s minds. This is the idea that there can only be one dominant player and that scale is the name of the game. Amazon ran significant losses in the 1990s and early 2000s in order to generate the returns it is seeing today. This has been a free pass to other e-commerce companies to run large losses. But is it necessarily true that there will only be one main player in each market/region and if so, who will it be?    
And what about defensive, quality stocks?
The hallmarks of a defensive stock are a stable return with some very modest growth. But these stocks can often be highly valued. In emerging markets, there are three sectors that offer the most interesting defensives: consumer staples, telecoms and healthcare.
The telecoms sector has not fulfilled its reputation as being defensive in the most recent cycle. Average returns have ben below the cost of capital. But that has weighed on valuations, which are now cheap, and if expectations are to be believed, returns are set to pick up.
The consumer staples sector in aggregate is generating high returns, well in excess of the cost of capital. And while valuations reflect this fact, should returns be sustained, the 10% real roll forward each year is attractive. And this overlooks any potential for a re-rating. Healthcare shows a similar picture.
What does this all mean?
One thing is clear, we are close to the peak of the early cycle value/recovery trade.
The end and beginning of a new economic cycle often involve a resorting of the capital focus. And this can mean clearing out the old before investment pours into the new.
However, while it is clear which stage of the economic cycle we are in, precisely where we are is not yet clear, and may not be for some time. While investors continue to absorb the different macroeconomic signals, the dilemma over positioning may persist.    
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