
RISE OF THE UNDERDOG

That’s clearly good news, but risks remain, and importantly, the recovery will be far from 
even. China, the world’s second largest economy, has proven particularly resilient to the 
virus. The country started recovering far earlier than its peers and as such is the only 
major economy expected to record economic growth in 2020. Going forward, China is 
expected to account for over one-third of global growth in 2021, estimated at 8%. In 
contrast, the US and euro area are forecast to contract -3.7% and -7.5% this year, before 
growing 3.2% and 3.6% in 2021. That is a far smaller contribution relative to their respective 
weights in the global economy.

Not surprisingly, investors are becoming increasingly bullish about the prospects for EM. 
The most recent Bank of America global fund manager survey highlighted an 
‘unambiguous rotation to EM’ with the ‘largest proportion ever saying EM currencies are 
undervalued’. Within emerging markets, the current ‘winners’ include China, Taiwan and 
Korea. Collectively, these countries make up approximately two-thirds of the EM Asia 
index and as shown in the chart below, in white, this index has outperformed the broader 
emerging market index by approximately 10% this year.

However, past returns are not indicative of future performance, and what I find 
particularly interesting about this chart is the clear inverse relationship between EM Asia 
and EM Ex Asia, in red, which tends to move in cycles and does so with remarkable 
symmetry over time. If historical correlations hold true, then we could expect EM Ex Asia 
to rebound and outperform going forward.
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In its latest economic outlook, the OECD increased its expectations for 
global GDP. For 2020, the improvement is minimal, reflecting an upward 
revision, in real GDP, from -4.5% to -4.2%. But beyond that, growing 
economic momentum should boost global growth to pre-pandemic 

levels, estimated at 4.2% in 2021 and 3.7% in 2022.
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This shift in relative fortunes is predicated on the normalisation of economic activity 
going forward, assuming no issues arise in the ongoing development and deployment of 
a vaccine. Key drivers also include the continuation of ultra-accommodative monetary 
policy, easing financial conditions (primarily via US dollar weakness) and further fiscal 
stimulus support packages.

The MSCI EM Ex Asia index is skewed towards cyclical sectors of the economy such as 
financials, materials and energy. As such this theme is consistent with our outlook for a 
continuation of the rotation from growth to value. Regionally, the index is comprised of 
several countries including Brazil, South Africa, Russia, Saudi Arabia and Mexico, 
amongst others.

We’ve run a number of simulations and our preferred way to play this theme is via 
unhedged equity exposure to Russia and Brazil. Using historic ‘bottoms’ in relative 
valuations, shown by the blue arrows above, we found that Russian equities delivered 
strong subsequent returns. The last two such occasions saw Russian equities outperform 
the broader EM equity index by 34% and 38% respectively, capturing the majority of 
potential gains as defined by its multi-year upward channel. Following a particularly 
weak 2020, Russian equities are now back above support and we see long-term potential 
upside of 55%. Key drivers include valuations (Russian stocks are extremely cheap), 
deteriorating political risk (recent gains imply investor confidence in the region has offset 
the renewed risk of sanctions following Biden’s recent victory) and a rebound in oil prices 
(energy has lagged the broader commodity rally thus far but we expect catch-up gains in 
2021 which should benefit energy producing countries like Russia). 

Chart



We also like Brazilian equities which tend to perform well against a 
backdrop of recovering global GDP, low interest rates and a weakening 
US dollar. As shown in the chart below, the index has delivered average 
relative outperformance of 40% during the last 5 cycles, once again 

indicated by the blue arrows.
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Brazilian equities have massively underperformed so far this year, suffering large 
outflows from foreign institutional investors as the region became a pandemic hotspot. 
Positive vaccine news flow, coinciding with the start of summer across the southern 
hemisphere should reduce covid related risks going forward whilst resilient demand 
from China for commodities, such as iron ore, will benefit the materials and energy 
intensive equity market, via companies like Vale, which makes up 15% of the iShares MSCI 
Brazil ETF. Brazil also has one of the steepest yield curves around. This is positive for 
financials, on a relative basis, which represents the largest sector within the ETF.

Despite recent gains the Brazilian real continues to lag EM peers and we see scope for 
further catch-up gains given forecast structural US dollar weakness. That said, the 
lacklustre currency also reflects growing concern over Brazil’s fiscal situation, with one of 
the highest debt to GDP ratios of any emerging market, 6% of which needs to be rolled 
over by April 2021. One of the key risks for next year is if we see Jair Bolsonaro, president 
of Brazil, ramp up spending into the 2022 election, without implementing necessary 
fiscal reforms, hitting investor sentiment in the process.  Nonetheless, we believe the 
broader rotation to EM value should outweigh these concerns. This is the start of a new 
cycle and Brazilian equities could offer considerable upside potential from here.

From a market timing perspective, the 10-day moving average has just crossed 
the 120-day indicating a potential buying opportunity.
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