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Global perspectives: Value rotation  

 Global markets have hesitated as yields on government bonds rise from 
ultra-low levels as economic recovery beckons. It remains an unusual market 
environment with a number of the high-profile distortions arguably introduced by 
the resurgence in retail trading and ultra-low interest rates. However, we believe 
‘value’ is poised for a recovery over recently outperforming growth stocks as 
lockdowns in developed markets are released.  

 The valuation excursion for the fastest growing stocks has been 
extraordinary. These valuations are now at risk of mean-reverting as yields 
increase on long-term bonds. Relative earnings momentum is starting to favour the 
real economy as upgrades become concentrated in traditional sectors such as oil, 
mining and banks.  

 We remain neutral on equities as attention turns to a sector rotation from 
growth towards value. Such a rotation is by nature offsetting and unlikely to push 
global equity indices significantly higher in aggregate in the short term. However, 
with positive earnings momentum continuing the conditions are also not in place 
for a large equity market drawdown. 

 We remain of the view that global bond yields are likely to face continued but 
steady upward pressure. Nominal yields may have risen during February but the 
still ultra-low 10-year real rate on offer suggests that should the recovery broaden 
as we expect, then government bond markets are likely to remain under pressure 
and we remain underweight. 
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Rotating to value as COVID-19 cases decline 

Global markets have hesitated as ultra-low yields on government bonds have risen just as 
economic recovery beckons. Rising yields should hardly have been a surprise to investors given 
the consensus assumption that the world would record a strong economic recovery in 2021. We 
believe there is a rotation to value sectors underway. This is in part due to a shifting pattern of 
earnings upgrades and in part due to a striking overshoot in valuations of the world’s fastest 
growing companies. 

Provided the trajectory is not overly steep, rising real or nominal yields are unlikely to derail the 
nascent economic recovery. On the contrary, the primary restraint on economic recovery is 
government-imposed restrictions on social activity rather than the cost or availability of credit. 
Social restrictions are on track to be progressively relaxed over the coming quarter as new COVID-
19 infections are falling in all major economic regions. 

We are encouraged by the recent data on vaccines from an economic perspective, even if the 
goalposts have been quietly shifted from the original aim of achieving herd immunity. In the UK, 
data now show vaccinated individuals have an approximately 90% reduced risk of a severe case of 
COVID-19. While some would have preferred the original goal of immunity rather than protection 
from a severe case, governments are likely to quickly ease lockdown restrictions as pressure on 
healthcare provision declines. From the start of the pandemic, for investors it has been the 
economic impact of public health measures rather than the virus itself that has held greater 
importance. 

At this stage we have increased confidence that a progressive relaxation of developed market 
lockdowns may be permanent. The aim of governments is to have a sufficient percentage of the 
population vaccinated so that no further lockdowns are required. Some countries have already 
made significant progress in this endeavour while EU nations are likely to catch up in coming 
months. We believe this development is likely to change the sector leadership within global equity 
markets over the course of 2021 towards the real economy and away from the digital themes which 
performed so strongly in 2020. 

Exhibit 1: COVID-19 cases declining in most major markets 

 
Source: Our World in Data. Chart shows daily percentage rate of decline in new infections averaged over past seven days. 

Growth stocks expensive relative to history 
Despite a marked underperformance of ‘value’ indices in recent years, the value investment 
discipline should remain at the core of investors’ processes in our view. The confluence of a range 
of factors positive for higher growth stocks have driven an extraordinary outperformance of this 
segment of the market in recent years. However, growth valuations now appear stretched and 
fundamentals are favouring more traditional sectors of the market. 
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The emotional discipline and diligence required in value investing has been rewarded in practice, 
but only over the much longer term as historically a bias to owning securities at lower valuation 
multiples has resulted in stronger returns. The most prominent example of this is the US, where we 
see that since the 1880s investing in the S&P 500 has been significantly more profitable if shares 
are bought at the lowest valuation decile on a cyclically adjusted P/E basis. Currently the S&P 500 
cyclically adjusted P/E is 34x, as high as at any time outside the original dot-com boom. 

Resistance to the value investing style has grown following the recent long period of 
outperformance of growth versus value indices, discrediting the approach in the eyes of at least 
some investors. The outperformance of growth is also a key factor behind the relative 
underperformance of UK markets since 2017. The UK might have faced Brexit uncertainty but it 
also has a value-heavy sector weighting in its largest indices. The global underperformance of 
value following the Brexit referendum has therefore cast a further shadow onto the UK market 
relative to developed market peers.  

Growth stock outperformance has been driven by several factors over the past year. COVID-19 
created a perfect tailwind for e-commerce but by its nature is a one-off and hopefully unlikely to be 
repeated in the foreseeable future. Nevertheless, ‘value’ investors must accept the very recent 
outperformance of growth has some fundamental support from a relatively better earnings 
performance of digital and technology sectors during the pandemic. COVID-19 induced an 
accelerated transition to the digital economy. 

COVID-19 has also triggered a quite extraordinary yet temporary surge in monetary and fiscal 
support for the economy. This has driven real interest rates to record lows, reducing discount rates 
for profits expected a long way into the future. 

Exhibit 2: Growth stock valuations have surged post 2018 

 
Source: Refinitiv, Edison calculations  

In combination, these two factors have led to an extraordinary surge in growth stock valuations, 
which based on the history of stock market bubbles we expect to revert to more normal levels over 
time, Exhibit 2. We note that the fastest growing quartile of the world’s listed equities are trading 
close to a 100% premium to longer-run average multiples of forward price/book.  

Therefore, while for much of the past decade it was the delivery of profits that drove the 
performance of growth stocks, a significant re-rating relative to value has occurred since 2019 and 
is the focus of our concern. Until this point, the differentials between the valuations for each 
segment of the market had been comparatively stable. 

Return to normality favours physical over digital 
As vaccines bring the developed world into a post COVID-19 mode by H221 and as economies 
continue to recover, real interest rates are likely to continue to rise steadily from their recent record 
low levels. We do not expect this process to be disruptive to markets as central banks will be keen 
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to reinforce their message that there is no hurry to step back from accommodative policies until the 
recovery has broadened sufficiently.  

We acknowledge there is for now a modest risk, given the rapid rise in commodity prices during the 
past six months, that inflation numbers will change the direction of monetary policy sooner. 
However, we believe based on the recent behaviour of the US Fed and European Central Bank 
(ECB) that this uptick will be dismissed as only a transient pick-up in prices. 

A period of rising long-term rates should favour value over growth indices as near-term cashflow 
becomes worth proportionately more. Furthermore, value-driven markets such as the UK would be 
expected to outperform in this scenario. 

Separately to monetary conditions, a further boost for physical businesses is that there has been a 
savings boom among consumers in the UK and US. As both incumbent governments have 
indicated they are unlikely to swing back to austerity and will at least maintain current levels of 
spending until the recovery is well underway, a significant fraction of these savings may find their 
way back into consumer spending.  

Therefore, while the growth of the digital economy is unlikely to be fully reversed, later this year the 
consumer may switch back to the physical economy, catching up on discretionary spending which 
involves face-to-face social interaction whether eating out, entertainment or holiday travel.  

A pause in the digitisation trend and some challenging comparables could therefore mean relative 
earnings momentum could even favour value over growth for the remainder of 2021. The long 
recovery in consensus earnings expectations has continued during February and we note that from 
a sector perspective the largest US upgrades have been in the traditional sectors of oil, banks, 
mining and media during the past month, Exhibit 3.  

Exhibit 3: Value sectors now driving US upgrades to 2021 forecasts 

 
Source: Refinitiv, Edison calculations 

US earnings forecasts for 2021 have now recovered all of their COVID-19 related declines while 
2021 forecasts for Europe and the UK are within 5% of their pre COVID-19 levels. This is testament 
to the continued support provided by governments during the pandemic and more recently the 
recovery in energy and commodity markets has provided a further lift to forecasts. 

Investors are now catching onto this trend of value over growth; we note that over the past month 
the list of the top performing European equities is populated with travel, leisure and bank stocks, 
which are benefiting from the prospect of a relaxation of COVID-19 restrictions and a normalisation 
of interest rates. 
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Exhibit 4: One-month STOXX 600 leaders dominated by travel, leisure and banks 
 

 
Source: Refinitiv to 23 February 2021 

Conclusion 

We remain neutral on equities as attention turns to a sector rotation from growth towards value as 
the possibly final COVID-19 lockdowns are progressively relaxed and vaccination becomes the first 
choice for managing the pandemic. The offsetting nature of this rotation may have relatively limited 
impact on global equity indices in aggregate. 

We believe growth stock valuations are now a concern as relative earnings momentum shifts back 
towards more traditional sectors. In this still unusual market environment, we think investors are 
better off focused on companies that have a future but also meet normal investment criteria for 
valuation and shareholder returns.  

We remain of the view that government bond yields will continue to face upward pressure, although 
volatile surges are likely to face central bank jawboning to keep interest rate expectations in check, 
as seen in recent days from the US Fed and ECB. Real yields may have risen modestly during 
February but the still ultra-low real rate on offer suggests that as the recovery gains traction, the 
bond market is likely to remain under pressure and we remain underweight.  
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General disclaimer and copyright 
This report has been prepared and issued by Edison. Edison Investment Research standard fees are £49,500 pa for the production and broad dissemination of a detailed note (Outlook) following by regular (typically 
quarterly) update notes. Fees are paid upfront in cash without recourse. Edison may seek additional fees for the provision of roadshows and related IR services for the client but does not get remunerated for any 
investment banking services. We never take payment in stock, options or warrants for any of our services. 

Accuracy of content: All information used in the publication of this report has been compiled from publicly available sources that are believed to be reliable, however we do not guarantee the accuracy or completeness of 
this report and have not sought for this information to be independently verified. Opinions contained in this report represent those of the research department of Edison at the time of publication. Forward-looking information 
or statements in this report contain information that is based on assumptions, forecasts of future results, estimates of amounts not yet determinable, and therefore involve known and unknown risks, uncertainties and other 
factors which may cause the actual results, performance or achievements of their subject matter to be materially different from current expectations.  

Exclusion of Liability: To the fullest extent allowed by law, Edison shall not be liable for any direct, indirect or consequential losses, loss of profits, damages, costs or expenses incurred or suffered by you arising out or in 
connection with the access to, use of or reliance on any information contained on this note. 

No personalised advice: The information that we provide should not be construed in any manner whatsoever as, personalised advice. Also, the information provided by us should not be construed by any subscriber or 
prospective subscriber as Edison’s solicitation to effect, or attempt to effect, any transaction in a security. The securities described in the report may not be eligible for sale in all jurisdictions or to certain categories of 
investors. 

Investment in securities mentioned: Edison has a restrictive policy relating to personal dealing and conflicts of interest. Edison Group does not conduct any investment business and, accordingly, does not itself hold any 
positions in the securities mentioned in this report. However, the respective directors, officers, employees and contractors of Edison may have a position in any or related securities mentioned in this report, subject to 
Edison's policies on personal dealing and conflicts of interest. 

Copyright: Copyright 2021 Edison Investment Research Limited (Edison). 

Australia 
Edison Investment Research Pty Ltd (Edison AU) is the Australian subsidiary of Edison. Edison AU is a Corporate Authorised Representative (1252501) of Crown Wealth Group Pty Ltd who holds an Australian Financial 
Services Licence (Number: 494274). This research is issued in Australia by Edison AU and any access to it, is intended only for "wholesale clients" within the meaning of the Corporations Act 2001 of Australia. Any advice 
given by Edison AU is general advice only and does not take into account your personal circumstances, needs or objectives. You should, before acting on this advice, consider the appropriateness of the advice, having 
regard to your objectives, financial situation and needs. If our advice relates to the acquisition, or possible acquisition, of a particular financial product you should read any relevant Product Disclosure Statement or like 
instrument.  

New Zealand 
The research in this document is intended for New Zealand resident professional financial advisers or brokers (for use in their roles as financial advisers or brokers) and habitual investors who are “wholesale clients” for the 
purpose of the Financial Advisers Act 2008 (FAA) (as described in sections 5(c) (1)(a), (b) and (c) of the FAA). This is not a solicitation or inducement to buy, sell, subscribe, or underwrite any securities mentioned or in the 
topic of this document. For the purpose of the FAA, the content of this report is of a general nature, is intended as a source of general information only and is not intended to constitute a recommendation or opinion in 
relation to acquiring or disposing (including refraining from acquiring or disposing) of securities. The distribution of this document is not a “personalised service” and, to the extent that it contains any financial advice, is 
intended only as a “class service” provided by Edison within the meaning of the FAA (i.e. without taking into account the particular financial situation or goals of any person). As such, it should not be relied upon in making 
an investment decision. 

United Kingdom 
This document is prepared and provided by Edison for information purposes only and should not be construed as an offer or solicitation for investment in any securities mentioned or in the topic of this document. A 
marketing communication under FCA Rules, this document has not been prepared in accordance with the legal requirements designed to promote the independence of investment research and is not subject to any 
prohibition on dealing ahead of the dissemination of investment research.  

This Communication is being distributed in the United Kingdom and is directed only at (i) persons having professional experience in matters relating to investments, i.e. investment professionals within the meaning of Article 
19(5) of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005, as amended (the "FPO") (ii) high net-worth companies, unincorporated associations or other bodies within the meaning of Article 49 
of the FPO and (iii) persons to whom it is otherwise lawful to distribute it. The investment or investment activity to which this document relates is available only to such persons. It is not intended that this document be 
distributed or passed on, directly or indirectly, to any other class of persons and in any event and under no circumstances should persons of any other description rely on or act upon the contents of this document.  

This Communication is being supplied to you solely for your information and may not be reproduced by, further distributed to or published in whole or in part by, any other person. 

United States 
Edison relies upon the "publishers' exclusion" from the definition of investment adviser under Section 202(a)(11) of the Investment Advisers Act of 1940 and corresponding state securities laws. This report is a bona fide 
publication of general and regular circulation offering impersonal investment-related advice, not tailored to a specific investment portfolio or the needs of current and/or prospective subscribers. As such, Edison does not 
offer or provide personal advice and the research provided is for informational purposes only.  No mention of a particular security in this report constitutes a recommendation to buy, sell or hold that or any security, or that 
any particular security, portfolio of securities, transaction or investment strategy is suitable for any specific person.
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