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Global market backdrop  

 
After a strong start to February, where global equities advanced by more than 6%, the MSCI World Index 
ended the month up by a more modest 2.6% as investors became rattled by a sharp sell off in bonds. The 
yield on US 10-year Treasuries rose from 1.06% to 1.42%, anticipating that a swifter than expected 
economic recovery due to the rapid roll out of vaccines and further fiscal stimulus would stoke 
inflationary pressures. This marked the worst monthly performance for US Treasuries since late 2016. 
Some of the key beneficiaries were commodities, with oil prices rising more than 17% during the month, 
taking its year to date gain to over 25%. Copper also performed strongly, with prices reaching their 
highest level in almost a decade, although gold prices continued to decline despite gold’s credentials as 
an inflation hedge, as investors shunned safe havens. 
 
From a sector perspective, there was a wide dispersion in performance with energy and financials leading 
the pack with double digit gains. Industrials and materials, which are also regarded as economically 
sensitive, also outperformed. At the other end of the table were the traditional defensive areas such as 
health care, staples and utilities. Utilities in particular are often negatively correlated with bonds due to 
their perceived higher yield. The technology sector, which has for some time been the driver of broader 
market returns, also lagged, although performance within the sector was similarly disparate with semis 
partaking in the broader enthusiasm for cyclical exposure whilst hardware fell in absolute terms, 
primarily due to an 8% retracement in Apple. Increasing signs of dispersion were also evident among the 
other index heavyweights, with Alphabet advancing 15% whilst the poster-child of market exuberance, 
Tesla, corrected by almost 15%. 
 
The high representation of energy and financials in the most widely cited Value indices was a tailwind 
with the MSCI World Value Index outperforming the Growth Index by more than 4% whilst Small cap 
stocks also beat the broader index. In contrast, MSCI’s defensive Minimum Volatility index 
underperformed by over 4% and its Quality lagged the index by 1.4%. 
 
From a currency perspective, the US dollar rose slightly but the main movement within developed 
markets this year has been the Japanese Yen which weakened further, taking its year to date loss to 3.1% 
against the USD. In contrast, sterling continued to advance as optimism on the pace of the UK’s vaccine 
rollout reduced the prospect of negative interest rates. The pound has now risen five months in a row 
against the dollar, during which time it has gained 8%. 
 
Performance commentary 

 
The strategy underperformed its benchmark during February, retracing some of the improved 
performance since the rotation in market leadership last November following the arrival of successful 
vaccines. At a high level, our avoidance of stocks with inferior environmental credentials meant that the 
strategy failed to fully participate in the continued bounce in the energy sector as a whole. In particular, 
not owning some of the largest names within integrated oil and gas (e.g. Exxon Mobil, Chevron, Royal 
Dutch Shell) accounted for the bulk of the underperformance over the month. Elsewhere, our positioning 
in defensive areas of the market were not rewarded during the month as our holdings in 
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pharmaceuticals, our preferred industry in terms of offering attractive valuations alongside defensive 
business quality characteristics, underperformed as investors favoured more economically sensitive 
stocks. Similarly, positions in other higher quality areas (e.g. home products) were also left behind as 
their defensive characteristics are currently not being recognised in favour of the more obvious reflation 
trades. 
 
Partially offsetting this, stock selection was strong in financials, particularly within our preferred 
overweights in insurers and banks. Elsewhere, our holdings in technology contributed to performance 
with good stock selection within hardware and semis, while our continued avoidance of utilities, an area 
that we have shunned for several years due to our concerns about both valuation and quality, was 
rewarded as the market moved out of high yield proxies as bonds came off.  
 
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. 
Following the bursting of the tech bubble of 2000, it took almost four years for the value spread to return 
to its long run median. By way of illustration of the potential opportunity, a return to the historical norm 
would imply further outperformance of cheap stocks of over 30% from this point. 
 
While accepting that we are not in a standard economic cycle and the usual broad classification of 
cyclicals is less valid than in the past, the historical evidence suggests that recoveries and rising yields 
are beneficial to value vs. growth performance. This is largely due to the greater representation of 
economically sensitive stocks in the value universe, particularly those that were caught on the wrong side 
of the global pandemic. Alongside this, 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, consumer discretionary and banks. We would also highlight that the 
key losers from inflation are areas regarded as bond-proxies, such as utilities, whilst the other notable 
yield surrogate, real estate, is already struggling due to the collapse in demand for office space. 
 
Despite this, 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. Many healthcare and 
telecoms stocks would fall into this camp. 
 
In summary, the fact that market participation has broadened out in recent months away from a narrow 
group of popular 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. 
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Positioning commentary 

 
The strategy remains overweight health care. More specifically, pharmaceuticals continue to offer ample 
value and quality opportunities, given very reasonable valuation and quality characteristics such as 
fundamental stability, financial soundness and earnings resiliency. Information technology remains the 
other largest overweight sector. 
 
Within financials, our strong preference is for banks, which are extremely attractive from a book value 
perspective. We also prefer life and health insurers which trade at a notable discount to long term 
multiples whilst exhibiting very strong quality characteristics.  
  
Elsewhere, we maintain our longstanding underweight in the utilities and real estate sectors, as these 
companies remain highly leveraged and unattractive from a valuation perspective. Our focus on ESG is 
particularly relevant for utilities where cleaner energy plays are being rewarded. With the shift to remote 
working looking like a structural legacy of Covid-19 we continue to avoid commercial real estate where 
the outlook for yields and occupancy is very uncertain. Similarly in what appears to be an intermittent 
lockdown environment, our exposure to retail real estate, travel and leisure remains low. 
 
From a regional level, we remain underweight North America due to valuation concerns and overweight 
Emerging Markets as there are many attractively valued and higher quality stocks across many areas but 
particularly within technology and resources.  
 
 
 
 
 
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. 


