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• We believe effective coronavirus vaccines and the potential for an economic recovery could be the catalyst for a style 

rotation towards cheap ‘value’ stocks, particularly those in cyclical sectors. 

• The valuations of popular ‘growth’ stocks are extremely stretched, have decoupled from fundamentals and do not reflect 

potential risks such as increased regulatory or political scrutiny, in our view. 

• We believe our simple and repeatable process, which combines strict valuation screening and rigorous fundamental 

analysis, has the potential to identify attractive value opportunities, as well as reducing the risks that are associated with 

investing in cheap, out-of-favour stocks.  

The value of investments will fluctuate, which will cause prices to fall as well as rise and you may not get back the original 

amount you invested.  

 

Vaccines the catalyst for value? 

For some time now, we have been highlighting the wide 

valuation gap between the ‘value’ and ‘growth/quality’ ends 

of the market. Earlier this year, we suggested that the drivers 

of this extreme dispersion might be coming to an end and the 

2020s could be the decade of the ‘cheap asset’.  

However, the potential catalyst for a change of market driver 

was always difficult to predict as there are so many factors 

involved. One thing we were confident about was that when 

a style rotation happened, it would likely be extremely 

sudden and powerful. 

The optimism that greeted the good news about coronavirus 

vaccines in November has led many commentators to ask 

whether this development could be the long-awaited catalyst 

for a style rotation. With effective vaccines, the tail risk of 

multi-year COVID-19 lockdowns has been all but eliminated. 

Although there are many logistical challenges still to be 

overcome in terms of vaccines distribution, the end of the 

pandemic seems to be in sight.  

The prospect of a return to normality means the market can 

start to look forward again. Freedom to travel, gather and 

interact again could provide an enormous boost to economic 

activity. This development is arguably the signal for the start 

of a new economic cycle. It could also have a positive effect 

on the value style, as many of the cheapest stocks in the 

market currently can be found among the cyclical sectors.  

Should we see an economic recovery next year, and possibly 

even an inflationary environment and rising bond yields, the 

resultant market rotation could be extreme, in our view. This 

was demonstrated in November when we saw a rally driven 

by cyclical stocks in response to encouraging COVID 

vaccine news. Investors are reminded that past performance 

is not a guide to future performance.  

Stretched valuations 

Another observation we have been 

making for some time is that we 

think the valuations of popular 

growth stocks are extremely 

stretched and have decoupled from 

underlying company performance, 

the so-called fundamentals.  

While we believe the recent 

vaccine-driven sector rotation has 

been a catalyst for a value rebound, 

this is not the only reason why we 

are optimistic that the trend can 

continue in the longer term. The 

valuation gap between value and 

growth stocks has been widening   

Figure 1. MSCI ACWI Index country and sector neutral style performance 

 

Source: M&G, Bloomberg, October 2020. Rebased to 1 on 4 June 2009 

Past performance is not a guide to future performance.  
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for some time; however, in the past two years we have seen 

a big divergence between the styles, even on a sector-

neutral basis – which effectively takes out the impact of 

sectoral features (Figure 1).  

In our view, this suggests that the underperformance of value 

in the past two years has been driven by much more than 

simply the restructuring of the economy and business 

models. To our mind, this last ‘stretch’ is hard to justify as 

being the result of structural change, and therefore we think 

it is likely to require less of a change of sentiment to reverse.  

Of course, our concerns about the extreme valuation 

dispersion in the market could be wrong and the much-loved 

growth stocks may continue to dominate. However, we think 

that investors are somewhat complacent about the potential 

risks that some of these growth companies might face.  

For instance, we are seeing increased regulatory and 

political scrutiny of the quasi-monopoly mega-cap tech 

companies. We have also witnessed the astonishing rise of 

Tesla, up more than 600% this year, which has resulted in its 

promotion to the S&P 500 Index. 

We believe there are a number of warning signs for growth 

stocks. In light of some of the extremely elevated valuations 

we observe, we think that we could potentially see a repeat 

of the crash of the highly popular Nifty Fifty stocks in the 

1970s, or the burst of the dot-com bubble in 2000. 

There is no guarantee that this is what is going to happen. 

But the growth style has dominated for so long now and the 

gap between the cheap and expensive stocks had become 

so stretched that we think, on a risk/reward basis a rotation 

towards value is likely at some point. When you factor in the 

weight of money that is currently invested in growth 

strategies, even a small shift in investor allocation towards 

value could provide a significant boost for the value style. 

The recent value rally in context 

The speed and scale of the value rebound in November 

probably took many investors by surprise. Even though value 

stocks moved quickly in a short period of time, we believe 

there is still a long way to go if value is to reverse a decade 

of underperformance. 

To consider the potential opportunity for value, Figure 2, from 

Morgan Stanley, puts the recent moves in a historical 

context. It shows how different pro-cyclical investment styles 

have outperformed in market rotations over the past 35 

years. We can see that some factors have already delivered 

returns in line with or above the average relative 

performance in previous style rotations. However, the value 

factor’s recent outperformance against growth is less than it 

has historically achieved on average. It is also far below what 

value has typically delivered in a recession/recovery 

scenario.  

Of course, there is no guarantee that history will repeat itself, 

but we believe this provides an illustration of the potential 

returns should there be a style change and reinforces our 

view that there are exciting opportunities in the value space. 

We are aware that there will probably be some speed bumps 

ahead for the rotation to value. The velocity of the recent 

reversal leaves it open to temporary setbacks. However, we 

believe that there are many attractive long-term opportunities 

among cheap, out-of-favour stocks, especially companies 

with strong balance sheets, which we focus on. 

Encouragingly, we think value opportunites can be found 

right across the market in different sectors, which helps 

diversification.  

After more than a decade of style headwinds, many of our 

value peers have given up the fight. In addition to the growing 

influence of passive investing, we think this has contributed 

to the significant growth bias in the market. According to 

Morningstar, only 14% of the assets in global equity funds 

has a value tilt. We feel there are very few genuine active 

value managers left to counter the momentum of the growth 

style. While this has been a headwind for us, we also feel 

that our commitment to the value style means we are well 

placed to benefit from a style rotation, if it happens.  

Figure 2. Outperformance of pro-cyclical styles: 

current vs history 

 

Source: ClariFi, Bloomberg, Morgan Stanley Research. Morgan 

Stanley US Equity Strategy, 7 December 2020.  

Past performance is not a guide to future performance.  

 



 

   

 

Simple and repeatable process 

The M&G Value team has always been firm believers that 

value investing has the potential to deliver good investment 

returns, provided there is a rigorous process to filter out value 

traps and it is afforded an appropriate investment time 

horizon.  

Our disciplined process involves valuation screening and 

fundamental analysis. This has been designed to ensure that 

we stay true to the value style by only investing in cheap 

stocks. It also helps us to eliminate companies that have 

material risks where a cheap valuation is justified. We have 

employed this simple and repeatable process rigorously for 

over a decade to identify value opportunities in European 

and North American markets, as well as on a global basis.  

By combining a strict valuation screen and a focus on 

fundamentals, in particular balance sheet strength, we 

believe that we have a distinctive approach to value investing 

that has the potential to reduce many of the risks associated 

with investing in the cheapest part of the market.  

To us as value managers, the current situation feels like a 

‘once-in-a-career opportunity’. It has been a long wait for 

value to return to favour, but we are optimistic that our 

patience could be rewarded and we will see that the value 

style is very much alive and well. 

M&G 

December 2020 
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