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Logical Thoughts

YEAR IN REVIEW: TALE OF TWO HALVES
Our last ‘Logical Thoughts’ for 2020 looks at the year that was and the recent shift in market
leadership as investors rotated out of growth stocks into value stocks. Finally, it provides you
with our investment thoughts for 2021.
Introduction
2020 was the year when several records were broken. New peaks were achieved early in the
new year; the fastest bear market (-20%) in history in March; the fastest run to bull territory
(+20%) between April and May; and the best November performances for many global
markets, with new all-time highs being registered in US markets.
It was a year of trials and tribulations, where patience was tested but those clients in for the
long haul were ultimately relieved and rewarded. April provided some rare opportunities for
those investment managers who stayed composed and invested rationally.
The COVID-19 crisis and market dislocation has presented the best investment opportunities
of the past decade and in some cases the last 20 years. Investing is a test of endurance and
2020 proved to be one of the most challenging in many decades. Despair and then euphoria.
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2021 is unlikely to be a repeat. Markets could begin the year with an extension of the current
upswing, but as it unfolds several questions will undoubtedly be asked about the progress of
the economic recovery and the relationship to risk asset (shares, property, infrastructure etc.)
valuations.
Market environment
The new year will launch off an elevated platform for market indices. All US indices are
currently at or near record levels. Expectations are sky high as investors ignore any
semblance of bad or disappointing news. The US November jobs report was a classic
example. Despite non-farm job creation of 245,000 meaningfully missing expectations of
460,000, investors were heartened the disappointment may, not will, ultimately force warring
Democrats and Republicans to a stimulus deal which is now in its fifth month of negotiation.
But as share prices continue to rise, so some valuations become even more stretched and
therefore exposed and vulnerable to disappointment.
Other global markets are also elevated, most within 10% of their respective high-water marks
and while momentum is still positive, failure of economies to respond to the availability of a
vaccine in a sustainable manner could quite easily trigger a correction. Widespread
vaccinations will be the key to halting the virus. All this as the rate of new infections surges to
new peaks with the onset of colder weather in the northern hemisphere.
In most markets, a fully-fledged recovery is already priced in. Debt levels are at historical
highs and continue to climb. Central bank action is encouraging risk taking on a wide scale
and equity investors are embracing “there is no alternative” mantra while ignoring skinny low
risk-adjusted returns. These returns are relative to low risk-free bond yields.
In Australia, the co-ordinated policy initiatives by the Government and Reserve Bank of
Australia (RBA) has driven a strong recovery in our economy. The government’s fiscal policy
has provided money to households and businesses to drive consumption and added jobs lost
earlier in the year. While the RBA’s monetary policy of lower interest rates and quantitative
easing has created jobs, stimulated economic activity and enabled wealth creation
opportunities.
The effectiveness of these policies where confirmed in the latest gross domestic product
(GDP) data for the September quarter, with our economy in recovery mode. Australia officially
How
much
does
it cost?
exited its technical recession and expanded by a robust
3.3%,
well
ahead
of market forecasts
of 2.5% and the highest quarterly rate since 1976 (44 years).
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Driving this expansion was household consumption (+7.9%) after collapsing by 12.1% in the
June quarter. The jump in household consumption, which makes up about 60% of GDP, was
driven by a 9.8% increase in services spending. This included a 49.7% rise in hotels, cafes
and restaurants as COVID-19 restrictions were eased (see chart below, source: ABS,
Macquarie Macro Strategy). Not bad given that the economy contracted by -12.5% in the June
quarter 2020. We expect strong growth ahead in 2021 and 2022 at around +4% per annum,
assuming Covid-19 case numbers remain contained. The strength in iron ore prices is a key
driver of net export growth but this is expected to pull back in 2021.

What Will be Paid?

The underlying strength in the Australian economy is reflected in positive consumer sentiment
data and Australian job advertisements.
Consumer confidence rose for the fourth consecutive month to its highest level since October
2010. The Westpac-Melbourne Institute Consumer Sentiment Index rose 4.1% in December,
driven further by the news of a technical recession being over and better prospects for a
vaccine. Business confidence, according to NAB survey (conducted Nov 17-27th), bounced
back strongly to 12.4, well above the long-term average of 5, and business conditions hit 8.8,
also well above long-term average of 5.2. Confidence is sitting at a 20-month high, whilst
conditions are at a 31-month high.
How much does it cost?

Australian job advertisements have had an impressive ‘V’ shape recovery with a 13.9% month
on month in November 2020 (see chart on the next page).
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Investment style (Value vs Growth) rotation
In November 2020, a series of breakthroughs in the development of a COVID-19 vaccine from
Pfizer/BioNTech and Moderna saw a sudden rotation in market leadership out of growth stocks
into value stocks by investors. These value stocks were deemed to be well-positioned for the
reopening of economies and the hope of a return to normality, while many growth stocks were
sold off or underperformed their relevant benchmark (e.g. technology stocks, FAANGS etc.),
value stocks rallied strongly (energy, resources and financials).
The Energy sector surged in most markets on the back of this news and in line with oil price
increases, +34% in the US and +30% in Australia. Financials led the way within the Industrial
segment of the market, gaining 16%, with the major banking benefiting from higher bond yields
and amount of loans of deferral continuing to decline sharply.
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Before the recent shift, equity return patterns had created big imbalances in markets. In style
terms, for example, by the end of October, the MSCI World Value was 63% cheaper than the
MSCI World Growth, based on a combination of three value metrics: price/sales, price/cash
flow and price/forward earnings. That’s the deepest discount in 20 years. In the US, the Russell
1000 Value Index traded at a 57% discount to its growth counterpart —also close to historical
low levels.

This rotation is reflected in the November monthly performance numbers of many of the
underlying equity investment managers and shares/ETFs in our portfolios. See the table below
for some examples:
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It’s too soon to say for sure, but the vaccine news may well prolong a switch into stocks that
are more sensitive to economic growth (value). Conversely, technology, health and consumer
companies, which benefited from the effects of global lockdowns, might look less attractive in
relative terms if economic life is likely to return to normal sooner rather than later (growth). This
has significant implications for the performance of different sectors and regions, as well as for
different style factors in our client portfolios.
Conclusion
Momentum is clearly with equities and we expect equities to outperform bonds and cash
entering 2021. Sustainability of the advance will be influenced by earnings and interest rate
trends (watching for inflation trends). Any disappointing earnings results and higher interest
rates will at some stage force stock prices down.
We expect emerging markets to continue to outperform developed markets based on
cheaper valuations and relative economic strength and weak US dollar.
Current yields uptrend consistent with the increasingly decisive reflation trend, reflective of
stronger economic growth. Although intervention by global Central banks will continue to
place downward pressure on the yield curve.
It is expected the Australian dollar will continue to strengthen against the US dollar in the
short term on the back of stronger commodity prices, higher Australian yields, weaker US
dollar and a more risk on environment in markets. As a result, it is widely thought that an
Australian dollar above 75 cents to the US dollar will act to some degree as a brake on the
Australian economy.
It is likely stocks that are more sensitive to economic growth (value) will perform better than
growth stocks in 2021. These sectors may include Energy, Infrastructure, REITs,
Financials, and Industrials/Transport.
As with 2020, stay the course in 2021. It is imperative that investors look beyond the positive
and negative commentary and concentrate on achieving long-term goals. Many adjectives and
considerable emotive language have been used in 2020 to describe the outbreak, the vaccine,
and their impact. All of these have the potential to impact significantly on your investment
decisions. It’s easy to be caught up in the noise and shot term market volatility and forget the
big picture.
At Logical, we build bespoke investment portfolio strategies tailored to your circumstances and
appropriately in line with specific objectives. We have incorporated international and domestic
value manager(s) into your portfolio that provide diversification benefits across asset classes,
sectors, stocks and time horizons. As proven in November, these value managers will add
value to your portfolio at different stages of the business cycle and if as expected, will do so in
2021.
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• Research Manager
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