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Jenna Dagenhart 

In 2021, economies around the world began recovering from the pandemic and we started to see 
vaccination rates rise. Despite this progress, though, the Omicron strain reminds us that we're not yet 
out of the woods. If economic expansion continues in 2022, with a sustained period of high inflation, 
we could see rising interest rates across countries, potentially leading investors to reevaluate their 
equity portfolios.  

Joining us today to recap the macro events that shaped the factor investing landscape in 2021, 
discuss factor index performance in different US interest rate and yield curve regimes, and explore 
how the recent surge in inflation may impact style factor and sector performance, we have Mark 
Carver, Managing Director and Global Head of Equity Factor Products and Hitendra Varsani, Managing 
Director, Global Solutions Research at MSCI. Let's start with a recap of 2021. Global equities were up 
in the fourth quarter after a decline in the previous quarter, and MSCI Quality Indexes led the way 
among the MSCI Factor Indexes. Mark, could you provide a macro level overview of 2021, and share 
how inflation impacted factor performance? 

 

Mark Carver 

Yes, sure. So, I think 202, in the bottom line is, was a good year for investors. The fourth quarter was a 
good year for global investors. However, was not a smooth year. There was at the beginning of the 
year, more optimism around economic re-openings. With the increasing vaccination rates that we saw 
around the globe, value stocks did great out of the gate this year. By the end of the year, there was 
more uncertainty. We had that uncertainty due to the COVID variants that you mentioned in your 
opening. Obviously, inflation that you also mentioned, we saw a surge in inflation, in fact, especially in 
the US. But global investors did quite well. And if we look at Q4, specifically, MSCI ACWI was up 6.8%, 
MSCI World almost 8%, and MSCI USA over 10%. So those are strong returns for global investors.  

Pure factors, momentum was the standout performer. While on the other end, high risk stocks residual 
volatility was actually the worst performing factor in our global equity model in the fourth quarter. But 
the ultimate theme wasn't the performance of specific characteristics or factors, but rather the macro 
environment. And obviously, we mentioned a lot of the uncertainty; there was uncertainty to Central 
Bank tightening inflation, but something that maybe gets a little bit less risk, excuse me, less attention, 
is the risk to what's happening in the geopolitical environment. We saw a couple of years ago, in fact, 
we we've talked about it with you, Jenna, US-China tensions. Notably, these things are linked. Many of 
our listeners have experienced governments around the world taking a more populist stance.  
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A consequence of that is, in fact, equal mobilizations and as economies turn inward, this can drive up 
inflation due to potentially higher production costs. Now, many people, particularly sort of in the 
middle part of last year, toward the end of the year, were arguing that inflation was transitory. We’re 
coming off a very low base in 2020, but the combination of rising demand as consumers were flush, 
wage pressure, that's so prominent and so well, I think documented, and this notion of deglobalization 
shifted that view. And for our clients, inflation seems to be the biggest topic on their minds now. 

 

Jenna Dagenhart 

Hitendra, building on Mark’s comments regarding the outperformance of quality factor indexes, could 
you share what prompted this uptake across multiple regions and what correlations we saw between 
developed and emerging markets? 

 

Hitendra Varsani 

Oh, so the last quarter, we've seen a continued decoupling between developed and emerging markets, 
with MSCI World up 7.9% and emerging markets down 1.2% over the last quarter. And this reflects the 
strong performance that we've seen in USA Europe, and underperformance that we've seen in China 
and Asia. Now within developed markets, investors have been focused on how corporate 
fundamentals are reflecting the swift, the swift changes that we're seeing in the macro backdrop. Now 
Mark mentioned high inflation, these higher rates, and quality indexes has really led the way, as 
investors rotated away from high volatility stocks into ones that have strong profitability, high 
investment quality, and also high ESG exposures as well.  

Now, I think a pivotal point was in December, when both US and global inflation numbers surged above 
the levels that we haven't seen for a couple of decades. And the 10-year US rates picked up much 
faster than short term rates, sometimes referred to as a bear steepening and fixed income. Now at 
that time, over December 2021, MSCI Enhanced Value Indexes outperformed in  almost every region in 
the range of between 1% and up to 6%. Now, in our last quarterly factors and focus series, your equity 
styles ahead of the curve, we actually looked at these trends from a longer-term perspective, actually 
using data from 1994. And we found in similar bear steepening yield curve regimes as measured by US 
rates. We found within MSCI World, MSCI USA, Value Factor indexes outperform the market alongside 
smaller size and quality indexes. Now that may reflect a heating up environment, where markets 
expect stronger growth and inflation going forward. And so, these pro cyclical factors like value 
outperformed, and companies with stronger profitability, lower leverage were more resilient towards 
those interest rate rises. 

 

Jenna Dagenhart 

As inflation continues to rise and with CPI coming in at 7%, investors are looking to scenarios for 
economic growth. Hitendra, in your latest research, you explore how high inflation growth scenarios 
impact style factor and sector performance. Could you share more about your findings? 
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Hitendra Varsani 

Sure. So higher inflation could have profound impact on style factor and sector performance. And in 
our recent blog, hotter inflation set some styles and factors on fire. We presented two scenarios that 
our clients are most interested in at this point in time. The first is stagflation, reflecting higher inflation, 
slow growth, and heating up, reflecting higher inflation, and higher growth. Now using MSCI World and 
Sector Factor Index data since the 1970s, there's three real key takeaways here. The first is quality and 
momentum were two factors, fairly unique, that actually outperformed in both scenarios. In a heating 
up scenario, value lead alongside IT materials and financials. And in stagflation, it was minimum 
volatility that led alongside defensive sectors like healthcare, consumer staples, utilities and energy. 
Now, we recognize that while some investors have a particular view on the state of the world going 
forward, others may not well do so. They may prefer to diversify exposure, say to value in a heating up 
scenario or quality in a in a more defensive scenario. And combining these two factors in this way, 
perhaps would have had a more balanced, positive outcome, irrespective of the growth environment in 
a high inflation environment. 

 

Jenna Dagenhart 

At the end of 2021, what did MSCI Adaptive Multi Factor Model show? 

 

Hitendra Varsani 

Yeah, so those that are not familiar with the Adaptive Multi Factor Model, this is a framework that's 
designed to analyze indicators that may reflect factor performance going forward. It's based on the 
macro cycle. It's based on valuations of the factors, market sentiment, and trends in performance. 
Now as at the end of December last year, our indicators on aggregate pointed towards an overweight 
to value and low size, reflecting a procyclical stance in the market, supported by economic expansion. 
But these two factors also have very low valuations relative to the other factors as well. But having 
said that, we do recognize that investors may have different outlooks going into 2022. And for that 
reason, our recent research has really relied on scenario-based analysis; around inflation, around 
growth, and also around changes in interest rates as well, and how that has implica tions on their 
portfolio allocation decisions. 

 

Jenna Dagenhart 

Finally, looking ahead, Mark, could you share a few key takeaways for investors as they look to 
reallocate their equity portfolios while also hedging against inflation?  

 

Mark Carver 

Yeah, sure. So, I think there's a couple of key takeaways. One that Hitendra mentioned quite well, which 
is, thinking about inflation, you need to also think about economic growth. Because what we've seen in 
the data is that certain factors will do better in a heating up environment where you see rising inflation, 
but also positive economic growth. That can be good for factors historically, like value. While on the 
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other hand, you know, as stagflation airy environment is a quite a different environment. And I think a 
key for investors this year is that there's not uniformity. That we may see one environment, one 
economy that's heating up, while another may feel a bit more like a stagflation area environment. So, 
it's really important to be very, very deliberate in the asset allocation choices. And we've heard clients 
think in this term.  

Something that we maybe haven't talked about here that I think's another really interesting takeaway 
from 2021, is maybe a hidden dimension of the work at home environment. What we saw in 2021, 
which may be influences markets in ways people haven't thought about, is that as people work at 
home, they also invest at home. And that stay at home armchair investor did influence markets in 
2021. A lot of people think about this with the volatility we saw in some of the mean stocks. But in fact, 
one of the lesser known issues is maybe around the crowdedness of certain factors. Our research 
team noted last year, that factor like residual volatility, which had been a standout performer, and in 
fact, a driver of some of the macro themes that gained such prominence in 2020, early 2021, were 
actually exposed to this residual volatility, which was the most crowded factor. Subsequently, we saw 
a drop down. 

 So, the big takeaway that maybe investors are starting to think about this year is to go back to first 
principles. Know what you own, what are you exposed to? And are those consistent with your 
investment beliefs, your investment thesis, and the objectives obviously, that you have. So, obviously, 
be aware of inflation and economic growth, get back to first principles and ensure you're allocated to 
the things that are consistent with your investment objectives.  

 

Jenna Dagenhart 

Mark, Hitendra, always great to have you with us.  

 

Mark Carver 

Thank you. 

 

Hitendra Varsani 

Thank you very much. 

 

Jenna Dagenhart 

And thank you for watching. Once again, I was joined by Mark Carver, a Managing Director and Global 
Head of Equity Factor Products, and Hitendra Varsani, Managing Director, Global Solutions R esearch 
at MSCI. I'm Jenna Dagenhart with Asset TV. 
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About MSCI  

MSCI is a leading provider of critical decision support tools and services for the global investment community. 
With over 50 years of expertise in research, data and technology, we power better investment decisions by 
enabling clients to understand and analyze key drivers of risk and return and confidently build more effective 
portfolios. We create industry-leading research-enhanced solutions that clients use to gain insight into and 
improve transparency across the investment process. To learn more, please visit www.msci.com. 
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