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Summary  

The credibility of Value-based investing has been established for many years, outperforming in seven out of the past nine 
decades1. We normally avoid generalizing about Value, as it captures a broad range of strategies and implementation 
decisions, but if we exclude the more value-friendly year of 2016, the drawdown since 2010 is one of the longest on record 
and has inevitably prompted many concerns that Value has experienced an existential crisis. Significant drawdowns are not 
unusual, although these are not particularly noticeable when looking at cumulative returns over long periods of time due to 
the benefits of compounding. 
 
Many of the arguments used to explain Value’s underperformance are not very compelling, particularly from the perspective 
of an investor such as QEP who adopts a broad-based approach to measuring stock valuation and incorporates Quality in 
their process. Outside of the industries directly impacted by the global pandemic, the widespread derating of a much longer 
list of out of favor stocks during 2020 is not justified based on their fundamentals and we fully expect it to be reversed via 
revaluation. Instead, the underperformance of Value-based strategies is directly related to the rapid rise in market 
concentration, led by a handful of popular stocks. In our view, investors have fallen in love with the “winner takes all” 
narrative, which has clearly been a successful approach over the past decade. At best, this is very unlikely to be repeated and, 
at worst, has led to a marked divergence in performance across the whole market which has overshot reality. We would go 
as far to say that a bubble has emerged in the extreme valuations of these anointed stocks. The bar is now set incredibly 
high for them in terms of their growth expectations which, despite many of them being “stay at home” winners, are very 
unlikely to be realized.  
 
Ultimately, investing is a balance between tolerating drawdowns while maximizing long-run returns. The odds today are 
clearly far better for a return to favor of the long list of fundamentally attractive companies that have been neglected in 
recent years. A reversal in market concentration away from the expensive stocks would be a strong tailwind to diversified 
Value-based managers but is not a necessary condition for value’s return to favor, providing that cheaper stocks are 
appropriately revalued. 
 

Recent market performance 

At the outset we would stress that “Value” is a broad investment paradigm which means very different things to different 
people. That said, the widespread underperformance of a range of valuation measures over the past decade suggests that 
we can generalize in the interest of simplicity while accepting that manager implementation decisions will result in a range 
of portfolio outcomes. Nevertheless, using the widely followed MSCI ACWI Value Index for now as the yardstick2, its 
underperformance over the past decade compared to MSCI ACWI has been as much as 67% while the corresponding Growth 
index has outperformed by 85%. The dispersion between Value and Growth has been evident in all regions but is far more 
extreme in the US market (Figure 1). 
 
 
 
 
 
 

 
1 http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/ 
2 All Countries World Index (ACWI). MSCI define value as a composite of book value to price, 12-month forward earnings to price and dividend yield. 
The MSCI Value Index is also country neutral relative to its parent index. The Growth index is defined in terms of forward EPS growth, current internal 
growth rate and the historical growth trend of EPS and Sales. 

http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/
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Figure 1 
 

 
Source: Source: Schroders, Datastream, as of August 31, 2020. LHS: MSCI AC World ex US/MSCI USA Value (NDR) vs. MSCI AC World ex US/MSCI USA 
(NDR). RHS: MSCI AC World ex US/MSCI USA Growth (NDR) vs. MSCI AC World ex US/MSCI USA (NDR). Past performance is no guarantee of future 
results. 
 
The underperformance of Value relative to Growth is commonly attributed to the sluggish economic environment following 
the Global Financial Crisis, which led to unconventional monetary policies and downward pressure on global bond yields. 
This backdrop also increased the attractiveness of defensive yield proxies and a handful of capital-light “disruptive growth” 
stocks, a trend that has clearly been reinforced this year due to the impact of the global pandemic. However, such arguments 
are deceptively easy to accept but miss the more important question of whether the market reaction to these themes has 
actually been justified. 
 
The allure of secular growth has also had significant implications for narrow market breadth, which has been a headwind to 
all active investors other than growth managers, and particularly to those who embrace very diversified portfolios. It has also 
led to a marked increase in market concentration in both the US and Emerging Markets. By way of example, the largest 5 
stocks in the US now account for almost quarter of the US market; the highest level in six decades. In Emerging Markets, the 
equivalent statistic is even higher while elsewhere this trend has not been replicated (Figure 2). A simple way of measuring 
the impact of this is to compare the standard cap-weighted indices with their equally weighted equivalents. The “average” 
US stock, as measured by the equally weighted S&P, has lagged the market by as much as 25% over the past 3 ½ years, while 
outside of the US the performance differential has been negligible. 
 
Figure 2 
 

 
Source: Schroders, Standard & Poors and MSCI as at August 2020. Stocks with more than one line have been aggregated e.g. Alphabet. Stock names 
represent largest stocks as at March 2000, and as at August 2020. Companies referenced are for illustration only and do not reflect any 
recommendation to buy/sell any security. 
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The dominance of momentum in recent years means that it is easy to forget that successful long-term investing is less about 
picking winning companies than identifying the prices paid for those companies. The five largest US stocks collectively trade 
at 31x 2021 earnings per share, a 70% premium to the remainder of the index. Both the absolute level of valuation carried 
by the largest stocks and their premium to the rest of the S&P 500 stands at the highest on record outside of the Tech Bubble. 
The oft-cited justification for this is the superior profitability and growth of these stocks but, again, the real question is how 
much of this has already been discounted? 
 
Globally, market breadth is the narrowest it has been in more than two decades. It is not actually the norm for the largest 
stocks to outperform, quite the opposite in fact, either due to usual forces of creative destruction and regulatory intervention 
or, more commonly, simple reversion in valuation as market capitalization weighting naturally assigns higher index weights 
to overvalued companies3. 
 
On average, the largest 20 stocks in developed markets have lagged behind the broader universe by as much as 6% 
annualized whereas in the past 3 ½ years they have actually outperformed by a similar magnitude. The equivalent analysis 
of large emerging market stocks is even more pronounced (Figure 3). 
 
Figure 3 
 

 
Source: Schroders. Covers Developed and Emerging Markets stocks with minimum market cap greater than $1bn USD or historical equivalent from 
January 1988 to September 2020 at a monthly frequency. Performance is measured by the equally weighted relative return of portfolios formed by 
the largest 5, 10 & 20 stocks over the equal-weighted return of the relevant index universe. Returns are annualized and in local currency with gross 
dividend reinvested (excludes transaction costs). Past performance is no guarantee of future results. 
 
A review of the ten largest constituents in the S&P500 over the past six decades also highlights the lack of persistence in 
leadership (Figure 4). 
 
Figure 4 
 

 
Source: Schroders. *Exxon and Mobil merged in 1998. Companies referenced are for illustration only and do not reflect any recommendation to 
buy/sell any security. 
 

 
3 See “Fundamental Indexation”. Financial Analysts Journal, Vol. 61, No. 2, March/April 2005, pp. 83-99. 
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Rising concentration is explicitly related to the headwinds facing Value-aware managers in the recent past, primarily because 
the best performing stocks are, at best, not cheap and, at worst, very expensive despite their faster growth. In the chart 
below, we illustrate the constituents of the MSCI ACWI Index, positioned by our current assessment of their Valuation and 
Quality4. The size of the circles indicate their latest weights in the index and the color heat map reflects their performance 
since the start of 2017. It is clear that the narrow equity leadership of the past few years has provided very few opportunities 
for Value managers, whereas there is a far broader spread of options open to investors who have a Quality focus (Figure 5). 
 
Figure 5 
 

 
Source: Schroders. MSCI AC World holdings as at August 2020. Circle size represents size of holding in the MSCI AC World benchmark. The color of 
the circle indicates its relative performance since December 2016. Companies referenced are for illustration only and do not reflect any 
recommendation to buy/sell any security. 
 
In contrast, over the longer term, the best returns have been generated by cheap and higher quality companies. This is the 
basis of our strategic emphasis on both Value and Quality. Importantly, our focus is more on sustainable profitability than 
growth per se, as the latter tends to be transitory due to reversion. Over time, the trade-off between Value and Quality varies 
depending on the prevailing market environment, which highlights their complementary nature, as they tend to perform 
well at different stages of the cycle. It is also not unusual to pay a premium for higher quality companies, although on average 
it has not been profitable to overpay for high quality. However, since 2017, the best performing stocks have almost exclusively 
been higher quality (Figure 6 on the next page). This is very unusual by historical standards and has never been sustained 
for an extended period. 
 
It is now clear that one of the most important asset allocation decisions of the last decade was whether to own a dozen stocks 
or not. However, the experience of previous “bubbles” such as the nifty-50 in the early 1970s, Japan in the late 1980s, and 
TMT in 1998/99, all of which subsequently unwound, suggests that it would be a mistake to jump to the conclusion that 
hugging the index or paying up for growth are the only options going forward. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
4 The QEP Team define Value across multiple terms including Earnings, Cashflows, Quality Adjusted Dividend Yield. Within financials, we also utilize 
value metrics. Quality is a composite of Profitability, Stability, Financial Strength and superior Governance. 
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Figure 6 
 

 
Source: Schroders QEP. Data from Jan 1990 to September 2020. Each month all stocks in QEP’s global mega to mid-cap universe, excluding 
financials and resources, are ranked using QEP’s Global Value Rank and global quality rank. Terciles of the Value Rank are used to classify stocks as 
cheap, market like or expensive, while terciles of the quality rank are used to classify stocks as high, moderate or low quality. Market capitalization-
weighted portfolios are rebalanced monthly and US$ returns are calculated with transaction costs taken into account. A maximum stock weight of 
3% is applied within each portfolio. Annualized excess returns are then calculated against a market capitalization-weighted universe. Past 
performance is no guarantee of future results. 
 

Value drivers 

Before looking ahead, it is useful to understand the drivers of Value’s underperformance over the past decade. Using the 
relative performance of MSCI’s All Country Value Index again, it is clear that part of the underperformance of Value can be 
attributed to the de-rating of traditional value sectors such as financials and resources, both of which have faced structural 
issues (de-leveraging on the part of banks and the end of the commodity boom for resources). One way of thinking about 
this is that some areas of “Value” were not cheap enough coming out of the Global Financial Crisis to compensate for their 
greater risk. From an attribution perspective, the de-rating of financials and resources account for just over a quarter of the 
underperformance of the Value index relative to the Growth index over the past decade. The “expensive defensive” yield 
proxies account for a further 15%, particularly between 2010 and 2015 given the broad-based decline in bond yields. The 
strong performance of the disruptive growth stocks, which are included in the broader benchmark at ever increasing weights 
but are excluded from value aware strategies, account for a further third of Value’s underperformance. This leaves the broad-
based neglect of cheap stocks accounting for a quarter of the total underperformance of the Value index. 
 
A key question is whether these trends will reverse. Rather than expecting a broad-based rotation into the multi-year losers, 
we would argue that it still pays to be very selective within financials and resources, where it is important to balance some 
very cheap valuations against inferior quality credentials. Equally, while there is an increasing consensus that global yields 
have bottomed due to the greater burden now being placed on fiscal policy, yields seem likely to remain low for an extended 
period. There is however far greater prospect for a reversion in the multiples attached to both the expensive growth stocks 
at one end and, potentially even more powerfully, the valuations associated with the cheaper stocks that are not 
fundamentally impaired. 
 
Quantifying the extent of this reversion requires a more structured way of thinking about the key drivers of the long run 
valuation premium and their potential evolution going ahead. From a discounted cash flow perspective, we can think of the 
long-run return to Value as being driven by three factors5: 
 

• Fundamentals: Cheaper stocks tend to generate slower earnings growth on average compared to expensive stocks 
and may also be fundamentally riskier; 

• Migration/Mean Reversion: The fact that cheap stocks are typically less profitable is one reason why they trade on 
lower multiples, but this is not always a permanent state for individual stocks due to mean reversion in 
fundamentals. This is particularly important for cyclical or turnaround stocks that have temporarily depressed 
earnings, and vice versa for fast growing stocks that ultimately revert to the market or industry average; 

• Revaluation: The change in relative valuations of cheap and expensive companies. Over the long run, changes in 
valuation should even out as otherwise stock prices would permanently deviate from their fundamentals and 
effectively form a perpetual bubble. 

 
 

5 See “The Anatomy of Value and Growth Stock Returns, E. Fama & K. French (2007) 
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The stronger fundamentals of most expensive stocks are a headwind to Value based investors and a boon to Growth 
managers, but the evidence suggests that this is more than offset over time by migration (i.e. mean reversion). However, the 
key explanation for Value’s relative performance in the short to medium term is actually changes in revaluation, which can 
be interpreted by investor over- or under-reaction. It is the temporary detachment of prices from fundamentals at both the 
stock and market level which ultimately drives the variability in the performance of Value and Growth. We now address these 
three components in more detail and conclude that, while there is some evidence to suggest that migration has recently 
weakened due to slower mean-reversion in fundamentals, the vast bulk of Value’s recent underperformance has been driven 
by a severe and unjustified de-rating. 
 

Is Value’s underperformance explained by its weaker fundamentals? 

Fundamentals have indeed been a less important driver of stock returns recently than has been the case historically. Based 
on regression analysis since 1990, we calculate that the “goodness of fit” of Value and Quality – as the key fundamental 
determinants of stock returns – has fallen by 56% over the past three years compared to the preceding 27 years, whereas 
“sentiment”, as captured by earnings revisions, sales growth and price momentum, has doubled in its importance. This may 
be explained by increased disruption, particularly within the technology and communications sectors, which has made short-
term growth a better differentiator between longer-term winners and losers. 
 
Investors have clearly justified paying premium valuations based on superior growth credentials. Conversely, cheaper stocks 
have been widely neglected due to their more pedestrian earnings trajectory. In the long run, performance is determined by 
the evolution of earnings (including dividend distributions) which capture both fundamentals and migration, as well as the 
change in valuation multiples. As already noted, there can be significant variation in the latter over shorter periods of time 
before fundamentals reassert themselves. Taking the MSCI Value Index again as a guide, we decompose the 
underperformance of the style benchmark into earnings and valuation changes since the start of 2017. As is normally the 
case, earnings growth has been weaker for cheaper stocks when compared to the broader index, but the decomposition 
confirms that this has been more than reflected in their relative performance. The de-rating of Value has been the key driver. 
In contrast, “growth” stocks, once again using the MSCI Growth Index as a proxy, have benefitted from a substantial re-rating 
due to the expectation of continued rapid growth into the future. This is true for both the US, where Value’s 
underperformance has been most pronounced, and international markets (Figure 7). 
 
Figure 7 
 

 
Source: Schroders, Datastream, MSCI. Indexes shown are MSCI Value and MSCI Growth relative to the relevant MSCI parent indices. P/E is Forward 
Price/Earnings and EPS Growth also incorporates FY1 estimates from IBES. Chart shows annualized data from December 31, 2016 to August 31, 
2020. Relative returns are geometric. Past performance is no guarantee of future results. 
 
An even simpler way to present the same information is to compare the performance alongside earnings progression on a 
cumulative basis (Figure 8 on the next page). 
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Figure 8 
 

 
Source: Schroders, Datastream, as of August 31, 2020. Based on Index: MSCI USA Value (NDR), MSCI USA Growth (NDR), MSCI ACWI ex USA Value 
(NDR), MSCI ACWI ex USA Growth (NDR) – all in US Dollar. Please refer to the important information at the end of this presentation for attribution 
disclosures. Performance shown reflects past performance which is no guarantee of future results. 
 
If we take a longer-term perspective, the story is even more pronounced. The MSCI World Growth Index has outperformed 
MSCI Value by around 270% over the past decade, but forward earnings for Growth stocks has outpaced that of Value stocks 
by only 73%. In other words, the current discount applied to cheap stocks is far too extreme, at least when using earnings 
progression as a measure of fundamentals. As noted earlier, some de-rating of cheap stocks may have been justified, 
particularly for riskier areas facing structural pressures such as financials and resources, but this is a relatively small part of 
the story. 
 
Beyond using earnings as a proxy of corporate health, we have also not observed a deterioration in the fundamentals of 
cheaper stocks as a cohort. By way of a real-world example, the quality of our portfolios has remained very robust even as 
multiples have contracted (Figure 9). While this reflects our dual focus on both value and quality, it does highlight that there 
is no need to compromise between the two at the moment. 
 
Figure 9 
 

 
Source: Schroders. Based on QEP Global Value representative account, from 2005 to June 2020, calculated by QEP. 
 
Moreover, we have not noted a rise in either the volatility or beta of our Global or International Value strategies. If anything, 
we observe that the beta of Value today is less than the index, reflecting its avoidance of the popular stocks. In summary, 
while efficient market purists would argue that underperformance is justified by weaker fundamentals or higher risk, neither 
of these are true of cheap stocks today. If anything, expensive growth stocks are probably riskier today, due to their elevated 
valuations. 
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Are the higher valuations of the disrupters justified given their growth 

potential? 

Returning to the Value and Quality matrix from earlier, we compare the growth rates of market segments today, as predicted 
by the analyst consensus, with the long run average. It is clear that cheaper stocks typically grow at a modestly slower pace 
than the broader index, while the most expensive stocks do grow faster. The important point is that the current growth 
expectations for cheaper stocks are well in line with what they have historically delivered. 
 
The current expected growth rate for expensive stocks are slightly higher than average, albeit only modestly. When we plug 
these growth rates into a residual income model, and after taking into account differences in the cost of capital, we observe 
that the valuation premium associated with this anticipated higher growth is more than captured in the price. More 
specifically, the “warranted” forward PE multiple for expensive and high-quality stocks is around 27x, whereas their current 
multiple is 39x, a 44% premium. For lower-quality expensive stocks, the premium is even more pronounced at 149%, due to 
their higher cost of capital (Figure 10). To reinforce the point, we reiterate that we have also not observed any deterioration 
in the forward growth expectations of our own strategies when compared to the broader index, despite them trading at a 
deeper discount. 
 
Figure 10 
 

 
Source: Schroders QEP, June 30, 2020. LHS: Long-run data is calculated from 2004 to June 2020, while current data is calculated for Q2 2020. Each 
month all stocks in QEP’s global mega to mid-cap universe, excluding financials and resources, are ranked using QEP’s Global Value Rank and Global 
Quality Rank. Terciles of the Value rank are used to classify stocks as cheap, market like or expensive, while terciles of the quality rank are used to 
classify stocks as high, moderate or low quality. The annualized median IBES 3Y forward analyst estimate is shown for each Value-Quality cohort.  
RHS: We report price to earnings for the terciles of QEP’s Global Value and Quality ranks. The Warranted Forward Price to Earnings is calculated in 
the Residual Income Model framework using inputs of Sales Growth, Return on Capital and the Cost of Capital. We back out a “warranted” forward 
PE multiple based on analyst forecast growth using a residual income framework. The Actual Forward Price to Earnings uses two years forward IBES 
smart estimates. Each month all stocks in QEP’s emerging markets mega to mid-cap universe, excluding financials and resources, are ranked using 
QEP’s Global Value and Global Quality rank. Terciles of the Value rank are used to classify stocks as cheap, market like or expensive while terciles of 
the global quality rank are used to classify stocks as high, moderate or low quality. 
 
We also observe this at the stock level. Rather than solving for a warranted valuation as above, we can also back out the 
implied earnings growth required to justify the premiums currently enjoyed by the FANMAG stocks. This implicitly assumes 
that stocks are correctly valued today and solves for the implied earnings growth required to justify those valuations. The 
only other parameter required by the model is a cost of capital for each stock. In the table below, we illustrate the approach 
by focusing on the popular stocks which are collectively trading at 43x next year’s earnings. As a cohort, they would need to 
grow by almost 40% per annum over the next 3-5 years for current valuations to be realized, which is considerably higher 
than what is forecast by analysts (table). If we further assumed that the cost of capital is 2% lower for each of these popular 
stocks, the implied growth rate falls to 30%, which is still almost double analysts’ bottom-up expectations (Figure 11 on the 
next page).  
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Figure 11 
 
FANMAG+ Performance, valuation and implied growth 

 
Source: Schroders, September 25, 2020. We report the local currency YTD returns in excess of the MSCI AC World Index as well as the 1 Year 
Forward P/E, Implied Growth and forecast growth. We extract the implied growth from the Residual Income Valuation Model – this is the short-term 
growth rate which if applied to consensus earnings forecasts results in the current valuation. The key assumptions in this model are the cost of 
capital which is the measure we use to discount future earnings back to present value and the time periods over which we expect a company’s 
growth rate and profitability will deviate from the market. The forecast growth numbers are based on IBES Smart Estimates. 
 
 
As a final experiment, we also considered the subsequent returns of stocks based on a price-earnings multiple where we 
plug in the realized earnings that were eventually reported but were not actually known at the time. This removes the impact 
of unexpected changes in fundamentals on performance. Stocks which actually enjoyed stronger earnings growth than was 
forecast at the time would have appeared cheaper and vice versa for stocks which reported disappointing earnings. It is the 
investment equivalent of being clairvoyant. 
 
In the absence of any market overreaction to good or bad news, we would expect to see broadly neutral returns as prices 
adapt to the shift in fundamentals. However, starting in 2017, even if we had predicted with 100% accuracy what the future 
held in terms of the following year’s earnings for each stock in the MSCI ACWI universe, the cheapest quintile of stocks based 
on this perfect foresight valuation model would still have lagged behind the market by 2.5% on a cumulative basis6. In 
contrast, the strong performance of expensive stocks since 2017 largely disappears suggesting that investors were broadly 
correct in extrapolating the strong historical earnings growth for these stocks, at least until the recent past. 
 
The underperformance of our clairvoyant value model is one of the most compelling arguments for the market not being 
driven by fundamentals as it highlights the clear disconnect between realized earnings and stock returns. In essence, it 
demonstrates that factors other than earnings growth have driven performance of late. It is certainly not unusual for 
investors to over-react in either direction, particularly against the backdrop of a strong momentum driven market. Indeed, 
it is one of the reasons why value-based investing has been so powerful over the long run as prices ultimately fall back into 
line with earnings. 
 

Is mean reversion no longer the norm due to disruption? 

We have already noted that the dispersion in growth between cheap and expensive companies have not changed materially 
over the recent past. However, one tailwind to value orientated investors is derived from the convergence of growth rates 
over time. If technological innovation has caused a permanent wedge between winners and losers, then the usual benefits 
of mean-reversion may have faded. 
 
It is worth stressing that reversion in growth rates is in fact the norm, as few companies have historically managed to sustain 
growth rates ahead of the broader market for more than a few years, due to normal competitive forces or regulatory 
intervention. Both historical and analyst forward growth forecasts have been poor predictors of the future, as the growth for 
which a premium is typically paid has largely reverted after just two years, regardless of whether we look at sales or earnings 
growth (Figure 12 on the next page). 
 

 
6 The stock universe were constitutes of the MSCI ACWI. Stocks were bucketed into five cohorts based on a price to earnings multiple using actual 
earnings known after the event between January 2017 and September 2019. We then monitored the subsequent performance of the cheapest stocks in 
USD terms weighted by market capitalization over the following year. 
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Figure 12 
 

 
Source: Schroders, QEP. Data from January 1990 to June 2020, for a Mega-to-Mid-capitalization universe excluding Financials, Real Estate and 
Resources. The top quintile of each growth term is formed, and then constituents are held constant and their 12M Sales growth is recorded for the 
5 years before and after the point at which the quintiles are formed. Median growth is presented relative to the global universe. 
 
 
Based on the above analysis, there is no compelling evidence that growth reversion has abated since 2010 across the market 
as a whole. However, a decade of strong and persistent growth in the FANMAG’s suggests that at least of handful of well-
known disruptive stocks have managed to avoid reversion. The first-mover advantage and sheer scale of the FANMAGs, 
together with the benefits of network externalities, light regulation and investment in platforms built around captive 
customer relationships, have clearly reinforced their strong growth. We have stressed in the past that this is a stark contrast 
to the technology bubble of 1999/2000 as many of today’s winning stocks are not only far more profitable than their TMT 
counterparts of 20 years ago, but they have managed to sustain their rapid pace of expansion for an extended period of 
time. In response to the more disruptive nature of technology, forward sales growth has clearly become a more important 
indicator of shorter-term stock returns, particularly the recent past7. 
 
In terms of attempting to quantify the impact of mean reversion, or lack of it, on Value’s performance, we carved the global 
universe of stocks up into cohorts based on their profitability and monitored their subsequent evolution. 67% of the most 
profitable stocks have historically maintained their superior profitably after three years, meaning that a third have typically 
succumbed to reversion. In the past few years, the proportion that has remained profitable has risen to 76% while the share 
of stocks with poor profitability that remain less profitable after three years has also increased, albeit more modestly, from 
63% to 69%. This has no doubt driven the greater persistence in the likelihood of a cheap stock remaining cheap or an 
expensive stock remaining expensive (Figure 13). 
 
Figure 13 
 
Percentage of stocks in same cohort up to 3 years out by Value and Profitability 

 
Source: Schroders. Equal weighed terciles of forward earnings & profitability (Return on Capital Employed). MSCI World universe 1986-2020. 
 
More specifically, we find that even within the cheap and profitable companies with steady growth characteristics, the 
transition out of the “cheap” bucket that normally arises due to re-rating has slowed dramatically. Within this cohort, a third 
fewer stocks have been re-rated since 2017 compared to the long run average, despite them being very profitable. Again, 
this supports the idea that most of the underperformance of cheap stocks since 2017 has been driven more by de-rating 
rather than changes in profitability. 

 
7 As we outline in more detail later, in response, we have dialled up the importance of forward sales growth within our Quality model so that we are 
more tolerant towards expensive growers and, more importantly, look to weed out the value traps within the cheap stocks. 
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As with our assessment of fundamentals, our analysis suggests that, outside of the disruptive growth stocks and potentially 
impaired industries (e.g. banks, energy, long term COVID-19 losers), the usual pattern of mean reversion may have slowed 
but has not changed materially in the recent past outside of the FANMAGs. A lack of valuation awareness and market 
overreaction has been the dominant driver. More specifically, the superior growth of today’s glamour stocks is more than 
factored into the price while the opposite is true for cheap stocks. Once again, we would stress that Value does not necessarily 
need an improvement in its fundamental attractiveness, only for prices to catch up with its fundamentals. In other words, 
simple revaluation. 
 
In the appendix we address other arguments that are often used to justify the recent poor performance of Value strategies, 
such as the impact of lower bond yields and the rising importance of intangibles. We conclude that their impact has most 
likely been overstated. 
 

Outlook for Value 

One way to assess the current opportunity within cheap stocks is to assess their relative attractiveness from a valuation 
perspective. In other words, how cheap is Value today, particularly since we have noted that the de-rating of cheap stocks 
explains almost all of their underperformance over the past decade? Clearly, Value always trades at a discount to the market, 
but the scale of the current discount is the widest it has been since the excessive valuations of the late 1990s. Regardless of 
whether we adjust for sector or region composition, the cheapness of Value is very compelling, particularly when contrasted 
with the premiums currently attached to the cohort of growth stocks (Figure 14). 
 
Figure 14 
 

 
Source: QEP, IBES, data from January 1997 to September 2020. “Market” refers to the MSCI AC World IMI Index. Long term average since January 31, 
1997. Value basket is formed from a cap weighted average of the cheapest tercile of global stocks based on a MSCI AC World IMI universe (based on 
forward earnings).  Growth basket is formed from a cap weighted average of the fastest growing tercile stocks based on an MSCI AC World IMI 
universe (2-year forward growth). 
 
One way to think about the potential return for Value is to assume reversion in valuation to its historical average based on 
the spread analysis presented above. This fully captures the revaluation component of the value premium that we mentioned 
earlier. At the moment, Value is in the cheapest percentile of its history over the past 23 years. If we assumed a full reversion 
back to its long-run discount to the market and no change in fundamentals, this would imply that Value will outperform the 
market by close to 50%. Admittedly, valuation alone has never been a good short-term timing tool, but it is indicative of the 
scale of the opportunity. 
 
Another alternative is to build a model which captures the historical relationship between valuation spreads and the 
subsequent returns to the value and growth cohorts. We can also include growth as an explanatory factor in the model as 
well as measures of profitability in order to capture company quality8. A standard regression model built with this 
specification over the past three decades can explain almost half of the variation in the relative return to cheap stocks over 
the subsequent three years. The current prediction from this model would suggest 46% cumulative outperformance of Value 
over the next three years, while the equivalent model for growth stocks suggests underperformance of more than 20%. 

 
8 From an econometric standpoint, we can think about this model as a reduced form specification of the structural model we outlined earlier, 
incorporating the three drivers of growth, mean-reversion and revaluation. 
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Importantly, this model, while relatively simple, does take into account the fact that Value stocks are currently growing at a 
slower pace than the market, as well as the fact that they are slightly less profitable. Abstracting from the specific forecasts 
derived from this approach, the divergence between forecast and realized returns over the past few years is staggering and 
provides further evidence that fundamentals have temporarily detached from reality (Figure 15). 
 
Figure 15 
 

 
Source: QEP, IBES, data from January 1986 to August 2020. The universe covers all global stocks in the MSCI AC World Investible Market Index with a 
capitalization in excess of $1bn excluding financials which are not directly comparable on a growth/profitability basis. All stocks are weighted by 
their market capitalization. The regression model is based on three explanatory factors: Value (forward price-earnings), Growth (a composite of 
historic and forecast earnings and sales growth) and Profitability (a composite of ROCE, Recurring FCFF To Assets, and EBIT Margins). For each 
period, the Value portfolio is formed from a cap-weighted average of the cheapest third of stocks based on forward earnings while the Growth 
portfolio is formed from a cap weighted average of the fastest growing third of stocks based on 2-year forward eps growth. For the purposes of the 
regression, each raw exposure is normalized over to form a standardized z-score. The dependent variable in the regression is the 3 year forward 
relative USD return of the respective Value and Growth portfolios where the returns are also weighted by market capitalization. 
 
We can also use the residual income framework from earlier to back out the potential performance for cheap and expensive 
stocks based on a set of scenarios for changes in both valuation multiples and potential growth rates. As we have already 
flagged, a very pessimistic scenario for value stocks is already priced in. At the moment, cheap stocks have an implied growth 
rate of almost -6% (annualized) over the next 3 years. If they actually grow at a faster rate than this, or their current large 
discount shrinks via revaluation, they would be expected to outperform if markets are broadly rational. As the table below 
highlights, across all earnings growth scenarios, there is large upside to Value stocks (Figure 16). 
 
Figure 16 
 

 

Source: Schroders, as at end-
September 2020. Prospective returns 
here are the annualized returns over 
the next years that would be expected 
based on future earnings growth and 
multiples scenarios for cheap and 
expensive portfolios. Expected 
returns simultaneously take into 
account both the impact of multiple 
re-rating (columns) and the impact 
from realized earnings relative to 
market implied earnings (rows). 
Cheap is defined as the top quintile of 
our Global Value Rank while 
expensive is the bottom quintile. We 
restrict the universe to stocks with a 
market capitalization above $1bn and 
also exclude Financials which adopt a 
different business model. 
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In contrast, earnings for expensive stocks need to grow by almost 31% p.a. and maintain their current valuation to just 
perform in line. As such, there is large downside potential for expensive stocks across all but the most optimistic earnings 
growth scenarios. It is also worth flagging the compounding impact of buybacks. The fact that the current market leaders 
are flush with cash or have had easy access to capital has also boosted the attractiveness of buybacks. This has further 
boosted earnings per share growth in recent years due to a shrinking share count, with Apple being the most notable 
example. However, this seems less likely to be such a tailwind to growth going ahead, particularly if the tax treatment of 
accessing overseas cash becomes less advantageous. In summary, all of the good news would seem to be in the price and 
the bar is set very high for expensive stocks if they are to continue to outperform. 
 

Historical precedents 

In terms of identifying historical precedents in order to provide some insight to what the future may hold, the nifty-50 bubble 
of the early 1970s is probably a closer analogy than the tech bubble of 1998/99, as many of the nifty stocks were also 
profitable and fast growing. The premium attached to the popular stocks of the day (IBM, Coca-Cola, Johnson & Johnson, 
Polaroid, Xerox, General Electric and Walmart, to name a few) is similar to that of the market leaders today. The benefit of 
hindsight reveals that they largely justified their premium valuation due to their subsequent growth but this did not stop 
them from underperforming the broader market sharply in the bear market that followed, mainly because they were 
regarded as the primary source of funding as flows exited equities. One difference with the nifty-50 is that they became 
established leaders across multiple industries and were not in direct competition, whereas the tech darlings of today are 
encroaching upon each other’s business models. 
 
Historically, Value has also typically performed strongly coming out of recessions which many advocates have suggested is 
a positive heading into 2021, but this has not been a simple relationship and we would be wary of making such a prediction. 
Indeed, Value performance is typically very concentrated in a few short bursts, which makes it hard to time. Based on long-
run data for the US from the early 1960s (derived from Ken French’s dataset), the long run premium to Value in excess of the 
market is 2.5% per annum. However, this falls by almost a half if the top performing 10 months are excluded. Instead, we 
would advocate playing the odds and being patient, as style timing is more likely to fail than succeed. 
 

QEP approach to capturing Value in real portfolios 

We have mostly discussed Value as a generic strategy but there are also flavors to Value which should be highlighted. Within 
the QEP team, we think about Value as a spectrum from higher quality valuation metrics such as price to free cash flows and 
sustainable dividend yields to deeper valuation terms such as those that rely on earnings, assets and sales. We start from 
the principle that better businesses (higher quality) will perform well over the long run. We have always believed that it is 
critical to be selective and understand what we are buying within Value, and even more so now, given how cheap Value has 
become, creating a lot of potential opportunities, but also greater potential pitfalls or value traps. 

All stocks in our global investment universe are assessed across a range of valuation models, which are then balanced with 
an awareness of Quality. The widespread neglect of cheap companies in the recent past has allowed us to be ever more 
selective on quality, resulting in portfolios that are extremely attractive on valuation, while also as high quality as they have 
ever been historically, in terms of higher operating margins, higher return on capital employed, higher interest cover, and 
lower leverage. 
 
One of the key themes across many of our strategies is a balanced combination of higher quality defensive yield 
opportunities, in areas like healthcare, particularly pharmaceuticals, telecoms and selected consumer staples, which have 
high stability and moderate/high profits, alongside some deeper value opportunities, where we are careful not to 
compromise on financial strength. Within financials and resources, the traditional Value areas of the market, we are very 
cautious, emphasizing balance sheet strength and penalizing high leverage. However, the broad-based neglect of Value 
means that there are now plenty of high quality but very affordable opportunities across most sectors and regions. The UK 
market stands out as offering a broad range of stocks that have suffered due to political risk despite the fact that many of 
the larger stocks are more closely aligned with overseas markets. Within Japan, our favored areas are telecoms, which offer 
strong cash flows and stable dividends, albeit with slightly lower profitability than other defensive areas. Japanese Small/Mid 
Cap is also a good space to find very attractive stocks from a valuation perspective, spread across both domestic and export 
names in more cyclical areas. Many of these names have very conservative balance sheets, with high cash and low leverage. 
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Research enhancements 

While the QEP’s strategic anchoring on the identification of Value and Quality opportunities remains unaltered, the team is 
continually searching for ways to incrementally enhance its approach to stock selection and portfolio construction as part of 
an active ongoing research agenda. Our focus on Quality has been beneficial over time but particularly during periods such 
as the COVID-19 inspired sell-off earlier in 2020. However, the wide reaching and completely unexpected impact of the 
pandemic this year has again highlighted the necessity of having a highly dynamic and forward-looking research agenda, 
particularly in response to distinguishing between potential winners. It is often said that markets can remain irrational for 
longer than investors can remain solvent and short term risk management is even more important during such periods, as 
long as it does not compromise longer term strategic principles such as our key focus on value and quality. Accordingly, as 
part of the ongoing evolution of our investment process, we have made a number of incremental enhancements in the past 
year, many of which have been in direct response to the pandemic and related market themes. 
 
Forecast Sales Growth incorporated into Quality: We have stressed that investors have recently been very focused on 
sentiment and growth. We have always used forecast sales growth as a risk factor in our investment process but have more 
recently reviewed our approach with a view to identifying attractively valued and high-quality companies that are also likely 
to enjoy sustainable growth into the future. Until recently, using “growth” as a stand-alone factor has not been very effective 
as a return driver due to its volatility and tendency to revert. It has, however, become more significant recently, which may 
be due to technology driving rapid structural change such that short-term growth has helped to differentiate between 
longer-term winners and losers. An important point of differentiation with naïve approaches is that our focus is on the 
stability of sales growth (i.e. Quality growth) rather than the highest growers per se. In practice, Sales growth has been 
incorporated into our Quality model, which effectively means avoiding less stable companies, where growth has a higher 
potential to revert, and being more tolerant of expensive but fast growing stocks. The focus on expected sales growth as 
opposed to earnings has also been useful given the greater distortion to the latter during the current pandemic. 
 
Fundamental Sentiment: We have updated our approach to momentum, which has historically been used as a risk factor 
rather than an alpha driver, by focusing more heavily on changes in fundamentals (sales and earnings). This is used to adjust 
our target stock weights and direct fund turnover to stocks that are attractively valued and/or high quality with positive 
fundamental sentiment. 
 
Thematic Integration: The pandemic has clearly accelerated certain themes that were already in motion previously. We 
therefore increased our monitoring of both potential risks and opportunities by curating a number of themes related to the 
pandemic. Among the COVID-19 winners are stock cohorts formed around themes such as E-learning, PPE, ventilator 
manufacturers and diagnostic testing, while some examples of losers would be exhibitors, elective health, and physical 
retailers. Furthermore, we have used a variety of text-based tools to identify banks that were heavily exposed to energy 
companies as oil prices collapsed earlier in the year. Natural Language Processing was also utilized in conjunction with a 
machine learning model when building a framework to monitor the risks of around corporate controversies such as bribery 
& fraud, labor standards, privacy & data security, and product safety, to name but a few. We also focus on longer term 
themes, primarily driven by trends in sustainability (e.g. fuel cells, batteries and battery materials, wind power producers and 
equipment, solar power producers, energy storage, hydro power, etc.). Stocks that are in a thematic basket that have a 
positive conviction are prioritized in terms of directing turnover while the opposite is true for themes tagged with a negative 
conviction. 
 
ESG integration: Sustainability has been a key research priority for the team for many years and all QEP strategies have 
been fully integrated since 2017. Over the past year, we have dialed up the impact of the QEP’s ESG rank when setting target 
stock weights due to mounting evidence of the accretive nature of incorporating such considerations, particularly avoiding 
or down weighting stocks with elevated environmental or social risks. In contrast, we reward companies with strong 
Governance and penalize those with weaker standards. 
 
Stress testing our models in late cycle: Well before the pandemic and its far reaching economic and social implications 
were known, we had started the process of stress testing our models in expectation of a cyclical slowdown. In response, we 
increased the importance of identifying financially strong companies in 2019 and we continued to dial up its importance 
during 2020. More specifically, we have increasingly avoided stocks with weak balance sheets and placed greater emphasis 
on those with stable fundamentals, which tend to be more defensive. We have also focused on identifying potential 
accounting red flags as an enhancement to our existing Governance model. 
 
Extended time horizon: Given the lack of visibility of short term earnings resulting from global lockdowns, we also extended 
our time horizon to focus more on longer term earnings expectations in our Value model while maintaining the emphasis 
on short term earnings within our Financial Strength model on the basis that some companies may not survive the short 
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term. Alongside this, our assessment of the fundamental stability of a company, or its ability to withstand a severe cyclical 
downturn, is used to provide the context against which we assess the valuation opportunity at the stock level. Essentially, we 
are balancing short-term risks against longer term valuation prospects. 
 
The above enhancements are incremental in nature but, collectively, they aim to improve our risk management and stock 
selection across the global opportunity set, with a particular focus on weeding out false positives, stocks that appear 
attractive on valuation or quality grounds but ultimately disappoint. 
 

Conclusion 

The dramatic underperformance of cheap stocks over the past decade, particularly since 2017, is well documented but 
perhaps not widely understood. At a high level, the neglect of Value is the other side of the market’s fixation on a small group 
of winning stocks, which has led to low market breadth and a level of index concentration not observed in several decades. 
For investors such as QEP who incorporate Quality into their process, the underperformance of Value stocks is not justified 
by a deterioration in their fundamentals or an increase in relative risk. Instead, it has been almost entirely driven by a decline 
in the relative valuation of cheap companies. Given the very low expectations applied to these stocks, this cannot persist 
indefinitely. Even in the absence of an improvement in their fundamentals, the potential upside from even a partial 
normalization in their relative valuation is significant. We also find that some of the commonly used arguments to justify the 
death of value are not compelling, at least as they impact upon our own approach. 
 
Conversely, the expectations built into the lofty premiums associated with today’s glamour stocks are very unlikely to be 
realized. The strongest argument for why Value has outperformed Growth over the long run is that investors ultimately 
overpay for Growth. This seems even more true today. To be clear, these stocks have managed to sustain strong growth for 
an extended period and look set to remain significant components of the key global indices for some time. However, the 
main point is that their strong growth is already in the price, and then some. Their continued outperformance would require 
them to consistently beat current analyst expectations by a significant margin for yet another decade. Even if these stocks 
continued to grow at their current pace, a partial convergence in valuation multiples would still result in a significant rotation 
into the much longer list of neglected stocks. 
 
We would also reiterate that the fundamentals of many very affordable stocks are not compromised or deteriorating. If 
anything, they are stronger than they have been historically, with respect to growth, profitability, and leverage. However, we 
continue to caution that successfully investing in “Value” depends greatly on effective implementation and good stock 
selection. Once again, a focus on Quality is critical. We believe that a diversified all-cap approach, and avoiding the areas of 
low-quality Value, will continue to be key going forward, even as we look for the eventual rotation away from the expensive 
mega-cap stocks, as investors realize the neglected value in high quality companies, setting them up for a long-overdue re-
rating. 
 
In summary, the dominant themes of the last decade are very unlikely to be repeated. At this juncture, we would advocate 
playing the odds: invest broadly and be active (avoid concentration in the index), while balancing Quality and Value. Another 
key theme running through our portfolios is to invest sustainably. This is another big topic which is explored separately, but 
we firmly regard the integration of Sustainability considerations as accretive to our performance. 
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Appendix: Myth Busting 

We address two additional arguments that could be used to justify Value’s poor performance in recent years but suggest 
that they are either not compelling or have been overstated. 
 
1) New economy stocks and the rise of intangibles have made traditional valuation metrics redundant 
 
One argument that is often used against Value is that business models have shifted, particularly with respect to the rising 
importance of intangible assets such as research and development, patents and intellectual property, which can distort some 
traditional valuation metrics, rendering them obsolete. A firm investing heavily in research & development or technology 
more broadly may appear more overvalued due to its understated assets although, at the same, it would also make such a 
company appear less profitable. It is certainly true that the business models of the best performing stocks in recent years 
have largely been based on scalable intangible assets, often protected by patents and brands. 
 
However, this is far from a recent occurrence and has in fact been a trend observed for many decades. Intangible assets 
currently account for 84% of the enterprise value of the S&P 500 which compares to 80% five years ago, 67% twenty-five 
years ago and as little as 17% in 19759. The increasing importance of intangibles has not negatively impacted the very 
compelling returns to Value over this extended period. 
 
Furthermore, it impacts expensive stocks far more than cheap ones, since the former tend to be intangibles-intensive. While 
non asset-based valuation terms based on earnings and cashflows are also partially distorted due to the fact that companies 
with increasing investment in intangibles need to expense them, the impact is far less significant than on asset-based 
valuation multiples, particularly for inexpensive stocks. 
 
This does highlight the need to adopt a multi-faceted approach to measuring company value. Within QEP, we place the 
greatest emphasis on forward earnings (out to three years), cash flows (including free cash flows) and our measure of 
sustainable dividend yields. Asset-based terms are only used in our investment process when assessing banks which, due to 
the nature of their business model, are clearly more focused on tangible assets (primarily loans); it is more important to 
balance the quality of their assets against their discount or premium to their book value. Importantly, we don’t penalize non-
financial stocks that are expensive on price-to-book due to its well-known relationship with profitability. More profitable 
companies always command a higher premium to book, particularly if they have a higher allocation to intangible assets. 
 
Several studies have addressed the issue head-on by adjusting price-to-book and price-to-earnings for intangibles by 
capitalizing R&D and adding back the part of SG&A (Selling, General and Administrative expenses) related to intangibles, 
while subtracting from earnings the annual amortization of the same10. These adjusted valuation metrics have historically 
outperformed their unadjusted versions, but only when compared on a long-short basis, primarily because many expensive 
“glamour” stocks are no longer regarded as expensive. Unsurprisingly, cheap stocks have not performed very differently as 
they have a lower level of intangibles. More importantly, even the valuation terms that have been adjusted for intangibles 
have still dramatically underperformed over the past decade. We also observe that the valuation discount of cheap stocks to 
the market is not dependent on the valuation metric. Value spreads are historically low across the board, even if we exclude 
the largest popular stocks or neutralize on country or industry. Clearly, something else is happening which is unrelated to 
the shift in business models. Unsurprisingly, we suggest that it is more about investors chasing a narrow group of popular 
stocks leading to broad based neglect of more attractive opportunities elsewhere. 
 
2) Growth stocks outperform in a low yield environment 
 
Contrary to popular opinion, there is actually mixed theoretical and empirical support for a strong linkage between yields 
and Value/Growth performance11. Nevertheless, given that the tech giants of today are regarded as long duration 
investments due to their strong future earnings potential, this argument is widely used to justify their expensive valuations 
and the cheapness of more traditional businesses. Correlation is not the same as causation but the impact of lower bond 
yields is almost certainly overstated. Even over the past decade, changes in yields explains less than 10% of the variability in 
the performance of MSCI’s Value Index12. It is also not a new phenomenon as global bond yields have been falling since the 
inflationary 1970s, when the US Treasury bond yield stood at 15%. This has not precluded the outperformance of cheaper 
stocks over this whole period relative to their more expensive growth counterparts. Furthermore, our analysis of the impact 

 
9 “Explaining the Recent Failure of Value Investing”, Baruch Lev & Anup Srivastava (2019) 
10 “Reports of Value’s Death May Be Greatly Exaggerated”, Arnott, Harvey & Kalesnik (2020) 
11 See “Value and Interest Rates: Are rates to blame for value’s torments?” Maloney & Moskowitz (May 2020) 
12 Based on a linear regression of the 3 month change in the US 10 year treasury yield on the 3 month relative performance of the MSCI ACWI Value 
Index relative to its parent index (2010-August 2020). 
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of changes in discount rates on the implied growth rates embedded in the very elevated valuations of the FANMAGs suggests 
that they would still be regarded as overpriced today even if their cost of capital were 2% lower. 
 
The yield story is more relevant to banks which naturally prefer higher yields as it leads to a wider net interest margin, the 
amount of money that a bank is earning in interest on loans compared to the amount it is paying in interest on deposits. This 
is particularly true if interest rates are rising in response to an improving economic environment. The same argument applies 
to cyclical companies more broadly, which are widely labelled as being cheap today. Such generalizations do however hide a 
great deal as we observe a wide range of attractively valued stocks across the market, including many industries regarded 
as defensive (e.g. staples, telecoms, health care). Currently, we are also being more selective within the more cyclical areas. 
A counter argument could be that high yields will increase the pressures on more indebted companies which, once again, 
are likely to be the Value stocks. However, at least when looking at our own portfolios, we find no evidence at all that the 
financial strength of cheap stocks today has deteriorated over the past decade from both an interest-cover and leverage 
perspective. 
 
In summary, the impact of falling global bond yields as a driver of the underperformance of cheap stocks is more nuanced 
than is widely thought and is also probably much less significant. Nevertheless, we would still regard rising bond yields as 
more favorable to Value’s prospects, if only because investors often need a narrative around catalysts for a rotation in 
leadership which tends to become self-reinforcing. The duration argument also needs to take into account that it is not just 
the discount rate that has fallen, as lower rates also shifts the mix of future cash flows towards companies more likely to 
benefit from an improved economic outlook. 
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