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Value Underperformance in the Current 
Market Cycle
With the value premium seemingly in decline, value investors have 
had a lot to complain about over the past ten years. Growth stocks 
continue to soar despite rich valuations and increasingly lofty 
expectations. However, we are most likely closer to the end than 
the beginning of this “pro-growth” trend. 

RECAPPING A DECADE OF UNDERPERFORMANCE

The last decade has been a challenging one for value investors. Since the stock 
market peaked in late 2007 at the onset of the credit crisis, value stocks have 
materially underperformed growth stocks. As of year-end 2017, the Russell 1000 
Value, a proxy for domestic value stocks, lagged the Russell 1000 Growth by 
16.5%, 5.1%, 3.3%, and 2.9% over the 1-, 3-, 5-, and 10-year periods. Value has 
underperformed growth in six out of the last ten calendar years. To cap it off, 
2017 was particularly disappointing for value investors, with value trailing growth 
by almost 17%, the worst relative calendar year performance since 2009.  
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Senior Research Analyst,  
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Source: Morningstar as of December 31, 2017

Exhibit 1:  Trailing Returns - Russell 1000 Growth & Value

Month (%) 3-Month (%) YTD (%) 1 Yr (%) 3 Yr (%) 5 Yr (%) 10 Yr (%)

Russell 1000 Value 1.5 5.3 13.7 13.7 8.7 14.0 7.1

Russell 1000 Growth 0.8 7.9 30.2 30.2 13.8 17.3 10.0

http://www.marquetteassociates.com/people/samantha-t-grant-cfa/
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Value’s underperformance is not just a large cap or domestically-focused occurrence. The decade-long 
underperformance has been a global phenomenon: domestic small cap, non-U.S., and emerging markets 
value stocks have all underperformed. As shown in Exhibits 3–6, value stocks have struggled to keep up with 
their growthier peers fairly consistently over the last decade regardless of their size or geographic focus.

Source: Bloomberg; 1/31/08 - 12/31/17
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Exhibit 2:  Factor Performance (Cumulative Return)

What is value investing and why has it been so disappointing? Value stocks are stocks that trade at a low 
valuation — namely, a low price-to-book and/or low price-to-cash flow relative to the overall market. Often, 
these stocks exhibit decelerating fundamentals and uncertain growth prospects. In practice, the value 
investor evaluates a company’s prospects to determine if it is viable and retains a solid business model that 
the market fails to appreciate. If the company has a solid chance of turning things around, the value investor 
will buy the undervalued stock and patiently wait for either earnings to improve or for multiple expansion as 
the market eventually recognizes the company’s true value. Unfortunately, in today’s market value has been 
shunned in favor of almost every other stock type…higher yielding, higher momentum, and predominantly, 
higher growth stocks. 
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Exhibit 3:  Value’s Multi-Year Global Underperformance: Large Caps

10-Year Annualized Returns: Russell 1000 Value - Russell 1000 Growth

Source: eVestment, 12/31/88 – 12/31/17
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Exhibit 4:  Value’s Multi-Year Global Underperformance: Small Caps
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Source: eVestment, 12/31/84 – 12/31/17
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Exhibit 5:  Value’s Multi-Year Global Underperformance: Developed Large Caps

10-Year Annualized Returns: MSCI EAFE Value – MSCI EAFE Growth

Source: eVestment, 12/31/08 – 12/31/17
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Exhibit 6:  Value’s Multi-Year Global Underperformance: Emerging Markets

10-Year Annualized Returns: MSCI EM Value - MSCI EM Growth

Even though value has faltered over this market cycle, its long-term factor return is still compelling.  
Using the oldest proxy for value, the Eugene Fama and Kenneth French defined value factor — defined 
as the average return of value stocks minus the average return of growth stocks — the value factor has 
performed even worse than Russell’s value factor over the last decade. Going back to 1926, however, 
the Fama-French value factor has exhibited strong results over the long term. 
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Source: Kenneth French Data Library, 12/31/26 - 12/31/17

Exhibit 7:  Fama-French Value Factor Rolling Annualized 10-Yr Returns

According to database-provider eVestment, large cap value stocks have outperformed large cap growth 
stocks by 1.2%; small cap value stocks have outperformed by 4.0%; and non-U.S. have outperformed by 3.0% 
over rolling ten-year periods since 1979. Since 1999, emerging markets have outperformed by 2.3%. 

The long-term outperformance of value is one of the most persistent, robust, and well-researched 
phenomenons in financial markets. This outperformance has been explained as both a risk factor and a 
result of investor preferences (the behavioral finance explanation). However, outside of the current period, 
there are two noticeable periods when the length and depth of the value premium were at extremes. These 
periods reinforce the cyclical nature of value. The first was during the Great Depression and the second 
was in the lead up to the Telecom, Media, and Technology Bubble, which burst in 2000. Both periods were 
followed by a surge in the value premium. Determining exactly when this switch in market leadership will 
occur is difficult, if not impossible. Based on history there is certainly the potential for growth to continue its 
outperformance, as evidenced by the extreme outperformance of growth during the dot-com bubble. But 
it is worth noting we are approaching one of the longest and largest periods of outperformance for growth 
on record, and as with any cycle, it will not last forever.  
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Exhibit 9:  Various Valuation Metrics for Growth & Value Stocks

-43.5%

-28.3%
-25.0%

-40.9%

-28.0%

-50%

-45%

-40%

-35%

-30%

-25%

-20%

-15%

-10%

-5%

0%

R
et

ur
ns

Source: Kenneth French Data Library

Exhibit 8:  HML Drawdown Performance

Given the poor performance of value over the last decade, does this mean that value is cheap?

Exhibit 9 presents some common equity valuation metrics: Price-to-Earnings (P/E), Price-to-Book (P/B), Price-
to-Sales (P/S), and Price-to-Cash Flow (P/CF). P/E and P/B are the two most frequently used ratios to separate 
growth and value stocks. Value stocks are characterized by lower P/CF and lower P/B while growth stocks are 
characterized by higher P/E and higher ROE. Digging deeper into P/E, growth stocks and value stocks are 
both overvalued relative to their 10-year averages, but growth stocks are currently trading at a 40% premium 
versus their 10-year average while value stocks are trading at a 20% premium to their 10-year average. Thus 
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value appears more attractive than growth, but not as much of a bargain as one might expect after a decade 
of underperformance.

WHY HAS VALUE UNDERPERFORMED?

One of the main drivers behind the divergent performance between growth and value over the last decade 
has been the significant difference in sector performance. Additionally, sector allocations have changed 
dramatically over the last decade. In the late 1990s, the Russell 1000 Value index was primarily Financials at 
a 30% weighting and every other sector at approximately a 9% weighting. At the end of 2008, Financials, 
Energy, and Health Care stocks comprised most of the index. Since then, the Financials weighting 
increased while the Energy sector decreased. Critically, the underlying companies in both of these sectors 
have undergone major restructurings: Financials have shifted their revenue-drivers from inherently volatile 
investment banking and trading to more stable wealth management. Furthermore, Financials have been 
hobbled by low interest rates and a stricter regulatory environment, which have weighed on performance. 
Energy has gone through a cyclical — possibly secular — decline in oil prices. On the other hand, the 
Russell 1000 Growth — formerly dominated by the duo of Technology and Health Care sectors — is now 
increasingly monopolized by the Technology and Consumer Discretionary sectors. The Technology sector 
is currently in a period of extreme innovation that is characterized by growing revenues and profits. The 
Consumer Discretionary sector, which is led by Amazon, has benefitted from an extended market cycle 
and new methods of reaching customers.
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Exhibit 10:  Relative Sector Weightings of the Russell 1000 Style Indices

Sources: Bloomberg as of December 31, 2017
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Exhibit 11:  S&P 500 Sector Performance

Source: Bloomberg; data from 12/31/07 - 12/31/17

Much like the late 1990s, outperformance from the Technology sector is at the center of the value debate. 
Over the last 10 years, the Technology sector has grown from 28% to 38% of the Russell 1000 Growth Index. 
The cumulative return of the Technology and Consumer Discretionary sectors has almost tripled the return 
of the Energy and Financials sectors.  

If the Energy and Materials sectors are excluded (their earnings and revenue growth are inflated due to an 
extremely low base), the Technology sector delivered the strongest earnings and revenue growth over the 
last year. However, such strong fundamental performance has left the sector seemingly priced to perfection. 
The sector trades at a premium across a number of valuation metrics and the market has high expectations 
for the year ahead, as IT is expected to deliver double-digit earnings growth and the highest revenue growth 
of any sector in 2018. 
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Exhibit 12:  Technology Valuation Metrics
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Similarly, the Technology sector is approaching return on equity (ROE) levels not seen since 2011 and before 
that the heydays of the internet bubble; going forward, it is possible that the sector may have less upside. On 
the other hand, the Energy, Materials, and Financial sectors — each value-oriented sectors — are expected 
to have the best earnings growth on record in 2018. Comparing the Technology and Financials sectors — the 
largest sectors in their respective style indices — the Technology sector’s ROE is more than double that of 
Financials. However, there are a number of positive catalysts such as deregulation, higher interest rates, and 
capital relief that may drive the ROE for Financials higher. 
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Exhibit 13:  Return on Equity — Financials versus Technology Stocks

This divergence is important since value stocks appear cheap on a price/book basis but only mildly attractive 
when looking at price to earnings ratios. This inconsistency can be explained by the large difference in 
ROE between value and growth stocks, particularly between IT and Financials. However, a stronger ROE 
metric would equate to an increase in earnings and thus boost the P/E and P/B ratios as well as the overall 
attractiveness of value stocks.
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Exhibit 14:  Performance of Valuation Metrics

Higher interest rates could be a catalyst for a change in market leadership. Value has historically outperformed 
in higher interest rate environments. These periods usually coincide with stronger economic growth as 
central banks look to manage a strengthening economy. This current market cycle is characterized by ultra-
low interest rates, with the current Federal Funds rate at 1.5% compared to the historical average of 4.5%. 
Even though domestic interest rates have risen, the Fed is still fairly dovish and does not forecast a 3.0% rate 
until 2020.
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Exhibit 15:  Performance of Value After the Fed Starts to Increase Interest Rates
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Going forward, there are plenty of risks to monitor for both value and growth investors. From a value 
perspective, economic growth could disappoint, the Federal Reserve could pause its interest rate 
normalization policy, and cyclical pressures within Financials and Energy could persist. However, we believe 
these dynamics are unlikely to continue indefinitely. First, Congress passed historic tax reform that reduced 
corporate tax rates. We believe that the bill could boost U.S. GDP growth from 0.2%–0.7% in the short-
term. In addition, corporate earnings should see an ~8% one-time boost to earnings. Domestically-focused 
firms like small cap, utilities, retail, and financials should be the biggest winners. Second, the economy is 
showing signs of strength: domestic PMIs are the highest they have been in years, unemployment is a low 
4.1%, consumer spending is increasing, and business as well as consumer sentiment is rising. Lastly, the 
Financials sector should reap the benefits of increased consumer spending and higher interest rates while 
Energy firms, who rationalized their business over the cyclical decline in oil, should continue to post strong 
earnings growth as the price of oil stabilizes. 

In conclusion, periods of value underperformance can and will occur; the current period is no exception. 
An environment favorable to growth investing can quickly turn in favor of value as markets become 
increasingly stretched. One of the key tenets of value investing is exercising patience as prices move to 
reflect a firm’s true intrinsic value and investors regain their rationality. As a result, investors should remain 
committed to their value tilts and the long-term premiums value investing will eventually provide again.
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