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Take some Time Out from Quality Street

In previous investment bulletins, such as 2017’s “The Health Benefits of Being 
Active” and last year’s “Asset Allocation Journey”, we have discussed our long 
held belief in a research-driven, valuation-based approach to asset allocation 
and fund selection.  The value investment style has underperformed growth 
meaningfully of late.  This has impacted the relative performance of Saunderson 
House portfolios over the past year, though longer term performance remains 
strong.  In our latest investment bulletin we reiterate why, more than ever, 
we remain firmly invested in such a strategy.  We also outline the differences 
between value and growth investing, why growth has outperformed value and 
why we now think this represents a timely opportunity for the value style to 
reassert itself once again. 

What is value investing?

In short, value managers look for companies that are out of favour with the wider market and therefore 
trade on low relative valuations.  This may be because they are thought of as unexciting businesses, 
perceived to have poor growth prospects, have been negatively impacted by global macroeconomic 
sentiment or they may have disappointed investors in terms of earnings or dividends.  In the short 
term, investors often overreact to such negative news and cause share prices to diverge meaningfully 
from the long term, fundamental value of the business.  In doing so, this provides investors who are 
patient and willing to take a long term view, the opportunity to buy shares for less than their true 
worth.  As time moves on, the market tends to recognise the true worth of a company’s business and 
the share price moves closer towards its intrinsic value, thus providing strong returns for those who 
were disciplined enough to overlook short term ‘noise’ and invest when the stock was out of favour.
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Figure 2: Compound return by PE decile (p.a.) (1926-2019)

Figure 1: Annualised returns of Value vs Growth rolling five year basis (1926-2019)

What is growth investing?

Growth investors, on the other hand, look for high-quality companies whose sales or earnings are 
expected to grow faster than the market, due to existing barriers to entry, dominant market positions 
or intangible strengths.  Growth investors are typically willing to pay a higher price for the expectation 
of strong future earnings growth; hence, growth stocks will usually trade on premium valuations 
relative to the market.  If a company is able to deliver on these high earnings expectations then 
investors can earn an attractive return, provided that its valuation premium is not eroded.

Which one is best?

Over time, both investment styles will have periods when they outperform the other (Fig.1).  For 
instance, growth investing typically works well when economic growth is weak and earnings growth 
is hard to come by, when interest rates are low or falling or when a particular theme is dominating 
the market, such as emerging market growth (2005-08) or technological change (the late 90’s).  In 
contrast, value investing tends to work better when inflation is picking up, interest rates are rising and 
macroeconomic data is improving from cyclical lows.  However, many empirical research studies have 
shown that, over the long term, stocks on cheap valuations outperform both the market and growth 
stocks (Fig. 2).  More importantly, a lengthy period of underperformance of either style is typically 
followed by a significant rally.  

Source: Kenneth French

Source: Kenneth French
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Figure 3: UK value relative to growth vs 10 year government bond yield

Across the market cycle, we will always have an allocation to both value and growth styles of investing 
though, unsurprisingly, given the weight of evidence pointing to value providing better long term 
returns, we will typically have an overweight to that style.  However, at times, it is much more balanced 
and we are fairly ‘style agnostic’.  For instance, in our recommended UK equity portfolios, we were 
evenly split between the two styles between 2010 and 2014.  We meaningfully increased our value 
exposure in 2016 as value had had a torrid time, before rebounding sharply in 2017 and 2018.  At 
that time, we considered rotating back into growth stocks but still found them to be trading on the 
expensive side of fair value.  Since then, as Fig. 3 shows, value has significantly underperformed 
growth and is now trading back at levels last seen in 1983.  However, despite this 10-year headwind, our 
flexibility in being able to move between styles and the performance of many of our recommended 
managers has meant that the UK model portfolio has outperformed the ‘market’* and ‘peers’ over 
this period. 

Why has growth outperformed value?

As Fig. 3 shows, apart from the occasional relief rally in 2010-12 and 2016-18, growth has consistently 
outperformed value since 2006, leaving many to question whether ‘value investing is dead’.  Since 
the global financial crisis in 2008/09, the investment environment has significantly benefited the 
performance of a ‘quality growth’ investment strategy, namely:

1. Geopolitical and macroeconomic uncertainty.  The reaction to the global financial crisis was a 
period of sluggish economic growth, concerns over the global banking sector, a swath of elections 
in Europe and fears of a eurozone collapse, the UK’s referendum on the EU and, more recently, the 
China - US trade dispute.  The defensive income streams of quality growth stocks in sectors such as 
healthcare and consumer staples have thus been in demand in such a fragile environment.

2. Falling bond yields and interest rates.  The impact of the financial crisis saw central banks cut 
interest rates to record low levels to thwart deflation and introduce extraordinary monetary policy 
measures, such as quantitative easing, to stimulate the global economy.  In such a world, longer 
duration assets, such as quality growth stocks, have performed well, as lower interest rates have 
inflated the present value of these companies’ future cash flow streams.  This has meant that, while 
these stocks may look expensive in absolute terms, owners can justify continuing to hold them 
when assessed against the extremely low yields available on bonds. 

3. This has led to the popularisation and growth of momentum and herding strategies, such as trend 
following, low volatility Exchange Traded Funds (ETFs) and algorithmic trading, with an increasing 
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*’Market’ refers to Thomson Reuters United Kingdom Total Return Index with ‘Peers’ referring to the IA UK All 
Companies sector average.  Time period: October 2009 to September 2019. 
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Figure 4: Diageo relative to UK market and dvidend yield

weight of money latching onto popular trades and amplifying the trend even more.  In the active 
equity space, we have also seen a number of funds with a quality growth mandate perform well 
as many investors view this as the ‘holy grail’ of investing, and have allocated more money to 
such strategies.  This has created a momentum effect whereby managers receiving inflows will 
invest in the same stocks in their portfolio, driving prices even higher.  Other fund managers 
seeing such strong returns have also then jumped aboard, hoping to benefit from such a strategy.  
Compounding this effect has been the swathe of fund managers who have only been in the 
industry since the financial crisis and, therefore, have never witnessed a period of sustained value 
outperformance, hence their belief that growth is the only ‘true way’ of investing.

4. Finally, as Fig. 3 shows, value investing had done very well from 2000 to 2006 as the (growth-
driven) tech bubble burst.  Hence, in complete contrast to today, the relative outperformance of 
value had reached extreme levels and growth stocks were due a significant correction.

While favouring growth stocks in this low growth, low bond yield environment may be logical and 
understandable, as value-driven investors, we are concerned about the prices investors are willing to 
pay for some of these fashionable quality growth businesses and see big risks in some sectors where 
both active and passive money has flowed complacently, almost regardless of valuations.  

Investors often talk about the danger of investing in ‘value traps’ – those companies that trade on 
cheap valuations but are unlikely to ever revert to generating similar earnings as they have in the past.  
Conversely, very few talk about ‘quality growth traps’.  These companies may be able to generate 
consistent sales and earnings growth over the next few years, but the starting valuation being paid is so 
extreme that a) returns are likely to be much lower going forward, and b) the margin of safety is now so 
low that any setback in the business leaves investors exposed to significant share price falls.

For instance, drinks company Diageo, which is a large weighting for most growth and ‘core’ UK equity 
funds, is an extremely well-managed business.  It focuses on delivering consistent sales growth of c4-6% 
p.a. from its big brands such as Tanqueray and Smirnoff, then increasing efficiency to generate strong 
cash flows.  These are then used to acquire smaller more exciting brands, such as Casamigos tequila 
or alcohol-free spirit Seedlip, or returned to investors via dividends and buybacks.  In 2010/11, when 
the stock yielded more than the market (c3.5%) and again in 2014/15, we were happy to see the stock 
appearing in the top 10 of our recommended UK equity managers.  However, following some stellar 
share price returns, the stock now yields less than 2%, an all-time low (Fig. 4).  While a great company, 
this is one we see as having significant valuation risk and a ‘quality growth trap’.  

Quality growth managers may say these companies deserve their premium valuation since they have 
delivered superior performance due to their barriers to entry and intangible strengths, such as strong 
brands and network effects.  However, deconstructing Diageo’s returns relative to the wider market 
since January 2017 into its constituent drivers (earnings, dividends, valuation change), we can see that 
returns have come largely through a rerating of the company’s earnings (valuation expansion) not 
because earnings or dividend growth has materially surpassed the market (see Fig. 5 on next page).
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Figure 6: Legal & General valuation and earnings growth             

Figure 5: Diageo versus market – total return deconstructed since January 2017

In contrast, many domestically-orientated value stocks that are currently shunned by the market have 
delivered earnings and/or dividend growth in line with, or better than, the market but the company’s 
earnings have derated i.e. value compression.  Legal & General, for instance, a market leader in bulk 
annuities and passive investing, has seen its earnings grow consistently, yet this has not been reflected 
in the share price and has been derated to c7x earnings and offers an attractive 7% dividend yield (Fig. 
6).  Similarly, multiplex cinema chain Cineworld, has delivered strong, consistent earnings growth yet 
has fallen from a valuation of 20x earnings in 2015 to 8x, since it is assumed to be massively impacted 
by Brexit, despite generating more than 50% of its revenues in the US (Fig. 7).  

Figure 7: Cineworld valuation and earnings growth

In fact, value stocks in the UK and Europe are actually seeing stronger earnings momentum than 
growth names, but these are not being rewarded in terms of their share price returns (see Fig. 8 on 
next page).  While themes and ‘new paradigms’ may come and go, in our unreservedly old fashioned 
view, the starting valuation of what you pay for a stock is the overriding determinant of the return you 
are likely to achieve.  In the end valuation matters.
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Figure 8: Pan-European value stocks underperform growth despite superior earnings momentum

What is the catalyst for value investing to do well?

We are always hesitant about using the world catalyst as, if there was one, it would already be known 
and quickly priced into share prices.  It is almost always after the event that a catalyst is identified, 
and often this is just an implied narrative for investors to fixate on and satisfy themselves with an 
explanation.  However, instead, we can think about some of the events that could cause value investing 
to begin outperforming growth once again. 

1. Bond Yields Stop Falling

As Fig. 3 on page 3  shows, there is an obvious correlation between falling bond yields and the 
outperformance of growth over value stocks.  Firstly, we consider some bond market facts: 

• $17trn of bonds currently trade on negative yields, equivalent to around a third of the global bond 
market;

• More than half of European sovereign debt currently trades at negative yields;
• Following the Fed’s pivot on interest rates earlier in the year, the French 10-year bond yield went 

negative for the first time in June, while Italian 10-year government bond yields have fallen below 
1% and even Greek 10-year bond yields now yield less than 1.5%;

• Austria recently issued a 100-year bond at a yield of 1.2%, five times oversubscribed; 
• Since 2009, around $2.5trn of new products including trend-following and smart beta ETFs and 

structured products have been launched, to benefit from the same “falling bond yield” trade. 

For now, the momentum is with these trend-following products, with lower bond yields being 
suppressed by pension funds and insurance companies, who need to buy bonds of a certain maturity 
to match their liabilities, but who are much less valuation-focused than many other investors.  However, 
over the longer term, yields are surely unsustainable at these levels.  With the efficacy of quantitative 
easing having been challenged, and politicians in Europe increasingly aware of growing inequality and 
populism, the introduction of more growth-friendly fiscal policies to supplant monetary support may 
be one such catalyst that provokes a pickup in inflation and a rise in bond yields.

Meanwhile, assets such as “safe” quality growth stocks which, given their long duration, are being 
priced as “bond proxies”, and regarded as alternatives to an already extremely expensive asset class, 
are likely to also see selling pressure.  Should we see signs of this trend reversing, the weight of money 
attempting to squeeze out of the same trade could see growth stocks underperform sharply.

Furthermore, we may not need bond yields to mean revert and start rising.  As Fig. 3 shows, there have 
been numerous times when value has outperformed growth in the UK over the past 40 years, despite it 
being a period of mostly falling interest rates.  In fact, value’s strong outperformance from its trough in 
September 1992 to November 2006 was generated with a background of 10-year gilt yields falling from 
c10% to under 5%.  
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2. Value outperforms relatively in a falling equity market

Given how late we are in the market cycle, we would not be surprised to see a period of prolonged 
equity market weakness.  In such circumstances, the conventional narrative would be that value stocks 
would struggle in such an environment given they tend to feature in more volatile, cyclical industries 
such as mining, energy, financials and airlines.  In fact, according to recent research from Société 
Générale, over the long term, value investing strategies have held up well during periods of market 
stress and performed better than the broader market.  In contrast, typical defensive sectors such as 
consumer staples and healthcare, where earnings would be expected to be less volatile and more 
resilient in a downturn, may prove less defensive given they trade on expensive valuations of elevated 
earnings and often with weaker balance sheets, having raised debt to pay dividends, fund share 
buybacks or make expensive acquisitions.  Just as stocks priced for perfection are likely to disappoint, 
stocks trading at a discount to the intrinsic value of their underlying businesses are unlikely to be 
discounted forever.  At a risk of repeating ourselves, starting valuation matters (as it always has).

Conclusion

Though there may be rational explanations for value to trade at a greater discount to growth today 
than it has done historically, investor positioning in the two investment styles is at such extremes that, 
in our opinion, it would take only a small switch from growth to value to start a violent rotation as the 
hot, momentum money exits growth just as quickly as it entered. 

In fact, earlier last month we saw one of the biggest one day shifts from value to growth in the past 30 
years, catching many fund managers cold and highlighting the weight of money that is positioned for a 
continuance of this quality growth trade (Fig. 9).  Even if you do not believe as strongly as us that this 
represents a fantastic opportunity to be overweight the value investing style, we believe it prudent to 
be at least taking some profits and rebalancing away from those managers who have performed well 
and have benefited from a growth tailwind, but who now all have their sails pointing in the same direc-
tion with very similar (expensive) portfolios.

Figure 9: Extreme rotation out of growth and momentum in September 

Source: Goldman Sachs
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change and their value depends on the individual circumstances of the investor. Saunderson 
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Given the effects of disruption and technological change on the global economy, we are wary of 
taking a simple value strategy based on rigid definitions of value, such as stocks trading on low 
price to book value.  Many companies’ business models have been destroyed by technological 
advances or long-term changes in consumer behaviour and are unlikely to ever revert back to 
previous levels of profitability.  Hence, as discussed in previous bulletins “Challenge Accepted 
– Our Approach to Selecting Active Funds” and “Index Funds: Striving for Mediocrity”, we 
recommend avoiding a passive approach and investing in those active value managers who have 
a robust philosophy in place and can dig deeper into a company’s fundamentals in order to avoid 
those which face permanent impairment. 

Though taking a value approach is considered counter intuitive, since you are almost always 
going against the consensus, investors can only go on ignoring valuations for so long and we 
think that now more than ever, is not the time to be capitulating into buying ‘quality growth 
at any price’.  We therefore believe that this represents a good time to be taking some Time 
Out from Quality Street, where valuations look extreme and the consensus looks highly 
complacent, and heading somewhere that is more value investing conscious.

If you would like to discuss this note further, please speak to your usual adviser.  
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The value of investments and any income therefrom can go down as well as up and you may 
not get back the full amount you invested. 


