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Global growth has been in the ascendance during an era of cheap borrowing, low interest rates and controllable inflation. In such an 
environment ‘Growth’ stocks have outperformed ‘Value’ companies for a sustained period.  Yet now that inflation is starting to rise 
and with central banks starting to tighten their belts, investors are increasingly wondering when the markets will rotate exposure 
back into ‘Value’ companies.  This month we identify firstly what is meant by Growth and Value, before considering the future pro-
spects for investors in either or both of these well documented market styles.   

As a starting point, it helps to understand the difference between 
‘Growth’ and ‘Value’ as a concept.  
 
Growth shares are typically thought of as companies that will grow 
at a faster rate than the rest of the market. Growth companies may 
well have a unique product or market niche and to continue to 
improve/protect that product line, growth companies tend to 
reinvest their earnings rather than pay them to shareholders.  They 
reinvest into people, acquisitions, new technology/equipment and 
research & development so as to continue to grow and to protect 
their market share from competitors.  Growth stocks tend to trade 
at prices that are unjustifiably expensive based only on their 
current earnings.  This is because investors are “pricing-in” 
significant future growth in earnings and as a result are prepared to 
pay “top dollar” for such stocks now, on the expectation that their 
profits and therefore their share prices will rise materially in the 
future. Technology stocks such as Apple and Facebook are a good 
example of growth companies.   
 
Value shares, on the other hand, are usually thought of as 
companies that are priced at a level that is cheaper than their fair  
value.  Value investors look for bargains or basket cases that will 
ultimately come good - unloved companies or sectors whose share 
prices are languishing because they are misunderstood by the  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

markets, under researched or because they are in a distressed 
situation.  Value stocks trade at a discount to their expected 
intrinsic value.  They tend to have prices that are lower than their 
current earnings would justify and often the majority of investors 
expect those earnings to either remain stable or perhaps fall over 
time, hence their low valuations.  Value companies tend to pay out 
dividends rather than re-invest and often will have strong, stable 
balance sheets that are structurally very unlikely to grow quickly.  
Value investments are often seen as boring investments and can be 
in cyclical sectors such as financials, or energy along with non-
cyclical companies such as utilities.  
 
Their past relationship 
 
Historically, value stocks have outperformed growth stocks. Why? 
Growth stocks are riskier, often focussed on smaller, younger 
companies that may not survive a long-term investment and do not 
offer interim income to an investor by way of dividend.  ‘Growth’ 
tends to go in and out of fashion, with stellar returns to be made at 
times but counterbalanced with large losses if you get the sector 
timing wrong or you buy the wrong ‘growth’ stocks (!) 
 
On the other hand, value stocks are often established companies 
that can be cheap to buy in the market during certain parts of the 
cycle or that have experienced a period of underperformance due 
to, say, poor management or short-term ‘distress’.  However, on a 
longer-term basis, these established businesses or sectors are 
often used by investors as the solid building blocks of a dividend-
based investment portfolio.   
 
Below you can see the consistent outperformance of Value Vs 
Growth dating back to the 1930s, in every period except the tech 
bubble and over the last ten years:  
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Value has outperformed Growth since the great Depression, apart from over the last ten years…. 
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Over the ten years since the global financial crisis, value has 
endured an prolonged period of underperformance when 
compared to growth: 

Although Growth has enjoyed periods of outperformance, the 
recent dominance of Growth over Value is unprecedented.   A 
major factor for this outperformance is attributable to the meteoric 
rise of the tech sector in the US.  We reported on the success of the 
FAANGS (Facebook, Apple, Amazon, Netflix, Google) last year and 
this outperformance continues in 2018.  Apple, Amazon, Microsoft 
and Netflix account for 85% of the S&P 500’s upside in 2018.  
Amazon alone accounts for 1/3rd of the S&P 500’s returns this year!   
 
In addition, Growth stocks tend to thrive in low interest rate/low 
inflation environments, partly due to cheap borrowing allowing 
these businesses to finance acquisitions and therefore expansion.  
It should not be a surprise then that the ten-year outperformance 
for Growth stocks has coincided with a decade of historically low 
interest rates and government bond yields. 
 
In contrast, Value companies such as financials generally perform 
well in rising interest rate environments.  For example, Banks do 
well when rates are rising because they make higher margins on 
cash deposits and also on their lending book.  To prove the point, 
during the period from 2002-2006, when the US Federal reserve 
were last raising interest rates, Value stocks outperformed Growth 
for 15 consecutive quarters.   
 
Interest rates are now starting to rise as inflation in the US starts to 
bite.  Since 2016 we have seen sustained interest rate rises in the 
US and this year we saw the second rate rise in the UK since the 
Brexit vote. These increases are being introduced at a time of 
record low and falling unemployment levels, nascent signs of wage 
growth and stable inflation. This pattern looks set to continue as 
both manufacturing of goods and consumer confidence has been 
increasing, with the latter reaching a 17- year high this year in the 
US. Given that consumer spending accounts for around 70% of US 
economic activity, this is a key driver of growth for GDP. 
 
If these conditions remain in situ they will provide central banks 
with the confidence needed to further tighten monetary policy. Not 
only is a squeeze being placed on future earnings growth for the 
growth sector, but the ability to borrow money to reinvest 
becomes more expensive. With many growth companies holding 
high levels of debt on their balance sheets, this tightening may not 
be good news. 

Therefore, could a sustained period of rising interest rates be the 
catalyst for Value stocks starting to outperform?  History suggests 
that this is inevitable and that the only consideration is when, not 
if, Value re-emerges. 
 
There have been a couple of occasions in the past three years when 
value has shown signs of a renaissance, most notably around the 
time of Trump’s election, but year on year growth stocks have 
continued to outperform. 
 
The chart below, and further analysis of ratios such as price-to-
tangible book and forward price-to-earnings ratios, support the 
thesis that value looks increasingly attractive relative to growth at 
this stage: 
 

What has been our response? 
 
We are very conscious that this bull market in equities has 
narrowed into a smaller range of sectors and geographies.  
Thankfully we have participated in most of this continuing rally by 
holding higher than average exposure to US equities and by 
maintaining a Growth bias within our clients’ portfolios. 
 
Although we do not instinctively feel that a wholesale rotation into 
Value is sensible or indeed that it will happen overnight, the 
growing price gap between Growth and Value has encouraged us 
to consider our portfolio positioning generally.   
 
We have taken the view over the past year or so to increase the 
balance of Value focused holdings in portfolios, to provide 
diversification away from Growth investments in anticipation of a 
major style rotation back into Value.   
 
With stronger forecast earnings growth, rising interest rates and 
with Trump’s tax cuts helping to boost revenues for established 
businesses in low growth sectors, we expect Value to be a more 
important focus over the coming quarters. 
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Value underperforms 

‘Growth’ companies have shown meteoric growth recently, leading 

to significant opportunities in unloved ‘Value’ investments: 


