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Since the global financial crisis value stocks have 
tremendously underperformed growth stocks. Do 

you think that the next decade will be different? 
 

Daniel Morris – Chief Market Strategist, BNP Paribas Asset Management 

The chronic underperformance of value stocks since the global 
financial crisis is primarily a consequence of the quantitative easing 
policies implemented by the world’s major central banks. Until 
those policies are reversed and we see a sustained normalization in 
interest rates, we do not foresee prolonged outperformance by 
value relative to growth. On the contrary, we expect current QE 
policies to be maintained for many years to come. 

There have and will be limited periods where value nonetheless does outperform growth. This 
has historically coincided with periods when interest rates and oil prices were rising. This 
reflects the large weight of financials and energy in the value indices. It should be noted, 
however, the rising rates is not a sufficient condition for value outperformance. For example, 
from 2016 to 2018 US 10-year Treasury yields rose by more than 150 bp but value continued to 
underperform growth.  

Since the announcement of positive coronavirus vaccine results last November, we have been 
in period of value outperformance, or at least we were until the end of March. Over the last few 
weeks, the simple reflation trades – value vs growth, cyclicals vs defensives, small cap vs large – 
have reversed in April even as equities broadly continued to gain. The question to ask is 
whether this reversal is temporary or are the reflation trades already over? 



 

2 | P a g e  

Prague Finance Institute, z.s. 
www.praguefi.com 

DELIVERING  
KNOWLEDGE  

THAT MATTERS 

 

The most straight-forward explanation for the recent change in direction was that the 
reflation bubble itself began to deflate: US 10-year Treasury yields peaked at 1.74% at the end of 
March and have dropped 20 bp at the time of writing. Inflation expectations are broadly flat.  

We do not believe the value rotation is entirely over. There are different factors explaining the 
underperformance of the indices, but we believe most of the factors that turned against the 
reflation trades will again revert. The broad macro environment remains supportive of 
equities and particularly for growth and inflation, while valuations are still stretched for 
growth stocks. 

The risk to equities broadly stems not from high valuations per se, but their vulnerability to a 
larger-than-average sell-off because of high valuations in the event of a negative catalyst. The 
difficulty is imaging what that catalyst would be given not only supportive central banks, 
which we have had since the global financial crisis, but supportive governments as well. 
Austerity is no longer seen as the solution to weak growth but Keynsian stimulus instead. The 
tail risk is that the stimulus goes too far in the US and inflation expectations become 
unanchored, forcing the Fed to hike sharply.  

The markets currently do not reflect this scenario. While near-term inflation expectations are 
100 bp higher than the 2019 average, the gains are not expected to persist. Five-year five-year 
expectations have increased just 30 bp and are arguably still below the level commensurate 
with the Fed achieving its 2% inflation target. High valuations for equities nonetheless mean 

0,5
1,0
1,5
2,0
2,5
3,0
3,5
4,0
4,5
5,0
5,5
6,0
6,5
7,0

60

70

80

90

100

110

120

130

140

1996 1998 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020

Value vs growth (lhs)

10-year US Treasury yield
(%, rhs)

Exhibit 1: Relative performance, value vs growth and bond yields

Data as at 23 April 2021. Note: Index is MSCI AC World. Sources: FactSet, BNP Paribas Asset Management.
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that returns from today will likely be below long-run averages. Normal volatility will provide a 
better entry point in the future, but our medium-term view remains positive. 

The decline in interest rates is arguably the result of better messaging from the Fed. When 
yields began rising in February, the expectation was that the Fed would push back against the 
increase, fearing the impact of higher rates on economic growth. They only did so partially. 
The Fed did not view the increase in 10-year Treasury yields as particularly worrisome as it 
reflected better growth and higher inflation, and financial conditions were still very 
accommodate. 

The bank did, however, communicate that it felt the increase in expectations for the future 
level of policy rates was mistaken. The bank emphasised that it would not begin tapering QE 
purchases until the labour market had recovered and realised inflation was sustainably above 
2%. Only once tapering was finished, which might take a year, would they then contemplate 
interest rate hikes. This would not happen until 2023 and would certainly not lead to a 50 bp 
increase in fed funds in two years as priced in the market. The ‘dot plot’ from the last FOMC 
meeting showed only 8 out of 17 members expecting an increase in rates within two years.  

Initially the market was not convinced by this explanation and in fact the expected level of 
rates rose further. This reaction may have stemmed from market participants anticipating 
that the increase in inflation over the next two years would be so great that the Fed would be 
forced to raise rates despite their protestations to the contrary.  

The Fed has continued to stress it was comfortable with the anticipated increase in inflation 
(headline CPI could reach 3.5% this summer) and was in no hurry to raise rates. Over the last 
few weeks the message seems have begun to convince the market. Fed fund futures have fallen 
from their highs, which has in turn led to a decline in real rates. Inflation expectations have 
also declined slightly, perhaps reflecting the impact of the coming increase in taxes on growth 
after the initial debt-fuelled stimulus. 

We anticipate Treasury yields will resume their rise. Medium-term inflation expectations have 
returned to the levels last seen in 2018. There is some scope for them to move higher, 
particularly if we see further surprises in inflation as we did in the most recent CPI report. Real 
rates may remain contained in the near-term as the Fed sticks to its message, but they remain 
very low relative to history and we anticipate further normalisation. The details of the Biden 
administrations broadly-defined ‘infrastructure’ packages will be crucial. How much spending 
is actually increased and the degree to which it is paid for by increases in corporate and 
personal taxes or further debt issuance will drive the moves in real and nominal yields.  
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Besides rising interest rates, there are other supports for value outperformance. Crude oil 
prices have returned to pre-pandemic levels even as global demand remains well below with 
travel and local mobility still limited. Oil prices are still 16% below 2018 highs and as the US and 
Europe come further out of lockdown and borders reopen, we anticipate rising demand to 
support gains in oil prices. 

The rotation to value stocks reflects as well the rotation in demand from lockdown 
beneficiaries, such as technology, to re-opening winners, such as transporation. Analyst 
estimates reflect this shift. Prior to the pandemic, earnings expectations were falling for value, 
declining 4% in the six  months prior to the pandemic, even as they rose 6% for growth. Once 
governments imposed lockdowns, expectations collapsed far more for value but they are now 
rising even faster than they are for growth (see Exhibit 2). One sign that the value rotation is 
nearing its end will be when the earnings trends revert to the historical pattern of much higher 
expectations for growth stocks. 

 

The greater earnings momentum for value is accompanied by far lower multiples. The PEG 
ratio for the growth index has fallen only slightly from 1.9x to 1.8x from the end of 2019 as both 
the forecasted long-run earnings growth rate and the price-earnings (P/E) ratio have increased. 
For the value index, by contrast, the PEG ratio has dropped from 2.6x to 1.6x. 

Looked at another way, the premium that growth stocks command to value stocks is still 
elevated despite the rotation we have had since last November. Prior to Trump’s election, the 
post-GFC premium based on forward P/Es was 20%.  
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Exhibit 2: Forward earnings estimates for Russell indices

Data as at 20 April 2021. Sources: IBES, FactSet, BNP Paribas Asset Management.
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That premium rose to 60% following the election. Once the pandemic hit and lockdowns 
began, the demand for technology to outfit homes — investment in internet infrastructure to 
support home workers during the day, and to outfit living rooms for family entertainment at 
night, internet retailers delivering goods, etc., boosted that growth premium to nearly 80%. 
Even with the recent underperformance of growth the premium still stands at 70% (and is even 
higher in Europe; see Exhibit 3). 

 

Between strong earnings momentum, attractive valuations, rising energy prices and interest 
rates, we believe there is still room for value to outperform growth. 
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Exhibit 3: Valuation premium, growth versus value, based on forward P/E

Data as at 20 April 2021. Sources: IBES, FactSet, BNP Paribas Asset Management.


