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Will value stocks ever make a comeback?

Summary

e Value stocks have lost their lustre over the past decade for several reasons,
but value investing as a concept is certainly not dead.

e These reasons include persistently low profits and margins for value stocks,
the continued dominance of technology and the lack of mean reversion.

e We think value investing should be recast, using different selection criteria to
traditional value metrics such as the price to book ratio.

e Combining factors may make sense for those wanting to keep value working
for them. Integrating this into a multi-factor investing strategy is sensible for
now.

e There will be a time when value starts to perform well sustainably, but it is not
imminent. Ongoing pandemic risks to economic growth and persistently low
interest rates are just some of the headwinds.
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The opinions referenced are as of the date of publication and are subject to change due to changes in the market or economic
conditions and may not necessarily come to pass. Information contained herein is for informational purposes only and should
not be considered investment advice. Past performance is no guarantee of future results.
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Why is this? The largest weighting in most value indices is
financials, which enjoyed a strong rebound as expectations of
better economic activity have improved. Value stock under-
performance is nothing new of course, as the prominent indices
have all returned poorly since the global financial crisis in 2008.

Value underperformance goes back a decade
MSCI World index total returns, 2008 = 100
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How value lost its lustre

Value stocks used to perform much better — they outperformed
in the early 2000s, in significant periods of the 1990s and for
decades between the 1930s and the 1960s. Indeed, the
underperformance since the Global Financial Crisis is an
especially long period of poor returns.

Using the Kenneth French database for value versus growth
equities (High minus Low or HML in the jargon), the premium of
value equities over growth equities has been non-existent since
2008. Indeed, it has plunged alarmingly in the current crisis!

The value premium has been absent for over a decade
HML factor, 3 year rolling average, with trend line

We have delved deeper into why value stocks have struggled
since the financial crisis by creating our own stock screens using
the valuation criterion most popular with value proponents, price
to book value. Low ratios of price to book value, or the
cheapness of the asset value of a company, was for a long time
the defining attribute of value as an investing style. Using the
MSCI World index, we have ordered all constituents by
descending price to book values and split them up into quintiles®.

High P/B value quintiles have outperformed since 2005
Annual average returns between 2005-2019
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! The calculations are based on rolling monthly rebalancing. Using
quintiles addresses the problem that borderline companies can
straddle both value and growth indices in some cases. It should be

noted that there are issues with using the price to book value ratio to
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The chart above shows that the highest price to book value
stocks, have outperformed the lowest price to book value stocks
on average since 2005 — this echoes the return patterns of the
official MSCI World style indices. The fact that higher priced
stocks have outperformed in this way is not just about value
underperforming. It is also a central explanation for the way the
US market has kept outperforming other regional markets. The
rest of the world is overweight “value”, whereas the US is
underweight value. In our quintiles, the most expensive stocks
(quintile 1) are almost entirely US domiciled, whilst half of the
cheapest stocks (quintile 5) originate from Europe and Japan.

Growth is dominated by the US, whilst value is mainly EAFE
Weight within quintiles 1 and 5 for selected regions
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categorise stocks as “value” or “growth” — we will look at this later —
but it does provide a decent approximation of the universe of value
or growth stocks as they are currently considered.

Past performance is no guarantee of future results.



We can take this a step further. Higher price to book ratio
companies have also re-rated in terms of their earnings-based
valuations, i.e. contrary to earlier received wisdom, more
expensive companies by asset value have also become more
expensively valued in terms of how markets value their earnings.
Looking at trailing and forward price to earnings ratios, the first
quintile of the most expensive companies by book value, have
also moved towards the most expensive by their forward price to
earnings ratios.

Also, the spread of valuations has increased markedly over the
past decade. It's important to note that our first quintile or
growth stocks, were already expensive relative to their own
histories at the start of the decade and have only become more
and more expensive.

Valuation spread widens since the GFC
12m forward price to earnings ratio, quintiles based on P/B

The cheapest companies have remained unprofitable
Return on equity by quintiles based on P/B
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By contrast, the lowest quintile of stocks by price to book value
have not rerated at all. Cheap stocks have remained cheap and
have hardly been noticed by investors in the rally.

A major reason why the cheapest stocks have stayed cheap is
the clear lack of profits growth. Using return on equity, we can
see that the cheapest stocks suffered a huge plunge in profits
during the Global Financial Crisis in 2008-9 and have not
recovered much since then, with average return on equity for the
fifth quintile running at around 8%. For context, the long-term
average return on equity of the S&P 500 is 14%.

At the same time, whilst profitability according to this measure
has remained largely unchanged in more recent years for the
cheapest stocks, the first quintile has enjoyed a surge in
profitability since 2018.

2 Usually, growth stocks are identified by their high expected
earnings or earnings per share growth rates.
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The contrast in profit margins between the cheapest stocks
which are more representative of “value” and the most
expensive which might conventionally be called “growth” below
is very marked?. The cheapest stocks have faced some serious
challenges to profitability over the past decade and we can
easily see the much higher cyclicality of profit margins for this
group in the chart below. By contrast, we can see that net profit
margins for growth stocks (quintile 1) have been much more
resistant to the economic cycle, especially during the big
downturns of 2001 and 2008-9. Investors have rewarded this
stronger and more resilient performance of profit margins, a key
explanation for value stocks’ underperformance for a prolonged
period.

Value stock profit margins much more cyclical than growth
Net profit margins for growth quintile versus value quintile by P/B
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Low interest rates and sector divergence

Value equities tend to be short duration investments, with their
earnings beginning in the near-term. By contrast, the cashflows
for growth stocks are much further out in the future. As a result,
value stocks tend to outperform growth stocks in rising yield

Past performance is no guarantee of future results.



environments. Of course, the other reason is the type of
companies that tend to be “value”. Earnings for many are linked
closely to the health of economic activity, especially the
dominant financial and energy sectors. Value stocks have
performed poorly for a decade because interest rates have
remained stuck at low levels or gone even lower.

Value stocks underperform as bond yields fall
Ratio of total returns for MSCI Value versus Growth
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Financials and energy suffer

The two largest sectors within most traditional value indices are
financials and energy, comprising around 30% of the MSCI
World Value Index — these dominate our lowest P/B quintile too.

Around half of the cheapest valuation quintile is financials
Fifth quintile by P/B selected sector weights over time

The dominance of technology companies and
limited “mean reversion”

Technology is the largest sector in global equity indices (MSCI
World), with even larger weights in the S&P 500 and the growth
tilted indices themselves. In our most expensive quintile by price
to book value, half the stocks comprise technology companies
and the weight has grown since 2016 (see chart).

Technology moves to domination in recent years
% weight of selected sectors in most expensive quintile by P/B
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As we mentioned, both sectors have faced strong headwinds.
Financial companies, particularly the banks, have struggled for
profits over this period. The flatness of yield curves has meant
that profit margins from lending (net interest margins) have been
very low. Energy has suffered from high volatility in energy
prices and falling profit margins owing to increased competition
and rising substitution for renewable alternatives.

The rise of ESG considerations by investors has also meant that
average portfolio allocations to energy firms have been falling.
We do not see these factors changing soon.
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Technology’s rise and rise also exposes one of the key changes
in the way value investing is supposed to have worked. A
guiding principle was the idea that high profits in a sector attract
new entrants and this increased competition erodes these
profits, thus bringing stock prices back down. By contrast, lower
priced companies’ profit margins would revert to higher levels
over time, or at least the ones that survived, a process of “mean
reversion”. We can see that this has clearly not been happening
in the technology sector in the past decade — we can all count
the dominant technology companies and we also struggle to see
any proper competition to them. Equally, at the other end of the
scale, low interest rates and easy access to credit mean that
companies have remained in business for much longer than
would have been expected.

The underlying reasons here are unlikely to change soon either.

Value is not dead

So, is value investing now dead as a concept? We do not think
so for several reasons. Here are the main ones.

Recasting value investing differently

Our view is that the metrics of value investing need to be
selected differently. Selecting value stocks only using a limited
set of metrics is unlikely to be rewarding. Price to book values
have, for example, become increasingly unreliable on account of
intangibles. Up until the late 1980s, tangible assets, such as
physical equipment, machinery or buildings, dominated balance
sheets and were fully accounted for on company balance
sheets. However, since then, investment in intangible assets
has grown sharply. Intangible assets are things like brand value,
research and development or patents, all of which have varying

Past performance is no guarantee of future results.



accounting treatments and can mean that book values can be
understated. This, in turn, means that a company with large
amounts of intangible assets on the balance sheets could look
more expensive relative to its assets than is strictly accurate.
Equally, a company that is internally generating intangible
assets, such as patents and brand value, will have a much
smaller book value than one that purchases these in the market.

The aim of value investing is to find bargains — stocks that have
decent fundamentals that are currently traded at a cheap price.
In our view, it is certainly not about selecting the very cheapest
stocks regardless of the health of the company. This, of course,
lends itself to active managers that cast their nets wide, but it is
possible to reframe value investing at the index level as well.
For example, we can acknowledge that the decline in tangible
assets on balance sheets has made it more important to look at
sales or cash flow, as well as their multi-year averages to check
for stability. Some, therefore, say that price to sales or price to
cashflow ratios are better criteria for selecting value stocks.
There is logic to this, but more research is required to be more
confident of the efficacy of these alternative approaches. After
all, the MSCI value indices use the 12-month forward price to
earnings ratio and dividend yields, as well as price to book, to
weight stocks but it has still underperformed growth stocks
markedly over the past decade.

As mentioned in the valuation section above, the gap between
the valuations for growth versus value stocks has rarely, if ever,
been as wide as it is today. The forward price to earnings ratio
chart previously showed this gap but it is clear in several other
valuation metrics too — the chart below shows a 20-year history
of the price to sales ratio of the MSCI World growth index versus
the MSCI World value index.

Value versus growth valuation spread at multi-decade high
Price to sales ratio of MSCI World value divided by growth
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There are legitimate considerations as to why the valuation gap
may persist over the medium-term, but there is plenty of
evidence that such wide valuation gaps do not last into the long-
term (5-10 years). At the same time, there is a close link
between valuations and long-term returns. The potential returns
for expensive stocks are more limited than those for the
cheapest stocks and this principle will always apply in our view.
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Value’s time in the sun? Not yet

For the next year or two, we do think the prospects for value
stock outperformance look limited. Some of the conditions that
we see needing to be met for better returns are a strong
economic recovery, a steeper yield curve and/or a fall-back in
technology stocks. Given the risk of further virus waves and the
mounting economic costs, we are not optimistic for economic
strength, tighter monetary policy or substantially higher interest
rates in the coming months. This has implications for the
regional equity view. The lack of impetus for value stock
outperformance implies that US stocks are unlikely to
underperform non-US stocks over the medium-term either.
Obviously, for non-US investors, there are currency effects to
consider too, which could alter the outlook.

Looking further ahead, if conditions for a sustainable economic
recovery start to fall into place, and interest rates become less
anchored to the floor, we can see conditions in which value does
make a comeback. This is arguably some distance away. For
now, the prospects for value to start to close the gap with their
outperforming peers might instead lie in the possibility that
conditions change such that those outperforming sectors which
investors are chasing, start to fall foul of some unexpected
changes, such as tighter regulation or higher corporate taxation
for some of their high profit margin peers that investors have
sought out.

History tells us that some stocks and sectors periodically
become investor darlings, whilst others are largely ignored for
years. This means that investor favourites tend to be more
vulnerable to negative surprises such as the ones we highlight
above. On the flipside, neglected value stocks could benefit from
even small positive surprises. This is because Investors tend to
hold onto the “winners” longer than they should and to sell the
“losers” quickly as they are averse to losses of any kind. At
some point, these trends reverse and sometimes spectacularly.

Can we say that these investor biases and valuation trends have
now put the outperformers in a bubble? By extension, is it the
case now that value is so cheap that it is discounting an
unrealistically negative view of their prospects? Our view is that
we cannot, not yet anyhow.

However, trends since the COVID-19 pandemic need to be
watched. The further extension of value’s underperformance;
the fact that most retail investors and some institutional investors
are selling value; and that the range of market winners being
sought by investors is narrowing, might be creating at least
some of the conditions for a reversion at some point. All we can
say at this time is ‘not quite yet'.

For now, looking at value metrics in stocks a bit differently, and
integrating value within a multi-factor approach, may be the best
way to keep value in the investment radar. Value investing is far
from dead from a longer-term strategic viewpoint.

Past performance is no guarantee of future results.



Appendix: Index Definitions

S&P 500 Index — The market-cap-weighted index includes 500 leading companies and captures approximately 80% of available market
capitalization.

MSCI World Index - The MSCI World Index captures large and mid-cap representation across 23 Developed Markets (DM) countries. With
1,637constituents, the index covers approximately 85% of the free float-adjusted market capitalization in each country.

MSCI World Value Index - The MSCI World Value Index captures large and mid-cap securities exhibiting overall value style characteristics across
23 Developed Markets (DM) countries. The value investment style characteristics for index construction are defined using three variables: book
value to price, 12-month forward earnings to price and dividend yield.

MSCI World Growth Index - The MSCI World Growth Index captures large and mid-cap securities exhibiting overall growth style characteristics
across 23 Developed Markets (DM) countries. The growth investment style characteristics for index construction are defined using five variables:
long-term forward EPS growth rate, short-term forward EPS growth rate, current internal growth rate and long-term historical EPS growth trend and
long-term historical sales per share growth trend.

MSCI World Minimum Volatility Index — The MSCI World Minimum Volatility (USD) Index aims to reflect the performance characteristics of a
minimum variance strategy applied to the MSCI large and mid -cap equity universe across 23 Developed Markets countries. The index is
calculated by optimizing the MSCI World Index, its parent index, for the lowest absolute risk (within a given set of constraints). Historically, the index
has shown lower beta and volatility characteristics relative to the MSCI World Index.

MSCI World Momentum Index - The MSCI World Momentum Index is based on MSCI World, its parent index, which includes large and mid-cap
stocks across 23 Developed Markets (DM) countries. It is designed to reflect the performance of an equity momentum strategy by emphasizing
stocks with high price momentum, while maintaining reasonably high trading liquidity, investment capacity and moderate index turnover.

MSCI World Quality Index — The MSCI World Quality Index is based on MSCI World, its parent index, which includes large and mid-cap stocks
across 23 Developed Market (DM) countries. The index aims to capture the performance of quality growth stocks by identifying stocks with high
quality scores based on three main fundamental variables: high return on equity (ROE), stable year-over-year earnings growth and low financial
leverage. The MSCI Quality Indexes complement existing MSCI Factor Indexes and can provide an effective diversification role in a portfolio of

factor strategies.
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Contacts

Global Asset Allocation
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Retirement and Investment
Global Asset Allocation Team
+44 (0)20 7086 9605
Koray.yesildag@aon.com

Where are we in the economic cycle? What is the relative value of different asset classes?
How are technical factors, such as regulation, impacting prices?

Aon’s Global Asset Allocation team continually asks and answers questions like these. We use
insights to help clients make timely decisions.

With over 160 years of combined experience, the team is one of the strongest in UK investment
consultancy today.

Our experts analyse market movements and economic conditions around the world, setting risk
and return expectations for global capital markets.

The team use those expectations to help our clients set and,
when it is right to do so, revise their long-term investment
policies.

We believe that the medium term (1-3 years) has been
under-exploited as a source of investment performance.
Maintaining medium term views that complement our
expectations for the long term, we help our clients to
determine when to make changes to their investment
strategy.
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Legal Disclosures and Disclaimers

This document has been produced by Aon’s Global Asset Allocation Team, a division of Aon plc and is appropriate solely for institutional investors.
Nothing in this document should be treated as an authoritative statement of the law on any particular aspect or in any specific case. It should not be
taken as financial advice and action should not be taken as a result of this document alone. Consultants will be pleased to answer questions on its
contents but cannot give individual financial advice. Individuals are recommended to seek independent financial advice in respect of their own
personal circumstances. The information and opinions contained herein is given as of the date hereof and does not purport to give information as of
any other date and are subject to change due to changes in the market or economic conditions and may not necessarily come to pass. Information
contained herein is for informational purposes only and should not be considered investment advice. The delivery at any time shall not, under any
circumstances, create any implication that there has been a change in the information set forth herein since the date hereof or any obligation to
update or provide amendments hereto. The information contained herein is derived from proprietary and non-proprietary sources deemed by Aon to
be reliable and are not necessarily all inclusive. Aon does not guarantee the accuracy or completeness of this information and cannot be held
accountable for inaccurate data provided by third parties. Reliance upon information in this material is at the sole discretion of the reader.

This document does not constitute an offer of securities or solicitation of any kind and may not be treated as such, i) in any jurisdiction where such
an offer or solicitation is against the law; ii) to anyone to whom it is unlawful to make such an offer or solicitation; or iii) if the person making the offer
or solicitation is not qualified to do so. If you are unsure as to whether the investment products and services described within this document are
suitable for you, we strongly recommend that you seek professional advice from a financial adviser registered in the jurisdiction in which you reside.
We have not considered the suitability and/or appropriateness of any investment you may wish to make with us. It is your responsibility to be aware
of and to observe all applicable laws and regulations of any relevant jurisdiction, including the one in which you reside.

Aon Hewitt Limited is authorized and regulated by the Financial Conduct Authority. Registered in England & Wales No. 4396810. When distributed
in the US, Aon Investments USA Inc. (“Aon Investments”) is a registered investment adviser with the Securities and Exchange Commission (“SEC”).
Aon Investments is a wholly owned, indirect subsidiary of Aon plc. In Canada, Aon Hewitt Inc. and Aon Investments Canada Inc. (“Aon Investments
Canada”) are indirect subsidiaries of Aon plc, a public company trading on the NYSE. Investment advice to Canadian investors is provided through
Aon Investments Canada, a portfolio manager, investment fund manager and exempt market dealer registered under applicable Canadian
securities laws. Regional distribution and contact information is provided below. Contact your local Aon representative for contact information
relevant to your local country if not included below.
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