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How long can “growth” stocks outperform?
1
 

 

Despite a correction in February and the recent high price fluctuations of individual 

shares, the American Nasdaq index has recently reached a new all-time high, driven 

by the technology giants – especially the so-called FAANGs of Facebook, Amazon, 

Apple, Netflix and Google (parent company Alphabet). The strong performance of 

these “growth” stocks now brings back memories of the “dot-com bubble” at the 

turn of the millennium and poses major challenges for managers of certain invest-

ment styles. In the current corporate reporting season, fears of a bubble have in-

creased, especially after the price slumps on Facebook, Netflix and Twitter, whose 

quarterly figures and growth forecasts have failed to convince investors. Does this 

mean the end of the outperformance of "growth stocks"?   

 

Academic literature has shown that the return on an investment can be broken 

down into a risk-free interest rate plus further risk factors. Investors can collect a 

premium for these systematic risk factors. According to the “value” factor (three-

factor model by Fama-French), shares with a favourable valuation, ie, those with a 

low price/book ratio, perform better in the long term than expensive shares. 

 
In contrast to “value”, “growth” describes the opposite investment style with in-

vestments in fast-growing companies that tend to be highly valued. Growth-style 

supporters argue that above-average earnings growth also leads to an outperfor-

mance of the overall market, as corporate profits play a significant role in determin-

ing the value of the company and its shares. However, there is no uniform defini-

tion for value and growth. The index provider MSCI uses three valuation indicators 

on a sectoral basis: the future price/earnings ratio (P/E), the price/book value ratio 

(P/BV) and the ratio of enterprise value to operating cash flow (EV/CFO)2. The 

                                                           
1 This article is based on a guest commentary, published on 1 August 2018 in 
Börsen-Zeitung. 
2 MSCI Focus Factor; consulted online on 18/07/2018 
https://www.msci.com/documents/1296102/8473352/Value-
brochure.pdf/314b005a-d48d-4a61-82ab-cf9ab6ee17e7 
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The Nasdaq Index recently reached a new all-

time high. 

Investors should be remunerated for systematic 

risk factors – including the value factor. 

Within Focus we comment on extraordinary 

market events and analyse capital market 
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USA Growth Index with focus on IT and consumer discretionary 
Percentage sector weighting of the MSCI USA Value Index and the MSCI USA Growth Index as 

of 29/06/2018 

 Europe Value Index dominated by financial and energy stocks 
Percentage sector weighting of the MSCI Europe Value Index and the MSCI Europe Growth 

Index as of 29/06/2018 
 

 

 

 
Source: MSCI; as of 29/06/2018  Source: MSCI; as of 29/06/2018 

There is a clear definition of the investment 

styles “value” and “growth”. 
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MSCI indices thus try to address the pitfalls of value investing – shares that are 

(P/BV) and the ratio of enterprise value to operating cash flow (EV/CFO)3. The 

MSCI indices thus try to address the pitfalls of value investing – shares that are 

favourable because the company has problems and the share value falls accordingly 

(“value trap”). The competitor STOXX determines value versus growth based, 

among other things, on the criteria forecast P/E for the next fiscal year, expected 

profit growth in the next three to five years, current P/E, the P/B ratio and last 

year’s dividend yield4. Regardless of the differences in definition, sectors such as 

banking, oil and gas, utilities, telecommunications, cars and consumer staples are 

usually among the value sectors, while sectors such as technology, pharmaceuticals 

and media are among the growth sectors. 

 

Growth stocks have recently outperformed value stocks 
In the US, the ratio of growth to value stocks is approaching the level of 2000 

 
Source: Bloomberg, own calculations; 31/07/1975-31/07/2018  

 

In the past, the ratio of value to growth stocks has developed similarly in the US 

and Europe. At the end of the 1990s, a technology bubble developed, accompanied 

by a significant outperformance of growth stocks. At that time, many growth com-

panies had loss-making business models and extremely high valuations. As they 

were unable to realise the expected profits, the prices of technology stocks plum-

meted and the level of styles normalised. In the subsequent upswing from 2002 to 

2007, value shares performed better, driven, among other things, by the good per-

formance of the banks. Since the crash of these shares, growth shares have been 

ahead again. In Europe, this was mainly due to the weak performance of financial 

stocks and in the US to the outperformance of technology stocks. The significantly 

better price development of the US technology sector can also be explained by a 

significantly more dynamic profit development – the high profitability is also the 

difference to the technology bubble at the turn of the millennium. In recent years, 

however, investors have generally been drawn into the growth sectors searching for 

rising corporate profits, which were rare. While in the recent past, value and growth 

                                                           
3 MSCI Focus Factor; 
https://www.msci.com/documents/1296102/8473352/Value-
brochure.pdf/314b005a-d48d-4a61-82ab-cf9ab6ee17e7, consulted online on 
18/07/2018 
4 STOXX Index Methodology Guide page 88, 
https://www.stoxx.com/document/Indices/Common/Indexguide/stoxx_index_g
uide.pdf, consulted online on 18/07/2018 

0.8

0.9

1.0

1.1

1.2

1.3

1.4

1.5

1.6

1.7

1.8

1975 1980 1985 1990 1995 2000 2005 2010 2015

MSCI USA Value NR Index/ MSCI USA Growth NR Index

MSCI Europe Value NR Index/ MSCI Europe Growth NR Index

The ratio of value to growth indices fluctuates 

over time.  

The recent outperformance of growth stocks is 

driven by the technology sector.  
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stocks in Europe have performed almost equally, US growth stocks have continued 

to outperform US value stocks thanks to the technology sector. 

 

The effects of the long underperformance of value stocks are sometimes severe. 

The value risk factor no longer appears to exist, particularly in the US. Management 

approaches based on the principle of value investing have usually performed worse 

than the broad market in recent years. In particular, market-neutral strategies in the 

area of hedge funds and alternative investments have clearly lost ground, as  

expected risk premiums could not be realised for years. 

 

Goldman Sachs5 recently found that due to low inflation and investment activity, 

only 13% of European companies had recently achieved sales growth of more than 

8%. In the MSCI All Country World Index, the proportion of such companies also 

fell to a long-term low of 25%. Against this background, investors are willing to pay 

a premium for growth because it has become so rare. After the sharp rise in recent 

years, the central question now is whether the growth shares can continue to meet 

the high expectations for the development of profits. Investors' assessments of the 

company's results for the second quarter were much more differentiated in this 

respect. Alphabet and Amazon convinced the analysts with record profits. Netflix, 

Facebook and Twitter, on the other hand, were punished due to lower or slower 

growing user numbers. Their shares lost up to 20% in value the day after the quar-

terly figures. So far, with the exception of the ambitious cases of Amazon and Net-

flix, the valuations also seem justified or at least justifiable, especially as a higher 

return on equity and earnings strength justify a higher valuation of the growth 

shares. The valuation of growth stocks compared to value stocks is by far not as 

high as at the time of the dot-com bubble. However, the number of critical voices 

has increased in recent days. In conjunction with the assessment that we are in an 

advanced economic cycle with rising interest rates, this increases the relative attrac-

tiveness of value stocks. In the past, value stocks outperformed growth stocks in 

times of rising bond yields. This is partly due to the high weighting of banks and 

other cyclical sectors in value indices. At the same time, growth stocks are more 

strongly burdened by a higher discounting of earnings expectations. Europe and 

                                                           
5 Goldman Sachs Investment Research Market Outlook June 2018: „Goldilocks 
may be over but still too soon for the bears“ 

US growth stocks are usually valued higher 
The estimated price-earnings ratio (P/E) of US growth stocks is higher than that of US value 
stocks, but still far from the levels of the technology bubble at the turn of the millennium. 

 Valuation difference in Europe is high, just like in the US 
Over the past 13 years, the estimated price/earnings ratio (P/E) of growth shares in Europe 
has been consistently higher than that of value shares. 

 

 

 
Time period: 31/07/1995–31/07/2018, monthly data 
Source: Bloomberg, own calculations 

 Time period: 31/07/1995–31/07/2018, monthly data 
Source: Bloomberg, own calculations 

Because strong profit growth has become rare, 

investors are willing to pay a premium for it.  

Value stocks could benefit from rising interest 

rates.  
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Asia in particular would benefit from a shift from growth equities to value equities, 

as their sector structure has a value bias. 

 

 

 

Instead of focusing on an apparently clear separation between value and growth 

stocks and a complete change of style in investing money, investors should position 

themselves in a balanced manner and rather avoid growth companies of lower quali-

ty and selectively consider high-quality value stocks in their portfolios. After the 

long outperformance of growth stocks and the higher relative valuations, investors 

should pay more attention to high quality and an appropriate valuation when select-

ing stocks. In the long term, investors can best achieve above-average returns on 

the stock market with shares of sustainably growing companies that achieve a per-

manently high level of profitability. In an environment of rising interest rates and a 

positive economy, not only value stocks benefit. A growth portfolio of more cycli-

cal investments also benefits in such a phase, such as companies from the industrial 

goods, luxury goods or semiconductor sectors. Defensive sectors, such as stable 

consumer goods for daily use, suffer more as they do not benefit from the cyclical 

upswing and valuation is initially influenced by rising interest rates. 

 

Profit development supports US growth outperformance 
The estimated earnings per share (EPS) for the respective next financial year (as of July 31, 
1995, scaled to 100) have recently risen significantly for US growth stocks. 

 Europe's growth Index profits are growing faster 
The estimated Earnings per share (EPS) for the respective next financial year (as of July 31, 
2005, scaled to 100) rose slightly more for European growth stocks than for value stocks. 

 

 

 
Time period: 31/07/1995–31/07/2018, monthly data 
Source: Bloomberg, own calculations 

 Time period: 31/07/1995–31/07/2018, monthly data 
Source: Bloomberg, own calculations 

Investors should be flexible with regard to styles 

and should focus on quality companies.  
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IMPORTANT NOTICES 

This document is a marketing communication. The document does not constitute an investment strategy pursuant to Article 

3(1) No. 34 Regulation (EU) No 596/2014 on market abuse (market abuse regulation) nor an investment recommendations 

pursuant to Article 3(1) No. 35 Regulation (EU) No 596/2014, both provisions in connection with section 85(1) of the Ger-

man Securities Trading Act (WpHG) or a solicitation to purchase financial instruments.As a marketing communication this 

document does not meet all legal requirements to warrant the objectivity of investment recommendations and investment 

strategy recommendations and is not subject to the ban on trading prior to the publication of investment recommendations 

and investment strategy recommendations. This document is meant to give you an opportunity to get an idea of a certain 

investment. However, it is not a substitute for legal, tax or individual financial advice. 

 

Your investment objectives as well as your personal and financial situation have not been considered either. We therefore 

expressly point out that this document does not constitute personal investment advice. The document has not been revised by 

an independent audit firm nor any other independent expert. You should always make investment decisions on the basis of the 

sales documentation (key investor information, sales prospectus, the current annual report and, if applicable, the half-yearly 

report), which provide detailed comments on the opportunities and risks of the financial instrument.  

 

The statements contained in this document are based either on the company’s own sources or on publicly accessible third-

party sources, and reflect the status of infor-mation as of the date of preparation of the presentation. No consideration can be 

given to subsequently occurring changes.The information given can become incorrect due to the passage of time and/or as a 

result of legal, political, economic or other changes. We do not assume responsibility to indicate such changes and/or to 

publish an updated document. Past performance, simulations and forecasts are by no mean a reliable indicator of future 

performance and custody fees may occur which can reduce overall performance 

 

Please refer to the online glossary at www.berenberg.de/glossar for definitions of the technical terms used in this document. 
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