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Value stocks have been unloved for so long that it’s getting difficult to 

remember why anyone ever wanted them. From a portfolio construction 

standpoint, their unpopularity doesn’t change their appeal. From a stock 

picker’s standpoint, it makes them interesting.

Value defined
When we talk about value stocks, we’re typically referring to companies 

that have fairly well-established and stable business models. However, 

because they are well established, their prospects for high rates of profit 

growth are low. Value companies tend to be priced based on their near-

term ability to maintain or improve upon current levels of profitability, as 

opposed to a more speculative assessment of the potential for future 

profits. They also tend to have attractive dividend yields. The fortunes 

of value stocks tend to be highly sensitive to the business cycle and, 

therefore, to changes in the strength of the underlying economy. For 

example, the financials and energy sectors contain a number of value 

stocks.

For value investors, the potential for compensation (in the form of near-

term profits and dividends) tends to be more front-loaded, relative to 

growth-oriented stocks. This also means that value stocks are typically 

less sensitive to interest rates, as discount rates have less impact on 

nearer-term cash flows than longer-term cash flows. In a relative sense, 

low or falling interest rates may be bad for value stocks. By contrast, 

growth stocks with typically lower dividend yields that are priced 

according to their potential for generating profits in the distant future 

will often be far more sensitive to interest-rate moves. This is analogous 

to comparing a high-coupon bond (value stocks) to a low-coupon bond 

(growth stocks). All else equal, the high-coupon bond, with its more 

front-loaded compensation, will have less interest-rate sensitivity (or 

duration, in fixed-income terminology) than the low-coupon bond whose 

compensation is more back-loaded.

Snapshot

›› Despite the well documented strong 
long-term performance of value stocks, 
they have been a rather unpopular 
investment for more than a decade.

›› This doesn’t change our belief that value 
stocks are a necessary element of a well-
diversified portfolio.

›› Our research indicates that value stocks 
may provide additional diversification 
versus fixed income as the two assets 
generally move in different directions 
when interest rates start rising.

Value Stocks: Popular? No. 
Necessary? Yes.
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Interest rates and value stocks
The current environment, with interest rates at historically low levels around the world—

even negative throughout much of Europe and Japan—has provided a strong tailwind 

for growth-oriented sectors such as technology and consumer discretionary. While value 

stocks have not performed quite as strongly, they have still performed quite well overall. 

Exhibit 1 shows a long-term perspective on the relationship between interest rates and 

the relative performance of value stocks versus growth stocks. The historical record 

generally corroborates the idea that falling or low interest rates create a favourable 

environment for growth stocks, which puts value stocks at a relative disadvantage.

Exhibit 1: Value Historically Outperforms when Yields are High
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■ MSCI U.S. Value versus MSCI U.S. Growth, relative performance (LHS)
■ 10-Year U.S. Treasury Yield (RHS) 

Source: Federal Reserve Board, S&P, SEI 
Data from 1/1/1975 through 30/8/2019.

Historically, a trough in interest rates has resulted in the relative outperformance 

of growth over value, but also has signalled the start of a period of rising rates and 

of value outperforming growth. Rising rates have also historically challenged the 

performance of fixed-income assets. As such, a portfolio that has significant exposure 

to value stocks, as opposed to a more simplistic market-capitalisation-weighted equity 

exposure, may provide improved diversification versus fixed-income assets. Exhibit 

2 shows this potential benefit by highlighting the positive correlation of the relative 

performance of financial stocks (a proxy for value stocks) and technology stocks (a 

proxy for growth stocks) versus the yield spread between 10-year Treasury bonds and 

3-month Treasury bills. Because yields and prices move in an inverse manner, this 

demonstrates a negative correlation for the performance of value stocks versus fixed 

income. Negative correlations between investments are the most powerful implements 

of diversification.

Exhibit 2: Value Stocks may Diversify versus Growth Stocks and Fixed-Income
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■ S&P 500 Financials Sector vs S&P 500 Technology Sector (LHS)
■ Ten-Year Treasury Bond Yield Minus Three-Month Treasury Bill Yield (RHS) 

Source: Federal Reserve Board, S&P, SEI 
Data from 1/1/11 to 16/9/19.
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results.
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We still believe in value regardless of interest rates
Over long periods of time, equity portfolios with a focus on favourable valuation 

characteristics have demonstrated a clear trend toward positive excess returns. Stock 

selection on the basis of valuation measures has been well documented as a source of 

excess returns. Having this sort of exposure or positioning within your equity portfolio 

makes sense on its own merits, but it becomes even more attractive when combined 

with the potential ancillary benefit of additional diversification versus fixed-income 

exposure. In our view, this diversification benefit is particularly worthwhile at a time 

when interest rates are near all-time lows.

Exhibit 3: Long-Term Performance of Value
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Note: “High Minus Low” (HML) factor from the Fama/French 3 Factor Model. HML is the average return of the value portfolios 
minus the average return of the growth portfolios. See Fama and French, 1993, “Common Risk Factors in the Returns on Stocks 
and Bonds,” Journal of Financial Economics, for a complete description of the factor returns. Data from January 1935 through 
July 2019; as of 9/19/2019.

Conclusion
Today, value stocks are trading at historically low valuations versus their growth 

peers. This makes them attractive. While it doesn’t guarantee the timing of potential 

outperformance, it provides a logical reason to invest in them. Performance and 

valuation aside, the tenets of diversification remain intact. It is impossible to say with 

complete certainty which asset class will outperform in a given period. Accordingly, in 

our view, value stocks should continue to have a place in a diversified portfolio.


