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After 12 years of nearly unprecedented
underperformance and one of the worst individual
months in history (August), value stocks experienced
a massive reversal relative to growth and momentum
stocks in September 2019. As a result of what looked
like interminable dismal performance of value
stocks, many investors and pundits appear to have
converged to the view that one ought to only own
stocks which have exhibited either strong or steady
earnings growth. In other words, own growth or
quality but stay away from value.
Epitomizing this new conventional wisdom is a
recently-published academic paper titled “Explaining
the Demise of Value Investing.”1 After positing
that value has underperformed not only for the
last 12 years, but rather for almost 30 years (using
a simplistic definition of value), they explain that
economic fundamentals keep ”glamour stocks”—as
they describe growth stocks—“at the top of their
industries for decades… [as] creative destruction
seems to have little effect on [them].” They finish
by knocking down four potential drivers of
“resurrection” for value and concluding with “what’s
the likelihood of this to happen, and are there many
investors who wish this to happen? We doubt it.” We
beg to differ.
Value, properly-defined, has indeed underperformed,
but by much less than what the two professors
claim (Display 1). In addition, contrary to their
assertion, value stocks are much cheaper and much
more ignored today than nearly anytime in the
past 50 years. Clearly, the economic environment
of low inflation and low rates with only modest
growth due to rolling regional crises in the past 12
years has been extremely supportive of growth and
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Display 1: Value Underperformance
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The index performance is provided for illustrative purposes
only and is not meant to depict the performance of a specific
investment. Past performance is no guarantee of future results.
See Disclosure section for index definitions.
Shading represents recessions.
Source: MSIM Global Multi-Asset Team (GMA) Analysis.
Data as of October 10, 2019.
* S&P 1500 adjusted for sector composition. 2
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momentum stocks relative to value stocks (particularly as the
high momentum cohort has included an increasing proportion
of defensive stocks). The more recent fears of global recession
and Japanification have amplified the attractive attributes
of growth and momentum stocks. However, any shift in the
macroeconomic environment towards greater stability and
normalization of inflation or, counterintuitively, towards
recession, would likely cause value stocks to look more attractive
versus growth and momentum stocks, particularly given recent
underperformance and current extreme undervaluation.
Below, we make the case for why we believe that value stocks are
poised for outperformance in the medium term.
Value stocks have been underperforming for over a decade in
the U.S. relative to growth and momentum stocks and in the
eurozone relative to quality stocks. Traditional indices such as
the Russell 1000 Value and Growth Indices show that value
stocks underperformed growth stocks by -41% from July 2006
to August 2019. Value stocks as defined by the Global MultiAsset (GMA) team are adjusted for sector composition and,
as a result, underperformed growth stocks by somewhat less
(-24%) and starting later (January 2017), though we note that
this underperformance is the worst stretch for value stocks in
55 years of data (Display 1). In the eurozone value stocks (as
defined by GMA) have underperformed quality stocks by 34%
since 2009.2

Display 2: Biggest Momentum Run Since 1999 and GFC
S&P 1500 High vs. Low Price Momentum Stocks: Six Month Total
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The index performance is provided for illustrative purposes only and is not
meant to depict the performance of a specific investment. Past performance
is no guarantee of future results.
Source: MSIM Global Multi-Asset Team Analysis. Data as of October 15, 2019.

Valuation and Sentiment:
•

Value’s dismal performance relative to growth culminated in
the biggest six-month run for momentum stocks since the early
2000s (Display 2). August 2019 was the biggest month for
momentum since June 2008, and December 1999 before that.
Interestingly, during that stretch, growth stocks made up a
historically high share (roughly 50%) of the momentum stock
group. A similar phenomenon occurred in the eurozone where
quality stocks made up nearly 40% of the momentum stock
group, also a historical extreme.3
Our studies show that historically, extreme outperformance of
momentum has led to subsequent underperformance relative to
value of 7% over the following three months and 14% over 12
months with a 100% hit rate since 1965. Much of the first 7%
underperformance of U.S. momentum vs. value stocks occurred
in the week beginning 9 September. However, our work shows
that episodes of sharp momentum underperformance tend to
lead to continued value vs. growth outperformance: of the 13
extreme momentum reversals in the U.S. since 1965, value has
continued to outperform growth over the next 12 months 77%
of the time, with a median additional return vs. growth of 19%.
And when the reversal is preceded by extremely high relative
valuations (as the recent one was), the subsequent 12-month
underperformance of momentum vs. value stocks is even more
pronounced (~35-45% over 12 months) and occurs in nearly
two in three instances.4

1980

	
Valuation:
Value stocks (as defined by GMA) are trading
at 9.4x 12-month forward price-to-earnings, compared
to 19.6x for momentum stocks and 34.2x for growth
stocks in the U.S. Value stocks are trading 27% below
their historical discount to momentum stocks and 36%
below their historical discount to growth stocks (Display
3). Since 1990, value stocks have only been cheaper 4%
and 6% of the time, respectively. In Europe, value stocks
are trading at 9.0x 12-month forward earnings, 21%
below their historical discount to quality stocks.
From this level of discount in the past, value stocks have
subsequently returned 30% over the next 12 months vs.
momentum stocks and 15-20% vs. growth and quality
stocks, with some periods exceeding 40%.

•
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Sentiment:
Consensus expectations for relative earnings
growth over the long term have reached an extreme. U.S.
growth and momentum stocks earnings are expected
by analysts to outgrow the earnings of value stocks by
approximately 8% per annum for the next three to five
years. Expectations for such earnings per share (EPS)
outperformance have only been higher 2-4% of the time
since 1985.
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Display 3: U.S. Value Stocks Trading at Near Record
Discount to Growth and Momentum Stocks

history (and the lowest bond yields in 5,000 years of recorded
history),5 and fears of a global recession driven by a potential
trade war with China and deteriorating economic data, as global
manufacturing PMIs reached near-recession levels. But as we
look forward over the next one to two years, it appears that
the U.S. economy will avoid a recession: housing activity has
rebounded to cycle highs and the insured unemployment rate
hit a new low of 1.1% in September.6 In addition, inflation is
likely to rebound to 2% as one-off deflationary factors fade. As a
result, the Fed is likely to pause after one last rate cut and bond
yields are likely to stabilize and even rebound. ‘Japanification’ is
pushed off for another year.
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The index performance is provided for illustrative purposes only and is not
meant to depict the performance of a specific investment. Past performance
is no guarantee of future results.
* S&P 1500 adjusted for sector composition.
Source: MSIM Global Multi-Asset Team Analysis. Data as of October 10, 2019.

Fundamental/Macro Drivers: The environment of the past few
years has been a ‘perfect storm’ for value stocks:
•

	 yield curve began a 200 basis point flattening in
The
December 2016 as the Fed executed its second rate hike
in a two-year, 200 basis point tightening cycle.

•

	
U.S.
economic growth, juiced by the 2018 tax cuts,
began to slow from very strong levels in the second half
of 2018 and was further impacted by the implementation
of tariffs on Chinese imports by the U.S.

•

	
Inflation
continued to miss forecasts and reached a
recent low of 1.5%, driven by slowing economic growth,
a stronger dollar and a steady flow of ‘one-off’ negatives.

Each of these conditions created headwinds for value stocks,
which typically have less duration and more economic growth
sensitivity than growth stocks, and were starting from expensive
relative valuations in the first quarter of 2017.
At the nadir in August, value stocks were facing the possibility
of 125 basis points of rate cuts, the lowest 30-year yield in

While value stocks typically perform best in accelerating
growth and inflation environments with steepening yield
curves, stabilization of these macro drivers should, in our view,
be sufficient to drive a cyclical rebound in value stocks over
the next year (+15-20% relative outperformance), given recent
underperformance and current extreme undervaluation. A
more durable regime shift in favor of value stocks—supported
by an extension of the current economic expansion for another
one to three years and/or the revival of inflation and thus
higher interest rates—could lead to even more significant
outperformance. In prior value cycles, value stocks have
outperformed growth stocks by 100% or more over five to ten
years. This is not our base case, though starting valuations
indicate that this scenario has a not insignificant probability of
occurring.
The biggest macro risks to our case are: 1) Those that would lead
to a deeper slowdown/ recession. Some potential catalysts for
this would include Chinese growth continuing to slip, slowing
U.S. profits hurting corporate sentiment, and the trade war
with China re-escalating. 2) A Japanification scenario. Some
potential catalysts for this include ineffective monetary policy
being unable to prevent weaker growth and lower inflation,
and new lows in U.S. bond yields. These could lead to a
further potentially parabolic rally in growth and momentum
stocks (similar to this year— culminating in August 2019-like
performance). The biggest micro risk is continued gains by
‘disrupters’—funded by easy money and the allure of owning the
next Amazon (or Google or Facebook), at the expense of
disrupted companies—could lead to further outperformance of
growth stocks over value.
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RISK CONSIDERATIONS
There is no assurance that a portfolio will achieve its investment
objective. Portfolios are subject to market risk, which is the
possibility that the market values of securities owned by the
portfolio will decline and that the value of portfolio shares may
therefore be less than what you paid for them. Accordingly,
you can lose money investing in this portfolio. Please be aware
that this portfolio may be subject to certain additional risks.
In general, equity securities’ values fluctuate in response to
activities specific to a company. Investments in foreign markets
entail special risks such as currency, political, economic, and
market risks. The risks of investing in emerging market
countries are greater than risks associated with investments
in foreign developed countries. Fixed-income securities are
subject to the ability of an issuer to make timely principal
and interest payments (credit risk), changes in interest rates
(interest-rate risk), the creditworthiness of the issuer and general
market liquidity (market risk). In the current rising interest-rate
environment, bond prices may fall and may result in periods
of volatility and increased portfolio redemptions. Longerterm securities may be more sensitive to interest rate changes.
In a declining interest-rate environment, the portfolio may
generate less income. Mortgage- and asset-backed securities
(MBS and ABS) are sensitive t early prepayment risk and a
higher risk of default and may be hard to value and difficult
to sell (liquidity risk). They are also subject to credit, market
and interest rate risks. Certain U.S. government securities
purchased by the Portfolio, such as those issued by Fannie Mae
and Freddie Mac, are not backed by the full faith and credit of
the United States. It is possible that these issuers will not have
the funds to meet their payment obligations in the future. The
issuer or governmental authority that controls the repayment of
sovereign debt may not be willing or able to repay the principal
and/ or pay interest when due in accordance with the terms of
such obligations. Investments in foreign markets entail special
risks such as currency, political, economic, and market risks.
The risks of investing in emerging market countries are greater
than risks associated with investments in foreign developed
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countries. Real estate investment trusts are subject to risks
similar to those associated with the direct ownership of real
estate and they are sensitive to such factors as management skills
and changes in tax laws. Restricted and illiquid securities may
be more difficult to sell and value than publicly traded securities
(liquidity risk). Derivative instruments can be illiquid, may
disproportionately increase losses and may have a potentially
large negative impact on the Portfolio’s performance. Trading
in, and investment exposure to, the commodities markets may
involve substantial risks and subject the Portfolio to greater
volatility. Nondiversified portfolios often invest in a more
limited number of issuers. As such, changes in the financial
condition or market value of a single issuer may cause greater
volatility. By investing in investment company securities, the
portfolio is subject to the underlying risks of that investment
company’s portfolio securities. In addition to the Portfolio’s fees
and expenses, the Portfolio generally would bear its share of the
investment company’s fees and expenses. Subsidiary and Tax
Risk The Portfolio may seek to gain exposure to the commodity
markets through investments in the Subsidiary or commodity
index-linked structured notes. The Subsidiary is not registered
under the 1940 Act and is not subject to all the investor
protections of the 1940 Act. Historically, the Internal Revenue
Service (“IRS”) has issued private letter rulings in which
the IRS specifically concluded that income and gains from
investments in commodity index-linked structured notes or a
wholly-owned foreign subsidiary that invests in commoditylinked instruments are “qualifying income” for purposes of
compliance with Subchapter M of the Internal Revenue Code
of 1986, as amended (the “Code”). The Portfolio has not
received such a private letter ruling, and is not able to rely on
private letter rulings issued to other taxpayers. If the Portfolio
failed to qualify as a regulated investment company, it would
be subject to federal and state income tax on all of its taxable
income at regular corporate tax rates with no deduction for any
distributions paid to shareholders, which would significantly
adversely affect the returns to, and could cause substantial losses
for, Portfolio shareholders.
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FOOTNOTES
Lev, Baruch; Srivastava, Anup. “Explaining the Demise of Value Investing”
(August 25, 2019). SSRN: https://ssrn.com/abstract=3442539 or http://
dx.doi.org/10.2139/ssrn.3442539
2
Value vs. growth stocks are defined by the GMA team simply as the
cheapest stocks, using five value factors, relative to the most expensive
stocks on a sector-neutral basis (i.e. the same percentage of names in tech
and financials as the overall market, but within each sector, the cheapest
stocks are bought and the most expensive ones are sold; in the U.S. each
stock in the cohort is given equal weight, in Europe, market capitalization
weights are used). Eurozone Quality stocks are defined similarly, using
Return on Equity as the criteria for quality.
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DEFINITIONS
The Russell 1000® Growth Index measures the performance of the large-cap
growth segment of the U.S. equity universe. It includes those Russell 1000®
Index companies with higher price-to-book ratios and higher forecasted growth
values. The Russell 1000® Index is an index of approximately 1,000 of the
largest U.S. companies based on a combination of market capitalization and
current index membership.
The Russell 1000® Value Index is an index that measures the performance
of those Russell 1000 companies with lower price-to-book ratios and lower
forecasted growth values.
The S&P 500 Total Return Index is an index that consists of 500 stocks chosen
for market size, liquidity and industry group representation. The S&P Index is
a market value weighted index with each stock’s weight proportionate to its
market value. The S&P Index is one of the most widely used benchmarks of U.S.
equity performance. The performance of the S&P Index does not account for
any management fees, incentive compensation, commissions or other expenses
that would be incurred pursuing such strategy. Total return provides investors
with a price-plus-gross cash dividend return. Gross cash dividends are applied
on the ex-date of the dividend.

Charts and graphs provided herein are for illustrative purposes only.
Past performance is no guarantee of future results.
This communication is not a product of Morgan Stanley’s Research Department
and should not be regarded as a research recommendation. The information
contained herein has not been prepared in accordance with legal requirements
designed to promote the independence of investment research and is not subject
to any prohibition on dealing ahead of the dissemination of investment research.
The indexes are unmanaged and do not include any expenses, fees or sales
charges. It is not possible to invest directly in an index. Any index referred to
herein is the intellectual property (including registered trademarks) of the
applicable licensor. Any product based on an index is in no way sponsored,
endorsed, sold or promoted by the applicable licensor and it shall not have any
liability with respect thereto.
There is no guarantee that any investment strategy will work under all market
conditions, and each investor should evaluate their ability to invest for the longterm, especially during periods of downturn in the market. Prior to investing,
investors should carefully review the strategy’s / product’s relevant offering
document. There are important differences in how the strategy is carried out
in each of the investment vehicles.

1

IMPORTANT DISCLOSURES
The views and opinions are those of the author as of the date of publication and
are subject to change at any time due to market or economic conditions and may
not necessarily come to pass. Furthermore, the views will not be updated or
otherwise revised to reflect information that subsequently becomes available
or circumstances existing, or changes occurring, after the date of publication.
The views expressed do not reflect the opinions of all portfolio managers at
Morgan Stanley Investment Management (MSIM) or the views of the firm as
a whole, and may not be reflected in all the strategies and products that the
Firm offers.
Forecasts and/or estimates provided herein are subject to change and may
not actually come to pass. Information regarding expected market returns and
market outlooks is based on the research, analysis and opinions of the authors.
These conclusions are speculative in nature, may not come to pass and are not
intended to predict the future performance of any specific Morgan Stanley
Investment Management product.
Certain information herein is based on data obtained from third party sources
believed to be reliable. However, we have not verified this information, and
we make no representations whatsoever as to its accuracy or completeness.
This material is a general communication, which is not impartial and all information
provided has been prepared solely for information purposes and does not
constitute an offer or a recommendation to buy or sell any particular security
or to adopt any specific investment strategy. The information herein has not
been based on a consideration of any individual investor circumstances and is
not investment advice, nor should it be construed in any way as tax, accounting,
legal or regulatory advice. To that end, investors should seek independent legal
and financial advice, including advice as to tax consequences, before making any
investment decision.

Ibid.
MSIM Global Multi-Asset Team analysis; Haver, Bloomberg.
5
Homer, Sidney; Sylla, Richard. A History of Interest Rates. 2005. Hoboken,
NJ: John Wiley & Sons, Inc.
6
The insured unemployment rate is the number of people currently
receiving unemployment insurance as a percentage of the labor force.
(Source: Federal Reserve Bank of St. Louis. “Labor Market Slack and the
Insured Unemployment Rate.” Last modified November 3, 2015. https://
www.stlouisfed.org/on-the-economy/2015/november/labor-market-slackinsured-unemployment-rate)
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United Kingdom: Morgan Stanley Investment Management Limited is authorised
and regulated by the Financial Conduct Authority. Registered in England.
Registered No. 1981121. Registered Office: 25 Cabot Square, Canary Wharf, London
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Eidgenössische Finanzmarktaufsicht (“FINMA”). Registered with the Register
of Commerce Zurich CHE-115.415.770. Registered Office: Beethovenstrasse
33, 8002 Zurich, Switzerland, Telephone +41 (0) 44 588 1000. Facsimile Fax:
+41(0) 44 588 1074.
Hong Kong: This document has been issued by Morgan Stanley Asia Limited for
use in Hong Kong and shall only be made available to “professional investors”
as defined under the Securities and Futures Ordinance of Hong Kong (Cap 571).
The contents of this document have not been reviewed nor approved by any
regulatory authority including the Securities and Futures Commission in Hong
Kong. Accordingly, save where an exemption is available under the relevant law,
this document shall not be issued, circulated, distributed, directed at, or made
available to, the public in Hong Kong. Singapore: This document should not be
considered to be the subject of an invitation for subscription or purchase, whether
directly or indirectly, to the public or any member of the public in Singapore
other than (i) to an institutional investor under section 304 of the Securities and
Futures Act, Chapter 289 of Singapore (“SFA”); (ii) to a “relevant person” (which
includes an accredited investor) pursuant to section 305 of the SFA, and such
distribution is in accordance with the conditions specified in section 305 of the
SFA; or (iii) otherwise pursuant to, and in accordance with the conditions of, any
other applicable provision of the SFA. This material has not been reviewed by
the Monetary Authority of Singapore. Australia: This publication is disseminated
in Australia by Morgan Stanley Investment Management (Australia) Pty Limited
ACN: 122040037, AFSL No. 314182, which accept responsibility for its contents.
This publication, and any access to it, is intended only for “wholesale clients”
within the meaning of the Australian Corporations Act. Japan: For professional
investors, this document is circulated or distributed for informational purposes
only. For those who are not professional investors, this document is provided in
relation to Morgan Stanley Investment Management (Japan) Co., Ltd. (“MSIMJ”)’s
business with respect to discretionary investment management agreements (“IMA”)
and investment advisory agreements (“IAA”). This is not for the purpose of a
recommendation or solicitation of transactions or offers any particular financial
instruments. Under an IMA, with respect to management of assets of a client,
the client prescribes basic management policies in advance and commissions
MSIMJ to make all investment decisions based on an analysis of the value, etc.
of the securities, and MSIMJ accepts such commission. The client shall delegate
to MSIMJ the authorities necessary for making investment. MSIMJ exercises the
delegated authorities based on investment decisions of MSIMJ, and the client shall
not make individual instructions. All investment profits and losses belong to the
clients; principal is not guaranteed. Please consider the investment objectives
and nature of risks before investing. As an investment advisory fee for an IAA
or an IMA, the amount of assets subject to the contract multiplied by a certain
rate (the upper limit is 2.16% per annum (including tax)) shall be incurred in
proportion to the contract period. For some strategies, a contingency fee may
be incurred in addition to the fee mentioned above. Indirect charges also may be
incurred, such as brokerage commissions for incorporated securities. Since these
charges and expenses are different depending on a contract and other factors,
MSIMJ cannot present the rates, upper limits, etc. in advance. All clients should
read the Documents Provided Prior to the Conclusion of a Contract carefully
before executing an agreement. This document is disseminated in Japan by
MSIMJ, Registered No. 410 (Director of Kanto Local Finance Bureau (Financial
Instruments Firms)), Membership: the Japan Securities Dealers Association, The
Investment Trusts Association, Japan, the Japan Investment Advisers Association
and the Type II Financial Instruments Firms Association.

U.S.:
A separately managed account may not be suitable for all investors. Separate
accounts managed according to the Strategy include a number of securities
and will not necessarily track the performance of any index. Please consider
the investment objectives, risks and fees of the Strategy carefully before
investing. A minimum asset level is required. For important information about
the investment manager, please refer to Form ADV Part 2.

Please consider the investment objectives, risks, charges
and expenses of the funds carefully before investing. The
prospectuses contain this and other information about the funds.
To obtain a prospectus please download one at morganstanley.
com/im or call 1-800-548-7786. Please read the prospectus
carefully before investing.
Morgan Stanley Distribution, Inc. serves as the distributor for
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