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Relative Valuations: Less Than Meets the Eye 
 

Over the past several years, small caps have trounced large caps, while value stocks have far 
outdistanced growth stocks. Signals were clearly flashing at the turning point (and had been for some time 
leading up to the second quarter of 2000):  most relative valuation metrics (for small cap versus large cap and 
value versus growth) reached extreme levels never seen before. The ratio of price-earnings (P/E) multiples 
for value stocks relative to growth stocks, for example, bottomed out at 0.28 (value P/E of 18.5, compared to 
growth P/E of 67.3), roughly 3 standard deviations below its long-term mean. Since that point, not only have 
returns for small-cap and value stocks trounced those for large-cap and growth stocks,1 but relative 
valuations have returned to levels more in line with historical averages. The P/E ratio of value stocks relative 
to growth, for example, is now 0.70, compared to a post-1978 mean of 0.66. Small caps relative to large 
caps, on the other hand, have rebounded from a relative P/E of 0.79 in the third quarter of 2000 to 1.54 at the 
end of February, compared to a historical mean of 1.22. 
 

Overall, small caps now look somewhat rich relative to large caps, while value looks slightly 
expensive relative to growth. However, the market as a whole looks overvalued and valuations continue to be 
relatively concentrated.  For example, on March 31, 2000, near the market top and right around the starting 
point for value and small-cap dominance, valuation differentials across stocks were significant, with the ratio 
of cheapest to most expensive stocks (excluding outliers) of 24.2 to 1, compared to only 8.0 to 1 today.2 
Thus, while relative valuations suggest a small overweight to growth and large caps may be sensible, we 
would caution investors against expecting a comparable degree of outperformance in the growth and large-
cap sectors relative to the significant performance differential just experienced. We continue to believe 
investors should pay less attention to capitalization and style issues than to quality, which remains 
underpriced and is likely to outperform the broad market, particularly if the current uptrend reverses. 
 
 
Sizable Issues 
 

The continued predictions of large-cap outperformance remind us of the old joke about the local 
weatherman, who is said to have predicted “ten of the last three snowstorms.” While the small-cap rally is 
certainly extended and valuations have appreciated materially, these factors alone are not sufficient to cause 
a market turn. Further, valuation disparities have historically grown more significant, and relative rallies been 
of longer duration and greater magnitude, before turning points occurred. Still, according to Merrill Lynch, 
small caps are now a full standard deviation more expensive than large caps, based on a composite of price-
to-book (P/B), price-to-sales, and P/E ratios, with data going back to 1980. Much of this appears to be 
concentrated in P/E ratios (Table A), but clearly small caps look expensive relative to large caps on a variety 
of measures. Further, small-cap earnings growth has slowed dramatically of late, particularly when compared 
to large caps, though earnings growth for both cap sectors is comparable on a year-over-year basis (Table B). 

                                                 
1 From June 2000 through February 2006, the Russell 2000® returned 51.9% (AACR of 7.7%), versus -15.9% (AACR 
of -3.0%) for the Russell Top 200®, while the Russell 3000® Value Index returned 56.2% (AACR of 8.2%), against      
-35.0% (AACR of -7.3%) for its growth counterpart. 
2 The ratio of the 95th percentile P/E to the fifth percentile P/E of stocks in the Dow Jones Total Market Index of 
roughly 1,600 stocks. 
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Nevertheless, large caps are not particularly cheap on an absolute basis (Table C). While P/E and 
P/B ratios are close to their post-1978 averages, these averages have been skewed upwards due to the 
generally high valuations persisting through a period that primarily covers the secular bull market extending 
from 1982-2000. The long-term historical average valuations for the S&P 500—a P/E of roughly 15 and a 
P/B of about 2—suggest large caps remain overvalued. (We would also note that the recent surge in mid caps 
has pushed valuations on this sector of the market higher than those of mega caps [Table D]; thus, investors 
may wish to favor very large-cap stocks [e.g., Russell Top 200®] over mid- to large-cap [Russell 1000®]). 
 

Overall, we continue to believe investors should overweight large caps (particularly mega caps), with 
an emphasis on quality, as these areas appear to offer the best risk-reward ratios on a relative basis, 
especially over the medium to long term. According to GMO, quality equities are as cheap as they have ever 
been relative to the S&P 500 as a whole (data began in 1965).3   
 
  
Value: Always in Style? 
 

Last July, GMO published a paper with the cheeky subtitle: Please Stop Listening to Your Value 
Managers. The point was that, while GMO remains a hard and fast believer in value investing, the 
overwhelming popularity of this style in recent years has pushed valuations of value stocks to levels where 
they no longer offer much (ahem) value. Indeed, since July value has continued to outperform: from August 
1, 2005 through February 28, 2006, the Russell 3000® Value Index returned 6.8%, versus 4.3% for the 
Russell 3000® Growth Index. 
 

As would be expected, value now looks expensive relative to growth, although both styles look 
expensive on a stand-alone basis (Tables E through G). Indeed, while growth stock valuations have come 
down sharply in recent years, they remain extremely elevated on an historical basis. The current P/E of 
growth stocks, for example, is 22.0, a level that prior to 1996 generally marked a top for growth stocks. In 
other words, when the bubble years are excluded, absolute valuations of growth stocks look very rich indeed. 
Also, as mentioned above, the limited time frame for which we have valuations tends to skew the averages 
upwards; thus, investors should not expect growth stocks to revert to their average mean P/E of 23.2, nor 
does the post-1978 average P/E of 14.5 likely represent a reasonable long-term mean for value stocks.4  
(Dow Jones style indices, which we feel are more representative of style, tell a similar story on valuations, 
but are even more constrained by data limitations as their history began in 1991.) 
 

We would also caution that while growth stocks are slightly less expensive than value stocks, they 
should be expected to do worse in down markets due to their higher volatility. According to GMO, since 
1960 growth stocks have had an annual volatility of 18.9%, with a beta of about 1.1 to the overall market, 
while value stocks have shown annual volatility of 15.7% and a beta of 0.9. Thus, if the secular bear market 

                                                 
3 For more details on quality, please see our October 2005 U.S. Market Comment: The Appeal of Quality. 
4 The upward bias seems to be quite significant. For the S&P 500, for example, the average P/E from 1925 to January 
2006 was 15.8, compared to 19.0 from 1979 to February 2006. 
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resumes its downward trajectory (as we expect it eventually will), growth stocks in aggregate would be 
expected to do worse than value, although more defensive, high-quality stocks would be expected to 
outperform. Indeed, since 1978 the Russell 3000® Growth Index has underperformed its value counterpart in 
70% of negative quarters for the overall index (21 out of 30). Further, growth lagged value by an average of 
6.1% in quarters when it underperformed, and led by only 2.4% during quarters when it outperformed. 
Finally, we would note that earnings for value stocks have actually been growing faster than those of growth 
stocks of late, although both have been growing at a rapid pace (Table H). Over the past 12 months, year-
over-year earnings growth for value stocks has averaged 19.9%, versus 16.2% for growth stocks. 
 
 
The Bottom Line 
 

Capitalization and style sectors of the market tend to move in cycles. Historically, the impetus for 
shifts in leadership has varied, based sometimes on changes in the economic climate, and other times on 
significant valuation disparities. For example, at year-end 1993, both growth and value stocks traded at 
approximately 1 standard deviation above their own historical means based on P/B and P/E; thus, the 
valuation of growth relative to value was at its average historical premium. In other words, valuation analysis 
alone did not present an obvious buy signal for growth, even though the Russell 1000® Growth Index 
outperformed the Russell 1000® Value Index by an average of 8.2% per year over the subsequent six years.  
Instead, the driving force for the growth bull market was a number of qualitative factors, including falling 
interest rates, a rapid increase in capital spending, and rapid technological innovations. The overriding point 
is that history is dynamic and instructive rather than simply repetitive, and relative valuations, while helpful, 
should not be relied on exclusively to identify market turning points. 

 
With value and small-cap stocks having outperformed growth and large-cap stocks, respectively, for 

nearly six years, a change in market leadership might seem to be at hand. However, despite these large 
performance gaps, and relative valuation measures that look somewhat stretched, we believe the relative 
opportunity in large-cap and growth stocks today to be somewhat limited. There is, however, a strong case to 
be made for buying quality. As noted above, quality looks quite cheap relative to the broad market, and 
should do well on a relative basis if risk aversion rises and/or liquidity is drained from the market.  
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Table A

RUSSELL EQUITY MARKET VALUATIONS:
2000® RELATIVE TO TOP 200®

December 31, 1978 - February 28, 2006

 Mean
One Standard Deviation

Source: Frank Russell Company.

Note: Return on equity is calculated by dividing the index's price-book ratio by its price-earnings ratio.  
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Price-Earnings
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Table C

EQUITY MARKET VALUATIONS:
RUSSELL TOP 200® INDEX

December 31, 1978 - February 28, 2006

 Mean
One Standard Deviation

Source: Frank Russell Company.

Note: Return on equity is calculated by dividing the index's price-book ratio by its price-earnings ratio.  
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Price-to-Earnings
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Table D

RUSSELL EQUITY MARKET VALUATIONS:
MIDCAP® RELATIVE TO TOP 200®

December 31, 1978 - February 28, 2006

 Mean
One Standard Deviation

Source: Frank Russell Company.

Note: Return on equity is calculated by dividing the index's price-book ratio by its price-earnings ratio.  
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Price-to-Earnings
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Table E

RUSSELL EQUITY MARKET VALUATIONS:
3000® VALUE RELATIVE TO 3000® GROWTH

March 31, 1979 - February 28, 2006

 Mean
One Standard Deviation

Source: Frank Russell Company.

Note: Return on equity is calculated by dividing the index's price-book ratio by its price-earnings ratio.  
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Price-Earnings
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Table F

EQUITY MARKET VALUATIONS:
RUSSELL 3000® GROWTH INDEX

March 31, 1979 - February 28, 2006

 Mean
One Standard Deviation

Source:  Frank Russell Company.

Note:  Return on equity is calculated by dividing the index's price-book ratio by its price-earnings ratio.   
659m
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Table G

EQUITY MARKET VALUATIONS:
RUSSELL 3000® VALUE INDEX

March 31, 1979 - February 28, 2006

 Mean
One Standard Deviation

Source:  Frank Russell Company.

Note:  Return on equity is calculated by dividing the index's price-book ratio by its price-earnings ratio.  
660m

2/28/06
15.4

2/28/06
2.4

2/28/06
2.2

Return on Equity (%)

11.9

14.1

9.7

0.0

2.0

4.0

6.0

8.0

10.0

12.0

14.0

16.0

18.0

1979 1984 1989 1994 1999 2004

2/28/06
14.1

<!--?@?--!>�

10

</!--?@?--!>�<!--?~?--!>�

March 2006

</!--?~?--!>�<!--?~?--!>�

U.S. Market Commentary

</!--?~?--!>�<!--?@?--!>�

A

</!--?@?--!>�



T
ab

le
 H

Y
E

A
R

-O
V

E
R

-Y
E

A
R

 E
A

R
N

IN
G

S 
G

R
O

W
T

H
 (%

) F
O

R
 T

H
E

 R
U

SS
E

L
L

 3
00

0®
 G

R
O

W
T

H
 IN

D
E

X
 

A
N

D
 R

U
SS

E
L

L
 3

00
0®

 V
A

L
U

E
 IN

D
E

X

M
ay

 3
1,

 1
99

5 
- F

eb
ru

ar
y 

28
, 2

00
6

15
.9

0
16

.4
3

-4
0.

00

-3
0.

00

-2
0.

00

-1
0.

00

0.
00

10
.0

0

20
.0

0

30
.0

0

40
.0

0

50
.0

0 19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

20
05

YoY Earnings Growth (%)

R
us

se
ll 

30
00

®
 G

ro
w

th
 In

de
x

R
us

se
ll 

30
00

®
 V

al
ue

 In
de

x

So
ur

ce
s:

  F
ra

nk
 R

us
se

ll 
C

om
pa

ny
 a

nd
 T

ho
m

so
n 

D
at

as
tre

am
. 

<!--?@?--!>�

11

</!--?@?--!>�<!--?~?--!>�

March 2006

</!--?~?--!>�<!--?~?--!>�

U.S. Market Commentary

</!--?~?--!>�<!--?@?--!>�

A

</!--?@?--!>�


