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INVESTMENTNEWSLETTER
A look at the recent history of, and
outlook for, the value premium.

IS THE VALUE FACTOR
REALLY DEAD?
NOVEMBER 2018
OBS Financial

The “value premium” is the higher return historically
earned by value stocks over growth stocks. Why
would this be? Because investors are human, and
humans are . . . human!
Most humans love exciting stories about stocks
– the next super drug, cell phone, or electric car,
They also hate disappointment, underperformance,
and failure. Stocks that have disappointed, or are
not expected to out-perform, are shunned beyond
what is warranted by their financial performance. As
a result, exciting stocks get overvalued, and boring
stocks get undervalued. Over the long-term, buying
exciting overvalued - “growth” - stocks underperforms
buying boring, undervalued - “value” - stocks. It’s what
humans do!
Since being popularized as a cornerstone factor of
prudent investing, value has attracted wide interest
from investors. Whether for a portfolio, an exchangetraded fund (ETF), or an equities sub-index, the value
factor has earned headliner billing in the factor-based
investing discussion.
Lately, after the global financial crisis of 2008, it has
been widely rumored that the value premium is all but
deceased. All factors experience cyclical patterns of
returns, so it isn’t surprising to see value recede with
the crisis. Yet a continued, and lengthy, slide has raised
alarm bells, especially relative to the performance
of growth, a “rival” factor. Having some large-cap
stocks soar towards $1 trillion valuations is a highly
visible representation of how growth has become the
market’s favored factor.
But is the value factor really dead Unlikely. Could
it be in a sustained period of underperformance?
Possibly. Can trends reverse in a relative instant?

Absolutely. Might factors - other than pure value - be
having an effect? Let’s review.
Value and growth performance diverge
Value investing seeks excess returns from stocks
or other assets that are undervalued relative to their
intrinsic value -- their current market prices are low
relative to the future cash returns they are expected
to provide or less than the net asset value of their
balance sheet.
We can’t predict exactly what future cash returns
will be. So, how can we identify a value stock? One
measure is the price-to-book ratio. A company might
be trading low, relative to the accounting-based value
of its assets minus its liabilities, over the short-term,
but may remain fundamentally strong. Value investors
seek to buy such lower valued stocks that therefore
appear to offer less risk and are expected to rebound.
Opposite principles are at play in growth investing
strategies. The growth factor appears in stocks
that may be relatively higher priced compared to
traditional measures of intrinsic value, but appear to
offer a greater capacity for capital appreciation based
on high expectations for earnings or revenue and unit
growth that will hopefully produce future earnings
growth. Growth stocks tend to be more expensive
relative to book value, current earnings, and other
standard measures and therefore may involve greater
risk, but they also offer a chance at a big upside. Think
of the FAANG stocks today (Facebook, Apple, Amazon,

Netflix, Google – at least prior to their drawdown in
October / November 2018).

over 5,8002 percent or less than half the cumulative
wealth of value including reinvesting dividends and no
taxes.

The performance of these and other potentially
high earnings growth stocks has led growth-focused
Exhibit 2. Growth of Wealth
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indexes to rise well above value indexes. In the trailing
1/1975 - 10/2018, Currency USD
12-months through September 2018, the Russell 1000
Growth gained 26.3 percent, while the Russell
1000 Value mustered 9.5 percent. That variance
was also present in the Russell 2000 Growth and
Value index returns (21 percent and 9.3 percent,
respectively) and the Russell 3000 (25.9 percent
and 9.5 percent). This value underperformance is
seen in the longer term as well, with the Russell
1000 Value trailing Growth over the last 10 years,
9.8 percent to 14.3 percent, respectively.
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The recent performance gap can also be seen in
a comparison of rolling three-year relative returns
for the MSCI World Value and Growth indexes.
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Exhibit 1. The Value Challenge

Hold off on the last rites
It’s this post-recession flatlining that has many
adherents fearing the potential demise of the value
factor. Recent results may justify a mood of doom
and gloom, but it’s worth bearing in mind that value
has proven itself dating back to the 1930s, weathering
periods of underperformance and emerging on the
other side to lead the next market cycle. Cumulative
performance of the MSCI World Value Index (gross of
dividends) since its 1975 inception through September
2018 has approached 12,500 percent! In that time, the
MSCI World Growth (gross of dividends) has gained
1
2
3

2

$1. Performance includes reinvestment of dividends and capital gains.

Further, there are myriad factors that could
belie the actual current performance of the value
premium. A just rejoinder to the comparison of
recent value and growth index performance is that
over and under exposure to technology stocks is
largely to blame. Almost a quarter of the Russell 1000
Growth is comprised of five companies: Alphabet
(Google), Amazon, Apple, Facebook, and Microsoft.3
Overweighting of technology stocks that have boomed
has had an outsized effect on the rise of growth
indexes, while underweighting of tech in value indexes
has limited the beneficial impact. Indeed, the higher
concentration of financial stocks that is seen in value
indexes was a drag on performance through the
recession and years after. The technology sector is
where revenue growth has exceeded expectations
for almost a decade; however, that growth isn’t
guaranteed to continue, and the earnings of financial
stocks could well surge if Fed policy continues to push
interest rates higher.
Looking back, it wasn’t that long ago that value was
edging out growth – at least over the shorter term.
In calendar year 2016, the Russell 1000 Value index
outperformed its growth counterpart by over ten
percentage points (17.3% vs. 7.1%) while the Russell
2000 Value index returned 31.7% - or over twenty
percentage points more than the 11.3% return of

https://pointofview.northerntrust.com/the-value-factor-isnt-dead-just-misapplied-224dde2049f2
Dimensional Funds Returns 2.0 available for Dimensional Advisors only
https://www.bloomberg.com/opinion/articles/2018-03-14/growth-and-value-stock-indexing-are-both-broken
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the Russell 2000 Growth index2. Surprisingly, much
of Value’s return occurred post-election as markets
priced in anticipated pro-growth initiatives (Russell
2000 Value rose nearly 18% in two months), but since
January 2017 growth, across all U.S. capitalization
sizes, has been vastly outperforming value as indicated
in the below chart.
Exhibit 3. Growth of Wealth
1/2017- 9/2018, Currency USD
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influences can sometimes marginalize or overwhelm
whatever premium is actually earned from value.
Northern Trust, using MSCI World Index data,
isolated factor performance and found value actually
outperformed from 2008 to 20181. Yet it wasn’t the
only factor that produced superior returns during
the decade: Momentum registered returns ahead
of value, while quality wasn’t far behind value. The
problem that some value premium strategies could
encounter is that the value factor
has relatively inverse relationships
Russell 1000 Growth
Index
to quality and momentum, which
would limit the presence of such
Russell Midcap
Growth Index
factor-themed investments in a valuefocused portfolio. Further, Northern
Russell 2000 Growth
Index
Trust analysis found that negative
momentum bias and negative quality
Russell 1000 Value
bias combined to detract from
Index
excess returns nearly as much as
the value premium added to them in
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Index
performance of the MSCI Value Index
compared to the MSCI World Index.
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Another oversight that value-based
strategies may reflect is in focusing
solely on the value factor in equities.
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guarantee of future results. Graph represents a hypothetical investment of $1. earnings and price-to-sales make quantifying value in
Performance includes reinvestment of dividends and capital gains.
equities an easier task. However, value can be found
elsewhere. This is the argument that researchers
Cutting out other subfactors clarifies the value
from the University of Lisbon and London School
premium. Causeway Capital used a model that isolated of Economics and Political Science made in a paper
returns attributable to the overall market and returns
examining value premia across asset classes.5 The
attributable to a style (i.e. factor-based investing),and
writers said the value factor can also be measured,
found “pure value” investing has returned twice that
expressed, and manifested in currencies, global
of “pure growth” investing since 1991. Stripping away
government bonds, and commodities similar to how it
the overall market shows that except for a brief period appears in equities.
during the tech bubble, value has consistently bested
growth.4
Capturing the value dimension
The growing view on investment news outlets and
All value strategies may not be optimum
social media posts may be that the value premium
Another factor to consider -- value investing can
is history. The research we cited, however; finds the
take many forms, and employ many different tools
opposite. Investors must also consider the time
and instruments designed to reflect and capture the
frame. Recency bias can have a distorting effect, but
value factor.
separate Northern Trust research estimated the value
factor had a usual cycle of 47 months, the secondBesides the sector exposure asymmetry in indexes
longest of all factors analyzed.6 So even if it currently
described earlier, value-based strategies have also
feels like an endless valley for value proponents, the
been shown to result in over- or under-weightings
value premium could very well be preparing to scale
in other areas, whether due to sectors, competing
the upcoming peak.
factors, or asset type. The net effect is that these
0.90
Dec/16

Feb/17

Apr/17

Jun/17

Aug/17

Oct/17

Dec/17

Feb/18

Apr/18

Jun/18

Aug/18

Russell data copyright © Russell Investment Group 1995-2018, all rights reserved.

4
https://www.causewaycap.com/wp-content/uploads/2018/02/201802-TheCompellingCaseforValue-1.pdf
5
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3054017
6
https://www.northerntrust.com/documents/white-papers/asset-management/factor-investing-not-which-but-when.pdf?bc=25409663
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Knowing that the value premium endures, but due
to its recent significant underperformance it is underrepresented in portfolios, should alert investors to a
different problem than the death of the value factor.
Instead, the challenge is to discern offerings and
allocations that best reflect value investing, but also
consider the various other factors and market effects
at play.
Appreciating the impact of these dimensions
and capturing their premium is at the core of the
Dimensional Fund Advisors mutual fund building

blocks currently used by OBS Financial. By
constructing equity portfolios that focus on the
value, size, and profitability factors across the global
investment opportunity set, OBS can implement
factor-based investing principles and blend them
effectively with risk management, diversification, and
fixed income volatility dampening strategies designed
to capture the various forms of factor performance
that markets have historically made available over
time.

THE FLAT-OUT TRUTH
NOVEMBER 2018
Dimensional Fund Advisors

What is a yield curve, and why are stock investors interested in its shape?
A yield curve gives a snapshot of how yields vary across bonds of similar credit quality, but different
maturities, at a specific point in time. For example, the US Treasury yield curve indicates the yields of US
Treasury bonds across a range of maturities. Bond yields change as markets digest news and events around the
world, which also causes yield curves to move and change shape over time.
Exhibit 1 includes snapshots of the US Treasury yield curve on the last trading day of September for the last
three years. Rates across the entire curve have generally moved higher since 2016. However, short-term rates
moved at a faster pace than long-term rates leading to a “flattening” of the slope of the yield curve.
Exhibit 1. The US Yield Curve Has Flattened in 2018

US Treasury yield curve data (monthly) obtained from US Department of the Treasury website. Past performance is no guarantee of future results.

Historically, yield curves have mostly been upwardly sloping (short-term rates lower than long-term rates),
but there have also been several periods when the yield curve has either been flat or inverted. One question
often posed by investors is whether inverted yield curves predict a future stock market decline. While the
handful of instances of curve inversions in the US may concern investors, the small number of examples makes
it difficult to determine a strong connection, and evidence from around the world suggests investors should not
extrapolate from the US experience.
4
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THE US MARKET
Exhibit 2 illustrates growth of a hypothetical $1,000 investment in the S&P 500 Index since June 1976 plotted
against the difference between 10-year and 2-year Treasury yields. This difference is referred to as the term
spread1 and is a commonly used measure of yield curve steepness. Also marked on the chart are the onset of
the four periods when the yield curve inverted for at least two consecutive months, and short-term rates began
to exceed long-term rates.
Exhibit 2. Relation Between Yield Curve Inversions and US Stock Market Performance
Monthly Data: June 1976–September 2018

US Treasury yield curve data (monthly) obtained from FRED, Federal Reserve Bank of St. Louis. S&P 500 Index © 2018 S&P Dow Jones Indices LLC, a division
of S&P Global. All rights reserved. Indices are not available for direct investment. Their performance does not reflect the expenses associated with the
management of an actual portfolio. Past performance is no guarantee of future results.

The inversion prior to the 2008 financial crisis is interesting to review. The US yield curve inverted in February
2006, after which the S&P 500 Index posted a positive 12-month return. The yield curve’s slope became positive
again in June 2007, well prior to the market’s major downturn from October 2007 through February 2009. If
an investor had interpreted the inversion as a sign of an imminent market decline, being out of stocks during
the inverted period could have resulted in missing out on stock market gains. And if the same investor bought
additional stock once the curve’s slope became positive, they would also have been exposed to the stock market
weakness that followed.
INCREASING THE SAMPLE
The small number of US yield curve inversions over the last 40 years makes it challenging to draw strong
conclusions about the effect on stock market performance. We can, however, look at other countries to
gain a better sense of the relation between inversions and subsequent market returns. Exhibit 3 shows the
hypothetical growth of 1,000 of the country’s local currency invested in the local stock market index the month
before yield curve inversions began in five major developed nations, including the US, since 1985.
In 10 out of 14 cases of inversion, local investors would have had positive returns investing in their home
markets after 36 months. This is not much less than the historical experience of these markets over the same
1

Term spread is the yield difference between bonds with different maturities but similar credit quality.
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time frame, regardless of the shape of the yield curve.2 These results show that it is difficult to predict the timing
and direction of equity market moves following a yield curve inversion.
Exhibit 3. Stock Market Performance in Selected Developed Countries Following a Yield Curve Inversion

Yield curve inversions based on 2-year and 10-year government bond yields for each country. Yields obtained from Reserve Bank of Australia, Bundesbank,
Japanese Ministry of Finance, Bank of England, European Central Bank, and US Federal Reserve. Stock returns based on local currency MSCI indices. MSCI
Australia Index (gross div., AUD), MSCI Germany Index (gross div., EUR), MSCI Japan Index (gross div., JPY), MSCI United Kingdom Index (gross div., GBP),
MSCI USA Index (gross div., USD.) These countries were selected to represent the world’s major developed country currencies. Indices are not available for
direct investment. Their performance does not reflect the expenses associated with the management of an actual portfolio. MSCI data © MSCI 2018, all rights
reserved. Past performance is no guarantee of future results.

Though the data set is limited, an analysis of yield curve inversions in five major developed countries shows
that an inversion may not be a reliable indicator of stock market downturns. So, what can investors do if they
are concerned about potential equity weakness? By developing and sticking to a long-term plan that is in line
with their risk tolerance, investors may be better able to look past short-term noise and focus on investing in a
systematic way that will help meet long-term goals.

2
The data showed a 71% chance (10 of 14) of a three-year positive return following a yield curve inversion. To compare, we
measured returns three years following every month-end between January 1985 and December 2014 in each of the five markets
based on the local currency MSCI indices. The average chance of a three-year positive return in those five markets was 77%.

Source: Dimensional Fund Advisors LP.
Indices are not available for direct investment. Their performance does not reflect the expenses associated with the
management of an actual portfolio. Past performance is not a guarantee of future results. Diversification does not eliminate
the risk of market loss.
There is no guarantee investment strategies will be successful. Investing involves risks, including possible loss of principal.
Investors should talk to their financial advisor prior to making any investment decision. There is always the risk that an
investor may lose money. A long-term investment approach cannot guarantee a profit.
All expressions of opinion are subject to change. This article is distributed for informational purposes, and it is not to be
construed as an offer, solicitation, recommendation, or endorsement of any particular security, products, or services.
Investors should talk to their financial advisor prior to making any investment decision.
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AVOID THESE MISTAKES
WITH YOUR IRA

NOVEMBER 2018
Morningstar

Funding an IRA may seem like a simple financial
task: Pick your provider, send in your money, and
choose your investments. Done.
But a look at Internal Revenue Service Publication
590, which details the ins and outs of IRAs, suggests
there’s more to it. There are two key IRA types
(Traditional or Roth), as well as two subtypes of
Traditional IRAs (deductible and nondeductible),
not to mention byzantine rules regarding rollovers,
conversions, and recharacterizations. And what about
when you begin taking IRA withdrawals in retirement?
More kooky rules there, too.
There are a few obvious IRA mistakes, such as
pulling money out of a Traditional IRA before age 59
1/2, but here are some IRA pitfalls that might be less
familiar.
Mistake 1: Not taking full advantage of the tax
benefits.
One of the key benefits of any type of IRA, whether
Roth or Traditional, is the ability to avoid taxes as the
money grows. Investors who hold stocks and bonds in
a taxable account are likely to receive taxable income
and capital gains distributions from their holdings
each year. Investors who hold the assets in an IRA,
by contrast, have the potential to be taxed at a lower
rate, or not at all, on those payouts, assuming they
don’t take the money out prior to age 59 1/2. That
represents an opportunity to stash high-incomeproducing securities, such as dividend-paying stocks,
for example, within the IRA wrapper, while saving
more tax-efficient assets, such as broad market equity
index funds, in taxable accounts.
Mistake 2: Being dogmatic about asset location.
The key consideration here is when investors expect
to need the money. For young accumulators, IRAs
may be stock-heavy, and there may be no reason to
add income producers into the mix. Meanwhile, for
a 35-year-old holding bonds to fund a remodeling
project, for example, it may make more sense to hold
them in a taxable account, without any strictures to
withdraw the money before retirement. The same
reasoning applies to retirees who would like to pull
some money for living expenses from their taxable
accounts. It doesn’t make sense to have all of the
bonds residing in an IRA; bonds’ relative liquidity might
be helpful in taxable accounts, too. Finally, it’s worth
noting that it’s often desirable to tap Roth assets
toward the back end of retirement—if at all—because

their tax-saving features are generally the greatest and
should be stretched out for as long as possible.
Mistake 3: Not giving due care to IRA
beneficiaries.
The importance of beneficiary designations (they
actually trump other bequests laid out in estate
plans) is an under-discussed topic. As with any type
of beneficiary designation, it’s important to keep
your IRA beneficiary designations up to date as your
life situation changes—marriages, divorces, parents
passing away, and so forth. Most people will name
their spouses as their IRA beneficiaries; when the
account owners die, their spouses can generally roll
the assets into their own IRAs.
Mistake 4: Triggering a tax bill on a Roth IRA
withdrawal.
One of the key benefits of funding a Roth IRA is
the ability to take tax- and penalty-free withdrawals
in retirement. The Roth may also be a great vehicle
for accumulators who worry about tying their assets
up for a long time, as it’s possible, under certain
conditions, to withdraw contributions at any time and
for any reason without triggering taxes or a penalty.
Things get more complicated, however, when it comes
to withdrawing investment earnings, or if your money
got into the Roth because you converted it from a
Traditional IRA or 401(k).
Mistake 5: Triggering a tax bill on a rollover.
When it comes to the financial tasks that might crop
up on your to-do list during your investment career,
an IRA ranks as easy on the degree-of-difficulty scale.
But it’s still possible to goof up a rollover. One of the
key rules to bear in mind when rolling over money
from a former employer’s 401(k) into an IRA is the
60-day rule—that is, you have 60 days to complete
the rollover. If you don’t complete the rollover within
that 60-day window and you’re younger than 59 1/2,
the amount will be treated as an early distribution
and be subject to taxes and a 10% penalty. That’s
why it’s a good idea to have your providers deal with
one another on the rollover. That way, you never put
your hands on the money, and the financial-services
providers know the need to complete the rollover in a
timely fashion.
Mistake 6: Letting your brokerage or fund
company call the shots on your RMDs.
Investors who are age 70 1/2 know that that’s
the year in which they must begin taking required
www.obsfs.com
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minimum distributions from their Traditional IRAs and
401(k)s. Those RMDs are taxable. But RMD season
also gives you the opportunity to make lemonade by
being strategic about the investments from which you
pull the distributions. Did your stock holdings shoot
up in 2013? If so, it may be an ideal time to trim those
holdings to restore your asset allocation back to your
targets. As long as you take the right amount of RMDs
from all accounts of a given type (you can’t mix and
match RMDs from your 401(k) and IRA, for example),
you’ll be on the up and up with the IRS. By contrast, if
you leave it to your brokerage fund company to decide
where to pull the money from, it may not be to your
advantage. They may pull the money in accordance
with their default rules, often proportionally from each
holding.
Mistake 7: Not appealing a penalty on missed
RMDs.
Fail to take the RMD, and you’ll be on the hook
not just for the taxes, but also a 50% penalty (excise
tax) on the amount that you should have taken and
did not. That said, there may be legitimate reasons
that you (or a loved one) missed the RMD. Perhaps
you were ill, for example, or perhaps your parent is
in the early stages of dementia and you haven’t yet
implemented a system to help with financial matters.
The first step is to take the required distribution
as soon as possible. Then fill out IRS form 5329,
requesting a waiver of the 50% excise tax on missed
distributions and providing the reason. Assuming the
IRS finds that the missed RMD owes ‘to reasonable
error and you are taking reasonable steps to remedy
the shortfall,’ you should be able to get that penalty
waived.

Mistake 8: Spending RMDs you don’t need.
In addition to the taxes due on RMDs, many retirees
grouse about the distributions because they’re taking
them over their desired distribution rates. Shortly after
they commence, RMDs quickly escalate well above the
distribution rates that much research deems prudent
and up into the range of 6% or 7%. Of course, as
retirees age, they can arguably take more from their
portfolios than they could earlier in their retirement
years because their life spans are shorter. Additionally,
your IRA may not be your only retirement resource;
you can forgo distributions from other account types
so that your RMDs don’t take you over your planned
spending rate. But if the RMD requirements are going
to take you over your planned distribution rate, you
can reinvest the money back into your retirement
accounts—either a taxable account or a Roth IRA.
401(k) plans are long-term retirement savings
vehicles. Withdrawal of pre-tax contributions and/or
earnings will be subject to ordinary income tax and,
if taken prior to age 59 1/2, may be subject to a 10%
federal tax penalty. Funds in a traditional IRA grow
tax-deferred and are taxed at ordinary income tax
rates when withdrawn. Contributions to a Roth IRA are
not tax-deductible, but funds grow tax-free, and can
be withdrawn tax free if assets are held for five years.
A 10% federal tax penalty may apply for withdrawals
prior to age 59 1/2. This is for informational purposes
only and should not be considered tax or financial
planning advice. Please consult a tax and/or financial
professional for advice specific to your individual
circumstances.

Investment Update is published monthly by OBS Financial. All articles provided by Dimensional Fund
Advisors, Morningstar, or OBS Financial. Information has been obtained from sources believed to be
reliable, but its accuracy and completeness, and the opinions based thereon, are not guaranteed and
no responsibility is assumed for errors and omissions. Nothing in this publication should be deemed as
individual investment advice. Consult your personal financial adviser and investment prospectus before
making an investment decision. Any performance data published herein are not predictive of future
performance. Investors should always be aware that past performance has not been shown to predict
the future. If in doubt about the tax or legal consequences of an investment decision it is best to consult
a qualified expert. OBS Financial is a Registered Investment Advisor with the Securities and Exchange
Commission. OBS Financial is a wholly owned affiliate of Canandaigua National Bank & Trust.
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