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Feature - Growth vs. Value
INTRODUCTION
In this feature we
examine whether there
is any validity to the
assumptions that
underly the terms
‘growth’ and ‘value’ .
We find these
assumptions wanting.

The finance industry loves labels: Nifty-Fifty, TMT, BRICS, FANGS,
Next Eleven and Fragile Five to name a few. They become an
accepted part of financial market nomenclature for a period,
then most disappear from conversation, a bit like the Atkins
Diet, and eventually become quaint markers in time that help to
define an era.
The terms ‘growth’ and ‘value’, however, have had more staying
power and are used extensively in financial market commentary.
Frequently we read that ‘growth is outperforming value’, a
particular investment firm is a ‘value manager’, or a certain
company is a ‘growth stock’. These terms are used in ways that
suggest you can divide stocks and investors into two opposing
tribes, like Democrats and Republicans or the Montagues and
the Capulets. These distinctions are nonsense. They are helpful
neither in understanding the character of particular investments,
nor the character of specific investment managers.
The first reason these labels lack genuine meaning is the absence
of a universally-accepted definition. Let’s jump over this hurdle
by picking one. Standard & Poor’s (S&P) creates indexes that
quantitatively select stocks based on specific characteristics or
‘factors’. Its factor indexes define growth and value each based
on three variables:
Growth
1. Three-year growth in sales per share
2. Three-year growth in earnings per share
3. Price momentum
Value
1. Price-to-book
2. Price-to-earnings one year forward
3. Enterprise value-to-cashflow from operations
With the benefit of a definition, let’s now look at the significant
shortcomings of each label.
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GROWTH
The notion of a ‘growth
company’ and hence
a ‘growth investor’
seems obvious. Surely
it’s as easy as picking
the businesses that will
generate faster than
average EPS growth.
We find that it’s not
that simple.

The S&P US Growth Index is designed to capture those stocks
whose earnings are expected to grow at an above-average
rate. Let’s look at whether the three growth variables do indeed
correlate with future earnings growth.

There is no relationship
between past sales
growth and future
earnings growth.

Sales growth 2010-13 vs. EPS growth 2014-17

1. Three-year growth in sales per share
The relationship between actual sales per share growth and
future earnings per share (EPS) growth is not linear. In fact, there
isn’t one. To explore this, we took the 733 US companies that
have a market capitalisation greater than US$5b and more than
seven years’ history as a listed company. We divided them into
five groups ranked by annualised sales growth over 2011 to 2014
and looked at the EPS growth over the following three years.
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The absence of any correlation is clear. Historic sales growth
(in the blue bars) tells us nothing about future earnings growth
(in orange). Interestingly, and perhaps counterintuitively, the
companies that had grown sales per share in the fastest tier,
with a median growth of 21.4%, generated EPS growth at a
rate materially below tier 2, whose sales growth was about
half as fast. Median earnings growth barely differed between
sales growth in quintiles 1, 3 and 4. Moreover, comparing the
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fastest and slowest growing quintiles, three-year annualised
sales growth differed by almost 25% p.a., yet this translated to a
difference in EPS growth of just 1.7% p.a.
Rapidly expanding businesses often run into trouble. The graph
below shows that of the group of companies with the fastest
sales growth over three years to 2016, one in ten of them
generated a loss in the following year, far higher than the middle
three groups of ‘moderate growers’.

Companies growing
their top-line rapidly
are more likely to lose
money than moderate
growers.

Sales growth 2013-16 vs. loss makers 2017
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2. Three-year growth in earnings per share
If historic sales growth is no help as a predictor of future EPS
growth, then perhaps historic EPS growth will do a better job.
Société Générale’s Global Strategy team examined the relationship
between trailing five-year EPS growth and future five-year EPS
growth over the 22 years to 2007 (published in Value Investing by
James Montier, 2009). They found no positive correlation between
past and future growth. In fact, firms with the highest historic EPS
growth had, on average, the lowest future growth.

4

Aoris Investment Management - September Quarterly Report

Past growth in EPS is
of no help in predicting
future growth.

Five-year EPS growth - Past vs. Actual US 1985-2007
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We believe in evidencebased investing.
The assumptions
underpinning ‘growth’
investing are not
supported by evidence.
The idea that businesses
that will generate
above-average future
EPS growth can be
easily and objectively
identified is not
supported by evidence.

Louis Chan from the University of Illinois looked at past and
future growth in US companies over 1951 to 1998 (‘The Level
and Persistence of Growth Rates’, The Journal of Finance, April
2003). He found that firms with superior EPS growth over
three and five years did not show persistence into the following
periods. So, as tempting as it may be to rely on it, historic EPS
growth does not help identify companies with above-average
future earnings growth.
If past growth can’t quantitatively identify fast-growers, can
analyst judgement do better? After all, most people would
consider stock analysts to be experts in the companies they
cover and financial forecasts to be central to their job. Sadly,
sell-side analysts in general have no ability to distinguish fastgrowers from the rest. Companies expected to grow EPS in the
highest bracket generate growth that is, on average, different
from those expected to grow at the slowest rate.
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Analysts are, on
average, unable to
distinguish future
fast-growers from
the rest.

Five-year EPS growth - Forecast vs. Actual US 2008
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3. Price momentum
Some academic literature supports historic share price
performance, or ‘price momentum’, as a predictor of future
price performance, and of price momentum being explained by
earnings momentum. We have not, however, come across any
research that supports price momentum as a predictor of future
superior earnings growth. It may exist; we just haven’t found it.

Summary
The notion of ‘growth companies’ and in turn ‘growth investors’
has little to support it. As much as some might like to think that
businesses that will generate high rates of EPS growth in the
medium-term are easily identified, the evidence demonstrates
that this is not the case. Above-average rates of achieved sales
growth or EPS growth do not translate to above-average future
EPS growth. Stock analysts show no ability in general to identify
those businesses that will generate superior EPS growth.
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‘VALUE’
Value seems a
straightforward
concept. Surely a
cheap stock is one
trading on a low
multiple. Again, we
show that this mental
shortcut does not
withstand scrutiny.

The S&P US Value Index is designed to identify ‘cheap’
companies. Let’s see if the three measures it uses can be
expected to achieve that.

1. Price-to-book
In our June Quarterly, we discussed the deficiencies of equity, or
book value per share, as a measure with any economic meaning.
To summarise, shareholders’ equity, or book value, is an accounting
residual, meaning it is the balancing item after assets and liabilities
have been added up. A write-off of goodwill, for instance, will result
in an equal reduction to book value and artificially increase the
price-to-book ratio. Likewise, an increase in the discount rate used
to calculate future pension obligations will result in an increase in
book value. Book value per share is easily distorted and has no
relationship to the value of a business.

2. Price-to-earnings one year forward
The ratio of price-to-forecast earnings seems a sensible way
of separating cheap from expensive companies. However, it is
deficient. Firstly, analysts in general cannot accurately forecast
earnings, even one year hence. Further, analysts are systematically
grossly optimistic – forecast growth is, on average, 50% higher
than actual growth. So, a valuation ratio with forecast earnings in
the denominator is flawed. Furthermore, the value of a business is
a function of the cash it generates that is available to owners, not
its accounting earnings. The difference between the two can be
sizeable. Price-to-accounting earnings is a far less useful measure of
value than price-to-normalised free cash available to shareholders.

3. Enterprise value-to-cashflow from operations
If it’s cash that matters, then perhaps this ratio will do the job.
Enterprise value, or the sum of market capitalisation and net debt,
relative to cashflow from operations is conceptually appealing.
However, when applied mechanically using data drawn directly
from financial statements it has considerable limitations. The reason
for this is the denominator.
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A below-average
multiple tells you
where a stock trades
relative to the market.
It does not tell you
what you need to
know, which is where
it trades relative to
what it’s worth.

Cashflow from operating activities (CFO) is defined as:

CFO = Net income + non-cash expenses +
changes in working capital
• Non-cash expenses – cash from operations adds back
depreciation, but does not subtract capital expenditure. It
adds back stock-option compensation, but does not deduct
the cash the company must spend to offset the dilutions
to existing shareholders from the options granted. Both
adjustments are a bit like only counting the goals your team
has scored.
• Working capital – the increases or decreases in inventory and
the timing of payments of accounts payable and receivable
can produce large swings in the cashflow statement
independent of the underlying earnings performance of a
business.
Thus ‘cashflow from operations’ produces a number that contains
non sensical add-backs, can vary wildly year to year, and deviate
significantly from a business’s economic reality, severely limiting its
usefulness as a valuation tool.

Summary
All three of these ‘Value’ measures capture whether a stock trades
on a high or low multiple relative to the market average. What
these measures do not capture is where a stock trades relative
to where it should trade; in other words, relative to its inherent
worth. Designating stocks on below-average multiples as cheap, or
‘value’, and above-average multiples as expensive makes an implicit
assumption that all stocks should trade on the same multiple.
Knowing the price of one house relative to the price of another
house tells you nothing – they might be of different size, different
condition, perhaps even in different cities or countries. Knowing
size, condition, location and so on, one can start to form a view of
what they are worth. The most ‘expensive’ house may in fact be
the cheapest, relative to its value. A low multiple does not mean a
cheap stock.
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CONCLUSION
We don’t believe in
categorising stocks
as growth or value.
We believe in growth
in value.

‘Growth’ and ‘value’ are terms used with abandon, but they are
terms without real meaning. ‘Growth’ implies an ability to identify
businesses growing EPS faster than an average that does not
exist, either objectively or subjectively. ‘Value’ implies that simple
accounting ratios can mechanically rank-order stocks from cheap
to expensive relative to their inherent worth. They cannot. To
underscore the absence of real meaning and distinction in the
terms ‘growth’ and ‘value’, as popularly applied, the S&P US Growth
Index and the S&P US Value Index share the same largest holding –
Apple.
We don’t believe in the artificial distinction of growth or value.
What we do believe in is growth in value. Growth in value occurs
through companies earning superior returns on invested capital.
We look to own those select businesses that become more valuable
over time, where we can own them at less than today’s value and
where we judge the risk of disappointment to be low. Growth in
value will be the topic of next quarter’s Thought Piece.
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A COMMON SENSE APPROACH EXECUTED WITH UNCOMMON DISCIPLINE

Disclaimer
This report has been prepared by Aoris Investment Management Pty Ltd ABN 11 621 586 552, AFSL No 507281 (Aoris), the investment manager of Aoris International Fund
(Fund). The issuer of units in Aoris International Fund is the Fund’s responsible entity The Trust Company (RE Services) Limited (ABN 45 003 278 831, AFSL License No
235150). The Product Disclosure Statement (PDS) contains all of the details of the offer. Copies of the PDS are available at aorisim.com.au or can be obtained by contacting
Aoris directly.
Before making any decision to make or hold any investment in the Fund you should consider the PDS in full. The information provided does not take into account your
investment objectives, financial situation or particular needs. You should consider your own investment objectives, financial situation and particular needs before acting upon
any information provided and consider seeking advice from a financial advisor if necessary.
You should not base an investment decision simply on past performance. Past performance is not an indicator of future performance. Returns are not guaranteed and so the
value of an investment may rise or fall.
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