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SECOND QUARTER 2022 COMMENTARY

The case for an enduring value cycle remains strong despite the market 
sell-off on recession fears. 

With inflation climbing ever higher and GDP growth 
tepid in some regions and negative in others, 
investor fears have been rising, leading to increased 
market volatility. During periods such as these, we 
look to history, which has proven that timing equity 
allocations is incredibly difficult. A review of history 
also shows us that periods of fear and uncertainty 
create opportunities. Our data indicates that the 
value cycle has plenty of room to run, as value stocks 
remain historically cheap.

MARKET TIMING IS TOUGH

Global stock markets traded into bear market territory 
in the second quarter as investors grappled with 
recessionary fears. These fears are understandable; 
after all, the average peak-to-trough US equity 
market drawdown surrounding the 15 recessions 
over the last century is 28%. Value stocks lost 35%, 
on average (Exhibit 1). Indeed, if one could both 
accurately predict and time a recession, significant 
alpha could be added by reducing equity allocations 
during periods leading up to, and in the early 
stages of recessions, when the bulk of the negative 
performance occurs.  

Unfortunately, it is difficult to anticipate the timing 
of market peaks and troughs around recessions. An 
investor who times equity allocations must broadly 
get both their exit and re-entry points right, or risk 
impairing performance. This is particularly difficult 
during recessionary periods because the official 
declaration of one comes at some point during the 
economic downturn itself, if not after. At that point, 
which is near the level of maximum pessimism, it 
pays to already be invested in stocks, which generate 
a positive 3% return, on average, in the one-year 
period following the start of a recession; the value 
cohort returns positive 5%, on average. Longer term, 
from the official start date of a recession, the market 
has, on average, generated solid returns, led by value 
stocks. 

Exhibit 1:  The Market vs. Value Around Recessions

Average Cumulative Return Market Value

Peak-to-Trough -28% -35%

1Y From Recession Start 3% 5%

5Y From Recession Start 53% 91%

Source: Federal Reserve Bank of St. Louis, Kenneth R. French, Pzena analysis. Chart is 
based on 15 US recessions from 1929 - 2020. The US universe is all NYSE, AMEX, and 
NASDAQ stocks defined by Kenneth R. French data library and excludes the smallest 
30% of the universe based on aggregate market capitalization to remove the small cap 
effect. Value (equally weighted US dollar returns) is defined as the cheapest quintile 
of stocks on a price-to-book basis. Past performance is not indicative of future returns. 
Returns could be reduced, or losses incurred, due to currency fluctuations. Does not 
represent any specific Pzena product or service.

The two most recent recessions highlight the difficulty 
in timing re-entry points. Assume an investor was 
lucky enough to have lowered their equity allocation 
prior to the Global Financial Crisis. How comfortable 
would they have been reversing course at the depths 
of despair in March 2009, before there was any clarity 
on how the crisis would be resolved? From that point, 
the market rose 51% through the remainder of 2009, 
closing the year up 23% in a period where the viability 
of the entire financial system seemed in doubt. 
Even more recently, suppose in late 2019 an investor 
reduced their equity allocation, correctly predicting 
the world would essentially lock down due to COVID 
and the markets would sell off sharply. Would they 
have the fortitude and foresight to turn bullish when 
stocks dropped by a third in about a month? After all, 
COVID was just declared a global pandemic and the 
lockdowns had no end in sight. Two months later the 
market was 40% higher, and by year-end it was 65% 
above its lows, up 16% in a year that GDP suffered its 
steepest and fastest decline in history.

THE VALUE OPPORTUNITY

Instead of concentrating on market timing, which we 
believe is extremely difficult, we focus on the value 
opportunity. As the pro-value cycle approaches its 
two-year anniversary, we continue to receive queries 
from our clients asking how much opportunity 
remains in value. 

The extreme performance disparity between cheap 
and expensive stocks in the period leading up to the 
depths of COVID is what precipitated one of the most 
attractive relative opportunities for value on record. 
During this pro-growth stock period, expensive stocks 
could do no wrong, growing earnings significantly 
faster than the market while cheap stocks, more 
levered to the physical economy, struggled. 
Expensive stocks also expanded their multiples 
significantly, leading to an overall 109 percentage 
point performance advantage (see Exhibit 2).  
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Exhibit 2: Value vs Growth Performance Drivers
Dec. 31, 2016 – Aug. 31, 2020
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Source: FactSet, Pzena analysis. Value = Russell 1000 Value Index. Growth = Russell 
1000 Growth Index. Fundamental Return = Dividend return + EPS growth. EPS growth is 
calculated using forward 12-month consensus estimates per FactSet for both starting 
and ending dates. All data cumulative in US dollars. Past performance is not indica-
tive of future returns. Returns could be reduced, or losses incurred, due to currency 
fluctuations.

In the autumn of 2020, positive vaccine news 
provided visibility to an end to COVID lockdowns. 
Around this time, in November, cheap stocks started 
outperforming, both driven by faster earnings 
growth as they recovered, and multiple expansion. 
Looking at the longer period, since the end of 2016, 
expensive stocks have outperformed cheap stocks by 
74 percentage points, leaving significant ground for 
cheap stocks to make up (see Exhibit 3). 

Exhibit 3: Value vs Growth Performance Drivers 
Dec. 31, 2016 – Jun. 30, 2022
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Source: FactSet, Pzena analysis. Value = Russell 1000 Value Index. Growth = Russell 
1000 Growth Index. Fundamental Return = Dividend return + EPS growth. EPS growth is 
calculated using forward 12-month consensus estimates per FactSet for both starting 
and ending dates. All data cumulative in US dollars. Past performance is not indica-
tive of future returns. Returns could be reduced, or losses incurred, due to currency 
fluctuations.

The late John Bogle, founder of  The Vanguard Group, 
suggested a framework for breaking stock market 
returns into two pieces: fundamental return, the 
return from dividends and earnings, and speculative 
return, the return from the change in multiples. Using 
this framework, 85% of expensive stocks’ return 

advantage over the past five and a half years has 
come from the speculative expansion of multiples, 
versus the multiple compression of value stocks. 
It is important to remember that extreme multiple 
expansion has never been a reliable and sustainable 
contributor to long-term performance, accounting for 
less than 10% of historical market gains. 

The wide valuation disparity has left cheap stocks 
extremely attractive relative to expensive stocks. 
Despite value outperforming the market by 48% in 
the US since the value cycle turned, the ratio between 
the cheapest and most expensive stocks remains near 
historical highs on a price-to-earnings basis, or more 
than twice the 71-year average (Exhibit 4). That ratio 
has been wider just 3% of the time over the history of 
the data. 

Exhibit 4: Cheap Stocks Remain Attractive 

PE 
Today*

71 Year 
Average

% of Time 
Cheaper/

Wider 

Cheap 5.1x 7.9x 10%
Expensive 47.5x 35.8x 78%
Ratio 9.2x 4.5x 3%

Source: FactSet, Kenneth R. French, Pzena analysis. P/E ratios for the most 
expensive and cheapest quintiles of the US market based on price/earnings. 71-
Year Average is annual December data from 1950 - 2020. Universe is all NYSE, 
AMEX, and NASDAQ stocks defined by Kenneth R. French data library. *Based 
on Russell 3000 Index data as of June 30, 2022 as Kenneth R. French data was 
only available through December 31, 2020 at the time of analysis. 

The valuation disparity is largely driven by expensive 
stocks, which, despite selling off this year, remain 
richly valued by historical standards at 47x earnings. 
Meanwhile, cheap stocks are trading at the low end 
of the typical 5–10x range observed over the past 71 
years. This presents disciplined value investors with a 
compelling opportunity to rotate out of the stocks that 
have provided the outperformance of the past several 
quarters, and into a diverse new set of bargain 
names.
 
CONCLUSION

While recession fears are understandable, timing 
market peaks and valleys is extremely difficult and 
more likely to cost performance than add to it. 
Indeed, with reported GDP growth turning negative 
in some regions and markets already down sharply 
in anticipation of the next recession, it calls into 
question the risk/reward of maintaining a lower 
equity allocation at this point, since it has historically 
represented a good time to invest in the market, and 
a particularly good time for value stocks. With the 
opportunity set we see in value stocks, we believe the 
runway for a long and enduring value cycle remains 
intact.
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These materials are intended solely for informational purposes. The views expressed reflect the current views of Pzena Investment Management 
(“PIM”) as of the date hereof and are subject to change. PIM is a registered investment adviser registered with the United States Securities 
and Exchange Commission. PIM does not undertake to advise you of any changes in the views expressed herein. There is no guarantee that any 
projection, forecast, or opinion in this material will be realized.  Past performance is not indicative of future results. All investments involve risk, 
including risk of total loss.

This document does not constitute a current or past recommendation, an offer, or solicitation of an offer to purchase any securities or provide 
investment advisory services and should not be construed as such. The information contained herein is general in nature and does not constitute 
legal, tax, or investment advice.  PIM does not make any warranty, express or implied, as to the information’s accuracy or completeness. Prospective 
investors are encouraged to consult their own professional advisers as to the implications of making an investment in any securities or investment 
advisory services.

London Stock Exchange Group plc and its group undertakings (collectively, the “LSE Group”). ©LSE Group 2020. FTSE Russell is a trading name of 
certain of the LSE Group companies. Russell® is a trade mark of the relevant LSE Group companies and is used by any other LSE Group company 
under license. All rights in the FTSE Russell indexes or data vest in the relevant LSE Group company which owns the index or the data. Neither LSE 
Group nor its licensors accept any liability for any errors or omissions in the indexes or data and no party may rely on any indexes or data contained 
in this communication. No further distribution of data from the LSE Group is permitted without the relevant LSE Group company’s express written 
consent. The LSE Group does not promote, sponsor or endorse the content of this communication.

The Russell 1000® Value Index measures the performance of the large-cap value segment of the US equity universe. It includes those Russell 
1000® companies with lower price-to-book ratios and lower expected growth values. The Russell 1000® Growth Index measures the performance 
of the large-cap growth segment of the US equity universe. It includes those Russell 1000® companies with higher price-to-book ratios and higher 
forecasted growth values. The indices cannot be invested in directly.

For U.K. Investors Only:
This marketing communication is issued by Pzena Investment Management, Ltd. (“PIM UK”).  PIM UK is a limited company registered in England 
and Wales with registered number 09380422, and its registered office is at 34-37 Liverpool Street, London EC2M 7PP, United Kingdom. PIM UK is an 
appointed representative of Mirabella Advisers LLP, which is authorised and regulated by the Financial Conduct Authority. The Pzena documents are 
only made available to professional clients and eligible counterparties as defined by the FCA. Past performance is not indicative of future results. The 
value of your investment may go down as well as up, and you may not receive upon redemption the full amount of your original investment. The views 
and statements contained herein are those of Pzena Investment Management and are based on internal research. 

For EU Investors Only:
This marketing communication is issued by Pzena Investment Management Europe Limited (“PIM Europe”). PIM Europe (No. C457984) is authorised 
and regulated by the Central Bank of Ireland as a UCITS management company (pursuant to the European Communities (Undertakings for Collective 
Investment in Transferable Securities) Regulations, 2011, as amended).  PIM Europe is registered in Ireland with the Companies Registration 
Office (No. 699811), with its registered office at Riverside One, Sir John Rogerson’s Quay, Dublin, 2, Ireland.  Past performance is not indicative of 
future results. The value of your investment may go down as well as up, and you may not receive upon redemption the full amount of your original 
investment. The views and statements contained herein are those of Pzena Investment Management and are based on internal research.

For Australia and New Zealand Investors Only:
This document has been prepared and issued by Pzena Investment Management, LLC (ARBN 108 743 415), a limited liability company (“Pzena”). 
Pzena is regulated by the Securities and Exchange Commission (SEC) under U.S. laws, which differ from Australian laws. Pzena is exempt from the 
requirement to hold an Australian financial services license in Australia in accordance with ASIC Corporations (Repeal and Transitional) Instrument 
2016/396. Pzena offers financial services in Australia to ‘wholesale clients’ only pursuant to that exemption. This document is not intended to be 
distributed or passed on, directly or indirectly, to any other class of persons in Australia.

In New Zealand, any offer is limited to ‘wholesale investors’ within the meaning of clause 3(2) of Schedule 1 of the Financial Markets Conduct Act 
2013 (‘FMCA’). This document is not to be treated as an offer, and is not capable of acceptance by, any person in New Zealand who is not a Wholesale 
Investor.

For Jersey Investors Only:
Consent under the Control of Borrowing (Jersey) Order 1958 (the “COBO” Order) has not been obtained for the circulation of this document. 
Accordingly, the offer that is the subject of this document may only be made in Jersey where the offer is valid in the United Kingdom or Guernsey 
and is circulated in Jersey only to persons similar to those to whom, and in a manner similar to that in which, it is for the time being circulated in the 
United Kingdom, or Guernsey, as the case may be.  The directors may, but are not obliged to, apply for such consent in the future. The services and/
or products discussed herein are only suitable for sophisticated investors who understand the risks involved. Neither Pzena Investment Management, 
Ltd. nor Pzena Investment Management, LLC nor the activities of any functionary with regard to either Pzena Investment Management, Ltd. or Pzena 
Investment Management, LLC are subject to the provisions of the Financial Services (Jersey) Law 1998.
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Pzena Investment Management, LLC is an authorised financial services provider licensed by the South African Financial Sector Conduct Authority 
(licence nr: 49029). 
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