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Introduction

Over the long run globally, value stocks have outperformed growth stocks, a premium that has
averaged roughly 300 basis points annually over the last four decades. Since May of this year,
growth stocks have exhibited strength over value stocks, as evidenced by the MSCI World Value
and Growth Indices. In fact, the growth premium has averaged 11.5 percentage points
annualized over the last five months—May, June, July, August, and September. In this article,
we put this recent development in historical context and briefly discuss its differences from past
periods and its possible drivers.

The Long-Run Value Premium

Over the long run, value stocks have traditionally outperformed growth stocks, as evidenced in
the earliest literature (see Fama and French, 1992)". Figures 1A and 1B display the long run
Value-Growth spread, i.e. the value premium, as evidenced by the MSCI World Value and
Growth Indices since 1978.°
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Despite the long-run value premium, there have been notable periods where growth stocks have
outperformed value stocks. The relative attractiveness of growth stocks depends on many
factors such as their perceived opportunities for financing and expansion, their borrowing costs,
etc., so expected and unexpected interest rate changes, expected economic growth, and market
uncertainty have been all been suggested as factors that affect how they perform relative to value
stocks. Here we do not examine the impact of macroeconomic variables® on the value-growth
relationship but rather we focus on understanding their drivers within the asset space.

! The well-known Fama-French three-factor model extended the traditional CAPM to explain excess returns not just with
market beta but also with a small-stock and value-stock premium. See Fama, Eugene F. French, Kenneth R. "The Cross-
Section of Expected Stock Returns." The Journal of Finance. Vol. XLVII, No. 2. (June 1992).

In these charts, the index returns are beta-adjusted for illustration; we calculate the rolling 3-year monthly betas of the
MSCI World Value and Growth Indices to the MSCI World Index and subtract the beta-adjusted market return from the
;/alue and Growth returns.

The relationship between macro variables and asset prices encompasses a large body of literature and is highly
dependent on the data used and both frequency and timing assumptions. See MSCI Barra Research Insight,
“Macroeconomic Factors in a Fundamental World” (2007) by Melas and Liu for a discussion of these issues.
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The Current Growth Premium

Over the last several months, a sizable growth premium has emerged and persisted. Table 1
highlights the size of this premium, while Figures 2A and 2B shows how rapidly this spread has
evolved.

Table 1: Average Return (Annualized) to Value and Growth
MSCI World Value Index MSCI World Growth Index

January 1975 to September 2007 13.63% 10.55%
January 2006 to September 2007 18.19% 16.32%
May 2007 to September 2007 5.08% 16.63%
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The current size of the growth premium is not out of context historically. Since 1975, there have
been approximately 40 months out of nearly 400 months (10%) where the MSCI World Growth
Index has outpaced the MSCI World Value Index by more than 200 basis points, as we saw in
July 2007. There have been large retrenchments of the value premium, most notably from the
first quarter of 1998 through the beginning of 2000; and again in the second half of 2002.
Historically, periods where growth stocks outpace value stocks can persist for some time. The
guestion remains whether this current growth premium will continue to extend on par with the
1998-1999 run or whether it will disappear quickly. In the next section, we examine the sources
of return of the MSCI World Value and Growth Indices to uncover what has driven the most
recent premium.

Sources of Return

Attributing the returns of an index or portfolio allows us to understand what sources the returns
are coming from, be they industries, common style biases, or idiosyncratic risk. Here we
decompose the MSCI World Value and Growth Indices, which allows us to have a better
understanding of the forces behind the recent growth premium. We decompose the constituent-
level MSCI World Value and Growth Indices along the dimensions of the Barra Global Equity
Model (GEM) factors.*

* We use Barra Aegis Performance Analyst to attribute the performance of the two Indices at the constituent-level each
month. The model we use is Barra Global Equity Model (GEM).
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Table 2 shows the key sources of return for the two Indices using monthly data for (1) August
2000 to September 2007 and (2) May 2007 to September 2007. We compare the MSCI World
Value and Growth Indices against a market benchmark, the MSCI World Index. Note that a
Bayesian adjustment is used in the risk calculations below, which combines historical realized
and predicted risk from the GEM model. This adjustment allows us to use such a short observed
history in the latter case.’

Table 2: Sources of Return, Overview*
MSCI World Value Index MSCI World Growth Index

Source of Return Return (%) Risk (%) Return (%) Risk (%)
Aug 2000 — Sept 2007
Total Return 8.22 13.67 1.44 14.46
Active Return 3.29 3.46 -3.49 3.66

May 2007 — Sept 2007
Total Return 5.31 12.42 18.05 13.13

Active Return -6.25 2.3 6.49 2.28

* Annualized numbers shown using monthly data.

Table 2 shows that over the longer term, the MSCI World Value Index has had relatively strong
performance. In contrast, the MSCI World Growth Index has performed poorly relative to the
World Index. In the last several months, not only has this relationship been flipped but the switch
in performance has been extreme. Of the active return, we focus on the contribution to return
from the systematic or common factors, Barra style and industry factors. This is shown in Table 3.

Table 3: Sources of Return, Systematic Versus Non-Systematic*
MSCI World Value Index MSCI World Growth Index

Source of Return Return (%) Risk (%) Return (%) Risk (%)
Aug 2000 — Sept 2007

Common Factor Return 3.49 2.45 -3.55 2.58

Asset Selection 0.20 1.61 -0.26 1.70

May 2007 — Sept 2007
Common Factor Return -3.19 1.89 3.25 1.87

Asset Selection -2.61 0.81 2.78 0.8

* Annualized numbers shown using monthly data.

Much of the return differential between the MSCI Value and Growth Indices comes from the style
factors in Table 3. This set of four factors is comprised of Value, Success, Variability in Markets,
and Size. As expected, the GEM Value factor is the key source of return for this historical value
premium as we see in Table 4.

° The combination of historical and realized predicted risks follows the formula where T is the number of months

available and O is a fixed number of months (24): 6' = \/é‘?* O-predicted + 5?* O historical
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Table 4: Key Style/Sector Sources of Return for MSCI World Value and Growth Indices,

May 2007 to September 2007*
MSCI World Value Index MSCI World Growth Index

Return (%) Average Return (%) Average

Exposure Exposure
Value -2.37 0.59 2.49 -0.58
Success (Momentum) -0.54 -0.06 0.57 0.06
Variability (Volatility) -0.48 -0.25 0.53 0.24
Size 1.84 0.24 -2.06 -0.24
Finance -1.98 13.67 2.15 -13.53
Capital Equipment -1.03 -6.12 1.12 6.06
Materials -0.48 -1.2 0.51 1.19

* Annualized numbers shown using annual data.

The main style driver appears to be Value, as we would expect, and to a lesser extent, Size. In
fact, the exposure of the MSCI World Value Index to Size has gone from negative to positive over
the last seven years even as the MSCI World Growth Index exposure to Size has gone from
positive to negative (Figure 3).

Figure 3

Exposure of MSCI World Value and Growth Indices to
the GEM Size Factor

With large stocks outperforming small stocks globally (as gauged by the performance of the Size
factor), the recent growth premium would in fact have been larger if not for the bias of the Growth
Index towards these smaller stocks relative to the Value Index.

Conclusion

Value stocks continue to demand a premium over the long run relative to growth stocks.
However, growth stocks exhibit periods where they are in favor over value stocks as we have
seen since the middle of this year. We link the recent growth premium to the systematic factors
in the Barra Global Equity Model. The Barra Value factor explains a large amount of the spread
that has developed between the MSCI World Value and Growth Indices. Other factors such as
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industries within the Finance sector, and non-systematic return in a handful of sectors across the
US and Asia also appear to have been important.
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Notice and Disclaimer

. This document and all of the information contained in it, including without limitation all text, data, graphs, charts
(collectively, the “Information”) is the property of MSCI Inc. (“MSCI"), Barra, Inc. (“Barra”), or their affiliates (including
without limitation Financial Engineering Associates, Inc.) (alone or with one or more of them, “MSCI Barra”), or their
direct or indirect suppliers or any third party involved in the making or compiling of the Information (collectively, the
“MSCI Barra Parties”), as applicable, and is provided for informational purposes only. The Information may not be
reproduced or redisseminated in whole or in part without prior written permission from MSCI or Barra, as applicable.

L] The Information may not be used to verify or correct other data, to create indices, risk models or analytics, or in
connection with issuing, offering, sponsoring, managing or marketing any securities, portfolios, financial products or
other investment vehicles based on, linked to, tracking or otherwise derived from any MSCI or Barra product or data.

. Historical data and analysis should not be taken as an indication or guarantee of any future performance,
analysis, forecast or prediction.

. None of the Information constitutes an offer to sell (or a solicitation of an offer to buy), or a promotion or
recommendation of, any security, financial product or other investment vehicle or any trading strategy, and
none of the MSCI Barra Parties endorses, approves or otherwise expresses any opinion regarding any
issuer, securities, financial products or instruments or trading strategies. None of the Information, MSCI
Barra indices, models or other products or services is intended to constitute investment advice or a
recommendation to make (or refrain from making) any kind of investment decision and may not be relied on
as such.

L] The user of the Information assumes the entire risk of any use it may make or permit to be made of the Information.

. NONE OF THE MSCI BARRA PARTIES MAKES ANY EXPRESS OR IMPLIED WARRANTIES OR
REPRESENTATIONS WITH RESPECT TO THE INFORMATION (OR THE RESULTS TO BE OBTAINED BY THE
USE THEREOF), AND TO THE MAXIMUM EXTENT PERMITTED BY LAW, MSCI AND BARRA, EACH ON THEIR
BEHALF AND ON THE BEHALF OF EACH MSCI BARRA PARTY, HEREBY EXPRESSLY DISCLAIMS ALL
IMPLIED WARRANTIES (INCLUDING, WITHOUT LIMITATION, ANY IMPLIED WARRANTIES OF ORIGINALITY,
ACCURACY, TIMELINESS, NON-INFRINGEMENT, COMPLETENESS, MERCHANTABILITY AND FITNESS FOR
A PARTICULAR PURPOSE) WITH RESPECT TO ANY OF THE INFORMATION.

= Without limiting any of the foregoing and to the maximum extent permitted by law, in no event shall any of the MSCI
Barra Parties have any liability regarding any of the Information for any direct, indirect, special, punitive,
consequential (including lost profits) or any other damages even if notified of the possibility of such damages. The
foregoing shall not exclude or limit any liability that may not by applicable law be excluded or limited.

Ll Any use of or access to products, services or information of MSCI or Barra or their subsidiaries requires a license
from MSCI or Barra, or their subsidiaries, as applicable. MSCI, Barra, MSCI Barra, EAFE, Aegis, Cosmos,
BarraOne, and all other MSCI and Barra product names are the trademarks, registered trademarks, or service marks
of MSCI, Barra or their affiliates, in the United States and other jurisdictions. The Global Industry Classification
Standard (GICS) was developed by and is the exclusive property of MSCI and Standard & Poor's. “Global Industry
Classification Standard (GICS)” is a service mark of MSCI and Standard & Poor’s.

= The governing law applicable to these provisions is the substantive law of the State of New York without regard to its
conflict or choice of law principles.

© 2007 MSCI Barra. All rights reserved.

About MSCI Barra

MSCI Barra develops and maintains equity, hedge fund, and REIT indices that serve as benchmarks for an estimated
USD 3 trillion on a worldwide basis. MSCI Barra'’s risk models and analytics products help the world’s largest investors
analyze, measure and manage portfolio and firm-wide investment risk. MSCI Barra is headquartered in New York, with
research and commercial offices around the world. Morgan Stanley, a global financial services firm, is the majority
shareholder of MSCI Barra, and Capital Group International, Inc. is the minority shareholder.

MSCI Barra Research
© 2007 MSCI Barra. All rights reserved. 7o0f7
Please refer to the disclaimer at the end of this document.



