Introduction

The intellectual foundation for what has come to be known as value investing — selecting stocks with low
prices relative to earnings, dividends, assets or other measures of value — was first laid out by Benjamin
Graham and David Dodd in their books Security Analysis (1934) and The Intelligent Investor (1949).
These value strategies were studied in a number of academic papers starting in the 1960’s, but the real
explosion in academic interest in value investing did not occur until the early 90’s when two highly
influential papers on the subject — by Fama and French (1992) and Lakonishok, Shleifer and Vishny
(1994) — were published. The Fama and French results, which found that stocks with high book-to-
market and high earnings-to-market ratios (i.e. value stocks) earn higher returns, delivered in the words
of Chan and Lakonishok, ‘a stunning blow to the explanatory power of the Capital Asset Pricing Model
and sparked debates about the “death of beta.”” Lakonishok, Shleifer and Vishny confirmed the findings
but had a drastically different interpretation of the result.
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Summary of selected research

Fama and French (1992)

The cross-section of expected stock returns
Journal of Finance

U.S. stock market

1963-1990

The study finds that there is a positive relationship between the book-to-market ratio and average stock
returns. A portfolio constructed of stocks in the top 5 book-to-market (value) percentile had an average
monthly return of 1.83% over the time period while the portfolio consisting of the lowest 5 book-to-
market percentile averaged only 0.30% -- a difference of 1.53% per month. The study also finds similar
effect for the earnings-to-price ratio; the highest 5% returned 1.72% per month on average while the
lowest 5% managed only 1.04%.

The takeaway
1) Value stocks outperform growth stocks
2) Value outperforms when defined as book-to-market or earnings-to-price
3) Outperformance is estimated at 0.68-1.53% per month

FAMA AND FREANCH (1992)

Returns for value-growth investment strategies

Growth Value
Study/Measure 1A 1B 2 3 4 5 6 7 8 9 10A 10B
1. Sorted by book-to-market ratio
Monthly return (%) 0.30 0.67 0.87 0.97 1.04 117 1.30 144 1.50 1.59 192 1.83
2. Sorted by earnings-to price ratio
Monthly return (%) 1.04 0.93 094 1.03 1.18 1.22 1.33 142 146 157 1.74 1.72
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Lakonishok, Shleifer and Vishny (1994)
Contrarian investment, extrapolation and risk
Journal of Finance

U.S. stock market

1963-1990

The study finds that a portfolio constructed of glamour stocks (defined as stocks ranking in the top 30%
on historic growth in sales and the lowest 30% in cash flow-to-price) had an abnormal size-adjusted
return of -3.3% and a value portfolio (low historic growth, high cash flow-to-price) had an abnormal size-
adjusted return of 5.4%, for a difference of 8.7% per year. When the cash flow-to-price ratio was
substituted for (i) the earnings-to-price ratio, the average difference between the glamour and the value
portfolios was 7.7% and (ii) the book-to-market ratio, the difference was 6%. The authors do not find
evidence that would support the view that the superior returns on value stocks reflect higher
fundamental risk. On the contrary, they find that value stocks outperform glamour stocks during both
recessions and bear markets and perform at least as well in favorable markets, indicating that they have
less downside risk.

The takeaway
1) Value stocks outperform growth stocks
Value outperforms when defined as cash flow-to-price, earnings-to-price or book-to-market
Outperformance is estimated at 8.7% per year
Value outperforms growth during recessions and bear markets
A value strategy is not more risky than a growth strategy

LAKONISHOK, SHLEIFER AND VISHNY (1994)

Returns for value-growth investment strategies

Growth Value
1 2 3 4 5 6 7 8 9 10

1. Sorted by book-to-market ratio
Annual return (%) 11.0 11.7 135 123 131 154 154 17.0 183 173
Average annual return over 5 years (%) 9.3 125 14.6 154 15.8 16.6 184 189 19.6 19.8
Size-adjusted average annual return (%) -4.3 -2 -0.3 04 0.6 12 24 2.8 33 35
2. Sorted by earnings-to-price ratio
Annual return (%) 123 125 14.0 13.0 135 15.6 17.0 18.0 193 16.2
Average annual return over 5 years (%) 11.4 12.6 143 15.2 16.0 16.7 18.8 19.1 19.6 19.0
Size-adjusted average annual return (%) -3.5 -24 -09 -0.1 0.5 1.3 26 2.6 29 1.9
3. Sorted by cash flow-to-price ratio
Annual return (%) 8.4 124 14.0 14.0 15.3 14.8 15.7 17.8 183 183
Average annual return over 5 years (%) 9.1 12.2 14.5 15.7 16.6 171 18.0 19.2 19.9 20.1
Size-adjusted average annual return (%) -4.9 -2.5 -0.6 0.5 1.3 19 25 34 3.7 39
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Chan, Hamao and Lakonishok (1991)
Fundamentals and stock returns in Japan

Journal of Finance

Japanese stock market

1971-1988

The study finds a significant relationship between fundamental variables and expected returns. Of the
four fundamental variables considered, the book-to-market and the cash flow yield have the most
significant positive impact. If all the four fundamentals are considered together the expected difference
in returns between the 10" and the 90" percentiles of firms ranked by the book-to-market ratio is 0.44
percent per month.

The takeaway
1) Value stocks outperform growth stocks
2) Defining value as book-to-market and cash flow yield produces the most positive impact
3) Outperformance is estimated at 0.44% per month

Basu (1977)

Investment performance of common stock in relation to their price-earnings ratio: A test of the efficient
market hypothesis

Journal of Finance

U.S. stock market

1957-1971

The study finds that low price-to-earnings (P/E) portfolios (value stocks) have, on average, earned higher
absolute and risk-adjusted rates of return than high P/E portfolios. The lowest P/E quintile averaged an
annual return of 16.3% while the highest P/E quintile returned 9.55% per year. These findings are
inconsistent with the efficient market hypothesis.

The takeaway

1) Value stocks (low P/E ratios) outperform growth stocks
2) Outperformance is estimated at 6.75% per year
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Capula, Rowley and Sharpe (1993)
International value and growth stock returns
Financial Analysts Journal

International stock markets

1981-1992

The study finds that value stocks (low price-to-book) outperformed growth stocks in each of the six
countries tested (US, Japan, Germany, France, UK and Switzerland) during the period and after
adjustments for risk. Over the 11.5 year period value stocks outperformed global growth stocks by
39.54%, or about 3.3% per year. The cumulative outperformance differed across countries, with France
turning in the highest figure (73.7%) and the U.S. the lowest (15.6%).

The takeaway
1) Value stocks (low price-to-book) outperform growth stocks
2) Outperformance is estimated at 3.3% per year
3) Value stocks outperformed in each of the six countries tested

La Porta, Lakonishok, Shleifer and Vishny (1997)
Good news for value stocks: Further evidence on market efficiency
Journal of Finance

U.S. stock market

1971-1992

The paper studies stock price reactions around earnings announcements for value and glamour stocks
over a 5-year period after portfolio formation. The announcement returns suggest that a significant
portion of the return difference between value and glamour stocks is attributable to earnings
announcements that are systematically more positive for value stocks. The evidence is inconsistent with
the risk-based explanation for the return differential and instead suggests that expectational errors
about future earnings prospects play an important role in the superior returns of value stocks.

The takeaway
1) Value stocks outperform growth stocks
2) Avalue strategy is not more risky than a growth strategy
3) Outperformance of value stocks appears to come from factors relating to investor psychology
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Fama and French (1998)

Value versus growth: The international evidence
Journal of Finance

International markets

1975-1995

The study shows that value stocks have higher returns than growth stocks in markets around the world.
For the period 1975 through 1995, the difference between the average returns on global portfolios of
high and low book-to-market stocks is 7.68 percent per year, and value stocks outperformed growth
stocks in twelve of thirteen major markets. Moreover, the results hold up across a variety of value-
growth indicators (book-to-market, earnings-to-price, cash flow-to-price anddividend-to-price).

The takeaway
1) Value stocks outperform growth stocks
2) Value outperforms when defined as book-to-market, earnings-to-price, cash flow-to-price or
dividend-to-price
3) Value outperformed in 12 of the 13 international markets studied
4) Outperformance is estimated at 7.68% per year

FAMA AND FRENCH (1998)

Annual returns (measured in U.S. dollars) in excess of U.S. T-bill rate for value and glamour portfolios by country, 1975-95

BV/MV E/P CF/P D/P
Market Value Glamour Value Glamour Value Glamour Value Glamour
United States 9.57 14.55 7.75 14.09 7.38 13.74 7.08 11.75 8.01
Japan 11.88 1691 7.06 14.14 6.67 1495 5.66 16.81 727
United Kingdom 15.33 17.87 13.25 17.46 14.81 1841 14.51 15.89 12.99
France 11.26 17.10 9.46 15.68 8.70 16.17 9.30 15.12 6.25
Germany 9.88 12.77 10.01 11.13 10.58 13.28 5.14 9.99 10.42
Italy 8.11 5.45 11.44 7.62 1299 11.05 037 10.07 12.68
Netherlands 13.30 15.77 13.47 14.37 9.26 11.66 11.84 13.47 13.05
Belgium 12.62 1490 10.51 15.12 1290 16.46 12.03 15.16 12.26
Switzerland 11.07 13.84 10.34 12.59 11.04 12.32 9.78 12.62 10.44
Sweden 12.44 20.61 12.59 20.61 1242 17.08 12.50 16.15 1132
Australia 892 17.62 530 15.64 597 18.32 4,03 14.62 6.83
Hong Kong 22.52 26.51 19.35 27.04 22.05 29.33 20.24 23.66 23.30
Singapore 13.31 21.63 1196 15.21 13.12 13.42 8.03 10.64 13.10
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Anderson and Brooks (2006)
The long-term price-earnings ratio
Journal of Business Finance & Accounting
UK stock market

1975-2003

The study shows that the power of the price-to-earnings effect has until now been seriously
underestimated due to taking too short-term a view of earnings. Using the traditional P/E ratio the
authors find the difference in average annual returns between the value and glamour deciles to be 6%,
which is similar to other authors’ findings. But by calculating P/E ratios using earnings averaged over the
previous eight years, they were able to almost double the level of outperformance.

The takeaway
1) Value stocks (price-to-earnings) outperform growth stocks
2) Outperformance is greater when earnings are averaged over a longer term
3) Outperformance is estimated at 6.00% per year using short term earnings and almost 12.00%
when using long-term earnings

Barefoot, Patel and Yao (2006)
High yield, low payout

Credit Suisse Equity Research

U.S. Stock market

1990-2006

The study finds that stocks with higher dividend yields generally outperform those with low yields and
that stocks with a low payout ratio outperform those with a high payout ratio. The ‘high yield, low
payout’ portfolio returned annually 19.2% over the time period while the ‘low yield, low payout’
returned 16.9%, the ‘high yield, high payout’ returned 11.0% and the “low yield, high payout’ 8.6%. The
return of the S&P 500 over the same time period was 11.16%.

The takeaway
1) Value stocks (high dividend yield) outperform
2) High dividend yield stocks outperform low yield stocks
3) Low payout ratio stocks outperform high payout ratio stocks
4) The ‘high yield, low payout’ portfolio is estimated to outperform the market by 8.04% per year
5) The ‘low yield, low payout’ portfolio is estimated to outperform the market by 5.74% per year
6) The ‘low yield, high payout’ portolio is estimated to underperform the market by 2.56% per year
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Tweedy, Browne Company
Price in relation to book value

U.S. stock market

1970-1981

The study finds that expected stock returns generally increase as price-to-book decreases. A portfolio
constructed of stocks priced at 140-120% of book value went on to return 48.9% over the subsequent
three years while a portfolio of stocks priced at 30-0% of book value returned 88.0%. The S&P 500
returned 27.7% over the same time period. When companies with a debt-to-equity ratio exceeding 20%
were excluded the returns for the portfolios were 53.8% and 113.7% respectively. The study also
constructed a portfolio priced at less than 66% of net current assets. That portfolio returned 87.6% over
three years when all companies were included and 98.8% when highly leveraged companies were
excluded.
The takeaway
1) Value stocks (low price-to-book) outperform the market
2) Stocks priced at 140-120% of book value are estimated to outperform the market by 6.62% per
year
3) Stocks priced at 30-0% of book value are estimated to outperform the market by 17.03% per
year
4) Outperformance was increased when highly leveraged stocks were excluded
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Why does value investing work?

“Based on the weight of the evidence from studies on the book-to-market effect and
related anomalies, the academic community has generally come to agree that value investment
strategies, on average, outperform growth investment strategies. Much less consensus exists,
however, about the underlying reasons for the superior returns.”

-- Chan and Lakonishok (2004)

Although the evidence on returns is relatively uncontroversial, the situation is far less settled when it
comes to providing an explanation for the differences between the performance of value and growth
portfolio.

Fama and French (1996) argued that stocks with high book-to-market ratios are more prone to financial
distress and are hence riskier than glamour stocks. They used a version of the Merton (1973) multifactor
asset-pricing model to ascribe value stocks' higher returns to the stocks' higher exposures to a financial
distress factor. This argument, however, stretches credulity. On the basis of the risk argument, Internet
stocks, which had virtually no book value but stellar market value in the 1990s, would be considered
much less risky than traditional utility stocks, which typically have high book values relative to market
values. Note also that the idea that value stocks have higher risk surfaced only after their higher returns
became apparent.

Lakonishok, Shleifer and Vishny on the other hand, suggested that cognitive biases underlying investor
behaviour and the agency cost of professional investment managers were at the root of the
outperformance of value investing. They argued that the value premium is due to the preference of
both individual and institutional investors for glamour strategies and by their avoidance of value
strategies. The reason for this preference, they suggested, is that investors may extrapolate past growth
rates into the future even though they are highly unlikely to persist, put excessive weight on the recent
past or they might just equate well run-firms with good investments regardless of price“After all, how
can you lose money on Microsoft or Walmart?” In the case of institutions glamour stocks may appear to
be “prudent” investments and easy to justify to sponsors. Analysts have a vested interest in
recommending successful stocks to generate trading commissions, as well as investment banking
business. Growth stocks are typically in exciting industries and are thus easier to tout in terms of analyst
reports and media coverage.

In spite of investors’ apparent preference for high-growth stocks, Capula, Rowley and Sharpe (1993)
point out that growth in earnings per se should not provide added value unless it is expected to result
from abnormally profitable investment opportunities. The view that all growth is good fails to take into
account the cost of producing the growth and can lead to disappointing investment returns.
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Furthermore, many investors have shorter time horizons than are required for value strategies to
consistently pay off. Many individuals look for stocks that will earn them high abnormal returns within a
few months rather than 4 percent per year over the next five years. Institutional money managers often
have even shorter time horizons. They often cannot afford to underperform the index or their peers for
any non-trivial period of time for, if they do, their sponsors will withdraw funds. A value strategy that
takes 3 to 5 years to pay off but may underperform the market in the meantime might simply be too
risky for the money managers from a career perspective. If a money manager fears getting fired before a
value strategy pays off, he will avoid such a strategy. When both individuals and institutional money
managers prefer glamour and avoid value strategies, value stocks will be cheap and earn a higher
average return.
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