This research project provides a look back at the seminal academic papers that have
focused on value oriented stock selection methods. It begins with a catalog of the first
major value studies ever conducted and then concludes with attention to the most recent
academic papers. The project convenes these resources to illustrate the strong body of
work that exists to support the unique successes achieved by the value investing
philosophy.
By nature this project is ongoing. As more research on the value approach is conducted,
this project will grow as well.
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A portfolio strategy that select stocks with strong value characteristics, e.g. book to
market ratio, has on average outperformed overall market and growth stocks. For
example, one dollar invested in large value stocks in 1965 was worth 177 dollars at the
end of 2005. A similar investment in the overall market would be worth only 57 dollars.
The one dollar investment in small value stocks was worth 919 dollars! This site will
briefly summarize the findings in academic papers about value oriented stock selection
methods from the past two decades. The papers will review the success of the value
strategies in the US data in small and large stocks and international stock data as well.
The information provided here is meant to provide an entry point to the empirical value
studies past and present.
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These are the first studies analyzing value portfolio strategies that have more than 10
years of data and received the most attention.
Early Studies: One-Dimensional Description of Value
•
•

Basu, "Investment Performance of Common Stocks in Relation to their PriceEarnings Ratios: A Test of the Efficient Market Hypothesis", 1977
Rosenberg, Reid, Lanstein, "Persuasive Evidence of Market Inefficiency", 1985

Second Generation: Multi-Dimensional Description of Value
•
•
•

Fama & French, "The Cross-Section of Expected Stock Returns", 1992
Basu, "Earnings’ Yield and the Size Effect", 1983
Lakonishok, Shleifer, Vishny (LSV), "Contrarian Investment, Extrapolation, and
Risk", 1994

Fama & French 3 Factor Model Successes
•
•

1993, High Minus Low (HML) factor
1995, Multi-factor success with LSV portfolios

Further Reading
Back to Table of Contents
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Author: Basu S.
Title: Investment Performance of Common Stocks in Relation to their PriceEarnings Ratios: A Test of the Efficient Market Hypothesis
Publish Date: 6/1977 in Journal of Finance
Sample: NYSE 9/1956-8/1971
Keyword: P/E ratio
Basu looks at the relationship between common stocks and their price-earnings (P/E)
ratio and f inds ound that the low P/E ratio portfolio earned six percent more per year
than a high P/E portfolio in the 14 year sample. Basu is was not the first to investigate
price-earnings relationships or the inverse statistic, earnings yield, but the articles that
precede Basu have a much smaller time-series , hence making the statistical strength less
reliable. The stocks are ranked according to their E/P ratio and divided into five equally
weighted portfolios and re-ranked in January and rebalanced annually in April. The
stocks are traded on the NYSE, compiled in the COMPUSTAT database and must have
at least 60 months of data before being included in one of the five portfolios which
contain around 100 securities. The low P/E high return relationship strictly increases
from quintiles two to five. The highest earnings yield quintile earned 16.30% on average
per year compared to 9.34% by the lowest quintile, and a 4.3% return on T-Bills.
E/P avoids any pathological P/E ratio where the earnings are close to zero or negative.
The portfolios are rebalanced in April to ensure the information was available to
investors.

Back to top of Section 2: Canonical Articles
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Author: Rosenberg B., Reid K., Lanstein, R.
Title: Persuasive Evidence of Market Inefficiency
Publish Date: Spring 1985, Journal of Portfolio Management
Sample: 1/1973-9/1984 NYSE/Large Cap Stocks
Keyword: B/M ratio
Rosenberg, Reid, and Lanstein (RRL) is generally the first cited study that evaluates the
performance of the book to market (B/M) strategy. They create a monthly hedge portfolio
based upon data available at the prior month’s close from 1400 securities in the “HICAP”
universe. The hedge portfolio has equal long and short positions and attempts to control
for a number of factors such as size, E/P, share turnover, and industry classification.
Their hedge portfolio, long high B/M stocks and short B/M stocks, had an average
monthly return of 0.36% during the 12 year time span of their study and was positive 38
of the 54 months. There is a strong seasonality in the returns where the average January
return is 1.7% and a downward trend from the early months to the late months which is
also documented by Fama and French (See Risk Factors in the Returns on Stocks and
Bonds).

Back to top of Section 2: Canonical Articles
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Author: Fama, E. and French, K.
Title: The Cross-Section of Expected Stock Returns
Publish Date: 6/1992 in Journal of Finance
Sample: Intersection of NYSE, AMEX, NASDAQ and COMPUSTAT 7/1963-12/1990.
Keyword: Size, B/M ratio, E/P ratio
Fama and French document the relative success of using value characteristics to explain
average portfolio returns compared to market returns. They create 100 equally weighted
portfolios, using the intersection of ranks of the company’s size market capitalization and
the book to market ratio. Fama and French show the difference in the average monthly
returns for the highest B/M decile and lowest B/M decile is 1.63%-0.64%=0.99%
compared to the size decile smallest minus largest 1.47%-0.89%=0.58%. They also show
B/M effect exists controlling size and vice-versa. In each size class, the average returns
generally increase as the B/M increases and the effect is stronger for the smaller stocks.
The high minus low B/M portfolio difference is over 1% for many of the smaller size
classes, but 1.18%-0.93%=0.25% for the largest size class. Controlling for the B/M, the
smallest stocks outperform the largest except for the low B/M decile. Additionally, they
show that controlling for size and B/M diminishes the relationship between earnings to
price and average returns. This paper sets up Fama French’s later series of papers which
use portfolios of stocks selected on size and B/M characteristics to test models which try
to explain stock returns.

Back to top of Section 2: Canonical Articles
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Author: Basu, S.
Title: Earnings’ yield and the size effect
Publish Date: 12/1983 in Journal of Financial Economics
Sample: NYSE 12/1962-3/1980
Keyword: P/E ratio and Size
Basu examines whether the high return associated with stocks with high earnings’ yield is
related to the high return attributed to stocks with small market capitalizations, also
known as the size effect. Using the securities in the NYSE and COMUSTAT database,
Basu compares the return of high and low earnings’ yield portfolios of stocks with similar
sizes. The firms are ranked annually using the E/P and size data as of January 1 and put
into one of five equally weighted portfolios. The high earnings’ yield portfolios perform
better than the low earnings’ yield portfolios within each market value class. The raw
returns are highest for the high earnings yield small stock class. The high yield minus low
yield return spread in each size quintile varies from 0.3% to 0.5% per month with no
clear relationship to the size class. The standard deviation of returns is lower for the
portfolios with high earnings yield within each size class.

Back to top of Section 2: Canonical Articles
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Author: Lakonishok, Shleifer, and Vishny
Title: Contrarian Investment, Extrapolation, and Risk
Publish Date: Dec 1994 in Journal of Finance
Sample: 4/1963-4/1990, NYSE/AMEX in COMPUSTAT
Keyword: B/M ratio, C/P ratio, E/P ratio, GS
Lakonishok, Shleifer, and Vishny evaluate the performance of several value strategies
based on several measures of value, book to market (B/M), cash flow to price (C/P),
earnings to price (E/P), growth of sales (GS) and multi-dimensional measures of value.
They introduce the growth to sales measure of value (GS), the 5 yr average growth rate of
sales, which unlike most measures of value is not of function of the price. LSV use the
previous five years of accounting data, form equally weighted portfolios and report the
buy and hold returns for five years from the formation date. The first-decile GS portfolio
returned 19.5% per year over the five year holding period compared to the 12.7% of the
tenth-decile, a difference of 6.8% per year. The C/P strategy has the biggest difference
return of about 11% per year which is portfolio long firms with the highest C/P and short
firms with the lowest. LSV show that strategies built with two value measures outperform
those using only one variable. They form nine groups of stocks independently sorted into
the (1) bottom 30%, (2) middle 40%, and (3) top 30% for two measures of value. The
high C/P and low GS portfolio earned 22.1% per year for five years following the
formation period compared to 20.1% of the high C/P decile and 19.5% of the low GS
decile. The improvements are similar for the other jointly formed portfolios compared to
the one dimensional strategy. Additionally they restrict the analysis only to large stocks
and find similar return differences between the value and glamour stocks suggesting that
value strategies are useful for large stocks as well as small stocks.
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Back to top of Section 2: Canonical Articles
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Author: Fama, E. and French, K.
Title: Common Risk Factors in the Returns on Stocks and Bonds
Publish Date: 6/1993 in Journal of Financial Economics
Sample: Intersection of NYSE, AMEX, NASDAQ and COMPUSTAT, non-financials
7/1963-12/1990.
Keyword: Size, B/M ratio, E/P ratio, D/P ratio
Fama and French take their previous paper’s result (See The Cross-Section of Expected
Stock Returns), using company size and B/M to explain average returns to develop a new
pricing model that explains stocks returns with factors that mimic the size and B/M
effect. These factors remain popular today because of their ability to explain the returns
of portfolios formed with value oriented rules. The factors are value-weighted hedge
portfolios using annual size and B/M ranks. Every year stocks are sorted into two size
groups, big and small, and three B/M groups, high B/M (top 30%), middle (middle 40
%), and low (bottom 30%)*. The intersection of the size and B/M groups generates six
portfolios and each portfolio is value weighted. The HML (High Minus Low) factor is the
difference in returns between the two high B/M portfolios minus the low B/M portfolios.
The SMB (Small Minus Big) factor is the difference in returns of the three small stock
portfolios minus the large stock portfolios.
HML=1/2 (Small Value + Big Value) - 1/2 (Small Growth + Big Growth).
SMB=1/3 (Small Value + Small Neutral + Small Growth) - 1/3 (Big Value + Big Neutral
+ Big Growth).
The two factors exhibit a strong seasonality, the average return increases in January
2.74% for SMB and 2.29% for HML. An important test of the factors is how well they
explain portfolio strategies using other variables which explain average return, D/P ratio
and E/P. Fama and French run regressions on portfolios formed on D/P and E/P and find
the co-movement with the HML factor drives the high returns on value stocks with high
D/P or E/P.
Fama and French update the factors at least once a year and can be found on Ken
French’s website (http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/
data_library.html) along with portfolios formed on other value characteristics.
*the break point for the SMB factor is the median of NYSE stocks and the similarly the
breakpoints for the HML are determined from the NYSE stocks.
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Author: Fama, E. and French, K.
Title: Multi-Factor Explanations of Asset Pricing Anomalies
Publish Date: 3/1996
Sample: Intersection of NYSE, AMEX, NASDAQ and COMPUSTAT, non-financials
7/1963-12/1993.
Keyword: International, Size, B/M ratio, E/P ratio, C/P ratio, GS
Fama and French examine whether the relationship between average returns and portfolio
strategies can be explained with their three factor model. The double sort portfolios using
two value characteristics, B/M and GS (5 yr Growth in Sales),, E/P and GS, CP and GS
have high average returns which are closely related to their co-movement with the SMB
and HML factor. The proportion of the return variance of the portfolio strategies which is
explained by market, SMB, and HML factor is on average over 90%. Fama and French
confirm that there are high average returns on portfolios using different value measures
which they argue can be traced to their two additional factors. However, they debate why
the returns are high and are presently still pursuing this question.
Back to top of Section 2: Canonical Articles
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Further Reading - Section 2 (Canonical Articles)
De Bondt and Thaler (1987) are one of the early studies of size and B/M sorted
portfolios.
Author: DeBondt, W. and Thaler, R.
Title: Further Evidence on Investor Overreaction and Stock Market Seasonality
Publish Date: Journal of Finance, vol. 42, no. 3, July 1987, pp. 557-81
Abstract: "In a previous paper, we found systematic price reversals for stocks that
experience extreme long-term gains or losses: Past losers significantly outperform past
winners. We interpreted this finding as consistent with the behavioral hypothesis of
investor overreaction. In this follow-up paper, additional evidence is reported that
supports the overreaction hypothesis and that is inconsistent with two alternative
hypotheses based on firm size and differences in risk, as measured by CAPM-betas. The
seasonal pattern of returns is also examined. Excess returns in January are related to both
short-term and long-term past performance, as well as to the previous year market
return."

Ball (1978) reviews some of the studies of returns relationships with accounting data
along with some explanations.
Author: Ball, R.
Title: Anomalies in Relationships between Securities' Yields and Yield-Surrogates
Publish Date: Journal of Financial Economics, vol. 6, no. 2/3, June/Sept. 1978, pp. 10326
Abstract: "A literature survey reveals consistent excess returns after public
announcements of firms’ earnings. If the information in publicly-announced earnings is a
public good, then these results seem inconsistent with equilibrium in the securities
market: public goods, being without private cost, should earn no private return.
Alternative explanations of this anomaly are considered. The most likely explanation is
that earnings variables proxy for omitted variables or other misspecification effects in the
two-parameter model: that the measured market portfolio is not mean-variance efficient.
Similar anomalies and explanations apply to other yield-surrogates’, including dividend
yields and Value Line ratings."
Back to top of Section 2: Canonical Articles
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Initially, all of the value strategies were tested on the U.S. markets, post 1964, and within
the Compustat universe of firms which made people question whether it was sample
specific. These are key studies that test the portfolio strategies to new U.S. data and more
importantly international samples.
Single Country (International)
•

Lakonishok, Hamao, Chan, "Fundamentals and Stock Returns in Japan", 1991

Multiple Country (Global)
•

Fama & French, "Value versus Growth the International Evidence", 1998

Additional U.S. Data
•

Davis, Fama, French, "Characteristics, Covariances, and Average Returns: 19291997", 2000

Further Reading
Back to Table of Contents
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Author: Chan, K., Hamao, Y., Lakonishok, J.
Title: Fundamentals and Stock Returns in Japan
Publish Date: 12/1991 in Journal of Finance
Sample: 1/1971 – 12/1988, Tokyo Stock Exchange
Keyword: Japanese Stocks, Size, B/M ratio, E/P ratio, C/P ratio
Chan, Hamao, and Lakonishok study the relationship between the average returns on
Japanese stocks and their size, B/M ratio, E/P ratio, and C/P ratio. They form four equally
weighted portfolios once a year in June, three months after the end of the fiscal year and
one special group for stocks that have negative values for the scaled price variables. For
firms with positive E/P, B/M, C/P, the average return increases with the ratio. The sorting
variable that generates the greatest difference in average returns between the high and
low groups is the B/M ratio, where the high B/M group earns 2.43% per month and the
low group 1.33% per month. The firms with high B/M also tend be firms with high C/P
and E/P which implies that the different measures of value are correlated. The size
variable also generates a large average return spread between small and large firms,
2.44% per month (low) and 1.47% per month (high). It is worth noting that the firms in
the special group with negative ratios outperform the high group for E/P, B/M, and C/P
and that the authors offer no convincing explanation other than noting the anomaly is
reported by other papers.

Back to top of Section 3: International and Long-Term Historical Evidence

15

Value Investing Retrospective

Columbia Business School

Author: Fama, E. and French, K.
Title: Value versus Growth the International Evidence
Publish Date: 12/1998 in Journal of Finance
Sample: 1/1975-12/1995
Keyword: B/M ratio, Size
Fama and French’s international study shows that value stocks have higher average
returns all over the world. They expand the traditional universe of just the NYSE,
AMEX, NASDAQ Compustat firms with the firms in MSCI that have the B/M, E/P, C/P
and D/P ratios which are commonly used to identify value versus growth. Each country
portfolio is value weighted by the company size and the global portfolios is constructed
by using Morgan Stanley’s country weights. Fama and French’s global value portfolios
perform in excess of 7% per year of their growth portfolio. The value growth difference
in returns for each country is nearly always positive with few exceptions (e.g. Italy) and
none are negative with any statistical significance. They also present emerging market
data from the latter part of the time-period around 1988-1995. The emerging market
results also show the value portfolios generally outperformed the growth portfolios; the
high B/M beat the low B/M for 12 out of 16 countries. Some caution is warranted when
interpreting the results because of the short sample and small number of firms.
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Back to top of Section 3: International and Long-Term Historical Evidence

17

Value Investing Retrospective

Columbia Business School

Author: Davis, J., Fama, E. and French, K.
Title: Characteristics, Covariances, and Average Returns: 1929-1997
Publish Date: 2/2000 in Journal of Finance
Sample: 7/29-6/97 NYSE, NASDAQ AMEX
Keyword: B/M ratio, Size
Davis, Fama and French (DFF) extend the sample of B/M and returns data back to 1929
and show that the relationship between high returns and B/M ratios exists in the
previously unexamined older data. DFF address one of the common criticisms of the B/M
return relationship--that the finding is sample specific to the post 1964 Compustat firms.
The new data is limited to firms on the NYSE and gathered from the Moody’s Industrial
Manual. They form the HML (High Minus Low) and SMB (Small Minus Big) factors
similar to their earlier work, using the NYSE firms to define the size and B/M
breakpoints every June. They have six value weighted portfolios from combinations of
small and big firms with high, medium or low B/M ratios. The small-value (Small, High
B/M) stocks earn 1.53% per month compared to 1.05% of the small-growth portfolio
over the whole sample, a difference of 0.48% per month. The difference in large-value
large-growth returns is 0.45% (1.34% - 0.89%), but noticeably smaller in the later subsamples. During 7/63-6/97, the value-growth return difference for large stocks is still
positive, but only 0.29% (1.27%-0.98%). The value-growth return difference for small
stocks increases to 0.56% (1.57%-1.01%). The small stocks out perform large stocks in
old data and the new data, and the size factor SML makes 0.20% per month on average
compared to HML factor which is 0.46%. DFF’s results confirm other researchers’
findings that the value premium is strongest for the small firms but still present in large
stocks.
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Back to top of Section 3: International and Long-Term Historical Evidence
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Further Reading - Section 3 (Value Investing: International and Long-Term
Historical Evidence)

Skeptics of the Value premium proposed that the Compustat sample selection bias might
be the driving factor which is countered by Chan, Jegadeesh, and Lakonishok.
Author: Chan, Louis, Jegadeesh, Narasimhan, Lakonishok, Josef
Title: Evaluating the Performance of Value versus Glamour Stocks: The Impact of
Selection Bias
Publish Date: Journal of Financial Economics, vol. 38, no. 3, July 1995, pp. 269-96
Abstract: “The authors examine whether sample selection bias explains the difference in
returns between 'value' stocks (high book-to-market ratios) and 'glamour' stocks (low
book-to-market ratios). Selection bias on Compustat is not a severe problem: for CRSP
primary domestic firms, the proportion missing from Compustat is not large and the
average return is not very different from the Compustat sample. Mechanical problems
with matching Cusip identifiers account for much of the discrepancy between CRSP and
Compustat. The superior performance of value stocks is confirmed for the top quintile of
NYSE-Amex stocks using a sample free from selection bias.”

Barber and Lyon show the B/M ratio effect is present in financial firms which are
frequently excluded from return studies because of institutional differences.
Author: Brad Barber, and John Lyon
Title: Firm Size, Book-to-Market Ratio, and Security Returns: A Holdout Sample of
Financial Firms
Publish Date: Journal of Finance, vol. 52, no. 2, June 1997, pp. 875-83
Abstract: "Fama and French (1992) document a significant relation between firm size,
book-to-market ratios, and security returns for nonfinancial firms. Because of their initial
interest in leverage as an explanatory variable for security returns, Fama and French
exclude from their analysis financial firms, thus creating a natural holdout sample on
which to test the robustness of their results. The authors document that the relation
between firm size, book-to-market ratios, and security returns is similar for financial and
nonfinancial firms. In addition, they present evidence that survivorship bias does not
significantly affect the estimated size or book-to-market premiums in returns. The
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authors' results indicate data-snooping and selection biases do not explain the size and
book-to-market patterns in returns."

Arshanapalli, Coggin, and Doukas perform an international value study that is
complementary to Fama and French (1998).
Author: Bala Arshanapalli, T. Daniel Coggin, John Doukas
Title: Multifactor Asset Pricing Analysis of International Value Investment
Strategies
Publish Date: Journal of Portfolio Management, vol. 24, no. 4, Summer 1998, p. 10-23
Abstract: "The authors document that value (high book-to-market) stocks outperform
growth (low book-to-market) stocks in most countries during the January 1975 December
1995 period, both absolutely and after adjusting for risk. They also find that the
correlations among international value-growth spreads are low. Their analysis suggests
that the Fama-French three-factor model explains most of the variation in average returns
on regional industry portfolios."
Back to top of Section 3: International and Long-Term Historical Evidence
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We take an additional look at the success of the small stock returns which are amplified
with value strategies, the composition of the income statement, and management actions
which are often linked to value.
Small Stocks & Value
•

Fama & French, "Common Risk Factors in the Returns on Stocks and Bonds",
1993

Additional Accounting Variables: Accruals, O-Score
•
•

Bartov, Kim, "Risk, Mispricing, and Value Investing", 2004
Griffin, Lemmon, "Book–to–Market Equity, Distress Risk, and Stock Returns",
2002

Management Decisions: Share Repurchases, Equity Offerings, Mergers
•

Ikenberry, Lakonishok, and Vermaelen, "Market Underreaction to Open Market
Share Repurchases", 1995

Further Reading
Back to Table of Contents
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Author: Fama, E. and French, K.
Title: Common Risk Factors in the Returns on Stocks and Bonds
Publish Date: 6/1993 in Journal of Financial Economics
Sample: Intersection of NYSE, AMEX, NASDAQ and COMPUSTAT, non-financials
7/1963-12/1990.
Keyword: Size, B/M ratio, E/P ratio, D/P ratio
Fama and French take their previous paper’s result (See The Cross-Section of Expected
Stock Returns), using company size and B/M to explain average returns to develop a new
pricing model that explains stocks returns with factors that mimic the size and B/M
effect. These factors remain popular today because of their ability to explain the returns
of portfolios formed with value oriented rules. The factors are value-weighted hedge
portfolios using annual size and B/M ranks. Every year stocks are sorted into two size
groups, big and small, and three B/M groups, high B/M (top 30%), middle (middle 40
%), and low (bottom 30%)*. The intersection of the size and B/M groups generates six
portfolios and each portfolio is value weighted. The HML (High Minus Low) factor is the
difference in returns between the two high B/M portfolios minus the low B/M portfolios.
The SMB (Small Minus Big) factor is the difference in returns of the three small stock
portfolios minus the large stock portfolios.
HML=1/2 (Small Value + Big Value) - 1/2 (Small Growth + Big Growth).
SMB=1/3 (Small Value + Small Neutral + Small Growth) - 1/3 (Big Value + Big Neutral
+ Big Growth).
The two factors exhibit a strong seasonality, the average return increases in January
2.74% for SMB and 2.29% for HML. An important test of the factors is how well they
explain portfolio strategies using other variables which explain average return, D/P ratio
and E/P. Fama and French run regressions on portfolios formed on D/P and E/P and find
the co-movement with the HML factor drives the high returns on value stocks with high
D/P or E/P.
Fama and French update the factors at least once a year and can be found on Ken
French’s website (http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/
data_library.html) along with portfolios formed on other value characteristics.
*the break point for the SMB factor is the median of NYSE stocks and the similarly the
breakpoints for the HML are determined from the NYSE stocks.
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Author: Fama, E. and French, K.
Title: Multi-Factor Explanations of Asset Pricing Anomalies
Publish Date: 3/1996
Sample: Intersection of NYSE, AMEX, NASDAQ and COMPUSTAT, non-financials
7/1963-12/1993.
Keyword: International, Size, B/M ratio, E/P ratio, C/P ratio, GS
Fama and French examine whether the relationship between average returns and portfolio
strategies can be explained with their three factor model. The double sort portfolios using
two value characteristics, B/M and GS (5 yr Growth in Sales),, E/P and GS, CP and GS
have high average returns which are closely related to their co-movement with the SMB
and HML factor. The proportion of the return variance of the portfolio strategies which is
explained by market, SMB, and HML factor is on average over 90%. Fama and French
confirm that there are high average returns on portfolios using different value measures
which they argue can be traced to their two additional factors. However, they debate why
the returns are high and are presently still pursuing this question.
Back to top of Section 4: Value Augmented and Value Related Events
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Author: Bartov, E. and Kim, M
Title: Risk, Mispricing, and Value Investing
Publish Date: 2004, in Review of Quantitative Finance and Accounting
Sample: CRSP-COMPUSTAT, 1980-1998
Keyword: B/M ratio, Accruals
Bartov and Kim analyze a modification of the book-to-market strategy which uses
accruals, a quality of earnings measure. Accruals are a component of earnings that are
sensitive to earnings management. High accruals can be an indication of aggressive
accounting. Bartov and Kim propose that the stocks with low accruals have a B/M ratio
with more information content because the accounting will have more integrity. They
form equally weighted portfolios from the CRSP-COMPUSTAT database over the 19801998 sample using both accrual and B/M quintiles and track the annual buy and hold
returns. The high B/M quintile portfolio exceeds the lowest quintile by 14.1% and the
low accrual quintile portfolio exceeds the high accrual quintile by 7.5%. Using both B/M
and accruals jointly, the high B/M low accrual portfolio exceeds the low B/M high
accrual portfolio by 20.6%. The authors also look at the returns around the earnings
announcements for the B/M and accrual portfolios. The three day return, the day before
earnings to the day after, is much higher for low accrual and high B/M stocks. The high
B/M low portfolio earns 7.6% more than the low B/M high accrual over the 12 days
around the four earnings announcements. The authors note this is a significant part of the
overall excess 20.6% they earn over 252 days, one third of the returns
(36%=7.6%/20.6%) is earned over five percent of the year (4.76%=12/252). This result
is a refinement to La Porta et al (1997) who find a similar effect for the B/M portfolios
around earnings.
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Author: Griffith, J., Lemmon, M.
Title: Book–to–Market Equity, Distress Risk, and Stock Returns
Publish Date: 10/2002 in Journal of Finance
Sample: CRSP COMPUSTAT 7/1965-6/1998
Keyword: B/M ratio, Size, O-Score
Griffith and Lemmon analyze portfolios formed using book to market ratios, size, and Oscores. The O-score is a function of the firm’s financial ratios, liabilities to assets, income
to assets, among other accounting information. Firms with high scores are thought to be
distressed and have a high likelihood of bankruptcy. Griffith and Lemmon form
portfolios with high, medium and low B/M ratios for the five O-score groups for big and
small firms. They find firms with higher B/M ratios have higher returns across size and
O-score groups. However, the O-score effect differs for low B/M and high B/M stocks.
Low B/M firms have returns decrease as O-scores increase. The return spread for small
(big) low B/M stocks, high O-scores minus low O-scores is -7.39% (-6.46%) . The Oscore effect reverses for small (big) high B/M stocks, where the high O-score minus low
O-score return spread is 1.85% (5.45%). The book to market effect is strongest for firms
with high O-scores, the return spread for high B/M minus low is 13.56% (15.33%) for
small (big) stocks. Griffith and Lemmon also show that a substantial fraction of the return
spread occurs around earnings. The return spread for the high O-score group, small (big)
firms with high B/M minus low is 3.39% (2.14%) using the cumulative return the day
before earnings to the day after.
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Author: Ikenberry D., Lakonishok J., Vermaelen T.
Title: Market Underreaction to Open Market Share Repurchases
Publish Date: 3/1995 in Journal of Financial Economics
Sample: 1980-1990 NYSE, AMEX, NASDAQ in COMPUSTAT
Keyword: Share Repurchases, B/M ratio
Ikenberry, Lakonishok, and Vermaelen (ILV) look at the long run performance of
companies that have a share repurchase announcement. They use all announcements
reported in the Wall Street Journal from January 1980 through December 1990 of
companies that intend to repurchase its own common stock through open market
transactions. In addition these companies must be in the CRSP-COMPUSTAT universe
of firms. ILV show that there is a 3.54% return in the four day window around the
announcement of an open market share repurchase and more interestingly there is an
abnormal return pattern over the following years controlling for the firm’s size and book
to market characteristics. They find the compounded four year return following a firm’s
announcement is 12.14% higher than the reference portfolio for announcements in 1980
to 1990. Most of the excess returns occur within the first three years after the repurchase.
The effect is weaker during 1986 to 1990, 10.24% return compounded over four years
compared to a 14.55% excess return for the 1980 to1985 announcements. This could be
normal statistical variation or evidence that the anomaly is being exploited. ILV sort the
announcements returns by the book to market ratio to increase the likelihood that
management’s primary motivation was due to undervaluation. The long horizon returns
for the highest B/M quintile is much higher than the overall sample. The four year
compounded return is 45.29% higher than the reference portfolio.
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Further Reading - Section 4 (Value Augmented and Value Related Events)

Author: R. Sloan
Title: Do Stock Prices Fully Reflect Information in Accruals and Cash Flows about
Future Earnings?
Publish Date: The Accounting Review, Vol. 71, No. 3. (Jul., 1996), pp. 289-315
Abstract: "A paper investigates whether stock prices reflect information about future
earnings contained in the accrual and cash flow components of current earnings. The
extent to which current earnings performance persists into the future is shown to depend
on the relative magnitudes of the cash and accrual components of current earnings.
However, stock prices are found to act as if investors fixate on earnings, failing to reflect
fully information contained in the accrual and cash flow components of current earnings
until that information impacts future earnings."

Author: Hermang Desai, Sivariam Rajgopal, Mohan Venkatachalam
Title: Value-Glamour and Accruals Mispricing: One Anomaly or Two?
Publish Date: Accounting Review, vol. 79, no. 2, April 2004, pp. 355-85
Abstract: "We investigate whether the accruals anomaly is a manifestation of the glamour
stock phenomenon documented in the finance literature. Value (glamour) stocks,
characterized by low (high) past sales growth, high (low) book-to-market (BIM), high
(low) earnings-to-price (E/P), and high (low) cash flow-to-price (C/P), are known to earn
positive (negative) future abnormal returns. Note that "C" or cash flow is operationalized
in the finance literature as earnings adjusted for depreciation. Sloan (1996) shows that
firms with low (high) total accruals earn positive (negative) future abnormal returns. We
find that a new variable, operating cash flows measured as earnings adjusted for
depreciation and working capital accruals, scaled by price (CFO/P) captures mispricing
attributed to the four traditional value-glamour proxies and accruals. Interpretation of this
finding depends on the reader's priors. If the reader believes that value-glamour
phenomenon can be operationalized only as C/P, and not CFO/P, then one would
conclude that CFO/P is a parsimonious variable that captures the mispricing attributes of
two distinct anomalies, value glamour and accruals. However, if a reader views the valueglamour anomaly broadly as a fundamentals-to-price anomaly, then (1) the CFO/P
variable can be considered an expanded value-glamour proxy and; (2) our results are
consistent with Beaver's (2002) conjecture that the accruals anomaly is the glamour stock
phenomenon in disguise."
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Author: R. Richardson Pettit, P. C. Venkatesh
Title: Insider Trading and Long-Run Return Performance
Publish Date: Financial Management, vol. 24, no. 2, Summer 1995, pp. 88-103
Abstract: "This paper investigates the relation between security performance and the
propensity for trading by "manager" insiders. The primary empirical model focuses on
whether individual firms' abnormal standardized levels of insider purchases and sales are
related to past, current, and future security performance. To overcome the inherent
problem of identifying insider activity in proximity to material events, when insiders may
face significant costs of detection on some types of transactions, our study considers firm
performance over long-run (3-year) intervals. Moreover, by analyzing all NYSE and
AMEX firms, we are able to characterize the propensity, probability, and profitability of
insider trading in equity markets in general. Our results show a strong tendency for
insider net purchases to be significantly above and below normal between one and two
years in advance of long horizon returns (both market-related and firm-specific) that are
above and below normal, respectively. Subsequent to abnormal returns, insiders tend to
reverse their trades. Thus, insider transactions have both a long-term anticipatory and a
reactive components to them. Virtually all of our results are driven by the timing of the
insider sales, rather than purchases."

Author: Rolf W. Banz
Title: The Relationship between Return and Market Value of Common Stocks
Publish Date: Journal of Financial Economics, vol. 9, no. 1, March 1981, pp. 3-18
Abstract: "This study examines the empirical relationship between the return and the total
market value of NYSE common stocks. It is found that smaller firms have had higher risk
adjusted returns, on average, than larger firms. This ‘size effect’ has been in existence for
at least forty years and is evidence that the capital asset pricing model ismisspecified. The
size effect is not linear in the market value; the main effect occurs for very small firms
while there is little difference in return between average sized and large firms. It is not
known whether size per se is responsible for the effect or whether size is just a proxy for
one or more true unknown factors correlated with size."

Author: Manjeet S. Dhatt, Yong H. Kim, Sandip Mukherji
Publish Date: Financial Analysts Journal Sep/Oct 1999.Vol.55, Iss. 5; pg. 60,

30

Value Investing Retrospective

Columbia Business School

Abstract: "The value premium for small-capitalization stocks This article investigates
whether an exploitable value premium existed for stocks in the Russell 2000 Index, the
commonly used US small-cap benchmark, in the 1979-1997 period. For profits formed on
the basis of price-to-earnings, price-to-sales, and market-to-book ratios, value stocks in
the study outperformed growth stocks by 5.28-8.40 percentage points a year and had
lower standard deviations and lower coefficients of variation than growth stocks did.
Combining the valuation measures to identify value boosted returns and improved the
risk-return characteristics of value portfolios. Most of the value premium for small-cap
stocks occurred outside the month of January and was available for reasonably liquid
stocks. These findings suggest that small-cap stocks offer a substantial value premium
that is of practical significance to investors."

Author: Rafael La Porta, Josef Lakonishok, Andrei Shleifer, Robert Vishny
Title: Good News for Value Stocks: Further Evidence on Market Efficiency
Publish Date: The Journal of Finance, Vol. 52, No. 2. (Jun., 1997), pp. 859-874.
Abstract: "This paper examines the hypothesis that the superior return to so-called value
stocks is the result of expectational errors made by investors. We study 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 surprises that are systematically more positive for value stocks. The evidence is
inconsistent with a risk-based explanation for the return differential."

Author: Joseph D. Piotroski
Title: Value Investing: The Use of Historical Financial Statement Information to
Separate Winners from Losers
Publish Date: Journal of Accounting Research, Vol. 38, 2000, pp. 1-41.
Abstract: "This paper examines whether a simple accounting-based fundamental analysis
strategy, when applied to a broad portfolio of high book-to-market firms, can shift the
distribution of returns earned by an investor. I show that the mean return earned by a high
book-to-market investor can be increased by at least 7.5% annually through the selection
of financially strong high BM firms, while the entire distribution of realized returns is
shifted to the right. In addition, an investment strategy that buys expected winners and
shorts expected losers generates a 23% annual return between 1976 and 1996, and the
strategy appears to be robust across time and to controls for alternative investment
strategies. Within the portfolio of high BM firms, the benefits to financial statement
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analysis are concentrated in small and medium-sized firms, companies with low share
turnover, and firms with no analyst following, yet this superior performance is not
dependent on purchasing firms with low share prices. A positive relationship between the
sign of the initial historical information and both future firm performance and subsequent
quarterly earnings announcement reactions suggests that the market initially underreacts
to the historical information. In particular, one-sixth of the annual return difference
between ex ante strong and weak firms is earned over the four three-day periods
surrounding these quarterly earnings announcements. Overall, the evidence suggests that
the market does not fully incorporate historical financial information into prices in a
timely manner."
Back to top of Section 4: Value Augmented and Value Related Events
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Author: Louis Chan, Jason Karceski, Josef Lakonishok
Title: New paradigm or same old hype in equity investing?
Publish Date: Financial Analysts Journal; Jul/Aug2000, Vol. 56 Issue 4, p23-36
Abstract: "The recent relative stock-price performance of six U.S. equity asset classes
(classified by size and by value-versus-growth style) differs markedly from the historical
pattern. Large-capitalization growth stocks have apparently taken the place of smallcapitalization and value stocks in investors' hearts. Have the size and value premiums of
the past vanished for good? We explore three explanations of recent market behavior the
"rational-asset-pricing" hypothesis, the "new-paradigm" viewpoint, and the "behavioral"
or "institutional" explanation. In our study, we examined the operating performance of
the equity classes to see which hypothesis accounts for the recent behavior of returns.
Our findings provide the most support for the behavioral explanation."

Author: Louis Chan, Josef Lakonishok
Title: Value and Growth Investing: Review and Update
Publish Date: Financial Analysts Journal; Jan/Feb2004, Vol. 60 Issue 1, p71-86
Abstract: "A great deal of academic empirical research has been published on value and
growth investing. We review and update this literature, discuss the various explanations
for the performance of value versus growth stocks, review the empirical research on the
alternative explanations, and provide some new results based on an updated and
expanded sample. The evidence suggests that, even after taking into account the
experience of the late 1990s, value investing generates superior returns. Common
measures of risk do not support the argument that the return differential is a result of the
higher riskiness of value stocks. Instead, behavioral considerations and the agency costs
of delegated investment management lie at the root of the value-growth spread."

Author: O. Oyefeso
Title: Literature survey of measurement of risk: The value premium

33

Value Investing Retrospective

Columbia Business School

Publish Date: Journal of Asset Management, Dec2004, Vol. 5 Issue 4, p277-288, 12p
Abstract: "This paper reviews the existing literature on the work that has been done in an
important area of financial markets -- measure of risks. The paper attempts to make this
survey as complete as possible, but since this area of research has been very active for the
past several years, describing all the work that has been done is not feasible. While the
paper includes the most important research, it has left out some very good papers.
Essentially, the paper emphasises the use of the value premium as a measurement of risk
of equity and fixed-income securities. The paper suggests potentially fruitful areas for
further research, including whether or not the value premium captures and explains the
same type of risk as the market risk premium, which is the commonplace measure of risk
in the finance literature."

Author: Robert D. Arnott, Jason Hsu, Philip Moore
Title: Fundamental Indexation
Publish Date: Financial Analysts Journal. Charlottesville: Mar/Apr 2005. Vol. 61, Iss. 2;
p. 83
Abstract: "A trillion-dollar industry is based on investing in or benchmarking to
capitalization-weighted indexes, even though the finance literature rejects the meanvariance efficiency of such indexes. This study investigates whether stock market indexes
based on an array of cap-indifferent measures of company size are more mean-variance
efficient than those based on market cap. These "Fundamental" indexes were found to
deliver consistent, significant benefits relative to standard cap-weighted indexes. The true
importance of the difference may have been best noted by Benjamin Graham: In the short
run, the market is a voting machine, but in the long run, it is a weighing machine."
Back to Table of Contents
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Mohanram, P.
Review of Accounting Studies, 10, 133–170, 2005
Separating Winners from Losers among Low Book-to-Market Stocks using
Financial Statement Analysis
This paper combines traditional fundamentals, such as earnings and cash flows, with
measures tailored for growth firms, such as earnings stability, growth stability and
intensity of R&D, capital expenditure and advertising, to create an index – GSCORE. A
long–short strategy based on GSCORE earns significant excess returns, though most of
the returns come from the short side. Results are robust in partitions of size, analyst
following and liquidity and persist after controlling for momentum, book-to-market,
accruals and size. High GSCORE firms have greater market reaction and analyst forecast
surprises with respect to future earnings announcements. Further, the results are
inconsistent with a risk-based explanation as returns are positive in most years, and firms
with lower risk earn higher returns. Finally, a contextual approach towards fundamental
analysis works best, with traditional analysis appropriate for high BM stocks and growth
oriented fundamental analysis appropriate for low BM stocks.

Fama, E. and French, K.
Forthcoming Journal of Finance
The Value Premium and the CAPM
We examine (i) how value premiums vary with firm size, (ii) whether the CAPM
explains value premiums, and (iii) whether, in general, average returns compensate β in
the way predicted by the CAPM. Loughran’s (1997) evidence for a weak value premium
among large firms is special to 1963 to 1995, U.S. stocks, and the book-to-market valuegrowth indicator. Ang and Chen’s (2005) evidence that the CAPM can explain U.S. value
premiums is special to 1926 to 1963. The CAPM’s more general problem is that variation
in β unrelated to size and the value-growth characteristic goes unrewarded throughout
1926 to 2004.
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Daniel, K. and Titman, S.
Forthcoming Journal of Finance
Market Reactions to Tangible and Intangible Information
The book-to-market effect is often interpreted as evidence of high expected returns on
stocks of ``distressed'' firms with poor past performance. We dispute that interpretation.
We find that a stock's future return is unrelated to the firm's past accounting-based
performance, but is strongly negatively related to the ``intangible'' return, the component
of its past return that is orthogonal to the firm's past performance. Indeed, the book-tomarket ratio forecasts returns because it proxies well for the intangible return. Also, a
composite equity issuance measure, related to intangible returns, independently forecasts
returns.
Back to Table of Contents
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From left to right:
1) Bartov, Kim, "Risk, Mispricing, and Value Investing", 2004
2) Basu, "Investment Performance of Common Stocks in Relation to their Price-Earnings
Ratios: A Test of the Efficient Market Hypothesis", 1977
3) Basu, "Earnings’ Yield and the Size Effect", 1983
4) Davis, Fama, French, "Characteristics, Covariances, and Average Returns: 19291997", 2000
5) Fama & French, "The Cross-Section of Expected Stock Returns", 1992
6) Fama & French, "Common Risk Factors in the Returns on Stocks and Bonds", 1993
7) Fama & French, "Value versus Growth the International Evidence", 1998
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8) Griffin, Lemmon, "Book–to–Market Equity, Distress Risk, and Stock Returns", 2002
9) Ikenberry, Lakonishok, and Vermaelen, "Market Underreaction to Open Market Share
Repurchases", 1995
10) Lakonishok, Hamao, Chan, "Fundamentals and Stock Returns in Japan", 1991
11) Rosenberg, Reid, Lanstein, "Persuasive Evidence of Market Inefficiency", 1985
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