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FIRST CUT

Revisiting the “What
Works on Wall Street”
Screen

O’Shaughnessy helps to find strategies that
have the highest “base rate” with the belief
that a composite strategy can help achieve
both higher and more consistent performance
than single-variable strategies.

BY JOHN BAJKOWSKI

James P. O’Shaughnessy provides a detailed exami-
nation of investment strategies in the fourth edition of
his book “What Works on Wall Street: The Classic Guide
to the Best-Performing Investment Strategies of All Time”
(McGraw-Hill Education, 2011, $45.00).

O'Shaughnessy argues that the majority of investors
fail to beat market averages because they do not follow a
disciplined approach to investing. Instead, investors let
the emotions surrounding the market overpower their
judgment and push them off their planned investment
course. Investors tend to chase investments with the best
recent performance, while ignoring anything that hap-
pened more than three to five years ago. Furthermore,
O’'Shaughnessy makes the case that the markets are not
random. The stock market does not move around without
any rhyme or reason,; it “rewards certain investment strate-
gies while punishing others.”

In the fourth edition of “What Works on Wall Street,”
O’'Shaughnessy examines a wide range of strategies over
80-plus years of testing to identify which individual fac-
tors delivered the best risk-adjusted performance with the
greatest consistency. Most strategies are mediocre, and the
majority fail to outperform the S&P 500 index. As first dis-
cussed in the October 2013 AAII Journal, O’'Shaughnessy
found that there is no best single factor strategy. While
price-to-sales (P/S) and EBITDA-to-enterprise-value ratios
compete for best-performing strategy, the time period un-
der study strongly impacts relative performance. Investors
can achieve better long-term performance by combining
several factors into a composite ranking that considers
price to sales, price to earnings (P/E), EBITDA to enterprise
value, free cash flow to enterprise value and shareholder
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yield. Additional gains come from also considering the fi-
nancial strength of companies and their earnings quality.

O’'Shaughnessy and his son Patrick were kind enough
to examine the data universe of Stock Investor Pro (AAII's
stock screening and analysis software) and come up with
stock screening criteria that best match the spirit of the
value composite, financial strength composite and earn-
ing quality measure screens that proved to be successful.
This screen was first published in the March 2014 AAII
Journal. Our First Cut revisits the screen.

The First Cut looks for stocks with a market capitaliza-
tion (shares outstanding times market price) of $200 mil-
lion or greater. We then also require that stocks be listed
on the New York, American or Nasdaq exchange. We ex-
clude closed-end funds, exchange-traded funds (ETFs) and
real-estate investment trusts (REITs). Finally, we exclude
foreign-listed stocks trading as American depositary re-
ceipts (ADRs). This left us with around 3,000 companies
to analyze.

O’'Shaughnessy tested a number of basic value strate-
gies that seek to identify out-of-favor investments that
are priced attractively in relationship to measures such
as the price-to-sales ratio. Our value composite consists
of the price-to-free-cash-flow ratio, price-earnings ratio,
price-to-sales ratio, enterprise-value-to-EBITDA ratio and
shareholder yield. We calculate an average of the percent-
age rank of these value factors, requiring at least three of
the factors to have a value to be included in the value com-
posite. The First Cut requires that companies have a value
composite among the lowest 10% of companies.

The financial strength composite ranks stocks on the
following four factors: debt-to-equity ratio, times interest
earned, external financing and one-year change in debt.
The composite is created exactly like the value composite,
with stocks with the best levels for each factor receiving a
1 and stocks with the worst levels for each receiving a 100.
In the case of the financial strength composite, a stock
must have a value for at least two of the four factors. The
First Cut requires that companies have financial strength
among the best 25% of our all-stock universe. The table
lists the financial composite rank.

O’'Shaughnessy also looked at the earnings quality. He
created a composite that consisted of the ratio of current
accruals to assets, change in operating assets, ratio of total
accruals to total assets and ratio of depreciation to capi-
tal expenditures. The composite score was ranked so that
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FIGURE 1

O’Shaughnessy’s “What Works” Composite Screen
Stocks Ranking Highest on a Value Composite

Valuation Price-to- Financial Earnings
Composite Free  Price- Price- Enterprise- Share- Composite Quality

Share Percentile Cash Earnings to- Value-to- holder Percentile Percentile

Price Rank Flow Ratio Sales EBDITA Yield Rank Rank
Company (Ticker) (Feb11) (%) (X) (X) (X) (X) (%) (%) (%)  Industry
Tailored Brands Inc. (TLRD) $12.77 0 2.5 8.5 0.19 6.5 4.0 18 4  Retailers - Apparel & Accessories
Hibbett Sports, Inc. (HIBB) $16.82 0 5.1 9.9 0.32 2.7 9.0 19 11  Retailers - Apparel & Accessories
Dicks Sporting Goods Inc. (DKS) $35.68 0 6.7 10.8 0.40 5.2 10.9 5 15  Retailers - Other Specialty
Och-Ziff Capital Mgmt (OZM) $13.21 1 2.3 1.0 0.33 10.1 6.4 0 5 Investment Mgmt & Fund Operators
Tupperware Brands (TUP) $26.86 1 NA 6.6 0.64 7.8 7.2 11 6 Appliances, Tools & Housewares
Express, Inc. (EXPR) $5.41 1 104 114 0.18 2.0 8.0 9 14 Retailers - Apparel & Accessories
Ciner Resources LP (CINR) $2493 2 50 10.2 1.02 6.8 9.1 1 8 Chemicals - Agricultural
Cato Corp. (CATQ) $1530 2 69 122 0.43 8.2 11.6 5 23  Retailers - Apparel & Accessories
Resolute Forest Prods (RFP) $798 3 3.4 3.2 0.19 2.8 (0.9) 18 6  Paper Products
Kohl's Corporation (KSS) $64.37 3 85 125 0.52 5.6 5.0 21 16  Retailers - Department Stores
Verso Corp. (VRS) $2430 4 5.2 7.1 0.32 5.4 (0.4) 14 14  Paper Products
CONSOL Coal Res LP (CCR) $1765 4 13.2 8.1 1.40 5.5 10.9 16 15 Coal
Barnes & Noble (BNED) $593 5 5.7 NA  0.13 2.1 (0.8) 24 1  Retailers - Other Specialty
Atlantic Power Gorp (AT) $253 5 2.4 NA 0.90 8.5 3.6 1 3  Utilities - Electric
RR Donnelley & Sons (RRD) $576 5 19.3 59  0.06 5.3 1.5 16 3  Commercial Printing Services
Insight Enterprises, Inc. (NSIT) ~ $47.99 6 46 12.0 0.24 7.9 0.9 9 13 IT Services & Consulting
Micron Technology, Inc. (MU) $38.58 6 5.2 32 139 2.1 0.1 1 22 Semiconductors
Gamco Investors Inc. (GBL) $2026 6 45 5.0 1.83 4.1 1.3 0 25 Investment Mgmt & Fund Operators
Southwest Airlines Co (LUV) $58.28 6 74 135 148 6.2 6.6 9 25 Airlines
Genesco Inc. (GCO) $43.78 7 51 116 0.29 5.0 (1.0 3 10 Retailers - Apparel & Accessories
Peabody Energy Corp. (BTU) $2964 8 2.9 3.7 0.61 26  (15.0) 16 7 Coal
The Western Union Co. (WU) $1786 8 13.0 9.3 1.43 8.6 7.9 8 10 Business Support Services
Affiliated Managers (AMG) $104.88 8 48 116 2.32 8.1 6.1 16 18 Investment Mgmt & Fund Operators
Canadian Natural Res (CNQ) $26.09 9 51 113 1.89 8.0 3.6 25 12 0il & Gas - Exploration and Prod
Vera Bradley, Inc. (VRA) $929 9 9.0 146 0.76 52 1.9 12 23  Apparel & Accessories

Source: AAll's Stock Investor Pro, Thomson Reuters. Data as of 2/11/2019.

companies with lower percentage rankings were more
desirable. The First Cut requires that stocks be in the low-
est 25% of earnings quality rank. The table lists percentile
rank of the earnings quality composite.

Twenty-five companies pass the First Cut, and they are
ranked in the table by their valuation composite percentile
rank.

“What Works on Wall Street” is a rich resource for the
investor wishing to study the markets and develop a long-
term investment strategy. It is important to understand
that all strategies have good and poor performance cycles.
O’'Shaughnessy helps to find strategies that have the high-
est “base rate” with the belief that a composite strategy
can help achieve both higher and more consistent perfor-
mance than single-variable strategies. One can also use
accounting variables to measure financial strength and

earnings quality to improve investment performance.
O’'Shaughnessy argues that the market is far from random
and that a sound, disciplined, emotion-free investment
approach is the only way to beat the market over the long
term.
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