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Why Value Beats Growth: A Brief

Explanation

By Peter Berezin

Article Highlights

e Value stocks have offered a partial hedge against risk, but still have realized higher returns than growth stocks due to market

mispricing.

e A high-valued stock may be attractive if the company is able to rapidly increase profits, but there is little correlation between
analysts’ earnings forecasts beyond one year out and the actual growth that companies deliver.
e |nvestors tend to overstate both the likelihood that a company teetering on bankruptcy will turn itself around and the likelihood

the stock of a high-flying company will continue to soar.

Everyone wants to beat the

market.

Unfortunately, unlike in the
mythical Lake Wobegon, “where all the
women are strong, all the men are good
looking, and all the children are above aver-
age,” in the real world, the outperformance of
one investor must come at the expense of another.

Indeed, as my firm noted in a special report
published in the Bank Credit Analyst (April 24, 2014),
net of fees, the average active investor will always under-
perform the market.

Despite this grim reality, it is still possible to beat the
market on a sustained basis. Of course, having a good nose
for picking stocks helps. Yet, as I argue here, even investors
whose last names do not start with “B” and end with “uffett”
can exploit certain empirical regularities to tip the balance
of luck in their favor.

The various characteristics of stocks that generate higher
returns than what the capital asset pricing model (CAPM)
would predict are known as “stock market anomalies.”
[Editor’s note: The CAPM model calculates a stock’s rate of
return based on its price volatility, as measured by beta, and
the return premium stocks earn over a “risk-free” asset like
Treasury bonds.] Two of the most famous anomalies are size
and value. Since 1926, U.S. small caps have outperformed large
caps by an average of 2.7% per year. Likewise, if one were to

rank stocks by their price-to-book-value
ratio, those with low ratios (i.e., value
stocks) have outperformed those with
high ratios (i.e., growth stocks) by an
average of 4.8% per year. Indeed, as shown
in Figure 1, value stocks have outperformed
growth stocks by a cumulative 3,200% since 1920!
Other valuation metrics such as price-earnings
ratios and price-to-cash-flow ratios, as well as dividend
yields, have also been useful in predicting relative equity
returns. Figure 2 shows that this is true both for the US.
and globally.

Why Have Value Stocks Outperformed?

An ongoing debate is whether the historical outperfor-
mance of small caps and value stocks reflects compensation
for risk. Although this is the view that University of Chicago
professor Eugene Fama and his supporters have taken, the
evidence is far from conclusive. Since 1980, value stocks
have outperformed growth stocks by an average of 1.3%
per month during months when the market was down, but
underperformed growth stocks by 0.4% during months when
the market was up. Thus, value stocks have offered a partial
hedge against market risk, suggesting that in equilibrium they
should command lower expected returns than growth stocks.
The fact that the opposite is true is a major problem for the

research findings mentioned in this article.

Excerpted and edited with permission from “Introducing ETS: A Top-Down Approach to Bottom-Up Stock Picking,”
a special report published by BCA Research (bcaresearch.com). See the online version of this article for sources of
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Figure 1. Small Caps and Value Stocks Have Outperformed
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Note: To construct these returns, all NYSE stocks are sorted each month based on their prior-month market
capitalizations. Stocks below the 50th percentile of NYSE stock market capitalization are defined as small
cap, while those above the 50th percentile are defined as large cap. The small-cap and large-cap portfolios
are then resorted again based on their price-to-book ratios. Stocks in the bottom 30% of the price-to-book
distribution are defined as value stocks, those in the middle 40% are defined as neutral, and those in top
30% are defined as growth stocks. This generates six portfolios.

The small-cap premium is then calculated as the average return on the three small-cap portfolios minus the
average return on the three large-cap portfolios [i.e. , 1/3 (small value + small neutral + small growth) -
1/3 (large value + large neutral + large growth)]. The value premium is likewise calculated as the average
return on the two value portfolios minus the average return on the two growth portfolios [i.e., 1/2 (small
value + large value) - 1/2 (small growth + large growth)]. This methodology is necessary to control for the
fact that small-cap stocks are more likely to be value stocks than growth stocks. Both series are rebased

price-to-book ratios than
those that are underpriced.
And, of course, by definition,
the overpriced stocks would
end up underperforming the
overall market. Thus, you can
easily explain both the size
and value premium if you
concede the possibility that
markets may not be perfectly
efficient.

Investors Tend to
Overpay for Growth

Of course, some stocks
that trade at high price-
earnings ratios may still be
attractive if the company
is able to rapidly increase
earnings. The problem is that
reliably forecasting long-term
earnings growth is a mug’s
game. A 2003 study found
that, beyond one year out in
particular, there is little cor-
relation between the earnings
growth forecasts published in
databases such as Thomson
Reuters” 1/B/E/S (Insti-
tutional Brokers’ Estimate

to 1926 = 100.

Source: Kenneth R. French and BCA Research calculations.

System) and the earnings
growth that companies sub-

efficient market hypothesis, which holds
that prices reflect all known information.

Admittedly, value stocks did under-
perform growth stocks during the finan-
cial crisis. However, this was entirely due
to the fact that most financial companies
were classified as value stocks going into
the crisis, since their price-to-book ratios
were below the S&P 500 index average.
In retrospect, itis clear that the value of
bank assets was grossly inflated, which
calls into question whether they should
have been characterized as “value”
stocks in the first place.

Interestingly, a 2008 study found
that ranking stocks on the basis of
various measures of financial vulner-
ability—leverage, credit spread, return
on equity, earnings quality (i.e., low
accruals), etc—does show a negative
relationship between risk and return.

In other words, those companies that
appear to be most distressed go on to
have lower average returns than those
that appear healthy. This is completely
at odds with the standard CAPM frame-
work, which posits that systemically
riskier companies should command
higher expected returns. It also suggests
that value stocks are generally not, as is
often presumed, distressed companies.

If the value premium is not a proxy
for financial distress risk, what drives it?
The most plausible explanation is mar-
ket mispricing. To illustrate this point,
consider a situation in which the prices
of some stocks are too high and others
too low relative to the present value of
their expected cash flows. What would
one expect to see? All things being equal,
the stocks that are overpriced would
have higher market capitalizations and

sequently deliver. This is
mainly because profitability tends to
mean revert over time. In a classic pa-
per, Fama and Kenneth French found
that corporate profitability reverts to
the mean at a rate of close to 40% per
year and that mean reversion is faster
when profitability is further from the
norm in either direction.

Consistent with the thesis thatinves-
tors overpay for growth is the fact that
asset growth, sales growth, and capital
investment are all negatively correlated
with future returns. To some extent, this
may be because corporate executives
like to engage in “empire building” In
most cases, however, it turns out that
features such as rapid sales growth are
not bad per se; rather, investors simply
overpay for them to the detriment of
future returns.

How does one reconcile the fact
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that investors seem to overpay for bad
companies (i.e., those that are truly
distressed) while also overpaying for
good companies (i.e., those that have
been able to grow earnings rapidly)?
The answer is that there is a common
behavioral bias at work: overconfidence.
Investors tend to overstate the likeli-
hood that a company teetering on the
verge of bankruptcy will be able to turn
itself around, while also overstating the
probability that a high-flying company
will be able to continue soaring. What
they really should be doing is focusing
on companies that are already profitable
and trade at a decent multiple of net
asset value and earnings.

Psst...It's a Great Stock!

One of the unavoidable truths that
bottom-up stock pickers must grapple

with is that there will always be people
who understand the company that they
are investing in better than they do. This
is especially the case for investors who
prefer to hedge their risks by holding a
diversified basket of stocks. However,
relying on the opinions of others—such
as sell-side analysts—is a treacherous
business. What does the evidence say?

As far as analysts are concerned,
the evidence, not surprisingly, shows
that for the most part buy/sell recom-
mendations are pootly correlated with
future returns. There are, however, five
exceptions to this rule:

e First, analysts with bearish recom-
mendations on small-cap stocks
turn out to be correct more often
than not.

* Second, large-cap stocks that ana-
lysts strongly recommend gener-
ally underperform the market. This
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makes bullish large-cap analysts
“useful idiots” of sorts: You can
make money by doing the opposite
of what they are preaching.
Third, newly upgraded stocks con-
tinue to outperform the market
over the subsequent few months,
while those that have been down-
graded tend to underperform.
Combining the second and third
rules above implies that investors
should be most enthusiastic to-
ward stocks that analysts have been
bearish about, but have recently
turned more optimistic on.
Fourth, stocks of companies that
exhibit a wide dispersion of ana-
lyst earnings estimates tend to
underperform. Interestingly, this
underperformance is concentrat-
ed around quarterly earnings an-
nouncements. This suggests that

Figure 2. Value Trumps Growth in the U.S. and Globally
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investors should avoid companies
whose managers have adopted a
“if you can’t convince them, con-
fuse them” attitude toward finan-
cial reporting. Again, we would
note that such a result is at odds
with the efficient market hypoth-
esis. Companies whose earnings
estimates are all over the map tend
to be more risky, and hence should
have higher expected returns. In
fact, the opposite is true.

* Fifth, companies whose share price
is well above the mean analyst tar-
get price tend to outperform. This
last point likely reflects the fact that
whereas buy or sell recommenda-
tions change only periodically, the
gap between the target price and
the share price provides more of a

“mark to market” measure of how
much upside or downside analysts
see for a particular stock.

Putting It All Together

Statisticians like to say that if you
torture the data long enough, it will
confess to anything, This old adage is
especially relevant to the study of stock
market anomalies. First, there is the risk
that any anomaly that is unearthed will
simply end up being the product of
data mining, Second, even if an anomaly
turns out to be genuine, there is a risk
that it will be arbitraged away once the
investment community becomes aware
of it.

Clearly, there is some merit to these
concerns. For example, older readers

may recall the so-called “blue Monday
effect’—the tendency of stocks to do
poorly at the start of the week. Outside
of micro-cap stocks, this effect has
been largely absent from the data since
the early 1980s. The January effect also
seems to have migrated into December,
as investors have attempted to capitalize
on it (giving rise to the “Santa Claus”
effect).

That said, one should keep these
concerns in some perspective. Many
of the findings discussed above have
been replicated for other markets and
time periods that were not covered in
the original research. Moreover, the
deep-seated institutional and behavioral
underpinnings of many stock market
anomalies make it difficult for them to
be fully arbitraged away. 4

Peter Berezin is the chief strategist of global investment strategy and equity trading strategy for BCA Research. Find out more

at www.aaii.com/authors/peter-berezin.
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