Combining Quality Growth
With Value and Momentum

By John Bajkowski

Article Highlights

e Gross profit is a better predictor of future success than bottom-line earnings.
e Quality growth, gross profit divided by total assets, is not highly correlated with valuation measures such as price to book value.
e Factoring in price momentum takes advantage of another market anomoly and improves performance.

While many academic studies
highlight value measures that inves-
tors can use to construct market-
beating portfolios, researchers have
not been able identify quantitative
growth factors that help investors
build portfolios that outperform the
market on a risk-adjusted basis. New research
by Robert Novy-Marx, an assistant professor of
finance at the Simon Graduate School of Busi-
ness at the University of Rochester, looks to

change that.

Novy-Marx reminds us that Benjamin Graham did not
just focus on buying cheap stocks. Rather, Graham looked
for undervalued companies—high-quality firms selling at
attractive prices. Graham argued that it is best to build a
portfolio of undervalued stocks that are being ignored or
discriminated against by the market. Graham’s approach
focused on the concept of an intrinsic value that is justified
by a firm’s assets, earnings, dividends and financial strength.

Unfortunately, tests of many of the most popular mea-
sures of company growth and financial strength, such as
past or expected earnings growth or return on equity, do not
reveal strategies that could be used to select stocks poised
to outperform the market as well as value measures such as
low price-to-book-value ratios or low price-earnings ratios.

Most investors focus on the bottom line of the financial
statement to measure company success and growth. Novy-
Marx discovered that the firm’s gross profit is a much better
predictor of future success and stock market performance

than bottom-line earnings or even cash
flow. Furthermore, since this test for quality
growth is not highly correlated with value
measures, investors can combine growth and
value tests to build more diverse portfolios.

Gross Profit to Assets

Novy-Marx’s test for quality growth
revolves around gross income (gross profit). Gross income,
which is calculated by taking revenue (sales) and subtracting
the cost of goods sold, represents the amount of profita com-
pany earns by selling its products or services. Cost of goods
sold is the cost a firm incurs by manufacturing or producing
an item, such as material and direct labor costs. Gross profit
reflects a firm’s basic pricing decisions and its material costs.
The greater the gross profit and the more stable it is over
time, the greater the company’s expected profitability. Trends
are closely followed because they generally signal changes in
market competition. If product costs are increasing, they will
have to be either absorbed by the company, hurting profits,
or passed on to the consumer, potentially hurting revenue.

Investors normally scale or compute a ratio from gross
income so that it can be tracked over time and compared
against other firms that are different in size. Typically, a gross
margin figure is computed by dividing gross income by total
revenue. The percentage reflects the proportion of gross
profits earned from each dollar of revenue.

Novy-Marx scaled gross income to total assets rather than
total revenue. Gross profit to assets is revenue minus cost
of goods sold divided by total assets. By comparing gross
profit to assets, investors are getting a snapshot as to whether
or not the firm’ assets are profitable. Since the profitability
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Table 1. Performance of Large-Cap Portfolios

the better the strategy.

Monthly Growth of
Excess Information $1 Since
Return Volatility Ratio*™  Mid-1963
Portfolios (%) (%) (%) (S)
Quality High 0.21 5.6 0.44 241
(Gross Profit to Assets) Low (0.07) 6.6 (0.13)
Value* High* 0.24 7.0 0.42 332
(Price to Book Value) Low* (0.07) 7.8 (0.11)
Combined Quality & Value  High 0.35 5.7 0.75 572
Low (0.25) 7.9 (0.39)
Momentum High 0.38 7.8 0.58 597
(11-Month Returns) Low (0.11) 11.4 (0.11)
Quality, Value & Momentum High 0.44 5.7 0.93 955
Low (0.29) 10.1 (0.34)

Performance of 150-stock large-cap portfolios with stocks selected from among the 500
largest non-financial firms. Portfolios tested from July 1963 to December 2011.

*High value strategies have low price to book values.

**Information ratio is a measure of the risk-adjusted return of a portfolio. The higher the
information ratio, the higher the return of the portfolio given the amount of risk taken, and

Source: "The Quality Dimension of Value Investing,” by Robert Novy-Marx.

test is measured so near the top line, it
is considered a very clean measure of
economic profitability. Novy-Marx feels
that profitability measures get more
“polluted” as one goes further down
the income statement. He argues that
a firm that has lower production costs
(higher gross margins) and higher sales
than its competitors is more profitable.
However, it can have lower earnings than
its competitors if it is expanding sales
with an advertising campaign and estab-
lishing a larger sales force. These types
of expenditures will not impact gross
profits but may hurt operating profits
as well as net income in the short term.
Research and development outlays will
also hurt bottom-line profitability until
the research benefits resultin higher sales
or margins. Simple screens for earnings
growth or earnings profitability have a
difficult time distinguishing firms that
have reduced earnings because they are
investing for future growth from firms
with lower overall product sales and
profitability.

Testing Profitability Measures

Novy-Marx examined other prof-
itability measures such as earnings

before interest, taxes, depreciation and
amortization (EBITDA). EBITDA
considers cost of goods sold as well
as selling expenses (marketing and
advertising), general and administra-
tive expenses (employee salaries, rent,
insurance, electricity, etc.) and research
and development expenses. While he
found that profitability measures such
as EBITDA-based ratios were useful
and had predictive powers, gross profit
to assets took their contribution into
account and did a better job overall of
predicting future performance.

Gross profit to assets also outpet-
formed the use of free cash flow to
equity as a means of building profitable
portfolios. Free cash flow represents
cash that management is able to use
at its discretion. Free cash flow is cash
flow from operating activities less capital
expenditures and dividends paid. Free
cash flow is reduced when a company
is investing resources on items such as
research and development, additional
productinventory or even expanding its
factories. While these investments may
hurt current bottom-line profitability
and free cash flow, they should help
sales and profitability down the line.
Free cash flow to equity penalizes firms

for investing in their future, while gross
profit to assets does not. Free cash flow
did a better job than earnings in pre-
dicting future stock price performance,
but gross profit trumped all the growth
measures Novy-Marx tested.

Novy-Marx presents his results
in two related research papers—“The
Quality Dimension of Value Invest-
ing” and “The Other Side of Value:
The Gross Profitability Premium.”
Novy-Marx’s findings highlighted that
the gross-profit-to-assets ratio worked
well in predicting future performance
of companies. “The Quality Dimension
of Value Investing” paper describes the
results of growth, value and momentum
tests using a universe of the 500 largest
non-financial firms traded on the New
York, American and NASDAQ stock
exchanges. Financial firms were excluded
from the tests because the assets of
these firms are primarily financial secu-
rities, not operating assets. This makes
it difficult to compare gross profits to
assets across financial and non-financial
companies.

The tests created portfolios by
sorting the large-cap universe to create
150-stock portfolios with the highest-
and lowest-ranked stocks for a given
tested parameter (top and bottom 30%).
The portfolios were held for one year
and rebalanced each year at the end of
June. Novy-Marx built the portfolios
mid-year to be certain that the annual
income statement and balance sheet
from the prior year-end were available
for the analysis. The tests covered the
period July 1963 to December 2011.
Quarterly financial data was not avail-
able for testing until 1972, which is why
the test was constructed in this fashion
using annual data. Fortunately, the use
of quarterly data to construct gross
profit portfolios proved to be even
more profitable.

Table 1 summarizes the perfor-
mance of the strategies. Gross profit to
assets turns out to be a powerful predic-
tor of future growth in gross profitabil-
ity, earnings, free cash flow and payouts
(dividends plus share buybacks). The
portfolio formed from high gross profit
stocks also tended to have relatively
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Table 2. Non-Financial S&P 500 Stocks Ranked Separately by Strategy

Joint
Quality, Gross Share
Val & Profit to Price to 52-Week Gross Net Price
Momen Assets Book Value  Price Change  Mrgn Mrgn (3/15)
Company (Ticker) Rank (%) Rank (X) Rank (%)  Rank (%) (%) () Industry

Highest Non-Financial S&P 500 Stocks Ranked by Gross Profit to Assets

Robert Half Int'l Inc. (RHI) 98 119.4 5.81 348 16.1 160 40.1 4.3 35.75 Business Services
Estee Lauder Cos Inc. (EL) 283 111.1 7.89 371 (0.1) 312 79.8 8.9 63.34 Personal & House Prods
Coach, Inc. (COH) 349 109.4 6.84 362 (35.5) 405 72.8 21.3 50.41 Retail (Apparel)
Monster Beverage Corp. (MNST) 358 102.2 12.66 394 (19.0) 387 51.7 17.1 48.38 Bevs (Non-Alcoholic)
Apollo Group Inc. (APOL) 95 99.5 1.87 93 (60.2) 407 57.0 13.6 16.94 Schools
Abercrombie & Fitch Co. (ANF) 88 97.3 2.17 130 (7.9) 356 63.4 2.5 48.71 Retail (Apparel)

Dollar Tree, Inc. (DLTR) 303 96.4 599 352 (5.4) 342 359 7.4 44.24 Retail (Depart & Disc)
Family Dollar Stores, Inc. (FDO) 195 = 90.3 5.07 320 3.5 280 34.7 4.6 59.42 Retail (Spec Non-Appl)

OCoOoONOUT P~ WN =

Fastenal Co. (FAST) 318 88.9 9.66 383 (3.3) 329 51.5 13.1 50.80 Construct & Agri Mach
Avon Products, Inc. (AVP) 232 88.8 10 7.15 366 56 260 61.1 3.5 20.10 Personal & Household Prods
Fossil Inc. (FOSL) 314 872 11 5.08 322 (17.8) 384 56.2 11.3 104.97 Jewelry & Silverware
Whole Foods Market (WFM) 195 # 85.2 12 4.56 303 1.8 293 35.6 3.7 87.06 Retail (Grocery)

Gap Inc., The (GPS) 30 826 13 594 351 419 38 394 57 36.39 Retail (Apparel)
PetSmart, Inc. (PETM) 183 813 14 593 350 89 230 30.5 5.0 62.59 Retail (Spec Non-Appl)
Kroger Co., The (KR) 14 1 80.7 15 3.86 269 29.5 81 20.6 0.7 31.62 Retail (Grocery)

Lowest Non-Financial S&P 500 Stocks Ranked by Price to Book Value
WPX Energy Inc. (WPX) 284 17.6 317 0.62 (12.3) 368 52.9 (8.9) 16.85 Oil & Gas Operations

First Solar, Inc. (FSLR) 299 13.4 357 0.64 (4.4) 337 25.3(22.4) 26.61 Semiconductors
NRG Energy Inc. (NRG) 39 6.7 403 0.64 50.0 14 27.7 2.7 26.09 Electric Util
Cliffs Natural Resources (CLF) 365 8.6 394 0.68 (69.3) 409 20.0 22.9 22.09 Metal Mining
Alcoa Inc. (AA) 357 8.0 398 0.70 .6) 381 13.6 1.6 8.63 Metal Mining

Nabors Industries Ltd. (NBR) 300 17.9 311 0.84
United States Steel Corp. (X) 353 11.2 372 0.84
Corning Incorporated (GLW) 333 11.6 370 ' 0.88 361 42.4 31.9 12.92 Electronic Instru & Contls
Xerox Corp. (XRX) 139 234 254 0.94 3.2 283 314 5.6 8.71 Office Equip

Rowan Companies PLC(RDC) 320 8.3 395 0.97 10 (0.3) 317 46.0 70.7 35.78 Oil Well Servs & Equip
Frontier Communications (FTR) 168 25.8 231 0.98 11 (4.2) 336 91.2 2.3 4.09 Communications Servs
Leucadia National Corp. (LUK) 204 17.4 320 0.98 11 2.8 285 17.7 13.6 27.25 Forestry & Wood Prods
J.C. Penney Co. (JCP) 108 41.6 95 1.07 13 (58.2) 406 31.3 (2.3) 15.48 Retail (Depart & Disc)
Pepco Holdings, Inc. (POM) 38 31.1 176 1.08 14 9.7 227 96.7 4.7 20.86 Electric Utilities
Molson Coors Brewing Co. (TAP) 181 9.7 387 1.10 15 13.0 190 40.2 19.1 48.46 Beverages (Alcoholic)

Highest Non-Financial S&P 500 Stocks Ranked by Price Momentum

)
)
(15.8) 380 33.6 4.5 17.24 Oil Well Servs & Equip
) 403 8.8 (0.9) 20.21 Iron & Steel
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PulteGroup, Inc. (PHM) 220 11.2 371 3.63 257 1159 1 15.7 (4.3) 20.75 Construction Services
Sprint Nextel Corp. (S) 15 28.1 203 246 163 107.5 2 41.0 (9.7) 5.81 Communications Services
Cabot Oil & Gas Corp. (COG) 266 18.8 299 6.60 361 103.0 3 719 12.3 67.06 Oil & Gas Operations
Constellation Brands, Inc. (STZ) 158 13.2 360 3.00 204 101.6 4 40.2 16.8 45.75 Beverages (Alcoholic)
Marathon Petroleum Corp. (MPC) 17 28.8 197 2.51 167 100.3 5 95 3.0 87.93 O0il & Gas Operations
Expedia Inc. (EXPE) 13 442 83 3.92 272 99.0 6 77.7 15.8 66.22 Personal Services
Tenet Healthcare Corp. (THC) 32 36.6 122 4.05 277 @ 94.6 7 36.3 0.5 44.22 Healthcare Facilities
Gilead Sciences, Inc. (GILD) 152 34.1 154 18.36 402 @ 91.6 8 74.5 29.7 45.17 Biotechnology & Drugs
Tesoro Corp. (TSO) 1 371 119 185 90 90.9 9 12.0 1.6 56.50 Oil & Gas Operations
Netflix, Inc. (NFLX) 244 248 243 13.79 396 678 10 27.2 4.8 184.85 Broadcasting & Cable TV
H&R Block, Inc. (HRB) 155 31.6 168 10.75 388 64.3 11 425 10.5 27.51 Personal Services
Discovery Inc. (DISCA) 134 253 239 4.38 291 615 12 729 29.7 77.32 Motion Pictures
Tripadvisor Inc. (TRIP) 48 57.8 41 10.27 387 614 13 98.4 39.7 52.40 Recreational Activities
NRG Energy Inc. (NRG) 39 6.7 403 064 2 59.0 14 27.7 2.7 26.09 Electric Utilities

Time Warner Inc. (TWX) 27 18.7 300 1.79 83 58.1 15 445 9.6 56.65 Broadcasting & Cable TV

Source: AAII Stock Investor Pro/Thomson Reuters. Data as of 3/15/2013.
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high price-to-book-value ratios. Novy-
Marx calls them “good growth” stocks
because they were able to outperform
the market even though they had high
price-to-book-value ratios. The turnover
was low for this strategy, taking around
four years to turn over. The portfolio
of stocks with the highest gross-profit-
to-asset ratios had an excess return of
0.21% per month, while the portfolio of
stocks with the lowest gross-profit-to-
asset ratios underperformed the market
by 0.07% per month. The volatility of
the portfolio with low gross-profit-to-
asset stocks was also higher, hurting its
risk-adjusted return even more.

Quality Growth

Novy-Marx called stocks with high
gross profits to assets “quality” growth
stocks. Even though these stocks trade
with high price-to-book-value ratios,
they have strong future performance.
Portfolios of quality growth stocks hold
very different stocks than portfolios
using pure value strategies, so they of-
fer the potential for a value investor to
diversify their holdings yet maintain the
potential for a high return on a total and
risk-adjusted basis.

We used Stock Investor Pro, AAITs
stock screening and analysis program,
to build a number of portfolios that
represent the types of stocks described
by Novy-Marx. We focused on large-cap
stocks and first specified that a stock be
a member of the S&P 500 index. We
then excluded financial firms as well as
foreign stocks marked as ADRs (Ameri-
can depositary receipts—that is, foreign
stocks traded on American exchanges).
We also screened out firms with negative
equity (book value). We were left with
a universe of 409 non-financial large-
cap stocks. We created a custom field
for gross profit to assets that divided
gross profit over the trailing 12 months
by total assets at the end of the last fis-
cal quarter. We wanted to create scores
that combined the ranks of multiple
strategies, so we exported the data of
our large-cap universe into Excel and
used the program’ Rank function and
sorting features to create tables of pass-

ing companies. The top panel of Table
2 lists the 15 stocks with the highest
gross profits to assets. We thought it
might be interesting to also display the
top-line profit margin (gross margin, or
gross profits dividend by revenue) and
bottom-line net margin (net margin, or
netincome divided by revenue). We were
surprised to see so many retail stocks at
the top of the quality growth list. The
high asset turnover of these stocks must
have helped to propel them to the top
of the list. Most of these stocks had
high price-to-book-value ratios and low
52-week price performance.

High Value

Prominent academic studies point
to the price-to-book-value ratio as the
best value predictor of stock price per-
formance. Novy-Marx created 150-stock
portfolios consisting of the high value
(low price to book value) and low value
(high price to book value) groups in the
universe of 500 non-financial large-cap
stocks. The portfolio with low price-to-
book-value stocks (high value) had a
monthly excess return of 0.24%. This
was higher than the 0.21% return for the
high-quality portfolio, but the volatility
was also higher, resulting in a lower risk-
adjusted performance figure of 0.42%.
The portfolio with low price-to-book-
value ratios easily outperformed the
high price-to-book-value (low value)
portfolio, which had a monthly excess
return of —0.07%.

We followed Novy-Marx’s example,
and the middle panel of Table 2 high-
lights the 15 non-financial S&P 500
stocks with the lowest price to book
values. These stocks are much different
than the quality growth stocks in the
top panel of the table. This group has
a high concentration of industrial and
natural resource stocks. These stocks
tend to have low gross profits to assets
and their 52-week price performance is
generally weak.

Novy-Marx notes that industries
such as software developers and phar-
maceuticals that do not employ much
tangible capital in the production pro-
cess tend to have high price-to-book

ratios as well as high gross profitability
because they do not carry high tangible
book value on their balance sheet. The
opposite tends to be true with stocks
with low price-to-book ratios and the
rankings in Table 2 bear that out.

Combining Quality and Value

It is possible to combine the gross
profitability strategy with the low-price-
to-book-value strategy and keep the
return high and reduce portfolio risk.
Novy-Marx measured the drawdown of
the large-cap strategies. Drawdown is the
peak-to-trough decline during a market
downturn. These drawdowns are usually
quoted as the percentage between the
peak and the trough.

The drawdowns during bear mar-
kets for the joint strategy were better
than the drawdowns for the individual
strategies. The joint quality growth and
value strategy worked in a wide range
of market environments. Value stocks
underperformed the market by 44%
during the tech-stock run of the second
half of the 1990s, while quality growth
stocks lagged the market through much
of the 1970s, underperforming the mar-
ket by 28.1% by the end of the decade.
However, Novy-Marx indicates that the
joint quality growth and value strategy
never lagged the market by more than
15.8%. The cheap, profitable stocks
strategy usually bounced back quickly
and strongly when it fell behind the
market, creating short drawdown peri-
ods that sharply reversed.

The ecasiest way to combine the
gross profitability strategy with the low-
price-to-book-value approach is to cre-
ate a single variable that combines both
measures. Novy-Marx indicates that in-
vestors could first establish a set of firms
to consider for investment. The stocks
can then be ranked by growth—best
(highest gross profit to assets) to worst
(lowest gross profit to assets)—and
separately by value—best (lowest price-
to-book-value ratio) to worst (highest
price-to-book-value ratio). The joint
measure combining quality and value is
simply the sum of the ranks of the two
individual measures. If a stock has the
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Table 3. Non-Financial S&P 500 Stocks With the Best Joint Quality, Value & Momentum Rank

Joint

Quality,  Gross Share

Val &  Profit to Price to 52-Week Gross  Net Price

Momen  Assets Book Value Price Change Mrgn Mrgn (3/15)
Company (Ticker) Rank (%) Rank (X) Rank (%) Rank (%) (%) (S) Industry
Tesoro Corp. (TSO) 1 371 119 185 90 909 9 120 1.6 56.50 Oil & Gas Operations
Valero Energy Corp. (VLO) 2 269 212 135 36 57.7 16 86 1.2 44.18 Oil & Gas Operations
Gannett Co., Inc. (GCI) 3 378 113 212 123 424 35 450 84 21.76 Printing & Publishing
Walgreen Co. (WAG) 4 57.7 42 219 136 26.1 95 28.7 3.6 42.58 Retail (Drugs)
Western Digital Corp. (WDC)5 33.8 157 147 52 29.1 83 30.0 10.1 50.16 Comput Storage Devs
Safeway Inc. (SWY) 6 80.0 16 2.07 114 124 200 26.5 1.3 2491 Retail (Grocery)
GameStop Corp. (GME) 7 60.2 34 149 55 6.9 250 29.4 3.6 25.45 Retail (Technology)
PVH Corp. (PVH) 8 450 76 282 195 33.0 71 529 7.7 117.97 Apparel/Acces
Abbott Laboratories (ABT) 9 37.3 116 2.02 112 20.7 125 62.9 13.0 34.14 Biotech & Drugs
Southwest Airlines (LUV) 9 19.8 290 130 33 46.5 30 21.6 1.6 12.38 Airline
Lowe's Companies (LOW) 11 53.0 53 3.10 213 26,5 92 343 3.7 38.81 Retail (Home Impr)
Boston Scientific (BSX) 12 286 199 147 52 232 108 676 6.7 7.39 Medical Equip & Suppl
Expedia Inc. (EXPE) 13 442 83 392 272 99.0 6 77.7 15.8 66.22 Personal Services
Kroger Co., The (KR) 14 80.7 15 3.86 269 29.5 81 20.6 0.7 31.62 Retail (Grocery)
Urban Qutfitters (URBN) 15 57.3 44 4.38 291 453 33 369 7.2 40.65 Retail (Apparel)
Sprint Nextel Corp. (S) 15 28.1 203 246 163 107.5 2 41.0 (9.7) 5.81 Communica'ns Servs
Marathon Petroleum (MPC) 17 28.8 197 2.51 167 100.3 5 9.5 3.0 87.93 Oil & Gas Operations
CVS Caremark (CVS) 18 34.2 153 1.76 77 19.4 141 183 3.1 53.58 Retail (Drugs)
Washington Post (WPO) 19 351 144 122 27 11.2 209 43.3 3.2 444.70 Schools
Sempra Energy (SRE) 20 26.0 225 1.86 92 33.6 64 984 13.4 79.02 Electric Utilities
Snap-on Inc. (SNA) 21 359 129 262 175 306 79 47.7 10.1 81.23 Appliances & Tools
CareFusion Corp. (CFN) 22 219 272 140 42 322 74 50.8 9.6 34.31 Medical Equip & Supplies
Eli Lilly & Co. (LLY) 23 51.8 59 4.16 284 369 47 78.8 179 55.13 Biotech & Drugs
Symantec Corp. (SYMC) 24 40.7 100 3.30 234 349 59 83.1 25.8 24.55 Software & Program’g
Yahoo! Inc. (YHOO) 25 19.7 293 1.75 75 483 27 67.5 223 22.07 Business Services
Computer Sciences (CSC) 26 25.6 233 2.28 144 51.3 20 18.6 (26.7) 48.58 Computer Services
Avery Dennison Corp. (AVY) 27 309 177 2.74 187 452 34 26.1 3.6 43.27 Printing Services
American Elec Power (AEP) 27 25.3 237 153 59 24,7 102 92.2 13.2 47.90 Electric Utilities
Time Warner Inc. (TWX) 27 18.7 300 1.79 83 58.1 15 445 9.6 56.65 Broadcast& Cable TV
Gap Inc., The (GPS) 30 82.6 13 594 351 419 38 394 57 36.39 Retail (Apparel)
Source: AAII Stock Investor Pro/Thomson Reuters. Data as of 3/15/2013.

23rd highest gross-profit-to-asset rank
and the 41st lowest price-to-book-value
rank, its combined score is 64.

This process is similar to the tech-
nique used by Joel Greenblatt in his book
“The Little Book That Still Beats the
Market” (John Wiley & Sons, 2010) to
calculate his magic formula. Greenblatt’s
Magic Formula was covered in a First
Cut article in the December 2011 .AAII
Journal (www.aaii.com/journal/article
greenblatts-magic-formula).

The performance of the combined
quality and value portfolio was 0.35%
and the volatility was low at 5.7%. The

combined quality and value group’s
higher excess return and low volatility
boosted the risk-adjusted performance
to 0.75%. In contrast, the 150-stock
portfolio that had the lowest gross profit
to assets and highest price to book had
negative excess monthly return of 0.25%
and higher volatility of 7.9%, resulting in
a risk-adjusted performance of -0.39%.

Price Momentum

Novy-Marx does not stop by com-

o y . p by
bining growth with value. He notes that
price momentum is another “robust

capital market anomaly” that has been
shown to work profitably when used
by itself as well as when it is combined
with value strategies.

Price momentum strategies seek
out stocks with strong recent price pet-
formance with the hope that the price
momentum will continue into the future.
Price momentum is normally measured
by comparing the stock price change
against that of a market index or a seg-
ment of stocks. Price momentum has
connections to company petformance
and human behavior. Price momentum
can highlight stocks that are reacting to
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strong or improving company perfor-
mance and future prospects. Investors
look for stock price performance better
than that of other stocks with the belief
that the rising price will attract other
investors, who will drive up the price
even more.

To construct high price momentum
portfolios, Novy-Marx ranked stocks by
their performance in the first 11 months
of the year preceding the annual port-
folio formation. As shown in Table 1,
stocks with high price momentum had
high excess returns of 0.38%. This was
higher than the combined quality growth
and value excess return of 0.35%, but
the volatility of the high-momentum
portfolio was greater, resulting in a
lower risk-adjusted information ratio of
0.58%. In contrast, low price momentum
had a negative excess return of 0.11%
with even greater volatility.

We ranked the non-financial S&P
500 stocks by their 52-week price
change and present these stocks in the
bottom panel of Table 2. Homebuilder
PulteGroup (PHM)leads the list as the
housing market is rebounding. Other
winners include oil refiners, Internet
travel sites and entertainment stocks.

Combining Quality, Value
and Momentum

Using the same method for calculat-
ing the joint quality growth and value
score, Novy-Marx constructed portfo-

lios that also take price momentum into
account. He ranked his stock universe
by the price performance for the first
11 months of the year preceding port-
folio formation of the test portfolios.
The price performance ranking was
combined with the gross-profit-to-assets
ranking and the price-to-book-value
ranking to form a single composite
rank or score. The study paper indicates
that all three rankings were given equal
weighting for the sake of simplicity,
although you might be able to improve
performance by changing the weights.

The average monthly excess return
for these stocks came out to 0.44% and
volatility stayed low at 5.7%, resulting
in a very high risk-adjusted informa-
tion ratio of 0.93%—higher than that
observed for any other strategy. A
dollar invested in July of 1963 in the
strategy that combines quality, value
and momentum would have grown to
$955 dollars by the end of 2011. Over
the same time frame, $1 invested in T-
bills would have grown to $12.31, while
$1 invested in the market would have
grown to $84.77. All of the individual
strategies were able to improve upon
market performance, but since they all
offer different dimensions to selecting
stocks, Novy-Marx shows how inves-
tors can benefit from combining these
distinct strategies.

Table 3 displays the 30 non-financial
S&P 500 stocks with the best combined
quality, value and momentum ranking,

It is an interesting and diverse group of
companies that look worthy of further
analysis.

Conclusion

Novy-Marx offers new dimension
to building stock portfolios.

Value measures such as price to
book value attempt to identify under-
valued stocks, but investors need to use
secondary screens to avoid stocks that
are cheap for a good reason. Novy-
Marks shows how value investors can
use gross profit to assets as a quality
signal to separate true bargains from
value traps. He uses one of Warren
Buffett’s favorite sayings to illustrate
this value-growth trade-off, “It is far
better to buy a wonderful business at a
fair price than to buy a fair business at
a wonderful price.”

Growth investors can benefit from
using value screens to avoid good
companies that are already fully priced.
Patience is often required while waiting
for the market to recognize the value
of a given stock. Combining value with
quality growth and price momentum
should help to identify attractively priced
growth stocks on the move.

Keep in mind that the purpose of
these screens is to illustrate with real
firms a useful combination of wvalue,
growth and momentum analysis. The
screens are a mere first step in the stock
selection process. A

John Bajkowski is president of AAIl. Find out more at www.aaii.com/authors/john-bajkowski.
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funds that hold the highest liquidity
quintile stocks. So they’re accidentally
falling into these categories; they’re not
trying to do it. If you try to do it, you
might actually do even better than they
do on this. So we think that particular
research paper shows something that is

definitely relevant to individual investors.

CR: So if you're an individual investor
looking for those funds, would it just be a matter
of legwork on your part looking at what the
top holdings are and then trying to determine
which funds hold less liguid stocks and which
are going after the more popular stocks?

RI: Yes, there may be a lot of
legwork. We do sub-advise two mutual
funds from American Beacon: American
Beacon Zebra Global Equity (AZLPX)
and American Beacon Zebra Small Cap
Equity Fund (AZSPX). So I guess one
could get our strategy without going
through all of that legwork. 4

Roger Ibbotson is chairman and CIO of Zebra Capital Management and a professor at the Yale School of Management. Find
out more at www.aaii.com/authors/roger-ibboston. Charles Rotblut, CFA, is a vice president at AAll and editor of the AAIl Journal.

Find out more about Charles at www.aaii.com/authors/charles-rotblut and follow him on Twitter at twitter.com/charlesrotblut.
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