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CONTRARIAN INVESTMENT STRATEGIES IN A EUROPEAN CONTEXT

Abstract

In this paper we study value strategies for four European countries (France, Gémmalgtherlands
and the United Kingdom). We find an outperformarice all four value variableghich are
investigated: the earnings-to-pri(ie/P) ratio,the cash-flow-to-price (CF/Patio, the book-to-market
(B/M) ratio andthe dividend yieldThis outperformance is especially remarkdblethe CF/P ratio,
which amounts t@0.8%between théop and bottom quintiles in an univariatedel. In a regression
analysis, inwhich all four value variables asell as acorrection forthe size effecare takennto
account, wdind a difference ofL1.8% forthe CF/P ratio. Wademonstraté¢hat this result canot be
explained by risldifferences aloneOur findings confirm the outpfarmance of valuestrategies as
found earlier byChan, Hamao anidakonishok(1991) and Lakonishok, Shleifer adahny (1994) for

Japan and the United States respectively.



1. Introduction

In finance literature, a number of stock market anomhbes been documentd8lanz (1981)found

that smaller firms produce higher stoodturns than can bexpected from th€apital AssetPricing
Model (CAPM). Basu (1977, 1983) arffleinganum(1981) documented a negative relatibatween
price/earnings (P/E) ratios and CARivedictedreturns.Another well-knowrstock market anomaly is

the overreaction effect found by De Bondt dimler (1985, 1987 Besideghat, also seasoneffects

have been found in stock market returns. Keim (1988) gives an extensive overview of these anomalies.
One particular stock markeanomaly that hasreceived much recent academic attention is the
outperformance of value strategies. These strategiesh werealready advocated by Graham and
Dodd in1934, call forbuying stocks withow prices relative to value measures such as earnings, cash
flows, book values odividend yields Studies forthe UnitedStates and Japdrave showrthatvalue
strategies produce superior returns. In this papewileshow that this is alsahe casdor four
European countries, i.e. France, Germany, the Netherlands and the United Kingdom.

One of the possible reasons for the outperformance of value strategies is that stocks dbatharg

good in thepast glamourstocks) ar@verpriced becausmmeinvestors are tooptimistic abouthese
stocks. The same type of investare toopessimistic about stockisathave done verpad inthe past
(valuestocks). These stockse underpriced.akonishok etl. (1994)refer to these investors naive
investors. They arguthat value (glamour) stocks are charaaed by low (highpastgrowth and
expected low (highjuture growth in sales, earnings and cash flows. Value (glamour) stocks can be
identified by high (low) earnings-to-pricge/P) andhigh (low) cash-flow-to-price (CF/Pjatios.
Lakonishok etl. (1994)demonstrate this with theell-knownformula of Gordon and Shapiro (1956).
This formula states thdhe price of a share abmmonstock (S) isthe ratio of the next period's
dividend (Qw1) and the differencbetween the requiredte of return orthe stockr) andthe expected
growth of dividends (g): S =R/(r-g). Holding discountrates and pay out ratios constantigh
CF/Pfirm has alow expected growth afash flow,while a lowCF/Pfirm has ahigh expected growth

of cash flow. A similar type of reasoning applieshte E/P ratio.Another value measure is the book-
to-market (B/M) ratioHowever, Lakonishok etl. (1994) argue thalhe B/M ratio may captureother
factors than the differendetween valuand glamour stocks alorfeor example, a lovB/M ratio may

also describe a company witliany intangibleassets (e.g. research atel/elopment), whiclare not
reflected in the book value. A low B/M ratio may also describe a convglamserisk islow andwhich
hastherefore future castiows whicharediscounted at a lowate. Therefore, we should be careful in

using the B/M ratio as a value ratio.



Chan et al. (1991), Fanand French (1992) angkonishok etl. (1994)have showrthat portfolios
of value stocks constructed on the basis of the aboventie®nedatioshave led tesuperior returns
for both portfolios of U.S. and Japanese stocks. Talslenimarizes the most important findings of
these studies.

[Insert Table 1]
Table 1 shows that value portfolios lead to higbgirns than glamour portfolios. Thdsgherreturns
may possibly be explained by a higher (systematg)(see e.gFama and French, 1992). their
study forthe UnitedStates| akonishok etl. (1994)therefore explicitly take the riskvolved in the
value strategies into account. THegk at the frequency c&fuperior and inferior performance \alue
strategies, the performance of value strategidméh states dhe world (extreme dowmarkets and
economic recessionsind thebetas and standawkviations of value and glamour strategiBisey
conclude (pagel543): We find little, if any, support for theiew that value strategies are
fundamentally riskier.
Until now, research on European value strategies is limited. andRijken (1995) studied B/M
strategies fothe Netherlands. They foutidat value strategies outperform glamour strategies. This
turned out to be especially the case in bullish periddpaul et al. (1993tudiedB/M strategies for
the UnitedStates, Japan and four European countries (Fr&@ereyany, Switzerland and thénited
Kingdom). They found highereturns for value stocks in relation to glamour stocks for all six
countries. However, the differencerigturns turned out to benly significant on a global level. An
important result of their study is thatrimost caseshe value stocks had lowleetas tharthe glamour
stocks. Capaul et al. (1998)ncludethatvalue strategies outperform glamour strategiethfoistocks
in their study. However, wieave alreadgeen abovéhatthe B/M ratio is not avery good valugatio.
In this study waewill investigate valuestrategies for four European countries, i.e. France, Germany, the
Netherlands and the United Kingdom. 8émstrucffive portfoliosfor four variablesthe E/P ratio, the
CF/P ratio,the B/M ratio andthe dividend yield (Yld)Our datasetonsists ohedgedreturns for the
period of June 1982 to June 1988st, returns fothe value portfolioarecompared to returns for the
glamour portfolios. This leads to an outperformance of the value strategyfomraltariables. The
difference inreturn isespecially remarkablor the CF/P ratio (20.8%). In aegression analysis, in
which the valuerariables are takeimto account, asvell as acorrection forthe size effect, we find a
difference 0f11.8% forthe CF/P ratio. Wedemonstratehat this result canot be explained by risk
differences alone. One reason for this is th@tvalue strateggoesnot lead to an underperformance in

bad years (1987 and 199®esidesthat, differences instandarddeviations of the stocketurnsonly



explain a small part of the return differences. Therefore we are able to confreauhe that akonis-

hok et al. (1994) have found for the United States.

The remainder of thipaper isorganized as follows. In section 2 tdata description and the
methodology are discussedection 3 contains theesults. In section 4 we discuss the risk
considerations of the value and glamour strategies. A summary and conclusprasearted in section
5.

2. Data description and Methodology

2.1 Data description

In this study we use dafeom June30, 1982 taJune30, 1993. Thigesearch period both covers
periods of higheconomicactivity, as measured by the growth in industrial production (e.g. the period
until Septembed987), and periods akecession (e.g. the perid®92/1993). We studyhe yearly
performance of different value portfolios whiate formed eactyear on thdast trading day odune.
The portfolios consist of all large European stocks with a large tradingne whicharelisted at the
stock exchanges daris (France), Frankfu(Germany), Amsterdam (The Netherlands) hoddon
(the UnitedKingdom)l. Mostcompanies irour datasetave fiscalyears thaend on Decemb&@l. A
small number of companies have fisgaars thaend on théast day of MarchForming portfolios at
the end ofJune therefore ensurdéisat our tests areredictive innature, both forcompanies with
December antlarch fiscal yeaends, andhat we danot use informatiothat isnot actually available
to the investor at the time of portfoliormation. Thereby we avoid a possible look-aheiad (Banz
and Breen (1986)). The study also takes into account companies, tha¢tmwe delisted. linis way
we avoidthatthe database suffers from survivorshipswhich, as Banz and Bre€h986) find,might
lead to distortedesults. Non-industristompaniesare alsancluded in thestudy. Most studiesxclude

this type of company because the fundamental variabtesdifficult to comparaith those of

! The stocksvere selected according to twoteria regarding tradingolumeand size. Theelected
stocks have a market capitalization of at &3 million guilders (theNetherlands)300 million
guilders (France and Germany) or 409illion guilders (the United Kingdom). Besidit, they have a
minimum daily tradingvolume of respectivelyD.1 million guilders (theNetherlands)0.15 million
guilders (France and Germany)(2 million guilders (the United Kingdom}.he selectiomriteria are
different per country in order to take account of theeihces in average market value and trading
volume between the countries.



industrial companies. However, this study corrdots structuraldifferences in the fundamental
variablesbetween countrieand industries which makes it possible to inclalti&inds ofcompanie%

The data for this study are derived from Datastream.

2.2 Methodology

We use four popular value ratios gort individual stocks into portfolios: the earnings-to-pniaéo

(E/P ratio),the cash-flow-to-priceatio (CF/P ratio)the book-to-mark&tratio (B/M ratio) and the
dividend yield (YId). Inorder to be able to compare our resulith those in othepapers, we use the
same cash-flow definition (earningtus depreciation) as in most othgapers on this subject. The
stock price in the denominator of tBéP and CF/P ratios ighe pricethat prevails orthe last day of
June.

As firms from the same branch of industry and/or the same country tend to have clustered relative value
rankings, returrdifferences between different valpertfolios may beattributable todifferences in
country and/or industry performandeor example Dutch firms have historically the highest average
E/P ratios. This alsholdsfor firms fromthe energyndustry. Electronics stocks have historically low
E/P ratios. Thusny non-corrected type of grouping would include proportionately stocksfrom

low ratio industries and/dow ratio countries irthe 20% lowestratio stock portfolioConsequently,
any detected difference in portfolfeturnsmay both be caused by differences in industry and/or
country performance, as by differences inléwels of the fundamentahriables. We correct fahese

possible industry and country biases by sorting stocks by relative rHftieseare expressed as

follows:

o _ Xiy /Xi

X = (Z)' (Z) 1)
where:

i = the corrected value ratio for stock i;

Xi = the uncorrected value ratio for stock i;

Xe = the cross-sectional mean value ratio for the related country and

X = the cross-sectional mean value ratio for the related industry.

2 We emphasizéhat non-industrial companieare an important industry: as -hfne1993, they
formed 20% of the total market capitalization.

% This is the ratio of the book value of equity and the market value of equity.



In this way stocks are taken into account on the basis of their industrial and domestic average.

Each year at thiast trading day ofune all the stocks in the sampleranked by the relative value
ratios. Based on this ranking, portfolios wemed. Each portfolio contains 20 % of the stocks. The
portfolios are rebalancezhch year to reflect changes in the relatat®s. Foreach portfolio wehen

compute a (guilder) hedged return:

n
1+ R = FUrR Rt), with 1+ g = 1t (Pea® Duey )
n St P

whereP=1,...,5; t= 1,...,1&nd i= the number of stocks in the portfoli¢. iR the hedgedreturn on
portfolio P, R is thehedgedeturn on stock i, fis the oneyear forward rate, (Ss thespot rate, Pis
the stock price andR; is the dividendpaid out during year t;+1. By concertrating on fullyhedged
returns, the stock selection is carried out irrespective of the forecasts of currency retamgarson
of the hedgedportfolio returns approximatelyomes down to the same asamparison of the average
portfolio risk premia. The reason for this is that forward markettaagely driven by differences in
national risk free interegiates. Bycomparing the portfoliaeturns we investigatevhether value

strategies produce higher returns.

Finally we will use a multiple regressiomodel atthe individual stoclkevel to find out which of the
value ratios are significant inraultiple context. Recathat wehave 11 portfolio formation periods.

This allows us to perform 11 cross-sectional regressions of the following form:

Rit = 0ot t 01t (E _/Pi,t) T 02t (CF_ A:)i,t )"‘ O3t (B _lf\/li,t )"‘ a4t @ai,t )"‘ as: IN(ME;) +

3
with:
Rit = the one year hedged return on stock i starting at the last trading day of June;
C/R; = the corrected CF/P ratio;
1P = the corrected E/P ratio;
M = the corrected B/M ratio;
Ydi; = the corrected dividend yield;
In(ME); = the natural logarithm of the market value of stock i;

€it = the error term;



t = [1...11].

This analysiswill be sortedout at thendividual stocklevel because of the difficultiethat arisewith
statistical tests based on dajeouped by fundamentadttributes, such as E/P ratigko and
MacKinlay (1990)).

3. Results

3.1 The average annual returns

In table 2 the average annueddgedreturns forthe portfolioghat areformed by each of théour
corrected value ratios are presented.

[Insert Table 2]
In each row the stockaregrouped by a different valuatio. Themeanreturns are averageser the
elevenpost-formation periods in the sample. From table Zyettomesclear thathigh E/P stocks
outperform lowE/P stocks by a difference &.0% between théop and bottom quintiles. Stock&h
high CF/P ratioshave an averageturn of 29.4%whereas the loWCF/P stocks earn on averagaly
8.6%. This is amutperformance a20.8%. Firmawith largeB/M ratios earn on averagepgemium of
10.0% over the firms withlow B/M ratios. Thedifference inreturns betweenportfolios formed
according to the Yldamounts tdb.2%. These resultsre consistent with finding$or the U.S. (see
Lakonishok etl., 1994)and the Japanese market (€ban et al., 1991) as can &een frontable 1.
So, on averagthe portfolios withhigh valueratios earn g@remium over the portfolios witlow value
ratios. This is regardless of the choice of the value ratio. In order to get an idea of the consistency of the
outperformance of the value portfolios over time we have calculated a success-ratio, which is defined as
the percentage of years wiltual outperfanance of the value portfoli€.or the E/P ratiothe CF/P
ratio, the B/M ratio andthe dividend yield thessiccess-ratios arespectively72%, 100%, 64% and
91%. These resultshow that value strategies outperform glamour strategies consistently. This is
consistent with th&J.S. findings of Lakonishok eal. (1994). Thideads to the conclusiotnat for
Europe,simple valuestrategies, based on classification of stocks bingle valueratio, have lead to
very largereturnsover the 11-year period frod®82 to 1993. Thealue portfolio based on theF/P
ratio did not underperform the lo@F/P ratioportfolio during any of thelevenyears. If wecombine
the latter result with the average outperformance of 20.8 %, we have a strongoeaseatd European

value strategy on theF/P ratio. Wealsoexamined the otheharacteristics of the different portfolios,
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which madeclear thatnpot surprisinglygiven thecommondenominator, the valuatios are correlated.
For example, stocks withigh E/P ratios alstend to have highatios ofbook value to market value.
Another finding ighatthe firms in the most extreme portfolio (high value stocks) tend sorbewhat

smaller.

3.2 Regression Analysis

In the previous analysis we have seen that value portfolios can be defined by all four value ratios. It has
also becomeclear thatthere is a correlatiobetween thdour value ratios. Taet an idea of the
magnitude of this correlation, table 3 presents the average corretsttoeen théour ratios, aswvell
as the natural logarithm of the market value of the firm.

[Insert Table 3]
From table 3 ibecomeglear thathe correlationbetween theariables is in facinoderate. Therefore
it is possible to include all variables simultaneously in a multiple regressel. The correlations are
roughly comparable with those reported by Chaal.ef1991),except forthe correlatioetween the
E/P ratioand theCF/P ratiowhich was 0.76 irtheir dataset. The correlatidietween thenatural
logarithm of the market value and theur value ratios isnegative. Smaller firms tend toave
somewhat higher valuatios. Thesize-effect, reported by Banz (198f)ay therefore explaipart of
the superior performance of thagh valueratio portfolio. In order tdnvestigate which valueatios
stand out in amultiple setting we perform yearly cross-sectio@lS regression analysis at the
individual stock level. In order to derive ahe coefficient we employ tl&ama-MacBeth (1973)
procedure to average the yearly cross-sectional coefficients and cavsfatistics. Estimates of the
yearly cross-sectional regressions by ordinary least squardikedyeto be inefficient, since the
residuals ardikely to be correlated. The yearly t-ratios afteerefore probably exaggeratdebr the
time-series t-ratios, which are presented here, this is however less of a problem tiBesided-ama-
MacBeth (1973) procedure of calcitgt averageassumes thdhe yearly parametesse drawrfrom
a stationary distribution. As growth in tlewel of anexplanatory variable affects theagnitude of the
coefficient, this may invalidate the assumption. Howegien thefact that ourvalue ratios are
divided bycross-sectional sector and national averages, this is less of a problensiody. Amore
serious problem is thfact thatthe coefficients and theratios are based alevenobservations. This
basesthe interpretations of the coefficients on the small-sample properties of the timé-sites
Table 4 presents the results of this analysis.

[Insert Table 4]
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From the univariate analysis in table 4 it becomes cleamttraiugh economisignificant resulthiave
been foundor the univariate portfoliognly the CF/P ratioand thedividend yield have atatistical
reliable positive influence diiture stock returns. This tke result of the consistency, earlier captured
in a success-ratio, witlthich high valugortfolios based on theF/P ratioand theYld outperform the
low valuealternatives. The naturkdgarithm of market value In(MH)as a significantegative effect
on future returngneaninghatsmall firms tend to do better in the forthcomymear. TheCF/P ratio is
definitely more informativeéhan theE/P ratiowhich can be interpreted as consistent with the "quality
of earnings" explanation of Bernard and Stober (1989). These authothadtedenings per share can
more easily be manipulatéidan the cash-flow peshare. Thereforthe information content of the E/P
ratio is less clear than that thfe CF/P ratio.When theCF/P ratio issimultaneously included with
market value or all other explanatory variableke#psits significant positive relationshipith the
future annuahedgedeturn. Thecoefficient of theE/P ratiodecreases and eventually chanitgesign
when moreexplanatory variables anecluded.This phenomenon ialso reported by Chan at (1991)

in their study forJapan.The coefficient of th€F/P ratioshows the economic significance of the
results:given the difference iaverageCF/P ratio of 4.Zbetween the two most extremertfolios in

our study, this leads to axpected difference mnnual return of 4.8mes0.028 or 11.8 %Therefore

the regression analysis confirms the supremacy of the CF/P ratio as the most important value ratio.

4. Risk considerations

Until sofar we have sedhat value-strategies earn ab@xerage returns. This can potentiddbwever
be perfectly rationalized by risk considerations. Thbggher returns may only beational
compensationdor ahigher (systematicyisk. In order tomake it plausible thatthe previously
documentedesults can not fully bexplained by risk alone, wiellow a non-parametric reasoning.
Given the consistency of the outperformance of the @ighP stocks, a potentiallpigherrisk never
leads to a situation of actual underperformance. This isveothe case in years witiegative market
returns such as 1987 (-15.8 % returntlom Morgan Stanle@€apital International total retuindex)
and 199Qthe year of the invasion tfaq in Kuwaitwith a negativeeturn of -2.3%). Aigherrisk, in
terms of a higher covariance with the marketurn, should lead, ceterigaribus, to an
underperformance situation for the value portfolio. However this does not octhe @6i/P ratio. The
down-siderisk of a value strategy based on fBE/P ratio turnsout to bdow and can hardly be

explained by a formal risknodel. Inorder to get an impression of the risk-differenceshaee
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examined the volatility of the portfoliceturns. For this purpose weve calculated the standard
deviations of the yearly portfolio returns. These are presented in table 5.

[Insert Table 5]
From table 5 weoncludethat value portfolios exhibit a larger variability in annual portfolio returns
than thelow valueportfolios. This is especially strorigr the CF/P ratio.The portfolio oflow CF/P
stocks has a standageviation of0.160,whereas thestandarddeviation of the higtCF/P stocks is
0.252. As we havseenrearlier, thishigher variabilitynever leads to situation of underperformance of
the highCF/Pstocks,givenits largedifference in meareturns.Besideshat,the on averagé.6times
higherstandardieviationfor the highCF/P portfolio is relatively lowgiven the3.4 times highemean
return on that portfolio. In other words, the Sharpe‘lramthe value portfolio is high. Investors in the
value portfolio arehighly compensatetbr the higher variability of the investment. Thessults are
also inline with Lakonishok etl. (1994)who havealso compared thesturns ofthe value and the
glamour portfolios with thetandarddeviations of theeturns orthese portfolios. They fourttiat the
value portfolio had on average a higlstandarddeviation ofreturns in relation tdhe glamour
portfolios, butthey also foundthatthe largeeturn diferences could not be fully explained by these

risk differenced

5. Summary and conclusions

In this paper wénave studied value strategies four European countries, i.e. France, Germany, the
Netherlands and the United Kingdom. We have constructed five porfimlidsur variables, i.e. the

E/P ratio, the CF/P ratio, the B/M ratio and the dividend yield (Yld), using data from June 1668 to

1993. Wehave foundhatthe hedgedreturns forthe value portfolios outperimed the hedgeeturns

for the glamour portfolios. Thdifference turneaut to be especially remarkalite the CF/P ratio

(20.8%). In a regression analysis, in which all four value variables were taken into account, as well as a

correction for the size effect, we find a difference of 11.8% for the CF/P ratio. We have also shown that

* The Sharpe (1966) ratio tee quotient of the average portfolio exaedarn andthe standard
deviation of the portfolioseturn. The excess returndefined as the difference between the average
portfolio return and the average risk free rate.

® An alternative would haveeen to comparbetasbetween the twgortfolios. However, wenote
that Lakonishok etl. (1994)did not find differentesultsbetween comparisons bétas and standard
deviations. Given théarge differencedetween thereturns andthe (relatively) small differences
between the standard deviations of the returns, we do not expect such a difference either.



13

this result can not be explained by riKerences alone. Reasofts this are thathe value strategies
did not lead to an underperformancéad years and th#te differences istandarddeviations of the
stock couldonly explain a smafbart ofthereturn differences. These resudtnfirm theresults earlier
found by Chan et al. (1991) for Japan and by Lakonishok et al. (1994) for the United States.

The explanations that can gwenfor the outperformancarelikely to be the same as the explanations
given by Shefrin and Statman (1995) and Lakonishok et al. (1994) for the outperformance of contrarian
investmentstrategies in theUnited States.Shefrin and Statman (1995) demonstrdtat good
companiesare companies with lowB/M ratios.They arguethat, according to the behavioral asset
pricing theory (see Shefrin ar@tatman, 1994)noisetradersmake cognitiveerrors thatlead to the
belief that good stocks are stocks ajood companiesTherefore, these investors prefer glamour
strategies over value strategies. Informatiaders, such amoneymanagers of investment or jg@n
funds, do not nullify this effect through arbitrage. The reason for this is thatilsioelyave areference
for glamour strategies, because their cliangsmore forgiving of losses ostocks ofgood companies
than of losses on stocks of bemmpanies (see Shefrin aStatman, 1995)Lakonishok etl. (1994)
present a similar explanation. They arghat institutionalinvestors may prefer glamour stocks
because "thegppear to béprudent" investments, aritbnceare easy to justify to sponsors”. This last
argument may especially be relevémtone of thecountries in our research, ithe Netherlands. In
this country a great deal of savings is in the hands of very parggon funds. These pension funds
have difficulties in persuading supervisorsgiee them permission tmcrease their investments in
shares. Therefore these pension funds will be motivated to show that they are "prudent"” investors.
Lakonishok et al. (1994) mention that they will focus their future research on the question whether there
is a relation between the inferior performance of pengiods relative to the market and the
outperformance of value strategies in relation to glamour strategies. We thmjusuch an
investigation may beparticularly interesting for a country such the Netherlands, where large
investmentare irthe hands of pension fundghich have difficulties in convincingupervisors to let

them increase their investments in stocks.
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Table 1

Summary of the most important findings on value strategies
Below the results are presented for the outperformances found in three different studies. E/P refeesrimgseto-price
ratio, CF/P refers to theash-flow-to-price-ratio anB/M refers to the ratio of thieook value t¢he market value. In this
table theoutperformance betwedhe lowest and highest (positive) ragiortfolio is presented. Notéhat the studies of
Fama and French (1992) and Lakonisholle{1994)both apply tahe United Statefor the period 1963-199®owever
there is a large difference between the reported outperformances. A possiblefeedab@nphenomenomay be the
difference in the sampleomposition. Contrary to Lakonishok &t (1994)Fama en French (1992) also include the
(relatively small) NASDAQ firms in their study. Given the reported negative correlation between size and value ratios this
maylead to relativelynore small firms irthe high value ratiportfolio. This, incombination withthe sizeeffect reported

by Banz (1981), may explain the better results of Fama en French (1992).

Chan, Hamao en|| Fama en French Lakonishok,
Lakonishok (1991) (1992) Shleifer en Vishny
(1994)
Japan United States United States

1971-1988 1963-1990 1963-1990
E/P 4.9 % 9.4 % 3.9 %
CF/P 9.9 % - 9.9 %
B/M 14.0 % 18.0 % 6.3 %
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Table 2
Average annual returns for portfolios sorted by value ratios

(Cross-sectional standard deviations in parentheses)

Each year athe last tradinglay ofJune five portfolioareformed in ascending order, basedtba E/P ratio, the CF/P
ratio, the B/M ratio and the YId. The E/P ratio is the earnings to price ratio or earnings yield, the CF/P ratiadk-the
flow yield. The B/M ratio is the ratio of thiook valueand the market value. The returns presented in the table are the

average returns in the year after formation. The value portfolio refers to the portfolio containing the stocks with the highest

ratios.
Portfolio
Value
Ratio
Low 2 3 4 High High -/- Low
E/P 0.168 0.172 0.171 0.157 0.218 5.0
(0.403) (0.339) (0.332) (0.346) (0.449)
CF/P 0.086 0.143 0.170 0.197 0.294 20.8
(0.341) (0.341) (0.338) (0.335) (0.482)
B/M 0.139 0.161 0.150 0.199 0.239 10.0
(0.348) (0.357) (0.319) (0.378) (0.463)
Yid 0.165 0.154 0.177 0.174 0.217 5.2
(0.427) (0.344) (0.356) (0.339) (0.412)
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Table 3
Average Correlation between the Four Value Ratios and Market Value

The correlations presented in the table are averagesthe eleven years. The correlations refer to deeprding to
equation (1)corrected value ratios. In(ME) refersttee natural logarithm of the market value of equity. The E/P ratio is
the earnings to price ratio or earnings yield, the CF/P ratio isable-flow yield. TheB/M ratio is the ratio of thbéook

value and the market value.

CF/P E/P B/M Yid In(ME)

CF/P 1 0.43 0.39 0.18 -0.14

E/P 1 0.39 0.31 -0.03

B/M 1 0.31 -0.11

Yid 1 -0.02
In(ME) 1
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Table 4

Regression of hedged returns on value ratios and market value

Each year athe end of June between 1982 and 1%&3,each firm inthe study the 1-year holding periodeturn is
calculated starting at the end of June. Then gaeh a cross-sectional regressiomuis with these returns as dependent
variable. The independent variables arefthe value ratios anthe natural logarithm of the market value of equity (in
millions). The E/P ratio is the earnings to price ratio or earnings yield, the CF/P ratic&sthflow yield. Thé/M ratio

is the ratio of théook valueand the market value. The reportazkfficientsare averagesverthe 11lformation periods.

The calculated t-ratios are based on the time-variation of the 11 coefficients

CF/P E/P B/M Yid In(ME)
0.029
(3.31)
0.021
(1.61)
0.014
(1.70)
0.015
(1.98)"
-0.045
(-3.30)
0.025 -0.038
(3.37) (-3.09§"
0.028 -0.019 0.001 0.005 -0.037
(3.20) (-0.98) (0.24) (0.84) (-3.09§"

! time-series t-ratio in parentheses: significant at the 1 % level
" significant at the 5 % level

™ significant at the 10 % level.
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Standard deviations of the yearly portfolio returns
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The standard deviations reported in the table are calculated using the petf@lio returns. The portfoliogre formed

every year athe last tradinglay ofJune. The ongear holding periodeturn starting at the end of June is used in the

calculation of portfolio variability. The E/P ratio tise earnings to price ratio or earnings yield, the CF/P ratio isatbie

flow yield. The B/M ratio is the ratio of the book value and the market value. YId refers to the dividend yield.

Value ratio Low 2 3 4 High
CF/P 0.160 0.190 0.193 0.203 0.252
E/P 0.206 0.170 0.183 0.192 0.231
B/M 0.176 0.194 0.156 0.213 0.232
Yld 0.208 0.184 0.182 0.181 0.204




