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W
ho is a value investor?

T
he C

onventional D
efinition: A

 value investor is one w
ho invests in

low
 price-book value or low

 price-earnings ratios stocks.

T
he G

eneric D
efinition: A

 value investor is one w
ho pays a price

w
hich is less  than the value of the assets in place of a firm

.
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T
he D

ifferent Faces of V
alue Investing T

oday

P
assive Screeners: Follow

ing in the B
en G

raham
 tradition, you screen

for stocks that have characteristics that you believe identify under
valued stocks. E

xam
ples w

ould include low
 PE

 ratios and low
 price to

book ratios.

C
ontrarian Investors: T

hese are investors w
ho invest in com

panies
that others have given up on, either because they have done badly in
the past or because their future prospects look bleak.

A
ctivist V

alue Investors: T
hese are investors w

ho invest in poorly
m

anaged and poorly run firm
s but then try to change the w

ay the
com

panies are run.
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I. T
he P

assive Screener

T
his approach to value investing can be traced back to B

en G
raham

and his screens to find undervalued stocks.

 In recent years, these screens have been refined and extended. T
he

follow
ing section sum

m
arizes the em

pirical evidence that backs up
each of these screens.
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A
. B

en G
raham

’ Screens

1. PE
 of the stock has to be less than the inverse of the yield on A

A
A

 C
orporate

B
onds:

2. PE
 of the stock has to less than 40%

 of the average PE
 over the last 5 years.

3. D
ividend Y

ield >
 T

w
o-thirds of the A

A
A

 C
orporate B

ond Y
ield

4. Price <
 T

w
o-thirds of B

ook V
alue

5. Price <
 T

w
o-thirds of N

et C
urrent A

ssets

6. D
ebt-E

quity R
atio (B

ook V
alue) has to be less than one.

7. C
urrent A

ssets >
 T

w
ice C

urrent L
iabilities

8. D
ebt <

 T
w

ice N
et C

urrent A
ssets

9. H
istorical G

row
th in E

PS (over last 10 years) >
 7%

10. N
o m

ore than tw
o years of negative earnings over the previous ten years.
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H
ow

 w
ell do G

raham
’s screen’s perform

?

A
 study by O

ppenheim
er concluded that stocks that passed the

G
raham

 screens w
ould have earned a return w

ell in excess of the
m

arket.

M
ark H

ulbert w
ho evaluates investm

ent new
sletters concluded that

new
sletters that used screens sim

ilar to G
raham

’s did m
uch better than

other new
sletters.

H
ow

ever, an attem
pt by Jam

es R
ea to run an actual m

utual fund using
the G

raham
 screens failed to deliver the prom

ised returns.

G
raham

’s best claim
 to fam

e com
es from

 the success of the students
w

ho took his classes at C
olum

bia U
niversity. A

m
ong them

 w
ere

C
harlie M

unger and W
arren B

uffett.
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T
he B

uffett M
ystique

F
igure 8.1: B

erkshire H
athaw

ay
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B
uffett’s T

enets

B
usiness T

enets:
•

T
he business the com

pany is in should be sim
ple and understandable.

•
T

he firm
 should have a consistent operating history , m

anifested in operating
earnings that are stable and predictable.

•
T

he firm
 should be in a business w

ith favorable long term
 prospects .

M
anagem

ent T
enets:

•
T

he m
anagers of the com

pany should be candid. A
s evidenced by the w

ay he
treated his ow

n stockholders, B
uffett put a prem

ium
 on m

anagers he trusted. •
T

he m
anagers of the com

pany should be leaders and not follow
ers.

F
inancial T

enets:
•

T
he com

pany should have a high return on equity. B
uffett used a m

odified version
of w

hat he called ow
ner earnings

O
w

ner E
arnings =

 N
et incom

e +
 D

epreciation &
 A

m
ortization – C

apital E
xpenditures

•
T

he com
pany should have high and stable profit m

argins.

M
arket T

enets:
•

U
se conservative estim

ates of earnings and the riskless rate as the discount rate.
•

In keeping w
ith his view

 of M
r. M

arket as capricious and m
oody, even valuable

com
panies can be bought at attractive prices w

hen investors turn aw
ay from

 them
.
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B
e like B

uffett?

•
M

arkets have changed since B
uffett started his first partnership. E

ven
W

arren B
uffett w

ould have difficulty replicating his success in today’s
m

arket, w
here inform

ation on com
panies is w

idely available and dozens
of m

oney m
anagers claim

 to be looking for bargains in value stocks.
•

In recent years, B
uffett has adopted a m

ore activist investm
ent style and

has succeeded w
ith it. T

o succeed w
ith this style as an investor, though,

you w
ould need substantial resources and have the credibility that com

es
w

ith investm
ent success. T

here are few
 investors, even am

ong successful
m

oney m
anagers, w

ho can claim
 this com

bination.
•

T
he third ingredient of B

uffett’s success has been patience. A
s he has

pointed out, he does not buy stocks for the short term
 but businesses for

the long term
. H

e has often been w
illing to hold stocks that he believes to

be under valued through disappointing years. In those sam
e years, he has

faced no pressure from
 im

patient investors, since stockholders in
B

erkshire H
athaw

ay have such high regard for him
.
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V
alue Screens

Price to B
ook ratios: B

uy stocks w
here equity trades at less than or at

least a low
 m

ultiple of the book value of equity.

Price earnings ratios: B
uy stocks w

here equity trades at a low
 m

ultiple
of equity earnings.

Price to sales ratio: B
uy stocks w

here equity trades at a low
 m

ultiple of
revenues.

D
ividend Y

ields: B
uy stocks w

ith high dividend yields.
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1. P
rice/B

ook V
alue Screens

A
 low

 price book value ratio has been considered a reliable indicator
of undervaluation in firm

s.

T
he em

pirical evidence suggests that over long tim
e periods, low

price-book values stocks have outperform
ed high price-book value

stocks and the overall m
arket.
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L
ow
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xcess R
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E
vidence from

 International M
arkets

C
han, H

am
ao and L

akonishok (1991) find that the book-to-m
arket

ratio has a strong role in explaining the cross-section of average
returns on Japanese stocks.

C
apaul, R

ow
ley and Sharpe (1993) extend the analysis of price-book

value ratios across other international m
arkets, and conclude that value

stocks, i.e., stocks w
ith low

 price-book value ratios , earned excess
returns in every m

arket that they analyzed, betw
een 1981 and 1992.
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L
ow

 PB
V

 E
ffect in International M

arkets

T
heir annualized estim

ates of the return differential earned by stocks
w

ith low
 price-book value ratios, over the m

arket index, w
ere as

follow
s:C

ountry
A

dded R
eturn to low

 P
/B

V
 portfolio

France
3.26%

G
erm

any
1.39%

Sw
itzerland

1.17%
U

.K
1.09%

Japan
3.43%

U
.S.

1.06%
E

urope
1.30%

G
lobal

1.88%
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P/B
V

 R
atios as R

isk Proxies

Fam
a and French point out that low

 price-book value ratios m
ay

operate as a m
easure of risk, since firm

s w
ith prices w

ell below
 book

value are m
ore likely to be in trouble and go out of business.

Investors therefore have to evaluate for them
selves w

hether the
additional returns m

ade by such firm
s justifies the additional risk taken

on  by investing in them
.
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Im
proving on the Price to B

ook Screen: L
ooking for

stocks w
ith low

 Price to book and high R
O

E

Y
ear

U
ndervalued P

ortfolio
O

vervalued P
ortfolio

S &
 P

 500
1982

37.64%
14.64%

40.35%
1983

34.89%
3.07%

0.68%
1984

20.52%
-28.82%

15.43%
1985

46.55%
30.22%

30.97%
1986

33.61%
0.60%

24.44%
1987

-8.80%
-0.56%

-2.69%
1988

23.52%
7.21%

9.67%
1989

37.50%
16.55%

18.11%
1990

-26.71%
-10.98%

6.18%
1991

74.22%
28.76%

31.74%

1982-91
25.60%

10.61%
17.49%
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2. P
rice/E

arnings R
atio Screens

Investors have long argued that stocks w
ith low

 price earnings ratios
are m

ore likely to be undervalued and earn excess returns. For
instance, this is one of B

en G
raham

’s prim
ary screens.

Studies w
hich have looked at the relationship betw

een PE
 ratios and

excess returns confirm
 these priors.
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T
he L

ow
 PE

 E
ffect
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M
ore O

n the PE
 R

atio E
ffect

Firm
s in the low

est PE
 ratio class earned an average return

substantially higher than firm
s in the highest PE

 ratio class in every
sub-period.

T
he excess returns earned by low

 PE
 ratio stocks also persist in other

international m
arkets.
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T
he International PE

 E
ffect

C
ountry

A
nnual P

rem
ium

 earned by low
est P

/E
 Stocks (bottom

 quintile)
A

ustralia
3.03%

F
rance

6.40%
G

erm
any

1.06%
H

ong K
ong

6.60%
Italy

14.16%
Japan

7.30%
S

w
itzerland

9.02%
U

.K
.

2.40%
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3. P
rice/Sales R

atio Screens

Senchack and M
artin (1987) com

pared the perform
ance of low

 price-
sales ratio portfolios w

ith low
 price-earnings ratio portfolios, and

concluded that the low
 price-sales ratio portfolio outperform

ed the
m

arket but not the low
 price-earnings ratio portfolio.

Jacobs and L
evy (1988a)  concluded that low

 price-sales ratios, by
them

selves, yielded an excess return of 0.17%
 a m

onth betw
een 1978

and 1986, w
hich w

as statistically significant. E
ven w

hen other factors
w

ere throw
n into the analysis, the price-sales ratios rem

ained a
significant factor in explaining excess returns (together w

ith price-
earnings ratio and size)
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C
om

posite Screens: Stocks w
ith low

 price to sales
ratios and high m

argins

Y
ear

U
ndervalued P

ortfolio
O

vervalued P
ortfolio

S &
 P

 500
1982

50.34%
17.72%

40.35%
1983

31.04%
6.18%

0.68%
1984

12.33%
-25.81%

15.43%
1985

53.75%
28.21%

30.97%
1986

27.54%
3.48%

24.44%
1987

-2.28%
8.63%

-2.69%
1988

24.96%
16.24%

9.67%
1989

16.64%
17.00%

18.11%
1990

-30.35%
-17.46%

6.18%
1991

91.20%
55.13%

31.74%

1982-91
23.76%

15.48%
17.49%
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4. D
ividend Y

ields
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D
eterm

inants of Success at P
assive Screening

1. H
ave a long tim

e horizon
. A

ll the studies quoted above look at returns
over tim

e horizons of five years or greater. In fact, low
 price-book

value stocks have underperform
ed high price-book value stocks over

shorter tim
e periods.

2. C
hoose your screens w

isely: T
oo m

any screens can undercut the
search for excess returns since the screens m

ay end up elim
inating just

those stocks that create the positive excess returns.
3. B

e diversified
: T

he excess returns from
 these strategies often com

e
from

 a few
 holdings in large portfolio. H

olding a sm
all portfolio m

ay
expose you to extraordinary risk and not deliver the sam

e excess
returns.

4. W
atch out for taxes and transactions costs: Som

e of the screens m
ay

end up creating a portfolio of low
-priced stocks, w

hich, in turn, create
larger transactions costs.
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II. C
ontrarian V

alue Investing: B
uying the L

osers

In contrarian value investing, you begin w
ith the proposition that

m
arkets over react to good and bad new

s. C
onsequently, stocks that

have had bad new
s com

e out about them
 (earnings declines, deals that

have gone bad) are likely to be under valued.

E
vidence that M

arkets O
verreact to N

ew
s A

nnouncem
ents

•
Studies that look at returns on m

arkets over long tim
e periods chronicle

that there is significant negative serial correlation in returns, I.e, good
years are m

ore likely to be follow
ed by bad years and vice versal.

•
Studies that focus on individual stocks find the sam

e effect, w
ith stocks

that have done w
ell m

ore likely to do badly over the next period, and vice
versa.
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1. W
inner and L

oser portfolios

Since there is evidence that prices reverse them
selves in the long term

for entire m
arkets, it m

ight be w
orth exam

ining w
hether such price

reversals occur on classes of stock w
ithin a m

arket.

For instance, are stocks w
hich have gone up the m

ost over the last
period m

ore likely to go dow
n over the next period and vice versa?

T
o isolate the effect of such price reversals on the extrem

e portfolios,
D

eB
ondt and T

haler constructed a w
inner portfolio of 35 stocks,

w
hich had gone up the m

ost over the prior year, and a loser portfolio
of 35 stocks, w

hich had gone dow
n the m

ost over the prior year, each
year from

 1933 to 1978,

T
hey exam

ined returns on these portfolios for the sixty m
onths

follow
ing the creation of the portfolio.
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E
xcess R

eturns for W
inner and L

oser P
ortfolios

F
igure 8.5: C

um
ulative A

bnorm
al R

eturns - W
inners versus L

osers
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M
ore on W

inner and L
oser Portfolios

T
his analysis suggests that loser portfolio clearly outperform

 w
inner portfolios

in the sixty m
onths follow

ing creation. T
his evidence is consistent w

ith m
arket

overreaction and correction in long return intervals.

T
here are m

any, academ
ics as w

ell as practitioners, w
ho suggest that these

findings m
ay be interesting but that they overstate potential returns on 'loser'

portfolios.

T
here is evidence that loser portfolios are m

ore likely to contain low
 priced

stocks (selling for less than $5), w
hich generate higher transactions costs and

are also m
ore likely to offer heavily skew

ed returns, i.e., the excess returns
com

e from
 a few

 stocks m
aking phenom

enal returns rather than from
consistent perform

ance.

Studies also seem
 to find loser portfolios created every D

ecem
ber earn

significantly higher returns than portfolios created every June.

Finally, you need a long tim
e horizon for the loser portfolio to w

in out.
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L
oser Portfolios and T

im
e H

orizon

F
igure 8.6: D

ifferential R
eturns - W

inner versus L
oser P

ortfolios
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G
ood C

om
panies are not necessarily G

ood
Investm

ents

A
ny investm

ent strategy that is based upon buying w
ell-run, good

com
panies and expecting the grow

th in earnings in these com
panies to

carry prices higher is dangerous, since it ignores the reality that the
current price of the com

pany  m
ay reflect the quality of the

m
anagem

ent and the firm
.

If the current price is right (and the m
arket is paying a prem

ium
 for

quality), the biggest danger is that the firm
 loses its lustre over tim

e,
and that the prem

ium
 paid w

ill dissipate.

If the m
arket is exaggerating the value of the firm

, this strategy can
lead to poor returns even if the firm

 delivers its expected grow
th.

It is only w
hen m

arkets under estim
ate the value of firm

 quality that
this strategy stands a chance of m

aking excess returns.
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1. E
xcellent versus U

nexcellent C
om

panies

T
here is evidence that w

ell m
anaged com

panies do not alw
ays m

ake
great investm

ents. For instance, there is evidence that excellent
com

panies (using the T
om

 Peters standard) earn poorer returns than
“unexcellent com

panies”.

F
igure 8.7: E

xcellent versus U
nexcellent C

om
panies
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2. R
isk/R

eturn by S&
P

 Q
uality Indices

C
onventional ratings of com

pany quality and stock returns seem
 to be

negatively correlated.

S &
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eturns
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D
eterm

inants of Success at “C
ontrarian Investing”

1. Self C
onfidence: Investing in com

panies that everybody else view
s as losers

requires a self confidence that com
es either from

 past success, a huge ego or
both.

2. C
lients/Investors w

ho believe in you
: Y

ou either need clients w
ho think like

you do and agree w
ith you, or clients that have m

ade enough m
oney of you in

the past that their greed overw
helm

s any trepidiation you m
ight have in your

portfolio.

3. P
atience: T

hese strategies require tim
e to w

ork out. For every three steps
forw

ard, you w
ill often take tw

o steps back.

4. Stom
ach for Short-term

 V
olatility: T

he nature of your investm
ent im

plies that
there w

ill be high short term
 volatility and high profile failures.

5. W
atch out for transactions costs: T

hese strategies often lead to portfolios of
low

 priced stocks held by few
 institutional investors. T

he transactions costs
can w

ipe out any perceived excess returns quickly.
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III. A
ctivist V

alue Investing

A
n activist value investor having acquired a stake in an “undervalued”

com
pany w

hich m
ight also be “badly” m

anaged then pushes the m
anagem

ent
to adopt those changes w

hich w
ill unlock this value. For instance,

If the value of the firm
 is less than its com

ponent parts:
•

push for break up of the firm
, spin offs, split offs etc.

If the firm
 is being too conservative in its use of debt:

•
push for higher leverage and recapitalization

If the firm
 is accum

ulating too m
uch cash:

•
push for higher dividends, stock repurchases ..

If the firm
 is being badly m

anaged:
•

push for a change in m
anagem

ent or to be acquired

If there are gains from
 a m

erger or acquisition
•

push for the m
erger or acquisition, even if it is hostile
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a. B
reaking up is hard to do…
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a. B
reaking up is hard to do…

 E
ffects of Spin offs,

Split offs, D
ivestitures on V

alue

T
he overall em

pirical evidence is that spin offs, split offs and
divestitures all have a positive effect on value.

L
inn and R

ozeff (1984) exam
ined the price reaction to announcem

ents
of divestitures by firm

s and reported an average excess return of
1.45%

 for 77 divestitures betw
een 1977 and 1982.
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M
ore on Spin O

ffs, Split O
ffs etc..

M
arkets view

 firm
s that are evasive about reasons for and proceeds from

divestitures w
ith skepticism

.
M

arket R
eaction to D

ivestiture A
nnouncem

ents
P

rice A
nnounced

M
otive A

nnounced
Y

es
N

o
Y

es
3.92%

2.30%
N

o
0.70%

0.37%

Schipper and Sm
ith (1983) exam

ined 93 firm
s that announced spin offs

betw
een 1963 and 1981 and reported an average excess return of 2.84%

 in the
tw

o days surrounding the announcem
ent. Further, there is evidence that excess

returns increase w
ith the m

agnitude of the spun off entity.
Finally, Schipper and Sm

ith find evidence that the excess returns are greater
for firm

s in w
hich the spin off is m

otivated by tax and regulatory concerns.
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b. Som
e firm

s have too little debt…
E

ffects of
L

everage Increasing and D
ecreasing T

ransactions

T
he overall em

pirical evidence suggest that leverage increasing
transactions increase value w

hereas leverage reducing transactions
decrease value.
T

ype of transaction
Security Issued

Security R
etired

Sam
ple Size

2-D
ay R

eturn
L

everage-Increasing T
ransactions

Stock R
epurchase

D
ebt

C
om

m
on

45
21.9%

E
xchange O

ffer
D

ebt
C

om
m

on
52

14.0%
E

xchange O
ffer

Preferred
C

om
m

on
9

8.3%
E

xchange O
ffer

D
ebt 

Preferred
24

2.2%
E

xchange O
ffer

B
onds

Preferred
24

2.2%
T

ransactions w
ith no change in leverage

E
xchange O

ffer
D

ebt
D

ebt
36

0.6%
Security Sale

D
ebt

D
ebt

83
0.2%

L
everage-R

educing T
ransactions

C
onversion-forcing call

C
om

m
on

C
onvertible

57
-0.4%

C
onversion-forcing call

C
om

m
on

Preferred
113

-2.1%
Security Sale

C
onv. D

ebt
C

onv. D
ebt

15
-2.4%

E
xchange O

ffer
C

om
m

on
D

ebt
30

-2.6%
E

xchange O
ffer

Preferred
Preferred

9
-7.7%

Security Sale
C

om
m

on
D

ebt
12

-4.2%
E

xchange O
ffer

C
om

m
on

D
ebt

20
-9.9%
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c. E
ffects of M

anagem
ent C

hanges on Firm
 V

alue

T
he overall em

pirical evidence suggests that changes in m
anagem

ent
are generally are view

ed as good new
s.

R
eturns A

round M
anagem

ent C
hanges

-25.00%

-20.00%

-15.00%

-10.00%

-5.00%

0.00%

5.00%

Forced
R

esignations
N

orm
al

R
etirem

ents
A

ll C
hanges

T
ype of M

anagem
ent C

hange

Abnormal Returns

Pre-A
nnouncem

ent R
eturns

R
eturns on A

nnouncem
ent of change
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d. T
he E

ffects of H
ostile A

cquistions on the T
arget

Firm

B
adly m

anaged firm
s are m

uch m
ore likely to be targets of acquistions

than w
ell m

anaged firm
s

T
arget C

haracteristics - H
ostile vs. F

riendly T
akeovers

-5.00%

0.00%

5.00%

10.00%

15.00%

20.00%

T
arget

R
O

E
 -

Industry
R

O
E

T
arget 5-

yr Stock
R

eturns -
M

arket

%
 of

Stock
H

eld by
Insiders

H
ostile T

akeovers
Friendly T

akeovers
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A
nd acquisitions are clearly good for the target

firm
’s stockholders
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D
eterm

inants of Success at A
ctivist Investing

1. H
ave lots of capital: Since this strategy requires that you be able to put

pressure on incum
bent m

anagem
ent, you have to be able to take

significant stakes in the com
panies.

2. K
now

 your com
pany w

ell: Since this strategy is going to lead a
sm

aller portfolio, you need to know
 m

uch m
ore about your com

panies
than you w

ould need to in a screening m
odel.

3. U
nderstand corporate finance: Y

ou have to know
 enough corporate

finance to understand not only that the com
pany is doing badly (w

hich
w

ill be reflected in the stock price) but w
hat it is doing badly.

4. B
e persistent: Incum

bent m
anagers are unlikely to roll over and play

dead just because you say so. T
hey w

ill fight (and fight dirty) to w
in.

Y
ou have to be prepared to counter.

5. D
o your hom

ew
ork: Y

ou have to form
 coalitions w

ith other investors
and to organize to create the change you are pushing for.
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C
onclusion

V
alue investing com

es in m
any stripes.

•
T

here are screens such as price-book value, price earnings and price sales
ratios that seem

 to yield excess returns over long periods. It is not clear
w

hether these excess returns are truly abnorm
al returns, rew

ards for
having a long tim

e horizon or just the appropriate rew
ards for risk that w

e
have not adequately m

easured.

•
T

here are also “contrarian” value investors, w
ho take positions in

com
panies that have done badly in term

s of stock prices and/or have
acquired reputations as “bad” com

panies.

•
T

here are activist investors w
ho take positions in undervalued and/or

badly m
anaged com

panies and by virtue of their holdings are able to force
changes that unlock this value.


