
FINANCE - 
Cheap and cheerful 

Value investing-buying shaz-es t h a t  l o o k  cheap  c o m p a r e d  with their  funda- 
mentals-is t h e  oldest  stock-picking s m t e ~ . h d  still o n e  of  the best 

S INCE 1934, when Benjamin Graham 
and David Dodd iim pointed it out in 

their book "Securiry .ua1ysisM, genera- 
rions of inves~ors have believed that buy- 
ing "value" shares-those wirh low p r i c s  
relative to, say, eamings, dividends or 
book assets-producs market-bating re- 
nim. Mon of the rime they have been 
right. In i b e r i c a ,  where the strategy has 
becn most used, valuenodcr (those with a 
low ratio of market price to book assets) 
have h r  outpehrrned "growth" stocks 
(those with a high pricc-to-book ratio) 
over m o n  periods. 

Value investing has also paid offout- 
s i d e h e r i c a  since at least 1981 (see chart). 
Indeed, ofthe five countries shown, value 
investing helped least in America. The 
mategg has worked most spectacularly in 
Franc-: value stocks there generated re- 
tums almost 80% higher than did growth 
nodu .  Japanesevalue stocks were almost 
as gmd. 

Even so, value investors are ofren dis- 
missed as lu*. Pooh-poohers reckon so 
simple a nraregy should not be able to 
beat the market: if investon see they can 
earn 'nigher than averzge rerums by buy- 
ing cenain types oishares th- are likely 
to flock into them, bidding up pr ics  and 
so reducing the chance of higher profirs. 

Indeed, in h e r i c a  oerween 1989 and 
1991 the sceptics seemed, at l as ,  to have 
been proven right. According to Barra, a n  
investrnent-research firrn, total retums 
(share-price growth plus dividends) on 
value stocks averaged around 10% a year 
less than the retums on growth stocks over 
this p e n d .  But in 1992 Amencan vaiue 
stocks produced total retums of 10.6%, 
compared with retums of7.706 on the  se<^ 

500 and 5.1% on growth stods. Value 
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stocks are aoing even 'ktrer in 1995. So 
does h e  smtegy acnially work? 

One reason it se-ms to, re&on Eugene 
Fama and Kenneth French oithe Univer- 
sityofchicago, might be that value siodu 
are actually riskier than growth stock. 
The higher returns they yeld could be 
simply a reward For inveson ;a!ung on 
higher risks. But, as Messn Fama and 
French concede, it is not entirely obvious 
why value shares should be riskier. 

A new study* of +encan share re- 
nims berween 1963 and 1990 by three 
Amencan economim-Josefiakonisnok, 
h d r e i  Shleiferand Ro'oenvishny-fin& 
fëw signs that vaiue means exrra nsk. 
T N ~ ,  investon may fice exrra volatility if 
they hold valueshares Forjust one year je- 
fore seiling, but not if they hold thesnaru 
over longer periods. Value mategiu did 
bener than growth srrategies. in r e r s -  
sions, when invenon may weli be more 
risk-averse than usual..knd in the 25 wont 
months for h e r i c a ' s  stockmarkers dur- 
ing the period, valuestodu held up bener 
than growdi ones wery rime. 

Messn Lakonishok et ai suggest a di:- 
ferent reason for the mccess oivaluesxat- 
egies: value investon eam h i a e r  returns 
simply because they are taking a 
contrarian bet a g a i m  naive matq ies  Foi- 
lowed by other investors. Some invesron 
over-react in iavour of nocks that have 
done well and againn those that have 
done badly, they mggest. Growth nodcr 
tend to fa11 into the fint, high-perfor- 
mance, c a t q o v ,  and valuestodcs into the 
lowiier second. So value invenon, who 

oniy ouy bargains,shouid b a r  g r o h  in- 
veston who pay too much For their shares. 

The threc economins ako try to iden- 
t l j  the best son  of value m a t e y .  invest- 
ing in s n a m  with a low ratio of snare 
price to tash Aow is an wen h e r s c a r e g  
than buying shares with a low prict-ro- 
'mok rario, they niggex. Best of ali are 
shares with a low price-to-cash fiow rario 
and a low rate oisales g roxb .  Such &ares 
will probaoly havea low price-iohokra- 
tio-out not al1 low price-roDooÙ sna:s 
have those other, amctive,  iranirs. 

If the conmrian explanarion of value 
invwing is right, two things bllow. F i s ,  
the size of the errra returns a r n e d  by 
value investon may be a good (if crude) 
guide ta how sophisncated inveson are 
in any stockmarket.The biggerrhe renims 
on value invescing, the more naively in- 
vesron are over-rcacting to nicciss or iail- 
ure. This should interes invaton in the 
Japanese stoduriarket, wnich since 1987 
has had by f i r  the biggen value premium. 

The second comequence is that value 
snares will only o u ~ @ 5 m  in future so 
long as naive i n v ~ o n  do not wise up. 
The good news is that they ~vill have to get 
a lot ciwerer behre value investon need 
to find a new mategy, niggesn a new 
srudyt by Car10 Capaul and Ian Rowiey, 
both of Union Bank ofswinerland, and 
William Sharpe, of Stanhrd University. 

This asked a simple question. Given 
that a prudent investor buys difierent 
sorts oinodcs to ofnet eacn nock'svolatil- 
ity, how much bigger did rerums on value 
shares have to be berween 1981 and mid- 
1992 for an investor to justify purring ail 
his money into value n& alone? The 
answervaried, but in werycounnythe re- 
tums on vaiue investing were Far aoove 
the minimum required to eschewdiveni- 
ficanon. There was least r m m  to spare in 
Brirain, where value investon earned 
about &ce the minimum. Japanese in- 
veston, by contmt,  eamed swen times as 
much. and Amencan and French inves- 
t o n  around three nrnes as much. 

Value investing looks even less r i s h  if 
it is doneglobally. Messn Capaul, Rowlcf 
and Sharpe note that, though value in- 
vesting secms to haveworked we,ywhere, 
it does not work to the same m e n t  wery- 
wnerc at o n c e  In fict, the correlation be- 
rween different counmes is tiny. Pr- 
vided value sto& outperfom g r o h  
s tock in funire by at lean one-tenth as 
much as theydid during the last decade or 
so, investing in a global value w r h l i o  
will off handsomcly. 
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