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How Valuable Is the Value Effect?

Among the most debated issues in the field of financial economics is the reason for the “value effect,” or why high book-to-market (value) stocks have provided higher returns than low book-to-market (growth) stocks. The controversy is not over whether value stocks have provided higher rates of return. The value premium has been well documented in the US market in other developed countries and even in emerging markets. Instead, the debate has fallen into the following two camps: Have the higher return rates represented a “free lunch,” and is it thus likely to be a transitory reward? Or do they represent true compensation for risk, and can they thus be expected to continue over the long term?  

The “free lunch” camp points out that, if one measures risk by looking at standard deviation or volatility, value stocks have provided higher returns with less risk. The other camp, and the one in which we fall, argues that the higher returns are compensation for inherent risk. Even though the risk has not shown up in higher standard deviation, we believe there has been sufficient research indicating that the risk can be reliably measured elsewhere.  

The October 1, 1998 edition of The Journal of Business contains the study, Risk and Return of Value Stocks, by Nai-fu Cheng and Feng Zhang. This study makes the case that value stocks contain a distress (risk) factor. It makes its case by examining three factors of distress present in value companies:

1. DIV: Firms cutting dividends by at least 25 percent

2. LEV: A high ratio of debt to equity

3. SEP: A high standard deviation of earnings

The authors found that the three factors all produced high correlations, capturing the returns information contained in portfolios as ranked by book-to-market value. In other words, when these three factors were present, returns were greater. Since all three factors have simple intuitive risk interpretations (they are associated with firms in distress), the authors state that it isn't surprising that the risk factors they studied were highly correlated, and were also highly correlated with book-to-market rankings. Their conclusion was that value stocks are cheap because they tend to represent firms that are distressed, are highly leveraged and face substantial earnings risk. Thus they provide higher returns due to the greater risks facing value investors. 

In a separate study, Baruch Lev and Theodore Sougiannis offer another possible explanation.1 They theorize that the enigma of the value effect might be explained by a Research and Development (R&D) risk factor — at least for companies where R&D was a significant expense. 

There are fundamentally two types of scientific research. Basic (or innovative) vs. developmental (or applied) research. While basic research focuses more heavily on long-term growth via new discoveries, products or services, developmental research focuses more on shorter-term modification or improvement of existing products. Lev and Sougiannis theorized as follows: Basic research is riskier than developmental research. Therefore companies that engage in a high degree of basic research have higher capital costs than those that spend a greater amount on developmental research. This higher cost of capital translates into an expectation for higher returns.

To test their theory, Lev and Sougiannis studied approximately 1,200 firms that spent a minimum of two percent of sales on R&D. They found that the ratio of research capital to market value is closely associated with the book-to-market effect. In fact, it subsumes the role of btm in the Fama-French Three-Factor Model. Their conclusion was that, at least for the fastest growing sectors of the economy, the enigma of the book-to-market effect could be explained by the higher returns to risky basic research. 

Both studies described above help support those of us who believe that the value effect is real, and is not the result of a temporary free lunch. In both studies, the market was perfectly rational. Risk and reward were related, even if the relationship is not reflected in standard deviation. 

1
Penetrating the Book-to- Market Black Box: The R&D Effect, Journal of Business Finance and Accounting, Baruch Lev and Theodore Sougiannis, April/May 1999.
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