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Abstract

Value stocks earn higher returns than growth stocks on average, but a “value” position

can turn against the investor. Fundamental analysis can explain this so-called value

trap: The investor may be buying earnings growth that is risky. Both the earnings-to-

price ratio (E/P) and the book-to-price ratio (B/P) come into play. E/P indicates expected

earnings growth, but price in that ratio also discounts for the risk to that growth; B/P

indicates that risk. A striking finding emerges: For a given E/P, a high B/P (“value”)

indicates higher expected earnings growth—but growth that is risky. This finding

contrasts with the standard convention that considers a low B/P to be “growth” with

lower risk.

A practitioner's perspective on this article is provided in the In Practice piece

"Explaining Value vs. Growth Investing through Accounting Fundamentals" by Keyur

Patel.
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Notes

 This article draws on Penman and Reggiani (2013); Penman, Reggiani, Richardson,

and Tuna (forthcoming); and Penman and Zhang (2018)—papers that connect earnings

growth to risk. We apply the ideas and some empirical results from those papers to the

issue of value versus growth investing.

 In addition, La Porta, Lakonishok, Shleifer, and Vishny (1997) reported that the value–

growth spread over the three days surrounding quarterly earnings announcements

accounts for about 30% of the annual return spread. Doukas, Kim, and Pantzalis (2002,

2004) tested whether the return spread is due to bias in analysts’ earnings forecasts (it

is not) and whether it is related to risk indicated by higher dispersion of analysts’

forecasts for value stocks (it is). Piotroski and So (2012) indicated that return

differences for value versus growth companies are concentrated in companies where

market expectations differ from those indicated by a fundamental scoring metric.

 Earnings are before extraordinary items and special items, with an allocation of taxes

to special items at the prevailing statutory tax rate for the year. The findings in Table 1

are similar when the return period begins four months after fiscal year-end and when

we eliminate companies with stock prices less than $1.00. For companies that are
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delisted during the 12-month holding period, we calculated the return for the remaining

months by first applying the CRSP delisting return and then reinvesting any remaining

proceeds at the risk-free rate. Doing so mitigates concerns about potential survivorship

bias. Companies that are delisted for poor performance (delisting codes 500 and 520–

584) often have missing delisting returns. We applied delisting returns of –100% in such

cases, but the results are qualitatively similar when we make no such adjustment.

 There are also a few loss companies in E/P Portfolio 2. Results are similar when we

strictly confined all loss companies to Portfolio 1, with Portfolios 2–5 formed from

ranking companies with positive E/P. The second sort on B/P is not a further sort on E/P:

Calculations show that portfolio E/P is held constant across levels of B/P, except for E/P

Portfolio 1 (loss companies), where E/P is actually negatively correlated with B/P.

 This formula is strictly correct only for full payout, because then the substitution of

earnings for dividends maps directly to the no-arbitrage (constant discount rate)

dividend discount model. The formula is often modified to accommodate different

payout policies—with a constant payout ratio in the Gordon model, for example. But for

expositional purposes, simplicity is a virtue, and under the Miller and Modigliani (1961)

assumptions, payout is irrelevant: Although less than full payout increases expected

earnings growth, g, it does not affect price. By excluding growth that comes only from

retention (dividend payout), we focus on growth that comes from the success of

investments. Growth includes that from investing retained earnings in (growth-

generating) investments, of course, and that is captured here. The point is that

retention alone does not generate value-relevant growth, only growth from investment.

Ohlson and Juettner-Nauroth (2005) developed a pricing model based on expected

forward earnings and subsequent earnings growth that generalizes to all payout

policies yet is dividend irrelevant.

 Fairfield (1994) showed how the combination of E/P and B/P indicates future growth

but does not tie the growth to risk.

 The US accounting standard that requires expensing of R&D (Financial Accounting

Standards Board Statement No. 2) justifies the treatment because of “the uncertainty

of future benefits.” Under International Financial Reporting Standards, or IFRS,

“research” is expensed but “development” is capitalized and amortized. The distinction

is made (in IAS No. 38) under the criterion of “probable future economic benefits.”
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 The focus on conservative accounting is not to deny that earnings and book values

might be manipulated, as entertained in Kok, Ribando, and Sloan (2017). But the

accounting principles invoked here are pervasive and dominating, subject to audit, with

determining effects on earnings and book value.

 The effect of conservative accounting on ROE is simply due to the constriction of the

accounting—the accounting principles invoked along with the debits and credits of the

double-entry system. Feltham and Ohlson (1995) and Zhang (2000) demonstrated this.

Penman and Zhang (2018) developed a measure of the effect of conservative

accounting on ROE and documented empirically how this measure affects ROE in the

way described.

 As a postscript, Twitter reported positive quarterly earnings for the first time in 2018,

with a large jump in its share price—uncertainty (somewhat) resolved.

 See also Greg Bensinger, “Amazon Sales Boost Stock: Investors Focus on 24% Jump

in Revenue Even as Bottom Line Remains in Red,” Wall Street Journal (25 October

2013): B3, Eastern Edition); and Barney Jopson, “Amazon Pays for Keeping Up Sales

Momentum,” Financial Times (24 October 2013): 13. The Wall Street Journal also

reported on a study by Citigroup that found 90% of a present value calculation on

Amazon related to cash flow forecasts for 10 years in the future. See Liam Denning,

“Here to Eternity for Tesla,” Wall Street Journal (25 October 2013): C1, Eastern Edition.

 Chapter 5 of Penman (2012) lays out the Starbucks case in more detail.

 Although earnings are purged on obvious transitory items (Note 3), there may be

concerns that one year’s trailing earnings may still contain transient components and

are thus not a good indicator of forward earnings in Equation 1. So, we repeated the

analysis in Tables 1–3 with E/P as the sum of the past three years of E/P (with dividends

reinvested) and found similar results.

 Earnings growth two years ahead is hardly sufficient to capture the complete stream

of future earnings in the growth rate in Equation 1, although growth for that year likely

is a forecast of subsequent growth; results for growth three, four, and five years ahead

are similar. However, survivorship frustrates the observation of long-run ex post growth

as an indication of ex ante growth. That, of course, raises the question of whether the

results are affected by such bias, because companies do disappear within two years.

The returns in Table 1 include delisting returns, but there is no accommodation for the
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growth findings here. So, we ascertained the fraction of companies that ceased to exist

in the second year for performance-related reasons indicated by CRSP delisting codes.

The delisting rate was higher for high-B/P companies, an average of 8.9% over all high-

B/P portfolios in the first year ahead versus 7.7% for low-B/P portfolios. The

corresponding delisting rates over the next two years were 20.8% and 16.9%. This

result reinforces, rather than qualifies, our inferences; pertinent to the risk discussion

that follows, delisted companies are those that had either low payoffs with company

failure or high payoffs in being acquired; that is, they exhibit a wider spread of

outcomes.

 So, mean ROE for the low-B/P portfolio in E/P Portfolio 3 is 24.1%, compared with

4.8% for the high-B/P portfolio, and is similar for other E/P portfolios. The exception is

Portfolio 1, with negative earnings, where the low-B/P portfolio has a lower negative

ROE than the (negative) ROE for the high-B/P portfolio, as is also implied by Equation 2

when earnings are negative.

 Because added investment from retention in the first year ahead adds to earnings

growth two years ahead, we also calculated the residual earnings growth rate two years

ahead to subtract for the added investment. Residual earnings were calculated as

earnings with a charge against beginning-of-period book value at the prevailing yield on

the 10-year US government note. Results were similar. Portfolios were formed on the

basis of reported E/P (before extraordinary and special items), not the forward E/P in

Equation 1a, because we wished to discern the information conveyed by the

accounting, not forward estimates, and the trailing E/P (purged of the transitory items)

is a good indicator of forward E/P. The mean rank correlation between trailing E/P (as we

have measured it) and realized forward E/P is 0.63. Of course, Equation 1 can also be

expressed in terms of trailing earnings, with earnings growth, g, forecast from the

current year onward rather than after the forward year. Doing so recasts the analysis as

investing on the basis of trailing E/P and B/P, with no loss of insight.

 The connection of return realizations to earnings realizations accords with the

observation in La Porta et al. (1997) that the value–growth spread over the three days

surrounding quarterly earnings announcements accounts for about 30% of the annual

return spread.

 For the portfolios, means are arithmetic means. Similar results were obtained with

weighted means—that is, with portfolio earnings calculated as the total earnings for the
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portfolio relative to price. The market earnings are total earnings for all companies

relative to price.

 The earnings betas here are consistent with the findings of Cohen et al. (2009) and

Campbell et al. (2010), who attributed the higher returns of value stocks to higher

“cash flow betas”—that is, the sensitivity to news about future cash flows.

 A similar table (with decile portfolios) can be found in Penman et al. (forthcoming).

 In Table 2, B/P is positively correlated with subsequent earnings growth conditional

on E/P. However, Penman et al. (forthcoming) reported that B/P is unconditionally

positively correlated with subsequent earnings growth. Chen (2017) reported that low-

B/P stocks do not have significantly higher dividend growth than high-B/P stocks.
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