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ABSTRACT

This article examines the hypothesis that the superior return to so-called value
stocks is the result of expectational errors made by investors. We study stock price
reactions around earnings announcements for value and glamour stocks over a 5-year
period after portfolio formation. The announcement returns suggest that a significant
portion of the return difference between value and glamour stocks is attributable to
earnings surprises that are systematically more positive for value stocks. The evi-
dence is inconsistent with a risk-based explanation for the return differential.

MosT FINANCE RESEARCHERS AGREE that simple value strategies based on such
ratios as book-to-market, earnings-to-price and cash flow-to-price have pro-
duced superior returns over a long period of time.! Interpreting these superior
returns, however, has been more controversial. On one side, Fama-French
(1992) argue that these superior returns represent compensation for risk along
the lines of the Merton (1973) intertemporal capital asset pricing model
(ICAPM) where portfolios formed on book-to-market ratios are interpreted as
mimicking portfolios whose returns are correlated with relevant state vari-
ables representing consumption or production opportunities. On the other side,
Lakonishok, Shleifer, and Vishny (LSV, 1994) contend that there is little
evidence that high book-to-market and high cash-flow-to-price stocks are risk-
ier based on conventional notions of systematic risk. LSV argue instead that
value stocks have been underpriced relative to their risk and return charac-
teristics for various behavioral and institutional reasons.

A specific behavioral explanation pursued in more depth by LSV (1994) is
that the superior return on value stocks is due to expectational errors made by
investors. In particular, investors tend to extrapolate past growth rates too far
into the future. Evidence going back to Little (1962) suggests that company
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earnings are close to a random walk, with earnings growth rates being pre-
dictable only one to two years into the future. Yet the large price-earnings ratio
differences between value and glamour stocks seem to reflect an expectation
that past growth differences will persist much longer than is reliably predict-
able from past data. Value stocks provide superior returns because the market
slowly realizes that earnings growth rates for value stocks are higher than it
initially expected and conversely for glamour stocks. While such extrapolative
expectations may not be the only source of mispricing, at least they represent
a testable alternative hypothesis.2

In this article, we examine the role of expectational errors in explaining the
superior return to value stocks. As in Chopra, Lakonishok, and Ritter (1992)
and La Porta (1996), we examine the market’s reaction to earnings announce-
ments to determine whether investors make systematic errors in pricing. We
test whether earnings surprises in the 5 years after portfolio formation are
systematically positive for value firms and negative for glamour firms. This is
a direct test of the expectational errors hypothesis. Earnings announcement
price reactions also reveal the time pattern of the resolution of uncertainty
about the relative prospects of value and glamour firms. Because the superior
returns to value strategies persist for at least 5 years (perhaps with some
petering out toward years 4 and 5), we would expect a correspondingly long
period of positive earnings surprises for value stocks.

Section I describes our earnings surprise methodology. Section II presents
the basic results. Section III asks whether the earnings surprise results are
consistent with a risk-based explanation of the return differential between
value and glamour stocks. Section IV concludes.

I. Methodology

Data on Wall Street Journal quarterly earnings announcement days (event
days) become available on COMPUSTAT in 1971. For this reason, our sample
period runs from 1971:2 through 1993:1. Our universe of firms consists of New
York Stock Exchange (NYSE), American Stock Exchange (AMEX), and Nasdaq
firms that appear on the Center for Research in Securities Prices (CRSP) and
COMPUSTAT tapes with data available for certain income statement and
balance sheet items. We exclude real estate investment trusts (REITs), Amer-
ican Depository Receipts (ADRs), closed-end mutual funds, foreign stocks, unit
investment trusts, and American trusts.

To be included in our sample, the common stock of a U.S. firm must have a
CRSP value of equity in December of year ¢ — 1 and June of year ¢. The firm
must also have COMPUSTAT data on sales, earnings (before extraordinary
items), cash flow, and book equity, where cash flow is defined as earnings

2 A recent article by Daniel and Titman (1997) casts doubt on the risk factor interpretation of
the superior returns to high book-to-market stocks. In particular, they find that, while high
book-to-market stocks do have higher expected returns, expected returns are not significantly
higher for stocks whose returns are more highly correlated with the book-to-market factor. In
other words, comovement with the proposed risk factor does not explain expected returns.
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(before extraordinary items) plus depreciation. To minimize the possible im-
pact of COMPUSTAT look-ahead bias (see Kothari, Shanken, and Sloan (1995)
and Chan, Jegadeesh, and Lakonishok (1995)), we require the firm to have
COMPUSTAT data on sales and earnings for fiscal years ending in calendar
t — 1 through ¢ — 5. This ensures that we do not measure stock returns for the
first 5 years that a firm appears in COMPUSTAT, since this data may have
been back-filled and could not therefore serve as the basis for a measurable
trading strategy available to market participants.

To examine earnings announcement return differences between value and
glamour stocks, we form portfolios on the basis of two classifications: the
book-to-market ratio favored by Fama-French (1992) and a two-way classifi-
cation based on cash-flow-to-price and past growth-in-sales introduced by LSV
(1994). Portfolios are formed in June of each year ¢ using accounting data for
fiscal year end in year ¢t — 1 and market value of equity from December of year
t — 1. For the purposes of size classifications, market value of equity is
measured at the end of June of year ¢.

Using the ratio of book equity to market value of equity in December of
t — 1, we sort stocks into deciles using all firms except those with negative book
values of equity. The value portfolio consists of stocks in the highest decile of
book-to-market (BM10) and the glamour portfolio consists of stocks in the
lowest decile of book-to-market (BM1).

According to the two-way classification of LSV (1994), value stocks are
defined as those that have shown poor growth in the past and are expected by
the market to continue growing slowly. Specifically, value stocks have had low
sales growth over the previous five years and currently trade for low multiples
of current cash flow, presumably because of the market’s pessimistic expecta-
tions for future growth (LSV, 1994). Each stock is ranked on cash-flow-to-price
(CP) and on a weighted average of sales growth ranks (GS). The weighted sales
growth measure starts by ranking each firm based on its sales growth in each
year t — 5 through ¢ — 1. The weighted average sales rank is then obtained by
giving the weight of 5 to its sales growth rank in year ¢ — 1, the weight of 4 to
its growth rate rank in year ¢ — 2, etc. All stocks are divided into 3 groups
(bottom 30 percent (1), middle 40 percent (2) and top 30 percent (3)) based on
CP and, independently, 3 groups based on GS. Groups formed on CP are based
only on firms with nonnegative cash flows at the time of formation. The
glamour portfolio consists of stocks ranked lowest on cash-flow-to-price (CP1)
and highest on growth-in-sales (GS3), while the value portfolio consists of
stocks ranked highest on cash-flow-to-price (CP3) and lowest on sales growth
(GS1).

For each of our portfolios, we present annual buy-and-hold returns and
earnings announcement returns. Annual buy-and-hold returns are reported
for 5 years after formation with year 1 beginning in July of year ¢ and ending
in June of year ¢ + 1. For stocks where returns data become unavailable
between July of year ¢ and the end of June of year ¢ + 1, we replace the
remainder of that period’s return by the equally-weighted return on the re-



