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STRATEGIES

Value Stocks Are ﬁCh(e

as exceptionally risky by many in-
vestors and by some eminent finance
professors.

But a new study has concluded that these
stocks are not particularly risky, suggesting
that as a class, they may simply represent
good value for investors.

Value stocks are cheap, at least by one
popular definition, which says that their
prices are low relative to their book values.
Many investors have been more comfort-
able purchasing growth stocks, which trade
at higher price-to-book-value ratios but
have earnings that rise more quickly.

Why investors prefer these stocks has
been a puzzle because value stocks have
performed better over the long run. Two fi-
nance professors, Eugene F. Fama of the
University of Chicago and Kenneth R.
French of Dartmouth, report that value
stocks have beaten growth stocks by 3.7 per-
centage points a year on average from 1927
to the end of 2002. (Some researchers sus-
pect that the difference may be smaller
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have outperformed value stocks.)

The professors subscribe to a theory that
says financial markets over the long run are
rational and efficient. They have argued
that value stocks must be riskier than
growth stocks because there would other-
wise be no reason for markets to reward in-
vestors for buying them.

Disputing that theory has not been easy
because it does not rely on independent evi-
dence. Three researchers nevertheless
think that they have found a novel way of re-
futing it. Two of them are finance profes-
sors, Alon Brav of Duke and Roni Michaely
at Cornell, and the third is an accounting
professor, Reuven Lehavy from the Univer-
sity of Michigan. Their conclusions are pre-
sented in a working paper, “Expected Re-
turn and Asset Pricing,” which is available
online at papers.ssrn.com/sol3/papers.cfm
?abstract-id=360680,

They have tried to infer stocks’ risk di-
rectly from the returns investors expect to
achieve when they invest in them. Because
it is impossible to poll all investors, the pro-
fessors focused on the expectations of re-
search analysts. The professors found no ev-
idence among analysts that value stocks
were any riskier than were growth stocks.

The professors studied a Thomson First
Call database that contained more than
7,000 yearly price forecasts made by ana-
lysts at brokerage firms from 1997 through
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2001. The brokerage analysts predicted that
the average growth stock would rise more

than 20 percentage points a year faster than
would the average value stock. To those who

believe that the markets are rational and ef-
ficient, this is evidence that growth stocks
are riskier than value stocks.

The professors say the prospect of invest-
ment banking business may have led the
brokerage analysts to overestimate growth
stocks’ returns consistently. So they turned
to Value Line, which does not engage in in-
vestment banking, for an unbiased sam-
pling. They used a database containing Val-
ue Line analysts’ price projections for some
2,900 stocks over the 15 years from 1987
through 2001. Among this group of analysts,
there was no difference in the average ex-
pected returns of growth and value stocks.

The professors found it noteworthy that
neither the Value Line nor the brokerage an-
alysts-expected that value stocks would out-
perform growth stocks. This suggests that
neither group considered value stocks in-
herently riskier than growth stocks. The an-

alysts’ views are the best proxy available
for investors’ views, the professors said.

Based on this evidence, the professors
concluded that value stocks, as a class, were
no riskier than growth stocks. Bear in mind
that this conclusion applies to the average
value stock. Some individual value stocks

- will be riskier than the typical growth stock.

But this new research suggests that there
is no need to avoid all value stocks out of
fear that they must be riskier. They may
just be bargains.





