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3. Value-Investing Strategies 

3.1 Fundamentals of Value-Investing 

The basic idea of value investing is to invest into fundamentally undervalued stocks, 

which are expected to perform better than the entire stock market in the future. To 

execute value investing strategies, we usually sort the market by ratios that contain the 

stock price as its component. Traditional examples are the earnings yield (E/P), the 

book-to-price (B/P) ratio, or the dividend yield (D/P). The execution of value 

investing is to invest in stocks that are undervalued on the basis of the ratio chosen, 

e.g. stocks with high E/P or B/P ratios or a high dividend yield compared to the other 

stocks in the market. The empirical literature shows that value investing strategies 

offer higher returns than a buy-and-hold investing strategy. Fama and French (1992) 

find that the P/E ratio (a reciprocal of E/P) spreads from 3.9% to 8.2% annually 

between undervalued and overvalued stocks for the US stock market. The similar 

empirical research applies to the B/P ratio and dividend yield. 

 

This outperformance of value investing strategies is surprising because it is achieved 

on the basis of ratios that lack sound theoretical foundation. The ratios we have 

mentioned explain only part of the value generation in a company. For instance, the 

E/P ratio is calculated on the current earnings without considering the future increase 
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of earnings and the cost of capital. The B/P ratio accounts only for the book value of 

equity of a company. It does not consider the expected profitability of the company 

and book value just reflects the historic performance of company. The dividend yield 

does not apply to all companies’ valuation because many companies do not have a 

regular and stable dividend policy. 

 

In order to overcome these shortcomings of simple ratios, we adopt a value to price 

ratio (V/P) calculated on the basis of the residual income valuation approach. The 

intrinsic value valuation allows for a consideration of all drivers of the value of a 

company – book value, the ability to cover its cost of capital, and future company 

growth. We can also observe these advantages of the residual income valuation 

approach from Equation (2-4). Thus, the sorting of companies according to their V/P 

ratios should have a higher predictive power for forecasting stock returns than the 

simple ratios. 

 

The empirical literature shows that companies with a high V/P ratio earn higher stock 

returns than those with a low V/P ratio. Lee, Myers and Swaminathan (1999) find that 

intrinsic value to price ratio is a better predictor for the return of the member 

companies of the Dow Jones Index than P/E ratio, P/B ratio (a reciprocal of B/P ratio), 
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or dividend yield. 

 

Thus, one objective of this paper is to compare the relative performance of value 

investing strategies based on the residual income valuation approach with strategies 

based on simple ratios in the same sample. 


