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Executive Summary 

This master thesis provides further evidence on the value premium on the UK stock market. 

The main hypothesis to be tested in this thesis is whether evidence supporting the presence of 

a value premium on the UK stock market is still to be found. Furthermore, different 

hypotheses put forth in previous research, as to why the value premium has appeared in the 

past, are to be examined.  

 

In replicating the UK stock market, the FTSE All share Index is used.  

The empirical analysis conducted in this thesis is based on the methodology presented in 

Lakonishok et al. (1994). Several company characteristics have been found to be applicable in 

identifying value stocks and thus separating them from growth stocks. The four value 

indicators used in this thesis are price earnings ratios, dividend yields, book to market values 

and growth in sales ranks.  According to these indicators, stocks are divided into deciles and 

portfolios are found, comprising either value or growth stocks. Single year portfolio returns, 

together with average five year returns are calculated. According to all value indicators, bar 

dividend yield, distinct return patters are detected going from the most extreme value 

portfolio to the most extreme growth portfolio. Furthermore, the recent financial crisis does 

seem to have an impact on the returns found. 

The explanatory power of the value indicators is tested in explaining the variation in stock 

returns. Evidence showing the significance of the book to market variable is found. 

Moreover, the significance of the discovered value excess returns is tested. Both single year 

returns together with accumulated three and five year returns are found significant according 

to all strategies, with the exception of the one based on dividend yields. Value stocks yield 

higher returns than growth stocks. 

 

Different explanations presented in previous research are examined in order to explain the 

appearance of the value excess returns found in this thesis. To explain the value premium by 

concepts of modern finance theory, different risk measures are investigated and compared for 

the value and growth portfolios. No evidence to support the risk hypothesis is found. Neither 

does the UK stock market appear inefficient; however a possible bias from the size effect may 

be present in the data foundation. From a behavioural finance perspective, the presence of the 

value premium found is sought to be explained by the extrapolation hypothesis stating that the 

premium is an outcome of mispricing. Evidence rejecting this hypothesis is not found. 
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1.0 Introduction 

The fact that empirical evidence has shown that certain shares, classified as value stocks, 

yield excess returns has caused contention as to how and why this phenomenon appears. 

Value stocks possess the shared characteristic of showing limited growth potential, and thus 

the value premium is fairly counterintuitive and difficult to explain through concepts of 

Modern Finance Theory. According to previous research, evidence has been found to support 

the presence of a value premium on the UK stock market. However, no research based on 

updated data, seems to exist, which has provided the source of inspiration for writing this 

thesis.  

1.1 Problem Statement 
The main purpose of this thesis is to test the hypothesis of an existing value premium on the 

UK stock market, based on contemporary data. This should also give an indication of whether 

the recent financial crisis has had an impact on any evidence found. The hypothesis will be 

tested following four different strategies based on price earnings ratios, dividend yields, book 

to market values and growth in sales ranks. Thus, the following research question will be 

examined: 

 

“Is evidence still present supporting the existence of a Value Premium on the UK stock 

market?” 

 

Furthermore, if, in fact, evidence is found to support the presence of a value premium, it is of 

great interest to find out why it appears and thus, what it is an expression of. In previous 

research two main movements in explaining the value premium have been presented. This 

means that the following two questions also will be subject to further examination and 

therefore part of the problem statement in this thesis: 

 

“How is the presence of the value premium to be explained? 

Does evidence exist to support an explanation of the value premium according to Modern 

Finance Theory or is it more likely to be explained by concepts of Behavioural Finance?” 

 

As a foundation in finding answers to these questions, an analysis of the theoretical and 

empirical backgrounds of the value phenomenon are given together with a review of existing 

literature on the topic. The explanatory power of the specific company characteristics chosen 

to identify value stocks in this thesis will be further tested. The thesis will be ended by a 

conclusion stating the main findings. 
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 1.2 Delimitation 

Due to constraints concerning both the time horizon and the size of this thesis, the following 

delimitation has been made. The theory and empirical backgrounds described are only those 

directly concerning the appearance of the value phenomenon. A more detailed examination of 

the theoretical concepts may have given a more thorough foundation for the empirical 

analysis performed. Moreover, only literature strictly concerning the value premium on the 

UK market has been outlined together with the most cited and referred to papers presenting 

explanations as to why the value premium appears.  

 

Data will only be downloaded from one data source, which is that of Thomson’s Datastream. 

Furthermore, the thesis will not include calculations of multiples or underlying data variables. 

These will be directly downloaded from Datastream and are thus subject to the definitions 

outlined according to this data provider.  

Despite the fact that evidence supporting a size effect has been found, the bias will not be 

corrected for in the data processing or analysis. This is due to the time limit upon this thesis.  

Evidence is only provided for historical data and thus no predictions about the future will be 

given. The conclusions drawn will only concern the time period of analysis. 

 

In attempting to explain why the value premium appears, only measures of variance and 

market risk will be analysed. Other kinds of risk, such as risk of default or distress will not be 

examined. Lastly, only evidence either supporting or rejecting the extrapolation hypothesis 

will be examined. The specific time horizons of extrapolation or the mean reversion of stock 

returns will not be elaborated upon. Neither will other reasons for mispricing be mentioned.  

 

1.3 Data Sources 

In replicating the UK stock market, constituent lists of the FTSE All share Index will be 

employed provided by the FT group. However, such lists only exist from 1996 and onwards. 

Ex ante 1996 the UK stock market will be replicated based on lists of stocks quoted on the 

London Stock Exchange, provided from the UK Equity Database by Dr. Andrikopoulos, a 

Principal lecturer at De Montfort University in Leicester. The FT group is a well known and 

recognised provider of financial information and thus considered highly credible. This is also 

the case for the UK Equity Database, created by Dr. Andrikopoulos together with his fellow 

colleagues, thus created and put together by highly educated and academic professionals.  
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Based on the replication lists all price and accounting data is downloaded from Thomson’s 

Datastream, which is a well established and respected provider of financial data. Due to the 

fact that it is the world largest financial statistical database1 and a well-known information 

company world wide, it is generally considered to be a highly reliable source of data. Thus, 

the data downloaded from Datastream and employed in this thesis is considered valid and 

credible. Access to Datastream has been provided by Nordea Asset Management and the 

School Library at Copenhagen Business School. 

 

 

 

 

 

 

 

 

 

 

 

 
 
 
 
 
 
 

                                                 
1 This is stated on the webpage www.datastream.com 
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2.0 Theoretical & Empirical Background 
In being an anomaly to Modern finance theory, it is difficult to give an unambiguous and clear 

definition as to what the value premium is and why it appears.  

However, by taking departure from conventional theory it can be clarified what it is not and 

held together with previous empirical evidence, a background for the phenomenon can be 

outlined. On the basis of this, the existence of a value premium on the UK stock market can 

be investigated and maybe explained. Thus, in the following it is outlined why the value 

premium is a deviation to theory and thus of what it is not an indication. This is followed by a 

description of different strategies which, according to empirical evidence, have been proven 

significant in identifying value, and thereby making it possible to separate stocks into value 

and growth portfolios. A discussion as to what kind of information these strategies contain 

and offer about the underlying companies is conducted. Lastly, different explanations as to 

why a value premium seems to exist are presented. Indirectly, these explanations give 

definitions as to of what the value premium is, in fact, an expression of.  

  

2.1 The emergence of the value premium 

The value premium has received extensive attention from both scholars and investment 

managers in recent times. However, questions remain: Why does it appear? What is the 

background behind it? What is it, in fact, an expression of – hidden risk or a free lunch? 

Empirical evidence has proved the existence of a significant excess return on value stocks; 

however no rational explanation hereof seems to exist. This is known as the value 

phenomenon. 

  

The concept of an efficient capital market has laid the foundation for many of the models 

endeavouring to explain the functioning of capital markets today. Several attempts have been 

made to model, simplify and explain how capital markets work. However, theory is one thing, 

empirics are another.   

When capital markets are efficient all available information is said to be fully reflected in 

security prices2. This is known as the Efficient Market Hypothesis. Three different forms of 

the efficient market hypothesis have been put forth and concern different types of 

information. Firstly, “weak form” efficient capital market theory states that all information 

contained in historical prices is fully reflected in current prices, whereas “semi-strong” 

                                                 
2 Elton et al. (2007) 
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efficient markets states that all publicly available information is fully reflected in current 

stock prices. Lastly, according to  “strong form” efficient markets all available information, 

i.e. both public and private, is fully reflected in current stock prices and thus earning an excess 

return, without taking on more risk, should not be possible3.  

  

While examining how efficient capital markets actually are, some deviations to the concept 

have been observed. One of these anomalies, and probably the most examined, is the value 

premium. Because there are different views as to why the premium appears, different 

interpretations and definitions of this anomaly exist. Already back in 1949, Benjamin Graham 

emphasised, in his book, “The Intelligent Investor” that value stocks would outperform the 

market4 and ever since the value premium has been subject to scrutiny by several scholars. In 

particular, Fama & French (1992, 1998) and Lakonishok et al. (1994) have examined the 

presence of a value premium on the US stock market and have furthermore tried to explain 

why it appears. These papers, in particular, that of Lakonishok et al. will lay the foundation 

for the study design in this thesis.  

 

2.2 Identifying value 
The importance of the value phenomenon arises from the seemingly existing ability of 

investors, on the basis of specific company characteristics, to discriminate between stocks that 

are likely to underperform and those that are likely to outperform. If these indicators of value 

are proxies for neither market risk nor volatility in stock returns, which are regarded as risk 

measures according to modern finance theory, then there may be opportunities for identifying 

over and under-valued stocks5.   

 

In differentiating between value and growth stocks, various price and accounting multiples 

and ratios have been used to create portfolios whose returns cannot easily be justified by 

traditional capital asset pricing models6.Based on empirical experience, particularly price 

earnings (PE) ratios and book to market (B/M) values have been employed and proved 

significant in identifying value. Also, other measures such as dividend yields and growth in 

sales have been found useful in separating value stocks from growth stocks.  

                                                 
3 Elton et al. (2007) 
4 Graham, B. (1973) 
5 Andrikopoulos, P & Daynes, A. (2004) 
6 Ibid 
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Central to value firms is that they are characterised by a low price relative to some measure of 

their fundamental value.7 And thus, value stocks indicate a fairly large portion of assets in 

place compared to their growth potential and investors’ expectations of future prosperity.  

This implies that value firms are identified by a low PE ratio and a high B/M value. Growth 

firms, on the contrary, are regarded to posses a relatively high potential of future growth 

compared to their assets in place. High PE ratios and low B/M values do therefore 

characterise such firms. In addition, dividend yields have also been employed to identify 

value stocks, which is very specific to research conducted on the UK market, as compared to 

examining the presence of the value premium in the US. Lastly, past growth performance 

particularly in sales has, in more recent empirical studies, also proved successful in 

identifying value. Past growth performance may help investors to create expectations about 

future growth. Value firms do therefore separate themselves from growth companies in 

showing relatively low rates of past growth.  

 

2.2.1 PE ratios 

The PE ratio compares the price level of a stock relative to its earnings and therefore indicates 

how viable investors believe the possibility for growth opportunities are.  

One of the reasons for the wide usage of this multiple within the financial world is the fact 

that it can be traced back to Gordon’s Growth Model8. As can be see from equation 1, 

Gordon’s Growth Model states that the price of a stock equals its dividend multiplied by the 

growth rate, divided by the rate of return minus the growth rate: 

 

Equation 1 

gr

gDIV
P t

t 



)1(

 

 

Because dividends are defined as earnings per share (EPS) times the payout ratio (PR) the 

above equation can be reorganised in order to obtain a direct expression for the PE ratio. 

According to equation 2 below, an increase in the growth rate will lead to a higher PE ratio, 

whereas a higher cost of capital will decrease the PE ratio. This is intuitively appealing. 

                                                 
7 Gregory, A. et al. (2001) 
8 Elton et al. (2007) 
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Investors are willing to pay more if they believe that the firm in question has good growth 

opportunities and less if the risk involved with investing in the company increases. 

 

Equation 2 

gr

PRg

EPS

P

t

t





)1(

 

 

According to Miller & Modigliani, changes in the PR of a company should not impact on the 

PE ratio because a change in the PR will have the opposite effect on the growth opportunities 

and thus leave the PE ratio unchanged9.  

However, one should be cautious when interpreting and employing the PE ratio on its own10. 

A high PE ratio may, for example, also be an expression of temporarily depressed earnings, 

which, of course, is not desirable for investors.  

In general, when using multiples based on accounting figures to classify stocks, one caveat 

should be borne in mind. The analysis, and thus the conclusion drawn from it, is grossly 

dependent on the accounting method. The calculated values may be due to other issues or 

expressing other company circumstances than the ones mentioned above. Pharmaceutical 

companies, for example, spending a lot of resources on research and development, can choose 

to book their research as an asset on the balance sheet, which will increase the share capital. 

However, they can also decide to book research as an expense on the income statement, 

leaving it completely out of the balance sheet. 

 

2.2.2 Dividend yield, B/M value and growth in sales rank 

Specific to the UK market is that, until Nagel, S. (2003), the only widely available measure 

for long run historical analyses of value, in the UK, was the dividend yield. This is contrary to 

the evidence from the US market with the dramatic decline in dividend paying firms. 

Although, there has been a decline in the UK too, it has been far from as dramatic as the one 

seen in the US and thus cross-sectional sorts on dividend yields are likely to be more 

informative in the UK than in the US. Intuitively, paying high dividends does not directly 

indicate to investors that the main focus of the company in question is immediate or future 

growth, thus value firms are characterised by high dividend yields. Low or non dividend 

                                                 
9 Brealey et al (2007) 
10 Elton et al (2007) 
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paying firms are, on the contrary, classified as growth stocks. Such companies possess high 

plough back ratios in order to reinvest earnings back into the company in attempting to create 

the potential for further future growth. In particular, during the IT-bubble of the late 1990s a 

trend of successful non dividend paying firms emerged.  

Dividend yields measure to some extent, together with the PE- and B/M variables, directly 

investors’ expectations of future performance.11 

 

The B/M value is a comparison of the book value, the amount that the company has raised 

from shareholders or reinvested on their behalf, with the total market value of the firm’s 

shares. Companies with a relatively low B/M value indicate investors’ willingness to pay for 

potential future growth opportunities and thus it is a proxy of how willing investors are to pay 

in excess of the book value of equity, in order to get the right to future earnings. This means 

that investors obviously do not see a great growth potential in value stocks. On the contrary, if 

growth opportunities are wanted, investors would put their money into growth stocks12. 

Similar to the PE ratio, caution should be taken in drawing any conclusions solely based on 

this variable.   

 

Contrary to the above mentioned three variables, growth in sales is a measure of past 

performance and thus past expectations. To choose growth in sales, rather than growth in 

earnings or cash flows, is not a coincidence. In seeking to separate value- from growth stocks, 

the ones in the two extremes are those of the highest interest. Sales, for such stocks, are less 

volatile than earnings or cash for example13.  

 

2.3 Explaining why the value phenomenon appears 
Most of the research on the value premium has been conducted on the US market, although 

some out of sample studies have been made for several stock markets in Europe too, among 

those the UK market. Furthermore, limited empirics exist for stock markets in Asia, such as 

the Japanese market, and evidence for emerging markets is also to find. Common to all of 

these stock markets is that unambiguous empirical evidence shows that value stocks 

historically have had a tendency to outperform growth stocks. Thus, the value phenomenon 

                                                 
11 Andrikopoulos et al. (2006) 
12 Brealey et al (2007) 
13 Lakonishok et al. (1994) 
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refers to the frequently reported out-performance of value stocks compared to growth 

stocks.14 However, this conflicts with rational expectations.  

 

According to theory, growth opportunities depend upon future economic conditions and must 

therefore be more uncertain, and thereby riskier, than assets in place15. That is why growth 

opportunities usually are and ought to be a source of higher betas, i.e. systematic risk. These 

growth opportunities are leveraged on existing assets and stocks deriving market values from 

growth opportunities must therefore be riskier. However, why then, do value stocks tend to 

yield higher returns than growth stocks?  Is the values excess return caused by hidden risk, i.e. 

a risk not captured by conventional asset pricing models, such as the CAPM? Or is the 

premium simply caused by expectational errors of investors entitling it to be called a free 

lunch? These views will be discussed below.  

 

The appearance of the value phenomenon has caused contention as to how its causes are 

explained. Several explanations have been put forth to justify the existence of this deviation to 

theory and thereby different definitions as to what the value premium is. On one hand, in 

adherence to the efficient market hypothesis, the value premium is proposed to be explained 

and defined as a risk premium. It is a compensation for increased risk and thus the premium 

refers to the greater risk-adjusted return of value stocks over growth stocks. However, when 

using conventional modern finance risk measures such as betas and standard deviations, value 

stocks do not appear to be riskier than growth stocks; in fact it is the total opposite. Thus, 

according to Fama & French (1992, 1998), among others, the value premium is a reward for 

bearing elements of risk not captured by classical models such as the Capital Asset Pricing 

Model16. In some respects, value stocks are simply fundamentally more risky than growth 

stocks. High B/M values or low PE ratios are for example proposed to be proxies for 

sensitivity to certain risk factors associated with financial default or distress.17  

 

On the other hand, the behavioural finance approach suggests that the value premium is based 

on erroneous investor expectations to future performance. Although, company performance 

mean reverts in an efficient market, investors tend to overestimate the horizon at which the 

reversion takes place. This is referred to as the overreaction hypothesis and leads to under-

                                                 
14 Andrikopoulos, P. & Daynes, A. (2004) 
15 Zhang, L. (2005) 
16 Andrikopoulos, P et al. (2006) 
17 Risager, O. (2005) 
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pricing of value stocks and over-pricing of growth stocks. Furthermore, another component of 

the value anomaly that appears is the under-reaction phenomenon. When value firms with 

poor past performance begin to mean revert, investors simply fail to recognise the first 

positive earnings surprise as an indication of more to come.18 In other words, academic papers 

such as Lakonishok et al. (1994) argue that the value excess return is simply a result of the 

extrapolation of naive investors and thus the premium reflects mispricing. Lakonishok et al. 

present evidence supporting the hypothesis that investors irrationally tend to undervalue value 

stocks and overvalue growth stocks, which in the end explains the subsequent excess return 

on value stocks. On the contrary, investors often create too great expectations for growth 

stocks and they therefore subsequently lead to disappointing performance.19 These 

expectations can be exploited and thus investors may gain higher returns by following 

strategies contrary to those of the extrapolating investors. According to the contrarian model, 

investors assume that stocks performing poorly and showing low earnings growth in the past 

will continue to perform to an inferior level in the future and thereby cause prices to fall. 

However, when the expectations are not fulfilled, prices rise and these stocks end up yielding 

above average returns. The fact that the value premium has existed for so long does pose a 

question mark as to why investors do not seem to have learned from their mistakes. The role 

of institutional investors have been put forth to answer this question. The reason why the 

value phenomenon continues to exist may be explained by the time horizon of institutional 

investors and agency problems. 

  

The competing views on the value anomaly have significant implications. Assuming that 

markets are to some extent efficient, following contrarian strategies and seeking to gain 

higher return by investing in value stocks will expose the investor to greater risk. The 

behavioural finance explanation, on the contrary, implies that contrarian investors can indeed 

exploit the value phenomenon to earn excess returns.  

 

Lastly, some believe that the premium is just a fluke of history. Historically there have been 

periods of negative value premiums such as in the 1990s in the US, although this may be 

explained by the irrational exuberance of the IT bubble, investors simply got too excited about 

                                                 
18 Andrikopoulos, P. et al. (2006) 
19 Risager, O (2005) 
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growth stocks.20 However, most empirical research and evidence support a persistent 

deviation to theory and that the value premium is not just a sporadic phenomenon.  

The problem of data snooping has also been put forth in explaining the presence of the value 

premium, i.e. if you look long enough for a pattern in data you will eventually find it.21  

However, the explanations that have received by far the most attention are the ones based on 

hidden risk and investor extrapolation. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                 
 
 
21 Brealey et al (2007) 
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In this section, the theoretical and empirical backgrounds of the value phenomenon have been 

outlined. The theory behind, or rather why the value premium is deviating to it, has been 

elaborated on and thus an indication of what the premium is not an outcome of is given. It 

appears as an anomaly to modern finance theory on the efficiency of capital markets and does 

not appear to be in adherence with rationality. 

 

Based on previous research, several company characteristics have been found significant in 

identifying value stocks thus being able to separate them from growth stocks. Several studies 

on the presence of the value premium have employed multiples of PE and B/M in 

successfully identifying value stocks. Particularly in the UK, dividend yields are also useful 

indicators of value, at least compared to the US. These variables can be interpreted as proxies 

for investors’ expectations on future performances of the companies in question. Lastly, the 

value strategy based on growth in sales ranks has also been observed to prove the presence of 

a value premium.  

 

On one side, believers in the efficient market hypothesis attempt to explain the premium as a 

compensation for being exposed to increased risk. However, according to measurable risk 

such as variance or market risk, empirics are not supportive of this and therefore it must be a 

risk unaccounted for in conventional asset pricing models such as the CAPM. Among others, 

Fama & French (1992, 1998) advocate the risk based explanation as to why the value 

premium appears. On the other side, there are those who state that the value premium appears 

due to errors in investors expectations about future performance. Investors mistakenly 

extrapolate past performance too far into the future and fail to immediately recognise the 

mean reversion of the return of value stocks and their positive earnings as an indication of 

more to come. This creates the opportunity for contrarian investors to find potential risk free 

arbitrage. Finally there are those who believe that the value premium is just a sporadic 

phenomenon that is only to be found on stock markets now and then, implying that it is more 

or less caused by coincidence. Also the possibility of the value premium being an outcome of 

data snooping has been mentioned. However, the most prevalent explanations appear to be 

those of the hidden risk and the free lunch.  
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3.0 Literature Review 
The vast majority of the literature and research published on the value premium has been 

conducted for the US stock market.  In comparison, limited research and empirical evidence 

have been produced concerning the presence of the value premium on the UK stock market. 

This has primarily been due to a rather poor data foundation. However, over time very 

adequate and thorough data bases, comprehending stock prices and company characteristics 

have been created, opening the way for more research and new ways to provide further 

evidence on this topic.  

However, when trying to explain why a value premium has appeared on the UK stock market 

along the years, already existing methodologies primarily thought for the US stock market 

have been replicated. The most thorough and cited papers in attempting to explain why the 

value premium appears and thereby what it is, are those of Fama & French (1992) and 

Lakonishok et al. (1994), which both are studies made initially for the US stock market. The 

methodologies presented in these papers will also lay the foundation for the empirical 

evidence provided in this thesis. 

In the following a presentation of research already conducted for the UK market, trying to 

capture the value premium will be made. This is followed by a discussion of different views, 

arguments and empirical evidence found as to why the anomaly appears. 

 

3.1 Existing evidence on a UK value premium 
One of the early studies on the UK stock market was that of Brouwer et al. (1996), who 

investigated the return to contrarian strategies using pooled data for France, Germany, the 

Netherlands and the UK. Initially a number of value measures such as B/M, E/P CF/P and 

Dividend yields, were found to have significant explanatory power in explaining the cross 

section of stock returns. The study was based on only 11 years of data from 1982 to 1993, 

however even though the period of analysis was fairly short, it covered both bullish and 

bearish markets. This made it possible to conduct a risk analysis, in order to try and explain 

the premium. Value portfolios were created at the end of June each year and consisted of only 

large and very liquid stocks listed on the main exchanges in the four different countries. 

Evidence found showed that, disregarding the choice of value indicator, portfolios with high 

value ratios outperformed portfolios with low value ratios22.  

 

                                                 
22 Brouwer et al. (1996) 
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Also Strong & Zu (1997) provided supportive evidence on a persistent UK value premium. 

By using data over the period 1973-1992, they examined whether beta risk, market value, 

B/M ratio, leverage and E/P ratios can explain the cross section of stock returns. Furthermore, 

they investigated whether beta alone and market value explain the cross section of returns for 

the period 1960-1992. One of the main purposes of the study was to examine the applicability 

of the three factor model, put forth in Fama & French (1992), to the UK stock market. They 

showed that B/M values and leverage are the only two variables consistently significant in 

explaining the variation in stock returns on the UK market. Moreover, they showed that 

market risk is, although significant when the only explanatory variable, insignificant in 

explaining the variation in stock returns when combined with B/M values and leverage. 

 

Fama & French (1998) sought to make an out of sample study examining whether the value 

premium was present in 12 EAFE countries, among them the UK. Sorting on B/M values a 

significant value premium was found in 11 of the countries including the UK. The difference 

between average returns on global portfolios of high and low B/M stocks was 7.68 %23 per 

year. Data from 1975 to 1995 was examined and in sorting stocks according to other value 

measures such as E/P, C/P and dividend yield, significant value premiums were also 

produced. Together with this out of sample evidence, a significant value premium was found 

in emerging markets and thus it is suggested that the return premium for value stocks is real. 

Furthermore, it was found that an international CAPM failed in capturing the value premium 

in international returns, whereas a two-factor model including a risk factor for relative distress 

seemed to explain some of the variation in international stock returns.  

 

Many other studies such as Gregory et al. (2001) and Anderson & Brooks (2006), find similar 

evidence, for the UK stock market, by examining the profitability of contrarian strategies 

based on B/M, E/P, CP and average growth in sales over the past 3 years. Anderson and 

Brooks (2006) look specifically at the P/E ratio. All of the above mentioned studies are based 

on data foundations of around 20 or fewer years of data, and thus the found evidence could be 

due to coincident or simply capturing just a fluke of history. However, by basing their study 

on almost half a century of data, Nagel, S et al. (2003), also find very strong evidence of the 

presence of a consistent value premium on the UK stock market.  

                                                 
23 Fama & French (1998) 
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Despite the literature providing convincing evidence of the presence of a strong and 

significant value outperformance on the UK stock market, Andrikopoulos et al. (2006) 

together with Andrikopoulos & Daynes (2004) seem to question this and the unambiguous 

results found in the above mentioned studies. In examining the existence of a value premium 

during the period of 1987-2002, methodological biases, that may have been present in 

previous studies, are accounted for at the same time. Less significant results in favour of a 

value premium are found.  

 

In this thesis, to avoid three of the four biases emphasised in the two studies mentioned above, 

i.e. survivorship bias, look-ahead bias and an upward bias in post-formation value stock 

returns, the data collection and processing is very similar to the one described in 

Andrikopoulos et al. (2006).     

Thus, in this thesis it is sought to employ data which is as free of biases as possible in order to 

obtain the most accurate results as possible to base any conclusions upon.    

 

3.2 Explaining why the value anomaly appears 
That the value premium has been present on the UK stock market, there seems to be broad 

agreement on. However, as mentioned earlier, what is causing its presence scholars do not 

seem to come to terms with.  

The majority of the research concerning the value premium has been conducted for the US 

stock market. Many of these studies furthermore present and test various hypotheses on why 

the value anomaly exists and under what market conditions it appears. In explaining the value 

premium, two main directions have been put fourth. There are those who believe in 

explaining the value premium by risk and then there are those who think it is caused by 

mispricing.  

 

3.2.1 Hidden risk explanation 

On one hand there are those who argue that the value premium is a reward for investors to 

take on more risk, a risk not captured by asset pricing models, where it is stated that only 

systematic risk, i.e. market risk, explains the variation in stock returns. Papers supporting the 

risk explanation and thus state that the value premium is, in fact, a risk premium, are among 

others those of Liew & Vassalou (2000) and Cooper et al. (2001). By cross sectional 

regressions, the explanatory power of various firm characteristics of the variation in average 
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stock returns and in economic growth is tested. Common to these studies is that they all seek 

to explain the returns to value strategies using a three factor regression model similar to the 

one presented in Fama & French (1992). Based on a model consisting of different loadings on 

market risk, B/M values and a size factor, respectively, the variation in stock returns is found 

to be better explained than in the CAPM. Even though these studies seek to explain the value 

excess return by increased risk no evidence, based on examinations of traditional risk 

measures such as betas or standard deviations, support this. Although, some studies have 

provided evidence of higher calculated values of beta for value stocks compared to growth 

stocks. However, this is more likely an outcome of higher upside potential, than downside 

risk. Value stocks tend to perform relatively better than growth stocks in up markets, but are 

less correlated with the market than growth stocks in bearish times.  

Other risk factors, which are more fundamental to companies such as risk of default or risk of 

distress, are therefore proposed to being higher for value stocks in order to provide the 

investor with the excess return. However, tangible and unambiguous ways to measure such 

risk factors are still to be further developed and researched upon.   

 

3.2.2 Free lunch explanation 

On the other hand there are scholars who are convinced that the sources of the value premium 

are market inefficiencies. The market simply, erroneously, extrapolates past earnings 

performances too far into the future, which imply that following a contrarian strategy will 

yield an above average return. Under the contrarian model, investors assume that companies, 

which have had low earnings growth in the past, also will continue to have low earnings 

growth in the future. These expectations make prices fall for such stocks. However, when the 

earnings growth expectations are not fulfilled, prices rise yielding higher than average returns. 

For growth stocks the expectations of the market are opposite, and thus they disappoint 

investors leading to below average returns. Among others, Debondt & Thaler (1985, 1987), 

La Porta (1996) and Dechow and Sloan (1997) follow this reasoning in seeking to explaining 

the value premium. In supporting further the rationale for contrarian strategies Daniel & 

Titman (1997) prove an out-performance of strategies, which exploit the short run mean 

reverting behaviour of stock prices, and thus an investor should sell too highly priced growth 

stocks and buy undervalued value stocks. Levis & Liodakis (2001) takes it even further, 

investigating the timing of contrarian strategies and provide evidence showing  that value out 

performance is practically constant, by following a B/M value strategy. Moreover, they 
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examine the underlying drivers of the over- and under reaction hypothesis and the impact of 

earnings surprises for the UK market. Furthermore, evidence is found, showing that positive 

and negative earnings surprises have an asymmetrical effect on value and growth stocks. 

Positive earnings surprises have a relatively strong impact on value stocks, whereas growth 

stocks are less affected by such surprises.  

 

Lastly, one of the most cited and referred to articles supporting the behavioural finance 

approach in explaining the value phenomenon is Lakonishok et al. (1994). In this paper 

evidence is found to support the contrarian model, by comparing actual values of fundamental 

variables with past and future growth rates in these variables. Value stocks possessed much 

higher values of fundamental variables than growth rates, which indicated that investors did 

have lower expectations of future growth for these stocks than for growth stocks. 

Furthermore, by looking at performance prior to portfolio formation growth stocks grew 

considerably faster than value stocks. However, when looking at the performance after 

portfolio formation value stocks tended to outperform growth stocks. Looking more 

thoroughly, evidence showed that the market did expect the superior performance of growth 

stocks to continue for many years. In the short run, this was in fact the case. However, beyond 

this time span, value stocks started to outperform growth stocks. This last evidence is contrary 

to most research on this topic. Instead of finding evidence of a value excess return being 

driven by the flaw of investors’ inability to recognise and adapt to a trend in the short run, 

Lakonishok et al. (1994), states that investors become smarter. The value premium seems to 

be driven by investors’ conviction of a continued long term trend, of growth stocks 

outperforming value stocks, however this conviction is gradually abandoned24.  

 

 

 

 

 

 

 

 

                                                 
24 Lakonishok et al. (1994) p. 1564 
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In this section the previous studies providing evidence on a UK value premium has been 

presented. Although, being far from as vast as the research conducted on the US market, 

several papers have been published to shed light on the presence of a value premium on the 

UK stock market. Broad agreement on the fact that a value premium historically is to be 

found on the UK market, seem to exist. Besides from investigating the explanatory power of 

different firm characteristics in explaining the variation in stock returns, portfolios of value 

and growth stocks have been formed on the basis of different value indicators, primarily 

multiples such as PE ratios and B/M values.  

 

Furthermore, literature supporting different explanations as to why the value phenomenon 

exists has been outlined. Firstly, studies in favour of explaining the value premium by risk, 

whereof one of the most cited is that of Fama & French (1992), are presented. In general it is 

shown that by employing a model consisting of various factor loadings, including market risk 

and different company characteristics such as B/M values, the variation in stock returns is 

better captured and explained than by using for example the CAPM. The risk causing the 

value premium does, however, not seem measurable by either betas or standard deviations. 

Lastly, studies testing whether extrapolation and expectational errors of the market, are 

causing the value premium, are presented. Most evidence found shows that investors forget 

about the mean reversion of stock returns, and thus base their expectations of future growth 

too heavily on past performance. Furthermore, investors fail to react promptly enough to new 

trends. These expectational errors open the way for earning excess returns, by following 

contrarian strategies. The evidence found in Lakonishok et al (1994), is also supportive of the 

contrarian model. However, it differs in the way that the value premium seems to be caused 

by a change in expectations in the long run, and not by investors’ short term failure to 

recognise a trend.   
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4.0 Methodology 

In presenting the theoretical and empirical backgrounds of the value phenomenon, followed 

by an assessment of already published literature specific to the UK stock market, together 

with various explanations as to why the value premium appears, the foundation for this study 

has been laid.  

 

By conducting the analysis in this thesis, in a way that resembles previous studies the most, 

the optimal possibility for comparison is gained. In reading through existing research papers, 

on the value premium, it quickly became apparent that the publishing of Lakonishok et al. 

(1994) has been an epoch-making contribution within this field. The paper has been 

repeatedly referred to and cited in recent studies. Thus, the methodology followed in this 

thesis, will be based on the one presented in Lakonishok et al (1994), and thus replicated to 

the UK stock market. In preparation for the later separation of value and growth stocks 

present on the UK stock market, and the comparison of their historical performances, the 

course of action to be followed is described in the subsequent paragraphs.  

 

This section provides a thorough description of the methodology on which the empirical 

analysis in this thesis is based. A mention of the considerations and choices made along the 

way in order to obtain the most appropriate and reliable data foundation is accompanying this. 

In the following, a presentation of the data sources from which data are based and collected is 

given. Moreover, a description of the process in which data are gathered is outlined, together 

with caveats that may appear and have an impact on the consistency and credibility of the 

data.  Lastly, the procedure in which value and growth stocks are separated and formed into 

portfolios is given.      

 

4.1 Evaluation of data sources 
In truly and fairly replicating the UK stock market, several challenges and considerations 

appeared. To replicate the MSCI UK index or the FTSE 100 index seemed plausible because 

both indices cover more than 80% of the market. However constituent lists for the MSCI UK 

index are not easily accessible and cost a considerable amount of money. On the contrary, 

lists of constituents, at the inauguration in 1984, and of quarterly rolls, were available for the 

FTSE 100 index. However, because the index consists of the largest and most liquid stocks 

listed on the London Stock exchange, the data would suffer from a significant size bias. 
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On the contrary, using the FTSE all share index does not create the same bias, because it is 

the aggregation of the FTSE 100, the FTSE 250 and the FTSE small cap indices and thus 

comprehend large cap, mid-capitalised companies and small firms. By representing 98-99%25 

of the market, replicating the index would be a good and fair proxy of the UK stock market. 

Unfortunately constituent lists are only available from 1996 and onwards. 13 years of data 

does not seem adequate to conduct a reliable analysis.  

Although, by establishing contact with Dr. Andrikopoulos, a principal lecturer at De Montfort 

University, I gained access to a complete list of UK stocks quoted from 1982 to 2003. These 

data are collected and gathered in a database called the UK Equity Database (UKED) created 

by Dr. Andrikopoulos and his colleagues.  

 

By combining the different lists of constituents, it is possible to replicate the UK stock market 

from 1982-2007. Based on these lists, I will know for what stocks to gather return indices, 

accounting figures and ratios. Taken into consideration that most studies already conducted 

for the UK stock market, comprehend 10-20 years of data, an analysis covering 25 years of 

data ought to be considered robust and reliable.  

From 1982 to 1995 the replication of the UK stock market is based on the list of companies 

provided in the UKED file26. Initially the file contained 2949 companies, which were listed on 

the London Stock Exchange at some point in time during that period. Furthermore, the file 

provides dates of inaugurations and terminations of the companies. These data are free of 

survivorship bias. From 1996 to 2007 the replication takes place based on the constituent lists 

provided by the FT group.  

 

Initially, to identify the different companies between the various sheets, different market 

replication files, and in Datastream to download data, sedol codes were used. However, it 

soon became apparent that sedol codes had changed for a considerable amount of the 

companies, during the period of analysis, due to corporate actions. This meant that some of 

the companies appeared more than once. However, I have to my best ability tried to ensure 

that each company only appears once in the final replication files. Thus, all the companies 

should be equally weighted, thereby ensuring as adequate and fair a replication of the market 

as possible.  

                                                 
25 www.ftse.com/indiced/index.jsp 
26 This file is found on the attached CD together with the rest of the data material. 
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Updating and checking sedol codes for each company would slow down the data processing 

considerably. Furthermore, the Datastream request table has some difficulties in identifying 

shares by their sedol codes, especially those including letters, which is specific to fairly recent 

codes. Instead, I decided to identify companies using identification codes specific to 

Datastream27, and already available for the companies in the provided UKED file. For the 

remaining companies in the FT files, I used the sedol codes supplied to download isin codes 

via Bloomberg. Following, I employed the isin codes to find the Datastream code in 

Datastream. Thus, the foundation for gathering accounting multiples and price data, has now 

been laid. 

 

4.2 Data Gathering 
The 48 files of quarterly data provided by the FT group have been gathered in one spreadsheet 

and sorted in accordance with the UKED file. This is done in order to ease the data gathering 

process, by only having two different lists to replicate from. In either replication file each 

company is represented by its market value and thus selected for the yearly portfolio 

formation, if its market value is to be found in the column of that specific year. 

 

Being a constituent of the market on the 31st of December from 1982 to 1995 or on the 3rd 

Monday in December from 1996 to 2007 a company’s P/E ratio, dividend yield and price to 

book value on these specific dates are obtained. This means that these dates will be used as 

dates of investment and thus portfolio formation. Moreover, monthly return indices are 

downloaded starting on the date of portfolio formation and ending five years after portfolio 

formation. Sales figures are collected yearly from the date of portfolio formation and five 

years back in time, in order to calculate past growth rates in sales.  

 

For various reasons some companies have been excluded from the analysis. First of all, 

Datastream codes have not been obtainable for a few of the companies and thus no data could 

be downloaded in Datastream. However, these companies are considered to have an 

insignificant impact on the analysis, because they are both fairly small companies and because 

they were not listed for very long. In order to ensure consistency and that each company is 

only represented once in the analysis, all shares other than A shares were excluded, in cases 

where several share classes for the same company were present in the replication file. B 

                                                 
27 See Appendix A7 for further description. 
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shares and shares classified as deferred, by Datastream, are concerned hereof. Secondly, data 

were not obtainable for some companies, because it was simply not stored in Datastream and 

thus they were excluded from the data sample too. Thirdly, financial and utilities companies28 

were excluded because of their considerably different debt structure. Such firms tend to be 

highly leveraged and thus could distort the analysis.  

 

4.2.1 Accounting ratios, Sales figures and Return indices 

P/E ratios and dividend yields are obtained directly from Datastream, meaning that these 

variables have been classified according to the definitions provided in Datastream. According 

to this, the P/E ratio is calculated as the price of a stock divided by the earnings rate per share 

at the required date29. Dividend yields are based on the anticipated annual dividends 

excluding special or once off dividends30. Furthermore, price to book values were 

downloaded to calculate B/M values for the companies. The price to book value is the share 

price divided by the book value per share. In order to obtain B/M values the inverse of the 

downloaded price to book values was taken. Even though this is only per share, the ratio 

between the book- and market value remains, and thus there is no need to multiply the 

calculated B/M values with the number of shares outstanding31. Moreover, monthly return 

index data was downloaded from the date of portfolio formation and five years forward. By 

using the return indices provided by Datastream, the data collection and processing were 

eased and shortened considerably. According to the definition provided in Datastream, the 

return index is an expression of the theoretical growth in value of a share held over a specified 

period. It is assumed that dividends are reinvested into the company to buy more shares32. 

Sales data was only obtainable for a fairly small amount of companies before 1989, and thus 

growth in sales is only included as a value indicator for the portfolios formed in 1989 and 

onwards33. 

 

                                                 
28 The companies have been classified according to the Industry Classification Benchmark (ICB) level 2, which 
provides 18 classification industries. See appendix A1 for the description provided in Datastream.  
29 See Appendix A3 for the description provided by Datastream 
30 See Appendix A6 for the description provided by Datastream.  
31 See Appendix A4 for the description provided by Datastream 
32 See Appendix A2 for the description provided by Datastream 
33 See Appendix A5 for the description provided by Datastream 



Further Evidence on the Value Premium on the UK Stock Market  
Kristina Møller  Copenhagen Business School, 2009 

  Page 26 of 80
 

4.2.2 Credibility and Consistency 

Although two different sources lay the foundation for the data downloaded, i.e. the UKED 

and the FT group, all multiples, accounting- and sales figures and return indices are obtained 

from the same data provider, in order to ensure data consistency. This, of course, implies that 

the accuracy and reliability of the analysis conducted in this thesis, depends and relies greatly 

on the credibility of Datastream. A more accurate analysis may have been gained by finding 

data directly from the company accounts and subsequently calculating the multiples and 

different variables manually. However, this would have taken a great deal of time, which 

would not lie within the time limit of this thesis. Counterbalancing, the time spend and the 

data foundation obtained by using Datastream, I think, I have reached a fair compromise. 

  

Also, another main reason for choosing Datastream to download data from came naturally 

because it is easily accessible and free. Being a well known provider of news and data and 

used worldwide by both higher academic institutions and investment professionals to 

download and analyse data, I am confident that Datastream and the data downloaded can be 

trusted. Some random checks of the data have been made. A few inconsistencies have been 

found, however not great enough to impose any issues of concern 

 

When downloading data, error messages appeared for certain shares, meaning that the 

requested data was unavailable for these specific firms. Such companies have been excluded 

from the analysis. To resort to other data sources to find this data would be fairly time 

consuming and would have impacted on the consistency of the data.  

 

4.2.3. Choice of data period 

To ensure the most reliable and accurate analysis the longer the data period the better. Also, 

the size of the data sample has a considerable say in its usability and credibility. Employing 

the FTSE All Share index seemed to be the most appropriate way in replicating the UK stock 

market, counterbalanced by the time it takes gathering and sorting the data, which is rather 

limited by the time frame of the thesis. Because no constituent lists of the index were 

available before 1996, but I was fortunate to gain access to a UKED file with data 

commencing in 1982, the period of analysis was self-evident. I think, I have reached a fair 

compromise by using yearly data for a time period of 25 years.  
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4.3 Data Processing 
Having collected a vast amount of company data, the data processing, identification of value 

and growth stocks together with the formation of portfolios and calculation of historical 

returns can be conducted.  

 

Microsoft excel has been used for data processing and for storing data. Moreover, it has been 

used to perform both calculations and statistical analyses. The reason for this choice of 

software is twofold. First of all it was a program I had access to and secondly I had a 

fundamental knowledge of its usage and functionality. In getting familiar with any other 

software package would have been rather time consuming and would have left less time to 

spend on the thesis.  

 

One excel file is used for every portfolio formation year between 1982 and 2007. Each file 

comprehends a Base sheet with calculated monthly returns for each share represented in the 

replication files, at the time of portfolio formation. The RI sheet contains the downloaded 

return index data. In the PE sheet, companies are sorted according to the size of their PE ratio. 

Furthermore, the annual returns five years post portfolio formation, together with the five year 

accumulated holding period return of the companies are to be found as well. The DY and the 

B/M sheets contain similar information and calculations.  In the remaining sheet, sales figures 

for the five years prior to portfolio formation are found together with calculations of sales 

growth rates and aggregated growth in sales ranks. In each sheet, datastream codes, sedols, 

company names, company industries and market values are provided. Both the information on 

the company industry and the market values is useful because it makes it possible to examine 

whether the value phenomenon is specific or more accentuated for certain industries and 

whether size may have a say as well.  

 

4.3.1 Portfolio formation 

Portfolios are created on the 31st of December every year from 1982 to 1995 and on the third 

Monday in December from 1996 to 2007. The market is replicated based on the shares present 

in the UKED file or in the FTSE all share index at that particular time. The shares are held for 

five years using a buy and hold strategy. I.e. no new shares are added and if a share is delisted 

or ceases to exist during a year, within the holding period, its return is not included in that 

specific year’s portfolio average return. The same is the case if no changes in the return index 
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have been detected within the last 12 months. The fact that no movements in the share price 

have taken place, during a whole year, seems unrealistic. The shares are equally weighted and 

divided into deciles according to their value of PE ratio, dividend yield, B/M value and 

growth in sales rank. Evidence exists, showing that size do matter when explaining the 

variation in stock returns. A certain small stock outperformance seems to exist thus, 

Lakonishok et al. (1994), together with many others, weight stocks according to their size to 

avoid bias from the size effect. However creating size deciles or assigning a weight to each 

share in the found portfolios, is not possible due to the time frame of the thesis. A possible 

size effect may thus be detected in later results.    

 

Shares with the lowest PE ratios are put into the top portfolio, that is the most extreme value 

portfolio, and shares with the highest PE ratios are put into the bottom portfolio, i.e. the most 

extreme growth portfolio. The opposite goes for the shares according to their dividend yield 

and calculated B/M values per share. Shares with the highest dividend yields are put into the 

top most extreme value portfolio just like companies holding the highest B/M values are 

characterised as extreme value stocks.  

 

On the basis of the downloaded sales figures, growth in sales is calculated for the five years 

prior to portfolio formation. Each year the growth percentages are given a rank, where shares 

with the lowest growth rates are given the lowest ranks and shares with the highest growth 

rates are given the highest ranks. In accordance with the methodology employed in 

Lakonishok et al (1994), the most recent year’s growth rates are given the highest weight of 

five, the growth rate in year two, prior to portfolio formation, is given the weight of four, the 

growth rate in year minus three to portfolio formation three and so on. In this way stocks with 

consistently high growth rates are identified and at the same time more recent growth rates are 

weighted more heavily, which is what investors tend to do34. Lastly, each firm’s average rank 

is computed and used to separate shares into deciles. Value stocks with the lowest average 

ranks are put into the top portfolio, whereas stocks with the highest average ranks are put into 

the bottom growth portfolios.         

 

 

 

                                                 
34 Lakonishok et al. 
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On the basis of all four value strategies, returns for the five consecutive years after portfolio 

formation are computed and average portfolio returns are calculated for each year one to five: 

 

Equation 3 
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Where 

ARt is the average portfolio return in year t 

itR  is the return for share i in year t. 

nt is the number of shares in the portfolio in year t 

 

To account for the exclusion of some shares during the holding period, particularly in year 

four and five after portfolio formation, the accumulated portfolio return for the whole holding 

period is calculated on the basis of the yearly averages:  

 

Equation 4 
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Where 

AHPR is the accumulated holding period return 

ARt is the average portfolio return in year t 

 

Both the average portfolio returns for each year the portfolios are held and the accumulated 

holding period returns are gathered in one result sheet. This will be used for the later 

statistical significance testing and analysis showing whether a value excess return has been 

present on the UK stock market between 1983 and 2008.  
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4.4 Biases 
The data ought to be free of survivorship bias. Datastream provides data for both presently 

listed companies and companies, which have ceased to exist. This means that the analysis 

does not just only comprehend good solid companies with healthy accounts, at least healthy 

enough to stay alive, but also take into consideration some of the weak firms less successful 

in remaining in business. 

   

The portfolios have been formed at the end of each year for two reasons. These were the roll 

dates both in the UKED file and in the FT files. Furthermore, because companies in the UK 

may chose to have their Annual General Meeting at any point of time during the year, forming 

portfolios at the end of the year should minimise the possibility of the data suffering from 

look-ahead bias. It is assumed that accounting information is already available to investors at 

the time of investment and incorporated in share prices and return expectations.  

 

Lastly, data for some of the companies in the replications files were not available to download 

from Datastream. This may have biased the analysis, if the companies for which the requested 

data possess shared characteristics such as for example holding market values of similar size 

or belonging to the same sector. Although if it is more or less random for which companies 

data is unavailable, the data ought not to be biased, but the accuracy of the replication of the 

market is clearly reduced. Size may be one characteristic that such stocks have in common, 

because the demands for transparency and the reporting of accounts are less strict and rigid 

for small firms compared to relatively big companies. If the data sample is biased by too 

many relatively large companies, compared to the real world, an overall downward bias in the 

found returns should be detected. First of all firms of a considerably size tend to be more 

closely monitored by analysts and investors, and thus they ought to be more efficiently priced. 

Furthermore, evidence supporting a size effect, i.e. a negative relationship between stock 

returns and firm size has been found. On the face of it, the characteristics of the companies for 

which data are obtained seem rather random, both concerning for example size and sector. 
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In this chapter the study design of the analysis in this thesis has been outlined. 

Despite the fact that the analysis is based on two different replication sources, the UKED and 

the FT group, data has only been downloaded from one source, i.e. Datastream. This, of 

course, raises an issue of counterbalancing the insurance of consistency versus the danger of 

relying only on one source. Taking the time horizon and the outcome into consideration a fair 

compromise has been reached. 

 

The process of gathering data has been fairly time consuming and cumbersome, however by 

using multiples directly provided in Datastream and return indices the process has been eased 

and shortened considerably.  

 

The process of forming portfolios and following the different value strategies are very much 

inline with the methodology used in Lakonishok et al (1994). Based on the value indicator in 

question all the stocks are separated into deciles and classified as either value or growth 

stocks. Returns for each of the five years the portfolios are held together with accumulated 

holding period returns are calculated for each portfolio. This will give an indication of 

whether stocks classified as value stocks have in fact outperformed stocks classified as growth 

stocks in the UK during the period of analysis. 

 

The data ought not to suffer from survivorship bias, which has been one of main biases in 

previous papers on this matter. Furthermore, look-ahead bias has also been minimised by 

forming portfolios at the end of the year. However, a possible bias may be present if stocks 

for which data was unavailable have shared characteristics. This does not seem to be the case 

though. Thus the foundation for a thorough analysis of the data has been laid.  
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5.0 Results 
In this section the found results from the portfolio formation will be presented. The average 

returns across the period of analysis in each year one to five after portfolio formation, together 

with the accumulated average holding period returns across the portfolio deciles, will be 

shown. To take into account, that the experienced recent turmoil on the financial markets have 

been classified as a crisis, and thus do not reflect the normal conditions under which the UK 

stock market operates, average returns both including and excluding returns in recent years, 

will be found in the below. This will give an indication of whether the recent financial 

conditions under which the stock market has operated have had an impact on the value 

strategies employed. Firstly the results from the strategies of the three proxies for expected 

growth, i.e. the PE ratio, the dividend yield and the B/M value, are presented. Lastly, growth 

in sales, the strategy proxying past growth, is elaborated upon. It is of great interest to find out 

whether any repeated or systematic patterns can be detected in the returns, both across the 10 

portfolios, but also between the different strategies. This is to find out whether value stocks 

tend to outperform growth stocks and at the same time to see whether some company 

characteristics seem better than others in identifying value.  

 

For sub-period one after portfolio formation, portfolios are held each year from 1983-2008. 

For a holding period of two years the last portfolio held is the one formed in 2006. For 

portfolios held for three years the last portfolio formation takes place at the end of 2005. For a 

four year holding period the last portfolio formation takes place in 2004 and lastly for year 

five the average return is based on returns from portfolios formed at the latest in 2003, which 

is also the case for the accumulated holding period return. This means that a possible impact 

from the recent years’ financial turmoil, if any, may be detected in the average returns in sub-

period one to four and thus indicate whether the “financial crisis” influenced the conditions 

for exercising profitable value strategies. 

 

5.1 Results based on PE ratios 
According to table 1 below, the average annual return for the low PE ratio portfolio is 2.7 % 

higher than for that of the high PE portfolio. The tendency of the return of the portfolios 

between portfolio 1 and 10 is slightly ambiguous. However, the return of the low PE portfolio 

is in excess of the high PE ratio portfolio return, in all of the sub-periods.  
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By holding portfolio 1 for all five years yields an accumulated return of 134.6 %, whereas 

holding portfolio 10 would provide the investors with a return of 97.1%. This equals a 

difference of 37.4%. 

 
Table 1: PE ratios – 1983 to 2008 

 

Portfolio 
 
 

Sub- 
Periods 

Low High 

 
 

P1 

 
 

P2 

 
 

P3 

 
 

P4 

 
 

P5 

 
 

P6 

 
 

P7 

 
 

P8 

 
 

P9 

 
 

P10 
Year 1 17.0% 13.9% 14.7% 11.3% 14.7% 11.8% 13.1% 14.4% 13.4% 15.2% 

Year 2 16.7% 18.2% 15.2% 14.1% 15.7% 11.8% 14.2% 13.8% 11.2% 14.0% 

Year 3 16.6% 16.4% 15.8% 14.7% 15.1% 15.4% 12.8% 12.1% 11.5% 11.9% 

Year 4 15.5% 16.2% 12.7% 13.8% 12.1% 12.1% 12.1% 14.6% 11.2% 15.0% 

Year 5 14.3% 15.0% 27.5% 13.7% 11.7% 9.7% 9.9% 12.2% 9.2% 10.4% 

Average 16,0% 15,9% 17,2% 13,5% 13,9% 12,2% 12,4% 13,4% 11,3% 13,3% 

AHPR 134.6% 129.5% 113.3% 109.1% 103.8% 90.8% 94.4% 97.7% 79.0% 97.1% 
 

Table 1:  Average returns across all portfolio formation periods (1993-2008), sorted according to PE ratios. 
 

If comparing table 1 with table 2, which shows the average returns for portfolios formed from 

only 1993 to 2004, some differences are detected. 

 
Table 2: PE ratios – 1983 to 2004 

 

Portfolio 
 
 

Sub- 
Periods 

Low High 

 
 

P1 

 
 

P2 

 
 

P3 

 
 

P4 

 
 

P5 

 
 

P6 

 
 

P7 

 
 

P8 

 
 

P9 

 
 

P10 
Year 1 19.6% 16.8% 17.7% 14.2% 16.4% 13.9% 15.2% 15.7% 15.5% 16.8% 

Year 2 20.5% 21.4% 18.6% 16.6% 18.3% 14.1% 17.0% 15.7% 13.1% 15.8% 

Year 3 21.1% 19.8% 19.7% 17.9% 18.1% 18.7% 15.6% 14.9% 13.8% 14.5% 

Year 4 17.9% 19.0% 15.3% 16.2% 14.2% 14.3% 14.0% 16.2% 13.1% 17.5% 

Average 18,7% 18,4% 19,7% 15,7% 15,7% 14,1% 14,3% 14,9% 12,9% 15,0% 
 

Table 2: Average returns across all portfolio formation periods (1993-2004), sorted according to PE ratios. 
 

In general the returns tend to be higher in table 2 and particularly the value excess returns in 

sub-period 1 and 2 are more accentuated. Thus, including the returns from portfolios formed 

in recent years tend to deteriorate this value strategy based on the PE ratio, which could 

indicate that the firm characteristics have changed. For example, low PE firms before the 

crisis may not continue to be low PE firms during the crisis. 
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5.2 Results based on Dividend yields 
One thing that immediately catches the reader’s eye, in table 3 below, is the outperformance 

of portfolio 10 in sub-period 1. In this case, the average return of the low dividend yield 

portfolio is 3.2 % higher than the return of the high dividend yield portfolio. By separating 

stocks according to their dividend yield shows that companies paying no dividends, in the 

short run, outperform companies paying high dividends. One explanation for this could be 

that non dividend paying firms are successful in reinvesting their profits into the company for 

it to growth further and thus these companies seem to be successful in their growth strategies, 

at least within a short time horizon. For sub-period two and three, there is a clear downward 

trend in the returns going from the high dividend yield decile to the low dividend yield 

portfolio.  

 

By holding portfolio 1 throughout the five years gives an accumulated return of 128.1%, 

which is 9.9% higher than holding portfolio 10.  This is a considerable less accentuated 

difference than the one found when using PE ratios as an indicator of value and this may 

indicate that dividend yields are less suited to base value strategies upon. Also it could be an 

indication of other factors impacting on the validity of the value indicators, such as the 

general level of interest rates or the capital structure of the companies. However, this is 

beyond the scope of this thesis. 

 

Table 3: Dividend Yield – 1983 to 2008 
 

Portfolio 
 
 

Sub- 
Periods 

High Low 

 
 

P1 

 
 

P2 

 
 

P3 

 
 

P4 

 
 

P5 

 
 

P6 

 
 

P7 

 
 

P8 

 
 

P9 

 
 

P10 
Year 1 14.7% 14.9% 14.8% 13.9% 13.8% 12.9% 12.6% 14.6% 16.9% 17.9% 

Year 2 19.1% 17.0% 15.6% 14.6% 14.4% 13.0% 12.6% 11.4% 11.1% 17.0% 

Year 3 16.2% 16.8% 16.2% 14.2% 15.8% 14.2% 12.0% 11.2% 11.4% 13.3% 

Year 4 13.9% 16.5% 12.7% 14.3% 12.2% 12.3% 13.0% 12.8% 15.8% 14.0% 

Year 5 13.8% 12.6% 11.7% 11.3% 12.0% 9.6% 11.6% 10.8% 14.5% 10.6% 

Average 15,6% 15,6% 14,2% 13,7% 13,7% 12,4% 12,4% 12,2% 13,9% 14,6% 

AHPR 128.1% 128.2% 110.6% 107.9% 107.6% 96.1% 90.9% 86.2% 115.7% 118.3% 
 

Table 3:  Average returns across all portfolio formation periods (1993-2008), sorted according to dividend 
yields. 

 
In general the average returns in sub-periods one and two are somewhat higher when based on 

returns from 1993 to 2004, as can be seen in table 4 below. This is rather intuitive taking the 
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conditions of the stock markets in recent times into consideration. Again, non dividend paying 

firms classified as growth firms seem to be successful in aiming at further increasing growth 

in the short run. Buying and holding growth stocks for one year yields, on average, a return of 

22.1%, whereas investors in high dividend paying firms only receive 18.9% on average.  

 

Table 4: Dividend Yield – 1983 to 2004 
 

 

Portfolio 
 
 

Sub- 
Periods 

High Low 

 
 

P1 

 
 

P2 

 
 

P3 

 
 

P4 

 
 

P5 

 
 

P6 

 
 

P7 

 
 

P8 

 
 

P9 

 
 

P10 
Year 1 18.9% 17.9% 17.1% 15.8% 15.6% 14.9% 14.2% 16.2% 19.9% 22.1% 

Year 2 23.3% 20.5% 17.9% 17.4% 17.4% 15.2% 14.8% 13.3% 13.5% 20.8% 

Year 3 20.3% 20.2% 19.4% 17.4% 18.9% 17.6% 15.7% 14.0% 14.4% 16.9% 

Year 4 16.1% 18.8% 15.4% 16.6% 14.5% 14.3% 15.4% 14.9% 18.1% 16.3% 

Average 18,5% 18,0% 16,3% 15,7% 15,7% 14,3% 14,3% 13,8% 16,1% 17,3% 
 

Table 4: Average returns across all portfolio formation periods (1983-2004), sorted according to dividend yield. 
 

5.3 Results based on B/M values 
As can be seen below in table 5, on average, the high B/M stocks yield a return of 16.7% per 

annum, whereas the low B/M stocks yield an average annual return of 12.2%. This equals a 

difference of 4.5%. By holding stocks in the highest decile, throughout the entire holding 

period, provides the investor with a return of 166.5%, which is 89.5% higher than for holding 

stocks in the lowest decile. This difference is considerably higher than those found based on 

dividend yields, but also following the PE strategy. One reason for this could be that stocks 

with temporarily depressed earnings are clustered together with high PE stocks. However, 

such stocks should experience better future performances than regular growth stocks, which 

push the aggregate portfolio performance upwards. This results in a smaller value excess 

return35. Another important issue to notice is that only stocks with positive earnings are 

represented by their PE ratio. This means that a lot of firms with no earnings are not captured 

by the PE strategy. Many of these firms tend to turn into good value firms. Following the B/M 

strategy such firms are however included and thus making the value excess returns found 

more accentuated.  

 

                                                 
35 Lakonishok et al. (1994) 
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The differences in the average returns in year 1, 2 and 3 between the high and the low B/M 

portfolios are 9.9%, 7.1% and 11.1%, respectively. However, the difference is negative in 

both year 4 and 5 after portfolio formation and thus the high B/M investor would on average 

earn 4.0% and 3.1% less than the investor holding portfolio 1.  

Thus, no unambiguous pattern is detected in the data, showing both positive as well as 

negative excess returns to the high book to market investor 

 
Table 5: B/M Value – 1983 to 2008 

 

Portfolio 
 
 

Sub- 
Periods 

High Low 

 
 

P1 

 
 

P2 

 
 

P3 

 
 

P4 

 
 

P5 

 
 

P6 

 
 

P7 

 
 

P8 

 
 

P9 

 
 

P10 
Year 1 19.7% 16.8% 17.2% 17.0% 13.5% 14.9% 14.7% 14.0% 14.5% 9.8% 

Year 2 18.5% 14.1% 17.8% 14.2% 14.7% 14.2% 11.3% 12.1% 11.7% 11.4% 

Year 3 17.9% 16.6% 11.2% 12.4% 12.5% 12.2% 12.9% 9.6% 7.6% 6.8% 

Year 4 15.7% 14.7% 13.9% 12.2% 15.6% 14.5% 14.1% 11.5% 18.9% 19.8% 

Year 5 11.8% 14.2% 13.9% 13.6% 11.6% 10.4% 10.4% 11.5% 11.7% 13.1% 

Average 16,7% 15,3% 14,8% 13,8% 13,6% 13,2% 12,7% 11,7% 12,9% 12,2% 

AHPR 166.5% 130.6% 113.0% 108.8% 101.2% 92.7% 89.4% 78.3% 83.2% 77.0% 
 

Table 5: Average return across all portfolio formation periods (1983-2008), sorted according to B/M values. 
 

 

One of the reasons for this equivocal result may be due to the fact that the B/M value is not a 

clean variable, i.e. it is not solely associated with economically interpretable characteristics of 

the firm36. Various conditions can make a company’s book to market value deceptive and be 

an expression of something different to what investors interpret. For example, a low book to 

market value may describe a firm with good growth opportunities that are not entered into the 

company’s books, but into its price. On the other hand, it can also be an expression of the 

contrary, a company with no growth opportunities, but with high temporary profits. 

 

The comparison of the results in table 5 and 6 below is very similar to those made for the 

previous variables including and excluding portfolios made after 2004. Without the impact of 

the recent financial crisis the difference in average annual return between portfolio 1 and 

portfolio 10, is 5.6%, which is a difference more accentuated than including recent years. The 

excess return of the high B/M value portfolios are 1.5%, 1.3% and 2.2% higher in year 1, 2, 

                                                 
36 Lakonishok et al. (1994) 
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and 3 respectively and provides a clear indication of the change on the UK stock market in 

recent years.  

 

Table 6: B/M Value – 1983 to 2004 
 

Portfolio 
 
 

Sub- 
Periods 

High Low 

 
 

P1 

 
 

P2 

 
 

P3 

 
 

P4 

 
 

P5 

 
 

P6 

 
 

P7 

 
 

P8 

 
 

P9 

 
 

P10 
Year 1 24.2% 20.4% 20.2% 20.0% 15.1% 16.3% 16.5% 16.3% 17.5% 12.8% 

Year 2 22.6% 17.2% 20.5% 17.1% 17.5% 16.7% 13.5% 14.3% 13.7% 14.2% 

Year 3 23.0% 20.4% 14.1% 16.3% 15.7% 14.6% 15.0% 12.5% 9.7% 9.7% 

Year 4 18.4% 17.4% 16.1% 14.5% 18.3% 16.2% 16.2% 13.9% 20.9% 22.1% 

Average 20,0% 17,9% 17,0% 16,3% 15,6% 14,8% 14,3% 13,7% 14,7% 14,4% 
 

Table 6: Average return across all portfolio formation periods (1983-2004), sorted according to their B/M 
value. 

 

5.4 Results based on Growth in Sales 
The three previous variables are all proxies for expected growth and in particular PE ratios 

and B/M values seemed suitable to detect value. The following variable, growth in sales, is on 

the contrary a proxy for past growth and to see how well it performs as a value indicator 

should be interesting.   

 

Table 7: Growth in Sales – 1983 to 2008 
 

Portfolio 
 
 

Sub- 
Periods 

Low High 

 
 

P1 

 
 

P2 

 
 

P3 

 
 

P4 

 
 

P5 

 
 

P6 

 
 

P7 

 
 

P8 

 
 

P9 

 
 

P10 
Year 1 11.3% 9.6% 7.1% 10.5% 9.5% 8.3% 11.8% 8.5% 8.6% 7.4% 

Year 2 12.5% 10.1% 13.8% 15.8% 12.8% 12.9% 12.0% 9.0% 10.1% 8.3% 

Year 3 11.8% 11.9% 10.6% 13.7% 11.7% 13.0% 14.4% 10.3% 9.6% 11.2% 

Year 4 12.2% 11.8% 14.2% 8.2% 9.4% 11.5% 10.9% 10.0% 13.1% 10.1% 

Year 5 9.7% 8.8% 8.4% 9.7% 6.2% 7.9% 9.5% 10.8% 7.7% 4.1% 

Average 11,5% 10,4% 10,8% 11,6% 9,9% 10,7% 11,7% 9,7% 9,8% 8,2% 

AHPR 93.7% 80.7% 74.3% 86.9% 72.6% 83.7% 86.4% 71.2% 69.0% 60.6% 
 

Table 7: Average returns across all portfolio formation periods (1983-2008), sorted according to growth in 
sales ranks. 
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In each of the five years after portfolio formation a positive difference in the average returns 

between portfolio 1 and portfolio 10 is present. These differences are greatest in sub-period 

one, two and five, yielding the highest excess return in year 5 of 5.6%. A clear downward 

trend in the average returns is present in both years 1, 2, 4 and 5 however the average returns 

in year 3 seem to be more random. Keeping to portfolio 1 for the whole period yields an 

accumulated return of 93.7% compared to 60.6% for holding growth stocks.  

This equals an excess return of 33.1%, which is higher than that found for the dividend yield 

strategy. Moreover, even though the excess accumulated holding period return is lower than 

for those found for both the PE and the B/M strategies the data seems more consistent across 

portfolios and over time. Average returns decrease going from portfolio 1 to 10 in all of the 

sub-periods only with a few deviations.  

 

Table 8: Growth in Sales – 1983 to 2004 
 

Portfolio 
 
 

Sub- 
Periods 

Low High 

 
 

P1 

 
 

P2 

 
 

P3 

 
 

P4 

 
 

P5 

 
 

P6 

 
 

P7 

 
 

P8 

 
 

P9 

 
 

P10 
Year 1 15.3% 13.2% 9.3% 13.5% 11.2% 11.5% 13.4% 10.9% 9.5% 8.5% 

Year 2 16.3% 13.9% 17.7% 19.9% 16.2% 16.1% 15.0% 12.5% 13.6% 10.6% 

Year 3 16.8% 16.7% 13.8% 17.7% 17.1% 17.6% 19.5% 15.5% 13.9% 15.4% 

Year 4 15.6% 15.0% 16.4% 11.3% 12.1% 15.3% 14.3% 13.2% 16.3% 12.9% 

Average 14,8% 13,5% 13,1% 14,4% 12,6% 13,7% 14,3% 12,6% 12,2% 10,3% 
 

Table 8:  Average returns across all portfolio formation periods (1983-2004), sorted according to growth in 
sales ranks. 

 

Comparing table 7 and 8 below shows that in all of the sub-periods from year 1 to 4 the 

average excess returns become more accentuated by excluding portfolios formed after 2004. 

Although as for the other strategies, sub-periods year 1 and 2 show the biggest differences of 

2.8% and 1.5%, respectively. 
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In this section, average returns and accumulated holding period returns for the portfolios 

formed based on PE ratios, B/M values, dividend yields and growth in sales ranks, have been 

presented and compared. Furthermore, a presentation of returns both including and excluding 

data from the recent four years has been made. This is done to investigate and determine 

whether the recent financial crisis may have had an impact on the data and the performance of 

the value strategies employed. 

 

On the face of it there seems to be a difference in the return on portfolios classified as value 

and growth, regardless of the value indicator used. 

The difference between the extreme value and the extreme growth portfolios, when using the 

PE strategy, tends to be slightly less accentuated than the value excess return found following 

the B/M and growth in sales strategies. This could be an outcome of a clustering between 

stocks with temporarily depressed earnings and well performing growth stocks in the high PE 

category. Also it could be due to the fact that companies with no earnings are not included 

under the PE strategy. Such firms often turn out to be good value firms. Moreover, based on 

dividend yields, the growth portfolio outperforms the value portfolio in the first year after 

portfolio formation. This could indicate that growth firms succeed in their strategies for 

further growth, at least in the short run. Some inconsistencies in the return difference between 

the high B/M portfolio and the low B/M portfolio are detected too. This may be due to the 

fact that B/M values are not solely an expression of economically interpretable conditions.   

 

It is quite clear that the average returns excluding the most recent years tend to yield better 

value strategies than those including them, in particular for sub-periods one and two. The 

development in the stock market in recent years has been classified as a crisis, which means 

that the conditions under which the market has functioned is not a reflection of how it 

performs in general. Therefore, portfolios formed on the basis of value indicators after 2004 

will not be included in the data for the following statistical testing or remaining analysis. This 

shows, however, how very dependent the results found, when examining the presence of a 

value premium, rely on the chosen period of analysis. This should, of course, be borne in 

mind for the further analysis.  

Lastly, the value strategies seem to become more accentuated the longer time the stocks are 

held, although some deviations are detected, which could be due to changes in company 

characteristics. Thus, the yield of holding value stocks increase with time. Holding value 

stocks seems to be a long term investment. 
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6.0 Regression Analysis: Testing the Explanatory Power of the 
Value Indicators 
The above results indicate that the PE ratio, the dividend yield, the B/M value and the Growth 

in Sales rank are useful company characteristics in determining and explaining stock returns. 

However, is there any statistical evidence present to conclude that a linear relationship 

between the value indicators and stock returns does exist? If this is the case, meaning that the 

variations in these variables explain the variation in stock returns, then such variables could 

be very useful in the pricing of stocks.    

 

In the following, graphs showing the accumulated holding period returns across the different 

10 portfolios will be presented. This will give an initial indication of whether a linear 

relationship between the company characteristics and stock returns seems to exist, and 

whether the relationship corresponds with what is expected according to theory. Lastly, 

results from performing both multiple regressions, including all of the value indicators and a 

size variable, together with regression coefficients from regressing stock returns on each 

variable individually, will be presented. 

 

6.1 Graphical depictions of accumulated returns to portfolios 
On the face of it, looking at Graph 1 below, there seems to be a linear relationship between 

the portfolios based on the PE ratio of the underlying stocks and the return gained from 

holding the portfolios for 5 years.  

 
Graph 1: Accumulated Holding Period Return to Portfolio – PE ratio 
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Graph 1: The  accumulated holding period return to portfolios which are formed on the basis of companies’ PE 
ratios. 
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There is a clear tendency for the return to be considerably lower for portfolio 10, based on the 

high PE stocks, compared to portfolio 1, which consists of low PE stocks. Thus, the 

correlation between a stock’s PE ratio and its return seems to be negative, which is in 

accordance with expectations. The lower the PE ratio, the more value and the higher the 

return.  

 

Graph 2 below depicts a more ambiguous and unclear relationship between the portfolios 

based on dividend yield and their accumulated holding period return. For portfolios 1 to 8 the 

return decreases in accordance with the portfolios based on lower and lower dividend yields, 

and thus a positive relationship appears, which is as expected. Portfolios based on high 

dividend paying value firms should yield higher returns than low dividend paying growth 

companies. However, portfolio 9 and 10, consisting of very low or non dividend paying firms, 

break the downward curve by yielding almost the same 5 year holding period returns, as the 

most extreme value portfolio. 

 

Graph 2: Accumulated Holding Period Return to Portfolio – Dividend yield 
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Graph 2:  Accumulated holding period return to portfolios which are formed on the basis of  companies’ 
dividend yields.  

 

As mentioned earlier, the high performance of the extreme growth portfolios is most likely an 

indication of successful investment in further growth strategies. This may, however, also 

point to the fact that basing value strategies on dividend yields may not be the most beneficial 

and appropriate strategy to pursue. Based on this it is unlikely that the variation in dividend 

yields does the best job in explain the variation in stock return compared to the other value 

indicators.      
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The value strategy based on B/M values shows a very clear positive relationship between the  

5 year accumulated portfolio return and the degree of value of the portfolio, as per Graph 3 

found below. As expected the graph shows that the high B/M value portfolios do yield 

considerably higher returns than the low B/M growth portfolios. The relationship depicted in 

graph 3 is the most unambiguous found so far. However, while these results are only obtained 

by holding the portfolio for 5 years, the previous chapter did show some inconsistencies in 

year 4 and 5 after portfolio formation. 

 
Graph 3: Accumulated Holding Period Return to Portfolio – B/M values 
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Graph 3: Accumulated holding period return to portfolios which are formed on the basis companies’ B/M 

values. 
 

Based on the clear indication of a positive linear relationship between a stocks B/M value and 

its return, described in the graph above, the variation in B/M values is likely to explain the 

variation in stock return. 

 
Graph 4: Accumulated Holding Period Return to Portfolio – GS 
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Graph 4:  Accumulated holding period return to portfolios which are formed on the basis companies’ growth in 
sales ranks based on growth rates 5 years prior to portfolio formation  
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Lastly, Graph 4 above depicts the accumulated holding period return across portfolio 1 to 10 

based on growth in sales ranks. Although the extreme value portfolio does seem to yield the 

highest return, no obvious pattern or relationship is shown between the growth in sales ranks 

of the portfolios and return, however an overall downward trend is present. 

  

6.2 Multiple regressions 
In the subsequent text, the results from a multiple regression together with test statistics from 

regressions of returns for each stock on the different value indicators run separately are 

presented. To determine whether the variation in the four value indicators used, does in fact 

succeed in significantly explaining the variation in stock returns, cross sectional regressions 

are performed. Furthermore, in also being able to capture the variation in the different 

variables over time, the methodology presented in Fama & MacBeth (1973), is replicated. For 

each portfolio formation, separate cross sectional regression are run in which the dependent 

variable are the annual stock return for each company. The independent variables are the 

inverse of the PE ratio, i.e. the E/P ratio, the dividend yield, the B/M value, the natural 

logarithm to the growth in sales rank and the natural logarithm to the market value of each 

company. The value of these variables is indentified at the time of portfolio formation. The 

market value of each company has also been included as an explanatory variable because 

previous research37 has detected the presence of a significant negative relationship between 

the size of a company and its stock return.  

For each portfolio formation, together with each post formation year +1 to +5 cross sectional 

regressions are run. Subsequently, the coefficients for the cross sectional regressions across 

time are averaged and t-statistics and p-values are computed. For each variable, the following 

hypothesis is tested: 

 

H0: 0j  (The mean of the estimated beta-coefficients is not statistically different from 0 

and thus there is not enough statistical evidence to conclude that the variation in 
the explanatory variable explains the variation in stock returns.) 

 

H1: 0j  (There is enough statistical evidence to reject the null hypothesis and thus to 

conclude that the variation in the explanatory variable explains the variation in 
stock returns.)  

 

                                                 
37 Such as e.g. Fama & French (1992) 
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The t-statistics for testing the above hypothesis is: 
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Where j


 is the mean of the estimated coefficients for the different explanatory variables 

from the cross sectional regressions. )( js 


 is the standard deviation of the estimated 

coefficients and n is the number of periods in which the cross sectional regressions are made. 

 

Table 9: Multiple Regression Results 
 

 Intercept E/P DY B/M GS Size 

Mean 0,306275 0,142901 -0,002068 0,036607 -0,030519 -0,008366
t-statistic 3,097393 0,668677 -0,588003 1,969915 -1,554982 -1,015372

 

Table 9: Means and t-statistics from regressing stock returns in year 1 after portfolio formation on the E/P ratio, 
the dividend yield, the B/M value, the natural logarithm  to the growth in sales rank and the natural logarithm to 

the market value. 
 

In table 9 above, the results from performing a multiple regression in year +1 after portfolio 

formation 38 are presented. At a 10% significance level39, the B/M variable is significant; 

however changing the significance level to 5%, makes it borderline and it is insignificant 

when changing the significance level to 1%. All of the other variables are more or less 

insignificant and thus there is not enough statistical evidence to conclude that they help in 

explaining the variation in stock returns. This is not in accordance with prior research, where 

similar cross sectional regressions have been performed. However, the signs of the 

coefficients are as expected for E/P, B/M, growth in sales and size. On the contrary, the sign 

of the dividend yield is negative and not as expected, furthermore it is the most insignificant 

of the variables. This lack of explanatory power could, in part, be explained by the impact of 

the aforementioned non dividend paying companies, who succeed in pursuing their growth 

strategies. 

 

 

                                                 
38 The results from the multiple regressions performed in year +2 to +5 are to be found in Appendix B. 
39 When the significance level, α = 10%. The significance level indicates how often we are willing to allow 
rejecting H0 given that H0 is true. 
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When taken separately, all of the mean coefficients possess the expected signs; however 

neither of them possesses t-statistics higher than the critical limit of 1.96 at a 5% significance 

level40 and cannot be concluded statistically significant. 

 

Table 10: Regression Results 
 

 Int.cp E/P Int. cp DY Int. cp B/M Int. cp GS Int. cp Size 

Mean 0,143 0,301 0,151 0,002 0,145 0,049 0,329 -0,034 0,213 -0,011
t-stat 3,801 1,339 4,052 0,610 3,579 1,882 1,719 -1,256 3,027 -1,202

p-value 0,001 0,196 0,001 0,549 0,002 0,075 0,109 0,231 0,007 0,244 
 

Table 10: Means, t-statistics and p-values from regressing the stock returns on E/P ratio, dividend yield, B/M 
values, the natural logarithm to growth in sales ranks and the natural logarithm to market values, respectively. 

 

Although, the possibility of getting a t-statistic equalling 1.8819 is 7.45% and thus the B/M 

variable is significant at a 10% significance level. Compared to the results from the multiple 

regression the statistical significance of the dividend yield and the E/P variables increases; 

however for the B/M, growth in sales and the size variables, it decreases. 

One caveat by using this regression methodology is the problem of errors-in-variables. 

Because the mean coefficients, which are used to perform the regressions upon, are based on 

β-values, which are estimated with noise, the mean coefficients will contain this noise too and 

thus impose a bias on to the test statistics. One possible way to correct for this bias is by 

multiplying the found variances with the Shanken correction41; however this is beyond the 

scope of this thesis42.  

 

 

 

 

 

 

 

 

 

                                                 
40 Madsen, H. (1985) 
41 See Shanken, J. (1992): “On the estimation of Beta-pricing models”, Review of financial studies, 5, 1-33. 
42 In this case, correcting the variances would not have changed the found conclusions anyway. The variances 
would increase leading to even lower and more insignificant t-statistics. 
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In this chapter the informational content of the value indicators have been tested. Both 

multiple and individual regressions have been made, where stock returns were regressed on 

the different company characteristics.  

 

The above found results show that the B/M value is the most appropriate of the chosen 

variables to explain the variation in stock returns. On the contrary, dividend yield is the 

poorest and most insignificant variable to use as an explanatory variable for the variation in 

stock returns. Also the evidence found for the E/P, the growth in sales and the size variables 

are insufficient to conclude the significance of these variables, which is not in accordance 

with previous research on this matter. The above results show that there only exists evidence 

enough to prove a linear relationship between B/M values and stock returns. However, it does 

not say anything about the presence of a value premium or whether the value excess returns 

found are significant. This will be tested in the following chapter.  
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7.0 Significance Testing 
In the above, returns obtained from sorting portfolios according to their value of PE ratio, 

dividend yield, B/M value and growth in sales rank showed that overall there tend to be a 

difference between the return of the most extreme value portfolio, P1, and the most extreme 

growth portfolio, P10. In performing cross sectional regressions, only the B/M variable turned 

out to be statistically significant in explaining the variation in stock returns. However, the 

signs of the estimated coefficients were all as expected, indicating that the predicted 

relationships, according to theory, between the chosen company characteristics and stock 

returns may be present. In the following, calculated value portfolio excess returns are tested in 

order to determine whether statistical evidence exist to support the presence of a value 

premium on the UK stock market during the period of 1983 to 2004.  

 

In this section the results form testing the statistical significance of the value excess returns 

found, will be presented. By way of introduction, value excess returns, i.e. the return of the 

extreme value portfolio minus the return of the extreme growth portfolio, are shown not only 

according to the different value indicators, but also according to different holding periods, to 

see whether the value excess return seems to persist over a longer horizon of investment. This 

is followed by a presentation of test results for single year value excess returns together with 

accumulated value excess returns for holding periods of three and five years respectively.   

 

7.1 Introductory evidence on Value Excess Return 
In the following, selected value excess returns will be graphically depicted, across the period 

of analysis, to give an indication of whether value stocks have in fact yielded higher returns 

than growth stocks.  

 

A certain degree of value outperformance does appear to exist, looking at Graph 5 below, 

although no persistent pattern can be detected. By holding a portfolio of stocks with low PE 

ratios for 1 year yielded a higher return than holding a portfolio of stocks with high PE ratios 

12 times during the 22 year period from 1983 to 2004.  
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Graph 5: PE Value Portfolio Excess Return – year +1 
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Graph 5: Shows the value excess return in year 1 after portfolio formation from 1983-2004, by holding 
P1(value) over holding P10(growth). Stocks are separated into portfolios based on their PE ratio. 

 

The development in Graph 6 below, where the value excess return is depicted for the fifth 

year after portfolio formation looks more consistent, than those found in Graph 5. In 14 out of 

22 years the value portfolio yields a higher return than the growth portfolio. Moreover, the 

value excess returns are considerably larger than the growth out performances shown. The 

value outperformance seems to be more persistent the longer the holding period. 

 
Graph 6: PE Value Portfolio Excess Return – year +5 
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Graph 6: Shows the excess return in year 5 after portfolio formation   from 1983-2004 by holding P1(value) 
over holding P10(growth). Stocks are separated into portfolios based on their PE  ratios. 

 

Graph 7 below, shows that during the 22 year period of analysis, the high dividend portfolio 

outperformed the low dividend portfolio 16 times. However, a very noticeable growth out 

performance is detected in 1997, which increases the variation of the excess returns 
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considerably. Looking at the spreadsheet for the portfolio formation in year 1996, particularly 

four technology companies, contained in portfolio 10, did grow considerably in 1999, 3 years 

after portfolio formation. This does tally with the technology boom experienced in the late 90s 

and around the inauguration of the new millennium and thus the four observations are 

withheld in portfolio 10. However, such extreme observations should be kept in mind when 

performing the tests of significance. Including these outliers increases the variation 

considerably, meaning that it may be more difficult to prove statistical significance. 

 

Graph 7: Dividend Yield Value Portfolio Excess Return – year +3 
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Graph 7: Shows the excess return in year 3 after portfolio formation  from 1983-2004, by holding P1(value) 

over holding P10(growth). Stocks are separated into portfolios based on their dividend yield. 
 
 

Graph 8: B/M Value Portfolio Excess Return – 3 Year AHPR 
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Graph 8: Shows the excess 3 year accumulated holding period  return, from 1983-2004,  by holding P1(value) 

over holding P10(growth). Stocks are separated into portfolios based on their B/M value. 
 

Holding the high B/M portfolio for 3 years rewards the investor with an accumulated return 

that is higher than the one the growth investor receives in 18 out of 22 times. The 
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development in Graph 8 above may indicate three things. First of all, a value premium did 

seem to be present on the UK stock market during 1983 and 2004. Secondly, the B/M value 

seems to be quite successful in detecting value, maybe the best of the four chosen company 

characteristics. Lastly the value excess return does seem to become more accentuated and 

consistent the longer the investors hold the value portfolio.  

 

Graph 9 below, also depicts a rather constant value excess return based on growth in sales 

ranks from 1990-2004. The 5 year accumulated return received by the growth investor only 

exceeds that received by the value investor 5 times. Furthermore, the value excess returns are, 

in general, higher than the growth out-performances. Compared to the single year value 

excess returns depicted for the PE and the dividend yield strategies, Graph 9 shows a more 

unambiguous and clear pattern. This could indicate that the growth in sales rank together with 

the B/M multiple are the most appropriate variables to detect value. Moreover, the longer the 

holding period, the greater and more consistent value outperformance there seems to be.  

 

Graph 9: Growth in Sales Value Portfolio Excess Return – 5 Year AHPR 
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Graph 9: Shows the excess 5 year accumulated holding period return, from 1990-2004, by holding P1(value) 

over holding P10(growth). Stocks are separated into portfolios based on their growth in sales ranks. 
 

7.2 Test Results 
Based on the prefatory graphical depiction of the patterns of the value outperformance, the 

results from testing whether the value excess return, is statistically different form zero and 

thus present, will be presented. However, the methodology employed for the data processing 

does impose impediments for immediate significance testing of the value excess returns 

found. 
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Even though 22 years of data are examined, it yields a relatively low number of observations 

to test on especially when testing for a difference in the 5 year accumulated holding period 

returns. Another issue arising when testing for significance of excess returns for portfolios 

held more than one year is autocorrelation43, because the same data will be included in 

different observations. To correct for autocorrelation different methods exist. Lakonishok et 

al. (1994), correct their standard errors with a methodology put forth by Hansen & Hodrick, 

however this method is not thoroughly explained in the article and thus is not possible to 

imitate. Another way of correction is to follow the Newey West procedure44 in making the 

standard errors heteroscedasticity45 and autocorrelation consistent. However in this study the 

problem of autocorrelation is dealt with by replicating the procedure in Steden & Shumskij 

(2006). By creating 3 different sets of data for the differences in the 3 year accumulated 

holding period returns and similarly 5 separate sets for the 5 year accumulated returns the 

problem of over-lapping data is avoided. Furthermore, no data has to be taken out of the 

sample and tests can be conducted on all observations 

The following tables provide information of the formation year, i.e. the year in which the 

portfolios are formed. The 1st year to 5th year columns present the average value excess return 

in that specific year after portfolio formation. In the following 3 columns the accumulated 3 

year value excess returns are shown for the different sets of 3 year holding portfolios. The five 

remaining columns contain the value excess returns for the 5 different sets of non overlapping 

five year accumulated holding period returns. 

 

The bottom section of the tables provides the mean of the value excess returns across the 

different formation years. Below, the standard deviation of the value excess returns is 

presented, followed by the number of observations to test from and lastly the calculated t-

statistics are given to determine whether the value excess returns can be said to be statistically 

different from zero. If there is enough evidence to reject the null hypothesis, of the mean of 

the observations being equal to zero, it can be concluded that the value investor statistically 

did receive more than the growth investor in the UK during the time period of this analysis. 

                                                 
43 When the error terms are correlated, when testing on time series, the data suffer from autocorrelation, which 
makes the estimated statistics unreliable.  
44 The reason for not employing the Newey West procedure in this thesis is because it is valid in large samples, 
but may not be appropriate in small samples. 
45 When the error terms are correlated, when testing on cross sectional series, the data suffer from 
heroscedasticity, which makes the estimated statistics unreliable.  
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However, if the null hypothesis cannot be rejected, then there is no evidence to support the 

presence of a value excess return in the UK from 1983 to 2004. 

 

Table 11: PE Portfolios, Value Excess Return, P1(value) - P10(Growth) 

 
Form 
Year 

1st Y 2nd Y 3rd Y 4th Y 5th Y 
3AHP

R 1983
3AHP
R1984

3AHP
R1985

5AHPR
1983 

5AHPR 
1984 

5AHPR
1985 

5AHPR
1986 

5AHPR 
1987 

1983 0,109 0,043 0,120 0,220 1,340 0,042   0,909     
1984 -0,039 0,145 0,204 0,102 0,011  0,600   0,955    
1985 -0,071 -0,044 0,027 0,031 -0,032   -0,341   -0,190   
1986 0,187 0,181 0,075 -0,021 -0,040 0,756      0,740  
1987 0,109 0,072 -0,034 0,021 0,008  0,055      0,558 
1988 0,079 0,000 0,005 0,043 0,042   0,081 0,430     
1989 -0,008 0,006 0,081 0,101 0,046 -0,015    0,417    
1990 -0,063 0,047 -0,036 0,232 -0,012  0,020    0,191   
1991 0,049 -0,073 0,265 0,009 -0,074   0,385    -0,070  
1992 -0,096 0,173 0,053 -0,154 -0,042 0,144       -0,618 
1993 0,017 0,008 0,042 0,005 0,012  0,425  0,751     
1994 0,009 0,129 -0,038 0,027 0,027   0,457  0,734    
1995 0,110 0,009 0,025 -0,068 0,059 0,233     -0,097   
1996 -0,136 -0,054 0,033 -0,286 -0,043  0,018     -0,669  
1997 0,008 0,059 -0,099 0,019 -0,006   0,227     0,325 
1998 -0,055 0,067 -0,033 0,106 0,209 -0,192   0,725     
1999 -0,038 0,048 0,236 0,174 -0,031  0,442   1,075    
2000 0,185 0,418 0,398 -0,184 0,100   1,309   2,312   
2001 0,055 -0,075 -0,049 0,002 0,132 -0,037      0,020  
2002 -0,034 0,055 -0,016 0,028 -0,002  -0,338      -0,343 
2003 0,112 -0,041 0,061 0,063 0,112   0,201 0,527     
2004 -0,038 -0,001 -0,048 -0,078 0,015 -0,431    -0,451    
Mean 0,021 0,053 0,058 0,018 0,083 0,063 0,175 0,331 0,668 0,546 0,554 0,005 -0,019 
Std. 0,089 0,110 0,121 0,123 0,288 0,347 0,327 0,503 0,190 0,611 1,183 0,578 0,552 
N 22 22 22 22 22 8 7 8 5 5 4 4 4 

t-stat 1,083 2,277 2,240 0,682 1,352 0,510 1,415 1,862 7,850 1,997 0,937 0,019 0,07 

 

Table 11: Excess value return in year 1 to 5 after portfolio formation based on PE ratios, together with 3 and 5 
year accumulated holding period returns. 

 

The results in table 11 show that the average value excess return in the first year after 

portfolio formation equals 2.1%, which means that if an investor were to form a value 

portfolio, following the PE strategy, each year from 1982 to 2003, keep it for one year, then 

sell the portfolio and buy a new one would on average provide the investor with a return 2.1% 

in excess of investing in a growth portfolio. However, the mean average excess return cannot 

be concluded to be statically significant either at a 10% or 5% significance level. On the 

contrary, both the average excess returns for the second and the third years after portfolio 

formation of 5.3% and 5.8% are statistically significant at both a 10% and a 5% significance 

level. This means that an investor holding on to the value portfolio for at least two or three 

years would have gained a value excess return in both the second and the third year after 

portfolio formation. In the fourth and fifth years after portfolio formation the value investor 

would on average receive 1.8% and 8.3% more than the growth investor; although there is not 

enough evidence to conclude that these excess returns are statistically significant. 
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When looking at the data sets for the 3 year accumulated returns only the sample commencing 

in 1985 is significant at a 10% significance level. Thus, in creating a value portfolio, based on 

PE ratios, every third year and holding it for three years from 1985 to 2003 would give an 

average accumulated value excess return of 33.1%. Because the data sets starting in 1983 and 

1984 are both insignificant it cannot be concluded that investing into a portfolio of companies 

with low PE ratios and holding it for 3 years has provided the investor with an excess return 

between 1983 to 2004. The different observation groups for the 5 year holding periods do not 

show a clear tendency. The two groups with portfolios commencing in 1983 and 1984 are 

both statistically significant, the first one even at a 1% significance level. This means that 

forming value portfolios every fifth year and holding them for five years between 1983 and 

2004 provided the investors with an average accumulated excess return of 66.8% and 54.6%, 

respectively. However, the means of the three data sets commencing in 1985, 1986 and 1987 

are insignificant. 

 

Table 12: Dividend Yield Portfolios, Value Excess Return, P1(value) - P10(Growth) 
 

Form 
Year 

1st Y 2nd Y 3rd Y 4th Y 5th Y 
3AHPR 

1983 
3AHPR

1984 
3AHP
R1985

5AHPR 
1983 

5AHPR 
1984 

5AHPR 
1985 

5AHPR 
1986 

5AHR 
1987 

1983 -0,148 0,179 -0,082 -0,046 -0,102 -0,027   -0,816     
1984 0,041 -0,080 -0,062 -0,155 0,077  -0,198   -0,569    
1985 -0,073 0,158 -0,033 0,006 0,094   0,066   0,396   
1986 -0,100 -0,393 0,069 0,006 0,041 -0,717      -0,375  
1987 -0,222 0,065 0,016 0,024 0,089  -0,158      0,043 
1988 0,093 0,007 0,082 0,241 0,106   0,196 0,595     
1989 -0,019 0,055 0,153 0,156 0,028 0,192    0,535    
1990 -0,053 0,234 0,141 0,110 -0,100  0,218    0,310   
1991 0,201 0,179 0,271 -0,066 -0,249   0,915    0,561  
1992 -0,046 0,170 -0,034 0,020 -0,174 0,034       -0,220
1993 0,045 -0,044 0,122 -0,116 0,161  0,194  0,391     
1994 -0,074 0,107 -0,225 -0,144 -0,115   -0,294  -0,853    
1995 0,216 0,169 0,236 0,223 -0,008 0,636     1,198   
1996 -0,132 0,051 0,002 -0,586 0,111  -0,075     -0,621  
1997 0,199 0,047 -0,758 0,092 0,148   -0,347     0,028 
1998 -0,086 -0,896 0,043 0,282 0,266 -1,028   0,215     
1999 -1,076 0,037 0,275 0,207 -0,103  -0,489   -0,076    
2000 0,395 0,416 0,315 -0,210 0,302   0,921   0,591   
2001 -0,037 -0,118 0,050 -0,125 -0,066 -0,176      -0,467  
2002 0,021 0,030 0,049 0,001 0,082  0,121      0,317 
2003 0,214 0,060 0,070 0,092 -0,008   0,542 0,781     
2004 -0,059 0,117 0,039 -0,054 0,131 0,129    0,206    
Mean -0,032 0,025 0,034 -0,002 0,032 -0,120 -0,055 0,286 0,233 -0,151 0,624 -0,226 0,042 
Std. 0,276 0,257 0,218 0,190 0,138 0,527 0,254 0,525 0,624 0,564 0,401 0,534 0,219 

n 22 22 22 22 22 8 7 7 5 5 4 4 4 

t-stat -0,539 0,456 0,721 -0,048 1,098 -0,641 -0,574 1,438 0,836 -0,601 3,114 -0,845 0,382 

 

Table 12: Excess value return in year 1 to 5 after portfolio formation based on dividend yields, together with 3 
and 5 year accumulated holding period returns. 

 

The results in table 12 are quite different from the ones shown in table 11. Looking at the 

results for the single years, the mean in the first year after portfolio formation equals -3.2%, 

meaning that forming a portfolio of high dividend stocks each year, between 1983 and 2004, 
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and holding it for one year, would on average yield a 3.2% lower return than holding a 

portfolio of low dividend yield firms. This tendency was also clearly stated in table 3, where 

the impact of the successful growth strategies of non dividend paying firms clearly showed. 

Neither of the single year mean excess returns is statistically significant, which is also the 

case for each of the data sets of accumulated 3 year returns. For the remaining data sets 

containing 5 year accumulated returns, only the data group starting in year 1985 is significant, 

which is the only data set containing purely positive 5 year accumulated returns.  

One main reason for the data results differing so much from those in table 11 is obviously the 

supposed randomness of both value and growth excess returns, i.e. both positive and negative 

observations. The huge variation in the excess returns leads to a lower mean return and at the 

same time the standard deviation is increased. Furthermore, due to the relatively small sample 

size it is almost impossible to obtain significant t-statistics. This of course, highly questions 

the ability of the dividend yield strategy to detect value. 

 

Table 13: B/M Portfolios, Value Excess Return, P1(value) - P10(Growth) 
 

Form 
Year 

1st Y 2nd Y 3rd Y 4th Y 5th Y 
3AHPR
1983 

3AHPR 
1984 

3AHPR 
1985 

5AHPR 
1983 

5AHPR 
1984 

5AHPR 
1985 

5AHPR 
1986 

5AHPR 
1987 

1983 0,489 0,307 0,633 0,460 0,131 2,702   8,772     
1984 0,406 0,515 0,319 0,011 0,142  2,157   3,269    
1985 -0,008 -0,013 0,125 0,018 -0,133   0,231   -0,080   
1986 0,310 0,337 0,241 -0,161 -0,137 1,335      0,623  
1987 0,245 0,235 -0,069 0,042 -0,201  0,599      0,378 
1988 0,259 -0,037 0,115 -0,180 -0,119   0,352 0,112     
1989 0,062 0,049 -0,114 -0,010 0,103 -0,018    0,123    
1990 0,070 -0,016 0,000 0,180 0,041  0,069    0,312   
1991 -0,013 0,089 0,217 0,115 0,121   0,434    0,996  
1992 0,144 0,172 0,158 0,070 -0,025 0,688       1,042 
1993 0,366 0,186 0,063 -0,029 0,095  0,891  1,385     
1994 0,006 0,058 0,028 -0,109 0,072   0,110  0,083    
1995 -0,010 -0,017 0,167 -0,011 -0,688 0,206     -0,698   
1996 -0,010 0,162 0,028 -0,818 0,060  0,218     -0,456  
1997 0,254 -0,180 0,233 -0,855 0,140   0,325     0,964 
1998 -0,203 -0,803 0,199 0,337 0,149 -0,855   0,022     
1999 -0,226 0,252 0,302 0,185 0,052  0,643   1,280    
2000 0,334 0,453 0,425 -0,142 0,111   1,117   2,090   
2001 -0,012 -0,062 -0,208 0,017 -0,053 -0,233      -0,370  
2002 -0,040 -0,002 0,026 -0,048 -0,029  -0,039      -0,191 
2003 -0,029 0,053 -0,085 0,067 -0,039   -0,089 -0,081     
2004 0,118 0,115 0,119 0,027 -0,084 0,529    0,122    
Mean 0,114 0,084 0,133 -0,038 -0,013 0,544 0,648 0,354 2,042 0,975 0,406 0,198 0,548 
Std. 0,194 0,262 0,190 0,299 0,184 1,089 0,745 0,379 3,809 1,379 1,197 0,723 0,575 
N 22 22 22 22 22 8 7 7 5 5 4 4 4 

t-stat 2,764 1,506 3,285 -0,594 -0,338 1,414 2,302 2,475 1,199 1,582 0,678 0,548 1,907 

 

Table 13: Excess value return in year 1 to 5 after portfolio formation based on B/M values,  together with 3 and 
5 year accumulated holding period returns. 

 

Forming portfolios of high B/M value stocks each year from 1983 to 2004 and holding them 

for one year yields an average statistical significant return of 11.4% excess of holding a 

portfolio of companies with low B/M values. Also the average excess return in year 3 after 
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portfolio formation is highly significant, however the second, fourth and fifth year average 

excess returns are insignificant and growth out performances are represented in both the 

fourth and fifth year. Two of the three observation groups of three year accumulated returns 

are significant and thus holding a portfolio of high B/M stocks yields a significantly higher 

three year accumulated return than holding a portfolio of low B/M companies. From 1987 to 

2002, holding the value portfolio for five years provided the investor with an excess return of 

54.8% on average, which is significant at a 10% significance level.  

In general the results in table 11 are noticeably improved compared to table 10 and similar to 

those obtained in table 9. This points to the fact that strategies based on both PE ratios and 

B/M values are better value strategies than the one based on dividend yields.  

 

Table 14: Growth in Sales Portfolios, Value Excess Return, P1(value) - P10(Growth) 
 
Form 
Year 

1st Y 2nd Y 3rd Y 4th Y 5th Y 
3AHP
R1990 

3AHPR
1991 

3AHPR
1992 

5AHPR
1990 

5AHPR
1991 

5AHPR
1992 

5AHP
R1993 

5AHP
R1994

1990 0,050 0,113 0,095 -0,071 0,167 0,278   0,587     
1991 0,065 0,251 0,032 -0,041 0,024  0,576   0,550    
1992 0,196 0,478 0,108 0,147 0,000   0,937   1,420   
1993 0,329 0,061 0,074 -0,107 0,022 0,559      0,573  
1994 0,008 -0,178 -0,157 -0,039 -0,017  -0,376      -0,450 
1995 0,169 -0,022 0,025 -0,046 0,285   0,244 0,713     
1996 -0,090 0,052 0,035 0,187 0,148 0,014    0,567    
1997 0,117 -0,026 -0,256 0,263 -0,052  -0,152    0,159   
1998 -0,028 -0,405 0,212 -0,028 0,005   -0,160    -0,161  
1999 -0,069 0,216 -0,075 0,022 -0,220 0,150       -0,058 
2000 0,287 0,191 0,193 0,039 0,586  0,507  0,670     
2001 0,044 0,012 -0,407 -0,079 -0,033   -0,214  -0,433    
2002 -0,053 0,036 0,253 0,150 0,039 0,237     0,685   
2003 0,005 0,120 0,054 0,045 -0,064  0,288     0,273  
2004 -0,005 -0,045 0,034 -0,038 -0,043   -0,026     -0,140 
Mean 0,068 0,057 0,015 0,027 0,056 0,248 0,169 0,156 0,656 0,228 0,755 0,228 -0,216 
Std. 0,127 0,200 0,177 0,111 0,187 0,201 0,417 0,471 0,064 0,572 0,633 0,369 0,207 
N 15 15 15 15 15 5 5 5 3 3 3 3 3 

t-stat 2,082 1,104 0,323 0,946 1,172 2,749 0,905 0,742 17,746 0,690 2,064 1,070 -1,812 
 

Table 14: Excess value return in year 1 to 5 after portfolio formation based on growth in sales ranks, together 
with 3 and 5 year accumulated holding period returns. 

 
According to table 12, several means are significant. Holding companies with low growth in 

sales ranks for 1 year rewarded the investor with a return 6.8% higher than holding a portfolio 

of companies with high growth in sales ranks. Furthermore, the value excess returns for 

holding portfolio 1 in three years was between 1990 and 2002 24.8% significantly higher than 

holding a portfolio of growth stocks. Lastly both the five year accumulated data sets starting 

in 1990 and 1992 show significant average excess returns of 65.6% and 75.5% respectively. 

On the contrary,  the data set commencing in year 1994 shows that a growth premium of 

21.6% was in fact present between 1994 and 2004, when forming portfolios of stocks with 

high growth in sales rank and holding them for five years. Although, in interpreting and 

making conclusions based on the results in table 12 the relatively low number of observations 
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should be taken into consideration. Especially for the accumulated returns of three and five 

years which are based on very few observations. 
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In this section the results from testing the significance, of the value excess returns found, have 

been presented.  Both the value excess return in year 1 after portfolio formation following the 

B/M and the growth in sales strategies are significant. Furthermore, the difference between 

holding a portfolio of low PE companies and a portfolio of high PE stocks is significant in 

both the second and the third year after portfolio formation.  

 

There is not enough statistical evidence to conclude that the found value premium in either of 

the five years after portfolio formation based on the dividend yield strategy is significant. 

For the three year holding periods all variables show significant data sets, except for the 

dividend yield. Holding low PE stocks yielded a significant return in 1 of the three data sets. 

This was also the case for the growth in sales data sets. Based on B/M values two of the three 

data sets were found to be highly significant. According to the dividend yield strategy neither 

in this case were any excess returns found to be significant and it must be concluded that not 

much information in dividend yields is present to identify value. The main reason for these 

very poor test results is the great variation in the excess returns, which shows just as many 

negative as positive value excess returns. Among the data sets for the five year holding 

periods, 2 significant value excess returns were found according to the PE strategy. Based on 

dividend yields and B/M values only one mean value out performance was found to be 

significant, whereas based on growth in sales ranks, means in three of the five data sets were 

found to be significant. However, one of these is, in fact, a growth excess return.  

 

Over all, and disregarding the results based on the dividend yield strategy, it can be concluded 

that a value outperformance to some degree is present in the data. 

The above found results, however, have to be interpreted and concluded upon with caution. 

Especially the robustness of the data for holding periods of three and five years is 

questionable. 

First of all the sample sizes are relatively small and furthermore it is interesting to see how 

changing the year of commencement in which portfolios are formed can change the 

conclusion of the excess returns going from positive to negative and from significant to 

insignificant or vice versa.  

 

In chapter 6, it has been shown that B/M values do help explain the variation in stock returns. 

Moreover, when looking at single year periods after portfolio formation together with holding 

periods of three and five years, differences in the returns to value and growth portfolios are 



Further Evidence on the Value Premium on the UK Stock Market  
Kristina Møller  Copenhagen Business School, 2009 

  Page 58 of 80
 

concluded to be statistically significant based on PE ratios, B/M value and growth in sales 

ranks. Thus, a value out performance has been present on the UK stock market during the 

period of analysis. However, why does this phenomenon appear? 
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8.0 Explaining the Presence of the Value Excess Return  

In the subsequent section, explanations presented in previous research from believers in 

Modern finance theory and behavioural finance are examined. Firstly, an attempt to explain 

the found value out performance by increased risk is conducted. Traditional risk measure such 

as standard deviations and betas are examined. Standard deviations are compared between 

value and growth portfolios and it is investigated whether average returns can be justified by 

their variation over time. Furthermore, for each year during the period of analysis, values of 

beta for both the value and the growth portfolios are calculated. This makes it possible to 

compare the risk levels of value and growth stocks, in terms of market dependency over time, 

and thereby get a clear indication of correlations with the market in both good and bad times. 

Moreover, a discussion of whether or not a certain degree of inefficiency on the UK stock 

market exists and thereby causes the value anomaly is made. Also, a possible size effect in the 

data may have an impact on the found value excess returns. This possibility will be analysed. 

Subsequently, an explanation of the above found results from a behavioural finance point of 

view will be conducted. Evidence testing the hypothesis of investors extrapolating past 

performance of stocks too far into the future is put fourth. This is done by comparing proxies 

of past performance, expectations of future performance and actual future performance for the 

value and growth portfolios. 

 

8.1 Explaining the value excess return by modern finance theory 

To explain the superior return to the value portfolio in accordance with conventional theory 

on capital markets, an examination of the involved risk will be conducted in this chapter. 

Firstly, a discussion and comparison of the total risk, in terms of standard deviations, of the 

value and growth portfolios will be conducted. Secondly, only the market risk of the 

portfolios will be compared. This is followed by a discussion on how efficient the UK stock 

market is and a possible bias from the size effect.  

  

8.1.1 Comparison of standard deviations 

By sorting stocks into deciles of portfolios each year between 1982 and 2003 based on PE 

ratios, dividend yields, B/M values and growth in sales ranks, the most extreme value (P1) 

and growth (P10) portfolios are identified. Following, the returns in year 1 after portfolio 

formation are found and averages across the 22 formation periods are calculated together with 
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the standard deviation of the returns over time. In this way, a comparison of risk and return 

for value and growth stocks can be made in order to determine whether value stocks are 

riskier, relative to their return, than growth stocks.    

 

Table 15: Return and risk 

 

 
P/E DY B/M GS 

P1 P10 P1 P10 P1 P10 P1 P10 

Average Return 19,7% 16,8% 18,9% 22,1% 24,2% 12,8% 15,3% 8,5% 

Standard Deviation 24,6% 26,3% 26,5% 41,1% 27,7% 23,2% 22,8% 20,3% 

Av. R / St. Dev 0,8 0,6 0,71 0,54 0,9 0,6 0,7 0,42 

 

Table 15: Average returns, standard deviations together with the average returns divided by their volatilities are 
shown for the value(P1)  and growth(P10)  portfolios. These portfolios are identified based on PE ratios, 

dividend yields, B/M values and growth in sales strategies. All figures are averages across the period of 1983-
2004. 

 

According to Table 15, portfolio 1 seems to yield a higher average return compared to 

portfolio 10. Only based on the dividend yield strategy, the return of portfolio 10 is superior 

to the return of portfolio 1. In accordance with this, the standard deviations for the value 

portfolios, based on both B/M values and growth in sales ranks, are higher than for the growth 

portfolios. Also, according to the dividend strategy, the relationship between return and risk is 

in accordance with theory. In yielding a higher return, the growth portfolio is also more risky 

than the value portfolio. However when looking at portfolios based on P/E ratios, portfolio 10 

yields the lowest return, but does in fact show the greatest variation in returns over time and is 

the most risky.  

 

When comparing average return relative to risk, the conclusions drawn based on all four 

variables are however clear and unambiguous. The value portfolios outperform the growth 

portfolios. Especially based on B/M and growth in sales the average returns per risk factor are 

noticeably high. By measuring risk according to volatility in returns, no evidence is found to 

support the risk explanation. 
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8.1.2 Comparison of β-values 

Another risk that may explain the value excess return is that of systematic or non-diversifiable 

risk, which is measured by β46. Particularly in bearish markets, where the marginal utility of 

consumption is great, value stocks should possess higher values of β if, in fact, the excess 

return to investors is a compensation for taking on more systematic risk. Because the above 

results found in chapters 5 to 7 based on dividend yields are not clear and unambiguous, 

portfolios formed based on this variable will not be included in the following. Neither will 

portfolios formed according to growth in sales ranks be included, because results according to 

this strategy are not represented for the entire period of analysis, but only from 1990 to 2004.  

 

Each year, portfolios are formed based on PE ratios and B/M values. Monthly returns in year 

1 after portfolio formation are calculated for the most extreme value and growth portfolios. 

Monthly risk free rates47 together with monthly returns on the market48 are downloaded from 

Datastream. For each stock in portfolio 1 and 10, the following regression is conducted to find 

estimates of β:  

 

Ri – Rf = β(Rm – Rf) 

 

Where Ri is the return on stock i, Rf is the risk free rate and Rm is the return on the market. 

According to this, the variation in the excess return on stock i is explained by the variation in 

the excess return on the market, which is referred to as the Sharpe-Litner-Mossin49 form of 

the capital asset pricing model. β-values of the value and growth portfolios are calculated as 

the averages of the betas of the individual stocks comprising the portfolios. This is done for 

each year between 1983 and 2004. The results can be seen in table 16 below.   

During the period of analysis, the calculated value of β of the value portfolios has been 

greater than that of the growth portfolio in 13 out of 22 years according to the PE strategy. 

Based on B/M values this is also the case, which indicates a rather random pattern with no 

consistency. That said, looking at periods of extreme down and up markets may provide a 

more unambiguous picture of the differences in β values between the value and growth 

portfolios.  

 

                                                 
46 Assuming that the portfolios are well diversified. 
47 Here proxied by the return on 3 month Treasury Bills 
48 Proxied by the FTSE All Share Index 
49 Elton et al. (2007) 



Further Evidence on the Value Premium on the UK Stock Market  
Kristina Møller  Copenhagen Business School, 2009 

  Page 62 of 80
 

Table 16: Calculated β-values 

 

 P/E B/M  

Year P1- Value P10 – Growth P1 - Value P10 – Growth Δ FTSE A.S.I. % 

1983 0,67 0,52 0,49 0,47 23% 
1984 0,72 0,85 1,09 1,05 26% 
1985 0,83 0,75 0,73 0,74 15% 
1986 0,33 0,56 0,68 0,63 22% 
1987 0,96 1,11 0,93 1,06 4% 
1988 1,15 1,08 1,02 0,93 6% 
1989 1,04 0,68 0,91 0,94 30% 
1990 0,94 0,57 0,72 0,81 -14% 
1991 1,57 0,74 1,29 1,05 15% 
1992 1,05 0,78 1,00 1,14 15% 
1993 0,06 0,64 0,37 0,47 23% 
1994 0,80 0,78 0,74 0,83 -10% 
1995 0,53 0,31 0,14 0,74 19% 
1996 0,65 0,67 0,58 1,00 12% 
1997 -0,16 0,04 -0,01 -0,02 20% 
1998 0,81 0,80 0,71 0,81 11% 
1999 -0,66 -0,35 -0,93 -0,27 21% 
2000 -0,05 -0,68 0,33 -0,22 -8% 
2001 0,97 1,17 1,23 1,21 -15% 
2002 1,30 1,15 1,11 1,06 -25% 
2003 0,26 0,47 0,50 0,34 17% 
2004 1,42 1,11 1,34 1,42 9% 

Average 0,69 0,63 0,68 0,74  
 

Table 16: Calculated β-values for the value and growth portfolios from 1983-2004, together with averages 
across time, based on P/E and B/M strategies. The last column named Δ FTSE A.S.I. % shows the yearly 

percentage change in the UK stock market proxied by the FTSE All Share index. 
 

Together with the stock market crash in 1987, the recession of the UK economy during the 

early 1990s were periods of extreme down markets in the UK. On the contrary, the years of 

the IT-bubble experienced in the late 1990s, reaching its peak in 2001, can be classified as a 

period of extreme up market50. However, not even looking at these periods of extremity 

shows a clear pattern of the market risk that either the value investors or the growth investors 

were exposed to. In 1987 the calculated β for the value portfolios, both according to the P/E 

and B/M variables were lower than those of the growth portfolios. Moreover, during the years 

of the early 1990s the pattern is mixed.  

In 1990, where a 14 % decrease in the FTSE All share Index is detected, β for the PE value 

portfolio is greater than that for the PE growth portfolio; however the case is just the opposite 

according to the B/M strategy. In the following year, where a 15% increase in the market is 

detected, β-values for portfolio 1 according to both strategies are higher than those for the 

growth portfolios. In 1992 the PE value portfolio increased 1.05 % every time the market 
                                                 
50 These events are emphasised in Andrikopoulos & Daynes (2004) as extreme markets. 
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increased by 1 %, which is higher than for the PE growth portfolio that only increased by 0.78 

% for each 1 % increase in the market. Again the picture is totally opposite for the B/M 

strategy. Lastly in the extreme up market of the IT-bubble, negative betas are found. Negative 

values of β are good for hedging, however not great in times of extreme up markets. It is quite 

unexpected that not even the growth portfolios, which to a large extent consist of IT-stocks, 

have high positive values of β. In 2001, where the IT-bubble peaked, a 15 % market decrease 

is seen. In this case the PE growth portfolio is more risky than the PE value portfolio, 

however for the B/M portfolios, β is almost the same. In the following year the greatest 

decrease in the FTSE All share index during the period of analysis appears51. In this year both 

value portfolios appear to be more risky than the growth portfolios. 

 

An examination of betas over time and taking the development of the stock market into 

consideration, gives a clear pattern of β for neither the value portfolio nor the growth 

portfolio. On average between 1983 and 2004 β for the value portfolio is 0.69, which is 0.06 

higher than that of the growth portfolio based on the PE strategy. It is difficult to state, 

whether this risk difference may, in fact, justify the value excess return found in the above. 

According to the B/M strategy however, a comparison of average β values of the value and 

growth portfolio, gives the opposite result and thus does not suggest that value investors are 

more exposed to market risk than growth investors. Not only do the patterns of β values for 

both the value and growth portfolio appear rather random, but also inconsistencies between 

the two strategies based on which portfolios are classified are shown. This of course does not 

lay the foundation for any conclusions to be made regarding the relationship between the 

value outperformance found earlier and the corresponding calculated market risk. More 

unambiguous patterns may have been shown if the β values for individual stocks had been 

based on more observations and thereby better capturing the full variation in both stock and 

market returns. Furthermore, neither correlation between the individual stocks nor size has 

been adjusted for in calculating β of the portfolios. This, together with the exclusion of 

financials and to some extent utilities, may have lead to the relatively low overall values of β. 

The reason for not accounting for this was the time frame of this thesis. I think, however, I 

have reached a fair compromise.  

                                                 
51 In Appendix C, a graphical depiction of values of β together with the percentage change in the FTSE All share 
Index between 1983 and 2008 is found. A decrease in the index of 31 % in 2008 appeared, which is the greatest 
fall seen. 
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Based on the above it can be concluded that no evidence is found to support the hypothesis of 

excess returns to value investors being compensation for increased exposure to market risk. 

Thus, together with the evidence found based on standard deviations, which states that value 

stocks do in fact yield higher risk adjusted returns than growth stocks, the hypothesis of 

explaining the appearance of the value phenomenon by risk is rejected. Due to the fact that 

only conventional risk measures have been examined in this thesis, the possibility of risk 

explaining the premium does still exist, however a way of measuring this risk is yet to be 

found. 

 

8.1.3 Is the UK market inefficient?  

Without being able to explain the found value anomaly by risk, then why does it appear? Is it 

possible that the value premium has been present on the UK market because it is inefficient? 

To question the efficient market hypothesis is also to question the pricing of assets, thus 

testing the efficient market hypothesis is also testing a specific asset pricing model. Thus, 

evidence against the efficient market hypothesis could theoretically only be evidence of 

defining specific asset pricing models wrongly. This makes it rather difficult to reject the 

efficient market hypothesis52. However, by looking for patterns and consistencies in the above 

found value out performances may give an indication hereof. Looking at table 11, where the 

results based on PE ratios are presented, the single year average value excess returns do not 

appear consistent, but on the contrary fairly random. In the first year after portfolio formation 

the average value excess return was in fact negative in 10 out of 22 years. Negative values do 

continue to appear in years 2 to 5 after portfolio formation. This inconsistency of value excess 

returns is repeated in the results based on dividend yield, B/M and growth in sales ranks. 

Nothing indicates that predictability does create an issue in the short run, thus it is not 

possible to predict a certain year in which a risk free abnormal return can be earned, by 

following a value strategy. Moreover, when looking at longer holding periods such as 3 and 5 

years, the value excess returns still appear fairly random. The value excess returns based on 

all four variables seem to vary noticeably depending on the year of initial investment. For 

example, according to the PE strategy both a significant excess return of 33.1 %, together 

with an insignificant relatively low excess return of 6.3 % are found. Based on growth in sales 

ranks, both a significant positive and a significant negative value excess return is found for a 5 

year holding period, depending on the initial year of investment. Despite the presence of a 

                                                 
52 Steden & Shumskij (2006) 
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value excess return, this shows the great inconsistencies of it. Thus without unambiguous and 

clear patterns, of value excess returns, it is very hard to predict the performance of the value 

portfolio. Even though a value anomaly has been present on the UK market during the years 

of 1983 to 2004, it has not been thoroughly examined how it has developed or how strong it 

has been over time or whether it will persist in the future. Because of these uncertainties it is 

not possible to disprove the weak form of the efficient market hypothesis. However, this does 

not suffice in proving that the UK stock market is inefficient, unless this inefficiency is 

significant enough to be exploited. This does, however, seem unlikely without any obvious 

patterns or obvious power of predictability of the employed value strategies.  

 

8.1.4 The size effect 

In forming portfolios and calculating returns, all stocks have been equally weighted, which 

means that small companies are given a relatively higher weight than large stocks. According 

to previous research it has been shown that small stocks do in fact tend to outperform large 

cap stocks. Furthermore, previous research conducted for both the US and UK markets shows 

a decrease in value excess returns when adjusting for size. Although the multiple regressions 

in chapter 6 did not provide any evidence to support the statistical significance of size being 

an explanatory variable of stock returns, a negative relationship was found. Thus, the equal 

weighting of stocks in forming portfolios could mean that the excess returns found, in this 

thesis, may in fact be due to the methodology employed. The excess return found in the 

above, may as well be a size premium rather than a value premium. Looking at the average 

market values of both the value and growth portfolios found53, the market values of value 

portfolios are considerably lower than growth portfolios according to the B/M strategy. 

However, market values are indeed greater for value portfolios than for growth portfolios 

based on dividend yields. This observation is quite interesting because no clear value 

outperformance based on this variable was found. Because of a seeming presence of a size 

bias, it is not to reject that a certain degree of size effect does exist in the data. However, to 

say that the size effect is the only factor causing the value premium needs further research, 

which is far beyond the scope of this thesis. As a result, it can only be stated that the size 

effect may impact on the results found in the above and is more likely to explain the value 

excess returns found than increased risk.  

 

                                                 
53 Average portfolio market values for value and growth portfolios are provided in appendix D.  
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No evidence is found to support the risk hypothesis in explaining the presence of the value 

premium on the UK stock market during the period of analysis. This is based on examinations 

of measures of total risk and market risk, in specific, for both value and growth portfolios. 

Comparing ratios of average return divided by standard deviations, they are considerably 

higher for the PE and the B/M value portfolios than for the corresponding growth portfolios. 

No clear patterns can be detected in the calculated betas over time for either the growth or the 

value portfolio. On average, over the period of analysis, the PE value portfolio is slightly 

riskier than the PE growth portfolio. However based on the B/M strategy the growth portfolio 

has on average been riskier than the value portfolio. Although, the value premium has been 

present on UK and proved statistically significant its appearance does not seem consistent or 

predictable. Thus, even though the UK stock market may contain inefficiencies, they do not 

seem to be sufficient enough to be exploited. Lastly by calculating the average market 

capitalisations of the value and growth portfolios over time, a possible size bias in the data 

may exist. If this is the case, the found value premium may in fact be caused by a size effect. 

However, to say anything conclusive on this, more research has to be conducted, which is 

beyond the scope of this thesis. Overall, it is difficult to find evidence to support explaining, 

the value excess return found by theoretical concepts.   

 

8.2 Explaining the value excess return from a behavioural finance perspective 
In the above, evidence suggesting that contrarian strategies do in fact yield excess returns 

have been presented. However, the reason for this excessive return does not seem to be 

increased risk, at least not according to traditional risk measures. In previous research it has 

been suggested that extrapolation of past earnings and growth too far into the future, together 

with expectational errors, are causing the difference in the returns of value and growth stocks. 

In the following the hypothesis of extrapolation will be investigated.  

 

8.2.1 Extrapolation  

The main idea of the extrapolation hypothesis is that investors base future performance too 

heavily on past performance. Growth stocks performing well in the past are expected to do 

well in the future as well, whereas value stocks showing poor past performance are expected 

to continue the bad performance. This results in an overpricing of growth stocks and an 

underpricing of value stocks.  
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To examine this further, a comparison of past performance, expected performance and actual 

future performance54 is conducted. Past performance is proxied by the average 3 year 

accumulated stock returns prior to portfolio formation. In the fundamental variables, which 

show the relationship between actual fundamental values of the companies and the market’s 

expectations of these, in the form of prices, expected future performance is given. This 

relationship is directly viewed in Gordon’s Growth model by rewriting equation 2 from 

chapter 2, gr
P

PRgEPS

t

t 
 )1(

, where the numerator is an expression of the earnings 

one period ahead and the denominator is the current price, PR is the payout ratio for 

earnings55, r is the required rate of return and g is the expected growth rate of earnings.  By 

assuming that the payout ratio and the required rate of return are constant and thus almost the 

same for the growth and the value portfolios, differences in expected growth rates can be 

directly measured by the difference in E/P ratios or some other fundamental variable such as 

B/M. For the already classified value and growth stocks E/P ratios and B/M values at the end 

of the year prior to portfolio formation are downloaded from Datastream.  

Lastly, future performance is proxied by the 5 year accumulated portfolio return after 

portfolio formation. In each year between 1982 and 2003 the above mentioned proxies are 

found for the extreme value and growth portfolios based on the PE and B/M strategies. 

Subsequently, averages across the 22 portfolio formations are calculated.  

 

In table 17 below, past performance of the portfolio, consisting of high PE stocks, has on 

average, between 1983 and 2004, been considerably greater than the past stock return to the 

low PE portfolio, out performing it by 127.2%. Also, according to the fundamental multiples, 

the markets expectations of future performance seem to be noticeably higher for the growth 

portfolio than for the value portfolio indicated by relatively low values. However, when 

comparing the actual future performances, the return on the value portfolio is considerably 

higher than that of the growth portfolio. The value portfolio yields a five year accumulated 

return of 134.6 %, which is 37.5 % higher than that of the growth portfolio.      

 

 

 

 

                                                 
54 This is based on the methodology presented in Lankonishok et al. (1994) p. 1559 
55 Assuming that dividends is some constant fraction of earnings, Lakonishok et al. (1994) p. 1561 
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Table 17: Portfolios sorted according to PE ratios 

 

 P1 – Value P10 – Growth 

Past Performance 48.7 % 175.9 % 

Expected Future Performance: E/P 

Expected Future Performance: B/M 

0.19 

1.06 

0.03 

0.69 

Future Performance 134.6 % 97.1 % 
 

Table 17: Shows the Past performance, expected future performance and the actual future performance of the 
value and growth portfolios following the PE strategy. The shown figures are calculated averages across the 

period of analysis from 1983-2004. 
 

When investigating the extrapolation hypothesis based on portfolios identified by B/M values, 

supportive evidence of extrapolation is also found. Table 18 below shows a picture very 

similar to that of table 17. Past 3 year accumulated return to the high B/M portfolios is 

considerably lower than that of the low B/M portfolio, underperforming it by 129.7 %.  The 

market expected the growth portfolio to do much better than the value portfolio in the future, 

although despite this, the value portfolio ends up yielding an 89.5 % higher accumulated 5 

year return post the portfolio formation than the growth portfolio.  

 

Table 18: Portfolios sorted according to B/M values 

 

 P1 – Value P10 – Growth 

Past Performance 24.2 % 153.9 % 

Expected Future Performance: E/P 

Expected Future Performance: B/M 

0.10 

2.17 

0.07 

0.15 

Future Performance 166.5 % 77.0 % 
 

Table 18: Shows the Past performance, expected future performance and the actual future performance of the 
value and growth portfolios following the B/M  strategy. The shown figures are calculated averages across the 

period of analysis from 1983-2004. 
 

The above results do not support a rejection of the extrapolation hypothesis. Values of proxies 

for past performance are superior for the growth portfolio than for the value portfolio. 

Expectations of future performance are also higher for growth stocks than for value stocks. 

However, it is assumed that the payout ratios for the portfolios are more or less equal, which 

is most likely not the case. Future performance in terms of accumulated returns are highest for 

the value portfolios, however nothing can be said of as to what extent expected future 
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performance is fulfilled and thus no  direct comparison of the value and growth portfolio can 

take place. A direct adherence or rejection of the extrapolation hypothesis is not possible 

based on the above data. More thoroughly calculated proxies, such as growth rates and future 

performance of fundamentals are necessary. However, due to the time frame this thesis is 

limited by, this is not possible. However, the above figures give an indication of a mismatch 

between past performance, expected future performance and actual future performance and 

thus may support the hypothesis of extrapolation. Based on the numbers presented in table 17 

and 18 the presence of the value phenomenon on the UK market during the years of 1983 and 

2004 may be due to the extrapolation of investors.   
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In this section, evidence to support explaining the found value excess returns from a modern 

finance theory perspective together with a behavioural finance point of view, has been 

presented. Firstly an examination and comparison of risk measures of the value and growth 

portfolios have been conducted.  

 

Neither the value excess returns found, according to PE, dividend yield, B/M or growth in 

sales strategies, did prove to be explained by larger standard deviations for the value 

portfolios. Nor did the analysis of betas give any clear indication of certain risk patterns or 

that the value portfolio is more exposed to market risk than the growth portfolio. This was 

followed by a discussion of the degree of inefficiency the UK stock market has suffered from. 

No evidence was found to conclude that the UK market is inefficient and thus causing the 

presence of a value excess return. Furthermore, a possible impact of the size effect, on which 

supportive evidence has been found in previous research, was discussed. By comparing 

average market capitalisations of the stocks in the extreme value and growth portfolios 

respectively, indications were found to support the presence of a size effect.  

 

Lastly by calculating and comparing proxies for past performance, expected future 

performance and actual future performance between the value and growth portfolios, no 

evidence was found to reject the extrapolation hypothesis in explaining the value out 

performances found. Together with past performances, expectations of future performances 

were noticeably higher for the growth portfolio relative to the value portfolios. On the 

contrary, the value portfolio outperformed the growth portfolio in the years after portfolio 

formation. 

 

The evidence found in this chapter is very similar to already existing evidence, which shows 

that the value phenomenon cannot be explained by risk measures such as standard deviations 

or market risk. The UK stock market may not be strong form efficient, but the degree of 

inefficiency is not high enough to be exploited by investors. A possible size effect may be 

causing some of the value out performance found. Lastly, investors seem to extrapolate past 

earnings too far into the future. However, no unambiguous and conclusive evidence in 

explaining why a value premium has appeared on the UK stock market between 1983 and 

2004 has been found.  
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9.0 Conclusion 
In this thesis, further evidence on the presence of a value premium on the UK stock market 

has been provided. Based on the theoretical and empirical backgrounds of the value 

phenomenon and taking departure in existing literature, the empirical study in this thesis has 

been conducted. In using four different value indicators, i.e. PE ratios, dividend yields, B/M 

values and growth in sales ranks, all stocks have been identified as either value or growth 

stocks and separated into deciles. Noticeable portfolio return patterns have been detected. A 

downward trend in the returns was shown going from the most extreme value portfolio to the 

most extreme growth portfolio, based on the PE, the B/M and the growth in sales strategies. 

Following the dividend yield strategy, however, markedly different return patterns were 

found. Certain growth out performances were shown. In using updated data, portfolio returns 

found during the recent financial turmoil were included however, when comparing these 

portfolio returns with returns excluding stock performances during the recent years, 

differences were found. Because the conditions of the crisis do not reflect the normal 

circumstances under which the UK stock market performs, it was decided that the remaining 

analysis should be based on portfolio formations from only 1982 to 2003.  

 

The explanatory power of the chosen value indicators has been tested. Only the B/M variable 

was found statistically significant in explaining the variation in stock returns. This was both 

the case when performing a multiple regression including all four value indicators, together 

with a size variable and when conducting individual regressions. However, according to all 

strategies, bar the one based on dividend yields, value excess returns were found significant. 

In order to avoid the problem of autocorrelation, separate non overlapping data sets for the 

three and five year accumulated returns were made. According to the results found based on 

PE ratios the value investor would earn an average return of 5.3% in excess of that of the 

growth investor in year 2 after portfolio formation. Also when holding the value portfolio for 

three years, the value portfolio yielded on average an excess return of 33.1%, whereas holding 

the value portfolio for five years yielded an average value excess return of more than 50%. 

The results found according to dividend yields showed a very different picture, with only one 

average return being significant. The value investor would on average earn an excess return of 

11.4% in the first year after portfolio formation, according to the B/M strategy. In the third 

year after portfolio formation the average value excess return was 13.3%. Also when holding 

the value portfolio for three years returns for two of the three data sets were found significant 

and when holding the portfolio for five years the value investor would on average receive 
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54.8% more than the growth investor. Based on growth in sales ranks the value investor 

would on average receive a return of 6.8% higher than the growth investor in year 1 after 

portfolio formation. Holding the value portfolio for three years would yield an average return 

of 24.8% higher than holding the growth portfolio. Lastly, both significant value- and growth 

excess returns were found for the five year accumulated returns. Evidence supporting the 

existence of a value premium on the UK stock market between 1983 and 2004, was found. 

 

No evidence to support the risk hypothesis in explaining the appearance of the value premium 

has been found. When comparing the variation of portfolio returns between the value and 

growth portfolios, the value portfolio turned out to be more risky than the growth portfolio 

based on B/M and growth in sales ranks. However, when comparing risk relative to return, the 

value investors earned considerable higher returns per risk factor. When examining and 

comparing betas for the value and growth portfolios no systematic patterns were detected, 

either across time or between the betas found based on the PE and B/M strategies. Not even 

abnormal markets, such as the recession of the early 1990s or the IT-bubble in the late 1990 

provoked obvious beta patters. Based on PE ratios the average betas for the value and growth 

portfolios were 0.69 and 0.63 respectively. Based on B/M values the average beta for the 

value portfolio was 0.68 and for the growth portfolio 0.74. The UK stock market does not 

seem to be inefficient, primarily because the appearance of the value premium is fairly 

random and unpredictable. On the contrary, the size effect may have imposed a bias on the 

calculated portfolio returns. Lastly in comparing proxies of past performance, expectations 

about the future and actual future performance, for the value and growth portfolios, no 

evidence has been found to reject the extrapolation hypothesis in explaining the value 

premium. Past performance, together with future expectations, was considerably higher for 

the growth portfolio than the value portfolio. On the contrary, a considerable value out 

performance was found post portfolio formation. 

 

Compared to previous studies the evidence supporting the presence of a value premium is less 

significant in this study. This could be due to the biases taken into consideration in this thesis 

or that the value premium has started to evaporate in recent years. It would be interesting to 

see how well the value premium does looking forward, although predicting the future is 

beyond the scope of this thesis. I simply provided evidence on historical return characteristics 

for the UK stock market. 
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11.0 Appendices 

Appendix A 

Appendix A1 

Industry Classification Benchmark (ICB) Level 2 
ICB Supersector name - datatype (ICBSSN) 
ICBSSN returns the name of the ICB industry under which the equity is classified. The 
FTSE/DJ Industry Classification Benchmark (ICB) hierarchy provides 18 Supersectors that 
can be used for identifying macroeconomic opportunities for investment and trading 
decisions. 
For a list of ICB Industry codes click here: 
ICB Level 2: Industries 
 
Industry Classification Benchmark (ICB) Level 2: Supersectors 
ICB Code Code for building 

Stoxx mnemonics 
Supersector Datastream abbreviation 

0500 O2 Oil & Gas OIL & GAS 
1300 C2 Chemicals CHEMICALS 
1700 BA Basic Resources BASIC RESOURCE 
2300 S2 Construction & Materials CON & MAT 
2700 IG Industrial Goods & Services INDS GDS & SVS 
3300 A2 Automobiles & Parts AUTO & PARTS 
3500 FB Food & Beverage FOOD & BEV 
3700 HH Personal & Household GoodsPERS & H/H GDS 
4500 H2 Health Care HEALTH CARE 
5300 RT Retail RETAIL 
5500 M2 Media MEDIA 
5700 R2 Travel & Leisure TRAVEL & LEIS 
6500 T2 Telecommunications TELECOM 
7500 U2 Utilities UTILITIES 
8300 B2 Banks BANKS 
8500 IN Insurance INSURANCE 
8700 FS Financial Services FINANCIAL SVS 
9500 G2 Technology TECHNOLOGY 

 

Appendix A2  

Return index – datatype (RI)  
A return index (RI) is available for individual equities and unit trusts. This shows a theoretical 
growth in value of a share holding over a specified period, assuming that dividends are re-
invested to purchase additional units of an equity or unit trust at the closing price applicable 
on the ex-dividend date. For unit trusts, the closing bid price is used. 
For all countries except the USA and Canada detailed dividend payment data is only available 
on Datastream from 1988 onwards. Up to this time the RI is constructed using an annualised 
dividend yield, as follows: 

 
Where: 
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  = return index on day t 

  = return index on previous day 

  = price index on day t 

  = price index on previous day 

  = dividend yield % on day t 
 N = number of working days in the year (taken to be 260) 
From 1988 onwards (and from 1973 for US and Canadian stocks), the availability of detailed 
dividend payment data enables a more realistic method to be used in which the discrete 
quantity of dividend paid is added to the price on the ex-date of the payment. Then: 

 
except when t = ex-date of the dividend payment Dt then: 

 
Where: 
  = price on ex-date 
  = price on previous day 
  = dividend payment associated with ex-date t 
Gross dividends are used where available and the calculation ignores tax and re-investment 
charges. Adjusted closing prices are used throughout to determine price index and hence 
return index. 
At this point the RI is calculated back to the base date. 
 

Appendix A3 

 Price/earnings ratio (PER) – datatype (PE)  
This is the price divided by the earnings rate per share at the required date. For full details of 
the price and earnings figures used in any particular case, see the Price and Earnings per share 
topics. 

 
Countries for which available 
G1 
Price (Adjusted – Default) (P) 
Datatype (P) represents the official closing price. This is the default datatype for all equities. 
The ‘current’ price on Datastream’s equity programs is the latest price available to us from the 
appropriate market in primary units of currency (except in the case of the UK where price is 
given in pence). It is the previous day’s closing price from the default exchange except where 
more recent or real-time prices are available, as listed in the Data sources & updating 
procedures section of this help system. 
The ‘current’ prices taken at the close of market are stored each day. These stored prices are 
adjusted for subsequent capital actions, and this adjusted figure then becomes the default price 
offered on all Research programs. The actual historical prices can be accessed using the 
unadjusted price datatype (UP). 
Prices are generally based on ‘last trade’ or an official price fixing. For stocks which are listed 
on more than one exchange within a country, default prices are taken from the primary 
exchange of that country (note that this is not necessarily the ‘home’ exchange of the stock). 
For Japan and Germany , prices from the secondary markets can be obtained by qualifying the 
price datatype with an exchange code (see below for details).  
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UK 

For shares traded on the London Stock Exchange’s electronic trading system (SETS), the default 
price is determined by the closing auction. For shares not traded on the electronic trading system, 
the default price continues to be the mid of the closing bid and ask prices generated from the 
exchange’s automatic quotation system. 

 
Earnings per share, current rate – datatype (EPS) 
  
This is the latest annualised rate that may reflect the last financial year or be derived from an 
aggregation of interim period earnings.   Data is either provided by local sources or Worldscope.   
 
A principle means of access to EPS data on Datastream is via Overview of Company Performance screen  
program 101A. This returns: 
         EPS for the last financial year, based on published accounts 
         Current rate EPS data, taking account of the warning given above. (This data appears under    the 'LocStd' 
column, this being a reference to the variation in local usage of earnings data.) 
         I/B/E/S forecast earnings for the current year and next year.  
Note: 
You can also obtain the period end date to which the forecast applies via the datatype Earnings per share date, 
current (EPSD) - see below.   
  

Appendix A4 

 Price to book value – datatype (PTBV) 

This is the share price divided by the book value per share. 

Worldscope items are: 

05476 for ADRs and non-US companies 

05491 for US companies 

 

Appendix A5 

Sales (Revenue) – datatype (DWSL)  
 
The Datastream Worldscope (DW) datatypes are a set of Datastream Global Equity index and 
security valuation datatypes using Worldscope data.  The data is based on a trailing twelve 
month period if applicable and represents the sum of the relevant item reported in the last 
twelve months.  From the fiscal period 2002, the items are populated from the quarterly, semi-
annual and trimester time series based on the availability of the underlying data.    When 
trailing twelve month data is unavailable or for values before fiscal period 2002, the annual 
Worldscope datatype is used as indicated below.    
 

Appendix A6 

 Dividend yield – datatype (DY)  
The dividend yield expresses the dividend per share as a percentage of the share price. The 
underlying dividend is calculated according to the same principles as datatype DPSC 
(Dividend per share, current rate) in that it is based on an anticipated annual dividend and 
excludes special or once-off dividends. For some countries the dividend used is a forecast. 
Dividend yield is calculated on gross dividends (including tax credits) where available. Note 
that dividend yield for UK, Irish and French stocks is calculated on gross dividends (including 
tax credits), although dividends per share for these countries are displayed net. 
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For Germany: 
      for Datastream users in Germany, the dividend yield includes the tax credit applicable to 
domestic investors only 
      for Datastream users outside Germany, the dividend yield excludes the tax credit 
applicable to domestic investors only 

 
See also 
Dividend per share, current rate - datatype (DPSC)  
Dividend per share, current rate – datatype (DPSC)  
This is the current annualised dividend rate. It is intended to represent the anticipated payment 
over the following 12 months and for that reason may be calculated on a rolling 12-month 
basis, or as the "indicated" annual amount, or it may be a forecast. Special or once-off 
dividends are generally excluded. 
Dividends per share are displayed gross, inclusive of local tax credits where applicable, 
except for France, Belgium, Ireland and the UK, where dividends per share are displayed net. 
Note: 
For these countries, dividend yields are expressed on a gross basis. See Dividend yield.  
      For the UK, the dividend per share figure may be shown with a number of other signals to 
explain other conditions. See Dividend signals  

 
 

Appendix A7 

Datastream code – datatype (DSCD)  
This is the unique six-digit identification code for every stock, allocated by Datastream. This 
code can be used instead of a series mnemonic. For example, the Datastream code for British 
Petroleum is 900995. 

Appendix B 
Multiple regression results in year +2 to +5. 
In the four tables below multiple regression results performed in year 2, 3, 4 and 5 after 
portfolio formation are shown. The results are all insignificant, except for the intercept in year 
2. 
Year 2 Intercept DY E/P B/M GS Size 
Mean 0,214397 0,004937 -0,10502 0,04466 -0,01711 -0,00275
t-stat 2,029442 1,42245 -0,41602 1,096886 -0,98491 -0,41429

 
Year 3 Intercept DY E/P B/M GS Size 
Mean 0,109655 0,005153 0,06025 0,055355 0,002518 -0,00346
t-stat 1,166132 1,493817 0,265502 1,622915 0,105186 -0,71554

 
Year 4 Intercept DY E/P B/M GS Size 
Mean 0,079052 -0,00264 0,357442 0,091536 0,000198 -0,00229
t-stat 0,998467 -1,02528 1,577834 1,097659 0,013497 -0,35185

 
Year 5 Intercept DY E/P B/M GS Size 
Mean 0,133492 -0,00308 0,280105 0,003151 0,002045 -0,00684
t-stat 1,020073 -0,88396 1,606537 0,163915 0,107381 -1,15024
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Appendix C:  
Betas of P1 & P10 together with the development of the market. 
The development in the UK stock market (Percentage development in the FTSE All Share 
Index) 
 

Portfolios sorted on PE ratio 
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Appendix D 
Portfolio Average Market Capitalisation.  
The table below shows the yearly average market values for the value and growth portfolios 
based on PE and dividend yields. The market values are in millions GBP. 
 
 P1 BM P10 BM P1 DY P10 DY 

1983 11.752.712 172.992.430 24.723.789 12.569.903 
1984 85.776.199 636.003.001 20.127.719 36.842.117 
1985 88.046.163 440.003.323 121.067.042 28.050.316 
1986 106.571.770 283.587.936 184.527.563 25.275.646 
1987 361.027.799 325.340.300 212.032.250 37.897.907 
1988 265.483.012 270.745.467 265.704.148 79.644.026 
1989 298.047.249 326.900.570 349.519.158 119.057.173 
1990 270.484.801 534.137.252 98.381.808 247.622.912 
1991 193.462.033 325.634.824 29.979.957 75.402.830 
1992 514.996.921 196.372.548 105.357.009 46.990.357 
1993 54.237.095 464.548.200 34.976.856 70.681.911 
1994 768.616.746 386.306.268 178.712.825 82.019.264 
1995 248.584.114 388.595.887 267.131.403 64.918.432 
1996 223.013.815 372.544.410 393.725.853 73.390.452 
1997 503.872.530 1.203.616.335 498.760.838 382.759.772 
1998 293.341.973 1.806.064.989 306.979.971 341.173.669 
1999 289.684.028 2.566.593.915 286.035.004 544.553.642 
2000 449.355.409 2.672.972.680 559.273.220 963.083.432 
2001 563.124.688 2.579.562.126 391.605.813 374.004.977 
2002 715.924.519 4.258.691.364 478.077.197 421.694.293 
2003 2.000.508.383 2.813.607.902 590.167.297 308.115.068 
2004 2.510.968.355 3.038.735.615 904.803.756 477.791.052 

Average 491.676.378 1.184.707.152 286.439.567 218.797.234 

 


