
1

Re-identifying the Value Factor

Introduction 
Value investing is a simple idea in principle: buy 
something you think is more valuable than others 
realize and wait for its price to rise. It was first 
applied to equity investing by Benjamin Graham and 
David Dodd in their 1934 book Securities Analysis1 
in which they described their method of buying 
stocks and bonds “which are selling well below the 
levels apparently justified by a careful analysis of the 
relevant facts.” It wasn’t until 1992 that Eugene Fama 
and Kenneth French published their now famous 
three-factor model in their seminal paper The Cross-
Section of Expected Stock Return2 that introduced 
the High-Minus-Low (HML) factor that mathematically 
defined Value investing. At that time, Fama and French 
decided to use book-to-price (BtP) as the metric 
to measure each stock’s level of Value: stocks with 
higher BtP ratios were more of a value play since their 
calculated Value (book) was relatively higher than their 
market value (price). In other words, they were selling 
below the levels apparently justified by a careful 
analysis of the relevant facts.  

Fama and French asserted that the value factor, as 
defined by BtP, helps to both explain security returns 
while providing a premium above the market return. 
The persistence of that Value premium3 has made 
it a popular investment strategy ever since. More 
recently, however, Value investing has not generated 
the premium it once did, leading to questions about 

1. Security Analysis by Benjamin Graham and David Dodd, 1934, Published by McGraw Hill. ISBN 978-0070244962
2. The Cross-Section of Expected Stock Return, by Eugene F. Fama and Kenneth R. French, 1992, The Journal of Finance Vol XLVII, No. 2
3. Your Complete Guide to Factor-Based Investing by Andrew L. Berkin and Larry E. Swedroe, page 62
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In Brief 
1. Value is often ‘defined’ by a single sub-

factor, Book-to-Price, which does not
capture an increasingly important portion
of company balance sheets: intangibles.

2. However, we show that an alternative way
to define Value, Free Cash Flow Yield, does
a better job identifying the ‘Valueness’ of
a company when it is determined by the
degree of outperformance and persistence
of that outperformance compared to broad
markets and within sectors.

3. That said, we believe that factors like
Value should not be defined by a single
sub-factor, like Book-to-Price or Free Cash
Flow Yield, nor by a single combination of
sub-factors, but rather by a collection of
sub-factors.

Re-identifying the Value Factor
What you measure more accurately 
you can manage more effectively
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Value’s efficacy as an investment strategy4.  Rather than concluding 
that Value is no longer a market outperforming investment strategy, 
this paper argues that no single fundamental measure (or sub-factor) 
should be used to define a particular factor like Value. Instead, several 
different measures can and should be used. Different asset managers 
use different metrics with BtP, Earnings Yield, Cash Flow Yield, Sales to 
Price, EBITDA to Enterprise Value, Sales to Enterprise Value and Earnings 
Growth to Price among the more popular. We strongly believe that the 
best practice is to use a collection of such metrics and not to rely on any 
one measure. 

In this paper, we show that BtP is no longer as good an identifier of Value 
stocks as Free Cash Flow Yield (FCFY), which better identifies stocks 
that provide the well-established Value premium. Again, we believe 
that investors should monitor multiple measures of each factor rather 
than relying on a single sub-factor or even a single combination of sub-
factors blended into some weighted average. The point is that some 
measures work better at different times than others and investors should 
understand the pros and cons of each measure while monitoring all 
relevant measures. 

Why Book Value is Now Less Relevant
Value’s performance over the past few years has been quite poor. But, 
with a nod to Samuel Clemens, we believe the rumors of its demise are 
exaggerated. While Value’s performance is well known to be cyclical 
– it outperforms in economic recoveries and underperforms during 
aggressive economic expansions – we believe that much of its recent 
weakness can be explained by BtP’s shortcoming as an adequate 
measure of the increasingly important impact of intangible assets and 
expenditures on research and development.

Book value is the difference between assets and liabilities. Some assets, 
such as brand value, intellectual property and goodwill, which have 
become increasingly important to modern businesses, are notoriously 
difficult to accurately measure.  Figure 1 shows the increase in the 
relative importance of such intangible assets over the past three 
decades. Technology companies like Apple have relied on innovative IP 
coupled with brand value to drive sales and on significant goodwill due to 
frequent acquisitions. Similarly, Biotech firms have materially increased 
their reliance on IP, especially through patents. Research & Development 
is only partially amortized as an Asset on the Balance Sheet, with a 
significant portion directly expensed.  

BtP is no longer as 
good an identifier 
of Value stocks as 
Free Cash Flow Yield 
(FCFY), which better 
identifies stocks that 
provide the well-
established Value 
premium

4.   Value Is Dead, Long Live Value by Chris Meredith, July 2019. https://osam.com/Commentary/value-is-dead-long-live-value
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Figure 1: Aggregate Intangible Assets as a percent of Total Assets for firms in the Russell 1000 index 1991-2019.
Source: Style Analytics
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A More Modern Definition of Value
In general, fundamental factors are subject to two stringent criteria: 

1. Their use must result in market outperformance. 

2. And, that outperformance must be persistent over  
long periods of time. 

In other words, there is little point in considering a metric to be a factor if 
it doesn’t outperform the market nor if that outperformance is transient.  

We propose that Free Cash Flow Yield (FCFY) has become a more 
relevant metric than BtP for assessing Valueness of a stock due to the 
material changes over the past several decades in the overall economy 
and specifically because of the increasing reliance on intangibles and 
R&D.  FCFY is defined as the amount of cash a company generates that 
can be used to pay back shareholders after servicing debt and investing 
in capital expenditures divided by its stock price.  Many investors are 
familiar with FCF from its use in discounted cash flow analysis. From a 
purely technical perspective, the true economic value of a company today 
should equal the present value of the future stream of free cash flow.  
The ratio between this estimate of a company’s value and the current 
market price is a better yardstick, we argue, for measuring the Value 
effect than BtP. 
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The cash flow statement is the most robust of the three major financial 
statements since it measures the actual transfer of cash. The income 
statement and balance sheet values are more subject to conventions 
and assumptions and therefore carry a higher margin of error.  The 
accounting rules for valuing intangible assets, such as brand value and 
goodwill, may impact a firm’s book value significantly differently from 
how they ultimately impact the firm’s future profit/loss generation. This 
can reduce the usefulness of information contained in book value, and 
the book-to-price metric. 

Rather than relying on the value of these intangibles on the balance 
sheet, we believe that a more accurate way to assess their impact is 
by the eventual impact on the business’ ability to generate cash. For 
example, when a company invests in an awareness campaign to promote 
brand value, or acquires a competitor for long-term business synergies, 
each of these will later cause a (hopefully positive) change in sales 
which will be reflected in free cash flow.  When companies research 
and develop new methods to increase the value of their business, only 
the immediate cost of these efforts impacts book value (downward) by 
flowing through the income statement.  There is no offsetting recording 
of an asset on the balance sheet when in reality, the company is building 
long-term value.  In this case, normal accounting practices don’t impact 
book value in a consistent way and, we believe, a better method for 
measuring the impact of R&D efforts is through cash generation (or loss) 
when the results of these projects materialize. 

A company like Amgen epitomizes this. Having both significant 
intangibles and R&D expense, Amgen is considered a Value stock when 
measured by FCFY but not when measured by BtP.  This company doesn’t 
look like a value stock from a BtP perspective, but their consistent 
generation of cash from operations, based on years of acquisitions, 
sales, marketing and research efforts makes them look like a value play. 
FCFY is ultimately both a more accurate and more responsive measure of 
intangibles’ and R&D’s value to a company in the long term.

While we are clearly fans of FCFY, it is by no means a perfect measure. 
There can be significant delays between when a company expends the 
cash on R&D or intangibles and when the company might reasonably 
expect to benefit from that expenditure. Even worse, by its very nature, 
R&D may result in an expense that then never results in any benefit. 
But these delayed effects, if anything, could only result in a missed 
opportunity to identify a Value stock but will not result in claiming a stock 
is Value when it is not. We do not address the issue of timing in this paper 
but do note it as an area worthy of further investigation. 

R&D may result in an 
expense that then 
never results in any 
benefit. But these 
delayed effects, if 
anything, could only 
result in a missed 
opportunity to 
identify a Value stock 
but will not result in 
claiming a stock is 
Value when it is not
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Criterion #1: Alpha Generation
Figure 2 shows a clear cumulative market outperformance by FCFY 
(light blue) over BtP (dark blue) during the past 30 years. Examining 
the ten years leading up to the 1992 publication of Fama and French’s 
work (inset labeled 2.1) there was a small advantage for BtP although 
both measures provided similar estimates of a company’s Valueness. 
In the mid-late 1990s FCFY began a sustained outperformance of 
BtP, especially in the aftermath of the Tech Bubble.  Both FCFY and 
BtP made a sharp recovery after the Global Financial Crisis, ultimately 
peaking in 2017.  After the sharp value drawdowns in early 2020, FCFY 
is nearly unchanged since the trough in 2012, and -12% from its 2017 
peak. However, BtP is close to its 2008 low and is down nearly 20% 
from its 2017 peak on a market relative basis (2.2).  While Value has 
underperformed these past few years, the outperformance of FCFY 
relative to BtP is in line with the rise in intangible assets and R&D 
expenditure over the period.  Prior to the 2020 crash, defining Value 
using FCFY over the past few years would have resulted in a far better 
performance than defining it through BtP. 

Figure 2: Relative performance of two portfolios defined by the top 25% (by market cap) of the cheapest (i.e., most 
value-like) companies in the US market  1981-2020 with ‘cheapness’ defined by CFCY (light blue) and by BtP (dark blue). 
Source: Style Analytics.
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Criterion #2: Persistence 
A common way to demonstrate the persistence of a factor’s 
outperformance is to plot the probability of that factor outperforming 
the market over various multi-year periods, as shown for FCFY and BtP 
in Figure 3. While the likelihood of BtP outperforming the broader market 
has dropped significantly since it was first used by Fama and French 
in 1992, FCFY has largely been a consistent market outperformer. The 
current probability of FCFY outperforming over a 5-year period is equal 
to the high probability BtP enjoyed when it was first popularized and 
academically solidified. 

Figure 3: Rolling five-year periods are aggregated into a cumulative probability where the percentage refers to the ratio of 
months the factor portfolio outperformed the market versus the total number of five-year periods. The same is done for 
the 1, 3 and 10 year periods shown in the table. Source: Style Analytics. 
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Using Sectors to Understand a  
Redefined Value
We can further demonstrate the efficacy of FCFY using sectors. For 
sectors with a high share of intangible assets, FCFY tends to significantly 
outperform BtP.  Conversely, as the share of intangibles drops down to 
15% of total assets and under, the difference in FCFY less BtP premiums 
is flat or negative as shown in Figure 4. In fact, for these sectors BtP is 
still an appropriate measure of Value. Utilities, for example, has a much 
higher share of real assets such as property, plant and equipment whose 
economic value is more accurately accounted for on the balance sheet, 
affecting book value more directly.
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Figure 4: Top Panel: intangible assets as a percentage of total assets as of December 2018 by sector. Bottom Panel: Free 
cash flow yield market relative annualized premium less the book-to-price market relative annualized premium 
1981-2020. Source: Style Analytics
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As shown in Figure 5, Value as measured by BtP, underperforms in 
two out of ten sectors historically, whereas, when defined by FCFY, 
it underperforms in no sectors. Factors are expected to observably 
outperform not just broad markets but cross-sector, as Value does. When 
defined by FCFY it does a better job demonstrating this requirement than 
when defined by BtP.

Figure 5: Sector-value portfolio performance relative to the performance of each sector for FCFY (blue) and BtP (orange) 
from 1981 through 2020, showing that value, as defined by FCFY, never underperforms its’ sector which as defined by 
BtP it underperforms in two out of ten sectors. Source: Style Analytics
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Is FCFY Really Capturing Value?
Next, we examined whether FCFY, which has clearly fared better than 
BtP, is truly capturing the Value effect and not inadvertently capturing 
some other effect.  The Value premium is derived from buying cheap 
securities which are systematically underpriced by the market which later 
outperform, and investors seeking Value exposure would not want to 
own increasingly more expensive stocks. Examining the P/E ratio of the 
FCFY portfolio over time, as shown in Figure 6, demonstrates an overall 
downward trend relative to both the market and to the BtP portfolio 
over the past few decades. The cyclical upticks in P/E ratio occur largely 
during market recoveries (like the tech bubble and GFC) and the long-
term outperformance of FCFY is consistent with a value-like relationship 
rather than by sustained stretched valuations. 
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Figure 6: The market-cap weighted P/E ratio of the FCFY portfolio divided by the market-cap weighted P/E ratio of the 
book-to-price portfolio (blue line) and the market-cap weighted P/E ratio of the FCFY portfolio divided by the market 
cap-weighted P/E ratio of the market (black line). The interpretation of a -20% value is that the FCFY portfolio is 20% less 
expensive than the BtP portfolio (blue line) or 20% less expensive than the market (black line). Source: Style Analytics
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Summary
Over the past few years, questions have arisen about the efficacy  
of Value investing due to its lackluster performance as an investment 
strategy. Rather than drafting its obituary, we believe that a re-
examination of its very definition is called for. In this paper we have 
shown that FCFY outperforms BtP, the broad market and within each 
sector. It is a more persistent source of alpha than BtP while similarly 
capturing the Value effect. Rather than relying on a possibly outdated 
metric of a company’s Valueness, we believe that investors should  
look at an array of sub-factors and in the case of the Value factor,  
Free Cash Flow Yield deserves a more prominent spotlight in  
identifying Value stocks. 


