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Agenda

•   Motivation
•   Implementation
•   Financials
•   Weighting
•   Benchmarking
•   Returns
•   Future Work
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Motivation
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1 Ball E et al. 2015 Deflating Profitability.
2 Novy-Marx R 2011 The other side of value: The Gross Profitability Premium.

Value1 Linked to profitability. Also, necessary to 
filter out small / growth firms.

Profitability2 Capture premium. Deepen knowledge 
of accounting concepts & analysis.
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* Extracted from http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html
** Extracted from “Accruals, Cash Flows, and Operating Profitability in the Cross Section of Stock Returns”, 2016, Ball et. al.

Implementation
Research Returns 

Value Portfolio (1943 - 2017 Sept) 
Monthly Excess Return*

Size Portfolio 
Value

Excess 
return

Small 1 -4.79

10 1.82

10-1 6.61

Big 1 0.91

10 -6.37

10-1 -7.28

⇒ Low Value

⇒ High Value

⇒ Low Profitability  

⇒ High Profitability  

Cash Based Operating Profitability 
Portfolio Monthly Excess Returns**

Size Portfolio 
Profit ranking

Excess 
return

Small 1 0.26

10 1.13

10-1 0.87

Big 1 0.22

10 0.65

10-1 0.43



Implementation
Charter Constraints
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Firms Domiciled 
in the U.S. > 75%

Market Cap
> $1B

Long-Only 
Portfolio

10% Firm;
25% Sector



Implementation
Defining Small Cap
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•   Measure: Most Recent Market Cap

•   Small Cap: $1B < x < $2B (IPS)

1,724 449

US Domiciled, Common equity



Implementation
Value Premium
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•   Measure: Price-to-Cashflow Ratio (P/CF)

•   Sort:
• Dependent to Size
• Independent of Profitability

Size

Value



Implementation
Profitability Premium
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•   Measure: Cash-Based Operating Profitability (CBOP), trailing 12 months

•   Deflated CBOP by Total Assets

•   Sort:
• Dependent to Size
• Independent of Value

 

Size

ValueProfitability

Ball, R. et al., 2015. Accruals, Cash Flows, and Operating Profitability in the Cross Section of Stock Returns.
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449 311

Excluded:
• Financials

• Recent IPOs

• Negative CFO

• Dual Class Shares

53

Sorted by Market Cap:
• Profitability:Deciles 6-10 (most profitable)

• Value: Deciles 1-5 (value firms)

Sector Agnostic

Implementation
Screening



Financials
Vanguard ETF (VFH)
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Advantages Disadvantages

highly diversified
very low expense ratio

exposure to value

large caps misalign with 
strategy

lose exposure to 
profitability premium



Weighting
Market Cap
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Relatively Lower 
Turnover

Relatively Lower 
Transaction Costs
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Weighting
Portfolio Composition

By Market Cap
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Benchmarking
Russell 2000

By Market Cap



Returns
Portfolio Performance
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Future Work

• Automation (slice & dice 
data)

• Monthly Rebalancing

• Attribution Analysis

• Alert System & Constant 
Check of Investments
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Appendix
Averages
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Appendix
Firms by Sector - Consumer Discretionary
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Appendix
Firms by Sector - Industrials
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Appendix
Firms by Sector - Information Technology
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Appendix
Firms by Sector - Healthcare

21



Appendix
Firms by Sector - Materials
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Appendix
Firms by Sector - Other
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Appendix
Sector Exposure - Financials
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