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Our analysis shows  

that it is possible to 

target the value and 

profitability premiums 

in developed ex-North 

America markets to 

create investment 

solutions that pursue 

higher expected returns.
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Key takeaways

 � Expected returns are driven by the prices investors pay and the cash flows they expect  
to receive.

 � At the market level, stocks with lower relative prices and higher relative profitability  
have been shown to generate higher returns over time.

 � An examination of market data spanning more than 25 years reveals that these 
characteristics are also evident in developed markets excluding North America, with 
implications for investors seeking factor-based international equity exposure.

Executive summary

Empirical research by Eugene Fama, Ken French, and others spanning several decades has 
shown that stocks with lower relative prices and higher relative profitability have generated 
higher returns over time. These higher expected returns were found to be persistent in the 
data over multiple time periods and pervasive across different types of markets. This research 
initially focused on the U.S. equity market; for investors seeking exposure to international 
equities, it is reasonable to ask whether these same performance characteristics appear 
outside the domestic market. As investment professionals at Dimensional Fund Advisors,  
we tried to help answer that question by analyzing the large-cap stock universe in developed  
markets excluding North America using monthly data from July 1990 to December 2018.  
In doing so, we found that stocks characterized by low relative prices and high relative 
profitability do indeed exhibit higher expected returns in developed markets outside 
North America. We believe these results may be useful to investors seeking factor-based 
international equity exposure.



Differences in higher expected returns

It’s reasonable to expect differences in expected returns among 
securities. Valuation theory can help us identify those differences.  
It links expectations about a firm’s future profits to its current 
price through a discount rate. It suggests that, for a given level 
of expected future profits, the lower the price, the higher the 
discount rate. It also suggests that, for a given price, the higher 
the expected future profits, the higher the discount rate. A simple 
insight that we glean from valuation theory is that the expected 
return of any investment is driven by the price paid and what 
investors expect to receive: 

Simplified valuation equation

Price = Sum ( 
Expected profits ) 

                                        Discount factors

 
Where the discount factors are equivalent to investors’ 

expected returns and expected profits are a proxy for the 
cash flows a firm may deliver to investors. 

We can make comparisons across firms by dividing both sides of 
the equation by book value, which provides comparable ratios 
for relative price and profitability across firms, to obtain this 
valuation equation:

Valuation equation—dividing both sides 
by book value

Price               1     Sum ( 
Expected profits

 )––  =  ––Book          Book Discount factors

To test these insights using historical data, we need a way to 
compare the prices that investors were willing to pay for different 
stocks, and we also need a way to identify differences in the 
cash flows they expect. For the former, we use the price-to-book 
(P/B) ratio, and for the latter, we use the profits-to-book ratio 
or profitability (with profits defined as operating income before 
depreciation and amortization minus interest expense). First, if 
profitability across companies is similar, companies with lower 

relative prices (as measured by the P/B ratio) should have higher 
expected returns than firms with higher relative prices. This is 
the value effect that has been well documented in the historical 
data.1 Second, if relative prices are similar, companies with higher 
profitability should have higher expected returns than companies 
with lower profitability. This is the profitability effect that has 
also been well documented in the historical data.1

Value factor analysis

To measure the differences in returns between stocks with low 
versus high relative price and low versus high profitability, we used 
Fama/French portfolios for the large-cap universe within developed 
markets excluding North America, as represented by the top 90% 
of market capitalization by region (Europe, Japan, and Asia-Pacific 
ex-Japan), from July 1990 to December 2018. The portfolios were 
rebalanced annually the end of each June.2 To form value (low 
relative price) and growth (high relative price) portfolios, Fama and 
French sort stocks in each region (Europe, Japan, and Asia-Pacific 
ex-Japan) on P/B ratio. The value (low relative price) portfolio 
for each region includes the stocks in the bottom 30% of the 
large-cap universe in each region when sorted by P/B ratios—that 
is, stocks with the lowest P/B ratios that collectively represent  
30% of the large-cap stocks within that region. The growth (high 
relative price) portfolio for each region includes the stocks in the 
top 30% of the large-cap stocks within that region. To examine 
the difference in performance between value and growth stocks 
in developed markets ex-North America, we combined the Fama/
French large-cap market, value, and growth portfolios for the three 
regions (Europe, Japan, and Asia-Pacific ex-Japan) using their 
respective market capitalizations. The compound return for the 
developed-market ex-North America market portfolio was 4.86% 
per year from July 1990 to December 2018. The compound return 
for the low relative price portfolio was 5.85% per year, while the 
compound return for the high relative price portfolio was 3.23% 
per year. The low relative price portfolio outperformed the high 
relative price portfolio by 2.62% per year and outperformed the 
large-cap universe by 0.99% per year. 
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Profitability factor analysis

We then examined the profitability effect using the Fama/
French high and low profitability portfolios for the large-cap 
universe within developed markets ex-North America. The Fama/
French high and low profitability portfolios are formed simi-
larly to the Fama/French value and growth portfolios. Stocks 
in the developed-market ex-North America large-cap universe 
are sorted on profitability, as measured by the ratio of profits 
to book, and ranked from highest profitability to lowest. High 
profitability stocks are defined as those in the top 30% of the 
developed-market ex-North America large-cap universe—that 
is, stocks with the highest profitability that collectively represent 
30% of the large-cap stocks within each region—and low prof-
itability stocks are those in the bottom 30% of that universe. The 
high profitability portfolio had a compound return of 5.41% per 
year, while the low profitability portfolio had a compound return 
of 1.95% per year. The high profitability portfolio  outperformed 
the low profitability strategy by 3.46% per year and the large-
cap universe by 0.55% per year. 

In pursuit of integrated investment solutions

Research has also shown there are systematic differences in 
expected returns among securities when they are sorted according 
to market capitalization characteristics, with smaller market 
capitalization companies having higher expected returns than 
larger market capitalization companies.3 For that reason, investors 
seeking to target higher expected returns should consider market 
capitalization, relative price, and profitability characteristics in 

the implementation of their investment strategies, even if those 
strategies are confined to the large-cap segment of the market.

However, the investment process goes beyond identifying 
the drivers of expected returns; it also requires expertise in 
structuring and executing cost-effective investment solutions. 
Integrated solutions that incorporate all the drivers of expected 
returns can potentially increase the reliability of outcomes by 
providing more information about securities’ expected returns. 
However, in balancing the trade-offs among competing premiums, 
diversification, and costs, successful integration requires a deep 
understanding of the interaction among those drivers. 

Pursuing one premium without taking into account how that will 
affect a strategy’s emphasis on the other premiums can hurt a 
portfolio’s performance. For instance, more profitable companies 
tend to have higher relative prices than less profitable companies. 
Consequently, if we seek to capture the profitability premium 
without taking into account how it interacts with the value 
premium, it could hinder our ability to capture the value premium.

Likewise, the integration of relative price and profitability allows us 
to separate, for instance, higher profitability securities from lower 
profitability securities within the low relative price segment of the 
market. This differentiation, in turn, allows us to select or overweight 
higher profitability securities and to exclude or underweight lower 
profitability securities to improve expected returns. It’s difficult, yet 
essential, to properly account for the interaction among the different 
premiums and the costs associated with implementing investment 
solutions that integrate multiple premiums.
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Value and profitability premiums exist in the developed-market ex-North America large-cap universe, too

Developed-market ex-North America large-cap equity performance characteristics (July 1990–December 2018)

Universe
Low relative 

price
High relative  

price
Low  

profitability
High profit-

ability

Annualized compound return (%) 4.86 5.85 3.23 1.95 5.41

Return versus universe (%) — +0.99 -1.63 -2.91 +0.55

Premium across characteristic (%) — +2.62 — — +3.46

Source: Professor Ken French’s data library website: http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html. 

Due to rounding, the numbers in this table may not total as shown. Filters were applied to data with the benefit of hindsight. Returns are not representative of indexes or actual strategies and do not reflect 
costs and fees associated with an actual investment. An actual investment in large-cap equities with low relative price or high profitability may have experienced lower returns.
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Conclusion

Valuation theory implies that we should observe differences  
in expected returns among securities related to their relative 
price and their profitability characteristics. When we examine  
the historical data for the developed-market ex-North America 
large-cap universe from July 1990 to December 2018, we 
observe strong relative price (value) and profitability effects, 

similar to those observed in the U.S. market. The persistence  
of these results suggests that, with thoughtful design and 
execution, it is possible to target the value and profitability 
premiums in developed-market ex-North America equities to 
create investment solutions that pursue higher expected returns.

Connect with John Hancock Investment Management: 
@JH_Investments  |  jhinvestmentsblog.com

1 For more information about the historical performance of the value and profitability premiums in the U.S. market and in developed ex-U.S. markets, see http://mba.tuck.dartmouth.
edu/pages/faculty/ken.french/data_library.html. 2 Real estate investment trusts are excluded from the universe. The large-cap universe is adjusted annually to be consistently 
represented by the top 90% of market capitalization by region. The hypothetical strategies are rebalanced annually to maintain allocation to the bottom and top 30% of the universe. 
The countries included in this analysis are Australia, Austria, Belgium, Denmark, Finland, France, Germany, Greece, Hong Kong, Ireland, Italy, Japan, the Netherlands, New Zealand, 
Norway, Portugal, Singapore, Spain, Sweden, Switzerland, and the United Kingdom. Profitability data in developed ex-U.S. markets goes back to 1990. For that reason, the analysis 
presented in this paper starts in 1990. Filters were applied to historical data with the benefit of hindsight. Returns are not representative of indices or actual strategies and do not 
reflect costs and fees associated with an actual investment. An actual investment in large-cap equities with low relative price or high profitability may have experienced lower returns. 
Source: Fama/French data provided by Fama/French and available at http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html under the section “Developed Market 
Factors and Returns.” 3 For evidence of the size effect within developed-market ex-U.S. equities, see International Tests of a Five-Factor Asset Pricing Model, Eugene F. Fama and 
Kenneth R. French, 2015. Fama-Miller Working Paper; Tuck School of Business Working Paper No. 2622782, available at SSRN: https://ssrn.com/abstract=2622782. 

Research provided by Dimensional Fund Advisors LP, an investment advisor registered with the Securities and Exchange Commission and manager of the John Hancock Multifactor 
ETFs. Ken French and Eugene Fama are members of the Board of Directors for, and provide consulting services to Dimensional Fund Advisors LP.

This material does not constitute tax, legal, or accounting advice, and neither John Hancock Investment Management nor any of its agents, employees, or registered representatives 
are in the business of offering such advice. It was not intended or written for use, and cannot be used, by any taxpayer for the purpose of avoiding any IRS penalty. It was written to 
support the marketing of the transactions or topics it addresses. Anyone interested in these transactions or topics should seek advice from independent professional advisors based 
on his or her particular circumstances. 

This commentary is provided for informational purposes only and is not an endorsement of any security, mutual fund, sector, or index. The information contained herein is based on 
sources believed to be reliable, but it is neither all inclusive nor guaranteed by John Hancock Investment Management. 

This material is not intended to be, nor shall it be interpreted or construed as, a recommendation or providing advice, impartial or otherwise. John Hancock Investment Management 
and its representatives and affiliates may receive compensation derived from the sale of and/or from any investment made in its products and services.

Diversification does not guarantee a profit or eliminate the risk of a loss. 
Investing involves risks, including the potential loss of principal. There is no guarantee that a fund’s investment strategy will be successful. Foreign 
investing has additional risks, such as currency and market volatility and political and social instability. Large company stocks could fall out of 
favor. The stock prices of small and midsize companies can change more frequently and dramatically than those of large companies, and value 
stocks may decline in price. A portfolio concentrated in one industry or sector or that holds a limited number of securities may fluctuate more 
than a diversified portfolio. Shares may trade at a premium or discount to their NAV in the secondary market, and a fund’s holdings and returns 
may deviate from those of its index. These variations may be greater when markets are volatile or subject to unusual conditions. Errors in the 
construction or calculation of a fund’s index may occur from time to time. Please see the funds’ prospectuses for additional risks.
John Hancock Investment Management and its representatives and affiliates may receive compensation derived from the sale of and/or from any 
investment made in its products and services.
John Hancock Multifactor ETF shares are bought and sold at market price (not NAV), and are not individually redeemed from the fund. Brokerage 
commissions will reduce returns.
Clients should carefully consider a fund’s investment objectives, risks, charges, and expenses before investing. To request  
a prospectus or summary prospectus with this and other important information, call us at 800-225-6020, or visit us at 
jhinvestments.com.
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