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Abstract

Purpose — Investors label high (low) book-to-market (B/M) firms as value (growth) companies. The conventional
wisdom supports that growth stocks grow faster than the value ones, creating greater shareholder value. The
Purpose of this paper is to analyze how stocks of growth and value companies create value for their shareholders
in Brazil, compared to the USA market. For this, the authors analyze three dimensions of return.
Design/methodology/approach — First, the authors perform portfolios to analyze the growth rates of
shareholders’ return. Then, the authors perform regressions to study the explanatory power of the B/M in
growth. The data come from Thomson Reuters Eikon database and the Brazilian Institute of Geography and
Statistics. The authors select all non-financial firms with available data from 1997 to 2017.

Findings — The profitability of growth firms is higher than the value ones, in almost every year after the
portfolios’ formation, with little variation. Contrary to the findings for the US market, growth companies in
Brazil show higher dividend growth than value companies.

Research limitations/implications — It is possible that the database does not contain complete and
entirely reliable accounting data, which may partially affect the results.

Practical implications — The findings contradict those exposed in the USA. The implications are the
inverse of the US study: the duration-based explanation could be a vital factor for the value premium in the
Brazilian stock market. Also, the findings support the standard valuation techniques and help the growth
rates estimation in the valuation process (top-down approach).

Originality/value — This study is the first to compare the profitability and dividend growth of growth/value
stocks in the Brazilian market. Overall, growth stocks have considerable profitability, and dividend growth
compared to value stocks.

Keywords Value creation, Profitability, Dividend, Growth-value stocks, Valuation
Paper type Research paper

1. Introduction

Investment managers and equity analysts label high (Iow) book-to-market (B/M) firms as value
(growth) companies. A substantially different growth is expected between those two types of
stocks since the equity valuation models establish that the firm’s value comes from its ability to
generate cash flows (CF) (Sloan & You, 2015). Since these CF are expected in the long run,
much of this value comes from the future film’s investment opportunities (Tobin, 1969). Also,
because these firms are often at distinct organizational life cycle stages (Miller & Friesen, 1984)
and the shareholder value creation is determinate by the firm’'s profitability and growth
(Varaiya, Kerin, & Weeks, 1987), there is a conventional wisdom that value and growth stocks
have substantial differences in value creation for investors.
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Based on the efficient market hypothesis (EMH), growth stocks are less risky than
value stocks, due to the expected growth of companies (Santos & Montezano, 2011;
Sloan & You, 2015; Chen, 2017). Given the above, in this study, we test the hypothesis that
the growth stocks create greater value to shareholders (Varaiya et al., 1987) because they
grow at a high rate than the value ones (Sloan & You, 2015; Chen, 2017). Hence, we analyze
the relationship between B/M ratio, a standard measure of firm fundamental
characteristics (with the profitability), changes in profitability and dividends growth
rate in the Brazilian stock market.

For this purpose, we consider that greater shareholders value creation (whether of
growth or value stocks) is represented by higher growth rates of return on equity (ROE) and
dividends (or, simply, by higher “growth rate”). Also, we take the following steps: we
investigate if B/M is a predictor of the levels of profitability; we investigate if B/M is a
predictor of the annual changes in profitability; and if B/M is a predictor of the annual
dividend per share growth rate. For this analysis, we use two correlation techniques, two
types of portfolios’ formation analysis and two univariate regressions to attest the
robustness, besides some multivariate regressions with several control variables.

Our findings are a contribution to the study of the firms’ growth dynamics and the
valuation process in Brazil. These findings are original in their way of exploration in this
market and contribute to filling the existing gap in this literature. First, in a practical
perspective, this type of analysis is appealing for financial analysts and financial advisors to
build dividends or quality portfolios’ investment styles (e.g. they will have answers to
questions about the comparability of growth and value stocks profitability and real
dividend growth). Second, in a theoretical point of view, our analysis also represents an
alternative test of the duration-based explanation for the value premium, since according to
Chen (2017), several studies indicate that assets with higher duration are associated with
lower returns. These studies show essential explanations for the value effect (Croce, Lettau,
& Ludvigson, 2007; Lettau & Wachter, 2011). Also, we present an important advance on
Chen (2017) in discussing the effect of growth on value and growth stocks in an emerging
market, under the context of shareholder value creation.

According to Lettau and Wachter (2011), the term structure of equity is downward
sloping. In other words, the long-duration assets earn lower expected returns. In their model,
analogous to long-term bonds, growth firms are high-duration assets while value firms are
low-duration assets. Companies with CF weighted more to the future, endogenously have
high price ratios, while firms with CF weighted next to the present have low price ratios.
A logical implication is that the growth stocks show lower expected returns due to their long
equity duration and that the value stocks show high expected returns. Theoretically, this
relationship could explain the value premium, or, from an empirical perspective, it could
explain some heterogeneity of those kinds of firms.

Therefore, testing whether growth and value stocks have significant differences in the
duration of their CF contributes to exposing evidence for this relationship in the Brazilian
market. We have two reasons to conduct our study in the Brazilian stock market. First, such
type of study is conventional in developed countries, especially in the USA, but it is still
scarce in emerging markets, especially in Brazil. The Brazilian stock market has
approximately 10 percent of its number of stocks traded in the US stock market, besides
being a more volatile market and with less protection to shareholders (La Porta,
Lopez-De-Silanes, Shleifer, & Vishny, 1997). For this reason, identifying firms as growth or
value is a more difficult but essential task.

Second, if the duration-based explanation is a valid argument for the growth and value
stocks divergence, a study conducted in Brazil will bring empirical evidence for this
market, since there are mixed results related to the stock returns of growth and
value firms. There is evidence of an inverted value premium: growth stocks/portfolios had



high returns in the years 1990, 1991 and 1997 (Mescolin, Braga, & Costa, 1997), in 2001
and 2002 (Pedreira, 2005), in 1999, 2000, 2002, 2003, 2006 and 2007 (Saito, Savoia, & Sousa,
2014) and in the period between 1995 and 2008 (Cordeiro & Machado, 2013).

Our findings can be summarized as follows. The overall average of ROE of growth firms
is significantly higher than that reported by value firms in almost every year after the
portfolios’ formation. The annual difference in ROE is not significant in the equally
weighted portfolios, showing that the profitability of each firm shows little variation in the
years after the portfolios’ formation. Overall, contrary to the findings in the US market
exposed by Chen (2017), growth companies show a massive dividend growth when
compared to value companies in Brazil.

We conjecture a possible explanation. First, during the majority of the analyzed period
(2000-2016), the biggest firms in Brazil could get relatively cheap financing by subsidized
funding lines (Kayo, 2018), express a considerable growth in their profitability and,
consequently, the possibility to make more significant dividends payout. Second, this
phenomenon can reflect the mandatory distribution of dividends in Brazil, in addition to the
high risk of this market, which makes the shareholder prefer the CF today (dividends) to
keep it in the company. On the other hand, in the US market dividends are not mandatory
and the risk is lower (greater protection for shareholders) (La Porta ef al, 1997).

Our findings have the following practical applications. First, in the domestic market,
growth companies are expected to experience higher dividend growth and a higher return
on shareholders’ equity, confirming the viability of valuation models based on multiples and
dividend discount. In this case, how investors are looking to form a portfolio with dividend
growth potential, in the long run, could invest in large growth stocks. However, it is crucial
to observe the potential degree of overvaluation to avoid misallocation behaviors.

Also, the conventional wisdom holds that: compared to value stocks, the growth stocks
have substantially higher future cash-flow growth rates and, consequently, longer cash-flow
duration. Second, according to Chen (2017), in the US stock market, the growth stocks do not
have substantially higher cash-flow growth rates, and in some scenarios, the value stocks CF
appear to grow faster. His findings suggest that the duration-based explanation is unlikely to
resolve the value premium in the USA. However, in the Brazilian stock market, growth
companies show higher dividend growth and high profitability. These findings point to future
research about value premium, including the effects of accounting and behavioral aspects.

2. Book-to-market ratio and shareholder value creation

The B/M ratio is one of the oldest measures in the equity financial analysis and is generally
used to differentiate between growth and value stocks (Graham & Dodd, 1934). According
to Santos and Montezano (2011), for example, value stocks are usually defined as those
traded at low price-to-book ratio (or market-to-book (M/B) ratio) and growth stocks, on the
other hand, are traded at high price-to-book ratio (or M/B ratio). Although these authors
used an inverted index (M/B) to what we use in this study (B/M), the conclusion is
maintained by inverting the index and its understanding. Thus, when a firm shows a high
B/M compared to the rest of the firms in the market, we have a value company. When the
opposite happens, the firm is classified as a growth company.

According to the EMH, value stocks are inherently riskier than growth stocks, yielding,
therefore, higher returns (Santos & Montezano, 2011). And value stocks have higher B/M
exactly because the market would be efficient at the time it demands higher return so that
its risk is offset, and its price is high. Tobin (1969) already noted that, according to the
economic literature, B/M was associated with investment efficiency and company growth.
This association derives from the substantial similarity and correlation between the M/B
ratio and Tobin’s (1969) @, where the last one is generally calculated by the quotient of the
market value of a company by the replacement costs of its fixed assets. In the difficulty of
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measuring the replacement costs, the M/B has been used, since the M/B variation results
from the market value being able to capture future expectations associated with the
investments made by the company, which can increase long-term stock returns (Fama &
Barros, 2000).

Chen and Zhao (2006) observe that the M/B ratio reveals a company’s investment
opportunity, and its relationship to market timing and growth opportunity. In this context, if
the expectation of greater growth of the firm is realized and its CF becomes greater, from the
point of view of Varaiya, Kerin, and Weeks (1987), the shareholder value creation is
revealed. Thus, M/B is interpreted as a measure of the profitability of new capital
investments, defined as the ratio between an additional unit of the market value of equity for
its book value. In an efficient market (EMH), if a company’s M/B > 1, it will maximize its
value by investing in profitable projects, until the exhaustion of the projects and resources
when the M/B will have a value of 1. At a point when M/B < 1, the firm will do the reverse:
it will sell part of its capital stock to rebalance the ratio. Due to this theoretical proposition,
in competitive markets, the M/B (and B/M) should be close to 1. Consequently, since B/M is
the inverse of M/B, an inverted reading of these values can be made for B/M.

The M/B is an indicator of the firms’ growth opportunities because firms with high M/B
have more incentive to make new capital investments in comparison to those that exhibit a
lower M/B (Faméa & Barros, 2000). In the finance literature, the valuation techniques seek
to determine the fair value (in equilibrium) of a firm and its stocks. Generally, according to
the rational expectation, the valuation process suggests that the stock price is a function
of the expectations of future CF discounted by a rate that reflects the required return, the
cost of capital. Therefore, ceteris paribus, if there are expectations of higher growth in CF,
the higher should be the shares prices (Sloan & You, 2015). This relationship has its
origins from the normative stock valuation models of classical theory, such as Gordon’s
dividend discount model, where the price is given by the ratio of future dividends to the
cost of capital subtracted from the rate of sustainable growth from the company.
The same relation can also be established according to modern models, such as that
derived from the third proposition of Miller & Modigliani (1961), where dividends are
irrelevant, and the price of shares depends on the investment and growth decisions that
increase the free CF.

According to the valuation approach, when we apply these concepts to the M/B
characteristic, it is possible to note that the M/B is a positive function of the firm’s equity
and earnings. For Varaiya ef al. (1987), profitability and growth do influence shareholder
value. These arguments are consistent with the residual income valuation of Ohlson (1995)
that implies a valuation premium for profitability as measured by ROE. Then, M/B can be a
positive function of ROE and, consequently, a positive function of payout level and
dividends growth. On the other hand, it is a negative function of growth required rate of
return. In this sense, we present the expected relation of these variables as follows:

M;1/B;; = [E(ROE;;) x E(DPS;;/EPS; )]/ (kisi,)- @
If:
g1y = (1-E(DPS;, /EPS;,)) x ROE;,
we have:
Mis/Biy = [E(ROE;r)—gi] / (kis8is), @

where E is the expected value operator; M the price of the stock ¢ at time #; B the book value
of the stock ¢ at time £, DPS the dividends per share; ROE the value of return on equity;



EPS the earning per share; g the sustainable growth rate of dividends defined by g=ROE
(1-DPS/EPS), and % the required rate of return.

When analyzing growth opportunities, from the perspective of the corporate life cycle,
companies that opened recently tend to have higher revenue growth but would still report
negative or low growth profits. After the initial public offering, the companies with the
most exceptional growth opportunities would invest more and present higher revenue and
profit growth. Later, these companies will enter a period of maturity and exhaustion of
most profitable projects, and then will distribute the profits to the shareholders
(Dickinson, 2011).

For Pastor and Veronesi (2003), the M/B ratio tends to decrease as companies grow and
establish themselves in the market. This is consistent with Santos and Montezano (2011)
view in the Brazilian market. At this point, there is an increase in information on future
profitability, implying that bigger and older companies will have lower M/B ratios (value
companies). Therefore, according to this view, companies with more significant growth
opportunities, which may be associated with growth stocks, would show higher growth in
revenues and profits. The inverse is true. Also, the M/B ratio grows with the uncertainty
about the average profitability of firms and tends to decrease as investors receive more
information and learn about future profitability. At this point, according to their valuation
model, it is expected that the profitability of companies will show a mean reversion,
implying that companies with high (low) profitability — usually growth companies
(value) — display a negative (positive) variation over the years (Pastor & Veronesi, 2003).

In empirical research conducted in the US equity markets, growth stocks have higher
ROE, as well as higher stockholders’ equity growth, even after five years of their inclusion
in portfolios. Also, value companies with high B/M, earnings-to-price and cash-to-price
ratios show lower futures net income, while growth companies report persistently higher
net income (Fama & French, 1995, 1998, 2006). The authors attribute the higher growth
and persistence of ROE, net income and revenues as noise proxies for future CF, where
lower performance and hence less profitable firms (financial distress) would be riskier,
suffering a higher discount. However, according to Lakonishok, Shleifer, and Vishny
(1994), growth stocks have high growth in net income, CF and revenues. But, after two
years, the value stocks show significant growth in these indicators. The authors attribute
the superior returns of value stocks in the US market to the extrapolation of recent growth
based on naive investing, making growth stocks substantially more expensive and value
stocks cheaper.

In more recent works, Penman, Reggiani, Richardson, and Tuna (2015) show that, after two
years of portfolios’ formation, the value stocks show more significant growth in net income
when compared to growth stocks. According to Chen (2017), in annually rebalanced portfolios
CF from value stocks grow faster than growth stocks. In buy and hold portfolios, the CF of
both types of shares grow indistinctly. The evidence presented by Chen (2017) broadens the
understanding of real firm growth and the difficulty of valuation models in capturing
expected growth. And in this study, we seek to present an advance on the findings of this
author, from the perspective of shareholder value creating in an emerging market.

Therefore, based on the normative valuation models presented in Equations (1) and (2),
and the empirical evidence set above, we established the following expected relationships:

(1) ceteris paribus, companies with lower B/M present higher profitability — so, growth
companies are more profitable (Fama & French, 1995, 1998; Chen, 2017);

2) ceteris paribus, companies with higher earnings growth and dividends, present lower
B/M ratios (Fama & French, 1995, 2006); and

(3) due to their mean reversion, growth (value) companies present negative (positive)
future profitability variation (Pastor & Veronesi, 2003).
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3. Research design

We got the data from two databases. First, we use the Thomson Reuters Eikon to get the
accounting and financial data of each firm, and the website of the Brazilian Institute of
Geography and Statistics (IBGE) to collect the Brazilian inflation index (IPCA). We select all
companies with available data between December/1997 and April/2017. Table I summarizes
the sample construction and distribution.

In Panel A, as a first filter, following the related literature (Lakonishok, Shleifer, & Vishny,
1994; Fama & French, 1995, 1998, 2006; Chen, 2017) we drop financial, insurance and holding
companies. We use this methodological procedure because the B/M ratio of those companies
cannot be comparable to the rest of the sample: the banks and financial companies usually
have high levels of leverage and this debt can bias the B/M (Fama & French, 1992). As a
second filter, we drop companies without complete data of total assets, the book value of
equity, net sales, earnings before interest and taxes and dividends per share. We also drop
B/M variables bigger than 500 or negative. We maintain the same number of observations per
variable. Finally, because we have different kinds of stock in Brazil (e.g. ordinary and
preferred), we drop firms with duplicated stocks. After all the filters, we lost the observations
for the years 1997-1999.

In Panel B, we show the sample distribution by time. As a result, the sample has an
average of 130 stocks per year, with a maximum of 180 stocks in the year 2013 and a
minimum of 74 stocks in the year 2000. In Panel C, the “Consumer Discretionary,”
“Industrial” and “Utilities” sectors concentrate almost 62 percent of our sample. This
distribution is similar to the population distribution. So, on average, our sample represents
15.78 percent of the firm’s population.

3.1 Variables of interest

Table II summarizes the procedure that we adopt for the calculation of the variables. The
main dependent variables are the level of profitability (ROE), the annual change on return
on equity (AROE) and the annual growth of dividends (GDPS). We use the annual change
on ROE because the negative earnings could generate distorted results for growth. We
deflate all variables related to growth, except ratios, to January 2018 with the IBGE’s
Consumer Price Index — IPCA and winsorized all values by 2.5 percent at every year ¢ in
both tails.

In the regression section of our paper, we use several control variables related to the
firm’s growth and performance literature (Lakonishok et al., 1994; Fama & French, 1995,
1998, 2006). The firm size as used as a control variable because there are several pieces of
evidence that large firms are in a different corporate life cycle (Miller & Friesen, 1984), large
firms can issue more debt (Frank & Goyal, 2009), and are more sensitive to the size risk
effect (Fama & French, 1992). To measure firm size, empiricists usually adopt the market
value of equity. However, since we are trying to measure if the B/M is a predictor of firm
growth potential (Santos & Montezano, 2011), we must avoid any mechanical correlation
between the independent variables. This relationship can emerge if we use both the B/M and
the market value in the same regression model. So, following the Dang, Li, and Yang (2018)
suggestions, we adopt the natural log of net sales as the main size measure. Using this
variable also avoid the same mechanical correlation problem between our Investments
(INV) and another potential size measure, the total assets.

We also control for firm levels of debt and corporate investments. We add the first one
because the use of debt financing can inflate the ROE, due to the financial leverage effect
(Ross, Westerfield, Jaffe, & Lamb, 2015). Also, B/M is associated with the leverage effect
(Bhandari, 1988) and financial distress (Dichev, 1998). The second one is added to control
for firms’ investment policies: if the firm has huge growth opportunities, it generally
shows a high level of capital expenditures to generate such growth (Ross et al., 2015).
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Table II.
Variables definition

Variable Calculations

Book-to-market B/M  Book value of equity divided by the market value of equity at the end of the year

Return on equity ROE  Earnings before interest and taxes at the end of the year divided by the book
value of equity at the beginning of the year

Change in return on AROE The annual difference in the return of equity

equity

Dividend growth ~ GDPS The simple annual growth rate in dividend per share

Firm size SIZE  The natural log of the net sales at the end of the year

Firm leverage DEBT Total debt to the total invested capital at the end of the year

Investments INV  Net capital expenditures divided by the total assets at the end of the year
IFRS dummy IFRS A dummy variable: 1 (0) after (before) the year 2010

In addition, according to both Gordon dividend valuation model and discount CF
valuation model, if a firm uses its CF to finance new projects, there will be a negative
impact in the current levels of CF payout. However, we will not make inferences abort the
expected coefficient for the INV since there is research that documents a non-optimal
investment policy and a catering behavior to maintain an overvalued equity scenario
(Jensen, 2008; Dong, Hirshleifer, & Teoh, 2012).

Finally, we add an IFRS dummy variable after the year 2010, since the transition to the
IFRS can impact the firms accounting reports. In Brazil, there is evidence of a rise in the total
asset and the book value of equity after the IFRS adoption. While, ROE tends to have a lower
value because of the rise in its denominator (Ferreira, Flores, Martins, & Sampaio, 2015).

3.2 Portfolios’ formation

To analyze if there is a difference in the growth rates of value and growth stocks, the first
part of the analysis consists of the formation of the portfolios based on the B/M ratio. The
use of portfolios reduces noise and measurement errors in comparison with individual
assets (Blume, 1975). This procedure is a standard approach in the asset pricing research
and has used by other similar studies, like Fama and French (1995, 1998, 2006), Lakonishok
et al. (1994) and Chen (2017).

For this study, we adopt a procedure like that described by Chen (2017): in April of each
year £, from 1998 to 2016, we rank stocks according to their B/M ratio. Then, we form five
portfolios based on the quantiles 20°, 40°, 60°, 80° and 100°. Stocks with B/M below the 20th
quantile represent high-growth stocks (G5 portfolios). Stocks with B/M higher than the
20th quantile and below the 40th quantile represent growth stocks (G4 portfolios). Stocks
with B/M between the 40th and the 60th quantiles represent the neutral portfolio (N3
portfolios). Stocks with B/M above the 60th quantile, but below the 80th, represent value
stocks (V2 portfolios). Finally, stocks with B/M above the 80th quantile represent the
high-value portfolio (V1 portfolios).

After the portfolios’ construction, we developed two types of portfolios for each variable
analyzed: the equally weighted buy and hold (EWB&H) and the value-weighted buy and hold
(VWB&H). Each of these two portfolios has a specific objective. The buy and hold portfolios
allow the monitoring of the same stocks and the analysis of the dynamics of the variables over
time. This same procedure was adopted by Chen (2017) for the US market, allowing the
comparison by the size of the company. Thus, if growth rates are higher (smaller) in equally
weighted portfolios (EWB&H), but do not show the same dynamics in value-weighted portfolios
(VWB&H), it is possible that big firms show larger (smaller) growth rates than the small ones.

For both portfolio analyses, we provide average comparisons between growth and value
portfolios every year after the portfolios’ formation and a general mean comparison test
using the standard #-test for the entire period.



3.3 Regression models
The regression analysis sought to analyze the explanatory power of the B/M in the
profitability (ROE) and the growth rate of earnings (AROE) and dividends (GDPS). As a first
step, in order to make a comparison between our study and the study developed by Chen
(2017), we estimate firm-level regressions of ROE, AROE and GDPS on several lagged B/M
ratios (k). To do so, we implement the Fama and MacBeth (1973) and the fixed effect by
sector procedure over the period 20002016, for & between 1 and 5.

This type of regression allows us to observe the long-term relationship between the B/M
levels and the growth variables. The following equation summarizes the model:

T'(ROE, AROE, GDPS);;, = fio+ f(LNBM);,_; + i, ©)

where for every firm ¢ in the year ¢, the Gamma variable (I') is one of the growth variables: ROE,
AROE or GDPS. LNBM is the natural log of the B/M ratio. We use the & to minimize the effects
of possible outliers, as pointed by Lakonishok ef al. (1994). We report Newey-West f-statistics
with an automatically selected number of lags for the Fama-MacBeth (1973) procedure and the
Rogers (1993) cluster robust t-statistics for the fixed effects estimation.

In the second step, we want to explore the robustness of the relationship to various kinds of
controls. To do so, we add several control variables to the Equation (3): the firm size (SIZE), the
level of debt (DEBT), the level of corporate investments (INV) and an IFRS dummy variable.
Besides, we add time and sector dummies to control for any unobservable effect that does not
vary between the years and sectors. We expose the multivariable regression model in the
following equation:

I'(ROE, AROE, GDPS);; = fy+ 1 (LNBM); , + f5(SIZE);,

+ B3(DEBT); ; + B4(INV), ;, + p5(IFRS); ,
+ YearDummies + SectorDummies +&;, 4

where for every firm ¢ in the year £, the Gamma variable (') is one of the growth variables: ROE,
AROE or GDPS. LNBM is the natural log of the B/M ratio. SIZE the firm size variable, measure
as the [n of the net sales. DEBT the leverage variable, measured as the total amount of debt to
total invested capital. INV the corporate investment variable, given by the ratio of the capex to
total assets, and IFRS the dummy variable that assumes the value of 1 (0) after (before) the year
2010. We report the Rogers (1993) cluster robust by firms t-statistics for all Equation (4)
regressions. Table Il summarizes the expected variables coefficients and the studies.

Dependent variable () LNBM expected coefficient Source

Return on equity (ROE) - Fama and French (1995, 1998, 2006) and Chen (2017)
Change in return on +2 Fama and French (1995)

equity (AROE)

Change in return on - Pastor and Veronesi (2003)

equity (AROE)

Dividend per share + Lakonishok et al. (1994), Fama and French (1995,
growth rate (GDPS) 2006), Penman ef al. (2015) and Chen (2017)

Notes: There are two conflicting papers that predict the behavior of book-to-market and changes in
profitability. Fama and French (1995) predict a positive relationship, claiming that growth stocks are safer
and show positive variations on earnings over the years. However, according to Pastor and Veronesi (2003),
it is expected that the profitability of companies will show a mean reversion, implying that companies with
high (low) profitability — usually, the growth companies (value) — will display a negative (positive) variation
over the years

Shareholder
value creation
in Brazil

301

Table III.
Summary of LNBM
expected coefficient
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4. Results

26,3 We split this section into three parts. The first one is descriptive and briefly presents the
characteristics of our sample and the first insights into the variable’s bivariate relationships.
In the second one, we analyze the two types of portfolios: equally and VWB&H portfolios.
In the last part, we conduct univariate and multivariate regression analysis.

302 4.1 Descriptive and correlation analysis
Table IV shows the summary statistics. Our main variable, the B/M ratio, shows one of the
most substantial standard deviations of the sample due to the presence of significant
outliers. Therefore, the B/M mean of 1.637 is lower than the average reported by Cordeiro
and Machado (2013), between 1995 and 2008, of 1.81, and agrees with the tendency that the
B/M has been reducing in Brazil, with the predominance of growth companies.

On average, the companies show an ROE of 10.1 percent. The annual change in ROE
is —0.7 percent. This number is so close to 0 that supports the finds of the persistent
real profitability ratios over the years (Fama & French, 1995; Chen, Novy-Marx, & Zhang,
2011). Regarding the real growth of the dividends (GDPS), the sample has extreme minimum
and maximum values that inflate the mean statistics. Such a distribution supports the
2.5 percent winsorization that we implemented on all variables.

Table V shows the Pearson (in the bottom) and Spearman (in the top) correlation matrix
and allows us to express the first association’s insights between the variables. Also, it allows
us to observe the possible multicollinearity problems that could bias our regression models.
In this sense, we reject this possibility, since according to Brooks (2014) multicollinearity
Variable Mean Median Min. Max. SD n
BM 1.637 0.895 0.007 76.707 2.873 2,211
LNBM —-0.087 -0.110 —4.900 4.340 1.063 2,211
LNVM 20.356 2047 12.390 26.73 2.326 2,211
ROE 0.101 0.090 —1.480 1.950 0.278 2,211
AROE -0.007 -0.010 -2.130 4950 0.319 2,211
GDPS 0.106 0.000 —0.999 3.530 0.657 2,211

Table IV. DEBT 0.364 0.380 0.000 0.997 0.251 2,211

Summary statistics INV 0.023 0.011 —0.200 0.250 0.072 2,211

of variables LNREV 20.805 20.771 9.903 44.863 2.870 2211
Variable @) @ &) @ ©) 6) @ ® &)
1) BM 1 1.00%*  —0.58%* —0.26%* 0.14%F  —0.03*  —022%* —0.14*%* —0.33**
(2) LNBM 0.65%* 1 —0.58%*  —0.26%* 0.14%F  —0.03*  —022%* —0.14*%* —0.33**
3) LNVM  —045%* —057%* 1 0.28%%  —0.05 0.01%  011**  0.17%* 0.81+*
(4) ROE —0.11%*  —0.11%* 0.217%% 1 0.39%* 0.08**  —0.08** 0.19%* 0.25%*
(5) AROE 0.07%* 0.13*  —0.04 0.52%%* 1 0.10**  —0.09** —0.01 -0.02
(6) GDPS -0.04 -0.07 0.12%F  0.07** 0.03 1 =0.04**  0.00 —-0.00
(7)) DEBT  -0.12** —0.26%* 0.09%%  —0.15** —0.05 0.00 1 0.307%*
) INV 0.01 -0.04 0.08 * 0.05 —-0.02 -0.00 0.02 1 0.14%%*
9) LNREV  -0.16%* —0.19%* 0.647%* 0.11%  —0.01 0.05 0.18%* 0.14%%* 1

Table V.
Correlation matrix
of variables

Notes: The Pearson’s (Spearman’s) correlation is exposed in the bottom (top) diagonal. e* =10 percent;
) =5 percent




problems only arise when there are correlations between independent variables higher than
0.8. However, since the simple observation of the pairwise correlation could be a weak
analysis, we try to avoid any mechanical correlation between the independent variables.
Also, we conduct a variance inflation factor test, and all variables are below the threshold of
5 (Wooldridge, 2010).

As reported, in general, the variables show a low to the medium association. However, we
must highlight some high significant correlations: the negative association between the
market value (LNVM) and B/M (LNBM) points out that the growth firms are also the largest
ones in Brazil. This relationship is also observed in the correlation between the B/M and our
non-mechanical correlated size measure, the i of net sales (SIZE). This relationship
contradicts the conventional wisdom that growth stocks and, consequentially, firms with high
growth opportunities are small firms. Growth companies are the most profitable companies
(ROE and LMBM), but they do not have the higher annual change in ROE (AROE) and there is
no statistical relationship between the B/M and dividends growth rates (GDPS).

Finally, despite being a quick analysis of the existing relations, the Pearson/Spearman
correlations tests do not allow for more considerations about the behavior and evolution of
ROE, AROE and GDPS, since the above analysis only compares pairs of variables in the
same year f. At the same time, it does not allow for control over other variables that can
influence profitability and growth. The portfolios analysis, developed in the next section,
seeks to fill the variables temporal evolutions gap.

4.2 Equally weighted portfolios analysis

First, we present the results of the EWB&H portfolios for the ROE, AROE and GDPS
variables in Panels A, B, and C of Table VI. These portfolios consider the same weight for all
the stocks, regardless of the market value of each one. We use a t-test to test for the
difference between the growth and value portfolios variables.

As shown in Panel A of Table VI, all portfolios have statistically significant ROE (see the
ROE mean line). By comparing the overall profitability of Growth-5 portfolios (G5) with
the overall profitability of Value-1 portfolios (V1), growth stocks are more profitable than
value stocks, with a global mean of 17.53 percent, vs 544 percent, respectively. In the
year-on-year comparison between the two extreme portfolios (G5 and V1), growth stocks
were more profitable than value stocks in every year after the portfolios’ formation.

Panel B of Table VI compares the annual change in firm profitability (AROE). As reported,
no portfolio comparison presents statistically different results from 0 in the year-on-year
comparison. However, we have a negative variation in the entire sample mean. These findings
corroborate those reported in the US market that profitability is consistent over the years,
with no relevant annual variation per company (Fama & French, 1995; Chen et al,, 2011).

Panel C reports the annual growth of dividends per share. According to our findings, in
general, dividends of growth stocks grow faster than the dividends of value stocks, creating
greater shareholder value, with a mean of 12.89 percent for growth stocks and 2.91 percent
for value stocks, in the five years of portfolio formation. As for the year-on-year comparison,
the growth stocks dividends growth is higher than those reported for value stocks for all
year comparison, except in the fourth year. In general, in an equally weighted portfolios
scenario, growth companies show higher profitability and dividends growth per share
than value stocks. In this context, growth companies create greater value for their
shareholders. We do not find evidence that the profitability is changing during the five
years of stock’s maintenance.

4.3 Value-weighted portfolio analysis
The analysis of the value-weighted portfolios aims to expose the role of large companies in
stock portfolios. If the results are similar to those reported in the EWB&H, so size is not an
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Table VL.
Profitability, change
in profitability and
dividend growth in
B&H equally
weighted portfolios

Growth Neutral Value
Year G5 G4 N3 V2 Vi t-Test (G5-V1) Growth vs Value

Panel A — ROE (equally weighted)
ROE annual mean

0 0.1473 0.1380 0.1152 0.0898 0.0539 0.0934%* 0.0707%+*
+1 0.1842 0.1537 0.1006 0.0710 0.0422 0.14207%#% 0.1124%%
+2 0.1699 0.1660 0.1046 0.0777 0.0439 0.1260%** 0.1072%+*
+3 0.1781 0.1742 0.1033 0.0727 0.0731 0.1050%** 0.1033#**
+4 0.1741 0.1542 0.1089 0.0880 0.0692 0.1049%#% 0.0856%**
+5 0.1679 0.1211 0.1334 0.0849 0.0461 0.1218%** 0.0790%**
ROE mean

0.1753%*  (,1550%**  (,1088***  (.0783***  (.0544*** 0.1208*** 0.0987%+*

Panel B — AROE (equally weighted)
AROE annual mean

+1 0.0087 —-0.0105 -0.0218 —0.0263 —-0.0185 0.0272 0.0215
+2  —0.0402 —-0.0027 —0.0103 —0.0043 -0.0114 —0.0288 —0.0136
+3  -0.0141 0.0034 —0.0344 —0.0226 0.0178 —-0.0319 —0.0030
+4  —0.0096 -0.0378 —0.0304 —0.0020 -0.0174 0.0078 —0.0140
+5  —-0.0187 —-0.0451 —0.0091 —0.0206 —-0.0393 0.0206 —0.0020
AROE mean

-00144*  -0.0170**  —0.0213*** —0,0154** —0.0131* —-0.0010 —0.0015

Panel C — diwidend growth (equally weighted)
Dividend growth annual mean

+1 0.1113 0.1887 0.1379 0.0916 0.0106 0.1007##* 0.09897#*
+2 0.1271 0.1741 0.1177 0.0903 0.0229 0.1042%* 0.0940%*
+3 0.1835 0.1536 0.1085 0.1005 0.0339 0.1496%#* 0.1014%*
+4 0.1143 0.1276 0.0722 0.1222 0.0243 0.0900* 0.0477
+5 0.1070 0.1551 0.0773 0.0454 0.0610 0.0460 0.0779*
Dividend growth mean

0.1289%F*  (0.1615%*F  0.1051%**  (0.0909%**  (.0291*** 0.0998*#* 0.08527%#*

Notes: *p < 0.10; **p < 0.05; **¥p < 0.01

essential characteristic for firm profitability and growth. In Panel A of Table VII, growth
firms show higher overall profitability, the findings hold during all years after the portfolios’
formation, with an overall mean of 29.67 and 10.76 percent for growth and value firms,
respectively. Also, in the year-on-year comparison and similar to the EWB&H portfolios, the
growth stocks show a high level of profitably too.

Panel B reports the annual differences in profitability. As we note, the overall
profitability of growth stocks declined —2.32 percent on average over the five years after the
formation of portfolios. The analysis does not allow the assertion that there are significant
differences between the two portfolios. Therefore, the findings with the value-weighted
portfolios show that the firms with the highest market value contribute to a more significant
reduction in the annual profitability of the portfolio.

Panel C shows the annual growth in dividends per share of value-weighted portfolios.
The overall mean value of the growth portfolio (G5) was 26.57 percent, vs 12.89 percent of
the value portfolio (V1). However, we only observe a statistical difference between growth
and value stocks in the first year after portfolios’ formation, while all others were not
statistically different from 0. These findings, when compared to those reported in the
EWB&H portfolios, demonstrate that the companies with the highest market value have
higher dividend growth. This finding, which differs from Chen (2017), is possible in Brazil
because growth companies are more profitable, demonstrating that the Brazilian market



Growth Neutral Value

Year G5 G4 N3 V2 Vi t-Test (5-1) Growth vs Value
Panel A — annual and overall mean of ROE (value weighted)
The annual mean of ROE
0 0.2969 0.1819 0.1266 0.0933 0.0736 0.2233*#* 0.1559%**
+1 0.3149 0.1747 0.1291 0.1029 0.0765 (0.2384%#% 0.1551%#*
+2 0.3120 0.1831 0.1460 0.1018 0.0790 0.23307%#* 0.1571%+*
+3 0.3003 0.2142 0.1491 0.1107 0.1210 0.1793%#* 0.1414%*
+4 0.2825 0.2094 0.1803 0.1205 0.1467 0.1358%#* 0.1123%#*
+5 0.2645 0.1940 0.2079 0.1354 0.1268 0.1377%+* 0.09817%#*
The overall mean of ROE

0.2967%+%  (,1942%%% 01597+  01131%F*  (.1076%**  (.1913%** 0.1367%+*
Panel B — annual and overall mean of AROE (value weighted)
The annual mean of AROE
+1  —0.0025 —-0.0270 -0.0114 —0.0150 —0.0847 0.08227 0.0351*
+2  —0.0180 —-0.0162 0.0040 —-0.0234 —0.0180 0.0000 0.0036
+3  —0.0338 0.0017 —-0.0076 —-0.0128 0.0132 —0.0470* —-0.0163
+4  —0.0364 —-0.0243 0.0081 —0.0020 —0.0010 —0.0354 —0.0289
+5  —0.0317 —-0.0397 0.0069 —0.0089 —0.0323 0.0006 —0.0151
The overall mean of AROE

—0.0232%*  —0,0206™** —0.0005 —-0.0129 —0.0263** 0.0030 —0.0015

Panel C — annual and overall means of dividend growth (value weighted)
The annual mean of dividend growth
+1 0.2967 0.2280 0.3408 0.0937 0.0324 0.2643** 0.1993**
+2 0.2635 0.1751 0.3441 0.2198 0.1560 0.1075 0.0314
+3 0.2960 0.3143 0.1749 0.0794 0.3135 —-0.0175 0.1087
+4 0.2068 0.2404 0.2272 0.1563 0.0984 0.1084 0.0962
+5 0.2553 0.1787 0.3422 0.0563 0.0411 0.2142 0.1683
The overall mean of dividend growth

0.2657%+%  (02278%*F  (2875%*F  (]1231%F*  (),1289* 0.1368* 0.0852%*

Notes: *p < 0.10; **p < 0.05; ***p < 0.01
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Table VII.
Profitability, change
in profitability and
dividend growth in
B&H value-weighted
portfolios

offers a premium for firms with better performances. In Brazil, the Law 6,404/1976
requires companies to indicate a mandatory minimum dividend. Therefore, growth
companies tend to be more profitable, which leads them to distribute more dividends.

Thus, the portfolios analysis allows some considerations, as listed below:

(1) The ROE of growth firms is significantly higher than that reported by value firms.
The weighting by market value exacerbates the difference between these two types
of stocks, indicating that firm size is an essential characteristic in the profitability of
those firms.

(2) The annual change in ROE is not significant in the equally weighted portfolios,
showing that the profitability of each firm shows little variation in the years after the
portfolio’s formation. However, the difference in profitability is significantly higher
in value-weighted portfolios, implying that larger companies have a greater annual
reduction in profitability.

(3) Growth companies have higher dividend growth in equally weighted portfolios
when compared to value companies. In value-weighted portfolios, we have the same
findings from the EWB&H portfolios, if the addition that the market value increases
the relevance of dividends in the extreme portfolios (G5) and (V1). Figure 1
summarizes the dynamics in each of the studied portfolios.
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Figure 1.

ROE, AROE and
GDPS of equally
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weighted portfolios
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4.4 Regression analysis with individual stocks

In this section, we show the results of the univariate and multivariate regressions, whose
objective is to test whether B/M ratio is associated with the level and growth of profitability
and the dividends growth. First, in Table VIII, we show evidence that growth (value) stocks
grow faster (slowly) in the analyzed period using univariate regression models with a variety
of lag values (k). We perform the analysis using both Fama and MacBeth (1973) regression
and fixed effects by sector.

According to the univariate regressions in Table VIII, we can see that the rise of B/M
(LNBM)) is associated with a decrease in the ROE. This univariate relationship is evident in
both kinds of estimation procedures and is robust in all lagged values. So, growth stocks
(i.e. low B/M stocks) are associated with a low degree of profitability over the years. We can
conjecture that the negative coefficients relay stable over the years too. These findings
advance on the study of Santos and Montezano (2011) who identified that in the Brazilian
market value stocks are actually less risky, with better market performance. For these
authors, in the Brazilian market, the EMH would be contradicted, however, the authors reach
such a conclusion only by comparing the market return and risk of different portfolios
assembled from price-to-earnings and price-to-book ratios. On the other hand, we perform our
analysis using both Fama and MacBeth (1973) regression and fixed effects by sector,
controlling effects disregarded by Santos and Montezano (2011).

In addition to our findings pointing to some efficiency in the market, as previous studies
(Fama & French, 1995; Chen, 2017), we strengthen those results: the positive relationship
between growth and firm profitability (ROE) is significant in all analyzed periods. These
findings are in line with those reported by Fama and French (1995) and Chen (2017), which
present evidence of the profitability superiority of growth companies in the US market. So,
firms with higher profitability tend to be better priced by the market, which leads to a
smaller B/M, in line with EMH.



Fama-MacBeth (1973) procedure® Fixed effects by year and sector®

Adj. R? Adj. R?

k n ap LNBMA -k (% ) ay LNBMl, -k ( % )
Panel A — dependent variable: ROE

0 2,211 10.780%** (6.14) —3.462%** (—6.07) 7.10 9.286%* (248)  —3.603** (—2.88) 8.04
1 2211 10677+ (498) —6.102%%* (—6.61) 11.12  13.371%** (323) —6.246%** (-569) 11.10
2 1,786 10.662%** (4.56) —5.712*%** (-8.06) 10.76 5022 (1.12) -6.115%** (—4.26)  11.33
3 1,587 11.652%%k (548) —4.871*** (7.50) 9.48 15.290%* (2.37)  —5.210%** (-3.77)  10.30
4 1400 11.783% % (507) —4.742%*(-583) 1071  28.064** 4.11)  —5095%* (=2.94) 11.60
5 1,223 11.535%** (4.69) —4.781%%* (-4.51) 1195  26.505%** (749) —5.423*** (-333) 1311
Panel B — dependent variable: AROE

0 2211  =0.000 (=0.05) 0.037*** (4.66) 383 5.695%* (2.27) 3.835%%* (4,03) 3.30
1 2211 0.006 (0.39)  —0.017** (=2.03) 2.86 9.783 (345)  —1.685** (—3.05) 2.23
2 1,786 —0.018* (-1.64) 0.009 (1.54) 2.96 —4.084 (-0.92) 0.716 (0.95) 224
3 1587  —0.008 (-0.72) 0.006 (1.42) 2.62 7.882%* (2.41) 0.773** (3.09) 247
4 1,400 —0.016* (—=1.74) —0.005 (=0.63) 315 7.747 (1.65) —0.529 (-0.77) 242
5 1,223  —0.019* (-1.66) —0.004 (-0.30) 5.28 0.369 (0.10) —0.865 (—1.34) 284
Panel C — dependent variable: GDPS

0 2211 10.146%*¢ (5.01) —5.945%** (-3.61) 2.71 7.053 (1.53) —5.575%** (=5.22) 243
1 2211 11.745%%* (540) —4.455%%** (-3.85) 2.04 7.840 (1.68) —4.198%** (—4.15) 2.14
2 1,786 11.706%** (4.42) —4.565%** (=3.24) 242 -1.060 (=0.61) —4.316** (-3.05) 241
3 1,587 11.881%** (387) —3.959%** (-2.86) 250 23364 (1.72)  =3.767** (=3.07) 2.55
4 1,400 10.745%** (3.75) —2.244%* (-1.74) 2.12 13,550 (1.15) —2.160%* (—1.88) 2.14
5 1,223 7.373%% (292) —3.367 (-1.48) 321 13901%%* (353)  —3.598%* (—2.41) 263

Notes: The standard errors were got by using the Newey-West (1987) procedure. ®The standard errors were
got by using the Rogers (1993) cluster-robust estimation. Both procedures are robust in the presence of
autocorrelation and heteroscedasticity. We report the Fixed Effects intercept to maintain the comparison with
the Fama-MacBeth regression. *p < 0.10; *¥*p < 0.05; **¥p < 0.01
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Table VIII.
Univariate regressions

Moving to the next panel (Panel B), we test the annual change ROE (AROE) as the
dependent variable. In this univariate analyses, B/M ratio (LNBM) shows mixed results. In
the current year (i.e. the year without lagged variables), we have positive coefficients. But,
when we lagged the variable by one year, we have negative coefficients for both kinds of
estimation procedures. This pattern is dubious since according to the results, we can say
that the value stock shows strong growth in the earnings in the year (% =0), but they also
show subsequent negative earnings in the year ahead (k= 1). So, it is hard for us to make
any strong inferences about the chance of profitability (AROE) behavior in the long run.
However, since the profitability remains relativity stable over the years, it is possible that
any change in ROE is statistical irrelevant (Fama & French, 1995).

Finally, Panel C shows the univariate coefficients when we regress the dividend growth
(GDPS) on the B/M ratio (LNBM). According to our findings, B/M appears to strongly
forecast low dividend growth rates. All coefficients are negative in almost every year after
the current observation (k=0) for both kinds of regressions. So, the growth stocks are
associated with high dividend growth rates even after five years. Those results are very
similar to those exposed by Chen (2017), before account for firm delisting. However, since
our Brazilian time series is tiny compared to the US one and since the delisting process is not
so significant in our sample, we can reject the bias related to the delisting of growth
companies in the Brazilian equity market.

So far, the results obtained are strengthened those of the previous analysis: the positive
relationship between growth and profitability (ROE) is significant in all periods; the
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Table IX.
Multivariate
regressions

annual change in ROE is robust for the current year, but we cannot affirm that this
behavior is robust for the next years after portfolio formation; and the growth stocks show
a strong growth in the dividends in almost every year after the portfolios’ formation. Now,
we move to the following question: what will happen if we account for several control
variables that could affect the profitability and growth rates? To answer this question, we
add several control variables to our regression models to account for the firm size,
leverage, investment policies, IFRS adoption and unobservable fixed effects on sectors

and by the years.

Table IX shows the multivariate regressions results. In Panel A, we have support for
both portfolio and univariate regression analysis: the higher the B/M ratio (LNBM), the
lower will be the level of profitability (ROE). This relationship is robust to the addition of

MODEL (0] )

6

) ©)

Panel A — dependent variable: ROE

LNBM —3.059% (—1.87) —5.462%** (-3.60)
SIZE 1.252°%** (2.80)

DEBT —0.244*%* (-514)
INV

IFRS

FE (Year) Yes Yes

FE Yes Yes
(Sector)

N 2,211 2,211

Adj. R? 9.40 11.94

(%)
Panel B — dependent variable: AROE

LNBM 3.921%#* (4.43) 3.6047#* (4.16)
SIZE 0.197 (1.05)

DEBT —0.030 (-1.22)
INV

IFRS

FE (Year) Yes Yes

FE Yes Yes
(Sector)

n ) 2,211 2,211

Adj. R 3.32 3.34

(%)
Panel C — dependent variable: GDPS

LNBM —5.138%** (=3.41) —5.799%** (-4.02)
SIZE 1.006 (1.60)

DEBT —-0.029 (-0.62)
INV

IFRS

FE (Year) Yes Yes

FE Yes Yes
(Sector)

n 2,211 2,211

Adj. R 258 244

(%)

—3.566™* (—2.27)

0.098 (0.098)

Yes
Yes

2,211
8.10

3.802%** (4.50)

—0.087 (—0.88)

Yes
Yes

2,211
3.33

—5.612%%% (-3.85)

—0.098 (-0.57)

Yes
Yes

2,211
244

—4.944%%% (=311) —4.944%** (-311)
1518 *** (305)  1.518 *** (3.05)
—0.265%** (=555) —0.265%** (— 555)
0.059 (0.61) 0.059 (0.61

—10.897*%* (-2, 18)
Yes Yes
Yes Yes
2,211 2,211
13.96 13.96
3.657* (4.04) 3.657%%* (4.04)
0.257 (1.42) 0.257 (1.42)
—0.033 (-1.35) —0.033 (-1.35)
—0.095 (—0.94) —0.095 (-0.94)
—5.306 (—=0.99)
Yes Yes
Yes Yes
2,211 2,211
342 342
—5.488*** (-3.65) —b5.488*** (—3.65)
1.087* (1.68) 1.087* (1.68)
—0.043 (—0.94) —0.043 (-0.94)
—0.134 (-0.77) -0.134 (-0.77)
7.000 (0.83)
Yes Yes
Yes Yes
2,211 2,211
263 263

Notes: We control for both year and sector fixed effects in all regressions. See Table II for definitions of all
variables. Standard errors are clustered at the firm level and are presented in parentheses. This procedure
produces robust standard errors for heteroskedasticity and serial correlation (Rogers, 1993). * ** ***Sjgnificant at

the 10, 5 and 1 percent levels, respectively




firm size, debt, investment and IFRS adoption. The size appears to be a positive predictor
of profitability. Large firms usually have more access to the financial markets because of
the low cost of capital (e.g. see the positive correlation between LNREV and LNVM with
DEBT). This could affect the levels of profitability if the firm uses a low cost of debt to
finance projects with a high rate of return. On the other hand, the debt (DEBT) is a
negative predictor of profitability. So, firms that use more debt are those with low levels of
internal funds (Frank & Goyal, 2009). The level of investments (INV) seems to be
insignificant in the ROE prediction, but the year with IFRS adoption has a negative impact
on firm’s ROE. According to Ferreira, Flores, Martins, and Sampaio (2015), after the IFRS
adoption, there is a reduction in the return of assets and ROE, due to a rise in the total
asset and book value of equity.

In Panel B, we analyze the annual change in ROE. The results are similar to those
exposed in the portfolio and univariate regression analyses, especially, in the case of
current observation: the higher the B/M, the higher will be the AROE. However, we show
in Table VIII that B/M is not a good predictor of AROE in the long run. So, our analysis is
restricted to the current year (k=0). The controls do not seem to affect our dependent
variable. Finally, in Panel C, we analyze the dividend growth rate GDPS. Again, the
findings are similar to those exposed in the portfolio and univariate regression analyses:
the higher the B/M, the lower will be the GDPS. So, growth stocks have a higher rate of
growth in dividends per share compared to value stocks. This relationship is robust after
the inclusion of all control variables and time and sector fixed effects. In addition, SIZE
appears to be the only characteristic that matters for dividend growth prediction.
However, since its p-values are above the 5 percent threshold, we will not make inferences
about its relevance in our regression model.

5. Conclusion

This study sought to analyze how stocks of growth and value companies create value for their
shareholders in Brazil, compared to the USA market. The rationale for this analysis is based
on the corporate valuation literature that growth stocks grow faster than value stocks, with
higher profitability and dividend growth. And we find that the profitability levels of growth
stocks are higher than those of value stocks. However, the results are not easily observed for
the annual profitability difference. In the same line, we show evidence that growth stocks have
higher dividend growth both in the current year of portfolios’ formation.

Regarding the findings for dividends, our findings are contrary to the findings for US
market, because in Brazil the growth companies show higher dividend growth in
the overall mean and the long run after the portfolio’s formation. We conjecture two
possible explanation: in Brazil, the Law 6,404/1976 requires a mandatory minimum
dividend of the firms, and our findings point out that growth companies tend to be more
profitable, which leads them to distribute more dividends; since the Brazilian market is
characterized by a considerable presence of big companies, during the majority of the
analyzed period (2000-2016), those companies could get relatively cheap financing by
subsidized funding lines (Kayo, 2018) and, despite the Brazilian economic recession in
2015, they express a huge growth in their profitability and, consequently, the possibility to
make bigger payouts.

In this case, investors how are looking to form a portfolio with dividend growth potential,
in the long run, could invest in large growth stocks. However, it is essential to note that we
just analyze the historical growth rate, but we do not make any consideration of the amount
of equity mispricing. So, for future studies, it is vital to observe the potential degree of
overvaluation using other metrics such as Stambaugh, Yu, and Yuan (2015) mispricing
index as an additional investment decision-making tool to avoid wealth misallocations.
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For practical implications, the findings help to estimate the growth rates in the valuation
process of firms and stocks. In the top-down valuation approach, especially for high-growth
firms, the analyst often uses a market growth rate to estimate the value of a stock. Our data
can be used as a background for financial discount cash-flow modeling of growth in
profitability and dividends. In part, the findings of this research contradict those observed
in the literature for the US market: on the contrary to the US markets, in the Brazilian stock
market, the duration-based explanation for the equity market can be a vital factor in
resolving the value premium.

Finally, we point out a limitation of this study the use of economic models to represent
a complex reality, and their theoretical assumptions. Especially the limitations regarding
approaches to behavioral finance and accounting measurement because, although
relevant, it was not the purpose of this study to discuss them. However, they should not be
ignored, which may influence the results. However, in view of the gap in the literature, the
robustness of our analysis and the relevance of our findings, we can affirm that such
limitations do not invalidate our study, especially because we report findings in line with
the international literature, but different from national studies. Thus, we suggest that
future studies based on these findings should be performed, especially in order to explore
such context under another methodological strategy, or under behavioral finance or
accounting measurement views.
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