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Cash Flow-Based Value Investing  

in the Hong Kong Stock Market 
  

Introduction 

We have shown that value investing strategies based on our measures can outperform 
the market, the Hang Seng Index (HSI) and other value investing strategies in the Hong 
Kong stock market in our previous newsletters. This article investigates the performance 
of cash flow-based value investing and shows that it is the best performing strategy 
among value investing strategies and strongly outperforms the market.  In particular, 
portfolios consisting of stocks in the top 20th percentile based on our cash flow 
measurement largely outperformed the HSI in the past 22 years.  

 

Data Sample and Methodology 

We download the monthly prices, total return index and market value of each stock from 
Datastream; and total assets, total liability, net income, depreciation, total number of 
shares outstanding, earnings per share from Worldscope. We exclude exchange-traded 
funds (ETFs) and warrants. We delete the bottom one-third of stocks based on their 
market value to eliminate any penny stocks filing for bankruptcy each month for the period 
from January 1990 to December 2011. We calculate the equal-weighted return of a 
portfolio by using the simple average of the returns of all stocks in the portfolio and the 
value-weighted return of a portfolio by weighing each stock’s return based on its market 
capitalization.  

The cash flow-to-price ratio (OCF) is the cash flow per share divided by the stock’s closing 
price. At the end of each month, we sort the data sample into five portfolios based on the 
stocks’ OCF in that month. We then calculate the forward-looking one-month return of 
each portfolio. We take the equal- and value-weighted returns of each portfolio and then 
subtract them from the HSI return. The difference in return is the outperformance of each 
portfolio against the HSI, namely excess return in tables 1 and 2.  

 

Superior Performance 

We find that the portfolio with the highest OCF (H) outperformed the HSI by more than 
1.90% a month over the last 22 years. Additionally, the equal-weighted portfolios 
generated a monthly abnormal excess return (alpha) of 1.93% under the CAPM model. 
The H portfolio also significantly outperformed the portfolio with the lowest OCF (L). The 
zero-cost portfolio (H-L) that longs the H portfolio and shorts the L portfolio generated a 
return of over 3.78% a month in the past 22 years.  

It is worth noting that monthly portfolio rebalancing involves transaction costs of at most 
0.75% per month in Hong Kong. Even if we completely turn over each portfolio on a 
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monthly basis, the cash flow-based value investing strategy would still outperform the HSI 
by more than 1% a month. In reality, the turnover of a portfolio will be much lower than 
100% because the cash flow of value stocks does not change frequently and their prices 
in general do not crash in a single month. On the other hand, we can also rebalance the 
portfolio every 3, 6 or 9 months, in which case, the transaction costs would be significantly 
reduced. As shown in table 1, we find that rebalancing the equal-weighted portfolio with 
the highest OCF every 3, 6, and 9 months for the period from January 1990 to December 
2011 generated returns that are respectively 6.12%, 11.92% and 17.42% higher than the 
HSI returns and a significantly large alpha under the CAPM model. 

 
Table 1: Cash Flow-Based Value Investing Strategy—Equal-Weighted Portfolio with 
Formation Period from January 1990 to December 2011  

Cash 
Flow to 
Price 

 
1–MONTH STRATEGY 

 
3–MONTH STRATEGY 

 
6–MONTH STRATEGY 

 
9–MONTH STRATEGY 

 
 

Rank Return Excess 
t  

Alpha Return Excess 
t  

Alpha Return Excess 
t  

Alpha Return Excess 
t  

Alpha 

L(1) -0.59% -1.89% -1.86% -1.29% -5.42% -5.56% -2.17% -10.43% -11.08% -2.24% -14.80% -16.27% 

 (-0.93) (-3.98) (-4.13) (-0.59) (-3.43) (-4.45) (-0.53) (-3.63) (-3.83) (-0.34) (-3.48) (-3.72) 

2 -0.13% -1.43% -1.36% 0.27% -3.85% -3.91% 1.21% -7.04% -7.59% 3.06% -9.49% -10.86% 

 (-0.26) (-4.96) (-5.27) (0.15) (-4.10) (-5.50) (0.35) (-3.85) (-4.32) (0.54) (-3.39) (-3.94) 

3 0.94% -0.35% -0.24% 3.52% -0.59% -0.61% 7.04% -1.21% -1.51% 11.22% -1.35% -2.26% 

 (1.92) (-1.21) (-0.95) (2.05) (-0.67) (-0.92) (2.15) (-0.72) (-0.93) (2.05) (-0.51) (-0.85) 

4 1.87% 0.58% 0.64% 5.91% 1.80% 1.75% 12.08% 3.85% 3.15% 18.06% 5.54% 3.83% 

 (3.56) (1.83) (2.24) (3.27) (1.73) (2.20) (3.35) (1.88) (1.57) (2.96) (1.62) (1.12) 

H(5) 3.19% 1.90% 1.93% 10.22% 6.12% 5.83% 20.18% 11.92% 10.77% 29.92% 17.42% 14.65% 

 (5.43) (4.76) (5.17) (4.78) (4.23) (5.09) (4.65) (3.99) (3.57) (4.03) (3.45) (2.85) 

H-L 3.78% 2.48% 3.79% 11.51% 7.45% 11.39% 22.34% 14.17% 21.85% 32.16% 19.64% 30.91% 

 (11.50) (4.31) (11.40) (9.40) (3.95) (11.10) (8.73) (3.92) (8.10) (8.07) (3.52) (7.26) 

 
 
Alternatively, we find that the value-weighted portfolio with the highest OCF also 
outperformed the HSI by 0.95% a month in this period as table 2 shows. These value-
weighted portfolios generated a monthly abnormal excess return (alpha) of 1.16% under 
the CAPM model. The 3-, 6-, and 9-month portfolio rebalancing strategies also 
significantly outperformed the HSI during this period, albeit by a smaller amount than did 
the equal-weighted portfolios. This evidence suggests that smaller stocks contribute more 
to portfolio outperformance than do large stocks. 
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Table 2: Cash Flow-Based Value Investing Strategy—Value-Weighted Portfolio with 
Formation Period from January 1990 to December 2011  

Cash 
Flow to 
Price 
 

 
1–MONTH STRATEGY 

 
3–MONTH STRATEGY 

 
6–MONTH STRATEGY 

 
9–MONTH STRATEGY 

 
 

Rank 
 

Return Excess 
t  

Alpha Return Excess 
t  

Alpha Return Excess 
t  

Alpha Return Excess 
t  

Alpha 

L(1) -0.74% -2.04% -1.95% -1.41% -5.54% -5.35% -3.00% -11.26% -10.99% -2.99% -15.59% -15.22% 

 (-1.26) (-4.94) (-4.97) (-0.72) (-3.90) (-4.70) (-0.89) (-5.11) (-5.00) (-0.57) (-4.96) (-4.72) 

2 0.39% -0.91% -0.83% 1.17% -2.93% -2.66% 2.61% -5.61% -5.20% 4.68% -7.89% -7.22% 

 (0.78) (-3.55) (-3.36) (0.75) (-3.81) (-4.31) (0.88) (-3.68) (-3.40) (0.98) (-3.25) (-2.90) 

3 1.00% -0.30% -0.15% 3.50% -0.64% -0.35% 6.96% -1.31% -0.88% 11.07% -1.51% -1.08% 

 (2.26) (-1.55) (-0.85) (2.32) (-1.05) (-0.73) (2.45) (-1.13) (-0.75) (2.37) (-0.80) (-0.54) 

4 2.07% 0.78% 0.93% 6.18% 2.08% 2.49% 11.38% 3.17% 3.86% 16.06% 3.53% 4.63% 

 (4.68) (3.70) (4.90) (4.24) (3.10) (4.90) (4.13) (2.47) (3.06) (3.66) (1.80) (2.35) 

H(5) 2.24% 0.95% 1.16% 6.97% 2.90% 3.26% 13.49% 5.24% 5.89% 20.69% 8.20% 8.26% 

 (5.04) (3.28) (4.68) (4.51) (3.39) (4.92) (4.55) (3.18) (3.47) (3.89) (2.72) (2.56) 

H-L 2.98% 1.68% 3.12% 8.39% 4.34% 8.61% 16.49% 8.32% 16.89% 23.68% 11.21% 23.48% 

 (6.92) (2.45) (7.26) (5.78) (2.03) (7.09) (6.82) (2.22) (6.63) (6.16) (1.95) (5.66) 

 
 

Substantial Cumulative Outperformance 

In figure 1, we examine the cumulative payoff in dollar terms when we invest $1 in the 
portfolio with the highest OCF that is rebalanced every month, and compare this payoff 
with those when we invest $1 in the HSI and other (value?) investing strategies based on 
book-to-market ratio (BM), dividend yield (EY), earnings-to-price ratio (EP), total volatility, 
idiosyncratic volatility, past return, size, and past six-month returns (momentum). We find 
that $1 invested in the highest OCF portfolio became $1310.62, whereas $1 invested in 
other value investing strategies based on BM, DY, and EP became $136.6, $421.3, and 
$443.8 respectively. Investing strategies based on market capitalization, closing price, 
total volatility, idiosyncratic volatility, past one-month returns, and past six-month returns 
(momentum) generated $7.42, $7.29, $1.18, $1.23, $54.0, and $35.61 respectively in the 
same period while the HSI only generated $14.5. This means that the cash flow-based 
value investing strategy rewarded investors with returns that are 90 times higher than the 
HSI returns and more than double those of other value investing strategies.  

During the global financial crisis, the cash flow-based value investing strategy recorded a 
drop in payoff of about 38.81%, although it still outperformed the HSI which dropped 52% 
between October 2007 and October 2008. This value investing strategy rebounded and 
rewarded investors with a 105.4% holding period return between October 2007 and 
December 31, 2011 while the HSI lost 33% in the same period. 
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Conclusion 

We show that the cash flow-based value investing strategy consistently outperformed the 
Hang Seng Index by at least 1.90% a month during the past 22 years starting January 
1990 and ending December 2011. In particular, the equal-weighted portfolios that invested 
in the top 20th percentile of stocks based on cash flow-to-price value rewarded investors 
with returns that are 90 times higher than the Hang Seng Index returns and more than 
double those of other value investing strategies over the said period.  
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