
March 23, 2006 ©2006 Ravi Jagannathan 1

Value Investing Lecture 2

Ravi Jagannathan
Kellogg School of Management
Northwestern University

Based on:  Value Investing: FROM GRAHAM TO BUFFETT AND 
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Topics for today 

Hudson General Corporation
More on market anomalies
“Value Investing: The Use of Historical Financial 
Statement Information to Separate Winners 
from Losers,” by Joseph D. Piotroski
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Hudson General Asset Value 

Financials

Shares Outstanding, mil (p.15) 2.10 D/P Ratio 2.07%
Market Price, $/Sh, IVQ (H+L)/2,  (p.12) 48.25 P/E Ratio 15.98
Market Value of Equity, $ mil 101.43 Book/Market value of equity 0.67
Book Value of Equity, $ mil (p.12) 68.44 Book Equity/Book Assets 93.16%
Total Assets, $ mil (p.12) 73.47 Debt/Book Equity 7.34%

Debt/Market Equity 4.95%
Dividend per share, 1998 (p.12) 1.00
Basic Net EPS (p.12) 3.02
Diluted Net EPS (p. 12) 2.99
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Hudson General Asset Value ….
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Hudson General Asset Value ….

Book Value Reproduction 
Value

Cash & Marketable securities 38,003 38,003
Receivables, prepaids 2,676 2,676
PPE (leased to HG LLC) 2,389 2,389
Hudson General Investment Separate 
Kohala JV Investment Separate 
Receivables from HG LLC 3,130 3,130

Total Assets 46,198 46,198

Current Liabilities
A&P Accrued Expense 2,828 2,828
Deferred Tax 2,197 2,197

Total current liabilities 5,025 5,025

$ '000



6

Hudson General Asset Value ….
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Hudson General Asset Value ….

Page Twenty Book Value
Liquidation 

Value

Cash and cash equivalents 355 355
Land & Development costs Look Separate
Mortgage, AR, & Note receivables 2,137 2,137
Foreclosed real estate 2,186 2,186
Other assets 1,549 1,549

Total assets 6,227 6,227
Payables 860 860
Total Value 5,367 5,367

Adjustments to shut down, 25% -1,342
Total liquidation value 4,025

Hudson General's 50% interest value 2,013
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Kohala Joint Venture -- Land 

Only real value may be in the land (original 4,000 acres)
Paid $120 million, starting in 1981 $30,000/acre
Phase 1&2:  2,100 acres sold
Phase 3: 550 acres

100×5 parcels available, 15×5 acre plots sold
420 acres available

Phase 4: 1,350 acres
1,350 acres available and undeveloped
1,490 units approved and pending legal rulings

1,770 acres; 50% share for HGC
885 acres
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Kohala Joint Venture – market value

Research real estate values, 
Approximate, $15,000 per acre
885 acres ×$15,000 = $13.3 million

(1/2 of original price)

Add the liquidation value of $2 million
Gives $15 million
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Kohala Joint Venture – market value
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Hudson General LLC: Summary

Stable revenues
No debt
Operating income: $14.6 million (p.19)

Depressed by upstream pmts to HGC
Decent margins
24 airports and long term contracts
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Hudson General LLC: Asset Value

page eighteen Book Value
Reproduction Value

3.39 3.39
16.89 16.89
6.39 6.39

45.64 55.00
0.00 Value of contracts?
0.64 0.64

72.31 82.31

36.37 36.37
5.51 5.51

41.88 41.88
30.43 40.44
22.52 29.92

$ million

Other assets net

Cash & Equivalent
Receivables
Other current assets
PPE - net; rep val +20%?

Neet Asset Value

Goodwill

HGC -- 74% interest 

Total assets
Current Liabilities

Total debt

AP & ST & Accrued liabilities
Advances & Notes payable
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Hudson General LLC: Private Market Value
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Hudson General Corporation: Total Value
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Hudson General: Earnings Power
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Hudson General: Earnings Power..
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Hudson General: Summary
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Hudson General: Summary
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Hudson General: Summary



20

More on Market Anomalies 

Accruals 

Limited Attention

Geographic proximity

Tangible Vs. Intangible ….
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Accruals

Reported earnings include accounting adjustments called 
accruals. 

These adjustments to earnings are supposed to reflect the 
underlying business condition of the firm more accurately.

However, managers have discretion over accruals, particularly 
the short-term current accruals.

The incentives to use accruals to manage earnings can be 
strong, especially when we consider IPOs and SEOs.

Market does not seem to fully see through what accruals 
mean.
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Accruals ….

Teoh, Welch and Wong (1998, JoF) show that IPO firms 
systematically use discretionary current accruals to manage 
earnings immediate before and after the IPOs

Long-run performance of IPOs are systematically related to 
accruals

High accruals lower long-run IPO returns

Low accruals higher long-run IPO returns

The difference of long-run returns between high and low 
accruals portfolios can be as much as 30% within three years 
following the IPO date
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Limited Attention 

ENMD case (Huberman and Regev, 
2001) 
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Events, EMD
A breakthrough in cancer research was 
published as a scientific piece in Nature 
(Boehm et al., 1997) 

Also reported in the popular press 
The Times (Wade, 1997), November 1997. 

Sunday, May 3, 1998: 
New York Times reports the same breakthrough in 
cancer research
Mentions ENMD, a company with licensing rights 
to the breakthrough. 
The story’s impact on the stock prices was 
immediate, large, and to a large extent 
permanent. 
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Events, ENMD …

By early November 1998, ENMD was trading 
at the upper 20s and lower30s.

On November 12, 1998, another piece of 
new news came to light: 

Wall Street Journal reports that other 
laboratories failed to replicate the results 
described earlier in the Times (King, 1998).

ENMD’s stock price fell from 32.625 on 
November 11 to close at 24.875 on 
November 12 –

Still more than twice ENMD’s price on May 1! 
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MCI-MCIC 

Based on Rashes (2001, Journal of Finance)

From the end of 1996 through 1997, MCI 
Communications was involved in sevaral merger 
negotiations with other major 
telecommunications firms and was eventually 
acquired by Worldcom for more than $20 billion. 

Until the merger, it traded on the Nasdaq under 
the ticker symbol MCIC.
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MCI-MCIC …

Massmutual Corporate Investors is a closed-end 
mutual fund that trades on the New York Stock 
Exchange under the ticker symbol MCI. 

The fund has approximately $200 million of net 
assets. The fund invests most of its assets in long-
term corporate debt obligations and convertible 
securities, many of which are fairly illiquid. It does 
not hold, nor has it held in the past, the securities of 
MCIC or other major telecommunications companies.

Investors could mistakenly associate the ticker MCI 
with the firm MCI Communications

That is what happened 
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Geographical Proximity

Loughran and Schultz (2005, JFE) 
Rural firms (away from the major metropolitan 
areas) 

Less liquid stocks, 
Urban firms (within the major metropolitan 
areas) 

More liquid stocks. 
Information diffusion from rural areas to urban 
areas is not as speedy as the information 
diffusion within urban areas 

Do you agree?
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Geographical Proximity …

Mutual fund managers are more likely to hold stocks of 
firms located relatively close to the fund (Coval and 
Moskowitz, 1999, JF). 

Do managers who are closer to the underlying holdings 
perform better?

Yes (Coval and Moskowitz, 2001, JPE).  
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Tangible/Intangible Information
Daniel and Titman (2006, JF) 

Tangible Returns 

Fraction of the past returns related to fundamental 
growth rates (such as book value of equity’s growth rates, 
sales growth rates, etc)

Intangible Returns 

Fraction of the past returns unrelated to firm 
fundamentals

Composite issuance measure (CI)

Change in outstanding shares due to share issues, share 
repurchase, exercise of stocks options etc
Excludes those changes related to stock dividends, stock 
splits, etc
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Tangible/Intangible …

Tangible Returns
Unrelated to future returns

Intangible Returns
Negatively related to future returns

Composite Issuance Measures
Negatively related to future returns
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MKT is the market portfolio

SMB is the Small Minus Big, L/S portfolio 

UMD is the Winner minus Loser, L/S portfolio 

ISU is the composite Issuance L/S portfolio

ACR is the Accrual L/S portfolio 

HML is the High book/mkt Minus Low book/mkt portfolio

Tangible/Intangible …
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Tangible/Intangible …
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Piotroski 2000

Financial Performance Signals
Profitability

ROA, CFO, ∆ROA, Accrual
Leverage, Liquidity, and Source of Funds
∆Lev, ∆Liquid, ∆Offer

Operating Efficiency
∆Margin, ∆Turn

Composite Score – Sum of:
F_ROA, F_CFO, F_∆ROA, F_Accrual
F_∆Lev, F_∆Liquid, F_∆Offer
F_∆Margin, F_∆Turn
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Piotroski 2000 ….

Portfolio formation
Take all fiscal year ending in a calendar 
year
Measure returns from month 6 to 17
Group firms into 

B/M quintiles
Size terciles
Low aggregate score (0 or 1)
High aggregate score (8 or 9)
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Piotroski 2000 ….
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Piotroski 2000 ….
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Piotroski 2000 Table 3A
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Piotroski 2000 Table 3B
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Piotroski 2000 Table 3B ….
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Piotroski 2000 Table 4


