Stockholm School of Economics

Department oAccounting and Financial Management
MasterOs Thesis

Spring 2012

Brand Equity &
Shareholder Value

-Portfolio Returnsof StrongBrands

Abstract: This study is the first to investigate the effects that strong brands, as estimated by Interbrand Ltd, have on shareholder
value creation on the European mark®e show that multiple trading strategies based on long pasitiocompanies owning

strong branddetween January 2005 and February 2§éR8erée an averagexcesseturn of up to 12% over the 12 months
following the portfolio formationHigh-end brands perform especially welll returns are robust to the risk factors in the Fama
French (1993) an@arhart (1997) foufactor modelOur findings are in line with Keriand Sethuraman (199&art et al (1998)

and Madden et al (2096We believe that our research is useful for (i) boardrodmsealize how brands create shareholder

value and (ii) investorgo assess the value of strong brands and ultimately the value of firm equity, which can be translated into a
trading strategy.

Key Words: Brand Equity Interbrand Excess Return®\Ipha FamaFrenchand CarhartShareholder Value, Portfolio Analysis
Authors: Alexander Engél
Joakim Amadeus Olsstin

Tutor: Henrik Nilsson

*Email: 21376@ Student.hhs.se
** Email: 21375@Student.hhs.se



Alexaner Engel & Joakim Amadeus Olsson

Acknowledgements
We would like to thankour tutor Henrik Nilsson for his engagent andguidance Furthermore the
technical feedback from Richard Sandberg and®ev Edlund have been pricelegs.special thank is

also directed tédanna Setterberg for hersightful and patient suppoll errors are our own.

Stockholm School of Economics, P.O. Box 6501198 83 Stockholm, Sweden



BRAND EQUITY & SHAREHOLDER VALUE

TABLE OF CONTENT S

TABLE OF CONTENTS .ottt e et e e e e e eb s smn e iii !
1. INTRODUGCTION oottt e e et rmmme s e e e e e e et e e e e eestmmmeesen e eeeeenes 1!
1.1 PROBLEM AREA ..ottt e e et e e ettt e e e e e tt e s aaeeeeee b s e e aeabaaeaaees 1!
N 1 PP 1!
1.3 DELIMITATIONS ittt ae e e e et e e e e et s e e et ta s rmea s e e e e taa e e e eeaa s 2!
LA HYPOTHESES. ...ttt e e e e et e ettt e e et et s sae e s e e ettt e e e eetan e e eeebsann 2!
2. THEORETICAL BACKGROUND ..ottt 3!
2.1 DEFINING BRAND EQUITY ittt ettt s e e et e e e e et s e e e e sammmsenes 3!
2.1.1 Two Perspectives BFand EQUILY..........ccuuuiiiiiiiiiieeeiiee et seeee e 3!

2.2 THEORETICAL LINK BETWEEN BRAND EQUITY AND SHAREHOLDER VALUE
CREAT ION L.ttt ettt eee e e et ettt e e e et ta e e e et ba s e e e e et b s e e eetaa e e eeebnmmean e eaaes 4
2.2.1 What Is Shareholder Value CreatiOnl............uuuuuuiieiieeeraeieieee e Al
2.2.2 [AIOSYNCIALIC RISK. ... .iiiiiiiiie ittt e e e s e e e e e e e e nnne 5!
2.2.3 SYSEMALIC RISK ..ottt et e e e e e e 51
2.2.4 Timing and Size of Future Cash FIQWS..............ooiiiiiiiiiaeiiiiiiiiiiiiee e e e 5!
2.3 LOW-, MID- & HIGH -END BRANDS ... oottt ereee et e e 6!
2.4 PREVIOUS EMPIRICAL FINDINGS ..ottt enee et e e et eeeeees 7!
2.5 THEORY SUMMARIZED ..ottt e e et e e e e e e e eaans 9l
I T 1Y | I 5 PP 10!
3.1 SCIENTIFIC RESEARCH APPROACH ...t 10!
3.2 SAMPLE SELECTION AND DATA COLLECTION it et 11
3.2.1 SAMPIE SEIECHAN. ...cci ittt et as 11!
I J A B L | - T PSP 13
3.2.3 FOIMING POMIONIOS. .. .eeeiiiieiiiiiiit ittt e et e e e e e e 14!
3.3 RESEARCH DESIGN... ittt ettt s e et e e e et e e e e e emmtaa e e e e eae s 18!
3.3.1 ASSEt PriCiNg MOGEIS. ...ttt rmnee e 18
3.3.2 FameFrench and Carhart...........ooooiiiiiiiiieeiee e 19
3.3.3 Interpreting the COEffICIENTS........uii et 21!
3.3.4 MEASUINNG RELUIMIS ....eeiiiiiiiiiitii ittt rmeee st e e e e e e bbb eenab b e e e e e e e e aanes 21



Alexaner Engel & Joakim Amadeus Olsson

3.3.5 The Efficient Market HYpOtheSiS..........oiiiiiiiiiiiiiiee e 22!

3.4 QUALITY OF RESEARCH ...ttt a e remaea s 23!
I 0t =T - U1 Y/ RO SPROTPR 23
o 1) (=T F= Y 2= 1o [ PSR SOPPPPPPRPP 24!
3.4.3 EXIEINAl VAIIAILY ... eeeeiiiiiiiiiiiie et e e e e 24!
S U 1 T PSPPSRI 26!
4.1 EMPIRICAL FINDINGS AND ANALYSIS et 26!
4.1.1 The FOUFACIOr MOUEL........c.eiiiiiiiie ettt rmmne e 27!
4.1.2 POrtfoliosS DIffErENCES. ...ttt rmne e e 29!
4.1.3 Possible Explanations to Differences in Our Findings ardtibtaet al (2006)................... 30!
4.1.4 TIMING OF REIUIMIS ..ottt ettt e e et e e e e e smne e e neeeeas 31U
4.1.5 EXplaining EXCESS RETIUIIIS. ...ttt e et e e eeme e 34!

4.2 CONTROLLING FOR SIZE AND INDUSTRY ..iiiiiiiii et 35!
4.3 TESTING THE MODEL ....oiiiiiii e ettt e et e e e e 35!
5. CONCLUDING DISCUSSION ....cutiiiiiieiiiie e eeeiemme ettt nmms e e e e eenaan s 36!
L LIMIT AT ION S i e e et e ettt e et et e e ettt e e e e e tammeeb e e e ee b neeeeebaeas 36!
5.2 CONCLUSIONS. ...ttt ettt e e e e et e e et et e e e e ettt s s aaaaeeeetba e eaeebanneaeeees 37
5.3 SUGGESTIONS FOR FUTURE RESEARCH. ... 38!
B. SOURGCKES.... .ottt e e e e et tb e e e e e e e tbe st e e e e e e eabn e e eaeennen 39
LI =T L0 ] S T PSPPSR 39!
B.2 ARTICLES ... .oe et ree e et e e et e e e ettt s e e e etb e e e eeban s e e e e srnmarend 40!
6.3 DIGITAL SOURCES ... .ot ettt et e e e ettt s e e e e bnmme e eeeeaba s 43
APPENDICES. ... ettt e e ettt e e e e e e et b st b e e e e et ab e e e e eanan al
APPENDIX 1. THE INTERBRAND VALUATION METHOD ... al
APPENDIX 2. THE COMPARABLE COMPANIES TEST ...ooviiiiiiie e cl
APPENDIX 3. TESTING THE MODEL ...coiiiiiiiii e ere e et ees d!
A.3.1 HEtErOSCERUASTICILY . .......vteeeeiee et e ettt e e e et e e e e e e ne et eeeeeeeens d!
AL3.2 AULOCOTTEIALION. ... .eiiiiiiiiiteee et e e e et eeet et e e e e e s eeeeeas fl
A.3.3 MUIICOITNEAITLY.......eeeee ettt e e e e e e s e e et e e e e e e e e e aaed g!
A.3.4 Normal Distribution Of the Dat@............uueiiiiiiiiiieiiie et il



BRAND EQUITY & SHAREHOLDER VALUE

TABLE OF FIGURES

FIGURE 3.1 Sampling Process EXPIaiNe. ...t 11
FIGURE 3.2 Sample Companies Sorted by Industry ClassifonBenchmark (ICB) Codes............ 12
FIGURE 3.3 Sample CompanieendTimes of Appearan¢ceBrand Value & Market Cap.................. 16
FIGURE 3.4 Low-, Mid- and HighEnd Bran@ Portfolios...............oooooiiiiii i, 17
FIGURE 4.1 POIfOlio INQICES. ... .uuiiiiiiiiiiiiiiee et eie e e e e e e e e e e s eeeeees 26
FIGURE 4.2 Explanatory Power of the MOGEL............uuuiiiiiiiiiiieeen e 27
FIGURE 4.3Excess Returns ardfluence of Fama and French Factors.............cccccoviiieenniinnnnnnn 28
FIGURE 4.4 Yearly Compounded ReETUIMS.........ooiiiiiiiiiiiiiiiiie s e e e e e eeeaeiensmmmeesennn s s e e e eeeeeennens 32
FIGURE 4.5 Monthly Compounded RETUIMIS..........ovuiiiiieiiiiieeeieae e e ee ettt seeern e e e e e e e eeaeneens 33



BRAND EQUITY & SHAREHOLDER VALUE

1. INTRODUCTION

1.1 PROBLEM AREA

Firms are profit maximizing and consequently, through managers, allocate scarce resources to their best
alternative use. In the 19700s, an ideology for corporate governance emerged that emphasized the
importance of maximizing shareholder value, in whicl #tockreturn became a measure of superior
performance (Lazonick and OOSullivan 2000). This has left a deep footprint in modeBidime.and

Lavelle (2000) state tha®he fundamental task of today's CEO is simplicity itself: Get the stock price up.
Period.OThus, the boardroom only investi® projectswhere there is a clear link between the investment

and the creation of shareholder val@@nsequently,nvestments that are more problematic to measure

and quantify are more likely to be underfund@dker and Jacobsen (19%tatethis to be the case for
intangible assets such as brand equBisivastava et al (1998) point out that by not expressing the
contribution of brand activities in terms of shareholder value, the role of dimamorporate stri@gy is

weakened.

This is a problem sincérms potentially could misgrofiting from brands.Previousresearctwithin the

field suggests that brandsntribute positivelyto thefirm by for example affecting the timing and size of
future cash flows(Farquhar 1989; Srivastava et al 1998; Chaudhuri and Holbrook .2@@hye
researchers even propose that swurce of economic value ambmpetitive abiliy nowadays is
essentially tied to the creation and manipulation of intangibteta (Ca—ibano et 8000 Lusch and
Harvey 1994. However, until the positive effects are expressed in financial terms of shareholder value,

these questionsill not gaincredibility in the boardroom@&nowles 2003.

1.2AIM

The aim of this study is to measubhe effectshat brand haveon shareholder value creation. \Welieve
that our research is useful f@) boardroons, to realizehow brands creatshareholdewalue and(ii)
investors to assess the value strongbrands and ulthately the value of firm equity, whiccan be

trarslated into a trading strategy.

By investing in portfolios consisting @bmpanies owningtrong brands, we investigate the possibility of
earning excess returns while accounting for the FEreach (1993) and CarhartOs (1997) risk fadiors.
line with Madden et a(2006) we define shareholder value creatamstock returns that are higher than

other returngheinvestors could earn at a similar risk.
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We aim to extend existing research by having a European focus with a unique timeframe and by

exploring differencebetweeriow-, mid- and highend brands

1.3DELIMITATIONS

Firstly, we base our study on companies with availaiid reliable brand values asstimatedby the
global branding consultancy firmterbrand These are published on a yearly basis but limitethe

world@ 100 most valuable branddur samplés furtherlimited tothe European portion of these.

Secondly to ensurethe comparabilityegardingthe financials othe companies owning these brands, we
limit our time frameto theperiodfrom when IFRS first wamandatoryin Europein January2005, until
our analysids commenced in March 201Zhis is important becausge want the stock returns of the
individual companies, which are based on publicly available information (e.g. annual repdots)ree

from accounting biases.

Thirdly, there are delimitationsmanating fromour methodology, whichliequires the usef FamaFrench
and Carharfactors Thesefactorsare only available on a monthlyasis,which limit the number of
observatios andprevent us fromnvestigating ashorttime period To estimate our own factors would be

outside the scope of this thesis.

Lastly, we are aware of the myopic view we adopt when only considering shareholder value creation as
the purpose of an organization and thereerlooking theories such as stakeholder thediye do
however believe that it is a suitable delimitation gitte® aim tomeasure the effects that brands have on

shareholder value creation

1.4HYPOTHESES

H,: Investing in a portfolicconsisting oftompanies owningtrong brandsvill notyield a higher

returnthanan alternative investmenf similar risk.

H,: Investing in a portfolio consisting of companies owning strong brands will yield a higher

return than an alternge investment of similar risk.
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2. THEORETICAL BACKGROUND

2.1 DEFINING BRAND EQUITY
Aaker (1996p.7) declaresthat brand equity i<Da set obrand assets and liabilities linked to a brand, its

name and symbol, that add or subtract from the value provided by a product or service to a firm and/or
that firmOs customersi@e further explainsthat brand equity is created when firms try to differati

their products from competitor®wning a strong brand may make the firm less vulnerable to competition
and create larger margins, more inelastic responses to price increases and more stable ¢akieflews
andKeller 2003)

2.1.1 Two Perspectivesof Brand Equity

According toKeller and Lehman (2006) aritbtler et al(2009 p.428 brand equity can beidded into

two mainperspectivescustomerbrand equityandcompany brand equity' While the formewiews brand
equity from the point of theeustomer in terms dhoughts, feelings, perceptions, images and experiences
(Keller 2009) the later takes the perspective of the company and try to capture the financial value of

owninga brandSimon and Sullivan 199¥eller and Lehman 2006

Customer Brand Equity

Keller (2009p.143 explainsthat the core otustomerbrand equityis thatOthe power of a brand lies in
the minds of consunmsd Kotler et al(2009p.244 follows thisreasoning by defining the concept @the
positive differential effecthat knowing the brand name has on customeparse to the product or
servic&, In other words, brand equity createsstomervalue at every step of the purchageocess
Before by enhancing the information processimlyring by raising confidence andtexf by increasing
usage satisfactioffaker 1996p.7-36).

! Note that customer brand equity should notriigtaken forconsumer equity where thetiat involves customer lifetime values.
For more information about consumer equity, please see Bick (2009).
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In general, astometbrand equitycanbe divided into four major categori@Bick 2009;Aaker 19% p.9)
1. Brand name awarenessThe strength of a brandOs presence ipdtential custome®smind.
Measuredhroughrecognition and recall.
2. Brand loyalty: The willingness otustomerdo repurchase the same brand.
3. Perceived quality. The customerOs perception of the overall quality or superiority of a product or
service with respect to its interdlpurpose, relative to alternatives.
4. Brand associations The attributes thatustomersassociate with a brand, e.g. lifestyle for

Harley-Davidson.

While the customerbrand equity includes elements for explaining why brands are valuable from a
custometperspective, they are poor in providing value relevant information oompary perspective.

Park and Srinivasa(l994 point out that even though you can wsestomerbrand equity to asses

value of the brand, these measures are basedustomersuweys and therefore subjective. Another
disadvantage is that these questionnaires are catchstgmerintensions and willingness instead of

actual behaviorTherefore we will be looking atompanybrand guity.
Company Brand Equity

The companybrand equy is connected to consumer brand equity but rather than looking at the
relationslip between brands and customéos other actors in the valughain), it triesto capture the
benefits attributable to the firm owning the bradeller and Lehmann (2006 P45) describe company
brand equity a®©the degree of Omarket inefficiencyO that the firm is able to capture with its bmandsO.
short,brand equity can be defined @the incremental cash flows which accrue to branded products over
and above the cash flewvhich would result frorthe sale of unbranded produ€$Simon and Sullivan
1993p.29).

2.2 THEORETICAL LINK BETWEEN BRAND EQUITY AND SHAREHOLDER
VALUE CREATION

2.2.1 What |Is Shareholder Value Ceation

On the most fundamental level, the shareholder value of a firm can be quantified as the present value of

discounted future cash flows that are attributable to the firmOs oWhirsmplies that there are three
ways in which brand equity can affesharelolder value namely by affecting either or all oits
determinantstiming of cash flows, size of cash flows and discount factSresastavaet al (1998)

describe thashareholder value is created by accelerating and enhancing as well as redumenghlity
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and volatility (i.e. risks) of cash fows and Osinga et al (2011) shateir view and define shareholder

value in terms of stock returns aigibsyncratic and systematidsks

2.2.2 ldiosyncratic Risk

Idiosyncraticrisk is the largestisk component and explains on average about 80%tal riskin a stock
return (Goyal and Sant&lara 2003. Idiosyncratic risk commonly referred to as unsystematic risk
covers firm specifiauncertainties constantly present whepricing a stock. Since inw&ors are able to
eliminate idiosyncratic risk by effectively diversifying theirportfolios, it does not influere their

valuation of the stockMarkowitz 199).

2.2.3Systematic Risk

Systematic risk is captured in a st@kesponsiveness to changes in the overall market, quantified as the
assetxovariationwith all other investments available in the econgidgAlister et al 200). These may

be caused by a wide area of sources such as shifts in interest rates, exclsnge matcroeconomic
developmentgOsinga et al 2011)t is impossible tofully hedge the systematitsk and investorsare

therefore demanding risk premiums based on $set€sensitivity to the markeibid).

Already in 1998 Srivastava et g11998)found that branding might create monopolistic power and lead to
more stable cash flows hat is an important finding wheconsidering that as much as 80% of the
variation in systematic risk can be explained by cash flow volatility (Srinivasan and Hag68&hs
implying that brands could lower the systematic riska hecentstudy, Fischer et al (2009onfirm this

link by concluding thabrand expendituregduces cash flow volatilitgnd hence systematic risk.

McAlister et al (2007)come to a similar conclusionrwhere they find that advertising and R&D
expenditures, direct and through ttreationof intangible assetdowers a firn@ systematic risk. They
believe that the results aredaito the fact that these companies h&yea more diverse stock ownership
and (i) higher liquidity in the stockwhich Ohelp insulate théirm from the impact of stock market

downturns thus lowering its systematic riskQ36)

2.2.4 Timing and Size of Future Cash Flows

Reaarding timing, high brand equity can help realize cash flows earlierigh@ossible for arunbranded

or weaker competitor. Customers may react faster to communication from the firm and they are more
interestedto try, adoptand personallypromotethe branded product (Keller 1993). A great example is

Apple, where consumerdten are queuing for long to be ablebtay the product as early as possible.

There are also several ways in how brand equity can increase the size of future cash flows. We will

addres five different explanationdNote thatthese reasongsually work together and it might be hard to
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separate the effects coming from one or anothieefirst reasons through what is usually referred to as
price premiums. Firms with high brand equétse able to charge higher prices and in that way increase
their margins and hence bottom liflearquhar 1989Srivastava et al 1998 haudhuriand Holbrook
2002).

The secondreasonis through increased loyalty. Strongahds will not only better overcomerises and
shifts in customertastes but also have stronger resistance against competitive gEaocfghar 1989)
This effect is explained by ¢hfact that brand equityreatesnore loyalcustomes who are less recipient

to competitor appeals aneks lkely to docomparisorshopping(Chaudhuriand Holbrook 2001)

The third factor is stronglintertwinedwith loyalty but worthmentioningseparately. Sintar to the price
premium effectthebrand can also have a volume premieffect That means thatrong brands arable
to sell a larger number of products compared to unbrandedeakercompetitos (Ailawadi et al 2003;
Kapferer 2008 p.13)

The fourth is through cost savings. These can mainly be found within sales efforts. Brands with high
equity are usually associated with customers whararee willing to adapt and comply witlmarketing
communication(Keller 1993. The nmarginal costs ofnarketingfor these kinds of brands are therefore
usually lower.Research by Smith and Park (1992) has also shown that brands with high egeity ha
lower cost when introducing brand extensio@s a similar notgit hasbeen found that strong branale

easier accepteahdthat theygain a wider distribution. They are also allowed to pay Idees in order to

be listed at the reselleasdreceivemore $elf space for new produc(Farquharl989).

The lastreasonis through extensionKaufman et al (2006jound that strong brand equity can be
leveraged to gain stronger acceptance for new product introductions among consumers. This is important
sincebrands extensions are importaotachieve growth (Kotler 2003 p.43%1;Aaker 1996 p.2737).

Strong brand quity also enabkcompanies to use existing customirsrosssell productgKamakuraet

al 2003).

23LOW-, MID - & HIGH -END BRANDS

We have so faexplainedthe valuecreating potential of a brand as determined by the differential
advantages it bringsbaut. For products and services within the higid marke{low-end market)the
differential advantages of a strong brand foremost enalolempany to obtain a price premiuwolume
premium) However, Doyle (2001) arguethat market economics also plan important role in
determining the valscreating potential of a bran@narket economics mean that even strong brands

find it difficult to make a decent return in some markets; whereas in others, even mediocre brands can
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make good profits(p.24). He agues that the intensity of competition and the level of pressures from
customers are the most important factors in determining the attractiveness and the profitability of the

market.

Roche et al (2008) descrilzerecent consumer trend, namely that morerance people substitute mid
end products for either higgnd or lowend productsTheir findings imply thatthe midend market is
less attractivanarket to compete withjrregardless of brandn addition, Tungate (2009 p. 4) states that
luxury brandsare recession propfa fact that should be even more apparent fordad brandssince
crisis makes consumers migrate to their markéerefore, it is reasonable to believe that companies
owning strong brands within either lewr highrend products or serés will yield an even better return

than companies owning brands within the fmadge category.

24 PREVIOUS EMPIRICAL FINDINGS

Having discussed the theoretical concepts of brand equity and shareholder value twmroa review

of the empirical studies connecting them.

Simon and Sullivan (1993) uslee financial market value of the firas the basis for valuing brand equity.
By reducing the market valuaf the firm with the valueof its tangible assetsthey identify tke firmOs
intangible assefswvhich aredivided into three major categorig€Xi) brand equity, (ii)the valueof other
firm-specific factors not ass@ted with brand equity, andiij marketspecific factors thialead to
imperfect competitiod (p.33) Using a sample 0638 firms for the year 198%H¢y find thatthe average
(median)estimated brand equityver all industriess 19% (14%) of tangible asset valu@he findings
show thatbrand equity augments the cash floffirms and thatinvestors appedo considethisin their

stock evaluation.

Drawing on the findings oddimon and Sullivan (1993Kerin and Sethuraman (1998udy the functional
form of therelationship betweenrand value and shareholder valreation The study usebrand values
that arepublished in the Financial World magaZimed measures shareholder valoeeationas the
Marketto-book (M/B) ratio of the firms thatown these brandsTheir sample consists of 58 firms with
148 brands fothe year1995 and 55 firms with 143 brands fitre year1996. They find a positivebut

concave relationshipetweerbrand valueindshareholder valuereation

With an objective to assess whetl@nancial WorldOsstimatedorand valug® are associated with share

prices and returndBarth et al (1998pddressa concern of many standard setters about whether brand

2 The estimates are based on a methodology developed by Interbrafielaise see section 3.2.2 for more information.
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valuescan be estimated reliabgnough in order to beecordedon the balance shefthey study a sample

of 1204 brand valuefrom 183 publicly traded U.S. firmduring 1991 to 1996The authors test the
association betweef) market value of equitand brand valueand (ii) yearly changes in brand valse

and annual share retufnFhe results show thdtrand valus are positively related tboth stock prices

and returnsThe authorsclaim that (findings fromthis [their] analysis are inconsistent with investors
assessing brand value estimates as significantly less reliable than other components of book value of
equiyO (p.63). FurthermoreOfindings suggeststimategof brand valueshre relevant and sufficiently
reliable to bereflected in share pric€¥(p.41). Thus, Interbrand@sand value estimateare suitableto

base a studgn that connectisrand valueso share prices

Frieder andSubrahmanyani2005)find thatinvestors are influenced byand perceptions of companiesO
productswhen investingin companie®stocks They refer to this aa spill over effectand state that
investorsprefer to hold stocks with high brand recogniti@recause of greater familiarity with the firm's
products The result also accords with the notion that investors prefer stocks of which they are cognizant

or those in which they face lower parameter estiomariskO (p.82)

In studying how marketing affects firm valueMadden et al(2006 demonstratethe creation of
shareholder value through brandimg.contrast to previous researchers, their view on shareholder value
creation differs as they believahat Ghareholder value is not created simply through positive stock
returns or increased market capitalization; rather, it occurs if and ondyadbnpany's stock returns are
higher than any returns the company's shareholders meggive from alternative imgments of similar
riskO (p. 225). Accordingly, they group firms with a provenemphasison brandingand marketingas
evident by their brand valuesto various portfolios (that differ with respect to weighing mechanisms)
and compare theportfolios perfomanceto a risk adjustedelevant benchmarkusing the Famdrench
(1993)and Carhar{1997)method Their sample consists afL1 US publicly traded firms owningrands
that appeared othe Interbrand list at lea®nce during the periobetweenDecember 31, 199and
December 31, 2000 hey find that portfolis of strong brandswith less riskyield higher returng! ) than

a relevant benchmark and thereate value for their shareholderse findingsare statistically significant

even wheraccountingor market share and firms size.

Johansson et 82012 adopta similar methodologasMadden et al (200G) investigatingthe financial
performance ofJS firms during thestock market downturin thefall of 2008.Their sample consists of

firms owning50 of the Interbrand Top 100 global brandisr which a corresponding EquiTrend measu

3 The former is conducted while controlling for equity book value and net income, andté¢héslatonducted while controlling
for net income and changes in net income
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is availabl& Drawing on existing literature, the authoasgue thatOn an economic crisis, firms with
higher brand equity would thus be likely to susteevenues better than firms with lower equiyso,

since investors are likely to search for less risky investments in such an environment, high equity brands
should become particularly attractive &afeharbourOOnewould therefore expect the shareqges of

the strongest brands to lose less than those of weaker brands in an economic dayruiHGwever,

the authors found thdahe brandperformed worse thathe marketwhile showinghigher volatility and

betas, although not significantgo. Thus, in the short run and during financial turbulent timessksto

with high brand values seemot to provide a safe haven for investors, deststieoretical appeals.

25 THEORY SUMMARIZED

According totheory, wand euity creates shareholder value bgdudng cash flow volatility and in
addition positively affectingthe amount andiming of these There are however reasons to believe that
the benefits will differ between lowmid- and highend brandsFurthermore, brandgeity reducesisk

factors associated with the sto€kerformancs, thusthese stocksnay act as safe havens for investors.

For publicly traded companiebrand guity makes up a substantial parttb&ir market \alue.On the
measurement part of branduity, research has found thiaterbrandOsrand value estimates amevant
and reliableenoughto bereflectedin companiesO stock pric@hey havealso been foundpositively
related to botlstockprices and returnandportfolios of strong brandiaveproved to yield higher returns
than their relevant benchmark ansb with less riskHowever,in the short term and durinfinancial

turbulent timesstocks withstrong brandseemnot to provide a safe haven for investors

“Interbrand and EquiTrend are twdifferent brand equity measurement providdEguiTrerd measures are developed by the
Brand and Communications Consulting practice at Harris Interactive.
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3. METHOD

3.1SCIENTIFIC RESEARCH APPROACH

To date, as shown in the theoretical background, theremgriad of theories explaining theositive
effectsthatbrandsyield to its ownes, but he field connectindgprand valusto the creation oghareholder
valueis less exploredGiven the purpose of this study teeasure the effects that brand values have on
shareholder value creatiomje have opted for guantitative research approadgbhoosing between a
guantitative and qualitative research approadmowevemot just a matteof quantifying the results into
numbersor not Svenning 2003 p.2) explais the differenceas the researctsintention to either
generalize or exemplifyvhile Bryman @011 p.150) places the questionn a large context regarding

philosophyof science.

In financial research, as well asother social sciences, there exist sevechbolswithin the philosophy

of scienceFew others have had the same importance as positivism in shaping the development of social
science and creating tmsisfor criticism and selfexamination(Svenning2003 p.25) Positivism is the
foundationof quantitative research and infers, in short, {iatthe researcher only should study what is

real (there exist an objective realitgnd observablelempiricism), (2) the goal of reearch is to explain
causeandeffect relations (causality§3) generalizabilityis important, (4) unifan methods are important

and (5)facts and values should be separdteitrality)(Lundahl and SkSrvad 1999 p-38)°.

Furthemore two common structuresconnectng theory and empiricsare dedative and inductive
approachesDeductiveapproaches have theitarting point inknown facts and theoriefiom whichthe

researcher creates one (or several) hypothesis which is then empirically testeithandejected or
acceptedlIn contrast, in arinductive approach, theory is a generatedult fran the investigation of
empirics(Bryman2011p.26-29; Lundahl and SkSrvatD99p.39-41).

Bryman @011 p.151) stateshat a quantitative approach generaftyplies that a deductive approach is
suitable.That is also the case in our situatiéimom existing literatureve derive ouhypothesesndtest
them against empiricadvidence Naturally, this approach is most suitable when there already exist
extensivetheory within the areéas is our case withibrandliterature) The positivistic philosophyis in

line with our purposeince our primary goal is noéd understand or exemplify the specific cases we are

investigating but rather tose them for testingl@aypothesis and generaliiee findings.

5 This might be contrasted by hermeneutics, the foundation of qualitative research, which emphasizes that researchusiatéoprgtation
and undermnding, where (1) reality is objective, bound to time and room but also dependent upon perspectives and contexbf @iays n
possible or desirable for the researcher to be neutral (Lundahl and SkSrvad 1989 .p.38
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3.2SAMPLE SELECTION AND DATA COLLECTION

In order to determine how brasctontribute tdhe creation othareholder value, we must first identify
companiesolding reliably estimatedrands. Secondly, these compasienust be publicly traded for us to

be able to asse#ise creation ofshareholder value

3.2.1Sample Selection

The optimal sample would be drawn from, or include, the fiolbulation of companies in Europe.
Unfortunatelyit is not possibleas brand valueare not available faall of them In addition, any input that
goes into our research must come from a reliable source. Our sample therefore obrisistypean

companies owning strortyandsas estimated and published by Interbfand

To be included intte sample hefollowing criteria must be fulfilledFirstly, the brandmustbe present in
any ofInterbrandOgearly listings of theworldO<00 most valuable brarsgpublished in the period004
2011 Secondly,a European company whose staskpublicly taded must own thbrandand, hirdly,
company financial data must be availalmieDatastreamFollowing this process, depicted kigure 3.1,
each year 283 companiesire included irour sampleln total, itconsists of 3@ifferentpublicly traded

European companies owning 42 different brands.

Interbrand List 2004 2005 2006 2007 2008 2009 2010 2011
The Worlds 100 Most Valuable Brands 100 100 100 100 100 100 100 100
Brand is not owned by a european company -66 -63 -63 -64 -63 -62 -61 -62
Parent company is not publicly traded -5 -5 -5 -4 -5 -5 -2 -2
Stock market data is not available -1 -2 -2 -1 0 0 0 0
Number of brands to be included in sample 28 30 30 31 32 33 37 36
Number of individual parent companies 25 27 27 28 29 30 33 33

Figure 3.1The table displays the different steps of sampling process applied for each year.

® For more information on Intbrand, please sesction3.2.2

11



Alexaner Engel & Joakim Amadeus Olsson

A majority, 51%, of thecompanies in our sampl¢/CB Industry Name |ICB Code [ Number of Companieg

. . Oil & Gas 1 2
are consumer gods companiegsee Figure 3.2). | qustrials 2000 1
The second largest group fimancial companies,|Consumer Goods | 3000 .
Health Care 4000 1
which consist of banks and insurance compani€snsumer Services| 5000 3
. . . Financials 8000 9

0 0
(24%). The remaining 25% areactive in the Technology 9000 5

following industries: oil and gas, industrials, :
] Figure 3.2 The sample companies sorted
health care, consumer serviggltechnology. .
Industry Classification Benchmark (ICB

codes.

Reviewing the sample

Below follows a discussion of ambiguitiethat arousein the sampling process relating to the
identification and exclusion cfampe companies and how we réged them.For all sample brands but
Audi, Porsche and Shell, the owneutd be unambiguouslydentified and BP is discussed in light of the

Deep Water Horizon oil spill.

Volkswagen currently owns 99.55% of the shares in the publicly traded AQ@d{Audi 2012) thus
decidingwhich companyto include in our studws the owner téhe Audi brandhad to be assessela
light of the validity criteria fflea® see sectioB.4) we believe that the publicly traded Audi AG better
reflects the performance of the Aublirand than does Volkswagen that owns a variety of brands

Accordingly, we chose to includéudi AG asseparate and solitary owner of thedi brand

On June 26, 200Porsch®sorporate forrchangedand the operative automobile business was spun off

as awholly owned subsidiaryand Porsche Automobile Holding SE was created as a business unit
responsible for managing equity investmgRbrsche2012a) However, Ofom a legal point of view,
Porsche Automobile Holding SE and the former Dr. Ing. h.c. F. Per#¢h are one and the same legal
entity. This means the change in corporate form to become an SE entailed no transfer of assets and
liabilitiesQ(Porsche 2012b)Thus, we have selected Porsche Automobile Holding SE as the owner to the
Porsche brandnd will consequently use their stock return in our resetoclhe entire period between

the 1% of January 2005 and the "26f February2012

Prior to July 2005, Sheliad a dual ownership structure with two publicly traded shares; Shell Transport
& Trading andRoyal Dutch PetroleunBBC 2005) The twocompaniesnerged under the name Royal
Dutch Shell whose stock started trading on th® &Quly 20051t is this (merged) company that we use

in our sample as the owner of Shaatid will consequently use thetosk return in our researaturing the

entire period
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In April 2010 theDeep Water Horizon oil spill occurrdébraham and Reill)2011) One of our sample
companies, British Petroleum was responsible for the acciéletiie very same moment, needless tp sa
their brand value sharply declinétherefore all our portfolios will be formed twt includeBP from the

1* of May 2010at which time we argue that an investor that invests in a portfolio of strong brands will

have realized the brand damage and &sldtake in BP.

3.2.2Data
In order for our results not to be misleading or wrong tawilitate their comparability with earlier
research it is important that any data we use is highly reliable. We have carefully selected our data

providers to asure high quality input® ourresearch
Datadream

Datastreams a global researctiatabasehat covers a broad rangé fmancial instruments It is part of
Thomson Reuterand it is widely used in academic research. WeRetmsreamto collect infamation
on stock market dat@hare pricesandmarket cap monthly from December 2004 to February 2@l
Industry Classification Benchmark (ICB) codeko avoid that the stock returns amgfluenced by
exchange rates|lalata is obtained in local cumeies(EUR, SEK, CHF and GBP)

InterBrand

Interbrand is one of the worldOs leading brand consultancy firms and in December 2010 their valuation
method became the worldOs first 4&tified approach for valuing bran@isterbrand 2016) Each year,
Interbrand publishes a list on the worldOs 100 most valuable lrach@stimates its value in USDheir
estimatesare commonly usedn academicresearchon the connection between brand values and
shareholder value creatide.g.Kerin and Sethuraman 199Barth et al 1998 and Madden et al 2006)
Using brand value estimates based on a methodology by Interbrand, Kerin and Sethuramdm¢1898)
positiverelationship between brand value and shareholder value credéich et al (1998) findhat the
estimates argelevant and reliablenoughto be reflected irrompaniesO stogkicesandthat investors
find InterbrandOsstimates as reliabkes other components of book value of equithey also find that
there is no simultaneity bias between the brandevastimates and the market value of eq(iigy the
estimates areot dependent ostock performances)Concerning the reliability of InterbrandOs brand
value estimatesyladden et al (20063dd that Olnterbrand brand valuation estimates are recognitngd

auditors and tax authorities in many countries around the w@p®26.

" For more information on this, please s@@omson Reuters 2012)
8 The valuation method is fully disclosed in Appendix 1.
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An alternative to employingnterbrandOsstimatedbrand values isising brand value estimates from
another provider such @&randZ (Millward Brown 2012) or doing the valuations oselves.However,
BrandZDs estimatiorare not as widely used in academic research as InterBmmstimationshus we
cannotassureits reliability to the same extent as we can for Interbrdndaddition performing the
valuations ourselves would be fero extensive for this research (as we would have to estimate brand
values for thousands of firmshd we also believe that the quality of such estimations would make the

result poor and hard to comparepre@vious and futureesearch.
Riksbanken

The brand values, which we obtain from Interbrarate converted to local curreies (EUR, SEK, CHF

and GBP)y the firsttrading dayof each yeausing RiksbankenOs conversion réiRisbanken 2012)
Orbis

Orbis is an online databased subsidiary oBureau varDijk, which contains information on companies
from all over the worldBureau van Dijk 2012\We use Orbigo collect informatiorregarding Nace Rev.
2 industry codes and historical turnover figurescomparable companies to our samplesentd in

section 4.2
Kenneth R. FrenchO®Data Library

From ProfessoFrenchOs databa@aench 2012)section ODeveloped Market Factors and ReturnsO, we
obtainthe following risk factors covering EurofeSmall Minus Big(SMB), High Minus Low(HML),
Momentum(WML), Riskfree Rate (RF)andMarket Minus Riskree Rate (RMRF). These are used in our
regression model, which is presented in section 3T&Zollectthese risk factors, rather than calculating
them is common procedure in this research fiatttl webelieve it enhances this researchOs quality and

comparability with previouand futureresearch.

3.2.3Forming Portfolios

In this section we describe the different strategies we apply when compiling the stock returns of each
sample company to a single dotio return.The trading strategiedescribed belowonly permit investors

to take a long position. This is a logicalde effectof the sampling process where companies are
identified and selected based lbaving astrong and valuablbrand The opposite, i.e. aomparabldist

on the worldOs least valuable brands, which would be feasible to take a short position irt,&dsts no

° The European factors are available from 1990 until today and are based on thesofiAigtria, Belgium, Denmarkinland,
France, Germany, Greece, Ireland, Italy, Netherlands, Norway, Portugal, Spain, Sweden, Switzerland, and the United Kingdom.
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Each portfolio is formed on th&" of January each year and held for 12 months before being rebalanced
in light of new information (e.gchanges irbrand values, market capsampanies included on thet)is

We choose the*lof January to minimize the risk of hindsight biasmaking it possibléor real investos

at the timeto form the very same portfolioaswe do in this researciBy the F' of January InterbrandOs
brand value estimateselating to theworldOs 100 most valuable brands for phier yearhas been
published and been public information for at least 3 mofithierbrand 2012BusinessWek 2004;
Berner and Kiley2005)

Weighted Portfolio

Some companies on the list are conglomerat@sing several brands with operations in multiple
industriesand some arstripped downo a single brandn a single industryThere are also differences
between how important the brand is in each company to create Vakei®/eighted portfolioaccounts
for these differences by allodag weightsbasedon the companidgdratio of brand valueto market cap
(Figure 3.3".

Assumingthat these weights are constant during 12 morttes portfolio return consists of the returns
that are attributableo the individual companiesO brand& believe this portfolio best captsie value
created by brand®Ve will hence apply the sanpeocedurewhenweighting the Growing@nd Low, Mid-
and Highendbrandsportfolios.

01t should be noted that the companies might have other brands creating value, buackieftinformation in the area we only
use what can be found in InterbrandOs list.
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Years Average Average Average 'Brand Years Average  Average Average 'Brand
Company Name| Present Brand Market  Currency Value'/Market | Company Name Present Brand Market Currency  Value'/'Market
Value Cap Cap' -Ratio* Value Cap Cap' -Ratio*

Adidas 8 3,620 8,258 E 46% ING 5 2,554 52,621 E 4%
Allianz 5 3,219 43,211 E 5% L'OREAL 8 5,926 46,699 E 13%
Audi 8 3,533 8,374 E 45% LVMH 8 18,049 40,494 E 48%
AXA 5 4,959 36,345 E 9% NestlZ 8 19,839 171,270 SF 12%
Barclays 2 2,735 26,676 £ 3% Nokia 8 22,191 51,403 E 58%
Beiersdorf 8 2,356 10,698 E 22% Novartis 2 9,855 182,968 SF 1%
BMW 8 15,421 24,702 E 68% Philips 8 5,432 25,416 E 25%

Bp 6 2,177 112,739 £ 1% Porsche 8 3,106 6,400 E 55%
Burberry 5 1,874 3,601 £ 35% PPR 8 5,551 11,917 E 51%
Credit Suisse 2 3,799 35,848 SF 3% PUMA 1 2,204 3,522 E 8%
Daimler 8 17,544 44,180 E 43% Richemont 8 4,060 26,225 SF 18%
Danone 8 4,030 27,005 E 15% Royal Dutch Shel 8 2,060 52,345 £ 4%
Diageo 8 2,618 27,235 £ 9% Santander 2 3,789 58,743 E 2%
FIAT 4 2,614 6,984 E 22% SAP 8 8,346 44,303 E 19%
H&M 4 109,908 292,993 SK 19% Siemens 8 5,682 68,708 E 9%
Heineken 4 2,335 16,968 E 7% UBS 8 7,507 89,134 SF 9%
Hermes 8 3,191 11,743 E 31% Volkswagen 8 4,914 31,775 E 21%
HSBC 8 6,742 102,213 £ 7% Zurich 2 3,408 33,597 SF 3%
Inditex 7 4,390 27,191 E 14%

Figure 3.3 The table presents the companies that are included in this study and how many tim
are included in the sample.

*Please note that the averaQbrand valugiinarket cagBtatio is an average of the ratios computed
each year. It is not a ratio between the presented average brand value and average marke]

numbers are presented in local currencies.

Equal Portfolio

The Equal portfolio subscribejual weights to every brand. That means that a company with one brand
hasa weight of 1, two brands 2, etCompared to th&Veighted portfolio, his portfolio is much more
driven by the performance of the whole sample anddessitive to the performanag the companies

with the highestratios of brand valueto market cap While this means that we are not investing
accordingly tohow much of the results that are driven by strong bramdshave to remember that all
companies o the list are in the forefront of the fiedohd that they might have other brands just below the
100 most valuablerand. We form this portfolio to increase tlesternalvalidity of the findings from the
Weighted portfolio sinceesultsthat are morevenly driven fromthe entire sample amaore relevanto

use for generalizations.
Absolute Brand Value Portfolio

The Absolutebrand \alue rtfolio allows for investors to increase their exposure to the most valuable
brandson the list. Each company receivasveight that is proportional to their brand vék)én relation

to all included brand values on the Interbrand I8hce previous research has documented a positive
relationship between brand values and stock returns, we want to investigate whatpanies with

higher brand values in absolute terms yield a higher return.
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Growing Portfolio

Some of thebrands on InterbrandOs list h#een there for a long timeith quite stable brand values

while others are introduced during the peri@thd exhibitlarge changes in valudlthoughwe are aware

of the fact that companies need to invest in their brand just in order tdtkaejhe same level, we still
wonder if we carcatch firms with exceptionakills in building brands by jusncluding thosewhose

brands are growingrurthermore,it is an interesting portfolio to study sinem investment based on
historical brand value developmefite. growing brands)nay capturea lag betweerbrand building
activities andheir returns By forming the Growingportfolio we investigate these matter furthier this
portfolio we have included brands that have grown in value from the previous Interbrand list to the next

or those who are new on the list (and hence have grown their value).

Low-, Mid- and High-End Brands Portfolios

Portfolio Number of Companies | We will also form portfolios based goroduct offerings
Low End Brands Portfolio 2 . . .

Mid End Brands Portfolio 16 where we divide our sample into four different
High End Brands Portfolio 10 subgroupgseeFigure3.4). The purpose of forming these
Financial Portfolio 9

portfolios is slightly different from previoufour, but
Figure 3.4 Table presenting the number { still in line with our overallaim. Instead ofnvestigating

companies we have included within ea] if brand value is driving shareholderlue we rather

portfolio want tounderstandf there exist any differences withi

the sample to get deepimsightsof the phenomena. line with literature gection 2.4 we have formed

the three portfolios, Low, Mid- and Highend, based oproduct and service offeringSince we could
not divide the banks and insurance companitsthre three portfolios with sufficient accuraeye placed

them in a single Financial portfolio.
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3.3RESEARCH DESIGN

Since shareholder value creation takes place in the stock market, it is vital to undeostdrav stocks

are pricedand thedifferent elements of stock returriavestors are not only looking for investments with
high possible returnsub rather investments with higdxpected returns. The differendeslin the risk that
the returns will not be realized. Understanding riskeede a central topic to understand returns and we

want to use a method that distinguishes between excess returns and retamestmpensation for risk.

The research design in this paper follows previous studies on the connection between branchdalues a
shareholder value creatiofihe study by Madden et al (200@asespecially serveds a role model. Their

study iswell cited andconsidered as influential in the fiett.

3.3.1Asset Pricing Models

Modern asset pricing theories are founded on the N@beéwinning findings ofMarkowitz from 1959
(Fama and French 2004larkowitz introduced thevlodern Portfolio Theory (MPT)*, which distinguish
betweenunsystemati@and systematiaisk. Theunsystematicisk is firm specific and camence as long

as the assets are not perfectly correldbediversifiedby creating a portfolio of assetahich lower the
volatility without lowering the expectegeturn The only risk that is priceth the market is the risk that
cannot be diversified, symhatic risk,which is measured by the assets covariation with the rest of the
market(Markowitz 1991)

Basedon the findings of MarkowitZrom 1959 Sharpe(1964)and Lintner(1965) createthe Capital
Asset Pricing Mdel (CAPM) by adding two additionatriteria The firstis thatinvestors shre a joint

view of asset returnand the second that there is borrowing and lending atdreiskate*?

P T Db [ 1 1] 2

Y“As of 201204-19 their article has been cited 122 times by 8rinivasan and Hanssens (2009); Johansson et al (2012)

2This model is also commonly called the OmeanienceO model since it (1) minimize variance of portfolio returns, given
expected return and (2), maximize expected return, given the level of variance (Fama and French 2004).

13 Black (1972) is later showing that the an unrestrictedfris borrowing and keding rate is unessential and that CAPM can be
achieved by instead allowing short sales in risky assets.
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Where,

t = Time

P! Thereturn of portfolioi.

P Therisk-free rate.

T Systematic risk in portfolioi.

['v ' 1]t Return of the Market portfolio above the riskree rate

The CAPM modelhasbeen widely adopted and gdobally today one of the most used asset pricing
models (Fama and French 200dpwever, diring the years, several authorsyé@ointed out that there
exist variationsn returnsthat cannot be explained by the CAPM markethe ass&® covariation with
the market). Fo example,Banz (1981)documented a sizeffect where small shares, determined by
market cap, returned better than predicted by CAPM, as ogposshares with a large market cap
Stattman (198PandRosenberg et al (198%ound a similar pattern based baokto-market ratios (B/M)
where shares with large B/M showed a higher retivanpredictedoy CAPM.

3.3.2Fama-French and Carhart

Based on these findings, Fama and French creatiéguleefactor model, first with a crossectional
approach(Fama and Frexh 1992)in line with thatof Fama and MacBeth (19),3and later as a time
series regressioffFama and French 199B) line with thatof Jenseret al(1972).0One of the threéactor
modelOs largest problem is however that it does not capture the momiiettpresented byegadeesh
and Titman (199Bwho statethat a stock that performed well in the pastZ3months will continue to do
so in the next few months (and vice versa for bad performing stackd)art (199Y solves this matter by
adding a fourtifactor to the Fam&rench model, aapproachthat since then has beewidely accepted
(Fama and French 2004; Maddetral2006 Fama and French 20111

PO L Dl [ DU |1 Dpg 1 1 Ly 1% L g 1% (2)
Where,
t = Time
P! Thereturn of portfolioi.
P Therisk-free rate.
T Systematic risk in portfolioi.
[ty 11p]! Return of the Market portfolio above the risiree rate
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Prgg Mg Migg = Coefficient estimatesof the SMB, HML and WML factcs.

g Small Minus Big. This hedge portfolio ig return difference between Small and
Big stocks. It iscreated bydividing the Europearmarketinto two portfolios,
Small (bottom 50%)and Big(top 50%)based on market pand thensubtracting
the monthly valueveighted returrof the Big portfolio from the return for the
Smallportfolio.

"# ! High Minus Low. This hedge portfolio isa return difference betweedigh
Book-to-Market (B/M) firms and Low B/M firms. It isreated by dividing the
Europeanmarketinto threeequal portfolios, Value (high B/M), Neutraimid
B/M) and Growth (low B/M)and thensubtractingthe monthly valueveighted
returnof the Growth portfolio from thereturn for thevalue portfolio.

"# ] Winners Minus Loosers This hedge protfolio isa return difference between
stocks with positive and negative momentuln is created by dividingthe
European marketnto three portfolios, Winners (top 30%), Neutral (middle 40%)
and Loosers (bottom 30%)ased on the stocks cummulative return for month t
12 to t2, and thensubtractingthe montlhy valueveighted returrof the Looser
portfolio from the return for th&Vinnerportfolio.

Jensen (1968xtendghe Sharp and Lintner CAPM to a time series regjoedby subtracting the risk free

rate from both sides of the equation, creating a possibility to cagruess retursin portfolioi.
N CTS N  T [ T WA )

His goal isto introducea way to measure portfolio performarared hefinds that portfoliomanagers with
superior forecast capabilititesystematically selestsecurities witll'» >0, hence eanng more than the
Ocorrect@sk premium for thatevel of systematic risk!(- ). By introducing a nofzero constant! (), it

is possible to measure tpertfolio performanceind hence make the error terha X serially ndependent
[E("+) = 0]. The constat (later named JensenOs Alp@agpresents the average incremental rate of
return on the portfolio per unit timahich is due solely to the managerOs ability to forecast future
security prices(p.8) where a random selection should yield a zero interbapit is possible forthe

interceptto be both positive and negativie(iseri968.
OIS N A A B B [ R B A R 4

Incorporating the intercept (JensenOs alpha) and error term with the the risk factors, we c&B) below
present the Fama and French (1993) three factor model including Cart@80dqurth momentum
factor.Fama and French (199 concludethat Qudgingassetpricing models on the basis of the intercepts

in excesgeturn regressions imposes a stringent stan@y(5).
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L b L Ul U b [l Ul |0 Dy T8 (1 Ly 18 L Ly 1% L 1L (B)

3.3.3 Interpreting the Coefficients

Our null hypothesistatesOnvesting in a portfolio consisting of companies owning strong brands will not
yield a higher return than an alternative investment of similarQidkquation 2 breaks dowwhat is
meant byGimilar riskO intathe followingfour risk factors[! .« 1 1w [UI"# 1'% "% "% . Given

a certaincovariation [,! with these risksaninvestment should yield a certain expected retur@ (. )).

If the observed retur@ - )!deviates from the expectaéturn it 5 possible that this is due to excess
returns [ »!. Regressiorequation 5 whichis the one waitilize in our researchallows us to capture this.

When interpreting the results, a positiggegative)alpha { ) indicates a positivdnegative)excess

return.
Regarding the systematic risk !, if ! » 1= 1, it indicatesthat the returns of the portfolio are achieved at
the same risk level as the overall market.! ! 1. 1 1 it impliesthat the returns arachieved with

lessrisk than the overall market and if is either greater than 1 or smaller th&nthe opposite applies.

Regarding thehreefactors(SMB, HML and WML), al y4¢ ! ! (Yryg ! !! implies that theeturns of
our portfolio covay more (less) with the returns of large stocks than small stdtleeturns aréhence
not achievedasa compensation for investing small (riskier) Stocks A ! pyg ! I 11 yg 1 11 implies
that the returns of our portfolio covary more (less) with the returns of companies with lowt@ook
Market ratiosthan companies with a high Boté-Market ratio Al g ! ! Il pug I I implies that
the returns of our portfolio covary moess)with the returns of companies whose stbelveperform

relatively badn the las2-12 months than companies whose stock has performed relatively good

3.34 Measuring Returns
It is worth topoint outthat the monthly portfolio returns are weighted in accordance with the information
presented in3.2.3Forming Portfolioy. Note that the returns pented are monthly net returrge(ived

throughEquation®6).
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3.3.5The Efficient Market Hypothesis

We will be using theFamaFrench and Carhart fodactor model (Equation 5) in estimating our
portfoliosO expected retufbove riskiree rate) This expected return is contingent on the stock market
being efficient inpricing stocksi.e. that the prices fully refleall available information. Thas what is
meant by the Efficient MrketHypothesis (EMH) Lo (2008)traces the origin of the EMH to Paul A.
SamuelsonOs artiglBroof that properly anticipated prictsctuate randomi@from 1965and Eugene F.
FamaOs articleR@dom walks in stockiarket pricesO from 1968 shortand according to Lo (2008)
these articles infer thaOIn an informationally efficient market, price changes must be unforecastable if
they are properly anticipated, that is, if they fully incorporate the information and expectations of all
participants [E] This is not an accident of nature, but is in fact the direct result of many active

participants attempting to profit from their informani®.

For us, f EMH holds we should not be able to find positive excess returns, isivestorsin the stock
market would have eliminated this profit opportunithis would imply that the excess return is really
just compensation for risk that is not aaqetd by Equatiordb and thus be due to incomplete modeling.
However,both theoretical and empiricahomaiesin clear violation 6the EMHare commonLo (2008)
writes that Gaccording to the behaviouralists, quantitative models of efficient mafkaitsof which are
predicated on rational choicBare likely to benrongd.EMH supporters respond to this by arguing that
Omarket forces will always act to bring prices back tdoratl levels, implying that the impact of
irrational behaviour on financial markets is generally negligible and, thereforelevantO(ibid). Lo
(2008) provides further argumentsom Grossman and Stiglitz (198@)n the impossibility of
informationally dficient marketsQor if markets are perfectlgfficient there is no profit to gathering
information, in which case there would be little reason to trade and markets would eveotliajppe.

Naturally, EMH supporters have a response to #isisvell and the loop is circled and starts over again.

Recently Fama explained that when sthing is mispriced in an asseticing model that is a
manifestation of some sort of risk, implying that the market is efficient in pricing stocks and that any
excess eturn is due to incomplete modellif§chulmerich 2007)On the other handhereis a lot of
research provinghit trading strategies generaecess returns, for exampétrategiesbased on post
earning announcements (Bernard and Thomas;19&®erberg2007 and customer satisfaction (Fornell

et al 2006).

4 Andrew W. Lo is the Charles E. and Susan T. Harris Professor of Finance and the Director of the Laboratory for Financial
Engineering at the MIT Sloan School of Management.
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From having studied every angle of the EMKy (2008) concludes the followingOGiven all of the
theoretical and empirical evidence for and against the EMH, what can we conclude? Amazingly, there is

still no consensus amorgonomistsO.

3.4QUALITY OF RESEARCH

In order to assesthe quality of this study, we now discu®e conceptsof reliability and validity.
Reliability concerngandom and validity systematierrors. The later cafurther be divided into both
internal and external validityLundahl and SkSrvatR99p.150152).

3.4.1 Reliability

According toBryman (2011 p.49Yeliability regards theuestion if theesults from ongestremainif the

testis repeatear if the results arandomor temporary Lundahl and SkSrvad 999 p.152kxplainthata

study with good reliability is uninfluenced by whom and in what circumstances the measurement is
conductedThey further state that reliability is a requiremdnit not a meanto reach validitybecause

the result will be useless if the measurement tools are used wrongly, no matter hothegtmalsare

High reliability can only be re&ed if the researcher contiesto critically challenge their findings and
handle data witlaccuracy. Helpful tools in this process might be routines and error cofti@isae and
Solvangl997 p. 163167).

To ensurereliability, we havenot used anyhard plugged numberis order to prevent humaerrors.
Further, h order toassurehigh quality, Interbrands estimated brand valiesebeen controlled twie,

both before and after theyene integrated in the main model. Moreovarprder to assure congruence
between companiesll financial data has been obtained from one source, Datastiaanmover and
market cap from this source haakso been compared with other soutté® ensure that no companies
were mistakenly selectgdTo ensure that no numbers were changed in the construction of the model,

these two steps were in the end repeatedimcluded in the final tests, with no change in the results.

Lastly, we have tried to create as much routines as possible to ensure that islaktauring the
process.in order to minimizebiases and narrowed mind sets in creating the model, weeandently
created all the calculations and let the other person control with a fresh Thimdame approach with

individual screening was conducted when forming the 4, &vd and Highendbrandsportfolios.

15 E.g. various stock exchanges, annual reports, Yahoo Finance and Orbis
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3.4.2Internal Validity

Internal validity is abaut compliance between the theoretical and operatidefhition or in shortthe
methodOs ability to measure what it is intendethéasure(Lundahl and SkSrvad 1999 p.)5@ll
components ofhe research need to be internally valid in order for the whole project to be valid. The

research design is hence vanportar (Svenning2003p.65).

In our researchthe most critical concept to measure is how shareholsEmefit economicallyfrom
owning conpaniesthat areholding valuable brandd&Ve have reviewed asspticing theories to ensure

that our method of measurimgcesgeturns onlycapture returns that anetdue to carrying risk.

A similarissue regards the estimated brand values. That obsagea is stiljuite young and debate@e
however try to increase validity by choosing brand vafoem the sourcélnterbrand)with most repute
and which has proved tceluseful by other researcherdegse view the discussion $12.2for further

informatior).

3.4.3External Validity

External validity § about the proje@ (including theories and empiricepnnection to the broader picture
(Svenning 2003 p.65)r simpler put, whether the results from a study can be generalized befwn
specific researcbontext(Bryman 2011 p.51Ryan et a003p.155. Svenning 2003p.66) stateshata
fundamental prerequisite to be ablegeneralize is thathe empirical basis is correct and hence that an

incorrect sampling jeopardizes any attempitake estimationfor a full population.

This samplequestion might be the most vulnerable spot of our metAs are onlyable to investigate
the 2533 companieghat yearlyareincludedon InterbrandOisst (see section 4.2)t should however be
added that no other institute providing brand values ehaignificantly larger base of companidés.
addition, thesampleonly includes companies that are successful in building brdimssample is thus
something v need to consider carefully when we draw our conclusionthbatrcumstance are similar
to previous researchers within the field (6Bguth et al 1998Madden et al 2006]Johansson et £012)

andwe still believe that valuable information can cofmen the research

Secondlythere might be a risk that tmeturns ardiased by(i) the sizeand industryof thesampleand (ii)

the time horizon of the investigation.afty to overcome théirst biasby creating a sample selection of
comparable compaes (in terms ofsize andndustry) thatare not includedon any of InterbrandOlésts.
Regarding the time horizon of the investigation we believe that it might be sufficient. During the

measurement period between the first of January 2005 and thef2Bebruary 2012, Europe has
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experienced both flourishing economy and recessiOns.period of 7 years and 2 montisssimilar to
Barth et alOs (1998) period of 6 yearsMadden et &$2006)period of7 years

Lastly, in order to increase the extdrmalidity, Bryman (2011 p.14171) suggestthe researcher wgive
an indepth explan#&bn to facilitate a replication. We have tried to be as extensive as possible and believe

that a future replicatiowill be easy to conduct based on explanations.
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4. RESULTS

4.1 EMPIRICAL FINDINGS AND ANALYSIS

In total, we havetested8 portfolios against ounull hypothesis thainvesting in a portfolio of companies
owning strong brands will not yield a higher retuttmn analternative investment of similar riskor
three portfolioswe could reject the null hypothes& convational significance levelsThese three
portfolios were the Weightegbortfolio, Equal portfolio and Highend brands @rtfolio. All three
portfolios experiencedan excesseturni.e. a positive intercep(! ) that was significahy different from

zerowith a market beta (- ) below oneTheseparticularportfolios are the ones with strongest support in
literature and we hence find the results in livith our initial expectations.
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Figure 4.1 Portfolio Indices. The graph shows how the Weighted, Equal and-éfighbrands

portfolios outperform the Market portfolio over the research period except for parts of 2008.

In order to get a deeper understanding of their performdiigete4.1 graphs the monthly development
(R) of these portfoliosn relation tothe Market portfolio,indexed from the %of January 200%o the 29

of February 20120ver the entire periodthe Weighted portfolio outperformed théarket portfolio
exceptfor a periodbetween April 2008 anduly 2008. The Equal portfolio was only outperformed one
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month, June 2008, and the Highd lyands portfolio outperformed the &ket portfolio in all periods but
a periodbetweenlanuary 200&ndJuly 2008.

If an invesbr invested1,000 Euro by the first of January 2005, by the™28f February2012 the
investmentwould have grown to ,211 Euro for the Weightegortfolio, 2073 Euro for the Equal
portfolio and 2630 Euro for the Higiend brand portfolio compared to only,236 Euro for the Market

portfolio.

4.1.1 TheFour-Factor Model

Figure4.2 displays that our modé&tquation 5)s significant for all three portfolios at a 0.08fgnificance

level and that it explains 67.6% of the variations in the returns of the Weighted portfolio (R Square), 73.9%
of the variations in the returref the Equal portfolio and 59.1% of the variations in the returns of the

High-end brands portfolio.

- Adjusted R Std. Error of  Significance
Portfolio R R Square Square the Estimate Level
Weighted Portfolio 0.822 0.676 0.660 0.037 0.00%**
Equal Portfolio 0.859 0.739 0.726 0.028 0.00%**
High End Brands Portfolio 0.769 0.591 0.571 0.050 0.00***

a. Predictors: (Constant), WML, SMB, RMRF, HML

Figure 4.2 The table displays how well our modebuation 5explains the variations in the returns

the three portfolios.

***Eindings are significant at 1%.

Figure 4.3 displays theFamaFrenchand Carhartegression for the three portfolios.riveals thathe
Weighted portfolio experiences7% monthly excess retwgifi.e the intercept ! ) during the86-month
period On a yearly basis these excess returns e@uaB%. The excess return is significant &.2%6
level (t-stat: 1.818. The test shows that there was only one significant inddpet variable t{stat:
8.937, RMRF (1 » ). Its coefficientequals 0.705 implying thahe excess returwasachieved with less
risk thanwhat the overall market exhibitésince! ,» ! !, ). The other three factors (SMB, HML and

WML) were insignificantwhich tells us that no returns were obtained as compensation for these risks.

The Egual portfolio also experiende®.7% monthly excess retwgrior the periodut it is significant at a
lower level of 1.3% (t-stat: 2.27). RMRF was lower (0.624) and sigitant at a 00% level ({-stat
10.36). In addition, SMB!! .4 ! was significant ttstat: -1.895 and negative implying that the

variations in the return of thiequal portfolio aremore explained by the variations in the returns of large
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stocks than othe variations in the returns siall stockgi.e. the resulis notobtainedas a compensation

for the risk of investing in small stocks).

The High-end brandsportfolio experienced 1.0% monthly excess returns for the pesibith translates
t0 12.68% on a yearly basiShe excess returns as@gnificart at alevel of 3.6%(t-stat: 1.823. For this
portfolio there was only one significant variabRMRF {-stat: 7.811) with a coefficient equal t6.851.
Thus the returns in theiggh-end brands portfoli@xperiencedhe highest systematic risk out of all three

portfdios, although it is still less risky than the overall market.

Weighted Portfolio Intercept (' )* RMRF SMB HML WML
Coefficient 0.007 0.705 -0.115 0.327 -0.104
Significance Level 0.037** 0.00*** 0.569 0.187 0.328
t-stat 1.817 8.937 -0.571 1.330 -0.984
Equal Portfolio Intercept (! )* RMRF SMB HML WML
Coefficient 0.007 0.624 -0.291 0.269 -0.106
Significance Level 0.013* 0.00*** 0.062* 0.156 0.193
t-stat 2.271 10.361 -1.895 1.431 -1.313
High End Brands Portfolio Intercept (! )* RMRF SMB HML WML
Coefficient 0.010 0.851 0.002 0.225 -0.097
Significance Level 0.036** 0.00*** 0.996 0.509 0.506
t-stat 1.823 7.811 0.006 0.663 -0.668

Figure 4.3The table displays the excagturns and influence of the FarReench and Carhart factor

in our model.

*Findings are significant at 10%
**Findings are significant at 5%

***Eindings are significant at 1%

'The Intercept is tested with a esigled hypothesis.

Thefinding thatall three portfolios show significantly lower systematik than the Market portfolits
in line with theconclusionsof Fischer et al (2009) and McAlister et al (2007) tmarketing and brands

lower firmsO systematic risk.
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4.1.2Portfolios Differences

The test results for th&bsolutebrand \alue portfolio and the Growing portfol&re not disclosed since
the resuls (.e. intercept,! ) areinsignificant.Viewed in isolation these finding are les$ormative than
in relation to the three portfolios that experienced positive excess retimeg.will hence be discussed

together below.

Since the Equal portfolio delivered 0.7% monthly excess returns it is evident that just having a valuable
and strongorandimpacts shareholder valukut given the insignificant findings from the Absolbi@and
value portfolio wecannotconclude thathe returns are greater for larger brenather our findings
indicate thathaving manyvaluable and strong brands more important(than the absolute sizef the

brand$ in delivering excess returnas evident by the excess returns of the Equal portfolio

Regarding thensignificant findingsof the Growing portfoliq we believe thah oneyearhistorical brand
value developmentis not an importantdriver of future excess returnslowever,due to the lag between
brand building activities and its returris,is still possiblethat an investment based dmstorical brand
value developmenuill yield excess returnbut the historical brand development must then be assessed

on a longer term

We believe that th&Veighted portfolicbest captures the returns that are dusatth individual companyOs
brand value, bcause it is weighted based thwe ratiobrand valugo marketcap Market cap can be seen

as the discounted value of all future earnings of the firm (in which those that are due to the brand are
included) and brand value can be seethasdiscounted value of all future earnings that are due to the
brand.By multiplying a companyOs stock return byréto brand valueto marketcap we obtain the

return that is due to the bran@his portfolio delivered an excess monthly return of 0.7%us, this

portfolio shows thatthe relative size of the brand valug importantin driving excess returnand more

importantly, it confirms our overall theory that strong brands creates shareholder value.

The Highend brands portfolio experienced the highest monthly excess returnsTtii%shows that the
capability of a brand to diger excess returns differs with respect to product and service offekivigs.
believe thatthe excess returns in the Higind brands portfoli@are explained by (iimore stable cash
flows in turbulent times astated by Tungate (20Q9()i) that consumersiowadays substitute miehd
productsand services for higkend productsandservices and (iii) that brand values are a larger part of
these firms. By larger part we refer to the ratidorand value to marketap which is significantly higher

for this potfolio (avg. ratio 41%) as compared to the other three portfolios (low 17%, mid 17%,

financials 5%)interestingly, hese excess returns were achieved with a ! II"# | implying that ot

only does the Higlend yands poffolio outperform the Nrket portblio [! mo b ] it does so with less
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risk. However, incomparison to the Weightegbortfolio and the Equal portfolio, the Higdnd brands
portfolio experienced the highest risk. strategy of investing in brands based on produd service
offerings isthus more risky than a strategy of investing in brgndely based oranintra-companybrand

valuemeasurédWeighted portfolioor themereprevalence o& brand valu¢Equal portfolio)

According toRoche et al (2008)rading down is moreommonthan trading up in Europd& his would
haveus expect thathe Lowend brands portfoliavould perform even better than the Higind brands
portfolio, but the empirical results speaks of the opposite. The-&mavbrands portfolidid not show any
significart excess returniWe believe that the lack @xcess returns ithe Low-end brands portfoligs
connectedo the sample size, because the kemd brands portfolio consists of only two companies.
thatis not the casehe results might be due the lowerratio of brand value to market cap, implying that
the stock returns are less driven by the bréinid. alsopossible that differential advantagef low-end
brands, volume premium, is not as important in delivering excess returns as enenpsare forhigh-

end brands

There was also a lack dafxcess returns in the Mighd brands portfoliothe intercept!, was
insignificantly different from zerg)which included 16 sample compani€onsidering the up and down
trading it is not surprigig. However, it is arguable that thenefitof owning a strong and valuable brand
has the capability to offsehe¢ negative effects of the up and down tradibgt our researclis

inconclusive on the matter.

For our last portfolio, th&inancialportfolio, the excess returns were ingfgcantly different from zero.

Bank and insurance companies are unigueur sampldn that their businesses fundamentally differs
from any other businessperformedwithin in our sampleand they also have the losteratio of brand

value to market capVe believethatbrand aspects influence key drivers of these companiesO performance
lessthan other macroeconomic factod®, thusdistorting the resultsHowever, due to the speculative

nature of the matter, we wilestrain from further analysis.

4.1.3Possible Explanations to Differences in Our Findings anMadden et al (2006)

When comparindhe resultsfrom this studywith the resultfrom Madden et al (2006} is important to
consider that even thougtur two studies apply the sameethod withFamaFrenctOghreefactor model
(1993) including CarhartOs (1997) fourth fast@ruse differenimeans to fornportfolios.

Madden et al (2006jorm three portfoliosof which the first oneconsists of all Amerign firms on
Interbrand3 list for each yegrreweighted each monthy their individual market cap in relation to the

total market cap of all included firms. Tihesecondportfolio is formed with the purpose of being a
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realistic buyandhold investment. Its hence formed when the first Interbrdisd is released in August
1994 and then not rebalandedt héd constanduring the entire period her third portfolio is formed by
dividing eachincludedbrand value by the value of all brands included on the list that year and than

averaging that proportion over the entire period of 120@1.

Besidegportfolios, the studiediffer in timeframeand regionMadden et al (2008)ave aresearctperiod
between 1994and 2001 using American brandsand our research covers the peri@g@0FR012 using
European brandsTheir American focus has the consequence that they can include approximately 50

brands each year compared to our 30.

We cannot find any support irtdrature that thdifferentregionsshould alter the findings of owstudies

The factthat U.S. is one country and Europe consists of multiple courgriagigated by thdact that all
European firms apply the same accounting standards (IFRS) andl thrainals on InterbrandOs list need

to have global saléé Different time frames might on the other hand have an impact. If investors in recent
years have become better at realising the positive impact brands have on share returns, it should be
reflectedin share prices making it harder today to earn excess reftrisscould explain why their third

portfolio outperforms not only our similar (insignificant) Absolute portfoliat alsoall our (significant)

portfolios.

Another possible explanation is thithedifferencesn returnsaredriven by the financial crisig 2008 or
causedby hindsight biasMadden et alOs (2006) first portfolio is formeith information that is not
availableuntil six months have gone each yeeurdtheir third portfoliois formedwith information thats
not available untithe end of the research time framdeir second portfolio is supposed to account for

these hindsight biasémit unfortunately it only makes the comparison harder.

We believe that our portfolio betteatches the returns that are due to the lwand that our research is

more relevant for investors since it provides an actionable investment strategy.

4.1.4Timing of Returns

To further evaluateour portfolio strategy, wéook into the timing and distribution of the returns)(R
the three portfolios that delivered significantly positive excess retinnarderfor the strategsto be
realistig it is important that alteturnsare not achieved during thiatestyears,since that could make a

real investor go bankrupt.o suitethe purpose ofgeneralisationit is also important thathe results are

* The brandneed to have a presence on at least three major continents, at least 30 percent of revenues must come from outside
the home country, and no more than 50 percent of revenues should come from any one ¢om¢irieand 2011 p. 66)
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evenly distributed over the years amdt only obtained during a single year sinttet could question

whetherthe resultseally are attributable to brand valuesanother unknown factor.

Over the86-month period that we measured returnsth the Weighted portfolio and Higend brands
portfolio delivered 53 positive monthly returitbe Equal portfolio 54ositive monthly returns and the
Market portfolio slightly less with50 positive monthly returndVhen comparing the three piamtiosO
monthly returs with the Market portfolid® monthly return, we can see that they marginally outperform
the market with 5% of the cases for the Weighted portfolio, 51% for the Equal portfolio andf&7&te
High-end brands portfolio.

Based on theskndings, we can assume that the thregfpbos’ outperformance of the &tketportfolio
(asshown in kgure 4.1) is mainly due to larger returns in positive months rather than more positive
months.When reviewingFigure 4.4, which allows us tastudy the performanceof each portfolio on a
calendaryearbasis, we sethata lot of the portfoliosGutperformancés generated in 2005 and 2010
should however be noted that both the Weightediandal portfolio outperform the &tket portfolio in 6

out of 8 years while the corresponding number for Hegidbrands portfolio is 4 including twoyears of
equalperformanceand twoyears ofunderperformare Overall, the Highend brandsportfolio display a

more volatile performance compared to Marketportfolio and the other two portfolio§.his could be

due to the low number of compias included in the Higkend brands portfolio.
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Figure 4.4 The graph shows compounded returns by year in the Weighted, Equalettigbrands

and Market portfolios.

Examining the resultbroken downon months, aggregated years and indexed over the full period, the
three portfolios clearly outpenfim the Market portfolioHence, i feels safe to conclude that the excess

results obtained in this research are attributable to the power of brand values rather than any unknown
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factor. There do howeveseemto exist seasonal effectslost evident is thathe indexedesults of the

three portfolios ardelow the market in the beginning of 20081ey do however recover quickly and
perform better than the market, seen to the full year. Our initial intention was to test the findings of
Johansson et al (2012)amelythat strong brands perform wordegn the markeduring a financial crisis.

Our methodology makes however Buavestigation impossible since we laEkma and Freficfactors

on a daily basis.

Figure 4.5 shows each monthOs total contribution to the overall return of the three posfalidse
Market portfolio The three portfolios monthly returns are similartiie Market portfolio insign and
relative influence duringll months but May, September a@dtober. Duringhese months the retuoi

the Market portfolio is negative while it is positive in our three portfolios.

While it is tampting to believe that the results in Septerdred Octoberre due to the fact that Interbrand
usually releasetheir most valuable brargdlist around that tim, it is not a credible thearyHowever,
sincethe comparable compani@®m section 4.2 do nathow the same patterwe lack other alternative
explanations Overall it does however seethat the returns of ourportfolios ollow the returns ofthe

Marketportfolio.
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Figure 4.5 The graph shows compounded returns by manthe Weighted, Equal, Higand brands

and Market portfolios
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4.1.5Explaining Excess Returns

Having concluced that three ofour portfolio strategieggeneratepositive excess returnsye will now
discusshow this is possible.There are two explanations to thiither investors fail to recognize the
value of a brand in pricing stocks, in which case the markeeffigient in prichg stockd(i.e. the stock
prices fail to reflect all available information) or the market is efficient in pricing stogk®ur model
fails to capture a market risk factor associated to brand values, in which case the excesaresjushs
compensatiorfor risk. Investigatingwhich of thesefundamentallydifferent explanationss correct,is
clearly too extensive argeyond the scope of this thesis, b reader should be aware of the prevailing

alternative interpretation’s

The following regards model failureg/hile we have chosen to apply the Fama and French-thcts
model (1993) plus CarhartOs (1997) fourth factor becafusieeir wide acceptance in the academic
community,we cannot totallyoutruleit to be a bad modeh measuring excess returrespecially since
Famastatesthat mispricing in assetpricing models aredue to incomplete modellinoy capturing risk
(Schulmerich 2007)However, since Madden etal (2006) use the same modeind we lack a wider

acceptedne,we do not see any reason to distrust the n@®dility to capture excess returns

Given thatboardrooms have a hard time to understand the shareholder value being created bi lsrands,
not unrealistic that investors overlook the vatakevant inform#on that brands providéhereby making

it possibleto earn excess retund his theory is however somewnhat in conflict wehmon and SullivanOs
(1993)findings that investors seem to consider cash flows coming fraandequity intheir evaluation

and Barth et alOs (1998) claim thafindings fromthis [their] analysis are inconsistent with investors

assessing brand value estimates as significantly less reliable than other components of book value of
equityQ(p.63)

Research in other fields have howet@und that prices do not fully reflect all available information and
that it is possible tecearn excess returns bjorming trading strategies ofor examplepostearning
announcerants (Bernard and Thomas 198%tterberg 20Q7and customer satisfactigfrornell et al
2006). Having not been able to identify a specific market risk factor associated to brand values, we

believe the resultare due to real value creation.

17, . . - . . .
For more informatioron market efficiency theories, please review se@i@b6
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4.2 CONTROLLING FOR SIZE AND INDUSTRY

Due to our methodological choice of using polith returns as the dependent variable, we cannot make
use of dummy variabletn order to control for size anddustrywe have therefore identifiedomparable
companieghat are similato our samplen these two aspect8Ve do this to limitthe amount bfactors

that can power our results beyond braatlies

For each company included in our sample, we hsea&rched folcomparable compéaes in size and
industry in OrbisDonline databasaising turnover and Nace Rev. 2 industry classification codes
Appendix 2 we disclose a complete list ttiese companies, including data on turnoyecompany is
deemed comparable if it has the same primary and/or secondary code and if ,tks swasured in
averageyearlyturnoverduring the period between Jaary 2005andDecember 2010s similar to that of

their branded counterpaiVhile these comparison companies are not a perfect match, we have tried to
come as close as possible. Several tests has been conducted, including comparable compsmies

averagdurnoverwas at least 4060- and 80%to that of their branded counterpért

In our model, lhe individual stock returns of these companies have repldeedtock return otheir
branded counterpaand the weights have been lafichangedWhen running th regression, the results
were found insignificannd we can therefore conclude that our results aitber powered by industry
norturnover This is an important finding since the companies in the sammplasdtowardslarge firms

within few industres (e.g. consumer goods dimtanciak).

4.3TESTING THE MODEL

There are several assumptions underlying a multiple regression rrodeder for our estimation results
and analysis not to be misleadingwrong, these assumptions mustt be violatedn our model. We
thereforetest our modelfor exhibiting heteroscedasticityautocorrelation, multicollinearity and non
normally distributed residual3hese testsare fully disclosed ilAppendix3. The testesultsprovided no

evidence folany violations otheunderlying assumptions

Bwhen includingcompanies whose turnover was at least 40% to that of their branded counterpart, the number of included
companies was 23 and the average and median turnover for the full sampR2wvansd 84% respectively. Comparable numbers
for 60% was 17 companies and 95% / 100%. For 80% it was 12 companies and 103% / 105%.
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5. CONCLUDING DISCUSSION

Before reviewing our conclusions, it is essential to have some limitations of thisrstudyd.

5.1 LIMITATIONS

Firstly, even though we have presented extensive arguments from previous studies in favor of
InterbrandOs estimated brand values and we cannot find anyaitfeionmethod more widely used, it

is important toremember that their estimates a perfet. Withoutjudgingif it is justifiable or notwe

can observe thatinterbrandOsist of the worldOs 100 most valuable brahisorically have been
dominated by American brand3ther biases might exist and more research of the estitnaliebility is

needed

Secondly, we have not constructed our own Fama and French factors but collected théfarinetin
FrenctOData Library While using his factors is common for researchansiwe do not believe that this
affect the quality of the factor@ather viceversa)it limits us from conductingdaily regressionsDaily
rather than monthlyegressionsvould be helpful in order to investigate the findings of Johansson et al
(2012) that valuable brandggorm worse than the market irfinancial crisis. As it is now, we can only
view patterns in the datthat arein line with the their findings, but we cannotmake any significant

conclusiongegarding the performance during the financial crisis

Thirdly, by employing InterbrandOs brand value estimates we limiesearchThe absence of a Oleast
valuable brands list@reventus from creating a hedge portfalidvhile the number of European
companies included in the yearly Interbrand listseareugh to createur main portfolios, Weighted and
Equal, the low numdrs of companiesight affect theresultsin the Low-, Mid- and Highend brands
portfolios. The findings from these portfolios should hence be viewed with concerasand area for

further research

Fourthly, we have created a comparison portfolio to assure that our results are not caused by size and
industry biases in the sample. While this seems important due to the obskevetessagainst large

firms in few industries, there might be other impattbiases thate have not tested for. Differences in
brands are one potential bias. By forming both the Weighted and Equal Portfolio we have tested for
differences in having one or more brands on Ititerbrandlist. We have however not touched upon
differences in for exampldarandlife cycles, corporate vs. product brands or B2B vs. B2C. Biases in

those or other areas might exist and any potential infleés then not accounted for.

Lastly, on a similar note and probably most important, our sample ltasat bias toward companies

which havebeen successful in building brands. There are probably a lot of companies in the world that
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investa lot of time and resources in building brafmg with poor resub. By not consideringhe costs
attributed to bilding the brandswe arenot able to determinehich brand building activitiearedriving

shaeholder valuand which areaot.

5.2CONCLUSIONS

This paper is the first to investigate the effects strong braasisestimated by Interbrandave on
shareholder value creation on the European malkikgh a sample of37 publicly traded European
compaies owning 42 different brands over the pefiasn the1® of January 2005 to the 29f February
2012 we show that portfolios ofompanies owing strong brands yield excessonthly returns. The
results are significant both when the portfolios are formedllmcatingequal weighd to every single
brand and when weighted according te inands@atio of brand value to market cafheresultsare also

robust when controlling for size and industry.

In order to assess whether the retuans true indicators of shareholder value creation rather than just
compensation for risk, we employ the fdactor model by Fam&rench(1993)andCarhart(1997) We

find that the results are not generated by any of the four risk faantdithat the portfolios have a lower
systematic risk than the Market Portfolio, i.e. Market Beta!(is significantly less than onelaving not
been able to identify apecifc market risk factor associated to brand values, we believe the rasallts

due to realalue creation.

By showing that strong brands creatleareholder value by outperforming investmaeaitsimilar risk,we
hope tohelp boardrooms realize how shareholdsiue can be created Byrongbrands Our findings are
also valuable to investors in helping them assess the value of a brand aradelitihe value of firm

equity, from which they can form a successful trading strategy.

A particulaty interesting findng in our study is that a brandOs performance differs with respect to product
and service offerings. When we divide our sampte Low-, Mid- and Highend brandsportfolios, we

learn thathe High-end brandportfolio not just outperformthe Market portfolio but also the previously
mention& Weighted and Equal portfoli€€onsidering that this portfolio has the highest ratio of brand

value to market cap, further confirms our overall theory thsifrong brands creates shareholder value.

To conclude, this study provides evidenttext positive excess returns are obtainable by investing in
portfolios of valuable branden the European marketore important is that they do so at a level of
significantly less risk than the Market portfolibhe findings both suiis a successftladingstrategyfor

investorsandto helpdemonstratéhelink between strong brands and treation of shareholder value
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5.3 SUGGESTIONS FOR FUTURE RESEARCH

The findings from this papehave both confirmed previous researadnd uncovered aspects of brand
valuesthat warrant future research in the adeaparticular, ve find that a potfolio of companies owning
high-end brandgienerate excess returns at a lower risk than the Market poxtfioiie a smallerportfolio

of low-end brandslo not, despite mequally feasible theoretical appeButure research should therefore
look into thecharacteristics of lowand highend brands to try to explain these differeniceaddition to

testing two equally large portfoliagith more sample firmo see if the differences remain

Furthermore, considering that our sample firms are biased towards the consumer goods industry, future
research should investigate differences amdilarities of excess returns in connection to brand values

across different industriesnd over time

In general our resultssupport an investment decision time stock of a company owning one or more
strong brandgall other things being equalThe results however, give less support for a firm internal
decision to invest in brands given that our sample is biased to only include succassfiFuture
research is therefore neededdgenerate actionable managerial implications regardingstmentsn

brandswhere the brand value is not already known to be strong and valuable
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APPENDICES
APPENDIX 1. THE INTERBRAND VALUATION METHOD

Please noteThe following text and figures are property ofdrdrand Ltdto which we claim no authorshighis section is
presented for illustrative purposeonly. Please refer to the following webpage for more information.
Source:http://www.interbrand.com/en/begtobal-brands/besglobalbrandsmethodology/Overview.aspx
Source:http://www.interbrand.com/Libraries/Branding_Studies/Best_Global_Brands_2011.sflip.&&hx

Operating Profits - Economic Profit x Branded Earnings x
Taxes Role of Brand = Brand Strength
Discount Rate = $

NOPAT -

WACC =

-

& \
A ,

Demands
The brand is truly global and has successfully seended geographic and cultural differences. It has expanded across the
established economic centers of the world and is entering the major markets of the future. In measurable texqusrahithat:
¥ At least 30 percent of revenues must come fromdesuthe home country, and no mdhan 50 percent of revenues
should comdrom any one continent.
¥ It must have a presence on at least three major continents, and must have broad geographic coverage in growing and
emerging markets.
¥  There must beubstantial, publicly availabldata on the brandOs financial performance.
¥  Economic profit must be positive showing a return above the operating and financing costs.
¥  The brand must have a public profile and awareness above and beyond its own marketplace.

Economic Profit

Financial performance measures an organizationOs raw financial return to the investors. For this reason, it is analyzed as
economic profit, a concept akin to Economic Value Added (EMAYletermine economic profit, we remove taxes fret n
operating profit to get to net operating profit after tax (NOPAT). From NOPAT, a capital charge is subtracted to acciwent for
capital used to generate the brandOs revenues; this provides the economic profit for each analyzed prgaoses of the
rankings, the capital charge rate is set by the industry weighted average cost of capital (WACC). The financial perfsrmance i
analyzed for a fivgrear forecast and for a terminal value. The terminal value represents the brandOs expected performance
beyord the forecast period. The economic profit that is calculated is then multiplied against the role of brand to determine the
branded earnings that contribute to the valuation total as noted earlier.

Role of Brand

Role of brand measures the portion of theisien to purchase that is attributable to brathis is exclusive of other aspects of

the offer like price or feature. Conceptually, role of brand reflects the portion of demand for a branded product otthesrvice
exceeds what the demand would be fergame product or service if it were unbranded. Role of brand determinations for this
study derive, depending on the brand, from one of three methods: primary research, a review of historical roles of brand for
companies in that industry, or expert panssassment. The percentage for the role of brand is multiplied by the economic profit
of the branded products or services to determine the amount of branded earnings that contribute to the valuation total.

Brand strength

Brand strength measures the abilifthe brand to secure the delivery of expected future earnings. Brand strength is reported on
a 0 to 100 scale, where 100 is perfect, based on an evaluation across 10 dimensions of brand ¢B&latjprPerformance in

these dimensions is judgeslative to other brands in the industry, and in the case of exceptional brands, relative to other world
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class brandsThe brand strength inversely determines, through a proprietary algorithm, a discount rate. That rate is used to
discount branded earningzack to a present value based on the likelihood that the brand will be able to withstand challenges
and deliver the expected earnings.

Internal Factors:
CLARITY, COMMITMENT, PROTECTION, RESPONSIVENESS

External Factors:
AUTHENTICITY, RELEVANCHIFFERENTIATION, CONSISTENCY, PRESENCE, UNDERSTANDING

More information about the factors:

http://www.interbrand.com/en/begtobal-brands/besglobatbrandsmethodology/Brandtrength.aspx
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APPENDIX 2. THE COMPARABLE COMPANIES TEST

Average "Turnover
Sample Company Comparable Company Ratio'
ALLIANZ SE AVIVA 61%
AUDI AG RENAULT 119%
AXA GENERALI ASSICURAZIONI 83%
BANCO SANTANDER DEUTSCHE BANK 92%
BARCLAYS BANK ROYAL BANK OF SCOTLAND 90%
BEIERSDORF AG GIVAUDAN SA 44%
BAYERISCHE MOTOREN WERKE AG - BMWPEUGEOT CITROEN 116%
BP P.L.C. ENI SPA 44%
BURBERRY GROUP PLC HUGO BOSS AG 123%
CREDIT SUISSE BANCO BILBAO 118%
DIAGEO PLC PERNOD RICARD SA 43%
HEINEKEN NV SABMILLER PLC 106%
HERMES INTERNATIONAL BENETTON GROUP SPA 116%
HSBC Holdings Plc BNP Paribas 63%
ING MUNCHENER RUCKVERSICHERUNGS105%
LVMH MOET HENNESSY CHRISTIAN DIOR SA 104%
NOKIA OYJ LM ERICSSON 46%
NOVARTIS AG SANOFI 100%
PHILIPS AB ELECTROLUX 43%
PPR S.A. MARKS AND SPENCER P.L.C. 68%
PUMA AMER SPORTS OUJ 68%
ROYAL DUTCH SHELL TOTAL S.A. 52%
ZURICH CNP ASSURANCES 84%

Figure A2.1.The table lists comparable companies to the companies we have included in our 5
For 23 outof 37 companies that we have included in our sample we could find comparable con
in terms of industry and size as measured by turnover. 14 companies have thus been excluded
comparable company test. Please note that the av&Bgmover RaQs calculated as the average
each yearOs comparable companies turnover divided by their selected sample companies turn

average of theA®erage Turnover Ratfd equals 82%.
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APPENDIX 3. TESTING THE MODEL

A.3.1Heteroscedasticity

Oneassumption in a regression model is that the variances of the residuals are constant and independent
of the values of the explanatory variables (Edlund 1997 p. 100). If that proves not to be ttieecase
ordinary t and Ftests are no longer valid. Accand to Newbold (2007 pb27, 565) it is often useful to

employ graphical technique® detect heteroscedasticignd he recommends that one shopldt the

residuals versus the predicted or fitted values of the dependent vaoatdeermine whether thmodel

exhibits heteroscedasticity. If the residuals are stabile over the range of the predicted values, the model is
said to be homoscedastic (and thereby not violating the underlying assumption). If the residuals tend to
increase or decrease as a functainthe predicted values it is a sign of heteroscedasticity. We have
performed this test for each of our portfolios and ttaplys are displayed in Figure A.3No portfoliois

determined to exhibiteteroscedasticity.

Weighted Portfolio Equal Portfolio High-End Brands Portfolio

10000

Unstandardized Residual
o
.
9
K
Unstandardized Residual
Unstandardized Residual

20000 10000 00000 10000 : 15000 10000 05000 00000 05000 10000 15000 20000 -10000 00000 10000 20000

Unstandardized Predicted Value Unstandardized Predicted Value Unstandardized Predicted Value

Figure A.3.1.Graph pbtting the residual values versus the predicted or fitted values of the depq
variable. There is no pattern in the relationship and hence is no portfolio determined to

heteroscedasticity
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To confirm our findings we perform a more formal procedure for detecting heteroscedasticity called a
Spearman Rang Correlatidmest. The test estimates the correlation coefficient between the absolute
values of the residuals and the unstandardized predicted values of the dependent variable and determines

its significance.

In performing this test, we form the following hypothesis:

HO: The residualsre homoscedastic in which caséSpearmanOs rho) = 0
HI: The residualsire not homoscedastic in which ca#sgSpearmanOs rho) 0

As displayed in Figuré.3.2, HO cannot be rejected on any reasonable signifance level sincetsilied?
equals 371% for the Weighted portfolio, 742% for the Equal portfolio and 76% for the Highend
brands portfolio.Thereby we confirm our findings from the graphical test that no portfolio exhibits

heteroscedasticity.

Spearman's Rank Correlation Test* Unstandardized Predicted Value
Correlation Coefficient 0.098
Abs_RES_W Sig. (2-tailed) 0.371
Correlation Coefficient 0.023
Abs_RES_E Sig. (2-tailed) 0.832
Correlation Coefticient 0.031
Abs_RES_H Sig. (2-tailed) 0.776

*N = 86

Figure A.3.2Results from a Sgarman Rank Correlation Test. The table displays that we cannot

that the residuals are homoscedastic.

¥ This test was proposed by Edlund (1997 p-108).
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A.3.2 Autocorrelation

If the residuals are correlated with one another the data is said to exhibit autocorrelation. Since the
residuals represnt all factors (independent variables) that influence the dependent variable besides the
ones we have modeled, in a tiweries data, many of thesidualstend to behave similar to one another

over several timgeriods (Newbold 2007 p.569). If autocoat@n existsCthe estimated standard errors

for the coefficients are bias@{Newbold 2007 p.569)

Autocorrelation can be detected graphically by plotting the unstandardized residuals versus a lagged
version ofthese residuals (Edlund 1997 p.123). If the residuals are uncorrelated the plots should be evenly
distributed in the four squares of the chart. In FigM@3 we have plotted this for all three portfolios and

we see no tendencies of autocorrelatio@ny portfolio.

Weighted Portfolio Equal Portfolio High-End Brands Portfolio
.

. ‘ c
~ - © © - &
: Do 5 SR : o g
- % o - 0 o oo g - o 85" 0w ©
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Figure A.3.3Graph pbtting the unstandardized residuals versus a lagged versibasaf residuals. Fo
each portfolio, the plots are evenly distributed in the four squares of the chart and thus do notj

autocorrelation.

According to Newbold (2007 p.571)e test that is most commonly used for detecting autocorrelation is
the DurbinrWatson testThe DurbinrWatsond-statistic tests the correlation between the unstandardized

residuals and their lagged valu&$e resultsrom this test is displayed indure A.3.4.
In performing the test we form the following hypothesis:
HO: The residuals are not autocorrelated in which #afe

H1: The residuals are positively autocorrelated in which £a8e
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- Adjusted R Std. Error of Durbin-

Portfolio R R Square équare the Estimate Watson
Weighted Portfolio 0.822* 0.676 0.66 0.037 2.312
Equal Portfolio 0.859* 0.739 0.726 0.028 2.121
High End Brands Portfolio 0.769* 0.591 0.571 0.050 2.362

*Predictors: (Constant), WML, SMB, RMRF, HML
**Dependent Variable: RIRF

Figure A.3.4. Table displaying the DurbikVatson dstatistic for the Weighted, Equal and Highd

brands portfolio.

The decision rule states that we must reject HO & d_ and likewise we must acceptif d > dy
(Newbold 2007 p.572). We obtain the critical values ofid ¢, from Table 12 OCutoff Points for the
Distribution of the DurbifWatson Test StatisticO (Newbold 2007 p. 877) by considering the number of
observations (86), the number of explanatory vagslgt) and selecting an appropriate alpha (1%). This
results in ad, of approximatelyl.41and a ¢ of approximately 1.60Thus we reject HO if & 1.41and
accept HO if &> 1.60 Conclusively, ér all three portfolios we cannot reject HO but we can adtephus,

there is no autocorrelation.

A.3.3Multicollinearity

If two or more explanatory variables are strongly correlated it is hard to identify their separate effect on
the dependent variable (Edlund 1997 p.84). Variables suffering from multicolfiné@ara multiple
regression might therefore receive wrong coeffigarid risks being determined as not significantly

different from zero.

According to Edlund (1997 p.84) there are several ways to determine whether multicollinearity is present
or not. h generalan R Square above®and none or few significant independent varialmelcates
multicollinearity. Since all three portfolios yields an R Square bel®nt@&houldnot to be a problem for

us. But even so, multicollinearity may be presshich is why we also look at the absolute value of the
correlation between our explanatory variables where single correlations ab®van@/or many
correlations greater thanis indicative of multicollinearity (Edlund 1997 p.86). As showrFigure

A.3.5this is not the case for our explanatory variables.
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Pearson Correlation RMRF SMB HML WML
RMRF 1 0.059 0.591 -0.426
Weighted SMB 0.059 1 -0.05 -0.058
Portfolio HML 0.591 -0.05 1 -0.501
WML -0.426 -0.058 -0.501 1
RMRF 1 0.059 0.591 -0.426
Equal SMB 0.059 1 -0.05 -0.058
Portfolio HML 0.591 -0.05 1 -0.501
WML -0.426 -0.058 -0.501 1
iah End RMRF 1 0.059 0.591 -0.426
Hégran'fjg SMB 0.059 1 -0.05 -0.058
Portfolio HML 0.591 -0.05 1 -0.501
WML -0.426 -0.058 -0.501 1
Figure A.3.5 The table displays the correlation between our explanatory variables. Since no
correlation is greater than 0.8 and only few are greater than 0.5 this indicates that mu#tiaglliae
not present in our model.

Edlund (1997 p.86) further recommends to look at partial correlation coefficients, tolerancé aaldes
variance inflation factors (VIF) to determine whether multicollinearity is present or not and if so the

severityof it. The results fromhesetestsare presented in Figure3.6.
Partial Correlation:

If R Square is very high while thgartial correlationsre low it indicates that the explanatory variables
are intercorrelated and thus multicollinearity may begmet (Edlund 1997 p.87). However, since we do
not have very high R Square values in combination with low partial correlations this ought not to be a

problem.
Tolerance Values andVIF:

VIF is defined as 1/Tolerance. As a rule of thumb, a VIF > 10 inda&ateong multicollinearity (Edlund
1997 p.88). Since every VIF we obtainfar below 10, we have further evidence for a data free of

multicollinearity.

20 A tolerance value measures how much of the variance in an explanatory variable that is unique (Edlund 1997).
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Model Urgéae?f?;gtzsed Correlations Collinearity Statistics
B Std. Error |Zero-order | Partial Part Tolerance VIF
(Constant) 0.007 0.004
Weighted RMRF 0.705 0.079 0.811 0.705 0.565 0.622 1.608
Portfolio SMB -0.115 0.201 0.004 -0.063 -0.036 0.979 1.021
HML 0.327 0.246 0.574 0.146 0.084 0.566 1.767
WML -0.104 0.105 -0.432 -0.109 -0.062 0.719 1.391
(Constant) 0.007 0.003
Equal RMRF 0.624 0.060 0.841 0.755 0.588 0.622 1.608
Portiolio SMB -0.291 0.153 -0.065 -0.206 -0.108 0.979 1.021
HML 0.269 0.188 0.598 0.157 0.081 0.566 1.767
WML -0.106 0.080 -0.453 -0.144 -0.075 0.719 1.391
(Constant) 0.010 0.006
High End RMRF 0.851 0.109 0.764 0.655 0.555 0.622 1.608
Brands SMB 0.002 0.277 0.042 0.001 0.000 0.979 1.021
Portfolio HML 0.225 0.339 0.506 0.073 0.047 0.566 1.767
WML -0.097 0.145 -0.387 -0.074 -0.047 0.719 1.391
Figure A.3.6 Table displayspartial correlations, tolerance values and VIF for the explang
variables.

As a final test for multicollinearity we calculated the Condition Index (CI) for each of our explanatory
variables. According to Edlund (1997 p.89),the Clis between 10& 30 the multicollinarity is
considered moderate to strong and if>C30 it is seriousSince the biggest Cl we obtain is 2.287 we do

not find any evidence for multicollinearity.
The combined results from all tests strongly indicate that the dateisrdm multicollinearity.

A.3.4 Normal Distribution of the Data

In determining how the model fits the data and the underlying assumptions of a regression model,
Newbold (2007 p.523) recommends that an analysis be performed with respect to the r&Sideials

that our sample size is greater than 25 we can asammenal distribution of the da@ewbold 2007, p.

244-248) but nonetheless we will perform a graphical analyses to verify it.

To determine weather the residuals are normally distributed oitnstuseful to construct a histogram
where the distribution of the residuals can be compared to a normal distribution curve whose mean and
standard deviation is adjusted to that of the residuals (Edlund 1997 p.143). We perfograjpthical

analysis inFigure A.3.7and the results are suggestive of a normal distribution.
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Weighted Portfolio Equal Portfolio High-End Brands Portfolio
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Figure A.3.7 Histogram of the residualsO distribution. The bars represent our residuals and th

displays a normal distribution given the residuals mean and standard deviation.




