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Abstract

Earning price (EP) ratios are frequently used as stock selection indicators by
investment prictioners. Prictioners then construct value premium strategy via buying
the high EP stocks and shorting the low EP stocks. However, the EP ratios are affected
by the year in which the EP ratios are measured, industry, size, and the firm
indiocycratic facotrs. By recognizing this fact, this study decomposes EP ratios and
reconstruct a new EP measure which is more worthy than traditional EP ratios to be
used as stock selection indicators. According to the empirical results, we find that the
portfolio formed by buying the high EP stocks based on our new EP measure is more

profitable than that based on traditional EP ratios.
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