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Some Problems With Value Investing - Market Commentary - June 2022

While markets have been fretting for most of the year about rising US interest rates, June
saw steep declines on the prospect of recession and /ower rates. Table 1 below sets out
returns for June and the year-to-date. A few observations are worth highlighting

- while the SA market appears to be outperforming both Developed and Emerging
Markets for the year-to-date, an examination of monthly returns reveals a more
nuanced picture - the SA market indeed outperformed in January and February
when the US market was falling. For the 4 months from March, however, the ALSI
is down -16.7% in USD terms vs the MSCI World at -13.9% and the MSCI EM at -
13.4% i.e. underperforming both

- Inflation, responsible for rising US yields, is seen as good for commodities and
commodity stocks, but the prospect of recession is seen as bad for the same
commodities - commodity stocks have therefore seen a rapid reversal of fortunes
(as have interest rates, which are now falling), leading us to the next point

- the MSCI Value Index is slightly worse than the Growth Index in June, although
this may have more to do with Qil declining. Nevertheless we feel sector effects
often disguise apparent superiority of styles, which is the subject of this month’s
note.

Table 1. South African and global equity returns (USD) for June 2022*

Jun-22 YTD 2022

FTSE/JSE ALSI (ZAR) -8.0% -8.3%
FTSE/JSE ALSI (USD) -12.5% -10.7%
MSCI World -8.7% -20.5%
MSCI EM -6.6% -17.6%
MSCI Value -8.8% -12.2%
MSCI Growth -8.5% -28.8%
S&P 500 -8.3% -20.1%
Nasdaq 100 -8.9% -29.2%

*Total return indices, Source: Factset

Anecdotal evidence suggests a preponderance of professed value managers on social
media. If the preceding statement might turn out to not be correct, then value managers
certainly appear most vocal, frequently expounding the benefits of their investment
approach.

Our own experience of conversations with value managers in years past has been that
these often came across as logical and most intellectually appealing. Indeed we have also
practised pure value investing for some time. After all, who would not agree with the basic
idea to buy low and sell high - simple and rational.

Yet in practise results often fall below expectations, with a year of good returns seemingly
preceded or followed by several with poor returns.

What is the idea?

Expanding on the suggestion above - buy low and sell high would mean the price for an
asset relative to some calculated measure of value is low, such that when the market
realises true worth the price would rapidly appreciate realising an attractive return for the
value investor. Such measures of value could include the price to net asset value (NAV),
price to profits or earnings (PE ratio), price to cash flow, or a converse - the earnings or
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free cash flow yield — earnings or free cash flow divided by price. If an asset yields 10%
why hold the asset yielding 5%?

This process would also not necessarily include a timeline - closing the value gap could
occur tomorrow or in 5 years’ time. And there is perhaps less consideration of the
characteristics of the underlying asset — poor or good underlying operating performance,
healthy or leveraged balance sheet, perhaps all go into the intrinsic value calculation - as
long as the price is less than perceived true worth, the value manager should be happy to
hold in anticipation of a closure of the value gap.

What could go wrong?

Before we discuss some of the more nuanced aspects of the value investing approach we
contextualise with a Warren Buffett quote which we have cited before — all investing is
value investing - there is an entry price for an asset which may be poor, average or
superior (we might call the latter Growth). Indeed Mr Buffett is quoted to have stated that
“Growth and Value are two sides of the same coin. Market commentators and investment
managers who glibly refer to 'growth' and 'value' styles as contrasting approaches to
investment are displaying their ignorance, not their sophistication” (The Sage’s words, not
ours - don’t shoot the messenger).

We suggest the primary difficulty lies in estimating true worth. After all if this exercise was
precise there would be no need for investment managers and computers would complete
the necessary work faster and in a much more efficient manner.

Accuracy of earnings projections

A first and most obvious difficulty is in the earnings projection. The valuation of most
income-producing assets requires some discounting of future earnings streams.

Every valuation textbook and a cursory search on Google would reveal that such earnings
projection is taken into perpetuity, or at least a very long period into the future.

The problem is that the most credible analyst estimates lie only a year into the future.
Analysts usually discuss prospects with company managements and the latter, being
closest to the underlying business, are able to provide some guidance into next year’s
performance. Estimates 2 and 3 years into the future are, however, often wide off the
mark, let alone 10 or 20 years out.

The first year’s estimate is also least important to the overall result, leading to the next
point.

The bulk of value lies many years into the future

Investment banks among others practise free cash flow valuation i.e. discounting the cash
available for shareholders after meeting short and long term capital requirements. This is
typically performed with specific projections for the next 5 years and more generalised
assumptions thereafter.

The problem here is that 85% or more (certainly never less than 75%, and often 90%) of
the value lies beyond year 5, rendering the result almost meaningless.

What about multiples or valuation ratios?

Alluding to the example quoted above - why would anyone hold a 5% yielding asset if
there is a 10% vyielding asset — or conversely an asset at twice the price for the same unit
of profit.
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A PE ratio or earnings yield (the inverse of the PE) for all its simplicity hides a discounting
formula too - there is no getting away from discounting in valuation it seems. For the
more technically-minded reader we reproduce in Figure 1 below the formula for the price
to earnings ratio from the New York University Stern School of Business.

Figure 1. PE ratio formula
n
Payout Ratio * (1 + g) *(l - ﬂ}
Py (1+n)" R Payout Ratio | *(1+g)"* (1 + g,
EPS, r-g (r-g,)(1+1)"

Source: https://pages.stern.nyu.edu/~adamodar/pdfiles/egnotes/pe.pdf

The two important parameters here are r, the discount rate, and g, an assumed growth
rate. Everything else being equal for the same discount rate, the asset with a higher
assumed growth rate will have a higher PE ratio (or conversely a lower earnings yield, or
earnings over price). This should explain why one might wish to hold the 5% yielding asset
instead of the 10% one.

Security of cashflows

An asset might also have a higher PE multiple not because it has a higher growth rate but
because the probability of its profits declining is lower i.e. a more secure and stable asset.

Mispricing or uncertainty?

Steep price declines often occur in times of crisis - either for the asset in question or for
the market more generally. Value managers would often suggest after the fact that the
market had been mispricing an asset after its price has risen.

We suggest that markets are rarely this short-sighted. In the moment there is genuine
uncertainty as to the future outcome. It is only after there is more information supporting
a positive outcome that the price would start to rise. A supporting example is the Covid
crisis in March 2020. Markets at the time were discounting a global depression which was
sure to come were it not for the massive stimulus announced by the US government. An
initial announcement of a $1 trillion stimulus on a Thursday night was met with scepticism
and the market continued to decline on Friday. A further announcement of an additional
$1 trillion over the weekend, for a total of nearly $2 trillion, saw the market start to rise
on Monday morning.

Mispricing or cyclicality?

Similar arguments are used to justify investment in oil companies currently. Years of
“underinvestment” would inevitably lead to price rises and therefore one should invest
since the market is mispricing oil stocks which are sure to rise.

Examination of oil companies’ financials suggest oil companies are operating as rational
agents would - capex indeed fell to match available cash flow post- the 2014 steep oil
price declines, and the underinvestment would have had an impact on supply since
projects in the sector take years to realise. The recent price increase is likely to see capex
rise again, only to decline when prices decline. All this is related to the economic cycle as
opposed to market mispricing. So is the manager a value manager or a cyclical manager?


https://pages.stern.nyu.edu/~adamodar/pdfiles/eqnotes/pe.pdf
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“Value” assets do not handle recessions well

Another argument often made is the price is already low - if something goes wrong the
investor is protected. Once again appealing. Yet the real time experience is different - in
the Covid crisis poorer quality companies with attractive prices fell significantly and pure
value funds suffered steep losses. This suggests price is important but perhaps other
factors are important too - in this case the quality of the underlying business and its
enduring profitability.

Rapidly changing conditions

Very applicable in the commodity sector, an attractively-priced asset becomes less
attractive, or more expensive, as an underlying volatile commodity price declines sharply
- as happened with Qil in June, and again in July - rendering the existing discounted cash
flow calculation, or valuation ratio, less relevant.

Cyclicality of performance

Last but not least, as mentioned above, value investment returns are deeply cyclical. Years
of good returns can be preceded or followed by years of bad returns. Notably, a year of
good returns very often might simply be making up for years of past losses. This is evident
to a point post-covid too - value funds experienced strong returns in 2021, however this
was preceded by the mentioned steep losses in the Covid crisis. An additional point here
is that sector recovery drove returns rather than some perceived closure of a valuation
gap - so once again, cyclicality or mispricing?

So what to do?

The above are some aspects of the value investing process which makes M1 Capital a little
circumspect in its approach. To be clear, we do not eschew value investing - valuation is
part of any and every investment decision. We place a lot more emphasis, however, on
the performance of the underlying business.

Why would we do this? An asset with a record of more stable, or good, performance in a
variety of conditions is likely more predictable in the future too. This means less risk for
the outcome even if the price is higher than the cheapest-priced alternatives (the Security
of cash flows point above).

Of course the best possible scenario would be a cheap good asset, but as also mentioned
above, markets are rarely that careless. Nevertheless we find that over time, assets with
better and more predictable operating performance, at an acceptable price, produce better
consistency of return than an outright value approach, therefore this is the approach we
follow.



