VALUE INVESTING: THE CONTRARIANS

Against the grain... and making money...



CONTRARIAN VALUL INVESTING: BUYING THE
LOSERS

= In contrarian value investing, you begin with the proposition
that markets overreact to good and bad news. Consequently,
stocks that have had bad news come out about them (earnings
declines, deals that have gone bad) are likely to be under
valued.

= Evidence that Markets Overreact to News Announcements

= Studies that look at returns on markets over long time periods
chronicle that there is significant negative serial correlation in
returns, i.e, good years are more likely to be followed by bad years
and vice versal.

= Studies that focus on individual stocks find the same effect, with
stocks that have done well more likely to do badly over the next
period, and vice versa.



|.THE BLUDGEON APPROACH — BUY LOSERS

= Since there is evidence that prices reverse themselves in the
long term for entire markets, it might be worth examining
whether such price reversals occur on classes of stock
within a market.

= For instance, are stocks which have gone up the most over the
last period more likely to go down over the next period and vice
versa?

= To isolate the effect of such price reversals on the extreme
portfolios, DeBondt and Thaler constructed a winner portfolio of
35 stocks, which had gone up the most over the prior year, and
a loser portfolio of 35 stocks, which had gone down the most
over the prior year, each year from 1933 to 1978.



EXCESS RETURNS FOR WINNER AND LOSER
PORTFOLIOS
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MORE ON WINNER AND LOSER PORTFOLIOS

= This analysis suggests that loser portfolio clearly outperform
winner portfolios in the sixty months following creation. This
evidence is consistent with market overreaction and correction in
long return intervals.

= There are many, academics as well as practitioners, who suggest

that these findings may be interesting but that they overstate
potential returns on 'loser' portfolios.

= There is evidence that loser portfolios are more likely to contain low
priced stocks (selling for less than $5), which generate higher
transactions costs and are also more likely to offer heavily skewed
returns, i.e., the excess returns come from a few stocks making
phenomenal returns rather than from consistent performance.

= Studies also seem to find loser portfolios created every December
earn significantly higher returns than portfolios created every
June.

= Finally, you need a long time horizon for the loser portfolio to win out.



LOSER PORTFOLIOS AND TIME HORIZON

Cumulative abnormal return (Winner - Loser)
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2. A MORE REFINED CONTRARIAN STRATEGY

= The peril of investing in stocks that have gone down the most is
that you may be also investing in stocks that have had
fundamental business break downs or are on a pathway to
bankruptcy.

= In a more refined version of contrarian investing, you are
looking for companies whose stock prices have dropped
more than their fundamentals suggest that they should
have. This can arise because:

= Investors have overreacted to a news announcement and pushed
prices down too much.

= A market crisis has caused a sell off, where investors are
panicked and are selling all stocks (good and bad)

= An entire sector (group) is being sold off because of sector-wide
Or IMacro news.



600D AND BAD COMPANIES

Profit Margins

Generic firm
Growth determines scaling, margins drive profitability
and reinvestment determines cash flows

The Muddled Middle

Firms that don't fall at either extreme have
to make trade offs accepting "worse"
outcomes on one value driver to get
"better" outcomes on others:

- High growth, with lower margins

- Higher margins, with lower growth

- Higher reinvestment, for more enduring

High Profit Margins ) margins. Low Profit Margins
Great firms Terrible firms'
High growth, high profits and Low 9"0Wth,- low profits and
high cash flows low/negative cash flows




EXCELLENT COMPANIES ARE NOT ALWAYS
EXCELLENT INVESTMENTS..

Excellent versus Unexcellent Companies
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A NEWER STUDY TO BACK THAT UP.

Interbrand’s Global Brand Value (BV) Rankings, April 2000-August 2017

Quartile 4 Quartile 1

Mecasure (lowest BV) Quartile 3 Quartile 2 (highest BV)
Geometric mean (%) 1195 8.85 7.61 5.87
Arithmetic mean (%) 13.53 10.89 8.95 7.39
Standard deviation (%) 16.73 19.30 15.87 16.90
Sharpe ratio 0.705 0.476 0.459 0.340
Skewness -0.556 -0.312 -0.076 -0.376
Jensen’s alpha (%) 3.50 ~0.62 -0.32 -2.47
t-stat. of alpha 2.30 -0.44 -0.24 -2.04
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INVESTING MISMATCHES

The value of a company reflects how good its business
model really is and how well it is managed.

The price of a company reflects what the market thinks
about its business model & quality of management

The Mismatch Test
Cash flows, Is the market's view of Demand &
growth & m’\> the company atodds |<__Price Supply
risk with the reality about the
company?
Company is Market perceives it as Investment Decision

Good Good Indifferent
Good Bad Buy

Bad Good Sell

Bad Bad Indifferent
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IMPLEMENTING THE STRATEGY: THE CRISIS
ENTRY VERSICN

= Entry points: In this strategy, you turn your attention to a
company when it is in crisis, either individually or as part of a
group. Generally, the market price for the company will have
dropped in the period or periods before your assessment.

= Valuation: You value the company, updating the fundamentals
to reflect what you have learned from the triggering news
about the company.

= Check against pricing: You compare to the pricing of the
company to see if it is cheap, given its updated valuation.
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A MORE GENERAL SCREENING APPROACH

Multiple

PE

PEG

PBV

EV/Invested
Capital

EV/Sales

EV/EBITDA

Mismatch for cheap

Low PE, High growth, Low
Equity Risk, High Payout

Low PEG, Low Growth, Low
Equity Risk, High Payout

Low PBV, High Growth, Low
Equity Risk, High ROE

Low EV/IC, High Growth, Low
Operating Risk, High ROIC
Low EV/Sales, High Growth,
Low Operating Risk, High
Operating Margin

Low EV/EBITDA, High Growth,
Low Operating Risk, Low Tax
Rate

Mismatch for expensive

High PE, Low growth, High Equity
Risk, Low Payout

High PEG, High Growth, High Equity
Risk, Low Payout

High PBV, Low Growth, High Equity
Risk, Low ROE

High EV/IC, Low Growth, High
Operating Risk, Low ROIC

High EV/Sales, Low Growth, High
Operating Risk, High Operating
Margin

High EV/EBITDA, Low Growth, High
Operating Risk, High Tax Rate
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DETERMINANTS OF SUCCESS AT “CONTRARIAN
INVESTING”

= Self Confidence: Investing in companies that everybody else
views as losers requires a self confidence that comes either from
past success, a huge ego or both.

= Clients/Investors who believe in you:You either need clients
who think like you do and agree with you, or clients that have made
enough money of you in the past that their greed overwhelms any
trepidiation you might have in your portfolio.

= Patience: These strategies require time to work out. For every
three steps forward, you will often take two steps back.

= Stomach for Short-term Volatility: The nature of your investment

implies that there will be high short term volatility and high-profile
failures.

= Watch out for transactions costs: These strategies often lead to
portfolios of low-priced stocks held by few institutional investors.

The transactions costs can wipe out any perceived excess returns
quickly.
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