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VALUE INVESTING: THE LOST DECADE

Value vs Growth: US Stocks, by decade

Lowest PBV |Highest PBV |Difference |Lowest PE |Highest PE |Difference
1930-39( 6.04% 4.27% 1.77% NA NA NA
1940-49 | 22.96% 7.43% 15.53% NA NA NA
1950-59 | 25.06% 20.92% 4.14% 34.33% | 19.16% 15.17%
1960-69 | 13.23% 9.57% 3.66% 15.27% 9.79% 5.48%
1970-79( 17.05% 3.89% 13.16% | 14.83% 2.28% 12.54%
1980-89 | 24.48% 12.94% 11.54% | 18.38% | 14.46% 3.92%
199099 20.17% 21.88% -1.71% 21.61% | 22.03% -0.41%
2000-09| 8.59% -0.49% 9.08% 13.84% 0.61% 13.23%
2010-19| 11.27% 16.67% -5.39% 11.35% | 17.09% -5.75%




VALUE INVESTING GLORY DAYS...

= While the story told about value investing is one of
uninterrupted success, even in its glory days, value
investing had bad years, where growth investing beat value
investing.

= Even over this period where value investing looks like it beat
growth investing, it is not clear that “active” value investing
has added much value to the process.

= The conventional value screens (PE, PBV, Dividend Yield)
worked well in the twentieth century, but their effectiveness
has faded over time. In the last fifteen years, none of them
have worked, leaving value investing in the lurch.

= Updating the data, it is clear that value investing is being put
to a test. While its defenders argue that it is transitional, two
decades is a long transition.



VALUE VS GROWTH, BY YEAR

Value versus Growth: Lowest versus Highest Decile of PBV for US Stocks - 1927 -2019
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AND ACTIVE VALUE INVESTING DOES NOT SEEM
T0 HAVE R PRYOIT

= Investing in low PE or low PBV stocks would not be considered
true value investing, by most of its adherents.

= In fact, most value investors would argue that the while you may
start with these stocks, the real payoff to value investing comes
in from the additional analysis that they do, whether it be in
bringing in other quantitative screens (following up on Ben
Graham) and qualitative ones (good management, moats).

= If we call this active value investing, the true test of value investing
then becomes whether following value investing precepts and
practices and picking stocks generates returns that exceed the
returns on a value index fund, created by investing in low price to
book or low PE stocks, in proportion to their market value



THE PRYOFF TO INSTITUTIONAL “ACTIVE” VALUE
INVESTING IS WEAK..

If value investing is the “best way to invest”, how do we explain the fact that
active growth investors beat a passive growth index fund far more frequently and
by far more than active value investors do, relative to a passive value fund?

Figure 17: Excess Returns relative to Appropriate Index Fund: US Mutual Funds from

2007-2011
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AND ONLY SLIGHTLY STRONGER FOR ACTIVE
INDIVIDURL INVESTORS

Average underperformance: In a study of individual brokerage accounts
between 1991-96, the average individual investor under performed the
S&P 500 by about 1% and that the degree of under performance increased
with trading activity.

Heavily skewed: The top-performing quartile in the study referenced
above outperformed the market by about 6%. Another study of 16,668
individual trader accounts at a large discount brokerage house finds that
the top 10 percent of traders in this group outperform the bottom 10
percent by about 8 percent per year over a long period.

Home bias and concentration? Studies of individual investors find that
the¥l generate relatively high returns when they invest in companies close
to their homes compared to the stocks of distant companies, and that
investors with more concentrated portfolios outperform those with more
diversified portfolios.

Less (trading) is more (return): While none of these studies of individual
investors classify the superior investors by investment philosophy, the
collective finding that these investors tend not to trade much and have
concentrated portfolios can be viewed as evidence (albeit weak) that they
are more likely to be value investors.



SOME ACTIVISTS DO WELL, BUT ACTIVISM IS
OFTEN A ZERC-SUM GAME. ..

= Overall returns: Activist mutual funds seem to have had the
lowest payoff to their activism, with little change accruing to
the corporate governance, performance or stock prices o
targeted firms. Activist hedge funds, on the other hand, seem to
earn substantial excess returns, ranging from 7-8% on an
annualized basis at the low end to 20% or more at the high end.
Individual activists seem to fall somewhere in the middle, earnin
higher returns than institutions but lower returns than hedge funds.

= Volatility in returns: While the average excess returns earned by
hedge funds and individual activists is positive, there is
substantial volatility in these returns and the magnitude of
the excess return is sensitive to the benchmark used and the
risk adjustment process.

= Skewed distributions: The average returns across activist
investors obscures a key component, which is that the distribution
is skewed with the most positive returns being delivered by
the activist investors in the top quartile; the median activist
investor may very well just break even, especially after accounting
for the cost of activism.



VALUE INVESTING IN THE 21°" CENTURY

= As the years of under performance have stretched on, there
are fewer value investors who believe that this is a passing
phase and that all is needed is patience.

= There are many value investors who still blame the Fed (and
other central banks) for their underperformance.

= While I agree with them that central banks have sometimes over
reached and skewed markets, I also think that this belief has
become a convenient excuse for not looking at the very real
problems at the heart of value investing.

= However, and especially after the tech boom of the last decade,
there are at least some value investors who are willing to
consider the possibility that it is time to change the way we
practice value investing.



VALUE INVESTING HAS LOST ITS WAY!

= It has become rigid: In the decades since Ben Graham
published Security Analysis, value investing rules reflect value
investing history and some are a throwback in time, and some
just seem curmudgeonly.

= It is ritualistic: The rituals of value investing are well
established, from the annual trek to Omaha, to the claim that
your investment education is incomplete unless you have read
Ben Graham's Intelligent Investor and Security Analysis to an
almost unquestioning belief that anything said by Warren
Buffett or Charlie Munger has to be right.

= And righteous: While investors of all stripes believe that their
"investing ways" will yield payoffs, some value investors seem
to feel entitled to high returns because they have followed all of
the rules and rituals. In fact, they view investors who deviate
from the script as shallow speculators but are convinced that
they will fail in the "long term".
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l. BE CLEARER ABOUT VALUE VS PRICE..

Cash Flows

Growth

Intrinsic Value

Risk

Value is a function of cash flows, growth and risk, and any intrinsic

Momentum & Mood

The Gap

Price

Group Thinking

Liquidity

valuation model that does not explicitly forecast cash flows or adjust for
risk is lacking core elements.

Price is determined by demand and supply, and moved by mood
and momentum, and you price an asset by looking at how the market is
pricing comparable or similar assets.

Many value investors seem to view discounted cash flow valuation
as a speculative exercise and instead pin their analysis on comparing
comparing on pricing multiples (PE, Price to book etc.).
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2. AVOIDING UNCERTAINTY CANNCT BE THE END
GAME. ..
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J.THE MARGIN OF SAFETY IS NOT A SUBSTITUTE
FOR RISK ASSESSMENT. ..

Estimated by the investor

: Multiple +
Intrinsic Value Accounting Value Comparables
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AND INCREASING MOS CREATES R TRADE OFF...

The Truth

Stock is under valued

Stock is over valued

Your
Analysis

Stock is Type 1 investment error: Buy
under | A Good Buy the wrong stock or fail to sell
valued the right stock.

Stock is | Type 2 investment error: Fail

over to buy the right stock or sell A Good Sell

valued | the wrong one.

type 2 error

Increases the likelihood of

Reduces the chance
of type 1 error

Higher Margin of Safety
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4. DON'T TAKE RCCOUNTING AT FACE VALUE... OR
LOOK TO ACCGUNTING RULES FOR SALVATION.

= It is undeniable that value investing has an accounting focus,
with earnings and book value playing a central role in
investing strategies.

= There is good reason to trust those numbers less now than in
decades past, for a few reasons.

= One is that companies have become much more aggressive in
playing accounting games, using pro forma income statements to
skew the numbers in their favor.

= The second is that as the center of gravity in the economy has
shifted away from manufacturing companies to technology and
service companies, accounting has struggled to keep up. In fact, it is
clear that the accounting treatment of R&D has resulted in the
understatement of book values of technology and pharmaceutical
companies.
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5.YOU CAN PICK STOCKS AND BE DIVERSIFIED...
AT THE SAME TIME. ..

= While not all value investors make this contention, a
surprisingly large number seem to view concentrated
portfolios as a hallmark of good value investing, arguing

that spreading your bets across too many stocks will dilute your
upside.

= The choice of whether you want to pick good stocks or
whether you want to be diversified is a false one, since
there is no reason you cannot do both.

= After all, you have thousands of publicly traded stocks to pick
from, and all that diversification requires is that rather than
put your money in the very best stock or the five best
stocks, you should hold the best thirty or forty stocks.
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CONCENTRATION VS DIVERSIFICATION

Absolute | Concentrate your portfolio in most under valued stock Absolute
Precision Certainty

More dontentrated 01

A

Precision of value estimate
Uncertainty on price/value gap closin

More diversified

Very Very
Imprecise | Spread your bets across many "under valued” stocks | yncertain




6. DON'T’ FEEL ENTITLED T0 A REWRARD FGR YOUR
VIRTUE. ..

= Investing is not a morality play, and there are no virtuous ways
of making money. The distinction between investing and
speculating is not only a fine one, but very much in the eyes
of the beholder.

= To hold any investing philosophy as better than the rest is a sign of
hubris and an invitation for markets to take you down.

= Keeping an open mind about other investment philosophies can
not only keep you grounded but allow you to incorporate aspects of
those philosophies into your own.

= If you are a value investor, that is your choice, but it should not
preclude you from treating other investors with respect and
borrowing tools to enhance your returns.
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THE VALUE INVESTORS FINAL DEFENSE..

= Some value investors will fall back on that old standby, which is
that we should draw our cues from the most successful of the
value investors, not the average.

= Arguing that value investing works because Warren Buffett and
Seth Klarman have beaten the market is a sign of weakness,
not strength. After all, every investment philosophy (including
technical analysis) has its winners and its losers.

= A more telling test would be to take the subset of value
investors, who come closest to purity, at least as defined by the
oracles in value investing, and see if they collectively beat the
market

= Have those investors who have read Graham and Dodd generated

higher returns, relative to the market, than those who just listen to
CNBC?

= Do the true believers who trek to Omaha for the Berkshire Hathaway
annual meeting every year have superior track records to those who
buy index funds?
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CONCLUSION

= Value investing comes in many stripes.

= There are screens such as price-book value, price earnings and
price sales ratios that seem to yield excess returns over long
periods. It is not clear whether these excess returns are truly
abnormal returns, rewards for having a long time horizon or just the
appropriate rewards for risk that we have not adequately measured.

= There are also “contrarian” value investors, who take positions in
companies that have done badly in terms of stock prices and/or
have acquired reputations as “bad” companies.

= There are activist investors who take positions in undervalued
and/or badly managed companies and by virtue of their holdings
are able to force changes that unlock this value.

= In spite of the impeccable academic evidence in its favor, there
is little backing for the general claim that being an active value

investor generates excess returns (relative to investing a value
index fund).
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