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Value is down... 1, 2, 3 ... 9,
Rise again!
by Goran Vasiljevic, Jan. 18, 2022

“But it ain’t about how hard you hit; it’s about how hard
you can get hit, and keep moving forward” (Rocky
Balboa)

It has been almost twelve months since my last Value Insights. We have had a year to forget and with many
lessons for the future and unfortunately we are still struggling with the ongoing effects of the Covid-19
pandemic. Mentally, physically and emotionally, the last 24 months have been a constant challenge, but also
an opportunity for growth. Because: In life, as in investing, growth often comes from the hard times and makes
the sweet much sweeter. You can't recognize the sweet without the sour! The past two years were
characterized by great uncertainty due to the Covid-19 pandemic and thereby also to a massive
underperformance of Value versus Growth. This in turn increased herding behavior and increased the spread
between Value and Growth further. However, herding behavior, from a long-term perspective, is not promising.
Therefore, Value is waiting to rise again and return by force!

Some basic thoughts first:
Interest in the perceived conflict of “value investing” versus “growth investing” is another contemporary

phenomenon. The relative popularity of growth investing depends heavily on investors' willingness to view and
value the future. It's not just a random fad, but the reflection of a cycle in which certain attitudes keep
emerging. It is also exciting to observe that the more a style outperforms, the weaker the other side becomes,
so that the cycle is initially lengthened until it finally tips over. Again and again, investors are moving away
from fundamental valuations and are only concerned with the upside and very little with the downside. This
creates the massive risk of paying too high a price for an asset. It is true that the risk of loss is limited when
a company grows for years. However, experience shows that unexpected things, that investors are anything
but fond of, occur. Both investment philosophies have their strengths and weaknesses and both camps have
strong and less strong managers.

»Bull markets are born on PESSIMISM, grow on SKEPTICISM, mature on OPTIMISM and die on EUPHORIA.” Sir
John Templeton.

Experienced investors, in particular those independent of the market, do know that when opinions converge
within the majority of market participants, we are either at the beginning or at the end. For Value, after a
decade of a dry spell and maximum pessimism baked into the valuations, we expect a massive bull market as
well as a bear market within Growth stocks. In 2011, Growth managers were not exciting for many, yet you
received a lot of upside for a rather cheap valuation for growth stocks. We missed that opportunity then but
understand but today than ever where to look for value. However, one of the utmost important rules in
investing is not what worked best then but what will work best now! There is a good amount of arguments of
why trend investors will be lagging the trend performance all the time: you were buying pro-cyclical, after the
fund outperformed. Yet it is easier to outperform the manager by rebuying when the fund is down.



Why is that the case? Fairly easy, not every company can sustain peak performance all the time. Therefore,
there are companies which are not able to satisfy their valuation. The list of companies missing out on such
expectations keeps growing.

In our opinion all investors are trying to buy value stocks - meaning assets that have a price cheaper than
their value. The difference between the two groups of investing can be summarized as follows:

"Value investors" buy stocks (even those whose intrinsic value may imply little growth in the future) based on
the belief that current value is higher than current price.

"Growth investors," on the other hand, buy stocks (even those whose current value is lower than their current
price) because they believe their value will increase fast enough in the future to generate significant value
appreciation.

Both types of investors consider the future in a special way. Value and Growth investing fit very well together:
Value and Growth stocks, for which not all the ,positive expectations® are already priced in, perform the best.
Valuation considerations are a must have in the selection process. We believe that currently, too many Growth
stocks have too high expectations priced in, which are impossible to achieve. Big losses loom when investors
start realizing this and try to get out of the stock at the same time. Active management is about anticipating
on what is not yet priced in. Tesla is a prime example of extremely high valuation, which implies very high
expectations in the future. There is not much room for error or unforeseen events when you are trading on
such high valuation levels. If a problem arises, expectations may not be met and large risks emerge. The
company can continue to develop very well, but it may also not be sufficient for a permanently positive result.
It is not enough to only consider the past. For highly valued companies, the margin for error is extremely thin
and any deviation from expectations increases the risk for a considerable downside. This was the case for the
IT company Cisco over the previous 20 years, as its continued high valuation imploded in a short period. From
a statistical perspective, its is highly unlikely that the success which Growth stocks like Apple and Amazon
had, can be repeated by other companies. Yet investors continue to use these success stories as reference.
Not everyone can win 20 Grand Slams like Federer, Nadal or Djokovic. In sport, in life as well as in the stock
market, there are exceptions which should not disguise your view of the fundamentally valid coherences.

“To value or not to value? That is the question” (if Shakespeare were alive today)

“The fundamental law of investing is the uncertainty of investing” (Peter Bernstein)

Every thoughtful investor should reflect on his own investment philosophy from time to time. This typically
happens when his investment approach has been challenged by the market. Are my principle assumptions still
valid? Have there been structural changes?

Our “genre” of value investing has been “out of style” for the longest duration in decades. We therefore pose
ourselves the question: Will value investing still work in the future? Has slow growth, quantitative easing, and
negative interest rates, coupled with demographic trends, moved the investing environment towards highly
successful asset-light business models and thereby permanently disadvantaging business models which are
asset intensive? Are asset intensive companies and sectors doomed and therefore rerated by the market
permanently? To put it differently: Does the new economy negate some or many of the value investor’s
principle underpinnings? It all depends on how you define value!

We believe value investing is much more than factor- or style investing. Rather, it is a philosophy that
requires, among other qualities, a large degree of a contrarian mindset. Investment styles go in and out
of fashion or are generally associated with different parts of the economic cycle. Value, the way we embody



it, is present at all times, however, to varying degrees. The question is therefore: Does the value we seek
manifest itself overtly? How do we find it? We strongly believe that Value investing must be focused on long-
term and will be rewarded with greater risk-adjusted returns in the future.

To set the stage, let us provide some of our core beliefs:

A

First, we believe that company fundamentals drive stock prices in the long-run, most famously expressed
by Ben Graham with his statement “In the short run, the market is a voting machine but in the long run, it is
a weighing machine.“

Second, the most important task of every active manager is to distinguish between the company’s
fundamentals and the expectations implied by the price.

Third, emotions and heuristics systematically cause investors to make forecasting errors and are
therefore the main reasons why mispricing occur. This also depends on the market participants’ fear (risk
aversion) and greed (risk tolerance).

Fourth: the future is not predictable and if it was, it would probably be priced in already. The more visibility
a company has, the more difficult it is to have a different opinion than the market. The relevant theories,
such as “superforecasting” according to Philip E. Tetlock, through to media reports, show again and again
how imprecisely we can predict the future and at the same time make good investments. An example: The
valuation of the technology company Microsoft was already considered to be full. However, developments
have shown the opposite.

Let us return to the question posed at the outset: Do asset-light companies represent better investment
opportunities compared to asset intensive companies? No doubt, the question is a tricky one. If the question
is posed to decide which business model will be able to generate higher returns on capital, the answer would
definitely be: asset-light businesses! To put matters into perspective, we address a number of issues that we

believe are important to contemplate within this context:

A

High returns on capital attract fierce competition especially in dynamically fast moving markets and
product cycles. First movers invariably make mistakes as the opportunity set is frequently ill-defined. This
circumstance gives copycats the chance to learn from the first mover’s experiences and helps them to
avoid making the same errors.

There appears to be widespread belief by the market that, in order to justify high multiples, growth is
largely predictable. Empirical evidence, however, suggests that growth to a large degree is not
foreseeable, and is particularly prone to mean reversion. This is particularly true for new industries and
new product spaces. Also, product- and economic cycles, make it impossible to extrapolate linearly.
Looking at historic data, it is obvious that growth rates, with respect to revenue and earnings, have rarely
managed to be sustainable for an extended period of time'". For that reason, sales and margins experience
a large degree of mean reversion. The only rational conclusion of the prudent investor is: high multiples
are very speculative as they imply expectations which empirically are not sustainable for most companies.
One should avoid to exclusively focus on a handful of successful companies but instead keep an eye on
the never ending list of companies that did not meet the challenge. In other words: We should focus on
the base rate - not the case rate.
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A Particularly over the past 5 years, investors preferred to buy stocks offering high quality and
growth, irrespective of price. However, a discrepancy between fundamentals and a stock's current
price is often found in segments where most investors currently feel uncomfortable due to their
emotions. As already mentioned, from our point of view it is primarily emotional behavior that leads to
systematic investment errors.

A It is important to distinguish between a good company and a good investment. The central
question therefore is: What is already priced in? Can an investor beat the “wisdom of crowds”? Most
of the time, the investor tends to agree with the consensus - well-illustrated in the cases like Google,
Facebook and Starbucks. The only possibility to outperform the market with these stocks is for them to
continuously surprise on the upside in the long term.

A What does the market know? Even though the market is perceived to have predictive power, it is to
a large degree only reflecting sentiments of market participants about a company, sector, country
or the overall market. Sentiment by nature is likely to be more reflective than predictive. When thinking of
the highest return opportunities in the recent past, what comes to our minds? The post-crisis years 2009
and 2011, the crash caused by the beginning of the corona pandemic in March 2020 and the Brexit. At
these points in time, sentiment happened to be extremely pessimistic, coupled with very attractive
valuations, resulting in subsequent superior returns for opportunistic investors.

Consequently, the question is not asset light or asset intensive but rather how can the investor achieve the
highest risk-adjusted returns? Value, can hide in many places. Sometimes it is evident and sometimes it is
not. We do not think value is simply buying cheap assets, however, this is potentially a good starting point in
order to avoid overpaying.

Our core beliefs are translated into an investment process that is repeatable and sound. Picking the “winner”
out of 4000 companies is not what we believe we can accomplish on a consistent basis. We have, however,
“out-selected” almost all country indices by relying on our transparent and repeatable process by aiming to



