The Tortoise

and
the hare

ISSUE 65 | August 2016

The Two Sides of Value
‘Price is what you pay, value is what you get’ – Warren Buffet
I have lost count of the number of flights I have boarded over the course of my life. Today, unfortunately, is yet
another occasion that I have suffered from delays. Though some of you may be part of the lucky crowd, I am
sure that the majority of you reading this will have found yourselves in a similar situation. At least this time my
ticket was a real bargain. Previously flights cost two or three times as much and nonetheless I still suffered from
the same delays. In other words, I cannot confirm any strong link between the price I paid, and the value of the
good I received for it.
It is part of our everyday life that we make decisions about the goods and services we want, and the prices we
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are happy to pay for them. For example, we perform some quick mental math that, if buying one bottle of wine
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the former. In the world of investment management, relating price information to fundamental data is called

for £10 versus buying two bottles on a “buy one, get one free” offer, the latter purchase is twice as good as
valuation.
When you hear that US equities are expensive, or that emerging markets are cheap, someone has looked at the
respective current prices for all securities that are components of market indices and compared them with data
released by the companies that make up the respective index. Data such as earnings, book values or dividends is
used to calculate price earnings (P/E) multiples, price to book ratios or dividend yields (dividends divided by price).
Is this the same as value investing? Yes and No!
Though the same ratios are considered, the decision is taken with respect to an individual stock. Is Apple
expensive? Is Tesco cheap? Value investing is broadly understood to be a stock selection exercise, not a market
timing one. Benjamin Graham was one of the earliest and widely known investors (his 1949 book “The Intelligent
Investor” is an evergreen hit), whoput value investing at the very centre of his investment decision making
process. These days the most commonly quoted name, when asked for an example of a value investor, is Warren
Buffet. Over the next few paragraphs I will look at the rationale for value investing from two different angles, a
risk based argument and a behavioural based point of view.

The Two Sides of Value
Everybody knows that buying something cheap and selling it for a higher price creates a profit. So why are we
not all Warren Buffets and Benjamin Grahams? It turns out that the really tricky part lies within determining
the true intrinsic value of a company that its security price is supposed to reflect. An investor is buying the
expectation of all profits that will be generated and all dividends that will be paid in the future. Now, looking
into the future is not a simple task by any means, like weather forecasts illustrate to us on a regular basis. This
is where financial theory is attempting to help.
A gentleman by the name of Eugene Fama developed a theoretical framework in 1970 known as the Efficient
Market Hypothesis (EMH). It assumes that investors, at all times, have access to all available information about
a company and its security; and that they have homogenous expectations and act rationally. And so according
to the theory, the current price is the best possible predictor of the future, and financial markets are completely
efficient. The practical implications of EMH are wonderful. Investors cannot outsmart the market, and so the
best way to invest is not to attempt to beat the market but instead to invest passively at the lowest possible
cost. The model is brilliant and earned Eugene Fama a Nobel Prize in 2013. Now, billions of dollars are passively
tracking various equity and fixed income market indices.
In 1977 the EMH was tested with P/E ratio data. To avoid that the test outcome is not just reflecting the fortune
or misfortune of a single company, researchers analyse groups containing dozens of securities that exhibit
very similar characteristics. The results of the test showed that the group of stocks with the lowest P/E ratios
outperformed groups of securities with higher P/E ratios and, most importantly, also the market. The value
premium was born and because applying the EMH would not lead one to expect to be able to generate such
premium, the term ‘value anomaly’ also became part of the admittedly sometimes confusing and overwhelming,
financial vocabulary. Many academics then joined the search for an explanation of this anomaly. From Eugene
Fama’s point of view, you can only earn an additional premium over the market premium for value stocks, if
there is an additional risk. In his work with Ken French, published in 1993, he observed that prices of value
stocks move together and he argues the reason to be a common macro risk factor. Often this risk is argued to
be financial distress or illiquidity.
Finance at the end of the day is a social, and not a hard science like physics. It is therefore very possible
that financial markets work differently than modelled in the EMH. The same year the Nobel Prize committee
announced Fama to be one of the winners for Economics, Robert Shiller also won that prize. He argues that
markets are inefficient and predictable. Shiller is arguably the biggest name in the section of academic finance
called behavioural finance. He does not believe that investors act as rationally as assumed in the EMH. Many
of his thoughts are captured in his famous book “Irrational exuberance”. You might have heard about some of
the terms coming out of behavioural finance such as “herding”, “overconfidence” or “overreaction to news”.
Financial market bubbles like the Technology/Media/ Telecommunication (TMT) stock prize bubbles are prime
examples of market participants’ behaviour leading prices of whole market segments away from company
fundamentals.

The Two Sides of Value
It is therefore entirely reasonable to also search for the explanation of the value anomaly by looking at investor
behaviour, and in 1994 academics provided evidence in support of this alternative thesis. Later, other authors became more specific, making the case that growth stocks, or non-value stocks, underperform value stocks because
they are overvalued due to ill motivated Wall Street analysts and the impact of financial media.
This is a good time to stop and take stock: Why am I telling you all of this? For starters, I hope some readers have
learned something new. It also allows me to share some of my own conclusions.

1. Value investing is very intuitive to understand as we perform similar mental accounting regularly in our
daily lives.

2. Even on a Nobel Prize winning level, people disagree in the way they attempt to model the real world.
Finance at the end of the day is not a hard science.

3. The continued existence of the value premium can be argued very well from two different angles.
Such strong, theoretical rationale is absolutely critical for any decision to pursue value investing.

4. Fama and French researched other return premia that they believe are likely to be the result of investors being
compensated for an additional risk, such as the small cap premium. But once you allow yourself to broaden
your search for other return premia, by also looking for anomalies that are a result of investor behaviour
which is the Shiller school of thought, the opportunity set broadens.

Risk Warnings
Past performance is not an indicator of future results. You should remember that the value of an investment and
the income from it could go down as well as up. The return at the end of the investment period is not guaranteed
and you may get back less than you originally invested.
MASECO Private Wealth trading as MASECO LLP is authorised and regulated in the United Kingdom by the Financial
Conduct Authority (FCA) FRN: 489718, is registered in England and Wales under Company No.OC337650. The
registered office address of the Firm is: Burleigh House, 357 Strand, London, WC2R 0HS.

All expressions of opinion are subject to change without notice and are
not intended to be a guarantee of future events. This document is for
information only and does not constitute a solicitation to buy or sell
securities nor does it purport to be a complete description of our investment policy, markets or any securities referred to in the material. Opinions
expressed herein are not intended to be a forecast of future events or a
guarantee of future results or investment advice and are subject to change
without notice or based on market and other conditions. Any reference to
model portfolios, which is used for internal purposes, is purely illustrative.
The value of investments and the income from them may fluctuate and can
fall as well as rise. Past performance is not a guarantee of future results.
You may not recover what you invest.
Although information in this document has been obtained from sources
believed to be reliable, MASECO LLP does not guarantee its accuracy or
completeness and accepts no liability for any direct or consequential losses
arising from its use. Throughout this publication where charts indicate that
a third party (parties) is the source, please note that the source references
the raw data received from such parties.

distortions or other disruptions due to various factors, including lack of liquidity, participation of speculators and government intervention.
The prices of real assets (for example, precious metals) tend to fluctuate
widely and unpredictably, and have historically experienced periods of flat
or declining prices. Prices are affected by global supply and demand, investors’ expectations with respect to the rate of inflation, currency exchange
rates, interest rates, investment and trading activities of hedge funds and
commodity funds, and global or regional political, economic or financial
events and situations.
REITs investing risks are similar to those associated with direct investments
in real estate: lack of liquidity, limited diversification and sensitivity to
economic factors such as interest rate changes and market recessions.
The indices are unmanaged, are shown for illustrative purposes only
and do not represent the performance of any specific investment. Index
returns do not include expenses, fees or sales charges, which would lower
performance.

MASECO LLP and its affiliates do not provide tax or legal advice and levels
and bases of taxation can change. To the extent that this material or any
attachment concerns tax matters, it is not intended to be used and cannot
be used by a taxpayer for the purpose of avoiding penalties that may
be imposed by law. Any such taxpayer should seek advice based on the
taxpayer’s particular circumstances from an independent tax advisor.

International investing entails greater risk, as well as greater potential
rewards compared to investing in your local stock market. These risks
include political and economic uncertainties of foreign countries as well
as the risk of currency fluctuations. These risks are magnified in countries
with emerging markets, since these countries may have relatively unstable
governments and less established markets and economics.

Neither asset allocation nor diversification assures a profit or protects
against a loss in declining financial markets. Currency fluctuations may
increase or decrease the returns of any investment.

Investing in smaller companies involves risks not associated with more
established companies, such as business risk, significant stock price
fluctuations and illiquidity.

Bonds are affected by a number of risks, including fluctuations in interest
rates, credit risk and prepayment risk. In general, as prevailing interest
rates rise, fixed income securities prices will fall. Bonds face credit risk if
a decline in an issuer’s credit rating, or creditworthiness, causes a bond’s
price to decline. High yield bonds are subject to additional risks such as
increased risk of default and greater volatility because of the lower credit
quality of the issues.

Interest on municipal bonds is generally exempt from US federal income
tax; however, some bonds may be subject to the alternative minimum tax
(AMT). Typically, state tax exemption applies if securities are issued within
one’s state of residence; if applicable, local exemption applies for issues
within one’s city of residence.

Bonds rated below investment grade may have speculative characteristics
and present significant risks beyond those of other securities, including
greater credit risk and price volatility in the secondary market. Investors
should be careful to consider these risks alongside their individual
circumstances, objectives and risk tolerance before investing in high
yield bonds. High yield bonds should comprise only a limited portion of a
balanced portfolio.
Finally, bonds can be subject to prepayment risk. When interest rates fall,
an issuer may choose to borrow money at a lower interest rate, while
paying off its previously issued bonds. As a consequence, underlying bonds
will lose the interest payments from the investment and will be forced to
reinvest in a market where prevailing interest rates are lower than when
the initial investment was made.
Alternative investments referenced in this report are speculative and
entail significant risks that can include losses due to leveraging or other
speculative investment practices, lack of liquidity, volatility of returns on
transferring interests in the fund, potential lack of diversification, absence
of information regarding valuations and pricing, complex tax structures and
delays in tax reporting, less regulation and higher fees than mutual funds
and advisor risk.
Investing in commodities entails significant risks. Commodity prices may be
affected by a variety of factors at any time, including but not limited to (i)
changes in supply and demand relationships, (ii) governmental programs
and policies, (iii) national and international political and economic events,
war and terrorist events, (iv) changes in interest and exchange rates, (v)
trading activities in commodities and related contracts, (vi) pestilence,
technological change and weather, and (vii) the price volatility of a
commodity. In addition, the commodities markets are subject to temporary

The initial interest rate on an inflation-linked security may be lower than
that of a fixed rate security of the same maturity because investors expect
to receive additional income due to future increases in CPI. However, there
can be no assurance that these increases in CPI will occur.
Changes in exchange rates may have an adverse effect on the value, price
or income of foreign currency denominated securities.
Investments or investment services referred to may not be suitable for all
recipients.
In the UK, certain services are available through MASECO LLP (trading as
MASECO Private Wealth and MASECO Institutional) which is registered in
England and Wales, number OC337650, with registered offices at Burleigh
House, 357 Strand, London, WC2R 0HS, telephone +44 (0)20 7043 0455,
email enquiries@masecopw.com. MASECO LLP is authorised and regulated
by the Financial Conduct Authority for the conduct of investment business
in the UK. The Financial Conduct Authority does not regulate tax advice or
offshore investments. Messages and telephone calls to and from MASECO
Private Wealth may be monitored to ensure compliance with internal
policies and to protect our business.
MASECO LLP is a FINRA/SEC Registered Investment Advisor in the United
States of America.
US Treasury Department Circular 230 disclosure: To ensure compliance
with requirements imposed by the IRS, we inform you any US federal tax
advice contained in this communication (including any attachments) is not
intended or written to be used, and cannot be used, for the purpose of
(i) avoiding penalties under the Internal Revenue Code or (ii) promoting,
marketing or recommending to another party any transaction or matter
addressed herein.

