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in thiS PaPer Equity markets today are no more rational than they were in the past. In fact, behavioral 
biases have been intensified in a short-tempered world, saturated with information. In this paper, we present 
recent and historic case studies to demonstrate why the classic principles of value investing are especially 
relevant today, when it has become harder than ever to sift through market noise and focus on fundamental 
drivers of earnings and stock returns.
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Equity investors today face an unprecedented flood of information. 
Newswire services pump thousands of headlines into the markets each day, 
while millions of tweets and social media posts add to the din. With so much 
information available, you might think that markets have become more 
transparent, efficient and rational over time. 

Think again. In fact, markets are as emotional as ever—and maybe even more. 
Our research shows that stocks react more sharply to earnings surprises 
since 2000 than in the previous 13 years (Display 1). Even with high-frequency 
trading machines working frantically to capture every possible opportunity 
by the millisecond, behavioral biases have actually been intensified in a 
short-tempered world driven by a rapid flow of information. And dislocations 
caused by reactions to unexpected market news often last today for several 
months—just as they did in the past. 

Value InVestIng In the InformatIon age

diSPlay 1: eMotional StoCK MarKet reaCtionS PerSiSt
us stock Price reaction to extreme Information shocks During earnings announcements
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In our view, these trends suggest that a value investing approach 
is an effective way to overcome the information overload. Value 
investors look for stocks that have been hit by an overreaction to bad 
news, in an effort to identify those whose recovery potential is being 
overlooked. It’s a discipline that relies on research to cut through 
the information fog and is predicated on patience to look beyond a 
current controversy into the more distant future. In this paper, we will 
look at a variety of recent and historic case studies to demonstrate 
why we believe that the classic principles of value investing are espe-
cially relevant today, when the deluge of data has made it harder than 
ever to sift through market noise and focus on fundamental drivers of 
earnings and stock returns.

CuttinG throuGh the noiSe: the affordable Care aCt 
Too much information can easily lead investors astray. For example, 
when President Barack Obama signed the Affordable Care Act (ACA) 
in March 2010, US equity markets were thrown into confusion about 
how the healthcare sector would be affected. As a fierce political 
debate raged, disinformation disseminated in an endless stream of 
television chatter, articles, videos, tweets and Facebook posts am-
plified the chaos. Healthcare stocks dropped, underperforming the 
market by a significant margin.

Managed care companies were at the center of the storm.  
Fears mounted that their profit margins would be hit by imposed 
medical costs, competition from new exchanges and a requirement 
to take in older and poorer patients. Until the details of the bill were 
sorted out, investors didn’t really know how managed care compa-
nies would be affected. 

Yet there was a way to make sense of it all. First, it was clear from the 
start that managed care companies had to be part of the solution. 
Yet because they weren’t compelled to participate, future national 
healthcare policies would have to ensure that it would be worth their 
while—and profitable—to be involved. And even before all the details 
were known, it was possible to forecast that under ACA, managed 
care companies would see a massive influx of new patients through 
Medicaid (Display 2). Since these patients were generally older and 
had more health problems, profit margins on treating them would be 
smaller. But at the time, our research showed that they also tended to 
spend up to five times as much as the average commercial member. 
So even though managed care companies would be less profitable, 
their earnings were poised to increase because they were poised to 
insure millions of new patients. 

Investors who were able to ignore the commotion and avoid being 
distracted by the political uproar would have been able to make this 
prognosis well before the broader market. Healthcare stocks went on 
to rebound substantially from early 2011, eventually outperforming 
the market by a wide margin (Display 3, next page). Managed care 
companies including WellPoint (now known as Anthem) and Aetna did 
even better.

StayinG aCtive CaPtureS value 
The US healthcare example also helps illuminate another key issue 
facing investors today. An investor in the S&P 500 in early 2009 
would have had about 13 exposure to the healthcare sector on the 
way down. Moreover, the healthcare sector is complex and includes 
diverse sub industries from pharmaceutical companies to medical 
device manufacturers, which would be affected differently by ACA. 
So when the sector recovered, an index portfolio wouldn’t be able to 
distinguish between component industries and increase exposure 
to managed care companies, which account for only about 1 of the 
benchmark and benefited disproportionately from the recovery. An 
active manager could express conviction by increasing overweight 
positions to managed care companies.

diSPlay 2: aCa waS PoiSed to booSt Patient nuMberS
assessment of the Insured Pool Post Implementation of health 
Insurance reform
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Passive investing approaches have become increasingly popular in 
recent years. Some apply a value approach, aiming to get exposure to 
cheap stocks through an index or smart-beta portfolio that focuses 
on companies with low price/book (P/B) or price/earnings (P/E) 
ratios, or a combination of valuation metrics. In our view, passive value 
approaches have limitations because value factors are dynamic, 
and work differently in different situations. P/B is a good measure 
when looking at companies that have low asset prices which reflect 
skepticism about their potential earnings recovery. In contrast, P/E 
is generally a better indicator when a profitable company is facing 
skepticism about its ability to sustain growth. 

We believe that these approaches are vulnerable to concentration 
risks, similar to broader equity indexes (See box: Is an Index Impas-
sive? next page). For example, a portfolio comprised of the cheapest 
stocks globally on P/B value would have held 55 of its weight in fi-
nancials in late 2014. So what was designed as a deep value portfolio 
actually turned into an allocation dominated by a single sector. 

How about another approach?: a passive portfolio that is sector 
neutral, but includes only the cheapest stocks on P/B value within 
sectors. Although this would address sector concentration risk,  
it introduces a different problem: P/B doesn’t work as well in every 
industry, because in some sectors, fixed assets aren’t the driver  
of profits (e.g., pharmaceuticals, some technology industries). 

In our view, an active manager can apply judgment across industries 
and situations to produce a diversified portfolio across many sectors 
that’s more representative of the global economy—and still trades at 
an attractive discount to the broader market. To do this successfully, 
it’s important to know which measures work better for which indus-
tries and how to interpret valuation indicators. P/B and P/E readings 
sometimes conflict. So investors must constantly make subjective 
judgments, based on research and context, in order to know which 
signal to follow. (Continued on page 6.) 

Passive approaches  
can’t interpret dynamic  

valuation measures 

diSPlay 3: ManaGed Care CoMPanieS Pulled throuGh the healthCare StorM
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Many investors today prefer the simplicity of buying a low-cost 
exchange-traded fund or a smart-beta portfolio that is designed 
to capture specified factor or sector exposures. On the surface, a 
passive portfolio might seem impassive in that it wouldn’t be subject 
to the behavioral biases that may influence active managers, who are 
constantly digesting new and changing information. 

The lower governance costs of passive solutions are another at-
traction. Investment staff don’t have to spend time explaining why 
manager performance is different from the benchmark, and making 
hiring and firing decisions. But this focus can sometimes substitute 
one risk for another, especially because passive solutions are prone 
to concentration and valuation risks. 

When a stock or sector becomes pricey, a benchmark will continue 
to hold it at an even higher weight than when it was more reasonably 
valued. For example, even after the decline in high momentum stocks 

in 2014, many Internet and biotech names weren’t cheap. An active 
manager can think twice about owning a stock trading at an exponen-
tial multiple to its future earnings. 

Bubbles are another problem. In 1980, the US energy sector 
ballooned to 27 of the S&P 500 (Display). In 1999, the technology 
sector accounted for 29 of the index. Both sectors collapsed in the 
subsequent two years. Japanese stocks reached 44 of the MSCI 
World Index in 1988—more than five times more than today and a 
bigger weight than the US at the time. And an investor in Finland’s 
benchmark would have had 81 exposure to Nokia at the peak of the 
Intenet craze. Active investors should always be on the lookout for the 
next market bubble—and you never know where one might pop up. 
These examples show how investors who opt for an index in an effort 
to manage relative risk may not be aware of the absolute risk inherent 
in buying a benchmark.

iS an index iMPaSSive? 
BenChmarKs often masK hIDDen rIsKs

Past performance does not guarantee future results.
Source: University of Chicago and AB
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MeaSurinG value in the CoMModitieS SuPerCyCle 
Such judgment calls were essential to understand the commodities 
supercycle. In the early 2000s, as an oversupply of commodities swept 
world markets, prices of metals like copper and iron ore hit lows. As a 
result, shares of mining companies were depressed. P/B valuations 
were very low relative to their history because investors didn’t believe 
the sector would recover, yet P/E valuations were initially quite high 
because many companies weren’t profitable at the time (Display 4).

Yet from 2002-2005 , the mining industry staged a sharp recovery. 
At that time, China had just joined the World Trade Organization and 
launched land reforms that triggered a vast building reconstruction 
boom in the world’s most populous nation. China’s insatiable appetite 
for commodities benefited Russia and Brazil. Mining companies were 
the big winners. 

Now, P/B ratios of mining companies began to increase, peaking at 
more than double their long-term average in 2007, while P/E values 
fell. Lower P/E values reflected growing concern among investors 
that what would later become known as the commodities supercycle 

couldn’t really last too long. In fact, it lasted through 2010, much 
longer than anyone thought at the time

asK the rIght QuestIons
In this example, a simple index approach wouldn’t have worked. In 
the mining sector, P/B and P/E often offered conflicting signals, 
and looking at the average of the two would have been inconclu-
sive (See box: Understanding Valuation Signals, next page). Only 
by understanding the dynamics of different valuation metrics—and 
applying them with fundamental research to industry and company 
developments—could an investor have derived the knowledge to 
generate outperformance from the changing stages of the commod-
ity supercycle. 

Why is fundamental research so important? Because when a com-
pany is trading at a cheap valuation, an investor needs to answer un-
derlying questions about why the stock price is low. These questions 
can’t be answered by even the most sophisticated computer, metric 
or algorithm. Rather, they require human judgment and a thoughtful 
evaluation of a wide variety of issues.

diSPlay 4: valuation SiGnalS Shifted durinG CoMModitieS CyCle5
global mining Companies: Valuations relative to long term history
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underStandinG valuation SiGnalS
PuttIng the metrICs Into ConteXt

Classic valuation metrics such as price-to-earnings or price-to-
book ratios do a good job at predicting superior returns over the 
long-term. But they don’t always work at the same time, or all the 
time. In particular, in times of economic stress, we found that these 
signals sometimes produced conflicting or less effective results.  

Our research found that during periods of normal economic con-
ditions, both metrics accurately predict outperformance of less 
expensive stocks. However during the early part of an economic 
trough, earnings based measures are still effective, while asset 
based measures are not. And once the early signs of recovery set 
in, the opposite occurs (Display).

We think that when economic conditions are more pessimis-
tic, investors may be willing to pay for current earnings but are 
unwilling to bet on recovery. As a result, asset based measures, 

which rely upon a normalization of an asset’s earnings power, are 
not particularly effective. So, even if a manufacturing company, for 
example, trades at a large discount to its book value, few are willing 
to look out far enough into the future to envision a better tomorrow. 
Investors may also be most attracted to many safe sectors such 
as consumer staples or pharmaceuticals, which often do not have 
significant book value associated with them. 

As signs of recovery begin to set in, investors begin to reward those 
cheap P/B stocks. Interestingly, however, they seem to favor stocks 
with high (or even negative) P/E ratios. Why would they favor “ex-
pensive” stocks?  Probably because cyclical stocks look appealing 
as the economy starts to grow again. Since many of these compa-
nies had depressed earnings during the recession, they look “ex-
pensive” on trailing EPS. But as investors’ confidence grows, so too 
does their willingness to buy into the recovery in these earnings.

valuation SiGnalS durinG different StaGeS of eConoMiC CyCleS 
us stocks (1971-2015)
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To help understand how this is applied in practice, we’ve identified 
seven categories of classic value opportunities. These situations can 
be found in markets today—and parallel historical examples can be 
found over many decades. Each episode will vary by a company’s 
specific circumstances, industry dynamics and surrounding events. 
Yet this conceptual framework can help investors understand and an-
alyze value opportunities through the prism of three basic questions 
(Display 5):

 + Will earnings recover?

 + Can the company adapt?

 + Is management able to fix the problem?

These three questions have one thing in common: they all require 
research insight and human judgment to answer them with conviction 
in a world of abundant information.

will earninGS reCover?
When a company’s earnings are impaired, its stock price falls. Yet 
often, the market tends to over-react and punish a stock more than it 
deserves. This may happen because the current anxiety around the 
company’s troubles obscures the potential for a recovery in earnings. 

asset-IntensIVe CyClICal
This type of market reaction is especially common in asset-intensive 
cyclical industries. In a successful industry, when too much money is 
made, companies tend to build too many factories or open too many 
stores or spend too much capital, which can lead to overcapacity. Loss-
es mount and investors flee. Yet eventually, demand often catches up. 

Investors often make similar mistakes. Behavioral finance research 
shows that people tend to be too optimistic about a successful in-
vestment and fail to consider the potential hazards around the corner. 
Similarly, companies often anchor their expectations to the most 
recent data, fail to consider the competition and become too san-
guine, which fuels over-investment. So in cases like these, how can 
investors make the judgment that separates success from failure? 

This was the dilemma in the computer memory market in 2011. At 
the time, the market for DRAM memory was in crisis. Strong demand 
led manufacturers to add too much capacity, and now, prices had 
slumped to below the cash cost of production. Share prices of man-
ufacturers slumped and became cheap in P/B terms while remaining 
expensive in P/E terms, owing to a collapse of profitability. One major 
industry player, Elpida of Japan, was teetering on the brink of bank-
ruptcy and consequently slashed prices in a desperate bid to hold on. 
It looked like the market was near the bottom. But as valuation indi-
cators pointed to several companies trading cheaply—and headlines 
about the industry crisis proliferated—it was extremely challenging 
for investors to determine which companies were best positioned to 
benefit in a rebound.

Micron Technology looked promising. The US-based memory 
semiconductor maker was an efficient producer of DRAM memory. 
Micron also had no debt, giving it more room to manoeuver during a 
particularly tough period. And when the company acquired facilities 
from its beleaguered rival Elpida, it became increasingly likely that 
the consolidation of industry capacity would spark a cycle of higher 
prices. In our view, these three factors indicated that Micron was in 

diSPlay 5: three QueStionS underPin value analySiS
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much better shape than peers to withstand the pricing pressures and 
to rebound sharply as prices recovered, which it ultimately did.

Rewind to the late 1990s—another time, another industry, same 
story. Several chemical companies including Dow Chemical, Eastman 
Chemical, and Occidental Petroleum, had suffered from a cyclical 
slump in prices for polyethylene terephthalate, also known as PET. 
This chemical boomed in the 1990s as Coca-Cola and other soft 
drink makers began to use it to make plastic bottles. But capacity ad-
ditions soon outstripped demand, which depressed prices for three 

years. In response, capacity growth slowed dramatically. Demand, 
meanwhile, received a boost from the rapidly growing popularity of 
bottled water, which pushed up prices—and supported a recovery in 
the share price of these companies for investors who had the insight 
to take a contrarian, long-term position. 

restruCturIng
The earnings recovery conundrum is also at the heart of many 
restructuring stories. In these cases, a company’s management 
embarks on a new strategy, which may involve cost cuts, plant shut-
downs and asset sales. But markets are skeptical and don’t really 
believe it will work.

Take Japan Airlines, which filed the country’s biggest ever bank-
ruptcy in early 2010. When the stock was listed again in 2012 after 
two years of painful restructuring, investors had little confidence 
in the airline. JAL defied the skeptics by slashing its unprofitable 
routes and replacing its fleet with more economical aircraft, which 
led to a sustainable improvement in margins (Display 6). It received 
sizable debt relief and was released from huge legacy pension obli-
gations. And the government provided a tax break for several years. 

Yet throughout this process, investors remained unconvinced and 
the stock traded at a big discount to the Japanese market. To benefit 
from the turnaround, an investor needed to make an informed and 
educated assessment in real time of the likelihood of success, the 
capability of new management and the political risk of some benefits 
being scaled back—even as news reports and pundits cast doubt on 
the odds of success. 

Three decades earlier, a very similar story unfolded in Detroit.  
In 1979, Chrysler was in crisis following a decade of weak economic 
growth, high gas prices and its failure to manufacture fuel efficient 
cars in the face of fierce competition from Japanese rivals. Bankrupt-
cy loomed and its shares slumped to a record low.

As the company’s fate hung in the balance, only bold investors were 
capable of buying Chrysler stock on conviction about the company’s 
turnaround plan. They were right. Under new leadership from Lee 
Iacocca, Chrysler aggressively cut costs, exited businesses, and 
re-launched the company with a new line of vehicles, notably the 
compact K-Cars and the minivan. With the help of government loan 
guarantees, the new Chrysler enjoyed commercial success; contrari-
an investors saw their shares leap more than fivefold from the trough 
in 1981 over the next two years.

diSPlay 6: JaPan airlineS reStruCturinG Met with 
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In cases like these, there are many variables affecting a turnaround. 
Heavy information flows cloud the environment and require a cool 
head to navigate a fluid situation in real time, gain an advantage in 
forecasting an earnings recovery that plays out over several years. 

Can the CoMPany adaPt?
Change is never easy. Even the strongest companies sometimes face 
new challenges that may turn today’s market leaders into tomorrow’s 
dinosaurs. Equity markets are littered with the carcasses of compa-
nies that failed to adapt to evolving circumstances, like Kodak or Pan 
American Airlines. Equity investors often pay the heaviest price.

Yet because these failures are so dramatic, investors often project 
their worst fears onto those that might be capable of adapting—like 
the managed care companies that seemed so vulnerable to new US 
healthcare regulation. These situations create classic opportunities 
for value investors who can correctly identify a company’s ability to 
adapt and thrive in a rapidly changing world.

DIsruPtIVe forCe
In recent years, new shale-gas technologies have allowed the US  
to discover and develop vast reserves of natural gas. These devel-
opments have triggered a sharp decline in natural gas prices, which 
are likely to stay low for some time, delivering benefits to a wide 
range of companies.

Markets don’t always immediately comprehend how changes like 
this will filter down to companies. For Lyondell, which uses natural 
gas-based liquids as a major raw material, the US gas boom has 
created a formidable cost advantage over competitors that use 
significantly more expensive oil-based feedstock. 

When we bought the stock in 2012, we estimated that it costs US 
gas-based chemical producers less than half of what it costs their 
Asian and European rivals to generate the same output, fueling 
spectacularly higher profitability in recent years (Display 7 ). Lyon-
dell’s share price traded at a P/E discount of more than 30 to its US 
and global peers at the time. It appeared as if the market was vastly 
underestimating the sustainability of Lyondell’s earnings power and 
cash-return potential—driven by the shale gas revolution. 

This type of analysis is especially relevant today, when markets are 
struggling to make sense of a torrent of information about how low oil 
prices will affect diverse energy companies.

stronger for longer
It doesn’t always require a regulatory or disruptive force to throw into 
question a company’s ability to adapt. Sometimes, an industry chal-
lenge or a competitive threat can threaten an established business 
model—and obscure a long-term opportunity. 

Last year, Safran, a French company that makes engines for nar-
rowbody aircraft, has also faced growing concern about weakening 
orders for jets by major airlines. Yet our research showed that its 
earnings were driven mainly by aftermarket spares for the CFM56 
engine on the Boeing 737. These engines are only now beginning 
to reach the six-to-eight-year age that requires spare parts and 

diSPlay 7: lyondellbaSell: CheaP uS GaS Created 
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SharP /value traPS: sharp share Price vs. topix (Indexed): 2012
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value traPS
the Downfall of sharP

When evaluating cheap stocks, investors always have to be alert 
to value traps. Sometimes, a stock price is depressed for a reason 
and will not recover. These episodes can be painful—but also serve 
as learning opportunities. 

In 2010, we held a substantial position in Sharp, one of the leading 
global suppliers of LCD panels and televisions. Shares of the 
Japanese company were depressed because of oversupply in LCD 
panels, and unlike many of its lower-margin competitors, Sharp 
was a supplier to the higher-end of the market that tended to deliv-
er stronger profitability. Our research at the time indicated that de-
mand could grow even in the face of global recession because LCD 
TVs still only represented 10-15 of the global TV installed base. In 
addition, Sharp’s advanced manufacturing technology meant the 
company was a low-cost producer, which we expected to translate 
into a big recovery in earnings as the industry rebounded.

We were wrong. In early 2012, Sharp cut its full-year earnings 
forecast and appointed a new CEO. Later that year, it announced an 
alliance with Hon Hai Precision of Taiwan to expand its customer 
base and lead to better terms for procurement of components.  

Yet earnings continued to miss expectations in late 2011.  
Restructuring measures were announced, including job cuts  
and the consolidation of the company’s solar panel and television 
production businesses. 

But it was too little, too late. The LCD cycle did improve as we  
expected and capacity utilization at the company’s Sakai plant 
recovered. However, as a result of the Hon Hai deal, Sharp had  
a smaller ownership stake in the plant, which would limit the 
benefits from an eventual pickup in the LCD sales cycle. The steep 
decline in the company’s share price also increased the dilution risk 
of existing shareholders if Sharp were to raise new capital. 

Sharp was a case study in a company that looked attractive actually 
turning into a trap as poor decisions were made in a stressful 
industry environment. The lesson for investors was clear: manage-
ment matters, especially in an industry facing declining cyclical 
trends. Just being cheap wasn’t enough. Conviction must always 
be balanced by humility—and an ongoing commitment to reexam-
ine an original thesis as circumstances change. 
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engine overhauls (Display 8). This gave us the conviction to stick 
with Safran in mid-2014, even as industry news headlines fuelled 
market concerns about the strengthening euro and industry order 
books earlier this year. Later in the year, the stock rebounded 
sharply when the euro weakened and improvements in industry 
orders materialized.

Situations like these are quite common. Back in the 1990s, shares of 
tobacco companies plummeted on fears that a flood of class-action 
lawsuits would bankrupt the industry. New government efforts to 
curb smoking imposed stiff taxes that threatened to incinerate the 
earnings of cigarette makers. However, at the time, the market had 
underestimated two key underlying trends. First, since cigarettes 
are addictive, we believed there would always be some demand from 
hard-core consumers, even at higher prices and amid aggressive 
anti-smoking campaigns. And second, the government’s reliance on 
excise taxes from cigarette sales made for a tacit relationship with 
the companies; it was unlikely to impose taxes that were excessive-

ly prohibitive because it wouldn’t want to relinquish the revenue. 
Ultimately, the lawsuits were too complex to become class actions 
and the damage to tobacco companies wasn’t nearly as devastating 
as feared. Investors who bought shares of tobacco companies would 
have enjoyed a long-term rebound as markets ultimately understood 
that their earnings streams would remain stronger for much longer.

MiSPriCed aSSet
Sometimes, a company faces pressure to adapt because its assets 
are mispriced. These assets can be physical, such as industrial ma-
chinery or infrastructure, or intangible, such as intellectual property.

In the pharmaceutical industry, the value of drug patents is vital for 
a company’s prospects. But scientific progress can dramatically 
change the way these are valued. Swiss drugmaker Actelion has 
recently been at the center of such a controversy. The company is 
a world leader in the treatment of Pulmonary Arterial Hypertension 
(PAH). Until recently, however, one of the most effective treatment 

diSPlay 8: Safran: reSearCh inSiGht helPed withStand MarKet overreaCtion

SAFRAN: Cfm56—second generation narrowbody engines safran share Price
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*CAGR = compound annual growth rate 
Source: Ascend, Bloomberg, International Air Transport Association, company reports and AB; see Disclosures and Important Information.
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methods, via the use of inhaled or infused drugs, was only available to 
patients who could attend clinics, which severely limited their scope.

Actelion developed a new compound that would allow this form 
of treatment in a more convenient delivery mechanism, a simple 
pill. Results of the Phase II trials were encouraging, but Actelion’s 
share price performance remained lackluster. There was plenty of 
information available about the new drugs. Yet the research insight 
could only be derived by interpreting the data. In our view, investors 
were overlooking the significance of the trial underway. While many 
companies tested the efficacy for PAH treatments based on how 
far a patient could walk in six minutes, Actelion wanted to find out 
whether patients had fewer serious health issues and lived longer. 
This would allow a completely different labeling of the patent of 
the product and a distinctive marketing effort. So the value of the 
patent of Actelion’s new PAH drug on its balance sheet was being 
underestimated by the market, in our view, and would warrant a re-
pricing of the stock. During 2014, the final Phase 3 clinical trials were 

successful and the company filed for approval of this breakthrough 
new treatment. The company’s stock surged by nearly 50 in 2014.

Tangible assets can also be misunderstood. In 2002, Arcelor became 
the second-largest steel producer in the world, after the merger of 
three European companies. But the company’s management did 
little to cut costs or to take other streamlining measures that could 
have generated stronger earnings over the long term. A depressed 
share price reflected the market’s view that the efficiency of Arcelor’s 
assets wasn’t likely to improve. Their competitors noticed this, too. 

In 2006, Mittal Steel launched a high-profile takeover bid for Arcelor. 
Lakshmi Mittal, the company’s CEO, was willing to pay a much higher 
share price to unlock the potential value of a restructuring. This 
example illustrates how a takeover can accelerate the realization of 
cost-saving potential and reward patient shareholders who had the 
insight to see the hidden potential in a sleeping giant. 

iS ManaGeMent able to fix the ProbleM?
Before Mittal came along, Arcelor’s management appeared to 
be asleep at the wheel. Value investors must regularly determine 
whether management is up to the job, especially when the company is 
in trouble and its stock has been depressed. The answer to this ques-
tion depends on many variables, from the execution track record of 
the company’s leaders to the feasibility of its response and the indus-
try environment within which it is operating. And the news cacophony 
that often accompanies a high-profile management crisis means that 
experience and acumen are crucial to navigate through the noise.

BalanCe sheet stress
Financial stress is the cause of many company crises—and underpins 
many value opportunities. In the mid 2000s, MGM Resorts Inter-
national saddled itself with a heavy debt burden following a large 
expansion. The company, which runs hotels and casinos, was forced 
to refinance a lot of debt when interest rates were extremely high 
immediately after the global financial crisis in 2008. Investors lost 
confidence and the stock slumped.

Yet there were some clear indicators that its cash flows were capable 
of rebounding. At the time, the Chinese gambling industry was 
extremely resilient, and MGM had big operations in Macau, where 
occupancy rates were tightening. And there was a virtual freeze on 
building of new casinos in Las Vegas. Investors had to make a judg-
ment call: would MGM’s management recognize the potential of the 
solid cashflow from Macau to fix the balance sheet (Display 9)?  
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In fact, the company went on to pay down the most expensive tranch-
es of debt and relieved its interest burden, which helped spark a 
recovery in the share price. 

Cash flow return/fInanCIal engIneerIng
Management was also at the eye of the storm at Hewlett-Packard 
(HP) in recent years. From 2010, shares of the technology giant 
plummeted over two years amid a series of strategic missteps, dis-
appointing earnings and a revolving door at the helm, with two CEOs 
replaced over a short period of time. Just months after its disastrous 
$11 billion purchase of Autonomy in August 2011, the company wrote 
down about 80 of the value of the deal and management was under 
intense pressure to prove that it was putting shareholder interests 
first. By late 2012, the stock was trading as if the company were on 
the verge of collapse. 

But it wasn’t. HP still had a market-leading position in printers, PCs 
and servers. The company generated significant free cash flows that 
bought it time to get back on track (Display 10). And a new manage-
ment team ultimately did a good job at managing free cash flow by 
focusing on operations and reducing working capital. Investors who 
had faith in management’s restructuring plan would have seen their 
stock more than triple from the trough of $12.44 a share in late 2012. 

the More thinGS ChanGe, the More they Stay the SaMe
Equity markets have changed dramatically over the last few decades. 
Trading technologies and the new modes of communication have 
created a hyperactive marketplace, driven by more players and larger 
quantities of data and information than ever before. Short-term 
thinking is more prevalent than ever, as professional investors make 
up a much greater proportion of the market. For example, hedge 
fund holdings in the US have risen from 4 in 2000 to 14 in 2014, 
according to Empirical Research Partners. These types of investors 
face acute pressure to deliver results on a quarterly basis and are 
often compelled to make quick decisions about a holding in the heat 
of the moment. 

In a short-tempered world, identifying value isn’t hard. But knowing 
when it will pay off is an enormous challenge. In this environment, 
possessing research insight allows an investor to maintain conviction 
against the consensus—and patience becomes an investing virtue. 

As the stories in the previous pages indicate, the emotional biases 
that created value opportunities haven’t really changed at all. The 
data overload in contemporary financial markets has, in fact, made 
the role of the research analyst even more important than in the past. 
Before the information age, an equity analyst would expend signif-
icant time and energy simply to access the data that could provide 
an investing insight. Today, data is a commodity and information is 
everywhere. So the analyst’s role is to sift through the mountains of 
data to focus on what is important—and to disregard what is not. It is 
the prioritization and synthesis of disparate information that can cre-
ate an advantage. For value investors, a large part of that advantage 
is derived from an inherently long-term approach, which acknowledg-
es that a current market controversy will take a long time to resolve 
itself, perhaps more than three years. By taking the long view, a value 
investor can have the confidence to stay the course—and to enjoy 
potentially greater rewards when an undervalued stock recovers.

Making connections is also crucial. In covering a company, a re-
search analyst needs to know how to tie together disparate facts 

diSPlay 1o: hewlett-PaCKard: unaPPreCiated Steady 
CaSh flow booStS ePS Growth

6.8
8.7 9.0

10.8

2007 2008 2009 2010E

Free Cash Flow (USD Billions)* 

HP Market Rank HP FCF Growth to 2014E

Printers 1 Printers 0

PCs 1 PCs 10

servers 1 servers 15

It services 2 It services 5

total 6

As of March 31, 2012
Source: Company reports and AB; see Disclosures and Important Information.



 Powered by PatienCe 15For institutional investor or financial representative use only. Not for inspection by, distribution or quotation to, the general public

from across an industry, sector or region, that could potentially 
affect the outcome of a stock. Sometimes, these connections may 
require a consultation across asset classes, in which a debt analyst 
can shed light on refinancing stress and credit costs, while provid-
ing debt market perspectives that can help an equity analyst. The 
ability to draw these connections requires skill and experience—
and is helped by access to a global research infrastructure.

Value investing in the information age is about much more than just 
finding cheap stocks. Indicators like price/book value and price/
earnings are important components in identifying attractively 
valued stocks, but these can theoretically be identified by purely 
quantitative means. To successfully find cheap investment candi-
dates with significant recovery potential requires insight, patience, 
historical perspective and an ability to look at a company in contro-
versy and develop conviction about a different future. 
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There are several different metrics investors use to value stocks, some tradi-
tional (Price to Book Value), some more exotic (remember Price to Clicks from 
the late 1990s?) Here is a list of some of the more common metrics used by 
Value investors, and some thoughts about what makes them useful.

Mean Reverting Metrics—These metrics aim to assess the valuation of companies or assets that are 
under-earning their long term potential. In many cases, we would expect a return to profit levels that 
are in line with long term historical averages.

Price to Book—Used to judge a company’s potential based a resumption of a normal return on the 
company’s assets, here expressed as book equity; most effective in asset intensive businesses like 
manufacturing

Price to Sales—Similarly focused on a return to more normal operating conditions, but here 
focused on businesses where the compression occurs in operating margin; typically used in less 
asset-intensive businesses like services or distribution

Price to Normal Earnings—A focused on earnings power rather than assets, but by using “nor-
malized” earnings the analyst can capture a return to a company’s long term potential. 

Earnings Based Metrics—These measures are used to capture discounts based on skepticism 
around current earnings

Price to Earnings/Price to Forward Earnings—Another very commonly used measure, a dis-
count on near term earnings reflects doubt about the growth or sustainability of those earnings. 

Price to Cash Flow—A close cousin to P/E, but focused on the cash generation power of the com-
pany. Often used for mature companies where cash generation materially exceeds the accounting 
earnings.

Enterprise Value to Cash Flow— Measures using Enterprise Value (the sum of market capitaliza-
tion and debt) looks to compare the cash flow generated by a company (generally before interest 
payments) to the value of the various stakeholders’ holdings. This allows for comparison of compa-
nies with different capital structures

a glossary of Value
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