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â??Price is what you pay. Value is what you get.â?•
â??WARREN BUFFETT

Over the last decade, many investment professionals have been tested by two simultaneously-
occurring phenomena: the rise of passive investing and the stronger performance of growth
stocks relative to value.
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This has led some to question whether those enrolled in the school of Benjamin Graham and
David Dodd (the forefathers of actively-managed value investing) would be better served
dropping out or switching schools. Forbes even declared Warren Buffettâ??s Berkshire
Hathaway history this week â?? history, in this case, meaning â??relicâ?• rather than
â??goner.â?• But, still. Even the inference is a little lot arrogant if you ask us, given that Buffett
has returned something like 21% per annum over 50 years. And while Berkshireâ??s portfolio
was not immune from the global rout that shook markets at the end of 2018, the shakeup did
much to confirm that value-based investing has just been waiting for its moment to reemerge
from the shadows. As the chart below shows, during those cold wintry months when all hell was
breaking loose (lest you forget), value stocks outperformed growth stocks by nearly 5%.

VALUE VS. GROWTH PERFORMANCE (OCTOBER 1, 2018 - DECEMBER 24, 2018)
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Since the Christmas Eve low, markets have recovered, and growth stocks have again started to
outperform value. However, as this weekâ??s newsletter from Evergreen Gavekalâ??s partner
Louis-Vincent Gave points out, the market air pocket in late 2018 might be the coming-out party
value investors have been waiting for. If heâ??s right, which we believe he is, it would be prudent
to speak with an investment professional with an invitation to said party (cough, cough).

A FUTURE FOR VALUE INVESTING
By Louis-Vincent Gave

Financial theory teaches that, in order to determine the price of an asset, we should take its
foreseeable future cash-flows, discount them by a risk-free rate to which we can add a risk
premium, and then beyond these cash-flows ascribe a â??residual valueâ?• to the business. So
itâ??s an easy gameâ??we only need to determine four things: the future cash-flows, the
direction of the risk-free rate, the level of the risk premium, and the residual value. Who
wouldnâ??t want to do this for a living?

Jokes aside, until a few months ago, the market in its infinite wisdom, had decided that:

1. Near term cash-flows didnâ??t matter. So you could have companies in the energy space
or the consumer staples space, or even plain old boring utilities, that delivered beautiful
cash-flows but which were worth little compared to the likes of Tesla, Uber, WeWork and
other cash-flow burning entities.

2. This was because there were sectorsâ??energy, autos, electric utilities, mass produced
consumer goodsâ??where residual values were worth zero. After all, who will still need oil
in ten years? Or who will still be driving a car powered by an internal combustion engine?
Or whose house will not be self-sufficient in energy? Meanwhile, other sectors had massive
potential residual values.

As a result, the last decade has been characterized by a twin split in the market. Firstly, there
has been a split between the US, where most of the companies with massive potential residual
values are located, and the rest of the world. And secondly there has been the performance split
between â??growth stocksâ?•, which were typically ascribed massive residual values, and
â??value stocksâ?•, whose residual values were assumed to be either close to zero or even
negative (for example because of the weight of unfunded pension funds, Ã  la General Electric).

But is the environment now changing? One notable development in the recent market debacle
has been the underperformance of the US equity market. There are many reasons this
underperformance makes sense: the US equity marketâ??s valuation was punchy relative to
almost all others; the tightening of US monetary policy; the increase in US corporate leverage,
which primarily funded financial engineering; the expiry of the â??Trump tax cutâ?• market put
when the Democrats won the House of Representatives, etc.

Nonetheless, in big market routs (and the fourth quarter of 2018 was an ugly quarter by any
standards) it is unusual to see the US underperform to such a degree. Usually in a storm, the US
equity market is seen as a â??safe havenâ?•, if only because it is liquid, deep, and a big part of
anyoneâ??s benchmark. Yet in the fourth quarter of 2018, US equities underperformed
markedly.



Take the recent underperformance of the US together with the recent underperformance of
growth stocks relative to value, and one may start to ponder whether the long decade of misery
for value investors may finally be coming to an end. In other words, will the markets stop putting
a â??zeroâ?• on the residual value of many of cash-flow-producing businesses, and â??tens of
billionsâ?• on the residual value of cash-flow-burning businesses? Has the Russ Hanneman era
of â??Itâ??s not about how much you earn, itâ??s about what youâ??re worthâ?• come to an
end?

One possible explanation for this would be that growth in the tech space, which is the epicenter
of the Russ Hanneman business model, typically followed one of three different paths:

1. The first, which we could call the Apple path, relies on the vision and guts of a founder or a
CEO who has no qualms of betting it all on a â??big hitâ?• product.

2. The second, which we can call the Facebook path, relies on using a high stock price to
buy out promising companies (Instagram, Whatsapp, Oculus, etc.) and integrating those
into your existing ecosystem.

3. The third, which we might call the Amazon path, consists of letting â??a thousand flowers
bloomâ?•, or trying lots of different things (Alexa, Kindle, Prime, TV shows, sports, etc.) and
seeing what sticks.

Each path comes with its own challenges. But, in the later months of 2018, the market came to
question the residual value of the â??Applesâ?• of this world. What if there is no next â??big
hitâ?• product? What if the firmâ??s current leadership turns out to not be that visionary after all?

At the same time, the challenges facing the â??Facebooksâ?• have also become obvious.
Firstly, the increased scrutiny of regulators means that any future acquisitions will likely prove
more challenging. Secondly, the same scrutiny has triggered a derating of stock prices to the
point where any future takeovers will be far less value-accretive. Using a stock on a P/E ratio of
15 to buy out someone is a very different proposition from using a stock on a P/E of 30.

This leaves the â??let a thousand flowers bloomâ?• business model as the only type of growth
stock model to which one could still ascribe a very high residual value. But running such an
organization is no easy feat. It involves accepting, and not punishing, failures. And it means
constantly battling to avoid the creation of competing silos. Fail to do that and you end up being
Sony: the company that in the mid to late-1990s had everything lined up to succeed yet ended
up nowhere. Yet if you do succeedâ??as Amazon, Alibaba, Google and Tencent have
shownâ??the rewards can be enormous.

Still, one of the lessons of the last quarter of 2018 must be that the days when investors
indiscriminately applied a very high â??residual valueâ?• to anything that seemed to promote
creative destruction, and simultaneously applied zero residual value to any asset that might one
day be negatively impacted by this creative destruction, have now come to an end. If, as I
believe, this turning point has now been reached, then the rest of 2019 should be a whole lot less
miserable for value investors than the past decade has been!

OUR CURRENT LIKES AND DISLIKES

No changes this week.

LIKE *

https://www.youtube.com/watch?v=BzAdXyPYKQo


Large-cap growth (focus on lower P/E issues within this style; i.e., â??growth at a
reasonable priceâ?•)
Some international developed markets (especially Japan)
Cash
Publicly-traded pipeline partnerships (MLPs and other mid-stream energy securities)
yielding 7%-15% (as a result of the continuing rally, do limited buying for now; however, the
momentum is strong and long-term value remains)
Gold-mining stocks (while near-term overbought, they may be on the brink of a powerful
upside move)
Gold
Select blue chip oil stocks (still attractive despite their bounceback)
One- to two-year Treasury notes
Canadian dollar-denominated short-term bonds
Short-term investment grade corporate bonds (1-2 year maturities)
Emerging market bonds in local currency (start a dollar-cost-averaging process and be
prepared to buy more on further weakness)
Mexican stocks (after a sharp recovery, we are again trimming back on our REIT holdings)
Large-cap value (there are still bargains in this style, but not nearly as many as there were
two months ago)
Intermediate municipal bonds with strong credit ratings
Intermediate-term Treasury bonds (especially the five-year maturity)

NEUTRAL

Most cyclical resource-based stocks (some are looking more attractive)
Mid-cap growth
Emerging stock markets; however, a number of Asian developing markets appear
undervalued
Canadian REITs
Intermediate-term investment-grade corporate bonds, yielding approximately 4%
US-based Real Estate Investment Trusts (REITs)
Long-term investment grade corporate bonds
Long-term municipal bonds
Short euro ETF
Long-term Treasury bonds
Investment-grade floating rate corporate bonds
Select European banks
Small-cap growth
Preferred stocks
Solar Yield Cos (PG&Eâ??s bankruptcy has weakened the fundamentals for some of
these)

DISLIKE

Small-cap value
Mid-cap value
Lower-rated junk bonds
Floating-rate bank debt (junk)
US industrial machinery stocks (such as one that runs like a certain forest animal, and
another famous for its yellow-colored equipment)



BB-rated corporate bonds (credit spreads widened significantly during the 4th quarter of
2018 but have declined sharply this year; we expect renewed widening in the months
ahead) * **
Short yen ETF (i.e., we believe the yen is poised to rally)
Dim sum bond ETF; individual issues, such as blue-chip multi-nationals, are attractive if
your broker/custodian is able to buy them

* Credit spreads are the difference between non-government bond interest rates and treasury
yields.
** Due to recent weakness, certain BB issues look attractive.

DISCLOSURE: This material has been prepared or is distributed solely for informational
purposes only and is not a solicitation or an offer to buy any security or instrument or to
participate in any trading strategy. Any opinions, recommendations, and assumptions included in
this presentation are based upon current market conditions, reflect our judgment as of the date of
this presentation, and are subject to change. Past performance is no guarantee of future results.
All investments involve risk including the loss of principal. All material presented is compiled from
sources believed to be reliable, but accuracy cannot be guaranteed and Evergreen makes no
representation as to its accuracy or completeness. Securities highlighted or discussed in this
communication are mentioned for illustrative purposes only and are not a recommendation for
these securities. Evergreen actively manages client portfolios and securities discussed in this
communication may or may not be held in such portfolios at any given time.


