Defining value

]

- Mark Wright, CFA — Portfolio Manager

A couple of weeks ago my colleague, Andre Meyer,
questioned in his Global Matters piece whether there was
still value in value. But what exactly is “value”? A quick
“Google” suggests a common theme - buying stocks that
are trading below their true worth or appear underpriced
on some form of fundamental basis.

This seems a sensible investment strategy, since value, as
measured by MSCI, has narrowly outperformed growth
since 1974 (as far back as the indices go). Although, as Andre
highlighted, that performance gap has been closing rapidly
over the last 15 years.

However, the common theme defining value is rather
vague and it is not clear how one should implement a value
strategy. There are numerous ways to skin the cat. This is
evident when one looks at the performance of various
value ETFs in North America. The performance differential
between iShares Focused Value ETF, iShares MSCI USA
Value Factor ETF, iShares Rusell 1000 Value ETF, iShares S&P
500 Value ETF, Fidelity Value Factor ETF and Vanguard Value
ETFis stark.

The average return of these “value” ETFs was just over 25%
over the last three years but the standard deviation of
those returns was high at over 9%. The best performing ETF
returned 37% but the worst performing ETF returned just
11% - a huge difference for allegedly providing exposure to
the same factor.

Ourapproach to direct UK equity investing is value oriented,
inthat it neatly fits the broad definition of buying stocks that
appear underpriced on some form of fundamental analysis,
but it is materially different from each of the approaches
adopted by the ETFs highlighted above.

If one is not buying a stock, they believe is underpriced then
they are instead merely speculating on the direction of the
share price i.e. that it will continue in its current direction of
travel or violently reverse direction. Some people are better
speculators than others. At Momentum, we are investors,
not speculators.
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“Our dream investment is in an “economic
compounder” but at a market valuation
materially below our estimate of its intrinsic
value and true worth.”

Our approach is centred on the concept that capital is
scarce and thus flows to where the highest return on that
capital can be consistently earned. All companies raise
capital from various sources (equity, debt etc) at a cost,
invest that capital and generate a return on that capital.
Those companies that consistently earn a return on their
invested capital over and above the cost of that capital we
believe should be valued at more than the total capital that
has been invested in that business over time. Conversely, a
company that fails to earn a return on their invested capital
over above the cost of that capital (and is unlikely to ever
do so in the future), should be valued at less than the total
capital that has been invested in that business over time.

We trawl through historical annual reports to ascertain
the total capital invested in a business and what historical
return that business has generated on that invested capital
over the years. We also estimate as accurately as possible
the blended cost of all that capital. The exercise is not as
simple as it might sound, because one must remember that
a company’s annual report is put together for creditors (be
they lenders, customers or suppliers) to assess the credit
worthiness of the company and not for equity investors to
assess the true worth of the company as a going concern.

A good example is when a business makes an acquisition
that subsequently turns sour. If a couple of years after
making that acquisition, the company then takes an axe to
the carrying value of it on the balance sheet and writes it
down by say £100m, then in the latest set of accounts it will
almost appear as though that acquisition never took place
and that the company never invested £100m plus of capital
in making that acquisition. The returns on invested capital
that business is then allegedly earning increases (same

Source: Bloomberg Finance L.P. Data showing 3 years to 10 September 2024
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profit in the numerator divided by a now smaller amount of
invested capital in the denominator).

Once we have established a financial track record for the
business, we then typically meet the management team and
undertake further exploratory work to better understand
the business model and the prospects for the business
going forward. This gives us an idea of likely future growth
in invested capital and the return likely to be earned on that
extra invested capital going forward. We can then derive an
estimate of the true worth or intrinsic value of the equity in
the business, after deducting other liabilities such as debt.

The best businesses are those that can consistently
earn a high return on invested capital and have plenty of
opportunitiesto furtherinvest capital at the same projected
high return on capital. We call these businesses “economic
compounders”. Our dream investment is in an “economic
compounder” but at a market valuation materially below
our estimate of its intrinsic value and true worth.

We put a lot of effort into finding such gems, but similar to

precious stones, they can be a rare commodity when we are
notin times of market stress. We have some of these gems in
client portfolios and once we find them, we intend to remain
invested in them for a long time. Thankfully, healthy returns
can also sometimes be made from investing in “economic
compounders” at a market valuation close to our estimate
of their intrinsic value, thanks to the compounding nature
of those businesses (their intrinsic value increases over time
as the companies grow).

Being contrarian also means we can sometimes generate
good returns from investing in companies that struggle to
generate a return on their invested capital over and above
the cost of their capital but trade on a market valuation
significantly below the total capital invested in the business.
We refer to these as “mean reverters”.

Whilst not the simplest of approaches or the easiest to
define, our value approach to UK equity investing certainly
keeps us busy and is able to generate lots of opportunities
for us to grow the capital our clients entrust with us.
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The Marketplace

- Global equities rose 3.3%

- Generally, a strong week for markets, with risk assets
recovering the bulk of their losses from the previous
week. This was driven by growing optimism about the US

Market Focus

Us

- US equities rose 4.0%

— Treasuries rallied and the dollar fell as former Fed official
Bill Dudley said there’s a ‘strong case’ for a 50bp rate cut
this week. Overall expectations of a 50bp rate cut were at
47.5% as of Friday

- Core consumer inflation (excluding food and energy)
rose to 0.3% in August, a tick higher than consensus
expectations. Headline inflation showed an annual
increase of 2.5%, well below July’s increase of 2.9% and its
lowest level since early 2021

- Weekly initial jobless claims were broadly in line with
expectations at 230k over the week ending September 7th
(vs. 226k expected)

Europe

— European equities rose 2.1%

- The ECB lowered its deposit rate for a second time this
year, announcing a quarter-point cut to 3.5%, in line with
expectations

- The ECB now expects the economy to expand by a
percentage point less this year (0.8%) and in 2025 (1.3%)
and 2026 (1.5%)

economic outlook and the prospect of a 50bps Fed rate-
cut

Brent crude rose 0.8% to $71.61 a barrel

Gold rose 3.2% to $2577.7 per ounce

UK

- UK equities rose 1.0%

- The economy was unchanged for a second consecutive
month in July as manufacturing output contracted.
Economists had expected growth of 0.2%

- Wages are still growing at almost double the rate that the
Bank of England judges to be compatible with keeping
inflation at 2%. Average earnings, excluding bonuses,
increased 5.1% from a year ago for the three months to
the end of July

Asia/Rest of The World

- Global emerging market equities rose 0.8%

- Japanese equities fell 1.0% and Chinese equities fell
0.4%

- Japan’s consumer goods price index rose 2.5% year on
year in August, slowing from the previous month’s 3.0%
and below consensus estimates of 2.8%.

- China approved an increase to its retirement age to
58 for women and 63 for men. The hike, the first since
1978, will be spread over 15 years to slow declines in the
workforce

Past performance is not indicative of future returns. Source: Bloomberg. Returns in local currency unless otherwise stated. ICV2.0 | 3
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Currency returns

Asset Class/Region Currency Week ending Month

13 Sep. 2024 to date YTD 2024 12 months

Developed Market Equities

United States UsD 4.0% -0.4% 18.8% 27.2%
United Kingdom GBP 1.0% -1.4% 10.1% 14.3%
Continental Europe EUR 2.1% -1.9% 9.2% 16.3%
Japan JPY -1.0% -5.2% 10.0% 10.6%
Asia Pacific (ex Japan) usb 0.9% -1.2% 9.8% 16.2%
Australia AUD 1.4% 0.8% 10.0% 17.5%
Global UsD 3.3% -0.7% 15.9% 24.8%

Emerging markets equities

Emerging Europe usbD -0.4% -1.9% 10.7% 23.3%
Emerging Asia uUsb 0.8% -1.7% 10.7% 15.5%
Emerging Latin America usb 2.6% 0.5% -12.2% 0.4%
BRICs usb 0.8% -1.1% 7.8% 9.3%
China usD -0.4% -2.8% 1.5% -4.3%
MENA countries usb -1.3% -1.0% -0.5% 4.3%
South Africa usb 1.5% -1.6% 12.1% 22.5%
India usb 2.1% 0.5% 16.9% 26.4%
Global emerging markets UsD 0.8% -1.5% 7.9% 13.9%
US Treasuries usbD 0.4% 1.9% 4.6% 8.8%
US Treasuries (inflation protected) usb 0.9% 1.5% 4.9% 7.9%
US Corporate (investment grade) usb 0.6% 1.8% 5.9% 12.3%
US High Yield usb 0.4% 0.7% 7.0% 13.4%
UK Gilts GBP 0.8% 1.8% 1.4% 8.6%
UK Corporate (investment grade) GBP 0.6% 1.3% 3.5% 12.2%
Euro Government Bonds EUR 0.2% 1.1% 1.8% T7.7%
Euro Corporate (investment grade) EUR 0.0% 0.6% 3.2% 8.6%
Euro High Yield EUR 0.1% 0.2% 5.8% 11.5%
Global Government Bonds usb 0.5% 1.9% 3.0% 8.9%
Global Bonds UsD 0.4% 1.6% 3.7% 10.1%
Global Convertible Bonds Usb 1.3% 0.3% 2.5% 8.1%
Emerging Market Bonds Ush 0.8% 1.3% 7.3% 15.4%

Source: Bloomberg. Past performance is not indicative of future returns
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Currency returns

Asset Class/Region Currency Weekiending Month 1D 2024 12 months
13 Sep. 2024 to date

Property

US Property Securities usD 3.8% 3.1% 15.5% 26.5%
Australian Property Securities AUD 4.1% 5.4% 21.7% 33.2%
Asia Property Securities usbD -0.2% -0.7% -1.2% 3.6%
Global Property Securities Usb 2.9% 2.6% 12.2% 23.6%
Euro usb 0.1% 0.3% 0.2% 3.2%
UK Pound Sterling ush 0.1% 0.1% 2.9% 5.1%
Japanese Yen usb 1.2% 3.8% 0.0% 4.6%
Australian Dollar UsD 0.6% -0.7% -1.8% 4.4%
South African Rand UsD 0.8% 0.5% 3.0% 6.1%
Swiss Franc UsD -0.5% 0.3% -1.0% 5.2%
Chinese Yuan UsD 0.1% 0.0% 0.1% 2.5%

Commodities & Alternatives

Commodities usb 2.5% -0.8% 2.1% -4.8%
Agricultural Commodities usD 2.3% 1.9% 1.5% -2.1%
Oil usb 0.8% -9.1% -71.0% -22.1%
Gold usDb 3.2% 3.0% 25.0% 35.0%

Source: Bloomberg. Past performance is not indicative of future returns
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Important notes

This document is for information purposes only and does
not constitute any investment advice. This document is only
intended for use by Newport Distribution Ltd and their clients.
This does not constitute an offer or solicitation to any person in
any jurisdiction in which it is not authorised or permitted, or to
anyone who would be an unlawful recipient.

Prospective investors should take appropriate advice regarding
applicable legal, taxation and exchange control regulations in
countries of their citizenship, residence or domicile which may
be relevant to the acquisition, holding, transfer, redemption or
disposal of any investments herein solicited.

Any opinions expressed herein are those at the date this
documentisissued. Data, models and other statistics are sourced
from our own records, unless otherwise stated. We believe that
the information contained is from reliable sources, but we do
not guarantee the relevance, accuracy or completeness thereof.
Unless otherwise provided under UK law, Momentum GIM does
not accept liability for irrelevant, inaccurate or incomplete
information contained, or for the correctness of opinions
expressed.

The value of investments in discretionary accounts, and the
income derived, may fluctuate and it is possible that an investor
may incur losses, including a loss of the principal invested. Past
performance is not generally indicative of future performance.
Investors whose reference currency differs from that in which the

underlying assets are invested may be subject to exchange rate
movements that alter the value of their investments.

Under our multi-management arrangements, we selectively
appoint underlying sub-investment managers and funds to
actively manage underlying asset holdings in the pursuit of
achieving mandated performance objectives. Annual investment
management fees are payable both to the multimanager and
the manager of the underlying assets at rates contained in the
offering documents of the relevant portfolios (and may involve
performance fees where expressly indicated therein).

Momentum Global Investment Management (Company Registration
No. 3733094) has its registered office at The Rex Building, 62 Queen
Street, EC4R 1EB

Momentum Global Investment Management Limited is authorised
and regulated by the Financial Conduct Authority in the United
Kingdom.

© Momentum Global Investment Management Limited 2024
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