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Executive Summary

* Value investing is a cornerstone of active security
selection and traces its roots to Benjamin Graham
who associated value with a margin of safety, which
enables the investment to withstand adverse
business developments.

* Value investing is a proven approach which has
historically generated returns above the market
average. This excess performance of value stocks
over the long term has been termed the “value
premium”.

* According to behavioral finance, value strategies
may benefit through being contrarian to other
“naive” strategies followed by investors. Such
strategies include extrapolating past earnings
growth too far into the future, assuming a trend in

stock prices, overreacting to good or bad news, or Massimo Santicchia

simply equating a good investment with a well-run Managing Partner

company irrespective of price. Investors’ systematic massimo@alphaguantmodels.com
errors in predicting future earnings growth of value www.alphaquantmodels.com

stocks, and investors’ excessive pessimism about
these stocks support the excess performance of
value stocks relative to growth stocks, over the
longer term.

* AQM has found that a focus on free cash flow (FCF)
is useful in reducing investment risk and avoiding
value traps. FCF is a more comprehensive measure
of profitability than earnings and is more difficult to
manipulate through accounting measures.

* Companies with strong cash flow may capitalize on
market opportunities and may also better ride out
economic storms than those with weaker cash flows.
Companies with large cash flows may also be able to
better finance growth and reward shareholders
through dividends and share repurchases.

This document is produced by Alpha Quant Models, LLC (AQM). AQM is not a registered or licensed broker, dealer, broker-dealer,
investment adviser nor investment manager, nor does AQM engage in any activities that would require such registration. Please see 1
disclosure on final page for more details.



Value Investing

What is Value Investing?

Value investors seek to buy stocks of companies that
they believe the market has undervalued. Commonly,
value investors select stocks with lower-than-average
price-to-earnings or price-to-book ratios or higher
dividend yields. Despite the different approaches, value
investors focus on “cheapness”: stocks are selected
based on the ratio between market prices and some
measure of fundamental value such as earnings or
assets.

Value investing is a cornerstone of active security
selection and traces its roots to Benjamin Graham who
associated value with a margin of safety, which enables
the investment to withstand adverse business
developments. More importantly, value investing is a
proven approach which has historically generated
returns above the market average. This excess
performance of value stocks over the long term has
been termed the “value premium”.

FIGURE 1. Growth of $1 Invested (log scale)
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Source: Kenneth French, As of 1/31/2021. Universe
ranked into five quintiles by book-to-price.

Figure 1 illustrates the value premium using the Fama-
French data. Over the 1926-2020 period, value stocks
(defined as the top 20% of the universe by B/P) had an
annualized return of 12.7% outperforming growth
stocks (defined as the bottom 20% by B/P) 290bps per
annum.

Some academics and practitioners contend that the
value premium is a compensation for investors bearing
distress risk. Some others - including AQM - embrace a
behavioral explanation: value strategies might work
because they are contrarian to naive strategies
followed by other investors.

Such strategies include extrapolating past earnings
growth too far into the future, assuming a trend in
stock prices, overreacting to good or bad news, or
simply equating a good investment with a well-run
company irrespective of price. Regardless of the
reason, some investors tend to favor and invest in
growth companies with high growth rates thus bidding
up their prices and market multiples above their
intrinsic value. Conversely, they overreact to stocks that
have recently done poorly, pushing down their prices
and compressing their multiples below their intrinsic
value. Investors’ systematic errors in predicting future
earnings growth of value stocks, and investors’
excessive pessimism about these stocks support the
excess performance of value stocks relative to growth
stocks over the longer term.

While the very long term still support the value
premium, the most recent two decades have seen a
significant erosion of the value premium as growth
stocks have performed exceptionally well. A
comparison of the large cap Russell Growth and Value
indexes over the 1970-2020 period shows that the
value premium has practically disappeared due to the
sustained and significant out-performance of growth
stocks (Figure 2). The shrinking of the value premium is
to be partly attributed to the declining relevance of
book value as a measure of value. The growing
importance of intangible assets and intellectual capital
is not reflected in the book value. Thus, low price-to-
book is more likely to be the result of financial distress
and or declining profitability rather than undiscovered
value. This shortcoming of book value can be addressed
through a focus on free cash flow-based valuation.

FIGURE 2. Russell Style Indexes 01/1979-10/2020
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Value Investing

Designing a Value Strategy

Value investors earn excess returns by taking a
contrarian view of stocks trading at low market
valuations that may be due to the market’s
unwarranted pessimism on their growth prospects. In
practice though, value investing presents two major
challenges: a) avoiding value traps; b) ability to
withstand short-term volatility.

While a risk to growth investing is price risk (risk to
overpay), the primary risk with value stocks is business
risk. In fact, low market multiples are often a result of
negative business trends reflected in low growth rates
and deterioration of profitability.

Thus, a value trap is a stock that appears attractive on a
valuation basis but whose business performance never
improves.

Investors who employ traditional valuation metrics
such as price-to-earnings and price-to-book ratios may
be more likely to fall in a value trap than investors who
focus on cash flows.

Specifically, AQM believes that a focus on free cash
flow (FCF) may reduce investment risk and avoiding
value traps. FCF - defined as operating cash flow minus
capital expenditures — is a more comprehensive
measure of profitability than earnings as it includes
working capital necessary to run the business and
capital expenditures needed to maintain and expand
operations. FCF is also more difficult to manipulate as it
removes the discretionary accounting component of
accruals that can distort earnings.

Companies with strong cash flow may capitalize on
market opportunities and may also better ride out
economic storms than firms with weaker cash flows.
Companies with large cash flow may also be able to
better finance growth and reward shareholders
through dividends and share repurchases.

Cash flow generating power should be assessed in
conjunction with debt leverage in order to adjust the
FCF-based valuation multiple to reflect the overall
enterprise value. This methodology penalizes
companies that are over-leveraged and rewards
companies with an attractive combination of large free
cash flow, low debt and high cash balances.

Value stocks may display weak fundamentals or recent
earnings disappointments, contributing to the high
uncertainty surrounding their prospects. This business
uncertainty results in high price volatility. Due to the
potential to over-react to market fluctuations and the
emotional nature of investing, AQM believes that a
structured, disciplined investment process is key to
successful value investing.

Figure 3 and Figure 4 corroborate AQM analysis by
quantifying the superiority of FCF as a measure of value
versus book value and earnings.

Over the period under study (1990-2020), FCF yield has
displayed a much higher information coefficient.!

It’s insightful to note that FCF yield has a modest
correlation with earnings yield and virtually zero with
book yield.

Figure 3. Data and Information Coefficient Correlation
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Source: Alpha Quant Models, FactSet.

S&P 500 universe, quarterly rebalance over 1990-2020.

The top-bottom spread returns (Figure 4) demonstrates
how FCF yield has been and continues to be an
excellent factor to identify future outperformers.

Figure 4. Top-Bottom Decile Spread by Value Factor (log
scale)
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1The information coefficient is the correlation between the factor ranks and the future returns. It quantifies the ability of a factor or
model to distinguish identify future outperformers from underperformers.
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Massimo Santicchia is a Co-Founder and Managing Member of Alpha Quant Models LLC. Massimo has
over 20 years of investment experience including: CIO at Alpha Quant Advisors, CIO at Cypress Trust
Company, and VP of Investment Strategy at S&P Investment Advisory Services LLC. His expertise
encompasses fundamental, quantitative analysis, portfolio management and investment strategy
development.
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This document is produced by Alpha Quant Models, LLC (AQM). AQM is not a registered or licensed broker, dealer, broker-dealer, investment
adviser nor investment manager, nor does AQM engage in any activities that would require such registration. AQM does not provide
investment advice, endorsement, analysis, or recommendations with respect to any securities or investment opportunities, and its services to
or statements about companies or information in this document should never be construed as any endorsement of or opinion about any such
securities, investment opportunities, companies or information. No material or information contained here is an offer to sell, a solicitation of
an offer to buy, or a recommendation of any securities, investment opportunities, or any other similar product or service regardless of whether
such securities, investment opportunities, products or services are referenced in this document. Further, nothing in this document is intended
to provide tax, legal, accounting or investment advice and nothing on this site should be construed as a recommendation to buy, sell, or hold
any investments or securities or to engage in any investment strategy or transaction.

RISKS AND OTHER IMPORTANT CONSIDERATIONS

The views and opinions expressed are for informational and educational purposes only as of the date of writing and may change at any time based
on market or other conditions and may not come to pass. This material is not intended to be relied upon as investment adviceor
recommendations, does not constitute a solicitation to buy or sell securities and should not be considered specific legal, investment or tax advice.
The information provided does not take into account the specific objectives, financial situation, or particular needs of any specific person. All
investments carry a certain degree of risk and there is no assurance that an investment will provide positive performance over any period of time.
Equity investments are subject to market risk or the risk that stocks will decline in response to such factors as adverse company news or industry
developments or a general economic decline. Performance shown above includes simulated, orbacktested, history. The hypothetical results shown
may under or over-compensate for the impact of actual market conditions and other factors such as expenses. The results shown do not reflect the
deduction of any advisory fees or expenses, nor trading costs, all of which will decrease the return experienced by an investor. None of the
strategies referred to herein reflect the deduction of the fees and expenses to be borne by a client. Index data is provided only for reference
purposes and is not intended to suggest that any client will achieve performance similar to, or better than, an index. Historical performance results
for investment indexes and/or categories, generally do not reflect the deduction of transaction and/or custodial charges or the deduction of an
investment-management fee, the incurrence of which would have the effect of decreasing historical performance results. Backtested performance
results have inherent limitations, particularly the fact that these results do not represent actual trading and may not reflect the impact that
material economic and market factors might have placed on the adviser’s decision-making if the adviser were actually managing the client’s
money.

Important Notes

This does not constitute an offer or solicitation in any jurisdiction where to any person to whom it would be unauthorized orunlawful to do so.
Opinions expressed are current opinions as of the date appearing in this material only. This information should not be considered investment
advice or a recommendation to buy or sell any particular security. While every effort has been made to verify the information contained herein, we
make no representations as to its accuracy. Past performance does not predict future results.
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