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Value investing - Is it different this time?

A value investor usually requires a substantial price discount at the company's
intrinsic value. But the latter exceeds the mere accounting value of its

tangible assets.

Key Takeaways:

+ The core principles of Value
Investing have been defined by
Ben Graham and David Dodd
in their book “Security Analysis”
in 1934. Graham'’s idea of a
“‘margin of safety” translates
to purchasing a stock if and
only if it is priced at a sufficient
discount to the company’s
intrinsic value.

+ The precise understanding of
what the company’s intrinsic
value is has been challenged
again and again over time. With
the emergence of FAANGs over
the last 20 years, the notion
has become more and more
prominent that a large part of a
company’s intrinsic valuation is
intangible and cannot be found
on a balance sheet.

+ Between Warren Buffet, student
of Graham, and the burst of the
DotCom bubble, the question
persists: How does one
establish the margin of safety
for the potential of a company to
generate value?

— MARKET INSIGHTS

During the internet bubble in the late
1990s, it was common to hear other
investors say, “It's different this time,’
as justification for their investments
in internet stocks. They claimed

the old rules of valuation no longer
applied to the internet economy.

The pace of technological innovation
was so rapid that the next
technology was thought to be just
around the corner, quickly making
the current technology obsolete and,
thus, the created assets not durable.
For the internet stocks, cash flowed
mainly out of the business and
earnings were promised, but in the
distant future. The stock market had
a preference for explosive growth
and a corresponding indifference

to valuation.

To start 1999, the 10 largest stocks
accounted for 21% of the S&P 500
Index and included Microsoft, Intel,
IBM and Cisco Systems. After the
Vanguard Growth Index returned over
27 points above its Value Stock Index
in 1998, these 10 stocks entered 1999
trading at a 44 times price-earnings
(P/E) ratio. In the end, we know how
the story played out. Value was not
dead and the vilified value investors
were vindicated.

Twenty years later, though, some of
today’s high-flying stocks, including
the FAANGS (i.e., Facebook, Amazon,
Apple, Netflix and Google) are
drawing comparison to the internet
bubble. FAANGs are actually making it
into value portfolios, despite the fact
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that they trade on average at 34 times
next 12-months GAAP (Generally
Accepted Accounting Principles)
earnings. After 10 years of value
indexes underperforming growth, are
value managers who own FAANGs
drifting away from their value roots?
Or could it be different this time?

Birth of value investing

Let's go back to the start of value
investing to determine what, if
anything, has changed. In 1934,

Ben Graham and David Dodd wrote
Security Analysis, which was quickly
adopted as the Bible of value
investing. In it, Graham explained

his idea of only investing when he
had a "margin of safety,” meaning he
purchased a stock when it was priced
at a large discount to a company’s
intrinsic value. The concept remains a
core principle of value investing today
even though the idea is almost 100
years old.

Back in the 1930s, influenced by just
having been through a depression,

a company’s intrinsic value was
defined as its liquidation value.
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Therefore, Graham proposed the
following formula: A stock passed his
margin-of-safety test only if it sold
for a large discount to this estimated
liquidation value.

The next 40 years

Over the next 40 years, stock prices
were generally quite tightly tied

to their book values and patient
investors could often find companies
that were out of favor, trading

below estimated liquidation value.
The asset-heavy economy made

it appropriate to value businesses

based on their tangible assets. In fact,

as recently as 1975, 83% of the stock
market value of the average company
was represented by its tangible

book value.

However, in an economy where value
was derived from fixed assets, it

was hard to maintain a competitive
edge. If you earned unusually high
returns, others would duplicate your
fixed assets and your advantage
disappeared. That made it difficult
for companies temporarily trading

at large premiums to book value to
sustain their high stock prices. So an
effective investment approach was to
buy the stocks priced at discounts to
book value and then patiently wait for
reversion to the mean.

1980s to present

By the early 1980s, the Berkshire
Hathaway investment portfolio,
managed by Warren Buffett, looked
nothing like the low price-to-book
investments favored by his teacher
Graham. The portfolio included

General Foods, RJ Reynolds, Time Inc.

and Washington Post Co. When asked
about the apparently high prices he
paid for those companies relative to
their book value, Buffett was fond

of saying that their most valuable
assets—their brand names—were
not even on their balance sheets. At
the time, he was quoted saying, ‘My
own thinking has changed drastically
from 35 years ago when | was taught
to favor tangible assets and to shun
businesses whose value depended
largely on economic goodwill.".

— MARKET INSIGHTS

By citing the decreasing importance
of tangible assets in determining
business value, this quote sounds as
timely now as when it appeared in
Berkshire’s 1983 Annual Report. What
Buffett figured out earlier than most
value investors was that conservative
accounting rules overlooked the
value of intangible assets (e.g., brand
names, customer lists, R&D spending
and patents). In turn, book value didn't
fully reflect the economic value of
businesses with strong brands.

In today’s asset-light economy,
intangibles have become more
important. The relative significance
of tangibles compared to intangibles
has completely flip-flopped from
what it was 40 years ago. They now
account for over 80% of the average
company’'s market value. Much like
Graham, however, GAAP doesn't even
attempt to value those assets.

For example, for companies in

the S&P 500 today, the correlation
between stock price and tangible
book value has become quite

small, just 14%. This is a very big
change from 25 years ago when that
correlation was 71%—or five times
stronger than it is now. Unlike then,
knowing the book value of a company
gives little clue as to its stock price.

Valuing businesses in 2019

With this change in the global
economy, the technique for finding
margin of safety has changed.
Authors Feng Gu and Baruch Lev
believe it's time for investors to
change their investment model’.

Put simply, they believe forecasting
earnings has lost relevance and even
a perfect prediction of corporate
earnings no longer yields substantial
gains for investors. They advocate
for “changing the focus of security
analysis and valuation from earnings
to a broader, long-term competitive
analysis, based primarily on
non-GAAP data.”

We agree with this “‘new” approach
since we have been doing so for

more than 40 years. We seek out
investments whose economic value

is not easily seen in the simple GAAP
metrics of net income and book value.

Over this time period, we have owned
several packaged food companies
when we thought increased brand
advertising understated earnings. We
have owned cable TV distributors
that reported net losses and negative
book value while rapidly increasing
their subscribers. And we have owned
high-growth biotech companies

that sold at lower P/Es than mature
pharmaceutical companies once we
treated their R&D expenditures as
long-term investments. We believe
today'’s earnings and P/E ratio is a
very poor indicator of the true value
of FAANGS, so we apply different
statistics that best capture each
company'’s unique intrinsic value. As
intangibles have grown in importance,
the thought process is no different
than what led us to own food and
cable stocks early in the 1980s. Today,
it simply applies to more companies.

Finding value investors

In a world where business value
rests primarily on intangible assets,
it's also harder to use a style box to
understand a portfolio manager’s
investment approach. Though our
portfolios still typically have a lower
P/E than the market, we are more
frequently investing in “exceptions”
where the GAAP P/E looks
expensive. For those “exceptions,’
true value investors should be able
to explain how they calculate their
margin of safety: What are they
getting that they don't think they're
paying for?

For example, we currently have a
holding in Alphabet, despite the fact
that it trades at 22 times reported
next 12-month earnings and is

owned by many growth managers.

To determine the company’s intrinsic
value, we use a sum-of-the-parts
approach. Alphabet has more than
just Google, the world’s leading
search engine. To find the valuation of
all non-Google assets, we value cash,
cumulative investments in venture
capital-like projects (they own Waymo,
the leader in autonomous driving
technology) and YouTube. Together,
these investments contribute nothing
to Google’s current earnings, despite
having tremendous value. These
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investments are what we're getting In summary
for free, which creates our margin
of safety in investing in Alphabet.
Our analysis reveals that the market
is pricing Google around 14 times
earnings, which is a level too low

for a business that has very low Regardless of the changing metrics

mcrimten;al capgal nteeds, h'gh t that determine a company'’s value, i )
market snare and a strong industry the main concepts of value investing - Which creates a margin of safety.
tailwind that will power revenue

growth of 20% or more for the
foreseeable future.

- Investors follow fads, get emotional
and overreact,

So, in fact, it isn't different this
time. Value investing is still defined
as margin of safety. However, the - Which means stock prices sometimes
technique for finding margin of safety decouple from intrinsic value,

has evolved for many investors. - Allowing patient investors to invest

when price is below value,

are the ones from 84 years ago when

Security Analysis was first published: Published in Decermber 2019

1 Feng Gu and Baruch Lev. Time to Change Your Investment Model Perspectives- Financial Analysts Journal | A Publication of CFA Institute
CE Credits: Volume 73 Number 4 © 2017 CFA Institute
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ADDITIONAL NOTES

This material has been provided for information purposes only to investment service providers or other Professional Clients, Qualified or Institutional Investors and, when required by local regulation,
only at their written request. This material must not be used with Retail Investors

In the E.U. (outside of the UK and France): Provided by Natixis Investment Managers S.A. or one of its branch offices listed below. Natixis Investment Managers S.A. is a Luxembourg management
company that is authorized by the Commission de Surveillance du Secteur Financier and is incorporated under Luxembourg laws and registered under n. B 115843. Registered office of Natixis
Investment Managers S.A.: 2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. Italy: Natixis Investment Managers S.A., Succursale Italiana (Bank of Italy Register of Italian Asset
Management Companies no 23458.3). Registered office: Via San Clemente 1, 20122 Milan, Italy. Germany: Natixis Investment Managers S.A., Zweigniederlassung Deutschland (Registration number:
HRB 88541). Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor, Frankfurt am Main 60322, Germany. Netherlands: Natixis Investment Managers, Nederlands (Registration number
50774670). Registered office: Stadsplateau 7, 3521AZ Utrecht, the Netherlands. Sweden: Natixis Investment Managers, Nordics Filial (Registration number 516405-9601 - Swedish Companies
Registration Office). Registered office: Kungsgatan 48 5tr, Stockholm 111 35, Sweden. Spain: Natixis Investment Managers, Sucursal en Espafia. Serrano n°90, 6th Floor, 28006, Madrid, Spain.

In France: Provided by Natixis Investment Managers International - a portfolio management company authorized by the Autorité des Marchés Financiers (French Financial Markets Authority - AMF)
under no. GP 90-009, and a public limited company (société anonyme) registered in the Paris Trade and Companies Register under no. 329 450 738. Registered office: 43 avenue Pierre Mendes
France, 75013 Paris.

In Switzerland: Provided for information purposes only by Natixis Investment Managers, Switzerland Sarl, Rue du Vieux College 10, 1204 Geneva, Switzerland or its representative office in Zurich,
Schweizergasse 6, 8007 Zirich.

In the British Isles: Provided by Natixis Investment Managers UK Limited which is authorised and regulated by the UK Financial Conduct Authority (register no. 190258) - registered office: Natixis
Investment Managers UK Limited, One Carter Lane, London, EC4V 5ER. When permitted, the distribution of this material is intended to be made to persons as described as follows: in the United
Kingdom: this material is intended to be communicated to and/or directed at investment professionals and professional investors only; in Ireland: this material is intended to be communicated
to and/or directed at professional investors only; in Guernsey: this material is intended to be communicated to and/or directed at only financial services providers which hold a license from the
Guernsey Financial Services Commission; in Jersey: this material is intended to be communicated to and/or directed at professional investors only; in the Isle of Man: this material is intended to be
communicated to and/or directed at only financial services providers which hold a license from the Isle of Man Financial Services Authority or insurers authorised under section 8 of the Insurance
Act 2008.

In the DIFC: Provided in and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch) which is regulated by the DFSA. Related financial products or services are
only available to persons who have sufficient financial experience and understanding to participate in financial markets within the DIFC, and qualify as Professional Clients or Market
Counterparties as defined by the DFSA. No other Person should act upon this material. Registered office: Office 504-D, 5th Floor, South Tower, Emirates Financial Towers, PO Box 118257, DIFC,
Dubai, United Arab Emirates.

In Japan: Provided by Natixis Investment Managers Japan Co., Ltd., Registration No.: Director-General of the Kanto Local Financial Bureau (kinsho) No. 425. Content of Business: The Company
conducts discretionary asset management business and investment advisory and agency business as a Financial Instruments Business Operator. Registered address: 1-4-5, Roppongi, Minato-ku,
Tokyo.

In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting (Taipei) Co., Ltd., a Securities Investment Consulting Enterprise regulated by the Financial
Supervisory Commission of the R.0.C. Registered address: 34F, No. 68, Sec. 5, Zhongxiao East Road, Xinyi Dist., Taipei City 11065, Taiwan (R.0.C.), license number 2018 FSC SICE No. 024, Tel.
+886 2 8789 2788.

In Singapore: Provided by Natixis Investment Managers Singapore (name registration no. 53102724D) to distributors and institutional investors for informational purposes only. Natixis
Investment Managers Singapore is a division of Ostrum Asset Management Asia Limited (company registration no. 199801044D). Registered address of Natixis Investment Managers Singapore:
5 Shenton Way, #22-05 UIC Building, Singapore 068808.

In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to institutional/ corporate professional investors only.

In Australia: Provided by Natixis Investment Managers Australia Pty Limited (ABN 60 088 786 289) (AFSL No. 246830) and is intended for the general information of financial advisers and
wholesale clients only.

In New Zealand: This document is intended for the general information of New Zealand wholesale investors only and does not constitute financial advice. This is not a regulated offer for the
purposes of the Financial Markets Conduct Act 2013 (FMCA) and is only available to New Zealand investors who have certified that they meet the requirements in the FMCA for wholesale
investors. Natixis Investment Managers Australia Pty Limited is not a registered financial service provider in New Zealand.

In Latin America: Provided by Natixis Investment Managers S.A. In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly registered investment advisor, authorised and
supervised by the Central Bank of Uruguay. Office: San Lucar 1491, oficina 102B, Montevideo, Uruguay, CP 11500. The sale or offer of any units of a fund qualifies as a private placement pursuant
to section 2 of Uruguayan law 18,627.

In Colombia: Provided by Natixis Investment Managers S.A. Oficina de Representacion (Colombia) to professional clients for informational purposes only as permitted under Decree 2555 of 2010.
Any products, services or investments referred to herein are rendered exclusively outside of Colombia. This material does not constitute a public offering in Colombia and is addressed to less
than 100 specifically identified investors.

In Mexico Provided by Natixis IM Mexico, S. de R.L. de C.V,, which is not a regulated financial entity, securities intermediary, or an investment manager in terms of the Mexican Securities Market
Law (Ley del Mercado de Valores) and is not registered with the Comision Nacional Bancaria y de Valores (CNBV) or any other Mexican authority. Any products, services or investments referred to
herein that require authorization or license are rendered exclusively outside of Mexico. While shares of certain ETFs may be listed in the Sistema Internacional de Cotizaciones (SIC), such listing
does not represent a public offering of securities in Mexico, and therefore the accuracy of this information has not been confirmed by the CNBV. Natixis Investment Managers is an entity
organized under the laws of France and is not authorized by or registered with the CNBV or any other Mexican authority. Any reference contained herein to “Investment Managers” is made to
Natixis Investment Managers and/or any of its investment management subsidiaries, which are also not authorized by or registered with the CNBV or any other Mexican authority.

The above referenced entities are business development units of Natixis Investment Managers, the holding company of a diverse line-up of specialised investment management and
distribution entities worldwide. The investment management subsidiaries of Natixis Investment Managers conduct any regulated activities only in and from the jurisdictions in which they are
licensed or authorized. Their services and the products they manage are not available to all investors in all jurisdictions. It is the responsibility of each investment service provider to ensure that
the offering or sale of fund shares or third party investment services to its clients complies with the relevant national law.

The provision of this material and/or reference to specific securities, sectors, or markets within this material does not constitute investment advice, or a recommendation or an offer to buy or to
sell any security, or an offer of any regulated financial activity. Investors should consider the investment objectives, risks and expenses of any investment carefully before investing. The analyses,
opinions, and certain of the investment themes and processes referenced herein represent the views of the portfolio manager(s) as of the date indicated. These, as well as the portfolio holdings
and characteristics shown, are subject to change. There can be no assurance that developments will transpire as may be forecasted in this material. Past performance information presented is
not indicative of future performance.

Although Natixis Investment Managers believes the information provided in this material to be reliable, including that from third party sources, it does not guarantee the accuracy, adequacy,
or completeness of such information. This material may not be distributed, published, or reproduced, in whole or in part.

All amounts shown are expressed in USD unless otherwise indicated.

Harris Associates L.P. Natixis Investment Managers
An affiilate of Natixis Investment Managers. RCS Paris 453 952 681
Investment adviser registered with the U.S. Securities and Exchange Commission (IARD No. 106960), which Capital: €178 251 690
is licensed to provide investment management services in the United States. 43 avenue Pierre Mendes France
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Two North LaSalle Street, Suite 500 www.im.natixis.com

Chicago, Illinois 60602, United States
www.harrisassoc.com

MARKET INSIGHTS INT705.0120 ENG

DOCUMENT INTENDED EXCLUSIVELY FOR PROFESSIONAL CLIENTS (IN ACCORDANCE WITH MIFID)






