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SCREENING CASE:

Ratios and buy/sell signals

Universe: Large sample of “dividend payers”
Initial Request: Test the relationship between ROIC and P/E

Investment theory: Ratio inconsistency signals buy/sell opportunity?

HIGH ROIC, LOW P/E..... Buying Signal
LOW ROIC, HIGH P/E...... Selling Signal
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Universe: Large sample of “dividend payers”
Initial Request: Test the relationship between ROIC and P/E

Investment theory: Ratio inconsistency signals buy/sell opportunity?

Median Median

ROIC PE
Decile 1 -32.0 (1.08)
Decile 2 -7.9 (2.17)
Decile 3 0.9 (0.19)
Decile 4 3.8 15.84
Decile 5 5.0 15.40
Decile 6 6.4 14.92
Decile 7 8.1 15.09
Decile 8 10.4 14.52
Decile 9 14.4 15.88
Decile 10 23.7 14.68

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



Universe: Large sample of “dividend payers”
Initial Request: Test the relationship between ROIC and P/E

Investment theory: Ratio inconsistency signals buy/sell opportunity?

Median Median
ROIC PE 20-00
Decile 1 -32.0 (1.08)
Decile 2 7.9 (2.17) oo =
Decile 3 0.9 (0.19) inAn
Decile 4 3.8 15.84 T
Decile 5 5.0 15.40 5-06
Decile 6 6.4 14.92
Decile 7 8.1 15.09 re - - - -
Decile 8 10.4 14.52 -40.0 -30.0 -20.0 -10.61: an 0 10.0 20.0 30.0
Decile 9 14.4 15.88 R
Decile 10 23.7 14.68

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



29000
V.UV

T T T s 4 T T
¢
-41).0 300 -200 -108 0[0 10.0 20.0 30.0

(500
\J.VU)

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



Universe: Large sample of “dividend payers”

Initial Request: Test the relationship between ROIC and P/E

Investment theory: Ratio inconsistency signals buy/sell opportunity?
Median Median
ROA’ FY1 V/N

Decile 1 -22.3 0.60

Decile 2 -2.2 0.78

Decile 3 1.7 0.93

Decile 4 3.2 0.91

Decile 5 4.6 1.13

Decile 6 5.9 1.21

Decile 7 7.8 1.40

Decile 8 10.2 1.64

Decile 9 13.0 2.25

Decile 10 19.1 3.21
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Universe: Large sample of “dividend payers”
Initial Request: Test the relationship between ROIC and P/E
Investment theory: Ratio inconsistency signals buy/sell opportunity?
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Theoretically makes sense, but in practice...

Semiconductors: PE versus EPS Growth Rate
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Theoretically makes sense, but in practice...

Forward ROA’ to V/A’
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Forward ROA’ to V/A’
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Forward ROA’ to V/A’
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Current V/A’

Forward ROA’ to V/A’
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Forward ROA’ to V/A’
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USA Sectors 2006
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USA Sectors 2008
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V/A’ versus ROA’ (CFROI as proxy)
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Global Casinos

P/E to EPS Growth Rates
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Global Casinos

Price to Earnings Per share
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Global Casinos

Forward ROA’ to Current V/A’
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Basic Stats: Spline
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Basic Stats: Lack of explanatory variable

Forward ROA’ to Current V/A’
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Basic Stats: Heteroskedasticity
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Basic Stats: Heteroskedasticity
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Global Pharma

P/E to EPS Growth Rates
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Global Pharma

4 4
Forward ROA’ to Current V/A
3.50
3.00 & ABT
.. 250 . & TEVA
§ NOOboG ® N
= 2.00 ¥ GSK
o & AZN
5 1.50 02
o )
1.00 * BA@—@S@%—%&\‘SGP
0.50 & 4568
0.00 I I I I I I I I I |
0.00 200 400 6.00 800 10.00 12.00 1400 16.00 18.00 20.00
Forward ROA’

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to angPerson under any circumstances without express written permission.



Global Pharma

Forward ROA’ to Current V/A’
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ROA' and V/A' - HK Companies
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Data as of May 2015
181 Large- and Mid-Cap HK companies ex-Financials
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ROA' and V/A' - HK Consumer Staples
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16 Large- and Mid-Cap Consumer Staples companies
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ROA' and V/A' - HK Energy
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ROA' and V/A' - HK Healthcare
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ROA' and V/A' - HK Information Technology
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13 Large- and Mid-Cap Information Technology companies
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ROA' and V/A' - HK Materials
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ROA' and V/A' - HK Telecommunication Services
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ROA' and V/A' - HK Utilities
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18 Large- and Mid-Cap Utilities companies
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2015E ROA' and V/A' - S&P 500
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2015E ROA' and V/A' - U.S. Information Technology
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2015E ROA' and V/A' - U.S. Industrials
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2015E ROA' and V/A' - U.S. Healthcare
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2015E ROA' and V/A' - U.S. Energy
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2015E ROA' and V/A' - U.S. Materials
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2015E ROA' and V/A' - U.S. Consumer Staples

20.00
18.00
16.00 ®
14.00

12.00
. °
§ 10.00 L] °

8.00 o o

°
° °
6.00 o o O &, A
..“’. ®
4.00 “g ®
..
2.00 ® °* o
[} [ ]
0.00
-10% 0% 10% 20% 30% 40% 50% 60% 70% 80%

ROA'
Source: Valens Securities Analysis Data as of May 2015
148 companies

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



2015E ROA' and V/A' - U.S. Telecommunication Services

20.00
18.00
16.00
14.00
12.00

10.00

V/A'

8.00
6.00

4.00 o ® o

(]
200 o ¢ ¢ ? e o®
0.00 °Se %
-10% 0% 10% 20% 30% 40% 50% 60% 70% 80%

ROA'
Source: Valens Securities Analysis Data as of May 2015

42 companies

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



INVESTMENT STYLES via QUALITY and VALUATION

VALUATION
(VIA)

“Booku —
Value

|
ROAat == QUALITY (ROA’) ﬁ

Cost of
Capital

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



V/A’ to ROA’ is Advanced P/E Analysis

When is a P/E of 20 cheaper than a P/E of 157

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



INVESTMENT STYLES via QUALITY and VALUATION

VALUATION
(VIA)

"BOOK” 1.0/6% =2 @
Value

|
ROAat == QUALITY (ROA’) ﬁ

Cost of
Capital

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



INVESTMENT STYLES via QUALITY and VALUATION

VALUATION
(VIA)

2.0/12%

"BOOK” 1.0/6% =2 @
Value

|
ROAat == QUALITY (ROA’) ﬁ

Cost of
Capital

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



INVESTMENT STYLES via QUALITY and VALUATION

VALUATION
(VIA) 3.0/18%

2.0/12%

"BOOK” 1.0/6% =2 @
Value

|
ROAat == QUALITY (ROA’) ﬁ

Cost of
Capital

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



INVESTMENT STYLES via QUALITY and VALUATION

4.0/24%

VALUATION
(VIA) 3.0/18%

2.0/12%

"BOOK” 1.0/6% =2 @
Value

|
ROAat == QUALITY (ROA’) ﬁ

Cost of
Capital

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



INVESTMENT STYLES via QUALITY and VALUATION

4.0/24%

VALUATION
(VIA) 3.0/18%

2.0/12%

"BOOK” 1.0/6% = ?
Value

|
ROAat == QUALITY (ROA’) ﬁ

Cost of
Capital

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



H E 5 N DCF and Ratios 2015 07 v4 - Excel ? il — X

HOME INSERT PAGE LAYOUT FORMULAS DATA  REVIEW  VIEW Joel Litman ~ -
B R —
X o B 0o - = O —_ . B EDED Eg > AutoSum - A
B & Calibri 1 A A =[_ 3 =€ Wrap Text Percentage D’J g‘! (E-E EEx @ - ZY [H]
e BT UL DA S S S e Beaces $0% 3§ Soow e S e e e g g B
Clipboard Font I Alignment I Number I Styles Cells Editing ~
c3 - fx | 6% v
A C D E F G H | J K L M =
1 Year 0 1 2 3 4 5 6 7 8 9 10
2
3 |Return On Assets (ROA) | 6.0%_ 6.0% 6.0% 6.0% 6.0% 6.0% 6.0% 6.0% 6.0% 6.0% 6
4 |Asset Growth Rate 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0
5
6 Assets 1000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,0
7 |Op Cash Flow 60 60 60 60 60 60 60 60 60 60
8 |CAPX - - - - - - - - - -
9
10 |Free Cash Flow 60 60 60 60 60 60 60 60 60 60
11 |Cost of Capital 6.0% 6.0% 6.0% 6.0% 6.0% 6.0% 6.0% 6.0% 6.0% 6.0% 6
12 |Present Value of FCF 56.60 53.40 50.38 47.53 44.84 42.30 39.90 37.64 35.51 33.50 31.
13
14 |Enterprise Value (Net Present Value)
15 [V/A 1.0
16 |ROA-alone implied V/A' 1.0
17
18
19 |V/A' Divided by ROA' equals... 16.67 V/E, aka "Cleaned-up P/E"
20
21
22
23
24 -
Perpetuity | Terminal Multiple ® q »

i W -——4—+ 13w

527 AM
6/25/2016

A O ® z ) B E

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



INVESTMENT STYLES via QUALITY and VALUATION

VALUATION
(VIA)

“Booku —
Value

|
ROAat == QUALITY (ROA’) ﬁ

Cost of
Capital

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



INVESTMENT STYLES via QUALITY and VALUATION

VALUATION
(VIA)

11 Book!!
Value DISTRESSED/

DEEP VALUE

ROAat == QUALITY (ROA’) ﬁ

Cost of
Capital

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



INVESTMENT STYLES via QUALITY and VALUATION

VALUATION
(VIA)

“Book”
Value

DISTRESSED/

DEEP VALUE

ROAat == QUALITY (ROA’) ﬁ

Cost of
Capital

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



INVESTMENT STYLES via QUALITY and VALUATION

VALUATION
(VIA)

1] Book!!

Value DISTRESSED/
DEEP VALUE

ROAat == QUALITY (ROA’) ﬁ

Cost of
Capital

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



INVESTMENT STYLES via QUALITY and VALUATION

VALUATION
(VIA)

1] Bookll

Value DISTRESSED/
DEEP VALUE

ROAat == QUALITY (ROA’) ﬁ

Cost of
Capital

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



INVESTMENT STYLES via QUALITY and VALUATION

GROWTH

VALUATION
(VIA)

1] Bookll

Value DISTRESSED/
DEEP VALUE

ROAat == QUALITY (ROA’) ﬁ

Cost of
Capital

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



INVESTMENT STYLES via QUALITY and VALUATION

START-UPS GROWTH

VALUATION
(VIA)

1] Bookll

Value DISTRESSED/
DEEP VALUE

ROAat == QUALITY (ROA’) ﬁ

Cost of
Capital

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



Other drivers (when does ROA not drive valuation levels?)

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



Other drivers (when does ROA not drive valuation levels?)

" Start-ups

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



INVESTMENT STYLES via QUALITY and VALUATION

START-UPS GROWTH

VALUATION
(VIA)

1] Bookll

Value DISTRESSED/
DEEP VALUE

ROAat == QUALITY (ROA’) ﬁ

Cost of
Capital

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



Other drivers (when does ROA not drive valuation levels?)

" Start-ups

" Firms in deep trouble

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



INVESTMENT STYLES via QUALITY and VALUATION

START-UPS GROWTH

VALUATION
(VIA)

1] Bookll

Value DISTRESSED/
DEEP VALUE

ROAat == QUALITY (ROA’) ﬁ

Cost of
Capital

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



Other drivers (when does ROA not drive valuation levels?)

" Start-ups
" Firms in deep trouble

" Importance of credit health (or liquidation values)

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



INVESTMENT STYLES via QUALITY and VALUATION

START-UPS GROWTH

VALUATION
(VIA)

1] Bookll

Value DISTRESSED/
DEEP VALUE

ROAat == QUALITY (ROA’) ﬁ

Cost of
Capital

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



Other drivers (when does ROA not drive valuation levels?)

" Start-ups
" Firms in deep trouble
" Importance of credit health (or liquidation values)

" High growth firms (supposed Einstein principle)

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



INVESTMENT STYLES via QUALITY and VALUATION

START-UPS GROWTH

VALUATION
(VIA)

1] Bookll

Value DISTRESSED/
DEEP VALUE

ROAat == QUALITY (ROA’) ﬁ

Cost of
Capital

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the
information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



Other drivers (when does ROA not drive valuation levels?)

" Start-ups

" Firms in deep trouble

" Importance of credit health (or liquidation values)
" High growth firms (supposed Einstein principle)

® The middle to end of a bull market
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Other drivers (when does ROA not drive valuation levels?)

" Start-ups

" Firms in deep trouble

" Importance of credit health (or liquidation values)
" High growth firms (supposed Einstein principle)

" The middle to end of a bull market

" ROA’ change versus ROA’ level
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