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As value investors, we often find 
ourselves investing against the 
prevailing received wisdom. To make 
matters more uncomfortable we also 
tend to be underperforming during 
those periods, as asset values are 
increasingly pricing in that received 
wisdom. The payoff to value happens 
when that received wisdom is discovered 
to be flawed. The timing of the snap-
back is unpredictable, can be violent, 
and accounts for a large proportion 
of  the historically-observed value 
premium. If one is not consistently 
positioned in cheap stocks these 
opportunities can easily be missed.

Today, the received wisdom is that we are destined for 
a future of permanently low interest rates and that 
the risk-adjusted returns from low volatility equities 
would appear to make them a logical investment 
destination. Over the last 10 years, value as an investing 
style has underperformed as monetary policy has moved 
further and further away from ‘normal’ and increasingly 
distorted asset prices. Betting on a normalisation 
of interest rates has been a losing trade which 
has encouraged investors to compound these 
distorting effects. 

tHe Big PiCtuRe
Oliver McClure,  
Research Analyst

The challenge we face, as value investors, is our belief that 
the timing of normalisation is unknowable. In selecting 
investments for our portfolios, we look for equities where 
we are being compensated, in terms of upside to intrinsic 
value, for absorbing the uncertainty related to the timing 
of capturing that upside.

Sensitivity to Interest 
Rate Expectations
In recent years, we have been aware that a portion of 
the relative performance of our portfolios has been 
driven by the movement in interest rate expectations. 
For bottom-up stock pickers that seek out idiosyncratic 
investments, this was clearly an unintended exposure. 
We found that the exposure is being driven by three 
things: our investments in the financial sector, the 
unattractive valuations of bond proxies, and our 
preference for cyclical over non-cyclical companies.

Inexpensive Financials
We currently see a lot of value in the financial sector, 
particularly within the banking and life insurance 
industries. Yes, they would be beneficiaries of higher 
interest rates, but this is not a requirement to deem many 
financial stocks as cheap. Ten years on from the global 
financial crisis, the majority of these businesses have 
re-capitalized and are on a path to re-allocate capital and 
restructure cost bases in order to maximize returns in 
the post-crisis regulatory environment. This is often a 
multi-year process and the market is typically unwilling 
to give credit until the results are produced.

The upside to intrinsic value of the stocks that we invest 
in is often the result of the market overly discounting the 
uncertainty around execution and timing. Assuming that 
interest rates are higher in the future is a component in 
the calculation of our estimate of normalized earnings 
power, but it is not a dominant one. But the market clearly 
prices these stocks off the current yield curve; hence, as 
interest rates normalize, it is reasonable to assume these 
stocks should do well.
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Value Investing in Unusual Times 
One of the most uncomfortable aspects of value investing 
in this current period of received wisdom is that many of 
the stocks that would have been near-permanent fixtures 
of any value portfolio in years gone by have been hijacked 
by the distorting effects of emergency monetary policy. 
We describe these stocks collectively as ‘bond proxies’ 
and they are most numerous in the consumer staples, 
utilities, and real estate sectors. 

The collapse in bond yields under quantitative easing 
has forced natural fixed income investors into the equity 
market in search of yield. This has created a distortion 
where the implied discount rates between bond proxies 
and other equities have become extreme. To compound 
things, the bond proxies have become much more 
sensitive to incremental changes in interest rates as 
discount rates have fallen. 

For example, the value of a stock with an implied 
discount rate of 5% will increase by 25% if discount 
rates fall a further 1%, whereas a stock with an implied 
discount rate of 10% will only increase by 11% for 
the same change. The current valuation of the bond 
proxies can only be justified if one subscribes to the 
received wisdom or ‘new normal’ of perpetually lower 
interest rates. An illustration of how this has played out 
is evident in Figure 1, which reflects the increasingly 
expensive valuation of consumer staples since 2014.

The Value in Cyclicals 
Businesses that are cyclical in nature have also featured 
more on our value radar of late, particularly in cases 
where current earnings are below our estimate of 
‘normal’, and where valuation multiples are low and 
have room to expand. 

As with many of the financials that we own, a lot of 
these companies are re-shaping their businesses 
through portfolio management, cost efficiency plans, 
and strategic mergers and acquisitions (M&A) in order 
to drive earnings higher. Each of our investments 
typically has specific idiosyncratic drivers, but the 
majority would also likely benefit from stronger global 
growth and higher inflation — which go hand in hand 
with higher interest rates.

Maximising  
Risk-Adjusted Returns
One of the core tenets of asset allocation is to 
maximize risk-adjusted returns by combining assets 
with low correlation. With so much of the equity 
market acting like bonds, we see a risk that the historical 
diversification benefits of combining bonds and equities 
may prove hard to replicate. By remaining consistent 
in our approach to buying cheap stocks, we believe 
that our portfolios retain more of the historical negative 
correlation with interest rates, and thus stand a better 
chance of fulfilling the traditional role expected of 
equities within institutional portfolios.Figure 1: Valuations and Rate Sensitivity — 
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The Opportunity
Within the Consumer Discretionary sector, the 
opportunity set for value investors is heavily weighted 
towards segments undergoing significant structural 
change, such as Retail, Media and Autos. While we don’t 
shy away from such investment controversies, Skechers 
screened as an attractive investment case that is free from 
such concerns. 

Shifting consumer preferences began to reshape the US 
footwear market in 2016, resulting in a slowdown in sales 
growth for performance brands such as Nike and Under 
Armour, as well as Skechers. The result was downgrades 
to consensus earnings, combined with a de-rating of 
valuation multiples. 

Following the de-rating, our screen highlighted that 
Skechers exhibits a number of the quality metrics we look 
for in a business at a cheap valuation. The business has 
clean financials, a conservative balance sheet and a history 
of strong growth in its invested capital base, while also 
maintaining a high return on invested capital (ROIC). 

Skechers is the number two 
footwear producer in the 
United States by volume. It 
covers all categories from casual 
to performance to kids, with a 
focus on style, comfort and value. 
During a period of adjustment in 
the US footwear market, our 
screen highlighted that Skechers 
exhibits a number of the quality 
metrics we look for in a business 
at a cheap valuation. 

Finding Value
Simon Matthews,  
Research Analyst

skeCHeRs

Figure 1: Product Sales by Category
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Source: Skechers, SSGA as at 30 September 2017.
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Conservative Balance Sheet 

Skechers' balance sheet is in a net cash position, affording 
it significant operating flexibility. Its financial discipline 
is good with improving net working capital management, 
controlled capital expenditure and a welcome absence of 
dilutive acquisitions.

Our Assessment
The Skechers investment case assumes continued, 
but slowing, revenue growth of the business with 
operating margins maintained around 10%, which is 
consistent with comparable footwear producers. Invested 
capital grows at a compound annual growth rate (CAGR) 
of 8%, primarily reflecting capitalised leases with capex 
and net working capital development consistent with 
recent history.

Our tax assumptions adjust the sustainable effective 
tax rate upwards to reflect a conservative view of the 
company’s tax planning strategy. Consequently, we 
assume NOPAT (net operating profit after tax) grows 
at 6% CAGR during our forecast period, slightly slower 
than our growth in invested capital at 8%, with ROIC 
consequently declining from 17% in 2016 to a sustainable 
level of 14% in our terminal year. 

With a current EV/IC of 2.1x, this suggests to us that the 
market’s current rating of Skechers’ capital undervalues 
the long-term growth and productivity of that capital. 
Having built an initial position in June, we added to the 
holding in September as the stock sold off on concerns 
around the US ‘Back to School’ market backdrop.

Core Competency and Proposition

We conducted a fundamental, bottom-up assessment of the 
business and the markets in which it operates. We learned 
that Skechers' internal design process is primed to rapidly 
recognize (rather than set) trends, meaning it can nimbly 
adjust design emphasis, de-prioritise categories and modify 
production volumes as fashions shift. 

In addition, Skechers footwear is synonymous with 
comfort, a feature that transcends changes in fashion. 
Consequently, Skechers may benefit from an ability to 
rapidly adjust its product to changing trends and from a 
less fickle customer base that is trend-aware but also 
focused on price and comfort.

Operating Margin Stability 

Skechers' strategy benefits from the lessons it learned 
in 2011–2013. During this period, the firm's operating 
margin exhibited significant volatility as a result of its 
'Shape-Ups' product which experienced rapid growth 
followed by a precipitous decline. Consequently, the 
company now emphasises product diversification and 
short manufacturing lead times to minimise inventory 
risk. We believe the 9–10% operating margin recorded 
more recently is a better reflection of the long-term 
earnings potential of the business.

Invested Capital Growth via International Business

We look for companies that can continue to grow invested 
capital while maintaining attractive returns. Skechers 
has ramped up investment in its international business 
in recent years. Lease obligations from its expanding 
international own retail operations, which we capitalise 
in our valuation model, represent the primary driver of 
invested capital growth. Non-US sales will account for 
50% of group revenues in 2017, up from 32% five years 
ago. Our saturation analysis indicates significant further 
expansion potential, especially in emerging markets 
given Skechers’ more competitive pricing versus premium 
brands. Naturally, we take a conservative view in relation 
to continued strong sales growth, fading it to 4% over our 
five-year forecast period.

The specific securities listed do not represent all of the securities purchased, sold, or recommended for advisory clients.  
You should not assume that investments in the securities identified and discussed were or will be profitable.
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Assessing Value in the 
Energy Sector
How we calculate the intrinsic 
value of a company is of paramount 
importance to our investment 
approach and is something we have 
previously discussed in Taking Stock. 
In determining intrinsic value, we use 
a combination of Invested Capital 
(IC), as a measure of the total capital 
invested in a company and Return 
on Invested Capital (ROIC), as a 
measure of corporate performance. 
How do we apply this methodology 
to find value in the energy sector, 
where cyclical prices might mislead 
investors about a firm’s true economic 
earnings power?

Understanding the Drivers 
of Returns
Historically, the price of oil has not been the main driver 
of energy company returns. Cost inflation and capital 
misallocation often erode the benefit of high prices, while 
return on capital can improve alongside low oil prices as 
costs and capital investment are scaled back. An SSGA 
regression analysis of energy sector real return on capital 
compared to oil prices from 1970 to 2016 found that oil 
prices explained just 19% of oil producers’ 
financial performance.

Real cash flow return on capital declined from 2011–13, 
when oil prices were consistently high relative to history. 
High prices post-2004 had attracted significant new 
capital to the oil and gas sector, inflating the capital base 
of the industry and raising operating costs. Conversely, 
since the 2014 oil price decline, energy companies have 
been reducing operating costs and rationing capital. This 
activity should improve returns even in the absence of a 
price recovery. Consequently, when we analyse stocks, 
we focus more on main the drivers of returns — capital 
allocation and relative costs.

Drivers of the Numerator: Costs
NOPAT (net operating profit after tax), the numerator in 
the calculation of ROIC, is a volatile figure for the energy 
sector. Energy companies are price takers — the top line 
is mainly driven by the energy price with overall industry 
volumes growing in line with energy demand. The 
differentiator of earnings is the degree to which the energy 
company can efficiently meet this demand through control 
of its operating costs. 

We assess each company’s cost advantage (or disadvantage) 
at each part of the cycle to understand through-the-cycle 
earnings power. Operating costs consist mainly of lifting 
costs (the cost of extraction), production related taxes and 
income taxes. Lifting costs have fallen by about 25% over 
the last two years, while production taxes have reduced 
even more due to their direct link with energy prices. 

ReseaRCH BRieFing
Lisa O’Sullivan,  
Research Analyst

Invested Capital

Net Operating 
Profit After Tax 

Return on 
Capital Employed

Figure 1: Calculating Return on Capital Employed
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Cost advantages and disadvantages change throughout 
a cycle. Those companies that have been successful in 
reducing costs beyond the industry average in the 
downturn are those with flexibility in their cost 
base, a strong cost-cutting programme and a high 
proportion of production taxes. This can provide 
downside protection in a downturn. 

The Foundations of Returns: 
Capital Allocation
Historical cycles show industry returns falling after a 
period of excess capital investment and rising after a 
period of capital restraint. In analysing energy companies 
we assess the components of invested capital to determine 
the through-the-cycle productivity of capital. While past 
returns can be a useful gauge of future returns, the scale of 
the increase in the capital base from a combination of large 
capital projects and mergers and acquisition (M&A) makes 
this a challenge. To identify valuation anomalies, it is vital 
to look at individual company capital allocation decisions 
and changes to its individual capital base. 

One measure we use to assess future productivity of an 
energy company’s invested capital is the reserve intensity 
of invested capital. Figure 2 shows the Invested Capital of 
the industry per barrel of oil equivalent (boe) reserve. This 
metric has increased to a point where the invested capital 
or book value of each barrel of reserves is higher than the 
current cost of finding and developing (F&D costs) those 
reserves. To return to cost of capital, energy companies 
will need to see an industry-wide increase in those F&D 
costs (leading to a higher incentive price) or continue to 
cut both capital and operating costs.

Companies that focused on ‘de-bottlenecking’ during the 
peak oil years, rather than on M&A and mega projects, 
entered the downturn with a lower capital base relative to 
reserves. As these companies focus on capital allocation 
and acquire/develop assets in a low price environment, 
returns will likely remain above industry average levels. 
For others with low Invested Capital/Reserves due to 
significant asset write-downs, we assess the likelihood of 
further value-destroying investments. 

For example, French energy company Total has been 
acquiring oil assets over the last two years. The company’s 
acquisition of Maersk Oil, announced in August 2017, gives 
it one billion barrels of mainly oil reserves for $7.45 per 
barrel. This is lower than Total’s own book value per barrel 
of reserves and the current organic costs for oil and gas 
development. Such allocations reduce the capital base per 
barrel of reserves and enhance the through-the-cycle 
productivity of capital.

As value investors, we seek companies trading on a low  
EV/IC (enterprise value to invested capital) relative 
to ROIC (Return on Invested Capital). We favour 
companies that can sustain attractive levels of ROIC 
and grow the denominator without diluting ROIC. 
Companies that allocate capital efficiently at the 
right point in the cycle, maintain cost control and 
opportunistically reduce costs during downturns 
will generally deliver a higher through-the-cycle ROIC. 

Figure 2: Upstream Invested Capital and F&D Costs
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Source: Bloomberg Finance LP, Goldman Sachs. Top Projects F&D per BOE. Sample includes BP, Chevron, ConocoPhillips, Exxon. Occidental, Royal Dutch Shell, Suncor, Total.
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