CiQuoniam

QUANTITATIVE INVESTMENT ENGINEERING

ISSUE #26

FINDING QUALITY IN VALUE STOCKS

Comparing the relative performance of Value and Growth stocks, we can see that the gap has
widened considerably in recent years — and particularly in the recent past. In phases of recovery or
when valuation bubbles burst, Value stocks generate strong outperformance, while cyclical stocks
are at risk amid the ongoing slowdown of the real economy.

Typical Growth portfolios carry a strong weighting of large and
highly profitable companies with a low level of debt. In this
context, the concept of ‘'GRANOLAS' stocks is often used. What
might sound like a cereal bar at first is — according to Goldman
Sachs — a synonym for the largest European public companies
by market capitalisation: GlaxoSmithKline, Roche, ASML, Nestlé,
Novartis, Novo Nordisk, L'Oréal, LVMH, AstraZeneca, SAP and
Sanofi. Apart from their strong benchmark weighting, these
stocks also offer high profitability, stable long-term growth,
and a low level of debt. However, a closer look at the different
multiples reveals a decisive disadvantage: on average, GRANOLAS
are traded at extremely ambitious multiples. Based on current
earnings, their average P/E ratio is around 35, and thus signifi-
cantly higher than the European market average of 19. Even if we
take future earnings into account, the P/E ratio drops to 18, while
pricing for the market as a whole is at a moderate multiple of 12.
Yet a halving of the P/E ratio also means that the market expects
earnings to double. Whether this will be possible is — at the very
least — questionable, given the depth of the economic downturn
caused by the COVID-19 pandemic.
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High quality — at a reasonable price

In accordance with our investment philosophy, these expensive
Growth stocks are generally underweighted in the Quoniam equity
portfolios. Our quantitative share selection process considers a
variety of factors at the same time. In particular, the Value and
Quality factors are simultaneously included in our forecast — this
means that a particular share should always feature both of these
characteristics in order to qualify for the portfolio.

Figure 1 shows the active weighting relative to the benchmark in
the European Dynamic strategy as at 30 April 2020. To this end,
the investment universe was divided into nine sub-portfolios using
the Quoniam factor signals for Value and Quality. In the portfolio,
this leads to a distinct weighting in favour of those stocks that
are both of above-average quality and attractively valued. We are
approximately 15% overweight in these issues. Some low-priced
stocks with medium quality and a few high-quality and expensive
stocks are also overweighted. We are underweight in all low-quality
stocks, and in almost all expensive stocks.

Squaring the circle in practice

Figure 2 shows examples of different overweighted stocks in the
European Dynamic strategy, confirming these characteristics.
Automobiles and household appliances are cyclical consumer
issues. Peugeot is a classic Value share, which we bought primarily
because of its very attractive valuation. Its P/E ratio over various
periods is well below 5x and the price-book value is clearly below 1,
which in turn offers material discounts compared to the overall
market. At the same time, return on equity at just under 18%
and gearing at 17% also remain more attractive than the general
market (13% and 28%, respectively). In this case, the extremely
favourable valuation is therefore not offset by below-average
quality.

Electrolux shows a significantly higher profitability compared to
the general market. At 24%, its return on equity is almost three
times as high as what the MSCI Europe has to offer (8.6%), and
its gearing of approximately 14% is very attractive as well. Here,
too, the valuation is still favourable, as shown by the EV/EBIT of
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Examples for overweighted stocks in the European Dynamic strategy

ACTIVE QUONIAM QUONIAM
WEIGHT VALUE QUALITY
ELECTROLUX AB-SER B 1.16 0.32 0.90
TELECOM ITALIA SPA 0.99 2.99 0.69
PEUGEOT SA 0.72 1.95 0.92
WPP PLC 0.68 1.17 0.26
ORANGE 0.65 1.55 0.30
P/E FY 21 P/E FY 22 EV/EBIT FD\I(V'ZPELD
PEUGEOT SA 3.21 4.32 3.38 0.57 1.23 1.34 8.17
TELECOM ITALIA SPA 8.46 7.59 6.56 0.39 1.32 12.13 2.59
ORANGE 9.94 9.37 8.55 1.05 2.68 10.99 7.04
WPP PLC 11.00 7.76 7.31 0.94 3.86 8.61 8.79
ELECTROLUX AB-SER B 17.67 10.43 9.34 2.16 4.78 12.58 5.35
Average 10.05 7.89 7.03 1.02 2.77 9.13 6.39
MSCI Europe 19.44 13.87 11.88 1.46 7.77 15.29 3.99
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ELECTROLUX AB-SER B 23.97 2.64 13.80 0.98
PEUGEQT SA 17.71 4.86 16.76 0.99
ORANGE 10.78 2.96 40.98 0.90
WPP PLC 7.15 1.91 21.57 0.99
TELECOM ITALIA SPA 4.60 1.91 44.52 1.18
Average 12.84 2.86 27.53 1.01
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Figure 2: Source: Bloomberg

Thus, the Quoniam portfolio offers an attractive valuation amid
above-average quality of the overweighted companies, and avoids
overpriced quality as well as ‘value traps’, i.e. companies that are
cheap for a good reason.

12.6 and the high dividend yield of 5.4%. Yet not all valuation
indicators show extreme cheapness. In this respect, Electrolux is
rather a quality stock with an attractive price.

All things considered, we aim to ‘square the circle’ — that means
our goal is a balanced mix of the Value and Quality factors. Mark Frielinghaus

Portfolio Manager Equities

Disclaimer

The use of investment services as well as investments in financial instruments are conjoint with risks.
For more information and guidance on opportunities and risks, please visit www.quoniam.com/riskstatement

This document was produced by Quoniam Asset Management GmbH (hereafter ‘Quoniam’) us-
ing reasonable care and to the best of our knowledge and belief. It is provided for information
purposes only and is for the exclusive use of the recipient. The opinions, appraisals and informa-
tion expressed in this document are those of Quoniam or derived from publicly available sources
at the time of writing and are subject to change at any time without notice. However, Quoniam
provides no guarantee with regard to its content, completeness and topicality.

This document is expressly not intended for use by retail clients within the meaning of Article 4 (1)
(11) of Directive 2014/65/EU (MiFID II). Excluding documents compiled for investment committee
meetings or those compiled in order to fulfil contractual obligations (e.g. reporting), this docu-
ment qualifies as marketing material that has been published for advertising purposes only. We
hereby expressly note, that the information provided does not constitute a statement of assets
in accordance with applicable investment law. Consequently, we advise the recipient to turn
themselves to the respective investment company.

For more detailed information, in particular a description of the mentioned funds’ risks and
rewards, please refer to the prospectus, the key investor information document and the most
recently published annual and semi-annual report. These publications are available upon request
and free of charge from the German payment and information agent DZ BANK AG (Frankfurt/
Main). The aforementioned documents constitute the sole binding basis for the purchase of
fund units.

The information contained herein does not consider any personal and financial circumstances of the
recipient. Therefore, it does not constitute an offer or a recommendation to buy or sell financial

instruments or banking services. Neither historical nor future performance simulations and finan-
cial market scenarios are a guarantee for current or future performance. We advise the recipient
to seek investment advice in order to ensure that information provided is in line with their own
circumstances.

This document has not been prepared in accordance with legal requirements designed to pro-
mote the independence of investment research. Further, it is not subject to any prohibition on
dealings ahead of the dissemination of investment research. As a consequence, information and
opinions herein must not be read as independent investment research.

This document shall not be reproduced or passed on to third parties either in part or in full with-
out the written permission of Quoniam.

Quoniam is authorised and supervised by the Federal Financial Supervisory Authority (Bundesan-
stalt fur Finanzdienstleistungsaufsicht) and is subject to limited regulation by the Financial Conduct
Authority. Details about the extent of our regulation by the Financial Conduct Authority are
available upon request.

Quoniam processes your personal data including your name, gender, postal address, email ad-
dress, phone number and job title within our business correspondence based on Article 6 par-
agraph 1 lit. b) and f) GDPR. Controller in terms of Article 4 number 7 GDPR is Quoniam Asset
Management GmbH, Westhafenplatz 1, 60327 Frankfurt am Main. For further information,
please read the data privacy section in our legal notices. If you do not want to receive further
information from Quoniam, then please send an email to dataprotection@quoniam.com
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