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Filtered value - howmany pitfalls can be dodged?

Checking solvency, liquidity and growth prospects is essential to try and avoid value traps -
those stocks that are cheap for a reason and could get cheaper. Worries around the banking
sector continue to cast a shadow, so there are some risks which can drag the whole market
lower, but that also means shares get overly punished, leading to opportunities for investors.

Report author: James Norrington

Another week, another banking drama. The travails of US-listed First Republic Bank
(US:FRC) remind us even stocks that fall more than 90 per cent in a year can get cheaper.
Value investors must protect themselves by doing their due diligence on companies, but
before getting to that stage of the investment process, the value screens that highlight
what’s tantalisingly cheap can be refined to also look at the balance sheet strength,
operational efficiency and growth prospects of companies.

Financial companies must be split out as the unique features of their balance sheets are
incompatible with the sorts of solvency and liquidity ratios wemust apply to other
sectors. More applicable ways exist to value banks and insurance companies, which
incidentally, paint a more subtle picture than the lazy argument that it is time to buy
banks just because they have been heavily sold.

Non-financial sector shares

Our analysis continues from our filtering of the cheapest UK stocks (split into large-cap,
mid-cap and small-cap main market shares; and Aim companies above £35mn in size) and
large US stocks (only S&P 500 constituents). Non-financial companies in the cheapest
quintile of a composite ranking - based on forward current year price-to-earnings,
enterprise value to Ebitda, price-to-book, forecast dividend and free cash flow yields - are
now given a next stage of examination.

Three simple tests are made against companies, not to exclude them but to act as
pointers where to focus research. These are a forecast free cash flow yield above the
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median of their segment of the wider market (for example UK large caps should have FCF
yield above 5.7 per cent); seven times coverage of interest expense by Ebita (earnings
before interest, taxes and amortisation); and net debt below 20 per cent of market
capitalisation.

A fourth test is whether companies score above seven out of nine on the famous Piotroski
scorecard. It is named after the US accounting professor who created it and the tests
(detailed in the appendix below) are focussed on financial strength - liquidity and solvency
- of companies, their operational efficiency as well as sales andmargin growth.

Finally, as one of the big risks of value investing is companies in serious financial distress,
we also make use of the Altman Z-score (brainchild of a New York business school
professor) to throw up potential red flags. This looks at a combination of measures
focused on working capital position, retained earnings, profitability, solvency and sales to
estimate the likelihood of bankruptcy.

When it was formulated in the late 1960s, Altman posited a score of below 1.8 is a sign
bankruptcy is dangerously likely, although that guidance has been revised and scores
close to zero can be taken as the crunch point. For the purpose of our model, we exclude
any company with an Altman z-score of 0.5 or lower.

Financial shares

For companies in financial services industries and especially banks, an important metric is
their return on equity (ROE). In the case of banks, whether they canmakemore than the
implicit cost of raising those funds is important in deciphering a fair value for their shares.

With all the uncertainty that has been affecting banks since Silicon Valley Bank (SVB)
failed, share prices have tanked. On the one hand that means they are cheap, but on the
other hand, it means the implied cost of equity for those businesses has risen. In several
cases the ratio of ROE to COE is below one.

One of the core tenets of value investing is that a companies’ assets are being valued at
below their true worth. In the case of banks, the assets are loans made to customers and
the economic value is the interest income they generate. Assuming that the ROE/COE
ratio is representative of the bank’s ability to make a profit on their assets, then
multiplying the book value of assets per share by this ratio ought to offer insight into
what the shares are worth. An excellent IC article by Phil Oakley a few years ago
explained how this works.

For several banks, especially in the United States, even with the ROE/COE below one, the
implication is that shares are trading at a heavy discount. But there are some big leaps of
faith if making a case to buy on this basis. Firstly, the asset quality of the banks may be
called into question if recessionary pressures or the cost of refinancing at higher interest
rates causes borrowers to default.

Secondly, there is reason to question the liquidity of the banks’ own equity funding. As

2

https://www.investorschronicle.co.uk/2016/11/04/shares/making-sense-of-the-banks-QKnVWYK6NBz0SZWwvjG7pL/article.html


SVB proved, even holding USGovernment Treasury bonds (which are free of default risk)
can result in stress if there isn’t sufficient short-term funding to cover capital outflows.
These concerns mean that investors are demanding a much higher risk premium. This
can become a vicious circle, with the very fact bank shares are cheap being a drag on their
business growth prospects.

UK large-cap shares

Non-financial UK large-caps

Much has beenmade about the cheapness of the UK stock market with the higher costs
of capital implied by the so-called UK discount cited as a reason for some technology
firms preferring to seek US listings. London’s difficulty in wooing the bright young things
that hope to shape the 21st century reinforces its bias towards old economy companies.
The fact that several of the biggest names on the UKmarket are synonymous with
activities and industries frowned upon in the era of environment, social and governance
(ESG) has potential to suppress valuations.

Sin stocks certainly loom large in our large cap UK value screen, withBritish American
Tobacco (BATS) and Imperial Brands (IMB) ranking highly thanks to their low valuation
multiples and high dividend yields. Long-term investors still find it a struggle to believe
that these businesses have a bright future, given the decline of smoking in core markets
and increased ESG and regulatory scrutiny on attempts to peddle their harmful wares in
emerging markets. Although boosted somewhat in 2022 by short-term income-seekers
tempted by the dividends, the market value of shareholders’ equity is still low relative to
net debt for both companies.
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Negative working capital movements (current assets minus current liabilities was
negative in the last completed financial year), are a drag on the Altman scores of these
companies but the positive and improving cash flows from operations for both companies
attests to the likelihood of bankruptcies being remote. Both companies pass at least
seven out of nine Piotroski tests (see appendix below), but the fact returns on assets are
not improving points to the structural challenges for the industry.

We don’t exclude large cap companies based on the tests they fail but where they come
up short is a flag for further research. The table above notes which companies fail more
than two Piotroski tests and the worst performers on this criteria (passing just four tests
out of nine each) are minersAnglo American (AAL) andRio Tinto (RIO) and home
improvements/DIY sales groupKingfisher (KGF).

Kingfisher shares have derated in 2023 on the back of lower revenues and profits coming
off of the Covid home improvement boom highs. The question is nowwhether it is back to
an attractive valuation relative to its future growth prospects. The Piotroski tests it fails
relate to the decline in sales and Ebit (earnings before interest and taxes) margins against
some fairly robust prior year comparators and also to a slight increase in debt relative to
total assets. This is, however, hardly a business in financial distress and whether it is good
value should depend on the price being asked for future earnings growth. Predictions for
the current full year do factor in decline but for the following year a return to double-digit
earnings growth is the consensus.

That translates to a two year forward PE of 10.4 and a price to earnings to growth ratio of
0.9. Overall, that suggests the stock isn’t overpriced but given the potential for recession
to disrupt sales and higher inflation to erodemargins, there seems no rush to buy KGF
now.

In the case of the miners, the Piotroski scores are let down by declining returns on assets,
sales and Ebit margins; and rising debt. These are the hallmarks of a capital intensive yet
cyclical industry with the world facing difficult economic times. Anglo American has a
more diverse profit base than Rio, which is heavily exposed to iron ore prices but both
have fallen in price significantly and the dips may now have been deep enough tomake it
worthwhile building up positions.

The UK-listed oil majors are prominent.BP (BP.) has seen a slight decline in its return on
assets over the last two financial years which accounts for it being flagged for a Piotroski
score of six out of nine, and it’s net debt is above a fifth of the value of shareholder equity
(it’s about a third now). These are flags but not overly concerning. Shell (SHEL) doesn’t
fail any tests.

Gas prices have collapsed from 2022 highs and the oil price (Brent crude at c.$79 and
WTI c.$75 per barrel, respectively) is at a difficult point to call, which makes it by
extension challenging to interpret the current share prices of BP and Shell as cheap or
fair. There is an argument, advanced by hedge fundmanager NelsonWu of Open Square
Capital, that weak inventories mean that even a recession shouldn’t heavily dent prices
further from here given the control the Saudis are exerting on the oil price. For longer
term energy company investors, the key is whether a more pragmatic and circumspect
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approach to the energy transition will ensure that value continues to be generated from
asset bases while being ready to play a part in a greener future.

Financial UK large-caps

Encouraging earnings updates this week fromBarclays (BARC) andNatWest (NWG)
demonstrates that there are some benefits to higher interest rates that can buoy banking
optimists. The positive impact being able to charge borrowers more while not fully
passing on higher rates to depositors boosts banks’ profits. Encouragingly, the £70mn
charge NatWest disclosed it had taken in preparation for bad debt was lower than
analysts expected. If fears for the economy prove overdone, alongside UK banks being
overly punished for jitters around the travails of marginal (but not insignificant) US
lenders, then bank share prices could recover their poise from earlier this year.

On a note of caution, however, although the funding and loan quality risks may not
materialise to the extent somemarket participants had feared, the onus is on prudence.
Therefore banks will be conservative in their strategy and be under scrutiny when it
comes to their use of leverage, all of which means that if banks’ return on shareholders’
equity is to progress, it is likely to do so steadily rather than spectacularly.

UKmid-cap, small-cap and Aim shares

Nomedium-sized financial companies made it through our screening process as we
stipulated aminimum return on equity of 8 per cent to be considered. For non-financial
shares we also took a tougher line on smaller companies stipulating they must have a
Piotroski score of at least six, net debt must be less than shareholder equity and the
Altman score must be above 0.8 to evenmake the list.

Energy companies are frequently shown as being cheap but the financing and capital
structures of these businesses must be assessedmore thoroughly. If the oil price doesn’t
fall too far in any potential slowdown they could well be considered cheap stocks, but that
isn’t certain.Where investors have a conundrum is in the capital structure of businesses
that face rising interest rates and political pressure to punitively tax their gains from
when energy prices were high.

As with banks, energy companies have some industry specific ratios that investors should
look at. These include the trends in the ratio of enterprise value to debt-adjusted cash
flow - which takes into account the cash available to all providers of capital (debt and
equity) and the intensive working capital requirements of these businesses. Then there is
the question of proven and probable reserves - those resources that are economically
viable to be extracted.With fluctuations in the price of energy and the cost of capital, the
value of assets can alter materially, so serious further research is needed before buying
mid- or small-cap energy explorers on the strength of a value screen.
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US financials

As we can see from the tables above the cost of equity implied by US bank shares has

blown out significantly in the aftermath of the SVB debacle and now concerns about First

Republic. This would imply that bank shares are incredibly cheap versus the value of their

assets if we calculate a cost of equity in our tables which is based on the beta (volatility

relative to themarket) of the shares and premiums over government bond yields.

Investors may prefer to use a more normalised cost of equity estimation for US banks.

For example, Professor Aswath Damodaran of New York Stern University estimated a

figure in the 10-11 per cent range at the turn of the year. Undoubtedly, the risk premiums

have gone haywire in the last six weeks but even using this more sober estimate for COE,

the US banks look cheap. However, investors may be well advised not to rush in, banks

other than First Republic have been accessing some of the Fed’s liquidity facilities, so

there could bemore nasty surprises for America’s banking sector even if the risk of

systemic failure looks (so far) to be well contained.
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Appendix:

Piotroski scoring

Profitability measures:

● Positive return on assets

● Positive cash flow from operations

● YoY change on ROA is positive

● CFO is greater than ROA

Leverage and liquidity

● YoY reduction in ratio of long-term debt to total assets

● Positive YoY change in current assets ratio (current assets to current liabilities)

● You reduction in borrowing

Operating efficiency

● Positive YoY change in Ebit margin

● Positive YoY change in Sales

Altman Z-score

Thee sum of:

● 1.2 x working capital divided by total assets

● 1.4 x retained earnings divided by total assets

● 3.3 x Ebit divided by total assets

● 0.6 x market cap divided by total liabilities

● 1.0 x sales divided by total assets
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