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Managing risks in stock selection:
valuation risk, management execution risk & margin-of-safety

Understanding “known” and “unknown” risks
Risk and reward are two sides of the same coin. Whilst the success of capital allocation decisions
and the strength of competitive advantage drives the outlook for shareholder value creation,
conversely, they are also strong proxies for understanding the level of “known” and “unknown”
risks in a stock.
Capital allocation decisions present risks due to management execution going wrong and
destroying shareholder value.
Excessive optimism about a company’s competitive advantage poses valuation or duration risk.
It is important to have a grasp of another important “unknown” - what of the good or bad
news Mr. Market has priced in into the stock already? Our proprietary estimate of embedded
expectations captures the margin-of-safety in a stock.
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Valuation risk: Using implied competitive advantage & I-EVA to manage risks
Implied competitive advantage represents the future value (the “known unknown”) component of a stock’s valuation
as implied in management guidance/consensus forecasts.
On the one hand companies with a high implied competitive advantage are expected to have better visibility and
predictability in cash flow generation, which is likely to persist over a longer duration. The longer this number, and
the supposed visibility in the future cash flows, the higher the multiple.
On the other hand, since it is impossible to ascertain what will happen in the future, as exogenous factors such as
wars, pandemics, competitive challenges and even company-specific factors can undermine fundamentals, the longer
the implied CAP, the higher the risks attached to the stock - the duration risk for stocks.
Long competitive advantage periods and weak forecast I-EVA outlook indicate especially high duration risks, and
such risks could be magnified by various unpredictable exogenous factors. While not immune to the external risk,
companies with short competitive advantage periods are more likely to be more impacted by company-specific
factors and, hence, carry a lower risk profile.

Implied competitive advantage of top 100 US cos (October 2021)
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Management execution risk: using capital allocation & I-EVA to manage risks
Management tries to maximize shareholder value creation through an optimal allocation of invested capital, but they
can be value destroyers. In allocating capital, there are four main options for management teams: (1) invest in the
business and grow organically through capex, usually by expanding capacity (2) invest in other businesses and grow
inorganically through acquisitions (M&A) (3) pay down debt (4) reward shareholders.
Management can make serious errors in capital allocation decisions that can destroy value, particularly with the
deployment of capital into M&A, capital expenditures, R&D, and the use of net working capital that are not efficient.
(Repaying debt holders and returning capital to shareholders will not destroy value, but it could put the company in
harm’s way if it is done with little regard to a future cash position.)
Are management capital allocations putting a company’s shareholder value creation prospects at risk? The
outlook for I-EVA gives a basis for comparison of the risks. For instance, heavy expansion of capital base and high
reinvestment rates, and weak I-EVA outlook indicate higher risks.
Companies pursuing highly contractionary strategies, on the other hand, are less likely to suffer from capital
allocation risks.

Capital allocation of top 100 US cos (October 2021)
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Margin of safety risk: using embedded expectations to manage risks
“The single biggest error in the investment business is a failure to distinguish between fundamentals and expectations.
These are two different things”

Michael Mauboussin
Intelligent investing is about identifying the gaps which may exist between expectations and forecast fundamentals.
In doing this, it is common for investors to pose the question - “what’s baked into a stock price”? In other words, to
what extent are the forecast fundamentals accepted by the Mr. Market as an inevitability, and to what extent is that
certainty embedded into the share price? The risk to investors is overpaying for a stock when the price has already
run up to reflect the “good news”.
Traditionally answers are couched in terms of valuations - either absolute and relative to the firm’s financials, or as a
relative metric compared to peers; or even in terms of potential news flow that may or may not emerge. Moreover,
comments like the “stock is trading on low PE, and much of the bad news is in the price” are not helpful, as a lowpriced stock can potentially retreat further.
So how can this seemingly subjective measure be captured as a metric which can be useful in portfolio management?
“Stock prices are the clearest and most reliable signal of the market’s expectations about a company’s future
performance. The key to successful investing is to estimate the level of expected performance embedded in the current
stock price.”
Alfred Rapport and Michael Mauboussin
The most important place seek out embedded expectations is in the share price itself, and we calculate the
momentum in the share price. Has the market rewarded an increase in forecast I-EVA (incremental shareholder value
creation) with a corresponding change in share price? Or are embedded expectations too low as the market is not
trusting of consensus optimism?

continued on next page
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Embedded expectations: top 100 US cos (October 2021)

To capture this, we estimate the embedded expectations, a ratio of recent momentum in share price compared to
the forecast incremental value creation (I-EVA). This ratio highlights stock price bubbles or the stocks trading on
distressed valuations. By bringing I-EVA into focus in this framework, we can sift the “rationally-exuberant” from the
“irrationally-exuberant” stocks (and the “rationally-depressed” to the “irrationally-depressed”).
The high risk stocks are to be found in the “irrationally exuberant” section, where the share price momentum has
vastly outstripped the outlook for value creation. The “rationally depressed” are stocks where the outlook for value
creation looks poor and this is clealry indicated by the depressed momentum in the share price.
Fo as long as the story of value creation and the length of competitive advantage holds strong, low-risk stocks can
be be found in the “rationally exuberant” section. These stocks also carry significant duration risk due to exogenous
factors such as war, pandemic etc. Another low-risk section is the “irrationally depressed” areas where Mr Market is,
perhaps, givin much credence to an improving value creation story.
The “indifferent” may be seen as the “fairly priced” - i.e, the share price momentum corresponds to the momentum in
the outlook for fundamentals (I-EVA).

Disclaimers

Plain english
The deep desire to understand cause and effect is hard-wired into a curious investor’s head. However, investing in equities is extremely complex and results can be
extremely uncertain. There is no formula and there are no secrets to success in equity investing. Much of what passes in the investment media as equity research can
be flawed, biased or both. However, while remaining conscious of the dangers, equity investing for the long term can be a rewarding exercise for a sceptical investor
who uses the mosaic of information available in an intelligent and disciplined manner.
Our reports, we believe, offers unique insights and should be an essential part of an investor’s investment evaluation process. It is based on data freely available to the
public, which we believe are accurate. We apply proprietary analytical techniques to this sea of data to highlight to the investor a list of ideas which they may wish to
consider as a broader part of there investment plans. Our reports provides no recommendations to buy, sell or hold securities - that is the investor’s decision.
Legalese
No recommendation or advice is being given as to whether any investment is suitable for a particular investor. It should not be assumed that any investments in
securities, companies, sectors or markets identified and described were or will be profitable. anon.com is not a fiduciary by virtue of any person’s use of or access to
this report. anon.com is not a licensed securities dealer, broker or US investment adviser or investment bank.
The information in this report is being provided for information purposes only. Investors should consider this report as only a single factor in making their investment
decision. This report does not provide tax, legal, insurance or investment advice, and nothing in this report should be construed as an offer to sell, a solicitation of an
offer to buy, or a recommendation for any security by anon.com or any third party.
Any statements, opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as
recommendations of particular securities, financial instruments or strategies to particular clients. The reader is solely responsible for determining whether any
investment, security or strategy, or any other product or service, is appropriate or suitable for them based on their investment objectives and personal and financial
situation and for evaluating the merits and risks associated with the use of the information on this report before making any decisions based on such information or
other content. The reader should should seek advice from such independent financial, legal, tax or other adviser as they deem necessary.
Past performance is no guarantee of future results. Therefore, you should not assume that the future performance of any specific investment or investment strategy
will be profitable or equal to corresponding past performance levels. Inherent in any investment is the potential for loss. Accordingly, investors may receive back less
than originally invested.
The value of, or income from, any investments referred to in this report may fluctuate and/or be affected by changes in exchange rates. All pricing is indicative as of the
close of market for the securities discussed, unless otherwise stated.
Opinions, forecasts or projections contained in this report represents anon.com’s current opinions or judgment as of the date of the report only and are therefore
subject to change without notice. Periodic updates may not be provided on companies/industries based on company-specific developments or announcements,
market conditions or any other publicly available information. There can be no assurance that future results or events will be consistent with any such opinions,
forecasts or projections, which represent only one possible outcome. Furthermore, such opinions, forecasts or projections are subject to certain risks, uncertainties
and assumptions that have not been verified, and future actual results or events could differ materially.
Anon.com or its officers and employees may engage in transactions for their own account in a manner inconsistent with the views taken in this report, and anon.com
is under no obligation to ensure that such other communication is brought to the attention of any recipient of this report. This report is not an advertisement for or
marketing of any issuer, its products or services, or its securities in any jurisdiction.
The information in this report has been obtained from sources believed to be reliable. While all reasonable care has been taken to ensure that the facts stated in this
report are accurate and that the forecasts, opinions and expectations contained herein are fair and reasonable, anon.com makes no representations or warranties
whatsoever to the completeness or accuracy of the report provided. Accordingly, no reliance should be placed on the accuracy, fairness or completeness of the
information contained in this report. Any data discrepancies in this report could be the result of different calculations and/or adjustments.
This research product is provided “as is” and without representations or warranties of any kind, either express or implied to the fullest extent permitted by applicable
law. anon.com, its officers, directors, employees disclaim all warranties, express, implied or statutory, including, but not limited to, warranties of title and noninfringement, implied warranties of merchantability and fitness for a particular purpose, and all warranties relating to the originality, adequacy, accuracy, timeliness,
merchantability or completeness of any information on our site. Some jurisdictions do not allow the exclusion of implied warranties, so the above exclusions may not
apply to you.
anon.com nor its affiliates and their respective officers, directors, employees are liable for lost profits, lost savings or any indirect, incidental, consequential, special,
exemplary, punitive or other damages under any contract, negligence, strict liability or other theory arising out of or relating in any way to the research products. Such
limitation shall apply regardless of the form of action, even if anon.com, has been advised of or otherwise might have anticipated the possibility of such damages. Your
sole remedy for dissatisfaction with the research product is to stop reading or subscribing to it. The sole and exclusive maximum liability to anon.com for all damages,
losses, and causes of action (whether in contract, tort (including, without limitation, negligence), or otherwise) shall not exceed the total amount paid to us by you, if
any, during the previous six (6) months prior to bringing the claim. Some jurisdictions do not allow the limitation or exclusion of liability for incidental or consequential
damages, so the above limitations may not apply to you.
This product and the content contained herein, as well as all copyrights, including without limitation, the text, documents, articles, products, graphics, photos and
any other content in the report and the trademarks, service marks and logos contained therein are the property of anon.com. You may access and use the content
and download and/or print out copies solely for your personal, non-commercial use. If you download or print a copy of the content for personal use, you must retain
all copyright and other proprietary notices contained therein. You acknowledge that you do not acquire any ownership rights by receiving this report and anon.com
reserves all rights not expressly stated.

