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Learning outcomes

Describe the four step process by which
you can identify worthwhile value stocks

List the 7 red questions used to
avoid value traps

Describe why value investing
works over the long term
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The Value Team Edges
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Informational = the Importance of screening
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Recycle -too expensive Opportunity  Set

Always start with the cheapest stocks to avoid style drift

Source: Schroders. For illustrative purposes only and should not be viewed as a recommendation to buy or sell
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Analytical > One True Model

Minimum ten year model

A J K L M ™ (o] P Q R s T u
1 |NHK SPRING CO. LTD, FX: IPY) Units: MN, YE: March | 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019
z 21
3
4
5 |Autemetive suspension springs: revenues 115,918 101,195 81,624 92,695 92,038 104,878 122,288 123,688 126,406 121,282 126,051 130,658
6 (13%) (19%) 14% (1%) 14% 17% 1% 2% (4%) a% 4%
7 |Automotive suspension springs: EBIT 4,757 342 517 7,168 5314 10,246 15,285 8,733 12,063 11,533 3,627 6133
] 2.1% 0.3% 0.6% 7.7% 7.4% 9.8% 12.5% 7.1% 9.5% 9.5% 7.5% a.7%
)
10 | Automotive seating: revenues 171,603 169,870 163,331 181,320 175,801 208,838 245,589 266,343 296,126 285,966 205,745 303,384
11 (1%) (4%) 11% (3%) 19% 18% 8% 11% (3%) 3% 3%
12 | Automotive seating: EBIT 8,033 3,537 5,539 9,842 8,134 13,543 12,615 11,070 9,824 13,985 9,458 4,435
13 47% 2.1% 2.0% 5.4% 4.6% 5.5% 5.1% 2.2% 33% 29% 3.2% 15%
14
15 |Precision springs & compenents: revenues 154,723 132,405 125,922 114,413 100,868 124,990 130,235 138,704 144,603 140,728 149,722 154,820
16 (14%) (4%) (10%) (12%) 24% a% 7% a% (3%) 6% 3%
17 |Precision springs & compenents: EBIT 14,450 4,333 9,252 11,818 3,508 2,919 5,597 8,707 10,075 9,606 10,856 9,791
18 3.3% 33% 7.3% 10.3% 35% 2.3% 23% 6.3% 7.0% 5.8% 7.3% 6.3%
19
20 |industrial machinery & others: revenues 21,634 37,438 32,266 76,143 80,992 80,538 82,573 84,141 85,709 91,207 101,459 105,544
21 (10%) (14%) 136% 6% (1%) 3% 2% 2% 6% 11% 4%
22 |industry & others: EBIT 3,114 2,244 2,475 3,927 2,085 3,312 3,983 4,147 3,080 5,490 5,600 5,229
23 7.5% 5.0% 7.7% 5.2% 5.0% 2.1% a.8% a.9% 3.6% 5.0% 5.5% 5.9%
24
25 |(sales eliminations) o o o (8,378) (8,947) (11,260) (10,980) (11,442) (12,327) (12,233) (13,246) (13,681)
26 |as % of group gross sales 0% 0% 0% (1.8%) (2.0%) (2.2%) (1.9%) (1.9%) (1.9%) (1.9%) (2.0%) (2.0%)
27 |Group sales 484,878 440,908 404,143 456,199 430,752 507,984 569,711 601,434 640,517 626,950 659,731 681,005
28 (9%) (&%) 13% (3%) 15% 12% 5% 5% (2%) 5% 3%
28 |Total segment EBITA 30,354 10,458 18,783 32,755 22,492 30,020 37,480 32,723 35,042 40,614 35,541 26,648
30 |Plug to group EBITA (disclosed on face of P&L) 2 1 B 883 834 706 o (20 530 524 633 623
31 5.3% 2.4% 2.6% 7.2% 5.1% 5.9% 5.5% 5.4% 5.5% 5.5% 5.4% 3.9%
32
33 |Revenues 484,878 440,908 404,143 456,198 440,752 507,985 569,711 601,434 640,517 626,950 659,731 681,006
34 |{COGS ex rent ex depn) (396,082)  (369,618) (329,223) (366,558)  (363,272) (413,923) (471,561) (504,987) (538,087) (518,693) (554,644) (583,052
35 |Gross Profit 88,786 71,289 74,914 89,640 77,480 88,062 98,150 96,447 102,430 107,257 105,087 97,954
36 |(5G&A) (35,434) (34,230) (32,053) (34,238) (33,616) (36,648) (39,628) (42,295) (43,806) (43,505) (45,405) (46,302)
37 |(Other costs)
38 |EBTDARR&D/X/other 53,292 37,059 42,861 55,342 43,864 51,414 58,522 54,152 58,624 63,752 59,682 51,652
32 |{r&D, exploration or other large cost to separate) 1 r
40 |[EBTDAR 53,292 37,059 42,861 55,342 43,864 51,414 58,522 54,152 58,624 63,752 59,682 51,652
41 |{rent) hi o o o as0 " 833 705 " o o sgo " 623 | 633 | 626
42 |esmDA 53,292 37,059 42,861 56,222 43,697 52,119 58,522 54,152 59,214 64,375 60,315 52,278
43 |(Depreciation - inc software etc) " (22,936)" (2650007 (2a075)" (22584)" (21,371) (21,393)" (21,0a2)" (21,449) (23,582)" (23,137)" (24141)" (25,001}
44 [EBITA 30,356 10,459 18,786 33,638 23,326 30,726 37,480 32,703 35,632 41,238 36,174 27,277
45 |(Acquired intangible amort)
46 |EBIT - pre exceptionals 30,356 10,459 18,786 33,638 23,326 30,726 37,480 32,703 35,632 41,238 36,174 27,277
47 |Gains / Losses / Impairments 1,405 (1,371) (1,823 (803) (595) (1,655) (881) (229) 1z (2,134) (z,855) (10,277)
48 |Restructuring costs / M&A intezration o o (220) o o o o (1,437) o (1.684) o )
49 |Other exceptionals ] o o o (807) o o o o o o o )
50 |EBIT - post exceptionals 31,761 9,088 16,343 32,028 22,731 29,071 36,599 31,037 35,651 37,420 32,319 17,000

Source: Schroders.

Schroders



Analytical 2 7 Red Questions

Discovering company DNA

. Risk Missing Misleading Structural Profits
liabilities? profits? changes? into cash?
@ Reward
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The answer to each guestion contributes an element of risk and/or reward

Source: Schroders.
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Missing

- - liabilities?
Analytical Z 7 Red Questions e
p—
Discovering company DNA <
Q1) Is the screen missing any liabilities (or assets )?
¥225
¥175
23
¥150
¥125
¥100 T T T T T T
Market cap Minority (Net Cash) Bloomberg Pension and Minority Top-up  Capital gains (Financial (Associates)  Our Enterprise
Interest on Enterprise Value  Provisions tax Assets) Value
Balance Sheet
W Liability m Asset H Total

Source: Schroders, September 2019, Bn of JPY. For illustrative purposes only and should not be viewed as a recommendation to buy or sell
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Misleading
profits?

Analytical Z 7 Red Questions S

Discovering company DNA <

Q2) Are the screen profits misleading ?

—©O Z Satisfied historic profits are representative

Source: Schroders .
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Structural
changes?

Analytical Z 7 Red Questions S

Discovering company DNA <

Q3) Is the business likely to suffer from structural change ?

e®, Z Most of the business has limited structural threats

oo Z €.10% of profits come from a division that includes
structurally challenged HDDs

Source: Schroders. For illustrative purposes only and should not be viewed as a recommendation to buy or sell
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Profits into
cash?

Analytical Z 7 Red Questions o

Discovering company DNA

Q4) Do the profits turn into cash ?

—©O Z 10 year median free cash flow/net income conversion of 95%

Source: Schroders. For illustrative purposes only and should not be viewed as a recommendation to buy or sell
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Analytical Z 7 Red Questions

Discovering company DNA

Q5) How would the business stand up to a financial stress -test ?
._‘I | Z Very strong balance sheet
...
>’ e Z They have net cash of Y28bn which compares to their
o——0 lowest EBITDA since 2008 of Y37bn
°9°® Z In addition they have Y48bn in financial assets
U
- —e :
o—o Z 1.9x gross debt/lowest EBITDA since 2008

Source: Schroders. For illustrative purposes only and should not be viewed as a recommendation to buy or sell
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Financial
stress -test?
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Business
BquaAl

Analytical 2 7 Red Questions o

Discovering company DNA

Q6) Is it a high quality or low quality business ?

.. . .
Z 10 year return on lease adjusted capital of 13.5%

&—9o .
Z They haven't made a loss in any year for the last 12

o
°e Z Two (modestly) negative free cash flow years

Source: Schroders. For illustrative purposes only and should not be viewed as a recommendation to buy or sell
Schroders

11



Analytical Z 7 Red Questions o

Discovering company DNA <

Q7) Are there any ESG considerations  ?

Z Stakes in related businesses including suppliers and customers
® g Z Poor allocation of capital or required for Japanese corporate relationships?

o Z Daido Steel is their largest shareholder
o—© Z Fines for monopolistic behaviour in the hard disk drive business
- —e Z Board is old, entirely Japanese and lacks independent experience

Z Share count hasn't increased for 12 years

Source: Schroders. For illustrative purposes only and should not be viewed as a recommendation to buy or sell
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Behavioural 2 all about judgement

o

Overall levels of risk and reward are evaluated and balanced

Source: Schroders. For illustrative purposes only and should not be viewed as a recommendation to buy or sell
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Behavioural 2 all about judgement

Reward
10 year median Last year Normalised
Sales 586 681 625
EBITA margin 5.7% 4.0% 5.3%
EBITA 33 27 33
P&L tax rate 28%
NOPAT 24
EV/NOPAT multiple 14.0
EV 336
Net debt/cash 29
Other EV adjusts 18
Market cap 382

Upside 101%

Source: Schroders, September 2019, Bn of JPY.For illustrative purposes only and should not be viewed as a recommendation to buy or sell.
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Behavioural 2 all about judgement
Risk

Z Balance sheet risk very low
Z Most of the business has limited structural threats

Z €.10% of profits come from a division that includes
structurally challenged HDDs

Z Numerous ESG risks

Risk score 4/10 (where 10/10 is the highest risk)

Source: Schroders. For illustrative purposes only and should not be viewed as a recommendation to buy or sell
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Behavioural 2 all about judgement

101Y

Rew:  101%

Reward

Overall levels of risk and reward are evaluated and balanced

Source: Schroders. For illustrative purposes only and should not be viewed as a recommendation to buy or sell
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Stock debate

Liam Nunn Andrew Lyddon

Reward Risk
5% % 3/10

Risk

101% ™ 4/10

Simon Adler

Nick Kirrage

Reward Risk Reward ) Risk
90% * 3/10 This is an illustrative example 1159% “** 4/10
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Organisational Z the value team archive

Company

Archive of all companies

Efficiency, learning, sharing

Source: Schroders.
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