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It’s a blunt question, and one we are often asked: “Is the value style 
in Australia broken?”

The contrast between value’s performance before and since the 
global financial crisis is striking, and has been the focus of our 
research in aiming to answer this question. We found that the  
key elements in the approach to value investing that worked  
well before the crisis are no longer as effective. 

Pre-crisis, value investing had four key characteristics:

 + Target stocks that are cheap on price to book (P/B) and  
price to earnings (P/E) 

 + Construct diversified portfolios of 40-plus stocks

 + Measure risk in terms of tracking error

 + Focus only on bottom-up stockpicking

In our view, the effectiveness of each of these has been  
undermined by new, post-crisis market realities which have 
challenged the style in terms of capturing the value risk premium 
and managing portfolio risk. 

To restore the effectiveness of value investing in Australia, we 
believe the following changes are needed. 

I. TARGET CASH FLOWS TO CAPTURE THE VALUE  
RISK PREMIUM
Behavioural finance provides useful insights into the dynamics of 
value investing and helps to account for the value risk premium, 
which occurs when fear leads a stock to trade at a discount to  
the company’s underlying valuation.

As Nobel prize winner Daniel Kahneman pointed out in his 2011 
book Thinking, Fast and Slow, the value risk premium is embedded 
in an innate human trait that regards the pain of loss as much 
greater than the pleasure of gain.

But from a value investing perspective, what’s the best way to gain 
exposure to the value risk premium? Prior to the financial crisis this 

was typically achieved by investing in stocks that had low P/B or 
low P/E ratios. In our view, both ratios are no longer as effective, 
however, and the focus should shift instead to low price to free 
cash flow (P/FCF).

P/B IS CHALLENGED…
Investing in stocks with cheap P/B ratios has been popular for 
many decades. However, we believe the underlying tenet was 
originally anchored in the idea that buying stocks that were cheap 
relative to their book value was a way to access future cash flows  
at an attractive price.

The father of value investing, Benjamin Graham, published  
The Intelligent Investor in 1949 based on his experiences in the 
aftermath of the Great Depression of the 1930s. He purchased 
stocks trading below the value of their liquidated working capital. In 
effect they were cheap relative to their potential future cash flows.

The P/B approach was made increasingly popular by Eugene Fama 
and Kenneth French in the early 1990s. This approach continued 
to work well after the tech bubble popped in 2000, but has 
struggled since the crisis. We have identified four reasons for this: 

 + Stocks that are cheap on P/B can have highly stressed balance 
sheets and, as we saw during the crisis, this can work against 
equity holders. 

 + Companies that make poor acquisitions often inflate their book 
values with goodwill that doesn’t translate to future cash flows.

 + An issue that is becoming increasingly prevalent is that past 
investments are being disrupted by technological and other 
changes, so book value is becoming less reliable as an indicator 
of future cash flows.

 + Asset-light business models are becoming more widespread 
and successful, but, despite their strong cash flows, they rarely 
look attractive from a P/B perspective.

Post-crisis market developments have similarly undermined value’s 
other classic risk premium ratio.

AUSTRALIAN VALUE INVESTING:
RETHINKING A CHALLENGED STYLE 
Since the 2008 global financial crisis, value has performed poorly in Australian equities. 
We examine why, and conclude that a new approach is needed to capture the value risk 
premium and reduce the volatility that has become a feature of the style’s performance.
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…AND SO IS P/E
Historically, earnings usually converted to cash, but this is 
happening less often today for various reasons. For example:

 + Underlying profits—as distinct from “statutory” profits required 
for regulatory or accounting purposes—often exclude costs, 
such as the fit out of an office building by a real estate investment 
trust (REIT), which should either be fully expensed or at least 
amortised over time.

 + Noncash one-offs (such as restructuring costs or software 
write-downs) are repeatedly excluded from the performance of 
continuing operations. These have been, or will become, cash at 
some point and, if they are repeated regularly, should probably 
be considered part of continuing operations.

 + Companies often use capital expenditure (capex) to shore up 
a weak earnings outlook. This can lead to inefficiencies—for 
example, acquiring assets at peak cycle prices or, because 
capex is depreciated over several years, capitalising as many 
costs as possible.

 + Stocks can be cheap on earnings but underperform if  
fundamentals are weak. 

As a result, it’s not uncommon for companies to deliver strong 
earnings but poor cash flows. For example, one construction  
and development company in Australia has been cheap for a 
decade on earnings, but has had negative free cash flow over  
the same period.

To enlarge on this, assume a company has no earnings growth but 
is trading on a P/E ratio of eight. Investing in the stock would be a 
bet, not on fundamental strength, but on the hope of an increase  
in P/E. Over the last decade such investments have been risky,  
as stocks with low P/Es have had more earnings downgrades  
than the broader market.

In summary, P/B, once a reasonably reliable proxy for future cash 
flows, is riskier now, while investing in stocks with low P/Es but 
poor cash flows is really a bet on short-term earnings or multiples 
rather than an investment based on fundamental strength.

THE ANSWER: INVEST IN ATTRACTIVELY PRICED CASH FLOWS
So why do we believe that a cash-flow focus is the answer? First,  
we believe that cash flows ultimately drive the value of companies 
over time.

Second, the empirical evidence is persuasive. As Display 1 shows, 
the value risk premium from P/FCF is more attractive than P/B and 
P/E, both in terms of delivering higher returns and providing better 
downside protection. 

Third, as a tool in the stock-selection process, P/FCF can help 
sharpen the focus on a stock’s fundamental strengths and limit  
the risk of placing too much hope on a P/E re-rating. 

For example, investors could value a company on cash flow over at 
least five years, while assuming they will sell the stock on a multiple 
in line with, or even below, the multiple on which they bought it. In 

DISPLAY 1: THE EMPIRICAL CASE FOR P/FCF 
RETURNS* OF THE MOST ATTRACTIVE 20% OF STOCKS FOR EACH FACTOR VS. THE S&P/ASX 200

Higher Value Risk Premium
Excess Returns

Better Downside Protection
Downside Ratio

P/FCF P/B P/E

4.3%

Good Upside Capture
Upside Ratio

1.5% 1.2%

102% 102% 107%

77%
92% 100%

Through December 31, 1977–March 31, 2019 
Past performance does not guarantee future results.
*Factor returns vs. index in months the S&P/ASX 200 is either up or down
Source: FactSet, MSCI, S&P, Dow Jones, Thomson Reuters I/B/E/S, Worldscope and AB
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other words, they would take no account of a need for an upwards 
re-rating to make the investment attractive. This not only ensures 
that the investor’s primary exposure is to cash-flow strength, but 
can also reduce exposure to the risk of a de-rating.

Display 2 illustrates this in practice. It shows how an IRR  
methodology can be used to value a company. In this example  
the IRR to the investor assumes that the stock will be bought 
and, importantly, sold on the same multiple. The choice of  
multiple can vary across industries, but in this case it is enterprise 
value (EV) to earnings before interest, tax, depreciation and 
amortization (EBITDA).

We’ve addressed the importance of a cash-flow focus in capturing 
the value risk premium. To implement this approach successfully, 
active managers need to base their cash-flow forecasts on 
differentiated research insights. The best way to do this, in our 
view, is to base portfolios on the highest-conviction research ideas. 

II. CONCENTRATE ON BEST IDEAS TO  
ENHANCE PERFORMANCE
In a nutshell, we think value investing in Australia would be  
better served in today’s markets if investors opted for portfolios 
that are concentrated, rather than, as is traditionally the case, 
diversified across many holdings. 

In our view, the conventional proposition that diversified portfolios 
help to mitigate risk and are positive for investment returns is open 
to challenge. Our research indicates that the alpha in an actively 
managed 40-plus stock portfolio can often be generated entirely 
by the 20 highest-conviction investments.

This shouldn’t be surprising, as common sense suggests that the 
best ideas make for better investments, and that it’s likely that a 
manager’s top 20 stocks in terms of investment conviction are 
going to be more successful than the next 20 ideas. 

Our research also indicates that high-conviction stocks not only 
generate more alpha, but are also less likely to turn into “value 
traps,” or stocks that appear to offer attractive valuations  
but ultimately end up being poor investments. In other words, 
concentrated portfolios can both increase return and reduce risks.

In Australia most of the index market capitalisation is in the largest 
200 stocks. Within this relatively narrow universe we believe 
concentrated portfolios should target no more than 20 stocks. 
More diversified portfolios with significantly more individual  
stock holdings are best left, in our view, to fund managers with 
quantitative research capabilities.

We believe that concentrated portfolios can work well for active 
managers who wish to play to their fundamental stock-picking 
strengths. They can also be important for multi-managers 
designing core-satellite configurations.

Conceptually concentrated portfolios are more volatile than 
diversified portfolios. Over the last decade value portfolios  
have also been more volatile than the broader index. This leads 
to the obvious concern that concentrated value portfolios could 
provide excessive volatility. 

So, how should value investors manage risk?

DISPLAY 2: FOCUSING ON A STOCK’S FUNDAMENTAL STRENGTHS 
EXAMPLE OF INTERNAL RATE OF RETURN (IRR) CALCULATION BASED ON CASH-FLOW FORECASTS (AUD MILLIONS) 

2019 2020 2021 2022 2023 2024

(A) EBITDA 294 297 312 326 343 356

Our forecasts, based 
on our fundamental 

research

(B) FCF 69 73 120 150 151

(C) Net Debt 548 547 546 504 438 377

(D) Dividends and Buybacks 67 73 78 84 90

(E) EV/EBITDA 7.4� 7.4�

Conservative  
exit multiple same  
as entry multiple

(F) EV 2,184  
(C+G)

2,640 
(A*E)

(G) Market Cap 1,637 2,263 
(F-C)

Investment Cash Flow (1,637) 67 73 78 84 2,353 10.9% IRR forecast 

(D-G) (D) (D) (D) (D) (D+G)

Historical information and forecasts are provided for illustrative purposes only and are subject to change. 
Source: AB
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III. FOCUS ON DOWNSIDE RISK, NOT TRACKING ERROR
The traditional measure of risk in a value portfolio has been 
tracking error, or the difference between portfolio and index 
returns (or, more technically, the standard deviation of difference  
between the portfolio and index returns).

In this model a big difference between portfolio and index  
returns is seen as highly risky. The difference is good, however, 
if the portfolio is generating alpha. Importantly, portfolio returns 
should be different from (and better than) the index when the  
index is falling. 

A major issue for value managers in Australia over the last decade 
has been that value has typically performed poorly when markets 
have fallen. In technical terms, negative alpha has frequently  
been correlated with negative beta.

A metric often used to describe this is a downside capture of  
more than 100%. 

Consequently, value has been perceived as volatile. This is  
a problem for all investment styles, but particularly for value, 
because fear of loss is the behavioural dynamic that creates  
the value risk premium.

This means that, when beta and alpha are both negative, the fear 
of loss becomes uppermost in investors’ minds, and they feel 
under the greatest pressure to reduce exposure when value is 
underperforming the most. 

Ironically and unfortunately, investors who capitulate and sell  
at the bottom are providing cheap stocks for investors who will 
ultimately benefit from the recovery in the value risk premium.

The answer for value managers, in our view, is to define risk 
differently—not in terms of tracking error, but as a downside 
capture of 100% or less. 

This should reduce the volatility in the value risk premium and help 
value managers, and their clients, capture the premium along with 
the portfolio’s stock-specific alpha. 

Redefining risk in this way requires, in our view, changes to the way 
that four risks are managed: stock risk, portfolio risk, market risk 
and macro risk. 

AVOIDING VALUE TRAPS
For value investors, stock risk lies mainly in value traps, which are 
often set by the behavioural biases of overoptimism (the “lottery 
effect”) and a tendency among investors to anchor themselves in 
the past (the “anchoring effect”).

The lottery effect is a term derived from research that shows that 
when individuals buy lottery tickets, they dramatically overestimate 
the chance of winning; in other words, they are too optimistic 
about the future. In value investing, this common behavioural trait 
translates into being too optimistic about a company’s capacity to 
turn around its fortunes. 

The anchoring, or endowment, effect refers to the difficulty people 
often have in moving beyond information they are already familiar 
with, to incorporate new information that might change their opinion 
on a subject. 

This can be risky for value investors, who need to be open to 
new information about a stock and able to acknowledge when 
a long-held investment thesis is no longer valid. A related risk is 
“thesis drift,” in which investors invent a new rationale to hang  
on to an underperforming stock, after the original rationale has 
become redundant.

We have developed systematic ways of recognising and managing 
these value-trap risks (Display 3).

DISPLAY 3: THE KEY “VALUE TRAP” BEHAVIOURAL RISKS—WHAT TO LOOK FOR AND HOW TO FIX THEM

Lottery Effect Anchoring Effect

Optimism: Investor believes that a company’s cash flows will at some 
stage improve materially (follow a “hockey stick” trajectory).

Reality check: Be cautious on companies with low or negative cash  
flows that are forecast to rise substantially in the future.

Anchoring: The long investment thesis still holds, and the shorts  
are wrong.

Test: The short thesis is rarely just the opposite of the long thesis: For 
example, the long thesis could be based on demand growth but short 
thesis on challenges commissioning a new production facility.

Optimism: A major investment by a company will lead to future success.

Reality check: Major capital expenditure is often risky and on average 
disappoints.

Anchoring: Confidence about a company’s earnings outlook.

Test: What does the company (and brokers) say? When forecasting  
a tougher future many corporates don’t let all the bad news out  
in one go. Negative earnings downgrades are positively correlated.

Optimism: Investor regards excess leverage in a company as offering  
a potentially bigger pay-off, if the company gets the strategy right.

Reality check: If debt is continuing to rise, the chances of success  
are reduced.

Anchoring: The stock sell-off is a technical issue and the fundamentals 
are still strong.

Test: The market is selling the stock, and the incremental buyer  
is saying it is too early. Negative momentum is a technical and a 
fundamental signal. Momentum is serially correlated, and buying  
too early is a frequent risk for value investors.
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These tools can flag when investments are negatively exposed to 
behavioural biases. This does not rule a stock out of the portfolio, 
but investors should be aware that it can be harder on average to 
generate alpha from stocks with these characteristics. Therefore, 
before investing in a stock with these traits, the investor needs to 
understand why the risk is present, what is the fundamental reason 
to believe the investment can still make money, and why is now the 
right time to invest.

Having selected the right stocks, investors need to construct 
portfolios that manage risk efficiently.

ALIGN ABSOLUTE RISK WITH ABSOLUTE RETURN
This is particularly important for value managers, as the cheapest 
stocks are often volatile, and value stocks can sometimes be highly 
correlated to each other. The aim should be to construct a portfolio 
that effectively provides exposure to stock-specific research 
insights and the value risk premium. 

We believe that the most efficient way of doing this is to optimise  
the portfolio in terms of generating alpha, reducing volatility and 
limiting downside risk to less than 100%. This is best achieved 
by constructing a portfolio independent of the benchmark and 
positioning each stock on an efficient frontier based on its 
contributions to the portfolio’s return and volatility (Display 4).

Quite simply, if a stock contributes more to portfolio risk than it 
does to return, then it should be sold; conversely, a stock that 
contributes significantly to the portfolio’s return for limited risk 
should be bought. 

This concept can be deployed by using the IRR to forecast stock 
returns, and risk models such as Barra to forecast a stock’s 
contribution to the portfolio’s volatility. The framework prevents  
the portfolio from becoming too concentrated in volatile value 
stocks; instead, the efficient frontier guides portfolio construction 
towards a balance of stocks that have attractive IRRs and a range 
of risk profiles. 

TARGET A BETA OF LESS THAN 1
Market risk can be measured in terms of beta, where a high-beta 
portfolio will on average rise more than the index when the index 
rises and fall more than the index when the index falls. Historically, 
the link between value and beta has been broadly neutral—that is, 
value portfolios have had a beta of 1.

Since the financial crisis, however, the beta of value stocks in 
Australia has typically been above 1, and this has been a key 
reason why the downside capture of the value style has generally 
been poor. While it’s unclear whether the situation will persist, it 
presents a risk for value managers.

We believe that this beta risk should be measured and managed, 
and that value portfolios that seek to deliver a downside capture 

of less than 100% should be constructed to have a beta of 1 or 
slightly lower. This relatively simple adjustment can help smooth  
the volatility of the value risk premium.

IV. EVALUATE, MEASURE AND STRESS-TEST MACRO RISKS 
Traditional thinking is that bottom-up stock pickers should focus on 
stocks and not allow themselves to be distracted by macro issues. 
We believe this is wrong, as macro factors can drive market and 
portfolio returns.

This point is particularly important for value managers, as value 
over the last decade has typically performed better in risk-on or 
rising markets. This in turn has created some embedded and, we 
would argue, undesirable macro exposures for the value style. 

Negative movements in key risk metrics, such as a rise in  
the Volatility Index (VIX), a fall in bond yields or a fall in the 
Australian dollar, have typically been bad for market returns  
and for the performance of the value style. Rather than leave  
a portfolio exposed to these factors, we believe that they, and  
other macro factors, should be evaluated and used to inform 
portfolio construction.

DISPLAY 4: GIVING STOCKS THE FREEDOM TO PERFORM THEIR BEST 
PORTFOLIO ALIGNED TO “EFFICIENT FRONTIER” OF RISK AND RETURN
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Past performance does not guarantee future results.
This example is provided for the sole purpose of illustrating how  
research can be used to help identify investable ideas in the portfolio- 
management process, and is not to be considered a recommendation  
by AllianceBernstein L.P.
Source: AB
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In addition to traded metrics, there are macro scenarios that  
can lead to value becoming overexposed to a single theme. 

For example, when the Australian housing market softened  
in 2018, various exposures to that market underperformed.  
These stocks then screened as value on P/E, creating a situation 
where a portfolio of cheap P/E stocks could include housing 
exposures from REITs, building materials, consumer discretionary 
and banking. 

Consequently, this portfolio would have a substantial exposure  
to the downside risk of a weakening housing market.

More broadly, we believe that portfolios should be stress-tested 
against various scenarios. To help create relevant scenarios, we 
have identified five historical catalysts for major Australian stock 
market corrections since 1940 (Display 5).

While the timing of such corrections can be difficult to determine, 
we believe this framework can be helpful in identifying and 
mitigating current macro risks. 

We believe that correlated or macro exposures should be managed 
so they are not the primary driver of a portfolio’s performance. If 
either the factor analysis or scenario analysis identifies material 
macro risks that are not appropriately rewarded in terms of IRR, 
adjustments to the portfolio construction should be considered. 

The preferred trades are to switch between stocks that have similar 
risk-adjusted return expectations but that can help diversify, or 
offset, macro risks. 

RESTORING EFFECTIVENESS THROUGH INNOVATION
In conclusion, our long tradition of value investing, our allegiance  
to the style, and our experience of the headwinds that the style has 
faced in Australia since the financial crisis have led us to believe 
that Australian value investors should rethink their approach in  
four ways:

 + Capture the value risk premium by targeting attractively priced 
cash flows

 + Concentrate on best ideas to enhance performance

 + Focus on downside risk, not tracking error

 + Manage macro risks so that the value risk premium and stock 
selection drive performance

While these measures might be considered innovative in the 
context of traditional value investing, they are, in our view, 
measured and practical adjustments that also have the merit  
of being soundly research-based. 

Used appropriately, we believe they can help restore the  
effectiveness of the value style in Australia.

DISPLAY 5: AN HISTORICAL GUIDE TO IDENTIFYING STRESS SCENARIOS 
PEAK-TO-TROUGH FALL IN AUSTRALIA ALL ORDINARIES PRICE INDEX, 1940–2018

(29%)

Average

(39%)
(32%)

(26%) (25%)
(21%)

Inflation

First Oil Crisis
(1974)
Second Oil Crisis
(1982)
Resurgent Inflation
(1995)

Historical 
Examples

Commercial Property
Bust (1991)
Tech Bubble
(2003)
Housing Bust (GFC)* 
(2009)

World War II
(1942)
Korean War
(1952)
Vietnam War
(1965)

Holt Jolt†

(1960)
Black Monday
(1987)
VIX Spike
(2015)

End of Bretton 
Woods (1971)
Asian Debt Crisis
(1997)
European Debt 
Crisis (2011)

Asset Bubble Conflict Technical Stock Debt Crisis

*GFC: global financial crisis
†Credit squeeze when Harold Holt was Federal Treasurer
Source: Bloomberg and AB
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