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One argument we hear quite often on why value investing would be no longer relevant is the growing importance
of intangible assets in today’s businesses. When Benjamin Graham, the father of value investing, initially applied
his investment principles he looked at the liquidation value of a business. He evaluated, based on the accounting
figures, how much cash would be left for him as a shareholder if the tangible assets of a business would be sold
and all the debt paid down. If that liquidation value was significantly higher than the current stock price, he
invested. The tangible assets include real estate, factories, machinery, cash at the bank, inventories and customer
loans. Almost a century later, businesses have changed and the real value of a business lies more and more in the
intangible assets of the business. Intangible assets includes the skills of employees, technological knowhow, R&D,
and brands owned by the business. By nature, these skills are difficult to measure accounting-wise and can only be
partly reflected on its balance sheet. Critics argue that value investors are notoriously failing to recognize
intangible assets in their valuation models and hereby ignore one of the biggest value drivers of a business.

Intangible assets have indeed become much more important for businesses than they ever used to be. In a recent
paper “Explaining the Demise of Value Investing” by Baruch Lev from Stern School of Business and Anup
Srivastava from Haskayne School of Business shows the importance of the shift of investments by US corporates
from tangible to intangible investments :

Source: “Explaining the Demise of Value Investing”, Baruch Lev, Anup Srivastava, papers.ssrn.com, August 25, 2019

We agree with the analysis, however we disagree with the conclusion that value investors are unable to identify
the value of intangibles as drivers of value.

The following note gives the opinion of the Investment team at the time of the publication. Please refer to important notice at the end of the document.
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There are 2 reasons of why we disagree :

1. We are not balance sheet investors
Value investing is much more than investing in a low price-to-book ratio. Most value investors, including us, are
not balance sheet investors but focus on the earning power of the business measured by the cash flows this
business is able to generate over time. The way accounting regulation dictates Intangible Assets to be booked on
the balance sheet is indeed not very relevant for the value investors we are.

2. We are not simply looking at the accounting earnings
We see the investments in intangibles as an investment in the future of the company that needs to deliver cash
flows over time. Depending on accounting standards and corporate accounting practices, these investments may
be capitalized and depreciated over time. They may also be expensed immediately creating a burden on short
term earnings. So a company investing heavily into its R&D and expensing this cost may well see depressed
earnings in the short run as its invests into its future. Its valuation is hereby looking temporarily high for example
in terms of price-earnings-ratio. At one stage however this period of heavy investments needs to yield returns
and show up in the cash flows of the business. That is the reason why, at ECP, we consider ourselves as
entrepreneurial investors, not blindly selecting stocks by looking at available valuation ratios. It takes more work
and due diligence on the companies to assess their earning power correctly.

While the raise and accounting treatment of intangible assets certainly pose challenges to value investors, we
certainly believe that fundamentally driven value investors like us are recognizing their importance and have
integrated the analysis of intangibles in their investment processes. It is too easy to conclude that Value Investing
is demised due to the raise of intangibles.

I wish you a nice weekend,

Léon Kirch, CFA
Partner & Chief Investment Officer
September 27th, 2019

European Capital Partners (Luxembourg) SA ("ECP") is responsible for the publication of this promotional document. ECP is an asset management company
based in Luxembourg, registered at JF Kennedy avenue 35a, L-1855 Luxembourg (RCS Luxembourg, B 134.746) authorized as an Alternative Investment Fund Manager
("AIFM") of the Luxembourg law of 12 July 2013 and supervised by the Commission de Surveillance du Secteur Financier (CSSF). This document is published for information purposes only and gives the opinion of the Investment team at the time of the publication. It does not constitute an offer to buy or sell financial instruments or
investment advice and does not confirm any transaction unless expressly agreed otherwise. Although ECP carefully selects the data and sources used, errors or omissions cannot be excluded a priori. ECP cannot be held liable for any direct or indirect damage resulting from the use of this document. The intellectual property rights
of ECP must be respected at all times; The contents of this document may not be reproduced without prior written consent. Any investment involves risks, such as the
risk of loss of initial capital. Please read the Prospectus of Selected Funds, their Key Investor Information Documents (KIIDs) and financial reports before making an
investment decision to understand their specific risks, costs and conditions. Those documents are available on www.ecp.lu. Past performance does not guarantee
future performance. Please refer to an independent tax advisor for country tax information that can change at any time and analyze the tax impacts of any investment
on your personal situation.

