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Shades of Value 

Introduction

You and your cousin are comparing footwear. You both claim your shoes were great values, but you have different definitions of great value. Maybe you call your shoes a deal because you got them on sale at 50% off. Your cousin, meanwhile, says his shoes are a value buy because he got them for less than he would have paid for a comparable brand. 

Fund managers who buy value stocks express similar differences of opinion. All value managers buy stocks that they believe are worth significantly more than the current price, but they'll argue about just what makes a good value. How a manager defines value will determine what his or her portfolio includes and, ultimately, how the fund performs. 

Why Shadings Matter 

A pair of sibling funds offers a great example of why investors need to understand how their fund managers define value. Vanguard Windsor VWNDX and Vanguard Windsor II VWNFX are both large-cap value funds, but their performance in recent years could hardly have been more different. In 1998, Windsor returned just 0.8%, while Windsor II gained 16.4%. Fortunes reversed in 1999 when Windsor gained 11.6% and Windsor II lost nearly 6%. 

What made the difference? Slightly different definitions of value. Windsor's managers focus on beaten-down industries they believe are due for a rebound; they buy stocks with price ratios that are the cheapest of the cheap. Because real-estate investment trusts have been downtrodden, they have figured prominently in the fund's portfolio in recent years, which was a drag on returns in 1998. Windsor II, meanwhile, also emphasizes cheap stocks, but its managers pay more attention to the companies' profitability. As a result, the fund holds fewer of the deeply out-of-favor investments than Windsor does. That strategy helped in 1998 but hurt in 1999. 

Value strategies divide (roughly) into the relative-value and absolute-value camps. There are variations within each camp--in fact, Vanguard Windsor and Vanguard Windsor II both practice relative-value strategies. 

Relative Value 

Fund managers practicing relative-value strategies compare a stock's price ratios (such as price/earnings, price/book, or price/sales) to some benchmark. In other words, value is relative. These benchmarks can include one or more of the following: 

The Stock's Historical Price Ratios. Companies selling for lower ratios than usual can be attractive buys for value managers. Often, these companies' prices are lower due to some type of "bad news," to which the market often overreacts. For example, when franchiser Cendant CD was charged with accounting fraud in 1998, managers of some value funds, such as Flag Investors Value Builder FLVBX, saw the stock's plunge as a buying opportunity. 

The Company's Industry or Subsector. A manager may believe that a company is undeservedly cheap compared with its competitors. For example, a foundering IBM IBM sold at lower price ratios than many other computer makers in the 1990s, and value managers, such as the team at Dodge & Cox Stock DODGX, bought the stock. 

The Market. In this case, a solid company may be dragged down because it's in an out-of-favor industry. This scenario is common with cyclical sectors, such as energy. Schlumberger SLB, for instance, is one of the dominant oil-services companies, but when its industry is rejected by the market, it will be dragged down, too. Value managers will jump on this opportunity; when investors were down on U.S. automakers in the early and mid-1990s, for example, Vanguard Windsor II loaded up on shares of Chrysler (now DaimlerChrysler DCX). 

Absolute Value 

Managers such as Legg Mason Value's LMVTX Bill Miller and the team at Longleaf Partners LLPFX follow absolute-value strategies. They don't compare a stock's price ratios to something else. Rather, they try to figure out what a company is worth in absolute terms, and they want to pay less than that figure for the stock. 

Absolute-value managers determine a company's worth using a variety of factors, including the company's assets, balance sheet, and growth prospects. They also study what private buyers have paid for similar companies. 

While Longleaf Partners and Legg Mason Value have owned some of the same companies, such as Waste Management WMI in 1999, each takes a slightly different approach to absolute-value investing--which leads to different results. 

When examining a company's growth prospects, Legg Mason's Miller is more forward-looking than many of his peers. Thus, you'll find more high-growth stocks, such as online bookseller Amazon.com AMZN and computer makers Dell DELL and Gateway GTW, in Miller's portfolio than you would in the portfolios of other absolute-value managers--including the portfolio of Longleaf Partners, which doesn't include a single technology stock. That difference mattered quite a bit in tech-driven 1999: Longleaf Partners gained just 2.2% for the year, while Legg Mason Value shot up 26.7%. 

When Value Managers Sell 

There are two chief reasons value managers will sell a stock: It stops being a value, or they realize that they just made a bad stock pick. 

Stocks stop being good values when they become what managers call fairly valued. That means that the stock is no longer cheap by whatever value measure the manager uses. For relative-value mangers, that could mean the stock has gained so much that its price/book ratio is now in line with that of its industry. For an absolute-value manager, that could mean the stock's price currently reflects the absolute worth the manager has placed on the company. 

A manager may also sell a stock because it looks less promising than it did initially. In particular, new developments may lead the manager to a less favorable evaluation of the company. That said, if the stock's price drops but the manager believes the company itself is still attractive, that may be a chance to buy even more of it.

Quiz 

There is only one correct answer to each question.


1. All value managers:


a. Buy stocks that they believe are worth significantly more than the current price.


b. Buy stocks whose price/earnings ratios are below the market's price/earnings ratio.


c. Buy stocks whose price/book ratios are below their historical levels.


2. Relative-value managers:


a. Buy stocks that are cheaper than the company's entire worth is.


b. Buy stocks trading below their historical price ratios, their industry peers, or the market.


 
c. Seek high growth.


3. Absolute-value managers:


a. Buy stocks that are cheaper than what they deem to be the company's entire worth.


b. Buy stocks trading below their historical price ratios, their industry peers, or the market.


c. Seek high growth.


4. Which statement is true?


a. All absolute-value managers calculate a company's worth the same way.


b. All relative-value managers compare a stock's price/book ratio to the price/book ratio of similar stocks.


c. Value managers fall into the relative or absolute styles, but their styles can still differ significantly within those camps.


5. If a stock is fairly valued, what does that mean?


a. The stock is no longer cheap by whatever benchmark the manager uses.


b. The stock has gained so much that its price/book ratio is now in line with that of its industry.


c. The stock's price currently reflects the absolute worth the manager has estimated for the company.


