
              SHARING OF FINANCIAL WISDOM 

 

Others may quote and refer to the contents on this website provided that they have the author's consent and proper 
reference is made to investingbythebooks.com. 	  

 

This Too Will Pass – Pontus Dackmo 

I like to read investment books. If you can think 
of one, I've probably read it, or tried to. The 
remarkable thing about these books? They all 
pretty much boil down to the same two things: 

1. value beats growth and 

2. we are victims of cognitive biases. 

Together with institutional frameworks ill-suited 
to counter these issues, active fund management 
is bound to underperform index funds in any 
given year. Hence, we're all useless. Great 
investors or fund managers are thus either just 
unusually lucky (one or a few sizeable bets that 
paid off big?), or sat in structures which 
encourage time arbitrage and a deep value 
approach. 

How can it be that value strategies continue to 
outperform other strategies over time? It's not 
like they’re unknown. Benjamin Graham's 
massive 1927 book Securitiy Analysis (tried to read 
it twice, it can't be done - remains on bucket 
list), and the gloria on top of his most famous 
disciple (Warren Buffett's) head, surely have 
acted as great advertising for patience and focus 
on valuation. Yet the strategy continues to work 
- every piece of research there is supports this 
conclusion. Why? 

One chart that always makes me raise my 
eyebrows is longer-term 12-month forward 
forecasts. It can be any subject really, but as long 
as a group of analysts (independently of each 
other) try to forecast something, they end up 
systematically above the actual outcome. They’re 
over-optimistic. For example, in the last 25 
years, actual aggregated earnings on the S&P 500 
have only beaten estimates twice - both at times 
when the underlying economic growth was 
stronger and at a turning point. Naively, one 
would've thought that increased sophistication, 
more heavy data power and tons of historical 
data, would have improved forecasts. But no. 

We continue to think that the best model for the 
future is the immediate past. That little lower 
right-hand corner in the excel cell is forecasting 
accuracy's worst enemy. 

A company with falling earnings, a few 
operational and/or other issues, is therefore 
expected to continue to see falling earnings and 
issues, and should therefore make a poor 
investment. On aggregate though, that's not at 
all true! It's a bit like the situation Daniel 
Kahneman calls his "Eureka moment": when an 
Israeli flight instructor in a discussion on 
positive vs negative reinforcement, argues that 
“whenever he praises someone for a particularly 
good performance, they tend to do worse 
immediately afterwards, and when chiding 
someone for a bad performance, they tend to 
improve”. Behold the complete failure to 
understand reversion to the mean. Like 
Kahneman calls it: "we have had a lifelong 
exposure to a perverse contingency". Mean 
reversion in stock prices (and operational 
performance of companies) actually shows the 
same pattern. 

In this context it's worth noting what quote 
Graham chose to put on the facing page of 
Security Analysis: "Many shall be restored that 
now are fallen and many shall fall that are now in 
honor." It's for a reason. 

I think today's market is quite something else. 
Graham wouldn't recognise much, but he would 
still outperform due to our cognitive biases 
being ever present. Today, we are all sifting 
through masses of information. But the reaction 
to focus on smaller snippets of data is probably 
the wrong way to go. A tweet is 160 characters, 
many of you have set your voicemails to 30 
seconds (try it yourself - it's short!), a Bloomberg 
message needs a funky headline or it gets lost, 
company 1-1's are more often than not cut down 
to 45 minutes, most "cover" an investable 
universe of anywhere between 1,000-3,500 issues 
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only in Europe depending on capitalisation 
limits (not to mention those unlucky few that 
"invest across the capital structure"). I don’t 
know how it’s done. 

That being said, today, we have a common 
enemy to fight that is credibly threatening to 
mean revert the crap out of our entire industry. 
ETFs. Quite frankly, I can't blame investors for 
deserting us in favour of low-cost passive index 
trackers. The cold hard data is out there in the 
open: it's practically impossible to consistently 
beat an index when employing consensual 
approaches in a structure that charges 200bps+ 
per annum. 

The question is when this pendulum swings too 
far? Tracking an index is a remarkably silly 
investment technique. Who's going to be the 
first to start a "Front-Run-The-Index-Tracker-
Funds Fund"? Mechanical re-weighting is cheap, 
but it's also blunt. How may closing auctions 
with remarkable volumes have cleared several 
percent away from the prevalent market price in 
the last year? I've witnessed a ton of them on re-
weighting days. Maybe the most grotesque 
consequence of the enormous assets these funds 
have these days is their showing up in IPO's. Of 
course they should in a sense be there, but it 
perverts the price discovery of a new issue when 
there all of a sudden is a passive taker of size "at 
strike". 

The emergence of smart beta ETFs, deep value 
ETFs and sub-sector ETFs is also having 
interesting consequences. A favourite example 
of mine is how the bull market in biotech and 
pharma in the US have caused the AUM in 
ETFs focusing on these stocks to rise 
dramatically. A wall of money now chases 
everything of size that can be described as 
pharma and/or biotech. And just as a rising tide 
lifts all boats, those caught in a market cap 
sweet-spot (just above the cut-off), and being 
member of the right global and European 
indices, have seen their shareholder roster swell 
with passive global ETFs. In a self-feeding circle 
the funds increase their holding as the market 

cap goes up... A particular pharma company in 
Finland is my case-in-point. Almost insanely 
overvalued, it has outperformed massively in the 
last years, despite operational disappointments 
and a very honest management team that do 
their outmost to tell the market that "we really 
don't understand what our stock is doing at 
these levels". I can tell you: passive money. Next 
year they will be forced to cut their dividend for 
the first time, they simply don't have the 
earnings to support it (and no retained earnings 
either), which will likely flush out some dividend 
ETFs hiding in there (not unlike the major 
negative move in a Norwegian offshore 
company, since they cut their dividend the stock 
lost almost 40% of its capitalisation in less than 
two weeks, anecdotally some 25-30% of the 
shareholder base was/is dividend funds). 
Remarkable, but ETF investors appear happy. 

So, here we are then, charged with an impossible 
mission, with limited time, unlimited 
information and a whole host of cognitive 
disadvantages compared to the machines behind 
an ETF. Curtains? 

No. 

The cost race has been on-going for quite some 
time. Most funds of size already now offer fee 
structures that, if not equal to most ETF's at 
least very close. As fund management is a 
scalable business, consolidation will and should 
continue to help the economics of our business. 
I know from our own bank that the reaction to 
heavy criticism for closet-indexing and 
underperformance is to increase active share and 
be very vocal about extending time horizons and 
that unit holders should expect volatile returns. 
That's a fair response, I think. 

The fact that basically all academic research in 
the last 100 years support value strategies over 
time should not be underestimated. This pocket 
of proper long-term alpha is yet to be competed 
away, and there are reasons to think it never will 
be. Like I wrote initially, almost every 
investment book out there comes to the same 
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conclusion: value strategies outperform because 
we are human. And humans make mistakes. In 
investing though, those mistakes can be 
quantified and avoided but it takes more, 
probably much more, than just being aware of 
these potential pitfalls. The structures around us 
are set up to encourage short-termism and to 
chase glamour stocks. Ultimately it boils down 
to the patience and sophistication of our end-
investors. Morningstar ratings are based on 
historical performance; fund sales brochures are 
filled with charts showing relative 
outperformance (just pick the right comparison 
period and index and you can get pretty much 
anything to look good historically). Yearly 
remuneration structures and a culture of hiring 
and firing at the slightest whim of 
underperformance also contributes I would 
imagine. 

This has interesting consequences that all 
amplify the reasons why value stocks 
outperform over time. It's classic really. The 
shares of wonderful companies are bid up to 
levels that future returns are impaired. 
Sometimes they're bid up so high that even if the 
assumed growth and profitability IS achieved, 
the returns are still below average. And, again, 
the opposite holds true for out-of-favour stocks. 
The axiomatic truth to investing: you're not paid 
for picking winners, you're paid for uncovering 
mispricing. That's where you find your alpha. 
And the price to look for mis-pricings, my 
friends, is in the unloved, the distressed, the 
losers, the lepers. The value stocks. 

On this note, in the last few years I've had the 
opportunity to interview a fair number of 
juniors. They follow the same playbook: they all 
open with saying how much they love the equity 
market. I always, always call that bluff: "great – 
what are your current holdings and why?" It 
doesn't cease to surprise me how few can 
verbalise why they have bought something. 
There's technical analysis, there's story investing, 
there's the odd "oh, I don't own anything right 
now!". And this is the prospective equity sales 
people of this world, and they have literally no 
idea of what makes a stock go up or down! No 
wonder the greater public, with the recently 
increasing retail participation in the market, 
continue to favour glamour stocks (and the odd 
lottery ticket/story stock). The mis-pricings of 
great and poor businesses will continue, and we 
should be on the other side of the trade. 

Taking mean reversion into account in your 
investment process, both for longs and shorts, 
will help performance over time. In a way that 
no index fund can easily replicate (at least not as 
long as there is a qualitative overlay). My 
conclusion is that the investment business itself 
is mean reverting now, and it's been a long 
process - but if history is our guide, the 
depressing environment we're experiencing in 
active equity management should too mean 
revert over time. Particularly if we’re honest and 
agree that long term value investing is the only 
strategy proven to work. We should adjust our 
investors time horizon. Not an easy task. I 
remain, however, here to try and help. 

This too will pass. 

 

Pontus Dackmo, December 13, 2014 

Nordic Equity Specialist, Nordea Equity Sales	  


