
 
 

6 3 3  C H E S T N U T  S T R E E T  | S U I T E  8 2 0  | C H A T T A N O O G A ,  T N  3 7 4 5 0  | P H :  4 2 3 . 8 2 6 . 0 9 4 4  | F A X :  4 2 3 . 8 2 6 . 0 9 4 9  

May 5, 2015 

 

Dear Investor: 

 

 

VALUE CREATION  

 

Six years into the S&P 500’s bull market, the most common question is: how much longer will it last? In 

reality, no one knows. Moreover, this is a stronger concern for the passive index investor versus an 

active manager. The reason being that index investors are locked into the returns of the index, while 

active managers can pursue holdings that may lie apart from, or prove to be less reliant on the index’s 

movement. In sum, the stock market should be thought of as a collection of individual businesses, all of 

which determine their own path over time. To see this we only need to consider how much “fun” oil and 

energy investors have experienced during the past year of this bull market (as oil prices fell 52% year-

over-year dragging oil related shares down also), while the S&P 500 has continued to rise. Sir John 

Templeton captured the essence of this discussion very well in rule #6 from his 16 Rules for Investment 

Success which is reprised below.   

 
A wise investor knows that the stock market is really a market of stocks. While individual stocks may be pulled along 

momentarily by a strong bull market, ultimately it is the individual stocks that determine the market, not vice versa. All too 

many investors focus on the market trend or economic outlook. But individual stocks can rise in a bear market and fall in a bull 

market. The stock market and the economy do not always march in lock step. Bear markets do not always coincide with 

recessions, and an overall decline in corporate earnings does not always cause a simultaneous decline in stock prices. So buy 

individual stocks, not the market trend or economic outlook.  
 
Sir John Templeton 

 

The most compelling reason to focus on 

individual businesses and their intrinsic value 

is that share prices follow intrinsic values over 

time. The important distinction however is 

that the movement in a share price and the 

movement in intrinsic value can depart from 

one another, even for long periods. It is this 

very departure however that active value 

investors seek to exploit, which is by 

purchasing shares when their prices fall too 

far below intrinsic value. This same 

relationship holds true at the stock market 

index level also, but again share prices and 

intrinsic value (i.e. the simple proxy of EPS in 

this case) can go their separate ways for many 

years at a time—for better or worse. In the 

illustration to the right, we provide an index of 

real share prices and real EPS both adjusted 

for inflation, and show that while they 
 

Source: Robert Shiller Online Data, Templeton and Phillips 

 relationship at times. As evidenced in the figure to the right, share prices spent a very painful twelve 

years lagging EPS in real terms from 1973 to 1986, but then sprinted out ahead of EPS from 1996 to 

2006. Beginning in late 2012 with the launch of QE3 real share prices once again have leapt ahead of 

earnings, after lagging EPS for approximately three years following the crisis. During this recent time 

https://www.franklintempleton.com/retail/pdf/home/splash_PUB/TL_R16_1207.pdf
https://www.franklintempleton.com/retail/pdf/home/splash_PUB/TL_R16_1207.pdf
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period of real share prices rising faster than EPS, it should not be surprising that the value stocks that 

typically inhabit value strategies similar to ours have also been left behind. What is somewhat surprising 

however is the length of time for which value has underperformed both the general market, as well as 

growth strategies. We hasten to add however that the efficacy of value investing rests upon its historical 

record of performing better than the market and growth stocks during broad share price declines. 

Nevertheless, in the figure below we provide the five-year annualized returns of the MSCI World, the 

MSCI World Growth Index, and the MSCI Value Index. Based on these index returns, the MSCI World 

Value Index has posted a five year annualized return of 8.7%
1
 compared with 11.3% in the MSCI World 

Growth Index and 10.0% in the MSCI World Index. Importantly, the value index has lagged both growth 

and the broad market since late 2008, or approaching seven years. We highlight the growth and value 

periods with the symbols of V and G at the top of the graph. Moving in conjunction with the multi-year 

rise in share prices that accelerated in the wake of QE3, it has become more noticeable that the S&P 

500’s P/E, has risen to more expensive levels also. Applying the cyclically adjusted 10-year P/E based 

on Robert Shiller’s data we can see that the S&P 500’s 10-year average P/E 

in real terms is now trading at 26.9x (but 

17.4x on the Fwd. 12 month Est.), which 

compares to the average 16.6x dating 

back to 1871, and 19.7x average in the 

modern central bank era since the end of 

Bretton Woods in 1973. Although not 

alarming, we do believe that the rise in 

prices ahead of earnings we described 

earlier suggests that earnings growth 

needs to accelerate to sustain the 

expanded P/E multiple. In times past, we 

believe this EPS accompaniment was not 

as imperative as it is today. In the past, 

the stock market had the great benefit of 

declining interest rates (dating from 

1982-present) that tend to expand P/E 

multiples (all things equal), but today 

however, it is difficult to see how interest 

rates could be depended upon to drive a 

higher P/E in this manner with the 10-

year treasury at approximately 2%. For 
 

Source: Bloomberg, MSCI, Templeton and Phillips 

that matter, the Federal Reserve has been consistently signaling that it would like to increase rates at 

some point in the next year. In order to view the strong relationship between interest rates and P/E we 

point to the simple Gordon Growth Model as a valuation tool. The Gordon Growth Model is most often 

used as a method to value a stream of dividends (and conceptually free-cash-flow also) into perpetuity in 

order to estimate an intrinsic value for a dividend paying (free-cash-flow generating) firm with stable to 

mature growth. What makes the model interesting though are the various ways that its terms can be 

rearranged to solve for related valuation measuring sticks, including a P/E itself or the market’s assumed 

growth rate for the given security. To spare our readers from formulas and math  anxiety, the basic 

premise is that the cost of capital minus the growth rate (i.e., r-g) of the security (in this case, the S&P 

500) are in the denominator, while some metric related to cash flow and growth are in the numerator. 

 

 

                                                 
1
 Past performance is not indicative of future results. Please see attached disclosures. 
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Since the cost of capital is driven by the 10-year treasury in the case of a stock, a falling ten-year yield 

reduces the denominator and increases the product of the equation. Rearranging the terms to solve for a 

P/E, when we divide a decreasing r-g into the dividend payout ratio multiplied by the perpetuity growth, 

we compute an expanding P/E on the basis of falling interest rates. With that said, let us step away from 

theory and consider an empirical example. In the bull market that began in 1982 and ended in 2000 (ok, 

there was a brief hiccup in October 1987), we can measure based on the Shiller data that the real 

compounded return in the S&P 500 over that period was 14.0%. However, the real growth rate in 

earnings over that period was only 4.4%. The difference between the returns investors received and the 

growth in earnings came from dividends and more importantly a remarkable expansion in the P/E ratio. 

In 1982, the cyclically adjusted P/E on the S&P 500 reached a low of 6.6x, and the ten-year treasury 

touched a high of 14.4%, but by the height of the technology bubble in 2000, the cyclically adjusted P/E 

expanded to 43.5x and 

the ten-year treasury 

had fallen to 5.9%. The 

main point is that with 

today’s ten-year 

treasury rate at 2.1% 

and inflation low, 

passive index investors 

should not necessarily 

count upon declining 

interest rates to sustain 

or expand today’s P/E 

multiple on the S&P 

500. Instead, we believe 

it seems more likely 

that the other side of the 

Gordon Growth 

denominator, growth 

(g), needs to accelerate 

in order to sustain the 
 

Source: Robert Shiller Online Data, Templeton and Phillips 

index P/E at these levels. Of additional interest, one can also solve for the growth rate implied in the 

equation, and doing so, today’s market implies growth of approximately 3.9% compared with an average 

observed real growth rate in earnings of 2.5% since 1973. Despite the logic and reasoning in all of this, 

and the implied risk if growth does not accelerate at some point, we noted earlier that the market 

routinely detaches itself from logic and reasoning. The irony though lies in our conclusion that the 

category of passive investors in the S&P 500 ETFs, etc.—who have performed best over the past three 

years—also appear to be most at risk within this analytical framework. In our view, the solution to these 

problems is rather simple. Rather than wait (and wager) to see if the S&P 500 earnings can justify its 

expanded P/E multiple it makes more sense from our perspective to be invested in the shares of 

businesses whose managers can create value and build wealth for their owners. Having just returned 

from both the Fairfax Financial and Berkshire Hathaway annual shareholder meetings held in April and 

the first of May, these businesses strike us as excellent illustrations for a discussion on value creation. To 

begin, let us start with an illustration analogous to the one we provided earlier with real share prices and 

real EPS on the S&P 500. As we noted in that discussion, share prices tend to swing rather widely both 

above and below the path of earnings for the underlying shares of the index. In the illustration below we 
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show a similar index of the growth in book value and share prices for Fairfax Financial, the Canadian 

P&C Insurance firm that follows a similar capital allocation strategy as Berkshire Hathaway. As we can 

see below Fairfax shares have had a difficult time keeping pace with the growth in book value per share 

dating back to 1985, evidenced by compound annual growth in book value per share of 21.1% compared 

with annualized share price gains of 19.8%. For added perspective, the S&P 500 has an annualized 10.6% 

total return over the same time period. As the following illustration demonstrates, Fairfax shares have not 

been able to keep pace with the growth in intrinsic value (using book value as a proxy), and in our 

opinion, this is an ideal situation. From our perspective, as long as share prices generally track the growth 

in intrinsic value any discount to intrinsic value represents a potentially higher return; akin to owning a 

bond trading at a discount 

to par (which increases 

potential returns over 

time) versus a bond 

trading at or above par. 

What is important to 

recognize though is a 

differentiation in the 

Fairfax (and Berkshire) 

business models where 

the driving force for 

growth in intrinsic value 

is successful capital 

allocation (investment). 

Value investing legend 

Marty Whitman once 

described a firm’s 

competitive advantage as 

achievable through one of 

three mediums: 

operations, access to  

 

 
Source: Fairfax Financial 2014 Annual Report, Bloomberg 

capital (financing) or investment. Operations are the most difficult medium to gain an advantage, because 

any success in this medium attracts rampant competition, and yet operations receive the lion’s share of 

attention and scrutiny from investors and analysts. Financing and investment are mostly in the 

background for observers, analysts and investors, until something goes wrong on the balance sheet or an 

acquisition implodes (often related!). Conversely, at businesses such as Fairfax or Berkshire (and 

Markel), the question of how to invest the firm’s excess cash, and having attractive terms for investment 

are the most important concerns and drivers of intrinsic value. To see this consider the year 2007. In April 

of 2007 the Dow Jones Industrial hit a record of 13,000 following six-months of reaching new highs prior 

to that point. While most investors were celebrating these new highs Fairfax chairman Prem Watsa was 

deeply concerned over the wild credit boom and its manifestation in real estate and housing prices. In a 

speech in Toronto he shared his concern of a one in fifty or one in one hundred year storm on the horizon, 

and had already purchased $341 million worth of credit default swaps on large commercial banks. As the 

bust unfolded within the next year (Bear Stearnes, Fannie, Freddie, Lehman) the value of these credit 

default swaps soared to over $2 billion, creating a windfall for Fairfax owners, sending Fairfax shares up 

37.9% in the Canadian market, and establishing a war chest for purchases in what was rapidly becoming a 

discounted stock market. This pool of capital  helped fund Fairfax’s lead role in a consortium to rescue 

the Bank of Ireland a few years later in 2011, which in turn resulted in a 289% return on its initial Bank of 

Ireland investment by early 2014—providing yet another windfall for Fairfax owners. The simple point 

here is that value creation is the result of a focused, deliberate activity that is carried out with both skill, 
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and determination. It is through these types of holdings that value investors try to harness these value-

creating effects in an attempt to add to the wealth of their clients. In the case of Fairfax, very few 

observers agreed with the purchase of credit default swaps in the midst of the housing run-up, nor would 

they have probably agreed with the purchase of additional credit default swaps in 2006 after the original 

contracts had declined 75% in price. If they had, we would likely see many more firms compounding 

book value  at the same rate of Fairfax, Berkshire, or Markel, but, instead firms like this remain few and 

far between.  

 

Despite our focus so far on value creation through the insurance-based capital allocation model, value-

creation can come in many different forms at the corporate level. Another holding that we believe may 

demonstrate this effect in time comes through our position in the Hong Kong listed WH Group. For 

anyone interested, we gave a presentation on WH Group at the Asian Investing Summit, hosted by the 

Manual of Ideas. The presentation can be found through this link and is complete with audio and slides. 

 

As a quick summary though, WH Group is the largest pork processor in the world representing the late 

2013 combination of Shanghui Development in China and Smithfield Foods in the U.S. We believe the 

shares are undervalued, due to the significant pessimism surrounding emerging market shares, as well as a 

misunderstanding of the firm’s opportunity to create value for its owners through the combination of the 

China and U.S. based enterprises. First, let us review some very brief background on the Chinese and 

U.S. markets for pork consumption. China is the largest global pork consumer accounting for half of the 

global market, pork is the favored protein in China and is expected to continue growing three times faster
2
 

than poultry and beef. Pork consumption in China has risen in-line with increasing standards of living 

owed to urbanization and the related rise in per capita income. In light of this growth, the country’s 

internal supply has not kept pace with consumption and imports from the U.S. (Smithfield, primarily) 

have resulted in order to balance supply and demand. At the same time that China’s internal supply 

became strained it exposed the informal, and generally unsanitary source of pork that as recently as the 

late 1980s was nearly all accounted for by backyard production. Simply put, supply was inadequate in 

volume and by reasonable health standards (i.e., processing by hand, selling dead pigs for meat, etc.). 

With that said, the Chinese government has been forcibly shutting down informal slaughterhouses (from 

over 28,000 in 2008 to 4,000 in 2015) by requiring a licensing program and more regulated industry. The 

industry’s reaction has drawn additional public scrutiny as informal operators have resorted to dumping 

carcasses in Chinese rivers rather than selling them for meat (as they were accustomed to do), or paying 

the fees for a formal sanitary disposal.  

 

This fundamental backdrop created issues for Shanghui Development, the leading packaged pork product 

seller in China, as it requires a high quality stable source of supply in order to meet its growing market 

demand and maintain a quality brand image in the market place. Shanghui Development dominates its 

end markets with market share that is more than twice the level of its combined three nearest competitors 

in the higher margin packaged pork and packaged meat categories; for that matter the businesses’ King of 

Kings brand is the fourth largest billion dollar brand in China’s fast-moving-consumer-goods market, just 

behind Nestle. Strategically speaking, Smithfield and its stable supply of high-quality pork was a natural 

fit for Shanghui as an acquisition. Despite the strategic fit for Shanghui, and the rationale for obtaining  

 

 

                                                 
2
 Source: USDA http://www.ers.usda.gov/amber-waves/2014-april/china-in-the-next-decade-rising-meat-demand-and-growing-imports-of-

feed.aspx#.VUo6svlVhBc  

http://www.valueconferences.com/reg/asia15/
http://www.valueconferences.com/2015/04/asia15-templeton-phillips/
http://www.theguardian.com/environment/chinas-choice/2014/apr/17/china-water
http://www.theguardian.com/environment/chinas-choice/2014/apr/17/china-water
http://www.ers.usda.gov/amber-waves/2014-april/china-in-the-next-decade-rising-meat-demand-and-growing-imports-of-feed.aspx#.VUo6svlVhBc
http://www.ers.usda.gov/amber-waves/2014-april/china-in-the-next-decade-rising-meat-demand-and-growing-imports-of-feed.aspx#.VUo6svlVhBc
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Smithfield’s low cost of hog supply, we 

see one of the strongest value creating 

synergies actually occurring in the 

Smithfield income statement. This is 

primarily owed to a peculiar nuance which 

is that hogs in the U.S. trade at much lower 

prices than in China, and this has been the 

case for the past eight years. Although 

Smithfield gained a competitive advantage 

through its vertical integration into hog 

production, the business line periodically 

ransacked Smithfield’s operating income 

due to the strong volatility in hog prices. 

While hog production was only 

approximately 20% of Smithfield’s profits,  
 

Source: Templeton & Phillips, Bloomberg, USDA, China Ministry of Agriculture 

the volatility in this business line was 

powerful enough to swing the entire firm’s 

operating income between a gain and a 

loss depending upon the hog cycle, as seen 

to the right. Given that the firm’s operating 

profits were periodically wiped out by 

losses in its hog production business line 

this also meant that Smithfield’s return on 

invested capital could not be consistently 

counted upon to cover its weighted 

average cost of capital, and therefore 

Smithfield’s shares routinely traded at a 

low valuation of 8x EPS on average; much 

lower than peers such as Hormel who were 

not exposed to hog profits in their P&L. 

What makes all of this compelling is that 

Smithfield’s historic losses in hog  
Source: Bloomberg 

production were owed to the periodic increase of supply in hogs (industry supply would be added 

following periods of high prices), which collapsed hog prices and led to losses at Smithfield as inventory 

and supply had to be worked down. Going forward however, Smithfield’s excess supply in hog 

production will in all likelihood be exported to China, thanks to the persistent discount that U.S. hog 

prices enjoy versus Chinese levels, as well as Shanghui’s consistent demand for imported pork. Within 

the next year WH Group is anticipating recognizing an incremental operating profit of approximately 

$144 million from the import of Smithfield production; a level that on a pro-forma basis would have 

tremendously stabilized Smithfield’s operating losses in 2009-2010 as U.S. hog prices fell and profit 

margins wilted under the pressure of simultaneously rising corn prices.  

 

Tying it all together, if we calculate Smithfield’s historical operating income with the absence of periodic 

losses owed to its hog production line, its EBIT margin rises to 4.9% on average, which if projected into a 

present value of Smithfield’s free cash flows implies a normalized P/E of 13.3x versus its historic average 

of 8x. Put more simply, we believe the newly combined entity represents value creation. Importantly 

though, investors do not necessarily need to wait for the materialization of hog price arbitrage between 

the U.S. and Chinese markets to view the shares as a potential bargain. As a quick overview of the WH 
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Group’s valuation on a sum of the parts basis, we note that the WH Group’s 73% ownership of Shanghui 

Development is worth approximately $9.9 billion based on its market capitalization in the A-share market 

and based on WH Group’s $4.7 billion equity valuation for Smithfield in 2013, we arrive at a simple 

equity value of $14.7 billion for the combined enterprise, however, WH Group’s current equity valuation 

trading on the Hong Kong market is priced at $8.9 billion, representing a 39.5% discount.  

 

In conclusion, when we look directly at the S&P 500 and its current valuation, we have the same concerns 

as many other value-oriented investors, but at the same time, we believe it is the job of the active manager 

to search out and locate individual bull markets that could occur in a specific stock rather than rely upon 

the opportunity set of one specific index. In our minds, this is the best form of diversification; which is 

locating bargains that are not necessarily tied exclusively to a central banker’s manipulation of interest 

rates, and any vagaries contained in the latest release of Fed minutes, or Mario Draghi’s comments at a 

breakfast meeting—in order to create shareholder return. Better to not rely upon the kindness of strangers, 

whether they be central bankers or not. 

 

Thank you for your business, and please let us know if you have any questions or comments regarding 

your account, or any other investment concerns. 

 

 

 

Lauren C. Templeton             Scott Phillips 

 

 
Principal & Portfolio Manager                                    Portfolio Manager 
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Disclosures: 

 
Past performance is not indicative of future results.  This is not an offer to sell, or a solicitation of an offer to 

purchase any fund managed by Templeton & Phillips Capital Management (“TPCM”). Such an offer will be made 

only by an Offering Memorandum, a copy of which is available to qualifying potential investors upon request.  An 

investment in a private fund is not appropriate or suitable for all investors and involves the risk of loss.  

 

TPCM reserves the right to modify its current investment strategies and techniques based on changing market 

dynamics or client needs.  It should not be assumed that any of the characteristics discussed were or will prove to be 

profitable, or that the investment recommendations or decisions we make in the future will be profitable.  The 

information provided in this report should not be considered a recommendation to purchase or sell any particular 

security. There is no assurance that any securities discussed herein will remain in the Fund’s portfolio at the time 

you receive this report or that securities sold have not been repurchased. The securities discussed may not represent 

the Fund’s entire portfolio and in the aggregate may represent only a small percentage of an account's portfolio 

holdings.  It should not be assumed that any of the securities transactions, holdings or sectors discussed were or will 

prove to be profitable, or that the investment recommendations or decisions we make in the future will be profitable 

or will equal the investment performance of the securities discussed herein.  Recommendations from the past 12 

months are available upon request.  Information was obtained from third party sources which we believe to be 

reliable but are not guaranteed as to their accuracy or completeness.
 

 

TPCM is a registered investment adviser.  Registration does not imply a certain level of skill or training. The fee 

schedule for TPCM’s investment advisory services with respect to the Fund is stated in the Offering Memorandum.  

The Fund will also incur other operating expenses such as administration fees, audit fees and legal fees which will 

reduce the performance of the fund.  More information about TPCM can be found in Form ADV Part 2 which is 

available upon request.  LTF-15-12 

 


