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After Sell-Off, Moment to Shine for Stocks on Sidelines
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A New Owner

Pursuing a Life’s Passion

A Quebec businessman buys the
company behind several cities’
bike-sharing systems.
3

Sandra Colony started a travel
business after retiring from a
corporate job.
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After Sell-Off, Moment to Shine for Stocks on Sidelines
CHESTER HIGGINS JR./THE NEW YORK TIMES

“Growth gets so much publicity, especially during a hot market,” James Cullen, chief of Schafer Cullen Capital Management.
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a longtime value investor, told me during the market turmoil this week. Mr.
Cullen is chief executive of Schafer Cullen Capital Management, which manages about $19 billion. “It’s always been
that way. The market keeps hitting new
highs and people get excited. They want
to chase momentum.”
That is one of the enduring paradoxes
of the stock market: Numerous studies
demonstrate that over extended periods,
value stocks outperform growth stocks
by a significant amount. Mr. Cullen said
that his firm’s research showed that $1
million invested in the Standard & Poor’s
500-stock index in 1968 would have been
worth $79 million by the end of 2013. But
$1 million invested in the 20 percent of
the S.&P. 500 with the lowest price-toearnings ratios would have been worth
$578 million.
On an annualized basis for the period
from 1968 to 2012, growth stocks (the top
20 percent of the S.&P. 500 based on priceto-earnings ratios) returned 7.9 percent,
while value stocks returned 13.8 percent, according to Mr. Cullen’s research.
Growth stocks outperformed value stocks
in only four of the 46 rolling five-year periods during that time span.
Academic studies have reached similar
conclusions. A seminal work by Eugene
Fama, a professor at the University of
Chicago, and Kenneth French, a professor now at Dartmouth, in 1993 demonstrated that value stocks and stocks from
small capitalization companies — companies with a market value of $300 million
to $2 billion — have higher expected rates
of return. Professor Fama and Professor French recently updated their work
with the benefit of an additional 20 years
of data, and found that “the value effect
shows up consistently” no matter the
size of the company, although, “as is well
known, the value effect is stronger among
small stocks.”
Why would such an anomaly persist?
Professor Greenwald points to what is
known as the “lottery preference.” People
“will always overpay to try to get rich
quick,” he said. “That’s why lotteries
never fail even though they’re bad investments.” People also believe stories

with “complete certainty that they cannot know to be true,” he added. “Portfolio
managers are always saying things like,
‘Tesla is the future,’ or ‘Amazon will dominate the web.’ ”
Mr. Cullen agrees that the answer lies in
behavioral science. When he started in the
business at Merrill Lynch in 1965, he said,
“The older guys were wearing suspenders and smoking cigars and talking about
dividend-paying stocks. We said, ‘Dividends are boring.’ It was a bull market.
Color TV was new, and everyone wanted
one. You had IBM, Xerox, airlines. The potential seemed phenomenal. So who cared
about dividends? I didn’t have a clue, but
I should have listened to those older guys.
Sixteen years later, the Dow was still at
1,000, and the high-flying stocks went nowhere. But if you bought the bottom 25
percent of the S.&P., you were up over
1,000 percent in the same period.”
Value stocks almost never generate
much excitement or garner headlines and
media coverage. Mr. Cullen’s firm examined the top-performing market segments
in every year from 1985 to 2004. Value
stocks of large cap companies — companies with a market value of more than
$10 billion — had the highest average annualized rates of return, 14.5 percent. But
they were the top-performing asset class
in only two of those 19 years. They were
never the worst-performing asset class.
By comparison, Mr. Cullen’s firm found,
foreign stocks were the best-performing
asset class in six years, as were small-cap
stocks — the kind of performance that receives attention. But foreign stocks were
also the worst-performing asset class in
seven years, and small-cap stocks were
the worst in six.
Another problem may be that value investors are rarely, if ever, the life of the
party. They may not be as dour as shortsellers, who bet on market declines, but
by nature they tend to worry. Consider
Mr. Klarman’s missive to his investors:
“When the markets reverse, everything
investors thought they knew will be turned
upside down and inside out. ‘Buy the dips’
will be replaced with ‘What was I thinking?’ Just when investors become convinced that it can’t get any worse, it will.

They will be painfully reminded of why
it’s always a good time to be risk-averse,
and that the pain of investment loss is considerably more unpleasant than the pleasure from any gain.”
The four rolling five-year periods in
which growth stocks did better than value
stocks were 1986-90, 1987-91, 1995-99, and
1996-2001, which isn’t especially comforting considering that the stock market
crashed in 1997 and 2000. “In a big bull
market like the 1990s, you’re going to underperform,” Mr. Cullen said. “People kept
asking, ‘When are you going to be right?’
Until you’ve lived through something like
that, you just don’t get it. Young people today are making the same mistakes.”
That’s not to say that value investors
think the market is on the brink of another
crash. “By many measures, it’s overvalued, but it’s not 2007,” Professor Greenwald said. “Small-cap and midcap value
stocks aren’t cheap by historical measures,” he said. But what’s interesting are
the big, stable large-cap stocks that are
trading at low multiples. He mentioned
Nestlé, which has a high dividend and has
a global, diversified stable of products. He
added, “Microsoft and Oracle look good
on valuation measures. It’s the nonsizzle
stocks that will make money.”
Mr. Cullen said his firm was shifting
from consumer staples stocks to health
care and technology companies. “We like
cash cows with good dividends.” He also
cited Microsoft, along with Intel and Samsung, as among his top holdings.
Mr. Klarman would not comment, but
his letter said he was still finding opportunities in various asset classes. (He
recently invested in some shopping centers in Spain.) At the end of the year, Mr.
Klarman’s largest holdings were the chip
maker Micron Technology, the biotechnology company Theravance, the satellite
broadcaster ViaSat and the oil giant BP.
Mr. Cullen said that after periods of
market turmoil, clients tended to be a little more receptive to his message. “After
a week like this, I used to always send a
note to my clients. I try to keep them from
thinking short term and keep preaching
the same concept and hope they stay out
of trouble.”
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Past performance does not guarantee future results. The composite benchmarks for the strategies are the Russell 1000
Value and the S&P 500. A complete list of all recommendations made by the investment adviser within the immediately
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