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Evolve or perish:
The evolution of company valuation
The notion that each company has an intrinsic value – a value based on the fundamentals of its business – may be an
obvious concept to those in investment markets.
Despite this, how best to determine a company’s value is the topic of much debate. Compounding the discussion is the
continual evolution of global economies and accounting standards, which serve as a backdrop for changing perspectives
on how to differentiate between what is “cheap” and what is “expensive.”
Such evolution can have a profound impact on active equity managers. Those unable to adapt as markets and industries
evolve can be left using valuation metrics no longer relevant for the current environment.
The following insight looks at the evolution of global economies, accounting standards, and changing client demands,
and the impact these changes have on the concept of “value.” The paper then looks at the way in which the Macquarie
Systematic Investment team has evolved its approach to value to stay relevant in the 21st century.

What is ‘value’ investing?
Value investing is a style of investing that favours buying stocks at a discount to their intrinsic value.
The theory is intuitive and compelling; buying “undervalued” stocks may provide above-market returns. It was practiced by
some investors for decades before the influential paper by Fama and French (1992), culminating in the definition of value as
the “book-to-market factor.”1 This defined stocks with high book value to market value as “cheap,” and stocks with low book
value to market value as “expensive.”
Other reference points for value have since been proposed by academics and practitioners, including dividends, net
income, cash flow from operations, and, in corporate finance, discounted cash flow models. While each reference point has
its pros and cons, the Macquarie Systematic Investment team believes multiple factors are required to holistically consider
whether a stock is appropriately priced.

1. Calculated as most recently reported book value of equity scaled by market value of equity.
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Shifting composition of the world economy
As economies have evolved over the past century, so too have businesses, along with their relative attractiveness
to investors.
Figure 1 shows the change in composition of the US economy since 1947. With its contribution to gross domestic product
(GDP) falling from around 25% to slightly more than 11% in 2016, the manufacturing sector is a good example illustrating the
evolution of the market and the resulting impact on defining value.
Figure 1: Percentage contribution to GDP by sector in the US.
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One highly relevant characteristic for value investing is return on capital. Businesses that require fixed capital tend to be less
scalable, earning a more “constrained” return on capital.
To illustrate the point further, Table 1 shows a hypothetical manufacturing company where machinery is limited to producing
a fixed unit of products, each earning a steady margin. To grow earnings, the company needs to invest in more machinery.
As both numerator (operating profit) and denominator (capital) increase, return on capital remains unchanged.
Table 1: A hypothetical manufacturing company where a machinery has a maximum production capacity and each
unit sold earns a stable margin. The company is assumed to invest in additional machinery in Year 3.
YEAR
Product/machine

1

3

4

5

100

Price/unit

$100

Cost/unit

$80

Capital cost

2

$10,000

Machines

1

1

2

2

2

Units sold

100

100

200

200

200

Revenue

$10,000

$10,000

$20,000

$20,000

$20,000

Costs (including maintenance)

-$8,000

-$8,000

-$16,000

-$16,000

-$16,000

Profits
Asset base
Return on assets

$2,000

$2,000

$4,000

$4,000

$4,000

$10,000

$10,000

$20,000

$20,000

$20,000

20%

20%

20%

20%

20%
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The relevance of book-to-market: Homogeneous versus heterogeneous return on capital
When return on capital is relatively homogeneous across companies, book value will also be more representative of a
company’s valuation, and we would expect book-to-market to be an effective valuation tool.
In the US economy, professional services, technology, education, and healthcare together with finance have grown
significantly at the expense of manufacturing and agriculture. These sectors tend to be “asset-light” by prevailing accounting
standards. Business models favoured in the “new economy” tend to be more scalable with low marginal costs per
incremental unit of revenue, such as ecommerce, online media, cloud computing, software, and life sciences.
This translates to an economy that is more heterogeneous in terms of profitability, and in which companies may justifiably
trade at a more diverse range of book-to-market. In such an economic environment, we would expect book-to-market to be
a less effective tool in determining value.

The evolution of accounting standards: Investing through the income statement
The shifting nature of capital has a profound impact on the behaviour of conventional valuation metrics.
Burgeoning technology-related sectors invest heavily in research and development (R&D), and revenue-generating assets
are mainly intangible, such as patents, technology infrastructure, and human capital.
Accounting standards have been conservative in recognising the importance of these intangible assets. Investments in
intangibles are typically expensed immediately versus investments in real assets which are capitalised. Therefore, low
earnings could be indicative of companies investing through their income statements rather than an inability to generate
income. As such, book value and earnings become less representative as a reference point for valuations.
Table 2 illustrates the impact of intangibles (R&D) on net income. If capitalised as per traditional asset purchases, net
income would be significantly higher.
Table 2: Summary income statement of Alphabet Inc.
$US M (EXCEPT PER SHARE)
Sales

2016

2017

90,272

110,855

Cost of sales

(35,138)

(45,583)

R&D

(13,948)

(16,625)

Other expenses

(17,470)

(22,501)

Operating income

23,716

26,146

Net income

19,478

12,662

27.85

18.00

Diluted earnings per share (EPS)
Class A price (28/02/18)
Price/earnings (P/E) ratio

1,103.92
61.3x

Source: Company reports, Bloomberg.

The impact of the changing characteristics of companies has resulted in a change to the way the market looks at how to
capture value.
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Keeping value relevant in the 21st century
For the Macquarie Systematic Investment team, defining value to be relevant to the prevailing business environment
and accounting standards is an ongoing research topic. In this section, we describe some advancements in refining the
value factor.

A holistic view on value: More than book-to-market
Technology is now playing a greater role than ever in shaping businesses. Business models flourishing in the current era are
using technology to augment and enhance productivity.
Examples of these transformations include law firms using artificial intelligence (AI) to speed up document reviews that
would otherwise take up hundreds of man-hours, and airports using AI to scan through hundreds of camera feeds for
security threats.
In recognising that today’s world is quite different from when Fama and French first published their research paper on value
in 1992, our investment approach has evolved into using a more holistic measure of value, rather than book-to-market
alone.
A contemperary value investing strategy should compare stocks on all aspects that are relevant and consistent with
shareholder returns, including cash flows, earnings, dividends, and stock buybacks, and should also be aware of persistent
differences between sectors, profitability, and growth prospects.

Conclusions
The investment community’s focus on trying to differentiate between “cheap” and “expensive” companies will likely see the
debate of how best to define a company’s value continue for many years yet.
In our view, what best defines value will continue to evolve, along with the global economy and accounting standards.
While still relevant, explanatory power of “conventional” value factors have slowly declined in recent years. New value factors
tend to be more holistic, focusing on multiple dimensions of company value. The value factor employed by the Macquarie
Systematic Investment team has changed considerably over the years, and will continue to evolve along with the changing
investment landscape.
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Important information
For Institutional Investors and Investment
Professionals Only– not for distribution to retail
investors
This information is provided for general purposes only,
without taking into account any potential investors’ personal
objectives, financial situation or needs. It should not be
relied upon by the recipient in considering the merits of
any particular investment. It is not an offer to buy or sell,
or a solicitation to invest in or refrain from investing in, any
securities or other investment product. Nothing in this article
constitutes investment, legal, tax, accounting or other advice.
The recipient should consider its own financial situation,
objectives and needs, and conduct its own independent
investigation and assessment of the contents of this article,
including obtaining investment, legal, tax, accounting and
such other advice as it considers necessary or appropriate.
IMPORTANT RISK CONSIDERATIONS
Investing involves risk, including the possible loss of principal.
Past performance does not guarantee future results.
This information is confidential and intended for the audiences
as indicated below. It is not to be distributed to, or disclosed
to retail investors.
The views expressed represent the Manager’s as of the date
indicated, and should not be considered a recommendation to
buy, hold, or sell any security, and should not be relied on as
research or investment advice. Views are subject to change
without notice.
The information in this document is not, and should not be
construed as, an advertisement, an invitation, an offer, a
solicitation of an offer or a recommendation to participate in
any investment strategy or take any other action, including
to buy or sell any product or security or offer any banking or
financial service or facility by any member of the Macquarie
Group. The information presented is not intended and should
not be construed to be a presentation of information for any
U.S. mutual fund nor an offer for any product or service in
any jurisdiction where it would be unlawful to do so. This
document has been prepared without taking into account any
person’s objectives, financial situation or needs. Recipients
should not construe the contents of this document as
financial, investment or other advice. It should not be relied on
in making any investment decision.
Future results are impossible to predict. This document
contains opinions, conclusions, estimates and other forwardlooking statements which are, by their very nature, subject to
various risks and uncertainties. Actual events or results may
differ materially, positively or negatively, from those reflected
or contemplated in such forward-looking statements. Past
performance information shown herein, is not indicative of
future results.
This article does not contain all the information necessary to
fully evaluate any investment program, and reliance should not
be placed on the contents of this document. Any decision with
respect to any investment program referred to herein should
be made based solely upon appropriate due diligence by the
prospective investor. The investment capabilities described
herein involve risks due, among other things, to the nature
of the underlying investments. All examples herein are for
illustrative purposes only and there can be no assurance that
any particular investment objective will be realized or any
investment strategy seeking to achieve such objective will be
successful.
No representation or warranty, express or implied, is made
as to the accuracy or completeness of the information,
opinions and conclusions contained in this presentation. In
preparing this presentation, reliance has been placed, without
independent verification, on the accuracy and completeness
of all information available from external sources.
To the maximum extent permitted by law, none of the
entities under Macquarie Investment Management nor any
other member of the Macquarie Group nor their directors,
employees or agents accept any liability for any loss arising
from the use of this presentation, its contents or otherwise
arising in connection with it.
The following registered investment advisers form part of
Macquarie Group’s investment management business,
Macquarie Investment Management: Macquarie Investment
Management Business Trust, Macquarie Funds Management
Hong Kong Limited, Macquarie Investment Management
Austria Kapitalanlage AG, Macquarie Investment Management

Global Limited, Macquarie Investment Management Europe
Limited, and Macquarie Capital Investment Management LLC.
Diversification may not protect against market risk.
For recipients in the United States, this document is
provided by Macquarie Investment Management Business
Trust (MIMBT). Institutional investment management is
provided by Macquarie Investment Management Advisers
(MIMA), a series of MIMBT. MIMBT is a U.S. registered
investment advisor, and may not be able to provide investment
advisory services to certain clients in certain jurisdictions.
For recipients the European Economic Area, this
document is a financial promotion distributed by Macquarie
Investment Management Europe Limited (MIMEL) to
Professional Clients or Eligible Counterparties defined in the
Markets in Financial Instruments Directive 2014/65/EU.
MIMEL is authorised and regulated by the Financial Conduct
Authority. MIMEL is incorporated and registered in England
and Wales (Company No. 09612439, Firm Reference No.
733534). The registered office of MIMEL is Ropemaker Place,
28 Ropemaker Street, London, EC2Y 9HD. The investment
capabilities described herein are managed by MIMEL, with
day-to-day management responsibilities sub-delegated to
relevant affiliated managers.
This document has not been prepared in accordance with
legal requirements designed to promote the independence of
investment research and is not subject to any prohibition on
dealing ahead of the dissemination of investment research.
For recipients in Switzerland, this document is distributed
by Macquarie Investment Management Switzerland GmbH.
In Switzerland this document is directed only at qualified
investors (the “Qualified Investors”), as defined in the Swiss
Collective Investment Schemes Act of 23 June 2006, as
amended (“CISA”) and its implementing ordinance.
For recipients in Australia, this document is provided by
Macquarie Investment Management Global Limited (ABN 90
086 159 060 Australian Financial Services Licence 237843)
solely for general informational purposes. This document does
not constitute a recommendation to acquire, an invitation to
apply for, an offer to apply for or buy, an offer to arrange the
issue or sale of, or an offer for issue or sale of, any securities
in Australia. This document has been prepared, and is only
intended, for ‘wholesale clients’ as defined in section 761G of
the Corporations Act and applicable regulations only and not
to any other persons. This document does not constitute or
involve a recommendation to acquire, an offer or invitation for
issue or sale, an offer or invitation to arrange the issue or sale,
or an issue or sale, of interests to a ‘retail client’ (as defined
in section 761G of the Corporations Act and applicable
regulations) in Australia.
For recipients in PRC, Macquarie is not an authorized
securities firm or bank in the People’s Republic of China
and does not conduct securities or banking business in the
People’s Republic of China.
For recipients in Hong Kong, this document is provided by
Macquarie Funds Management Hong Kong Limited (CE No.
AGZ772) (MFMHK), a company licensed by the Securities
and Futures Commission for the purpose of giving general
information in relation to the strategy(ies) described herein.
The information contained in this presentation is provided
on a strictly confidential basis for your benefit only and must
not be disclosed to any other party without the prior written
consent of MFMHK. If you are not the intended recipient you
are not authorised to use this information in any way. This
presentation does not, and is not intended to, constitute
an invitation or an offer of securities, units of collective
investments schemes or commodities (or any interests in any
index thereof) for purchase or subscription in Hong Kong. The
information in this presentation is prepared and only intended
for professional investors and not to any other person. This
presentation has not been approved or reviewed by the
Securities and Futures Commission.
For recipients in Korea, this document is provided at the
specific request of the recipient who is a person specified
under Article 101(2) of the Presidential Decree of the Financial
Investment Services and Capital Markets Act (Act) without any
solicitation by Macquarie. Therefore, this document may not
be distributed, either directly or indirectly, to others in Korea.
The person receiving this document represents and warrants
that if it receives this document, it is a professional investor
as defined under the Act. No member of the Macquarie Group
makes any representation with respect to the eligibility of
any recipients of this presentation to acquire the products
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or services therein under the laws of Korea, including but
without limitation the Foreign Exchange Transactions Act and
Regulations thereunder. The products and services have not
been registered under the Act, and none of the interests may
be offered, sold or delivered, or offered or sold to any person
for re-offering or resale, directly or indirectly, in Korea or to
any resident of Korea except pursuant to applicable laws and
regulations of Korea.
For recipients in Malaysia, Taiwan, The Philippines, this
document is provided at the specific request of the recipient.
For recipients in Singapore, the Strategies which are
the subject of this document do not relate to a collective
investment scheme which is authorised under section 286
of the Securities and Futures Act, Chapter 289 of Singapore
(the “SFA”) or recognised under section 287 of the SFA.
The Strategies are not authorised or recognised by the
Monetary Authority of Singapore (the “MAS”) and shares
are not allowed to be offered to the retail public. Each of
this document and any other document or material issued
in connection with the document is not a prospectus as
defined in the SFA. Accordingly, statutory liability under the
SFA in relation to the content of prospectuses would not
apply. You should consider carefully whether the investment
is suitable for you. This document has not been registered
as a prospectus with the MAS. Accordingly, this document
and any other document or material in connection with the
offer or sale, or invitation for subscription or purchase, of
shares may not be circulated or distributed, nor may shares
be offered or sold, or be made the subject of an invitation for
subscription or purchase, whether directly or indirectly, to
persons in Singapore other than (i) to an institutional investor
under Section 304 of the SFA, (ii) to a relevant person
pursuant to Section 305(1), or any person pursuant to Section
305(2), and in accordance with the conditions specified in
Section 305 of the SFA, or (iii) otherwise pursuant to, and
in accordance with the conditions of, any other applicable
provision of the SFA.
For recipients in Japan, this document is provided
by MFMHK. MFMHK is supported by Macquarie Asset
Management Japan Co., Ltd., a Financial Instruments
Business Operator: Director General of the Kanto Local
Finance Bureau (Financial Instruments Business) No.2769
(Member of Japan Investment Advisers Association). This
presentation does not, and is not intended to, constitute an
invitation or an offer of securities in Japan. The securities
have not been and will not be registered under the Financial
Instruments and Exchange Act of Japan. None of the
securities may be offered or sold, directly or indirectly, in
Japan or to, or for the benefit of, any resident of Japan (which
term means any person resident in Japan, including any
corporation or other entity organized under the laws of Japan),
or to others for re‐offering or resale, directly or indirectly,
in Japan or to a resident of Japan, except pursuant to an
exemption from the registration requirements of, or otherwise
in compliance with, the Financial Instruments and Exchange
Act of Japan and in compliance with any other applicable laws
and regulations of Japan.
Macquarie Group, its employees and officers may act in
different, potentially conflicting, roles in providing the financial
services referred to in this document. The Macquarie Group
entities may from time to time act as trustee, administrator,
registrar, custodian, investment manager or investment
advisor, representative or otherwise for a product or may be
otherwise involved in or with, other products and clients which
have similar investment objectives to those of the products
described herein. Due to the conflicting nature of these roles,
the interests of Macquarie Group may from time to time be
inconsistent with the Interests of investors. Macquarie Group
entities may receive remuneration as a result of acting in
these roles. Macquarie Group has conflict of interest policies
which aim to manage conflicts of interest.
Other than Macquarie Bank Limited (MBL), none of the
entities noted in this document are authorised deposittaking institutions for the purposes of the Banking Act 1959
(Commonwealth of Australia). The obligations of these entities
do not represent deposits or other liabilities of MBL. MBL
does not guarantee or otherwise provide assurance in respect
of the obligations of these entities, unless noted otherwise.
All third-party marks cited are the property of their respective
owners.
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