Searching for financial
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walks & stolen bases.

Michael Lewis’ latest book, Moneyball,

is all about finding value where the consensus
does not. The book revolves around the unlikely success of
the Oakland A’s, who, in finance terms, consistently
outperform the market with players (stocks) that other
teams (investors) deem rejects. The A's managers found that
convention tended to overrate such sexy achievements as
stolen bases and batting averages while underestimating the
importance of on-base percentages and walks. Which led us
to wonder: What are the financial equivalents of a stolen
base and a walk?

Growth rates — the financial equivalents of a .280 hitter
with a .290 on-base percentage. The As found that “bad”
body types can still be terrific players, and vice versa. Too
often scouts predetermine that the 6'3" beefcake boy will
outperform the dumpy 5'8" guy. The financial equivalents
of the 6'3" stud who cant hit a curve ball are “growth”
factors like historical and forecast growth rates. If one were
systematically to buy the quintile of stocks offering the fastest
historical or projected growth while shorting those providing
the least, an investor would systematically underperform the
market by some 500 basis points per annum.

Say No to Mo’. Whats an even more obvious way of
underperforming? How about buying a stock that has just
gone up a lot. Buying yesterday’s winners is akin to being
caught stealing a base. If one were to systematically go long
the quintile of stocks with the best performance over the
prior month while going short the quintile with the worst,
one would systematically lose a lot of money.

The walk equivalent. The most prominent characteristic
the A’s look for in players is the ability to draw walks. Walks
are highly valued both for what they are not (i.e., outs), and
what they are (an active use of the opposing pitcher’s arm, and
a place on the bases). Walks = success. But walks are boring,
Walks do not elicit oohs. As such, walks are grossly
undervalued. In the stock marker, we have endured an era
where investors chased the oohs and aahs, overlooking boring
old valuation. Over the long haul, the most important factors
in adding alpha to portfolios are valuation oriented. Price to
earnings, price to sales and even price to book are the financial
equivalents of walks. If one were to buy systemarically the
cheapest quintile of stocks on these metrics while selling short
the dearest, one might enjoy an early retirement.
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Sizzle is vastly overrated. Just as being a Red Sox fan
prepares one much better for the realities of life than being a
Yankees fan, understanding the nuances of baseball can help
you understand investing. In an era characterized by corked
bats and corked financial statements, give us the steak, not the
sizzle, give us walks, give us cheap stocks.
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