
                          

 

 

The Overstone EAFE Equity Fund (A shares) returned +14.7% in US dollar terms (total return 

inclusive of dividends and net of all fees) in 2021 compared to a rise of +11.3% in the MSCI 

EAFE Index and +10.9% in MSCI EAFE Value Index (indexes used for illustrative purposes 

only). I shares returned +15.0% in US dollar terms. 

In 2021, the return for the global indices was driven by the US market, with European shares 

returning about half that of the US and the Japanese market largely flat in dollar terms. 

At the core of our investment approach is bottom-up, Value investing. The Value style of 

investing has underperformed significantly over recent years and caused many to shy away 

from it. But if one is to stick to valuation as a guiding light and remain consistent, then it should 

come as no surprise that we as Value investors have transitioned away from the US market 

over recent years, attracted by lower valuations and attractive fundamentals in other markets 

such as the UK, Germany, and Japan. At the start of the last decade, we had around 50% of 

the Global portfolio invested in the US market but at the start of 2021 it was less than 20%. At 

the end of 2019 the US market traded on 2.7x EV/sales and 3.6x price to book. The UK market 

for comparison (as measured by the FTSE 100) traded on EV/sales of 1.4x and 1.9x price to 

book, Japan even lower. This is not to deny the success of the US economy in its 

entrepreneurship, management and focus on shareholder value. But for us low starting 

valuations relative to history and fundamentals remain an essential part of our process and 

we have found better opportunities outside of the US. 

The largest negative contributors to relative performance for the year were, in order of impact, 

Mitsubishi Heavy Industries (MHI, -13%, total return in local currency), Alibaba (-28%), Korea 

Electric Power (-12%), Nomura Holdings (-4% but -14% in US dollar terms) and easyJet (-

20%). 

Alibaba Group, the Chinese internet giant, is the latest addition to the portfolio but was the 

portfolio’s largest detractor for the year. The group’s fall from grace has been dramatic and 

severe, reflected in the fall in its market valuation which has collapsed from over $800bn at 

the end of 2020 to $322bn at end of 2021. Alibaba is a far-reaching internet titan and arguably 

the world’s largest retailer, with a huge presence in several key markets including e-

commerce, cloud, video, logistics and fintech. Analyst estimates have come down in the 

second half of 2021, with forecast revenues falling by c.10%, leading to short-term negative 

momentum. However, Alibaba retains resilient franchises across a number of high growth 

areas and is still seen as growing overall group revenues at high teens rates over the next few 

years. Its position in cloud-based IT infrastructure through Alicloud is highly attractive. Our 

sum of the parts approach highlights not only the significant discount to our intrinsic value of 

over 50% but the strength of the balance sheet with around $65bn of net cash and a further 

c.$45bn of listed investments. We purchased an initial limited holding in August 2021 and then 

added to the position again in November. Since purchase, Alibaba’s share price has continued 

to fall on cuts to estimates by market analysts, concerns over the potential for further 

regulatory moves and perhaps a more general concern over China’s economy given the 

deteriorating real estate sector. The shares trade on 18x historic price to earnings which is a 
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discount to markets but still with a long runway of growth ahead of them, well in excess of the 

market level. We accept that there will be short-term volatility in price around this trend in the 

fundamentals but firmly believe that regulatory pressures will ease and that the long-term 

prospects for Alibaba’s numerous businesses mean the shares remain incredibly attractive at 

current levels. 

easyJet is a leading low-cost airline in Europe. Its share price has suffered through 2021 given 

the ongoing travel restrictions caused by the pandemic. Lower capacity and passenger 

numbers led to a 50% reduction in revenue to £1.5bn in 2021 versus £3.0bn in 2020, and 

£6.4bn in 2019. In September 2021, management raised £1.2bn in equity which weighed on 

the share price, but which gives the business access to some £4.4bn in liquidity and the 

financial strength to weather the pandemic. The cash burn during 2021 was £36m per week. 

The company is looking to fund additional aircraft purchases and to rationalise its costs, 

concentrating on higher contributing bases. This will create sustainable cost savings which 

will further cement its superior competitive position versus the European legacy carriers. Our 

view of fair value is £11.00 per share, providing c.100% upside.  

One area that has clearly lagged in 2021 is Japan, where have maintained a relatively high 

exposure over many years. The TOPIX returned a paltry 1% capital return in 2021, 3% when 

dividends are included but in local currency terms it was a more respectable 16%. Japan 

trades on around 13x forward earnings and just 1.2x price to book and around 1x EV/sales. It 

is the individual stock specific opportunities which attract us. It should be noted that the 

underlying holdings have not stayed the same and we have had some notable successes 

including Hitachi, NTT, and Kyocera. However, it is an area of the market which is now largely 

shunned by global investors, and which has been derided as ‘the graveyard of the Value 

investor’. We have often said that it is hard to stand apart from the crowd, especially when it 

appears that others are making outsized returns. But we firmly believe that this is exactly what 

we must do to generate and protect long-terms returns and it is ultimately this which underpins 

the long-term outperformance of Value over many previous decades. The duration of the 

relative drawdown in Value is unprecedented and this creates all manner of pressures on us 

and ultimately our clients. This may lead to asset allocators abandoning Value as a style or 

practitioners of Value investing abandoning key tenets of their process and engaging in ‘style 

drift’.  Our culture and philosophical commitment to Value investing remains unfaltering, but 

we do analyse our mistakes and look to learn and evolve our process.  

MHI, is a Japanese conglomerate that is the largest defence contractor in Japan and one of 

the world’s largest suppliers of power installations from gas turbines to nuclear. The share 

price was down 12% over the quarter, in local currency terms. Ten years ago, MHI embarked 

on a ‘national mission’ to create a domestic aerospace industry for Japan with the 

development from scratch of its own regional jet. This was ultimately a fool’s errand and after 

a decade of development and over $10bn spent, the company was forced to abandon this 

project with the collapse of the aviation market in the pandemic. We had invested when it 

appeared that the project was nearing completion in 2017, but the project suffered further 

delays and then the pandemic meant that the value destruction has been far greater than we 

anticipated. This led to the share price hitting a 32 year low in 2020 of around Yen 2,300. It 

did recover to over Yen 3,500 in March 2021 but has since declined to Yen 2,659 at the end 

of 2021. MHI has an c.$8bn current market valuation, it has a portfolio of listed equities valued 

at c.$5bn. Its operating business is recovering and has around $32bn in sales on which the 

market consensus forecasts a c.5.0% operating margin, but which historically has achieved 



an 8.0% operating margin (even with losses from the MRJ project). We believe that MHI 

remains a tremendous store of shareholder value and this is confirmed by market analysts 

with the twelve-month price target implying a 24% return and our own analysis forecasting a 

67% return over the next 2 years. MHI stands to benefit from the decarbonisation of Japan 

and the world as a leader in nuclear, and advanced gas turbines that can be powered by LNG 

(Asian transition from coal) and hydrogen. MHI has some interesting pilot projects in operation 

and under construction in hydrogen generation and carbon capture; both key technologies for 

a Net Zero world. It trades on just c.10 times forward earnings (less than 4 times if the equity 

portfolio is excluded) and is yielding 3.3% (which is over 3 times covered) and growing to 

4.1%.    

The largest positive contributors to relative performance for the year were, in order of impact, 

Embraer (+161%), Nokia (+77%), Porsche Holding SE (+52%), Eni (+52%) and Lloyds 

Banking Group (+35%).  

Embraer, the Brazilian aircraft manufacturer, continues to benefit from the ongoing aviation 

recovery in the US and is the near sole remaining manufacturer of regional jets for the key US 

market, and a solid player in the business jet market to boot. Embraer has an increasing order 

book of $18 billion, which is well over three years’ worth of production, and now exceeds that 

of the pre-pandemic level.  The share price strength included the significantly value accretive 

deal to list an 18% holding in its short-range electric vertical take-off and landing (eVTOL) flight 

vehicle (called Eve). Eve continues to look promising with a working vehicle, a roadmap to 

certification, and a significant and growing order book. A deal to inject Eve into a New York-

listed special purpose acquisition company (SPAC) called Zanite Acquisition Corp involves 

the issue of new stock to add to the $237m of cash inside Zanite, together providing $500m 

to fund the development at Eve. The deal implies an equity value for Eve of $2.9bn, slightly 

larger than the current market value of Embraer itself! The deal is scheduled for completion in 

the second quarter of 2022 and Embraer will retain 82% of Eve. 

Nokia, the European telecom equipment supplier, was also a strong contributor to portfolio 

performance the quarter and for 2021 as a whole, up 77% in local currency terms over the 

year. We were able to take advantage of what our research identified as short-term weakness 

in profitability, due to cost overruns and delays owing to issues with its chipsets in early 2020. 

The share price fell from around €5.50 to €3.50, and its valuation offered a compelling value 

opportunity. We were convinced that its longer-term prospects warranted a higher price. The 

competitive environment was also improving with the US curtailing Nokia’s most powerful 

competitor, China’s Huawei. Through 2021 Nokia has demonstrated good progress in 

restoring its margins and this improvement in its fundamentals has been reflected in the share 

price, which recovered to €5.57 at year end.     

Over the last 10 years central banks globally have embarked on an unprecedented monetary 

experiment in the form of Quantitative Easing which has clearly benefited asset prices. At the 

start of 2009, the US stock market had a value of $9.1 trillion versus US GDP of $14.6 trillion 

(0.6 times). At the end of 2021, the US stock market had a value of $48.5 trillion versus the 

latest US GDP data (third quarter 2021) of $23.2 trillion (2.1 times). From the end of 2008, the 

Federal Reserve’s balance sheet has increased from $0.9 trillion to $8.8 trillion as at the end 

of 2021 with more debt accumulated in the last two years than in the previous ten. This is now 

coming to an end. From the start of 2009 to end of the third quarter 2021, the US economy 

has grown its GDP by a comparable amount; $8.6 trillion. However, the subsequent rise in the 



value of the US stock market has been $39.4 trillion (as measured by the Wilshire 5000) from 

start 2009 to end 2021. Clearly the US stock market was cheap in 2009, but it was already 

expensive (certainly relative to other markets) some years ago. It has carried on getting more 

expensive and on several, admittedly high-level, measures such as the Shiller P/E, EV/sales, 

and the Buffet indicator (market capitalisation to GDP) it is now as expensive as it has been 

at any time in its history. The key question remains what the future returns for investors will 

be? We were struck by work done by Research Affiliates in late 2021 which showed that they 

anticipate negative real returns from US equities over the next decade, in stark contrast to 

international equities which they expect to deliver high single digit returns per annum over the 

next decade.  

The core philosophical underpinnings of our investment approach remain steadfast. The 

investments we hold are often out of favour, and trade on low valuations relative to their history 

and their fundamental outlook. The portfolio remains very lowly valued on a forward price to 

earnings ratio of 10.1x, 1.1x price to book and with a healthy dividend yield of 3.4%. There are 

numerous holdings that as we look forward into 2022 have significant catalysts that may lead 

to material value creation in short order. To highlight a few; Bayer is looking to have its Round 

Up litigation dismissed by the US Supreme Court, BT is preparing its defences against the 

acquisitive Drahi’s Altice group, Exor is realising the value of its PartnerRe business and 

MUFG is disposing of its US operations and returning capital to shareholders. Our 

conservative fair values imply a portfolio return of around 20% return per annum over the next 

two years. 
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The value of all investments and the income from them can go down as well as up; this 

may be due, in part, to exchange rate fluctuations. Past performance is not necessarily 

a guide to future performance 
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