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VOLATILITY IS BACK

August was one of the most volatile months in recently for financial markets, with the VIX jumping as high as 24.6 and averaging 19, compared to
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13 in July. Amid the heightened tensions, US and China continued to hit back at each other with tariffs over the course of the month. Any positive

developments in the trade war could provide a boon to the markets.

U.S. NEW HOME SALES BIGGEST
DECLINE SINCE 2013

Sales of new U.S. single-family homes sank
more than expected in July, a sign that the
housing market continued in low gear
despite lower mortgage rates and a strong
labor market

AUSTRIA'S AMS MAKES COUNTERBID
FOR GERMANY'S OSRAM

Austrian sensor specialist AMS made a € 4.3
billion ($4.8 billion) counter-offer for
German lighting group Osram, raising the
prospect of a bidding war with private equity
duo Bain Capital and Carlyle.

INDUSTRIAL OUTPUT GROWTH IN
CHINE SLOWED TO 4.8% IN JULY

China’s economy stumbled more sharply
than expected in July, with industrial output
growth cooling to a more than 17-year low,
as the intensifying U.S. trade war took a
heavier toll on businesses and consumers.

MONTHLY TOPIC: R&D AND STOCK PERFORMANCE

Investors, analysts, competitive landscape - they all require the companies to spend more and more
on R&D, to launch new products and new services. And yes, the companies do that, but the results
might be frustrating in the short-term.

With R&D and marketing expenses there is always a trade-off: to keep them moderate and report
nice profit figures, while risking of losing competitive position, or sacrifice short-term profits by
investing in product development/marketing to enjoy higher top line growth later. This dilemma
could be solved by considering R&D efficiency, which is absolutely crucial to be aware of.

In general, it could be stated that higher R&D
costs translate into higher stock returns. The

R&D costs are to a great extent sector-
specificc, so we have compared the
innovation leaders and laggards within one correlation is particularly applicable to R&D-
sector to prove the hypothesis that the intensive sectors such as IT and health care, as

well as Industrials.

companies, which invest more to stay
competitive by launching new products and
making their processes more efficient, also

are capable of generating higher

shareholder value in the long term. Read full Article on Page 2
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R&D - A VALUE-DRIVER OR VALUE-DESTROYER?
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Investments in R&D and marketing to keep and extend economic moat

Investors, analysts, competitive landscape - they all require the companies to
spend more and more on R&D, to launch new products and new services. And yes,
the companies do that, but the results might be frustrating, at least in the short-
term. Take Baidu, once the top Chinese internet behemoth, it has lost its position
in top 5 IT companies in China. The reason is straight-forward: huge expenses
directed to R&D for development of new services, such as video streaming iQiyi
(Netflix twin in China), as well as increase in marketing expenses (over 200 mn USD
spent on Chinese New Year) drive the top line, while putting huge pressure on the
bottom line. Another Chinese IT giant, Netease, seems to have overcome this
problem and now implemented strict cost discipline: its 2Q profit has increased by
45% after it recorded 43% drop last year as the company managed to tame its
game development costs.

In Europe and USA we do not see such swings as corporate governance and cost
management culture is better developed. But also in these regions the pressure to
invest in R&D is pretty high, while often it turns out to be inefficient. Good
illustration is Blackberry —a company, which is spending 20% of its sales on R&D,
but the returns on R&D are negative as its sales show consistently declining trend:
the company generated revenues of 20 bn USD in 2011, but could not even reach
1bn USDin 2019.

With R&D and marketing expenses there is always a trade-off: to keep them
moderate and report nice profit figures, while risking of losing competitive
position, or sacrifice short-term  profits by investing in product
development/marketing to enjoy higher top line growth later. The key to the

problem is hidden in reasonable approach to cost management. For instance, Jim

Collins* advises to fire bullets (low cost and risk experiments) to understand what
will work and then calibrate cannonballs.

R&D leaders and R&D laggards

As promised in our May article (link), we decided to examine whether the investors
praise more R&D-focused companies, knowing that they provide higher future
profit potential, or rather punish them for not managing costs well.

First, we have split the market universe into four quartiles according to R&D
expenses to sales and compared them afterwards based on the total return figures
for the last 10 years. The results were somewhat expected: the companies with
lowest R&D expenses gained the least as compared to the companies, which fell
into two quartiles with highest R&D expenses. The same pattern was seen both, in
Europe and in USA.

Fig. 1: 10Y Total return of equities based on R&D Quartiles (Quartile 4 — highest
R&D/sales), 2008-2018
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Source: Hérens Quality Asset Management, Reuters

The explanation could be straightforward: the major R&D spenders are sky-
rocketing IT and biotechnological stocks, while the main laggards in terms of R&D
costs obviously are utility and energy companies, which could not cheer up the
investors with decent returns lately.

Indeed, R&D costs are to a great extent sector-specific, so we have compared the
innovation leaders and laggards within one sector to get more objective results and
prove the hypothesis that the companies, which invest more in an attempt to stay
competitive on the market by launching new products and making their processes
more efficient, also are capable of generating higher shareholder value in the long
term.

We have conducted analysis for the five sectors, which provide sufficient number of
R&D costs reporting companies, by comparing the performance of top 25% by
R&D/Sales to the bottom 25% R&D spenders since 2008.

Fig. 2: 10Y annualized return of top and bottom R&D spenders, 2008-2018

USA

Top 25%  Bottom 25% Out/Under
Information Technology 14.6% 11.3% 3.3%
Health Care 20.8% 11.4% 9.4%
Energy -1.0% -0.7% -0.3%
Industrials 10.2% 2.5% 7.6%
Materials 8.1% 7.2% 0.9%

Europe

Top 25% Bottom 25% Out/Under
Information Technology 22.9% 7.1% 15.8%
Health Care 10.2% 10.0% 0.2%
Energy 5.9% 1.2% 4.7%
Industrials 7.8% 1.9% 5.9%
Materials 8.4% 3.1% 5.4%

Source: Hérens Quality Asset Management, Reuters

In general, it could be stated that higher R&D costs translate into higher stock
returns. The correlation is particularly applicable to R&D-intensive sectors such as IT
and health care (exc. healthcare in Europe), as well as Industrials. Energy and
material sectors in US are not sensitive to R&D expenses, while for the same sectors
in Europe higher R&D expenses make the difference.

Quality stocks’ R&D in sector context

In our May insight (link), when disclosing the figures on R&D costs of quality

companies, it was clearly seen that they are in the top league in terms of R&D and
the intangible assets. But, again, partially these figures are explained by the sector
bias due to IT overweight as compared to the market. Fig.3 puts R&D spending of
quality companies in sectors’ context.

Fig. 3: Median R&D/Sales of quality stocks vs. Benchmark by sectors

Quality USA MSCI USA Quality Europe MSCI Europe
IT 12.9 14.3 13.8 14.2
Health Care 13.8 12.5 8.4 12.3
Industrials 3.2 3.5 2.8 2.6
Materials 0.7 1.5 10.6 2.7
Cons. Discretionary 13.8 2.6
Cons. Staples 2.6 2.4

Source: Hérens Quality Asset Management, Reuters

The results are not unanimous: it cannot be stated that quality companies are
obsessed with R&D, but they still have spending close to the market levels. Quality
companies focus rather on sustainable, above average profitability, having strict
cost discipline also with regard to R&D expenses.

To conclude, investing in R&D is vital for long-term value creation and staying
competitive on the market. However, strict discipline should be applied to this type
of costs and the management’s and investors’ attention should care about return on
R&D as one of the primary key performance indicators.
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