
 

This Might Be Good Year To Leave The 
Dark Side Of Passive Investing & Instead 
Focus On Fundamentals 

 

 

 

 

The last few months have been so interesting for investors that it makes one wonder what will happen in 2019. 
There are a lot of issues to consider—trade wars and tariffs, Trump administration policies, rising interest rates, 
quantitative tightening by the Fed, and the length of the equity bull market. 
 
Volatility has roared back in a big way and most people are at a loss 
for what to do about it. So in addition to the tax-loss harvesting 
usually occurring at year’s end, there’s also been a lot of panic-selling. 
As investors looking to avoid the loss of capital started selling some 
holdings, outflows from equity-based mutual funds and ETFs caused 
the managers of those vehicles to sell certain companies, which in 
turn drove down the value of some securities to outrageous levels. 
Equity investors who approach the market with a focus on 
fundamentals can therefore find some incredible values these days.  
 
From my perspective as a professional investor, there’re two basic ways to think about security valuation. One is 
based on attention to the fundamentals of what a company does, what its balance sheet looks like, and how it’s 
positioned to compete with other like-minded profit-seeking players in its industry. The other is simply based on 
the supply and demand for a security, based on its last market price.  
 
Supply and demand is very much driven by the fund flows of big passive investors—low-cost mutual funds and 
ETFs—who try to replicate the performance of the S&P 500, or some other major index. When volatility such as 
we’ve recently seen comes to the fore, this stock-price-based approach is likely to cause some disruption, creating 
opportunity for those who use fundamentals to prepare a business valuation which can then be compared with 
the underlying business’ market price.  
 
The questions facing all investors right now is at what point fundamental valuation will rule the day again and for 
how long the markets will continue to swing wildly. My bias is that fundamentals will eventually take over, but it 
may take a while.  
 
In the last 20 years, more and more investors have abandoned active management and gone over to the dark side 
of passive investment vehicles – because they’re marketed as low-cost alternatives and often deliver returns 
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comparable to the overall market. But when ETFs are all doing the same thing—buying the biggest companies in 
their benchmark indexes—valuations can quickly get out of whack. Then when volatility strikes and something 
like tax-loss season rolls around, those products become quick sellers and have serious outflows.  
That can lead to shocking scenarios, like the equity market value of Apple dropping by hundreds of billions of 
dollars in just a few months. Granted, the company has some issues, but its fundamentals have not changed that 
dramatically. While Apple probably wasn’t fundamentally worth over $1 trillion a few months ago (when its 4,730 
million shares traded at ~$230/share), it similarly probably isn’t fundamentally worth $710 billion (where it trades 
today.) My guess is that some value in between is probably more realistic. Fortunately, fundamental investors 
with capital can consider these types of day-to-day swings and then make a decision about whether to buy or sell 
when they conclude that market valuations have become unreasonable. 
 
So much of current market behavior just seems irrational. What’s going on with Warrior Met Coal (HCC) is another 
great example. I had a conversation with their management recently and was told that their stock price seems to 
go up and down based on the price and outlook for thermal coal. Thermal coal is an important commodity used to 
produce energy and its price is highly correlated with the price of natural gas. However Warrior Met Coal doesn’t 
sell any thermal coal, it sells metallurgical coal, which is used to make steel. Nevertheless, HCC’s stock price has 
dropped materially in recent weeks (in conjunction with recently-falling natural gas prices) even though its 
outlook has remained stable and met coal pricing trends are favorable. It’s an anomaly and opportunity for profit, 
but not the only one.  
 
Last year was one of the best years ever for automobile sales with over 17 million units sold domestically, yet it’s a 
sector no one seems to want to touch. Within that space, the stocks of both General Motors (GM) and Fiat (FCAU) 
are totally mispriced by the market once again. Although GM rallied after it’s management aggressively 
approached the market, announcing cost cuts and some interesting growth initiatives, its stock price hardly 
reflects the firm’s intrinsic value. Similarly, the market doesn’t seem to realize that Fiat is close to finalizing the 
sale of its parts business at a terrific valuation – after which it will pay shareholders a large special dividend. 
 
Another interesting development is the correction that has happened in the fixed income market. That market 
hasn’t sold off dramatically, but December 2018 marked the first month since 2008 where there were no new 
high-yield bond sales domestically or in Europe. The junk bond new issuance market had been very hot for a long 
time, so this is an important change. The reduced demand for new issuance – driven by bond ETF outflows – 
promptly caused credit spreads (the difference in yields between Treasuries and junk-rated issuers) to spike and 
some bonds to trade down dramatically. 
 
As a result, there are a host of single-name anomalies within junk bonds these days as well. For example, just a 
few months ago, Ultra Petroleum’s (UPL) bonds traded at 60 cents on the dollar – today, they trade at under 27! 
As with Apple, there hasn’t been that much change in UPL’s fundamentals. While Apple’s management predicted 
slower global sales, UPL is facing drilling uncertainty and a credit-rating downgrade. Of course, both issues are 
concerning for UPL but the supply/demand imbalance in the bond market likely exaggerated its bond price drop.  
 
Based on the evidence above, it’s probably safe to say that 2019 will be an interesting one for investors. With the 
likelihood of significant volatility, it probably makes sense for most investors to maintain a healthy level of 
diversification and a healthy level of risk control in their portfolios. But then again, in most market environments, 
a healthy degree of diversification as well as stop losses for when things do go wrong make a lot of sense. 
Meantime, astute investors should be on the lookout for pricing anomalies where market gyrations have gone too 
far – in order to profit from securities that Mr. Market has temporarily priced in a ridiculous way without sufficient 
regard to fundamentals. 
 
George Schultze is a hedge fund manager and the founder of Schultze Asset Management. He is the author 
of The Art of Vulture Investing: Adventures in Distressed Securities Management. 
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