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Hugh Hendry: The Antithesis
of the Past

‘The returns from 1982—1999 | suspect will never be seen again. The great
money was a function of a very specific period in history.”

Hugh Hendry buys ‘train wrecks’ — i.e. stocks that have probably lost 80% of their
value in companies that have gone to the brink of closure. He is drawn to small
businesses that have stared bankruptcy in the face and survived. In fund manager
parlance they are called ‘special situation deep value’ stocks and he cannot get
his hands on enough of them. At the start of 2004 he held 560 positions in his
$116 million hedge fund Eclectica; 520 of those were holdings in individual stocks
and the rest formed a collection of derivative and commodity trades.

Hendry calls it the Centipede approach to investing. Like the Centipede’s legs he
has alot of stocks in his portfolio, and if a few companies fail along the way it is hardly
going to slow the fund’s performance. In 2003 the approach worked extremely well as
his hedge fund notched up a 50% gain. He achieved that in a market environment where
he was reluctant to buy stocks and was using derivatives and other fixed income trades
to offset the risk of an equity market decline. Hendry’s refrain throughout 2003 was
how uncomfortable he felt buying into the momentum that propelled many Western
equity markets to their best closes in four years.

That reluctance to chase money going into technology and ‘poor valuation’ stocks
dampened the performance of the long-only Continental European fund he also man-
ages. The fund made 3% compared to the Dow Jones Stoxx 50 European Blue Chip In-
dex which returned 10.5%. But investors who have stayed fully invested with Hendry
should forgive the hiccup as his Continental European Fund is one of only three
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European unit trusts that have made money for investors in every year since 1998.
Some modest underperformance in one year is a small price for a fund manager who
is very conscious of capital preservation, and works to an absolute return rather than
a relative return benchmark.

Hendry’s five-year record puts him among a small group that fought the worst bear
market for equities since the Wall Street crash and came out on top. He did that with
the limitations that a long-only fund imposes. He was not able to short the market or
individual stocks, and where he was unable to identify companies that were likely to
rise in value, he took his money out of the market rather than remain invested. Hendry
manages a half a billion dollars across three funds. During the last bear market he had
no compunction in moving more than half of the Continental European fund into cash
and bonds when he could not find companies to invest in. Hendry says that that is justa
common-sense way to protect the cash under management. ‘The clients pay me to in-
vest their money, but they also expect me not to lose it for them when markets go down.’

VALUE INVESTOR

Hendry is at heart a value investor. He would rather buy a dollar’s worth of value at
50 cents than pay a dollar in the hope that it will double to two dollars. He buys
hundreds of stocks to build insurance into his fund. The strategy assumes that some
may fail and some may be unremarkable, but enough will generate sufficiently good
returns to outweigh the laggards. Inherent in this approach is a bias away from big
Blue Chip companies towards the small and mid-cap segment of markets. To work
successfully he needs the businesses to have a relatively low profile with other in-
vestors, but not so low that the companies are always overlooked. Hendry wants to
buy them well before their perceived value is reflected in their share price. To find
companies that fit the profile Hendry is supported by a team of researchers at his
hedge fund company Odey Asset Management. They screen thousands of businesses
around the world for deep value characteristics.

Hendry combines this basic value technique with a top-down assessment of both
the macro-economic trends and the underlying state of financial markets. This is the
starting point for any investment, in any asset class. Before he goes fishing for stocks
in any sector, he creates a mental model for why that sector should be favoured. He
wants to know whether the primary market trend is bullish or bearish. Is the economic
environment good for earnings growth? Is it inflationary or deflationary? Are interest
rates rising or falling? Does that suit- a defensive or an aggressive portfolio? These
are all items on Hendry’s investment checklist.

MAKING THE TRADE

When it comes to pulling the trigger and buying a stock Hendry has married funda-
mental work on value with a technical overlay. The fundamentals determine the price
he is willing to pay for the business, while the chart work determines his timing in
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and out of the stock. Hendry is searching for stocks that are already breaking out of a
trading range. He wants to buy companies in which the share price over at least three
months has outperformed its recent trading record.

The break-out confirms that investors are reassessing the company’s prospects.
The rising share price indicates that other investors are beginning to notice better
profitability, or an improvement in the industry that will benefit the business. He
looks for that signal to show that investors are chasing the price up, and that, ‘smart
people are increasingly willing to pay a little bit more and that in turn is attracting other
market participants’. The ideal target stock is already making new multi-year highs,
showing that the break-out is a valid technical indicator of a new long-term trend.

From barely using a chart in the first eight years of his financial career, Hendry will
no longer make an investment in any asset until he sees a pattern that suggests a break-
out in the price. It may take several months of watching the chart for higher highs and
higher lows before he commits money to the company, but he says he is happy to wait.
Because he will only buy stocks that are already rising Hendry often misses out on
initial gains. He is, however, willing to make that sacrifice if it means that he eliminates
the risks of chasing a false break-out. He would rather buy a stock that has been rising
for several weeks than risk being too early and wrongly calling the break-out.

Hendry enters the trade with a rough idea of what he thinks the stock is worth, but
pays closer attention to the patterns on the charts for sell signals. He is analysing the
market’s emotional view towards the stock, as a break in the new trend could indicate
a turn in sentiment towards the company. He is content to sit in a stock for many
months, even years, if the new trend remains intact. Always conscious of protecting
his portfolio from positions that fail, he runs stop—loss positions (stops) tight to the
stock price to limit the downside if the new trend breaks. If the uptrend is breached
he sells the stock, even if the share price falls for just one day. He would rather sell
than risk holding a losing position. It’s a rule, he says, that removes any subjectivity
from the selling decision.

But what if the fundamental idea is a good one? Won’t he regret not having held
on to the position? A typical trader’s frustration comes from selling in weakness just
before the stock turns higher. But Hendry says he is delighted to buy back companies
at more expensive prices because it has confirmed that the uptrend is still relevant. ‘If
you do buy things that are going down, where do you sell? Where do you recognise
that your timing was off — if the price falls another 5, 6 or 7%? What happens time
and time again is the stock falls more like 30%, 40% or 50% because it has a profit
warning. The market is so smart it picks it up so quickly, it sees the warning coming.
So hopefully if we buy in an uptrend we avoid the profit warnings.’

Hendry stresses the importance of ‘listening’ to the market. The inherent risk in the
fundamental approach is believing in the rightness of the reasons for buying a stock
when the rest of the market doesn’t care. You may be a genius that has discovered a
great company that no one else knows about, but if no one else knows about it the
stock price will not go up. Hendry faced this in 2003 when he was still bearish on
the bigger trend for Western equities but knew that he had to buy into the momentum
as the markets rose. Fighting the tape is not his style. When Western equity markets
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bounced in March 2003 he ran down his cash positions and by the middle of the year
his European fund was once again fully invested.

Hendry says too many investors get over-analytical and ignore the message from
the market. They buy companies because they like the business model but disregard
the fact that the share price is falling. He calls it the Taliban version of stock selection,
where investors become fundamentalists. They get excited by the company story and
lose sight of the future. This is where Hendry parts company with investors wedded
to fundamentals alone. He argues that if the stock is going down even for a single day,
at best the market is saying that the future looks uncertain. Investors not disciplined
enough to sell are ignoring the market wisdom. They are also failing to examine the
flaws in their investment process if they are prepared to sit and watch their holdings
fall in value.

To recap, Hendry’s reasons for buying a stock can be broken down into five basic
points:

Relative out-performance over a three-month period.

A clearly charted uptrend.

A solid profit margin.

Valuation — Hendry uses Enterprise Value to Sales. This reflects the firm’s
economic value and is a measure of what the company would cost to buy
relative to the sales it generates.

5. The interplay between points 1-4 should confirm the company’s quality.

el e

STOCKS THAT FIT THE PROFILE

Devro is a good example of Hendry’s technique. He bought stock in the Scotland-
based sausage-skin maker in January 2003. It fulfilled his search for deep value, and
had a chart pattern that was telegraphing a change in sentiment towards the company.
Devro’s share price halved in 2002 after a negative trading statement about full-year
profits. The London listed group also announced a charge from restructuring its loss-
making cellulose casings business. The message on earnings told the market to sell
more of the stock.

A five-year chart (Figure 1.1) reveals the extent of the company’s woes. The price
pattern shows a business that has stoically faced a difficult past. Hendry saw a company
that had been beaten up and survived. Surely, he reasoned, if it could survive its past,
with better management and some luck the likelihood is that the future would be
brighter. The stock came to Hendry’s attention in late 2002 when the tell-tale signs of
areassessment in Devro’s fortunes was indicated in the rise in the share price. Investors
had begun to notice the turnaround in the company’s profits and were beginning to
pick up shares.

Hendry paid 44 pence a share for his Devro holding. He says, given the company’s
track record, that price represented the problems the company had faced but none
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Figure 1.1 Devro: 5-year chart.
Source: Reuters, reproduced with permission

of the potential. At the end of 2003 Devro was trading at around £1 a share, giving
Hendry back one and half times his money.

In 2002 he talked a lot about Atria, a Finnish meat-packing company. In media in-
terviews he colourfully described the firm as a reindeer slaughterhouse. The company
listed on the Helsinki stock exchange was turning over $600 million a year but had
a market value of just $100 million. The valuation reflected investor fears of being
caught up in a catalogue of bad news flow for Atria. The company had been adversely
affected by the discovery of a case of BSE in Finland in December 2001. The threat
of ‘mad cow disease’ worried investors who headed for the exits. To compound the
problems, pressure from EU competition was squeezing prices, forcing Atria to focus
on fighting off rivals in its local market where the firm enjoyed a dominant market
share.

But, in a bear market for equities investors had missed the dividend story at Atria.
The focus in the markets had shifted from capital appreciation to income, and here
was a company generating a dividend yield of 3.8%. Again, this is a company that
fitted Hendry’s profile. Atria had suffered a difficult history, but not so bad that it
didn’t have a future (Figure 1.2).

Hendry bought the stock in mid-2001 for 4.5 euros. He was still holding a position
in the company as it finished 2003 priced at 9 euros. Since buying into the company the
earnings news has improved. Atria’s statement for the nine months up to September
2003 showed an 11% rise in turnover, while operating profit for the period was up
more than 13%. By 2003 the company’s recovery was confirmed.

Hendry has made good money in Devro and Atria but he says there have been plenty
of mistakes. The benefit of his ‘Centipede legs’ approach is that he can afford to suffer
the failures without damaging the bulk of the fund. The loss of a few positions is the
price of doing business. The mistakes do not stay in the portfolio too long, which is
another element of Hendry’s risk control. A consequence of his discipline of selling
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Figure 1.2  Atria: 5-year chart.
Source: Reuters, reproduced with permission

if the price breaks its up trend is that he trades aggressively. He is happy to pay the
dealing charges if it means avoiding exposure to a stock that goes into freefall.

This is vital to the day-to-day management of his portfolio. He carries a small
financial pager at all times, which alerts him if his positions are stopped out. During
periods of high volatility the pager chirps away signalling that his stop—loss safety
net has been struck in position after position. Any time spent with Hendry during
market hours is punctuated with apologies for the interruption and hasty calls made
to brokers. The level of active trading he does is much higher than would normally
be found with long-only fund managers. Hendry says the hedge fund model is much
more geared to avoiding losses and he probably spends as much time on not losing
money as he does on making it.

BASICALLY BEARISH

Hendry believes the primary trend for markets is still negative. The market recovery of
2003 is but a prelude to the reassertion of the bear; it is a temporary cyclical recovery
in a secular bear market. At the core of his concerns is the dramatic expansion of
credit since the early 1990s and in his view the US economy has been mismanaged.
His Continental European Fund and the Eclectica Hedge Fund are constructed with
this perspective in mind. This first shows itself in his asset allocation process — Hendry
was a buyer of stocks through the 2003 rally because he is a pragmatic money manager.
But he tried to ‘stay close to the exits’, ready to liquidate his positions quickly if the
market fell sharply. He had to balance his enthusiasm for smaller capitalised stocks
with the liquidity constraints of less frequently traded companies. He participated in
the rally, but continued to buy insurance on the downside by hedging his fund with
derivatives contracts on the S&P 500 that would pay out if the markets dropped.
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