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Why the South Korean Stock Market is Attractive, Despite North Korea

The South Korean stock market is a great place to find value, and particularly right now when the U.S.
stock market is so overvalued. In our view, the investment returns over the next 7-10 years are probably
going to be more attractive in South Korea than the United States.

The Korean Stock Market (KOSPI) - A Top-Down Valuation Approach

If you look at the Korean stock market, also known as the KOSPI, the Price/Book ratio is barely above book
value, and the P/E ratio is less than 10x. Furthermore, the Korean market is even cheaper than these
surface-level valuation measures suggest because many Korean businesses own the shares of other
Korean companies which have real value but are not captured by the traditional valuation metrics that
are picked up on a Bloomberg screen.

StarCapital provides a free tool to help you understand which countries are cheap and which countries
are expensive. Across several valuation measures, including Price/Book, Price/Sales, Price/Earnings, and
the Shiller P/E ratio, South Korea comes up as the #1 cheapest country in the world. The table below
shows the ranking of the most undervalued 12 countries:

Country Weight CAPE PE PC PB PS DY  RS26W RS 52W Score
Korea (South) 1.9% 153 128 58 11 07  15% 1.05 11 | R
Austria 0.2% 172 166 59 13 08 26% 107 1.19 p)
Czech 0.0% 88 128 59 13 11  63% 1.02 10: | E
Hungary 0.0% 136 104 77 14 03 26% 1.04 12 R
Italy 1.1% 146 388 58 13 06 31% 1.03 12 E
Poland 0.2% 121 166 90 14 09 22% 1.04 116 G
Portugal 0.1% 123 239 61 14 07  42% 1.04 1.08 7
Turkey 0.3% M1 M1 85 15 10 26% 1.07 1.09
Spain 1.4% 135 184 71 16 13 36% 1.03 112 0
Russia 0.5% 49 71 44 08 07 51% 0.57 0.93 1
China 1.1% 154 74 41 08 07 40% 0.96 1.01
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The South Korean Stock Market (KOSPI) — an Attractive Value

As an aside, you might be wondering what the most expensive countries in the world are (see table
below).

Mexico 0.7% 228 186 M5 24 14 22% 1.04 106 ES
Malaysia 0.6% 165 185 1.8 17 22 29% 1.00 il 29
Netheriands 1.2% 220 201 130 20 12 25% 1.02 10z [ ED
Australia 21% 172 183 14 20 18 44% 0.97 1.01 31

Ireland 0.2% 345 191 157 19 18 11% 1.03 110 EA
Denmark 0.7% 361 248 146 31 23 21% 1.06 1.10
Canada 3.1% 204 208 96 18 15 28% 0.96 o9 EA
Switzerland 2.8% 237 261 173 26 21 30% 1.02 1.07
Indonesia 0.6% 197 211 153 33 29 22% 1.01 10z ES
India 2.8% 206 228 169 27 19 15% 1.01 1.07
Philippines 0.4% 220 206 M3 23 17 16% 0.98 oo ES
Belgium 0.7% 229 276 126 20 21 33% 0.98 100 ED
United States 42.0% 280 224 132 31 20 19% 0.98 103 R

The U.S. Stock Market (S&P 500 Index) - an Unattractive Value

It's important to remember that valuation measures are only useful for making long-term investment
decisions. The more undervalued a particular stock market is, the more likely you will be in generating
more attractive returns over a seven to ten-year period by investing in that market. Valuation measures
are usually not helpful in predicting near-term stock market returns. In 1998, U.S. tech stocks, already
grossly overvalued, continued to rally for two years before finally correcting severely. If you are a long-
term investor, you are better off paying attention to valuation and trying not to worry about short-term
price fluctuations, in our view.

Why is the Korean Stock Market Cheap?

It’s a difficult question to answer. To be honest, we are not exactly sure why Korean stocks are cheap. We
are also not sure that it matters.

However, we can confidently say that Korean stocks are not cheap because of current headlines related
to a potential armed conflict between the United States and North Korea. We say this because South
Korean stocks have been cheap for years, and Korean stocks have rallied in 2017. That rally has occurred
despite the fact that the risk of armed conflict with North Korea has increased substantially.

Our speculation is that Korean stocks are cheap for two reasons.

First, it’s difficult to invest in individual Korean stocks as a U.S. investor. There are few ADRs that you can
buy in the United States and you can’t directly own individual Korean stocks without opening up a
brokerage account in South Korea.
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Second, South Korean companies do not typically return cash to shareholders as aggressively as U.S.
companies do. That’s a knock against South Korea and a lot of other countries. On the other hand, Korean
companies also don’t abuse stock options and other forms of equity-linked compensation as aggressively
as U.S. companies do.

These are certainly drawbacks, but, in our view, Korean stocks pay you well for living with these
drawbacks.

What Happens if There’s a War between North Korea and the United States?

We believe a war is highly unlikely. Such a war would RUgEREREY
involve at least two countries with nuclear weapons.
Including Russia and China, four countries with nuclear
weapons could become involved. All four countries
understand the game theory behind mutually assured
destruction (MAD). For that reason, we expect all parties
involved to pursue their national interests through
diplomacy.

While we believe this is the most likely outcome, we could
be wrong in our optimistic assessment.

If we am wrong, that means a major war that will break out
in Asia, potentially involving nuclear weapons. Along with | =
North Korea, South Korea will be hardest hit. The South Korean stock market will go down in value. To
put it incredibly mildly, that wouldn’t be a good development at all.

However, South Korean semiconductors power the world, from computers to smart phones to cars to
data centers. A war would disrupt the global semiconductor supply chain. Such a disruption will affect
world markets, not just the South Korean stock market. The risk to financial markets is not at all limited
to South Korea.

In summary, if a war happens, it will likely be world markets that go down in value, not just South Korea. If
a war doesn’t happen, South Korea has more long-term upside than a lot of other countries, in our
view. The risk-reward profile looks attractive, despite the threat of an outbreak

Sincerely,

Josh Strauss, CFA
William Pekin, CFA
Adam Strauss, CFA
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Appleseed Capital is the impact investing arm of Pekin Singer Strauss Asset Management. This
commentary is prepared for informational purposes only and is not intended as an offer or solicitation for
the purchase or sale of any security. The information contained herein is neither investment advice nor a
legal opinion. The views expressed are those of the authors as of the date of publication of this report, and
are subject to change at any time due to changes in market or economic conditions. The comments should
not be construed as a recommendation of individual holdings or market sectors, but as an illustration of
broader themes. Appleseed Capital cannot assure that the type of investments discussed herein will
outperform any other investment strategy in the future.

Investing involves risk, including loss of principal. There is no guarantee that the strategies discussed in
this commentary will succeed. Small and mid-cap investing involve greater risk not associated with
investing in more established companies, such as greater price volatility, business risk, less liquidity and
increased competitive threat. Investment in international markets present special risks including currency
fluctuation, the potential for diplomatic and political instability, requlator and liquidity risks, foreign
taxation and difference in auditing and other financial standards. Fixed income investments are affected
by overall market movements, changes in interest rates, and other factors such as weather, disease,
embargoes and international economic and political developments. Investments in commodities such as
gold may be affected by overall market movements, changes in interest rates, and other factors such as
embargoes and international economic and political developments. Commodities are assets that have
tangible properties, such as oil, metals, and agricultural products. These instruments may subject
investment strategies to greater volatility than investments in traditional securities.
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