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Quality and Value in a “Risk-on” Environment
Principals Nicholas Chermayeff, Robert Greenhill Jr. and David Bechtel provide
their perspective on the markets and Barrow Funds.
1 Would you please comment on overall market performance in the second
quarter of 2017?
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Despite certain sectors with massive underperformance, overall market performance for the quarter
was positive and “risk on” sentiment continues to be the consensus among investors. During the
second quarter of 2017, large-capitalization companies outpaced mid- and small-caps while growth
handily outperformed value. Small-cap value was the biggest loser, as the group was down more
than 3% for the quarter.
Digging a little deeper, we can attribute the growth-over-value spread (across all market cap
segments) to the underperformance of energy stocks, which heavily populate the value indices,
and the outperformance of health care, whose companies mostly reside in the growth indices. The
all-cap S&P 1500 Health Care Index rose 7% while the all-cap S&P 1500 Energy Index fell 7%
following a 9% drop in West Texas Intermediate (WTI) spot prices for the quarter.
Q2 2017 Index Performance
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2 What do you expect regarding growth/value leadership for the remainder of 2017?



While most factors reveal investors are more than willing to take on risk, historically traditional
value has posted its strongest returns during periods of strong economic growth early in the
economic cycle. The value factor typically wanes later in the cycle as investors search for
secular growth opportunities when economic growth slows down. Since we seem to be in the
later stages of the economic cycle, we would expect investors to continue to favor momentum/
non-earners. As the economy slows, investors may start rotating into higher quality names
(high operating margins, high ROE, low financial leverage etc.) that we tend to favor and
which have historically outperformed growth over the long run.

3 What are the ideal market conditions for the Barrow Value Opportunity Fund to
outperform? In what conditions does the strategy generally underperform?
Current markets seem to be operating in a peculiar manner in that they are contradicting one
of the main principles of finance: Investors demand higher returns when taking on higher
risk. It appears that this axiom has completely broken down at the individual stock level and
instead market participants are overpaying for higher risk stocks while underpricing lower
risk stocks.

(continued on next page)
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Currently, many inefficient (low return on equity and low operating margins), levered (high financial leverage firms), high
beta, and profitless firms are in favor and outperforming. After years of quantitative easing, many investors may no longer
be concerned with downside risks and are in search of high returns similar to what we’ve seen in companies like Amazon. In
environments like these, disciplined, “Quality-meets-Value” strategies often lag.
Going forward we expect markets to return to normal conditions where Quality-meets-Value strategies should outperform.

4 What areas of the market appear more compelling from a valuation perspective?
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Picture This…
Imagine if you could buy, at a significant discount to its intrinsic value, a liquid, welldiversified business with better quality attributes than the average stock. Wouldn’t you want to
own a lot of it and hold onto your stake until the market gave you credit for your research and
diligence with an attractive exit price? At Barrow Funds, through our stock selection and
portfolio construction process, that’s our primary aim.
We view our securities positions as a thoughtful and deliberate combination of ownership
interests in underlying businesses, not an assortment of stock certificates held for trading.
When we “look through” our investment portfolio to the cash flows and balance sheets of its
underlying companies, we see a diversity of high quality businesses bought at what we believe
are substantial discounts to their intrinsic values. When we roll these underlying fundamentals
up into a single consolidated cash flow statement and balance sheet, we expect to see high
quality and attractive price attributes better than any one stock or any concentrated portfolio
could deliver standing alone. If we are successful in accomplishing our goal, then we will have
brought significant value to the table for our investors and the prospects for superior relative
investment performance.

The Importance of Looking Through
While Ben Graham, Warren Buffett, and other great value practitioners have long
advocated that investors should view their public stocks as ownership positions in
underlying businesses, we believe that very few of them actually do, and that even fewer
asset managers make a practice of letting their investors see how that picture compares to
other opportunities the market offers.
Our investment community and financial media communicate using simple narratives
that, while satisfying our need to simplify and compartmentalize, do not advance this
basic understanding. All too often stocks are just prices on the screen that go up and
down like an amusement ride. When they go up, we are thrilled. When they go down,
we are terrified. Price action makes the headlines, instead of stories about valuation and
fundamentals.
When we become inured to the static noise of “prices up” and “prices down,” price
insinuates itself as a proxy for value when, in fact, they are inversely related. And once
value is equated to price, it is very difficult for an investor, or a financial advisor having to
report to a client, to make the correct decision about buying or selling in the face of
market volatility. The investor becomes a victim of an emotional rollercoaster, with no
reference points such as the quality of operating fundamentals or intrinsic value to steady
the stomach.

1

900
600

300

0

-300
-600
-900

-1200

-1500
Jan'13

Jan'14

Jul'14

Jan'15

Jul'15

Jan'16

Source: Strategas Research Partners,Russell
7/20/17 3000 ROIC 3Mo. Factor Trend
1750

(Q1 Alpha Minus Q5 Alpha)

Jul'16

Jan'17

Jul'17

Investors appear to be favoring low quality stocks, as companies with low operating margins have
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“Risk On” Charts (continued)

← Q1 Outperforming │ Q5 Outperforming →

We are finding compelling stocks across
all market cap segments. However, from
a strictly valuation perspective (EV/
EBITDA), we are finding value in the
small- and mid-cap consumer space.
Over the past year, with the focus
on large-cap technology stocks and
their outperformance (e.g. FAANG),
many smaller consumer companies
have been overlooked by the market.
While valuation is only one part of our
stock selection process, we find these
inexpensive areas of the market good
places to start our hunt.
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Mutual fund investing involves risk. Principal loss-750
is possible. The Fund’s investment objectives, risks, charges and expenses must be
considered carefully before investing. The prospectus contains this and other important information about the Fund and may be obtained by
calling 1-877-767-6633. Read it carefully before -1250
investing. Distributed by Ultimus Fund Distributors, LLC.
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Research
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1000 Index.
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of the bottom 2,000 stocks in the Russell 3000 Index. The S&P Composite 1500 Index combines three leading indices, the S&P 500, the S&P MidCap 400, and the
S&P SmallCap 600 to cover approximately 90% of the U.S. market capitalization. The S&P 500 Index is an unmanaged index of equity prices and is representative of
a broader market and range of securities than is found in the Fund’s portfolio. The S&P 400 Index, is a stock market index from S&P Dow Jones Indices. The index
serves as a barometer for the U.S. mid-cap equities sector and is the most widely followed mid-cap index. The S&P 600 Index covers roughly the small-cap range of
U.S. stocks, using a capitalization-weighted index. Investors cannot invest directly in an index. The S&P 1500 Health Care Index measures the performance of the
healthcare sector of the U.S. equity market. The S&P 1500 Energy Index measures the performance of the energy sector of the U.S. equity market. It is not possible
to invest directly in indexes which are unmanaged and do not incur fees and charges.
West Texas Intermediate is a grade of crude oil used as a benchmark in oil pricing. Beta is a measure of the volatility of a security or a portfolio in comparison to
the market as a whole. EV/EBITDA is the enterprise value of a company divided by its earnings before interest, taxes, depreciation and amortization.

