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Value Is More Than a Cheap Price

Herndon Capital provides a refreshingly thoughtful approach to value investing.
"Buy low, sell high" ... "We look for stocks that are cheap"…"The market looks cheap at these prices."
Statements like these are thrown around so often by investment managers and commentators that investors
might be forgiven for thinking that value investing has become somewhat of a cliché. After all, when was the
last time that you heard a manager boast about paying too much for a stock or promote a strategy for buying
expensive stocks? Lost in these mindless platitudes, however, is the very real issue that what is "cheap" isn't
necessarily a good value. Cheap is an absolute term, whereas value is always relative to what you are getting. A
$5 lunch at McDonald's is certainly cheaper than a $50 meal at a sit-down restaurant, but is it a better value? The
answer comes down to the quality of both lunches relative to the price.

Value Creating Opportunities

Manager Randell Cain of Herndon Capital Management, subadvisor to the Aston/Herndon Large Cap Value
Fund, understands this distinction full well when he speaks of finding Value Creating Opportunities in the stock
market. Unlike value strategies that view valuation simply relative to historical norms, sector peers, or other
areas of the market, Cain doesn't separate valuation from company fundamentals when determining whether
a stock is a worthwhile investment. It is this matching up of valuation with fundamentals that is critical in
distinguishing a good value from what is merely cheap.
Cain defines a Value Creating Opportunity (VCO) as simply a company trading at a discount to its
fundamentals. He starts by looking for stocks with 30% or more potential upside based on their relative
fundamental variance from the universe (as measured by a five-year average of return-on-equity) compared with
its relative valuation—typically price/earnings (P/E) or price/cash flow (P/CF) depending on the industry or type
of business. For example, a firm with an ROE that is 75% of the Russell 1000 Index may not clear most "quality"
hurdles, but if that firm has a P/E of 10 versus a P/E of 20 for the index, then it may be a potential VCO.
Everything begins with valuation, but before determining what is a true VCO the brunt of the process focuses
on the quality of the fundamentals and managing risk. Cain firmly believes that strong company fundamentals,
not the magnitude of the perceived discount, leads to a higher probability of a successful investment outcome—
which is the closing of the discount between the stock's current value and his determination of fair value—and
lower risk. After the initial screen, Herndon analysts scrub the list of candidates for the quality of their earnings
and dividends to avoid "value traps" and then apply a 31-factor ranking of the fundamental competitiveness
of candidates versus the current overall portfolio. They then follow that up with a detailed analysis of the
underlying business in order to answer two questions. How do they make money? Are we comfortable with
that?

Methodical Makes it Repeatable

As with most investment strategies, the process is as much art as it is science. Cain's background as an industrial
engineer from Georgia Tech taught him the pluses and minuses of probability and statistics—that historical
analysis can only go so far, but that it also tells you what can be important as well as highlighting the need to
understand all the variables involved. An MBA from Harvard aided in dealing with the lack of certainty in the
world and the need to make decisions in the face of that uncertainty. Combined with a liberal arts and science
education from Morehouse College which emphasized leadership, Cain gained the conviction to invest in places
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in the market vetted by his process even if conventional wisdom might disagree. Together, these experiences
drove home the need for a methodical and understandable process. Methodical in order to make it repeatable,
and understandable because at some point the market needs to be able to recognize the discount to fundamentals
for the investment to ultimately succeed.
Evidence of this thoughtful approach appears in the details and nuances of the investment process. Despite
managing a large-value strategy, Cain searches the entire Russell 1000 for investment ideas, not just the Russell
1000 Value Index. The reason is simple, he doesn't delegate to Russell the decision as to what is or is not a "value."
A potential VCO may not always clear the rudimentary and backward-looking metrics often used by those that
construct indexes and style boxes.
It is also evident in the precise and systematic manner in which Cain allocates assets between sectors of the
market. Traditional top-down allocation methods tend to chase cycles or follow the herd in what is essentially a
momentum approach, while bottom-up attempts typically are ad hoc based on managers' so-called "best ideas."
Cain's approach is derived from where the opportunities are in the market, as defined by his VCOs. If 20% of the
Fund's Russell 1000 universe is comprised of VCOs, and 30% of those are in Energy, then that sector merits an
overweight position corresponding to that ratio (30%/20% = 1.5) versus the weighting of the Russell 1000 Value—
the standard performance benchmark for a large-value manager. Sector weightings correspond to the overall
opportunity set, not opinions on various individual holdings. Cain likes to say that every holding in the portfolio
is a favorite or best idea, otherwise he wouldn't own it. He will not buy a stock into the Fund's top-10 holdings.
Stocks have to earn their way to the top of the portfolio through relative outperformance and continued upside
potential.

Few Absolutes

There are few absolutes in the world. Something that appears to be cheap today may not be cheap tomorrow, or
it is cheap for a reason. Cain doesn't fall into the trap of relying on absolutes or certainties in analyzing stocks.
By matching up company valuations with their underlying fundamentals consistently throughout his process, a
contrarian approach is practically built into the stock selection. Historically, it has been those investors focused
on quality who can then zig when the market zags that have been able to reliably outperform the market over the
long haul. As Cain notes, "I can't control the timing, duration, or magnitude of returns. All I can do is try to fill
the portfolio with the best value creating opportunities available." Those opportunities can create value over time
through strong fundamentals that can ultimately lead to the closing of the discount at which a stock trades as it
reaches its full potential, and fair value.
Article written by:
Kerry O'Boyle is an Investment Strategist with Aston Asset Management. Prior to joining Aston he wrote on a
variety of investment topics as a mutual fund analyst for Morningstar, Inc. Kerry is a graduate of the U.S. Naval
Academy, and holds an M.A. in Liberal Arts from St. John's College, Annapolis, MD.

Note: Value investing involves buying the stocks of companies that are out of favor or are undervalued.
This may adversely affect the Fund's value and return. Past performance is no guarantee of future results.
For more information about Aston Asset Management LP and its subadvisors, please call 800-597-9704,
or visit www.astonfunds.com
Investors should consider the investment objectives, risks, charges, and expenses of the Aston Funds
carefully before investing. Please call 800-992-8151 for a prospectus, which contains this and other
information about the Funds. Read it carefully before you invest or send money. Distributed by BNY Mellon
Distributors Inc., which is not an advisor affiliate.
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