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Performance   data   quoted   represents   past   performance   and   does   not   guarantee   future   results.   The   
investment   return   and   principal   value   of   an   investment   will   fluctuate   so   that   an   investor's   shares,   when   
redeemed,   may   be   worth   more   or   less   than   their   original   cost.   The   Fund's   current   performance   may   be   
lower   or   higher   than   the   performance   data   quoted.   For   up-to-date   performance   data   please   contact   the   
Fund's   transfer   agent   at   1-800-869-1679.     

Is   Value   Cheap?   Or,   Rather,   Are   Cheap   Stocks   Good   Value?   

Global   markets   ended   the   third   quarter   on   a   negative   note.   Dark   clouds   are   gathering.   

The   Chinese   Communist   Party   is   cracking   down   on   China's   private   sector,   targeting   in   
particular   leading   technology   companies   and   the   over-heated   real   estate   market.   Tensions   
between   China   and   the   West   are   flaring   up   again.     

Central   banks   are   reversing   unprecedentedly   loose   monetary   policies.   The   end   of   quantitative   
easing   is   around   the   corner   and   interest   rates   have   started   to   go   up.   Inflation   is   rearing   its   ugly   
head.   The   United   Kingdom   is   leading   the   world   in   raising   taxes   to   pay   for   the   orgy   of   public   
spending   of   the   last   two   years.   Every   country   will   follow   suit.   All   this   while   many   stocks   are   
priced   to   perfection.   No   wonder   that   investors   are   finally   turning   cautious.     

One   clear   indication   of   this   sudden   prudence   is   the   recent   rotation   out   of   highly-valued   growth   
stocks   into   less   exciting,   but   cheaper   stocks.   Investors   take   profits   and   look   to   invest   the   
proceeds   in   stocks   that   did   not   participate   in   the   melt   up.    Pundits   call   this   “value   outperforming   
growth”.   Another   popular   characterization   is   “risk-off”. value"   outperforming   have   entere   

Opposing   Growth   Stocks   to   Value   Stocks   Is   Wrong.   

Opposing   growth   stocks   to   value   stocks   is   more   than   artificial.   It   is   wrong.   As   we   argue   below,   
cheap   stocks   do   not   comprise   a   universe   of   "value".   In   fact,   growth   stocks   often   represent   
better   value.   As   one   of   the   best   international   stock   pickers   of   the   twentieth   century   put   it:   "In   
order   to   come   to   an   understanding   of   the   intrinsic   value   of   a   security,   the   value   investor's   main   
areas   of   focus   should   be   estimated   future   earnings   and   the   environment   in   which   these   
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YTD   1   Year   3   Year   

Annualized  
Since   Incep�on   

Annualized   
Annual   
Fund   

Expense   
Ra�o   

MOPPX   (CL   I)   
Incep�on   Date:   

April   2,   2018   

-1.28%   18.60%   47.47%   25.87%   22.10%   1.40%   

MOOPX   (CL   A)   
Incep�on   Date:   
August   30,   2019  

-1.28%   18.45%   47.25%   N/A   40.76%   1.55%   

MSCI   EAFE   
INDEX   

-0.45%   8.33%   25.71%   7.62%   6.52%   N/A     



companies   are   operating."*   Note   that   Sir   Templeton   does   not   write   "focus   on   the   cheapest   half   
of   the   market".     

Why   Value   vs.   Growth   is   a   Wrong   Debate   

Value   investors’   universe   is   commonly   described   as   the   cheap   half   of   the   stock   market,   based   
on   Price   Earnings   Ratios.   Other   ratios,   like   Price   to   Book,   may   also   be   used,   but   the   bottom   
line   is   that   value   investors   divide   the   stock   market   into   two   halves.   The   half   with   the   lower   
multiples   is   called   “value”,   which   sounds   more   attractive   than   “cheap”.     

The   logic   is   understandable.   It   is   easy   to   get   carried   away   with   well-performing   stocks.   When   a   
stock   is   hot,   every   investor   wants   it   in   her   portfolio.   So   focusing   on   the   cheapest   stocks,   not   
the   popular   ones,   may   be   viewed   as   a   good   discipline.   But   is   it?     

Let’s   apply   such   thinking   about   value   to   the   real   estate   market   in   Florida,   for   example.   A   value   
investor   would   divide   the   housing   market   in   the   Sunshine   State   into   two   halves.   She   would   
then   focus   solely   on   the   houses   that   sell   for   less   than   the   median   price.   In   doing   so,   she   would   
have   to   ignore   most   -   if   not   all   -   beachfront   properties   since   mansions   with   ocean   views   are   
usually   more   expensive   than   houses   facing   strip   malls.     

Yes,   a   beautiful   property   overlooking   the   Atlantic   Ocean   or   the   Gulf   of   Mexico   may   have   so   
much   appeal   that   a   buyer   could   be   tempted   to   pay   too   much   for   it.   But   ignoring   the   best   
properties   for   fear   of   paying   too   much   is   akin   to   never   speaking   to   a   pretty   girl   for   fear   of   
making   a   fool   of   oneself.     

Let’s   remember   real   estate   value   is   defined   in   great   part   by   location,   location,   location.   
Similarly,   the   three   most   important   factors   in   valuing   stocks   are   growth,   growth   and   
compounding   growth.  

Low   prices   do   not   equate   to   value.   The   premise   that   a   stock   is   mispriced   just   because   it   is   
trading   at   a   low   valuation   often   leads   to   wrong   conclusions.   Investors   have   a   name   for   it(:<=;)   it   
is   called   a   value   trap.   

What   creates   real   value   for   a   stock   is   the   compounding   effect   of   its   growing   returns   over   time.   
A   developed   economy   is   a   growing   pie.   Companies   that   pull   up   the   growth   rate   of   the   pie   
deserve   a   premium.   The   fundamental   valuation   question   is   how   much   of   a   premium?   In   my   
book,   the   art   of   stock   picking   is   to   properly   value   growth.   

Growth   Comes   In   Many   Forms   

There   is   more   to   value   investing   than   screening   for   low   valuations,   of   course.   Value   investors   
tend   to   be   diligent   analysts   of   the   fundamentals   of   companies.   But,   besides   giving   consultants   
a    raison   d’être ,   what   is   the   purpose   of   opposing   value   to   growth?   Value   investors   are,   after   all,   
looking   for   underpriced    growth .   If   one   is   looking   solely   for   return   on   assets,   that’s   what   holding   
bonds   to   maturity   is   for.   



Growth   comes   in   many   flavors.   Some   corporations   enjoy   sales   and   profits   growth,   others   settle   
for   slow   expansion.   Even   high-yielding   stocks   are   purchased   for   the   growth   of   their   dividends.   
Contrarian   investors   hope   for   better-than-expected   growth   in   earnings.     

Growth   can   be   sustainable   and   secular   or   it   can   be   cyclical.   Cyclical   stocks   trade   at   lower   
multiples   due   to   lack   of   visibility   and   sustainability   and   usually   qualify   as   value.   Hence   "value   
stocks"   tend   to   do   well   in   cyclical   uptrends.     

Compounding   Returns   vs.   One-Off   Revaluation     

Finding   an   undervalued   company   and   seeing   its   stock   price   shoot   up   when   its   prospects   
improve   is   a   rewarding   experience.   But   then   what?   What’s   the   upside   once   the   stock   is   fairly   
valued?   It   no   longer   qualifies   as   a   value   stock.   The   portfolio   manager   takes   her   profits   and   tries   
to   find   the   next   one-off   price   adjustment.   

Patience   Favors   Growth   Investors   

Value   investors   know   it   can   take   markets   a   long   time   to   reflect   the   real   value   of   an   asset.   They   
like   to   say   they   are   patient.   But   what   many   people   do   not   realize   is   that   patience   actually   favors   
growth   investors   even   more.   That   is   because   of   the   magic   of   compounding   returns.     

Let’s   compare   the   returns   of   a   low   PE   stock   and   a   high   PE   stock   that   have   equal   Price   Earnings   
to   Growth   (PEG)   ratios.   As   the   reader   most   likely   knows,   the   PEG   ratio   is   the   PE   ratio   divided   
by   the   company’s   rate   of   growth   in   earnings.   By   this   measure,   a   utility   company   whose   profits   
are   growing   at   5%   and   whose   stock   is   trading   at   a   mere   10   times   earnings   is   not   cheaper   than   
a   software   company   trading   at   40   times   earnings   but   growing   at   20%   per   annum   since   they   
both   have   a   PEG   ratio   of   2.   But,   if   the   growth   assumptions   are   correct,   your   potential   returns   
from   the   latter   are   a   multiple   of   the   potential   returns   from   the   former.   The   downside   is   the   
same:   100%.     

Here   is   the   beauty   of   compounding   returns.   Compounding   5%   growth   in   a   stock   price   over   5   
years,   your   investment   will   give   you   a   total   return   of   27.6%   whereas   compounding   20%   growth   
over   the   same   time   will   make   you   148.8%   richer.   That   is   assuming,   of   course,   that   both   stocks   
still   trade   at   the   same   PE   multiple   after   5   years.   That   does   not   always   happen   in   the   real   world   
but   the   difference   will   almost   certainly   favor   the   rapid   grower   by   a   wide   margin.     

To   look   at   it   another   way,   let's   assume   the   software   company’s   prospects   look   less   attractive   
after   5   years   of   rapid   growth.   Market   forces   will   likely   cut   its   stock   valuation   to   reflect   its   lower   
earnings   power.   The   PE   ratio   could   even   be   cut   in   half.   Even   then,   your   return   on   investment   
would   be   roughly   three   times   better   than   your   return   on   the   cheap   utility   that   is   growing   at   only   
5%   per   year.     

Furthermore,   one   could   be   fooled   into   believing   the   utility   is   a   less   risky   investment.   But   that   
would   ignore   the   fact   that   success   attracts   talent.   Boring   companies   end   up   with   lesser   
management   and   are    likely   to   be   more   prone   to   mismanagement.     

T he   Cost   of   Taking   Money   Off   the   Table   



Compounding   growth   works   if   you   don’t   take   money   off   the   table   as   soon   as   the   stock   has   a   
good   quarter.   Let’s   assume   the   stock   doubles   and   then   doubles   again   and   again   and   again   
over   a   period   of   ten   years.   A   prudent   portfolio   manager   will   take   profits.   She   may   sell   half   her   
stake   to   bring   it   back   in   line   with   a   normal   holding   every   time   it   doubles.   It   sounds   reasonable.   
However   by   not   letting   her   returns   compound,   she   leaves   a   lot   of   money   on   the   table.   

Here   is   the   math.   Assuming   a   $100   stock   doubles   four   times   over   a   period   of   ten   years.   By   
selling   half   of   your   position   every   time   it   doubles,   you   end   up   with   $500.   That’s   a   great   return.   
But   think   about   how   much   you   left   on   the   table.   Instead   of   multiplying   your   investment   by   5,   
you   could   have   made   16   times   your   money   by   never   selling!   Patience   pays   the   growth   investor   
handsomely   indeed.   

  

*Engines   That   Move   Markets   by   Alasdair   Nairn   

  

This   communication   is   provided   to   investors   for   informational   purposes   only   and   should   not   be   
construed   as   a   solicitation   or   recommendation   which   may   be   only   made   subject   to   a   review   by   
a   financial   professional.   The   information   is   this   communication   is   derived   from   sources   deemed   
to   be   reliable   but   we   cannot   guarantee   accuracy.   All   views   and   opinions   expressed   herein   may   
not   necessarily   be   the   views   of   Mercator   Investment   Management,   a   SEC-registered   
investment   adviser,   and   may   also   be   subject   to   change   without   notice.     
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