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Sometimes stocks are cheap for good reason. Within value equities, screening out companies with weak
operating metrics—and emphasizing ones with consistent cash flow generation—can help identify
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In his paper, “The Quality Dimension of Value Investing,” Robert Novy-Marx evaluates the importance of incorporating quality
metrics into traditional value investing strategies." Through the lens of the investment processes of Benjamin Graham, Jeremy
Grantham, Joel Greenblatt, and his own method, Novy-Marx makes the case that a quality focus, coupled with traditional value
metrics and even momentum measures, can be the foundation of an effective investment strategy. This approach can potentially
augment long-term returns and better distinguish “bargain stocks,” those that are undervalued based on the market’s
misperception of their appreciation potential, as opposed to “value traps,” those that are cheap for a good reason.

A value trap refers to a stock that appears undervalued based on traditional valuation metrics but is actually a poor investment.
These stocks often attract investors with the promise of significant upside potential, only to underperform due to underlying
issues such as declining business fundamentals, poor management, or adverse industry conditions.

The primary risk of value traps is that investors may hold onto these stocks for extended periods, anticipating a turnaround that
never materializes. This results in capital being tied up in underperforming investments, which could have been allocated to more
promising opportunities. Additionally, the persistence of negative factors can lead to further declines in stock prices, exacerbating
losses and negatively impacting overall portfolio performance.

Thus, an investment strategy that can avoid selecting value traps has the potential to achieve better downside protection, by
avoiding poor performing cheap stocks, and better upside capture, by putting stagnant money to work in appreciating “bargain
stocks.”
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Locating Value Traps

In 1992, Eugene Fama and Kenneth French released their influential research on how to define value companies, growth
companies, and the high-minus-low (HML) factor, which showed, historically, how value companies had outperformed growth
companies, i.e., the value premium.? Value companies were defined as companies with lower price-to-book values (P/B), while
growth companies had higher P/B ratios. When Fama and French released that data, they probably did not anticipate that over
30 years later, the evolution of the global economy would lead to asset-light businesses —those that could generate profits with

less capital invested in property, plant, and equipment—displacing the status quo of traditional value investing and possibly
calling the major finding of their research into question.

And yet, P/B is still the foundation for benchmark value style indexes such as Russell, MSCI, and Wilshire. As a result, many still
utilize this formulaic approach in any value analysis. When the historical HML data was released, it showed that the value
premium was a consistent method for targeting alpha. Shortly after that, cracks began to show in the outperformance, and the
factor had a 40% decrease in performance from its peak in December 2006. (See Figure 1.)

Figure 1. The Fama-French “HML Factor” Has Declined over the Past 20 Years
Growth of $100 invested on June 30, 1926, based on return differential of value and growth stocks (see below), through June 30, 2025
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Source: Ken French data library at Dartmouth as of 6/30/2025. Monthly data for the indicated period. HML factor refers to the difference in performance
between value stocks, with lower price-to-book values (P/B), while growth companies had higher P/B ratios; it is one of the factors in the Fama-French
three-factor model, developed by economists Eugene Fama and Kenneth French to explain stock returns.

Past performance is not a reliable indicator or guarantee of future results. For illustrative purposes only and does not represent any specific portfolio

managed by Lord Abbett or any particular investment. Indexes are unmanaged, do not reflect the deduction of fees and expenses, and are not available for
direct investment.

While some of this decline is rightfully attributed to the post-2008 recession era of deregulation and artificially low interest rates,
which led to one of the longest growth rallies in history, the deterioration of the effectiveness of P/B is evident.

Where, then, should value investors focus their attention? Our goal in this paper is to dissect this P/B-related data further to
locate and determine ways to avoid the value traps that have created more volatility and less downside protection in what has
been traditionally considered a more conservative equity investment strategy.

By focusing on P/B for large- and mid-sized companies in the United States since 1992, we can split the universe into equal-

weight quintiles (see Figure 2) and see that the cheapest (bottom) quintile not only had the lowest returns, but the highest volatility
(as measured by standard deviation) within the group.
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Figure 2. The Cheapest Stocks Have Been the Worst Performing—and Most Volatile
Returns for quintiles of the Russell 1000® Index based on price-to-book value for the period December 31, 1991-August 29, 2025
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Source: FactSet as of 08/31/2025. Data is based on returns of equal-weighted quintiles of stocks within the Russell 1000 Index® that were sorted by price to
book and rebalanced annually at the end of March, ranging from the bottom quintile of Q1 (“Cheapest) to the top quintile of Q5 (“Most Expensive”).

Past performance is not a reliable indicator or guarantee of future results. For illustrative purposes only and does not represent any specific portfolio
managed by Lord Abbett or any particular investment. Indexes are unmanaged, do not reflect the deduction of fees and expenses, and are not available for
direct investment.

While many of the companies in the bottom quintile can appreciate and move up in value to higher quintiles over time, other
companies do the opposite and remain stagnant or fall out of the universe. These companies are the ones we would broadly
define as value traps.

Isolating Value Traps

As mentioned earlier, Novy-Marx makes the case that an investment approach oriented toward quality, specifically gross
profitability, could lead to outperformance compared to traditional value. Our goal isn’t to solely target companies with high
profitability, as that may uncover names that may be “growthier” in nature instead of value oriented. Instead, we believe that
companies that generate higher cash flows to sustain their production and grow their capital structure, are less likely to fall into
the same stagnation or distress that we expect value traps to experience.

As an example, take two companies in different sectors with vastly different business models and cash flow consistency. On one
hand, Alcoa is a major aluminum producer, and while it is a global leader in its industry, the company produces a commodity-like
product and is susceptible to underlying commaodity price volatility that it cannot always mitigate. This makes its earnings highly
unpredictable. In fact, based on data from FactSet as of August 31, 2025, Alcoa’s free cash flow is flat versus 10 years ago,
despite having material swings from negative to positive in any given year. The share price is also basically flat over that time.

On the other hand, Microsoft is a technology leader with diversified revenue streams that have benefited from consistent strategic
investment and innovation, allowing the company to continue to “widen its moat,” which has supported consistent share price
appreciation over the long term.
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Figure 3. Comparing Two Major Businesses Shows How Consistent
Free Cash Flow Is Reflected in Stock Performance

Free cash flow (mil. US$) and stock price (US$) data for the calendar years 2014-2024
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Source: FactSet as of 08/31/2025. LHS = Left-hand side. RHS = Right-hand side. Most recent calendar year data available. Past performance is not a
reliable indicator or guarantee of future results. For illustrative purposes only and does not represent any specific portfolio managed by Lord Abbett or
any particular investment. Mentions of specific companies are for reference purposes only and are not meant to describe the investment merits of, or
potential or actual portfolio changes related to, securities of those companies.

Guided by the examples above, we want to avoid companies that aren’t generating sufficient cash flow and thus potentially avoid
certain value traps. If we continue to focus on the bottom quintile of securities based on P/B that was highlighted earlier, we can
emphasize a metric that looks at the quality of their earnings, operating cash flow to EBITDA (OCF/EBITDA). Companies with
lower OCF/EBITDA tend to be struggling to maintain the necessary cash flow to sustain the longevity of their business models. If
we remove the bottom quintile, quartile, and tertile of this observed group, we can see that absolute performance of the universe
increases drastically. Avoiding companies that cannot sustain their business models helps exclude those that can cause a drag
on overall performance due to price stagnation or decline.

Figure 4. Avoiding Weak Cash Flow Conversion Has Resulted in Better Returns

Returns for designated quintile of the Russell 1000® Index based on price-to-book value and
defined sub-groups for the period December 31, 1991-August 29, 2025

_ Cheapest Ex. Bottom 20% Ex. Bottom 25% Ex. Bottom 33%

Cumulative Return 2,241% 2,698% 2,799% 3,040%
Annualized Return 9.81% 10.40% 10.51% 10.77%
Standard Deviation 2411% 24.23% 24.36% 24.51%
Sharpe Ratio 0.40 0.42 0.42 0.43

Source: FactSet as of 08/31/2025. Data is based on returns of equal-weighted quintiles of stocks within the Russell 1000® Index that were sorted by price
to book and rebalanced annually at the end of March; the data displayed here relate to the bottom (“Cheapest”) quintile. This group was then filtered by
removing the bottom 20%, 25%, and 33%, respectively, of stocks based on their operating cash flow/EBITDA ratio. For illustrative purposes only. Past
performance is not a reliable indicator or guarantee of future results. Does not represent any specific portfolio managed by Lord Abbett or any particular
investment. Indexes are unmanaged, do not reflect the deduction of fees and expenses, and are not available for direct investment.
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Efficient cash flow is just one piece of the puzzle in choosing quality investments, in our view. Companies must be able to
replicate strong cash flow over multiple periods so that they can continue to reinvest in their processes. In our view, that
replication reflects strong management and operational consistency. Conversely, companies can be negatively affected by poor
management decisions, earnings manipulation, or unstable profitability —all factors that can lead to higher levels of volatility.

We believe there is an effective way to track this long-term strength. Return on invested capital (ROIC), a ratio that measures how
effectively a company is using all of its capital to generate profit, is one method highlighted by Novy-Marx’s research. All other
things being equal, if a company is consistently generating strong ROIC, then we believe there is a high likelihood that it is
avoiding the pitfalls associated with value traps.

For a real-world example, look at the relative performance of the two companies featured in Figure 5. In the case of Lands’ End,
Inc., a well-known apparel retailer, the trend in ROIC over the observed period would position it as an example of a value trap.
Over the last decade, we’ve seen an inconsistent ebb and flow of the company’s ROIC, and Lands’ End hasn’t been able to
expand its market share. As a result, the stock’s performance has been quite weak.

Compare this to EMCOR Group, Inc., a leader in electrical and mechanical construction services, which has shown a strong
history of increasing ROIC. This has allowed the company to make smart acquisitions, grow its market share, and withstand the
headwinds that many companies faced during the global pandemic in 2020. This track record has resulted in consistently strong
stock performance for EMCOR, in our view.

Figure 5: ROIC: Two Different Performance Outcomes

Return on invested capital (%) and stock price (US$) data for the calendar years 2014-2024
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Source: FactSet as of 08/31/2025. LHS = Left-hand side. RHS = Right-hand side. Most recent calendar year data available. Past performance is not a
reliable indicator or guarantee of future results. For illustrative purposes only and does not represent any specific portfolio managed by Lord Abbett or
any particular investment. Mentions of specific companies are for reference purposes only and are not meant to describe the investment merits of, or
potential or actual portfolio changes related to, securities of those companies.

The examples above demonstrate why we want to make sure companies are reinvesting in their businesses over the course of a
market cycle and can “right the ship” when there are short-term disruptions. To reflect this factor in our analysis of the cheapest
quintile of companies, we can further dissect the universe by avoiding companies that have a lower five-year compound growth
rate in ROIC, as we want to keep only those companies with stable-to-increasing ROIC. Using the same exclusion process as the
previous OCF/EBITDA excluded universes, we can see a substantial drop-off in each group’s volatility, which leads to better
risk-adjusted performance, as measured by the Sharpe ratio.
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Figure 6: Putting it All Together: For Value Equities, Emphasizing Cash Flow
and ROIC Has Resulted in Better Returns with Lower Volatility

Data for the period the period December 31, 1991-August 29, 2025
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_ Cheapest Ex. Bottom 20% Ex. Bottom 25% Ex. Bottom 33%

Cumulative Return 2,241% 3,063% 3,156% 3,004%
Annualized Return 9.81% 10.80% 10.89% 10.74%
Standard Deviation 2411% 21.55% 21.78% 22.43%
Sharpe Ratio 0.40 0.47 0.47 0.45

Source: FactSet as of 08/31/2025. Data is based on returns of equal-weighted quintiles of stocks within the Russell 1000® Index that were sorted by price
to book and rebalanced annually at the end of March; the data displayed here relate to the bottom (“Cheapest”) quintile. This group was then filtered by
removing the bottom 20%, 25%, and 33%, respectively, based on operating cash flow/EBITDA, followed by removing the bottom 20%, 25%, and 33%,
respectively, based on 5-year compound growth rate of return on invested capital. For illustrative purposes only. Past performance is not a reliable
indicator or guarantee of future results. Does not represent any specific portfolio managed by Lord Abbett or any particular investment. Indexes are
unmanaged, do not reflect the deduction of fees and expenses, and are not available for direct investment.

By taking a critical look at the cheapest quintile universe and avoiding companies that struggle to convert revenue into cash that
is reinvested effectively, we can potentially create substantial alpha with much lower volatility. Although there is still a higher level
of volatility compared to the other P/B quintiles, the substantial increase in returns highlights the upside potential of investing in
these “bargain stocks.”
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Conclusion

To avoid value traps, we believe it's imperative to employ a consistent and active investment process that emphasizes relative
valuation, but also incorporates other factors, particularly a company’s business quality, historical track record, and current
fundamental trajectory or stability. Quality companies—those that generate excess free cash flow and demonstrate thoughtful
capital deployment—should find themselves able to evolve through transitory hurdles. We believe return on invested capital is a
crucial indicator of a company’s resilience. Patience and assessing fundamental momentum are also key, as businesses
experiencing financial headwinds may take time to recover. By focusing on these factors, investors can potentially minimize the
risk of value traps and create the conditions for long-term outperformance.

"Novy-Marx, Robert (2013). “The Quality Dimension of Value Investing,” Ivey Energy Policy and Management Centre.
2Fama, Eugene; French, David (1992). “The Cross-Section of Expected Returns”, The Journal of Finance.
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Glossary & Index Definitions

Downside/Upside capture: These ratios measure a manager’s performance
in down or up markets relative to a particular benchmark. A down market is
one in which the market’s quarterly (or monthly) return is less than zero; an
up market is greater than zero. For example, a downside capture ratio of
50% means that the portfolio’s value fell half as much as its benchmark
index during down markets.

Growth/Value Investing: Growth stocks may be characterized as equities of
companies that have demonstrated better-than-average gains in earnings in
recent years and that are expected to continue delivering high levels of profit
growth. Growth equities typically carry higher price-to-earnings multiples
than the broader market, high earnings growth records, and greater volatility
than the broader market. Secular growth stocks are stocks of companies
whose economic performance is relatively immune to economic cycles.
Value stocks may be characterized as equities of companies that have fallen
out of favor with investors but still have good fundamentals, or new
companies that have yet to be recognized by investors. Value stocks
typically feature lower price-to-earnings multiples than the broader market,
and often industry peers, and somewhat lower volatility than the overall
equity market.

EBITDA (earnings before interest, taxes, depreciation, and
amortization) is a metric for understanding a company’s financial
performance and profitability. By excluding extraneous factors such as
interest, taxes, depreciation, and amortization from total earnings, EBITDA
represents an attempt to provides a clearer, more accurate measure of a
company'’s cash flow, especially compared with that of competitors.

Factor investing is an investment approach that involves targeting specific
drivers of return across asset classes.

Free cash flow (FCF) represents the amount of cash generated by a
business, after accounting for reinvestment in non-current capital assets by
the company. Normalized free cash flow attempts to smooth out a
company'’s FCF by excluding non-core operations and one-time items.

Operating Cash Flow (OCF) is the amount of cash generated by the regular
operating activities of a business within a specific time period. The process
of calculating OCF begins with net income, adds back any non-cash items,
and adjusts for changes in net working capital.

The price-to-book ratio compares a company’s market value to its book
value. The market value of a company is its share price multiplied by the
number of outstanding shares. The book value is the net assets of a
company.

A quintile is one of five values that divide a range of data into five equal
parts, each being one fifth (20%) of the range. A quartile represents one of
four equal parts (25%), while a tertile represents one of three (33.3%).

Return on equity (ROE) is the measure of a company’s annual return (net
income) divided by the value of its total shareholders’ equity, expressed as a
percentage (e.g., 12%).

Return on invested capital (ROIC) is a financial metric used to assess
whether a company is creating value with its investments. ROIC is calculated
by dividing a company’s net operating profit after taxes (NOPAT) by its
invested capital (IC).

The Sharpe Ratio, named after American economist, William Sharpe, is
commonly used to gauge the performance of an investment by adjusting for
its risk. The higher the ratio, the greater the investment return relative to the
amount of risk taken. The ratio can be used to evaluate a single stock or
investment, or an entire portfolio.

Standard deviation is the statistical measure of market volatility, measuring
how widely prices are dispersed from the average price. If prices trade in a
narrow trading range, the standard deviation will return a low value that
indicates low volatility. Conversely, if prices swing wildly up and down, then
standard deviation returns a high value that indicates high volatility.

Value stocks may be characterized as equities of companies that have
fallen out of favor with investors but still have good fundamentals, or new
companies that have yet to be recognized by investors. Value stocks
typically feature lower price-to-earnings multiples than the broader market,
and often industry peers, and somewhat lower volatility than the overall
equity market.

Net income is a company’s income minus cost of goods sold, expenses,
depreciation and amortization, interest, and taxes for an accounting period.
It is also called the bottom line on a company’s income statement.

The Russell 1000 Index® measures the performance of the 1,000 largest
companies in the Russell 3000 Index, which represents approximately 92%
of the total market capitalization of the Russell 3000 Index. The Russell
1000® Value Index measures the performance of those Russell 1000
companies with lower price-to-book ratios and lower forecasted growth
values.

Indexes are unmanaged, do not reflect the deduction of fees or expenses,
and are not available for direct investment.

Important Information

The information contained herein is provided by Lord, Abbett & Co. LLC
(“Lord Abbett”). Lord Abbett is a registered investment adviser under the
U.S. Investment Advisers Act of 1940 (the “Advisers Act”), as amended, and
is subject to the Advisers Act rules and regulations adopted by the U.S.
Securities and Exchange Commission (‘SEC”). Registration with the SEC
does not imply a particular ability or training. Lord Abbett is a global asset
manager with headquarters in Jersey City, New Jersey.

Certain information provided in the material has been obtained from third
party sources and such information has not been independently verified by
Lord Abbett. No representation, warranty, or undertaking, expressed or
implied, is given to the accuracy or completeness of such information by
Lord Abbett or any other person. While such sources are believed to be
reliable, Lord Abbett does not assume any responsibility for the accuracy or
completeness of such information. Lord Abbett does not undertake any
obligation to update the information contained herein as of any future date.

Certain information contained in the material constitutes “forward-looking
statements,” which can be identified by the use of forward-looking
terminology such as “may,” “will,” “should,” “expect,” “anticipate,” “project,”
“estimate,” “intend,” “continue,” or “believe,” or the negatives thereof or
other variations thereon or comparable terminology. Due to various risks and
uncertainties, actual events, results or actual performance may differ
materially from those reflected or contemplated in such forward-looking
statements. Nothing contained in the material may be relied upon as a
guarantee, promise, assurance or a representation as to the future.

Market forecasts and projections are based on current market conditions
and are subject to change without notice. Projections should not be
considered a guarantee.

Past performance is not a reliable indicator or guarantee of future
results. All investments involve risk, including the loss of capital.
Investments are not guaranteed by Lord Abbett, its affiliates, or any
governmental agency.

The views and opinions expressed are those of the Lord Abbett author as of
the date of the material, and do not necessarily represent the views of the
firm as a whole. Any such views are subject to change at any time based
upon market or other conditions and Lord Abbett disclaims any responsibility
to update such views. References to specific asset classes and financial
markets are for illustrative purposes only. This material is not intended to be
relied upon as a forecast, research or investment advice. Neither Lord Abbett
nor the Lord Abbett author can be responsible for any direct or incidental
loss incurred by applying any of the information offered.

The information in this material does not constitute a distribution, an offer, an
invitation, a personal or general recommendation or solicitation in any
jurisdiction. This material has not been reviewed or approved by any
regulatory authority in any jurisdiction.
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None of the information provided should be regarded as a suggestion to
engage in or refrain from any investment-related course of action as neither
Lord Abbett nor its affiliates are undertaking to provide impartial investment
advice, act as an impartial adviser, or give advice in a fiduciary capacity.

Mentions of specific companies are for reference purposes only and are not
meant to describe the investment merits of, or potential or actual portfolio
changes related to, securities of those companies.

Specific investments described herein do not represent all investment
decisions made by Lord Abbett. The reader should not assume that
investment decisions identified and discussed were or will be profitable.
Specific investment advice references provided herein are for illustrative
purposes only and are not necessarily representative of investments that will
be made in the future

Unless otherwise noted, all discussions are based on U.S. markets and U.S.
monetary and fiscal policies.

This material may not be reproduced in whole or in part or any form without
the permission of Lord Abbett. Lord Abbett mutual funds are distributed by
Lord Abbett Distributor LLC, member FINRA.

Copyright © 2025 by Lord, Abbett & Co. LLC. All rights reserved.
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