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Q: What’s the investment philosophy
of the fund?

A: Our philosophy is to look at
one company at a time. We consider
ourselves investors in businesses first.
There are three beliefs that form our
core investment disciplines; we are
looking for, 1) businesses that have re-
curring revenues, market leadership,
and strong business franchises; 2) at-
tractive valuation metrics; and 3)
managements that act in shareholders’
best interests. 

Q:What are the key elements of your
investment process?

A: When we analyze companies
we are not focused on reported earn-
ings per share. The most important
elements we look at are the balance
sheet, the return on invested capital,
and the valuation metrics. When we
do our internal valuations, we go

back 10-20 years and take a look at
all the investment valuation data
available. We’ll make adjustments for
write-offs to determine the fatal dol-
lars invested in that business. True
cash return on the investment is the
most important valuation parameter.
We want to have companies that are
earning their cost of capital, increas-
ing operating margins significantly
and improving their return on invest-
ed capital. We’re looking for business-
es with high recurring revenues, of-
fering products or services that we
understand, and where we can fully
grasp the company’s market position
and the potential for growth.

Then we focus on the strength of
the balance sheet. If the balance sheet
cannot support strong cash flows and
is not able to weather a downturn in
the cycle, we’re not interested. 

The next part of the process is val-
uation. It’s different depending upon
the industry. We look at price to sales,
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price to book, EBITDA multiples
(which metrics we use depends upon
the specific company) and with each
company we’ll go back as far as we can
to calculate our intrinsic value for the
company. This value is benchmarked
against where the stock has sold histori-
cally and in difficult market conditions.

By the time a company goes
through our vetting process, there has
been a tremendous amount of work
done to understand what could go
wrong. This is used to calculate the
downside risk on the company. We do
this by going back in time to look at
the valuation of where the company
has traded in the market at low
points. There are always periods when
there are “concerns” around almost
any company. We go back to see what
has happened in these periods and
find what the low valuation was and
how that compares with our worst-
case scenario. We tend to buy compa-
nies in the lower quartiles of valuation
over the last 10-20 years. 

Q: How do you view the manage-
ment’s role in a firm?

A: We want them to think like
owners.

For example, we almost never ap-
prove a management stock option plan.
Stock options are asymmetrical in na-
ture, and are always in favor of manage-
ment. We prefer restrictive stock plans.
If the company doesn’t perform, man-
agement suffers right alongside the
shareholders. We look at how man-
agement views stock option plans along
with their view on acquisitions. We are
suspect of acquisitions as most acqui-
sitions are done with an eye towards
accretive earnings, and that is not the
way we look at the investment world. 

Every week we screen the entire
universe of companies with a market
value of $5 billion and above. We

often find that companies, when they
hit our valuation screens, “some have
issues” and concerns that have caused
Wall Street to cast aspersions on the
stock, and therefore there is a dis-
count to our intrinsic value. 

In our portfolio you can see com-
panies like Waste Management,
Willis, Kroger, Time Warner and Wal-
Mart. These are extremely strong
franchises, and are very defendable,
but in each case there is an issue. Our
job is to determine if these issues are
permanently impairing that franchise
or if they are temporary in nature. In
these cases we’ve come to the conclu-
sions that the management is doing a
good job, the company has a strong

franchise, and the concerns that are
“headline risks” can be dissipated in
the course of time. It’s not uncom-
mon for clients to ask us why we are
buying Wal-Mart as they have union
issues, employment issues, health care
issues. That’s true, but the return on
invested capital at Wal-Mart is north
of 13%. With the strength of the bal-
ance sheet and free cash flow, at some
point, as these lingering issues are re-
solved, we believe that we’ll have an
excellent investment for our clients. 

Q: You mentioned that it is impor-
tant for you to have companies earn at
least the cost of capital, otherwise in
your experience these companies fall

apart over a period of time. Why is
that important that these companies
have to earn a certain cost of capital?
The cost of capital can change every 3
or 4 years.

A: That’s correct. It can change as
the capital structure changes, and
that’s a number that we’re continually
looking at. What is the composition?
You can rather easily calculate the cost
on the debt. We ascribe a 10-12%
cost of capital to the equity. But eco-
nomically, you’re not building wealth
if you’re not earning more than what-
ever that blended cost of capital is.
Otherwise, you’re destroying enter-
prise value and that ultimately shows
up in earnings. 

Q: You gave a good example of Wal-
Mart where the return capital and the
other financial metrics look exempla-
ry, yet the market is not rewarding
them. But you wouldn’t make a simi-
lar argument with Target which is a
far smaller company and still has the
same growth rate as Wal-Mart, so they
can certainly keep growing like Wal-
Mart for the next 15 or 20 years.

A: I don’t agree with that. Target’s
return on invested capital is on the de-
cline but Wal-Mart’s is rising. If I were
a shareholder in Target and have read
everything that Wal-Mart is doing
(and that is, primarily, focusing on
what has worked for Target) I would
be concerned. In our opinion, Target
is priced very expensively, while Wal-
Mart sells at valuation levels at the low
end of the past 15 years. In my view,
Wal-Mart is going to be successful in
the strategies they have going forward.

Q: Wal-Mart is now largest grocer
but has not been as successful as
Kroger, and that obviously shows up
in the Kroger results.
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A: Correct and we own Kroger.
Wal-Mart now is the largest grocer in
America. They’re taking share from
the smaller companies that can’t com-
pete in quality and price but not from
Kroger. At Kroger, eight years ago, the
pricing gap of a blended basket of 100
products was about 15%. Today it’s less
than 7%. Kroger is gaining market
share, and the return on invested capital
is improving. Kroger has continued to
compete effectively with Wal-Mart, and
if you consider the major markets, they
haven’t lost market share to Wal-Mart. 

Q: It seems that at some point in time
the tech companies go through a long
phase of low capital return. Does that
mean you generally look at tech com-
panies with a more skeptical eye?

A: Much more skeptical. If you
go back in the history of our firm, the
one time we were significantly over-
weighted (in the FMI Common Stock
Fund) was in 1990. We owned com-
panies like Applied Materials, Oracle
and a few others.

We bought Oracle at 52% of sales.
Oracle software at the time was a suc-
cessful product but they had an ac-
counting issue similar to Waste Man-
agement. The issue was not product-
related, market position or industry-
related, but the stock had been deci-
mated. When we looked at the cash
flow statements, we were comfortable
with the company. The balance sheet
remained healthy, but the accounting
clouded the issue and we felt that the
issue would eventually be resolved.
We had Oracle, Applied Materials
and SunGard, and I believe a total of
seven companies with a market over-
weighting. Our companies in this sec-
tor did very well for 3-4 years. 

Everybody says, “Look at Mi-
crosoft — how cheap it is compared
to five years ago.” I was looking at

Microsoft with our research team; it’s
still selling at 5.5 times sales. As bad
as it’s been from a performance stand-
point, it’s not cheap. It’s not even on
our radar screen. Intel is the same
story, the stock is still selling at over 3
times sales. Even with poor perform-
ance for 5 to 6 years, technology
stocks still aren’t cheap enough as a
group, in our opinion.

Q: How does macroeconomics factor
into your thinking?

A:Minimally. In some sectors we’re
more sensitive than in others, but we are
bottom-up investors and we are look-
ing at individual stocks that meet our
criteria, and that’s 95% of what we do.

We are constantly looking at a com-
pany’s fundamentals and current valu-
ations. We are not benchmark huggers.
We are willing to be in or out of a sector,
overweighed or underweighted depend-
ing upon where we find attractive values.

Q: How do you go about building
your portfolio? 

A:We have 21 companies, but re-
ally have 42 different industries repre-
sented in these 21 stocks. Today, Berk-
shire, at 7.9%, is the largest weighting.
Berkshire, excluding the insurance
operations, is the 19th largest compa-
ny in America. It has a broad base of
diversified industries. We’re sensitive
to portfolio diversification. The co-
variance of our portfolio is very low.

Q: What do you do to mitigate port-
folio risk?

A:The most important thing is the
diligence with which we look at com-
panies: What is the downside risk to our
holding if we are wrong? Beyond that,
we have stock an allocation limit of 8%,
and an industry limit of 10%. Our
portfolio is diversified by industry and
by number of stocks, but the most im-
portant thing to us is the thoroughness
of our investment research process.

Right now 70% of our retirement
plan cash flow is flowing into this
fund. Between the two funds, the
fund management has $23 million of
our own money invested with our fel-
low shareholders. ❚
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“We believe that companies have
to earn at least their cost 
of capital (10% and 12%).  

If a business cannot generate
this return then the 

management is destroying rather
than creating enterprise value.”

Ted Kellner, CFA

Ted Kellner is one of the co-
founders of Fiduciary Management,
Inc. and he is a member of the firm’s
investment policy committee. He is
primarily responsible for equity re-
search for a variety of industries and is
involved in the client servicing of sev-
eral of the firm’s institutional relation-
ships. Mr. Kellner began his career as
an analyst for Brittingham, Inc. (1968-
1972) and then served as a portfolio
manager at Nicholas Company, Inc.
(1973-1980). Mr. Kellner received a
BBA degree from the University of
Wisconsin and is a member and Past
President of the Milwaukee Analysts
Society.  He has earned the right to use
the AIMR® Chartered Financial Ana-
lyst designation.  
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