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FundScreen

Q: How would you describe your invest-
ment philosophy?
A: We’re value investors and for us investing 
means buying businesses. Our philosophy 
is guided by the four principles of Benjamin 
Graham, the father of value investing, and 
as a team we share these principles as the 
core of our operations. 

The first principle is that for long-term inves-
tors the asset choice is equity. The second 
principle is that equities should be viewed 
as businesses and when valuing them, man-
agers should apply the same process and 
analysis as if buying the business down the 
street. The basic idea is that if you can’t 
understand the business, you can’t value it. 
And if you can’t value it, you shouldn’t own 
it. 

The third principle is to always require a mar-
gin of safety, which means to buy business-
es at a discount to their intrinsic value based 
on the future cash flows. The fourth principle 
is to maintain the appropriate perspective of 
the market and to recognize the market as 
a vehicle that facilitates what we may wish 
to do, not as something that requires us to 
take any action.

I can also say that our culture is a key factor 
as well. We have a team of like-minded peo-
ple focused on facilitating that which allows 
us to be the most productive and centered 
on making good investment decisions.  Our 
investment committee and research group 
work side by side; we all bring to the table 
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everyday a strong philosophical discipline, 
layered with intellectual curiosity and inde-
pendent thinking.

Q: What type of companies do you look 
for?
A: Our philosophy has three primary compo-
nents – business, management, and valu-
ation. We’re looking for good businesses 
that have the ability to produce predictable, 
growing, excess cash flows. The key point in 
that definition is predictability, because his-
tory has shown that a company’s ability to 
control its future is largely determined by its 
positioning relative to its customers, suppli-
ers, competitors, and substitute products. 
The predictability is defined by the underlying 
economics of the business and its ability to 
perpetuate those economics into the future 
in an attractive manner.

Another important element is good man-
agement that is shareholder-oriented, has 
demonstrated an ability to run the business 
and to reinvest the excess cash flows into 
higher returning investments. The ideal busi-
nesses produce high returns on capital and 
do not require a lot of capital back for the 
core operations, and, therefore, provide the 
management with the ability to reinvest that 
excess capital for future growth. 

In terms of valuation, we’re essentially trying 
to buy an asset worth a dollar in our estimate 
for 65 cents. We run discounted cash flow 
models and we focus on total value. We’ve 
learned that great businesses seldom get 
the valuations they deserve, but at the same 
time, they can become attractively priced be-
cause of the short-term nature of many of 
the participants in today’s marketplace.

Q: How do you translate that philosophy 
into an investment process?

A: We get paid for making decisions on be-
half of Fund shareholders, so we have to 
be able to exercise good judgment and to 
bring particular experience and insight. The 
research process is very important as it 
helps you to build an understanding of the 
business, the factors that influence its eco-
nomics, and its ability to perpetuate those 
economics into the future. 

We evaluate the businesses based on a five-
year discounted cash flow model and the 
challenge is having enough confidence in the 
inputs into the equation. So our objective is 
to identify the factors relevant to the com-
pany’s ability to perpetuate its competitive 
position and the related economics. 

We have a fundamentally-driven bottom-up 
research process in which we don’t seek 
knowledge for knowledge’s sake, but we fo-
cus on the understanding of the factors that 
can influence a company’s ability to control 
its future. So our process may require vis-
iting the company, spending time with cus-
tomers, suppliers, and competitors, tracking 
the history of the management, or spending 
time with former associates to understand 
the way the management pursues the busi-
ness. 

After researching a business, we should be 
able to give a simple definition of the busi-
ness model and its drivers. The competitive 
analysis and the cash flow model come to-
gether in a basic definition of the business 
model and its attractiveness.

We believe the forward-looking approach is 
important because history may be a good 
place to start, but our cash flow valuations 
are based on the future. Many value manag-
ers focus more on the past and the asset 
values, while we focus on the earning power 
of those assets as we look out into the fu-
ture.

Q: Could you give us an example of ideas 
that turned into holdings?
A: In many cases the quantitative type of val-
ue managers use basic quantitative screens 
to get ideas, while the few qualitative value 
managers tend to wander around, talk to 
other value managers, or get ideas from the 
newspapers. We’ve taken a slightly different 
approach as we have created a database of 

our stock universe after going through the 
companies in the S&P 500, Russell 1000, 
and Russell 2000 to identify the companies 
that qualify as good businesses.

We have classified the businesses based 
on their relative attractiveness, which has 
nothing to do with the valuation. That’s our 
starting point. At the same time we consider 
owning businesses with above-average rank-
ings and attempt to understand the value 
of those companies. At the same time, we 
monitor the price activity and the valuation to 
recognize when opportunities arise. 

For example, we bought Oracle during the 
first quarter of 2006 after following the stock 
and many technology companies for several 
years. In 2000 we wrote a white paper about 
evolving and changing business models in 
the technology space, and we concluded 
that although there were interesting busi-
ness models, their valuations were not at-
tractive. At the time, we believed there would 
be future opportunities to take advantage of 
the understanding that we were building. All 
of that work came to fruition in the beginning 
of 2006, after the shares of Oracle had been 
under pressure for several years. 

We had continued to follow the business 
through those six years and we had recog-
nized the transition in the business model. 
Oracle had gone from a database manage-
ment software company that relied on up-
front license fees to a business of integrat-
ed software solutions that includes not only 
databases, but also middleware and even 
front-end applications. Now more than 40% 
of the revenue comes from recurring annual 
license and maintenance fees, while five 
years ago the major source of revenue was 
the upfront license fee. 

In terms of valuation, that means that the 
installed base is extremely valuable and the 
revenue model changed so that cash flows 
are realized over a period of time. That gives 
us a more attractive and predictable busi-
ness. In addition, the acquisitions provided 
the ability to layer on future growth.

Finally, what you end up with is a business 
with margins in excess of 25% to 30% and 
very high returns on invested capital. We 
bought the stock when it was trading at about 
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14 times earnings, which was a phenomenal 
opportunity for us as a value investor. 

Q: What are the guiding principles in the 
portfolio construction process?
A: We are typically compared to the S&P 
500 from an index standpoint, but we do not 
construct the portfolio to mirror the index. 
We may have no exposure in some sectors 
within the index if no companies qualify as 
businesses able to produce predictable 
growing excess cash flows. For example, 
heavily cyclical and commodity based busi-
nesses, which have performed very well in 
the last couple of years, tend to not show up 
in our portfolio. At the same time, we don’t 
mind overweighting certain companies or 
sectors. 

So the portfolio is constructed with a bot-
tom-up approach. We’re buying individual 
companies and we tend to hold between 
20 and 25 names, predominantly in the mid 
and large-cap space. We won’t buy a busi-
ness unless we can get at least 30% or 35% 
discount to intrinsic value based on our valu-
ation metrics. 

Because we recognize that we can’t call 
the bottom on a name, we tend to build 
positions gradually. We’d buy 1% or 1.5% 
positions and then wait to get a better op-
portunity to increase that position to 3% or 
4%. We usually don’t buy more than 5% in a 
stock unless we believe that the business is 
very attractive, the management has done 
an excellent job, the valuation is particularly 
compelling, and we have unique understand-
ing of the characteristics of that particular 
investment. 

Although most of our companies are based 
in the US, we do have international expo-
sure, which is an important growth driver. 
On average, the companies in the portfolio 
generate about 40% of their revenues from 
non-US based businesses.

Although we build the portfolio from a bot-
tom-up standpoint, we acknowledge that we 
should also have at least some top-down 
view for risk management. Gross over-con-
centration in individual industries can have 
an adverse effect on our ability to avoid the 
unanticipated or unrecognized risks, and 
there are always such risks in the market-

place. So we make sure to be cognizant of 
the interactions of individual stock risk.

Q: When and for what reasons would 
you sell a stock?
A: We’d sell a stock for three reasons. 
First, if we reach a price target on a rela-
tive or absolute basis. The second reason 
would be a fundamental change in the busi-
ness, which is a polite way of saying that we 
were wrong in predicting the future for this 
business. The third reason would be if we 
have a better idea. Assuming that we have 
an equally attractive business, we’d sell a 
90-cent dollar to buy a 65-cent dollar. Most 
often a sale results from a combination of 
those factors.

Q: What kind of risks do you perceive 
and how do you mitigate them?
A: Most importantly, we define risk as the 
potential for permanent loss of capital. Our 
responsibility is not to eliminate risk, but to 
identify, understand, and price risk in order 
to take advantage of opportunities where the 
risks and the related opportunities are inap-
propriately priced. When we look at risk, we 
first look at the individual businesses. Then 
we look at the relations across those busi-
nesses within the portfolio. While we may 
have some concentration in individual indus-
tries, we’re aware of the correlation between 
the drivers and the underlying economics.

For example, there are highly leveraged busi-
nesses, businesses dependent upon the 
capital markets to execute their business on 
a day-to-day basis, companies with regula-
tory or accounting issues, and companies 
with changing business models. Individually, 
none of those four components should be 
entirely excluded from the portfolio because, 
separately, those risks are manageable. 
However, the combination of those risks is 
dangerous, so we tend to look at the risks 
that companies share. 

While most value investors would buy when 
a company hits their buy targets, we’re also 
focused on understanding the risk of that 
investment over the future. We don’t mind 
being early, but we don’t want to be too early. 
On the one hand, we seldom get the opportu-
nity to buy a great business, but on the other 
hand, what we really think a great business 
is worth, may not ever come to fruition.
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