
Ask Clyde McGregor his preference 
today between equities and bonds 
and the manager of the $19 billion 

(assets) Oakmark Equity and Income Fund 
says there’s really no contest. “Fixed income 
today is basically a holding tank for money 
waiting to be applied to something more at-
tractive,” he says.

McGregor’s acumen in matching capital 
with opportunity has been well documented. 
He’s run the Equity and Income Fund since 
its 1995 launch, a period over which it has 
earned a net annualized 10.5%, vs. 6.5% for 
the Lipper Balanced Fund Index.

With the equity share of his portfolio at an 
all-time high, he’s finding overlooked value 
in such areas as parcel delivery, auto parts, 
pharmacy services, scientific instruments and 
diversified industrial equipment.     See page 2

Having spent his career at a compa-
ny where stocks – let alone small-
cap stocks – weren’t the primary 

business, Jay Kaplan found a welcome 
home in joining Royce & Associates in 
2000. “All of the sudden I wasn’t the guy in 
the corner to yell at when small-cap stocks 
do what they do and swing up and down,” 
he says. “Here we’re all in the same boat.”

Now managing or co-managing four 
Royce mutual funds, Kaplan has proven 
to be an able navigator. The Royce Value 
Fund he co-manages, for example, has over 
the past ten years earned a net annualized 
13.3%, vs. 9.6% for the Russell 2000.

Gravitating to where expectations are 
low, he sees upside today in such areas as 
clothing retail, energy services, reinsurance 
and networking equipment.        See page 10
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Jay Kaplan
Royce & Associates

Investment Focus:  Seeks out-of-favor 
or ignored companies when their business 
quality and resilience appear to be the 
most underappreciated by the market.
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Small-company investors usually spend much more time on upside than down-
side. Not so Jay Kaplan, for whom defense has proven to be the best offense.

INVESTMENT SNAPSHOTS   PAGE

Bruker 8

Buckle 14

Dover 9

FedEx 4

Helmerich & Payne 15

Jos. A. Bank Clothiers 13

Lear 5

Netgear 16

Omnicare 6

Spark Networks 18

Stolt-Nielsen 17

I N V E S T O R  I N S I G H T

Clyde McGregor
Harris Associates

Investment Focus:  Seeks companies 
trading at deep discounts to a private-
market value that persistently grows, run by 
managers who behave like fellow owners.



November 30, 2012 www.valueinvestorinsight.com Value Investor Insight   2

Funds with “Equity” and “Income” in 
their names are quite popular these days. 
Describe how your rendition of such a 
fund differs from the trendier versions.

Clyde McGregor: Recognize that the 
name is Oakmark Equity and Income 
Fund, which started life as a traditional 
60% equity/40% fixed income balanced 
fund and which remains fairly true to that 
original conception. History has taught 
that a balanced asset allocation in average 
time periods tends to produce sufficient 
investment return and buffer volatility to 
a degree that makes it possible for the av-
erage investor to sustain a long-term in-
vesting approach. I attempt to construct a 
fund that allows for our human frailties.

We do move the asset allocation of the 
fund around, based on our ability to dis-
cern value in the two major asset classes 
in which we invest. By prospectus we can 
go as high as 75% in equities, and today’s 
71% allocated to equities is the highest it’s 
ever been. Historically we’ve found op-
portunities in even the safest U.S. Treasury 
and agency securities that we considered 
solidly additive to returns. That is not the 
case in today’s world of repressed interest 
rates, where the only thing our very short-
duration holdings are doing is buffering 
the volatility of the stock market. 

Is income generation from your equities 
important to you?

CM: I would like it to be more important 
than it is, but in general we think income-
oriented equity names today are fully 
priced, if not overpriced. Diageo [DEO], 
the global spirits company, has been a 
great holding for us and something that 
we bought in part because of its excellent 
dividend yield. It and other similar types 
of companies have performed very well 
and are now much closer to their sell tar-
gets than buy targets.

Harris Associates has a well-defined ap-
proach to equity research and analysis. 
Describe the key elements you’re looking 
for in a stock.

CM: The simple three-part mantra we use 
is that we’re looking for equities selling 
for 60 cents or less on the dollar of intrin-
sic value, where those intrinsic values per 
share are persistently growing and where 
the management teams act like owners in 
running the business.

Win Murray: Our analysts typically val-
ue a name two to three years out. That 
means we’re actually making projections 
out three to five years, which can provide 
a real edge in buying the types of names 
we typically do in which everyone seems 
to be concerned by a macro issue and/or 
recent earnings trend.

Our primary valuation metric is en-
terprise value to EBITA – with EBITA a 
proxy for cash flow – but it’s also impor-
tant to look at the metrics relevant to the 
specific industry. For cable companies it 
could be per-subscriber metrics, for oil 
and gas companies the PV-10 value of the 
proved reserves, for pharmaceutical com-
panies the net present value of the market-
ed portfolio. We want to understand what 
a strategic buyer in the industry would 
pay for the assets and why.

CM: Ideas that make it through the vet-
ting process are put on an approved list 
of stocks, with intrinsic-value estimates 
attached. It’s then up to the individual 
portfolio managers, based on the goals 
and objectives of each portfolio, to select 
the stocks for their funds. Bill Nygren’s 
Oakmark Select Fund has a meaningfully 
different objective and should have differ-
ent investors than the Equity and Income 
Fund, so he and I will make different 
choices about what goes in each of those 
portfolios. 

I N V E S T O R  I N S I G H T :  Clyde McGregor 

Investor Insight:  Clyde McGregor   
Harris Associates’ portfolio manager Clyde McGregor and U.S. research director Win Murray describe the measure of 
intrinsic value they find most instructive, why small caps make it into even big funds, the reason other than valuation 
they’ll dump a blue-chip holding, and why they see mispriced value in FedEx, Omnicare, Bruker, Lear and Dover Corp.

Clyde McGregor 

Advise and Dissent 

In 11 years co-managing the Oakmark 
Equity and Income Fund, Clyde McGregor 
and Ed Studzinski often credited their 
differing temperaments with fostering 
better decisions. Said McGregor in a 2008 
interview [VII, April 30, 2008]: “I tend to be 
a glass-half-full person, while Ed behaves 
more as if the glass is broken and empty. 
That helps restrain my more aggressive 
instincts and is an important reason why 
our mistakes have been in smaller positions 
and our successes in larger ones.”

After Studzinski retired at the end of 2011, 
McGregor immediately set up internal eq-
uity and fixed-income advisory commit-
tees to challenge his thinking at regular 
intervals. That discipline reflects a long-
held belief by Harris Associates, which 
McGregor joined in 1981, in the virtue of 
devil’s advocacy. It has a formal process 
in which analysts are assigned to attack 
the investment theses behind 20 or so 
holdings per year, with each original idea 
sponsor re-defending his case before the 
firm’s investment committee. “Groupthink 
is a great risk to any investment organiza-
tion,” says McGregor. “We want a culture 
that fosters internal debate on a serious 
and meaningful level – never about ego 
and never personal. We’re just trying to 
get it as right as possible.” 
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Give an example of how your choices dif-
fer today.

CM: Let’s talk about banks. I continue to 
think long and hard about whether the en-
vironment has stabilized enough for some-
thing like Bank of America, JPMorgan 
Chase or Comerica – all of which are on 
our approved list – to have a risk/reward 
profile worthy of inclusion in the Equity 
and Income Fund. That’s not at all to say 
any of those names aren’t right for other 
Oakmark funds, just that my uncertainty 
about what “normal” may be for these 
banks may not make them appropriate to-
day for this fund and its investors.

Your research team consists of generalists 
as opposed to industry specialists. Why?

WM: We build into our research and ana-
lytical process a great deal of peer review 
and challenging of ideas. I’ve worked at 
firms with sector specialists and what can 
happen is if the pharmaceutical analyst 
says his best idea is Eli Lilly, the knowl-
edge base around the table often isn’t deep 
enough to challenge that. Here when you 
have four different people following phar-
ma companies or six following retailers, 
no one is standing on top of a mountain 
dictating about any given industry. We 
think a give and take from more people 
rather than less results in a more robust 
process and, ultimately, better decisions. 

Morningstar says you tend to favor some 
industries, such as consumer staples and 
healthcare, over others, such as financials 
and technology. Do you think that’s true?

CM: I don’t construct the fund based on 
industry weightings and I’m always sur-
prised what they are when I see them on a 
quarterly basis. That said, for Equity and 
Income I’m looking for those investment 
cases that are right for what is meant to 
be the least-risky, least-volatile product we 
offer. I have felt consistently since about 
2006 that banks have been too risky for 
inclusion in the portfolio. In technology, a 
name may look inexpensive on cash flow, 
but for this fund I’d also want more con-

fidence in the durability of the business 
model than you often see in that sector.

What I’d like to believe is that I’m 
particularly drawn to large discounts to 
private market values that I can under-
stand. As those discounts migrate from 
one industry to another, I would hope to 
follow them with an open mind. I own 
eBay [EBAY] in the portfolio now, which I 
would have said was highly unlikely even 
three or four years ago. But it was a case 
where the natural economic momentum 
behind the business and the private-mar-
ket value in the PayPal electronic-pay-
ments piece were so compelling that, at 
the right price, I could not not own it.

You do appear to own a lot of healthcare-
related stocks today. Why?

CM: Each healthcare name we own was 
bought for a company-specific reason, 
but one common denominator is that we 
think at the prices we’ve been paying that 
we’re getting more or less for free the de-
mographic tailwind behind the business. 
I just turned 60 and am an early middle 
baby boomer. I take medications today I 
didn’t ten years ago. I didn’t have arthritis 
ten years ago. I need more lab tests in a 
year than I used to. Companies with the 
wind behind their sails can have a misstep 
here and there and still do very well. 

Can you give an example or two?

CM: We have felt that the stocks of the 
lab companies, Quest Diagnostics [DGX] 
and Lab Corp. [LH], have been unduly 
deflated at times out of concern both over 
healthcare reform and cyclical headwinds 
as people cut back on going to the doctor 
in tougher economic times. That has al-
lowed us to build positions in an area that 

we believe will clearly benefit from an ag-
ing population – in one company, Quest, 
with an improving management story, 
and another, Lab Corp., that we think has 
been consistently well managed. 

WM: UnitedHealth [UNH] is another ex-
ample. We bought into it at a time when 
the market seemed extremely concerned by 
the inability, because of healthcare reform, 
to forecast cash flows looking out past a 
year or two. Our assessment was that as 
the most-diversified company in the space, 
no one line item in the bill would hurt the 
business model unduly, and there was a 
good chance the company could continue 
to grow its earnings in line with increases 
in healthcare costs and utilization, both 
of which we expected to continue to rise. 
We also believe management is deploying 
capital exceptionally well, with accretive 
acquisitions, getting out of business lines 
that aren’t working, buying back shares 
and paying dividends. The investment 
case today is as intact as ever. 

We have to ask about your one lonely 
financial, discount brokerage TD Ameri-
trade [AMTD]. Why does it make the cut?

CM: You’ve picked one where the wind 
is not behind its sails, but what makes it 
interesting is that even in an obviously 
tough environment the company contin-
ues to grow accounts and assets nicely. 
I’ve met the management several times 
and find them impressive. All we’ve been 
is wrong in saying interest rates can’t go 
much lower, but we think we’re getting for 
free the upside that would come along if 
short-term interest rates approached nor-
mal, which would have a significant posi-
tive effect on TD Ameritrade’s profits. It’s 
not a big position for us today, but if we 
saw the industry environment becoming 
more positive, that could change.

Why in a $19 billion fund do you own 
names like Blount International [BLT], 
which has a market cap of $675 million?

CM: I guess I’ve always felt that if I have 
a dollar to pick up off the street for the 

ON HEALTHCARE:

At the prices we’re paying, 

we’re getting more or less for 

free the demographic tail-

wind behind the business. 
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fund, why not do so? I’m happy to have 
an eclectic portfolio as long as that eclecti-
cism is based on extreme valuation con-
siderations. 

Blount is the global leader in the pro-
duction of cutting chain for chainsaws. It’s 
a classic razor-blade business, as profes-
sional loggers need to replace their chains 
every five to ten days. Its international 
sales, especially to emerging markets, are 
a large and increasing percentage of the 
total. In May the company lowered its fis-
cal 2012 earnings guidance and the stock, 
which had been above $17 in February, 
fell to $13. That in our view was enough 
of an overreaction to warrant adding the 
shares to the portfolio.

Is the impetus to buy often an errant earn-
ings report?

WM: When a stock moves sharply after 
an earnings announcement, the question 
I want the analyst to answer is whether 
something in today’s earnings report im-
pacted the value of the company in 2015. 
Are we three years from now going to 
look back at today’s earnings as a seminal 
moment in our understanding of the busi-
ness and its competitive dynamics? That 
can be the case, but more often than not 
what’s perceived as a bad quarter doesn’t 
impact the value of the enterprise. 

That often means adding to existing 
positions. One of our top energy posi-
tions is Devon Energy [DVN], which has 
a diverse and high-potential reserve base 
and a first-rate management team that 
is working effectively for the benefit of 
shareholders. The company’s earnings re-
port earlier this month disappointed the 
market and the shares fell from $60 to 
$54, even though we saw little change at 
all in intrinsic value. We’re not doing our 
job if we don’t respond to opportunities 
like that the market gives us. 

Describe the opportunity the market is 
giving you today in FedEx [FDX].

WM: FedEx is generally viewed by the 
market as a global air-shipping company. 
That’s its heritage and also where results 

have been quite cyclical, with margins go-
ing up and down depending on the utiliza-
tion of assets in what is an asset-intensive 
business.

Our focus instead is on the company’s 
domestic ground parcel-delivery business, 
where we believe FedEx is the better-posi-
tioned player of the two, along with UPS, 
that dominate the business. UPS still con-
trols 65% of the market vs. FedEx’s 25%, 
but FedEx has gained more than 150 ba-
sis points of market share per year since 
2000. That’s happened because its more 
technologically advanced network using 
only trucks allows it to beat UPS on de-

livery times in about 30% of all shipping 
lanes and match it virtually everywhere 
else. We see that advantage as structural 
and expect the market-share shift to con-
tinue for some time. The only thing that 
might stop it would be if UPS aggressively 
cut prices, which it has concluded – we 
believe rightly – isn’t in its best interest. 
The overall pie in U.S. ground should 
grow nicely, partly due to the increase 
in e-commerce-related shipping but also 
because about 1% of total shipping vol-
ume domestically moves from express 
to ground every year as ground delivery 
times continue to decrease. That’s posi-

FedEx
(NYSE: FDX)

Business: Global provider of express, 
parcel and freight delivery services as well 
as, through FedEx Office, business services 
such as copying and digital printing. 

Share Information
(@11/29/12):

Price 90.80
52-Week Range 76.95 - 97.19
Dividend Yield  0.6%
Market Cap $28.5 billion

Financials (TTM): 
Revenue $42.95 billion
Operating Profit Margin 7.6%
Net Profit Margin 4.7%

Valuation Metrics
(@11/29/12):

 FDX  S&P 500
P/E (TTM) 14.2 16.5
Forward P/E (Est.) 11.6 13.2 
EV/EBITDA (TTM)  5.2

Largest Institutional Owners
(@9/30/12):

Company % Owned
Primecap Mgmt  6.4%
Dodge & Cox  5.8%
Southeastern Asset Mgmt  5.3%
Wellington Mgmt  4.2%
Vanguard Group  4.1%

Short Interest (as of 11/15/12):

Shares Short/Float  1.9%

I N V E S T M E N T  S N A P S H O T
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THE BOTTOM LINE
Overly focused on the company’s traditional and more-cyclical express-shipping busi-
ness, the market is not recognizing the growth, profitability and potential of its domestic 
ground parcel-delivery business, says Win Murray. On a sum-of-the-parts basis, he esti-
mates the intrinsic value of the company’s shares at more than double the current price.

Sources: Company reports, other publicly available information
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tive for FedEx’s return on investment. It 
doesn’t own its trucks and the drivers are 
not employees, so growth in this business 
produces franchise-type returns. Ground 
margins have moved from the low double 
digits to closer to 20%, more than twice 
those in a good year for the express busi-
ness. Those margins will increase even fur-
ther as volumes increase and route density 
improves.

FedEx hasn’t scrimped on expanding its 
international network. Will that be money 
well spent?

WM: The company has made investments 
through the downturn in new long-haul 
Boeing 777 aircraft, sorting facilities and 
international terminals, mostly for trans-
Pacific routes. You can certainly quibble 
with the timing, as it turns out they built 
out capacity further in advance than they 
should have, but we believe this spending 
has greatly improved FedEx’s competitive 
position and its long-term earnings power. 
UPS and DHL, the other big international 
competitors, haven’t made the same level 
of investment and won’t benefit to the 
same degree when volumes return.

How do the travails of the U.S. Postal Ser-
vice impact FedEx?

WM: If you’re trying to ship anything of 
consequence where the service level mat-
ters, the postal service is a less and less vi-
able competitor. With a much-higher-cost 
system, it will continue to lose business to 
the more-efficient competitors like FedEx 
and UPS.

With the shares just under $91, how are 
you looking at valuation?

WM: The market today is valuing the 
company as if it’s a mediocre cyclical that 
trades on the volatility in express margins. 
The P/E on consensus estimates for next 
fiscal year is around 11.5x.

We do a sum of the parts, applying 
what we believe are appropriate multiples 
to our 2014 EBIT estimates for the small 
freight business, the express business and 

domestic ground. For freight we use an 9x 
multiple, for express we use 11x because 
of the barriers to entry and likely secular  
international growth, and for ground, 
which has the best return and growth 
characteristics, we use 14x. Add it all up 
and we come to an intrinsic value that is 
more than twice the current stock price, 
with 55% of the value in the domestic 
ground business.

We understand why investors who only 
have six-month time horizons have no in-
terest in this. But as asset utilization in-
creases over time and capital investments 
already made start to pay off, we think  

the bottom-line impact over several years 
could be dramatic. That very well could 
be accompanied by a shift in capital-al-
location priorities toward dividends and 
share buybacks, enhancing shareholder 
value further. 

What do you think the market is missing 
in auto-parts maker Lear [LEA]?

WM: Unlike FedEx, this actually is a me-
diocre cyclical company, but it’s just phe-
nomenally inexpensive. With net cash on 
its balance sheet, the shares go for less 
than 4x EBITDA.

Lear
(NYSE: LEA)

Business: Design, manufacture and 
assembly of seating and electrical-distribu-
tion systems sold primarily to automotive 
original-equipment manufacturers. 

Share Information
(@11/29/12):

Price 43.82
52-Week Range 34.81 - 48.25
Dividend Yield  1.3%
Market Cap $4.25 billion

Financials (TTM): 
Revenue $14.36 billion
Operating Profit Margin 4.9%
Net Profit Margin 3.5%

Valuation Metrics
(@11/29/12):

 LEA  S&P 500
P/E (TTM) 8.8 16.5
Forward P/E (Est.) 8.2 13.2 
EV/EBITDA (TTM) 3.9

Largest Institutional Owners
(@9/30/12):

Company % Owned
Robeco Inv Mgmt  5.2%
Harris Associates  5.0%
Lazard Asset Mgmt  4.8%
AllianceBernstein  4.4%
Vanguard Group  4.4%

Short Interest (as of 11/15/12):

Shares Short/Float  0.7%

I N V E S T M E N T  S N A P S H O T
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THE BOTTOM LINE
Post-crisis structural improvements in the global auto-parts industry, an operating revamp 
of the company and new shareholder-oriented management should bode well for the 
firm’s investors, says Win Murray. At 6x his EV/EBITDA estimate two to three years out, 
he puts the intrinsic value of the “phenomenally inexpensive” shares at well over $80. 

Sources: Company reports, other publicly available information
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What attracted us to Lear was the nam-
ing about a year ago of Matt Simoncini 
as CEO. While the stock had been cheap 
before, we could not get comfortable with 
the prior CEO’s record of levering up for 
acquisitions rather than entertaining any 
other capital-allocation possibilities. Matt 
had been the CFO and we’re comfortable 
with his willingness to invest in sustaining 
the company’s competitive position, while 
at the same time focusing on returns and 
maximizing shareholder value. 

 The auto-parts industry has also struc-
turally improved following the severe hit 
most companies took in the Great Reces-
sion. The wave of bankruptcies finally 
addressed huge legacy liability issues and 
prompted the removal of significant excess 
capacity. Lear itself closed nearly 50 facili-
ties and now 80% of its manufacturing 
and a higher percentage of its employee 
base is in low-cost countries. It’s partly due 
to a slowed pace of new-product launches, 
but the industry is earning record margins 
and is well-positioned to benefit from in-
creasing automobile demand in emerging 
markets, as well as a cyclical rebound in 
the U.S.

Lear’s biggest business, seating, accounts 
for roughly three-quarters of its revenues. 
Are there any particular trends of note in 
that business?

WM: Lear is one of the two major global  
players, along with Johnson Controls. 
In addition to still-below-normal vehicle 
sales in North America and Europe, the 
seating business has also been negatively 
impacted by the reduction in vehicle size 
in North America. We’re not counting on 
big changes in any of that, although we 
do believe North American unit sales will 
continue to improve and that the trend to-
ward smaller vehicles has stabilized.

The real opportunity is in the rest of the 
world, where Lear generates roughly 30% 
of its revenues and where seating content 
per vehicle is extremely low. Seating sys-
tems in emerging markets aren’t nearly as 
complex as we’re used to, but we’d expect 
increasing demand for mechanical con-
trols and other bells and whistles to be a 

secular tailwind behind this business go-
ing forward. 

What do you believe the stock, now 
around $44, is more reasonably worth?

WM: Through increased seating-content 
penetration and somewhat higher margins 
as a result of the manufacturing overhaul, 
we think EPS two to three years out can 
reach the mid-$6s, from around $4.80 this 
year. At 6x our estimate of EV/EBITDA 
over the same period, we arrive at an in-
trinsic value for Lear of well over $80 per 
share. We understand why the market may  

take a wait-and-see approach here, but the 
lack of appreciation for the improvements 
the company has made is rather startling. 

Why is Omnicare [OCR] one of your fa-
vorite healthcare-related ideas?

CM: The company is the largest provider 
of pharmaceuticals and related services to 
long-term-care facilities, primarily nurs-
ing homes, but also other institutions such 
as prisons. We’ve always liked that it was 
a niche business and that Omnicare had 
a dominant share of it – it’s more than 
three times the size of its #2 competitor, 

Omnicare
(NYSE: OCR)

Business: Provider of pharmaceuticals and 
related services primarily to geriatric clients 
living in nursing homes, hospices, assisted-
living centers and prisons. 

Share Information
(@11/29/12):

Price 35.64
52-Week Range 29.24 - 36.81
Dividend Yield  1.6%
Market Cap $3.94 billion

Financials (TTM): 
Revenue $6.19 billion
Operating Profit Margin 9.1%
Net Profit Margin 2.7%

Valuation Metrics
(@11/29/12):

 OCR  S&P 500
P/E (TTM) 24.3 16.5
Forward P/E (Est.) 10.1 13.2 
EV/EBITDA (TTM)  7.6

Largest Institutional Owners
(@9/30/12):

Company % Owned
Harris Associates  7.0%
Iridian Asset Mgmt  6.9%
First Pacific Adv  5.8%
Vanguard Group  5.3%
Fidelity Mgmt & Research   4.0%

Short Interest (as of 11/15/12):

Shares Short/Float  8.6%

I N V E S T M E N T  S N A P S H O T
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THE BOTTOM LINE
As the company’s focus has shifted from growth through acquisition to successfully le-
veraging its dominant market position and better serving customers, Clyde McGregor ex-
pects strong earnings growth and a positive response to that growth from the market. At 
a 12x market-cap-to-EBITDA multiple on his 2014 numbers, the shares would near $60.

Sources: Company reports, other publicly available information
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PharMerica [PMC], which itself is twice 
the size of the next-biggest player.

What didn’t excite us was how the com-
pany was run. The long-time CEO was an 
acquisitions engineer more than anything 
else and the company never found a way 
to leverage its size and market position 
into the type of competitive advantage 
and financial success it should have. Cus-
tomer retention rates were appallingly 
bad. It’s a testament to the strength of the 
business that the company maintained its 
dominant position.

Things started changing when the board 
brought in a new CEO from McKesson 
nearly two years ago, John Figueroa, who 
has since decided to retire and has been re-
placed by John Workman, who had been 
the company’s president. Both are straight 
shooters who make a lot of sensible deci-
sions. They have streamlined purchasing, 
reduced costs and put greater emphasis on 
customer service, resulting in higher mar-
gins and retention rates now at 93%, from 
the 80s in the fairly recent past. They have 
also put more emphasis on the company’s 
specialty-care group, which provides lo-
gistics services for the biopharmaceutical 
industry and end-of-life drug-management 
services for hospices. Operating profits in 
specialty care have been growing 25% per 
year and now make up 15% of the com-
pany total.

Is the demographic tailwind particularly 
strong here?

CM: We think so. It’s not just that baby 
boomers are getting older and moving 
into the target demographic, but equally 
important is that the already elderly are 
living longer. That increases the popula-
tion of assisted-living facilities as well as 
the per-capita consumption of pharma-
ceuticals. That’s obviously of benefit to a 
company like Omnicare.

What upside do you see in the shares, now 
at $35.60?

CM: The stock today trades at less than 
70 cents on the sales dollar and at 11x 
the $3.20 or so in EPS we estimate (after 

adding back amortization) for 2014. It’s 
difficult to make private-market compari-
sons here because the only real comp is 
what Omnicare itself was willing to pay 
for PharMerica in a deal the Federal Trade 
Commission blocked earlier this year. 

We expect earnings to grow for at 
least the next few years at 10% per year, 
through organic growth, more effective 
operational management translating into 
higher operating margins, and incremen-
tal growth in the higher-margin specialty-
care business. On our 2014 numbers, we 

believe a 12x market cap to EBITDA mul-
tiple is reasonable, which would translate 
into a share price of close to $60.

What risk does healthcare reform pose?

CM: It’s really not part of our thesis one 
way or the other. Most of the end users 
are covered by Medicare or are prisoners, 
so there’s not a lot of reason for reform to 
impact Omnicare’s business.

Describe the case for one of your smallish-
cap names, Bruker [BRKR].

CM: This is a diversified scientific-instru-
ment manufacturer with a strong reputa-
tion for innovation and product quality. It 
tends to have high market shares of small 
niches, such as in nuclear magnetic reso-
nance machines that analyze molecular 
structures of a sample, or x-ray machines 
that can measure minute variances in ma-
terials surfaces. Customers tend to be re-
search laboratories, drug companies and 
industrial manufacturers.

Bruker historically has been run more 
by engineers than from a financial stand-
point. The positive side of that for us is 
that management has been willing to 

make sensible investments even if they 
promise returns only well into the future, 
a factor that often discourages broader in-
vestor interest. Less positive is that mar-
gins are considerably substandard relative 
to competitors. While peers like Agilent or 
Danaher’s Scientific Instruments division 
have operating margins in the upper teens, 
Bruker’s are in the low teens today.

The CEO, Frank Laukien, owns more 
than 20% of the company and appears to 
have accepted that it needs to be managed 
more efficiently. He recently went outside 
the company for the first time to hire a 
CFO and has set an operating-margin goal 
of 18%. They won’t hit that with one or 
two simple measures, but we believe they 
have a lot of headroom to take out costs, 
improve working capital and better man-
age the portfolio of businesses to increase 
profitability. One important decision, for 
example, will be what to do with the fast-
growing but still loss-making Energy and 
Supercon Technologies business, which 
uses magnet technology in a variety of en-
ergy, healthcare and research applications. 
It is depressing overall margins and ob-
scuring the strengths of the mature busi-
nesses, but also has value that could be 
highlighted through a sale or partial sale.

Is one potential headwind here that scien-
tific research funding is at risk in times of 
austerity?

CM: People who are negative on Bruker 
are likely assuming that, but we disagree. 
Just because we’re in a slow-growth glob-
al environment doesn’t mean the world 
is getting any less competitive. Spending 
for fundamental science is if nothing else 
meant to enhance the competitiveness 
of countries, industries and companies. 
Could there be moderation in spending? 
Of course, but we just don’t see major 
cutbacks for the type of applications the 
company supports.

How inexpensive do you consider the 
stock at a recent $14.75?

CM: The share price today is weighed 
down by the weak margins and a large 

ON SCIENTIFIC RESEARCH:

This enhances competitive-

ness, and nothing going on 

today signals the world is 

getting any less competitive. 
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European exposure, but if we look out 
five to seven years we believe the steps the 
company can take to improve operations 
can translate into earnings growth of 10% 
annually.

What particularly grabs me is that 
Bruker trades at 1.25x our 2014 revenue 
estimate, while private-market transac-
tions in this space typically take place 
well north of that. Thermo Fisher Scien-
tific paid 5x sales for Dionics.  Germany’s 
Merck bought out Millipore at over 4x. 
Danaher paid 2x for Beckman Coulter. 
At even 2x revenues, the stock would be 
worth $23-24 per share.

Explain your interest in old-style indus-
trial conglomerate Dover [DOV].

CM: Dover is an example of somewhat of 
a vanishing breed, what management pre-
fers to call a “widely diversified manufac-
turer.” The company is organized around 
four broad operating groups, which have 
a multitude of small businesses within 
them. The energy segment is the largest, 
accounting for about 35% of operating 
profits, where they make everything from 
diamond inserts for drilling tools, to pres-
sure-pumping equipment, to retail gaso-
line pumps.

They’ve proven to be very good buyers, 
looking with rare exceptions to arbitrage 
paying, say, 6x EBIT for something that is 
worth 9-10x within Dover because they’re 
able to extract costs and incrementally 
grow the business. There are sometimes 
manufacturing synergies, but more often 
the leverage comes from things like pur-
chasing skill or the cross-selling of prod-
ucts and services to the same customer.

The company has also proven more 
than willing to shed businesses, such as 
semiconductor testing, for example, when 
it felt it could no longer compete effec-
tively. There’s no undue attachment to 
what they own and they don’t fight losing 
battles. As a result the business mix can 
evolve quite significantly over time, so far 
consistently for the better.

How do you assess what something like 
this, now trading at $64, is worth?

CM: We look at each of the four operating 
lines and focus first on potential revenue 
growth. We’re looking for better-than 
10% annual growth in communication 
technologies, 8% growth in energy, 7% 
growth in what they call printing and 
identification, and 6% growth in engi-
neered systems. Management has been 
very good at margin control in the various 
units, so we assume modest operating le-
verage as they grow. That all results in an 
estimate of 9% annual growth in earnings 
power over the next few years.

To arrive at intrinsic value we apply a 
less than 12x multiple to our $1.7 billion 
2014 estimate of earnings before interest, 
taxes and amortization. That yields a per-
share value of around $110.

This would appear to be a particular bet 
on management’s acumen.

CM: That’s always an important element 
of our investment cases, but success here 
clearly hinges on management’s ability to 
continue to effectively manage the portfo-
lio of businesses. What’s kind of interest-
ing is that you don’t come out of a meeting 
immediately wowed by their articulation 
of what they’re doing. But the more you 

Bruker
(Nasdaq: BRKR)

Business: Manufacturer of a variety of 
scientific instruments that are used in 
molecular and materials research, as well 
as for industrial and applied analysis. 

Share Information
(@11/29/12):

Price 14.75
52-Week Range 9.91 - 17.10
Dividend Yield  0.0%
Market Cap $2.45 billion

Financials (TTM): 
Revenue $1.75 billion
Operating Profit Margin 10.5%
Net Profit Margin  5.9%

Valuation Metrics
(@11/29/12):

 BRKR  Russell 2000
P/E (TTM) 23.8 28.7
Forward P/E (Est.) 16.6 15.0 
EV/EBITDA (TTM) 10.6

Largest Institutional Owners
(@9/30/12):

Company % Owned
T. Rowe Price  11.8%
Wellington Mgmt   3.5%
Vanguard Group   2.9%
Harris Associates   1.9%
JPMorgan Chase   1.9%

Short Interest (as of 11/15/12):

Shares Short/Float  3.0%
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THE BOTTOM LINE
The company’s reputation for high-quality products exceeds its reputation for operating 
efficiency, says Clyde McGregor. As its margin-improvement program bears fruit and 
the cutbacks in scientific research that the market fears turn out to be less onerous, he 
expects the share price to better reflect his $23-24 estimate of private market value.

Sources: Company reports, other publicly available information
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watch them, the more you see they make 
a heck of a lot of sensible decisions and 
definitely know how to execute.

Describe something you sold recently for a 
reason other than valuation.

CM: PepsiCo [PEP] was something we 
owned mainly for its industry dynamics 
and dividend yield. It was a profitable 
holding for us, but let’s just say that oc-
casionally our thesis that management 
is aligned with shareholders’ interest 
evolves. As our exposure to management 

increased, our confidence decreased mean-
ingfully. We’ll see – believe it or not, there 
are a few companies that have thrived 
even though we have sold them. 

Can you generalize about your mistakes?

CM: The big mistakes in my investing ca-
reer have been in looking for reversions 
to the mean in businesses with good cash 
flow and balance-sheet attributes, but 
where the mean was shifting meaningfully 
downward. One painful example was Ide-
arc in the Yellow Pages business. It did not 

occur to me early enough that the busi-
ness would just disappear as it has because 
of the Internet. A reversion to the mean 
would have produced a very good out-
come, but the mean disappeared. That’s 
why getting the durability of the business 
right in our analysis is so important.

Many investors we speak with today could 
be characterized as short-term pessimists 
but long-term optimists. How would you 
describe yourself in that regard?

CM: For me the first issue in assessing 
risk exposure is how the equities in the 
portfolio are priced versus their intrinsic 
value per share. Overall that has typically 
been in the 60-70% range. We’re right in 
the middle of that range today, and that’s 
with all but maybe 8 of the 50 or so equity 
names in the portfolio showing a profit. 

American industry is showing consider-
able resilience and ability to, maybe thrive 
is too strong, but do fairly well in a low-
growth, uninteresting economic environ-
ment. Were things to become meaning-
fully better, there’s likely to be a levered 
benefit to equities as a whole, which we’re 
betting should be even more pronounced 
for the stocks we own.

A more robust economy accompanied 
by rising interest rates makes it a dicier 
call. The history of rising interest rates has 
not been a happy one for equity investors. 
John Templeton is famous for saying that 
the most dangerous words in investing 
are “This time things are different.” We 
can maybe hope that this time things will 
be different, given that the reason inter-
est rates are so low is artificial, caused by 
financial repression rather than the best 
estimate of the bond market of where in-
terest rates should be today. I don’t mean 
to imply it’s a perfect analogy, but after 
World War II the long bond was held 
down by the Fed for a number of years 
and as rates went up in the 1950s it did 
not have a negative effect on the stock 
market. It is possible, at least, that interest 
rates could go up over the next few years 
accompanied by a decent equity environ-
ment as well. VII

Dover
(NYSE: DOV)

Business: Industrial conglomerate orga-
nized into four segments: Communication 
Technologies, Energy, Engineered Systems 
and Printing & Identification. 

Share Information
(@11/29/12):

Price 64.01
52-Week Range 50.27 - 67.20
Dividend Yield  2.2%
Market Cap $11.46 billion

Financials (TTM): 
Revenue $8.43 billion
Operating Profit Margin 15.4%
Net Profit Margin 11.0%

Valuation Metrics
(@11/29/12):

 DOV  S&P 500
P/E (TTM) 12.8 16.5
Forward P/E (Est.) 12.3 13.2 
EV/EBITDA (TTM)  7.8

Largest Institutional Owners
(@9/30/12):

Company % Owned
Vanguard Group  5.1%
Harris Associates  5.0%
FranklinTempleton  3.6%
BlackRock  2.7%
Capital Research Global Inv  2.7%

Short Interest (as of 11/15/12):

Shares Short/Float  2.7%
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THE BOTTOM LINE
While the market appears to perceive the company as an old-style and uninteresting in-
dustrial conglomerate, it has in fact proven to be a dynamic manager of an ever-evolving 
portfolio of solid-growth businesses, says Clyde McGregor. At 12x his 2014 estimate of 
earnings before interest, taxes and amortization, the share price would near $110.

Sources: Company reports, other publicly available information
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Your firm’s namesake, Chuck Royce, is 
one of the all-time great contrarians. How 
does that ethic manifest itself in your in-
vestment strategy?

Jay Kaplan: We like to say we’re about 
strong balance sheets, high returns on cap-
ital and paying the right price. The reality 
of the world, of course, is that it’s hard to 
meet criteria #1 and #2 and still get a bar-
gain, so if you’re meeting all three there 
are probably going to be issues. They can 
be real or perceived, industry-related, cy-
cle-related or company-specific, but there 
are issues. 

Our focus then is on figuring out what 
the problems are, whether they can be 
resolved, how long that might take, and 
whether the share price is cheap enough 
to compensate us for the risk we’re taking 
on. My goal is to find situations where ex-
pectations built into the current valuation 
are too low relative to what I believe is far 
more likely to happen. That’s the contrar-
ian part, but tempered by the fact that I 
shouldn’t have a lot to lose since no one is 
expecting much good to happen anyway.

For instance, over the past couple of 
years we’ve done a lot of investing in re-
tailers. Post financial crisis, the overrid-
ing market sentiment has been that the 
consumer was going to be tapped out for 
some time, almost to the point where it 
was as if there would never be another 
Christmas. The first Christmas was okay, 
then the second was okay, and it turns 
out consumer spending, though not great, 
hasn’t been as bad as expected. We still be-
lieve there are several good retailers, such 
as Buckle [BKE] and Jos. A. Bank [JOSB], 
that are priced as if consumer spending is 
in a semi-permanent stall. If it’s just not 
quite as bad, that should have a signifi-
cantly positive impact on their stocks.

I’ve also been fairly active in the energy 
sector. It tends to be a self-correcting in-
dustry, so when demand and supply get 

out of whack on either side, there’s a reac-
tion to bring things back towards the mid-
dle. Particularly on the service side, when 
market-share leaders that execute really 
well – like a Helmerich & Payne [HP], for 
example – go on sale because natural gas 
is historically cheap or drilling is cyclically 
down, that can create opportunity. In en-
ergy today, our view is that if oil prices 
stay at least in the $70 per barrel range, 
the majors will commit to long-term drill-
ing and exploration programs that will al-
low the best service providers – and their 
stocks – to do very well over time.

How would you typically define a 
“strong” balance sheet?

JK: If you pull a corporate finance book 
off the shelf and turn to the DuPont Mod-
el page, one component of the formula is 
a leverage factor, defined as total assets 
divided by equity. That’s what we use. It 
doesn’t just look at debt as the only li-
ability, it also captures things like inflated 
inventories or high receivables. It penal-
izes companies that have overstated asset 
values and need to write a lot of stuff off. 
In non-financial companies, we’re only in-
terested if that ratio is 2:1 or less. 

What qualifies in your mind as a “high” 
return on capital?

JK: I look primarily at the current return 
on assets, which I’d want to be at least 8% 
or so, and the current return on invested 
capital, which should be in the double 
digits. Using current numbers, which are 
likely depressed, helps build in a greater 
margin of safety.

One thing we’ve seen in today’s zero-
interest-rate environment is that, at least 
in small caps, the market is favoring low-
er-quality companies with higher leverage. 
Research [by Furey Research Partners] 
shows that through the third quarter of 

I N V E S T O R  I N S I G H T :  Jay Kaplan

Investor Insight:  Jay Kaplan
Royce & Associates’ Jay Kaplan explains why company quality isn’t – but should be – king in small caps, which 
low-expectation sectors are yielding more than their share of ideas, the characteristics of companies he’ll be likely to 
own for a long time, and what he thinks the market is missing in Jos. A. Bank, Buckle, Helmerich & Payne and Netgear.

Jay Kaplan

Staying in the Game 

With 12 years of investing experience un-
der his belt, including five as manager of a 
Prudential Financial small-cap value equity 
fund, Jay Kaplan was already a fairly well-
formed investor when he joined small-cap 
powerhouse Royce & Associates in 2000.  
However there was one significant adjust-
ment he had to make in order to fit in. “I 
started my career at Prudential in credit 
analysis and investing in high-yield bonds, 
so I was not afraid to buy a company with 
a less-than-pristine balance sheet at the 
right price,” he says. “That’s a habit I had 
to kick in coming to Royce.”

Now Kaplan can’t imagine doing things 
any other way for the four Royce mutual 
funds he manages or co-manages with 
aggregate assets of $3.5 billion: “Value 
investors’ advantage usually comes from 
having a time horizon longer than most in-
vestors, over which the issues that might 
be making something cheap either cycle 
away or are fixed. In companies with 
strong financial positions, it can take lon-
ger than you think for things to work out, 
but you always get to come back and play 
another day. If you start with a bad balance 
sheet, the clock is ticking loudly right out 
of the chute and you may never get the 
chance to prove how smart your long-term 
analysis really is.”
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this year stocks of the highest-leverage 
companies in the Russell 2000 have gained 
nearly 20%, while those with the lowest 
leverage were up only 9.5%. The five top-
performing industries in the Russell 2000 
over that time also had the lowest medi-
an ROICs. Right now we’re finding that 
not only are the highest-quality small-cap 
companies trading at an absolute valua-
tion discount to the lowest-quality small 
caps, they’re also trading at an absolute 
valuation discount to the highest-quality 
large caps. That’s pretty unusual and we’d 
argue that it also isn’t sustainable.

I’d add that my mistakes more often 
than not have been when I’ve let my guard 
down on company quality. When markets 
are fully valued or overvalued, which in 
this business is when you tend to get your 
most cash inflows, what’s cheap tends to 
have more hair on it. That’s not so much 
the case today, when I’m finding plenty to 
buy that meets our quality criteria and the 
upside-to-downside ratio in my portfolios 
is unusually healthy. But we always try 
to be very conscious of not lowering our 
standards on quality just because we have 
money to put to work.

Most small-cap investors rely somewhat 
on the market’s neglect of a company to 
result in mispricings from time to time. Is 
that fertile ground for you?

JK: We often find opportunity in compa-
nies that maybe don’t have any comps, 
that aren’t growing so fast, or that no-
body seems to care about. For most of my 
career I’ve owned Reinsurance Group of 
America [RGA], whose core business is 
in reinsuring life insurance. It’s a mature 
business that has some cyclicality depend-
ing on the capital needs and new-busi-
ness underwriting levels of the primary 
insurers. However, for the most part it’s 
actuarial and predictable and generates 
a nice low-double-digit ROE over time. 
RGA currently has some growing pains in 
overseas markets and there’s one material 
block of business in the U.S. that is turn-
ing out not to have been priced very well, 
so both performance and expectations 
are lower than usual.  The stock trades at 

just over $51, which is only 55% of book 
value. Our view is that as these issues are 
worked out, the stock will return at least 
to book value, a level where it historically 
has spent most of its time. 

We’re curious what you see in Chemed 
[CHE], one of the more unusual combina-
tions of businesses out there.

JK: It does have two businesses that don’t 
at all belong together, the Roto-Rooter 
plumbing business and a hospice provid-

er called Vitas. That makes the company 
hard to value and limits the quantity and 
quality of analyst coverage. The stock has 
done fairly well in the past year, as Vitas 
has been growing and some of the con-
cerns about healthcare reform’s impact 
on hospice-care payments have subsided. 
The government has never really been out 
to attack hospice care – we spend a lot 
of money on end-of-life care and hospice 
helps address that.

Our basic thesis is that Vitas in the pri-
vate market is worth considerably more 
than it is valued as part of Chemed. Man-
agement has shown absolutely no willing-
ness to recognize that, but for the time be-
ing we have no problem being patient.

Describe the firm’s general approach to 
valuation.

JK: We’re not P/E buyers. We’re not P/E-
to-growth-rate buyers. And we’re not EV/
EBITDA buyers because we think over 
time that the D and A in EBITDA are real 
expenses you need to account for. 

We look at current operating income 
divided by enterprise value as our “cap 
rate,” and we want to buy when that’s 
15% or more and sell when it goes to 

7-8%. I’m trying not to buy hopes and 
dreams, but the here and now. The lay-
man’s way to think about it is if you could 
buy the whole company and – before fi-
nancing and paying taxes – earn 15 cents 
on a dollar invested, that’s a pretty good 
deal. If the hopes and dreams come true, 
all the better.

Your range between buy and sell seems 
fairly wide. Does that help explain why 
you frequently hold onto positions for a 
long time?

JK: That’s part of it, although we’re usu-
ally active in trimming and adding to posi-
tions over time as markets, situations and 
valuations change.  

If I were to generalize, I’d say the com-
panies that stay in the portfolio a long time 
tend to be fairly stable, good-return busi-
nesses run by management that is smart 
and measured in picking their growth 
opportunities. Helmerich & Payne is a 
contract driller for oil and gas wells that 
we’ve owned since the late 1990s because 
it has a better mousetrap in terms of rig 
technology and continues to take market 
share through up and down markets. Lin-
coln Electric [LECO] is a leader in welding 
products and continues to grow around 
the world in a measured, thoughtful way. 
Ascena Retail [ASNA] I’ve owned since 
it was Dress Barn many years ago. It’s a 
closely held family business that eight years 
ago started to diversify, buying an apparel 
chain called Maurices, which turned out 
to be a wonderful acquisition. During the 
financial crisis it bought Tween Brands, 
with operates Justice branded stores tar-
geting young girls, and that’s been an even 
bigger success. They just bought another 
concept in Charming Shoppes, the owner 
of the Lane Bryant chain that sells plus-
size clothing for women. We’re not sure 
yet about this last one. We’re meeting with 
the CEO after Christmas to hear how he 
plans to make Charming Shoppes better. 
That’s all part of the process.

As an often patient owner, are you at high-
er risk of digging in when things aren’t 
working?

ON EV/EBITDA:

We rarely use it because we 

think over time that the D 

and A are real expenses you 

need to account for. 
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JK: I’d say that’s something all value inves-
tors have to guard against. A large hold-
ing of mine that I’ve ridden all the way 
down and am fully intending to ride all 
the way back up and more is ManTech 
International [MANT]. It’s a closely held, 
very successful defense contractor that has 
been fighting two macro headwinds, the 
winding down of in-theater operations 
in Iraq and Afghanistan and the overall 
defense-spending squeeze that has stalled 
new-contract awards and is putting down-
ward pressure on margins. 

While those headwinds will clearly 
have an impact, when we look at the 
breadth of ManTech’s businesses we just 
don’t believe the impact will be as negative 
as the market seems to be pricing in. The 
company has a burgeoning cyber-security 
practice that I expect to be a big growth 
driver. It also provides more general secu-
rity software and healthcare information 
systems for government, which we’d ex-
pect eventually to make inroads in the pri-
vate sector as well. One other factor mak-
ing it less of a value trap in our eyes is the 
fact that the CEO, who owns a significant 
chunk of the voting shares, is in his mid-
70s. At the current price, if this weren’t 
a dual-class stock, the company would be 
bought in a minute.

Can you give a recent example where you 
decided against patience?

JK: One example would be Wolverine 
World Wide [WWW], the Merrell shoe 
and Hush Puppies company. We liked 
the business and the management, but six 
months ago they agreed to buy Stride Rite 
and some other brand names of Collective 
Brands. They paid a generous multiple 
that we didn’t understand and financed it 
all with debt, which we hated. So we blew 
it out. 

Most Royce funds are co-managed, but in 
different ways. Can you explain the differ-
ent renditions?

JK: There are two basic ways we co-man-
age funds. The first is that each manager 
gets a share of the portfolio to manage that 

is at his or her full discretion. I manage the 
Royce Value Fund with Whitney George, 
for example, and we are each responsible 
for half of the assets in the fund and we 
don’t really coordinate at all. Other funds 
have a similar set up, but the size of each 
sleeve may not be 50%.

In other portfolios the co-managers 
work more closely together depending on 
the position size. We divide our portfolios 
into an A box, the largest positions, a B 
box, the mid-level positions, and a C box, 
the smallest positions. A manager can 
independently put any position in the C 
box, the two managers have to have some 

degree of agreement to move something 
into the B box, and there has to be strong 
agreement on anything in the A box.

These practices have evolved to give 
shareholders access to more than one 
manager’s best ideas and to give people we 
believe deserve it the opportunity to man-
age their own portfolios.  

Let’s talk about a couple of the retailer 
ideas you mentioned earlier, starting with 
Jos. A. Bank.

JK: The company sells tailored men’s 
clothing, sportswear and related acces-
sories, catering primarily to the guy who 
needs to be dressed up every day. That 
buyer has fewer and fewer places to go 
because the mom-and-pop haberdashery 
is going away fast. Brooks Brothers and 
Nordstrom do a nice job, but at a higher 
price point. Traditional department stores 
carry more limited inventory, which may 
be OK for the off-the-rack sized guy, but 
not so much for those who aren’t. As the 
business has been evolving, Bank has con-
sistently been taking market share for 
some time now.

There are a couple of components of 
the company’s strategy that Wall Street 
seems not to like, but that we don’t have a 
problem with. First of all, its promotional 
strategy consists of aggressive, deal-cen-
tered advertising touting, “buy one suit, 
get one free,” or “buy two suits and get 
hundreds of dollars of accessory products 
for free.” People in my business watching 
those ads on CNBC might think, “How 
can this be a real business?” But then you 
look at the gross margins that approach 
60%, including all that discounting, and 
the numbers tell you how much it really 
costs to make men’s clothes and that this is 
a wonderful business. They’ll dial the pro-
motions up and down, but this is just how 
they do it, and it works.

Another thing the Street doesn’t like is 
that inventory turns are low, roughly once 
a year. People are afraid of stale inventory 
lurking in the basement that is going to 
eventually come up and bite them. But a 
lot of how the company manages inven-
tory is strategic for customer service. If it’s 
cold outside and you’re a size 45 Short, 
they want that trench coat you’re looking 
to buy to either be in the store or pretty 
easily accessible. 

The reality is that the bulk of what they 
sell doesn’t immediately go out of fash-
ion, so they have more of a window to 
sell down inventory. The items they didn’t 
sell last winter because it was unseason-
ably warm, they’ll have a chance to sell 
this year or next year if we have a cold 
winter. They just haven’t historically had 
the kinds of inventory problems people 
seem to fear.

The company announced earlier this year 
that it was stepping up its store growth. 
Do you think that’s a good idea?

JK: They appear to be doing it for all the 
right reasons: “We’re doing well, we’re 
getting great returns on our investment 
spending and we think there’s more room 
to expand as we continue to take share.” 
In the near to medium term, we don’t see 
much risk of oversaturation.

The company also has other growth 
levers to pull. It’s looking to expand its 

ON JOS. A. BANK’S ADS:

People in my business 

watching these ads on CNBC 

might think, “How can this be 

a real business?”
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big-and-tall business, is building out its 
tuxedo-rental operation and is growing 
outlet stores. That’s all independent of 
the operating leverage it would have if the 
employment and economic picture bright-
ened, which is an option we don’t think 
we’re paying for.

With the shares at around $44.50, how 
are you looking at valuation?

JK: If you take out the nearly $10 per share 
in net cash on the balance sheet, the stock 
today trades at less than 10x the $3.60 
consensus EPS estimate for this year.

From a cap-rate perspective, on today’s 
roughly $950 million enterprise value, 
2012 operating income should be around 
$165 million. That’s a cap rate of more 
than 17%, which is extremely attractive 
for a business of this quality.

One criticism we do have is that the 
company doesn’t need all of the cash 
it has and should return some of it to 
shareholders through instituting a divi-
dend and buying back stock. Manage-
ment turns a deaf ear toward that, 
but we think any positive changes on 
that front could have a real impact on 
the market’s attitude about the stock. 

Buckle would appear to be an even more 
controversial retailer pick. Describe your 
bull case for it.

JK: Buckle is a mostly Midwestern mall-
based casual apparel chain for the roughly 
16- to 35-year-old crowd, skewing toward 
the high end of that. It’s not cheap fast 
fashion, but focused on high-end brands 
– a lot of it denim – sold at full prices. 
That separates it from the Abercrombie & 
Fitches, American Eagles and Aeropostales 
in the mall, which sell mostly private-label 
products and are constantly bashing each 
other on price. Buckle also puts tremen-
dous emphasis on fit – if someone comes 
into the store looking for jeans, they don’t 
want them to leave without buying some-
thing that’s just right.

Is this a high-quality business?

JK: The company has an excellent balance 
sheet, operating margins are over 20% 
and the return on assets has increased in 
the last couple of years from in the 20s to 
the 40s. A big part of all that is that they 
sell premium products at premium prices. 
It’s easier said than done, but the basic 
concept is quite simple.

The short interest here is not far from 
30% of the current float. Why do you 
think that is?

JK: Two things we hear a lot are that mar-
gins have peaked and can’t possibly be 
sustained, and that the company missed 
the color cycle in denim, which is going to 
hurt. With respect to margins, the business 
has been as competitive as ever and the 
margins have held up, so we’re not sure 
what exactly is going to cause the hit to 
margins that the Street seems to expect. It 
is true that Buckle largely missed the trend 
toward colored jeans, but if that were re-
ally going to affect the business we should 
have seen more evidence of it by now. 
Something like that is highly unlikely to 
be a long-term problem anyway.

Another beef the bears seem to have, 
which we also don’t at all share, is that 
management is very conservative and mea-

Jos. A. Bank Clothiers
(Nasdaq: JOSB)

Business: Design, manufacture and sale of 
men’s tailored and casual clothing, sports-
wear, shoes and accessories, primarily 
through U.S. company-owned retail stores. 

Share Information
(@11/29/12):

Price 44.39
52-Week Range 39.54 - 54.99
Dividend Yield  0.0%
Market Cap $1.24 billion

Financials (TTM): 
Revenue $1.04 billion
Operating Profit Margin 14.8%
Net Profit Margin  9.2%

Valuation Metrics
(@11/29/12):

 JOSB  Russell 2000
P/E (TTM) 13.0 28.7
Forward P/E (Est.) 10.5 15.0 
EV/EBITDA (TTM)  5.3

Largest Institutional Owners
(@9/30/12):

Company % Owned
Fidelity Mgmt & Research  14.6%
Royce & Associates  10.7%
Vanguard Group   5.8%
Times Square Capital   5.3%
BlackRock    4.5%

Short Interest (as of 11/15/12):

Shares Short/Float  21.4%
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THE BOTTOM LINE
While the company’s pricing promotions and inventory management appear not to sit 
well with Wall Street, they have worked perfectly fine and profitably on Main Street for 
some time, says Jay Kaplan. Based on current operating income to enterprise value, the 
shares “cap rate” of 17% is “extremely attractive for a business of this quality,” he says.

Sources: Company reports, other publicly available information



November 30, 2012 www.valueinvestorinsight.com Value Investor Insight   14

I N V E S T O R  I N S I G H T :  Jay Kaplan

sured when it talks about growth. A lot 
of investors in retail are looking to trade 
on monthly sales numbers, and you’re 
unlikely to get too jazzed about anything 
on that front coming out of Buckle. It’s 
headquartered in Kearney, Nebraska and 
the guy who runs it, Dennis Nelson, is in 
his early 60s, owns a lot of stock, and has 
been at the company for a very long time. 
He’s one of those “Aw, shucks” kinds of 
guys who gives “We’ve got great fashion 
and great people” kinds of answers to al-
most everything. We love that, but your 
fast-money hedge fund guy probably can’t 
stand it.

The stock has come back strongly since 
swooning in the summer. What is the cap 
rate today at just over $51?

JK: Operating profit for 2012 should be 
in the neighborhood of $250 million and 
the company’s enterprise value today is 
$2.2 billion. That results in a cap rate of 
11.5%, which is maybe not buy-every-
share-you-possibly-can territory, but is 
certainly still a buy using our standards. 
Given that the short interest can make the 
stock move around in strange ways, even 
better opportunities to buy can come up 
pretty quickly. 

The company generates a lot of cash 
and in many years has paid out a special 
dividend. I’m sure this was tax-driven, 
but they announced their biggest special 
dividend ever this year, of $4.50 per share. 
We consider that another nice example of 
management acting like owners.

Describe the upside you still see in Helm-
erich & Payne.

JK: Many years ago the company separat-
ed from its industry siblings by deciding to 
build high-tech, high-powered, expensive 
rigs they call FlexRigs. Customers would 
have to spend more money to lease them, 
but the sales pitch was that by drilling 
faster and more efficiently, they could earn 
a higher return on their drilling invest-
ment. They could also get at harder-to-
reach reserves with these rigs by drilling 
horizontally, which at the time wasn’t in 
popular use.

Wall Street’s initial response was that 
the family that controlled the business was 
an egregious big spender and was making 
a big mistake. Lo and behold, a decade 
later and after a few FlexRig generations, 
the sales pitch has turned out to be true. 
Operators discovered that for a great 
many applications the rigs more than paid 
for themselves in greater drilling flexibil-
ity, speed and efficiency. As I mentioned 
earlier, that’s translated into market share 
gains for H&P in both good and bad cy-
cles. You might think drillers would pass 
on the most-expensive rigs no matter what 
when the cycle turns down, but that has 
not been the case.

Where are we in the cycle today?

JK: We’ve been in a down dip, as cut-
backs in natural gas drilling have started 
to push spot drilling rates down. That 
impacts H&P, but one important part of 
its strategy is that it only builds to order 
with contracts in hand. Its contracted rig 
count and pricing into 2013 looks good, 
but the backlog drops off a bit in 2014. 
That could be a problem, but we generally 
think the majors with three- to five-year 
planning cycles will be full steam ahead 

Buckle
(NYSE: BKE)

Business: Shopping-mall retailer of casual 
apparel, accessories and shoes for young 
men and women, with stores located pri-
marily in the non-coastal United States. 

Share Information
(@11/29/12):

Price 51.16
52-Week Range 36.33 - 51.74
Dividend Yield  1.6%
Market Cap $2.42 billion

Financials (TTM): 
Revenue $1.10 billion
Operating Profit Margin 22.6%
Net Profit Margin 14.4%

Valuation Metrics
(@11/29/12):

 BKE  Russell 2000
P/E (TTM) 15.3 28.7
Forward P/E (Est.) 14.5 15.0 
EV/EBITDA (TTM)  7.7

Largest Institutional Owners
(@9/30/12):

Company % Owned
Royce & Associates  14.9%
Wellington Mgmt   5.3%
Allianz Asset Mgmt   4.6%
BlackRock   4.6%
Vanguard Group    4.5%

Short Interest (as of 11/15/12):

Shares Short/Float  27.9%
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THE BOTTOM LINE
The company’s selling of branded products at premium prices with high customer ser-
vice sets it apart from its mall brethren who compete on price in selling private-label fare, 
says Jay Kaplan. He finds the stock’s current 11.5% operating-income-to-enterprise-val-
ue “cap rate” attractive, but says the volatile stock can offer a better deal “pretty quickly.”

Sources: Company reports, other publicly available information
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on exploration over that period as long 
as oil prices stay above $65-70 per bar-
rel. The probability of that in our view is 
high, which means H&P should be able to 
nicely fill out its backlog going forward. 

Does the company have any growth initia-
tives of note?

JK: The business today is predominantly 
domestic onshore. The biggest poten-
tial could be if shale drilling – for which 
FlexRigs are very good – takes off in oth-
er parts of the world as it has in North 
America. That might one day be an op-

portunity, but’s it’s not something we’re 
counting on right now.

How cheap are H&P’s shares at today’s 
price of around $51.50?

JK: The stock was at almost $75 in the 
summer of 2011 and then went to $35 in 
a heartbeat last fall. It has more recently 
settled into a $45-50 range that we might 
be in for a while if the business remains 
flattish.

The cap rate here using current fiscal 
year estimates is around 16%. The market 
depending on the cycle offers up this kind 

of valuation from time to time – so far it’s 
proven to be an excellent idea to take ad-
vantage of it.

Turning to a technology idea, what inter-
ests you in Netgear [NTGR]?

JK: Netgear is the leader in networking 
products for the home and small office. 
The bulk of the business revolves around 
routers and network storage devices, but 
they continue to expand the variety of 
products and services they offer. They 
have a new business selling wireless secu-
rity cameras for the home. They bought a 
company that does networking on school 
campuses. They sell range extenders 
that increase the wireless signal strength 
throughout your house.

Another good-sized business is sell-
ing private-label modems and routers to 
cable and phone companies. The market 
doesn’t like that this business can be very 
lumpy – it fell off sharply earlier this year, 
for example – but to a long-term owner 
who understands that it will have fits and 
starts but over time is solidly profitable, 
that’s okay.

We’re not prone to pontificating about 
the future, but we do think it’s reasonably 
clear that in the developed world the num-
ber of wireless devices is going to grow, 
as will demand for products that connect 
those devices more seamlessly to the In-
ternet and to each other. In the non-devel-
oped world, rather than dropping wires to 
houses, we’re going to see the build out of 
4G networks that provide wireless service 
across broad geographic areas. House-
holds there will need devices to capture 
that and disperse it throughout the home.

Why do you think Netgear is uniquely po-
sitioned to take advantage of all that?

JK: We don’t expect it to be a winner-take-
all business, but Netgear has done the best 
job in our estimation in establishing a 
brand reputation in the consumer’s mind 
for reliable, innovative products. It has 
been taking shelf space from other com-
petitors, primarily Linksys, which has not 
prospered under Cisco’s ownership. 

Helmerich & Payne
(NYSE: HP)

Business: Provider of contract drilling-rig 
equipment and services used in the off-
shore and on-land exploration by multina-
tional energy companies of oil and gas.

Share Information
(@11/29/12):

Price 51.39
52-Week Range 38.71 - 68.60
Dividend Yield  0.6%
Market Cap $5.43 billion

Financials (TTM): 
Revenue $3.15 billion
Operating Profit Margin 28.8%
Net Profit Margin 18.4%

Valuation Metrics
(@11/29/12):

 HP  S&P 500
P/E (TTM) 9.6 16.5
Forward P/E (Est.) 9.8 13.2 
EV/EBITDA (TTM) 4.4

Largest Institutional Owners
(@9/30/12):

Company % Owned
State Farm  7.8%
Vanguard Group  7.4%
State Street  4.2%
Royce & Associates  3.8%
AllianceBernstein   3.4%

Short Interest (as of 11/15/12):

Shares Short/Float  4.9%
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THE BOTTOM LINE
A downdraft in the oil-and-gas drilling cycle is the perfect time to buy shares in a com-
pany such as this whose premium-priced drilling technology takes market share in good 
times and bad, says Jay Kaplan. When the current “cap rate” on the shares has gotten 
to today’s level of 16%, it’s historically proven to be an excellent opportunity, he says.

Sources: Company reports, other publicly available information



November 30, 2012 www.valueinvestorinsight.com Value Investor Insight   16

I N V E S T O R  I N S I G H T :  Jay Kaplan

Netgear has also been adept in updat-
ing its technology, which is important in 
any consumer-electronics business. It has 
the first routers out, for example, built on 
the next-generation networking standard, 
called 802.11ac. There is technology risk 
here, but given the price we’re paying and 
the company’s track record, we don’t con-
sider it excessive. 

At $35.50, how attractive are the shares?

JK: If you take out the almost $9.50 per 
share in net cash on the balance sheet, 
the stock trades at 9.8x this year’s $2.63 

consensus EPS estimate. They can do in 
the neighborhood of $130 million in op-
erating income this year, on a current en-
terprise value of nearly $1 billion. That’s 
a better than 13% cap rate, higher than 
we’d expect for a company on the right 
side of some interesting long-term trends.

Given the amount of assets Royce has, 
you often hold significant stakes in the 
companies you own. How activist do you 
consider your strategy?

JK: Not very. Our basic view is that we’re 
investing in public companies and pay-

ing the management teams to manage the 
business. If we don’t like what they’re do-
ing, we can vote management out or sell 
the stock. That’s not to say we don’t speak 
our mind with management or often meet 
with activists and vote for their plans 
when we consider them in our sharehold-
ers’ best interests. Either way, we’re not 
ones to want to be in the headlines.

Royce has always had a penchant for the 
stocks of money managers. Is that as true 
as it once was?

JK: It’s a high return on capital business 
where the capital consists of phones, com-
puters and the brains of the people who 
go up and down the elevator every day. 
The operating leverage can be enormous if 
you’re successful.

There are plenty of things to worry 
about. We own Federated Investors [FII], 
for example. Its equity-fund business is 
stagnant, which is broadly the case in the 
industry. Its money-market-fund busi-
ness, about half of what it does, is way 
under-earning because the company has 
to waive fees because interest rates are so 
low. That business is also under a regula-
tory cloud and it’s hard to figure out how 
that is going to play out. This is a classic 
low-expectations idea. If it turns out inter-
est rates aren’t permanently low, we think 
there’s real upside. Same if retail equity in-
vestors don’t turn out to be gone forever. 
Same if regulation doesn’t turn out as bad 
as feared. 

Are active managers at risk of becoming a 
dying breed?

JK: Active managers need to generate in-
dex-beating returns to justify our fees and 
the trust investors place in us. There’s no 
reason for people to hire active managers 
if they can pay a few basis points to own 
an ETF that gives them the same or higher 
returns. 

Over the course of 40 years, Royce has 
generated strong absolute and relative 
returns – we don’t believe there are per-
manent reasons limiting our or any asset 
manager’s ability to continue to do so. 

Netgear
(Nasdaq: NTGR)

Business: Manufactures and sells a range 
of networking, storage, digital-media and 
security products to retail, business and 
service-provider customers worldwide.

Share Information
(@11/29/12):

Price 35.40
52-Week Range 28.68 - 43.44
Dividend Yield  0.0%
Market Cap $1.35 billion

Financials (TTM): 
Revenue $1.27 billion
Operating Profit Margin 10.4%
Net Profit Margin  7.3%

Valuation Metrics
(@11/29/12):

 NTGR  Russell 2000
P/E (TTM) 14.6 28.7
Forward P/E (Est.) 12.8 15.0 
EV/EBITDA (TTM)  6.7

Largest Institutional Owners
(@9/30/12):

Company % Owned
Fidelity Mgmt & Research  12.7%
Royce & Associates  11.8%
Neuberger Berman   6.9%
Vanguard Group   6.1%
Bank of NY Mellon   6.0%

Short Interest (as of 11/15/12):

Shares Short/Float  10.5%
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THE BOTTOM LINE
The company has built a brand reputation for reliable, innovative products in an industry 
with very strong demand tailwinds in both developed and emerging markets, says Jay Ka-
plan. He wouldn’t expect to find the shares fully valued until the market cap grew so that 
the current 13% operating-income-to-enterprise-value “cap rate” was nearly cut in half.

Sources: Company reports, other publicly available information
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Bob Robotti of Robotti & Co. is no stranger to investment cases that come together long after most investors 
have lost patience. Here’s why his patience remains fully intact with Norwegian shipping firm Stolt-Nielsen.  

U N C O V E R I N G  VA L U E :  Stolt-Nielsen

In a long value-investing career, Ro-
botti & Co.’s Bob Robotti [VII, August 
31, 2011] has become oh-too familiar 
with delayed gratification. “We look for 
companies where the business is cyclically 
depressed but we believe the normalized 
earnings power is much higher,” he says. 
“Coming out of that difficult period of-
ten takes longer than one would hope, so 
there’s a reasonable chance of disappoint-
ment in the first year or two.”

A classic case in Robotti’s portfolio to-
day is Norway’s Stolt-Nielsen. The com-
pany’s core business is operating some 
150 leased tankers to transport specialty, 
organic and inorganic chemicals, from 
adhesives to acids. Like most shipping 
businesses, the chemicals segment today is 
plagued by overcapacity, desperate com-
petitors and weak global pricing. While 
Stolt stands out for its high-end fleet and 
ability to lock customers into longer-term 
leases, its tanker business “hasn’t had 
good returns in well over ten years,” says 
Robotti. That’s taken a toll on its volatile 
share price, which at $17 (translated from 
Norwegian kroner) remains 40% below 
its price five years ago.

While the gratification of this business 
turning has been delayed, Robotti says it 
should not be denied. He argues that the 
specialization in the business – ships can 
have 40-50 compartments and often re-
quire unique climate-control, piping and 
containment infrastructure – protects 
against the worst ravages of competition.  
He also sees upside from further consoli-
dation, as competitors such as Jo Tankers, 
Tokyo Marine and Eitzen Chemical pull 
back from or exit key routes. All of that 
bodes well for a market leader like Stolt, 
he says, especially as the “spreading out” 
of the world economy and a resurgence 
of the U.S. chemicals industry translates 
into long-term increases in the volume of 
chemicals being moved globally.

Bolstering Stolt’s earnings-power story 
is its diversification into both bulk-liquid 

chemicals terminals and intermodal tank 
containers. The terminals business earns 
40%-plus operating margins and is ex-
panding rapidly in Asia. The container 
business earns 20%-plus returns on assets 
and is the market leader, with over 30% 
global share. As the volume of chemicals 
moving around the world increases, says 
Robotti, both should continue to prosper.

The market remains unconvinced. The 
shares today trade at less than 50% of 
total revenues, 70% of book value, and 
35% of the company’s own sum-of-the-
parts valuation. But Robotti’s patience 

is intact. A turn in the tanker business 
and continued ancillary-business growth 
would result in “earnings power that is a 
multiple of what the company has earned 
in the past,” he says. As he waits for that 
to translate into similar good news for the 
share price, he’s confident the company’s 
owner management will do right by share-
holders and he’s collecting a 4.3% divi-
dend yield. “Some might conclude this is 
a value trap and move on,” says Robotti. 
“But I’m as convinced as I’ve ever been 
that the pieces are in place for this busi-
ness to generate excellent returns.”

Pieces In Place

VII

Stolt-Nielsen 
(Oslo: SNI:NO)

Business: Global provider of integrated 
shipping, storage and distribution services 
primarily to large manufacturers of specialty, 
organic and inorganic chemicals.

Share Information
(@11/29/12, Exchange Rate: $1 = NOK 5.68):

Price NOK 98.50
52-Week Range  NOK 95.00 – NOK 135.00
Dividend Yield 4.3%
Market Cap  NOK 6.33 billion

Financials (TTM): 
Revenue  $2.09 billion
EBITDA Margin 7.3%
Net Profit Margin 3.1%

Valuation Metrics
(Current Price vs. TTM):

 SNI:NO  Russell 2000
P/E 16.2 28.7
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THE BOTTOM LINE
The outlook for the company’s tanker-shipping business isn’t as bleak as the market ex-
pects, says Bob Robotti, who believes as it turns and two related business lines continue 
to prosper that earnings power will be “a multiple of what the company has earned in 
the past.” He expects shareholders with requisite patience to be comparably rewarded.

Sources: Company reports, other publicly available information
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Companies often grow by applying a proven successful strategy in one market to another. But when the new 
obscures the old – as Zack Buckley sees today in Spark Networks – investment opportunity can be born.

U N C O V E R I N G  VA L U E :  Spark Networks

You’d be hard pressed to find an on-
line business with more attractive charac-
teristics than the JDate.com website run 
by publicly traded Spark Networks, Inc. 
Launched in 1997, JDate is a subscrip-
tion-based online community for Jewish 
singles looking for long-term relation-
ships. Its brand is so well known among 
target consumers that marketing spending 
is minimal, while its 85,000-strong paid-
subscriber base – which dwarfs the com-
petition – provides a classic “network-
effect” competitive advantage. JDate’s 
EBITDA margins are in the vicinity of 
55-60%, estimates Zack Buckley of Buck-
ley Capital Partners, roughly twice the 
already attractive margins of comparable 
online dating sites.

None of that would be particularly 
easy to glean from a quick glance at Spark 
Networks’ financials, however, for the 
straightforward reason that the company 
is plowing all of its JDate profits into pur-
suing the exact same strategy targeting 
Christians, with ChristianMingle.com. 
Started in 2001, ChristianMingle estab-
lished itself slowly, but is now on a growth 
tear, on pace to hit an estimated 170,000 
paid subscribers by the end of this year. 
That’s double 2011’s level and puts it at 
#3 in the overall online-matchmaking 
business behind Match.com and eHarmo-
ny. While JDate’s growth has plateaued, 
Buckley believes ChristianMingle has 
much more room to run and could well 
exceed 300,000 paid subscribers by the 
end of 2014. Profitability should spike as 
it further establishes its position, he says, 
and marketing and promotional spending 
can be pared back significantly.

While Spark’s potential has not been 
lost on the market – the shares, at $6.10, 
are up 90% over the past year – Buckley 
thinks its current earnings power is still 
getting short shrift. The current enter-
prise value is only 4.6x the $25 million in 
EBITDA he says it will earn in 2012, if 
one excludes the more than $30 million in 

ChristianMingle marketing spending that 
he estimates went toward new growth.

What’s a more reasonable valuation? 
Based on the EBITDA multiples at which 
comparable assets have traded hands, 
Buckley puts a current value of $100 mil-
lion ($1,200 per subscriber) on JDate and 
$110 million ($655 per subscriber) on 
ChristianMingle. Add the value of sub-
scribers in Spark’s “other networks” seg-

ment and $11 million in net cash and he 
arrives at an overall value today for the 
company of more than $230 million, or 
$11 per share. “And that’s valuing Chris-
tianMingle as it is today,” he says. “If it 
continues to grow as we expect, so too 
will the business value.”

Funds managed by VII co-founder Whitney 

Tilson are long LOV shares.

Falling in LOV

Spark Networks   
(NYSE: LOV)

Business: Provider of adult online 
communities, including JDate.com and 
ChristianMingle.com, meant to facilitate the 
formation of long-term relationships.

Share Information
(@11/29/12):

Price 6.08
52-Week Range 3.01 - 6.90
Dividend Yield 0.0%
Market Cap $126.3 million

Financials (TTM): 
Revenue $58.3 million
Operating Profit Margin (-10.5%)
Net Profit Margin  (-9.5%)

Valuation Metrics
(@11/29/12):

 LOV  Russell 2000
Trailing P/E n/a 28.7
Forward P/E Est. n/a 15.0

Largest Institutional Owners
(@9/30/12):

Company % Owned
North Run Capital  6.3%
Cannell Capital  2.5%
BlackRock  1.8%
Dimensional Fund Adv   1.0%
T2 Partners  0.9%

Short Interest (as of 11/15/12):

Shares Short/Float  4.1%

I N V E S T M E N T  S N A P S H O T
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THE BOTTOM LINE
The market isn’t recognizing the unique success of the company’s first thriving online-
matchmaking service or the ongoing growth of its second, says Zack Buckley. Even 
without factoring in future potential, he believes that based on where comparable assets 
have traded hands in the past, the shares are worth 80% more than the current quote.

Sources: Company reports, other publicly available information
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Traditional value-investor thought 
is fairly clear on the subject of construct-
ing one’s portfolio in any way that hinges 
its performance to that of the benchmark 
against which it is compared. As Oakmark 
Funds’ Bill Nygren succinctly described it 
to us in an interview: “You can under-
stand why many succumb to the pressure 
to “hug” the index, so to speak. But we 
believe if you go down the road of trying 
to make sure you’ll never do much worse 
than the index, you’re almost insuring 
that you’ll never do well enough to justify 
your compensation as an active manager.”

While we’re 100% in agreement with 
that, on a practical level we understand 
why managers may choose a different 
path. As happy as investors are in times 
of dramatic outperformance, they’re likely 
more unhappy in times of dramatic un-
derperformance. If as a manager you can 
smooth out those highs and lows against 
your benchmark – even though it likely 
isn’t the best thing long-term for your 
performance – it can do wonders for your 
ability to maintain assets. Ask Fairholme 
Fund’s Bruce Berkowitz. In 2011, one year 
after being named Morningstar’s U.S. eq-

uity manager of the decade, his concen-
trated bets on financials tanked his fund’s 
performance. While the fund has roared 
back this year, up more than 35%, it now 
holds $7 billion in assets. At the start of 
2011 that number was $20 billion.

Tom Forester’s claim to fame is that 
his Forester Value mutual fund was the 
only domestic equity fund in 2008’s mar-
ket carnage that showed a gain, of 0.4%. 
Remarkable as that against-the-grain per-
formance was, it hasn’t been unusual for 
Forester in the 13 years since he started 
his large-cap fund to be far afield from his 
S&P 500 index standard. In 2002 he beat 
the index by 28%, while in 2003 he un-
derperformed by 28%. Over the past de-
cade, as tracked by Morningstar, his fund 
has been in the top 1% of its category in 
three years, and in the bottom 1% of its 
category in three others. Obviously not a 
man who is hugging his benchmark.

We spoke recently with Forester to ask 
what he does that can result in such “inde-
pendent” performance and why. He calls 
himself a “low-P/E value guy,” and his 
portfolio is filled with fairly typical value-
investor fare, including Wal-Mart, Altria, 
Exxon Mobil and Microsoft. What he’s 
done differently than the standard mu-
tual fund manager is aggressively hedge 
his portfolio through a combination of 
holding cash and buying S&P 500 puts. “I 
started the fund in 1999 when P/Es where 
in the mid-30s,” he says. “If you look at 
the historical studies, when you start out 
at 35x earnings you can expect negative 
returns over the next ten years. Even if 
you’re a low-P/E value investor, while 
you’ll probably do better than the market, 
you’re still not going to do very well. That 
wasn’t good enough, so we came up with 
a hedging strategy that could protect us.”

Based on his assessment of market risk, 
Forester will hedge from 0% to 100% of 
his portfolio. How right or wrong he’s 
been in that assessment is what’s driven 
his lumpy performance relative to the 
S&P 500. In 2002, his pessimistic macro 
call worked wonders, while in 2003 it was 
a dead weight. Going defensive too early 

in 2006 and 2007 hurt, but it made him a 
star in 2008. This year he’s sucking wind 
against the index due to his belief that 
the market seems too oblivious to what 
he sees as still-acute problems in Europe 
and to relatively bleak economic-growth 
prospects worldwide. Some 25% of his 
current portfolio is in cash, with another 
55% hedged through S&P puts.

Couldn’t one argue, as many value in-
vestors do, that getting those macro calls 
right is so difficult that you will be bet-
ter off just sticking to buying discounted 
stocks and letting time and mean-reversion 
work in your favor? “It’s more accurate 
to say you have been better off doing it 
that way than you will be,” says Forester. 
“I’m not convinced the central banks will 
be able to prop up markets over the next 
20 years like they have the last 20. If that’s 
true, getting the macro side right will be 
even more important going forward.”

So what have Forester’s macro calls 
done for him so far? His fund’s perfor-
mance since inception is double the S&P’s 
– 4.7% annualized vs. 2.4% for the index. 
Given how he hedges, however, it’s no sur-
prise that the equity-only portion of the 
portfolio has done better than that, mean-
ing his hedging from an absolute-perfor-
mance perspective has been a negative. He 
wouldn’t, however, change a thing. “Our 
goal has been to try to make money when 
we thought there was less risk, and to try 
to not lose it when we thought there was 
a lot of risk. We’re beating the S&P, and 
while it hasn’t been smooth relative to a 
benchmark, it has been smooth relative to 
zero. We’re doing what we set out to do.”

Would his fund, with roughly $200 
million in assets, be much larger without 
all the relative drama in returns? “I think 
there’s no question it would be,” he says. 
“But I still believe how we do it is the right 
way to go. If we get the next leg right, I’m 
not too worried about our ability to raise 
assets.” Time, as they say, will tell.

Have You Hugged Your Index Lately?

Value Investor Insight™ is published monthly a  
www.valueinvestorinsight.com (the “Site”), by Value  
Investor Media, Inc. Co-Founder and Chairman, Whitney Til-
son; Co-Founder, Pres dent and Editor-in-Chief, John Heins. 
Annual  subscription price: $349.
©2012 by Value Investor Media, Inc. All rights re-
served. All Site content is protected by U.S. and interna-
tional copyright laws and is the property of VIM and any 
third-party providers of such content. The U.S. Copyright 
Act imposes liability of up to $150,000 for each act of will-
ful infringement of a copyright.

Subscribers may download Site content to their computer 
and store and print Site materials for their individual use only. 
Any other reproduction, transmission, display or editing of the  
Content by any means, mechanical or electronic, without 
the prior written permission of VIM is strictly prohibited.

Terms of Use: Use of this newsletter and its content is  
governed by the Site Terms of Use described in detail at  
www.valueinvestorinsight.com. See a summary of key 
terms on the following page of this newsletter.

Contact Information: For all customer service, subscrip-
tion or other inquiries, please visit www.valueinvestorin-
sight.com, or contact us at Value Investor Insight, 2071 
Chain Bridge Road, Suite 400, Vienna, VA  22182; tele-
phone: 703-288-9060

VII

http://www.valueinvestorinsight.com
http://www.valueinvestorinsight.com
http://www.valueinvestorinsight.com
http://www.valueinvestorinsight.com


November 30, 2012 www.valueinvestorinsight.com Value Investor Insight   20

E D I T O R S ’ L E T T E R

Value Investor Insight and SuperInvestor Insight are published at www.valueinvestorinsight.com (the “Site”) by Value Investor Media, Inc. Use  
of this newsletter and its content is governed by the Site Terms of Use described in detail at www.valueinvestorinsight.com/misc/termsofuse. 
For your convenience, a summary of certain key policies, disclosures and disclaimers is reproduced below. This summary is meant in no way 
to limit or otherwise circumscribe the full scope and effect of the complete Terms of Use.

No Investment Advice
This newsletter is not an offer to sell or the solicitation of an offer to buy any security in any jurisdiction where such an offer or solicitation 
would be illegal. This newsletter is distributed for informational purposes only and should not be construed as investment advice or a recom-
mendation to sell or buy any security or other investment, or undertake any investment strategy. It does not constitute a general or personal 
recommendation or take into account the particular investment objectives, financ ial situations, or needs of individual investors. The price 
and value of securities referred to in this newsletter will fluctuate. Past performance is not a guide to future performance, future returns are 
not guaranteed, and a loss of all of the original capital invested in a security discussed in this newsletter may occur. Certain transactions, 
including those involving futures, options, and other derivatives, give rise to substantial risk and are not suitable for all investors.

Disclaimers
There are no warranties, expressed or implied, as to the accuracy, completeness, or results obtained from any information set forth in this 
newsletter. Value Investor Media will not be liable to you or anyone else for any loss or injury resulting directly or indirectly from the use of 
the information contained in this newsletter, caused in whole or in part by its negligence in compiling, interpreting, reporting or delivering 
the content in this newsletter.

Related Persons
Value Investor Media’s officers, directors, employees and/or principals (collectively “Related Persons”) may have positions in and may, from 
time to time, make purchases or sales of the securities or other investments discussed or evaluated in this newsletter. 

Whitney Tilson, Chairman of Value Investor Media, is also a principal of T2 Partners Management, LP, a registered investment adviser. 
T2Partners Management, LP may purchase or sell securities and financial instruments discussed in this newsletter on behalf of certain ac-
counts it manages. 

It is the policy of T2 Partners Management, LP and all Related Persons to allow a full trading day to elapse after the publication of this 
newsletter before purchases or sales are made of any securities or financial instruments discussed herein as Investment Snapshots.

Compensation
Value Investor Media, Inc. receives compensation in connection with the publication of this newsletter only in the form of subscription fees 
charged to subscribers and reproduction or re-dissemination fees charged to subscribers or others interested in the newsletter 
content.

General Publication Information and Terms of Use

http://www.valueinvestorinsight.com
www.valueinvestorinsight.com/misc/termsofuse

