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“Whether we’re talking about socks or stocks, I like buying quality merchandise when it is marked down...”
-Warren Buffett’s 2008 letter to shareholders
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Is it Possible to Have Your Cake and Eat it Too?
One passion that many of the folks on the investment
team have here is the love for baseball. The biggest
news last month was Los Angeles Angels signing the
Japanese superstar, Shohei Ohtani. What makes him so
unique is that he not only plays offense (hitting over
.300) but is a pitcher as well. Finding impact players
who can contribute in terms of offense and defense is
unique in competitive sport. Is it possible to sift through
hundreds of stocks to find a few that can contribute both
offense and defense?
One of the most common questions from our long term
clients as we exited 2017 was that while the equity
markets generated strong double digit returns for the
year, how would we expect the portfolios to perform if
the market became more challenging? Last year was a
remarkable year as it was the first on record for both the
S&P 500 and MSCI World to report positive returns for
every single month of the year. With only a (3%)
maximum decline during the year, it was difficult to get a
gauge of how portfolios would perform in a down or
choppier market.
While the head of our team, George Shipp, likes to say
“we want both” in terms of value and growth
characteristics of stocks in the portfolios, the same can
be said for one of our investment pillars, searching for
companies with strong returns on invested capital, a
core principal for our strategies. While high returns on
capital are an indication of a company’s advantageous
competitive position, in terms of seeking to generate
competitive returns versus a benchmark, it can provide
an edge in both up and down markets. In 2017, in a year
where the S&P 500 was up 21.8%, Merrill Lynch notes
that the top 10% of companies in the index in terms of
return on invested capital were up 23.8%. Return on
invested capital, in terms of a stock’s characteristic, was
an advantage in an impressive up market.

What may be as impressive is that having a portfolio
populated with high return on invested capital stocks can
be just as helpful in down markets as well. Note the
performance difference in the fifth column in the table
above provided by Ned Davis research. During the
periods of bear markets as tracked by their firm,
companies with the best returns on capital
outperformed those in the bottom by over 18%.
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While finding stocks that can play both offense and
defense is great, what we really like to see in the stocks
that we own are those where returns are increasing.
Take for example software company, Red Hat, one of the
better performers in the Special Opportunities portfolio
last year. We have a preference for software companies
like Red Hat that invest in the development of a product
once and then can sell it many times. This “razor, razor
blade” recurring business model enables the company to
generate higher returns as its sells more and more
product after the initial investment is made. As seen in
the chart above, the steady stair step of higher returns
can lead to a higher valuation being placed on the
company’s shares. Clients get the benefit of higher
earnings and a higher valuation, a great combination.
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By creating high conviction portfolios of roughly 30
stocks, we can create portfolios that are different from
the index. By focusing on companies such as Red Hat in
technology but also carefully selecting stocks in other
sectors with high returns on capital, we can benefit from
the unique characteristic of stocks with high return on
capital – their propensity to work well in both up and
down markets.
As always, we thank you for your interest and trust
managing your investments.
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