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This newsletter has been prepared by Kovitz Invest-
ment  Group, LLC® (KIG), an investment adviser regis-
tered under the Investment Advisers Act of 1940, and is 
a quarterly newsletter for our clients and other inter-
ested persons. Within this newsletter, we express opin-
ions about direction of the market, investment sectors 
and other trends. The opinions should not be consid-
ered predictions of future results. Discussion in this 
newsletter relating to a particular company is not in-
tended to represent, and should not be interpreted to 
imply, a past or current specific recommendation to 
purchase or sell a security, and the companies dis-
cussed do not include all the purchases and sales by 
KIG for clients during the quarter. A list of specific 
recommendations made by KIG over the past year can 
be made available upon request. The information con-
tained in this newsletter, which is based on outside 
sources, is believed to be reliable, but is not guaranteed 
and not necessarily complete. 
 
Past performance does not guarantee future returns. 

Keeping a Level Head 
 
The Kovitz Investment Group investment team was 
privileged to be featured in the June 2010 issue of Value 
Investor Insight, a respected investment newsletter.  We 
have included a reprint of the interview along with this 
quarter’s newsletter, which we have abbreviated so as not 
to risk investment sensory overload. 
 
Being avid readers of the publication, we were honored 
when we were contacted by its editor for one of its fea-
ture interviews.  The whole experience provided valida-
tion that our strategic and cerebral approach to investing 
in common stocks and the performance track record we 
have generated is considered to be among the best in the 
field.  We are especially proud of the title selected by the 
editor - “Keeping a Level Head” - as we have long con-
sidered one of our key strengths to be our unemotional 
and longer term perspective we apply to the investment 
process.  After speaking with us, it seems that he agrees. 
 
We loved the experience.  We hope you enjoy reading it. 
 

Market and Performance Summary 
 
During the second quarter of 2010, the Standard & 
Poor’s 500 (S&P 500) declined from 1,169 to 1,030.  
Dividends received would have decreased the overall loss 
of the S&P 500 to 11.4%.  During the same time period, 
the Kovitz Investment Group (KIG) equity composite 
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decreased 12.5%, including dividends (and after all fees).  
On a year-to-date basis, the S&P 500 is down 6.7% vs. a 
decline of 4.5% for KIG.  Over the 12 months ending 
June 30, 2010, KIG’s equity composite is up 17.1%, as 
compared to the S&P 500’s rise of 14.4%. 
 
KIG has been tracking the performance of its equity 
composite since January 1, 1997, a period now covering 
thirteen and one-half years. Over this time period, the 
KIG composite has more than doubled the return of the 
S&P 500 on an annualized basis: 9.0% vs. 4.3%.  On a 
cumulative basis, the power of compounding accentuates 
the outperformance: $1 million dollars invested at incep-
tion would be worth $3,195,000 while the same amount 
invested in the S&P 500 would be worth $1,761,000. 
 
A downward bias toward stocks was evident throughout 
the quarter.  This was a marked, but not unexpected, 
change from the seemingly straight up rise stock prices 
made from the year earlier (March 2009) lows.  The po-
tential for global fallout from Europe’s fiscal crisis and its 
impact on the worldwide economic recovery served as 
the largest drag on the equities markets during the quar-
ter.  Other negatives included inconsistent readings in the 
U.S. on job growth, consumer related sales, and housing.  
Even the BP oil spill tugged sentiment lower as the world 
watched the environmental situation grow increasingly 
worse and investors wrestled with the uncertainty of the 
U.S. Government’s response and its impact on energy 
policy and supply. 
 
While we can’t say for certain whether any of the issues 
mentioned above will have a long lasting impact on the 
earnings power of the companies we own, we are confi-
dent of two things.  The first is that the level of quality of 
our portfolio, in aggregate, is at an extremely high level.  
Individually, each company displays robust financial 
strength (sturdy balance sheet, strong cash flow genera-
tion) and exhibits a durable competitive advantage that 
indicates it will weather any further sluggish period well 
versus its peers.  Big, stable, and adaptive corporations 
can survive in most monetary and fiscal settings.  The 
second thing we are confident of is that we believe these 

stocks are already priced for an earnings deterioration.  
The important point in this is that if the slowdown mate-
rializes, our stocks should already be priced appropriately, 
and we wouldn’t anticipate any further significant deterio-
ration (i.e. limited downside).  If the recovery continues 
apace or hits just a minor speed bump, upside should be 
plentiful. 
 
Many of our holdings, which include some of the most 
storied American companies, are trading at their lowest 
price-earnings ratios in over a generation.  Are earnings 
set for a large tumble or are many investors fighting the 
last war, which saw their equities drop 50% peak to 
trough?  Since investing is about risk and reward and the 
probabilities associated with each, we feel fairly comfort-
able that patience will be rewarded over any reasonable 
time period . 
 

Portfolio Activity 
 
The market volatility during the quarter had at least one 
positive aspect – it provided us the opportunity to pur-
chase shares in many current holdings that had previously 
moved above our “buy target price” for accounts that 
either did not have a position (newer clients) or had an 
underweight position versus our target size.  Companies 
on this list included Accenture (ACN), Automatic 
Data Processing (ADP), Biglari Holdings (BH) 
(Steak ’n Shake), Carmax (KMX), Coca-Cola (KO), 
Costco (COST), Diageo (DEO), Proctor & Gamble 
(PG), Quest Diagnostics (DGX) and Robert Half 
(RHI).  As we have stated before, we do not equate mar-
ket volatility with risk and are therefore comfortable add-
ing to positions as they decrease in price.  In our view, 
risk should be synonymous with the permanent loss of 
capital, and not with short-term fluctuations in market 
prices.  While nothing is a given in the investment world, 
buying stocks of high quality companies you understand 
at lower prices, all else equal, should lower long-term in-
vestment risk. 
 
We did initiate one position during the quarter, Abbott 
Laboratories (ABT), while increasing the size of an-
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other, Bank of New York Mellon (BK) and trimming 
one more, Private Bank (PVTB). 
 
Abbott is a global discoverer, developer, manufacturer 
and seller of health care products.  Besides a large phar-
maceutical business (59% of 2009 revenue), the company 
operates in the Diagnostic (13%), Nutritional (19%) and 
Vascular (9%) products markets.  The stock’s multiple 
has compressed along with its pharmaceutical peers as 
the industry has been in a general malaise regarding new 
drug development while patent expirations loom over the 
next few years.  Uncertainty over the impact of health 
care reform has also contributed to a certain level of anxi-
ety.   The primary concerns specific to Abbott have been 
the potential for slowing Humira sales (its largest drug for 
rheumatoid arthritis and related auto-immune indica-
tions) and the price tags of a couple of recent large acqui-
sitions.  We think Abbott is a unique asset with a diversi-
fied product mix and potential for long-term growth.  We 
acknowledge that the concerns are valid, but we believe 
they are already fully discounted at the price we paid. 
 
For our bullish stance on Bank of New York, please see 
the attached Value Investor Insight interview.  Our paring 
back of the Private Bank position came on the heels of a 
more than 50% increase from its lows reached in late 
2009.  Recall that we added to our position near the lows. 
Therefore, our position had become somewhat over-
weight and we felt it prudent to scale back some expo-
sure. 
  

More on Mortgage-Backed Securities 
 
One year ago, in our Summer 2009 Newsletter, we wrote 
about certain mortgage-backed securities that we were 
purchasing as “equity substitutes” because we felt the 
inherent risk was more closely aligned with stocks than 
bonds (their “true” asset class definition).  When it 
turned out that the world wasn’t coming to an end in 
2009, these bounced back nicely – as did most risk-based 
assets. Though the prices of these securities have re-
bounded to the point that we are rarely finding them 
cheap enough to build in the requisite “margin of safety” 

that we look for in new purchases, we have found a 
higher credit quality cousin that we think offers attractive 
returns (especially in tax-deferred accounts) as an alterna-
tive to corporate and government bonds.  
 
The technical title for these securities would be invest-
ment grade non-agency senior residential mortgage-
backed securities – also known as investment grade 
CMOs (collateralized mortgage obligations). Though one 
could (and should) argue that relying on the rating agen-
cies to tell us what is and is not investment grade these 
days is foolish, we’re not relying on the ratings. Rather, 
these securities are the senior tranches of mortgage-
backed securities that our models, based on what we be-
lieve to be conservative assumptions, tell us will recover 
100 cents on the dollar. The advantage of senior tranches 
is that they don’t suffer a penny of loss until the junior 
tranches are worth zero. And in the case of the senior 
mortgage-backed securities we’ve been buying, every sin-
gle past due mortgage (and then some) in these portfolios 
could default and lose 50% to 60% of its value in the 
foreclosure process, and we still wouldn’t burn through 
the credit protection provided by the junior tranches 
(simple enough, right?). The point is that if we’re buying 
something that we think has an average life of 4-7 years 
at something close to 90 cents on the dollar, we’re likely 
looking at an expected return of 7%-8% annually over 
the average life. We think that this compares favorably 
(for a portion of our clients’ bond portfolios anyway) to 
corporate bonds at rates of 4%-5%. Like all things in life, 
there are no free rides. We do give up some liquidity as 
compared to corporate bonds, but given that these are 
self-liquidating investments – we get income and princi-
pal back every month as homeowners make their mort-
gage payments…or refinance….or move…or get fore-
closed on, we expect to have half of our principal back in 
close to 5 years in most cases. While we’ve always empha-
sized safety of principal when it comes to fixed income, 
we’re continuously looking for ways to add value around 
the edges, and we feel these bonds provide significant 
potential for upside without meaningfully increasing the 
risk of the portfolio. 
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Concluding that life as a tax account-
ant wasn't for him, Mitchell Kovitz
needed an “in” to break into the

investing business in 1989 and found it in
his father, who hired him at Chicago's
Rothschild Investment Corp. “I got into the
business the old-fashioned way,” he says,
“through nepotism.”

Kovitz has more than earned his place.
The equity composite of separately man-
aged accounts he has run since 1997 – now
for his own firm – have earned a net annu-
alized 10.2%, vs. 5.4% for the S&P 500.

Finding much better value today in high-
er-quality rather than lower-quality stocks,
he and partner Jonathan Shapiro are focus-
ing on leaders in such markets as pharma-
cies, home-improvement retail, financial
services and banking.           See page 13
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Investment Focus: Seek high-quality
companies whose attractive long-term
prospects appear unreasonably obscured
by the market's short-term concerns.

ValueInvestor May 28, 2010

Wealth of Experience
Experience is only valuable if you learn from it. Five top investors share their
insights on applying yesterday’s key lessons to today’s opportunities.
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Keeping a Level Head
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Events of recent weeks have made it
clear that “normal” is likely to
remain an elusive concept for

investors in the aftermath of the shocks
delivered to markets by the financial crisis.
Despite the comeback since March 2009,
for most value investors the wounds from
painful losses are still fresh, while divining
the future for their portfolio holdings has
never been more difficult. 

Which made it an ideal time to ask five
top investors – with more than 150 years of
collective experience – to share their
insights on the lessons learned from the cri-
sis, as well as on the risks and opportuni-
ties they consider most important today.
While consensus on the lessons is fairly
common, opinions diverge widely when it
comes risks and opportunities.  See page 2

Applying yesterday’s lessons
to today’s opportunities:

James Montier
GMO

Charles Akre
Akre Capital

Robert Olstein
Olstein & Associates

John Rogers
Ariel Capital Management

David Marcus
Evermore Global Advisors
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Investor Insight: Kovitz Investment Group
Mitchell Kovitz, Jonathan Shapiro and Joel Hirsh of Kovitz Investment Group explain the “five-year rule” that has
helped them avoid mistakes, how they try to simplify decision-making, why their most unusual investing experience still
holds appeal, and why they believe Walgreen, Lowe's, Bank of New York Mellon and Wells Fargo are mispriced.

Quoting Warren Buffett, you’ve described
your focus on opportunities in which
you’re “reasonably certain of a good
result rather than hopeful of a great one.”
How is that reflected in your strategy?

Jonathan Shapiro:  That reflects our belief
that investing success is about making
consistent and informed decisions based
on hard evidence and sound logic rather
than on hopes, dreams and emotions. 

It also reflects the types of companies
in which we invest. They tend to be mar-
ket leaders with sustainable competitive
positions, economies of scale and/or
scope, low capital requirements and com-
petent managers who have shown decent
capital-allocation skills. More quantita-
tively, they have high returns on capital,
low financial risk and high correlation
between earnings and cash flow. We’ve
built a database over the years of around
400 investable companies, most over $1
billion in market cap, in which we’d be
willing to invest at the right price. 

Our analysis is centered on determin-
ing normalized earnings levels and esti-
mating future cash flows, so we stay away
from industries that are more likely to be
disrupted by technology product cycles or
commodity-price swings. A year ago no
business looked predictable, of course,
but for the most part, the more stable the
business the better.   

Joel Hirsh: Top of mind for us in identi-
fying potential investments is what we
call the five-year rule. If we hold a stock
and the market closes for five years, will
we sleep well at night with it in the port-
folio? We find answering that question is
a great line of defense against big mis-
takes. If you’d find yourself needing regu-
lar market feedback to be comfortable
with your estimate of value, maybe it
doesn’t really have the margin of safety
you think it does.

What types of things today are making
such admirable companies inexpensive
enough to buy?

JS:  A lot of the opportunities we’re find-
ing really seem to be a function of bore-
dom. There’s been little relative interest in
the Wal-Marts, Johnson & Johnsons and
Procter & Gambles of the world, as
investors seem far more enamored with
the companies hit hardest by the down-
turn and which have the most perceived
upside leverage to an improving economy. 

Blue-chip companies often suffer from
not having the “catalyst” so many
investors want to see. Our feeling is that
if there is a catalyst for an individual
stock, it’s usually well known and well
priced in. For us, the share price and val-
uation getting low enough is usually all
the catalyst we need. 

JH:  We in many ways are looking for the
path of least resistance. We have in the
past owned Nucor, which is an excellent
business for its industry – variable cost
structure, low-cost producer, high returns
on capital. It’s one of three domestic steel
mills controlling two-thirds of the mar-
ket. At the price we found it interesting,
we didn’t have to have an opinion about
future growth in steel demand because we
saw value there even if steel prices stayed
at depressed levels. As the share price
went up, though, we needed to have a
positive view on the future demand in
order to justify owning the stock. In gen-
eral, we’d rather own a Wal-Mart
[WMT], where the primary decision is
whether the expectation built into the
stock that it can’t really grow any more is
right, than have to think about things like
steel-price futures curves.

Another example would be Lockheed
Martin [LMT], which we bought last
quarter. The stock price fell to where we
didn’t really need to have a specific opin-

Jonathan Shapiro, Mitchell Kovitz 

Meeting of Minds

Intent on pursuing an investment career,

Jonathan Shapiro after nearly ten years as

a KMPG healthcare consultant returned to

school in 1995 to earn an M.B.A. from the

University of Chicago. After graduating, he

took a first job as sell-side analyst. “It was-

n't the greatest first step,” he says. “The

environment was too promotional, which

isn't my personality. I also found it discon-

certing that the people I worked with did-

n't really know much about valuing individ-

ual stocks. I was teaching some of them

how to do discounted cash flow analysis.”

Shapiro in 1999 found a more comfort-

able home in joining the investment team

of childhood friend Mitchell Kovitz at

Chicago's Rothschild Investment Corp.

The two took the team out of Rothschild in

2003 to set up their own firm, Kovitz

Investment Group.

While pursuing a traditional value-investing

strategy, Kovitz balks at certain traditional

investment-firm processes. One example:

“I've always thought regular investment

meetings, where people are supposed to

bring ideas for discussion, create a bias

toward action that is a mistake. If there's

something important for us to discuss, we

know where to find each other.”
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ion on overall defense-spending levels, or
on spending on key projects like the F-35
fighter-jet program. We thought the
worst-case cuts were priced into the
shares, so all we needed to believe to see
upside was that the odds favored things
turning out better than expected. That’s
an easier analytical challenge to take on.

Mitchell Kovitz:  We’ve had the good for-
tune to build a client base that allows us
to truly have a long-term perspective and
that doesn’t judge our performance on a
quarter-by-quarter basis. So when a
stock gets hit because it misses a quarter-
ly sales or earnings number, if the intrin-
sic value hasn’t been impaired – or hasn’t
been impaired as much as the stock hit
implies – that can provide opportunities
for us to buy. 

An example of that from the fourth
quarter of last year is St. Jude Medical
[STJ]. The stock fell 15% over a few days
in October when sales to hospital cus-
tomers of its pacemakers and ICDs
[Implantable Cardioverter Defibrillators]
came in lower than expected. We had fol-
lowed the company for some time, but
the multiple was typically too high for us.
But as growth slowed – and especially
with this last leg down that we considered
an overreaction – the stock got to the
point where we started buying from the
growth investors who were selling. With
our eye on earnings power a few years
out, we still think the stock [at around
$38] offers excellent value, maybe 30%
below our estimate of intrinsic value.   

Describe your decision-making process
for what makes it into the portfolio.

JS: One thing we may do a bit different-
ly from others is that once we’ve identi-
fied a stock as something in which we’re
interested, Mitch, Joel and I will all sepa-
rately look at the valuation and arrive
independently at what we think we ought
to pay, based on the potential upside and,
as importantly, the potential risk. When
we reach different conclusions, that leads
to a very important back-and-forth as we
try to find a meeting of the minds. We
absolutely believe the end decision is bet-
ter as a result.

Do turnarounds often meet your criteria?

JS: Rarely. It goes back to what we said
about reasonable certainty of a good
result rather than hope for a great one.
There’s more uncertainty attached to
large-scale turnarounds than we’d like.
We’re more interested in playing the tem-
porary variance from a consistent, docu-
mented record of success than relying on
a wholesale turnaround or transforma-
tion into something new and improved.

Your position in Biglari Holdings [BH],
formerly Steak n Shake, seems out of
place. What’s the story there?

JS: This has probably been our most
unusual investing experience. We got into
it in 2007 as Steak n Shake’s share price
fell on what we thought were primarily
economic concerns. Sardar Biglari was an
activist investor who owned the stock at
that time and he ran a proxy contest to
get on the board. Once there, he saw how
poorly the company was being run – par-
ticularly with respect to capital allocation
– and he eventually took over in 2008 as
Chairman. He’s done an excellent job of
getting the company on track, reducing
costs without hurting the customer expe-
rience and redirecting all growth through
franchising rather than company-owned
stores. This was a case that ended up
being a turnaround, although that wasn’t
at all our expectation going in.

Accounting for a 1:20 share split, the
stock price has been as low as $58 and as
high as $418 over the past two years.
Have you stood pat through all that?

JS:  For the most part, yes. We obviously
wish we would have averaged down as
the shares got so low in 2008 and early
2009, but we were finding plenty of other
things to buy that didn’t have the same
type of risk. Our initial intrinsic value
estimate was in the $440 range, adjusted
for the split, and after all that’s happened
we still believe that’s about what the
shares are worth. With the stock down
sharply in the past three months [now
around $300], we’ve been recent buyers
as the discount widened.

Sardar has done some controversial
things. He proposed a compensation plan
that pays him like a hedge fund manager
– taking 25% of book-value increases
above a certain level – and created a hold-
ing company under his name to invest, a
la Warren Buffett. We’re not overly excit-
ed about these extracurricular things
going on, but believe the core value in the
Steak n Shake business is very compelling.

What role does shorting play in your
hedge fund?

JH: We expect over time to generate the
bulk of our outperformance from a con-
centrated long portfolio. But we also
believe hedging adds value to risk-adjust-
ed returns over time. So we will have
direct hedges and indirect hedges, we’ll
try to take advantage of relative value dis-
crepancies, and we’ll opportunistically
short purely to make money. 

When our portfolio got to something
like 30% in consumer discretionary
stocks last year, for example, we used a
laddered put spread on two related ETFs
to hedge that position. Today we’re short
cyclical industrials and commodity-relat-
ed stocks, simply because we consider
their relative prices versus the blue chips
we own to be extremely high. You can be
right there will be tremendous growth in
emerging markets, but given today’s
prices, we think you’re better off owning
Procter & Gamble, Coca-Cola or Diageo
for emerging-markets exposure than, say,
a materials, energy or mining stock. 

Explain the long case for Walgreen
[WAG], one of your largest positions.

JH:  We’re generally positive on the phar-
macy business, which we believe supports
extremely attractive economics. It’s a
combination healthcare business and
sundry retailer, with two dominant play-
ers, Walgreen and CVS, that continue to
take share in a business with clear
economies of scale. Each has a store base
of highly convenient locations that would
be next to impossible to replicate. 

Walgreen has weathered the recession
better than most retailers, although its
higher-margin non-drug sales have been
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pressured, which has weighed on revenue
and earnings growth and held the share
price down. We think that’s short-sighted,
given how the story here is changing from
one about store and revenue growth to
one about free-cash-flow conversion. 

We see several key items driving signif-
icantly improved operating margins and
returns on capital. They’re slowing new-
store growth and focusing on improving
the economics at existing stores through
cost cutting, reducing the number of
SKUs and improving inventory turns.
Overall store profitability will improve as
the existing store base matures – it can
take at least two years for a new store to
hit its stride, so fewer new stores as a per-
centage of the total is a positive for mar-
gins. On top of all that, the wave people
have been talking about for years of
blockbuster drugs like Lipitor and Viagra
going off-patent is about to hit, which is
great news for a company like Walgreen,
which makes both higher gross dollars
and margins on generics.

We also don’t believe top-line growth
is over yet. The population is still aging
and will consume more drugs.
Healthcare reform should significantly
increase the number of insured, which
will also impact drug usage. New-store
openings will probably add organic
growth of another 2.5% to 3% per year.
Finally, the front-end sales that were hurt
by the recession, given the less-discre-
tionary profile of the items sold, should-
n’t be gone forever.

All in, we expect Walgreen to increase
free cash flow per share at a high-single-
digit, low-double-digit annual rate. We’re
not finding that many businesses capable
of that kind of organic growth.

What threat do you see from pharmacy
benefits managers like Medco Health
Solutions and Caremark (now owned by
CVS) pushing their mail-order prescrip-
tion businesses?

JH:  This is not a new risk, and given the
secular tailwinds in the business we think
PBMs could increase their mail-order
share and Walgreen could still generate
the free cash flow growth we expect.

Unless insurers or employers begin to
mandate it, we’re also not convinced peo-
ple are going to stop going to the pharma-
cist a mile away because they can now
more easily get their prescriptions by
mail. It’s not obvious the cost difference
will be enough to change pretty ingrained
consumer preference.

One potentially exciting competitive
opportunity for Walgreen is to expand its
in-store health clinics. With a larger
insured population, it will certainly be
the case that there won’t be enough pri-
mary-care physicians, and these kinds of
clinics that are staffed by nurse practi-
tioners could expand dramatically to

pick up the slack. If that happens, the
breadth of Walgreen’s store locations and
its brand equity could give it a leg up. We
look at this as a free option, however,
and aren’t factoring it into our intrinsic
value calculation.

With the shares recently at $32.35, how
are you looking at valuation?

JH:  As the operating leverage kicks in,
we expect within two to three years that
Walgreen can earn $3 per share, up from
an estimated $2.20 to $2.30 for the fiscal
year ending in August. Based on both our
DCF analysis and putting a reasonable
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Walgreen
(NYSE: WAG)

Business: Drugstore operator with nearly

7,700 locations selling prescription drugs,

non-prescription drugs and general mer-

chandise in all 50 U.S. states.

Share Information

(@5/27/10):

Price 32.34
52-Week Range 27.89 – 40.69

Dividend Yield 1.7%

Market Cap $31.64 billion

Financials (TTM):

Revenue $65.26 billion

Operating Profit Margin 5.6%

Net Profit Margin 3.2%

THE BOTTOM LINE

With continued solid growth potential and an increased emphasis on store profitability,

Joel Hirsh expects the company to increase earnings within two to three years to $3

per share. Based on both his DCF analysis and putting a reasonable multiple on that

earnings power, he believes the shares’ intrinsic value today is at least $50.
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multiple on that $3 in earnings power, we
come up with an intrinsic value for the
shares today of at least $50.

How do you compare Walgreen as an
opportunity to CVS?

JS:  CVS trades at an even lower multiple
today than Walgreen, primarily due to
integration issues stemming from its
merger with Caremark and its underper-
formance relative to other major PBMs.
We like them both, but the complexity of
the combined CVS/Caremark makes it a
somewhat riskier proposition, so we have
a much smaller position. 

You are also fans of home-improvement
retailers. Describe your specific interest in
Lowe’s [LOW].

JS: The housing downturn has obviously
been a negative for companies like Lowe’s
and Home Depot, but long-term we think
home-improvement retail is an excellent
business. Consumers will continue to
view their homes as a prized asset, worthy
of investment, and there’s likely to be a
lot of pent-up demand after the past cou-
ple of years. The two big market players
have further consolidated the business
through the downturn, which has sup-
ported pricing – in fact, Lowe’s gross

margins went up in 2009, hardly the
norm in retail. We also like that there are
no serious competitive threats, including
Wal-Mart, which just doesn’t have the
store space to disintermediate many of
the key product categories. 

What about the risk to Lowe’s of Home
Depot emerging as a more-focused, reju-
venated competitor?

JS:  Lowe’s kind of had its way with
Home Depot from 2004 to 2008 as
Home Depot struggled to turn things
around. Frank Blake, the CEO after
Robert Nardelli, has done the right things
to slow growth, focus the operational
scope, improve customer service and
invest in logistics systems, which had
always been sub-standard relative to
those at Lowe’s. While we expect those
things to have a positive impact on Home
Depot’s profitability, we don’t expect
them to change the competitive dynamic
to any great extent with Lowe’s. The two
companies have been smart about how
they compete with each other, avoiding
the kinds of price wars that would hurt
them both.

Lowe’s has grown its footprint rather
quickly through the downturn. Do you
expect that to continue?

JS: From 2006 to 2009 the company
expanded square footage by about 20%.
While it still has a fair amount of poten-
tial to grow, management recently
announced they weren’t going to expand
the store base this year and instead will
focus more on the types of operational
improvements we’re seeing at Walgreen.
We’d be content if they settled into store
capacity growth of 3-4% per year. With
same-stores sales growing 1-3% per year,
that gives them a perfectly reasonable
mid-single-digit revenue growth profile.
With smart cost control and share buy-
backs, we’d expect that kind of growth to
be leveraged into annual bottom-line
growth of 9-10%.

What upside do you see for the shares,
now trading at just over $25? 

Lowe’s
(NYSE: LOW)

Business: Second-largest home-improve-

ment retailer in the world, operating more

than 1,700 large-format stores in the

United States, Canada and Mexico.

Share Information

(@5/27/10):

Price 25.12
52-Week Range 18.02 – 28.54

Dividend Yield 1.5%

Market Cap $36.25 billion

Financials (TTM):

Revenue $47.78 billion

Operating Profit Margin 6.8%

Net Profit Margin 3.8%

THE BOTTOM LINE

The company has managed intelligently through the downturn in housing-related

spending, says Jonathan Shapiro, and is poised to generate annual bottom-line growth

of 9-10% without assuming a return to the heyday of a few years ago. At 16-18x his

earnings estimate two to three years out, the shares would trade above $40.  
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JS: In 2009 Lowe’s earned around $1.20
per share, which we believe was truly a
trough level for them. They earned almost
$2 per share in 2007, which we don’t
believe was normal either.

We looked historically at what Lowe’s
earned on a sales-per-square-foot basis,
broken down further by average ticket
sizes and the number of transactions.
During the boom years, sales per square
foot hit $320 and average ticket sizes
were about $65. Operating margins
peaked at 11% in 2007. We analyzed a
variety of scenarios for normalized earn-
ings and arrived at a base-case range of
$250-275 in sales per square foot and
operating margins of 9%, which would
translate into earnings from the existing
store base of $1.75 to $1.90 per share. As
a check, average ticket sizes within this
range would be $55-60, still well below
the peak. 

If you put a 16-18x multiple on our
range of normalized earnings, that would
translate into an intrinsic value today in
the low $30s. But if the bottom line
grows as we expect, earnings in a few
years would be closer to $2.50. Using the
same multiples, we see the upside by then
of $40 to $45 per share.

How are you looking at the downside?

JS: It’s hard for us to imagine normalized
earnings of less than $1.40 per share,
which is around what the company is
expected to earn this year. At a 16x mul-
tiple, that would give you a share price of
$22.50, which is only 11% below where
the stock trades today.

Do you have a favorite between Lowe’s
and Home Depot?

JS: While we still view Home Depot
favorably, the increase in its stock price
has outpaced Lowe’s by a meaningful
margin over the past couple of years.
Because of that and the fact we believe
Lowe’s normalized earnings have more
room to grow from their current
depressed levels, we earlier this year real-
located all our capital invested in Home
Depot to Lowe’s.

Having weathered the downturn better
than most financials, Bank of New York
Mellon [BK] stock has gone nowhere
over the past year. Why do you find it
attractive?

JH: The company in its current form
came out of the 2007 merger of Bank of
New York and Mellon Financial, creating
a formidable global player primarily in
the areas of asset custody, securities serv-
icing and asset management. On the
back-office side, they do things like hold
institutional assets, execute trades and
otherwise handle money flowing in and
out. Our long-only accounts, for exam-

ple, are held at Pershing, which is a whol-
ly owned subsidiary. The asset manage-
ment side consists of Dreyfus, which has
a huge money-market-fund business, and
several smaller boutique managers. They
also have a large wealth management
business catering to high-net-worth indi-
viduals and family offices.

The business mix is different than a
traditional bank’s, with non-interest
income – mostly fees – accounting for
75% of total pre-tax income. We also like
the competitive environment: Scale mat-
ters a great deal in most of their markets
and they – along with State Street or
Northern Trust – are often one of only
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Bank of New York Mellon
(NYSE: BK)

Business: Provider of asset management

and securities-related services with $22

trillion in assets under custody or adminis-

tration and $1.1 trillion under management.

Share Information

(@5/27/10):

Price 28.03
52-Week Range 25.80 – 32.65

Dividend Yield 1.3%

Market Cap $34.00 billion

Financials (TTM):

Revenue $7.85 billion

Operating Profit Margin (-14.5%)

Net Profit Margin (-11.4%)

THE BOTTOM LINE

The market is treating the company as if it were a traditional bank and not one as

focused as it is on fee-generating businesses in which it typically has a leading market

position, says Joel Hirsh. At a more reasonable multiple of normalized earnings power

he estimates at around $3 per share, the stock would trade for at least $45, he says.
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two major competitors. That translates
into better pricing power and margins.

What appears to be weighing on the
stock is the fact that the company ended
up with more bad assets than expected –
mostly real estate related – as the credit
bubble burst. We’d argue that the damage
has been and will remain relatively light,
but it seems to have caught the market by
surprise and would explain the rather
sharp multiple contraction.

So is this more of a multiple-expansion
than earnings-rebound story?

JH: It’s both. Earnings are expected to
come in at around $2.30 per share this
year, but we believe the normalized level
is closer to $3. That doesn’t require hero-
ic assumptions, just that the excess loan-
loss provisioning goes away, assets under
management continue to modestly recov-
er and that money-fund fees – which are
being waived with interest rates so low –
go back to normal.

As for the multiple, we don’t think this
will continue to trade like it’s just anoth-
er bank. Fee-driven asset managers and
servicers have historically traded for 15-
20x earnings, which is perfectly reason-
able for a company with Bank of New
York’s business mix and scale. As the
market gets comfortable that the credit
issues were an aberration, that should
translate directly into a higher multiple.

So with a better multiple on higher
earnings, we’re looking for a share price
in the $45-55 range over the next couple
of years. While the story and the compa-
ny may not be particularly exciting, from
today’s price [of $28] that kind of poten-
tial upside certainly is. 

Turning to a more traditional bank,
describe the potential you see in Wells
Fargo [WFC].

MK:  Our thesis here is more big-picture
than the detail we spoke about for
Walgreen or Lowe’s. Wells’ basic strategy
is relatively simple. Attract and retain
low-cost deposits by focusing on cus-
tomer service and building deep and
broad relationships with clients. Lend

prudently and traditionally, not chasing
the latest fad or going far afield to put
assets on the books. By executing well,
Wells earns net interest margins – 4.3% in
the first quarter of 2010, down from an
average of 4.9% from 2003 to 2008 –
that are the envy of the industry.

The financial-market disruption of the
past few years has resulted in Wells
improving its competitive position as
many competitors have been forced to
retrench, sell out or shut down. The ben-
efits of that have shown up in its ability to
increase deposits, independent of the
huge addition to assets from buying
Wachovia in late 2008. Overall, earning

assets on which Wells earns a spread have
gone up 115% from pre-Wachovia times,
while the equity issuance from the acqui-
sition and additional capital raises have
resulted in dilution of less than 60%.

We assume Wells has raised all the
equity it will need in order to weather
ongoing loan writedowns. As a result, as
the credit-quality situation stabilizes, we
expect earnings power for the overall
company to increase sharply. 

Put some numbers on that.

JH: When you talk about normalized
earnings for financial institutions, you
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Wells Fargo
(NYSE: WFC)

Business: Diversified U.S. provider of

consumer and commercial banking, insur-

ance, investment and mortgage financial

services. Total assets: $1.2 trillion.

Share Information

(@5/27/10):

Price 29.41
52-Week Range 21.57 – 34.25

Dividend Yield 0.7%

Market Cap $153.23 billion

Financials (TTM):

Revenue $66.39 billion

Operating Profit Margin 32.5%

Net Profit Margin 17.7%

THE BOTTOM LINE

The company’s industry-leading ability to generate earning assets and high net interest

margins should result in sharply higher earnings as loan-loss provisions eventually

return to normal, says Mitchell Kovitz. At 10-12x the $5 per share he believes Wells

can earn within three years, the stock would be worth $50-60 per share.
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also need to have a normalized provision
for loan losses. Assuming loan losses
return to their historical average – strip-
ping out the too-light provision years of
the credit bubble and the massive provi-
sions of the credit debacle – we believe
normalized earnings on Wells’ current
asset base is $4 to $4.30 per share. By
2012, that number should be closer to $5.

Is that growth basically a function of an
economic recovery working its way
through the financials?

JH: Yes, somewhat. We're assuming
Wells' competitive position will allow for
continued growth in its asset base along
with growth in non-interest income from
a depressed level. 

If you’re right on earnings power, what’s
a reasonable expectation for the share
price, now around $29.50?

MK: Based on our estimate of current
normalized earnings and a conservative

10x multiple, we believe the stock is
worth roughly $40 today. If Wells earns
near the $5-per-share level we expect
within two to three years, we see no rea-
son that wouldn't deserve a 10-12x mul-
tiple, translating into a share price of $50-
60 per share.

With respect to downside, if the eco-
nomic recovery is much slower or Wells
has to raise equity capital and we’re
wrong by even 50% on earnings power,
we’d still make the argument that its fran-
chise and competitive position warrant
the same multiple. So while we may be
sitting on dead money if that were to hap-
pen, we wouldn’t expect much worse
than that.

You manage a significant amount of
fixed-income assets. Any themes of inter-
est in that area?

MK: One fairly surprising opportunity
we’ve found is in certain Alt-A
Collaterized Mortgage Obligations
(CMOs), trading at 40 to 60 cents on the

dollar. We’ve modeled extremely high
assumptions for defaults and severities
and low ones for prepayments and still
expect to get 12%-plus annual returns.
That’s certainly not the bulk of what we
own, but we think it’s an intriguing
opportunity.

Any parting advice to investors grappling
with an increasingly scary time in the
market?

JS: The market is extremely noisy, but
you just can’t let that distract you from
your discipline and your framework.
Things like our five-year rule, for exam-
ple, are even more important in a market
like today’s. 

We’ve said this since we started out:
The market is really just a pendulum that
forever swings between unsustainable
optimism, which makes stocks too expen-
sive, and unjustified pessimism, which
makes them too cheap. All we’re trying to
do is keep a level head, sell to the opti-
mists, and buy from the pessimists.  VII
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