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Part One: Presented at the Conference:

When Gary and I agreed that I would do this discussion, we figured that after an uplifting morning with Jim, there would be nothing better than having a big lunch and having a mind-numbingly boring discussion of due diligence, so I happily obliged.  

So, the spirit-crushing agenda for the next hour is as follows:

A. My Personal Background. - So you can discount everything that I say.  

B. Is Due Diligence an Under-Appreciated Art Form? - Particularly with regard to the BMW Board.  

C. My Irreverent Investing Precepts.

D. Finance 101.

If there is one thing you take away from this discussion, I would like it to be:

E. The Primacy of Free Cash Flow in Your Due Diligence Methods.  

F. Intrinsic Value, Backing Into Market Expectations.  - To kind of give you a sense of what kind of expectations stock prices are baking in at current valuations.  

G.  Drawbacks of Earnings and P/E Ratios.

H. Financial Modeling.  - I’ll have an example for you to see.

I. Qualitative Due Diligence.

Questions & Answers

J. A Hand’s On Case Study.  - Which may or may not be based on reality, we’ll see.

Part Two: 
A. Hermes Case Study Follow Up (Vik e-mailed this after the conference).
B. Links to Motley Fool Posts by Ponch73
A. My Personal Background

My TMF moniker is Ponch73.  That’s really based on an unfortunate resemblance to Eric Estrada, which has really only grown over time.  As I mentioned earlier, I’ve had over six years experience with a large, bulge bracket institutional investment management firm, where I learned both how to, and how not to invest.  
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I would characterize myself as a recovering aggressive growth investor.  Someone earlier mentioned their knack for buying high and selling low.  Aggressive growth investors like to buy high and sell higher, if they’re lucky.  I don’t think that always works out so well.  So the BMW Method is definitely a breath of fresh air for me, and my investing.  

Formerly, I worked for Disney; I was a strategist, responsible for building new hotels, and a management consultant.  If I’m a little rusty, please forgive me, my wife and I just came back on a 22- day, around-the-world tour.  So I’m still a little jetlagged.  

I’m sure any of you that have talked to me, have come to the immediate conclusion that I’m always unflappable, and impeccably poised.  If you don’t mind, I’m going to tell you a brief story, just to reinforce those points:

In the summer of 1992, I had just completed my freshman year of college.  It happened to be a month or so after the Rodney King incident in Los Angeles, and I happened to be driving in the morning on a commuter highway in suburban Massachusetts, to an internship.  I happened to be running late, as 18, 19 year olds are sometimes, and was driving in the left-hand lane, in my parents’ Buick Skylark.  I was going 75 miles an hour and I knew this because the car was literally shaking, as that was the car’s maximum capable speed.  

After about a minute or so on the highway, I noticed that there was a car right on my back fender.  Being a Bostonian, my initial response was screw you, I’m in a rush, if you’re in a bigger rush, you go around me.  A few miles later, the car is still right up on my back fender, I took a look at it in my rear view mirror, and it looked like a light blue Ford Crown Victoria.  Uh oh.  Could that be an unmarked police car?  I’m going to just move to the middle lane, just to be careful.  Well, so does he.  All right, that’s a little weird, no need to panic.  

 A couple more miles go by, I decide to move to the right lane, just to be careful.  So does he.  He is literally on my back fender.  Sure enough I see the alternating headlights, it’s an unmarked police car.  I pull over into the breakdown lane, he pulls up behind me, and I hear:  “Get on the grass!  Get on the grass NOW!”  I’m 18 years old, I’ve never done anything wrong in my life, so I believe.  Rodney King just took a beating a month ago, so I kind of very sheepishly step out of the front passenger door of my car, step out on to the grass, put my hands into the air.  A second goes by, and I hear behind me:  “Not you, you idiot, the CAR, put the CAR on the grass.”  Oh, the car.  Well, I’d be happy to oblige, except I’ve locked myself out of the car.  

The point of this story is that good investing equals humility.  So don’t let anybody ever get too big for their britches.  I think the ability to laugh at yourself, the ability to see that you have faults as an investor, will make you a better investor in the long run.  That’s the point of that story.  

Q. Did you get a ticket?

Vik: I didn’t.  I clearly demonstrated my inexperience at being pulled over.  It’s amazing I didn’t get a baton to the back of the head.  

Q. Did you get back into the car?

Vik: He had to unlock it for me.  

Finally, my prominent weaknesses, like Murph’s, are poker and the Boston Red Sox.  So if I seem distracted around 7:00 PM tonight, you will know why.  

Q. Will you play poker?

Vik: Murph?

Murph: Anything is possible.

Vik: It’s not poker, it’s an exercise in risk.  Risk management.  Let’s move to the next page.

B. Is Due Diligence an Under-Appreciated Art Form?

It goes without saying that the BMW Method Board represents an incredible generosity of spirit.  I mean the contributions, the time from people like Jim, Mike Klein, and from others, is amazing.  But I do have a little bit of constructive criticism, as Gary alluded earlier.  As I understand it, the BMW Method includes two things.  Stock charting, and due diligence.  In my humble opinion, we spend a lot of effort on the former, and way too little on the latter.  That may be an unpopular opinion, but that’s how I feel.  

I want to be honest with you.  The reason I think we’re doing ourselves a disservice is we’re missing on an opportunity to give ourselves an additional edge.  The BMW Method in and of itself gives you a huge edge in pointing you to opportunities to buy low and sell high.  We can compound that edge with due diligence.  The benefits of this are significant.  You can increase the underlying confidence necessary to double down.    If you’ve really done your homework and you really understand the investment case, you don’t have any problems doubling down when the price drops.  

Now I think the shortfall of due diligence posts, at the expense of posts on book reviews, chart requests, posts on why the Democrats are stupid, is an opportunity for us.  If we can do a little bit more due diligence together, we can improve the qualitative discussion on the boards, with some financial history, with some analysis.  It will be a learning opportunity for all of us; our stock picking will get better.  We’ll become better evaluators of investment opportunities, which I think is our ultimate goal.  So it’s just a thought, but would it ever make sense to have a separate board for BMW due diligence?  It’s something to think about, just an idea.  

C. My Irreverent Investing Precepts.

C1. Patience Arbitrage

Moving to the next page.  Here are some of my investing precepts.  The first is patience arbitrage.  I’ve learned, over my experience as an investor, that being a little bit longer term, a little bit more patient than the other guy, tilts the odds in your favor.  

I had an investor once say that “In the land of the blind, the one eyed man is king.”  I think we’re definitely in the land of the blind, with a very high turnover, high velocity investment industry.  The opportunity to be a little bit more patient, not worry about the next quarter, the next month, maybe even the next year, in your time horizon for a stock, I think, tilts the odds in your favor.

C2. Beware of False Prophets

My second point: Beware of false prophets.  At lunch today, we were talking about Jim Cramer.  He’s probably the poster boy for false prophecy.  But might I also go on to say that there are false prophets on the BMW Method Board.  Not Jim, not Mike Klein, I think both of those guys are terrific.  But there are other prominent posters who frequently or regularly post information that’s flat out incorrect.  So instead of taking everything on that board as gospel, do your own due diligence, do your own homework and have a healthy sense of respectful skepticism.  

Randy: Vik, I’ve apologized several times for that.

Vik: It’s not you, my friend, it’s not you.  

Gary:  You don’t think we have Icy on a recovery program?

No, I’m not picking on anyone specifically, but I would encourage you to have a healthy sense of skepticism with everything that you read.  I think the BMW Method board is much better than most, but it’s not perfect.  

C3. Conventional Wisdom is Insidious.

Oftentimes, you will hear conventional wisdom repeated to you on street corners, on the boards.  Conventional wisdom is not going to help you make better investments because, invariably, conventional wisdom is already baked into stock prices.  

Earlier this year we had a sub-prime mortgage meltdown, and everybody was convinced the sky was falling.  Maybe it was, but perhaps it also gave some opportunity to invest in companies like Fannie Mae, which theoretically could benefit from a sub-prime mortgage crisis (by gaining an expanded mandate from the federal government).  By doing your own due diligence rather than fixating on conventional wisdom, you have a tremendous opportunity to improve your returns.  

C4. Unconventional Wisdom is Very Inconspicuous

Conversely, unconventional wisdom is very inconspicuous.  One of the best examples I can think of, I was talking about with Jim yesterday, is when he talked about the investment case for Duke Energy, way back when.  He had the presence of mind, as a local guy, to think about an asset that really wasn’t showing up on the financial statements, and that was the value of real estate.  I guess it wasn’t on the balance sheet, but in Duke’s arsenal.  Having that kind of unconventional thought process definitely benefited him and his investment.  You never know where you might find this kind of unconventional wisdom, but its probably not going to be blasted at you on CNBC or on a stock discussion board.  

C5. Doing Your Own Homework Pays Intangible Dividends.  

Stock investing is to some degree, pattern recognition.  Seeing things over and over again.  The more you do something, the better you become at it, the more context it gives you, the more informed it will make you the next time down the road and the next time down the road.  So there really is no shortcut to actually doing the work.  Many people say “I don’t have enough time to actually look at a financial statement, I’m just going to trust what somebody writes”.  I think that’s dangerous, and I think you are doing yourself a disservice because there is a tremendous learning opportunity and a learning curve that you’re not participating in.  

C6. Risk/Reward: Estimating a Floor Price and a Ceiling Price

One of the ways I think you can optimize risk and reward in the stock market is by estimating, for your own purposes, a floor price and a ceiling price.  Obviously the closer you can buy a stock towards that floor price, and the farther away from that ceiling price, the better you will be.  One of the things I like to do is to think about risk/reward.  If I have a stock that is trading at ten dollars, and I think a downside price is five, and an upside price is forty, that’s an excellent risk/reward.  Conversely, if the stock is trading at ten dollars, I think downside is five and upside is fifteen, the risk reward is not really that compelling.  So that’s a nice thing to think about in your investment rubric.  

C7. Buying Into Panic and Selling Into Euphoria

One of the things I think the BMW method teaches us or encourages us to do is to buy into panic and sell into euphoria.  When you’ve done your own homework, you can be emotionally removed from either the panic or the euphoria, and you can look at things dispassionately.  That is a real advantage as an investor.  

C8. Doubling Down

The other thing that the BMW method espouses is buying down.  Doubling down when the stock price drops ten percent, or whatever the appropriate amount is.  I found in my on personal experience that the most money can be made on that second or third trade.  So I would discourage you from buying a stock and then sitting on it as the stock price drops.  If you liked it at a price of twenty, if you’ve done your homework, if you felt comfortable with the fundamentals, why wouldn’t you like it a lot more at a price of fifteen or a price of ten?  

C9. Diversification is a Hedge Against Ignorance

Finally, I like the phrase that Buffett uses that “diversification is a hedge against ignorance.”  There are two things to that.  The first is, over-diversifying your portfolios, which is, I think, represents one of the most warranted criticisms of the financial investment community.  Doing so is counterproductive, because I think there is a scarcity of great ideas.  Hopefully the BMW method helps us determine what those ideas are, but the scarcity is with regard to the great idea.  So if you’re trying to find idea number fifty, idea number hundred, idea number hundred and fifty, you’re in essence watering down your returns.  Focus your capital, which presumably is scarce, on the highest CAGR ideas.  The second idea about this that Buffett infers, is that ignorance can be remedied with really thoughtful and pointed due diligence.  

D. Finance 101.

D1. The Present Value of the Future Streams of Free Cash Flow

The worth, the value of any security, of a building, of any asset, is the present value of the future streams of free cash flow.  I’m going to say that again because I think this might be the most important point of this entire presentation.  The worth is the present value of the future stream of free cash flows.  The future stream is discounted back to a net present value using a discount rate.  

D2. The Discount Rate

The discount rate is composed of two things.  The risk free rate, plus an equity risk premium.  Most people think of the risk free rate as the ten-year Treasury yield, which is somewhere between four and a half and five percent today.  In general, the equity risk premium has been roughly five to six percentage points.  So generally, a discount rate that is commonly used with blue chip type stocks is ten to eleven percent.  Interestingly enough, that correlates pretty nicely with the long-term return of things like the S&P 500 and the Dow, etc.  

D3. The Free Cash Flow Multiple

A short hand approach to valuation is something called the free cash flow multiple.  This takes this discounting back process and boils it down into a single number that you can use to multiply against a company’s free cash flows.  The formula for the free cash flow multiple is 1/ (k-g) where k is the discount rate and g is your expectation for the long-term growth rate of a company.  

D4. A Zero Growth Company is Worth Ten Times Free Cash Flow

Given this, let’s just do a little basic, some rudimentary math.  A zero growth company is worth, ten times free cash flow.  Why?  Anybody have any thoughts?  It’s 1 over /(the discount rate 0.1 minus 0).  Or 1 over 0.1 and that equals 10.  So if you ask some people on the street, they may tell you a zero growth company is worth zero or it’s worth 5 times cash flow.  It’s not true; it’s worth 10.  

What then is the market’s opinion of a company trading at 8 times free cash flow?  
A. Negative growth?

Vik: The market thinks it’s going to stagnate over time.  It’s a long-term loser of value.  

D5. Calculating Free Cash Flow

Gary: Hey Vik, define free cash flow.

Vik: Free cash flow is, essentially, operating cash flow less capital expenditures and any non-recurring or non-operational items.  If you go back in time, often you would see operating cash flow, cash flow from operations, including such things as a tax benefit from stock options.  I strongly believe that a tax benefit from stock options is a non-operational item.  That’s not something that speaks to the health of a company’s business.  All it shows is that management is generously giving stock options either to themselves or to employees.  

Gary: So operating cash flow minus capex (capital expenditures).

Vik: Yes.

D6. Normalize the Cash Flow: Take Out Non-Recurring Items

Now the other thing I like to do is take out non-recurring items.  So for example, if the company has an unusually high-deferred income tax benefit, they did a really good job of shielding taxes in one year.  If you don’t really think that that is sustainable, going forward, you should take that out of the cash flow.  You want to try and normalize cash flow.  

D7. The Cash Flow Statement

Just so everybody knows, you can find operating cash flow and capital expenditures in a company’s financial statements.  It’s the cash flow statement in the 10-Q’s and the 10-K’s.  You will see that cash flow is built from net income.  From net income, you have non-cash items that are added back to it, and that yields an operating cash flow.  What those financial statements won’t do, as I was telling Howard earlier, is they won’t calculate free cash flow for you.  You have to do that for yourself.  

D8. Use the Company’s Financial Statements

Shreeder: If I go to Yahoo and go to the left-hand side, there is a detail for every stock.  It shows what the free cash flow is and a levered free cash.  What is the distinction there?

Vik: I haven’t looked at Yahoo, so I would say a couple of things.  First, unless you have a hundred percent confidence in the folks compiling those numbers for Yahoo, which I do not, I like to get my hands dirty and see the actual numbers myself.  I would encourage you to go to the source, the company’s actual financial statements on the Edgar site.  The free cash flow calculation that they’re doing, if they’re doing it this way, if they’re levering it, I’m guessing that they’re thinking about the interest impact.  Either an interest expense or an interest income impact on the cash flow.  I personally prefer something called an un-levered free cash flow, which we will talk about a couple of pages down.  

Shreeder: I find that there are a lot of companies that have positive cash flow and negative levered cash flow, and that always makes me stop and wonder how real the cash flow was.  

Vik: It’s a good question.

D9. CapEx and Industries Don’t Lend Themselves Well to Free Cash Flow Analysis

Yoram:  A lot of growth companies are spending a lot on capital expenditures to grow the companies, so there is no free cash flow.  What do you do then?

Vik: Absolutely, it’s kind of interesting.  There are certain industries that don’t lend themselves well to free cash flow analysis.  Those include financial service companies, mortgage companies, banks, insurance companies.  Certain retailers, particularly high growth retailers, are typically plowing back capital into new store openings, so they also don’t lend themselves well to those kind of analyses.  Finally, biotechs aren’t very good for this type of analysis because the cash flow isn’t expected for years down the road, right?  Particularly development stage biotechs.  What you can do in those kind of scenarios, in terms of thinking about a floor price, is look at tangible book value.  That’s one approach you can use, alternatively to cash flow.

Q. Sometimes I will add growth capex, which is hard to calculate, but I add the growth capex back in to the free cash flow.  Do you ever do that?  I occasionally do that.

Vik: I think if you can do it, if you have the inclination to focus on maintenance capex, in the free cash flow calculations, great.  You start with an operating cash flow and you figure out what is the real capital expenditure that is necessary to maintain the business, and then use that to calculate an un-levered free cash flow.
D10. Do Your Own Homework, Do Not Rely on Yahoo

The flip side to all this is that it requires effort on your part.  There is no one uniform site that can do this for you, and I think it’s dangerous, for example, to rely on sites like Yahoo or others, because oftentimes, you will find mistakes that creep up.  As an example, in my former life as an investor, I had a portfolio manager come into my office and say, “I think your calculations on Intuit don’t make a lot of sense.  I’m using Factset and it show’s Intuit’s free cash flow as X.  You know, we should be buying the heck out of Intuit”.  I said, “Well, that’s interesting, but I wonder if FactSet is taking into account that Intuit just divested a business?  It just divested its mortgage unit.  So my numbers are net.  Factset’s numbers are not.” This kind of subtlety and sophistication is never going to be captured adequately by some kind of mass-market financial site.  That’s why there is no alternative to doing your own homework, in my opinion.

E. The Primacy of Free Cash Flow in Your Due Diligence Methods.  

E1. Earnings Can Be Manipulated

If we look at long-term stock prices and stock values, they correlate most closely, not to earnings but to free cash flow.  Earnings actually are a shorthand proxy for free cash flows, but, in my opinion, they are an inferior measure than free cash flow.  Why?  Earnings can be manipulated or goosed.  We all remember the example of Enron.  They were taking things off their books and selling them back to the parent company and creating earnings that didn’t exist. They wouldn’t have been able to do that with cash flow.  Earnings can also imbed considerable or complex assumptions.  In the case of Doral, it turns out that they were evaluating their interest only strips at the wrong discount rate.  You don’t have to do that with free cash flow.  Cash is cash.  You don’t have to try to make complex assumptions to calculate it.  

Finally, earnings can represent a departure from observable common sense reality.  I would take the example of Computer Associates, which changed its accounting methods to a radical method.  They would take long term contracts and slice them up year to year to year.  This had the effect of showing earnings slowly increasing, when the truth of the matter was their business was flatlining.  

E2. Earnings are for Accountants, Free Cash Flows are for Investors

In my opinion, earnings are for accountants and free cash flows are for investors.  Free cash flows are a real operational by product.  It is much more difficult to manipulate a stream of free cash flows for an extended period of time.  Finally, free cash flows can actually be much more easily audited by a layman investor, such as you or me.  

E3. EBITDA is Not Free Cash Flow

Do not accept Wall Street’s lazy conventions for free cash flows.  EBITDA (Earnings Before Interest, Taxes, Depreciation and Amortization) is not free cash flow.  The D and the A are important (as is capex which doesn’t get captured in EBITDA).  
E4. Operating Cash Flow is Not Free Cash Flow

Operating cash flow, as we talked about earlier, is not free cash flow.  You have to take out the capex (capital expense).  

E5. Cash Earnings are Not Free Cash Flow

Cash earnings are not free cash flow.  They’re not the same thing, because you’re not capturing the capital expenditure.

E6. Focus on Free Cash Flows to Avoid Red Flags.  Enron and Worldcom

Why am I being such a pain in the neck about this?  Because focusing on free cash flow can keep you out of trouble.  If you looked at Enron’s financial statements, potentially at the point where it would have come up as a potential buy via the BMW method, you would have seen a red flag.  I actually did this, years ago.  You would have found earnings at a high level and free cash flows that were generally non-existent and fluctuated massively from year to year.  There was no trend.  Any time you see a real disconnect between earnings and cash flow, make sure you understand why.  That’s a huge red flag.  It may not always be the result of corporate malfeasance, but it’s important to know why there is that disconnect, because in general, they should move together over time.  The relationship between them should hold.  That wasn’t the case with Enron.  Ideally, you’d like to see a company where free cash flow exceeds earnings.
In the case of Worldcom, Worldcom’s management was doing a very good job of taking expenses and folding it into capital expenditures.  They were saying that what any normal person would characterize as an operating expense, was actually capex.  So what happened?  A lot of very highly paid telecom analysts, on Wall Street, were focused on the EBITDA numbers and the operating cash flow numbers and saying things are great, buy more Worldcom stock.  That, as we know, was a mistake.  If you had focused on free cash flow, you would have seen that coming.  You would have said, wait, something doesn’t make sense here.  

E7. Price to Operating Cash Flow Makes No Sense

On the Fool boards, on the BMW method board, I often see people refer to price to operating cash flow.  That metric doesn’t make any sense.  It’s apples to oranges.  Valuing something on operating cash flow is kind of akin to valuing it on sales.  There should be something below operating cash flow that’s capital expenditures.  Just like there is something below sales, which is expenses.  

E8. Reported Income Taxes

Gary: Vik, one of the things, I haven’t tried it yet, is to look at what the company really pays in taxes, to get rid of some of the bull$hit the accountants have included.  Do you do any of that?  What do you think of that?  

A. It’s a good question; I haven’t looked at it that way.  What I do, I try to focus on deferred income tax changes.  So in essence, I think it’s getting at the same point, which is, what is the cash difference, the cash impact to the reported taxes in their income statements?  

Gary. You can manipulate the books; it’s much harder to manipulate the reported taxes.

A. Fair enough.
F. Intrinsic Value, Backing Into Market Expectations.

Moving to intrinsic value.  As we talked about, a stock’s intrinsic value is the stream of its expected future cash flows.  For simplicity’s sake, here are the inputs into that kind of a calculation:

1. A discount rate, which for a blue chip stock is typically 10 or 11 percent.  

2. This year’s free cash flow.  

3. What you expect that free cash flow to grow over the next five years and then the five years thereafter.

4. And then, an inflationary growth rate in perpetuity, which people usually put in as 3 percent.  

There is a calculator like this on the Motley Fool Inside Value forum.  I think it’s a discounted cash flow calculator, where you can type these inputs and come to a valuation.  What I think is really helpful about this, is that it can actually tell you what the market’s expectations are on a particular stock.  So for example, if you find a stock that is trading at ten times (free cash flow), you know that the market thinks its never going to grow again.  Sometimes when the market over-reacts, this can present you with a buying opportunity.  

F1. Dell Computer at 10 Times Free Cash Flow

A little more than a year ago, I bought Dell Computer, when it was trading at ten times un-levered free cash flow.  Dell was not a perfect business.  Its CEO had not run the company especially well.  All the headlines pointed to how HP was eating Dell’s lunch.  But the truth of the matter is, despite all those things; Dell was not a zero percent growth company.  It had a services business that was actually growing pretty nicely, and it just so happened, Michael Dell was buying back shares, on the open market, for the first time in years.  Maybe Michael Dell doesn’t know his business as well as Wall Street analysts, but I tend to like to go where management goes in own self interest. Generally an opportunity to buy a company that really is a growth company, at a ten times (free cash flow) multiple, usually works out.  You’re tilting the odds in your favor.

F2. Price to Free Cash Flow Multiples and Expectations

These are some of the other multiples and the associated expectations.  A 14 multiple is roughly a long-term 3 percent grower.  16 is a five- percent grower for ten years and three percent thereafter.  And then 23 is a ten percent grower for ten years and then three percent thereafter.  In general, there obviously are exceptions to this, but in general, most free cash flow multiples will fall in the range of ten to forty.  If you find a free cash flow multiple below ten, it’s either a very cyclical business, or it’s a great buying opportunity.  Maybe both.  

G.  Drawbacks of Earnings and P/E Ratios.

G1. Focusing on P/E Ignores the Debt

Let’s just do a little trivia.  I can see eyes glossing over.  Which is the cheaper stock:

A $40 billion market cap company with $3 billion in net earnings (with a P/E of 13), or a $20 billion market cap stock, with $1 billion in net earnings (with a P/E of 20)?  Net earnings is the same thing as net income.  Any idea?  Which is the cheaper stock?  The 13 multiple or the 20 multiple?  The former is the cheaper stock on a P/E basis.  
Now, with a little more information, which is the cheaper stock?  The former actually has $20 billion in net debt.  Whereas B, has $5 billion in net cash.  Any idea now, which is the cheaper stock?  
Now a little more information.  It actually turns out that A only generates $2 billion in un-levered free cash flow, versus its $3 billion in net earnings.  Whereas B generates $1.5 billion in free cash flow relative to $1 billion in earnings.  Now which is the cheaper stock?  

This exercise is meant to show you that, you’re leaving information on the table, when you just focus on P/E and earnings.  You’re forgetting about the fact that, there are two types of parties that have claims to a company’s profits.  Equityholders (also known as stockholders) and debt holders.  Ignoring a company’s balance sheet, which is what the P/E does, can often do you a disservice.  

G2. Wal-Mart Versus Dell

Now you might think these are somewhat ridiculous examples, I’ve really kind of exaggerated the truth.  Would you believe that we could have found this in reality?  The numbers aren’t exactly the same, but the former company, in essence, was Wal-Mart, and the latter company, in essence, was Dell.  I wrote an article for the Motley Fool, comparing Wal-Mart and Dell.  I basically asked ten questions and asked you, based on the conventional wisdom, which company fell into which bucket.  I wrote the article because, at the time, there was kind of a positive vibe towards Wal-Mart as a great, washed-out value stock and Dell as a complete debacle.  The truth of the matter was Dell scored much more highly on most of those metrics.  Dell’s stock has appreciated 30 percent or so in the last year.  Wal-Mart’s stock has not appreciated.   

G3. Use Enterprise Value to Un-levered Free Cash Flow Instead of PE Ratio

P/E ratios or earnings yields ignore balance sheet effects or the cash intensity of the business.  That is, in my opinion, unforgivable.  That’s why that metric is an inferior metric.  The metric I like to use, what I think is far superior, because it captures both sides of the house, is enterprise value to un-levered free cash flow.  What is enterprise value?  Enterprise value is simply the market capitalization of a stock plus any net debt.  Or, if the company has a positive cash position (a positive cash balance), it’s the market cap minus net cash.  

Think about your house.  You do not have claim to a hundred percent of the cash flows of your house if you have a mortgage.  You have claim to the equity.  The same is true with stocks.  Companies that have debt have mortgages, so to speak.  You have to take that into consideration.  The second part of the equation is un-levered free cash flow.  We’ve defined what free cash flow is already.   Un-levered free cash flows remove the interest impact from the free cash flows.  This allows us to normalize all companies and compare them on an apples to apples basis.  

Enterprise value to un-levered free cash flow allows you to compare Dell and Wal-Mart on the same standing even though Wal-Mart has net debt and Dell has net cash.  As I said earlier, it is entirely inappropriate to compare price with operating cash flow.  Why is that the case?  Can anybody tell me why?

A. Price does not impact (inaudible) the number of shares outstanding.  That can’t be compared to (inaudible)

Vik: Why?

A. Cash flow is for the entire company, price is broken up into x number of shares.  You can’t compare those two things.  You could say cash flow per share and that would be relevant.  That’s the same as cash flow to enterprise value.

Vik: Can I restate what you’re saying?

A. Sure.

Vik: There are two sides of the house.  Cash flow applies to both sides of the house.  Price only applies to one side of the house.  Price applies to equity holders, to stockholders.  It doesn’t give you any insight into debt holders.  So Wal-Mart’s stock price doesn’t include its debt.  So it’s an apples to oranges comparison.  Does that make sense?  No? OK.

H. Financial Modeling.
One of the things I like to do is to build a thorough, long term, financial model with at least ten years of history.  This might sound like a mind numbingly dull exercise, but there’s actually tremendous value to be had from it, and it’s not as painful as you think, because you can do things in a broad-brushed fashion.  

H1. My Financial Model

My model would include four sections:  

1. A section on the primary income statement factors.  Revenues, gross margins, operating margins, net margins, and if I can get it, price and volume, the drivers of revenue.  

2. It would also include operating and free cash flow.

3. Uses and sources of cash.  How has this company used its cash over the past ten years?  Has it been buying a lot of expensive internet companies at expensive valuations?  Has it been issuing a lot of stock options at shareholder’s expense?  

4. Finally, I would have a section on assets, which includes cash and non-interest bearing current liabilities.   I’ll tell you why I like to do that in a second.  

H2. The Financial Model Tells a Story

Just like the BMW method tells you a story over time, it gives you historical context for a company and its stock price, a financial model also tells you a story.  It tells you abut the financial inter-workings of a company.  What’s been going on under the hood.  It’s nice to get a sense for what margin trends are doing.  They give you a perspective on the company’s pricing power, on the competitive dynamics it’s facing and its barriers to entry. If it’s able to hold margins or increase margins, it’s obviously a very good sign over time.  

Free cash flows, as we talked about ad nauseum, give you a true level of a company’s profitability in a way that earnings cannot.  Share count and dividend trends speak to management’s regard to shareholders and shareholder value.  

H3. Management Effectiveness: Cash Adjusted Return on Invested Capital

Finally, you can calculate a metric, which is called the cash adjusted return on invested capital, that indicates management’s effectiveness at earning a sufficient return on its capital allocations.  

Just think about that for a second.  Company A earns $1 billion in cash flow.  Company B earns $2 billion in cash flow.  Is B better than A?  You can’t answer that question unless you have a perspective on the asset requirement of A versus B, right?  If company A earns $1 billion on $10 billion in assets, isn’t that 10 percent return better than company B earning $2 billion on $200 billion in assets?  You want to get a sense of the asset intensity of the business.  The lower the asset intensity relative to cash flows for a company, the better.  

Just a hypothetical question, how quickly and effectively could a motivated community of like-minded Fools put together such a financial model?  Probably pretty quick.  

Q. Vik, what do you mean by cash adjusted return on invested capital?  

Good question.  This is a fraction.  The numerator is un-levered free cash flow, which we talked about.  The denominator is invested capital, which is cash adjusted.  Essentially, that is assets, minus any non-interest bearing current liabilities.  Meaning that a company does a good job of holding off paying its vendors or its employees.  That’s a good thing, a good cash management practice.  So you don’t want to penalize it for that.  You want to penalize it for those liabilities that are actually bearing interest.  From that you would take out any net cash, because I really want to isolate the operational metrics of the business.  If the company has a ton of net cash sitting on its balance sheet, it’s probably not earning a very high return, and I understand that.  You can argue that that’s not a good use of its cash.  But I like to look at the business separating out that cash.  How is the actual business’s returns on invested capital?  

Q. So, it’s invested capital minus net cash?

Vik: Yes, net cash.  

H4.  Example: A Financial Model for Intel

This is an example of a financial statement I created last year, right before I bought Intel.  I like to have, as I mentioned before, at least ten years of history.  Here is the income statement section, which is revenues, gross profits, operating income, and net income.  You get to see the actual dollars and the margins.  They tell you a story.  You would like to see what’s going on with diluted share count.  Surprisingly….

Q. Please tell us the story because it’s hard to read.

Vik: Well, there are lots of stories that it could tell us.  

Q. Just don’t assume that we can read the numbers.

Vik: So let’s just focus on a couple.  

H5. Intel’s Revenues, Profits and Margins

You have a revenue trend.  Intel is essentially growing, except for two years.  2001, when the tech bubble imploded, and 2006, it was having some problems.  Gross profits are pretty steady, they’re growing pretty nicely, but there have been years, 2001, surprise, surprise, and 2006 when they have fallen off.  The same is true of operating margins.  Margins are awesome for this company, but they really crashed in 2001 and they crashed again in 2006.  The same is true with the net margin.  

H6. Intel’s Share Count, Options and Share Buybacks

What’s going on with diluted share count?  Technology companies have a terrible rep for diluting the heck out of shareholders.  Well interestingly enough, that was true, but as we come out of the bubble, Intel’s diluted share count is coming down, and it has actually come down really nicely in 2006.  Part of this is because you’ve got out of the money stock options expiring.  So you can’t credit Intel for that.  But another part of it is that they’re actually doing a decent job of buying back stock.  Net stock repurchases over that time period have really accelerated.  You can also do a simple calculation to figure out what’s the effective price at which they’re purchasing back shares, on a net basis.  So when you have a really high effective price, that means that there is a lot of options dilutions in the works.  They’re really not buying back stock for shareholder’s benefit, they’re just buying back the stock they’re issuing themselves.  But more recently, Intel has been buying back stock at pretty good prices.  They are really bringing down the share count for the benefit of investors.  

H7. Intel’s Uses and Sources of Cash  

Intel used to be kind of a big acquirer.  That practice has pretty much gone away.  We talked about the share repurchases.  Its dividend payments are increasing, particularly in the last three years, pretty nicely. 

H8. Intel’s Cash Return on Invested Capital

What’s going on with this cash return on invested capital?  Intel earns a really nice return.  But it had a couple of years when those numbers kind of cratered.   But the interesting thing about Intel is that they rebound thereafter: Great period, crater, rebound, and crater.   Does that remind you of anything?  Isn’t that the BMW method?  

H9. Intel’s Dominant Market Position

At the current valuation, the implication is that Intel can only grow at or below the rate of inflation.  This is what Wall Street was saying:  “Intel is toast, they screwed up the high-end server market, they’re so stupid, management sucks.”  Well, Intel made some mistakes, but the company still has a dominant position in its market.  It’s essentially a monopoly.  Intel is in control of its own destiny.  AMD (Intel’s primary competitor) is not in the same position.  AMD has to kowtow to Intel, not vice versa.  

H10. The Benefits of Financial Modeling: Intel’s Record of Rebounding

The other interesting thing is, when you start doing your qualitative due diligence, you learn a couple of interesting things.  Intel has a new product cycle coming in 2007.  It’s going to kick AMD’s butt.  But the market isn’t giving Intel any credit for that.  Also we have historical evidence, within a mere ten year snapshot, of Intel’s ability to rebound from its doldrums.  We see it across the board.  We see it in margins, we see it in revenue growth, and we see it in the cash return on invested capital.  Maybe that gives you some more confidence that Intel could come back from a, two standard deviation move away from its historical trendline price.  That’s the benefit of financial modeling.  It tells you a story and it allows you to take what you hear and put it into some context.  

H11. Risk/Reward: Estimating Intel’s Downside Price and Upside Price

Yes, Intel made mistakes, but that doesn’t mean Intel doesn’t have tremendous value as a company.  So one of the things I did was I came up with my own estimates of what the downside price and what the upside price was.  I thought Intel could have downside of fifteen dollars, and upside of thirty-five.  The stock, I think, at the time was trading at eighteen or nineteen dollars.  

Jim: Which was the low.

Vik: Pretty much, yes.  It never hit my downside price, which was pretty conservative.

The risk reward was tilted in my favor.  Any time you have a bet where your downside is twenty percent and your upside is eighty four percent, you should take that bet, right?  Even if you’re wrong half the time, over multiple iterations, that bet is going to work out in your favor.  Isn’t there a famous scenario where I say, “Let’s flip a coin.  Heads, I owe you a dollar.  Tails, you pay me four?”  Seems like a pretty good bet for me, right?  

H12. Building the Model Manually

Q. The values that you put there, did you manually input that?

A. Yes.  This is me, manually going through all of Intel’s 10-K’s and 10-Q’s and typing it in myself.  Oftentimes when you have stock splits, you have to adjust the diluted share because it will immediately get multiplied by two.  You have to clean it up.  That’s why I like to get my hands dirty, I like to see the numbers for myself.  I don’t trust Yahoo or Factset because this exercise tells me what’s really going on.  Was there some big divestiture?  Did Intel sell half of its business?  Did it make a huge acquisition?  That’s not going to show up in any Yahoo summary.  

H13. Handling Divestitures

Q. So what do you do in the situation, we were talking about, Phillip Morris and their divesting of international and/or Kraft?  How do you handle that if midway through there was a large divestiture?

A. Hopefully you have a company that gives you its revenue breakdown by segments.  Sometimes they will also give you an operating income breakdown by segments.  That will give you some intelligence into what the impact of Kraft on Philip Morris’s business was, and that’s the best that you can do.  You would love to have a sense that Kraft was 52.3 percent of Philip Morris’s unlevered cash flow, but you’re not likely to be told that.  You have to try to come to a reasonable estimate for what that might be.  

H14. Why Use 10-Q’s?

Q. Why are you looking at the 10-Q’s? 

A. I’m looking at the 10-Q’s primarily for the most recent year-to-date information.  When I was at the stock, I think it was the middle of ’06, so there was no 10-K for ‘06.  

H15. You Can Learn to Do This Yourself

Q. The concept of what you’re talking about makes sense, but I don’t know a lot of this stuff.  But the minute I walk out of this room, I’m not going to know what to do.  So how do those of us who don’t have the kind of background, or the background of some of the people here who are asking very good questions because they understand the concept of these terms.  When I sit down at my desk, and I’ve forgotten what these words mean, and I have no idea what this spreadsheet is, what do I do?  The risk is, if I were to go back to the boards and keep reading posts, as you’re wisely advising us: don’t necessarily believe what other people put in their analyses.  So if I read your analysis, how do I even know if your due diligence is accurate?  I can’t do this.  What do I do?  

Vik: My first response is you can do this, but you’re going to have to put some effort into it.  

H16: The Fool’s School

Q. But how do I learn to take A to B to C?  How do I learn to do this the first time?

A. Well there are many ways.  First, I think the easiest is to go to the Motley Fool website.  They have something called Fool’s School.  They walk you through what an income statement is, what a balance sheet is, what a cash flow statement is.  Which is essentially what you need to put all this together.  They tell you how to calculate return on invested capital.  I don’t know if they tell you how to determine a cash adjusted return on invested capital, but you can always email me, and I can tell you.  You are going to get this printout, probably tomorrow or sometime thereafter.  You have this as a template, if you want it.  You can go back and say Vik is full of crap.  This doesn’t make any sense whatsoever, I don’t buy it, I’m not doing this.  That’s fine.  But at least you know why you’re not doing this.  

Q. Do you think that the explanation in Fool’s School is accurate and easy for us to understand?

A. Yes.

Q. That’s a good place to go?

A. Yes.  There are plenty of places where you can find out what this stuff means.  You can pick up an accounting textbook.

Q. Do you know of any good textbooks on financial modeling that we can use?

A. No, I mean to be completely honest with you, I learned this stuff on the Motley Fool site.  I was never taught this at my employer.  I think the Motley Fool site is probably an excellent first stop.  There may be other suggestions from people in the room.  

H17. Professor Damodaran’s Website

James Early: Another resource might be www.damodaran.com.  Professor Damodaran’s site.  It’s all free; he has books on there, free of charge.  He tapes all of his lectures.  He basically walks you through.  It’s a little more detailed.  I’ll go to the Fool first, but if you want to go a little more beyond that, that would probably be a good next step.  

Stan: He is a professor of economics at Stern School of Business.  He is very widely recognized.  

I. Qualitative Due Diligence.

I1. Cyclical Companies

Howard: Vik if you have a true cyclical stock or a stock that has a macroeconomic industry environment that is in a downswing.  Like the newspaper industry for example.  How do you factor in something like a serious cyclical, or an industry group that is in something of a recession, or perhaps extinction?  

Vik: You have to supplement the financial analysis with fundamental qualitative due diligence.  You have to come to a conclusion on your own as to what’s driving things.  All the financial modeling is going to do is raise questions for you.  It’s going to present a picture, a tableau.  It’s your responsibility to interpret that.  

One of the first things you have to understand is if this is a cyclical company.  Which you should be able to tell from the revenue growth rates.  You should see ups and downs for a cyclical company.  That’s a good clue.  Typically, the best time to buy cyclicals, the time I think they start to flag nicely with the BMW method is when their valuations are at the worst point.  They are at trough earnings and cash flow points.  That’s the general rule of thumb.  

Sandy: When they have high P/E’s right?

Vik: Exactly, because there is very low E. 

I2. The Newspaper Industry

Now, the newspaper industry is something completely different.  You have to get a sense for the actual business model  What percentage of revenues for this industry come from different sources?  How much of this company’s revenues are driven by classified advertising versus subscriptions?  Is what we’re seeing with the Internet cannibalizing ad sales, is that a long term thing?  Or is that just a temporary event?  I have an opinion on that, but you have to have your own opinion.  Given that this notion is widely recognized by the market, are valuations so profoundly low that the doomsday scenarios are more than baked in?  I have an opinion on that too.  But you have to come to your own conclusion.  

Q. I would think a cyclical would be especially attractive, in terms of its performance, just before its downfall.  

Vik: That’s why you have to know it’s a cyclical.  You have to do the due diligence to know that.  Historical context helps you figure that out.  
I3. Checklist 1: The Company’s Business

This is just a checklist for you, I’m not going to go through this in detail.  There are two checklists.  The first is about the business.  I don’t think anybody should buy a stock blindly, without understanding how the company makes money.  What does it sell, how does it make money?  There are a number of other questions that might help you in your due diligence process.  You will get this handout tomorrow, I believe, right Gary? 

Gary: Yes.

Vik: So you will have that at your disposal.

I4. Checklist 2: The Company’s Stewardship

The next page is simply what is the stewardship of the company, vis a vis senior management, the board, insider holdings, buying and selling stock.  One thing we often don’t think about, which I think is important, does any one shareholder have disproportional influence over the company’s operation?  That can sometimes be helpful, in Doral’s case the majority shareholder is Bear Stearns.  Or in the case of Hershey, the majority shareholder is a private charitable trust.  The interests of those shareholders might be at odds with your interests as the minority shareholder.  It’s something to take into account before you buy a stock.  

Questions and Answers

Q&A 1. Subjective Due Diligence is More Art than Science

Q. In the last screen on subjective elements of due diligence, what weight do you put on individual categories, like insider trading or management control?  Can’t you skew your decision based on what you want?  Ponch, if you want that company, you can give more or less significance to those factors?

Vik: I mean this is more of an art form than a science, so I can’t answer that with, I give X specific weight over Y.  You just want to get a sense for how much this deviates from your general observation.  Hopefully you’ve done this a number of times, how egregiously does this differ from all the other companies you’ve looked at?  

For example, Michael Dell was buying back $20 million of stock.  That wasn’t Dell buying back stock, that was him personally putting in a trade on the open market.  He hadn’t bought back stock in, forever.  That to me was a pretty powerful signal.  There was a Fool article recently about Pep Boys doing the same thing.  I haven’t done any due diligence on the company, but I thought that was kind of interesting.  Management that is not known for being a particularly shareholder friendly management is actually personally buying back the stock with their own cash.  It’s pretty powerful.

Q. Could you end up putting lipstick on a pig by using these subjective elements?

Vik: I would have great difficulty imagining that you would have lipstick on a pig from your fundamental due diligence if there were bad numbers.  I like to start with the numbers because it gives me some context.  It’s an objective picture, a window into the company.  These questions help me just understand the context.  

Who is Intel’s competition?  It’s primarily AMD.  They have some ancillary competitors in the form of more niche guys like Broadcom and others, but they really have 80% share.  They dominate the microprocessor for notebook industry.  It gives you a sense for OK, this is how this company makes money, and I now have some confidence that that’s sustainable.  There are some real structural advantages to being the quasi monopolist in microprocessors.  It’s a very capital intensive business, it takes a long time to build a fab (chip fabrication plant), to have it up and running, producing chips, etc.  Being the gorilla is a huge advantage.  So I can’t tell you that you should weigh one thing more than another.  What is useful for me is to start with the financials, have a picture, and then use that to form my fundamental due diligence.  The kinds of questions I think about are the questions that you’ll see on those two pages.  

Q&A 2. I Didn’t Learn Any of This at Duke or Stanford

Anything else?

Q. One question, a personal question or you.  
Vik: They never proved any of that in court.  Just kidding.
Q. What is your educational background, what kind of formal training do you have that maybe helps with this?

Vik: I was an economics undergraduate at Duke, much to Murph’s chagrin.

Q. Murph: We will forgive you, but you’re right, I noticed the color of your shirt.

Vik: Duke blue?  And I have a business degree from Stanford. However, I didn’t learn any of this from Duke or Stanford.   

Q&A 3. I Learned Through Trial and Error and the Motley Fool

Where I learned it was through trial and error.  I made a ton of money from 1997 to 2000, and then I lost that ton of money from 2000 to 2002.  So there’s the school of hard knocks to some degree.  The Motley Fool was how I first became interested in stocks, and I would strongly urge folks to use some of their resources, vis a vis the Fool School.  They do a nice job of simply explaining many of these elements.  

Q&A 4. Joel Greenblatt’s Books

Another source I’d suggest for you, is to read the two book by Joel Greenblatt.   Those are excellent books, and he really explains things nicely in layman’s terms like return on invested capital.  He says pretend you own a candy store, or something to thate effect, and he walks through the metrics from that standpoint.  

Another thing to do, is when you’re looking at all of these things, and you’re trying to internalize all of the information, think about it as if you were creating financial statements for yourself.  Your business, your household net worth.  That helps put things into context.  Oh yeah, now I understand why cash flow is important, why cash flow would be different than earnings in this case.  

All right?

Gary: Thank you Vik.

J. Hands-On Case Study

(Saturday afternoon, October 13, 2007)

Gary: Vik is going to continue from yesterday on the case study.  I think everybody should have gotten a copy here, and you assume they read it?

Vik: Yeah, if folks could read the case study quickly.  Everybody’s back in business school.  

Hermes Interactive

You are the painfully good-looking but totally-unappreciated junior software analyst at Marlborough Management, a large and successful northeastern investment management firm.  Your most recent performance evaluation was surprisingly mediocre, and you are feeling a little bit under the gun.

You own a small position in a Silicon Valley-based software company called Hermes Interactive and have a positive rating on the stock in your firm’s official system.  In fact, you recently sent a firmwide e-mail suggesting that portfolio managers begin accumulating shares of Hermes stock.  You yourself own the stock at an average price of $35.

Hermes has its R&D operations overseas in Ireland, and enjoys favorable corporate tax treatment.  The company dominates the market for software testing tools (80% of its total business) and is seen as the de facto choice for most Global 2000 companies.  Its forays into other side businesses have been both underwhelming and a management distraction.  

Over the past two or three years, Hermes has been a standout growth company in a maturing and consolidating sector and has typically posted revenue growth of 15-20% (the industry, in comparison, has typically posted revenue growth of 5-8%).  After a nice run, however, the stock has recently shed a third of its stock price because Hermes’ highly-promotional senior management had forecast booking growth in excess of 20% and not delivered on its guidance.  In addition, the company has been delinquent in filing its quarterly financial statements and there is a pending SEC investigation relating to options issuance practices.  Adding insult to injury, Hermes CFO has a contentious relationship with Wall Street, and is perceived as combative, untrustworthy and arrogant.  There have been some recent rumors circulating that the company entered into talks with a large computer company to be acquired, but that price and control became a stumbling block.

After arriving into the office on a cold, gray day, you find out that Hermes has scheduled an emergency conference call for 8 AM EST.  Minutes before the call begins, the company issues a press release that the CEO, CFO and General Counsel have been terminated for 40 instances of stock options misdating between 995 and 2002 that personally benefited the CEO in each case.  On your computer screen, you immediately see that the stock is trading down 30% to $22-25 per share.  Much to your chagrin, several prominent sell-side analysts are downgrading Hermes from Strong Buy to Strong Sell on the news, citing concerns about the veracity of Hermes’ books.  

The press release goes on to say that Hermes is conducting an internal investigation into its options and will not be able to issue audited financial statements in the near future.  The company anticipates significant material changes to its earnings.  It does not anticipate any impact on previously-reported pro forma financial measures or cash flows.  The company has appointed a new CEO, whose name you are not familiar with.

With a huge pit forming in your stomach, you do some quick calculations.  By comparing the balance sheets of the last ten quarters, you determine that Hermes has generated $500 million of cash over that time period ($60 million of cash accrued on the balance sheet while $440 million was spent on net stock repurchases and acquisitions.  By treating the convertible debt on the balance sheet as debt (the conversion prices are more than 100% higher than the current share price), you determine that Hermes has roughly 91 million shares outstanding and $5 per share of net cash on its balance sheet.

Just as you finish your arithmetic, the phone rings.  One of your colleagues on the sell side has some additional information for you.  Hermes’ new CEO has apparently been in turnaround situations before.  In the late 1990’s, he turned around a laggard software company and ended up selling it to a large telecom company.  In so doing, he generated a 300% return for shareholders.  Your sell side contact also tells you that Hermes’ new CEO has received a compensation package that includes a very large options grant (over 1 million shares with a strike price set at today’s closing price).

Upon getting off the phone, one of your Marlborough colleagues tells you that he carpools with a technology buyer for one of Hermes’ largest customers, a financial firm.  The technology buyer mentioned that Hermes has the best products on the market and that he couldn’t rip them out even if he wanted to.  Your colleague also tells you that, in his experience, there is a very good chance that Hermes will be delisted from the Nasdaq if it can not refile audited financial statements by the end of the year.

With your head spinning, your boss comes into your office and tells you that you need to issue an e-mail indicating your current thinking on the stock.  You have three choices: downgrade and sell the stock, sit tight, or take the opportunity to add to your position (a move that strikes your boss as foolhardy).  He tells you in no uncertain terms that buying more Hermes stock isn’t a very wise career decision.  By his way of thinking, a delisted stock could take a very, very long time to recapture its lost value.  

What do you do?

Q. Is this modeled after you?  “Painfully good looking but…”

Vik:  I have no comment.

Stan. How many stocks do you own?

Vik:  Me personally?

Stan:  Right now.

Vik: Probably no more than 20.  I like concentration.  I think there is a scarcity of really good ideas.  So you should focus your capital and your attention on the best.

Stan: I see everybody stops liking you when you brought up you should read the K’s and Q’s but I’ve made a friend for life now.

Vik: Perfect, I can use friends for life.  

Vik: All right folks, in the interest of time, can we get started?  Is everybody good?

So what do we think?  It’s tough being an institutional investor right?  You have a lot of different parties to answer to.  You’re constantly getting second guessed and evaluated.  It’s a lot easier to be your own boss, I think.  

J1. Too Many Cockroaches
What do we do, Gary?

Gary: I’d sell, there are too many cockroaches.

Vik: OK.  What cockroaches specifically bother you the most?

Gary: Any time that management is not open, honest, and does some manipulation of stock options, they’re only in it for themselves.  

J2. You Can’t be Neutral, You Can’t Wait and See

Vik: OK, so let’s just do this simply.  Who is favorably disposed to this company, Hermes, and who is negatively disposed?  Gary is negative.  So all the people who are pro, please stand up.  

Q. Can we make a third option, you’re neutral on the stock?

Vik: No, because you have to make your own decision, I’m going to put you on the spot, so pro or con.  If you’re neutral, let’s assume you’re negative.  So these are the pros, these are the people who think…..

Q. Can we wait two weeks and see what flushes out?

Vik: No.  You have to make a decision based on the information you have today.  

Q. That’s on the devalued price that’s going to occur at the end of the day?

Vik: It’s on the price the stock is trading at right now.  It’s down 30 percent, it’s a $22 stock.

Q. I have a question.  Is the $500M cash free cash flow?

Vik: No, we’re not answering any questions.  It’s what you have in front of you.  

J3. 12 For, 26 Against

There are a lot of people standing up and down, this is kind of interesting.  You guys could all work as institutional investors.  These are the people who are favorably disposed.  So 12 people would buy here, and I’m guessing the remainder is 27?  

A. 26, we only have 38 (total, not counting Vik).  

Q. So what was your vote?

Vik: I’m not going to tell you that just yet.  

So the negative case was cockroaches.  Where there’s smoke, there’s fire.  This is a scam.

Murph: How about where there’s fire, there’s more fire.  

Vik: Fire, more fire, management scumbags.

A. Yeah, I’ve worked for some of those.

Vik: Management bad.  Cockroaches, means there’s more to be found.  

Jim: But they’ve already got new management.

J4. All the Data You Need is in the Case

Q. I’m forced to be negative only because I would like to have more data.  Without some of the data that I could have had, had I been really there, I might change my mind.

Vik:  What if I told you all the data that you need is in that case?  

Q. Well it can’t be because I don’t know if $500M is free cash flow or if….

Vik: It is.  All the data is in the case.  You have the same data that anybody who lived through that mythical circumstance did.  So based on the data that you have, if you feel there are more questions in your mind, I’m going to put you in the negative camp.  

Vik: Anything else that made 26 of us say: I’m not touching this stock with a 10 foot pole?

A. I’m guessing that it’s going to go down further.  

J5. Now 13 For, 25 Against

Jim: Move me over to the pro side.

Vik: You’re pro because of the 26?

Jim: No, I just read some more things here.

Vik: OK, so now we’re 13 to 25.  

Make it 24, so now you’re out.  

Murph:  Have they got $450 million cash?

Vik: Am I in the 38?

A. We counted the noses on the 13.

J6. You Must Make a Decision Now

Q. I just don’t have enough time.  

Vik: You don’t have enough time, but your boss told you, you’ve got to send out an email today.  He doesn’t care, he doesn’t want to hear excuses.  Let’s decide, one person at a time, because there’s a lot of information we have to go through.

J7. You Must Read Carefully

Gary: My guess is that the $450 million was purchased for stock options for the management.

Vik: That’s not what the case says.

Gary: Doesn’t it?

Vik: No.

Gary: Ok, I didn’t read it clearly.

Murph: But they do have $450 Million of cash sitting around, right?

Vik: Actually I think the case says five dollars per share, net.  

A. At 91 million shares.

Vik: You’re right, net of the convertible debt.

J8. Why Buy?

OK, those people who would have bought the stock, why?

Randy: Best of breed products, turnaround CEO, industry leader, cash, it seems to be a one-time hit in terms of finances. 

A. High switching costs.

Murph: Please note that Doral also seemed to be a one-time hit.  

Vik: Did Doral have a cash stream that you could audit?  No, it did not.  We’ll tell you why after we go through this case.  Cash.

J9. Fear and Panic

Vik: Let’s say you were this painfully good looking but totally unappreciated…

Q. Tell us, what did you do? 

Vik: You’ve got a lot of information coming at you at one time.  There’s fear and panic in the water and it’s being heightened by Wall Street.  The Wall Street analysts are saying, sell this sucker now, and they’re in unison.  When Wall Street analysts are in unison about something, you almost always should go the other way.  

J10. A Buying Opportunity 

A piece of information that’s not in the case, is you had a massive turnover in the share base on this one day.  So over 100 percent of the shares outstanding traded, meaning that the shareholder base completely turned over in the course of a day.  At roughly noon or one o’clock in the afternoon, the stock actually bounced off the bottom.  When you have really, really bad news like this, a complete turnover in the shareholder base, and an intraday reversal, that should make you think that there is a contrarian buying opportunity.

J11. Back Up the Truck

The answer to this case is not positively disposed or negatively disposed.  The answer to this case is back up the truck.  Buy as much of the stock as you can possibly get your hands on.  Now we’re going to understand why.

J12. An Industry Leader, Sticky Cash Flow, 15 to 20% Growth

Vik: The first thing is, we’re buying a business.  We’re not buying a name, we’re not buying a piece of paper, we’re buying a real business.  What does the case tell us about this business?  Is this a sound, durable company?

A. Yes.

It’s an industry leader.  We have data from the customer base, that the product is actually sticky.  Now with software companies, they’re paid a maintenance stream.  Customers have to pay an annual maintenance stream to be able to continually use the product, to get updates.  That’s a pretty sticky cash flow stream.  The second thing that we know, is that this company has consistently outgrown the industry.  The industry is what, a 5 to 8 percent grower.  This company has been a 15 to 20 percent grower.  

J13. Audit the Cash Flows Yourself

With the numbers we have in front of us, can anybody tell me what the Enterprise value to free cash multiple of this stock is?  Any guesses?

A. 20

Vik: A little lower than that.

A. 3

Vik: A little higher than 3.

So here’ s what the case tells us: Wall Street, everybody’s saying these guys are a bunch of crooks, we can’t trust them, the books are cooked, there are cockroaches at work.  That’s the conventional wisdom.  The unconventional wisdom is to say: OK, the company duped us, they duped the auditors, I can’t trust anything management has told me.  Instead, I’m going to audit the cash flows myself, personally.  I’m going to go to the balance sheet of the company, and count cash in the till, because I can’t trust any other number that’s been provided by this company.  By counting the cash in the till….

J14. Cash in the Till is Real

Q. Why do you trust the cash flow number they provide then?

Vik: Because you can audit it, you can audit it by looking at changes in balances.  

Q. That they report?

Vik: Yes.  You’re assuming that the auditors are so stupid that all they can properly do is count cash in the till.  

Q. Arthur Andersen?

Vik: Arthur Andersen wasn’t stupid in counting cash from the till. They were basically party to mythical earnings streams and fraudulent relationships.

Q. Exactly.

Vik: But cash in the till is real.  It’s a lot harder to fake cash in the till.  

Stan: Has it ever been faked?

Vik: I don’t think so.

Stan: That’s the kind of thing, I don’t have the business background, but when you tell me I can’t trust anything they report…

Vik: What I’m repeating to you is that’s what Wall Street is telling you.  You can’t trust anything this company says, they’re totally crooked and shady.  What I’m saying is do your own homework and look at the actual cash balances, and do some simple math.  That’s what the case study tries to do, I think on page two.  In doing so, if you look at the prior 10 quarters, and by the way, the press release that the company issued says: earnings are going to have to be restated.  But it says that cash balances won’t change.  So you have a second confirmation that the cash balances are good.  Now it’s possible, after having fired three senior managers from the management team, the board, in one of the bigger CYA moments could lie to you in a press release, but I’m betting the odds of that are relatively low.  

Stan: A board that’s incompetent enough to allow that to happen, couldn’t be snowed?

Vik: But this board was the very first board to actually terminate senior management.  And there have been lots of boards that have allowed management to misdate stock options.  
J15. The CEO, the CFO and the General Counsel are Fired

Randy: Is this based on a real company?

Vik: No comment.  The second thing I would say, is that the board actually had to go through an internal investigation itself.  There was an on going investigation into options issuance practices and accounting.  So what actually happened, was the board conducted its internal investigation in an attempt to stem off the SEC (Securities and Exchange Commission) from sanctioning them.  After they finished the investigation, they came out and canned the CEO, the CFO and the General Counsel.  So this was the result of their own investigation.  So they’re telling you: there was a problem, they have addressed it, they have done their own investigation, and as the result of that investigation, where I imagine the level of scrutiny is very high, they’re still blessing cash balances.  

J16. Free Cash Flow Per Share

So given that information, can we guesstimate what the free cash flow power of this company is?

A. Obviously, since you asked it, some of us don’t know how to do that, but it’s obviously here..

Q. It’s $50 million a quarter, or $200 million a year…

Vik: Divided over what share count?

A. 91 million.

Vik: So that’s roughly $2.20 a share in free cash flow power, that’s the cash that actually showed up on the balance sheet, or was used to purchase companies or to repurchase stock on a net basis.  That’s a proxy for free cash flow.

J17. Enterprise Value Per Share

So given that number, $2.20 a share, can anybody tell me what the enterprise value to free cash flow value of this company is?

A. Seven?

Vik: The stock is $22, but we know that stock prices only apply to one side of the house, the equity side of the house.  What about the balance sheet?  $5 a share net cash.  So the enterprise value is $17 per share right? ($22 - $5 = $17)  Is everybody with me?  

J18. Enterprise Value to Free Cash Flow

So the enterprise value to free cash flow multiple is $17 over $2.20. ($17/$2.20 = 7.73).  This stock (the enterprise value) is less than 8 times (the free cash flow). So what we learned yesterday in the presentation, based on the 1/(k-g) formula is the market is saying this company is going to die a slow painful death over time.  They’re never going to grow again, in fact, they’re actually going to slowly degrade.  But how does that compare to their actual historical results?

A. It doesn’t.

Vik: It doesn’t compare at all.  Why?  How could that be the case?  You asked this question, how could the market say that?  Why?

A. Negative hype.

Vik: Hype and fear and emotion.  

J19. The Stock’s Value is $50 a Share

So you have the opportunity to buy a company that has been growing historically at 15-20% on the top line.  The truth of the matter, it was actually growing a little faster than that on the bottom line, on cash flow.  But let’s say you want to haircut that, just to be conservative.  So the mythical analyst in this scenario probably would have said, let’s assume 12-15% growth.  What’s the appropriate free cash flow multiple on a company growing 12 to 15 percent a year over the next five years or so?  

A. 20.

Vik: Did somebody say 20?  It’s about 20 or 22.  So you’re getting the chance to buy something that should be trading at 22 (times free cash flow), under normal circumstances, for 8 (times free cash flow).

Jim: Excuse me, why would you know that?

Vik: What the multiple is?

Jim: Why the answer is 20 (times free cash flow)? I didn’t know that. 

Vik: It’s the formula that we talked about yesterday.  

Jim: Oh, OK.

Vik: If you used one of these intrinsic value calculators, or free cash flow calculators, and you typed in: I think the company is going to grow cash flow 12% over the next five years, then maybe we’ll haircut that and say it will go down to 7%.  Then (thereafter) we’ll go down to 3%, the inflation rate.  The multiple you get from that kind of exercise is in the twenties.  Actually, I think it would come out to be exactly 24 (times free cash flow). But we’re just going to be conservative and say 20 to 22 (times free cash flow).  So in essence, the market is giving you a chance to buy a company at 8 times (free Cash flow), that you think, based on the numbers should really be trading at 22 times (free cash flow).  22 times this kind of free cash flow power plus $5 in net per share in cash, gets you to roughly a $50 stock price.  The stock is trading at $22.  

J20. Has the Business Changed?

Is there anything else that might give you confidence in taking a flyer on this kind of company?  

A: The quality of the product?

Vik: OK, the quality of the product.  

A. The fact that it’s very hard to switch.

Vik: It’s very hard to switch the products, the quality of the products, it is the industry standard, they have dominant market share in their particular category.  There’s clearly growth in the market because it’s been growing at the rate it’s been growing historically.  Has anything fundamentally changed with this company?  

A. No.

Vik: Are we sure?  

A. All the crooks are gone.

Vik: Leaving aside management though, the fundamental business of this company, has it changed?

A. That’s hard to say, management can have quite an impact on the business.

Vik: Yes, but we’re talking about the actual products and the end markets.  Has there been new competition or some new substitute?  Is this like a publishing company, like the New York Times?  

J21. In a Consolidating Industry the Big Get Bigger and the Small Disappear
Vik: Has the business changed?

A. It says it’s a maturing and consolidating industry.

Vik: Yes.

A. Not dying.

Vik: What does a consolidating industry mean?  

A. Mergers.

Vik: What does that mean?  It means things are being bought out.

Stan. It’s being commoditized, margins are expected to go down.  

Vik: It’s not being commoditized.  

Yoram: It means the bigger are getting bigger, and the smaller are disappearing., and these are the big guys.

Vik: Correct.

Stan: Yeah, they’re buying up the little guys and they’re going to lose their margins.  Name me a consolidating industry that doesn’t drop margins.  

Vik: Well the biggest consolidator in this industry is Oracle.  Any idea what Oracle’s margins have done?  They haven’t gone down, because what’s happening is the consolidation creates fewer vendors.  So they have pricing power.  So it’s not a commoditizing industry, it’s a consolidating industry.  

Stan: Good point.

Vik: So this consolidation means that companies are looking to buy distressed companies with good products on the cheap maybe?  So perhaps Hermes could be a buyout candidate, maybe?  Do you think?  Would a smart buyer want to…

Sandy: So all those shares that got bought that day were by somebody else that was interested in buying out the company?

Vik: They actually weren’t.  They were bought by big institutional shareholders.  You may know some of them, maybe.  

J22. The New CEO is a Turnaround Specialist
What else would give us confidence?

A. New CEO.

Vik: What about the new CEO?

A. An experienced turnaround specialist.

Vik: He’s turned around a company before.  A company actually that was a much more distant player, and then sold it for like a 3 or … And what about his compensation?  So he’s basically getting a bunch of options that are going to vest at today’s stock price.  So he’s pretty aligned with you if you’re buying today.  Is that fair?  Do people agree?  

J22. Don’t Fall for Conventional Wisdom, Do Your Own Homework

Gary: Vik, as a BMW stock, I still wouldn’t buy it.  I understand your points. 

Vik: What I’m trying to illustrate with this case study is it’s very easy to fall prey to conventional wisdom and to let emotion and hype scare you out of something.  Without your doing your own homework, your own due diligence, 

J23. Other Examples: Faro

Murph: A close analogy, not as severe is Faro.  Faro’s basic business was still growing like Topsy.  The product still had great reviews, but it had extraneous variables.  The founding fathers selling out a lot of stock, it had a patent lawsuit with competitors.  None of this affected the base business.  The stock went from $31 down to $11.

Gary: I didn’t say I wouldn’t buy it, I said as a BMW Method stock.

Murph: I’m trying to draw an analogy.  It doesn’t have to get so bad for this sort of thing to happen.  So the lesson I learned from this is that sometimes extraneous variables can be a buying opportunity.  But in this case, there are too many unknowns.  I mean, have the lawsuits been filed yet by the class action guys and all of that sort of…

Vik: I would argue that in this case there aren’t too many unknowns.  I would argue that you have exactly the same amount of information, minus some of the context, that the mythical analyst in this story had.

Yoram: We’ve had BMW stocks like this.  American International Group, we’ve had Fannie Mae.  These are big companies that have gone through the same…

Vik: Did they work out?  Did those stocks work out?

Yoram: Yes.

J24. Management

Jim: Wouldn’t you be concerned about the fact that they could be delisted?  

Vik: That’s a good point, we’ll come back to that in one second.  

One more thing about management.  One of the negatives was this management is a bunch of crooks. What is that management team doing these days?  Are they affiliated with this company anymore?

A. They’re gone.  

Vik: What does the case tell you about the CFO of this company?  The CEO we know personally benefited from 40 instances of stock option restating.  What about the CFO?

Murph: He’s a competitive son of a bitch.

A. He doesn’t get along with Wall Street.

Vik: Is that generally good for shareholders, to have a CFO behave like that?

A. No.

Vik: This CFO, in this mythical case, actually was profiled, mythically, in the New York Times for browbeating and attacking personally, analysts of Wall Street firms, who downgraded the stock.  His departure from the company should have made the multiple immediately expand.  He personally, I think, cost the company several points of multiple, just because he was a really bad dude.  In addition, you have a new management team coming in that has a chance to do a better job of managing expectations.  

J25. Stock Options

What was the company growing at, according to the case?  

A. 15 to 20%.

Vik: What was the old management saying it was growing at?

A. In excess of 20%.

Vik: Something higher. They were being very promotional.  Did they need to say that?  Did they need to tell investors that they were a 20% plus grower?  Wasn’t it good enough for them to be growing at double the rate of the industry?  What would make them do that?    

A. Stock options.

Vik: Stock options.  

J26. Can We Trust the Sales Growth Rate Numbers?

Murph: Here’s another thing, how do we know that the sales numbers are alright?  With all that you’ve got on this sheet, since management is in charge of issuing these numbers, they could be stuffing channels, they could even be faking sales and inventory could be coming back.  

Vik: Can anybody answer Murph’s question?  What confidence do we have that sales...

Sandy: The cash.  

Vik: So we have a sense that the cash flows can be back-traced.

Murph: But from the numbers involved right here in front of me, I can’t reconcile sales rates versus the amount of cash there.  Does it give me confidence, I don’t know.

Vik: What else can we do to reconcile sales, to have some confidence in sales?  

Murph: I’ve got to get a price per unit, I’ve got to get how many units they reported sold.

Vik: That’s hard to do with software.  It’s hard to track unit sales in software.  What else Can you do?  Nothing so complex, something more intuitive.  

Yoram: Check with the customers.

Vik: Check with the customers.  You know that this is an industry standard product.  You have a conversation with the biggest customers: Are you still using the product?  Did you pay for the product?  What did you pay?  

J27. Is There Enough Time to do the Research?

Q. As an investor, you’ve got what, a half a day to do this and act on it.  First, if you don’t know much about the company, you got to find out who the customers are, then you got to find out…

Vik: But you’re not an individual investor in this case.  You’re an institutional investor who’s actually already bought the stock.  You know this company.

Q. But you were asking us what we would do.

Vik: Correct.  

Murph: And you’re going to do all this in the time that’s allocated in this case study?  You don’t have time to do that.

Vik:  Well you had a day in the case, but now you have about 30 minutes. I’m trying to illustrate to you, Murph, the high points.  

Murph: I understand, I’m just picking some bones with you.

Vik: I know, you’re being a pain in the ass. (laughter)

Randy: I think you got the numbers wrong, it was actually 49 stock options.

Vik: 49 stock options, it was actually 49?

Randy: In this mythical case.

J28. Tilt the Odds in Your Favor

Vik: So what would you do, knowing what we’ve done in the process of this conversation?  What have we learned from this case?

A. Sell, sell, sell. (laughter)

Vik: We want to sell at $22 a share at a 30% loss?  So the point of this is that, where there is fear and uncertainty and panic and emotion and hype, there can very well be an opportunity.  

Stan: So are you buying DRL?

Vik: I don’t know DRL well enough, nor can I audit the cash flows in the same way.

Murph:  The key word is there may be an opportunity, not there is, there may be.  

Vik:  Stock market investing very rarely has complete certainty.  I’m not sure I can think of a single case.  All you can do is try to tilt the odds as much as possible in your favor.  I think we all agree that using the BMW method does this.  I personally believe that using free cash flow analysis can also help you tilt the odds in your favor.  A little bit of common sense and unconventional thinking. 

J29. Big Investment Management Companies Sell Right Away

It’s very easy in this case to be like: I don’t want to touch this.  It feels bad, this is a dog stock, bad management, cockroaches, I’m out.  But oftentimes in those situations, that’s what everybody’s feeling.  There’s a reason a hundred percent of the shares turned over on that day.  The big sellers were the big investment management companies like Fidelity, who are, I think, known for selling at the first sign of…   

Q. First cockroach.

Vik: Exactly, not even cockroaches.  Stock’s down?  I’m out.

Q. It’s reverse window dressing.

Vik: It’s a contrarian indicator.  That’s another way of thinking about it.  

J30. What Did Happen?

Gary: So what did this hypothetical company do?

Vik:  What they did is in the case.  They are the leading player in software testing.

Gary: What happened to the stock price?

Vik: May I take this mike off? (laughter)

Randy: Can I tell them?

Vik: Why don’t you tell them, yeah.

Randy: They were acquired for $52 a share.

Vik: How long after?

Randy: I’d have to go and dig it up.  If you give me a minute, I’ll look.  

Vik: I’m going to stop recording.  Is that OK?

J31. You Have the Luxury of Time and Patience but the Big Institutions Don’t.

TMFJamesEarly: In our case with our handsome analyst..

Vik: Painfully handsome.

TMFJamesEarly: It’s hard to sort of jump in and feel comfortable and I think there might be a sub-lesson.  Sometimes you don’t want to make a decision when you don’t have as much data as you want. (inaudible)

Vik: But the point that was meant to be made by this case, is that you, the individual investor, have the luxury of time and have the luxury of patience.  This is something that institutional investors don’t have.  The big guys.  We’re always talking about the advantages the big guys have, but in this case, the big guys didn’t actually have the luxury of time.  They were under the gun, they had to make a decision right away.  You can always say, I’m going to wait and see how this plays out.  I’m going to wait to get more information.  There’s nothing wrong with that.  But I was forcing you to make a decision because we have half an hour.  The analyst in question was familiar with the company.  

J32. Final Thoughts

What the case tried to do was give you a broad brush, the most important highlights of that company.  It was the dominant player in their industry, dominant share, really a de facto standard.  Customers were literally saying, wow this stuff going on is really exciting and titillating, but it doesn’t really change my purchase decision or my customer relationship decision.  Even if I wanted to rip it out, I couldn’t, nor would I.  The best products in the business, they do a great job doing what I need them to do.  

The products basically are testing software, it’s software that you use when you buy a big enterprise wide software deployment, like an SAP or Oracle financials, or Peoplesoft, or Siebel.  If you’re putting this into a big global 2000 company, you want to test it, to make sure that it works, before you go live.  You don’t want to go live and have people not be able to get into it because it’s not load tested, or its not functionally tested, or it hasn’t been properly customized to the kinds of work that people are doing.  I’m sure you use software at the Fool for maybe HR (Human Resources) or whatever.  So these products actually did that.  They allowed people to stress test these big software deployments before companies went live, and they were the standard.  They were a gold standard company.  In every way as strong as we think of blue chip stocks in their specific sectors.  They were as sticky and as powerful. 

But they had been run into the ground by a greedy management team.  The CEO of this company was a multi-multi-multi-millionaire.  He didn’t need to have 49 instances of (stock option misstating).  He may have made a million extra dollars misstating options.  But he killed his reputation and he probably had a billion dollar fortune.  He was actually the founder of this company.  

The CFO didn’t personally benefit from this.  Many people thought the CFO was the scapegoat because very few people liked him.  I don’t know if that’s true or not.  This was actually the very first stock option misdating poster child, which kind of became a trend thereafter.  Some of the other companies that went through this actually also turned out to be pretty good investments.  

I’m not advocating stock option misdating, but stock option misdating really has no fundamental bearing on the business of the company.  When you’re an investor, you’re buying the underlying fundamental business of the company.  It’s easy to get caught up in the hype and the headlines and the fear.  But it’s better to focus on: What am I buying?  I’m buying a company that sells a product at a price and presents a value proposition to its customers.  If it’s a good one, if it’s a sound one, it will be a durable one.  That was the case for these guys.  

I wouldn’t be upset with your reaction like: I totally disagree with Vik, this is total crap, the vast majority of the mythical (investment) firm in this case study called it the same way.  This is too risky.  This is crap.

Q. Did the mythical boss follow through on his pledge?

Vik: What pledge was that?

Q. That it wouldn’t be a good career decision?  

Vik: He probably would agree with that, even though the stock worked out pretty well. I think the analyst in question agreed, you know after the stock… (laughter).  The analyst said, maybe I can do this better myself.  So anyway, that’s the case.

Jim: You mentioned stock options.  It seems to me that they’re easily abused, and I’ve looked at this in some companies, and the dilution in one company I looked at was as much as 25%.  It’s unbelievable.

Vik: It’s a huge tax on shareholders, absolutely. 

Jim: Yeah, and to me, there needs to be some sort of control on that, but I don’t know what it could possibly be.  

Vik: To be fair though, this was one of those, kind of, writing the law after the crime kind of situation. I have a very good friend whose a financial executive and one of the most upstanding people I know.  His company is dealing with this kind of problem right now.  He was saying, at the time, the lawyers were telling us this is industry standard, do this.  So it seems a little unfair when legal counsel advises them that way, for them to be punished for it after the fact.  This was the industry-wide standard.  This is the way things work in Silicon Valley.  You know, you started on Monday, the stock went down the week that you started, you were a senior enough person, you’d go back and say, “Hey, I want my vested price, my strike price, to be the lowest price for this week or for this month.”  It was just understood.  So sometimes there’s money to be made in those kinds of unfortunate circumstances. (applause)

Gary: So Vik, I think you’re still a recovering momentum investor.  

Vik: I don’t think so, momentum investors want to buy stuff that’s going up, not stuff that’s come down.  

Part Two: 
A. Hermes Case Study Follow Up (Vik e-mailed this after the conference)
I.  General Lessons

· There are significant advantages to being an individual investor:  

· You have no one to answer to but yourself and your own portfolio

· You do not have to justify the merits of your investment process to anyone  

· You are free from the formidable outside pressures and external psychological forces that can make it difficult to take a contrarian view within a large, entrenched institution.

· Stocks generating significantly-negative knee-jerk emotional reactions (from even the most self-confident sources) can often present outstanding investment opportunities (think of MRK in 2006 or MO in 2000).  Maintaining the self-discipline to dispassionately do your homework rather than merely buy into insidious conventional wisdom is difficult, but also potentially rewarding.  

· You, as an investor, can never have perfect or complete information.  Being a stock investor by definition requires taking calculated bets in the face of uncertainty.  The ability to make calculated bets is enhanced by independent and dispassionate fundamental due diligence.  

· Stocks are not merely pieces of paper to be traded like baseball cards or time series price data on charts.  Stocks represent ownership interests in real, living underlying businesses. 

II.  Case-Specific Takeaways

· Step away from the sensational turn of events at Hermes and assess whether the fundamental health of the underlying business has changed.

· Hermes is still the de facto industry standard strongly favored by customers

· Hermes has several formidable competitive advantages:  (1) barriers to entry (product is sticky and difficult/impossible to “rip out”), (2) significant market share leadership (results in a “network effect” where the large installed base leads new customers to adopt the industry standard) and (3) superior product technology.

· No change in the competitive environment (no new competitors, no new substitutes)

· Are there any positive implications from the change in Hermes’ management?

· A promotional and arrogant management team (with a history of overpromising and underdelivering) held in low esteem by investors has been removed

· The new CEO is a respected industry veteran with a demonstrable track record of turning around a struggling company and delivering value to shareholders 

· The new CEO’s compensation package (an options grant with a strike price at the market close of the day of the case) and financial interests are closely aligned with shareholders
· Without any legacy options to worry about, the new CEO has no incentive to be promotional or to make overly-optimistic forecasts.

· A new management team may be more willing to sell the company to an interested buyer given the backdrop of a consolidating industry
· Can we make a reasonable, back-of-the-envelope estimate of Hermes’ free cash flow power?  

The case attempts to simplify things for you by giving you the calculations.  Below are the hard sources for the information the analyst in the case was able to cobble together in an attempt to “audit” the free cash flows by calculating them in backwards fashion.  

STEP 1:  After making the draconian assumption that only thing the auditors could capably do was accurately count cash in the till (I can think of no example in the post-Enron world of Sarbanes-Oxley where an auditing firm could not verify cash in bank accounts), the analyst simply saw how much cash Hermes had on the balance sheet 10 quarters ago versus the most recent reported quarter.  

                                                           

Fiscal Year Ending 
Fiscal Quarter Ending

                                                              
 Dec 31, 2002
                  June 30, 2005

BALANCE SHEET

Cash and Marketable Securities (asset)     $895 mil                          $955 mil

Convertible Debt (liability)                       $500 mil  

 
$500 mil

Given that debt did not increase and the cash balance grew by $60 million during this period, the analyst can assume that Hermes generated $60 mil in free cash flow (cash left over to stick on the balance sheet after paying for capital expenditures) over these ten quarters.  He can do this because he has simultaneously examined all of the cash flow statements and balance sheets over the relevant time period.  He also knows that the company’s use of working capital did not change meaningfully and that the company did not issue any new shares of stock (equity) to the public.   

STEP 2:                                                               

CUMULATIVE CASH FLOW STATEMENTS (for the period encompassing January 1, 2003 through June 30, 2005)

Cash spent on Acquisitions (net of cash acquired)


$(240) mil

Cash received from Employee Stock Incentive Plans 

$100 mil

  and Cash Tax Benefit from Options 

Cash spent on Stock Repurchases




$(300) mil

Tracking the uses and sources of cash, the analyst can determine that Hermes spent $240 mil on acquisitions and $200 mil on net stock repurchases.  Where did this money come from?  Knowing that cash on the balance sheet went up over this time period and that no new debt or public stock offerings were issued, this cash had to come from the company’s operations itself in the form of free cash flow.

Taking the $60 mil in Step 1 and the $440 mil in Step 2 gets us to a total estimated free cash flow generation of $500 mil for the 10 quarters between the end of 2002 and the middle of 2005.

A.  Free Cash Flow generated over 10 quarters from end of 2002 to middle of 2005 = $500 mil

B.  Divide by 10 to get the quarterly free cash flow contribution:  $500 mil / 10 = $50 mil

C.  Multiply the quarterly free cash flow contribution by 4 to get the annual free cash flow contribution:  $50 mil x 4 = $200 mil

The case tells us that Hermes has 91 mil shares outstanding.  Therefore, Hermes has $2.20 of free cash flow power per share.  Notice that we are not making the extra effort to “unlever” this free cash flow number because the analyst already knows that the interest income Mercury receives on its cash balances is roughly cancelled out by the interest expense it pays on its convertible debt balance.  

D.  $200 mil / 91 mil = $2.20

· What confidence do we have that the “back-of-the-envelope” free cash flow analysis we just completed is based on legitimate numbers?

In the press release mentioned in the case study, we learn that Hermes, after taking the extraordinary step of firing three incumbent members of senior management, has blessed historically-reported cash flows.  This is not an insignificant piece of information.  The fact that the company issued such a formal, public statement (a statement that was undoubtedly reviewed by an army of lawyers, auditors and beancounters) in an environment of such intense regulatory and legal scrutiny should make us feel a little more confident in our analysis of historical cash balances.  

· What free cash flow multiple is Hermes trading at?  What does this multiply imply about the market’s assessment of Hermes’ forward business prospects?

The case tells us that Hermes stock is trading at roughly $22.  It also tells us that Hermes has $5 in net cash ($955 mil in cash and marketable securities minus $500 mil in debt, divided by 91 mil shares) per share.  

Stock Price:  $22

Net Cash (cash balance net of debt):  $5

Enterprise Value:  $17

Free Cash Flow Estimate:  $2.20

Enterprise Value to Free Cash Flow Multiple = $17/$2.20 = ~8x

Assuming a 10% discount rate (4.5% risk free rate plus 5.5% equity risk premium), Hermes is trading at a multiple that implies that its free cash flow growth rate is less than zero.  In essence, the market is assuming that Hermes will not only not grow, but will actually steadily decline over time.  This is in sharp contrast to Hermes’ business growing annually at roughly a 15-20% clip recently.  

· Can we attempt to value what Hermes is worth?  What is the risk/reward profile for an investor buying the stock today?

Assuming that Hermes grows merely 12% (below its historical rates) for the next 5 years, 6% for the next 5 years thereafter and then 3% thereafter, Hermes should trade at a 22x multiple on free cash flows.  Thus, we can derive a price target of over $50 for Hermes.

Back-of-the-envelope Free Cash Flow estimate of $2.20 x 22 = $48.40 + $5 of net cash per share = $53.40.  Therefore, $53 is our upside target price.

We also know that non-cyclical free cash flow generating firms typically don’t trade below 10x free cash flow.  At a 10x multiple ($2.20 x 10 + $5 of net cash per share), Hermes has a downside target price of $27.

Both our downside price of $27 and our upside price of $53 are above where Hermes is currently trading.  It appears that the risk/reward profile on Hermes stock is very favorable for an investor buying at the current stock price.

· How concerned should we be about the very real risk that Hermes will be delisted from the Nasdaq?

While we as investors would never want one of the companies we owned to be delisted from a large and recognizable stock exchange, we must ask ourselves how a delisting will change the fundamental position of Hermes’ underlying business.  Furthermore, if we can be patient enough, we can assume that a company of Hermes’ stature (industry standard, prominent company) will be able to refile delinquent audited financial information in a prompt enough manner to eventually be relisted.  Finally, while we may not have access to the relevant academic studies, might it be reasonable to assume that a delisting will have very little impact on the actual stock price (investors who fear a delisting have almost certainly already sold the stock)?    

· Shouldn’t we dissuaded from buying this stock because “where there’s smoke, there’s fire” or, alternatively, where one significant problem exists, others will follow?  

These sentiments can fairly be characterized as undifferentiated conventional wisdom.  We need to ask ourselves whether such conventional wisdom is already embedded in Hermes stock price or not.  Furthermore, does the “smoke / fire” or “cockroach” argument apply to all situations or only those where the underlying business and/or its free cash flow stream is fundamentally impaired?

The largely-unprecedented instance of a 15-20% grower and industry leader trading below 10x free cash flows undoubtedly requires significant fear and loathing.  Do any of the sources perpetuating that fear and loathing have contrary interests to ours?  Does the homework we have just completed logically and dispassionately give us comfort about the fundamental durability of Hermes’ business?  Does our analytical exercise give us any kind of “edge” with this investment by tilting the odds of success in our favor?  

Finally, it is worth pointing out that after sharp price drops, stocks are perceived to be more risky by both the general public and the investment community.  Do you agree with this notion?  Is a stock 30% cheaper than the day before and now trading at 8x free cash flow (versus a normal valuation of 22x) more or less risky than a stock widely perceived to be great and trading at 50x free cash flow (versus a normal valuation of 25x)?  
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