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Portfolio Manager:  H. Terrence Riley III, CFA 

 

GENERAL POINTS:  

 

 Benchmark: S&P 500 (SPX). 

 Primarily a bottom-up process based on fundamental analysis of public documents in combination 

with top-down adjustments for risk control. 

 Value-based strategy with growth overlay (GARP). Stocks never purchased based solely on 

valuation. 

 Below market risk (as defined by both beta and standard deviation of returns). 

 Portfolio consists primarily of businesses that are headquartered and operate in the U.S. 

 Concentrated portfolio of 25-to-35 stocks. 

 Capitalization $1 billion up to mega-cap.  

 Stock positions range from 1%-to-6% weight depending on manager’s subjective determination of 

risk (function largely of business risk, capitalization, trade volume, etc). 

 Sector weights can vary significantly vis-à-vis the SPX (generally between 0.5-to-1.5 times SPX 

weights). 

 Portfolio target toward full investment, i.e., cash generally kept to less than 5% of total value. 

 Stocks not sold base solely on (over)valuation.  As stocks become overvalued according to 

manager’s criteria, position reduced on scaled basis for risk control purposes and sold entirely if 

trigger event appears likely. 

 

 

GENERAL DESCRIPTION 

 

FVCM employs a value-oriented investment style known as Growth at a Reasonable Price (GARP) with a goal 

of providing returns in excess of the S&P 500 with lower volatility. The portfolio consists of medium and large 

capitalization stocks. The three prime factors relating to this style are as follows: 

 

GROWTH: FVCM constantly searches for stocks for investment which are expected to produce upward earnings 

momentum and earnings estimate revisions, but we do not limit our target universe to the fastest growing 

companies in an industry or sector. The key to our strategy is the requirement of expected earnings growth, but 

only in relationship with the second key variable, value. 

 

VALUE: Overpaying, even for a great company, is not a strategy for investment success. Consequently, we are 

rigorous in applying a broad range of valuation measures appropriate to each stock under consideration for 

investment.  At its core, we are seeking to buy a future stream of cash flows at the lowest possible price.  Success 

is determined by a search for value. 

 

DIVERSIFICATION: Modern portfolio theory is widely accepted with regard to arguments for diversification. 

We seek to minimize the volatility of returns through proper investment in a wide range of companies, industries 

and economic sectors with little cross-correlation in terms of both the operations of the businesses and the stock 

behavior.  

 

GARP is different than a Deep Value style which, for example, seeks only to invest in companies with low 

absolute P/E or P/B ratios.  Similarly, managers executing a Growth style will typically purchase the stocks of 

companies with the most outstanding growth prospects with little regard for standard measures of valuation.  

GARP is a careful weighting on both factors for optimal performance. 
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PORTFOLIO CONSTRUCTION 

 

Our database consists of more than 14,000 U.S. traded stocks and other securities.  By excluding trading in 

ADR's of foreign companies, our total universe is down to about 10,000 securities.  Furthermore, while we use 

the entire universe of stocks for sector and industry analysis, we actively invest only in stocks with a market 

capitalization of approximately $1 billion or more.  This limits our potential investment universe to about 2000 

companies.  

 

The FVCM portfolio consists of a minimum of 30 stocks and maximum of 35 stocks. At least 30 stocks are 

needed to provide adequate diversification with the goal of reducing volatility to a level similar or below a 

broadly diversified index like the S&P 500. At the same time, positions beyond 35 stocks provide diminishing 

marginal benefit with regard to diversification.  Each stock typically accounts for 3% to 4% of the portfolio 

weight, but the actual range may be between 1.0% and 6.0%.  The individual weighting is made at the sole 

discretion of the portfolio manager and generally reflects the manager's subjective determination of the stock's 

risk/return potential relative to other stocks in the sector.  Cash is a residual and is generally below 5% of total 

portfolio value. 

 

 

PROCESS 

 

Like the process of solving simultaneous equations, the Investment Process for the SEP involves an ongoing  

bottom-up search for attractively priced stocks, while at the same time weighing company specific analysis with 

macro-analysis, which provides direction in terms of investment theme and security weights.  While the sections 

of the Process below are numbered, the analysis is simultaneous and not sequential. 

 

I. Macro Analysis: 

 

The SEP macro-economic analysis targets three main variables: inflation, interest rates and real GDP growth. 

Factors such as central bank monetary policy, fiscal policy (government spending and taxation), international 

trade, and structural determinants such as demographic trends, are subject to ongoing evaluation because of their 

impact on earnings growth, risk premiums and the general cost of capital.  Subsidiary variables such as 

commodity prices and foreign exchange rates are also closely monitored because of their impact on sales and 

profit margins.  

 

The identification of secular market trends is an important component of our investment process. Such trends, by 

definition, last for years and are driven by major shifts in technology, global trade, and the domestic macro-

economic environment. The identification of such trends can add substantial value to the investment process 

because market prices often take long periods transitioning from undervaluation to overvaluation as the secular 

trend is first denied, then recognized and finally over-estimated. 

 

The outcome of macro-economic analysis is instrumental in identifying future trends in sector rotation. Also, 

while our style is GARP, emphasis may shift between growth and value depending on secular macro trends. 

Portfolio sector weights are targeted in accordance to this analysis. It should be noted, that this is not a top-down 

style as sector targets will be adjusted based on the availability of stocks which meet the requirements discussed 

below. 
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II. Micro Analysis: 

 

The dispersion of returns within each economic sector and industry is generally very wide, reflecting the varying 

performance of each company’s management and strategy.  Nonetheless, an analysis of sales and margin trends 

for broad sectors and industries is conducted in order to gain greater insight for the analysis conducted at the 

individual company level.  

 

Focusing on specific industries, we determine whether an industry is cyclical, and if so, what cycle it follows. 

With respect to growth industries, we examine the secular trend in demand.  In addition to analyzing “top-line” 

factors that impact a sector or an industry, we look for issues leading toward changes in operating margins.  Such 

factors include changes in labor markets, the cost of raw materials, industry consolidation or expansion, or 

changes in government regulation. 

 

III. Stock Research and Selection: 

 

A search process for stock ideas is employed continuously. The search process includes written news sources, 

industry publications, seminars and company presentations, brokerage reports and discussions with other persons 

in the industry. The portfolio manager seeks well managed businesses that show a demonstrated commitment 

and ability to generate good returns on capital for the shareholders and which trade at attractive measures of 

value. At the same time, alpha can be achieved through the elimination of losers—the companies with the worst 

potential outlook. For this reason, the portfolio manager executes a process with four layers that begins with 

quantitative analysis: 

 

1. Quantitative Measures – Before doing a thorough business analysis, new stock ideas are first subjected to a  

series of quantitative screens for relative value (e.g. price/earnings, price/book, enterprise value/EBITDA, etc.), 

financial integrity (leverage and liquidity ratios), and the historical performance of management in building  

shareholder value (i.e., growth in owners equity and the absence of special charges).  While quantitative 

measures cannot find the winners, they are very useful at eliminating stocks that represent undue risk of decline  

and are not worth further consideration.   

 

2. Fundamental Business Evaluation – Stocks meeting initial quantitative measures are subjected to a more 

qualitative analysis with the examination of recent SEC filings (forms 10K, 10Q), brokerage reports and other 

written material. Factors examined include operating efficiency, regulatory constraints, management style, 

financial reporting clarity and simplicity, and financial condition with a close examination of the balance sheet, 

statement of cash flows and footnotes within the form 10K. Corporate governance issues are considered through 

an examination of the latest Proxy statement as well as other available materials. On this basis, an opinion is 

developed with regard to a company’s earnings prospects relative to its group and to the market as a whole, and 

management’s ability to successfully deploy shareholder capital over a period of years.   

 

The manager is not looking for the businesses with the highest profit margins or the highest returns on equity at 

the present.  Often companies with the best earnings growth prospects, unrecognized by the public markets, are 

those with a culture of innovation but which may have depressed margins due to factors that have a reasonable 

likelihood of reversing.  Earnings growth through margin improvement combined with low measures of 

valuation often provide the best chances for superior investment returns. 
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3. Relative Contribution to the Portfolio – The correlation of each stock's historical price performance relative 

to other stocks in the portfolio is considered for the purpose of minimizing total portfolio volatility. Stocks are 

also examined in terms of their sensitivity to extraneous variables. For example, stocks are considered in terms of 

their duration, much in the way bonds are.  The stocks of businesses with high current free cash flow (short 

duration) perform differently when risk premiums change than more growth-type companies (long duration) 

which are not expected to produce free cash flows until far into the future.  

 

4. Timing Issues – Value can be added by careful planning of transaction timing.  Stocks may be found attractive 

on a whole range of company specific issues examined. However, if our macro-economic or industry analysis 

indicates a particular entry or exit time is sub-optimal, due to a change in cyclical direction for example, the 

purchase or sale will be delayed until conditions indicate otherwise. Furthermore, technical analysis is employed 

in order to time short-term purchase and sale decisions. 

 

IV. Portfolio Re-Balancing: 

 

Because our portfolios are benchmarked against the S&P 500, the decision to overweight, underweight or wholly 

exclude any particular component of the index is made deliberately.  Furthermore, it is at this level of portfolio 

construction that the macro-analysis and the bottom-up company analysis intersect.  Changes in the actual 

investment weighting of either individual companies or industries or sectors can be driven by results at any stage 

of the investment process. 

  

The portfolio goes through an ongoing process of re-balancing sector/industry/company weights for the purpose 

of risk management. When an individual stock, or groups of stocks, experiences a disproportionate increase in 

price, it will become a larger proportion of the portfolio value than originally targeted. Assuming fundamentals 

are unchanged, portions of such positions may be sold in order to bring the weights down to target levels. 

Similarly, when stocks fall in relative value, purchases will be made to bring the weights back up to target. This 

technique of re-balancing is a disciplined means to reduce risk by preventing any one stock or sector from 

becoming an excessive proportion of the portfolio.  

 

 

V. The Sell Decision  

 

A decision to sell a stock position occurs when there is a misalignment between price and fundamentals, and 

there is a trigger event or the expectation of a trigger event. There are two primary occasions when such negative 

misalignment occurs: 

 

1. Changing Fundamentals - When business fundamentals, such as competitive pressure and pricing, product 

performance, cost issues, or our evaluation of management’s competence or direction, have materially changed 

without a negative price adjustment having already occurred. In instances were news of a negative change in 

fundamentals is accompanied by an immediate price adjustment, a determination is made as to the 

appropriateness of the magnitude of the price adjustment and the materiality and expected duration of the 

change. 

 

2. Over-valuation - When the price of a stock has risen sharply without a proportionate improvement in 

fundamentals and valuation levels become extreme.  Because very good performance can be attained from stocks 

as they transition from fairly valued to overvalued, sales of stock for this reason are done on scaled basis as the 

portfolio is rebalanced (see the previous section).  In other words, we let our winners run, but gradually take 

money off the table. The final sale of all shares of an overvalued equity is only made when there is an expected 

trigger on the horizon that increases the likelihood of a negative adjustment.  


