
Long-Term Value Investing

TWST: Would you please start by telling us about Aster

Investment Management and the Meridian Funds?

Mr. England: Aster Investment Management has been

around for over 20 years and has about $3.8 billion in assets between

three mutual funds: the Meridian Growth Fund, the Meridian Value

Fund, and the Meridian Equity Income Fund. Rick Aster founded the

firm and is the lead manager of all three funds. Rick’s primary focus

is the Meridian Growth Fund. We use a research team approach here.

Larry Cordisco, Jim O’Connor, and I do the primary research on the

companies we invest in, while Rick oversees the strategy and pro-

vides daily guidance on the stocks. I do most of the day-to-day port-

folio management with input from Rick, Larry, and Jim.

I have been working on the Meridian Value Fund for more

than five years. Larry has been here for over three years and Jim has

been here for almost three years. 

TWST: How has the Meridian Value Fund performed

over the last year? You had an excellent track record the last time

we talked to you. How did you do over the past year and what is

the outlook for value going forward?

Mr. England: We have a strong long-term track record and

we’ve done well in 2006. This year, we are beating the S&P 500 for

the seventh time in the past eight years and currently we are in the

top 20% of our peer group as measured by the rating agencies. Over

the past five years, we have returned an annualized 12.3% compared

to 7% for the S&P 500. We have been one of the top funds in the

country for the past 10 years with a 17.2% annualized return. 

We are confident in our strategy. Value investing has the

best long-term record. Our value strategy is somewhat unique. We

look for companies that are having problems that we measure as de-

clining year-over-year earnings. We research these companies to de-
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termine the source of the problem. The problem usually fits a few

patterns. It can be the general economy, a problem specific to a cer-

tain industry, or a company-specific problem. Company-specific

problems can vary widely, but there are several common ones. Ac-

quisitions become problematic, a company misses a product cycle

and loses market share, sometimes a company enjoys strong growth

for a period of time and loses control over operations, or it could just

be a case of mismanagement. We look at these companies, figure out

why they are having problems and then research the companies we

believe will resume sustainable earnings growth. These are the ones

we invest in. 

Right now, the climate for the strategy is good and improv-

ing. We firmly believe that the strategy will outperform over the long

term, and it has. But we do not expect to outperform every year, and

over the past few years it has been tough. Corporate earnings have

been unusually strong. I believe the third quarter of 2006 marked the

17th consecutive quarter of double-digit S&P 500 earnings growth,

the longest such streak in history. In this atypically strong environ-

ment, we saw fewer companies having problems, and this was a tem-

porary headwind.

The trend is turning around. Overall earnings growth is still

okay, but should be in the single digits for the next several years,

which is more normal. There are now more better-quality companies

having earnings problems. The economy is clearly slowing down,

and this is good for our investment style. We are optimistic about the

current environment.

TWST: You invest in all-cap. What is the approximate

composition of large, mid- and small cap companies in your

Fund? Has that changed?

Mr. England: I don’t think the mix has changed signifi-

cantly over the years. The current breakdown is roughly 50% mid-

cap, 15% small cap and 35% large cap. We don’t manage to a

particular weighting by market cap. Typically the majority of the

stocks we hold are in the mid-cap area. That tends to be where we

find the most value, at least at this time.

TWST: The mid-cap area is often called the sweet spot.

What attracts you to that arena?

Mr. England: Mid-cap companies are big enough and have

been around long enough to have a decent track record and an estab-

lished business, but are not big to the point of limiting growth. It’s

easier for a company to go from $5 billion to $10 billion than it is for

a $50 billion company to go to $100 billion. That being said, we find

also plenty of good large cap and small cap candidates.

TWST: Tell us about the investment process and what

characteristics and valuation metrics you’re looking for in po-

tential holdings.

Mr. England: Our ideal holding is a temporarily broken

growth company that operates in an attractive and growing industry

and has a leading and defensible market position. We like a solid bal-

ance sheet, good management and the potential for strong returns on

capital and free cash flow generation. A reasonable valuation is im-

portant. It’s difficult to find companies that meet all of these criteria.

No company is a perfect fit. We avoid companies that, in our opin-

ion, are in a secular decline. We don’t invest in any companies that,

by our analysis, can’t grow earnings for at least two years. 

Price to normalized earnings is our main valuation crite-

rion. We try to determine what we believe a company can earn in

three to five years once the problems are fixed. We compare this

earnings level to the current price. Free cash flow yield is another im-

portant measure for us. We look at all valuation parameters, but these

are the top two.

To find investment candidates, we run screens for compa-

nies that are having problems. We identify the ones that, in our

view, have strong financial characteristics and will resume growth.

We read the financial statements, follow any news, listen to con-

ference calls, talk to management, and meet with the management

in most cases. Sometimes the decision is easy, but more often we

monitor companies for several months and sometimes years before

investing. Our research team may monitor over 100 companies at

any given time.

“Our ideal holding is a temporarily broken growth company that operates
in an attractive and growing industry and has a leading and defensible
market position. We like a solid balance sheet, good management and
the potential for strong returns on capital and free cash flow generation.”
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TWST: How many holdings do you generally have in

the Fund?

Mr. England: Right now, we have about 60. This is down

from approximately 75 to 80 a year ago. We made the decision to be-

come more focused, and we increased our concentration in specific

companies. This number will go up or down depending on the envi-

ronment, but for now we believe 60 is the right number.

TWST: Do you have a cash position?

Mr. England: It is approximately 5% and usually does not

stray much from there.

TWST: What sectors are you overweight or under-

weight in at this time?

Mr. England: We are not significantly overweight in any

sector at this time. We do not pay a lot of attention to sector weight-

ings. Our strategy is bottom-up, so we tend to be weighted where we

find the best candidates. 

We are somewhat underweight in energy, and again, this

is a function of our strategy. Our energy investments have done

well over the past couple of years. We’ve trimmed them due to

earnings strength and price appreciation. We have reinvested the

proceeds in companies that are earlier in the recovery process. With

the industry performing well, there have been few new candidates

that meet our strategy. We have some exposure to energy, but we’re

underweight relative to the market. It is more our strategy than a

bearish view on energy. 

TWST: What are some of the stocks that you have

found over the last year or so that are representative of your in-

vestment approach?

Mr. England: A good example is Entegris (ENTG). Ente-

gris makes capital equipment and consumables for the semiconduc-

tor industry. The company caught our attention after earnings

declined in 2005 due to a dilutive merger, restructuring costs associ-

ated with that merger, and a downturn in the semiconductor industry.

The semiconductor industry is tough and volatile, but we believe En-

tegris will outgrow the industry for the foreseeable future. 

Entegris’ specialty is micro-contamination control. They

sell systems and products that allow semiconductor manufacturing

companies to manufacture, handle, and ship semiconductors in in-

creasingly complicated and demanding environments. Entegris pro-

duces gases, liquids, containers, and filtration products. It is the

leader in this market with over a 50% share for many of its products.

The semiconductor manufacturing process becomes increasingly

complicated as companies fit more capabilities onto smaller chips.

This increases the risk of contamination and increases demand for

products that Entegris makes. We believe this is a secular trend that

will benefit the company for the foreseeable future.

The company should also benefit from the merger, which

was between Entegris and Mykrolis. The two companies had com-

plementary technologies that have since been used to develop new

products that would not have been possible for either company alone.

They had different customer bases within the same industry, which

“Entegris makes capital equipment and consumables for the
semiconductor industry. The company caught our attention after earnings
declined in 2005 due to a dilutive merger, restructuring costs associated
with that merger, and a downturn in the semiconductor industry. The
semiconductor industry is tough and volatile, but we believe Entegris will
outgrow the industry for the foreseeable future.”

1-Year Daily Chart of Entegris

Chart provided by www.BigCharts.com
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has created an opportunity for cross-selling. With new products, new

customers and a favorable secular trend, we believe this company is

poised to excel. 

In the meantime, the downside should be reasonable, given

the stock’s valuation. It trades now for approximately $10.50 and the

company has over $1.50 cash per share. We think normalized earnings

in three to five years can be $0.90, up from estimates of $0.60 this year.

Taking out the cash, the stock trades at a p/e of 10 times normalized

earnings, which is attractive, and 15 times current year earnings, which

is quite reasonable. There is a downside if the industry worsens, but we

are confident with the long-term outlook for Entegris.

TWST: And that’s a tech stock in a value fund. That’s

great.

Mr. England: Yes. Because we focus on earnings growth

and normalized earnings, our Fund usually has a higher growth pro-

file than your typical value fund.

TWST: What about another stock?

Mr. England: Liz Claiborne (LIZ) is an apparel manufac-

turer with a wide collection of brands. Some examples are Liz Clai-

borne, Dana Buchman, Sigrid Olsen, Lucky Jeans, and Juicy

Couture. It sells through its own stores, department stores, and other

retailers. Earnings declined this year mainly due to inventory adjust-

ments at department stores, much of which was caused by the merger

of Federated (FD) and May that included a large number of store

closures. Federated is a large player in the industry, and many ap-

parel companies suffered. We believe that the worst is over and de-

partment stores appear to be improving. Federated’s sales have been

particularly strong lately. 

There are several other factors that should help earnings

growth. The company has been undergoing restructuring, and this

should reduce costs and benefit earnings going forward. Secondly,

Liz Claiborne’s own stores have been doing well with positive

same-store sales this year, and there are good opportunities for ex-

pansion. The company has several high growth brands that are doing

well right now, such as Lucky, Juicy Couture, and Enyce. They

should become a bigger part of the company and drive growth. 

The company believes international markets are under-pen-

etrated, and international sales could go from 26% of total sales today

to 35% over the next several years. Liz Claiborne has a strong record

of successful acquisitions, which could be another way to drive

growth. The company has a history of high returns on equity, which

gives us additional confidence. We believe earnings will grow from

about $3 per share this year to $4 per share over the next few years.

The stock trades in the low $40s, or just over 10 times our estimate of

normalized earnings, which we believe is an attractive valuation.

TWST: What about financial stocks?

Mr. England: We have a few banks, some insurance hold-

ings and REITs. We don’t have an outlook on the sector, but we have

done well with stocks such as JPMorgan Chase (JPM). A recent

purchase was Annaly Capital Management (NLY). Annaly invests

in mortgages. They differentiate themselves by focusing on the best

quality credits. Their credit risk is close to zero. We believe that in

“Liz Claiborne believes international markets are under-penetrated, and
international sales could go from 26% of total sales today to 35% over the
next several years. Liz Claiborne has a strong record of successful
acquisitions, which could be another way to drive growth. The company has
a history of high returns on equity, which gives us additional confidence.”

1-Year Daily Chart of Liz Claiborne

Chart provided by www.BigCharts.com
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2007, many mortgage holders will be pressured by rising interest

rates due to resetting adjustable ARMs and other exotic mortgages

that have been popular in recent years. Companies that invest in the

highest quality credits should benefit. 

Annaly will also benefit from a normal yield curve. History

has shown that inverted yield curves do not last forever. The com-

pany is well positioned. 

TWST: What’s a recent purchase that you have made?

Mr. England: A recent purchase was Beckman Coulter

(BEC). We purchased shares this year and have increased the posi-

tion recently. Beckman is a leading provider of clinical laboratory

testing equipment and consumables. Earnings declined this year due

to increased R&D spending and increased marketing costs to support

new product launches. There was an impact from a change in the

sales model of high-ticket testing equipment, which went from cash

sales to a leasing model. 

Going forward, we believe earnings will grow strongly. The

company is anniversarying the change in the sales model. The focus

on product development should pay off. More than half of the com-

pany’s products have now been updated. This drives revenues, im-

proves Beckman’s competitive position and allows for better

pricing. The consumables business is growing strongly due to new

products and favorable demographic trends, and this benefits both

revenue growth and margins. The company is also doing well in a

product area called immunoassays, and this should be a high growth,

high margin business. The company is also well positioned to capi-

talize on the growth of clinical testing in China.

We expect earnings to grow from around $2.80 this year

to over $4 during the next few years. The stock sells at $60, so it’s

not particularly cheap on the surface. But Beckman has achieved

high returns on equity in the past and we believe ROE will exceed

25% in the future. This justifies a high p/e multiple, in our view.

Typically, companies in their sector trade at a premium to the mar-

ket. The stock’s current valuation, roughly 15 times normalized

earnings, is attractive.

TWST: What about on the sell side? What triggers an

exit from your Fund?

Mr. England: Ideally, a company fixes its problems and

the stock does well for a year or two. We might still like the company,

but after a few years of earnings growth, the stock just doesn’t fit our

strategy anymore. So we will sell it and reinvest in a company early

in the turnaround. 

There is another reason we sell. If the original problem

does not go away and earnings continue to decline, or a new problem

surfaces, we evaluate whether the situation is temporary and we need

to be patient, or if we need to sell and move on.

TWST: What is the average turnover in the portfolio?

Mr. England: The average is about two-thirds. Our typ-

ical holding period is about a year and a half, but we will hold

stocks longer if it looks like the turn is happening but is taking

longer to play out.

“Beckman Coulter: We expect earnings to grow from around $2.80 this
year to over $4 during the next few years. The stock sells at $60, so it’s not
particularly cheap on the surface. But Beckman has achieved high returns
on equity in the past and we believe ROE will exceed 25% in the future.
This justifies a high p/e multiple, in our view.”

1-Year Daily Chart of Beckman Coulter

Chart provided by www.BigCharts.com
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TWST: What are some examples of core holdings that

you’ve held for longer times?

Mr. England: One is Manitowoc (MTW). This is a posi-

tion we have trimmed recently, but we’ve owned it for almost three

years. The company has three businesses — large cranes, food ser-

vice equipment, and shipbuilding. Initially, earnings had declined

due to a cyclical decline in the market for large cranes, and the com-

pany also had problems with their shipbuilding business. Now, the

crane market is booming. This has been driven by a rebound in North

American commercial construction and strong international demand,

particularly in China. The shipbuilding results have also improved

and the food service segment is steady. 

The company is guiding earnings per share to approach $4

next year, which is up from the $0.39 they earned in the year before

we invested. It took a while for the company’s earnings to take off.

Demand was improving, but margins were held back by runaway

steel prices. We saw the turn playing out, but it wasn’t showing up in

earnings. We had to be patient in this case. The results eventually im-

proved, and the stock has done well for us. We trimmed the position

to reinvest in companies that are early in the turnaround. We believe

Manitowoc is a solid company with bright prospects. I believe man-

agement has done a great job, but after three years of earnings

growth, it doesn’t fit our strategy anymore.

TWST: Do you like turnaround situations?

Mr. England: Yes, absolutely. While our ideal company is

a temporarily broken growth company, we also find value in compa-

nies in less exciting industries or with lower growth profiles. There

can be an opportunity to boost margins through restructuring, better

operating procedures or to reinvigorate growth through new prod-

ucts. New management often facilitates this, and we look for those

situations. A slow growth company can improve margins, returns,

and earnings. This can lead to good results in a stock that might not

be in the most exciting sector.

TWST: What about mergers and acquisitions? Does

that impact your investment at all?

Mr. England: There are two ways it impacts us. Acquisi-

tions are difficult to integrate, so often problems crop up. This inter-

ests us if it leads to declining earnings.

Secondly, companies having problems often get bought

out. We have seen a lot of that this year, though we haven’t benefited

much, other than that we owned Symbol Technologies (SBL), which

is being acquired by Motorola (MOT). This year, buyers have been

willing to pay up for companies that are having significant problems.

We have seen several companies acquired that we were monitoring,

but we did not believe the earnings turn was secure enough to invest.

That has hurt us a bit, but at the same time, I believe several of our

companies are attractive acquisition candidates. 

TWST: What you do to try to control risk in the portfolio?

Mr. England: Most of the companies we invest in have al-

ready had significant problems. The stocks are usually washed out,

“Manitowoc has three businesses — large cranes, food service
equipment and shipbuilding. The company is guiding earnings per share
to approach $4 next year, which is up from the $0.39 they earned in the
year before we invested. It took a while for the company’s earnings to
take off. We believe Manitowoc is a solid company with bright prospects.”

1-Year Daily Chart of Manitowoc

Chart provided by www.BigCharts.com
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and this, in our opinion, limits risk. Also, once a stock does well, we

usually trim the position. We are sensitive to valuations. 

The portfolio is diversified and, because of our strategy, we

don’t chase hot sectors. If anything, it is the opposite. We are usually

investing in out-of-favor sectors, which should limit downside. All of

these things do reduce risk, and we have been praised by at least one

rating agency for our low volatility.

TWST: What do you like to see companies do with their

free cash flow? Do you like dividends or stock buybacks?

Mr. England: A company with good growth opportunities

should reinvest free cash at a high return in the core business. Many

companies don’t have such opportunities. If the balance sheet is

strong, we are fairly neutral between buybacks and dividends, as

long as the buybacks are actually reducing the shares outstanding

rather than simply offsetting option grants. Companies with highly

leveraged balance sheets need to pay down debt before dividends and

buybacks are increased.

TWST: Who are your typical investors?

Mr. England: Our typical investor is an individual. I be-

lieve our average investor in the Fund has a holding of approxi-

mately $21,000. We do have some larger accounts, but most of our

assets come from individual investors. They may be directed to the

Fund by investment advisers. Our minimum investment is low at

$1,000; we are a no-load Fund and our fees are reasonable. The

Fund is very accessible.

TWST: What do you think distinguishes your invest-

ment approach at Aster from that at other firms? What do you

bring to the table that others might not?

Mr. England: Our strategy is the differentiating factor. It is

somewhat unique, and we stick with it at all times. We’ve done his-

torical research on the strategy and believe that over the long term, it

outperforms, if executed properly. I also believe our research team

approach is different. That benefits us due to the experience we have

at the firm and the continuity of the team.

TWST: What advice would you give to investors today

about entering the stock market? Why would you recommend

value these days?

Mr. England: My main advice to any investor in the stock

market is that a long-term orientation is essential. Invest an amount

in equities that you can afford to leave in the market for a number of

years. We believe value investing will outperform the market over

the long term and that equities will continue to outperform other

asset categories.

TWST: Thank you. 

Note: Opinions and recommendations are as of 12/18/06.
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