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Market and Performance Summary
The Kovitz Investment Group® (KIG®) Equity Composite (Composite) increased in value by 0.1%
(net of fees) during the first quarter, while our primary benchmark, the S&P 500, increased 1.8%
over the same period. A poor quarter on a relative basis. Fortunately, long-term outperformance is
not predicated on outperforming the benchmark over every short-term interval along the way. In
fact, if you were to look at every 3-month rolling period since our performance inception date
seventeen and one-quarter years ago, you would find that the Composite outperformed the
benchmark only slightly better than 50% of the time - offering no better odds than correctly
guessing the flip of a coin. Three months is simply not a meaningful period (up or down) in this
regard. Given that our investment orientation is more long-term in nature, this result is unsurprising
and, frankly, not a concern, and none of this is new to a long time reader of our newsletters.
As a matter of fact, we would go so far as to argue that an acceptance of underperformance over
very short periods is what allows for consistent outperformance over more meaningful periods. This
may seem counterintuitive, but attempting to outperform over short time periods means you are
almost certainly basing your investment decisions on expectations of near-term stock price
movements, which are largely unpredictable, rather than making decisions based on the ultimate
value of the businesses underlying those stock prices.
For a concrete example of how we think about the trade-off between short-term and long-term
performance, consider the activity surrounding our position in Hertz that took place towards the
end of 2013. As part of the company’s third quarter earnings release, management lowered its
earnings guidance for the full fiscal year by roughly 5% due to an expectation of weaker volumes in
its U.S. airport segment, and the need to reduce excess capacity of its rental fleet. The excess
capacity issues were widely known, and it did not surprise us that travel would be slightly impaired
given the soft economy at the time. Our analysis indicated that these were short-term issues unlikely
to impair longer-term earnings power. This meant our investment thesis was still intact: that Hertz
Global Holdings (HTZ) should benefit from a more rational pricing environment, given industry
consolidation. From our standpoint, the next quarter was irrelevant as we felt the positive structural
changes occurring in the rental car industry were likely to play out over the next several years, and
the valuation of Hertz did not reflect the earnings power these changes would produce. Other
market participants thought otherwise, sending the shares down 15% in a single day.
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With the discount to our estimate of Hertz’s intrinsic value now wider, our inclination was to buy
more, which we did, making Hertz one of our ten largest positions. We weren’t under any delusions
that increasing our stake in a company that just disappointed Wall Street would have any beneficial
impact on our performance over the next few months. We did believe, however, that the company’s
fundamentals would improve over the next two to three years, and our overall performance during
this time period would be better off having a bigger stake in Hertz. By being more patient as to the
ultimate outcome we accepted the trade-off between short and long-term performance.
As indicated, there is nothing magical - or even informative - in looking at performance over a three
month period. Randomness alone can produce just about any outcome in the short run. In order to
give a broader perspective of the success of our investment management approach, we provide the
results for our complete history, which now covers more than 17 years. The following charts
summarize both annualized and cumulative performance results from January 1, 1997 through
March 31, 2014 for the Composite and the S&P 500.
KIG vs. S&P 500
Annualized Equity Performance (Net of Fees)
1-Year

3-Year

5-Year

10-Year

Since
Inception
(17.25 Years)

KIG

20.0%

15.6%

21.5%

7.9%

11.3%

S&P 500

21.9%

14.7%

21.2%

7.4%

7.5%

KIG vs. S&P 500
Cumulative Equity Performance (Net of Fees)
1-Year

3-Year

5-Year

10-Year

Since
Inception
(17.25 Years)

KIG

20.0%

54.4%

165.1%

114.6%

532.0%

S&P 500

21.9%

50.7%

161.0%

104.5%

246.5%

Please refer to the disclosure on the last page of this newsletter for additional discussion regarding the performance of the
Composite.
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Since inception, the Composite results have exceeded our benchmark by 3.7% per year on an
annualized basis. Compounding these annual differences over seventeen and one-quarter years has a
significant effect on wealth accumulation as the ending dollar values in the graph below illustrate.
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Please refer to the disclosure on the last page of this newsletter for additional discussion regarding the performance of the
Composite.

Evolutionary Mindset
Why is it that so many investors act with a short-term mindset? Countless studies have provided
evidence that strategies (particularly value-oriented strategies) focusing on longer time horizons yield
substantially higher returns than those focusing on shorter periods, and that successful market
timing is a fiction. Yet seeking trends in short-term price movements and overreacting to good or
bad news can still be found in every corner of the investment industry. If insanity can be defined as
attempting the same thing over and over, but expecting different results, can there be an explanation
as to why investors continue to act irrationally?
Possibly the best clue as to why many investors behave in a manner that may not be in their best
interests is found in the very way humans have evolved. Scientists currently believe that humans
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have been evolving for at least four million years, yet it has only been during the past 10,000 years
that our ancestors, enabled by the development of agriculture, lived in complex societies. In the
hunter-gatherer societies that preceded the more complex ones, survival of the fittest meant being
the best at navigating the day-to-day needs for food and protection. When your daily existence
depended only on finding food and keeping safe, thinking long term was an exercise that was not
rewarded or even necessary. It has only been in the last 10,000 years or so that the ability to think
long-term and plan for the future became an advantage.
Peter Bevelin, in his book “Seeking Wisdom: From Darwin to Munger”, distills this period of
human evolution into a simple, yet insightful, analogy. Bevelin offers…
“This means that humans have spent more than 99% of their evolutionary history in the
hunter-gatherer environment. If we compress 4 million years into 24 hours, and if the history
of humans began at midnight, agriculture made its appearance on the scene 23 hours and 55
minutes later.”
Therefore, for almost all of our current evolution, our ancestors were living moment to moment,
scrounging for food and avoiding predators. Only recently (i.e. for the past “five minutes”) have we
progressed to the point where we’re rewarded for thinking longer term and making the complex
decisions that humans in modern society are confronted with every day. It would make sense then
that the qualities that were beneficial for the vast majority of human existence still play a role in how
we interpret and comprehend the world around us.
Whereas the human mind is wired to respond to threats second by second, the business cycle for
any given company plays out over years. During periods when no new significant information on a
given company emerges, investors are still bombarded by the hysterically catastrophe-minded media
who tout every price fluctuation, analyst upgrade or downgrade, piece of economic or geo-political
news, and market prediction as must-have intelligence. Human nature is to respond to this
information. The idea that one should ignore it sounds preposterous to most investors, yet
disregarding this cacophony may in fact be the best course of action. The late Louis Rukeyser,
longtime “Wall Street Week” host, had investors’ best interest in mind when he said, “Don’t just do
something; stand there.”

Revolutionary Mindset
Longer-term methods are likely successful because they exploit the mistakes of the typical shortterm investor. Average holding periods for U.S. stocks have compressed dramatically over the years
to where they now span only three to four months. Given that there is at least a small minority of
investors like us that want to hold on to stocks for reasonably long periods of time, this means that a
great many stocks are held for as little as days or weeks. It follows then that the primary source of
daily market price fluctuations is due to investors focused on very near-term outcomes. As trading
has become dominated by this type of investor, companies’ share prices and intrinsic values can
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materially diverge, creating opportunities to profit when price and value eventually converge. We call
the process by which we attempt to exploit these inefficiencies Time Horizon Arbitrage. It’s based
on our belief that while even good companies may stumble briefly, taking a longer-term view is
warranted because businesses tend to build value over time, and eventually over time that value is
recognized by investors.
The value of a financial asset (i.e. a stock or a bond) is the present value of the future cash flows it
generates. Accordingly, value reflects three primary factors relating to these cash flows: the
magnitude (how much?), the risk (how likely?), and the timing (when?). For some financial assets,
the payment of these cash flows is a contractual obligation. For example, a bond is a contract
between a borrower (i.e. company or government entity) and a lender/investor that specifies timely
interest payments and the return of principal at maturity. Since the magnitude and timing of cash
flows are set, a bond buyer only has to worry about the risk of the borrower not having the financial
wherewithal to make all of these payments. Equities also derive their value from future cash flows,
but are distinguished by the fact that there is no certainty as to the amount of cash earnings to
distribute, nor any contractual obligation requiring the company to make specific payments to its
stockholders (even dividend payments are at best a quasi-contract). As a result, a stock’s value is
based primarily on the expectations of the magnitude, risk, and timing of cash flows. The difference in
expectations among investors is what creates opportunities.
As investors, we are engaged in the imperfect art of predicting the future. The very nature of this
activity is fraught with risk, so our approach seeks to minimize the permanent loss of capital by
selecting equity investments where we understand the business, where that business possesses
sustainable competitive advantages, and where our estimate of the value of the underlying
economics of the business is significantly higher than the current market price. Using this approach,
even if the future turns out to be different than we imagined, the margin of safety built in to our
purchase price typically helps to dampen the downside. Buying shares in good companies mired in
pessimism is one way to accomplish this. Company-specific pessimism in the stock market comes in
many forms, but is normally due to operating results that are below estimates, or the expectation
that future results will be as such. If our analysis suggests that the diminished expectations of others
are owed to short-term or transient variables in the fundamentals, then we will likely establish a
position.
The crux of the Time Horizon Arbitrage is having confidence that, given time, short-term concerns
will dissipate and other investors in the market will eventually arrive to offer a higher appraisal for
the business in the future. Patience and conviction in our analysis are the keys to profiting from this
approach. A stock can remain out of favor until evidence of better times seems so incontrovertible
that speculators on near-term profitability find the stock irresistible. As Charlie Munger has stated,
money is made not in the buying or selling, but in the waiting.
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Company Updates
Almost all of the quarter’s underperformance was due to a handful of stocks, which is not atypical.
Except for times where correlation of investment returns among various stocks is extremely high
(as it has been the past few years), a small group of stocks generally drives underperformance, as
well as outperformance, over both short and long time periods. As correlations continue to
normalize lower (as they have in the past few months), the spread between our best performers and
worst performers widens.
Shares of Bed Bath & Beyond (BBBY) and Coach (COH) (down 14% and 11%, respectively)
both sold off on earnings-related fears, while General Motors (GM) (down 15%) declined primarily
due to the announcement that it was recalling 1.6 million older model cars due to faulty ignition
switches. As investors, our primary job is to match valuation with expectations, meaning we are
trying to determine what expectations for earnings growth are priced into the current valuation.
Secondarily, we need to determine whether recent negative news signifies a busted investment thesis,
or whether it falls in the normal range of “things happen.”
Bed Bath has had the realm of the home goods space largely to itself since the bankruptcy and
liquidation of its primary competitor, Linens ‘n Things, in late 2008. Recently, fears of online
competition have focused investors on the possibility that Bed Bath is the next brick and mortar
retailer to get “Amazon’d.” While we believe that Bed Bath’s management is among the best of the
traditional merchants, it has taken longer than expected to build a significant online presence. Given
the cash generative nature of Bed Bath’s operation, it has the ability to keep investing in this area.
Regardless, at its current valuation of 11x earnings (excluding cash), we believe the risk of any major
incursion by Amazon on Bed Bath’s market share is already reflected in the price.
Coach is also being assailed, not by online competition, but by a couple of fashion forward rivals,
namely Michael Kors and Kate Spade. We don’t doubt the significance of the increased competition,
but we believe Coach’s current valuation more than discounts these fears. We think Coach’s brand is
much like the fabled tortoise, except Coach doesn’t necessarily have to win the race - it just needs to
finish higher than where the current odds place it.
Regarding GM, we do not want to minimize the significance of the recall (especially in terms of
human lives lost), but, purely from an investment standpoint, we believe we’ve seen this type of
headline risk play out many times before. Whether it was Johnson & Johnson (JNJ) and the
Tylenol poisonings in 1982 or the Coca-Cola (KO) recall in Belgium in 1999, scary headlines have a
way of receding with the passage of time. If the brand is solid and the company handles the tragedy
well, typically there is no long-term impact to sales and profits. GM has work to do to reclaim
customer trust, but its new CEO, Mary Barra, seems up to the task.
In each of these cases, we believe our investment theses are intact and that the expectations priced
in at current levels are far below what will likely happen over the next few years.
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There were some strong performers this past quarter as well, particularly Bank of America (BAC)
and Walgreen (WAG), which were up 15% and 11%, respectively. We don’t get complacent even
(especially) as prices of our holdings rise. Just as we determine what expectations are priced into a
stock price that has recently fallen, we apply the same thought process to companies experiencing
positive expectation revisions. While the recent increase in prices has taken both Bank of America
and Walgreens closer to our intrinsic value estimates, we do not believe either’s valuation
incorporates excessive growth expectations. Bank of America still trades at a discount to book value
even though its business continues to normalize post -financial crisis. Walgreen’s earnings should
grow nicely from this point as its tie-up with European pharmacy chain Alliance Boots begins to
bear fruit.

Portfolio Activity
During the recently concluded quarter, we initiated three new positions, trimmed two others, and
sold out of two completely. Two of the three newly purchased securities are energy-related
companies. Generally, we have had little exposure to this sector as many of its constituents’ fortunes
are inextricably tied to the whims of the oil and natural gas markets. Since we have no expertise in
determining intrinsic values of non-income producing assets, such as commodities, we have found it
tough to have any degree of conviction when analyzing a specific company. While not immune to
the vagaries of the oil market, we believe we have found two candidates that have many other
characteristics that make them attractive investments.

Buys
National Oilwell Varco (NOV)
Headquartered in Houston, Texas, National Oilwell Varco is a global manufacturer of diversified
drilling and production equipment and provider of support services for the upstream oil and gas
industry. In plain English, NOV provides equipment and services for oil and gas drillers. Rig
technology, NOV’s largest segment at about 50% of revenues, manufactures, sells, and services
complete systems used throughout the life of oil and gas wells, both onshore and offshore. Drilling
rigs are often the most technically sophisticated and expensive investments of a drilling operation.
NOV has built a reputation as the world’s leading rig manufacturer and is the market share leader in
many categories.
The demand for NOV’s capital equipment is dependent on the capital expenditures of oil drillers
and rig operators, as well as the aftermarket environment for replacement parts, spare parts, or
service requests. As oil and gas discoveries have moved farther offshore, recovering these resources
has become a more complex undertaking, which we believe will benefit a technology leader such as
NOV. Furthermore, the company’s substantial geographic diversification will alleviate the inevitable
lumpiness in regional demand. Trading at roughly 12x current year earnings, we believe downside is
limited while the potential for upside is significant.
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Ensco (ESV)
Ensco is a leading contractor of offshore drilling services to the global oil and gas industry. While
NOV makes the rigs, Ensco purchases them and contracts with exploration companies to utilize
them. The company owns and operates a fleet of 75 offshore drilling rigs (including eight under
construction) with about half dedicated to deep water drilling and half that operate in shallow water.
While we just stated above that we have no ability to predict future oil prices, we believe this stock,
which is currently trading at only 8x current year earnings, will prove to be incredibly cheap as long
as oil prices can stay above $80 per barrel (currently near $100). From a portfolio (hedge)
standpoint, we take additional comfort from the fact that many of our other holdings (i.e. consumerrelated) should reap substantial benefits if oil does break below $80 for an extended period of time.
Ensco is also coming close to the end of a hefty investment cycle, which should increase free cash
flow in coming years.
Ocwen Financial (OCN)
Ocwen is the leading servicer of subprime and Alt-A mortgages originated prior to the financial
crisis and the 4th largest servicer of mortgage loans overall. Mortgage servicing consists of
collecting payments from borrowers, transmitting those payments to note holders, and servicing
delinquent loans by pursuing either a loan modification or foreclosure. The company has
significantly expanded its portfolio of mortgage servicing rights over the last couple years in
primarily two ways: through acquisitions of mortgage servicing rights from large financial
institutions that are looking to scale back, or completely exit the business due to increased regulatory
scrutiny and higher capital requirements; and a recent venture of its own into originating and
servicing prime loans.
Ocwen is not exposed to the credit risk of the loans it services except that a delinquent loan is no
longer paying the servicing fee (which is built into the mortgage rate). However, the company has
established a strong track record of modifying delinquent loans with a lower rate of re-default than
the rest of the industry. This, along with its onshore/offshore labor model, has provided it with a
cost advantage over its competitors.
The acquisition of servicing rights by Ocwen and other non-bank servicers has drawn scrutiny from
regulators who are concerned about the firms’ ability to handle the increased volume. In February,
the New York Superintendent of Financial Services halted a deal in which Wells Fargo & Co. agreed
to sell to Ocwen the rights to service $39 billion of loans. Our belief is that as regulators gain
comfort that Ocwen’s focused service model is likely to produce better overall outcomes for
delinquent borrowers, Ocwen will ultimately be allowed to continue growing its servicing portfolio.
In the meantime, further growth from originations and reductions in delinquent loans in its existing
servicing portfolio holds the potential for substantial upside from the current price with limited
downside (If you find the company name a little odd, try reading it backwards).
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Additions
For newer clients, We also used the price volatility during the quarter to initiate positions in several
stocks that most clients currently hold. These included Bed, Bath & Beyond, Berkshire Hathaway
(BRKB), Boeing (BA), Coach, Coca-Cola, General Motors and Target (TGT).

Sales
In the category of busted investment theses, we sold our entire position of International Business
Machines (IBM). Our belief had been that revenue growth had only temporarily stalled and that
management’s continued return of capital in the form of buybacks would see it through this tough
period. We’re not sure why we were so sanguine on the return of top line growth. It now seems
painfully obvious that IBM faces too many headwinds which are longer-term in nature. Principally,
the company seems to have missed its opportunity to be a leader in cloud hosting and storage,
having ceded the advantage to Amazon and Google. The shift to the cloud not only hurts IBM’s
hardware sales but negatively affects its software and services revenues. Even a large investment by
IBM at this point would be fruitless as Amazon and Google are content to work on very low
margins, thus making an adequate return on investment a dubious prospect. Fortunately, the price at
which we bought shares for our clients created such a substantial margin of safety that even though
our investment thesis failed, we did not substantially impair invested capital.
We also exited our position in Robert Half (RHI) as its stock reached our fair value estimate.

Trims
In order to fund the purchase of Ocwen shares without increasing our overall exposure to the
finance sector, we trimmed back two other financial services holdings, Franklin Resources (BEN)
and Goldman Sachs (GS). In our opinion, though not overvalued, both of these longer-term
holdings have less potential upside than Ocwen.
The portfolio continues to be concentrated in above-average businesses, which, much to our
surprise, continue to be priced at a relative discount to the “average” stock in the market. We believe
our clients’ holdings are generally better than average. Another advantage of these holdings, in our
view, continues to be the rate at which they return cash to shareholders via share repurchases. At
present, the aggregate portfolio (the Composite) is repurchasing its weighted shares outstanding at
an approximate annual rate of 3.2%. This is coupled with a (Composite) dividend yield of 1.7%. In
our opinion, this active return of cash combined with prices representing moderate discounts to fair
value meaningfully skews the odds in favor of clients earning favorable returns over a long period of
time. As always, clients should be prepared for some lumpiness in the returns.
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KIG Welcomes New Employees
We have added new talent to the Kovitz team to strengthen and support our growing firm.
Leonard Gryn, Principal, joined Kovitz Investment Group in November 2013. Len focuses on
internal operations for the firm. He works with the firm’s alternative investment offerings, and is
the Senior Advisor for Kovitz Private Holdings, LLC, an affiliated private equity holding
company. Len previously held the position of Chief Operating Officer for Weber-Stephen
Products, LLC (Weber). Len began his career with Weber in 1978, and in addition to his role as
COO, he was a member of the Company’s Executive Committee and continues as a member of the
Board of Directors. Len had previously served as the Company’s Executive Vice-President and
Chief Financial Officer. Prior to joining Weber, Len was at Ernst & Whinney for six years serving as
a Supervisor providing audit services to both public and private companies. Len holds a Bachelor of
Science in Business Administration degree and is a licensed Certified Public Accountant and
member of the American and Illinois CPA societies.
David Castro, Financial Advisor, joined Kovitz Investment Group in November 2013. David is a
member of the client service team. David works closely with financial advisors to provide wealth
management and comprehensive financial planning advice to clients. Prior to joining Kovitz
Investment Group, David was a Financial Planner for high net worth clients at The Ayco Company,
L.P., a Goldman Sachs Company. He received a Bachelor of Science in Honors Finance from
DePaul University in 2010.
Jack Nicholson, Senior Financial Advisor joined Kovitz Investment Group in March 2014. Jack
provides financial advice and manages investment accounts for his clients. Prior to joining Kovitz
Investment Group, he held a variety of leadership positions at BMO Private Bank (formerly Harris
Private Bank), including Managing Director in its Barrington, Illinois office and Vice
President/Director of National Sales Effectiveness. Prior to joining Harris, he was Senior Vice
President of LaSalle Bank’s Wealth Management Group, leading client service teams in Hinsdale,
South Barrington, and Rockford, Illinois. Jack received a Bachelor of Arts degree from Dartmouth
College in Economics, and a Masters in Management with distinction from Northwestern
University’s Kellogg Graduate School of Management. He has been a CERTIFIED FINANCIAL
PLANNER™ professional since 1986.
Anthony Nanni, Controller, joined Kovitz Investment Group in March 2014. Tony is responsible
for financial reporting, accounting, and maintenance of the financial books and records of the firm.
Prior to joining Kovitz Investment Group, Tony was Vice President, Director of Finance and
Treasurer at Calamos Investments. Prior to joining Calamos, Tony was the Chief Financial Officer
at Skyline Asset Management LP. At Skyline, Tony was responsible for all financial and accounting
matters at the firm. Prior to Skyline, Tony was Vice President - Planning and Analysis at Van
Kampen Investments. Tony holds a Bachelor of Science degree in Accountancy from Northern
Illinois University. He is a registered CPA in the state of Illinois and a member of the Illinois CPA
Society.
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Quotes of the Quarter
“It’s impossible for anyone who is fundamentally fearful of the future to achieve long-term investment success.”
– Nick Murray
“Human beings, who are almost unique in having the ability to learn from the experience of others, are also
remarkable for their apparent disinclination to do so.”
– Douglas Adams

Best Regards,

Kovitz Investment Group
Kovitz Investment Group, LLC

This newsletter has been prepared by Kovitz Investment Group, LLC® (KIG), an investment
adviser registered under the Investment Advisers Act of 1940, and is a quarterly newsletter for our
clients and other interested persons. Within this newsletter, we express opinions about direction of
the market, investment sectors and other trends. The opinions should not be considered predictions
of future results. Discussion in this newsletter relating to a particular company is not intended to
represent, and should not be interpreted to imply, a past or current specific recommendation to
purchase or sell a security, and the companies discussed do not include all the purchases and sales by
KIG for clients during the quarter. A list of specific recommendations made by KIG over the past
year can be made available upon request. In addition, please note that any performance discussed in
this newsletter should be viewed in conjunction with complete performance presentations that we
update on a periodic basis. Such presentations are available at www.kovitz.com, or by calling us at
312-334-7300. Information contained in this newsletter which is based on outside sources is
believed to be reliable, but is not guaranteed or not necessarily complete.
Past performance does not guarantee future returns.
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