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Value Investing in Smid-Cap Growth Companies

SECTOR — GENERAL INVESTING

TWST: Please give us a brief overview and history of
Fenimore Asset Management.

Mr. Hogan: Fenimore Asset Management was started
in 1974 after the Putnam family sold their textile company. The
family knew a lot about what it takes to run a successful busi-
ness and based their investment philosophy on finding compa-
nies exhibiting those same characteristics. They started
investing the proceeds of the sale during the bear market of the
1970s and made modest gains while the stock market was down
about 50%. Word spread, and they started investing other peo-
ple’s money using the same guidelines.

The guidelines were investing in businesses that were
understandable, threw off a lot of cash flow and had superior
management teams. Also, they didn’t want to overpay for those
stocks. They used various valuation techniques to invest in com-
panies below what they thought were their intrinsic values. That
philosophy has worked very well. We’ve been value managers
since our inception, and our in-house analysts conduct original,
independent research.

We have two publicly available mutual funds, the FAM
Value Fund, FAMVX, and FAM Equity-Income Fund, FAMEX,
as well as separately managed accounts.

TWST: You are one of the managers of the Equity-
Income Fund, is that correct?

Mr. Hogan: Correct.

PAUL C. HOGAN, CFA, is the Co-Manager of the FAM Equity-Income Fund at Fenimore
Asset Management, Inc. He received a B.A. from St. Bonaventure University and an MBA
from the Binghamton University, State University of New York. Before joining Fenimore in

1991, Mr. Hogan was an Officer in the Army National Guard.

TWST: Please give us a little overview of the Equity-
Income Fund.

Mr. Hogan: The Fund started in 1996, and we just cele-
brated our 15-year anniversary. We concentrate on small- and mid-
cap companies, which is quite different from most equity-income
funds. Most equity-income funds are large cap in the value space.
When investors are trying to distinguish between a large-cap value
fund and an equity-income fund, there is very little difference. They
all own the same names. In contrast, the FAM Equity-Income Fund
is firmly in the midcap space and it looks very different from the
typical equity-income fund. In fact, 60% of the businesses that we
invest in are outside the S&P 500 Index.

We want excess cash flow of the business to be paid out
to shareholders in the form of dividends. Dividends have typically
been a very meaningful part of equity returns over time. In fact,
the S&P 500 Index states that dividends have made up roughly
40% of investor returns for the greater part of the last century.

TWST: Why small- and mid-cap names? What are
the advantages in that space?

Mr. Hogan: We meet with every company that we invest
in and conduct our own research. We are able to add value in the
small- and mid-cap spaces because there are many great busi-
nesses that mainstream investors don’t follow. These smaller firms
tend to grow faster than larger ones. Also, smaller companies are
more likely to be acquired so we have the potential to capture an
acquisition premium.

M 0 N E Y M A N A G



MONEY MANAGER INTERVIEW

TWST: How would you describe your overall invest-
ment philosophy for the Fund?

Mr. Hogan: We are certainly value investors, but we are
looking for enterprises that are growing. For us, it’s not enough
for a company to be trading at a cheap valuation — they have to
be able to grow over time and meet our four main criteria.

First, we are looking for businesses that are under-
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we look at the historical multiples at which the company has
traded, whether that’s price to earnings, price to sales or enter-
prise value to EBITDA. We analyze those historical ranges
and determine if the price that we want to pay is reasonable.
Ideally, we are going to pay toward the lower end of that his-
torical valuation range.

TWST: The question of what a company is worth is

standable to us and have a long competi-
tive runway. These businesses typically
generate more cash than they need to re-
invest in their operations. That excess
free cash flow can be used to pay share-
holders’ dividends, buy back stock or
make acquisitions that grow the business.
We look at how well management uses
that excess cash since we’re equity inves-
tors and provide them with capital.
Second, we seek businesses that are fi-
nancially strong and have little if any
debt. It’s great to have cash flow when
times are good, but we saw a lot of com-
panies during the 2008 meltdown that
had to cut their dividends because they
were overleveraged. We try to avoid

Highlights

Paul C. Hogan discusses the
investment strategy for some of
FAM’s funds and the criteria the
firm utilizes to select stocks. The
firm looks for value and growth,
and it focuses on businesses that
are understandable, have little
debt, have strong management
teams and present protection on
the downside. Mr. Hogan currently
likes the technology, consumer
staples and utilities sectors, and he
shares the firm's risk-management

open to interpretation. What are the spe-
cific factors you look at to determine
that?

Mr. Hogan: We are looking at
growth, but we don’t want to have to depend
on growth to earn our return. We are looking
at the cash flow that the corporation gener-
ates, the dividends that they pay and then the
type of multiple it’s trading at in terms of
earnings, sales or cash flow.

TWST: Has the recent volatility
in the market impacted your investment
strategy at all?

Mr. Hogan: The recent eco-
nomic data has impacted some of our
decisions, but our strategy of investing in
quality businesses at attractive prices

those situations. We’re debt averse.

hasn’t changed. We looked at the eco-

strategies.
' Third, the managemenF teams are Companies include: Donaldson nomic da'ta back i'n 'early June, and when
crucial to us. We spend a lot of time getting Company (DCl); Ross Stores the bad jobs statistics came out we felt

to know the leaders and make a point of
having a face-to-face visit with every com-

(ROST) and Xilinx (XLNX).

the economy was slowing down, so we
started building up our cash balance. We

pany that we hold in the Fund at least once
a year. The benefit is that we can see the
enthusiasm these managers have for their companies, new prod-
ucts or markets that they are pursuing. It’s the leadership that
sets the tone for the business and the employees in terms of the

trimmed some names on the 52-week
high list and sold stocks that we didn’t
want to hold going into an economic soft patch. That built up
our cash balance to about 15%. More recently, we have been
deploying that cash pretty aggressively.

“We like the technology sector a lot. It’s an interesting area where we can
achieve considerable growth over the coming years, and valuations have
gotten more reasonable in that sector. We also like consumer staples and
utilities, so we’ve been adding to positions there as well.”

culture and vision, so that’s very important. Finally, we want to
make sure that we are not overpaying for the stock. We like to
invest in a corporation below its intrinsic value and that gives us
a margin of safety. In other words, protection on the downside.
Those are our four criteria.

TWST: How does your philosophy translate into the
actual strategy of selecting the companies or the stocks?

Mr. Hogan: Once we find a company that fits all of
our criteria, we spend a lot of time figuring out what we be-
lieve it is actually worth. Once we calculate its intrinsic value,
then we put a price on it and buy the stock below what we
think it is worth — we try to build in a margin of safety. Then

TWST: Is that because of the changes in the market
situation recently?

Mr. Hogan: That’s correct. With stock prices declining
as much as they have, it’s given us nice opportunities to invest in
new names for the portfolio.

TWST: So what sectors do you like right now and
why?

Mr. Hogan: We like the technology sector a lot. It’s an
interesting area where we can achieve considerable growth over
the coming years, and valuations have gotten more reasonable in
that sector. We also like consumer staples and utilities, so we’ve
been adding to positions there as well.
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TWST: Are there sectors you are avoiding right
now?

Mr. Hogan: We are watching industrials very closely.
We really like the industrial space, and it’s been one of the bright
spots of the economy over the last few years. However, if indus-
trial production is rolling over, then we have to be vigilant. All of
the management teams that we are talking to have not seen any
slowdown yet, but they didn’t see the slowdown coming in 2008
either. We are watching the economic data.

TWST: Do you look at companies outside the U.S.?

Mr. Hogan: Virtually all of our holdings are headquar-
tered in the U.S., but we like them to have substantial global sales.
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TWST: Looking at your specific top holdings as of
Aug. 31, Donaldson Company was your top holding. What do
you like about that company?

Mr. Hogan: Donaldson (DCI) makes filters that go into
heavy equipment, road tractors, and industrial air-filtration hous-
ings. They even make tiny filters that go into notebook computer
disk drives. The filters are for air and liquid filtration, and many
can be found on Caterpillar trucks and mining equipment. The
great thing about filters is that they need to be replaced.
Donaldson captures the first-fit business, and they also have a
meaningful and growing replacement filter operation. Donaldson
is consistent and steady.

TWST: Who else is in your portfolio right now, and
why do you like them?

Mr. Hogan: One of the other top holdings in the fund is
Ross Stores (ROST). We’ve owned this stock for a decade now
and added to the position on several occasions. Ross is a discount
retailer selling brand name and designer merchandise. Same-store
sales have been terrific, growing 5% last year on top of 6% the
year before. They’re running at plus 4% so far in the first half of
this year, and we think earnings will be up about 17% for the full
year. Ross has the potential to double its store base over the com-
ing years, so there’s a long runway for growth. The other aspect
that we like is that management religiously buys back shares. In
fact, over the past 10 years, Ross has reduced the share count by
about 35%, and we expect this to continue. As the company
grows, Ross increases its dividend too.
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TWST: What is your most significant holding in the
technology sector?

Mr. Hogan: Xilinx (XLNX) is the largest producer of
off-the-shelf programmable logic devices known as field-pro-
grammable gate arrays, FPGAs, with more than 50% of the
market share and 66% of its orders derived from international
customers. XLNX’s FPGAs are used in a multitude of techno-
logically advanced devices, ranging from telecom equipment
to MRI machines. Its future growth will be propelled by the
increased adoption of FPGAs, especially as technology contin-
ues to advance in the miniaturization of product offerings.
We’re at a tipping point where Xilinx chips are becoming
more and more compelling, and they’re taking significant mar-
ket share. We think this will continue for a number of years.
The technology sector has been off quite a bit so far this year,
but Xilinx is up 5% year to date. And the dividend, which is
about 2.5% right now, makes up about half of that return. This
is a good example of where a dividend is a significant compo-
nent to total investment return.

TWST: How many stocks do you like to have in the
Fund?

Mr. Hogan: Because we’re doing extensive research on
the names in which we invest, we want each of them to have a
meaningful contribution to the performance of the Fund. We be-
lieve in running a concentrated portfolio — approximately 30 to
35 names is an optimal number.

TWST: How often do you turn over stocks, and what
is your sell discipline?

Mr. Hogan: Our turnover is very low. We’re averaging
about 15% turnover per year. The benefit is that it allows us to
avoid paying out a lot in capital gains. Over the last three years,
the realized capital gains that we have passed along to share-
holders were virtually zero. It’s terrific when the value of the
Fund increases, yet our shareholders don’t have to pay any
capital gains taxes. Since the performance of the Fund has been
good, they’re just banking that return.

TWST: How do you manage risk within the
portfolio?

Mr. Hogan: First, we should define risk. Risk to us is
the permanent loss of capital. It is not volatility. Volatility to us is
opportunity. How we manage permanent loss of capital through
our research process is of utmost importance. We invest in com-
panies that don’t have a lot of debt because, as we say around
here, “If you don’t owe anybody any money, it’s hard to go
broke.” Second, we manage the sectors in the portfolio and want
to make sure that they are not larger than two times the index
weighting. Valuation is the third way that we manage risk. When
stocks are on the 52-week high list, we’re looking at those names.
Are they extended? Should we be trimming? Are they still high
quality? We are always looking to upgrade the portfolio.

TWST: What’s the best advice you would give inves-
tors who are looking at getting into the market or staying in
the market right now?

Mr. Hogan: I would say that investors should not be
overly cautious in times of uncertainty. When the stock market is
selling off, they should be buying stocks. Right now, investors
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could buy a 10-year Treasury and if they hold it to maturity, the

return will be just under 2%. That doesn’t sound like a great pros- PAUL C. HOGAN

pect to me. In contrast, the current dividend yield on the S&P 500 Co-Manager, FAM Equity-Income Fund
Index is about 2.1% and FAMEX s gross dividend yield is 3%. As Fenimore Asset Management, Inc.
a result, an investor can buy stocks now and get higher dividend 384 N. Grand St.

yields while having the equity appreciation upside. That’s not to Cobleskill, NY 12043

say that the stock market won’t be volatile over time, but an in- (518) 234-7400

vestor can certainly capture the dividend. The dividends in our (800) 932-3271 — TOLL FREE
fund are growing over time. Also, the businesses are working (518) 234-7793 — FAX

hard to grow their operations so that they become more valuable. www.famfunds.com

Eventually, that value should get recognized in their stock prices. e-mail: info@famfunds.com

TWST: Thank you. (LMR)

DISCLOSURE

Past performance is not indicative of future results, current performance may be lower or higher than the performance date
quoted. Investment returns may fluctuate; the value of your investment upon redemption may be more or less than the initial
amount invested.

Please consider a fund’s investment objectives, risks, charges and expenses carefully before investing. The FAM Funds
prospectus or summary prospectus contains this and other important information about the FAM Value Fund and FAM Equity-
Income Fund and should be read carefully before you invest or send money.

The principal risks of investing in the Funds are: stock market risk (stocks fluctuate in response to the activities of individual
companies and to general stock market and economic conditions), stock selection risk (Fenimore utilizes a value approach to
stock selection and there is risk that the stocks selected may not realize their intrinsic value, or their price may go down over
time), and small-cap risk (prices of small-cap companies can fluctuate more than the stocks of larger companies and may not
correspond to changes in the stock market in general).

To obtain a prospectus or summary prospectus and for performance data that is current to the most recent month-end for each
fund as well as other information on the FAM Value Fund and FAM Equity-Income Fund, please go to famfunds.com or call
(800) 932-3271.

Because of ongoing market volatility, fund performance may be subject to substantial short-term changes.

AVERAGE ANNUAL TOTAL RETURNS AS OF SEPTEMBER 30, 2011
The performance data quoted represents past performance.

Total Annual Fund
FAM Equity-Income Fund Since Inception 10 Year 5 Year 1 Year Operating Expenses*
Investor Shares 6.49% (4/1/96) 4.33% -0.84% -0.11% 1.41*

*Disclosure: Expenses are from the most recent prospectus. When excluding Acquired Funds Fees and Expenses, which
are not direct costs paid by the Fund’s shareholders and fee waivers, the total operating expense as reported in the
Fund’s audited financial statements is 1.40%.

FAM Funds

MANAGED BY FENIMORE ASSET MANAGEMENT, INC.

famfunds.com ¢ 800-932-3271

Distributed by Fenimore Securities, Inc.
Member FINRA/SIPC
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