
While they go about it in a wide 
variety of ways, value investors 
typically seek out high-quality 

companies, run by excellent managers, 
whose stocks are temporarily cheap. In this 
regard, Avenir Corp. is unremarkable. “We 
want to do what every value investor wants 
to do,” says President Peter Keefe.

What is remarkable is Avenir’s proficien-
cy in execution. Since the beginning of 1990, 
the Washington, D.C. investment manager 
has earned a net annualized 13.6%, vs. 
8.5% for the S&P 500.

In a market that warrants “treading care-
fully,” Keefe and partners Charles Mackall 
and James Rooney see opportunity today in 
such areas as software, restaurants, energy 
and real estate.                             See page 2

Chris Mittleman takes seriously his 
responsibility for open communi-
cation with investors through good 

times and bad, but will admit that certain 
investors could cut him a bit more slack. 
“My dad still complains the loudest when 
we’re down,” he says.

Mittleman has left little room for inves-
tor complaint since setting up an indepen-
dent investment practice in 2002, which 
morphed into founding Mittleman Broth-
ers LLC three years later. Since the end of 
2002, he’s earned a net annualized 20.9%, 
vs. 6.8% for the S&P 500. 

His typically eclectic value approach is 
uncovering bargains today in such varied 
areas as car rental, cosmetics, lasers, cable 
TV and blood plasma.               See page 11
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Your ideal investments are in companies 
with “franchise” businesses. Describe the 
primary characteristics of such  a business.

Peter Keefe: We use the term to signify a 
right, a license or a privilege that confers 
an economic advantage that will permit the 
company to earn above-average returns 
on capital over long periods of time. That 
generally manifests itself in some form of 
competitive barrier to entry, from brand 
strength, intellectual property, the regula-
tory environment or scale. It also typically 
means the business is somewhat shielded 
from unpredictable macroeconomic forc-
es and, even better, that it should grow 
in good times and bad. Companies with 
these characteristics are winners, and they 
tend to stay winners. 

American Tower [AMT], which owns 
cell towers, is a perfect illustration of a 
franchise business. Most people don’t 
want a cell tower in their viewshed, mak-
ing it difficult to obtain the permits need-
ed to construct one. This creates scarcity 
value at a time when demand for space on 
towers is high and growing, with prices set 
accordingly. American Tower is essentially 
a high-margin tollgate on an increasingly 
busy highway. On top of that, cellular ser-
vice providers typically want long-term 
leases for tower space, giving the business 
a rare predictability. When a business like 
this goes on sale, say, when the telecom 
bubble burst in the early 2000s or the fi-
nancial crisis hit in 2008, it gives us an 
entry point to buy something that we’re 
comfortable owning for a very long time.

Crown Holdings [CCK] would be an-
other good example. It’s one of the world’s 
largest manufacturers of food, beverage 
and household-product packaging, a busi-
ness where scale matters, there are no real 
substitutes, and where demand displays 
little economic sensitivity. The majority 
of Crown’s business is overseas, where 
emerging markets provide a source of 

long-term growth. When people buy their 
first refrigerator, they become can and 
bottle users for life and therefore Crown 
customers. As with American Tower, the 
business produces persistent, predictable 
and measurable free cash flows that are 
relatively immune to economic fluctua-
tions. Again, those are the businesses we 
want to form the core of our portfolio.

James Rooney: Because we’re looking for 
companies generating substantial free cash 
flow, we also put a significant premium on 
managers who are first-rate capital alloca-
tors and who have our interests at heart 
(see box). If we find a great business, the 
only way it becomes a great investment is 
if management directs the marginal dollar 
of free cash flow to its highest-return pur-
pose. That’s how intrinsic value gets com-
pounded over long periods of time.

PK: We think management’s reinvestment 
acumen is something Wall Street doesn’t 
adequately value. Most analysts are ca-
pable of developing linear earnings mod-
els, multiples and price targets, but they’re 
very likely to miss the extent to which 
smart capital allocation can compound 
value over a five- or ten-year period.

There are three public U.S. cell-tower 
companies, all of which are run by smart 
managers. But American Tower has been 
just a little bit smarter about the timing 
and scope of its investments, which gives 
it a leg up today in financing the interna-
tional expansion that is its next big driver 
of growth. Small decisions ten years ago 
give it big advantages today.

Management not “getting” capital al-
location is a deal killer for us. We own 
a position in Clear Media [100:HK], the 
Hong Kong-listed subsidiary of Clear 
Channel Outdoor. It’s a terrific business, 
offering one of the very few ways to make 
a national ad purchase in China, through 
bus-shelter advertising. But management’s 
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Peter Keefe, Charles Mackall, James Rooney 

Looking Them in the Eye 

They bring varied backgrounds to their 
partnership at Avenir Corp. – Charles 
Mackall was a banker, Peter Keefe was 
a brokerage-firm research director and 
James Rooney was in business develop-
ment at two energy companies – but they 
are of one mind in stressing the importance 
of vetting management’s capital-allocation 
skills and philosophy prior to investing a 
dime in a company’s stock. “Nothing we 
do is more important,” says Keefe.

Part of the vetting process focuses on 
the historical record, but equally key are 
face-to-face meetings – with PowerPoint 
slides set aside – to ask management to 
simply explain how they think about de-
ploying cash from operations. “It’s a basic 
question, but the answer is always tell-
ing,” Keefe says. Reinvesting in the busi-
ness with inadequate or ill-defined return 
goals? Bad answer. Growth through ac-
quisition to make the company saleable? 
Pass. Targeting a specific dividend yield? 
Nonsense. They once placed a sell order 
from the parking lot after finding out on a 
company visit that the CFO had a Bloom-
berg terminal on his desk. “We tell people 
the idea is not for them to get investors to 
buy their stock, but to give them reasons 
never to sell it,” says Rooney. “When they 
get that, we’re interested.”
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thinking on capital allocation just isn’t 
clear-headed. They rushed to declare a 
dividend last year when Chinese stocks 
were heading south in a hurry, hoping to 
differentiate themselves from the junky 
companies whose stocks should have been 
heading south. What management should 
have done is buy back stock, but they 
simply don’t understand that it creates 
value per share when you repurchase your 
shares at 6-7x free cash flow when that 
free cash flow is growing at a double-digit 
pace. The stock is still far cheaper than it 
should be, but it’s a source of funds for us.

Describe your circle of competence?

PK:  We try to be humble about what we 
do and don’t know, but will invest broadly 
across industries, geographies and market-
cap sizes. We draw the line when we just 
don’t understand how the business works. 
It can be an area of technology we don’t 
fully grasp. It can be a government con-
tractor for which it’s not clear how they 
win or lose contracts. With a dot-com, we 
may not get how it will ever make money.

We at times wind up with industry con-
centrations, which is a function of many 
stocks moving in lockstep when an indus-
try goes out of favor. That’s been the case 
recently in property and casualty insur-
ance, where last fall stocks traded at their 
lowest multiples ever. That gave us an 
opportunity to add to a core holding like 
Markel [MKL], while also adding new po-
sitions in firms tied to the insurance pric-
ing cycle, including Allstate [ALL], AIG 
[AIG], ACE [ACE] and Enstar [ESGR].  

Markel is well known in the value-invest-
ing world – does it have franchise aspects 
to its business?

PK: It’s difficult to identify the franchise 
value, but what they do differently is price 
better and reserve better. It’s easy in insur-
ance to goose earnings by either under-
pricing to drive short-term revenue or 
under-reserving for future losses. Markel 
doesn’t yield to those temptations, which 
has translated into better, tax-deferred, 
long-term earnings growth and a reserve 

position that is demonstrably stronger 
than most insurers. Given our view that 
rates in many lines of business are headed 
higher – particularly in the excess and sur-
plus lines on which Markel focuses – we 
believe it will incrementally benefit.

How does something like light-emitting 
diode manufacturer Universal Display 
[PANL] fit in your portfolio? It doesn’t ap-
pear to have franchise characteristics and 
it certainly doesn’t appear cheap?

Charles Mackall: From the beginning we 
have occasionally come across products 
or technologies that we thought were too 

compelling to ignore by sticking rigidly to 
our playbook. These ideas are higher risk 
and so they won’t make up a big part of 
the portfolio, but we make room for them 
when the potential is as high as we think it 
is for Universal Display. 

We’ve owned the stock for five or six 
years, respect management, and have 
watched the technology continue to build 
momentum. The company should be prof-
itable this year and is extremely liquid, 
with around $7 per share in cash on the 
balance sheet. What they do is produce a 
phosphorescent organic light-emitting di-
ode [PHOLED], which can be used in dis-
plays for consumer electronics from cell-
phones to large TVs. The colors produced 
are vivid and brilliant and the blacks are 
absolute. At the same time, this technol-
ogy uses a quarter of the energy required 
by competing products. It’s already used 
in many high-end smartphones and in 
new TV displays from Samsung and LG 
Display. For large TVs the issue is cost – 
we still don’t know if the cost to produce 
these large panels will come down far 
enough for them to have mass appeal. 

The other technology Universal Dis-
play is working on is the use of PHOLEDs 
in lighting. The combination of colors 
produces a white light using very little en-
ergy and creating virtually no heat, with 
none of the mercury-disposal problems 
of florescent lights. The light is closer to 
daylight than the pallor of florescent light. 
The company expects some ornamental 
lighting products to be on the market by 
the end of the year. If all these applica-
tions gain traction, what has already been 
an excellent investment will become a fan-
tastic one.

Is there any process around your genera-
tion of ideas?

PK: It’s just being curious, reading every-
thing we can get our hands on and being 
alert. We discovered American Tower by 
reading in the 10-K for its predecessor 
company that it had set up a separate 
equity compensation plan for a then un-
known subsidiary that was building a cell-
tower network. We called the CEO, who 
was clearly excited about the new subsid-
iary but didn’t want to talk about it. That 
told us we were on to something.

JR: We’re looking for businesses that are 
going through some kind of transition – in 
management, in the business mix, in the 
industry. Often a previous management 
team overextended and overleveraged the 
company and somebody new has been 
brought in to straighten it all out, by cut-
ting costs, selling assets or paying down 
debt. A good business that happens to 
have a bad balance sheet is much easier to 
fix than the opposite. 

It could also be an accounting issue. 
When Waste Management had account-
ing problems years ago, Peter and I met 
with the new CEO and CFO and they 
said, “Well, cash is coming in, we’re just 
not sure where it’s coming from.” That’s 
clearly not a good thing and there were 
other issues as well, but our conclusion 
that the business itself wasn’t at all bro-
ken went against what was priced into the 
stock, which worked in our favor when 
that turned out to be the case.

ON IDEAS:

A good business that hap-

pens to have a bad balance 

sheet is much easier to fix 

than the opposite.
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In addition to just being alert, as Pe-
ter says, there’s also no shortage of peo-
ple trying to put ideas in front of us. We 
won’t invest without doing our own re-
search, but the give and take with other 
thoughtful analysts can spark ideas. We’ll 
talk later about Denny’s [DENN], but that 
idea came about through talking with one 
sell-side analyst we respect who was pitch-
ing another restaurant idea I didn’t partic-
ularly like. I said, “Here’s what we really 
want, a business with a good franchise, 
high returns on capital, and low mainte-
nance-capex requirements.” He said we 
should look at Denny’s, which ended up 
in the portfolio.

The last thing I’ll mention in terms of 
idea generation is broadening your field 
of vision when something interests you. 
It could be looking for similar ideas in 
the same industry or at the suppliers and 
customers of that industry. Our work on 
Denny’s led us to buy AFC Enterprises 
[AFCE], which runs the Popeyes fast-
food chain. AFC is actually further along 
than Denny’s in its process of recasting its 
balance sheet, being more responsive to 
franchisees, applying best practices across 
outlets and investing in its brand. When 
it appeared the market was similarly not 
recognizing the upside potential from 
what we believe is exactly the right strat-
egy, we bought into AFC as well.

Describe in general how you think about 
valuation.

PK: We focus on absolute value, trying to 
resist reaching for relative-value justifica-
tions just because we have the cash. Rely-
ing on relative valuation is how you end 
up paying silly prices for houses, Internet 
stocks and anything else in life.

We estimate absolute intrinsic value in 
a variety of ways, but the focus is on capi-
talizing expected free cash flows over a 
long period of time and discounting them 
back to the present. While there’s no rigid 
discount required for us to buy, we gen-
erally want to believe that through both 
a narrowing of the valuation discount 
and expected growth in intrinsic value 
that we can double our money in three to 

five years. Compounding capital at those 
kinds of rates is going to be difficult in this 
low-rate, low-growth environment, but 
we don’t believe you’re investing with suf-
ficient margin of safety when you accept 
single-digit expected returns up front. If 
we have to do that, we’d rather hold cash.

JR: It could be we find a stock that trades 
at 50% of our estimate of intrinsic value 
today and we can double our money just 
by holding it as its re-rated by the market. 
It could be we think the stock is maybe 
20% undervalued today, but that over the 

next three or four years intrinsic value per 
share can compound in the mid-teens an-
nually – which is the case for Denny’s.

PK: For something like Markel we’ll fo-
cus more on book value. If we add to its 
reported book the amount by which we 
estimate it’s over-reserved, as well as the 
cost basis of the holdings in its separate 
Markel Ventures subsidiary, we think 
the shares today trade for less than book 
value. Not only do we believe that an in-
surer with the underwriting and capital-
allocation skill of Markel should trade at 
a significant premium, we also believe it’s 
the kind of business that can compound 
equity per share at well north of 10% an-
nually. They’ve actually compounded eq-
uity at 20% per share since coming public 
in 1986.

What about when a stock is hitting all-
time highs, as with American Tower re-
cently. Can that be cheap?

PK: If we find a great business that’s run 
by great capital allocators, we tend to 
stick with it through thick or thin. We tell 
companies that we want to be considered 

a permanent part of their capital struc-
ture. With American Tower, it has less 
than $3 billion in annual revenue but has 
signed future contracts worth $18 billion. 
We believe it’s going to be a double-digit 
free-cash-flow compounder for as far as 
the eye can see. We obviously understand 
stocks can become overvalued and will 
sell when that happens, but we don’t see 
that yet in this case.

When adding a new holding, do you tend 
to get to a full position quickly?

PK: A high-conviction position for us is 
5% at cost, but it’s typically a two or three 
step process before we get there. Given 
that we’re often buying into the teeth of 
a storm, it’s rare that we feel we have to 
establish a full position right away. While 
some stocks may run away from us, we 
believe we’ve been hurt less by that than 
we’ve benefitted from averaging down as 
ideas in which we have high conviction 
first get cheaper, or by adding to positions 
as our conviction in the business and man-
agement grows.

Your top 15 holdings typically make up 
75-80% of your portfolio. Why that level 
of concentration?

PK: Our view is that too much diversifi-
cation in many cases reflects the fact that 
the portfolio manager isn’t doing the work 
to fully understand the businesses. If you 
do the work and find a great business run 
by great managers at a great price, that 
ought to express itself in the size of the 
holding within your portfolio. It’s uncom-
mon for us to go above 10% on cost in 
a given name, but we’ve held appreciated 
positions as high as 20% of the portfolio. 
We generally don’t think you can have too 
much of a good thing. 

Do you trade much around positions?

PK: When a position gets relatively large 
and we come up with a new idea that’s 
extremely attractive, we slice off the top 
to make investments in things that are less 
expensive. At the same time, when some-

ON CONCENTRATION:

Our view is that too much 

diversification reflects not 

doing the work to fully un-

derstand the businesses.
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thing we owns gets cheaper for reasons 
not impacting intrinsic value, we’ll buy 
more. In general, however, our returns are 
not going to be greatly impacted by how 
clever we are as traders.

We’ll talk more about MICROS Sys-
tems [MCRS], but there’s a decent chance 
that the strength of the dollar and global 
economic headwinds will impact its earn-
ings materially over the next couple of 
quarters. An investor with a trader men-
tality might kick an excellent business like 
this out the door because of that and then 
hope to get back in later. We don’t try to 
outsmart the market in that short-term 
kind of way. 

Let’s talk now about MICROS, which 
Morningstar calls “the best company 
you’ve never heard of.”

PK: The company got its start 35 years 
ago when a couple of geeks put an early 
Intel microprocessor inside a box that 
they sold to restaurants to compete with 
old-fashioned mechanical cash registers. 
From those first point-of-sale terminals, 
the business has become the dominant 
provider of enterprise management soft-
ware and systems for restaurants and ho-
tels worldwide.

MICROS got to where it is the old-
fashioned way, by an intense focus over 
a long period of time on understanding 
its customers’ needs and turning that into 
products that are now an integral part of 
the hospitality industry’s neural system. 
Given how deeply its software and systems 
are integrated into its customers’ busi-
nesses, switching costs are very high, but 
its primary advantage is even simpler than 
that: it has the most complete and effec-
tive suite of products. One of my friends 
says the only way to compete with them 
is with a big checkbook and a real sense 
of humor, and no one has been particu-
larly successful with either. As a result, the 
company has been able to compounded 
shareholder’s equity per share at 16% an-
nually since it went public in 1981. That’s 
with no leverage and even carrying a sig-
nificant cash balance over much of that 
time. It’s an extraordinary record.

The reason they’re not so well known 
is because they have been able to pay for 
all their growth since going public without 
the need for further Wall Street funding. 
With no prospect of investment banking 
business, the Street is much less apt to pay 
attention. 

Is this still a growth business?

PK:  The restaurant franchise is fairly ma-
ture, but there’s significant potential up-
side in the hotel business, which already 
generates a majority of the company’s 
profits. By MICROS’s reckoning, it has 

penetrated only about one-third of the 
chain-hotel market, by number of rooms, 
worldwide. Given that much of the com-
petition is still in-house IT systems, pene-
tration should inexorably increase as hotel 
companies find it harder to justify main-
taining their own antiquated and inferior 
systems. 

The company has also been allocat-
ing capital to expanding its presence in 
the retail industry. The focus has been on 
building out sophisticated data-mining ca-
pabilities that help retailers manage their 
inventory and merchandising more effec-
tively. The growth potential here is more 

MICROS Systems
(Nasdaq: MCRS) 

Business: Provider of enterprise applica-
tion-software systems used at the point of 
sale and in the back office of retail, lodging 
and restaurant businesses worldwide 

Share Information
(@7/30/12):

Price 46.94
52-Week Range 38.38 - 58.49
Dividend Yield 0.0%
Market Cap $3.77 billion

Financials (TTM): 
Revenue $1.08 billion
Operating Profit Margin 21.2%
Net Profit Margin 14.8%

Valuation Metrics
(@7/30/12):

 MCRS  S&P 500
Trailing P/E 24.1 15.7
Forward P/E Est. 19.4 13.4

Largest Institutional Owners
(@3/31/12):

Company % Owned
Neuberger Berman   7.2%
T. Rowe Price   5.7%
Columbia Wanger Asset Mgmt  5.4%
Bank of NY Mellon   4.6%
Vanguard Group   4.4%

Short Interest (as of 7/13/12):

Shares Short/Float    2.1%

I N V E S T M E N T  S N A P S H O T
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THE BOTTOM LINE
Near-term headwinds notwithstanding, the company is well positioned to grow organi-
cally and to capture share in its core markets, says Peter Keefe, translating into mid-
teens annual EPS growth. That growth and the market’s eventual recognition of it, he 
says, would reasonably translate into a doubling of the share value in three to four years.  

Sources: Company reports, other publicly available information



July 31, 2012 www.valueinvestorinsight.com Value Investor Insight   6

I N V E S T O R  I N S I G H T :  Avenir

difficult to gauge than in hotels, but over-
all we believe MICROS can organically 
compound its top line by a total of around 
10% per year. 

How sensitive is the business to the overall 
economy?

PK: There’s obviously a discretionary com-
ponent to customer demand, but roughly 
two-thirds of the business comes from on-
going service contracts, which historically 
has helped make the cyclical impact on the 
P&L fairly small and short-lived.

I mentioned there will likely be a mea-
surable negative foreign-currency impact 
on earnings, which could run at least 
through the first quarter of next year. 
Again, we’re willing to take that kind of 
lump when it doesn’t impact the com-
pounding nature of the business, which is 
all we really care about.

Is the long-time chairman and CEO here, 
Tom Giannopoulos, your prototypical 
kind of manager?

PK: He is. He understands the franchise 
value of the business and is singularly fo-
cused on defending it and making it stron-
ger. He doesn’t make stupid acquisitions 
or grow for growth’s sake, so as a result 
MICROS has a balance sheet that sup-
ports reinvestment in the business while 
it continues to pile up cash. Tom is in his 
early 70s, but he’ll send you e-mails at 5 in 
the morning and answer the phone at his 
desk before 7 a.m. on Sunday. All of that 
explains why it’s so difficult to compete 
with him.

With the stock currently just under $47, 
how are you looking at valuation?

PK: Less net cash of $7 per share at June 
30, the stock trades for around 17.5x our 
$2.30 per share estimate of fiscal 2013 
earnings. That may not seem dirt cheap, 
but we believe earnings per share here can 
compound at a close to mid-teens rate 
for the next five to ten years – from or-
ganic revenue growth, some fill-in acquisi-
tions and share repurchases. That kind of 
growth in our judgment is worth at least 

a 20x P/E, but even if we don’t get all the 
way there the compounding nature of the 
business means we can reasonably double 
our capital in this stock over the next three 
to four years. 

The biggest risks?

PK: Given the fact that this company 
started in someone’s garage in the 1970s, 
there’s always the risk that a new guy in a 
garage will figure out how to distinterme-
diate them. We take some comfort in the 
belief that they’re sufficiently competitive, 
wary and humble to have the listening 
posts they need to warn them of poten-
tial threats to their franchise. They’ll see 
it before we do, and we’d expect them to 
respond accordingly.

Describe your broader investment case for 
Denny’s.

JR: Denny’s is what’s left of what at one 
time was a travel and food-service con-
glomerate called Trans World Corp., 
which KKR dismantled after buying a large 
stake. The headquarters is in Spartanburg, 
South Carolina in this 15-story concrete 
edifice – a monument to someone’s ego – 
that sticks out like a sore thumb in a mill 
town with two-story buildings built 100 
years ago.

The headquarters building is out of 
character with both Denny’s roots and the 
direction we see it headed today. The com-
pany was founded in 1953 and owns and 
franchises some 1,700 restaurants with 
the tagline “America’s Diner – Always 
Open.” The restaurants are in all 50 states 
and nine foreign countries and the brand 
is very well-established, with awareness 
levels in the U.S. above 95%.

Our basic thesis is that the company is 
in the midst of a multi-year operational 

and balance-sheet overhaul that will ul-
timately transform it from a middling to 
a first-rate performer. There’s no particu-
lar magic behind the plan. They’re dele-
veraging the balance sheet by selling off 
company-owned stores to existing fran-
chisees, with the ultimate goal of having 
only 10% of total stores be company-
owned. They’re more actively seeking out 
franchisee input, to inform menu enhance-
ments and improve centralized marketing. 
They’re systematically communicating 
best practices and helping franchisees im-
plement them. This was all started before 
he arrived, but it’s coming together now 
under John Miller, who was hired as CEO 
in January of 2011 after successful stints 
at Brinker International and running a pri-
vate-equity-backed restaurant chain called 
Taco Bueno.

Didn’t Denny’s buy a Super Bowl ad a few 
years ago and not really tell its franchisees 
about it?

JR: Exactly, which is indicative of how 
prior management operated. They made 
a top-down decision to spend $3 million 
on an ad with a free-food promotion that 
had no buy-in and ended up costing fran-
chisees money and irritating their existing 
customers. 

In contrast, John Miller spent his first 
six months mostly on the road talking to 
franchise owners. One important result of 
that is an initiative to better target mar-
keting, promotions and menu offerings to 
four key customer groups: millenials, baby 
boomers, families with kids, and Hispan-
ics. That kind of collaborative effort just 
didn’t happen before.

Is there much evidence yet that all this is 
working?

JR: It’s too early to declare victory, but 
over the past four quarters growth in 
same-store sales and traffic has outper-
formed direct competitors. The balance 
sheet is improving on a quarterly basis, 
and after buying back over three million 
shares last year, the company has institut-
ed a new buyback program to repurchase 
six million more shares. 

ON POOR EARNINGS:

We’re willing to take that 

kind of lump when it doesn’t 

impact the compounding na-

ture of the business.
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Some of that is obscured because other 
metrics at first glance don’t look so good. 
Because of the shift toward more franchi-
see ownership, revenue is going down at 
the parent level, as is EBITDA. But inter-
est expense is also going down, so free 
cash flow is increasing. When you under-
stand what’s going on at the company, we 
think they’re clearly moving in the right 
direction. 

How inexpensive are the shares at $4.50?

JR: We estimate the company will earn 
more than 50 cents per share in free cash 

flow this year, so the free-cash-flow yield is 
over 11%. The stock also trades at around 
7.5x EV/EBITDA on this year’s numbers, 
vs. around 9x for similar comps with de-
cent balance sheets.

We estimate the fair value of the shares 
today at around $5.50 – more than 20% 
above today’s price – and we believe that 
through operating improvements, pay-
ing down debt, share repurchases and the 
benefit of net operating tax-loss carryfor-
wards that the per-share fair value should 
increase 12-13% annually. That’s assum-
ing a flat economy and little or no organic 
growth. With tailwinds on either of those 

fronts, intrinsic value could grow better 
than 15% per year.

What growth opportunities is the com-
pany pursuing?

JR: They’ve rightly been more focused on 
existing operations, but have started to 
modestly grow the store base in the U.S. 
They’re also experimenting with smaller 
formats for university, airport and mall 
food courts. In addition, just this month 
they signed a long-term deal with a Chi-
nese franchisee to open 50 restaurants in 
southern China. We’re not putting much 
emphasis on any of that, but a pickup in 
growth would be icing on the cake.

What’s the franchise strength you see in 
Pioneer Natural Resources [PXD]?

JR: We’ve owned Pioneer for over ten 
years now, having bought our first shares 
at around $13. Its core strength is its large 
acreage position in the Spraberry field in 
the Permian Basin in Texas, which is a 
long-lived and highly prolific asset that 
provides steady cash flow at predictable 
cost. It sounds pretty basic, but that cash 
flow has enabled the company to reinvest 
in new reserves, fund development and 
production, and opportunistically repur-
chase stock. Since we first bought it, the 
stock was up nearly ten-fold prior to the 
recent pullback.

We also believe the company stands 
apart for its capital-allocation ability and 
financial discipline. If they can’t drill for 
oil and earn a high internal rate of return 
on a pre-tax basis, they won’t do it and 
will instead use cash to pay down debt and 
buy back stock. In the depths of the finan-
cial crisis in late 2008, they just stopped 
drilling. In the spring of 2009, they even 
suspended their dividend to direct all of 
their free cash toward buying back the 
marked-down shares. In today’s booming 
domestic market, they are spending within 
their cash flow at very attractive IRRs.

In an industry in which discipline 
isn’t always prevalent, Pioneer manage-
ment is reliably prudent and looking two 
steps ahead. They typically hedge energy 

Denny’s
(Nasdaq: DENN)

Business: Restaurant chain billed as 
“America’s Diner,” with some 1,700 loca-
tions, the significant majority of which are 
franchised rather than company-owned.

Share Information
(@7/30/12):

Price 4.50
52-Week Range 3.10 - 4.80
Dividend Yield  0.0%
Market Cap $432.7 million

Financials (TTM): 
Revenue $529.5 million
Operating Profit Margin 10.7%
Net Profit Margin 21.5%

Valuation Metrics
(@7/30/12):

 DENN  Russell 2000
Trailing P/E 3.9 31.7
Forward P/E Est. 12.9 14.8

Largest Institutional Owners
(@3/31/12):

Company % Owned
Fidelity Mgmt & Research  14.9%
Keeley Asset Mgmt   8.6%
Avenir Corp   8.1%
Wells Fargo   7.3%
Vanguard Group   5.3%

Short Interest (as of 7/13/12):

Shares Short/Float   4.2%
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THE BOTTOM LINE
James Rooney believes the overhaul underway at the company – involving more fran-
chisee ownership and much better responsiveness to franchisee needs – will transform 
it from a middling to first-rate performer. He estimates that the shares today trade at a 
nearly 20% discount to fair value, and that fair value is growing at least 12-13% per year.  

Sources: Company reports, other publicly available information
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prices a couple of years out so that they 
can more precisely know cash-flow levels 
and maintain capital-spending programs 
at planned levels. When they discovered 
a large new play in the Permian last fall, 
they elected to do an equity offering to 
fund the development drilling necessary to 
stake it out because they wanted to avoid 
taking on debt and losing financial flex-
ibility in what remains a dicey economic 
environment. When they saw considerable 
opportunity to use new fracking technol-
ogy to tap deeper fields in Spraberry, they 
started buying their own drilling rigs and 
even a sand company, to lessen reliance on 

third-party service providers in a booming 
market region. That vertical integration 
has saved them more than $400 million in 
annual expense and has allowed them to 
drill on plan.

Doesn’t it bother you that all that can go 
for naught if energy prices tank?

JR: That’s one reason we like that they 
hedge, so the company is protected at least 
against short-term fluctuations in energy 
prices. More generally though, over long 
periods of time we don’t expect chroni-
cally low energy prices to take away from 

Pioneer’s ability to create value. That 
doesn’t mean, of course, that fluctuating 
short-term energy prices won’t affect the 
share price. When oil prices go down, that 
probably gives us a chance to buy more. 
When oil prices go up, this is one where 
we’ll be more apt to trim. 

At just over $90, how attractive do you 
consider the shares?

JR: The story today revolves around how 
Pioneer’s economically recoverable oil re-
serves in place keep increasing as drilling 
technology improves. The company today 
has 1.1 billion barrels of oil equivalent 
classified as proved reserves, but the ac-
tual number could literally be four to five 
times that as they prove out reserves in  
the Spraberry, the Eagle Ford Shale and 
the Barnett Shale. This isn’t wildcat drill-
ing, but basically developing reserves that 
they know are there and can now get at in 
an economic way.

Based on existing drilling plans and 
today’s pricing, we expect discretionary 
free cash flow to rise from north of $10 
per share this year to more than $15 per 
share in 2014. If we’re right, the free-cash-
flow yield on today’s price using that 2014 
number is close to 17%. The EV/EBITDA 
multiple on next year’s estimates is only 
4.5x, while normal is closer to 6x.

Depending on your price-deck assump-
tions, Pioneer’s net asset value is currently 
somewhere between $135 and $150 per 
share. We probably wouldn’t be looking 
to take profits in the next year or two un-
less the share price got close to that range.

Is your focus on understandable business-
es somewhat at odds with your owning 
Sunrise Senior Living [SRZ]?

PK: I didn’t say the understanding always 
came easy. This actually illustrates some-
thing I think we do well, which is burn 
off the accounting chaff and get to the real 
economics of the business. The company 
operates, owns or manages more than 
300 senior-living communities, mostly in 
the U.S., but with a handful in the U.K. 
and Canada. Due to accounting rules and 

Pioneer Natural Resources
(NYSE: PXD)

Business: Oil and gas exploration and pro-
duction focused primarily in the U.S., with 
active positions in the Permian Basin, Eagle 
Ford Shale and Barnett Shale Combo. 

Share Information
(@7/30/12):

Price 90.38
52-Week Range 58.63 - 119.19
Dividend Yield  0.1%
Market Cap $11.12 billion

Financials (TTM): 
Revenue $2.59 billion
Operating Profit Margin 47.5%
Net Profit Margin 27.0%

Valuation Metrics
(@7/30/12):

 PXD  S&P 500
Trailing P/E 16.0 15.7
Forward P/E Est. 15.1 13.4

Largest Institutional Owners
(@3/31/12):

Company % Owned
SPO Advisory  7.9%
Capital World Inv  7.7%
Vanguard Group  5.6%
Wells Fargo  5.4%
Wellington Mgmt  4.6%

Short Interest (as of 7/13/12):

Shares Short/Float  7.6%
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THE BOTTOM LINE
The company has always been a disciplined and creative capital allocator, says James 
Rooney, but its story today revolves more around a dramatic increase in its economically 
recoverable reserve base as drilling technology improves. He considers current esti-
mated net asset value of $135-150 per share to be a reasonable fair value for the stock.

Sources: Company reports, other publicly available information



July 31, 2012 www.valueinvestorinsight.com Value Investor Insight   9

I N V E S T O R  I N S I G H T :  Avenir

through no fault of current management, 
the assets are organized in a fashion that 
renders GAAP accounting useless for ana-
lytical purposes. Some assets are wholly 
owned and consolidated, some are leased 
and consolidated, and some are owned 
through partnership minority interests 
that may or may not be consolidated. 
There’s also an excellent business manag-
ing other senior facilities, on long-term 
contracts, in which Sunrise has no owner-
ship stake. To address the limitations of 
GAAP, management provides a detailed 
quarterly supplement that provides a high 
level of transparency into the performance 
of the key business units.

Due to a poorly thought out and ex-
ecuted expansion plan that ended with the 
financial crisis, the company nearly died 
when the real-estate market collapsed. It 
and much of the industry basically pur-
sued a build-it-and-they-will-come ap-
proach, leaving much of what got built in 
the mid-2000s economically non-viable. 
The problem was not only the associated 
debt of a number of partnerships Sunrise 
was party to – much of which was thank-
fully non-recourse – but also the so-called 
operating-deficit agreements [ODAs] of 
those same partnerships that put Sun-
rise on the hook for operating-cash-flow 
shortfalls until a certain threshold was 
reached. Several of those ODAs have been 
activated in the past few years. Some are 
in partnerships that are already viable, 
about to be, or you can at least see a path 
that they will be.  

To ward off collapse, the company in 
late 2008 named as CEO Mark Ordan, 
who had previously rescued mall-owner 
Mills Corp. following its own near-death 
experience and who has a long history 
of entrepreneurial and turnaround suc-
cesses. He had joined the company earlier 
in 2008, essentially to get a close look at 
what was going on and decide if it could 
be fixed. He concluded it could and is now 
going through the arduous process of cut-
ting costs and restructuring and reorga-
nizing partnership interests. The ultimate 
goal is to recast Sunrise as a simpler busi-
ness focused on fully owned and operated 
properties and third-party management.

One of the market’s big concerns cen-
ters on the ODAs, which appear to be 
open-ended liabilities. The reality is that 
if the ODA has been activated, it’s because 
the underlying property hasn’t been per-
forming well, which means the bank lend-
ers involved have a keen interest in see-
ing those properties turned around. The 
banks for the most part recognize that 
no one can better maximize the value of 
a Sunrise asset than the current manage-
ment team of Sunrise, so they have been 
working with Mark Ordan and his team 
to develop solutions that work for every-
one. That dynamic should work in the 

company’s favor as it restructures these 
partnerships.

How do you value the company’s shares, 
now trading at $6.80?

PK: Once you work through the some-
times mind-numbing detail, you can sepa-
rately value the third-party management 
business, the wholly owned properties and 
the partnerships. 

The management business has high 
margins, takes little capital to operate, and 
at the 10x EBITDA multiple at which real 
estate asset managers trade is worth $5-6 

Sunrise Senior Living
(NYSE: SRZ) 

Business: U.S. owner and operator of 
residential communities targeted at seniors, 
offering a range of service levels, from inde-
pendent living to intensive full-time care.

Share Information
(@7/30/12):

Price 6.78
52-Week Range 3.68 - 9.03
Dividend Yield 0.0%
Market Cap $386.9 million

Financials (TTM): 
Revenue $624.1 million
Operating Profit Margin  2.8%
Net Profit Margin (-0.6%)

Valuation Metrics
(@7/30/12):

 SRZ  Russell 2000
Trailing P/E n/a 31.7
Forward P/E Est. 35.7 14.8

Largest Institutional Owners
(@3/31/12):

Company % Owned
Fidelity Mgmt & Research  14.7%
Carlson Capital  13.4%
Scopia Fund Mgmt   9.9%
Avenir Corp   6.1%
Vanguard Group   4.7%

Short Interest (as of 7/13/12):

Shares Short/Float  18.2%
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THE BOTTOM LINE
Peter Keefe expects management’s restructuring of the company’s complicated asset 
base to result in a simpler, more-profitable business focused on owned properties and 
third-party management contracts. He estimates the assets today are worth at least $10 
per share, with considerable upside beyond as a more-focused company emerges.

Sources: Company reports, other publicly available information
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per share. The wholly owned assets, using 
a conservative 8.5% cap rate on this year’s 
estimated net operating income, are worth 
another $5-6 per share. The partnerships 
add another $1-2 per share, based on a 
DCF calculation using their estimated dis-
tributions. After roughly $2 per share in 
holding company debt, you’re looking at 
an asset value north of $10 per share.

With that as a backdrop, we then look 
out two to three years and see a company 
with the best brand name in the business, 
that is producing on the order of 90 cents 
per share in normalized free cash flow, 
and that is 100% focused on operating 
the business and taking advantage of the 
tailwinds that exist in senior housing, 
which ought to be pretty good. It will be 
simpler and easier to understand, so may-
be more than the one Wall Street analyst 
who follows it today will be paying atten-
tion. When that all happens, we think the 
stock could be worth a multiple of what 
it’s trading for today. 

Do your mistakes tend to be more of the 
misjudging-the-business or misjudging-
the-people variety?

JR: We do both, of course, but we’re prob-
ably disappointed more often by manage-
ment than we are the business. Going back 
to 2002, when the entire power industry 
got creamed post-Enron, we thought in-
dependent power producer AES Corp. 
[AES] was significantly undervalued, with 
a new CEO who understood smart capital 
allocation and was committed to a neces-
sary rationalization of the company’s as-
set base. They made some progress along 
that path, but not enough, such that af-
ter the financial crisis hit the CEO rushed 
into a capital raise from China Investment 
Corp. that significantly diluted existing 
share value. It turned out the CEO was 
more interested in growing the business 
and developing projects around the world 
than he was in increasing intrinsic value 
per share.  

To your question earlier about where 
ideas come from, AES is an example where 
we still very much like its cash-generating 
ability and believe there’s still consider-

able upside from selling off far-flung and 
non-core assets and using the proceeds to 
pay down debt and buy back stock. The 
current CEO, Andrés Gluski, took over in 
September of last year and we believe fully 
gets that. Given that and the fact the stock 
today [at $12.10] trades for less than 8x 
this year’s estimated free cash flow of 
$1.60 per share, we’re back in.

How defensive do you consider your over-
all investing posture today?

JR: Value investors are always defensive, 
but I’d say we’re probably treading a bit 
more carefully in the current environment 
than usual. The memory of 2008 is fresh 
enough that we – and the companies we 
invest in – are putting more emphasis on 
stress-testing both the income statement 
and balance sheet to make sure they can 
withstand an increasingly ugly economic 
environment without permanent damage. 
In fact, every one of our major positions 
has the ability and desire to aggressively 
invest in its business or it shares if we go 
into another tailspin. That would not have 
been the case prior to the last crisis. 

What are top managers at your companies 
most concerned about?

PK: They’re worried about what happens 
to their business if Greece or someone else 
is forced to leave the euro. They’re wor-
ried about the level and monetization of 
our debt in the U.S. and what impact that 
will have on economic growth and infla-
tion. A lot of it revolves around frustra-
tion with Washington and the entire na-
tional political apparatus. It’s July and we 
have no idea what tax rates are going to 
be on January 1. People don’t know what 
regulatory regimes will be in place. It’s un-
derstandable that CEOs are hesitant.

We worry about all these things too, 
but one thing that gives us comfort is that 
businesses change and adapt. If smart cap-
ital allocators know the rules – assuming 
those rules aren’t overtly harmful – they’ll 
figure out a way. With stocks at only 12-
13x earnings, there should be plenty of 
opportunity for value to be created.

JR: We remind clients that exposure to the 
overall market means we can be impacted 
by things that have very little to do with 
the specific businesses we own. If we’re 
right that our companies have franchises 
that can continue to generate a lot of cash, 
with skilled managers who are prepared to 
deploy that cash in a way that compounds 
value over time, we’ll be fine. VII


