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Value Investing for All Markets
George Sertl, Portfolio Manager of the Artisan Value Equity Strategy, shares his
thoughts on value investing in today’s environment.

what we own is our problem. Our stock-by-stock decisions
are focused on our three margin-of-safety criteria, not an
attempt to hug an index. We want to be paid well for the
risk we take. That process has allowed good results over
long periods of time.

George O. Sertl, CFA
Portfolio Manager
Artisan Partners U.S. Value Team

P&I: After several years of strong gains by U.S. stocks, are
you still finding attractive value opportunities?
George Sertl: Our job as we see it is to buy cash flows as
cheaply and as safely as we can. Accomplishing the first
part – buying cash flows cheaply – is more challenging
today after stocks have roughly tripled since March 2009.
Most stocks are trading in a range of fair to full value. Since
we’re looking for undervalued stocks, not fairly valued, our
purchase activity continues to be on the low side.
We invest across the market-cap spectrum in the three
portfolios we manage – Artisan Value Equity, U.S. Mid-Cap
Value and U.S. Small-Cap Value. In our large-cap Value
Equity portfolio, finding interesting opportunities is a bit
easier. In a focused portfolio of about 30 to 40 holdings, we
only have to find a few standouts relative to our process.
We also think large caps are one of the more appealing
areas of the U.S. stock market currently, since they are
higher quality and cheaper relative to the rest of the market.
Their valuation advantage is not surprising, given that
small-cap stocks have outperformed large caps during
the current bull market. Large-cap companies also have
stronger balance sheets and superior returns on capital, so
we believe we’re able to buy better businesses at relatively
cheaper prices now.
P&I: How do you think about risk and positioning relative to
the benchmark?
George Sertl: We view risk much differently than a lot of
the industry. We don’t build our portfolios based on what
the index owns. Our sector and industry exposures will
vary depending on stocks in those areas meeting our
three margin-of-safety criteria – attractive valuation, sound
financial condition and attractive business economics.
Sometimes, large market sectors are absent in the
portfolio or heavily underweight, and vice versa – and those
differences will evolve over time.
The technology sector is a good example. For instance, in
the 1990s and early 2000s, we owned very little technology.
Now we have a large technology weight in all three portfolios.
We like to say that what the index owns is its problem, and

Because we are risk-aware investors, we also consider
economic risk. As bottom-up stock pickers, macroeconomic
events can create opportunities at the stock level. If one is
not mindful, a portfolio can develop a build-up of risk from
a single macroeconomic factor. We want to avoid that.
Sector diversification gives some insight, but is imperfect–
the same macro factors can be at work in two or three or
more sectors.
And the reverse can be true. For example, the technology
sector is nearly a third of our weighting in the portfolio.
Based on that alone, one might think our portfolio lacks
diversification. In our minds, however, our technology
weighting is overstated based on that statistic. There are
a number of companies categorized within the technology
bucket that we would not consider technology companies.
One example is Western Union, a money transfer company.
Diversification by end market is another consideration. Apple
and Samsung Electronics are largely consumer technology
businesses, whereas Oracle, Microsoft and Cisco Systems
are big on the enterprise side.
P&I: Your top two holdings are Apple and Samsung – both
smartphone companies. Can you discuss your interest in
owning both at such a high weight?
George Sertl: Apple and Samsung are the two dominant
players in the smartphone and tablet businesses. People
like to think that technology has to be a winner-take-all
business, but we don’t think that’s the case. Both companies
are doing well and are highly profitable in those businesses,
while most of their competitors are losing money. They have
big scale and brand advantages and are gaining market
share, so we think their competitive edge is in fact widening.
Apple and Samsung have tremendous balance sheets with
huge amounts of net cash that they can use as a competitive
weapon. From a valuation standpoint, Samsung sells for
around five times earnings, and if earnings were flat, it would
take only four years to accrue cash equal to its market
capitalization. Apple sells for somewhere around 12 times
unlevered earnings. In summary, both companies stack
up strongly against our investment criteria and, therefore,
are big weights in the portfolio – about 12% combined. Yet
only about 6% of that is tied to the smartphone market.
Samsung also has semiconductor and consumer products
businesses, and Apple has PC and services businesses.
The smartphone exposure is something that we’re aware of,
but we’re comfortable with it because it’s a highly profitable
business, and it’s a business that’s still growing.
P&I: Sticking with technology, which is the portfolio’s largest
sector weighting at 32%, what are some of the other
opportunities you’re finding?
George Sertl: When we look at the technology sector, it
screens well against our three margin-of-safety criteria.

Technology companies currently have the best balance
sheets, generate strong free cash flow and are returning
capital to shareholders through dividends and share
buybacks. We think of technology as modern-day capital
expenditures that are integral to the operations of most
businesses. Much of this expense is not discretionary, and
we believe companies will continue to spend on productivity
enhancements.
From this standpoint, many technology businesses are
not too different from industrial companies that produce
capital equipment. Oracle, Microsoft and Cisco Systems are
examples that fit this mold, and we own all three in the Value
Equity portfolio. These mega-cap companies have dominant
market positions, global reach and technological leadership.
Despite superior business economics and balance sheets,
they each trade at below-average P/E multiples in the low-tomid teens. Some investors have written off these companies
as future dinosaurs – and we can have that debate – but
they are being priced as though they are closer to extinction
than we believe they are.
P&I: Banks are a large component of the Russell 1000®
Value Index, but it’s an area that you’ve tended to avoid.
Can you explain why?
George Sertl: In general, we have little banking exposure
because we think of it as a mediocre business. Banks are in
the business of buying and selling money – an activity that
by design should not generate superior returns. Banks also
continue to face a number of headwinds such as changing
capital requirements and increased regulations.
Yet fear and uncertainty attract our attention, and banks
have certainly been at the epicenter of uncertainty in recent
years, so we aren’t ignoring the area. We are earnings
normalizers who take a long-term perspective, so on the
surface, banking stocks would appear set up well from a
normalized-earnings perspective. Yet when we examine
the industry, we come away with a more modest viewpoint
towards its earnings power, and we demand a cheaper
price than other investors.
P&I: What is your outlook on U.S. stocks for the next three
to five years?
George Sertl: This has been one of the strongest U.S.
equity bull markets in history. It’s now in its sixth year, also
making it one of the longest. Most broad-based U.S. equity
indexes have annualized returns of 15% to 20% over the
past five years – an outsized return not reflective of the longrun economics of companies in the stock markets.
It is important to recognize the significance of start and end
points – the current bull market started from an epic bottom
following one of the biggest sell-offs in market history. Today,
with market valuations closer to long-term averages, and
given the recovery in profits, we think it’s highly unlikely we
experience a repeat of such returns over the next five years.
Rather, we think returns over the next five years will be more
similar to what we’ve experienced over the last seven years,
with annualized returns in the mid-single digits.v
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