


Under The Radar Small Caps - March 2017

Under the Radar 
Small Caps

01   Editor’s Introduction

03   Hedge fund interview:
   Steven Kiel
   Arquitos Capital Management

05  Arquitos stock highlight:
   ModusLink Global Solutions, Inc

07  Hedge fund interview:  
   David Waters 
   Alluvial Capital Management

09  Alluvial stock highlight:  
   CRH Medical Corporation

02  Update from previous editions

04  Arquitos stock highlight: 
   MMA Capital Management LLC 

06  A talk with David Miller,  
   senior portfolio manager of  the       
   Catalyst Small-Cap Insider Buying Fund

08  Alluvial stock highlight: 
   Capilano Honey

MARCH - 2017



3Under The Radar Small Caps - March 2017

For our first edition of 2017, we’ve been able to profile some 

incredible funds with fascinating ideas. We’re also rolling out a new 

format this year. In edition to our two hedge fund interviews and four 

stock ideas, going forward we’re including another short interview with 

a fund manager who has an interesting strategy but may not have a 

value mandate. Hopefully, this extra segment will offer some insight 

into a different strategy that complements our value focus.

Happy new year to all our readers 
and welcome to the seventh edition 
of ValueWalk’s Underrated Small-
Cap Stocks premium newsletter!

The first manager we’ve lined up for this additional segment is David 

Miller, who is senior portfolio manager of the Catalyst Small-Cap 

Insider Buying Fund. This fund, as the name suggests, uses a strategy 

that tracks corporate executives buying and selling their own company 

stock on the open market, with a focus on small-caps.

In the interview, David talks about how to separate out the most 

important insider deals from the rest of the noise and why he’s decided 

to build a fund around this unique strategy.

Alongside David Miller’s short interview, we profile Steven Kiel of 

Arquitos Capital Management and David Waters of Alluvial Capital 

Management in this issue.

01 Editors’ introduction
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Steve Kiel’s Arquitos is built using the same template as Warren 

Buffett’s first partnerships, and so far his returns are matching those 

of the Oracle of Omaha himself. Since inception (April 2012) Steve has 

produced a CAGR of 28.3% net. Last year the partnership returned 

54.9%, and in three of the past five years, returns have exceeded 40%.

Alluvial Capital Management has managed to produce double-digit 

returns every year for its investors since inception (2014) with less 

volatility than the wider market. Alluvial has been able to accomplish 

this record by investing in companies that it believes are deeply 

undervalued and have a wide economic moat. Both Arquitos and 

Alluvial have some fascinating and under the radar stock ideas which 

we discuss in this issue.

Looking back into 2016, the funds we profiled throughout the year 

knocked it out of the park regarding performance for the year. 

BlueTower ended the year up 33.36%, Stanphyl finished up 30.8%, 

Hazelton Capital added 23.1% and Livermore nearly doubled the assets 

of its investors with a gain of 85%. The table below shows how the stocks 

picked by these funds have performed since they were highlighted in 

the Hidden Value Stocks newsletter.

Lastly, we want to take this 
chance to say a huge thank you 
to those of you who supported us 
through 2016 and hopefully we 
can continue to provide you with 
high-quality new investment ideas 
during 2017.

Sincerely,
Rupert Hargreaves & Jacob Wolinsky  

info@valuewalk.com  
rhargreaves@valuewalk.com
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All but one of the hedge funds we profile during 2016 knocked it 

out the park last year.

Livermore, which we featured in our last issue of 2017 returned 85% 

for investors during the year. Unfortunately, as it has only been a few 

months since we spoke with David Neuhauser, his main pick, Jadestone 

Energy has not produced similar record returns but based on David’s 

stock picking record, I’m sure the stock will reward investors over the 

next 12 months.

Troy Marchand’s Foundry Capital, which was the first fund ever 

featured in this newsletter, had a rough 2016. After losing 8.6% in 

January, the fund struggled to recover lost ground throughout the rest 

of the year and ended up the year with a minute gain of 0.49% gross, 

underperforming all of its benchmark indexes. Troy’s picks have also 

underperformed (returns in the table below) since we published the 

first issue.

02 Updates From Our 
Previous Editions
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Mark Spiegel’s Stanphyl Capital and BlueTower featured in our 

second and sixth issues returned 30.8% and 33.4% respectively during 

2016. BlueTower’s picks have yet had time to mature, but Stanphyl’s 

recommendations of MGC Diagnostics Corp. and Broadwind Energy 

have returned 60.3% and 49.8% respectively since the issue was 

published.

         

Sadly, we can’t release the returns of Boyles Capital -- featured in 

our fifth issue -- for regulatory reasons. However, we can publish the 

returns of the firm’s two stocks Joe Koester spoke to us about in the 

Overall, a portfolio comprised of all 
the ideas we have featured since 

inception has returned 

excluding dividends. We aim to 
replicate this performance again 
during 2017.20.7%

issue. BrainJuicer Group PLC and Thrace Plastics have returned 39.4% 

and 55.6% respectively for investors since we published the issue eight 

months ago, an extremely impressive performance.

Lastly, Barry Paskiov’s Hazelton Capital returned 23.1% net for it 

investors during 2016 while ProAssurance Corporation, recommended 

by S&C Messina is up 6.1% since recommendation. S&C Messina itself 

returned a total of 23.16% for partners versus a return of 11.96% for 

the S&P 500.
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Arquitos Capital Management’s 

returns since inception have been 

second-to-none. Last year the fund 

produced a return of 54.9% net of fees 

in 2016 compared to 12.0% for the S&P 500. Since launch (April 2012) 

the fund has delivered an annualized return of 28.3% net for investors 

(35.4% gross) outperforming the S&P 500 by 68.5% over the period.

Arquitos is modeled after the partnerships managed by Warren 

Buffett from 1956-1969. The fund uses a bottom-up, company-specific 

approach, identifying situations where significant mispricing exists. 

Many of the fund’s largest holdings are micro-caps, with no analyst or 

media coverage whatsoever, which makes them the perfect hunting 

ground for value-seeking investors.

Arquitos Capital’s portfolio is separated into three investment 

strategies; Value-Oriented Core Holdings; Special Situations; Shorts 

and Hedges. But without a doubt, the most exciting investments are 

the Value-Oriented Core Holdings, and these have been the driving 

force behind the fund’s outsized returns. Two of these key positions 

are discussed in our interview below.

As well as running Arquitos, Steven is a judge advocate in the 

Army Reserves. He is a veteran of Operation Iraqi Freedom and 

currently holds the rank of major. Before launching Arquitos Capital 

Management, he was a lawyer in private practice.

Steven is a graduate of George Mason School of Law and Illinois 

State University and is a member of the bar in Illinois (inactive) and 

Washington, D.C.

03 Hedge fund interview: 
Steven Kiel - Arquitos 
Capital Management
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VW: Arquitos was founded with a goal of emulating 
the success of Warren Buffett’s early partnerships. 
Even your mission statement is lifted directly from 
the Buffett Partnerships. A lot of people have tried to 
replicate Buffett’s success in the past and failed. What 
made you think you could succeed?

SK: Buffett has been an inspiration to a generation of investors, myself 

included. Investors should learn from him, but ultimately you have to 

apply your own personality to the way you approach research and the 

construction of the portfolio. You should try to emulate the process, 

but in a way that fits you.

The goal for any investor should be to compound funds at a better 

than average rate with less exposure to long term loss of capital. How 

do you improve on that statement? It’s kind of like the Declaration of 

Independence. The ideals stand the test of time. If you were starting 

a new country, just copy the first 273 words of the Declaration of 

Independence as the foundation of your country. That’s how I felt 

about the mission statement.

As far as what made me think I could succeed, it’s a constant process 

of proving it. Just like a baseball player, you’re only as good as your 

last year.

VW: Do you have three special investment buckets 
similar to those of Buffett?

SK: I break the portfolio into several segments but in a different way 

from the Buffett Partnership approach. We have core holdings that I 

would like to own as long as the company has internal reinvestment 

opportunities and as long as they effectively allocate capital. I also have 

a portion of the portfolio focused on arbitrage or special situations 

such as mergers, spin-offs, or other short term opportunities. I also 

keep on a more general market hedge.

VW: Arquitos returned 54.9% for its investors during 
2016, a tremendous result. What would you attribute 
this return to?

SK: Well, we definitely had a great year. I would not expect that our 

run over the first five years of the fund is sustainable, but I’ll certainly 

keep trying. It’s important to remember that you can only control the 

inputs, not the outputs. Because our portfolio is fairly concentrated 

(12-20 stocks) good results will come when the largest holdings do 

well. The results haven’t historically been connected to the general 

markets. The timing is just luck and can’t be controlled, but the goal is 

to be consistent on the process. This may sound trite, but our biggest 

holdings went up the most, Intrawest Resorts, MMA Capital, Berkshire 

LEAPs, and Bank of America warrants. There is still value in all of 

them, though I exited the Berkshire LEAPs
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VW: Your best-performing stock last year was 
Intrawest Resorts Holdings. Can you give a brief 
description of what happened here and how you 
stumbled across to opportunity?

SK: That one is a good example of the importance of being flexible. 

Intrawest was cheap on the merits, but what caused me to make it our 

largest holding in the beginning of 2016 was their tender offer. 

They had sold their time share business and 

bought back about 12% of their outstanding 

shares. Fortress owns 60% of the company 

and did not sell any shares despite having 

a need to exit the investment. Clearly 

Fortress thought that shares were trading 

too cheaply and it seemed to me that they 

had a plan to realize the value. 

Their plan seems to have come to fruition and recently Intrawest 

announced that they were putting themselves up for sale. Shares have 

passed $20, up from the $9.00 tender offer price a year ago.

VW: On that note, what do you look for when you’re 
assessing a potential investment, what makes you say, 
“yes we want that” or “no we don’t”?

SK: There are patterns. The Intrawest example is a good one because 

the situation was similar to previous investments I’ve made and 

witnessed where there was a large tender offer and the controlling 

shareholder does not participate. Seeing that definitely makes my ears 

perk up. On the negative side, there are a lot of things that make 

me want to stay away. The biggest ones are ethics 

issues. There are too many opportunities out 

there to get hung up with a company that has 

a poor culture.

VW: So a company’s 
management plays a significant 
role in your decisions?

SK: It plays a big role, especially with 

regards to incentives. My favorite investments are ones where the 

management is effectively allocating capital. The best companies are 

the ones that have high returns on equity and continue to find internal 

reinvestment opportunities. Those are the ones you can own for a long 

time. Sometimes the managers are inherently good capital allocators. 

Other times they are responding to incentives that cause them to focus 

on returns on invested capital and cash generation.

The best companies are the ones 
that have high returns on equity 

and continue to find internal 
reinvestment opportunities
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VW: Do you get involved with managements at all in 
an activist way?

SK: I’d prefer not to. The frustration of dealing with negative things 

just kills too many brain cells. As a passive investor if management 

is doing something I don’t like, it’s just better to move on. Chances 

are they’ll continue to frustrate you. The one time I didn’t follow that 

path led to me taking over Sitestar (OTCQB:SYTE) with two other 

partners, Jeff Moore and Jeremy Gold, and led to a lot of work to clean 

the company up. I wouldn’t want to go through that experience again 

though we have a lot of interesting opportunities within Sitestar. Once 

was enough for me. I have supported other activists on occasion and 

am happy to ride their coattails.

VW: Let’s move on to another of your winning 
positions last year, which was Berkshire Hathaway. 
You own the stock through long dated options. Can 
you explain the logic behind this trade?

SK: Berkshire traded below 1.3 times book value at the beginning of 

2016 and even lower if you considered what they were likely to report 

the next quarter. Of course Buffett has said that he will buy back shares 

under 1.2 times book value. Given that situation, the easiest thing to 

do is either buy shares directly or buy long dated call options at the 1.2 

times book strike price. I bought the call options. I don’t typically buy 

options, but you had to believe that at some point in the next two years 

either the multiple would be higher than what I bought the options at 

or book value would have grown or both. It turns out both happened 

and we made a really nice return. The risk/reward profile was better 

for the long dated options than the stock. It was a pretty simple thesis. 

It really required will power more than anything else.

VW: Do you do any shorting and if so do you have any 
short positions on at the moment?

SK: I don’t have any short position though I keep a small hedge on. 

I just haven’t had luck with specific company shorts. It doesn’t seem 

suited to my approach.

VW: Sure. Moving back to your investment strategy, 
reading through your letters to investors, you seem to 
focus on a company’s Net Operating Losses (NOLs) 
more than any other metric when analyzing its future 
potential. Why do you prefer to use NOLs to evaluate 
a company, rather than more traditional valuation 
methods?

SK: That may be a trade that goes away if corporate tax rates 

are lowered. Tax reform would bring other opportunities such as 

partnerships converting to C corps, so I’m keeping an eye on any 

changes that occur.
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VW: What’s been one of your most successful 
investments using this strategy?

SK: ALJ Regional Holdings (ALJJ) got me into looking at companies 

with tax assets. This was a situation in 2012 where the company sold 

off their operations, was a shell company for nearly a year, traded 

below their net cash, and then made several acquisitions through the 

years. Because they had the tax asset they could pay a fair price for an 

acquisition and it would still be accretive to ALJ. Shares rose from the 

80 cent area when I bought in to around $4.00 today.

Investors now value ALJ on their income statement. I found it because 

of its balance sheet and their potential to monetize it.

VW: You mentioned the impact possible tax reform 
would have on businesses with NOLs earlier and this 
topic have you positioned your portfolio to prepare for 
the Trump presidency at all?

SK: No. My first job out of college was working for a think tank in 

Washington, D.C. and what you learn there is that policy changes 

don’t end up like they are proposed. Trump has proposed significant 

changes to corporate taxes and, of course, health care. We’ll see what 

actually materializes. The devil is in the details on the policy changes. I 

don’t own things because of what might happen, so I haven’t done any 

specific positioning because of politics. 

Historically I have liked companies that have tax carryforward assets if 

they attract activist investors or management that is more focused on 

effective capital allocation. The incentives are there to generate cash. If 

management recognizes it and acts on it, then it benefits shareholders. 

I wouldn’t call NOLs a metric or anything like that, but the incentives 

are a way to identify hidden value.

As far as valuation approaches, I like high returns on equity when there 

are reinvestment opportunities, steadily increasing margins, and free 

cash flow. 

I also like something that I call balance sheet to income statement 

investing where I initially am interested in a company because of 

their strong balance sheet, but where they also have opportunities to 

generate more cash flow. 

Once that happens, a new set of investors become interested in the 

company and it becomes revalued from a balance sheet metric like 

price to book to an income statement metric like an earnings, cash 

flow, or EBITDA multiple. That’s how you get exponential gains with 

less risk.
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If I find a company that’s cheap and where I can get some certainty on 

their operations for the next three to five years then I’ll consider it no 

matter the political environment.

VW: Do you tend to run a highly concentrated or well-
diversified portfolio? What’s your average positions 
size as a percentage of the overall portfolio?

SK: I typically own between 12 and 20 companies. I’ll often buy into 

a company with a small allocation and build it up if the price drops 

or as I get more comfortable with holding it. Generally I won’t want 

to buy in unless I think I would feel comfortable making it seven to 

ten percent of the portfolio. Allocations don’t always get to that size if 

the price doesn’t cooperate though. Large holdings always have strong 

balance sheets. Earnings are more uncertain than assets.

VW: The last time we spoke, you mentioned your 
biggest mistake was selling some of you holding in 
AJL Regional Holdings as it ran up and as a result, you 
missed out on the gains since. Have you refined your 
selling process since and do you still believe the stock 
looks attractive one year on?

SK: No, no, there is no refinement of the process. That’s all set in 

stone. The tactics just change a bit, but the philosophy is set. I just 

should have held on with ALJJ longer. I still own shares, but I should 

If I find a company 
that’s cheap and 

where I can get some 
certainty on their 
operations for the 

next three to five years 
then I’ll consider it no 

matter the political 
environment.
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have held off on trimming the allocation as the company wasn’t yet 

fairly valued when I sold some.

VW: And to end, what experiences have shaped you as 
an investor?

SK: Several books brought it all together for me. I read “Margin of 

Safety” by Seth Klarman at just the right time when I had enough 

background knowledge to appreciate it. Greenblatt’s “You can be a 

Stock Market Genius” also had an affect on me as I was witnessing 

similar situations. 

I’d recommend these after Graham and all of the Buffett writings. By 

the way, I’d also highly recommend Graham’s memoir. It is not really 

about investing strategy, but gives a lot of insight into his personality. 

I also had a great experience while working at the think tank right 

out of college. I would meet with our donors, many of whom were 

entrepreneurs and some corporate executive and private equity 

operators. It was fascinating learning what they considered important 

in their businesses and how they looked at risks and opportunities. 

That experience taught me a few things. Outside investors do not know 

what is actually going on at the company. Passive investors just need 

to accept this. If you do accept this, you understand how important it 

is to invest with ethical, smart, hard-working people. That fact doesn’t 

mean you still shouldn’t find out as much about the company as you 

can, but don’t fool yourself into thinking you’re running the company.

Meeting with those donors over the course of several years also taught 

me how important a long-term perspective is. A lot of mistakes can be 

covered up with time as long as you don’t have excessive debt. That 

experience also taught me to look at companies as companies and not 

as stocks. There is so much more to an investment than just metrics 

and ratios.
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VW: What initially attracted 
you to MMA Capital 
Management LLC?

SK: The company is a cannibal. They’ve 

bought back more than 25% of their 

outstanding shares in the last five years at prices below book value, 

sometimes significantly so. Their CEO is also an active buyer. Members 

of management are also required to buy shares on the open market 

with a portion of their bonus. The arrangement is very shareholder 

friendly and creates the right incentives for the key people involved in 

the company.

VW: Why do you think the stock is cheap, in other 
words, what’s gone wrong here in the past?

SK: They used to be known as MuniMae and almost blew up completely 

during the financial crisis. Soon thereafter they had to spend tens of 

millions of dollars restating their financials. While we are now many 

years removed from that, the company has $437 million of federal net 

operating loss carryforwards that don’t expire until 2027.

The other reason is that it is a fairly complicated story for its market 

cap, which is about $130 million, and investors can only own up to 

4.9% because of the poison pill that protects the NOLs. So it’s good for 

small funds and individuals, but it won’t attract larger funds.

04 Arquitos Stock Highlight:  
MMA Capital 
Management LLC
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the value of some of their off balance sheet items such as their land 

ownership may not be as high as I give credit.

VW: Like all financials, the stock has run up since the 
November elections. Do you see any ‘Trump risk’ here 
if the promised fiscal stimulus does not emerge?

SK: This one is a little bit different. I don’t think it is connected to any 

stimulus. It would be negatively affected by reduced corporate tax rates 

and regulatory changes. I think it has run up in price because they have 

started to show that they can monetize their balance sheet. It 

has more room to run, but clearly was more attractive a few 

months ago when it traded significantly below stated book 

value.

VW: The stock is up more than 40% since over the 
past 12 months. Do you still see upside from here? 
What’s your price target?

SK: The stock has run up and is above book value for the first time 

since I have been following it. GAAP book value is $21.34 as of the last 

quarter. Their true book value is at least $7 more because of various 

off balance sheet assets. I don’t have a price target, but I would feel 

comfortable buying it somewhere between GAAP book value and $7 

above book value.

VW: Is there anything that could de-rail your bull 
thesis here?

SK: Higher interest rates do have an effect, but not as much as you 

would think. They have hedged 80% of their loan portfolio, but every 

100 basis point change in funding costs negatively affects the portfolio’s 

fair value by $20 million.

Policy changes could affect their solar lending business, both good and 

bad. There may not be as much residual value in the low 

income housing tax credit portfolio that they 

manage with Bank of 

America, and 

MMA Capital Management, LLC (MMAC)
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VW: What’s your bull and 
bear thesis for ModusLink 
Global Solutions, Inc?

SK: There was a great write-up a few months ago on Seeking Alpha 

entitled “A Pre-Meditated NOL Deal: Why SPLP’s Next Move Is A 

MLNK/HNH Merger Where MLNK Stock Could Be Worth $7.91 Per 

Share.” 

The article is behind a paywall, but explained my thesis very well. The 

bear thesis is basically that nothing happens, Steel Partners doesn’t 

utilize the net operating losses, and the current supply chain operations 

continues to be ordinary. If nothing happens, shares are probably 

worth a bit less than now.

The bull thesis is that the shell of the company is used to consolidate 

Steel Partner entities. Forget about Moduslink’s current operations. 

The value is that the company is controlled by Warren Lichtenstein 

and has nearly $2 billion in net operating losses. Investors should look 

at the company like it is a shell company and look at Lichtenstein’s 

motivations and incentives.

VW: What’s the connection to the company with Steel 
Partners Inc?

SK: Moduslink is one of the NOL rich companies that Steel Partners 

and Lichtenstein controls. There is currently a convoluted ownership 

structure with a range of entities including Steel Partners, Steel Excel, 

Handy & Harman, Nathan’s Famous, SL Industries, WebBank and 

others. It’s useful to go to www.steelpartners.com and look around.

05 Arquitos Stock Highlight:  
ModusLink Global 
Solutions, Inc

http://www.steelpartners.com
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because it would be easier to understand and more simple.

He has done similar things with Steel Excel, Nathan’s Famous, and 

API Group and has repeatedly expressed interest in simplifying his 

ownership structure. It makes sense to do this within the Moduslink 

shell, which would give his various holdings significant tax savings and 

allow the assets to be more appropriately valued. The author of the 

Seeking Alpha piece suggests value of $7.91. It’s not out of the question.

VW: What could go wrong?

SK: The worst thing that could happen would be nothing happening.

VW: Since the beginning of 2015 shares in the 
company are down more than 50%. What has changed 
to stop declines?

SK: Well, the operations are not going well. I would not own the 

company for its supply chain business, though. The only reason to own 

the company is for this consolidation thesis.

VW: Where do you see the company a year from now?

SK: I think that within the next year Lichtenstein uses the Moduslink 

structure to consolidate Handy & Harman and its holdings. Essentially, 

Moduslink would buy Handy & Harman and be used as the 

vehicle to simplify the structure. The earnings would 

then be shielded by Moduslink’s NOLS making 

the company more valuable and the 

entity more appropriately value 

ModusLink Global Solutions, Inc. 
(MLNK)
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David Miller the is senior portfolio manager of the Catalyst 

Small-Cap Insider Buying Fund. This Fund, as the name suggests, uses 

a strategy that tracks corporate executives buying and selling their own 

company stock on the open market, with a focus on small-caps.

The fund only invests in companies where corporate insiders (CEO, 

CFO, directors, etc.) are purchasing their own company stock on the 

open market.

This approach gives the fund an information advantage as very small 

companies tend to have limited to no research coverage or news flow. 

The absence of information to the market creates potential buying 

opportunities that corporate insiders can identify.

In our interview, David discusses how he finds potential investments 

and how he separates meaningful insider transactions from those 

that are not worth following. We also discuss a few attractive looking 

investments in the current environment.

06 David Miller, Senior 
Portfolio Manager, 
Catalyst Small-Cap 
Insider Buying Fund
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that they believe in the future of their company. It is an even stronger 

statement when you see several executives all buying in a big way at 

the same time. Why would an executive double down on their company 

stock unless they thought it had good reason to outperform the market?

VW: How do you separate those managers just buying 
to prop up the share price and those doing meaningful 
buying?

DM: We only focus on open market insider buying activity to ensure 

that the executives at a firm are buying because they believe their stock 

will go up. The fund excludes insider buying and selling activity driven 

by stock option compensation plans, automated transaction plans, and 

restricted stock. We look for purchases that are large enough to make 

a real impact on the executive’s personal finances.

VW: Where do you get your ideas from?

DM: I scour the filings that are made available from the Securities and 

Exchange Commission Website. Every top executive at every publicly 

listed US company is required legally to file all of their transactions of 

their company stock with the SEC in a maximum of 48 hours following 

their transactions. I am looking for stocks that exhibit at least 3 top 

executives buying at least 10,000 shares within a narrow period. These 

companies that are subject to extreme insider buying have historically 

done the best.

VW: Can you tell us where the idea for the Catalyst 
Small-Cap Insider Buying Fund came from?

DM: I studied as a graduate student at the University of Michigan 

under Professor Nejat Seyhun. I read his book “Investment Intelligence 

from Insider Trading” which demonstrated the historical strength 

of insider buying by top executives as an indicator for significant 

outperformance in the stock market. After doing my own research to 

confirm his thesis, I became very passionate about the topic. It just 

makes so much intuitive sense.  Who is going to know more about what 

is going on at a firm, and whether their stock is a good buy or not? The 

CEO, CFO, Chairman, and Board of a company are privy to so much 

more information regarding a company’s intrinsic worth relative to 

the general public. If they are taking significant cash out of their own 

pocket to buy more stock above and beyond their stock option plan, 

it is a very powerful signal that good things are likely to come for that 

stock. I found it fascinating that the SEC website is a treasure trove of 

data on the insider buying activity of corporate executives.

VW: Why do you think stocks with insider buying 
tend to outperform the market?

DM: The top executives at a firm tend to be risk averse when it comes 

to buying their own company stock. These executives already have 

their pension, salary, stock options, and restricted stock tied up at their 

firm. So, when they buy even more stock, it is an unyielding statement 
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are less effective as the time horizon decreases. The goal of the insider 

buying strategy is not to catch short term earnings beats or misses, but 

rather to identify companies that have intrinsic values that are being 

undervalued by the market. Sometimes we’ll see insider buying that is 

immediately followed by strong stock performance, but we generally 

view insider buying as a strategy that outperforms over the long run.

VW: What are the traits you’re looking for when 
assessing a company?

DM: I look at a number of factors specifically related to insider buying 

transactions including: open market purchases, the insider’s position 

within the company, the transaction size, the number of insiders 

buying, and the past behavior of insider purchases at the company.

Ideally, I want to see insider buying from C-Suite executives, particularly 

the CEO, CFO or Chairman, since they are the most informed people 

within the company. I only evaluate the purchases that were made on 

the open market, because there can be a lot of noise in the SEC filings 

from transactions that are driven by stock option compensation plans, 

automated transaction plans, and restricted stock. The size of the 

purchase is also important, and I want to see purchases that are large 

enough to make a real impact on the executive’s personal finances. The 

key indicator I am looking for when assessing a stock for the fund is 

“cluster buying” activity.

VW: As well as insider buying do you take into 
account valuation?

DM: While valuation is a critical metric, I have found that executives are 

better at determining the fair market value of their firm than simplistic 

ratios like price to book and price to earnings. Valuation metrics only 

tell part of the story. If a company is growing very rapidly and is in 

a monopoly position in their industry, they can justify a significant 

premium to a company that is in decline. Frequently companies with 

too much inventory will look like they have significant assets on their 

books that really need to be marked down. On the opposite end of the 

spectrum, when a company is in deep value territory, I assume that the 

firm is trading at a discount for a reason. There are plenty of businesses 

out there trading at low valuations because their business models are 

obsolete or in dire need of an overhaul. When I come across deep value 

companies, I really want to see insider buying because this helps to 

confirm that the firm’s executives have enough belief in the long-term 

viability of the business that they are willing to invest personal stakes.

With that being said, I see insider buying across the valuation spectrum 

from deep value to high growth. Looking at valuation is a good way 

to get a near-term snapshot of the company, but current valuation 

metrics become less useful predictors of future value as the investment 

time horizon increases. Conversely, insiders are much more effective at 

predicting the company’s value over a 12-month period or longer and 
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Cluster buying is a situation where 3 or more top executives at a firm 

are buying 10,000 or more shares of their own stock. I avoid companies 

that have abnormally high insider selling when compared to past 

behavior, particularly if there is “cluster selling” where at least 3 top 

executives are selling 10,000 shares within a narrow period. I also 

avoid stocks that exhibit what is called a “sell reversal,” which is when 

an insider who was previously buying, changes tactics and becomes a 

net seller.

VW: Is there one company in particular that you’re 
excited about right now?

DM: I am excited about the insider buying at money center banks. 

They are very well positioned to benefit from a rise in interest rates. 

Citigroup has experienced significant recent insider buying by their 

CEO Michael Corbat, CFO John Gerspach, Director Michael Oneill, and 

Head of Operations Don Callahan. The company could benefit in a big 

way from a rise in rates given their large deposit base. I also like small-

cap Financials, and I continue to see insider buying in regional banks. 

There has been recent insider buying in Paragon Commercial (PBNC), 

FNB Bancorp (FNBG), and Carolina Financial (CARO). Regional banks 

could certainly perform well in an environment where interest rates 

are rising, and the domestic economy is improving. What I like about 

these purchases is that the executives are still buying their company’s 

stock even after the firm rally in bank stocks over the past few months.

VALUATION METRICS  
ONLY TELL PART  
OF THE STORY.
- David Miller
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Alluvial Capital Management, LLC 

is a registered investment adviser firm 

that offers Alluvial Fund, LP, a value 

investing partnership.

Since inception (31 March 2014), the Alluvial Global Focused Value 

Strategy has produced a cumulative return of 45.2% for investors 

compared to a return of 19.9% for the Russell 2000 and 15% for the 

Russell Microcap Index.

In our interview, David Waters, Alluvial’s founder discusses his 

investment process, background and what he’s looking for in potential 

investments. We also discuss President Trump’s potential impact on the 

markets and a new partnership Alluvial has formed with Steven Kiel. 

VW: To start can you tell our readers a bit about your 
background and how Alluvial Capital Management came 
into existence?

DW: The story of Alluvial begins several years ago when I was working 

for a trust bank in their wealth management department. From my 

own reading and research, I had developed a keen interest in the niche 

corners of the market, mainly over-the-counter and thinly-traded 

stocks. I would spend hours on evenings and weekends constructing 

databases and valuation models for these companies and seeking out 

new market niches to investigate.

07 Hedge fund interview: 
David Waters - Alluvial 
Capital Management
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many of the companies that I own. I go through lists of businesses in a 

particular market, exchange, or industry, one by one. When I am done, 

I start over again. I am particularly interested in companies that don’t 

screen well because of some financial statement quirk or because some 

temporary factor is distorting earnings or disguising growing business 

value. I do use screens, some traditional and some proprietary because 

value opportunities that would be seized on immediately in large-cap 

stocks and arbitraged away can persist with tiny companies. Finally, 

I monitor news flow and corporate actions in the market segments I 

follow. The market can be stunningly slow to incorporate new public 

information into stock prices in less liquid, lower-profile markets.

VW: Do you run a concentrated or diversified 
portfolio? Why have you chosen to go down this route?

DW: My portfolio is relatively concentrated. At the moment, my 

top five positions make up about 45% of portfolio value. I want my 

partners to benefit meaningfully from the performance of my very best 

ideas. All the same, I am not the type to put 20%, 25%, or more into 

a single position, regardless of how attractive it might be. There are a 

few reasons for that.

First, I am sometimes wrong. I would never put my partners in a 

position where a large loss on any single position could result in severe 

underperformance for our portfolio as a whole.

But of course, a sleepy trust bank was never going to invest client 

funds in these opportunities. I knew I needed to leave for a hedge fund 

or private equity group, but I didn’t have a top school MBA on my 

résumé or any investment banking experience. So I started publishing 

my research, profiling interest opportunities in tiny and obscure 

companies on OTCAdventures.com. My hope was that my work would 

be recognized by potential employers. What actually happened was 

dozens of different readers contacted me over the years to ask if I were 

able to manage money for them. That’s why I launched Alluvial Capital 

Management, LLC in January 2014.

VW: What’s your investment strategy?

DW: It’s fairly simple: I practice traditional value investing. I attempt 

to identify securities trading at a significant discount to a conservative 

estimate of asset value or earnings power. The problem is, these 

securities are rare. My solution is to focus on the areas of the market 

where most investors cannot or will not invest: unlisted securities, 

those with little trading volume, complicated situations where the value 

is hidden, and foreign markets that attract little attention. Securities in 

these categories are much less likely to be efficiently priced, and value 

is there for those willing to look for it.

VW: How do you go about finding ideas?

DW: I turn over a lot of rocks. There are no shortcuts for finding 
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Second, the market can be extremely capricious in its treatment of 

tiny or illiquid securities. Sometimes they rise or fall substantially 

based on the action of a single buyer or seller. Or, prices can remain 

frustratingly moribund even as the underlying business prospers. To 

limit the impact of these non-economic price action, it makes sense 

to avoid taking enormous position sizes. A happy medium for me is 

typically about 15 to 20 different holdings, with the top ten making up 

no more than two-thirds of portfolio value.

VW: On the topic of ideas generation, how much 
of a factor is the company’s management in your 
decisions?

DW: Management is important. In the micro-cap space where I 

frequently invest, assessing management is often more about avoiding 

crooks and incompetents than finding all-stars. Many small companies 

have a high degree of insider ownership and little coverage from Wall 

Street or the media. What’s more, few activist funds target micro-

caps. Because of this, a disappointing proportion of tiny firms have 

management teams that are overpaid and practice egregious self-

dealing. Some of these companies like to act as if they’re private and 

seem to resent the fact that they have outside shareholders at all. 

These companies are to be avoided like the plague. The key is to find 

situations where management is well-incentivized to grow the per-

share value of the enterprise, and not simply to maximize their annual 

cash compensation. I like situations where insider ownership is high 

and the majority of management’s personal wealth rides on the value 

of company stock.

Assessing 
management is 

often more about 
avoiding crooks and 
incompetents than 

finding all-stars
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to target the US market in a major way. They nailed the introduction. 

Owning and using a Moleskine notebook was the perfect way to say 

“I am cultured and educated, and I know what’s cool in Europe.” A 

Moleskine notebook was cheap enough to be accessible to those wanting 

to project an artistic image, yet pricy enough to proclaim its quality 

and European pedigree. Despite its strong growth, the company was 

producing revenue of only EUR 130 million, so I believed the company 

could continue growing at a double-digit pace for the foreseeable 

future. Best of all, I was able to purchase shares at under 10x EV/EBIT, 

an entirely absurd valuation for a company with Moleskine’s growth 

potential, profitability, and strength of the brand.

My investment in Moleskine was both opportunistic and strategic. It 

was opportunistic in that I was able to take advantage of poor sentiment 

surrounding the company. Despite its great growth, the company had 

actually underperformed its IPO projections as it undertook expensive 

initiatives to drive long term growth. The company had nearly finished 

funding these initiatives when I first bought shares, but the results had 

yet to become apparent. As the resulting growth appeared over the 

next year, shares reacted strongly. It was a strategic investment in that 

I am always attempting to buy businesses with strong growth potential 

and excellent operations trading at very modest valuations.

Background is important as well. I prefer seasoned operators with 

decades of experience. If management has a history of leadership 

positions at marginally successful firms, that is a huge red flag. 

Company management does not have to be comprised of geniuses 

and visionaries for a company to do well. In fact, some businesses 

would do well to swap their visionaries for leaders with more expertise 

in the basic blocking and tackling of everyday operations. But I do 

want to invest in companies with management teams that are honest, 

experienced, and properly incentivized.

VW: I know one of the investments you’ve owned 
is Moleskine and I think this investment gives a real 
insight into your investment strategy. So, could tell 
us what you liked about this company when you first 
discovered it and how it fitted into your investment 
strategy?

DW: Ah, Moleskine. Taken away from me too early, and far too 

cheaply by an opportunistic acquirer. What initially attracted me to the 

company was its fantastic economics. Since its founding, the company 

had managed annual revenue growth in the high teens and operating 

margins of 35%. 

That’s a stunning level of profitability for a company selling what 

amounts to fancy paper. But of course, what they were really selling 

was sophistication. When I first invested, the company was just starting 
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In both cases, selling is really all 

about valuation. With special 

situations, I will sell if I no longer believe I am being adequately 

compensated for the risk that the anticipated event will not occur as 

expected, or will not occur in a timely manner. Of course, I will also 

sell if the event does occur and price converges with value.

For investments in high-quality and/or high-potential businesses, I 

will sell if the share price no longer adequately compensates me for the 

risk that the expected growth or successful reinvestment of cash flows 

does not materialize, whether because of internal or external factors. 

I am willing to pay a premium price for a business of rare quality, but 

there is a limit. 

I will not pay a price where only perfect execution by management 

and a benign economic environment will result in substantial returns. 

If a company’s shares reach that level, I will sell, no matter what my 

opinion of the company’s quality.

VW: It sounds like Moleskine was an investment you 
wanted to hold for the long term. On that topic, how 
do you decide when it’s time to sell a stock?

DW: The right time to sell a stock depends on what sort of stock you 

own. There is a big difference between owning a special situation and 

owning a high-quality business with growth prospects. If you own a 

stock because you’re expecting some event or events to highlight value 

and cause price and value to converge, you need to be very aware of the 

likelihood of those events coming to pass and what could cause those 

events not to occur. 

If it becomes apparent that the event or events in question are not 

going to happen, it’s time to move on. It’s a different calculus with 

businesses you own because you like the business model or you think 

the business will be able to reinvest capital at very high rates for a long 

time. 

In that case, it’s much more about accurately anticipating confounding 

factors that could keep the business from succeeding to the degree you 

believe it will. Is some economic trend going to impact demand for the 

company’s products? What about its costs? Does management have 

the focus necessary to execute its business plan? How will competition 

affect the company.

SELLING 
IS REALLY 
ALL ABOUT 
VALUATION
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poor profitability. They are over-capitalized, which indicates they are 

unable or unwilling to make the volume of loans necessary to earn 

a reasonable profit. Finally, they are trading at a deep discount to 

tangible book value. All of these factors give a margin of safety and 

makes the banks all the more attractive to a potential acquirer.

These banks also have reasonable to excellent credit quality. I avoid 

banks with questionable loan books, whether in terms of actual 

delinquencies or in concentration in risky types of loans. Some of these 

banks are recently-converted mutuals. 

I expect one or more of these banks to be acquired or merge this year, 

and several others to build their book value via share buybacks below 

tangible book value. All in all, I expect this bank basket to provide a 

healthy stream of returns regardless of the market’s direction.

VW: Are you still holding on to this basket or have 
you taken some money off the table after the sector’s 
recent run?

DW: Some of these banks rallied sharply with the market, and others 

did not. I sold the ones that reached fair value, where there was no 

longer a margin of safety. The ones that did not rally tended to be the 

smallest and least liquid, and I still hold those. My thesis on those has 

not changed.

VW: Can you give us some insight to your ‘bank 
basket’ you detailed within Alluvial’s third quarter 
2016 letter?

DW: I rarely incorporate “themes” when constructing my portfolio. 

Rather, I choose to identify very cheap individual companies that often 

have little to nothing in common. The bank basket is an exception. It 

is my belief that the heyday of small banks in the US is permanently 

behind us. Numerous factors including increased regulatory and 

compliance costs, compressed interest spreads, and customer demand 

for convenience and technology make it more difficult than ever for 

small banks to earn a reasonable return on their equity capital. The 

solution for these small banks is to combine, either by selling to much 

larger banks or merging with peers until adequate scale is achieved. A 

billion-dollar balance sheet is the goal for many of these institutions.

This trend is playing out in real time. M&A activity among small banks 

is healthy and the number of banking institutions in the US continues 

to decrease. I expect this trend to continue unabated.  

To take advantage of this, I have constructed a basket of banks I 

believe have a good chance of being acquired in the medium-term. 

These banks are small, with an average balance sheet of under $300 

million. For the most part, they do not earn their cost of capital. This 

argues against remaining independent and continuing to suffer from 
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for a long time produced lackluster results, and it shows in the stock 

price. And yet, the company is still trading at less than 7x EBIT despite 

nearly doubling operating income since 2012.

VW: Moving on from current holdings, what’s been 
one of your most successful investments?

DW: MMA Capital Management is far and away by most successful 

investment for clients, and still my largest position. When I first 

invested in the company, it was a mishmash of real estate and real 

estate-backed loans, a foreign asset management business, and huge 

NOLs. The value of these assets was obscured by GAAP accounting and 

writedowns the company took during the Financial Crisis. However, 

company management knew what these assets were truly worth, and 

MMA Capital Management was buying back its own shares hand 

over fist. Repurchasing shares far, far below economic value created 

a virtuous cycle that increased economic value per share. Today, the 

company has shed most of its non-core assets and developed profitable 

new lines of business. But the company still trades well below its 

economic book value, which I place at over $30 per share.

VW: Have you positioned your portfolio to prepare for 
the Trump presidency at all?

DW: No. The small companies that make up the bulk of my holdings 

are less affected by the geopolitical forces that influence large, multi-

VW: Another holding detailed in the third quarter 
letter is Calloway’s Nursery. What do you like about 
this business?

DW: Several things. I have followed the company for years, so I know it 

very well, and I’ve seen them execute on an intelligent plan. Calloway’s 

is essentially a collection of valuable real estate with a profitable 

nursery business on top. The company evaluates its footprint on a 

continual basis. If and when they determine the real estate value of any 

particular location exceeds the value of the operating business there, 

they are not afraid to shut down the storefront and sell the parcel to 

developers. Calloway’s owns some extremely attractive land in Dallas 

and Plano, Texas. That’s not to say the nursery business itself isn’t 

appealing. Calloway’s differentiates itself from competitors by offering 

high-end services. It employs horticulturalists and landscaping experts 

who can help wealthy clients design their perfect backyard. It also 

provides classes. This is not your typical greenhouse selling marigolds 

and tomato starters.

But what I like best about Calloway’s is the fact that entities managed 

by Peter Kamin are the majority shareholders. Mr. Kamin has a 

distinguished track record of investing in underperforming micro-cap 

companies. Since taking over Calloway’s, the company’s margins have 

improved, it had reduced its debt, sold off land at a significant profit 

and opened new locations. Mr. Kamin is optimizing a company that 
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national corporations. These companies will continue quietly 

growing their earnings and cash flows regardless of what comes out 

of the White House. Macroeconomic factors are not a major input to 

my investing process.

VW: Can you tell us anything about your private 
investment partnership with Sitestar Corporation that 
you announced last year? Sitestar’s CEO is none other 
than Steve Kiel manager of Arquitos profiled earlier in 
this newsletter.

DW: I have known Steve Kiel for a few years now, and I hold him in 

high regard not just as a talented investor, but as a man of integrity. 

We first crossed paths when we found ourselves invested in some of 

the same companies.

I was very pleased to see Steve Kiel, Jeff Moore, and company 

successfully take over Sitestar, which had been egregiously mismanaged 

for many years.

I had wanted to offer a pooled vehicle to my clients for years, but I had 

held back based on concerns over the risks and costs of setting up a 

partnership. The legal expenses alone can be considerable, especially 

for a tiny manager like I was (and still am.) I figured I would cross 

that bridge a few years down the road when I had more resources 

and a deeper roster of clients. But then, I got a call from Steve in the 

summer of 2016. He told me that Sitestar wanted to launch an asset 

management business and that I was “number one” on their list of 

investors they would consider partnering with. I jumped at the chance! 

After attending a retreat with Sitestar’s board of directors, I decided 

they were a group of people I would be happy to be associated with for 

the long run.

The arrangement is ideal for both Sitestar and Alluvial. In Sitestar, 

Alluvial Fund, LP has a foundational partner providing long term 

committed capital. Sitestar’s investment in Alluvial Fund, LP frees me 

to make truly long term oriented value investments, even if I am not 

certain how the investments will fare in the short run. 

For its part, Sitestar gets a share of a growing stream of fees generated 

by Alluvial Fund, LP, which should result in a nice return on capital as 

the fund grows.

The partnership between Sitestar and Alluvial is very much intended 

to be permanent, and I am thrilled to partner with a capable group 

who are already doing great things at Sitestar.
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VW: And lastly, what has been the biggest mistake of 
your career?

DW: Probably an issue I wrote about in my most recent client letter: 

failing to exercise enough patience with stubbornly underperforming 

investments. On more than one occasion in 2016, I sold out of very 

cheap stocks just before the companies took actions that resulted in 

greatly improved share prices.

I had done my analysis correctly. The value was there. But after holding 

each company for years without any sign that management would take 

very simple actions to reward shareholders, I lost patience and sold. 

This taught me a vital lesson on the value of conviction. In these cases, 

not all was lost.

The stocks I bought after selling the companies in question did well. 

But my lack of patience with the original holdings still took a toll 

on returns. I’ve taken steps to re-evaluate how I think of deep value 

companies without apparent catalysts, namely, my criteria for deciding 

whether to stay invested or to move on. I’ll do my best not to repeat my 

mistake.
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VW: What do you like about 
Capilano Honey Ltd?

DW: To my knowledge, Capilano is 

the world’s only publicly-traded pure-

play honey producer. Humans have 

consumed honey for thousands of years, 

and barring some species-ending disaster, will continue consuming 

honey for the next thousand years.

Honey consumption in the western world is on the rise, based on a 

desire for healthier, more “natural” food and a desire to avoid the 

adverse health effects of highly processed sweeteners, like high fructose 

corn syrup and ordinary white sugar. I expect this trend to continue for 

many years, and Capilano is extremely well-positioned to capitalize on 

it.

Capilano dominates the honey market in Australia, with a market share 

of over 50%. Capilano-branded honey is 100% produced in Australia 

from a mix of Capilano-owned and third-party honey producers. 

Capilano is also expanding into differentiated types of honey, like those 

from particular flowers and regions. One of these, Manuka, is said to 

offer immune system benefits.

As Capilano expands its offerings in these niche products, I expect its 

operating margins to rise. Combined with continued revenue growth, 

I expect Capilano’s earnings to experience rapid growth over the next 

several years. With shares currently traded at under 9x normalized 

EBIT, I think Capilano is a very cheap way to profit from growing honey 

use.

08 Alluvial Stock Highlight: 
Capilano Honey



VW: Over the past year-and-a-half, the shares are 
33% off their all-time high. What went wrong and 
what’s the company done to rectify this?

DW: A constellation of factors has taken its toll. First, the market 

got rather too excited about Capilano’s near-term prospects last year. 

While I believe Capilano’s growth prospects are very strong, revenues 

are not going to grow at 15-20% annually. A year ago, the market was 

too optimistic about the company’s trajectory; now I believe it is far 

too pessimistic.

Second, the company did a capital raise to boost its working capital. 

The massive increase in revenues the company has seen in recent 

years requires working capital investment, and the company is 

conservative in its use of debt. So, it used a rights issue to raise the 

necessary funds. This obviously 

spooked some investors, even if it was necessary to support the 

company’s long-term growth. Relatedly, the company’s operating cash 

flow has been lackluster due to the company’s investment in increased 

honey inventory.

Annual honey production in Australia is unpredictable and varies 

with weather and growing conditions. In years of strong production, 

Capilano builds up its inventories while honey prices are reasonable. 

When production is weak, Capilano’s inventory is drawn down. 

Capilano has used the last two years of strong honey production to build 

up a large honey stockpile, which has soaked up a lot of operating cash 

flow, which will reverse to a degree when honey production inevitably 

declines.

Capilano Honey Ltd (CZZ:AU)
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Third, 2016 has been a transitional year for the company as it works 

to increase its sales of higher-margin products. The company has 

spent heavily on preparing and marketing new honey products toward 

health-conscious consumers and has exited some low-margin export 

businesses resulting in a drag on revenue growth. 

The company also took a non-cash charge to reduce the value of its 

inventory as honey prices declined in the second half of the year, which 

caused operating income to look fragile in comparison to the previous 

year when the inventory value was revalued upward.

And finally, Capilano has found itself the target of a sustained 

campaign of misinformation and defamation by a “health activist” who 

has accused the company of selling adulterated honey. This activist 

has provided zero actual data to support this claim, and in fact, has 

been forced to withdraw his most defamatory online statements by 

Australian courts. 

Capilano has been working hard to defend against these attacks, 

emphasizing its strict quality controls and commitment to delivering 

a safe and healthy product. Nonetheless, the company is likely seeing 

a short-term revenue impact from the unfortunate press.

That’s plenty for any company to deal with, and it is no surprise that 

Capilano’s share price has suffered. The company has responded 

exactly as it ought to, by ignoring the short term fluctuations of its 

stock price and focusing on positioning the company for success over 

the next decade. 

Capilano’s future is in its specialty offerings, and it is investing heavily 

in developing and promoting these higher-margin items. Despite the 

recent decline, Capilano shares are up over 600% over the last five 

years. Management’s formula is working.

VW: What’s the outlook for the company over the 
next year?

DW: In 2017, I expect Capilano will see a moderate revenue increase, 

likely 6-10%. On the strength of its new products, I expect to see 

operating margins exceed 10% for the first time and to move even 

higher in future years. 

I anticipate calendar year 2017 EBIT of AUD 15 million. I also expect 

to see free cash flow improve as Capilano’s inventory building cycle 

peaks and begins to moderate.
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VW: What’s your estimate of intrinsic value?

DW: Capilano Honey is a high-quality business. Its product is a 

branded consumer staple with minimal cyclicality. Capilano dominates 

its market and has good growth potential. The balance sheet is strong, 

and profitability is good and getting better. For these reasons, Capilano 

deserves a premium valuation. 

I believe a valuation of approximately 15x EBIT on an EV/EBIT basis or 

20x earnings is very easily justifiable. On trailing results, that equates 

to a share price of AUD 19-21. This range represents a substantial 

discount to the valuations that branded consumer staples businesses 

fetch in the US market. I believe this range could rise quickly if Capilano 

continues to produce healthy revenue growth and margin expansion. 

Alluvial’s cost basis in Capilano Honey is AUD ~16, and I remain an 

opportunistic buyer of the stock.

VW: What could go wrong?

DW: Demand for honey could falter if its perception as a healthier 

sweetener changes. A rising Australian dollar could reduce demand 

for the company’s exports. Negative consumer attitudes caused by the 

smear campaign against the company could prove difficult to dispel. 

Honey production in Australia could suffer for an extended period, 

increasing Capilano’s costs.

Management could fail in its efforts to guide the company toward 

higher margin products or could lose focus and expand into areas 

where the company has no competitive advantage. The list goes on, 

but Capilano has demonstrated a strong ability to withstand market 

challenges in recent years, and I don’t believe this will change.
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VW: What first attracted you to 
CRH Medical Corporation?

DW:  When I first looked at CRH 

Medical, I saw a company that had 

developed a promising new business model and was set to produce lots 

of free cash flow, with great opportunities for reinvesting that cash flow 

and deploying additional capital. However, the market was either very 

skeptical of the company’s ability to follow through, or it had simply not 

yet caught up to the company’s rapid change. 

In the space of a year, CRH Medical went from being a company 

marketing an effective hemorrhoid treatment (the O’Regan System), to 

one owning majority stakes in US anesthesiology centers performing 

this treatment using O’Regan. The company had completed several 

acquisitions of these anesthesiology centers, but clearly had the ability 

to complete many more given its low leverage and small size. It wasn’t 

hard to see that the company’s free cash flow generation would increase 

substantially without any additional equity capital, and the market was 

not pricing that in.

VW: The stock is up four-fold over the past two years. 
Do you still see value here and if so, why so?

DW: I do see value, because the market is still not crediting the 

company for its robust set of growth opportunities. CRH Medical has 

the financing in place to deploy at least another $50 million in 2017 

toward the purchase of more anesthesiology centers. Each purchase is 

immediately accretive to free cash flow. It’s a classic roll-up scenario. 

Each successful purchase and integration provides cash flow for the 

next investment, and also increases the amount of credit available to 

the company to support future purchases. As with any roll-up, the key 

is exercising discipline on acquisition pricing and performing proper 

due diligence to ensure newly acquired practices will integrate well 

with existing assets.

09 Alluvial Stock Highlight: 
CRH Medical Corporation
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Nothing derails a roll-up strategy like repeatedly overpaying or botching 

integration. Excessive leverage can also lead to a blowup, because it 

reduces the margin for error. CRH Medical is much less leveraged than 

competitors and even employing all the additional credit currently 

available to the company would leave it able to cover interest expense 

very comfortably.

CRH Medical’s normalized free cash flow yield based on its current 

asset base is around 7%. Cash-on-cash returns for new anesthesiologist 

practices are outstanding, often 20% or better. If CRH Medical can 

deploy another $50 million in capital this year, I see the normalized 

free cash flow yield nearing 10%. And that’s just the beginning, because 

CRH Medical has a deep pipeline of acquisition targets.

VW: What’s the downside if things don’t go to plan?

DW: If CRH Medical for some reason fails to achieve its growth 

strategy, the market will take a more skeptical view and begin to value 

the company ex-growth. That probably means a free cash 

flow yield in the high single digits. If, for example, 

the market was to value the company at 

a normalized free cash flow yield 

of 9%, shares would fall about 

20%. I don’t think that’s likely, 

given the trend toward 

increasing demand for CRH Medical’s services as the population ages 

and given CRH Medical’s success in performing successful acquisitions. 

But it is a possibility.

VW: Is this business at risk from possible health care 
reform?

DW: CRH Medical does derive a portion of its revenues from 

government sources, chiefly Medicare. Changes in reimbursement 

rates for the procedures CRH Medical provides would have an 

effect on revenues. In 2016, the company did see a reduction 

in reimbursements for these procedures. However, I 

view the likelihood of a substantial reduction in 

reimbursements from Medicare to be low. 

CRH Medical Corp
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The government has a strong interest in encouraging Medicare 

beneficiaries to undergo colonoscopies. Detecting and treating colon 

cancer in the early stages results in better outcomes and is much 

cheaper than doing the same for advanced cases. Materially reducing 

reimbursement to providers for doing colonoscopies would only 

reduce the number of providers, reducing the portion of Americans 

undergoing the procedure. Private medical insurance companies have 

the same set of incentives. In any case, I expect any reduction of per-

treatment revenues to be more than overcome by increasing volumes 

of patients and procedures.

VW: Where do you see the company a year from now?

DW: A year from now, I expect the company to have completed 

multiple additional acquisitions of anesthesiology practices. I expect 

the company to have refinanced some high cost debt it took on when 

it was just beginning to execute on its new strategy, and I hope to see 

the market valuing the company a 15-18x its new normalized free cash 

flow, which will be materially higher than it is today. But I hope the 

market gives me a chance to buy more cheap shares before then.
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