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Welcome to the March 2019 issue of Hidden Value Stocks. 
As usual, we have two fund interviews in this issue as well as 
two small-cap stock ideas from each manager.

First up is Mike Melby, CFA, the founder of Gate City Capital 
Management. Gate manages a concentrated portfolio of deep-value 
U.S. micro-cap companies, and Mike talks about two of his favorite 
companies at the moment in the second half of the interview. 

Our second interview is with Chris Colvin, the founder of Breach 
Inlet Capital Management. Founded in 2016, the concept of 
Breach Inlet is to apply the principles of private equity to an 
inefficient market (small caps). The firm targets companies in the 
$50 million to $3 billion market cap range. As well as picking out 
his two favorite positions, Chris also shares his view on another 
company we’ve previously profiled in Hidden Value Stocks, 
LGI Homes.

In addition to the two interviews and four stock ideas, we also 
have our usual fund updates on the next page. 

We hope you enjoy this issue of Hidden Value Stocks, and if you 
have any questions or comments, please feel free to contact us at 
support@hiddenvaluestocks.com.

Sincerely,

Rupert Hargreaves
& Jacob Wolinsky
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Hidden Value Stocks
UPDATES FROM PREVIOUS ISSUES

In the March 2017 issue of Hidden 
Value Stocks, Steven Kiel of Arquitos 
Capital highlighted MMA Capital 
Management LLC as one of his two 
undervalued small-cap picks. Here’s a 
snapshot of what he wrote at the time:

“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.”

Back then, the stock was changing 
hands at $22.30. It has since surged 
above $33 per share. Here’s an update 
on MMA Capital Management from 
Arquitos Capital’s Q4 2018 investor 
letter:

“Estimated book value at the end of Q4 
2018 is $35.31. Shares are currently 
around $26 and had ended the year 
at $25.20. MMAC has simplified their 
business significantly and is now primarily 
a niche asset manager focused on short- 
to intermediate-term lending on renewable 
energy-related projects. The company 
has a large co-investment in the space 
and earns management and performance 
fees from the portfolios they manage. 
MMAC also has a huge pile of cash and 
equivalents relative to their market cap. In 
addition to trading at 0.7 times book value, 
they also trade at just 4 times trailing 
earnings and somewhere between 6 to 
8 times estimated 2019 earnings. Finally, 
they continue to buy back about 10% of 
their shares each year. For this reason, 
the fact that shares trade at such a large 
discount to book value provides a huge 
benefit to us as shareholders. MMAC 
negatively affected the Arquitos portfolio in 
2018. It is a classic example of the stock 
price being wholly disconnected from the 
reality of the company. It is our second 
largest holding. If I could buy more shares, 
I would.”
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What first got us excited and made us initiate 

an investment in Zedge was the November 
2017 acquisition of Freeform Development and 
the retention of its co-founders. We viewed 
this as a major milestone for the company. In 
our initial interview, I dedicate a lot of time to 
discussing Freeform and its founders, and I 
urge readers to reread that interview. In early 
2018, the new Zedge/Freeform team launched 
Zedge Premium, an exciting virtual marketplace 
for professional and amateur artists to monetize 
their content, and for the company to create 
ways to monetize its existing user base beyond 
traditional advertising. 

“At the time of our “Hidden Value Stocks” 
interview, Zedge Premium had about 

100 virtual storefronts for content 
creators such as photographers, 

illustrators, designers, brands, music 
artists, and other types of celebrities. 

Today, there are about 450 artists, and 
Zedge Premium’s top artists have been 
earning more than $1,000 per month.”

At the time of our “Hidden Value Stocks” 
interview, Zedge Premium had about 100 virtual 
storefronts for content creators such as 
photographers, illustrators, designers, brands, 
music artists, and other types of celebrities. 
Today, there are about 450 artists, and Zedge 
Premium’s top artists have been earning more 
than $1,000 per month. Not bad side money for 
an artist or photographer!! Several big name
artists are on the platform, but I think this platform
provides the best value for the millions of amateur 
and semi-professional artists throughout the 
world. Now that Zedge has moved beyond invite 
only and has launched its self-serve artist portal, 
thousands of creators can launch and manage 
virtual storefronts of their digital content where 
they can share, market and sell exclusive content 
to Zedge’s 36 million MAU universe.

Hidden Value Stocks
UPDATES FROM PREVIOUS ISSUES

In the March 2017 issue of Hidden 
Value Stocks, Joseph Boskovich Jr. 
and the team at Old West Investment 
Management highlighted Zedge 
and Carbo Ceramics as their two 
undervalued small-cap picks. 
12 months on and the team is still 
bullish on these two stocks.

Zedge

We are still very excited about Zedge. Time and 
time again we are reminded how much longer the 
incubation period is for early businesses than we 
originally thought.  As you may recall from our 
original write-up, Zedge was spun off from IDT 
Corporation in 2016.  In the past decade, Howard 
Jonas’ IDT has spun-off 5 public companies 
and sold a 6th after which it provided a special 
dividend to shareholders.  CTM Media, now IDW 
Media, spun-off in 2009, Genie Energy spun-off 
in 2011, Straight Path Communications spun-
off in 2013, Fabrix was sold to Ericson in 2014, 
Zedge was spun-off in 2016, and most recently, 
Rafael Holdings was spun-off in 2018. Had you 
invested in IDT Corporation at the time of its first 
2010 spinoff, IDT + SpinCo’s have produced 
46.3% annualized returns vs. 10.8% for the S&P 
500. We believe that Howard Jonas’ SpinCo’s 
will continue to generate equally impressive or 
better returns for the foreseeable future. We own 
all of the spins, and we think that each has great 
potential, particularly Zedge and Rafael Holdings.

As you will recall in our original interview, Zedge 
is an early stage tech company focused on 
mobile device personalization and the distribution 
and monetization of digital content. When we 
first looked at the company, we were surprised 
to see that the app had a massive and engaged 
user base with over 36 million monthly active users 
(“MAU”), which we believed represented 
meaningful traction that was extremely difficult 
to replicate.  Historically, nearly 100% of Zedge’s 
$12 million annual revenue was generated 
from the three major advertising exchanges 
controlled by Google, Facebook and Twitter.
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In Zedge’s most recent quarter, Zedge Premium 
had more than 5.7 million monetizable platform 
transactions and $117,000 in gross transaction 
value (total sales volume transacting through 
the platform). This was about 3x Zedge’s Q1 
GTV, which we believe is impressive. However, 
the majority of monetizable transactions relate 
to watching rewarded videos, a low revenue per 
item mechanism. Management is heavily focused 
on pushing existing higher priced items like print-
on-demand and Zedge’s virtual currency, and 
introducing new monetization into the mix like 
sticker packs in order to boost revenue and artist 
payouts.

Although we are excited about this progress, the 
company ultimately needs to show revenue growth 
and growth in revenue per monthly active user.  
Both metrics have been relatively flat since the 
spin-off of Zedge, but metrics give us confidence 
that the company is trending in the right direction.

“Although we are excited about this 
progress, the company ultimately needs 
to show revenue growth and growth in 
revenue per monthly active user. Both 
metrics have been relatively flat since 
the spin-off of Zedge, but metrics give 

us confidence that the company is 
trending in the right direction.”

Hidden Value Stocks
UPDATES FROM PREVIOUS ISSUES

Zedge just recently started to aggressively test 
its first foray into subscription-based revenue. 
Specifically, Zedge started offering its U.S. users 
the ability of removing unsolicited ads from the 
app for a fee. We are encouraged by early results 
as management has indicated that a decent 
segment of its app users are willing to subscribe 
and pay a fee to remove the advertising from 
the app. The subscription model should provide 
Zedge recurring revenue and with time and with 
more data, the subscription model should create 
the opportunity to start investing in paid user 
acquisition campaigns that yield a positive ROI, 
similar to what mobile gaming publishers do.  
Another exciting near term development will be 
the convergence of Zedge’s Core and Premium 
channels together into one unified offering. Zedge 
Premium was launched as its own vertical within 
the app product to minimize potential risk to its 
base offerings, allow for quick feature iteration and 
to efficiently develop its ecosystem. With Zedge 
Premium fully launched and tested, the company 
is ready for this next milestone.

Stock Information March 13, 2019  |  ZDGE Data Source: Morningstar

Market Cap.

$18.2m

P/E (forward)

N/A

EV/EBITDA

140.2

Divident Yield

N/A

Average Vol. (3m)

5,219

P/B

2.3

ROIC (ttm)

-15.4

Debt to Equity (gross) 

N/A
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Hidden Value Stocks
UPDATES FROM PREVIOUS ISSUES

Carbo Ceramics
Carbo has shown strong growth in their industrial 
and environmental segments as they continue 
their diversification away from pure commodity 
exposure in their energy business. Yet the oil price 
decline in Q4 2018 weighed heavily on the stock 
as a substantial portion of their revenue is still 
derived from energy-related products.

E&P operators have responded to the low 
commodity price environment by cutting capex 
budgets and renewing their focus on costs, a 
difficult situation for the company as they benefit 
from increased activity levels and operators 
paying more for improved performance.

While we believe the company’s diversification 
efforts will ultimately prove successful, the shift 
in price environment has extended the timeline 
for the overall business improvement as the 
legacy energy segment is still a large contributor 
to their financial results.

They will remain sensitive to fluctuations in 
energy prices (and should benefit from any 
positive news on that front) until which time the 
transformation to a more balanced company 
plays out and the strength of the other business 
lines can shine through.
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Michael is the Founder and Portfolio 
Manager of Gate City Capital Management. 
Before founding Gate City Capital, Michael 
worked as a research analyst at Crystal 
Rock Capital Management where he 
covered the consumer, restaurant, retail, 
and gaming sectors. Michael previously 
worked as an Investment Associate at 
the Notre Dame Investment Office where 
he focused on natural resources, fixed 
income, and risk management and as an 
Associate at Deutsche Bank Securities in 
their Debt Capital Markets group. Michael 
earned an MBA from the University of 
Chicago Booth School of Business where 
he graduated with honors and a BBA in 
Finance from the University of Notre Dame 
where he graduated Summa Cum Laude. 
Michael is a CFA Charterholder and has
earned the Financial Risk Manager 
designation.

To start, could you give us some 
insight into your background and 
Gate’s investment philosophy? 

I was born and raised in Glendive, Montana, a 
small town in Eastern Montana. Glendive was 
nicknamed the “Gate City” and the name and 
logo of the firm pay tribute to my hometown. 
As an undergrad, I attended the University of 
Notre Dame where I majored in finance. After my 
studies, I worked in fixed income at Deutsche 
Bank on Wall Street and then returned to Notre 
Dame to work for the Notre Dame Investment 
Office. I earned my MBA from the University of 
Chicago in 2011 and worked as a research analyst 
at Crystal Rock Capital after business school. 
I left Crystal Rock Capital in June of 2014 to 
launch Gate City Capital Management to outside 
investors.

Gate City Capital Management manages a 
concentrated portfolio of deep-value U.S. micro-
cap companies. We look for companies that are 
trading at a sharp discount to their intrinsic value
and that provide investors with a meaningful 
margin of safety through the ownership of real 
assets such as land, buildings, and equipment. 
In addition, we look for companies with clean 
balance sheets, understandable business models, 
and sustainable competitive advantages.

We complete a full due diligence process on 
every company before making any investment. 
This includes visiting with management teams 
and touring company facilities. We focus intently 
on the price paid and only look to purchase stock

Gate City Capital 

Interview One
MICHAEL MELBY
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Interview One
MICHAEL MELBY | Gate City Capital

at a price that represents an attractive price to 
purchase the entire business. We have a long-
term time horizon for every investment and 
expect to hold each company for a minimum of 
two years. Finally, the Fund has a concentrated 
portfolio and targets between 12 and 15 total 
positions. This creates a portfolio of best ideas, 
necessitates a full due diligence process, and 
makes each position meaningful to the overall 
portfolio.

The fund has outperformed the 
Russell Micro-cap index by a wide 
margin since inception. 
In your opinion, what are the most 
prominent factors that have helped 
Gate achieve this outperformance?

We attribute the attractive absolute returns 
provided to our investors thus far to our 
adherence to our investment philosophy. We 
think by constructing a concentrated portfolio 
of well-researched companies with a focus on 
margin of safety and downside risk provides us 
with a unique opportunity to generate attractive 
returns for our investors over the long-term. 

We are also committed to keeping the portfolio 
concentrated and restrict the size of our asset 
base so we can continue to enact our investment 
process well into the future. 

Could you give our readers some 
insight into how you go about finding 
small and micro-cap ideas? 

Our initial search process always starts with 
companies we have previously researched. 
We have a database of over 250 micro-cap 
companies where we have completed financial 
models and have had an initial conversation with 
the management. 

Rather than assigning a “buy” or a “sell” rating to 
a company after completing our due diligence 
process, we usually think the best decision is

to “wait” until the company’s market valuation 
suggests we have limited downside risk and 
attractive appreciation. We continue to monitor 
the price and financial performance of companies 
we have previously researched to see if the 
company has now become more attractive. 

In addition to monitoring prior companies, we 
also conduct three valuation screens on a 
weekly basis. We also find new companies to 
research while researching competitors and 
customers of target companies. We also attend 
several micro-cap conferences each year and 
also have built a network of like-minded investors 
we correspond with for idea generation.

What are you looking for in the 
perfect small-cap? What makes you 
say “yes” to a particular idea?

We look for companies with clean balance 
sheets, owned assets, and understandable 
business models. We utilize a discounted cash 
flow analysis to generate a target intrinsic value 
for each company we research. 

We also complete a floor value analysis to 
approximate what the business would be worth in 
a liquidation-type scenario. We look for companies 
with little (or no) downside to our floor value with 
at least 50% upside to our target value.

“We also complete a floor value analysis 
to approximate what the business would 
be worth in a liquidation-type scenario. 
We look for companies with little (or no) 
downside to our floor value with at least 

50% upside to our target value.”
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Interview One
MICHAEL MELBY | Gate City Capital

And what about management? 
What qualities are you looking for 
in managers?

We look for intelligence, integrity, and work ethic 
when evaluating management teams. We find 
that in-person meetings are very helpful in 
assessing these characteristics in our management 
teams. We also look for an alignment of interests 
with shareholders through insider share ownership. 

Are there any particular red flags 
you are looking for when evaluating 
a company?

We attempt to avoid companies where there is 
a lack of alignment with shareholders. We also 
generally avoid companies with levered balance 
sheets. If a company does have debt, we want 
the company to have both the ability and willingness 
to pay down the debt with free cash flow. 

Moving back to portfolio management. 
You said Gate City’s portfolio tends 
to be relatively concentrate so how 
do you get comfortable owning just a 
few key positions and how do you go 
about minimizing risk?

We think risk starts at the position level. We 
attempt to not lose money on any investment 
by investing only in companies that have a 
significant margin of safety from having both a 
clean balance sheet and a portfolio of owned 
assets. While this does not eliminate risk from 
our portfolio, we believe building a portfolio from 
companies with little downside risks helps 
reduce risk for the overall portfolio.

“We think risk starts at the position 
level. We attempt to not lose money 
on any investment by investing only 
in companies that have a significant 
margin of safety from having both a 

clean balance sheet and a portfolio of 
owned assets.”

You have preference for companies with 
owned assets? 

Tangible assets provide downside protection in 
the event the economic performance of the 
company is below our expectations. We also have
an ongoing concern about the potential for higher 
inflation. Owned assets provide a natural hedge 
against higher inflation as their asset values 
should increase in an inflationary environment 
and the company does not need to worry about 
higher rents impacting their business model if the 
underlying asset is owned. 

Do you have an example of a company 
that initially looked attractive, but later 
turned out to be a poor fit for your 
portfolio?

Without discussing specific companies, in our 
diligence we have found situations that have 
caused us to question the quality of a portfolio 
company’s management team. In these cases, 
we will look to exit our position in the company.

Furthermore, are there any particular 
sectors or industries you avoid outright 
in the small-cap space?

We tend to avoid tech and biotech companies 
due to the lack of owned assets and our lack of 
tech expertise. We also generally avoid financial 
companies due to the leverage they utilize and the 
trouble we have in understanding their asset base.
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Interview One
MICHAEL MELBY | Gate City Capital

“We tend to avoid tech and biotech 
companies due to the lack of owned 

assets and our lack of tech expertise. 
We also generally avoid financial 

companies due to the leverage they 
utilize and the trouble we have in 
understanding their asset base.”

Finally, considering all the macro 
uncertainty around at the moment, 
what’s your outlook for small caps 
going forward?

We have no special insight into the potential 
performance for micro-cap companies. We 
expect small companies to perform in-line with 
the overall U.S. economy but with a higher level 
of volatility than larger companies. We attempt 
to be contrarian thinkers. Given the long-term 
bull market and extended market valuations we 
remain cautious when considering whether to 
add a new company to the portfolio. 

Any final thoughts?

Thank you for having me and for the opportunity 
to tell your readers more about Gate City Capital 
Management and our investment process. We 
look forward to continuing the dialogue and are 
happy to help with any questions your readers 
might have for us. 
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Gate City’s first stock idea is AMREP 
Corp. Can you start by giving us some 
background on this business?  

AMREP operates in two segments, Real Estate 
and Fulfillment Services. The company’s Real 
Estate segment owns and develops property 
in New Mexico and Colorado. The Real Estate 
segments owns approximately 18,000 acres of 
land in the city of Rio Rancho, New Mexico and 
165 acres of land outside of Denver, Colorado. 
The Fulfillment Services segment provides 
subscription services to the magazine industry 
and other membership organizations. These 
services include maintaining subscriber lists, 
conducting contact center services, processing 
new orders, and handling payments. AMREP 
currently has a market capitalization of $48 
million and an enterprise value of $36 million. 

What does the Fulfillment Services 
business do and how does this 
business fit in with the real estate side? 

The fulfillment services segment’s operations 
are conducted through the AMREP’s subsidiary 
Palm Coast Data. Palm Coast is the 2nd largest 
provider of subscription fulfillment services in

Gate City 

North America behind CDS Global (owned by 
Hearst). In addition to the services mentioned 
previously, Palm Coast maintains databases of 
over 18 million members and processes over 6 
million pieces of outgoing mail each year. 

Palm Coast conducts its operations out of two 
owned facilities in Palm Coast, Florida. In the 
last twelve months, the segment has generated 
approximately $30 million in revenue and $4 
million in EBITDA. 

There is no direct overlap or natural synergies 
between the Fulfillment Services segment and 
the Real Estate segment. We think this might 
trouble some investors, but we see it as two 
separate areas of value for the company. 

Moving on to the real estate side 
of business. Can you give us some 
background on this business? 

AMREP entered the New Mexico real estate 
market in the 1960’s and early 1970’s when 
it purchased 90,000 acres of land north of 
Albuquerque, New Mexico and named the 
community Rio Rancho. AMREP initially 
marketed their land to East Coast residents in

Stock Idea One
AMREP CORPORATION (AXR)

Stock Information March 13, 2019  |  AXR Data Source: Morningstar

Market Cap.

$46.7m

P/E (forward)

37.5

EV/EBITDA

15.8

Divident Yield

N/A

Average Vol. (3m)

6,400

P/B

0.5

ROIC (ttm)

0%

Debt to Equity (gross) 

2.00%
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approximately $350,000/acre and developed 
commercial land sells for approximately 
$250,000/acre. AMREP has historically sold 
undeveloped land for approximately $10,000/
acre. AMREP’s current enterprise value of $36 
million implies a land value of under $2,000/acre 
(excluding any value attributed to the company’s 
Fulfillment Services segment). To us, the current 
share price provides an investor with a sizeable 
land portfolio at a very low implied valuation. 

“AMREP’s current enterprise value 
of $36 million implies a land value 

of under $2,000/acre (excluding any 
value attributed to the company’s 

Fulfillment Services segment). To us, 
the current share price provides an 

investor with a sizeable land portfolio 
at a very low implied valuation.”

While the sheer size of the company’s land 
bank likely means the land assets cannot be 
monetized overnight, we think it provides some 
option value to the company as well should the 
pace of development in the area accelerate. In 
fiscal 2017, the company sold over 1,000 acres 
of land and generated nearly $100 million in 
proceeds. While this occurred during the peak 
of the housing bubble, we think it is an indication 
of the value AMREP can realize during strong 
real estate markets. 

The business also owns a portfolio of 
mineral rights as well? 

That’s correct. AMREP owns 55,000 acres of 
mineral rights in Sandoval County, New Mexico 
and an additional 80 acres of mineral rights in 
Brighton Colorado. AMREP leased its New Mexico 
mineral rights to two local energy companies. 
The New Mexico mineral rights have yet to be 
developed after the proposed drilling ordinances 
for Sandoval County stalled at the county level. 
The Colorado mineral rights have been leased

Stock Idea One
AMREP CORPORATION (AXR) | Gate City

search of potential investment opportunities or 
retirement locations. In the 1980’s, the company 
changed its sales approach and began offering 
incentives to businesses to set up operations 
in Rio Rancho. This proved to be successful 
as Intel opened a large facility in Rio Rancho 
in 1981 with several other large companies 
including Hewlett-Packard later bringing jobs to 
Rio Rancho. Rio Rancho’s population has since 
increased to nearly 100,000 residents, and Rio 
Rancho is now the third largest city in the state 
of New Mexico. Rio Rancho is located about 
20 minutes from Albuquerque (population of 
550,000) and about an hour from the capital city 
of Santa Fe.

What attractive qualities does this 
real estate portfolio have? Where do 
you see the value, in the development 
portfolio or undervalued existing 
assets? 

AMREP owns 18,000 acres of land in a growing 
and prosperous area of New Mexico. We expect 
the company to monetize its land holdings 
over a long period of time as Rio Rancho 
experiences additional growth. AMREP is 
currently developing four subdivisions where  
the company prepares the land for homebuilders 
and commercial property developers.

Additionally, AMREP recently has had success 
pursuing small commercial developments on 
their own. In 2016, AMREP constructed a 
Starbucks restaurant for a cost of $1 million 
and sold the building in less than six months for 
nearly $2.5 million. 

In addition to AMREP’s New Mexico real estate, 
the company also owns 160 residential acres and 
5 commercial acres outside of Denver, Colorado. 
AMREP is in the process of preparing the Colorado 
properties for development. 

We see value both in the company’s current 
developed and undeveloped properties. AMREP 
sells developed land to homebuilders for
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to Great Western Oil & Gas. Great Western is 
conducting drilling operations around the 
company’s property and we hope to see some 
royalties from their efforts in the next few quarters.

What about debt? 

AMREP has about $2 million of debt associated 
with the development of two of the company’s 
subdivisions in Rio Rancho. AMREP has about 
$14 million of cash on the balance sheet for a 
net cash position of $12 million. 

So where do you see more value, in 
Fulfilment Services or the company’s 
real estate?

We think both segments contribute to the overall 
value of the company. In our view, the company’s 
land and mineral rights in New Mexico and 
Colorado have a value well in excess of AMREP’s 
enterprise value. 

The Fulfillment Services segment operates in a 
challenging industry but continues to generate 
significant free cash flow for the company. 
Additionally, the Fulfillment Services segment 
owns two buildings with over 200,000 square 
feet of space that we think are worth at least 
$10 million. 

What’s the valuation here? 

We have a target enterprise value for AMREP 
of $85 million. We value AMREP’s real estate 
segment at approximately $90 million and the 
Fulfillment Services segment at $20 million. 
We subtract approximately $25 million from the 
valuation to account for ongoing corporate 
expenses and a pension liability. AMREP has 
$12 million of net cash resulting in a target 
market capitalization of $97 million or about $12/
share. This represents over 100% upside to the 
company’s closing share price.  

Stock Idea One
AMREP CORPORATION (AXR) | Gate City

“AMREP has $12 million of net cash 
resulting in a target market capitalization 

of $97 million or about $12/share. 
This represents over 100% upside to 
the company’s closing share price.”

What’s your opinion of management 
- are their interests aligned with 
investors? 

We like the AMREP’s management team. Chris 
Vitale was promoted to CEO in 2017 after 
serving as the company’s General Counsel and 
Chief Administrative Officer since 2014. We find 
Chris to be intelligent, driven, and honest. We 
expect Chris and his team to be responsible 
stewards of capital for AMREP shareholders. 

It seems as if the company is deeply 
undervalued. With this being the 
case, why do you think the market is 
overlooking the opportunity? 

I think you touched on it in your earlier questions. 
The company’s two segments have little overlap 
and investors can have a challenging time valuing 
each segment. I think investors that have not 
visited Rio Rancho might not appreciate the 
amount of activity going on in the city. 
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Is there an upcoming catalyst that 
could drive a re-rating of the stock? 

We believe free cash flow generation is the best 
way for a company to gain favor with investors. 

Over the last 4.5 years, AMREP has generated 
over $25 million in free cash flow which has 
been used to pay down almost all the company’s 
outstanding debt, invest in the business, and 
reduce the company’s pension obligation. We 
expect the company to generate significant free 
cash flow in the coming years as additional land 
is sold and the fulfillment services business 
continues to generate cash. 

“Over the last 4.5 years, AMREP has 
generated over $25 million in free cash 
flow which has been used to pay down 
almost all the company’s outstanding 
debt, invest in the business, and reduce 

the company’s pension obligation. 
We expect the company to generate 

significant free cash flow in the coming 
years as additional land is sold and the 
fulfillment services business continues 

to generate cash.“

AMREP is also pursuing potential development 
of its commercial land and was again quite 
successful building and selling a Starbucks 
restaurant in Rio Rancho in 2016. We also expect 
the company to begin generating royalty revenues 
from its mineral rights in Colorado later this year. 

Any risks that could derail the thesis? 

AMREP is exposed to the housing market and 
a slowdown in housing would negatively impact 
the company. The vast majority of the company’s 
land assets are located in Rio Rancho, New 
Mexico and an economic slowdown in the greater 
Albuquerque/Rio Rancho area would also set the 
company back. 

Stock Idea One
AMREP CORPORATION (AXR) | Gate City
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The second company you’ve chosen 
to profile is PICO Holdings. What first 
attracted you to this company? 

Gate City Capital Management first invested in 
PICO Holdings in 2016. We were attracted to 
the company because of its valuable portfolio of 
water assets, its ownership stake in homebuilder 
UCP, clean balance sheet, and improving 
corporate governance. 

Since our initial investment, the company has 
installed a new management team, an entire 
new board of directors, and has shed other 
business lines to become a pure-play water 
company. PICO has also dramatically reduced 
ongoing expenses and corporate overhead 
through headcount reduction, reduced salaries, 
and the relocation of the corporate headquarters 
from La Jolla, California to Carson City, Nevada.

“PICO’s water assets are in high-growth 
and water-scarce areas including 

Reno, Phoenix, and Las Vegas. We 
continue to think the water assets 

have significant value that is not fully 
appreciated by the market.”

PICO’s water assets are in high-growth and 
water-scarce areas including Reno, Phoenix, 
and Las Vegas. We continue to think the 
water assets have significant value that is not 
fully appreciated by the market. Despite the 
improvements in corporate governance and the 
sole focus on water, PICO’s shares now trade 
at approximately the same level where we first 
became involved (although the company did pay 
a $5/share cash dividend at the end of 2017). 

Is this a play on water rights specifically? 

We continue to be investors in PICO because we
believe the company’s water rights and credits 
are worth significantly more than the value implied 
by the market capitalization of the company.

Can you provide some more detail on 
how the business makes money? 

PICO owns significant amounts of water rights 
and credits across the American southwest. In 
many cases, PICO invested significant capital to 
convert these assets for municipal or residential 
use and to build infrastructure to transport the 
water to the end user. PICO makes money by 
selling the company’s portfolio of water rights 
and credits to commercial and residential 
developers or be leasing its water assets to 
end-users. 

PICO also owns a sizeable portfolio of land 
associated with its water rights. The company 
generates additional revenue by leasing a portion 
of its land portfolio and has plans to lease a 
portion of two of its properties for solar farms 
that are expected to be developed over the next 
three years. 

Why has management decided to 
sell down its portfolio of water rights 
when water is tipped to become such 
a valuable commodity? 

The decision to sell assets and return cash to 
shareholders was the result of an activist campaign 
by shareholders in 2015 and 2016. Previously, PICO
had investments in multiple industries including 
homebuilding, farming, energy, and technology. 
While some of these ventures were successful 
(including the investment in Vidler Water), other 
investments generated significant losses and
resulted in period of poor share price performance.

Stock Idea Two
PICO HOLDINGS, INC. (PICO)

Gate City 
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exceeds our internal expectations.

“We have a target valuation for the 
company of $480 million or approximately 
$22.50/share. PICO’s share price was 

nearly $50/share prior to the great 
recession, but that price level currently 

exceeds our internal expectations.”

We arrive at this valuation by valuing each of the 
company’s individual water assets. We have 
visited developments in Reno, Phoenix, and Las 
Vegas and spoken to many of the area developers
to gain additional comfort with our estimates of 
fair value. 

Our price target is a significant premium to the 
company’s book value of equity. We would note 
the book value of the company’s water assets 
was reduced several times following the housing 
crisis as the company took impairment charges 
when near-term development opportunities. We 
expect many of the company’s water investments 
to generate attractive returns for shareholders 
well in excess of the company’s book value.

Management has now committed to monetize 
the company’s asset base and return proceeds to 
shareholders in order to appease shareholders 
following years of poor equity performance. Since 
2017, PICO has paid a $5/share cash dividend 
(approximately $116 million) and repurchased 
over $20 million in common stock. We expect 
the company to continue to return significant 
capital to shareholders as it monetizes additional 
water assets.

“Since 2017, PICO has paid a $5/share 
cash dividend (approximately $116 
million) and repurchased over $20 

million in common stock. We expect 
the company to continue to return 

significant capital to shareholders as 
it monetizes additional water assets.” 

What’s your estimate of fair value 
and how does it differ from the last 
reported shareholder equity value 
of $8.60 (September 30, 2018)?

We have a target valuation for the company of 
$480 million or approximately $22.50/share. 
PICO’s share price was nearly $50/share prior to 
the great recession, but that price level currently

Stock Idea Two
PICO HOLDINGS, INC. | Gate City

Stock Information March 13, 2019  |  PICO Data Source: Morningstar

Market Cap.

$223.2m

P/E (forward)

23

EV/EBITDA

N/A

Divident Yield

N/A

Average Vol. (3m)

78,043

P/B

1.2

ROIC (ttm)

N/A

Debt to Equity (gross) 

N/A
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How long do you think it will take for 
PICO to monetize its assets? 

I think a full wind-down could take 10 years (or 
more). We think many of the company’s water 
assets to be marketable at attractive prices today 
(including the Fish Springs Ranch water assets 
in Reno, Nevada and the company’s water 
credits near Phoenix, Arizona).

However, some of PICO’s other water assets 
including water rights developed with Lincoln 
County, Nevada (located north of Las Vegas) will 
require additional time for further development 
to occur for PICO to monetize at a level closer 
to what we believe is fair value. 

And finally, in the worst-case scenario, 
what’s the downside potential? 

As part of our valuation work, we also establish a 
floor value for company’s based on what we think 
the company would be worth if it were liquidated in 
a relatively short time period.

Our floor value for PICO is a market capitalization 
of $205 million, or about $9.50/share. This amount 
is just above equity book value and close to where 
the company is trading today. We obtained this 
valuation by applying large discounts to the value 
of the company’s water and land assets. 

“Our floor value for PICO is a market 
capitalization of $205 million, or about 
$9.50/share. This amount is just above 
equity book value and close to where 

the company is trading today. 
We obtained this valuation by applying 

large discounts to the value of the 
company’s water and land assets.”

Stock Idea Two
PICO HOLDINGS, INC. | Gate City
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To start, could you give us some 
insight into your background and
Breach Inlet’s investment philosophy? 

I come from three generations of entrepreneurs, 
so have wanted to start my own business since
 I was very young. I first became hooked on 
investing while interning with my dad’s stockbroker. 
He gave me a list of public companies and related 
research reports, then asked me to pick my 
favorite investment. I recommended Anthem, Inc. 
The company was trying to merge with 
WellPoint Health Networks, but one regulator in 
California wanted to block the merger. Anthem 
was priced as if the transaction would not happen, 
so downside seemed limited and the merger 
was effectively a free call option. The merger 
was ultimately approved and Anthem’s share 
price rose ~50% over the next six months. 

Although I did not have any formal investment 
experience, I reached my Anthem conclusion 
with a little common sense and long-term 
perspective. The market hates uncertainty and 
we continue to try to exploit that at Breach Inlet. 

After the internship, I was entering my senior year 
of college and realized that I had much to learn 
so I began applying for finance jobs. I was excited 
to receive an offer from Stephens Inc., where I 
started as an investment banking analyst. Unique 
to Stephens, the firm selected its top banking 
analysts to help the Stephens’ family office 
evaluate private equity investments. I was fortunate 
to be chosen and that experience confirmed that 
I wanted to pursue a career in investing.

Breach Inlet Capital 

Chris Colvin, CFA, is the Founder and 
Portfolio Manager of Breach Inlet Capital 
Management. Prior to founding Breach 
Inlet, he was the Portfolio Manager of 
a Dallas-based family office, where he 
launched and managed a value-oriented 
public markets portfolio concentrating in 
undervalued equities with visible catalysts.
In addition, he led diligence and acted as 
a board member for several private equity 
investments. Before then, he was a Senior 
Analyst at Highland Capital Management, 
where he managed a portfolio of 
distressed credits and a long/short equity 
fund with the President. He started his 
career as an investment banking analyst at 
Stephens, where he also worked with the 
Stephens family to evaluate private equity 
investments. He graduated from Wake 
Forest University with a BS in Business.

Interview Two
CHRIS COLVIN
BIC Management
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“Also, we generally find it easier to 
research small caps because they are 
often simpler businesses with fewer 

products/services. Plus, we have 
better access to management as it is 
prohibitive for large funds to research. 
Frequent mispricings coupled with an 

ability to perform value-added research 
translates to an attractive opportunity set 

for small caps in our view.”

Importantly, similar to the executives of our 
portfolio companies, we believe our team has 
the experience and incentives to generate 
superior risk-adjusted returns for our investors.
For example, I hired David Emmel as Senior 
Analyst in 2017. David joined Breach Inlet after 
a decade of performing deep fundamental 
research on small-cap equities. Like me, David 
genuinely enjoys conducting primary research 
and ultimately marrying qualitative analysis with 
quantitative analysis to create a concentrated 
portfolio. Since bolstering our investment team’s 
firepower, we have been able to more thoroughly 
study existing positions and better capitalize on 
inefficiencies that frequently arise in our targeted 
market. David’s experience in small-cap equities 
and my background across the capital structure 
have proven very complimentary.

We don’t usually feature long-short 
funds in Hidden Value Stocks, so 
could you give us a little insight into 
your short strategy and why you 
believe it gives you an edge?

Our thesis of applying a disciplined research 
process to an inefficient market is as relevant to 
under-valued companies (longs) as it is to over-
valued companies (shorts). For longs, we target 
high returns on invested capital, incentivized and 
experienced management, strong balance sheets, 
and undemanding valuations. For shorts, we seek 

After finishing Stephens two-year analyst program, 
I spent the next four years at an alternative asset
manager (Highland Capital Management) followed 
by four more years at a Dallas-based family 
office. At both firms, I invested across the capital 
structure in the public and private markets. Those 
experiences helped prepare and position me to 
start my own investment firm. Once I decided 
that Iwanted to focus exclusively on public 
equities, I launched Breach Inlet in March 2016.

The concept of Breach Inlet is to apply the 
principles of private equity to an inefficient market 
(small-cap public equities). Those principles 
consist of completing detailed primary diligence, 
building/managing a concentrated portfolio, 
viewing investments through a long-term lens, 
and being engaged shareholders. Relative to 
private equity, the public markets offer the added
benefits of greater liquidity and the opportunity 
to capitalize on overvalued companies through 
shorting. 

Amongst public equities, we believe the small-
cap space (which we define as $100 million to 
$3 billion) is far less efficient than mid/large caps.
We estimate the U.S. has ~2.5x more small 
caps than mid/large caps yet far less coverage 
from sell-side analysts resulting in an estimated 
~3.5x fewer sell-side analysts per company. 
Small caps are also less liquid and more volatile. 
Due to these factors, we believe small caps are 
mispriced more frequently than mid/large caps. 

Also, we generally find it easier to research 
small caps because they are often simpler 
businesses with fewer products/services. Plus, 
we have better access to management as it is 
prohibitive for large funds to research. Frequent 
mispricings coupled with an ability to perform 
value-added research translates to an attractive 
opportunity set for small caps in our view.

Interview Two
CHRIS COLVIN | Breach Inlet Capital
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Interview Two
CHRIS COLVIN | Breach Inlet Capital

the opposite. Said differently, we try to short 
secularly-challenged businesses burdened by 
significant debt and poor leadership.

We think our edge in shorting is derived from two 
guiding principles. First, we short companies 
based on fundamentals, not valuation alone. 
We aim to generate positive absolute returns 
on our shorts because we anticipate declining 
earnings, not multiple compression. A stock 
trading for 50x earnings today can easily trade 
for 60x tomorrow if it is growing in a frothy market. 
Second, we think successful shorting requires 
stomaching volatility, especially if targeting 
highly-levered companies. Despite our bear 
theses playing out, three of our most profitable 
shorts initially rose 50%+ before crashing down 
to reality.

Could you give us an example?

We generally do not disclose current short 
positions as we want to maintain access to 
management, so I will provide a successful short 
from last year. We were short NN Inc after 
the company acquired Paragon Medical. Our 
conversations with industry bankers and 
competitors confirmed that NNBR paid an 
exorbitant price for Paragon. To fund this 
acquisition, NN also increased its leverage 
above 5x. Management briefly convinced investors 
that Paragon was a great deal by promising very 
ambitious synergies. But, our careful review of 
NN indicated that management had a poor track 
record of integrating acquisitions and achieving 
its targets. A few months later, the company 
was forced to issue equity and cut guidance, 
which caused its share price to collapse. Since 
covering our short, the company seems to have 
taken steps to improve its leadership, capital 
structure, and strategy.

“But, our careful review of NN indicated 
that management had a poor track 

record of integrating acquisitions and 
achieving its targets. A few months later, 
the company was forced to issue equity 

and cut guidance, which caused its 
share price to collapse.”

What kind of net and gross exposure 
do you target? And how do you 
balance risk on the short side?

Our exposures are driven by the opportunity set 
at hand. We cap long exposure at 100% because 
we do not want to use recourse leverage. We 
also limit total gross exposure to 150% because 
we want to generate high risk-adjusted returns 
for our investors. In other words, we want our 
returns to be driven by our ability to select 
investments, not due to financial engineering. We 
have historically averaged < 60% net exposure 
and < 50% beta-adjusted net exposure. 

We cap each short position at 5% of AUM 
(vs. 15% for a long) and will cover to keep 
a position below this threshold. In fact, our 
risk management controls dictated that we 
cover part of our positions in the three shorts 
previously mentioned (after rising 50%+). We 
realized losses on the shares covered but then 
generated nice gains on the overall investments. 
We also cover shorts to keep our maximum 
expected loss below 1% of AUM. We calculate 
maximum loss by multiplying the position size 
(as % of AUM) to the potential estimated loss in 
our downside case. 

For all of our investments, we believe risk 
management begins with conservative 
underwriting and investing with a wide margin 
of safety. It is easier said than done, but we aim 
to learn from mistakes and continue to hone our 
investment process. 
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Shorts helped you offset some of the 
losses in the fourth quarter of last year. 
Are you still finding lots of opportunities 
in the current environment (both on 
the long and short side)?

Yes. But until mid-December, we were nearly 
fully-invested in our long book and the bar is 
high to replace an existing position. Then, a 
core long (Sparton) announced it was being 
acquired so we have been adding a new long 
trading ~50% below its 52-week high with great 
growth prospects. On the short side, we initiated 
several positions with share prices that did 
not decline in 4Q as they were categorized as 
“defensive” despite severe structural headwinds.

Let’s move onto the long side of the 
portfolio. How do you go about finding 
long ideas?

We source ideas through various approaches, 
which often include our internal database 
(that encompasses every company we have 
reviewed), mining current/past investments, 
our network, and extensive reading of 
publications (such as “Hidden Value Stocks”). 

Regarding our network, we have built strong 
relationships with a handful of astute small cap 
investors. But, no matter how much we respect 
the investor and his/her investment ideas, we 
always strictly apply our entire investment process 
before building a position.

What traits are you initially looking for 
in an opportunity? To put it another 
way, what makes you say “yes” or “no 
that is too hard”?

We are generalists, but avoid companies heavily 
tied to commodities (such as the Energy sector 
and much of the Materials sector) because our 
thesis can be severely impacted by a factor that 
is difficult to forecast (the commodity price). We 
target businesses with high returns on capital

deployed, proven capital allocators, attractive 
valuations, and low leverage. Our longs are often 
transitioning companies that are mischaracterized,
holding a hidden asset, and/or complex to analyze. 
On the last point, while we absolutely do not invest 
in situations that are outside of our competency, 
we are attracted to opportunities where rigorous 
analysis reveals unappreciated value that is not 
apparent on a cursory review of the company. 

Similar to Anthem, my favorite situations are 
those where we can buy the existing assets at 
a reasonable valuation and then have a free 
call option. Great Canadian Gaming is a good 
example because we only paid ~12x TTM cash 
earnings for its legacy assets (primarily British 
Columbia casinos). Plus, Great Canadian had 
recently been awarded the right to operate 
casinos in eastern Ontario and was bidding 
on rights to operate casinos in other Ontario 
regions. The potential earnings from the Ontario 
casinos were massive, but this had not flowed 
through the financials and the market was 
overly-focused on growth slowing at its legacy 
assets (instead of the Ontario opportunity).

Great Canadian was ultimately awarded the right 
to operate casinos in central and west Toronto. 
Hence, its run-rate cash EPS (which we define 
as EBITDA less cash interest expense less cash 
taxes less maintenance CapEx then removing 
the portion attributable to minority partners) 
and share price have doubled since our initial 
investment. But, we expect Great Canadian’s 
cash EPS to nearly double again as the company 
(and its development partners) deploys ~$2 billion 
into its Toronto casinos over the next three years. 
Great Canadian continues to be a top five position.

“But, we expect Great Canadian’s cash 
EPS to nearly double again as the 

company (and its development partners) 
deploys ~$2 billion into its Toronto 
casinos over the next three years. 

Great Canadian continues to be a top 
five position.”
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CHRIS COLVIN | Breach Inlet Capital

Would you say cash generation is a 
key quality you look for? 

Yes, we value most companies by comparing 
enterprise value to unlevered free cash flow. 
For longs, we tend to target capital-light, service 
businesses that generate significant FCF and 
have sustainable completive advantages that 
should enable FCF growth. Great Canadian is 
a great example. The company has generated 
FCF every year for the past decade. Even after 
investing ~$2 billion over the next three years, 
we estimate the company will have plenty of 
cash flow to buy back stock and retain its pristine 
balance sheet of < 1x net leverage.

Do you tend to run a concentrated or 
diversified portfolio and how do you 
tend to weight your best ideas?

We strongly believe in concentration because 
we only want to invest when we are intimately 
familiar with a company and its shares appear 
materially mispriced. Such situations are few 
and far between. We generally hold ~10 longs 
and ~10 shorts. 

After completing our structured research process, 
we finalize our base case and downside case 
price targets to arrive at an implied upside/
downside ratio. We then size our position based 
on this ratio and the confidence we have in our 
price targets. Our core longs are generally more 
than 7% of AUM each, while our shorts typically 
amount to more than 2%. Stepping back, we 
believe investing is both an ‘art’ and a ‘science’. 
Hence, we continuously discuss investments to 
ensure the valuation ‘science’ aligns with our 
experiential learnings, which is a key component 
of the ‘art’. 

“Our core longs are generally more 
than 7% of AUM each, while our shorts 

typically amount to more than 2%. 
Stepping back, we believe investing is 

both an ‘art’ and a ‘science’. Hence, we 
continuously discuss investments to 

ensure the valuation ‘science’ aligns with 
our experiential learnings, which is a key 

component of the ‘art’.”

One company that you currently own 
is EZCORP. We’ve covered this stock 
before in Hidden Value Stocks, so I 
was wondering if you could give us 
your insight on the company and how 
the investment case has changed 
over the past 12 to 24 months?

We initially shunned EZCORP because we 
assumed pawnbrokers were “shady” with high 
regulatory risk. But, as we dug deeper, we 
realized that this is a fantastic business with 
limited regulatory risk. 

Pawn loans fill a crucial void in the consumer 
lending market because pawnbrokers (i.e., 
EZCORP) are the only entities that focus on 
small loans (< $150) and immediately lend 
without a credit check. Each transaction is a 
win-win for the pawnbroker because it will either 
earn a high yield when the consumer repays 
the loan or generate a 35%+ margin on the sale 
of the consumer’s merchandise (which acts 
as loan collateral). In addition, this transaction 
structure entices less regulatory scrutiny because 
the pawnbroker does not care if the customer 
“defaults” and therefore does not hassle him/her 
for collection. 
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Demand for pawn loans keeps rising because 
~20% of U.S. and ~70% of Latin American 
households are still underbanked. EZCORP 
should thrive in a slowing or shrinking economy 
because pawnbrokers are one of the few sources
of immediate cash for credit-constrained 
consumers. We are attracted to this counter-
cyclical element, as we aim to position our strategy 
to outperform in all market environments. 

On top of operating in a lucrative and 
countercyclical industry, the company has the 
second largest pawn store footprint in the U.S. 
and has been taking share from its only public 
competitor, FirstCash Inc. Despite this, EZCORP
trades for a ~60% discount on an EV/EBITDA 
basis. We appreciate the argument that EZCORP 
deserves a discount given its dual-class share 
structure with one shareholder holding 100% 
of the voting interests. But, history tells us the 
current discount to FirstCash is far too wide. From 
2003 to 2010 (during President Joe Rotunda’s first 
tenure), EZCORP traded at an average discount 
of < 20% to FCFS.

From 2010 to 2015, EZCORP’s earnings declined 
due to poor decisions by the prior management 
team. But, the company has improved its 
profitability and balance sheet dramatically since 
the appointment of the current leadership. 
Nonetheless, the market has yet to appreciate 
these improvements.

To help close its valuation discount with 
FirstCash, EZCORP’s leadership has recently 
taken proactive steps to highlight its focus on 
shareholder value. Specifically, management’s 
long-term compensation metric was changed 
from EBITDA to EPS. Also, management 
emphasized return on invested capital and free 
cash flow during its Investor Day in December 
2018. We suggested both actions during a 
constructive dialogue with management over 
the past year. 

Finally, the company plans to use its excess 
cash to retire its convertible bonds maturing 
in July 2019. Although not our base case, the 
valuation discount to FirstCash could quickly and 
materially narrow if one of these events occurs: 
1) EZCORP institutes a share buyback program, 
2) the controlling shareholder buys non-voting 
shares, or 3) the controlling shareholder 
reallocates voting interest to the non-voting 
share class.

You’re still buying the stock? 

Yes, we have been aggressively purchasing 
shares, especially at < $10/share. Like Great 
Canadian, EZCORP is a top five position. The 
U.S. business throws off substantial cash that 
can be used to consolidate a fragmented Latin 
American pawnbroker market. 

Stock Information March 13, 2019  |  EZPW Data Source: Morningstar

Market Cap.

$531m

P/E (forward)

5.2

EV/EBITDA

7.4

Divident Yield

N/A

Average Vol. (3m)

545,173

P/B

0.7

ROIC (ttm)

4%

Debt to Equity (gross) 

30%
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But, we believe any “pause” in the housing cycle 
will be short-lived because we estimate the U.S.
is undersupplied by more than one million 
single-family homes. More specifically, even many
housing bears will concede our country has an 
undersupply of starter homes and millennials 
should be a huge tailwind for housing demand. 
LGI should benefit due to its primary focus on 
renters seeking to become first-time homeowners.

But if concerned about cyclicality, LGI was the 
only builder of the top 200 that grew revenue 
from 2006 to 2008 despite single-family 
starts collapsing ~60%. The company has also 
never taken an inventory impairment or posted an 
operating loss. As LGI highlights its uniqueness 
through its results and fears of a collapsing 
housing market subside, we expect the 
company’s valuation multiple to expand. When 
coupled with growing earnings, we think LGI’s 
share price could rise materially.

“As LGI highlights its uniqueness 
through its results and fears of a 

collapsing housing market subside, we 
expect the company’s valuation multiple 
to expand. When coupled with growing 

earnings, we think LGI’s share price 
could rise materially.”

But given EZCORP trades for < 10x estimated 
2019 cash EPS, acquisitions should not be 
necessary to generate a very high return for 
its shareholders. If management continues its 
superb operational execution while improving 
its communication with shareholders, we think 
EZCORP shares should have significant upside 
from here.

“But given EZCORP trades for < 10x 
estimated 2019 cash EPS, acquisitions 
should not be necessary to generate 

a very high return for its shareholders. 
If management continues its superb 

operational execution while improving 
its communication with shareholders, 

we think EZCORP shares should have 
significant upside from here.”

Another company we featured recently 
that you also own is LGI Homes. 
What’s your take here?

Homebuilders barely earn their cost of equity 
through a housing cycle, but LGI has historically 
generated a ROE of 20%+ primarily due to its 
unique model and superb management team. 
The company directly markets to and builds 
homes for renters through a data-driven sales 
and construction process. 

The CEO founded LGI in 2003 and has quickly 
grown it into a top 10 builder. At < 50 years old
and with a 10% ownership stake, he is now 
aiming to profitably grow LGI into a top five builder. 
We think it is conceivable that he reaches his goal 
in ~five years. At that point, LGI could generate 
$15-20 of EPS equating to a 25-30% IRR.

Despite a phenomenal track record and great 
growth prospects, the company trades for < 10x 
TTM EPS. LGI has been the proverbial “baby 
thrown out with the bathwater” due to worries 
about another downslide in the housing market. 

Interview Two
CHRIS COLVIN | Breach Inlet Capital
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Your first small-cap pick is Recro 
Pharma, Inc. Can you give us some 
background on the business?

As mentioned, our favorite investments are 
those where we can buy the existing assets at a 
reasonable valuation and then have a potentially 
valuable call option for free. In the case of Recro 
Pharma, we think you can purchase its cash-
flowing CDMO segment at a ~65% discount to 
recently-acquired peers. While we ascribe zero 
value to it, investors may also receive meaningful 
value from Recro’s Acute Care segment if its 
late-stage investigational drug is approved. The 
CDMO’s value is not readily apparent because its 
earnings are masked by losses at Recro’s Acute 
Care segment.

“In the case of Recro Pharma, we think 
you can purchase its cash-flowing 

CDMO segment at a ~65% discount 
to recently-acquired peers. While we 
ascribe zero value to it, investors may 

also receive meaningful value from 
Recro’s Acute Care segment if its late-
stage investigational drug is approved.”

How does the CDMO business make 
money, and what are its growth 
prospects?

The CDMO (contract development and 
manufacturing organization) is a great business 
due to secular tailwinds, status as a mission-
critical supplier to its customers, a sticky revenue 
stream due to significant switching costs, near-
term opportunities for new contracts, substantial 
barriers to entry, and high margins. More 
specifically, a CDMO acts as an outsourced 
manufacturer for pharmaceutical companies. 

Stock Idea One
RECRO PHARMA, INC. (REPH)

Breach Inlet

With a desire to focus on developing drugs, 
pharmaceuticals are outsourcing more of their 
commercial pill production to CDMOs. Once 
hired, the specific CDMO facility is written into 
the pharmaceutical’s drug dossier, which is 
an FDA approved document. As a result, a 
pharmaceutical can only change its CDMO if the 
change is approved by the FDA. Interestingly, the 
change process allows the FDA to review (and 
potentially reject) the drug’s approval in entirety. 
This is not a risk that many pharmaceuticals want 
to take for existing commercially-available and 
revenue-generating products.

As probably evident from my comments above, 
CDMOs are very different than traditional 
contract manufacturers. Also, the production of 
each pharmaceutical product requires specific 
expertise. Hence, CDMOs command very 
high margins. Recro’s CDMO has consistently 
produced ~35% EBIT and ~40% EBITDA margins.

And the Acute Care division?

Recro’s Acute Care segment develops its own 
drugs. The company has a few drugs in very 
early stages, but the primary and most relevant 
product is intravenous meloxicam (“IVM”). On 
3/22/19, Recro received a second Complete 
Response Letter (“CRL”) from the FDA.  In the 
CRL, the FDA outlined the reasons it cannot 
approve IVM’s drug application in its current form. 
We believe Recro will appeal the CRL and IVM 
will ultimately be approved by year-end because: 

1) IVM is the IV form of an already FDA-approved 
and commercially available drug (meloxicam),
2) IVM is a non-opioid pain reliever so helps 
alleviate the well-documented current opioid crisis,
3) Recro completed a comprehensive Phase III 
study & all primary endpoints were satisfied,
4) the FDA does not appear to be concerned 
about the safety of IVM,
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5) the FDA seems to acknowledge IVM is effective 
but disagrees on how to best administer the drug. 

Our understanding is that IVM’s time to pain 
relief is comparable with similar drugs, yet IVM’s 
duration is significantly longer than similar drugs. 
We believe common sense indicates that this is 
a good problem, increasing the likelihood that 
the FDA and Recro will ultimately achieve a 
resolution in a cost-efficient manner for Recro 
shareholders. 

Can you explain what first attracted 
you to this business? Which bracket 
does it fall into “mischaracterized, 
holding a hidden asset, and/or complex 
to analyze”?

I think Recro falls into all three buckets, which is 
why we made it a sizable position. Most investors 
likely do at least one of the following: 

1) Mischaracterize Recro as only a pharmaceutical 
company, 
2) Do not realize Recro has a valuable CDMO 
hidden under the Acute Care losses,
3) Have difficulty evaluating Recro due to its two 
fairly disparate businesses.

Recro Pharma has incurred losses and 
generated negative cash flows from 
operations since inception and expects 
to continue to incur “significant and 
increasing” operating losses for the 
foreseeable future. With only 
$38.5 million of cash and equivalents 
at the end of 2018, isn’t the risk of 
failure here very high? 

In early March 2019, Recro expanded its credit 
facility resulting in another $40 million of cash. 
As mentioned, we expect Recro to appeal 
IVM’s second CRL but do no expect this to be 
a costly process.  In the meantime, we believe 
the company will eliminate all other costs in the 
Acute Care segment so that Recro can begin 
to generate positive FCF.  Even if Recro is 
successful in its appeal and IVM becomes an 
FDA-approved product, we do not expect the 
company to fund its commercialization.  Instead, 
we think Recro will likely extract value from IVM 
by monetizing its commercial rights.

Stock Information March 13, 2019  |  REPH Data Source: Morningstar

Market Cap.

$197m

P/E (forward)

N/A

EV/EBITDA

-3.8

Divident Yield

N/A

Average Vol. (3m)

151,267

P/B

14

ROIC (ttm)

-116%

Debt to Equity (gross) 

0.00%
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Where do you see the value in 
Recro’s Acute Care segment? 

As described above, nearly all of the value in 
Recro’s Acute Care segment is in IVM. With an 
ongoing opioid epidemic and IVM’s ability to 
last for up to 24 hours (compared to six hours 
for most comparable pain relievers), we believe 
this drug could be a game-changer.  Based 
on the realized growth trajectories of similar 
products and valuations of comparable product 
companies, IVM could have tremendous value. 

What is your investment timeline? 

We think the most recent CRL likely accelerated 
the sale of Recro. We think Recro will quickly 
appeal IVM’s second CRL. Our understanding 
is that FDA appeals have a 75% success rate. 
According to Recro, a two-stage appeal process 
could last up to 270 days so may be finished as
soon as October 2019. If successful, we think IVM 
could be approved before year-end and then 
monetized. If not successful in the appeal, Recro 
may still be able to monetize IVM for some value 
but all development expenses and efforts should 
cease. In either scenario, our hope is the Board 
will transition Recro into a standalone CDMO by 
early 2020. Then, Recro should become a very 
attractive asset to acquirers.

What could go wrong to de-rail your 
thesis? What markers are you looking 
for that would cause you to sell?

We think the value of Recro’s CDMO provides us 
with a substantial margin of safety. But following 
the second CRL, it is imperative that management 
quickly reduce the cash burn from the Acute Care 
segment or those losses will continue to eat into 
Recro’s equity value. Our pre-CRL diligence and 
post-CRL discussions lead us to believe Recro’s 
Board and CEO will make the value-maximizing 
decision for shareholders. Whether IVM is 
ultimately approved or not, we believe it makes 
sense for Recro to transition into a standalone 
CDMO and then be sold by early 2020.

We have gained comfort this will happen based 
on extensive diligence of Recro’s CEO Gerri 
Henwood. She has a successful track record of 
founding, leading, and selling healthcare 
companies. Our conversations with Henwood’s 
former colleagues and industry participants 
confirm our own interactions with Henwood. We 
think she is a sharp, passionate, and pragmatic 
executive. 

In 1985, she founded a contract research 
organization called IBAH and acted as its CEO 
until its sale in 1998. From 1999 to 2006, Henwood 
was the CEO of Auxilium Pharmaceuticals, where 
she took a product called Testim gel from
development to FDA approval to commercializa-
tion. After her departure, Auxilium was ultimately 
acquired.

Henwood has also surrounded herself with a Board
of healthcare executives, pharma consultants, 
and two employees from SCP Vitalife. SCP was 
Recro’s first investor and has been invested for 
more than 10 years. These insiders collectively 
own 25%+ of Recro and ~66% of management’s 
compensation is discretionary. They are aligned 
and incentivized to maximize shareholder value. 

Lastly, we believe Recro’s shareholder base 
has materially improved after two CRLs.  It has 
evolved from fast-money pharma investors to 
more patient value-oriented funds, including 
some with a history of activism. For example, 
Arnaud Ajdler of Engine Capital was recently 
appointed to Recro’s Board. He has a history of 
creating value for shareholders by persuading 
Boards to sell entire companies. 

If everything goes to plan, what’s your 
price target and why? 

The M&A market seems to agree that CDMOs are 
high-quality assets with attractive fundamentals. 
In the past two years, four CDMOs were 
purchased for an average of ~16.5x EBITDA. 
Recro guided to its CDMO generating $34 million 
of EBITDA this year. At 16.5x EBITDA, its CDMO 
would be worth $550 million+ or $20+ per share.
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For conservatism, we assume Recro’s CDMO 
is worth only 13x implying a value of $440 
million+ or $15+ per share. This means Recro’s 
share price could have 140%+ upside before 
considering our IVM “call option” (as of 3/25/19).

“At 16.5x EBITDA, its CDMO would be 
worth $550 million+ or $20+ per share. 
For conservatism, we assume Recro’s 
CDMO is worth only 13x implying a value 
of $440 million+ or $15+ per share. This 
means Recro’s share price could have 
140%+ upside before considering our 

IVM “call option” (as of 3/25/19).”

As for IVM’s value, we can point to two comps 
that imply the IVM franchise could be worth 
more than $1 billion in a few years. First, Pacira 
Pharmaceuticals primarily sells one product 
called EXPAREL, which is another non-opioid 
pain reliever. EXPAREL was approved in 4Q11. 
Three years later, Pacira generated ~$200 
million of revenue and had an EV of $1 billion 
(equating to ~7.5x revenue). Today, it produces 
$300 million of revenue. 

Second, Ofirmev is an injectable form of 
acetaminophen (TYLENOL) that was approved 
in 4Q10. Within three years, the drug garnered 
~$110 million of revenue and was acquired by 
Mallinckrodt for $1.4 billion (or ~12.5x revenue). 
Ofirmev’s revenue is now approaching $350 
million. 

Given the second CRL, we ascribe no value to 
IVM. However, we believe our approach will prove 
to be conservative and Recro may be able to 
monetize IVM for an incremental $2+ per share by 
2020.

Stock Idea One
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or vertical and then allowing those businesses 
to maintain their reputable brands. 

What first attracted you to the 
business? 

Although we like the standalone business due 
to multiple growth levers, the factors that make 
IES an even more compelling investment are its 
leadership and large net operating losses (“NOL”). 
Tontine Capital, led by Jeff Gendell, owns ~60% of 
IES. Gendell also acts as IES’s Chairman. 

Prior to the Great Recession, Tontine was an 
investment manager that delivered ~40% annual 
returns to its LPs for over a decade. Post-credit 
crisis, it effectively morphed into a family office 
with a few core holdings. The largest of these 
was Patrick Industries, where Tontine owned 
a 50%+ stake. Beginning in 2009, it hired a 
talented CEO (Todd Cleveland) and installed 
a roll-up strategy that led to an ~80% IRR for 
Patrick’s shareholders as its share price rose 
from sub-$1 to $75 over ~eight years.

“More specifically, IES is playing a 
game of multiple arbitrage by acquiring 
businesses for < 5x EBITDA while it 
trades for > 9x TTM EBITDA. Further 
enhancing the strategy, the company 

has a $350 million+ NOL to shield taxes.”

Today, Tontine is applying that same playbook 
with IES, which now represents 35% of Tontine’s 
portfolio. More specifically, IES is playing a game 
of multiple arbitrage by acquiring businesses for 
< 5x EBITDA while it trades for > 9x TTM EBITDA. 
Further enhancing the strategy, the company 
has a $350 million+ NOL to shield taxes. I should 
note that Todd Cleveland (Patrick’s CEO) is also 
on IES’s Board.

Stock Idea Two
IES HOLDINGS, INC. (IESC)

Breach Inlet

Your second small-cap pick is IES 
Holdings, Inc. Can you give us some 
background on this company? 

IES Holdings is a ~$400 million market cap 
company that does not host earnings calls 
and therefore has zero analyst coverage. 
These types of “under-the-radar” investments 
are appealing due to a higher probability of 
mispricing. Also, this business certainly meets 
our investing criteria with: 1) an incremental 
return on invested capital of 30%+ over the past 
six years, 2) a phenomenal capital allocator 
with ~60% ownership leading the Board, 3) a 
favorable valuation at only ~10x estimated 2019 
cash EPS, and 4) an accretive acquisition plan 
to create upside for shareholders. 

IES is a holding company with its two largest 
businesses growing organically at a fast pace 
and two other segments being high-graded 
through M&A. Its Communications business 
contributes 30%+ of EBITDA by providing 
network infrastructure services to data centers 
and other mission-critical environments. Its 
revenue has doubled over the past ~five years 
due to exponential growth in data consumption. 
Its second largest segment is Residential, which 
is a regional provider of electrical installation 
services for single-family housing and multi-
family apartment complexes. Residential 
represents 30%+ of EBITDA. Its revenue has 
been increasing by 12%+ annually by following 
its clients into new geographies. 

The final two segments, Infrastructure 
Solutions and Commercial & Industrial (“C&I), 
are acquisitive. The former is a collection of 
products and services tied to electrical and 
mechanical processes. The latter offers similar 
services to Residential but on larger buildings 
resulting in more complexity and requiring greater 
technical expertise. Both businesses are very 
relationship-oriented, so the emphasis has been 
acquiring peers within a particular geography
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The stock has gone nowhere since 
the beginning of 2017. What do you 
think will be the catalyst that leads to 
a re-rating? 

IES’s 2017 and early 2018 results were hurt by 
two money-losing branches in its C&I segment. 
But, those are now almost completely shuttered 
and the segment’s leadership has been upgraded. 
Over the past year, IES’s EBITDA and cash EPS
 has risen ~70% and ~80%, respectively. The 
market has not taken note, but we think that 
cannot last. IES’s backlog has risen 50%+ in 
the past year and we expect its cash EPS to 
follow suit. 

At around 23x historical earnings, the 
stock looks expensive. Where do you 
see value?

You must be referring to GAAP earnings, which 
are distorted by amortization from acquisitions 
and phantom taxes. We track IES’s cash EPS, 
which is calculated as EBITDA less the sum of 
cash interest, cash taxes, and CapEx. TTM cash 
EPS is ~$1.60, so IES is trading for a TTM P/E < 
12x. We forecast cash EPS grows to ~$2.00 by 
year-end equating to a forward P/E < 10x.

Stock Information March 13, 2019  |  IESC Data Source: Morningstar

Market Cap.

$388m

P/E (forward)

208

EV/EBITDA

9.6

Divident Yield

N/A

Average Vol. (3m)

25,143

P/B

1.7

ROIC (ttm)

-5%

Debt to Equity (gross) 

13.00%

Can you give us a little more 
background on management track 
record and their acquisitions strategy? 

As highlighted above, we think highly of IES’s 
controlling shareholder and Chairman. We also 
are excited about recently-named CEO Gary 
Matthews, whom we recently had a detailed 
discussion with. He spent the past twelve years 
as an Operating Partner of Morgan Stanley’s 
private equity arm. Prior to that, Matthews spent 
25+ years in various leadership roles at quality 
companies (such as Bristol-Meyers, P&G, and 
Diageo) and consulting at McKinsey & Company. 
Even more appealing than his background, the 
majority of his compensation will be restricted 
shares that vest based on generating a ~15-20% 
IRR over the next five years.

We were pleased to see that IES’s former 
President Bobby Lewey accepted a leadership 
position in the Residential segment. I gained 
confidence in Lewey after a diligence trip in 4Q17. 
I spent a full day touring key facilities in Ohio 
with Lewey. Highlighting IES is certainly “under-
the-radar”, I was the first shareholder (outside of 
Tontine) to have visited those sites. 

Management’s results speak for themselves. 
Since 2012, IES has deployed ~$125million 
of capital while unlevered FCF has risen by 
~$40million equating to an ROIC of 30%+.
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With Tontine and now Matthews at the helm, 
we do not worry about IES overpaying for an 
acquisition. 

“Management’s results speak for 
themselves. Since 2012, IES has 

deployed ~$125million of capital while 
unlevered FCF has risen by ~$40million 

equating to an ROIC of 30%+. With 
Tontine and now Matthews at the helm, 
we do not worry about IES overpaying 

for an acquisition.” 

The pace of acquisitions has slowed recently due 
to competition from $1 trillion of private equity dry 
powder. But, IES should continue to find owner-
operators who value a long-term partner. Often, 
a private equity buyer’s strategy is to drastically 
reduce headcount and quickly sell their portfolio 
companies to the next competitor. IES is very 
different. 

To quote its website: “We look to partner with 
owners and management teams who share in 
our sense of partnership, empowerment with 
accountability, long-term perspective and internal 
drive for continuous improvement. Unlike the 
majority of financial partners, we do not have a 
fixed investment time horizon and do not face 
pressure to sell our investments within a given 
time period.  Most significantly, we can offer our 
partners the benefits of our sizeable NOLs.”

The technology and data center 
business is the most profitable with 
6.5% operating margins and around 
$220 million revenue. What’s your 
outlook for this business and how does 
it fit into the overall strategy? 

The Communications segment has the highest 
margins and represents the greater portion of 
IES’s profits. This business has and should

continue to benefit from the proliferation of data 
usage. Over the past ~five years, its EBITDA 
has doubled. We suspect the next five could be 
even better. As evidence, SunTrust Robinson 
Humphrey recently estimated that data center 
expansion over the next five years should double 
the capacity added over the prior five years. 

In addition to the Communications segment, IES 
has a business housed in its Infrastructure 
Solutions called Freeman that builds generator 
enclosures. Not exciting? Its revenue should 
~triple from last year due to demand from data 
center customers. Freeman may sound like a 
commoditized business. But, designing enclosures 
that are both sound-proof & temperature-controlled 
requires patents and proprietary manufacturing. 

Construction and renovation of data centers now 
drive one-third of IES’s revenue and even more of 
its profits. 

It looks as if IES is employing a 
‘rollup’ strategy -- other companies 
have run into trouble using this 
approach -- what is IES doing right 
that so many others have got wrong?  

This is a misconception about IES. The company 
has been tucking-in similar businesses to its 
existing segments, not making large acquisitions 
out of its core competency. IES is open to 
acquiring a platform that could represent a new 
segment, but only at the right price and with the 
right management team. As discussed, IES does 
not want to overpay for large acquisitions during 
a private equity-driven frothy market. In the interim,
 IES can drive plenty of growth and value through 
its existing businesses to capitalize on its NOLs, 
so its leadership should feel little pressure to 
close large acquisitions. 

The NOLs are a big part of the thesis? 

For a near-term price target, we value IES by 
applying a multiple to expected cash EPS for this 
year. As a sanity check, we tax that cash EPS

Stock Idea Two
IES HOLDINGS, INC. (IESC) | Breach Inlet
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IES’s high incremental returns on invested capital 
imply the company has historically paid attractive, 
value-enhancing multiples for acquisitions. We 
expect this to persist. If leadership cannot find 
attractive targets, then a portion of excess cash 
will likely be used to buy back shares.

“IES’s high incremental returns on 
invested capital imply the company 

has historically paid attractive, value-
enhancing multiples for acquisitions. 

We expect this to persist. If leadership 
cannot find attractive targets, then a 
portion of excess cash will likely be 

used to buy back shares.”

Recently, IES has also been allocating more of its 
cash earnings to fund net working capital. Many 
competitors are regional businesses with capital 
constraints. IES has been exploiting this situation 
through its competitive advantages: a fortress 
balance sheet and substantial free cash flow.

What’s your price target for the stock, 
in the base and bull case? 

Before year-end, we believe IES could be trading 
for $28 based on 14x ~$2.00 of cash EPS. Long-
term, we expect Gendell and Matthews to wisely 
allocate capital into accretive acquisitions. When 
coupled with organic growth and a massive NOL, 
we envision ~$3.00 of cash EPS in several years. 
At ~14x, our intrinsic value in 2022 is $40+ 
equating to a 20%+ IRR. Notably, 66% of 
Matthew’s performance-based restricted stock 
vests above $40 per share.

and then estimate the present value of the tax 
savings from the NOL at a 7% discount rate. 
Outside of a valuation perspective, we view 
IES’s NOL as a strategic advantage when bidding 
on companies. The NOL allows IES to entice 
management teams to come under the IES 
umbrella at potentially preferable economics to 
other suitors.

How do recent deals fit into the group? 
Is there a risk management could be 
over-expanding/empire building? 

Empire building is not a concern for us. The 
slowing acquisition pace certainly supports that 
view. After spending $60 million in 2016 and $20 
million in 2017, IES only deployed $7 million on 
two acquisitions in fiscal 2018.

“Empire building is not a concern for us. 
The slowing acquisition pace certainly 
supports that view. After spending $60 
million in 2016 and $20 million in 2017, 

IES only deployed $7 million on two 
acquisitions in fiscal 2018.” 

More specifically, the Communications segment 
completed its first acquisition with the purchase 
of Azimuth, which expanded its data center cabling
business into the Northwest. Then, the Residential
 segment also executed its first transaction 
and entered the Salt Lake City market with the 
acquisition of ECNI. 

IES seeks businesses that either strategically fit 
into one of its existing four segments or could be 
a stand-alone fifth segment. In either scenario, 
IES wants capable management, established 
market share with sustainable competitive 
advantages, strong cash flow, and a diversified 
customer base. 

Stock Idea Two
IES HOLDINGS, INC. (IESC) | Breach Inlet



32April 2019www.hiddenvaluestocks.com

Stock Idea Two
IES HOLDINGS, INC. (IESC) | Breach Inlet

What are the risks to your thesis? 
Do you see a risk to the company from 
an economic slowdown? 

Near-term, the greatest risk is a severe economic 
slowdown. We gain comfort knowing that 35%+ 
of IES’s profits are tied to the secular tailwind of 
data center expenditures. In addition, new home
construction drives another 30%+ of the company’s 
earnings. As mentioned, we estimate our country 
is under-supplied by 1 million single-family 
homes following years of under-production so 
any “pause” in housing would likely be short-lived.

This interview contains forward-looking 
statements that include statements, express 
or implied, regarding current expectations, 
estimates, projections, opinions, and beliefs 
of Breach Inlet Capital Management, 
LLC (“BICM”), as well as assumptions on 
which those statements are based. Words 
such as “believes,” “expects,” “endeavors,” 
“anticipates,” “intends,” “plans,” “estimates,” 
“projects,” “assumes,” “potential,” “should,” and 
“objective,” and variations of such words and 
similar words, also identify forward-looking 
statements. Such statements are forward-
looking in nature and involve a number of 
known and unknown risks, uncertainties and 
other factors, including those described in 
this interview, and accordingly, actual results 
may differ materially and no assurance can 
be given that such results will be achieved. 
You are cautioned not to place undue 
reliance on any forward-looking statements 
or examples included in this interview, and 
BICM assumes no obligation to update any 
forward-looking statements as a result of new 
information, subsequent events or any other 
circumstances. Such statements speak only 
as of the date that they were originally made. 
Past performance is no guarantee of future 
results. There is no guarantee that small cap 
equities will exhibit future performance that is 
the same or similar to historical performance.
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Terms of use 

Use of this newsletter and its content is governed by the 
Terms Of Service described in detail at 
https://hiddenvaluestocks.com/terms-of-service/. 

Disclaimer

Any reference obtained from the documents posted on this containing 
references to products, process, or service does not constitute or imply 
an endorsement by Hidden Value Stocks, Inc. or its officers, directors or 
agents of the product, process, or service, or its producer or provider. 
The views and opinions expressed in this document do not necessarily 
state or reflect those of Hidden Value Stocks, Inc.

There are no warranties, expressed or implied, as to the accuracy, 
completeness, or results obtained from any information set forth in this 
newsletter. Hidden Value Stocks, Inc. will not be liable to you or anyone 
else for any loss or injury resulting directly or indirectly from the use of 
the information contained in this newsletter, caused in whole or in part by 
its negligence in compiling, interpreting, reporting or delivering the content 
in this newsletter.

Compensation

Hidden Value Stocks, Inc. receives compensation in connection with 
the publication of this newsletter only in the form of subscription fees 
charged to subscribers and reproduction or redissemination fees 
charged to subscribers or others interested in the newsletter content.
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