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Wednesday, January 8, 2014

Dear Kopion Clients,
2013 was a bonanza. Kopion’s return for the year was 62.5% before fees (60.9% after
fees). The S&P 500 and Russell 2000 returned 32.4% and 38.8%, respectively.
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Kopion’s exceptional performance during the
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year was driven by a unique combination of
200
factors. The most important of these was our
150
place within the larger market cycle. Sir John
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Templeton observed that “Bull Markets are
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born on pessimism, grow on skepticism,
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mature on optimism, and die on euphoria.”
(50)
While this is a generalization, I have still
(100)
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found it to be a very helpful framework for
(200)
understanding the larger market cycle. 2008(250)
2012 were the pessimism and skepticism
phases, and three important dynamics
developed during that time. The first of these
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was the sheer magnitude of the exodus out of
500
stocks and into seemingly safer assets such
400
as bonds as illustrated by the two charts on
300
the right. This shift created a multitude of
individual and institutional investors who had
200
accumulated too much in cash and bonds.
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When the recovery gathered strength during
0
2013, these investors naturally began looking
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(100)
for an attractive entry point back into stocks,
but there were so many of them looking for a
(200)
pullback that all of the year’s pullbacks
became shallow and short lived. A second important consequence of the 2008-2012
exodus was that valuations had become relatively low, though this was not widely
acknowledged at the time. Many investors believed that valuations should be low
because the economy seemed likely to muddle along indefinitely and because the
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market seemed riskier than it had in the past. A third important dynamic was that these
conditions persisted for so long that many investors became conditioned to expect them
to last indefinitely. These three dynamics set the stage for an incredibly durable bull
market when the economy began to show sustained improvement during 2013. I thus
believe that the stock market transitioned from the skepticism phase to the optimism
phase during the year, and this benefitted all equity investors.
Kopion, however, also benefitted from three additional factors during 2013. Market
commentators often speak of the stock market as if it is one giant monolith that moves
in direct response to a few key variables such as the economy, the Federal Reserve,
and general investor sentiment. This is a gross over-simplification, though it was
generally accurate from 2010-2012 because during that period, most investors did focus
heavily on those variables, and they were much less discriminating among various
stocks. Most of the time, however, the stock market is not so much a “stock market” as
it is a “market of different stocks,” each of which has their own competitive landscape,
long-term trends, and valuation. As investors grew less preoccupied with
macroeconomic concerns during 2013, their attention returned to stock-picking, and this
benefitted Kopion because we focus on companies with strong prospects that are
trading at good valuations. Our stocks thus began to get the credit they deserved. The
second factor that Kopion enjoyed during 2013 was an improving outlook for many of
our companies. All of our companies invested prodigiously throughout the economic
downturn, improving their competitive positions and expanding their market
opportunities through various means such as new product development, expansive
process improvements, and smart acquisitions. While such efforts are somewhat
routine, our companies excelled in these areas during the downturn at the same time
that many of their competitors retrenched. Many of our companies’ prospects are thus
proving to be better than expected, and their stocks are being rewarded accordingly.
The final factor that Kopion benefitted from during the year was some good luck. During
most years, a few of our stocks will encounter some type of adversity that causes them
to decline and create a drag on the rest of the portfolio. In 2013, however, we were
dealt very few of these setbacks, and this was partially good luck. In addition, while I
deliberately choose companies with strong upside potential, this upside is developing
even better than I had expected, and this also involves a degree of luck. It is impossible
to quantify the benefit of this luck, and I believe it was the smallest of all of the factors
that I’ve discussed, but it still bears mentioning.
I have some ambivalence about the outlook for our portfolios going forward. On one
hand, some type of setback is well overdue, and each day brings us closer to it. It is
thus important to view 2013’s gains within this context, recognizing that a decline is
somewhere around the corner, and it will erode some of these gains. That said, I also
see a number of encouraging signs. From a valuation perspective, many of our
positions are still attractive, and most of the others are at least “okay.” Furthermore,
recoveries sometimes produce positive surprises as the companies who invested during
the downturn emerge as the “winners” in their industries, with larger market shares,
lower cost structures, and more opportunities. Some of our stocks are already getting
credit for this, but experience has taught me that such surprises can be easy to
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underestimate. Lastly, I draw some encouragement from the fact that much of the
optimism I’ve seen to date is guarded as well as the number of investors who are still
waiting to “get back in.”
2013 is likely to be the best year of my investing career. It is difficult to imagine
repeating this scenario in which I began with so many significantly undervalued stocks
and most of them went on to enjoy much better outlooks and valuations within the same
year. But while 2013’s success was exceptional in its degree, I believe that it still
speaks to the quality of Kopion’s investment process, and I believe that this process will
continue to lead to good results over the long term.
Thank you for your confidence and support.
Best Regards,
Terry Ledbetter, Jr., CFA
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