Sowing & Reaping
May those who sow in tears reap with shouts of joy. Those who go out
weeping, bearing the seed for sowing, will come home with shouts of joy,
carrying their sheaves.
-Psalm 126:5-6
Friday, January 9, 2015

Dear Kopion Clients,
We suffered a setback in 2014, returning -9.0% (-10.1% after fees). This performance
was poor on an absolute basis, and even worse relative to the S&P 500 and Russell
2000 which returned 13.7% and 4.9%, respectively. Two primary factors contributed to
our results.
As you remember, during 2013 we enjoyed a phenomenal return of 62.5% (60.5% after
fees) while the S&P 500 and Russell 2000 returned 32.4% and 38.8%, respectively.
Our fantastic result was driven by improving outlooks and valuations across nearly our
entire portfolio. When a business is on an even keel, it is easier to understand how the
stock price is valuing the company because the business itself is on a steady course.
When the business’ performance begins to inflect, however, ascertaining this “business
vs. stock price” relationship becomes much more difficult because the business has
become a moving target that the stock is trying to catch up with. In some cases, the
business will outpace the stock price by improving faster or for longer than investors
had expected. Conversely, the stock can sometimes surpass the commercial reality of
the business. This situation is referred to as a stock “getting ahead of itself.”
Experience has taught me to hang on tight when a business starts to improve because
events can unfold dramatically better than anticipated. Indeed, I am specifically looking
for companies with that type of upside. In 2014, however, it became clear that a
number of our holdings had gotten ahead of themselves during 2013, and this set the
stage for only modest gains in some positions and retreats in others. In fact, one such
holding retreated so much that it is once again clearly undervalued. This dynamic
contributed to our weak results during 2014.
The second key factor is that much of the stock market’s gains during 2014 occurred in
areas of the market in which Kopion does not participate. Generally speaking,
businesses can be classified along two dimensions. The first is their size and the

second is their industry or sector. Kopion focuses on small to medium sized firms
because those tend to be earlier in their lifecycles and thus offer many years of earnings
growth. With respect to sectors, most of our companies are in Information Technology,
Industrials, and to a lesser extent, Energy. These three areas are relatively rich in
businesses with competitive advantages that should allow them to grow their earnings
for long periods of time. This stands in contrast to intensely competitive industries such
as Retail, Consumer Products, or Banking where earnings can stagnate or even
gradually erode over time. During 2014, our types of stocks were not in the parts of the
market that were performing well. For example, large stocks performed much better
than small stocks as seen by the difference in the returns of the S&P 500 and the
Russell 2000. In addition, the strongest sectors during 2014 were Utilities, Healthcare,
Information Technology, Consumer Staples and Financials. We only participate in one
of those sectors. Furthermore, we have a relatively large position in the part of the
market that performed worst: Energy. I have historically limited Energy to about 20% of
our portfolio which I do not consider to be unduly large on an absolute basis. On a
relative basis, however, our Energy weight is roughly twice as large as the S&P 500 and
nearly four times greater than the Russell 2000’s. The precipitous decline in oil prices
thus had a much larger impact on our portfolio than the indices. Moreover, our four
energy companies are niche businesses so their stocks declined much more during the
recent round of panic selling than household names such as Exxon which are perceived
to be safer. Over the long-term, I believe there are great advantages to picking stocks
based solely on their individual merits and valuations as opposed to trying to mirror an
index. In any given year, however, this does make our relative performance vulnerable
to being out of step with the overall market as occurred in 2014.
The bright side of all this, however, is that our portfolio is now nicely value laden. Its
“value content” has improved as two dynamics have occurred. The first is that many of
our companies made good commercial progress during the year while their stock prices
remained relatively flat. This means that their value content increased. The larger
factor is that some of our stocks suffered large declines which greatly improved their
risk / reward propositions. I thus trimmed positions that had held up relatively well in
order to add to positions that had gone on sale. I do not know when our performance
will improve, but I am very encouraged by the projected long-term returns that I see
throughout the portfolio. I have “sown in tears” before, and I am hopeful that we will
eventually reap with joy once again.
I want to briefly address those clients who have joined or made large deposits over the
last 12-15 months. Just like a farmer experiences good and bad seasons that he
cannot predict beforehand, I too experience good and bad periods. I wish that I could
reliably discern when a difficult season is approaching, but timing the market is a game
that cannot be won and should not be played. I thus invest new clients relatively quickly
in all of our stocks whose valuations are at least “okay” from a long term perspective. If
the portfolio then suffers a near-term decline, I will feel (and look) badly, but this will
ultimately be a temporary problem because we own solid companies that should
rebound. The alternative would be to try to time the market in hopes of dodging any
declines. The problem with that approach is that if the portfolio instead rallies, I would
be forced to buy at higher prices, and the new clients’ performance would then lag the
rest of the clients permanently. The choice is thus between the risk of a temporary

problem and a permanent one, and the former is more prudent even though early
setbacks sometimes occur.
I believe that I have been successful in the past by paying reasonable prices for growing
businesses and then adding to those positions when their stocks go on sale. This is the
essence of Kopion’s investment process. A critical facet of this process is developing a
deep knowledge of the companies in which we invest. This confers insights into each
holding’s risk / reward proposition and how those propositions compare to each other.
While setbacks are emotionally difficult, they are ultimately a blessing because they
allow us to reinvest funds on more favorable terms, and this improves the return we are
likely to experience in the future.
I am so appreciative of each of you for both entrusting me with your investments and
being so supportive over the last few years. Kopion has now grown into an established
business and reached the point that I need to hire an associate. After considerable
thought and discussion, I have decided to hire an analyst who will augment my research
effort and also assume many of my administrative responsibilities. I plan to formally
announce this opening in the coming weeks, and I will update you after I have brought
this person onboard.
Thank you for your continued confidence and support.
Best Regards,
Terry Ledbetter, Jr., CFA

Past performance does not guarantee future results. Indices’ performance figures have been obtained
from sources believed to be reliable.

