April 30, 2024

Investor

INSIGHT

The Leading Authority on Value Investing

Dealing with Success

It’s a high-rent and rare problem to have to figure out how best to manage a position in a stock that explodes upward.
Here's how two managers have tried to do that successfully over the past year with stakes in Super Micro Computer.

Michael Marone and Needham’s Barr for
a fresh look at Super Micro and their han-
dling of their positions in it.

problem to have, it isn’t at all easy to own
and manage a position like this when it
goes through the roof. That prompted us

Before it had become a well-known
equity market phenomenon, two inves-
tors last year in Value Investor Insight

described their enthusiasm for the shares
of server manufacturer Super Micro Com-
puter [SMCI]. In the first instance [VII,
April 30, 2023], Crescent Rock Capital’s
Chris Campbell spoke of the company’s

to check in recently with Crescent Rock’s

INVESTMENT SNAPSHOT

Crescent Rock first started looking into

Super Micro Computer

Valuation Metrics

accelerated growth, apparent resolution of (et Eiiel) (©4/29/24):
previous accounting and corporate-gover- Business: Develops _and manufactures high- SMCI S&P 500
. . . . performance customizable servers and stor- P/E (TTM) 69.4 226
nance controversies, and 1ncrea51ngly n- . .
age solutions recently highly popular for use Forward P/E (Est.) 32.9 20.8

demand ability to “tailor-make better so-
lutions for fast-growing applications like
artificial intelligence.”

in artificial intelligence-related applications.

Share Information (@4/29/24):

Largest Institutional Owners
(@12/31/23 or latest filing):

In the second instance [VII, September Price 890.35 Company % Owned
30, 2023], John Barr of Needham Funds 52-Week Range 101.71 - 1,229.00 BlackRock 10.9%
described having first bought Super Mi- Dividend Yield 0.0% Vanguard Group 106%

i o Market Cap $52.13 billion Disciplined Growth Inv 4.7%
cro shares in 2009 not long after its initial State Street 34%
public offering and lauded its long-lived Financials (rw): Jane Street Group 1.9%
persistence in carving out a viable position Revenue $9.25 billion
in customizable servers for data centers, Operating Profit Margin 10.1% Short Interest (as of 4/15/24):
“including those used to run large artifi- PR Ll 1k Shares Short/Float 5.8%
cial intelligence models.” In April, Super
Micro shares traded at just over $105, 10x SMCI PRICE HISTORY
trailing earnings. By September, they were 1,200 1,200
at $%75, less than 17x estimated forward 1,000 1,000
earnings.

You might say those turned out to be 800 800
two pretty good calls. Ignited by customer 600 600
demand for its Al-enabling servers and by 400 400
investor enthusiasm for anything related
to AL, Super Micro’s share price took off 200 200
earlier this year, increasing from $284 at 0 0

2022 2023 2024

the beginning of the year to nearly $1,230
in March. They’ve fluctuated significantly
since — the share price, for example, fell
23% on April 19th when the company

THE BOTTOM LINE

Having made multiples of his original investment on the company's stock, Michael Ma-

rone sold out of it in this year's first quarter as the shares "went parabolic." John Barr
says that though exceedingly rare, this type of situation is exactly what he aspires for: "I
just hope to be prepared to reap as much of the benefit as possible when it happens."

announced a date for the March quarter
earnings release without concurrently pre-
announcing favorable results — and closed
recentl.y at. around' $890. . Sources: S&P Capital I1Q, company reports, other publicly available information
While it's a high-rent and quite rare
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SMClI in the fourth quarter of 2022 —iron-
ically, initially as a short — and took a long
position in the stock in early 2023, says
Marone. As Al enthusiasm built in earnest
last summer, the shares tripled from the
firm’s average cost and “risk management
entered the equation,” he says. Re-under-
writing the investment and concluding the
fundamental improvement in the business
hadn’t kept up with the stock apprecia-
tion, Crescent Rock trimmed its position
heavily.

It didn’t exit, however, and as SMCI's
quarterly results improved, the expected
risk/reward on the stock improved enough
— based on much better expected results
and the assumption of a higher-than-his-
torical valuation multiple being placed on
those results — for Crescent Rock to re-
build a mid-sized position in SMCI by the
fourth quarter. “I will give us some credit
for staying involved and keeping the num-
bers fresh,” says Marone. “That served us
well here.”

But when the stock in January “went
parabolic,” he says, it got too difficult to
stay involved. “Even late last year you
could believe at some level that the shares
were still reasonably underfollowed and
there was some skepticism creeping in
about how sustainable and profitable
SMCI’s Al-related growth was going to
be,” Marone says. “But when the stock
got to $700-800 per share, seemingly ev-
erybody was completely on board and in
our experience that’s when you’re play-
ing with fire. You’re trying to assess more
what other people expect, not just the fun-
damentals. That is not only tricky, but it's
also not something we’re good at.” Cres-
cent Rock exited its position in this year's
first quarter.
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A FRESH LOOK: Super Micro Computer

As a long/short manager, would he
consider shorting SMCI shares today? “In
the same way it’s difficult to understand
and underwrite something that’s going up
rapidly because of animal spirits, when
those animal spirits are there it makes it
exceptionally difficult to short,” says Ma-
rone. “If there’s really a short story here
that has merit, you’ll very likely be able to
short it at a lot lower price than this and
still do well. But for now, there’s no way
we would short this stock today.”

To describe how he’s managed his Su-
per Micro position since last September,
Needham's Barr first describes how the
company is a “prototype” of what he
typically looks for. “When I first invest
I’m more of a value investor, looking for
hidden compounders with something
exciting going on that doesn’t seem well
understood but we think is about to start
showing real results,” he says. “We’re hop-
ing then there’s a transition phase where
the results do start shining through, and
then a ‘quality compounder’ phase where
things are going great and everyone sees
it. This last period — where Super Micro
is today — can actually last longer than
you’d expect and we try our best to have a
mindset that allows us to stick around and
benefit from it.”

He had added to his SMCI position dur-
ing the first quarter of 2023 after Spruce
Point Capital wrote what turned out to be
an ill-fated short report. He added again
to his position in the fourth quarter of last
year when the shares were mostly moving
sideways and Barr entered 2024 with the
stock as his fund’s largest position.

When the shares skyrocketed, he reas-
sessed the company’s addressable mar-
ket, concluding that the Al server market
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within four years could be 5x what it is
today. He reassessed the company’s com-
petitive advantage, concluding that it had
long been “first and fastest” to market
with new products and that that would
continue to allow it to capture incremen-
tal share in the burgeoning sector. He as-
sessed the issue of margins declining as
revenues took off, concluding this was a
temporary problem and that profitability
for new business would eventually match
or exceed historical levels.

As for valuation? “If T think through
the market's potential growth, the compa-
ny’s competitive advantage and the poten-
tial margin upside, I can pencil in close to
$40 per share in earnings by 2025,” says
Barr. “So at today’s price that’s around
22x earnings. I don’t think historical mul-
tiples are relevant any longer and consider
the current valuation within the realm of
reasonable.” His modest sale of 7% of
his SMCI position in the first quarter was
purely a function of risk management, he
says, resulting from trimming back the po-
sition as it reached more than 10% of his
portfolio.

His relative patience is a reflection of
his long-held strategy, he says. “It’s impor-
tant to know yourself and your process
and how you try to make money. How this
investment has evolved is exactly what I
hope happens: a ‘hidden’ entree, maybe
some controversy in the middle that al-
lows us to dig in and buy more, a clear
improvement phase and then everything
starts firing on all cylinders. It doesn’t hap-
pen often, but given that’s exactly what
I’'m investing for, I hope to be prepared
to reap as much of the benefit as possible
when it happens.”
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Definitions and Disclosures

This reprinted article is a licensed excerpt from the original Value Investor Insight April 30, 2024 issue,
which may be found at valueinvestorinsight.com (subscription only). The contents of this article have
not been materially altered in any way, except to add these Definitions and Disclosures to make the
reprint consistent with applicable regulatory standards.

The information presented is not intended as personalized investment advice and does not constitute a
recommendation to buy or sell a particular security or other investments. This message is not an offer of
the Needham Growth Fund, the Needham Aggressive Growth Fund, or the Needham Small Cap Growth
Fund (each a “Fund” and collectively, the “Funds”). Shares are sold only through the currently effective
prospectus. Please read the prospectus carefully and consider the investment objectives, risks, and
charges and expenses of the Fund carefully before you invest. The prospectus contains this and other
information about the Fund. Current month-end performance and a copy of the prospectus are available
at http://www.needhamfunds.com or by contacting the Fund’s transfer agent, U.S. Bancorp Fund
Services, LLC at 1-800-625-7071. Investment returns and principal value will fluctuate, and when
redeemed, shares may be worth more or less than their original cost. Past performance does not
guarantee future results and current performance may be higher or lower than these results. Total
return figures include reinvestment of all dividends and capital gains. Needham & Company, LLC,
member FINRA/SIPC, is the distributor of The Needham Funds, Inc.

All three of the Needham Funds have substantial exposure to small and micro capitalized companies.
Funds holding smaller capitalized companies are subject to greater price fluctuation than those of larger
companies. All of the Needham Funds are permitted to engage in short sales, options, futures, and
leveraged trading strategies. The Funds’ use of short sales, options, futures strategies, and leverage may
result in significant capital loss.

Portfolio holdings are subject to change and may be long or short. The Needham Aggressive Growth
Fund’s ownership as a percentage of net assets in the stated securities as of March 31, 2024: SMCI:
10.18%.

Portfolio holdings are subject to change and may be long or short. The Needham Growth Fund'’s
ownership as a percentage of net assets in the stated securities as of March 31, 2024: SMCI: 14.92%.


https://valueinvestorinsight.com/
http://www.needhamfunds.com/



