
Quality as a Tail Risk Hedge

Given the economic and market events of the past 
2-3 years and the potential for unforeseen future 
disasters, the latest trend (understandably) is 
fiduciaries looking for, and money managers providing 
“tail risk event” protection. Tail risk or Black Swan 
events are catastrophic events or extreme downturns 
in the market that are not detected or predicted by 
Wall Street’s financial models.  9/11 or the Lehman 
bankruptcy in September 2008 are examples of tail 
risk events that had catastrophic consequences for the 
financial markets.
 
The average investor has had two very real lessons in 
risk this past decade, courtesy of the investment school 
of hard knocks.
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Consequently, investors and fiduciaries are searching 
for “hedging” strategies using options and credit 
derivatives along with a variety of exotic hybrid strategies 
to protect against cataclysmic market corrections. 

Unfortunately, these strategies are complicated, 
require careful implementation and execution, are 
expensive, and frequently limit the investor’s access 
to liquidity. Given the infrequency of Black Swan 
events, it is difficult to know when a fiduciary will see 
the expected “protection” or returns these strategies 
promise and makes defending the high fees difficult 
at best.

Hedging strategies are almost always hard to explain 
and even more difficult to understand. Given the 
disastrous results of the credit default swaps and asset 
backed derivatives in the demise of Lehman (a Black 
Swan event), there’s one lesson pension managers and 
institutional investors should have learned: “If most 
people can’t understand it, we probably shouldn’t be 
investing in it.”
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An Alternative to Alternatives
 
Here is a simple, old fashioned idea that is easy to 
understand and cost effective to implement: choose 
quality stocks that inherently build-in downside 
protection. 

Buy companies that do not need to borrow money to 
leverage their business model, whose leadership does 
not manage earnings for Wall Street quarter-to-quarter 
and whose stocks are already trading at a discount. To 
invest in a company with a high level of conviction one 
must conduct deep due diligence on the company, its 
leadership, its business model, and its balance sheet.  
Good ol’ Graham & Dodd value investing is not sexy 
but when high flying story stocks, with little to no 
earnings, drop due to a sharp correction, or worse a 
“Black Swan” event, the “simple” strategy sometimes 
proves to be the better strategy. The downside to 
this approach? It takes a lot of hard manual work to 
conduct the necessary “forensic accounting” analysis 
to find quality companies. The concept is simple, but 
the execution is not easy.

At Morgan Dempsey Capital Management, Brian Rafn, 
the Portfolio Manager for our Small/Micro-Cap Value 
Strategy, believes there are four primary characteristics 
to stock selection that intrinsically provide protection 
against tail risk & Black Swan events.
 
Discount To Computed Intrinsic Value
We buy companies at a discount to our computed 
intrinsic value. Consequently, when the market 
corrects or crashes, our companies are already on 
sale and tend to not have as far to fall. We measure 
the leveraged buyout private market value, relative 
historic value and a discounted free cash flow value 
in an attempt to find companies selling at a 30%-70% 
discount to our computed valuations. The old adage 
that value investors are running into a burning building 
when everyone else is running out is true. Not only do 
value stocks typically not have as far to fall in a crash, 
but corrections and panic events can be opportunities 
to buy.



Fortress Balance Sheets
In a correction there is often a “flight to quality” factor 
that tends to provide a cushion for these companies. 
When credit dried up in 2008 and 2009, it was usually 
only an issue with our company’s customers not with 
their own credit needs. Typically our companies avoid 
debt like the plague. We look for companies that have 
little to no debt, tangible assets, cash reserves, and 
who do not have excess goodwill on the balance sheet.  
They have the ability to generate free cash flow and 
often are self funding. Companies that exhibit quality 
core earnings and excess free cash flow serve as a 
valuable hedge against unwanted volatility.  
 
Founder-Owner-Operator
One of the first characteristics consultants look for 
when conducting due diligence on hedge funds and 
private equity is determining manager ownership and 
investment in the strategies they manage. The basic 
logic is they want to find mangers that “eat their own 
cooking.” We also believe this factor is important to 
the due diligence process when choosing securities to 
own. We look for companies with a leadership team 
who has a vested interest in the long term survival and 
prosperity of their firm. These are people who manage 
their firms for the long term, not quarter to quarter 
trying to maximize earnings for the benefit of Wall 
Street or their own compensation plans.  

Long Duration, Buy and Hold
The majority of our sell discipline is built into our buy 
discipline.  We may only add 2-3 new positions per 
year, so we’re very careful about what we buy.  When 
we do buy a new security, we scale in, taking a partial 
position and slowly building to a larger position as 
we deepen our knowledge and understanding of the 
company over time. We plan on holding our companies 
for a full market cycle which we view as 5-7 years; our 
average holding period is in excess of 6-7 years.

Hedging With Stock Selections 
While it is nearly impossible to predict certain types 
of Black Swan events, one can prepare for certain 
scenarios by holding companies that hedge against 
possible calamities. For example, in the event of 
another terrorist attack or a natural disaster Morgan 
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Dempsey has positions in companies that provide 
equipment and materials to first responders such as 
Lakeland Industries Inc., Cubic Corporation, FLIR 
Systems Inc. and Mine Safety Appliances Company 
Inc. These firms already meet our quality screens and 
have flourishing businesses in a normal economic  
environment but have the added advantage of providing 
additional protection to our portfolio should a crisis 
occur.

What were the results of our unique approach in 2008 
and 2009? In 2008, this strategy lost a mere -13.99% 
net of fees while fully invested with only a 1% cash 
position.  This decline was less than half that of our 
benchmark the Russell 2000 Value index. In 2009, this 
strategy gained +20.44% net of fees almost matching 
the Russell 2000 Value which was up +20.57%. From 
2003-2007 this strategy posted 5 straight years of 
double digit positive returns. As of June 30th, 2010 the 
strategy has a 5-year net annualized Alpha of 8.21% 
with a 0.77 Beta vs. the Russell 2000 Value.  

We’re not in the business of “Tail-Risk Hedging” and 
we certainly are not saying an institutional investor 
should not consider such strategies; obviously there 
is a demand and a market for the new products. Nor 
are we guaranteeing that our approach will mitigate 
any unforeseen disaster. What we would argue is that 
fiduciaries should find managers who will put in the 
“stubby pencil” work, who know how to invest in solid 
American companies with “fortress balance sheets” and 
excess free cash flow, and who know a good deal when 
they see one. Ours is a low cost, easily understood and 
explained strategy that has a place in many portfolios.  
When the proverbial “Black Swan” hits the fan, this 
strategy, like the companies which underlie it, have a 
better chance of outperforming their peers.

David Durham

Principal

Morgan Dempsey Capital Management, LLC
309 N. Water Street

Milwaukee, WI 53202
www.MorganDempsey.com    (414) 319-1080



1. Compliance Statement: Morgan Dempsey Capital Management, LLC 
has prepared and presented this report in compliance with the Global In-
vestment Performance Standards (GIPS®). 2. Definition of Firm: Morgan 
Dempsey Capital Management, LLC is an independent investment man-
agement and advisory firm registered under the Investment Advisors Act of 
1940. MDCM was established in 1994. The assets reflected in this invest-
ment performance beginning with the 3rd quarter 2002 were managed by 
Brian Rafn, V.P portfolio manager, director of research of MDCM. 3. 
Composite Description: The small cap value equity composite includes all 
fully discretionary, fully invested, fee-paying accounts that are managed in 
the firm’s small cap value equity model. The composite includes only U.S. 
small cap value stocks. The composite does not include any accounts 
which employ leverage, but does include accounts with bundled fees. The 
minimum account size for inclusion into the small cap value equity com-
posite is $100,000.00. 4. Benchmark: For comparison purposes, a bench-
mark of the Russell 2000 Value Index is used. The Russell 2000 Value 
Index is constructed to provide a comprehensive and unbiased barometer 
of the small-cap value market. Based on ongoing empirical research of in-
vestment manager behavior, the methodology used to determine growth 
probability approximates the aggregate small-cap value managers opportu-
nity set. Securities in the Value Index generally have a lower price-to-book 
and price-earnings ratios than those in the Growth Index. 5. Calculation 
Methodology: The composite performance results are net and gross of fees 
and are expressed in U.S. Dollars for the full historical period. They are 
time-weighted rates of return presenting total returns, net of commissions 
and transaction costs. Performance results reflect the reinvestment of div-
idends and other earnings and are presented gross and net of investment 
management fees and taxes. Additional information regarding the policies 
for calculating and reporting returns is available upon request. 6. List of 
Composites: The composite was created June 30, 2002. A complete list 

and description of firm composites is available upon request. 7. Total firm 
assets represent total discretionary assets managed by MDCM. The num-
ber of portfolios in the composite is as of year end. The quarterly standard 
deviation is calculated as the average dispersion from the mean return of 
all accounts included in the Composite for the quarter. The annual stan-
dard deviation is the calculated average dispersion of accounts in the Com-
posite for the full year. Note 1:n/a (<5 portfolios). During 2002 and the first 
quarter of 2003 results relate to one account and the account used was not 
the same from year to year. 8. The above table reflects past performance. 
Past performance does not guarantee future results. A client’s investment 
return may be lower or higher than the performance shown above. Clients 
may suffer an investment loss. Returns reflect the reinvestment of divi-
dends and other earnings. 9. Gross performance result calculations include 
the deduction of securities transaction charges but not investment advisory 
fees. The results include the reinvestment of all dividends and other in-
come. Actual portfolio returns are reduced by the amount of such fees. 
Over time, the deduction of fees reduce the value of a portfolio on a com-
pounded basis.  10. Net performance result calculations include the de-
duction of securities transaction charges and investment advisory fees. 
The results include the reinvestment of all dividends and other income. 11. 
Historical net performance numbers are calculated using the highest man-
agement fee charged by MDCM. (1.00%).  12. Fees: Standard manage-
ment fees for the composite are as follows: first $10,000,000=1.00% 
MDCM will negotiate fees for a structured small account program. 
MDCM will negotiate fees for accounts of substantial size. 13. Percentage 
of composite represented by non-fee paying accounts = 0.00%. 14. One-on-
One Presentation: This report is used exclusively for one-on-one presenta-
tions to qualified individuals, pension funds, universities and other institu-
tions. 15. The information herein is for informational use only. Under no 
circumstances does this information represent a recommendation to buy or 

sell securities. Information contained herein should not be a construed as a 
solicitation or offer of any services in a jurisdiction where Morgan Dempsey 
Capital Management, LLC is not registered to do business or does not 
qualify for an exemption or exclusion from registration requirements. 16. 
MDCM makes no representation or warranties as to the accuracy, timeli-
ness, or relevance of any information prepared by any unaffiliated party. 17. 
Small and Micro-Cap stocks may be subject to a higher degree of risk than 
more established company securities. Small and Micro-Cap stocks may be 
less liquid which can potentially increase trading costs. 18. Some informa-
tion provided on MDCM’s website or in company communications reflects 
opinions, and as such are not facts. These opinions are subject to change 
with changes in economic conditions and new information. Therefore, this 
information should not be used as a basis for an investment decision.  19. 
The results shown in this report should not be considered indicators of fu-
ture performance. There can be no assurance that MDCM’s future recom-
mendations and account performance results will be favorable, or that 
losses will not occur in any client’s account.  The information contained 
herein is not a guarantee, or warranty by Morgan Dempsey Capital Man-
agement, LLC, nor its employees for any loss you may incur as result of the 
given information. 20. Upon request MDCM will provide a complete list of 
all recommendations made within the past year. 21. Manager ranking data 
was obtained from Money Manager Review, Nelson Information, Informa/
Effron PSN, Morningstar, Evestment Alliance and other consultant data-
bases. These rankings are independently prepared, and we believe them to 
be objective and statistically valid. Other similar manager rankings may 
produce different results. 22. Unless otherwise noted, performance results 
discussed in company communications and advertisements are net of fees 
and taken from our performance composite for the time period specified. 
23. Further detailed disclosure information is contained in our Form ADV 
Part II which is available upon request 24. Periodically, the terms and con-

ditions may be updated and/or corrected to reflect changes in content. 25. 
Morgan Dempsey Capital Management, LLC has contracted the indepen-
dent consulting firm of McCoy Associates to market the Morgan Dempsey 
Small/Micro-Cap Value Strategy. Compensation to McCoy Associates will 
be provided out of the existing management fee charged by Morgan 
Dempsey Capital Management, LLC. Compensation will not exceed 20% 
of the management fee and clients are not charged a higher fee as a result 
of McCoy Associates’ marketing efforts for Morgan Dempsey Capital Man-
agement, LLC. 26. Clients having portfolios containing securities other 
than those used for the style selected, and portfolios subject to tax, client-
imposed or other restrictions, would have had higher or lower total account 
returns than the performance shown. 27. Factors such as the size and per-
formance of specific securities positions in accounts, the length of time 
certain positions are held, the timing of purchases and sales during the re-
porting period, client objectives, cyclical securities price trends, favorable 
and unfavorable news pertaining to securities, market trends and other fac-
tors all influence performance results materially. For these reasons, actual 
client account performance for any style would only match MDCM’s total 
performance by coincidence. 28. The data used for this report was obtained 
from sources deemed reliable and then organized by the staff at MDCM. 
Performance calculations were prepared using standard industry software 
and were not audited by any third party. Errors could have occurred in the 
data, in the calculations, or in the preparation of this report. Therefore, the 
information contained on this site may not be precise. 29. The composition 
and market volatility of the Russell 2000 Value, Russell 2000, Russell 3000 
Growth, Russell 1000 Value, Russell Micro-Cap and Lehmann Govt/Cred-
it indices, which are unmanaged market value-weighted indices, and the 
composition and volatility of the portfolios managed by MDCM are materi-
ally different. 30. Any question regarding this information should be 
brought to the attention of Morgan Dempsey Capital Management, LLC.

Morgan Dempsey Capital Management
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Year # of Portfolios Composite Assets Firm Assets Composite Dispersion Composite Gross of Fees Composite Net of Fees Benchmark Performance

2003 1 363,200 137,315,376 0.00% 32.87% 31.68% 46.03%
2004 3 2,225,425 72,707,427 0.00% 23.82% 22.59% 22.25%
2005 6 3,140,055 68,492,815 0.95% 16.60% 15.47% 4.71%
2006 7 3,904,553 190,286,996 0.20% 19.74% 18.57% 23.48%
2007 8 4,556,445 186,950,509 0.43% 11.94% 10.83% -9.78%
2008
2009
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12,649,284

145,295,212
172,535,243
173,420,751 

2.37%
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0.11%

-13.11%
21.64%
0.30%

-13.99%
20.44%
-0.20%

-28.93%
20.57%
-1.63%


