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Appearances, Reality, and Ratios
Stock prices have been in a fairly steady state of  
ascent since last November, lifted higher by at least 
three updrafts:  (1) a whiff  of  recovery in the U.S. 
economy, (2) a calm amidst the sovereign-debt storm 
in the Eurozone, and (3) a continuing easy-money 
Fed policy that keeps interest rates near zero.  Of  
these three, we believe that the latter remains the 
most powerful anti-gravitational market force.

MCM investors made some first-quarter progress 
because of  the rising market (see quarterly port-
folio review), and our investment team has added 
several new businesses to your portfolio at what we 
believe are prices that have an acceptable margin of  
safety (see recent portfolio activity), but we remain 
cautiously risk-averse with a large portion of  your 
holdings in cash and equivalents.  So why aren’t we 
more heavily invested if  the market is going up?  
Fair question.

As long-term, value-oriented investment manag-
ers, we keep our eyes open for securities selling at 
bargain prices.  Our preference is to buy a fractional 
share of  those attractively priced businesses and 
hold onto them as they grow.  That’s the discipline 
that creates a margin of  investment safety and, as 
noted, we’ve recently found a few businesses we like.  
But in a rising market, many stocks can look cheap.  
The question is:  Are they really?  Are we missing an 
opportunity—or avoiding temptation?

One of  the fundamental ways we try to gauge fair-
ness in pricing is by using the P/E ratio—a com-
parison of  a company’s current stock price (P) to its 
earnings per share (E).  At any given point in time, a 
stock price reflects the multiple of  earnings at which 
actual buyers and sellers in the marketplace are will-
ing to engage in transactions.  Despite the popularity 
of  the theory of  rational and efficient markets, the 
P/E ratio, in the short run, is often more a mea-
sure of  greed or fear than it is of  underlying value.  
Swings in sentiment are much more volatile than 
changes in the intrinsic worth of  an asset or group 
of  assets.  This is as true of  individual companies 
as it is of  markets, although the degree of  potential 
price volatility is understandably greater with indi-
vidual companies.

Consider as examples the behavior of  the shares of  
Netflix last year, which fell from $295 to $65 in six 
months, or the broader market where the S&P 500 
made a round trip from 1350 to 1100 and back in 
less than six months.  In neither case did the for-
ward-looking, long-term trend in earnings mirror the 
market price volatility.

When the shares of  individual companies or markets 
behave in ways that are not coldly rational, there is 
a greater probability they will sell at much more—
or much less—than their earnings might otherwise 
suggest.  Variations in P/E ratio provide one way of  
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estimating the size and direction of  the disconnect.  Deviations from what we calculate to be “normalized” 
P/E ratios are critical to how we add value as your manager.  That is where the phrase “buy cheap, sell dear” 
originates.  Because individual stocks can be much more volatile than markets (think again of  Netflix), it is 
theoretically possible to find bargains in a bull market.  Not easy, but clearly possible.

In the context of  the broader macroeconomic landscape, if  we look at average P/E ratios for all equities, 
we can get an indication of  whether the stock market as a whole is underpriced (and ripe for picking) or 
overpriced (and less likely to produce above-average returns over the long haul).  A signature characteristic 
of  late-stage bull markets is that they are overrun with bargain hunters who, ironically, can’t find bargains 
because everyone is buying.  Any department store or flea market shopper understands this problem.  The 
more bidders, the more crowd psychology comes into play, the higher the prices creep.  This is how stocks 
can look relatively cheap but be absolutely expensive. 

In the MCM 2011Annual Report, we offered the accompanying graph, which was put together by econo-
mist and investment manager John Hussman, Ph.D.  It illustrated the problem of  managing expectations in 
a market that is dominated by buyers (often motivated by some combination of  greed, envy, or desperation) 
and not sellers (frequently driven by fear).

Hussman, with whom we share a common analytical orientation, concluded that expected returns from 
investing one’s money in the S&P 500 (around 1350 at the time) would produce total returns of  only about 
4% compounded annually over the next 10 years.  In other words, when stocks are already expensive rela-
tive to their value, prospective gains are likely to be modest compared with those in the past.  Along with the 
meager return would come the customary emotional and financial roller-coaster ride for frustrated investors 
because short-term market runs (like the one currently under way) would inevitably surrender to market 
reversions.

On the other hand, we argued, waiting for prices to become generally cheap substantially increases our 
likelihood of  achieving much greater returns over time, even after adjusting for the time spent in disciplined 
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abstinence.  Blaise Pascal, 17th-century French mathematician and philosopher, captured the absurdity of  
action simply for action’s sake:  “Most of  man’s misfortune comes from one thing, which is not knowing 
how to sit quietly in a room.”

To illustrate Pascal’s point, consider Hussman’s graph.  The 10-year expected return of  investing if  the S&P 
dips to 800 would be 10% compounded annually.  Such thinking reflects the “buy low” mantra of  noted 
value investors like Benjamin Graham and Warren Buffett.  The question is:  Are we correct in the way we 
look at P/E ratios?  After all, that’s an important key to knowing whether stocks are cheap or dear.

Of  the two factors involved, price and earnings, price is no mystery.  Prices are on public display in the mar-
ket every day.  A tougher nut to crack is how to look at earnings.

Two different methods seem to tell two different stories.  A snapshot of  the “conventional” S&P 500 P/E 
(based on 12-month reported trailing earnings) shows a current multiple of  15x, which would not be overly 
expensive in historical terms.  But the Shiller (Graham & Dodd) P/E, which uses a 10-year moving average 
of  earnings to smooth out the impact of  the business cycle, is a historically expensive 24x.  Why are the two 
measures so far apart?

As industry colleague James Montier of  the highly regarded GMO investment team points out in a compel-
ling article this month, the two P/E measures actually arrive at the same conclusion from different time 
perspectives.  Profit margins are an important determinant of  earnings, and Montier provides mathematical 
evidence that the divergence of  the “conventional” P/E from the Shiller P/E is actually the result of  profit 
margins deviating from their long-run normals.  Simply put, profit margins are historically (and we believe 
abnormally) high—in fact, record high.  They are currently hovering above 10%, according to NIPA Flow 
of  Funds data, an unprecedented number that has driven reported earnings through the roof.
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Why are profit margins so high?  Montier points out that over the last 60 years, net investment has been 
the engine propelling profits.  Not today.  Government spending (and resultant deficits, shown in red) now 
represents the largest chunk in the corporate profits equation. 

While huge amounts of  federal spending are likely to continue through the 2012 election year, these sprees 
are not sustainable.  Montier concludes that profit margins are thus likely to revert to their historical mean, 
which will result in lower earnings growth and a compression of  P/E ratios over time.

Lending slightly different but updated perspective to the Hussman graph, Montier offers a depiction of  the 
equation that leads to GMO’s seven-year expected stock market returns.

In summary, the first two cyclical elements, P/E and profit margins, essentially offset expected increases in 
sales and dividend yield.  According to Montier’s assumptions, if  one were to buy an S&P 500 index fund at 
current prices and sell it seven years from now, the expected total return would approach zero.
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Which brings us back to the original question:  Why aren’t we more heavily invested if  the stock market is 
going up?

We have found that in expensive markets (observed from a top-down perspective), there is a dearth of  
compellingly cheap companies (discovered from a bottom-up perspective).  After all, how could most of  the 
parts be at significant variance with the whole?  We remain convinced that locking up the bulk of  your capi-
tal in stocks right now dooms your portfolio to a long-term growth rate that is historically unattractive and 
that grossly under-compensates investors for the risks assumed.  It also means forgoing future opportunity 
sets that are likely to be better than today’s.  The only thing we know with absolute certainty about markets 
is that they fluctuate, sometimes all the way from the extremes of  euphoria to despair and back—an action-
able reality that tends to get short shrift in raging bull or bear markets.

By having the patience and discipline to wait for a reversion to the mean in profit margins and, to a lesser 
extent, P/E ratios, market prices will once again provide a margin of  safety, generating opportunities for 
equity-like performance over the long term, with less risk than the overall market.  As has been evident in 
previous similar episodes over the last 12 years, we believe patience will be rewarded.

Buying distressed stocks is no bargain if  you have to sell other distressed stocks to do so.  The bargain 
comes from having liquidity, which holds its value and can be used to turn someone else’s perceived trash 
into your treasure when diligent preparation meets opportunity.
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First Quarter 2012 Portfolio Review
Investors face a fundamental choice before ever putting their very first penny to work:  Am I running a 
sprint … or a marathon?  The answer largely determines the shape of  one’s investment path.  As in the 
competitive runner’s world, a sprint takes place on a flat straightaway.  It involves an explosive start, the 
expenditure of  every last ounce of  energy in the quest for speed, and then an abrupt, breathless stop.  The 
marathoner, meantime, runs on an open road exposed to the elements, navigating hills and valleys for more 
than two hours—750 times longer than a world-class 100-meter-dash time.  Pacing is therefore critical.  It’s 
important to use energy efficiently, conserving it in difficult sections of  the course in order to have the 
stamina to separate from the pack when the timing is right.

It’s obvious by now that as we go about our daily business of  trying to compound your money over the long 
haul, we see ourselves—and you, our clients—as marathon runners.  Indeed, the academic research on the 
most effective way to build long-term wealth is compelling and suggests that we are running the race cor-
rectly:  that the more conservative, value-based approach (the marathon) works better than a sprint.

It’s also true that simply plodding along doesn’t always appear to be working.  Put side by side on the same track, 
there are periods when the sprinter shoots quickly ahead.  The hare blows past the tortoise, so to speak.  
And this is clearly one of  those times in the equities markets.  

Six months ago, with the Eurozone worrying investors worldwide about another financial meltdown, the 
measured, conservative approach was looking good indeed.  The market was down 14% while the average 
MCM total account was down only 3%.  Now, however, sentiment has changed.  Nobody we know is argu-
ing that the Eurozone’s massive problems are fixed.  Nor do most intelligent commentators believe that the 
United States has repaired its structural balance-sheet issues, nor that the modest economic recovery we’re 
seeing in the U.S. is either robust or sustainable.  None of  this matters to the sprinters, though.  Fixated on 
short-term issues, the speedsters in the stock market have used modestly good news both here and abroad 
to dash ahead.  As a result, in the first quarter the S&P advanced 12.6% while the average MCM total ac-
count moved forward comparatively slowly at a rate of  0.9%.

The overall market has ascended despite tremendous macroeconomic problems overhanging the world’s 
increasingly interdependent economy.  As indicated in the lead essay above, we believe that eventually these 
problems must be dealt with head-on, not Band-Aided as has all too often been the case.  And we believe 
that when this reckoning comes, it will not be good for the securities markets in general.  Let us be clear:  
We are not permanently pessimistic.  On the contrary, the good news is that when the market does finally 
reflect all the storm clouds currently overhead, individual securities will be much more fairly priced—and we 
will energetically scoop up what we feel will be long-term bargains on your behalf.  This is when the mara-
thon runner catches the exhausted sprinters and leaves them far behind.  It’s not very much fun waiting for 
that time to arrive, but it certainly is fun when it happens. 

Until then, patience and conservation of  capital are the watchwords.  Periods of  smaller-than-market gains 
are acceptable to us if  they avert significant downside risk.  The disciplined long-distance runner will tolerate 
stretches of  losing ground to the field—calculating that bursts of  speed at advantageous moments will more 
than make up the difference.  Our long-term record of  compounding capital is built on such strategy.  We’ve 
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moved steadily forward when the market is booming, but then we’ve “won by not losing” when the market 
has sold off.  The key is to have cash in hand to buy from those who are panicking.  This to us is infinitely 
preferable to what most market participants seem to favor:  a few nervous years of  modest gains to keep up 
with the Joneses, followed by massive losses when the market runs out of  breath.

1st Quarter

MCM Equities * 9.4%

MCM Total Account * 0.9%

S&P 500 12.6%

* approximate, net of fees

The MCM Equities Composite shows the performance of  equity investments and equity-based options included in the accounts 
we manage at Fidelity.  The equity percentage that each account holds at any given time may vary from 0% to 100% of  the 
portfolio, depending on each individual investment policy.  Consequently, the returns shown do not necessarily reflect the returns 
any individual client actually obtained and are certainly not an indication of  how your account will perform in the future.  The 
MCM Total Account Composite shows the performance of  all assets held in fully discretionary fee-paying accounts that we 
manage at Fidelity, which has given us authority to invest 100% of  the account in equities; they are managed per our model 
portfolio.  Due to timing related to the QCM and MCM’s desire to provide timely information to clients, a complete detailed 
calculation of  returns is not done on a quarterly basis, and both composites are therefore approximate.  Further, both compos-
ites are net of  all management fees and include the reinvestment of  all income but do not reflect the effect of  taxes. 
 
The S&P 500 Total Return Index is an unmanaged market capitalization-weighted index of  500 common stocks chosen 
for market size, liquidity, and industry group representation to represent U.S. equity performance.  S&P 500 returns do not 
include consideration for fees or taxes.
 
Due to client nuances—including equity-allocation constraints, start-date and cash-flow differentials, derivatives constraints, tax 
issues, etc.—an individual’s account performance may differ materially from the composite.  Past performance is no guarantee of  
future results.

First Quarter 2012 Portfolio Activity
March 2012: The Travelers Companies, Inc.
Most of  us are probably familiar with the old TV ads for Travelers in which clients walk around with protec-
tive umbrellas over their head all day.  It’s an image that also might describe the business itself, not just its 
insurance customers.  Talk about being able to handle a rainy day:  Travelers has earned mid-teens ROEs 
over the last five years—one of  the toughest periods in recent memory for the P&C industry—thus dem-
onstrating itself  to be a well-managed, commercial-lines insurance company.  Meanwhile, its management is 
allocating capital well, having returned 80% of  the current market cap from 2005 to 2010 through dividends 
and buybacks.  Finally, we are able to buy Travelers today at a price below its current book value.  Any busi-
ness that earns teens ROEs should, over time, trade at a premium rather than a discount to book; but even 
if  we don’t get any multiple expansion here, book value/share should compound in the mid to high single 
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digits.  And with two identifiable tailwinds coming our way (described below), our equity compound could 
be even greater.

The Business:
Three major segments:
1.  Business insurance—51% of  premiums 
2.  Personal insurance—35% of  premiums
3.  Financial/professional/international insurance—14% of  premiums

TRV Attributes:
• Demonstrated skill in underwriting.  TRV’s underwriting measures (combined ratio, etc.), both current 
and over the past 10-plus years, indicate that it is rightfully focused on both the risk and the rate.  While the 
company has had some hiccups (notably with regard to asbestos claims), it has not fallen into the trap of  
chasing business at any price.  Over the past five years, TRV has enjoyed an average combined ratio (in-
curred losses plus expenses, divided by earned premiums) of  just under 94%.  To use Warren Buffett’s lingo, 
TRV’s float has been less than cheap; the company has been paid to hold it.  This underwriting success has 
occurred during an abnormally long, soft insurance market (i.e., relatively low demand for insurance has 
driven down the premiums that underwriters can charge).
• Well-managed claims operations.  Just about any industry insider will tell you that policyholders con-
sider both price and claims experience when choosing an underwriter.  (This is particularly important when 
competing for large corporate clients.)  TRV has a solid reputation in claims management, second only to 
Chubb.  TRV utilizes 26 claims centers and 55 satellite and specialty-only offices to speed the claims process 
and provide personalized service as much as possible.

The Management:  
From 2005 to 2010, TRV paid a total of  $18.6 billion in dividends and share buybacks (compare to $23 bil-
lion market cap or $24 billion book value).  Over the past 10 years, TRV’s book value per share has grown at 
an annual rate of  5.5%, and its dividend payout has grown at 2.5% annually.  President/CEO Jay Fishman 
has led TRV since its merger with St. Paul in 2004.  Executive compensation is generous relative to its peers 
(about 25% higher) but is within the realm of  reasonableness considering TRV’s size and performance. 

The Price:
Price to Book = .94 (5-yr avg. = 1.1)
Price to Earnings = 17 (5-yr avg. = 10.2).  [Note that earnings were depressed in 2011 due to it being a 
high catastrophe year (bad year for tornadoes), low investment income, and gradual diminution of  reserve 
releases.]
Price to Cash Flow = 11.3 (5-yr avg. = 9.1)

The hard numbers above don’t present a table-pounding picture with regard to price.  The real story, how-
ever, is the dual tailwind that TRV will most likely begin to enjoy in the near future.  First, the insurance 
industry has endured a multi-year “soft market” that appears to finally be hardening (i.e., underwriters are 
able to raise prices after years of  flat or declining prices).  The most telling statistic in this area is the total 
net income earned in the industry versus the total amount of  premiums written.  In 2006 the net premiums 
written in the property/casualty market was $458 billion, and the operating income earned was $89 bil-
lion.  By 2010 the net premiums figure had dropped only slightly (to $431 billion), but the operating income 
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had dropped to less than $40 billion.  Industry data indicate this trend is now finally starting to reverse, and 
Travelers has taken an industry-leading position in raising prices.  During the fourth quarter of  2011, for 
example, premium volume grew approximately 6%, but TRV’s exposure—a composite measure of  risk as-
sumed per dollar of  premium volume—grew only about 2%.  This pricing tailwind will aid all underwriters, 
but well-capitalized companies like TRV will enjoy a disproportionate benefit.

The second tailwind is tied to TRV’s conservative investment portfolio relative to its peers in the industry.  
TRV’s philosophy doesn’t allow it to “reach for yield” (only 3% of  its portfolio is in below-investment-grade 
securities), so it is especially sensitive to the current interest-rate environment.  Near-zero interest rates can-
not continue indefinitely, so TRV’s income statement will benefit markedly when its portfolio begins earning 
returns at anything approaching historical averages.

Zack Clark, J.D., Research Analyst
zack@mcmadvisors.com 

February 2012:  Abbott Laboratories
Abbott is an old-line Chicago company that, like a lot of  big caps, got overvalued at the start of  the 21st 
century.  As a result it has done very little as a stock—but quite a lot as a business.  Earnings and dividends 
have more than doubled, thanks to Abbott’s market leadership position in its various categories, and the 
stock now yields 3.5%.

The Business:  
Abbott is a healthcare conglomerate that is easy to understand through two major lenses:  returns on capital 
and, as noted, market leadership positions.  Despite being fairly acquisitive, the company has consistently 
earned 20% on capital over the last 15 years.  Like many healthcare businesses, its profit margins are large—
nearly 20% after-tax—and Abbott consciously cultivates leadership positions in various markets.  Mead 
Johnson and Abbott form a duopoly in worldwide nutritional formulas for both infants and adults, for ex-
ample.  Abbott is the acknowledged leader in vascular medical devices and, by all accounts, has played a big 
part in making that a steady, predictable market.  Abbott’s leading drug, Humira, has defensible Amgen-like 
characteristics and a 30% share of  its worldwide addressable market.  And so on.

Because of  its cash-generative nature, Abbott has a rock-solid balance sheet and, also as noted, pays a 3.5% 
dividend.  Because the stock has basically flatlined over the last decade, ex-McKinsey CEO Miles White is 
tired of  lackluster equity performance and will de-conglomeratize Abbott in 2012.  The business will split 
in two:  (1) the high-performing, traditional pharmaceutical group and (2) the less research-intensive, more 
consumable group, which includes nutritionals, diagnostics, medical devices, and branded generics.  Thus an 
investor who buys Abbott today gets a cash-generative, well-run conglomerate with a good dividend—and 
the option to own one or both new companies going forward.

The Management:  
Miles White gives the appearance of  being mostly style, little substance.  But by both quantitative and 
qualitative criteria, he has done well running Abbott over the last 15 years.  An ex-McKinsey guy, he bears 
some business resemblance to Lou Gerstner.  He pays attention to ROIC, which has been roughly 20% 
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consistently under his tenure, but he also is not afraid to make acquisitions that, while not company makers 
or breakers, are material.  In 2001 he paid nearly $7 billion for Knoll, an obscure division of  BASF that had 
a little biotech drug in development called Humira. This drug now earns roughly $2 billion/year.  White has 
recently made similar bets in “branded generics,” a business operating largely in developing nations.  Abbott 
sells branded generic drugs that physicians recommend to consumers who pay a premium for them because 
they’re afraid of  cheap knock-offs.

The main difference between Miles White and Lou Gerstner is that Gerstner took over a company whose 
business and price were flat on its back; White took over when Abbott traded at 25–30x earnings.  Thus, 
although he’s done a good job and his stock-performance record has beaten the S&P, his overall record of  
shareholder value creation is nothing to write home about.  It’s an open secret that he’s frustrated, and this is 
what’s driving the split-up.

As someone familiar with finance, White understands that the stock trades at 11–12x earnings for the same 
reason that Amgen does:  Abbott is seen as a pharma company, and pharma companies are in the doghouse 
these days.  More than half  of  all sales, however, are non-pharma.  White rightly figures that if  he breaks 
up the company he will get a higher multiple on the consumables part of  the business—the part that he has 
until recently not put much elbow grease into.  It’s here his focus will be.  Post-split, he’ll go with the con-
sumables business rather than pharma.

The Price:  
With a market capitalization of  $85 billion, Abbott has earned $4.5 billion through September 30, 2011, on 
an operating basis and forecasts it will earn more than $7 billion in 2012—or roughly $4.65/share.  On a 
$55 stock, that’s less than 12x earnings.  This includes nearly $4 billion in R&D that, as part of  our equity 
analysis process, we run through the P&L.  R&D could arguably be capitalized and thus lower the multiple.  
As for the dividend, it has been consistently 40% of  earnings and thus should be close to $1.90/share.

The above multiple is a small price to pay for a cash-generative conglomerate with good historical returns on 
capital and capital allocation.  We get an extra kicker, though, when the company splits in two later this year.  
As suggested above, it’s likely that the consumables piece will get a higher multiple once out from under the 
shadow of  “bad” pharma.  And as we’ve seen in biotech pharma companies like Amgen, the “bad” label 
may be far from the truth, especially when starting at a cheap multiple.

The other reason to be interested in Abbott is that Miles White will go with the consumables business and 
will turn his attention to cost cutting there.  While the consumables business earns nearly $4 billion in EBIT 
annually, White is outlining profit-streamlining measures that amount to nearly $800 million/year.  That’s 
a rather startling number, but it seems reasonable after completing a granular analysis.  The nutritionals 
business, for example, earns 14% EBIT margins, well less than Mead Johnson’s 22%.  Just getting to Mead 
Johnson’s profitability, which Abbott intends to do, generates $400 million right there.  Clearly, White has 
left himself  some work to do in his next chapter—and it likely hasn’t escaped his attention that he, as CEO 
of  the company with so many improvements to make, will reap some of  the rewards.

Aaron Kindig, CFA, Research Analyst
aaron@mcmadvisors.com 
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February 2012:  Gildan Activewear, Inc.
 The Business:  
Gildan is a wonderful, simple business with a sustainable competitive advantage.  It makes T-shirts, sweat-
shirts, and golf  shirts at a lower cost than anyone else for “screen printers”—the guys who put Indiana 
University (or Purdue or Notre Dame) on the shirt and sell it for a big markup.
 
The company was founded by the Chamandy brothers, two young French Canadians who 25 years ago 
noticed that Fruit of  the Loom and Hanes, while dominating the branded T-shirt and underwear market, 
also dominated the screen printer market.  Why should that be, they asked themselves?  Consumers trust 
Hanes and Fruit at retail, but nobody cares who makes the IU sweatshirt.  So they asked themselves, What if  
we build a mill and sell exclusively to the screen printers?  Because such a mill would be more modern and vertically 
integrated—and built on generic rather than branded economics—Gildan could sell for 30% cheaper than 
Hanes and Fruit and still have good returns.

A generation later, Gildan is a wildly successful company.  Using its 30% cost advantage, it now has sales of  
$2 billion, a consistent low 20s% unleveraged return on capital, and a 60% market share of  the screen print-
er business.  Having made considerable inroads against Fruit and Hanes, it has widened its moat by building 
further low-cost, vertically integrated textile mills so that it can maintain and extend its cost advantage.  Fruit 
and Hanes, now both more than century old, have a patchwork of  high-cost legacy mills in the Southeastern 
U.S., Mexico, and the Caribbean.  Gildan, on the other hand, has fewer than 10 mills.  They are all in the Ca-
ribbean and because they are much newer than those of  their competitors, they produce not only a cheaper 
product but a higher quality one.  (Interestingly, because underwear and T-shirts turn over about every two 
weeks at mass retailers like Walmart, Chinese competition is nonexistent; the supply chain is simply too long 
to have a reliable supply coming from that far away.)

With a dominant and sustainable share here in the U.S., Gildan is exploring new avenues of  growth:  socks, 
international expansion, rolling out Gildan-branded apparel and, perhaps most importantly, partnering with 
retailers like Walmart to do co-branded shirts and socks.  Because of  Gildan’s low-cost position, it can slap 
Walmart’s “Starter” brand on socks and underwear, undercut Hanes and Fruit on price, and still earn their 
good returns on capital while allowing Walmart to make good money as well.

The Management:  
Owner-operator Glen Chamandy, one of  the founding brothers, remains CEO and owns 8% of  GIL com-
mon stock.  The CFO, Larry Sellyn, is a dour Welshman who is incapable of  telling a lie.  Adam went to visit 
them in the summer of  2007 at their Montreal HQ when the stock was a high-flyer—and has kept up with 
them ever since.
 
The Price:  
Gildan’s popularity and resulting high price put it out of  reach until the 2008–09 financial crisis.  The stock 
rallied right back, to the point of  once again being untouchable.  But Gildan recently announced a short-
term disruption that really whacked the stock—and brought it back within our targeted strike zone.  Because 
Gildan has consistently earned 20–25% on equity with virtually no debt, it has typically traded at 4–5x book 
value.  It is now 2x book and at a low multiple of  normalized earnings because of  a transient issue that is 
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already resolving itself.

Here’s the issue:  
Cotton is 40% of  Gildan’s COGS and the single biggest driver of  its costs.  Historically, it has averaged 
60–70 cents/pound; it is currently about 90 cents/pound; but last year speculators got involved and drove 
the price up to $2/pound for a few months.  As the leader in an oligopoly—Gildan has 60% share of  the 
screen printer business, with Hanes/Fruit at 30% combined—Gildan kept passing along the price increases.  
But when cotton prices collapsed, things got a little crazy.

The screen printers saw that futures were heading south and simply stopped buying T-shirts, fleeces, and 
sweatshirts.  They correctly reasoned that they could work off  their own normal inventory that was bought 
at a lower cost rather than having to buy the high-cost merchandise coming through the pipeline.  They 
knew that by the time they ran down their inventories, they could buy merchandise at much lower prices.  
But that would leave Gildan holding the bag, at least temporarily.  GIL stock suffered as a result.

During the current quarter, Gildan anticipates unit sales to decline 40% year on the year.  Nearly all of  that 
is due to destocking, driven by screen printers’ desire to avoid the highest cost merchandise.  But very soon, 
screen printers are going to have to restock their inventory.  There are IU sweatshirts to print, and they’re 
running out of  inventory.  And with cotton prices having come down, they can buy affordably again.

So all is being restored to normalcy.  Meanwhile, though, the current 40% unit decline in sales means that 
Gildan’s earnings will fall from $2/share in 2011 to $1.35/share in 2012.  This is almost exclusively rearview-
mirror stuff.   Indeed, the CFO thinks that with cotton prices normalized—along with Gildan’s new brand-
ing programs with Walmart and the successful integration of  its Gold Toe sock acquisition—the company 
could easily earn $2.50–$3/share in 2013.

This earnings power generally squares with Gildan’s historical 20–25% unleveraged ROE.  Current book 
value is nearly $11/share; a 22% normalized ROE would generate$2.40/share in earnings this year.  If  book 
value grows by $1.50 next year to $12.50/share, a 22% ROE generates $2.75/share in 2013.

Thus, Gildan, at $21/share, is trading for less than 9x 2012 normalized earnings—a good price indeed for 
an owner-operated company with sustainable competitive advantages in a durable business.

Adam Seessel, Research Director
adam@mcmadvisors.com   

January 2012:  Hewlett-Packard Company
The Business/The Management:  
For the better part of  the decade 2000–09, Hewlett Packard (HP) management was amazingly good at 
making terrible decisions.  Three different CEOs overpaid for multiple questionable acquisitions, ended up 
facing allegations of  sexual harassment, and generally took the iconic company over a cliff.  It all came to a 
head in late summer 2011 when then CEO Leo Apotheker announced that the company would spin off  the 
PC business after previously explaining to investors why PCs were crucial to the future success of  HP.  On 
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top of  that, Apotheker also announced HP was buying a seemingly unrelated business unit owned by his 
previous employer, SAP, for an outlandish 10x sales. The market responded by punishing HP shares, which 
plummeted nearly 50%. 

The market’s reaction may seem warranted.  After all, these were truly boneheaded plays.  But in sudden 
swings from elation to desperation, the proverbial baby is often thrown out with the bath water.  Only by 
knowing the true underlying (intrinsic) value of  the HP enterprise can one make an informed decision about 
the company’s stock price.

Despite all these very public management problems, HP’s printer business remains a juggernaut with excep-
tional scale and long-time market dominance.  HP has roughly a 50% share of  the installed printer base in 
the U.S. since 1980.  Furthermore, its ink cartridge business is solidly reminiscent of  Gillette’s razor/razor-
blade business model.  The printer business has consistently earned a remarkable 25% return on assets.  
That’s better than Coca-Cola if  you’re keeping score at home.

We acknowledge concerns about the long-term viability of  printing.  Some see it as a dinosaur.  But then 
again, roughly 5 trillion pages are printed annually in the home and office printer markets. While consumers 
and businesses will likely not continue printing at the same rate they do today, a related 45-trillion-page op-
portunity awaits HP’s participation. 

Until recently, production materials (media and marketing documents/brochures, etc.) have been printed 
on analog printers—what we used to call “presses”—which require a physical setup between different runs.  
The time and cost of  the setup makes this type of  printing economically feasible only when done in high 
volume.  With the introduction of  computer-driven digital presses, no physical setup is required, and any 
number of  different printed materials can be easily and efficiently printed.  The sharply declining demand 
for printed pages will mean less volume for analog presses and thus declining economies of  scale.  At the 
same time, smaller print-job orders will increase the demand for the new digital-production printers, which 
should be beneficial to HP since it is well positioned with roughly a 40% share of  the digital color produc-
tion market.

Beyond printers, HP also has the valuable Enterprise Services business, which handles the rather mundane 
data processing necessary for credit card transactions, cell phone connection services, mortgage application 
processing, and healthcare claims processing.  The business also has its nose under the healthcare tent.  Spe-
cifically, HP has been providing support services to Medicare and Medicaid since the programs were started 
and today handles 35% of  all claims.  This is a very “sticky” business. With long-term contracts in place, 
customers would spend considerable time and money switching service providers.  HP’s other businesses 
include Consumer PCs and Enterprise Hardware and Software. 

The Price:  
We began buying HP when it was trading in the low $20s while valuing the entire company at roughly $45 
billion.  The printer business alone generates more than $3 billion in after-tax profit.  So in essence, we were 
paying 15x earnings produced by the printer business and absolutely nothing for all of  HP’s other business-
es.  That’s an additional $100 billion in revenue and $11 billion in operating profits for free!  At that price, 
we felt we were being offered a large enough margin of  safety to adequately compensate us for our concerns 
about some of  HP’s businesses and the company’s newly appointed CEO, former eBay chief  executive 
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Meg Whitman.  She has at this point been saying all the right things.  She has been clear and concise about 
company strategy providing customers and employees with a sense of  stability and consistency.  She also has 
promised there will be no more large, transformative acquisitions under her watch—and that she will refo-
cus the R&D department for the next decade.  Those two factors provide reason to raise the price we’d be 
willing to pay for additional HP stock.  At today’s price of  nearly $30 a share, however, the price has moved 
beyond our entry point.  Consequently, we will keep what we have of  HP, continue to monitor Whitman to 
make sure she is managing the business for the long-term benefit of  shareholders, and patiently wait for the 
price to once again provide us with what we consider an acceptable margin of  safety.

Adam Seessel, Research Director
adam@mcmadvisors.com 
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For additional periodic updates on both investment research and portfolio activity, visit the client section • 
of  our website at www.mcmadvisors.com. 
To log in, please enter either your email address (if  on file at MCM) or your Fidelity account number • 
into the Username box and MCM into the Password box. 
We recommend you change your password once you’ve accessed the client site. Passwords using combi-• 
nations of  upper-case and lower-case letters, as well as numbers, offer more security than simple names 
or numbers alone. Should you have any questions, or any suggestions as to how we can make the web-
site more useful to you, please don’t hesitate to contact us.
If  you would prefer to receive the MCM Quarterly Capital Markets Review in hardcopy format by regu-• 
lar mail, please call or email Kristen Smith-Myers (574-293-2077; kristen@mcmadvisors.com) and she 
will make the necessary arrangements.
We’d love to hear your comments on this, or any other, communication from Martin Capital Manage-• 
ment.  Please call or email Gary Sieber (574-970-2926; gary@mcmadvisors.com).
Please remember to contact Martin Capital Management if  there are any changes to your address, in • 
your financial or investment objectives, or if  you wish to impose, add or modify any reasonable restric-
tions to our investment management services. A copy of  our current written disclosure statement dis-
cussing our advisory services and fees remains available for your review upon request.
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