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“The real black swan problem of  stock market busts is not about a remote event that 
is considered unforeseeable; it is rather about a foreseeable event that is considered 

remote.”
— Mark Spitznagel

Dear Clients,

You will notice a number of  changes in this Q2 MCM 
letter. Beyond the brief  commentary below that summa-
rizes our economic outlook, we have traded in a lengthy 
opening essay for the steady drip of  weekly postings to 
my blog site. We look forward to maintaining more fre-
quent contact through that uniquely accessible medium.

Indicators That the Cyclical Bull Market Is in 
Its Terminal Phase

For those concerned with wealth preservation, the mar-
ket is dangerously expensive. That conclusion is con-
firmed by three different valuation measurement tools: 
the Shiller CAPE, Tobin’s Q, and the market cap to GDP 
ratio. We believe this means a diversified portfolio of  eq-
uity securities has limited sustainable upside potential and 
a disproportionately large exposure to downside risk.

As an indication of  the state of  the speculative appetite, 
margin debt on the NYSE has reached $540 billion, twice 
the amount reached at the peak of  the dot.com mania 
17 years ago. Please note: Margin debt is not a leading 
indicator but rather a coincidental one.

While many portfolio managers might believe that hold-
ing cash is necessary, most have little dry powder in the 
event of  a market selloff. Cash ratios are lower than the 
levels at the market peaks of  2000 and 2007. Market 

strategists queried by FactSet expect the S&P 500 to gain 
9.2% over the next 12 months. Complementarily, bullish 
sentiment is at the high end of  its historical range. These 
are key indicators of  a late-inning bull market for contrar-
ian investors.

… and That the Economic Expansion Dating 
Back to 2009 Might Be Approaching Its Cyclical 
End

While the macro variables from which to choose are 
nearly endless, we will focus on two pivotal ones in this 
letter.

The first is consumer confidence levels from the Univer-
sity of  Michigan June 30 survey by Dr. Richard Curtin, 
an economist we’ve come to know and trust. Consumer 
confidence is an emotional response positively correlated 
with other economic variables. For example, optimism 
rises when stock prices and home values advance. While 
absolute levels are the lowest since Donald Trump was 
inaugurated, they are still highly elevated. We last saw 
such numbers at the dawn of  the new millennium just 
as the dot-com bubble was morphing into the dot-com 
bust. Though consumer apprehension about the econo-
my going forward does exist, writes Dr. Curtin, it is offset 
by the confidence resulting from rising asset prices. Con-
sumer confidence—the driver behind consumer spending 
and its contribution to GDP—is fragile. It is motivated 
by ephemeral phenomena (i.e., the aforementioned 
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spectacular advance in stock prices and certain sectors of  the real estate market). Thus, a collapse in asset prices, as 
occurred in 2007–09, could precipitate recession.

The second variable in our analysis is the shift in Fed policy since December 2015. Having been caught flat-footed 
in 2008, the Fed’s reactive and perpetually behind-the-curve experimental monetary policy that followed continues to 
this day. As a result, asset prices have been distorted to a degree never before seen and, no less problematically, with 
seeming disregard for the potential downside of  which we and others of  our ilk have written extensively. Beginning in 
fourth quarter 2015, the central bank began to timidly pull away the punch bowl. Ostensibly, the Fed is clinging to the 
Federal Reserve Reform Act of  1977 mandate for maximum employment, stable prices, and moderate long-term in-
terest rates. While headline unemployment ratios are the lowest in over a decade, they mask structural fragility through 
large swaths of  the labor force, a looming danger about which astute, uncompromised observers are becoming more 
vocal. Price stability, targeted by the Fed as a 2% annual increase in consumer prices, has not been reached, despite 
a Fed policy prescription that has historians worrying about the return of  the 1970s inflation debacle. However, it is 
deflation that is the Fed’s lurking nemesis and its real fear. 

With GDP growth still unable to reach liftoff  velocity, there’s a danger that, given the frequent multi-year lags between 
policy changes and economic effects, actions taken by the Fed in 2015 may begin to manifest themselves economically 
as early as the fourth quarter of  this year. An often overlooked, but vitally significant, factor is the amount of  financial 
leverage throughout the economy. It could further expose the impotence of  the Fed should it once again attempt to 
stem an ebbing tide.

Portfolio Strategy and Tactics

At this juncture in the cycle, a substantial portion of  your assets will be allocated to a laddered short-term U.S. Trea-
sury portfolio. Currently our longest maturity is one year. We expect to move out to an average duration of  3–4 years, 
which we believe to be the sweet spot on the yield curve. The initial reaction to the Trump election caused the bench-
mark 10-year Treasury note to rise from about 1.7% to 2.6% by March. As hyperbole has given way to disenchant-
ment, the Treasury note now trades at a 2.25% yield. And as hinted above, there is a disquieting whiff  of  deflation in 
the air.

We place great emphasis on the importance of  buying and selling contrarily, a process we describe below. If  this key 
decision variable is given short shrift, a great company can become a lousy investment. In keeping with that discipline, 
we will not automatically purchase the companies held by current SMA accounts for returning Hummingbird inves-
tors. Every purchase for every client must be at a price that affords an appropriate risk-adjusted margin of  safety.

Going from the Macro to the Micro

Following are thumbnail sketches on each of  our seven long positions with full reports available upon request. The 
tables preceding the narratives need further elaboration. The selection of  beginning and ending dates of  Decem-
ber 31, 1999, and July 21, 2017, is not arbitrary. The 17½ years include two complete market cycles, as well as two 
economic recessions. In the table preceding each company analysis, we have provided the compounded annual rate 
of  growth had an investor purchased and held the company shares for the entire 17½ years. The second data point 
includes reinvested dividends to indicate the total return a buy-and-hold investor would have achieved. 

It is essential to make contrarian purchases and sales if  we are to generate returns greater than those of  the buy-and-
hold investor. We expect minimum annual returns of  15% on an investment. If  we hold a position for five years, it 
must double in value, including dividends, to achieve our threshold. On the other hand, if  a position increases 50% 
over two years, and we deem it too expensive to continue holding, we would harvest our gains, resulting in a holding-
period annualized return of  22.5%.
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In addition to providing current EPS and price-to-earnings ratio, we also have included “normalized” versions of  
those same numbers, which smooths out shorter-term earnings fluctuations. The normalization process is a mechani-
cal application of  a best-fit trendline. 

Second-Quarter 2017 Portfolio Review
Gentex (GNTX)

We admire Gentex—the innovative and steadily growing manufacturer of  products designed to make driving safer. 
Its auto-dimming mirrors and the platform on which they and other unique products are mounted is the most readily 
recognized. We believe that Gentex has a near monopoly with a sustainable moat. Our thesis has been that it will grow 
by increasing (a) penetration, i.e., number of  cars with Gentex products, and (b) content per car through additional 
features. Its performance continues to substantiate this thesis. 

Global sales of  light vehicles increased by 5% in Q1, the most recently available data, despite year over year (YOY) 
declines in U.S. sales. Gentex is often misunderstood. While it is commonly lumped together with U.S. auto OEMs 
(Original Equipment Manufacturers) and suppliers, it typically outperforms the sector due to the value of  its innova-
tive projects. Its revenues grew in Q1 by 11.8%, supporting our thesis that increased penetration, especially of  interna-
tional markets, will continue to be a significant growth driver.

In addition to increasing penetration, Gentex continues to innovate. Its biometrics system (an iris scan), aimed at 
vehicle security, offers a range of  potential uses—from authorizing car-sharing transactions and allocating such pay-
ments as tolls and parking to personalizing car setup (e.g., adjusting mirrors and seat positions, music favorites, etc.).

Such penetration and innovation are directed by a quality-management team. It controls costs well and has succeeded 
in maintaining price points against the aggressive downward pressure exerted by OEMs. Management’s strong hand is 
attested to by steady growth in both net and gross margins. This speaks to the quality of  Gentex’s innovative offer-
ings, which are sustained by robust and highly productive R&D spending.

The team has also positioned the company well financially. It should weather nicely the likely downturn from the cur-
rent cyclical high of  the industry. From year-end 2016 through Q1 2017, Gentex retired some $47.5M in long-term 
debt, bringing its final long-term obligations to a paltry 1.5% of  assets.

Gentex has traded at a price-to-earnings multiple of  about 15 since 2012, despite the comparatively steady growth in 
earnings. Concerns that the current business cycle has peaked, combined with fears of  invading technology from self-
driving cars, have kept the equity at a reasonable price. We believe, however, that Gentex’s proven record of  market 
penetration, which has resulted in consistently higher content per vehicle numbers, will continue, a story somewhat 
out of  step with the pure cyclicality of  other auto suppliers and manufacturers.

Further, the technological timeline, not to mention the adoption by retail customers of  autonomous vehicles, leaves 
Gentex plenty of  room to adapt to the changing needs of  its customer base. Its culture of  innovation, which has 
proven instrumental in its success, along with its solid balance sheet, provide the advantages necessary to continue 
developing attractive technologies for the automotive industry.

Historical data from 12/31/1999 to 07/21/2017

Share price: $17.28 Current P/E: 13.7

Market cap (M): $4,960 P/E with normalized EPS: 17.8

EPS: $1.25 CAGR since 2000 (without dividends): 5.3%

Normalized EPS $0.97 CAGR since 2000 (with dividends): 7.3%
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Valuation

Despite Gentex’s strength, the calculus of  investing requires more than strong fundamentals. The price also must be 
attractive. We expect that adding graphics to the narrative for each company reviewed will enable you, our client, to 
more fully understand when and at what price we purchase and sell securities within the portfolio. 

First, turn your attention to the white line, which represents the daily market price of  Gentex going back 10 years. 
Shares of  Gentex trade every day, having ranged from a low of  $3.80 in 2009 to a high of  $22 this year. As we’ve writ-
ten elsewhere, the great advantage of  being an outside investor in marketable securities is that we have total freedom 
as to when we buy or sell—and at what price.

The red line is the trendline that best fits the volatile white price line. The parallel lines on either side represent one 
and two standard deviations. In a normal distribution, think bell curve; 95% of  the time the market price fluctuates 
within the green-line boundaries—or two standard deviations from the mean, the red line. Stock prices, however, are 
not normally distributed. Nonetheless, used properly, the trendlines can be of  some value.

We’ve added two additional variables to the chart. First, the wavy green line represents the trailing 12 months’ earn-
ings per share. It provides not only the current EPS, read off  the left margin at $1.28, but a also provides a graphi-
cal indication of  the trend that, although the chart doesn’t show it, we calculated to be 13.5% compounded annually 
since 2006. This is some 10 percentage points higher than the S&P. Still, depending on when you made your purchase 
within that period, returns on an investment in this great company could be zero. Share price matters in the invest-
ment calculus.

We do not believe that current prices warrant fully exiting our position; this company is a good long-term choice for 
your capital. We do believe, though, that better opportunities will be available in the future. We want to maximize the 
returns on capital invested. Buying at a price that better reflects the aforementioned concerns in the industry yields the 
chance for holding-period returns in excess of  those the company generates internally.

Stryker (SYK) Valuation
Historical data from 12/31/1999 to 07/21/2017

Share price: $146.19 Current P/E: 25.9

Market cap (M): $54,640 P/E with normalized EPS: 28.3

EPS: $5.56 CAGR since 2000 (without dividends): 12.9%

Normalized EPS $5.17 CAGR since 2000 (with dividends): 13.8%
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Stryker is a medical technology company operating in three segments—orthopedics (39%), medical surgery (42%), 
and neurotechnology and spine (18%). Within these segments exist various sub-segments, none of  which comprise 
more than 15% of  overall revenues. This results in diversified exposure to the medical technology market. 

Stryker began investing in the 3D printing of  medical devices back in 2001. The industry segment now has a CAGR 
of  23.45%.1 Demand is especially increasing for custom-application orthopedic and maxillofacial devices. Stryker, 
already a leader in the field, just partnered with GE in June 2017. The union of  Stryker’s additive manufacturing 
expertise in medical devices with GE’s global supply chain and manufacturing capacity should position Stryker to keep 
competing strongly in its highly competitive industry. 

Stryker also continues to innovate in the area of  robotic surgery equipment, a segment with a CAGR of  9.8%.2 The 
accuracy and precision of  such equipment have resulted in patient revision rates of  only 1%. This effectiveness sug-
gests we can only expect the segment to continue its growth. In a competitive industry, Stryker’s investment in 3D 
printing and robotics outline a path forward to continued growth. 

The medical technology industry can firmly project demographic tailwinds, including an aging population and contin-
ually lengthening lifespans. Stryker products are expensive, and is most greatly exposed to the US market. Therefore, 
the changing landscape of  American health insurance could affect its market segments.

Serious changes to Medicare and Medicaid, however, do not seem politically feasible. In addition to seniors, military 
personnel constitute a key demographic for Stryker products. While 2015 saw a slowdown in the orthopedic market, 
it is likely not a secular trend. Furthermore, Stryker has since increased its medical/surgery division as a percentage of  
revenue mix, relying less on orthopedic devices for its revenues.

The management team at Stryker has maintained consistent gross margins, between 65% and 68%, over the last five 
years. To maintain new and competitive products, it has invested heavily in R&D—consistently about 9.5% of  rev-
enues—even during times of  downturns in FCF (free cash flow). Net margins have increased to 28.9% on revenues 
that are up 13.9% in FY 2016.These metrics put Stryker well ahead of  its primary competitors in terms of  ROIC and 
net margin.

This strong financial performance is on the back of  a decentralized management system that locates sales, marketing, 
and production within the division that researches and produces any particular product. This gives those divisions 
increased flexibility to respond to changes in customer needs. It is highly adaptive. Stryker also has a uniquely diverse 
board. Gender and racial diversity of  leadership correlates with better financial performance, which has certainly been 
the story at Stryker.3 While long-term debt doubled in 2016, it is still only 35% of  assets and 5x 2016 FCF.

Stryker is a great company. Industry and demographic trends are in its favor. It provides innovative products that we 
expect will sustain its performance going forward. 

1 https://3dprint.com/179305/5-medical-3dp-developments/
2 https://www.mdtmag.com/news/2017/03/growth-robotic-innovation-medical-sector
3 https://www.forbes.com/sites/ruchikatulshyan/2015/01/30/racially-diverse-companies-outperform-industry-norms-by-30
/#104e42871132
  http://www.mckinsey.com/business-functions/organization/our-insights/why-diversity-matters
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Valuation

With solid fundamentals, we turn to Stryker’s stock chart to access an entry point. Its average P/E ratio over the last 
10 years is 19, a metric last seen in 2014. Since that time, the share price has advanced much faster than earnings, in 
part because a recall had artificially depressed them. During FY 2017, however, as earnings returned to normal levels, 
the share price advanced rapidly, quickly inflating the company’s valuation. A price in line with its historic multiple 
would suggest a share price of  $104, a 26% decline from today’s levels. The turbulence of  a bear market, along with 
changes in healthcare policy, while long-term threats, could result in an entry point significantly below that. The 
CAGR of  the stock has been 24% over the last five years.

We admire the story of  this company and expect continued growth. Like Gentex, purchasing shares at a discount—
likely caused by an exogenous shock—will only compound returns relative to Stryker’s impressive growth. 

Helmerich & Payne (HP)

Helmerich & Payne is a land and offshore contract driller of  oil and gas wells operating in three segments: U.S. land, 
offshore, and international land. Despite operating in the depressed oil and gas market since the end of  2014, it has 
continued to prove itself  as the market leader in the U.S. Our thesis is that (a) it is protected from the significant oil 
price decline by long-term contracts and strong financials, and (b) it has a strong technological competitive advantage 
with its FlexRigs,4 which are poised to gain market share in the secular shift from mechanical and silicone-controlled 
rectifier (SCR) rigs to the more precise alternating-current (AC) rigs.5

When the oil and gas downturn started in 2014, HP’s revenue remained resistant even as rigs were decommissioned. It 
was only more than a year after the downturn that its revenue decreased meaningfully because a significant portion

4 For more information about FlexRigs, visit http://www.hpinc.com/flexrig 
5 Additional information regarding the differences between SCR rigs and AC rigs rigs can be found under the “Rigs, 
Equipment, R&D, Facilities, and Environmental Compliance” section at https://www.sec.gov/Archives/edgar/
data/46765/000104746916016935/a2230277z10-k.htm 

Historical data from 12/31/1999 to 07/21/2017

Share price: $54.13 Current P/B: 1.4

Market cap (M): $5,877 P/B with normalized book per share: 1.2

Book value per share: $40.04 CAGR since 2000 (without dividends): 11.5%

Normalized book value per share: $46.16 CAGR since 2000 (with dividends): 13.2%
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of  it was protected by long-term contracts. For the second quarter of  2017, roughly half  of  its 177 contracted rigs are 
under term contracts and, out of  that half, two-thirds are under contracts priced before the 2014 downturn. Due to 
pressure to maintain future relations with customers in the future, these long-term contracts are not considered sac-
rosanct, especially during a downturn. However, they at least indicate that HP has a set of  established relations with a 
large number of  customers.

A strong defense in the face of  the volatility of  the oil market is HP’s robust balance sheet. It has a low debt to total 
capitalization of  around 10%, while its closest competitors suffer much higher levels ranging from over 20% to over 
50%. Unlike certain competitors who have had to resort to issuing more equity for additional financing, HP faces no 
real liquidity issues with a current ratio around 4.5, a stable cash flow from operations, a cushy net cash position of  
$297M, and a $259.7M unused line of  credit. Combined with its stable balance sheet, it has the healthiest cash flow to 
debt ratio at around 15%, much greater than that of  its closest peers, all of  whom are below 2%.

In addition to maintaining a 
solid balance sheet, HP has the 
largest fleet of  AC drive rigs, 
which continue to improve its 
ability to take market share. 
There is a secular shift toward 
the use of  these rigs that, 
given their increased efficiency, 
precision and flexibility over 
SCR rigs, make them the rigs 
of  choice in the industry for 
many of  the unconventional 
plays. Rig-specification require-
ments have been continuing to 
increase despite the depressed 
state of  the industry. In the 
second quarter, HP put 42 
AC drive FlexRigs ® to work, 

exiting the quarter with 168 contracted rigs. As the preceding graph illustrates, the rigs utilized by HP have declined 
proportionately less than its largest market, U.S. Land Rigs (77% of  operating revenues). It has greatly increased its 
market share relative to its position before the downturn. As of  its Q2 announcement, HP had roughly 19% of  mar-
ket share. When considering just the market for AC drive rigs, the company has an even greater market share of  28% 
and is poised to gain more as it has 170 idle FlexRigs ® available for work—in contrast to most of  the industry, which 
will have to build or buy AC drive rigs in order to meaningfully grow activity levels.

Valuation

Since HP’s EPS has been in the red since Q2 2015, the company has to be valued using different metrics. Using price 
to tangible book value, the effective range since 2000 has been roughly 2.5x on the high end and 1.0x on the low end. 
At 1.4x current book value (which itself  has been written down from $46.64 to $40.04 per share values since July of  
2015), we believe there is a margin of  safety implicit in purchasing this company for the value of  its state-of-the-art 
assets that are currently underutilized. We see HP as an asset purchase. It is highly unlikely that anyone could replicate 
the assets of  HP, let alone its market position, for the equivalent of  the company’s book value.

In addition, while the dividend is not currently being earned, given HP’s financial stability and stated policy, the $2.80 
dividend looks safe. It produces a 5.17% yield at current prices. We think it’s reasonable to expect that HP can meet
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our 15% minimum threshold rate of  return over a three- to five-year holding period without making particularly he-
roic assumptions about the price of  oil during that period.

Berkshire Hathaway (BRK.B)

Berkshire Hathaway is one of  the most widely known and admired companies in the United States, a virtual append-
age of  iconic investors Warren Buffett and Charlie Munger. We have followed the company closely for decades, hav-
ing read virtually everything written about or by the “Oracle of  Omaha.” At this point, little incremental value can be 
had by conducting further fundamental research on a company whose modus operandi is so impressively predictable.

In this letter, we will focus on the tangible aspects of  being a long-term investor in the company going forward over, 
say, the next five years. Fortunately, there are several givens. First, Warren has indicated that he would repurchase 
Berkshire shares if  they fell to 1.2 times book value. It is naïve to think that, in the event of  a bear market, 1.2x book 
would represent a floor in the stock price. As recently as September 2011 Berkshire sold at book value. In research for 
Frank’s June 9, 2017, blog post, “Dining at Buffett’s Buffet,”6 since 2000 book value has grown at a 9.3% rate, half  its 
average dating back to 1965. Warren himself  has said for years that size militates against repeating the growth rates of  
the past.

Given our outlook for the economy, achieving a book value growth at more than 8% on average for the next five 
years seems an unlikely task. Additionally, by 2022 the ages of  Warren and Charlie would be 91 and 98, respectively. 
The death or incapacity of  one or both would surely impair the distinctive niche in the world of  conglomerates that 
Warren and Charlie have so carefully crafted over the decades. It is conceivable that Berkshire could be split into any 
number of  smaller businesses in that event, but that’s a bridge we’re not yet ready to cross. See the following chart for 
the Class A shares, the only share class for which book value is easily attainable. Recall that the value of  the B shares, 
which we own, is 1-30th of  the A shares.

6 https://frank-k-martin.com/2017/06/09/dining-buffetts-buffet/

Historical data from 12/31/1999 to 07/21/2017

Share price (M): $0.26 Current P/B: 1.4

Market cap (M): $423,161 P/B with normalized book value per share: 1.7

Book value per share (M): $0.18 CAGR since 2000 (without dividends): 9.1%

Normalized book value per share (M): $0.16 CAGR since 2000 (with dividends): 9.1%
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As should become clear from the chart, in addition to our narrative, we will be parting company with Berkshire for 
the time being. The decision is purely business. The separation anxiety will be akin to losing a loved relative. If  the 
stock gets priced low enough to discount the negatives discussed above, we will be glad to hold it again! 

Valuation

Under the stewardship of  Warren Buffett and Charlie Munger, as mentioned above, Berkshire’s book value has grown 
at 9.3% the past 17 years. We believe that in this low-return economic environment a lot of  good things would have 
to happen for a book value to grow at more than 8% on average for the next five years. Since Berkshire pays no 
dividend, the total return for the company from today’s price to a presumably worst-case terminal value of  100% of  
2022’s book value per share (estimated to be $261,648) would be a paltry 0.3%.

Walmart (WMT)

Walmart (WMT) is the largest retailer in the United States and known for its ability to provide a customer-centric 
experience through both physical and online shopping. Recently the retailer has faced opposition from e-commerce 
businesses—especially Amazon—encroaching upon its customers and has made a stronger effort to pivot toward 
a stronger digital presence. Although it is a stable company with solid earnings and a well-capitalized business, its 
gargantuan size will present difficulties in its scuffle with the nimbler Amazon. Consequently, we believe Walmart will 
not have earnings growth that will meet our expectations, but it could meet our threshold rate of  return based on its 
capital allocation decisions and the cyclical swings of  the stock’s pricing.

The company operates in three segments: Walmart U.S., Walmart International, and Sam’s Club. With a strong em-
phasis on “everyday low pricing,” this mega-retailer does business in three strategic merchandise units: grocery, health 
and wellness, and general merchandise. For its growth going forward, the company has focused its investments on 
associates, supply chain, and logistics. With more than 5,300 retail units in the U.S., it is operating in a saturated market 
with its stores already located within 10 miles of  nearly 90% of  the U.S. population. The only viable long-term growth 
runway is its shift toward growing its e-commerce business, but it is facing heavy opposition, especially from Amazon.

Historical data from 12/31/1999 to 07/21/2017

Share price: $75.84 Current P/E: 17.5

Market cap (M): $229,554 P/E with normalized EPS: 14.1

EPS: $4.35 CAGR since 2000 (without dividends): 0.6%

Normalized EPS $5.38 CAGR since 2000 (with dividends): 2.3%
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Introducing new measures, such as free two-day shipping and Pickup Discount, Walmart has shown consistent growth 
through delivery and pickup forms of  shopping. This is reflected in not only its growing e-commerce business, but 
also in its 10th consecutive quarter of  positive comparative sales.

Although Walmart is the second-largest U.S. online retailer by revenue, we think it will still be difficult for the com-
pany to compete with Amazon’s more flexible structure and deeper expertise in online retail. Amazon will more likely 
capture the wealthier urban customers, while Walmart will be left with the lion’s share of  everyone else. Regardless, its 
largest merchandise unit by revenue—groceries account for roughly 56% of  net sales—is least likely to be disrupted 
by an increased prevalence in digital shopping. Walmart, we can safely assert, will maintain its core business. 

This stable business will continue to be supported by a well-capitalized balance sheet. It has a consistent, increasing 
cash flow from operations, which, combined with long-term debt and short-term borrowing, is sufficient to fund op-
erations while paying out dividends and repurchasing shares. Furthermore, it has an undrawn line of  credit with $12.5 
billion of  additional liquidity if  needed. Therefore, despite a working-capital deficit, the company’s access to capital 
markets and efficient use of  cash in funding operations show that its financial position is no cause for concern.

Finally, given that Walmart’s capital-spending is on par with depreciation, and it generates significant cash flow—
$30.7 billion in 2016—the company has opted to distribute a greater proportion of  its cash flow to its shareholders. 
Throughout 2016 it distributed $14.5 billion to shareholders in the form of  dividends and share repurchases. More-
over, the company has had a history of  increasing its dividend for almost 40 consecutive years! In 2016 it had a high-
dividend payout ratio of  45.6%, paying out $2.00 in dividends on $4.38 EPS. Going forward, it has already approved 
an annual dividend of  $2.04 per share for 2017. In terms of  stock repurchases, it is operating under a repurchase 
program of  $20 billion worth of  stock, of  which roughly $7 billion remains.

Valuation

The share price of  Walmart has grown at a rate of  0.6% since 2000, coupled with a dividend that has been increased 
regularly and currently yields 2.69%. We think it unlikely that this company will organically meet our minimum 15% 
threshold rate of  return requirement from today’s current price. Should the stock again fall into disfavor and the ex-
pected return rise accordingly, we will likely own it again.
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International Business Machines Corporation (IBM)

The business story at IBM is one of  transformation, from a legacy technology giant to a savvy and agile technology 
company. 

Cloud computing, already a $67 billion market that will grow to many times that size, is the new frontier of  business 
services. As a service, it is not given to the same sort of  disruption so common to the tech space. Locating technology 
services in the cloud, which nowadays is anything but “pie in the sky,” saves companies vast amounts on infrastructure 
and personnel. Amazon, when it migrated its own services to the cloud, was the first to market the service to others. 
In the absence of  competition, it became, the market leader with year-over-year growth of  43% as of  Q1 2017 for 
revenues of  $14 billion. Microsoft reported $15.2 billion for the quarter in its cloud segment, indicating that Amazon 
may no longer hold the lead by year end. 

IBM is attempting to remedy its late start into the race. Its long service relationships with nearly every significant glob-
al corporation give it a ready opportunity to convert those longtime customers over to its cloud computing platform. 
The lucrative offering sports 85% gross margins. In addition to the trust inherited from serving those clients, IBM’s 
deep experience with cyber security has positioned it well to overcome the hesitancy of  corporations worried about 
the protection of  data. Finally, IBM offers not just cloud services but data-analysis tools, an attractive proposition for 
large corporate clients. 

Despite pre-existing relationships with the very customers for whom cloud computing is an attractive offering, IBM 
has done a relatively poor job of  marketing its services. Its cloud computing products actually offer some unique 
capacities that compete well with Amazon—including the data analysis, a highly transparent backend, and cross-
service capacity for pre-existing products—but IBM’s pitch is layered in complex corporate language that lacks an 
easily understood value proposition. A slow start is a costly error. In addition to allowing Amazon to extend its lead, 
the technical expertise of  Microsoft’s new CEO is in cloud computing and he has made a competitive offering in the 
space a key Microsoft priority. It is difficult to categorize revenue so as to properly compare performance across these 
large and complex companies. Therefore, it is difficult to track IBM’s competition. There is no question, though, that 
competition is stiff  and IBM has much work to do to stay in the running.

Four-year declines in revenue and net income have been framed as temporary setbacks while IBM retools its 
organization for the next era of  cloud-based business services. However, IBM reported a decline of  1.5% 
in cloud “integration software” YOY for 2016. Previously, it had never even broken out the segment. As a 
large corporation servicing many different products, it is unclear how committed IBM is to prioritizing the 
horizon of  tomorrow’s services. There has been no evidence in the financials that such is the case. 

In the face of  declining earnings, IBM has continued to raise its dividend. The payout ratio has risen from 
25% to 44% on the back of  significant stock repurchases and cannot likely continue at the current pace. 
Earnings per share have declined from $15.30 to $12.39 since 2013. Because of  an aggressive stock-repur-
chase program, this greatly understates the real decline in earnings. 

Historical data from 12/31/1999 to 07/21/2017

Share price: $147.08 Current P/E: 11.0

Market cap (M): $138,180 P/E with normalized EPS: 8.7

EPS: $13.36 CAGR since 2000 (without dividends): 1.8%

Normalized EPS $16.97 CAGR since 2000 (with dividends): 3.5%
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Valuation

We do not see a clear catalyst for returning IBM to growth. Meanwhile, though, there is still much value in the com-
pany itself. Despite the fact that Warren Buffet started selling his stake, which he first began acquiring in 2011, at $180 
a share, he has stopped at current levels and said he would buy more should the prices fall significantly. The competi-
tion for the cloud will be long and intense, and it’s unclear whether one company will ever come to fully dominate the 
space. IBM has the staying power to continue to compete. Time will tell whether it can capitalize on its advantages. 

The vacillating uncertainty about IBM’s future reduces its appeal as a long-term, buy-and-hold investment, but 
enhances its attractiveness as a possible shorter-term holding that we increase during times of  bad news and reduce 
during times of  euphoria. At present, we will reduce our position, but continue to watch for changes both in company 
performance and in stock price. Either could justify an increase.

Baker-Hughes (BHGE)

In July of  this year, General Electric completed its purchase of  a majority share of  Baker-Hughes (BHI). Joining BHI 
with GE’s oil and gas segment created the first and only full-stream oil and gas company. You will see a dramatic drop 
in price for your BHI shares for this quarterly statement. This reflects a $17.50 special dividend paid to every share-
holder upon the conversion of  BHI shares into stock of  the new company, Baker-Hughes General Electric (BHGE).

Going forward, BHGE has the competitive advantages common to size and market share. It will have cross-selling 
opportunities, given its full suite of  offerings. Further, management expects that the integration of  GE’s data analyt-
ics with Baker-Hughes’ service offerings will identify efficiencies for customers, providing the company a marketable 
value add that could be particularly valuable if  oil comes under greater price pressures. This would reduce BHGE’s 
exposure to the industry’s cyclicality. 

GE, however, will face the significant challenge of  integrating two large and bureaucratic organizations. The joint 
company will have double the employees of  its predecessor entities. GE predicts $700 million in synergies for 2017 
and $1.6 billion by 2020.7 Those savings could fail to materialize, though. Such would not be uncommon in the case 

7 https://www.bloomberg.com/news/articles/2016-10-31/ge-to-merge-oil-division-with-baker-hughes-in-bet-on-energy
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of  large acquisitions. This is a complex industry, and Baker-Hughes has now become a much more complex 
company. We believe it best to invest in companies we better understand.

Moreover (as stated earlier), a good company must be bought at the right price in its cycle. Since BHGE is a 
new company, there is no history to go on when making that decision. And because we’re already confident 
of  our ownership in Helmerich & Payne, we don’t feel the need to own another oilfield-services company, 
especially one with greater uncertainty.

This has led us to conclude that capital would best be preserved by exiting the BHGE position—and best 
be grown by pursuing returns through other opportunities.

The research you have just read was prepared in large measure by junior analysts Ho Jun Yang and Lane 
Miller, with only a light hand on the tiller by the undersigned. Further, please play close attention to the July 
21 and July 28 postings to the blog site. Their purpose is to set the stage for an idea that may, once it’s thor-
oughly analyzed, be of  interest to some of  our more conservatively opportunistic clients. If  I’m satisfied 
that the initiative is efficacious, I’ll make the case, whereupon you can decide the extent to which, if  any, you 
wish to participate.

Frank K. Martin, CFA
July 2017
frank@mcmadvisors.com

Disclosure 

The materials to which this disclosure is attached as well as any electronic or verbal communication related to the subject matter of  these 
materials are intended for informational purposes only, are subject to change, and do not constitute investment advice or a recommendation 
to you.

Any reproduction of  these materials, in whole or in part, or the divulgence of  any of  the contents, is strictly prohibited. These materials are 
intended for the exclusive use of  the designated recipients and may not be reproduced or redistributed in any form or used to conduct any 
general solicitation or advertising with respect to any investment discussed in the information provided.

Past performance is no guarantee of  future returns; performance may be volatile and the investment may involve a high degree of  risk.
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