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Introduction 

The ‘X’ Variable 
In Chapter 12 (The State of Long-Term 
Expectation) of John Maynard Keynes’ magnum 
opus, The General Theory of Employment,
Interest, and Money, the celebrated British 
economist differentiated between investment and 
speculation. Simplistically, when an investor’s 
attention turns from the primary concern about 
income (dividends) to the exclusive hope for 
capital appreciation he becomes, according to 
Keynes, a “speculator.” Speculators present no 
threat to the system until the system itself 
becomes enveloped by a speculative contagion. 
“When the capital developments of a country 
become a by-product of the activities of a casino, 
the job is likely to be ill-done,” he wrote. A 
rereading of two classics written during the depths 
of the Great Depression, Keynes, The General 
Theory (1936) and Security Analysis (1934) by 
Benjamin Graham, as anchors of rationalism in 
the ever-cyclical but never-wiser financial 
economy, leaves the reader incredulous as to how 
far off course we have drifted. 

Another Keynesian quotation segues us neatly 
into the report that follows: “Worldly wisdom 
teaches that it is better for reputation to fail 
conventionally than to succeed unconventionally.” 
Since it isn’t our reputation but rather our clients’ 
capital that we’re committed to protect, we’ll 
likely appear unconventional. Keynes’ theories for 
extricating the U.S. from the Depression by 
stimulating demand were not met with much 
acclaim by fellow economists at the time, no 

doubt giving rise to the above quote. Not only 
were his theories proven to be a useful elixir for 
desperate times, his observations about the 
natural rejection of unorthodox thinking within 
the body of accepted dogma revealed his 
understanding of human nature. 

The present feels less arbitrary when viewed in 
the context of the past. Moreover, the future, 
while always uncertain, appears less random or 
whimsical when framed against the backdrop of 
today and yesterday. The workings of the 
phenomenon of cause and effect (actions have 
consequences) may bring clarity to musing 
about the future. Inverting our thinking, we 
begin with a possible effect—a significant 
decline in the prices of certain indexes or 
industries as a consequence of casino capitalism 
(fertile ground, need we note, for a firm like 
ours flush with cash and loaded with ideas ready 
to be purchased, if only they will trade at a 
rational prices)—and then examine variant 
behaviors or anomalous developments as 
possible potential causes. The linkage between 
cause and effect is, admittedly, most tenuous 
both in terms of when the consequences will 
occur and how severe they will be. If x is a 
necessary cause of y, then the presence of y

2nd Quarter Year-to-Date
S&P 500 6.3% 7.0%
Nasdaq 7.7% 8.2%
Dow Jones 9.1% 8.7%
MCM equities * 3.8% 11.8%

* approximate, net of fees
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necessarily implies the presence of x. The presence of x,
however, does not imply that y will occur. That simple 
equation sums up the dilemma that today’s investor faces. 

What follows are a collection of approximate quotations 
from Warren Buffett and Charlie Munger, from notes 
taken during the Berkshire Hathaway annual meeting on 
May 5. Most of the issues that Buffett and Munger 
addressed I have contemplated—and written about—for a 
long time. Many of the ideas that we hold in common are 
unconventional and unpopular but to have them validated 
by two of the men I most respect in our profession only 
strengthens my convictions. 

Neither Buffett nor Munger directly answered the question 
I asked at the annual meeting (as presented for clients in 
advance in the first-quarter 2007 Quarterly Capital 
Markets Review). My question sought to encourage them 
to qualify how serious a threat the “x” factors pose. What 
Buffett did say, while being obligatorily obtuse, was, 
“When I closed the Buffett Partnership, I felt (and wrote to 
my investors) that the prospective return was about the 
same for equities and municipal bonds over the next 
decade, and I was roughly right. It’s not the same today. 
I’d have 100% of bonds in short-term bonds. Forced to 
choose between owning the S&P 500 vs. 20-year bonds, 
I’d buy stocks—and it would not be a close decision. But I 
wouldn’t have an equity investment with someone who 
charged high fees. We don’t have the faintest idea where 
the S&P or bonds will be in three years, but over 20 years 
we’d prefer to own stocks.” Fortunately, we at MCM are 
not forced to choose between two extremes, nor are our 
fees high! Nonetheless, throughout the Berkshire 
Hathaway 2006 Annual Report and the answers at the 
annual meeting on May 5, Buffett’s and Munger’s mosaic 
of responses resembled the composite picture I had in my 
mind’s eye: “The key to long-term investment success is to 
avoid wealth-destroying catastrophes.”

When responding to a question about derivatives (as one 
possible “x” variable), Buffett said, “Derivatives are 
expanding rapidly, in more and more imaginative ways. 
They introduce invisible leverage into the system. In the 
1930s, after the crash, the government concluded that 
leverage contributed to the crash and that it was 
dangerous.” [After the fact, margin requirements were 
introduced and regulated by the Federal Reserve.] “But the 
introduction of derivatives has made any regulation of 
margin requirements a joke. I believe that we may not 

know when it becomes a super danger or when it will end 
precisely, but I believe it will go on and increase until very 
unpleasant things happen because of it.” 

As if taking a page out of Richard Bookstaber’s just-
published book, A Demon of Our Own Design: Markets, 
Hedge Funds, and the Perils of Financial Innovation,
Buffett used the crash of 1987 as an omen of another “x” 
factor: “You saw one example of what can happen under 
forced sales in October 1987. It was driven by portfolio 
insurance, which was a joke. It was a bunch of stop/loss 
orders, but done automatically, and it was merchandized. 
People paid a lot of money for people to teach them how to 
put in a stop/loss order. When a lot of institutions do this, 
the effect is pouring gas on a fire. They created a 
doomsday machine that kept selling and selling.” Read 
Chapter Two in Demon for a prelude to the Chapter Eight 
summation of how, through “complexity and tight 
coupling,” so-called “normal accidents” are intensified in 
“The Brave New World of Hedge Funds,” Chapter Nine. 
While we had no idea about when, we wrote about the 
contagion effect in the subprime mortgage market in the 
2005 and 2006 MCM Annual Reports (page 64 of the 
latter). “Believing we have seen only the tip of housing’s 
economic-effect iceberg, the numbers that approach $1 
trillion in interest-only mortgage resets in 2007 give us 
pause. For the many reasons cited in last year’s [2005] 
report, housing-induced economic slowdowns often range 
from two to four years in duration. Despite protestations to 
the contrary in the popular media, a rational individual 
would probably argue that the worst is yet to come …” As 
we sit center stage watching events play out, we are in 
disbelief that the great minds on Wall Street did not see 
what might well be a locomotive coming their way. The 
Bear Stearns subprime fund fiasco is merely the latest (and 
largest) yet-to-be-resolved calamity. There will be more. 

Stated Buffett: “You can have the same thing today 
because you have [hedge] fund operators with billions of 
dollars—in aggregate, trillions of dollars—who will all 
respond to the same stimulus. It’s a crowded trade, but 
they don’t know it, and it’s not formal. They will sell for 
the same reasons. Someday, you will get a very chaotic 
situation. As for what could trigger this and when, who 
knows?” Munger echoed Buffett’s sentiments: “As sure as 
God made little green apples, this will cause a lot of 
trouble. This will go on and on, but eventually it will cause 
a big dénouement.” 
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In a further reference to crowd psychology, the 
understanding of which was cited as a prerequisite for 
anyone looking for a job managing marketable securities at 
Berkshire, Warren referred to the “electronic herd.” “If 
you take the percentage of bonds and stocks held by 
people who could change their minds tomorrow based on 
what the Fed does, etc., it’s gone up a lot. I call it an 
electronic herd that can change what it does every day or 
minute. The turnover of stocks has gone from 40% to over 
100%, and the turnover of bonds has gone up dramatically 
as well. There’s nothing evil about it, but it’s a different 
game, and there are consequences. If you’re trying to beat 
the other fellow on a day-to-day basis and you’re watching 
the news or the other fellow, and you think he’s going to 
push the sell button, you’ll try to push it quicker. [Buffett 
undoubtedly knows The General Theory by rote.] When 
Charlie and I were at Salomon, they talked about 5- or 6-
sigma events, but that doesn’t mean anything when you’re 
talking about real markets and human behavior. Look at 
what happened in 1998 and in 2002. You’ll see it when 
people try to beat the markets day by day. When I set up 
my partnership [the Buffett Partnership], I told my partners 
they’d hear from me once a year.” 

Munger weighed in: “When people talk about sigmas in 
terms of disaster probabilities in markets, they’re crazy. 
They think probabilities in markets are Gaussian 
distributions [Bell curve], because it’s easy to compute and 
teach, but if you think Gaussian distributions apply to 
markets, then you must believe in the tooth fairy. It 
reminds me of when I asked a doctor at a medical school 
why he was still teaching an outdated procedure and he 
replied, ‘It’s easier to teach.’” Buffett chimed in: “It’s very 
disturbing to spend years learning higher mathematics and 
then learn that that stuff has no utility or that there’s even 
counter-utility. It’s hard to change, so people just keep on 
teaching [incorrect things].” 

In responding to a question about the likelihood of a major 
credit contraction, another possible causal factor, Buffett 
responded: “It occurred during the junk bond crisis in 2002 
and for equities in 1974. I don’t think you’ll necessarily 
see a contraction of credit or the Fed stepping on the 
brakes. I think you might see an exogenous event, a shock 
to the system, that causes a huge widening of credit 
spreads and a cheapening of equities. This would be good 
for Berkshire because we have money to take advantage of 
this. In the past, when credit contracted, there was no 
money around.” 

Added Munger: “The last time we had a credit contraction 
[in the junk bond crisis in late 2002], we made a quick $3–
$4 billion. The whole investing world is getting more and 
more competitive. If we had a big credit contraction, it 
would really gum up the world. If we had this, especially 
after a period of excess like we’ve had, we’d get 
legislation that most of us wouldn’t like.” 

Buffett had the final word: “Jon Alter, in his book about 
the Great Depression [The Defining Moment: FDR’s 
Hundred Days and the Triumph of Hope, see the MCM 
2006 Annual Report, pages 103–106], describes how this 
country was close to the brink and FDR got any law passed 
he wanted, as soon as he could write them. It was a good 
thing in this case; banks were closing and people were 
dealing in scrip. In 1998 Long-Term Capital Management 
blew up, and you had a seize-up of the credit markets that 
was not orchestrated by the Fed. People panicked about 
even the safest instruments. This happened not 100 years 
ago but less than 10 years ago. There were plenty of smart 
people with a lot of money, but people panicked in part 
because they saw others panicking. History doesn’t repeat 
itself, but it rhymes. We’ll have something that rhymes.”

When asked about the future returns from common stocks, 
effectively updating his rare 1999 Fortune interview, 
Buffett admitted: “There’s nothing magical about 17-year 
periods; I just had a little fun with it because there were 
two 17-year periods, and there are 17-year locusts. In 1999 
people were extrapolating from the experience of the 
previous 17 years and had unrealistic expectations. They 
were bound to be disappointed. If I were writing 
something now, I’d say I’d have expectations beyond 
4.75%; I don’t know how much more but more for sure. I 
would not have high expectations for equities, but better 
than for bonds.” Munger finished by saying, “Since that 
article was written, the experience from owning equities 
has been pretty lean [as to how lean, see the MCM first-
quarter 2007 Quarterly Capital Markets Review], so 
Warren’s been right so far, and I suspect is right now to 
have modest expectations.” 

In response to a question about whether corporate profit 
levels are sustainable, Buffett responded: “Corporate 
profits as a percentage of GDP are at a record. I’ve been 
amazed. After being in a range for decades, it’s jumped up. 
I’d have to look at a chart, but other than maybe a year 
after World War II, I think there have only been two or 
three years in the past 75 where corporate profits have 
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been as high [as they are today]. I would not think it would 
be sustainable. When they get up to 8% or more of GDP, 
that’s high, but so far there’s been no reaction like higher 
taxes. You have lots of businesses earning 20% on tangible 
equity in a world where corporate bonds are yielding 4–
5%. That’s astonishing. If you read a book, it would say 
it’s not possible. This is high, which means someone else’s 
share is going down, namely labor’s. Does it become a 
political issue? Congress has power to change this very 
quickly. Corporate tax rates used to be 35%, but now many 
companies are paying only 20%. Corporate America is 
living in a great time. History shows this is not sustainable. 
I would imagine that it will not be.” 

Munger mirrored the sentiments of the undersigned: “A lot 
of profits are not in manufacturing or retailing, but in 
financial sectors. There’s been a huge flow of profits to 
banks and investment banks. That has no precedent. I don’t 
think it’s ever been as extreme as it is now.” Added 
Buffett: “We’ve invested in and owned banks. If 20 years 
ago you’d asked me whether it was possible, in a world of 
4.75% bonds, that countless banks would earn 20% plus 
returns on tangible equity, I’d have said no. In part this is 
due to leverage. A 1.5% return on assets leveraged 15 
times is a 22.5% return on equity. But even so, you’d think 
once everyone was doing it, return on assets would drop to 
1%, but it hasn’t happened yet.” The dialogue continued. 
Munger went on to say that “Some of this is due to 
consumer credit, which has been pushed to extremes. 
Other countries that have done this have suffered bad 
consequences; South Korea, for example, really suffered 
for two or three years. I don’t think this is a time to swing 
for the fences.” Buffett chimed in to say that “In South 
Korea it produced some of the cheapest stock prices I’ve 
ever seen.” 

If profits margins were to regress to the mean, another “x” 
factor, what Buffett said about South Korean stocks could 
well be said about domestic equities. 

The boom in private equity financing is not considered a 
likely “x” variable. Unlike hedge funds, commitments 
throughout the private-capital model are of a longer-term, 
contractual nature. That’s not to say we don’t think the 
craziness will wrap up badly, rather, we believe it will 
come to an ignominious end slowly, allowing investors to 
repent at their leisure. Underwriters for the private equity 
firm Blackstone Partners launched their heavily 
oversubscribed IPO the week of June 18. Enclosed is a 

fictional letter, conceived of and written by my friend 
Edward Chancellor and reprinted with his permission. 
Dated June 2012 on Blackstone letterhead, CEO Stephen 
Schwarzman, who relieved the public of $900 million from 
the offering, in addition to retaining $7.8 billion in stock, 
proposes to take the company private at a price well below 
its offering price of $31 five years earlier. In the fictional 
account, he blames exogenous forces for Blackstone’s 
failure to thrive. 

As noted last quarter, we will continue to add businesses to 
your portfolios when we find them at prices that make 
economic sense: generous margin of safety and a high 
expected return. None that we have added, however, have 
such a huge margin of safety embedded in the purchase 
price that we are uncompromisingly confident that we 
won’t see opportunities in the future to add to our positions 
at lower prices. In the meantime, for those clients who 
have authorized us to hedge (as best we can) their 
portfolios against the “x”-variable catastrophic risks 
discussed above, we have increased the strike price and 
moved our hedges out to December 2009. No offense 
intended to my Democratic friends, but we are now hedged 
against another “x” variable not mentioned earlier: the 
increasingly likely Hillary land(mud?)slide. 

 –Frank Martin, CFA 

Equity Holdings 

Berkshire Hathaway (BRK) 
Berkshire continued to report good results through the first 
quarter as earnings were up over 12%. Quarterly and 
annual results, however, are a poor basis for evaluating the 
results of this company, given the potential volatility of its 
operating results. Earthquakes and hurricanes, in 
particular, can play a spoiler’s role in any given year. The 
redeployment of earnings and insurance float are our main 
focus as we try to ascertain what the future holds for 
Berkshire. 

There is latent earnings power if Warren Buffett can take 
some of the $60 billion in cash and fixed-income securities 
and reinvest in higher-return acquisitions or public 
equities. As noted, last quarter 2006 was productive in that 
regard with more than $14 billion invested (split about 
equally between public equities and acquisitions). During 
the first quarter of 2007 Buffett increased the rate of 
redeployment by purchasing more than $5 billion of equity 
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securities, along with a few small acquisitions. At this 
year’s annual meeting, he made a point of letting the world 
know that he would welcome a $20–$30 billion 
acquisition, which highlights how hard Buffett’s job has 
become. In addition to the $60 billion mentioned above, 
Berkshire now generates $8 billion-plus per year in 
additional cash. Unless there is a major market 
disruption—or what Buffett calls “a seizure” in the 
markets (where he could quickly redeploy assets)—this 
investment will likely be in the singles and doubles 
category. 

 –Dennis Blyly, CFA 
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Mohawk (MHK) 
MHK has been weathering the housing downturn relatively 
well so far, largely due to the very strong performance of 
Unilin, the large laminate manufacturer acquired in 2005. 
EPS increased 3% last quarter (13.9%, including favorable 
customs/tax settlements). For the third straight quarter, 
carpet sales declined at an accelerating pace (down 8.9% 
in 1Q vs. -6.4% in 4Q). Rigorous expense management 
and previous price increases allowed operating margins to 
hold in the quarter. Dal-Tile reported its first quarterly 
sales decline since the company bought it in November of 
2001. Margins declined 100 basis points to a still healthy 
13.8% as the company continues to invest in 
manufacturing and distribution. Unilin, however, has 
proven to be an extraordinary acquisition. Sales and 
operating income were up 16% and 50%, respectively. We 
had a chance to tour Unilin fiberboard and laminate plants 
and visit with the Belgian family that sold the company to 
Mohawk. Though we were admittedly intent on finding 
evidence disconfirming the adroitness of the Unilin 
acquisition, little was to be found. 

We’ll likely see negative EPS comparisons for the next 
few quarters as the company struggles to overcome slack 
demand, particularly in the residential repair/remodel 
arena, which accounts for nearly 50% of broadloom carpet 
sales. 
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While the stock has moved higher over the last 18 months, 
it isn’t particularly expensive at 12x free cash flow. The 
company has rapidly paid down debt related to the Unilin 
acquisition and will soon be in a position to make further 
investments in the business as opportunities arise. In fact, 
as we go to press, the company announced the purchase of 
the plants and working capital from one of its (distressed) 
suppliers of engineered and solid wood floors. 

 –Drew Wilson, CFA 

Wal-Mart (WMT) 
WMT recently announced a welcome slowdown in 
domestic store growth from 7% to 4–5%. The pace of 
international expansion (up 30% last quarter) remains 
unchanged. We think the slower pace of store growth will 
result in improved performance of the new stores that are 
opened and less cannibalization of existing stores. It also 
will shine the spotlight on the remodeling and other efforts 
under way to improve comp-store sales, which ultimately 
will drive earnings and return on investment. 

WMT generates a 22% ROE (return on equity) and pays 
only a modest dividend. With a slowing of domestic-store 
growth, the company will generate a generous amount of 
cash flow that won’t be reinvested in the business. It made 
sense, then, that in the same press release announcing a 
reduction in store growth included a plan to expand the 
company’s share repurchase program to $15 billion.  
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We think WMT is on the right track, and we actually like 
the relative apathy investors have displayed toward Wal-
Mart (which is reflected in valuation). The recent 
BusinessWeek cover story featuring Wal-Mart’s “smiley 
face” with a frown reminds us of the frowning Ronald 
McDonald in the same publication several years ago. We 
recently added to our WMT position as the stock neared its 
low for the last year. 

 –Dennis Blyly, CFA 

TJX Companies (TJX) 
While jokes are often made about the impact of weather on 
business results (have you ever heard a company mention 
weather as the reason for favorable results?), clearly 
weather was a factor in the rather lackluster results 
reported by many retailers in the first quarter as spring 
arrived late this year in many parts of the United States. 
Still, TJX performed better than many retailers, with a 2% 
comp-store gain. Inventories were well-managed and this 
off-price retailer, which buys the “mistakes” made in the 
fashion business, is in a strong open-inventory position to 
take advantage of bargains in summer apparel.  

At TJX there are more important developments going on 
than quarterly business trends. The most visible and 
publicized is the ongoing investigation and litigation 
related to the credit-card theft that resulted from an 
intrusion into the company’s computer system. It’s 
difficult to know what the ultimate outcome will be; it will 
take a long time to work through the lawsuits, potential 
insurance proceeds, etc. The credit-card companies (banks 
and the networks) and transaction processors are all 
potentially on the hook. This isn’t the first breach of a 
retailer’s system—and it won’t be the last. Others have 

reached fines and settlements of $10 million or less (TJX 
earned more than $1.2 billion in pretax income last year). 
In this case, however, the breach was much larger in 
magnitude, and TJX could be used as an example to 
others, so we expect something far larger. This issue 
subtracted $.03 per share from the company’s first-quarter 
earnings, which will likely be sustained for a while. Still, 
the company is in great financial shape and could handle a 
very large settlement, with relatively little impact on future 
earnings power. Indeed, the company is retiring 5–7% of 
its shares per year through share repurchases. 
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TJX also appears to be warming up to its A.J. Wright 
concept. One of the “problems” with TJX is that the 
company generates far more cash than it needs to run and 
grow its existing lines of business. A.J. Wright could be a 
vehicle that adds to the company’s longer-term growth 
prospects. We used the bad news related to the credit-card 
intrusion and a lackluster first quarter (EPS up 10%, 
excluding the credit-card issue) to add to our position in a 
company that has averaged nearly 40% returns on equity 
over the last decade. 

 –Drew Wilson, CFA 

Sysco (SYY) 
As we have reported over the last several quarters, margin 
expansion is of paramount importance, given the rather 
mature state of the food-distribution industry. The 
company continues to grow its market share, and 
acquisitions should further bolster the top line, but 
probably not beyond the high-single-digits rate. The 
company has been making many investments designed to 
lower its cost structure, but the payoff has been elusive or 
offset by the expense of other initiatives. As a result, we 
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reduced our holdings in the first quarter at higher prices. 
We’re happy to report that the company experienced good 
margin expansion in its most recent quarter that led to 17% 
growth in EPS. 
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We would be hard-pressed to find many businesses with a 
more impressive “castle”—and terrific “moat” to go along 
with it—than Sysco. As a result, the stock has sold at very 
high multiples in the past. While not at bargain levels 
(given the stability of the business and a low-double-digit 
EPS growth rate), the stock is now much more reasonably 
valued. 

 –Todd Martin, CFA 

Emmis Communications (EMMS) 
We have little to add in this report. Business is still 
difficult in New York and Los Angeles, and we know that 
CEO Jeff Smulyan is actively exploring and strategizing 
about another “going private” offer. The company has a 
long record of success in rejuvenating the ratings of radio 
stations, which gives us a second potential catalyst for the 
stock. We intend to continue to be a thorn in Smulyan’s 
side to provide whatever additional “encouragement” he 
needs to help shareholders capture some of the value we 
know exists in the Emmis properties.  

 –Dennis Blyly, CFA 
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Brown & Brown (BRO) 
BRO is one of the largest insurance brokers in the country. 
It has remained focused on small and middle-market 
commercial insurance where commission-based models 
still are the order of the day. EPS growth and ROE—both 
averaging above 20% the last 10 years—have been driven 
by a combination of internal growth and acquisitions. The 
company has grown and prospered under the leadership of 
founder Hyatt Brown, who owns 17% of the stock. BRO 
refers to itself as “America’s Meritocracy,” which pretty 
much sums up the strong performance-based culture that 
permeates the company.  

Growth has become more problematic, however, in the 
short run. While the demand for commercial insurance is 
fairly steady, the supply of capital and the appetite for risk 
(supply) are cyclical and manifest themselves through 
pricing cycles. We’re in the midst of a downturn in 
commercial insurance prices that has gone on for more 
than two years, with the exception of coastal property and 
earthquake insurance. Brown & Brown’s revenue is based 
predominantly on insurance commissions, so the current 
soft cycle is having an effect on the company’s organic 
growth. Moreover, the insurance market in Florida (25% 
of BRO’s revenue) is nothing short of chaotic, which is 
further pressuring the company’s results. Still, BRO’s 
earnings grew 8% (+17% excluding a capital gain) in the 
first quarter.  

On a more positive note, the pace of acquisitions has 
picked up with 10 acquisitions garnering $46 million in 
annualized premiums. We’re enthusiastic about BRO’s 
acquisition activity because (1) the company has a long 
record of success doing it, (2) acquisition multiples in this 
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industry are attractive, and (3) BRO follows a disciplined 
process. This is a good business with strong management, 
and we expect to add to this holding over time. 

 –Dennis Blyly, CFA 
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Brown & Brown Inc. (BRO)
Martin Capital Management, LLP High: 35.250
Five Year Price Chart  Low: 12.000

Last: 25.14028-Jun-2002 to 2-Jul-2007 (Daily)

Data Source: Prices / Exshare, Reuters Global Fundamentals ©FactSet Research Systems 2007

New Holdings 
UnitedHealth Group (UNH) 
UnitedHealth Group (“United” or “UNH”) is probably one 
of the more controversial names we have purchased in 
recent years, and a longer discussion of our investment 
thesis is thus warranted. 

UNH is an industry-leading holding company for 
diversified health and well-being products and services ... 
yes, health insurance. Through its subsidiaries, the general 
goal of UNH is to improve the affordability, access, and 
quality of healthcare. For regulatory and legacy reasons, 
the healthcare market is extremely fragmented and 
inefficient, presenting many opportunities for a visionary 
company like UNH to expand its leadership role and 
achieve its goals. Based on 2006 industry enrollment, we 
estimate that UNH has approximately 15% market share of 
its addressable markets—an amazing statistic considering 
that the company’s extensive organic and acquisition 
growth over the last two decades has already made it one 
of the top two providers. This presents a long runway for 
future growth of cash flows. 
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UnitedHealth Group Inc. (UNH)
Martin Capital Management, LLP High: 64.610
Five Year Price Chart  Low: 18.760

Last: 51.14028-Jun-2002 to 2-Jul-2007 (Daily)

Data Source: Prices / Exshare, Reuters Global Fundamentals ©FactSet Research Systems 2007

Managed care/health insurance companies provide an 
increasingly valuable service by streamlining the 
administrative burden and enabling transactions involved 
with: 

• Highly fragmented end users 
• Highly variable system usage (services, 

pharmaceuticals, etc.) 
• Highly variable destinations (hospitals, local 

doctors, etc.) 
• Highly uncertain future nominal costs and 

potentially catastrophic costs 

In growing its business size and capabilities over the last 
two decades, UNH has developed the following 
competitive advantages: 

Scale
Buying power is the most obvious result, but it goes 
beyond the ability to negotiate better terms with providers, 
such as laboratory/testing companies, doctors, and 
hospitals. Economies of scale allow large insurers to 
leverage their infrastructure—for example, processing 
capabilities—as revenues grow. In addition, the price of 
computing power for a given task decreases in price with 
technological evolution (Moore’s Law, etc.), allowing 
UNH to accomplish more for less money (a trend that has 
been equally evident in home computing). Thus, the value 
of UNH’s network results in greater cash flow even with 
static membership, all else being equal. 

Barriers to entry/network
UNH signs annual contracts with providers and customers. 
The timing and window limit opportunities for new 
entrants/competitors to take share, but it’s also long 
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enough for pain to be suffered from irrational decisions 
(like market-share grabs at the expense of pricing). The 
relationships that UNH has built with customers and 
healthcare providers can be shared across different 
business segments, increasing the value to UNH of having 
both sides—that is, providers and customers—of the 
established network. Underwriting capabilities also are 
enhanced, as United has a broad and deep view of system 
utilization trends, such as pharmaceutical pricing trends 
and hospital visitation. 

Diversification
UNH can use strength in one market to offset pressure in 
another—and also have a product offering uniquely 
tailored to members as they age and develop special needs. 
The business model is analogous to an ice-cube tray: As 
the tray is filled with water, where the flowing water 
represents members (that is, us), and the cubes represent 
product offerings (Medicare, small employer, vision, etc.), 
the company has an opportunity to serve regardless of the 
ultimate end. Further, inherent exposure to various 
regulatory bodies and to the political system presents 
unique challenges, so scale allows UNH to spread its risks 
across different business and geographic markets and 
absorb volatility. Finally, UNH has grown its business mix 
in “ancillary” markets, beyond insurance plans, which now 
account for more than a quarter of operating income due to 
higher margins and higher growth. 

Obvious risk
To put it simply, we view UNH as a toll on the growth of 
future healthcare spending. Its advantages are impressive, 
and only a major change in the structure of the industry—
in short, the nationalization of 17% of our economy—
could severely wound this company. We also would 
acknowledge that additional regulation of healthcare could 
erode the economics of health insurance, though UNH 
could probably take advantage of weakened competition if 
regulatory burdens increase. In any event, controversy in 
the political sphere and popular press (think Michael 
Moore’s new movie “Sicko”) will likely create and 
perpetuate a significant amount of negative sentiment 
surrounding United and its peers (much like another of our 
holdings—Wal-Mart—has suffered a prolonged pillorying 
despite its obvious value proposition to the 100 million 
weekly visitors). For an extended discussion of the 
political risks and factors that we think are mitigated by 
UNH’s strengths, please see our Investment Thesis report, 
which will be distributed shortly. 

As we have discussed in the past, declining prices favor 
future buyers of product, whether we’re talking about 
gasoline, homes, or businesses. Basically, the same dollar 
expenditure buys more quantity. As the UNH price is 
affected by negative sentiment, we benefit in two ways … 

1. New purchases: the opportunity to increase the 
size of our holdings by buying more shares at 
lower prices; 

2. Existing holdings: where our pro rata ownership 
can be increased at a cost below our estimate of 
intrinsic value when the company executes its $4.5 
billion share repurchase program to buy shares 
from sellers. 

  –Wes Goebel 

Lowe’s (LOW) 
The beginning of Lowe’s can be dated back to 1921 as a 
chain of traditional “hardware” stores. After watching 
Home Depot begin to dominate the market as a destination 
store for home-improvement needs, Lowe’s launched its 
own superstore concept in the late 1980s. 
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Lowe's Cos. (LOW)
Martin Capital Management, LLP High: 35.740
Five Year Price Chart  Low: 16.250

Last: 30.69028-Jun-2002 to 2-Jul-2007 (Daily)

Data Source: Prices / Exshare, Reuters Global Fundamentals ©FactSet Research Systems 2007

Lowe’s is now the second-largest home improvement retail 
chain in the country, with nearly $50 billion in revenue. 
Home Depot is almost twice the size of Lowe’s in terms of 
sales, but as HD’s store base matured it ventured into the 
building-supplies industry, which contributed 13% of sales 
until it was recently sold to an LBO group. Lowe’s has 
1,385 stores vs. 2,177 for Home Depot. Together Lowe’s 
and HD account for roughly 25% of the retail home-
improvement market, so it still is a relatively fragmented 
market.  
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Competitive advantages
We have discussed the scale advantages that accrue to 
dominant “category killer” retailers in the past. These 
advantages have generated impressive returns and growth. 
There are many advantages that accrue to large retailers, 
which derive largely from economies of scale, but the 
following, in our opinion, are the most important. 

Buying power
This is the most obvious, but, as with UNH and SYY, it 
goes beyond the ability to negotiate better terms with 
suppliers. Economies of scale allow large retailers to have 
direct-sourcing capability for imports and a robust private-
label platform. 

Marketing
Lowe’s has obviously built a national brand that is 
synonymous with home improvement. This offers 
numerous advantages, especially if the associations with 
the brand are favorable. Lowe’s has positioned itself in the 
market as a consumer-friendly (especially for women) 
retailer that is easier to shop than the larger Home Depot 
chain. This is reflected in clean, well-lit stores that are 
well-marked by assortment and variety. Importantly, the 
company has invested far more in its stores and customer 
service than its major rival, something HD has come to 
regret. Lowe’s stores ramp up relatively quickly (new 
stores achieve 80% of the company average in the first 
year) because of the instant recognition of the brand by 
consumers. On a more local and more promotional basis, 
advertising is leveraged across higher levels of sales in a 
marketing region relative to smaller competitors. 

Logistics
Large modern retailers are distribution machines. The 
movement of information is handled through computers 
and satellites in a way that ensures maximum use of full 
ocean containers and truckload deliveries from suppliers to 
distribution centers to stores. The balance between 
minimizing both inventory and stockouts is continuously 
improving at the best retailers, and Lowe’s is one of the 
best among all retail categories.  

The correction in the housing sector is taking its toll on 
Lowe’s as EPS growth has slowed considerably. While 
Lowe’s contractor business is directed at the 
repair/remodel segment of the market (it has never 
marketed directly to homebuilders), the entire home-
improvement industry has suffered nonetheless. This has 

been largely discounted in the price of the stock as the P/E 
ratio has been cut in half over the last few years.  

Lowe’s has a strong balance sheet and, like Wal-Mart, 
owns most of its stores. Returns on capital are attractive 
(ROE in the low 20s), and there is still room for the 
company to expand its store base, albeit at a slower rate 
than in the past. While EPS growth of 25% (the average 
for the last 10 years) is now a thing of the past, a 
combination of share repurchases and high-single-digit 
store expansion should produce solid growth for the 
foreseeable future. 

We like the management team and its rational approach to 
growth (they pledge to “age gracefully”). The company 
has a strong culture that has been fostered by good 
training, incentive programs, and a “promote from within” 
philosophy. It’s the best retailer in the home-improvement 
segment and certainly one of the best in the entire retail 
industry. We will add to our position if concerns about the 
housing industry continue to pressure the stock. 

 –Todd Martin, CFA 

Investment theses (previously knows as research reports) 
are available on Brown & Brown, Lowe’s, and 
UnitedHealth Group. We are reformatting the reports and 
will mail them when the process is complete. If you want 
the reports earlier in draft form, please let us know. 

Orphans
Both Pool Corp. and Progressive’s stock prices rose 
shortly after we began accumulating our position, pushing 
them beyond our target price. These small holdings will 
likely remain in the portfolio (unless they get 
conspicuously overpriced); we hope to be able to add to 
our position in the future. 
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Pool (POOL) 
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Pool Corp. (POOL)
Martin Capital Management, LLP High: 50.200
Five Year Price Chart  Low: 10.267

Last: 39.03028-Jun-2002 to 2-Jul-2007 (Daily)

Data Source: Prices / Exshare, Reuters Global Fundamentals ©FactSet Research Systems 2007

Progressive (PGR) 
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Progressive Corp. (PGR)
Martin Capital Management, LLP High: 31.225
Five Year Price Chart  Low: 11.188

Last: 23.93028-Jun-2002 to 2-Jul-2007 (Daily)

Data Source: Prices / Exshare, Reuters Global Fundamentals ©FactSet Research Systems 2007

Conclusion 
The volatility the market has experienced over the last 
several weeks is a welcome development. 
Disappointments, concerns, and fear produce favorable 
prices for long-term investors. It’s impossible to know in 
advance when or how the speculation in the credit markets, 
both in the consumer (subprime) and commercial (private 
capital and hedge fund debt), will spill over into the equity 
market. It’s safe to say, however, that we are in a great 
position to take advantage of any such opportunities. 

Website Information 
www.mcmadvisors.com

We have recently updated our website to better serve your 
needs and keep you more up-to-date on all MCM 
communiqués. While the web address remains the same, 
we have added a Username and Password so that you can 
have your own unique login. To log in to the new site, 
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. You can change your 
password to whatever you would like once you’ve 
accessed the client site. Should you have any questions, or 
any suggestions as to how we can make the website more 
useful to you, please don’t hesitate to contact us. 

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 restrictions to our investment 
management services. A copy of our current written 
disclosure statement discussing our advisory services and 
fees remains available for your review upon request. 
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