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Our concerns have increased over the past few months.  We have pared down stock exposure, but not 
severely, as we believe our equities have favorable risk and return prospects.  We also moderately 
raised our allocation in Treasurys.  Now better positioned against volatility in capital markets (long 
overdue, by the way), we may also be better positioned to take advantage of it. 

There has been a lot to digest lately.  On the geopolitical front, conflict continues in Ukraine and Gaza.  A 
new threat has emerged from Islamic State.  Scotland almost voted for independence from the U.K.  The 
world awaits Beijing’s reaction to democracy protests in Hong Kong.  The worst Ebola outbreak in 
history is spreading; the first U.S. case was recently confirmed. 

An economic dichotomy is forming between the U.S., where reports have been improving overall, and 
most of the world, where the deflation threat has increased, especially in Europe.  Eurozone inflation of 
0.3% is a five-year low, and an already uninspiring picture is getting worse as people anticipate the 
consequences of Russian aggression. 

The dichotomy extends to monetary policy.  The European Central Bank and the Bank of Japan, among 
others, look to double efforts to stimulate economic growth (i.e. print more money).  In the U.S., good 
news has become bad news to some:  better economic performance is leading to an end of the Federal 
Reserve’s “Quantitative Easing” and an eventual exit from its Zero-Interest-Rate Policy.  The last Fed 
meeting revealed the Fed expects to raise interest rates in the first half of next year and up to 1.375% by 
the end of 2015.  

We are watching the Fed closely, but will not yet assume these forecasts in our work.  The Fed has a 
dubious forecasting record, and it might find reducing the dosage of what has become a powerful drug 
(money printing and negative real interest rates) will be harder than it sounds.   

Either way, we want to be prepared for another round of global deflation fears, which we believe has 
started.  Currencies and interest rates tell the story.  The dollar index has reached a four year high.  10-
year Swiss and Japanese interest rates are 0.5%.  In Germany, 0.9%.  The U.S. 10-year rate is relatively 
“high-yield” in comparison at 2.5%.  Most assume higher interest rates are a given, and we wouldn’t 
argue with that.  But we also think lower interest rates are possible, too, especially in the short term.   

We have already started thinking about the upcoming elections in the U.S. and the policies that may 
result.  We will have more about this later. 
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For macro-minded people like us, it is a difficult time with lots of uncertainty and moving parts.  While 
there are many decided bulls and bears, and forecasters with concrete views, our macro views today are 
more like a Tom Peters quote: “If you’re not confused, you’re not paying attention.”    

Meanwhile, we think we have some good investments, a tolerable amount of risk, and plenty of 
flexibility to handle what comes.   

Notable Trades 

We had a heavier amount of trading activity in the quarter.  The following summarizes major buys and 
sells placed.  Please note that not all clients and portfolios participate in every trade idea due to clients’ 
circumstances, account size, or other factors.  Some portfolios are managed primarily, or exclusively, 
with exchange traded funds.   

 Buys: 

 Cummins Inc. (Ticker: CMI) 
We sold, and then bought back (at lower prices) Cummins, a leading maker of diesel engines 
used in heavy-duty, medium-duty, and light-duty trucks and electric power-generation systems.  
While Cummins’s business is inherently cyclical (not a bad thing here given our views on capital 
expenditure), the company has characteristics of a secular, wide-moat growth company, 
including high returns on equity and low debt.  We suspect more stringent emissions regulations 
and customers’ efficiency demands favor Cummins due to its superior engineering, 
management, and distribution network.  In the diesel engine market, many cheap foreign 
alternatives can’t compete well or even pass regulatory scrutiny.  Cummins trades for 15 times 
earnings and free cash flow.  Dividend yield is 2.2%.   
 
Intuitive Surgical, Inc. (Ticker: ISRG) 
A pioneer and leader in robotic surgery, Intuitive Surgical makes the da Vinci Surgical Systems.  
Hospitals pay in the seven-figures for a da Vinci system, which is approved for a growing number 
of procedures.  The company also generates revenue on single-use components used in surgery 
(mimicking Gillete’s profitable razor/razorblade business model).  We believe recent 
unfavorable headlines regarding safety and efficacy have resulted in temporary pullback in 
revenue growth along with the stock’s price.  This out of favor name is a play on a long term 
trend toward robotics and minimally-invasive surgery where competition is limited due to 
regulations, patents and high development costs.  A current P/E of 30 scares off many, however 
a return to higher secular growth rates could lift Earnings quite substantially over the next 2-3 
years.   
 
Denbury Resources, Inc. (Ticker: DNR) 
We bought a small position in Denbury, an out-of-favor independent oil and natural gas 
company.  The company specializes in tertiary operations—using carbon dioxide to recover 
stranded oil from mature fields.  Denbury has oriented itself toward what it believes is higher 
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probability (but lower-growth) operations, and its priority is returning cash to shareholders.  The 
company plans to at least double its annual dividend, to $0.50 or more, in 2015 (a dividend yield 
of 3.3% or more at current prices).  Management plans to increase its dividend annually after 
2015.   Denbury trades at 13 times earnings.   
 
Visa Inc. (Ticker: V) and MasterCard Incorporated (Ticker: MA) 
We bought small positions in the world’s two largest electronic payments networks.  Visa and 
MasterCard’s payment networks have proven to be highly defensible businesses with solid 
growth.  The two are monopolistic toll bridges seeing a constantly increasing amount of traffic 
as electronic payments take share from check and cash, and commerce increases around the 
world over time.  Though trading at a premium to the market at 22 times earnings, both 
businesses are growing at a high-teens percentage and throwing off impressive amounts of 
cash.  Because it takes very little capital to run and grow their businesses, Visa and MasterCard 
have been able to buy a good amount of stock and are likely to buy more in the future.   
 
Raytheon Company (Ticker: RTN) 
Defense contractors enjoy a profitable oligopoly.  Fears about lower U.S. military spending seem 
overblown and temporary.  Even if this assertion is wrong, and the U.S. really intends to have a 
smaller presence globally, it’s likely other nations would have to step up their defense spending.  
Either way, it’s likely Raytheon gets paid.  Russia, Islamic State, and other flashpoints can only be 
good for business, unfortunate as that would be.  The company could grow at a high single-digit 
percentage rate going forward, and we expect the company to continue raising its dividend 
payment and buying back more shares (Raytheon has bought back a quarter of its shares since 
2008). Raytheon trades at roughly 14 times earnings and free cash flow (7% yield) and has a 
2.4% dividend yield.    
 
Treasury Notes 
We increased our exposure to Treasurys at the end of the quarter.  Among other reasons, we 
believe economic and geopolitical risks have risen on the international scene.  While we still 
favor equities, and our allocation in bonds is still relatively light, we wanted an amount in bonds 
to match our views and higher deflation risk.   
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Sells: 
 
We sold the following to reduce equity exposure:  Wells Fargo (Ticker: WFC), Accenture (Ticker: 
ACN), Tractor Supply Co. (Ticker: TSCO), and International Paper (Ticker: IP).  We bought 
International Paper shortly before the stock cut-back.  We also trimmed stakes in Intel (Ticker: 
INTC) and Exxon Mobil (Ticker: XOM).   
 
Gold  
We sold the last of our gold hedge.  Although we still fear the unintended consequences of 
money printing and central economic planning, and although we can’t think of many assets that 
hedge Very Bad Outcomes—we admit Gold has proven to be costly insurance and a drag on 
performance.   
 

*** 
 
Neil Rose, CFA 
Chief Investment Officer 

 

 

 

 

 

 

 

 

 

 

The information provided in this report should not be considered a recommendation to purchase or sell any 
particular security.  This information represents the views of the Adviser at the time of each report and is subject 
to change without notice.  There is no assurance that any securities discussed herein will remain in an account’s 
portfolio at the time you receive this report or that securities sold have not been repurchased.  Any securities 
discussed may or may not be included in all client portfolios due to individual needs or circumstances, account size, 
or other factors.     

It should not be assumed that any of the securities transactions or holdings discussed was or will prove to be 
profitable, or that the investment recommendations or decisions we make in the future will be profitable or will 
equal the investment performance of the securities discussed herein.   


