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“The laws we live by, the freedoms we enjoy, the institutions that we take for granted – and we should never take for 
granted – are all the work of others who went before us. … It’s not just a birthright, it is something that others struggled for 
and strived for, often suffered for, often were defeated for and died for, for the next generation, for us. … We should never 
look down on those of the past and say they should have known better. What do you think they will be saying about us in the 
future? They’re going to be saying we should have known better.” 

David McCullough, The American Spirit 
  
Dear Friends, 
 
 William Henry Mulvey came to America, along with his four brothers, during the great wave of Irish 
immigration late in the 19th century. Like most immigrants, the Mulvey brothers came not to find a better life, 
but rather to make one for their children and their grandchildren. They were not welcomed in Boston by many 
who simply had the good fortune of being born into families that had arrived earlier. Nevertheless, the doors of 
America were open, as Ronald Reagan once said, “to anyone with the will and the heart to get here.” 
 
 William died young, leaving his teenage son, Michael, to care for his widow, Catherine, as well as 
Michael’s two younger sisters, Katherine and Julia. Thus, for William’s family the American dream was 
deferred. In time, however, his descendants would earn degrees from some of the most selective colleges in 
America and go on to careers in business, finance, education, military, government, and various non-profit 
institutions. William Henry Mulvey was my Great Grandfather. There is much that I do not know about him, but 
I do know that I owe him everything. All that I have today is not a birthright … it is what he struggled for. 
 
 The American economy was built on the backs of immigrants who, like the Mulvey brothers, came not 
just to escape poverty but to embrace opportunity. Indeed, immigration is one of the great strengths of the U.S. 
economy. At the same time, thoughtful Americans understand the need for border security – especially since 
September 11. Still, many Americans believe immigration leads to a smaller share of the economic pie for those 
already here. In truth, immigration is a critical determinant of America’s economic potential. One of the basic 
principles of economics is that growth is a function of just two variables: (1) the growth of the labor force, and 
(2) the productivity of the labor force. Immigration grows the American labor force. Current anti-immigrant 
policies will have long-lasting negative consequences for the American economy. Already these policies are 
contributing to the business problem cited most often by corporate executives: a shortage of skilled workers. 
 
 Unfortunately, U.S. immigration policy is often guided by fear and false information. This is especially 
true as regards the southern border. Data from the University of Texas and U.S. Customs and Border Protection 
indicates that the number of apprehensions at the U.S./Mexico border peaked at just over 1.5 million 18 years 
ago. By 2017 this number had declined by 80% to about 300,000 – with only half coming from Mexico. 
According to The Economist (June 30, 2018), “As of early 2017, America was experiencing a net outflow of 
undocumented Mexican migrants and a decline in its Mexican-born population.” This shift is a result of greater 
economic stability in Mexico, due in large part to the North American Free Trade Agreement -- illustrating the 
important linkages among immigration, trade and security. Achieving similar success in Guatemala, Honduras 
and El Salvador will only be possible when policy is guided by facts, not fear … and by America’s true values. 
 
Not like the brazen giant of Greek fame,   “Keep, ancient lands, your storied pomp!” cries she 
With conquering limbs astride from land to land;  With silent lips. “Give me your tired, your poor, 
Here at our sea-washed, sunset gates shall stand  Your huddled masses yearning to breathe free, 
A mighty woman with a torch, whose flame   The wretched refuse of your teeming shore. 
Is the imprisoned lightning, and her name   Send these, the homeless, tempest-tost to me, 
Mother of Exiles. From her beacon-hand   I lift my lamp beside the golden door!” 
Glows world-wide welcome; her mild eyes command 
The air-bridged harbor that twin cities frame.     
 

Emma Lazarus, “The New Colossus” 1883 
 



 
The Equity Market 
 

The Standard & Poor’s 500 Index rose 1.7% in the first six months of 2018 and, including dividends, 
provided a total return of 2.65%. The Dow Jones Industrial Average fell 1.8%, while the Nasdaq Composite rose 
8.8%. However, a closer look suggests these headline results are misleading. 
 

Since the start of 2017 the stock market has been driven by a small number of information technology 
companies often referred to as the FAANG stocks – Facebook, Amazon, Apple, Netflix and Alphabet, the parent 
company of Google. These five stocks have posted an average gain of 103% over the past 18 months and 35% 
since the start of 2018. Because these five issues alone represent almost 40% of the total market value of the 
Nasdaq Composite, they have accounted for all of the gains in that index (39.5%) over the last 18 months – and 
over 13 percentage points of the 8.8% increase for the Nasdaq year-to-date. If not for the FAANG stocks the 
Nasdaq would be down about 4% at mid-year. 

 
Our preferred benchmark is the S&P 500 because it captures over 75% of the total market value of all 

U.S. companies – far more than both the Dow (22%) and the Nasdaq (33%). The FAANG stocks represent 
about 12% of the S&P 500 and, therefore, have contributed almost half of the gain for the Index (21.4%) over 
the last 18 months -- and more than 100% of the gain for the S&P year-to-date. If not for these five stocks the 
S&P 500 would also be down in the first half of 2018.  
 

The popularity of the FAANG stocks reflects a belief among many investors that these companies are 
immune to competitive pressures and to economic headwinds. Only time will tell. Clearly, however, the 
FAANGs are a “crowded trade” with many potential sellers if/when investors shorten their horizons and demand 
more profits and dividends today -- not just a distant tomorrow. (Note: Before this report went to print, a 
disappointing financial forecast from Facebook triggered a one-day decline in its shares of 19% -- erasing over 
$120 billion of market value, a record one-day decline.) Most important, the concentration of investment returns 
from a small number of issues is a classic signal that the equity market is at or near a peak. 
 

In our Mid-Year Review, distributed to our clients a few weeks ago, we stated that the lack of 
meaningful progress for common stocks year-to-date, despite strong profit growth, suggests that an end to the 
investment cycle may come much sooner than most investors expect. Although the U.S. economy remains on a 
self-sustaining track, corporate profit growth is certain to decelerate over the next 12-18 months. Lower 
corporate tax rates have triggered a one-time step-up to profits in 2018. However, profit growth will face two 
important headwinds in the year ahead: higher employee costs (due to a tight labor market) and higher raw 
material costs (due mostly to energy prices). Thus, it is unlikely that most U.S. companies will be able to 
improve upon today’s record profit margins.  

 
Meanwhile, monetary policy remains on a path toward normalization. The Federal Reserve has 

increased short-term interest rates twice already in 2018 and two more rate hikes are expected before the end of 
the year.  Importantly, long-term interest rates have not increased as much as short-term rates. This narrowing 
spread between short and long-term rates has in the past been a reliable signal of an economic slowdown. 
However, other unusual factors (i.e. ongoing quantitative easing by central banks in Europe and Japan) continue 
to suppress long-term interest rates globally. At the same time, inflation pressures are building in the U.S. 
economy -- raising the risk of a sudden increase in long-term rates that would undermine global growth and, 
perhaps, trigger the next recession. In summary, the combination of slower profit growth and higher interest 
rates suggests modest returns, at best, for stocks in general in the near term. 

 
Nevertheless, investors’ preoccupation with the FAANG stocks has also contributed to significant 

under-valuation for the shares of other established companies with strong profits and cash flows and 
reliable/growing dividends. Therefore, in recent months we have re-invested some of the large cash reserves in 
our clients’ accounts and increased our positions in PepsiCo, Fastenal, Johnson & Johnson and UPS – 
companies with long-lasting competitive advantages and unique growth-drivers that we are willing to own 
despite the high probability of another temporary slowdown or recession within the next year or two. 

 
2. 

 



 
PepsiCo ($108.87) 
 
 In recent months PepsiCo’s common stock fell more than 20% below its 52-week high and ended the 
first half with a year-to-date decline of 9%. On July 10 the company reported another quarter of steady revenue 
and profit growth. Total revenue increased 3.2% in the first six months, with organic revenue (i.e. excluding 
acquisitions, divestitures and the impact of foreign currency translation) up 2.5% and earnings per share up 4%. 
 
 As usual, PepsiCo’s progress was driven by its core snack food business. Frito Lay North America, 
which accounts for 47% of total company profits, posted revenue and profit growth of 4% and 3%, respectively. 
Importantly, however, profit growth at Frito Lay was restrained by a significant one-time bonus to U.S. 
employees in connection with recent corporate tax cuts. The bonus reduced total company profit growth by 2 
full percentage points. Thus, a better measure of PepsiCo’s strong and steady progress is the 15% increase in the 
company’s dividend – the 46th consecutive annual increase.  
 
 
Fastenal ($48.13) 
 
 Shares of Fastenal ended the first half with a decline of 12%. On July 11 the company reported 
exceptionally strong revenue and profit growth. In the first half revenues increased over 13%, pretax profits rose 
more than 11% and earnings per share increased 37%. The wide spread between pre-tax and after-tax profit 
growth is due to the recent tax cuts. Importantly, the fact that Fastenal is able to retain the benefit of lower taxes, 
rather than passing it along to customers in the form of lower prices, is a strong indication of the company’s 
pricing flexibility and the value that customers attach to Fastenal’s industrial distribution network. 
 
 A key driver of Fastenal’s top line growth is its industrial vending machines. The installed base is now 
over 76,000 machines – up 14% in the past 12 months. Although Fastenal does not report total sales through its 
vending machines, management said that vending sales increased over 20% in the first half. A second growth 
driver is the company’s On-site program – i.e. dedicated sales and service provided within or close to a 
customer’s facility. The number of On-site locations rose to 761 at mid-year – up 56% in the past 12 months. 
This has allowed Fastenal to reduce its number of public branches to 2290 from 2451 a year ago. 
 

The ability to grow revenue while also reducing fixed assets leads to substantial free cash flow. Indeed, 
Fastenal’s profits in the first half of 2018 were more than 6x its capital expenditures -- allowing the company to 
increase the annual dividend by more than 15%. 
 
 
Johnson & Johnson ($121.34) 
 
 Shares of Johnson & Johnson recently traded 20% below their 52-week high and ended the first half 
down 13%. On July 17 the company reported strong financial results: total sales increased 11.6% (8.6% 
excluding foreign currency translation) and earnings per share rose 13.7% in the first half. The strong 
performance was driven by sales growth of 19.7% (16.4% ex-currency) for J&J’s Pharmaceutical business, 
which accounts for half of total company revenue. 
  
 J&J remains a diversified health care company -- unlike most drug companies that have divested their 
non-pharmaceutical businesses. J&J’s Medical Device and Consumer businesses still represent 33% and 17% of 
revenues, respectively. The commitment to diversification also extends across J&J’s pharmaceutical portfolio. 
The company operates in six therapeutic categories (immunology, infectious diseases, neuroscience, oncology, 
pulmonary hypertension, and cardiovascular) and no single drug accounts for more than 7% of total revenue – 
minimizing the financial impact of patent expirations. Indeed, strong sales growth in the first half was achieved 
despite a 15% sales decline for J&J’s largest selling drug, Remicade (an anti-inflammatory), due to patent 
expiration/competition. The exceptional first half performance supported an 11% increase in J&J’s dividend – 
the 55th consecutive annual increase. 
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UPS ($106.23) 
 
 Shares of UPS have also recently traded more than 20% below their 52-week high and ended the first 
half with a decline of 11%. On July 25 the company reported strong top and bottom line results: revenue 
increased 10% and earnings per share rose 20% in the first half. U.S. Domestic revenue, which accounts for 
60% of total company, rose 6.8% -- driven by e-commerce demand. Many investors fear that UPS will be 
adversely impacted by Amazon’s development of its own delivery system. This risk is over-stated. Amazon may 
be the largest on-line retailer, but many other companies, large and small, (e.g. Wal-Mart, Target, LL Bean, etc.) 
will continue to rely on the highly efficient network of UPS. Moreover, it will take many years for Amazon to 
procure the air and ground equipment needed to replicate the systems of both UPS and FedEx.  
 
 The focus on e-commerce demand has caused many investors to overlook the other growth-driver of 
UPS – International. Although this business represents just 20% of total revenue, it is far more profitable than 
the domestic operations. In the first six months of 2018 the Domestic business posted a profit margin of 9.2%. 
The International profit margin was almost twice as high – 17.5%. Consequently, the International package 
delivery business now accounts for 35% of total profits and is growing much faster with first half revenue up 
14%. These strong results underpin the recent 10% dividend increase – the 49th consecutive annual increase.  
 
 
General Electric ($13.61) 
 
 On June 26 GE announced that it will establish its Healthcare business as a standalone company before 
the end of next year and will separate its stake in Baker Hughes within the next 2-3 years. When these and other 
actions are complete GE will be a much smaller company with only three industrial businesses (aircraft engines, 
electric power, and renewable energy, i.e. wind turbines) and a financial services organization that primarily 
supports the industrial units – e.g. GE’s highly profitable commercial aircraft and engine leasing business. 
 
 GE’s Healthcare business (largely imaging systems: MRI, ultrasound) is one of its largest and most 
profitable operations. In 2017 this business posted revenue of $19 billion. First half 2018 revenues and profits 
increased 8% and 12%, respectively. The operation has posted steadily improving profit margins (over 17% in 
the first half) -- largely under the leadership of John Flannery, GE’s CEO since last summer. One of GE’s 
largest competitors, Siemens, also separated its healthcare business a few months ago. Siemens Healthineers has 
a market value of about $40 billion and revenue of $17 billion. This market value-to-revenue ratio of 2.35x 
implies a value of about $45 billion for GE Healthcare. GE will sell 20% of the business in a public offering and 
distribute the remaining 80% to shareholders. 
 
 Because Baker Hughes remains a publicly traded company, distribution of GE’s 62.5% stake to 
shareholders would seem to be the most efficient strategy for exiting the oil and gas business. Still, we expect 
the company to also explore an outright sale of BHGE. This would generate substantial cash for GE -- over $23 
billion given BHGE’s current market value of $37 billion. However, because the recent rebound in oil prices has 
not yet translated into sustained recovery in demand for energy services, we expect management will be very 
patient toward the separation of Baker Hughes in order to maximize its value. 
 
 Among the remaining industrial businesses that will comprise the “New GE”, aircraft engines currently 
account for almost 80% of profits. This business can be highly cyclical – especially when the research and 
development costs of new commercial engine programs collide with a downturn in airline traffic and demand for 
highly profitable engine spare parts. At the moment, however, the engine business is posting very strong results: 
revenues and profits up 10% and 16%, respectively, in the first half, a profit margin over 21%, and a backlog 
that stretches years into the future. 
 

Subtracting the estimated values of Healthcare ($45 billion) and BHGE ($23 billion) from GE’s total 
current market value ($113 billion) implies a value of $45 billion for New GE – only about 7x the annualized 
profits of the engine business alone. Much work remains to execute the new strategy, and to turn around the 
Power generation business. Still, we are confident that patience with the stock will be rewarded. 
 
 
Charles ‘Rocky’ Clark and Michael Stuart   June 30, 2018    S&P 500: 2718.37 


