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S E C O N D  QUA RT E R  L E T T E R  
 

MARKET DISCUSSION 

The stock and bond markets have gotten off to an excellent start for the first half of 2019.  The 
Federal Reserve is getting most of the credit for this year’s market success because they changed 
their stance on interest rates.  Back in early January, Federal Reserve Chairman Jerome Powell 
said the central bank would be “patient” in boosting interest rates and then recently did an abrupt 
about-face and now has indicated their next move is likely a reduction in short-term interest rates. 
Though Powell did not commit to a half-point interest rate cut, he did mention it was possible, 
saying “an ounce of prevention is worth a pound of cure.” 
 
While Chairman Powell has been elusive regarding the possible amount of interest rate cuts, 
presently the financial markets are pricing in at least a quarter-point reduction in interest rates at 
the Federal Reserve’s next meeting at the end of July, from the current 2.25%-2.5% range.  
 
The bull market in stocks has stretched into uncharted territory during the second quarter by 
reaching one of the longest durations on record.  Equity markets seem to be driven by a blind trust 
in central bankers’ abilities to turn the economic trend around before a more severe earnings 
recession takes hold. Investors’ faith in central bankers seems unshaken and almost cult-like.  We 
sense that most investors feel like the economy is strong enough to keep the bull market going and 
will be aided by lower interest rates.  Thus, investors appear to gloss over any concerns about high 
stock market valuations or a potentially slowing economy. 
 
The Federal Reserve has been instructed by Congress to pursue two main economic goals:  the 
pursuit of maximum employment along with maintaining stable prices by maintaining acceptable 
levels of inflation.  The Federal Reserve’s monetary policy directly affects short-term interest rates, 
but it also significantly impacts longer-term interest rates, which influence household spending, 
business investment, production and, eventually, the stock and bond markets.   
 

For the last ten years 
approximately, the Federal 
Reserve has maintained 
historically low interest rates 
in pursuit of their mandated 
economic goals.   
 
Not surprisingly, the current 
period of economic recovery 
will have reached a new 
record by spanning ten full 
years of economic growth.  
The the rate of expansion, 
however, has not been great 
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compared to historical periods of economic recovery.  Sure, the economy has expanded, which is 
a good thing, but what we have witnessed is a huge increase in consumption instead of strong real 
economic growth.  Now the Federal Reserve seems to be indicating that after a brief period of 
raising interest rates, they will 
soon once again lower interest 
rates in order to stimulate the 
economy, despite doing this 
very same thing for the last ten 
years with minimal impact on 
real economic growth.   
 
The Federal Reserve has 
always been viewed as a non-
political part of our economy 
that will always take the long-
term view and ignore the 
short-term siren songs of politicians only concerned about getting re-elected, and we hope this is 
still true today, but the recent about-face by the Federal Reserve leaves us with some doubts.   
 
A rate cut could stop, for a little while at least, the calls coming from the White House, but will 
that really be helpful for the economy? 

 
In our opinion, the actions of the 
Federal Reserve during the last 
decade have influenced corporations 
to borrow more and more money 
because the costs of servicing this 
debt are artificially lowered.   
 
Today, we are witnessing massive 
leveraging of corporate balance 
sheets in order to buy back their own 
shares – at all-time market highs.   
 

Recently, there has been a lot of discussion regarding an “inverted yield curve.”  This is when the 
yields on bonds with a shorter 
duration are higher than the yields on 
bonds with a longer duration.  In a 
normal yield curve, the short-term 
bonds would normally yield less than 
long-term bonds.   
 
Historically, when the yield curve 
inverts, this is a precursor of a 
recession, but not always.  What we 
find most disturbing about the current 
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inverted yield curve is not the possibility of a recession (rest assured that does concern us) but the 
cause and effect of the Federal Reserve’s actions.   
 
After a decade of intervention in the markets, by only raising rates to the 2.25% range in an effort 
to “normalize” interest rates, the economy still is not on firm ground, as indicated by the bond 
market.  
 
“There is this odd delusion that debt, particularly excessive debt, does not change the relationships 
throughout an economy in a manner which both stunts the effective flow of economic information 
and increases the operational fragility of individuals, businesses, and governments.” – Dr. Robert 
Frey 
 
Generally accepted accounting principles (GAAP) refer to a common set of accepted accounting 
principles, standards, and procedures that companies and their accountants must follow when they 
compile their financial statements. GAAP is the accepted way of recording and reporting 
accounting information. 1  
 
Shockingly, over on Wall Street, they like to 
gloss over GAAP earnings and instead focus 
on non-GAAP earnings, which is an 
alternative accounting method used to 
measure the earnings of a company.   
 
Non-GAAP earnings exclude “one-time” 
transactions.  The purpose of using non-
GAAP earnings is to provide a measure of a 
company’s financial performance as if this 
minor event had not taken place so an 
assessment of a company’s business 
operations could be made compared to 
previous GAAP earnings.  
 
However, investors should be very concerned about a company with constant “one-time” 
transactions that continually uses non-GAAP earnings, quarter after quarter. 
 

VALUATIONS 

 
Valuations matter over the long-term.  We have referred to Scott McNeely several times over the 
years when markets seem possessed by animal spirits.  Mr. McNeely was the CEO of Sun 
Microsystems during the dotcom mania and at its peak market valuation, Sun Microsystems was 
trading at a multiple of ten-times revenues.  
 

                                                      
1 https://www.investopedia.com/terms/g/gaap.asp 
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He later said this 
about the valuation of 
Sun Microsystems:  
 
“At 10 times 
revenues, to give you 
a 10-year payback, I 
have to pay you 
100% of revenues for 
10 straight years in 
dividends. That 
assumes I can get that 
by my shareholders. That assumes I have zero cost of goods sold, which is very hard for a computer 
company. That assumes zero expenses, which is really hard with 39,000 employees. That assumes 
I pay no taxes, which is very hard. And that assumes you pay no taxes on your dividends, which 
is kind of illegal. And that assumes with zero R&D for the next 10 years, I can maintain the current 
revenue run rate.  

 
Now, having done that, would any of 
you like to buy my stock at $64? Do 
you realize how ridiculous those 
basic assumptions are? You don’t 
need any transparency. You don’t 
need any footnotes. What were you 
thinking?”  - Scott McNeely, CEO 
Sun Microsystems2 
 
Today, there are 28 companies 
trading over 10x revenues within the 
S&P 500 index, and we also see that 
the S&P 500 median price/sales are 
at all-time highs. 
 
 

 
 

SKATE TO WHERE THE PUCK IS GOING 

 
In recent months, there has been a sell-off in oil, but we think there are a number of reasons why 
the current environment offers an attractive opportunity in the energy sector and particularly for 
midstream investments.   
 

                                                      
2 https://thefelderreport.com/ 
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The oil and gas industries are usually 
divided into three major 
components: upstream, midstream, 
and downstream.  
 
The midstream sector involves the 
transportation, storage, and 
wholesale marketing of crude or 
refined petroleum products.  
 
Pipelines and other transport systems 
can be used to move crude oil from 
production sites to refineries and deliver the various refined products to downstream distributors. 
Natural-gas-pipeline networks aggregate gas from natural-gas-purification plants and deliver it to 
downstream customers, such as local utilities.   
 
The midstream sector had some upheaval during 2014 due to tax-law changes and this is behind 
them now.  PIMCO recently published an article discussing this and points out earnings for 
midstream energy companies have continued to rise despite volatility in oil prices, reflecting their 
lower correlation to oil prices and their ability to generate predictable revenue streams from long-
lived assets.   
 
Energy has also recently fallen 
to its lowest weighting within 
the S&P 500 in at least a couple 
of decades.  
 
Ten years ago, energy 
accounted for about 15 percent 
of the S&P 500 index. Today, it 
makes up just 5 percent.  
 
 
“I skate to where the puck is going to be, not where it has been.”  - Wayne Gretzky 

 
We believe energy companies and, 
particularly, certain midstream 
companies are trading at attractive 
valuations along with attractive 
yields. 
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CONCLUSION 

  
During long bull markets, investors grow complacent and seldom anticipate a change.   
 
Value investing is participating in the bull market advance but certainly not as much as growth 
investing.  While it’s impossible to know where the market will go over the short run, stocks should 
reflect fundamentals in the long run, and we believe that will favor value investors like us.   
 
What we perceive as unstainable has persisted for far longer than we ever thought possible, but 
that does not change the present conditions.   
 
As portfolio managers, we would rather give up some of the upside by following our objective 
independent analysis than following the crowd.    
 
This means we are more cautious with our investments and expectations today based on present 
conditions.   

Thank you for your continued support. We look forward to writing to you again shortly.  
 
Sincerely, 

 

St. James Investment Advisors 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

C H A R T  1 :  Y A R D E N I  R E S E A R C H  J U L Y  1 1 ,  2 0 1 9  S T O C K  M A R K E T  I N D I C A T O R S  

C H A R T  2 :  F I D U C I A R Y  M A N A G E M E N T ,  I N C .  Q 1  2 0 1 9  L E T T E R  
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ST. JAMES INVESTMENT ADVISORS 

 

 

We are professional portfolio managers Committed to Value Investing. 

We are an independent, fee-only, U.S. Securities and Exchange 

Commission registered investment advisory firm, providing customized 

portfolio management services to individuals and their financial advisors. 

Our investment methodology blends a combination of fundamental 

analysis, discipline and patience with the goal of creating long-term 

returns based on the time-proven principles of value investing. 

As thoughtful value investors, our sole focus as a firm is to manage private 

investment accounts for individuals and financial advisors throughout the 

United States. 

 

 

 

 

 

 
IMPORTANT DISCLAIMER 

 

Information contained herein has been obtained from sources believed reliable but is not necessarily complete, and accuracy is not guaranteed.  
Any securities mentioned in this issue are not to be construed as investment or trading recommendations specifically for you.  You must consult 
your advisor for investment or trading advice.  St. James Investment Advisors, and one or more of its affiliated persons, may have positions in 
the securities or sectors recommended in this newsletter, and may therefore have a conflict of interest in making the recommendation herein. 
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