
View From A Farr

•	Fed	Funds	are	0.25%;	they	were	0.25%		
last	year.

•	1-year	Treasury	bill	closed	the	quarter	at	
0.15%.	

•	10-year	Treasury	bond	closed	at	2.53%.		

•	Investor	psychology	remains	positive.

•	Earnings	are	at	peak	historical	profit	
margins.

•	The	S&P	500	was	up	5.23%	in	the	2nd	
quarter.	

•	Expectations	for	the	rest	of	2014	remain	
cautiously	optimistic.

New Record!  39 Weeks Injury Free!!!

-	Sign	on	a	factory	floor

Everyone	loved	seeing	the	sign	and	the	good	
news	 it	 shared.	 Everyone	 also	 understood	
probabilities	and	statistics.		It	was	a	“wow”	and	
a	“worry.”

Dow	17,000	is	a	“wow”	and	a	“worry.”		Both	are	
understandable,	but	let’s	make	certain	we	pause	
to	 smell	 these	 valuable	 roses.	 	 Since	 March	
2009,	the	Dow	Jones	Industrial	Average	is	up	
more	than	10,000	points.		What	an	amazing	
feat!		I	have	an	original	“Dow	10,000”	hat	worn	
on	the	floor	of	the	New	York	Stock	Exchange	
on	 the	 first	 day	 the	 Dow	 crossed	 10,000.		

There	was	a	circus-like	celebration.		I	wore	it	
again	when	we	reemerged	from	the	2009	lows.		
I	wonder	 if	we	may	 never	 see	 10,000	 again.		
Poor	old,	lonely	hat.

The	 second	 quarter	 enjoyed	 better	 returns	
than	the	first	with	the	S&P	500	up	5.23%,	
including	dividends.	 	Through	the	first	 two	
quarters,	 the	 S&P	 500	 produced	 a	 total	
return	 of	 7.13%.	 	 If	 we	 break	 down	 the	
returns	by	 industry	 sector,	we	find	 that	 the	
best	 performing	 sector	 through	 the	 first	
half	was	a	rate-sensitive	one:		Utilities.		The	
Utility	 companies	 within	 the	 S&P	 500	
index	 rose	 16.4%	 (excluding	 dividends)	
during	 the	 first	 half.	 	 This	 should	 not	 be	
a	 big	 surprise	 given	 the	 fact	 that	 the	 yield	
on	 the	 10-year	 Treasury	 bond	 fell	 from	
3.03%	 at	 the	 end	 of	 2013	 to	 2.53%	 at		
the	 end	 of	 the	 second	 quarter	 of	 2014.	 In	
periods	 of	 falling	 interest	 rates,	 securities	
that	 pay	 investors	 relatively	 fixed	 interest	
or	dividends	tend	to	rise	in	value.		Utilities	
stocks,	 as	 quasi-fixed-income	 investments,	
rose	along	with	bond	prices.			

Now	 here	 comes	 the	 tricky	 part.	 	 Rapidly	
falling	 interest	 rates,	 such	 as	 we	 saw	 in	 the	
first	 half,	 generally	 signal	 deterioration	 in	
the	 economic	 outlook.	 	 But	 if	 the	 economic	
outlook	has	deteriorated,	how	can	we	explain	
the	 continued	 surge	 in	 stock	 prices?	 	 Even	
more	confounding	is	the	fact	that	the	second-
best	 performing	 sector	 in	 the	 first	 half	 was	
Energy	–	a	 sector	generally	considered	 to	be	
very	 cyclical.	 If	 you’re	 asking	 yourself	 why	
a	 pro-cyclical	 sector	 such	 as	 Energy	 and	 a	
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counter-cyclical	sector	such	as	Utilities	can	be	
the	top	two	performing	sectors	in	the	first	half,	
you’re	on	the	right	track.		And	as	has	been	the	
case	 for	years,	we	can	blame	 the	Fed	 for	 the	
disconnect	and	distortion.				

The	 Fed	 continues	 its	 flawlessly	 executed	
(sarcasm	 intended)	 monetary	 policy	 by	
convincing	 investors	 that	 low	 interest	 rates	
are	here	 to	 stay.	 	The	 effect	 of	 its	 jawboning	
has	been	to	force	investors	into	riskier	assets,	
thereby	 supporting	housing	and	stock	prices.		
The	 Fed	 is	 convinced	 that	 its	 experiment	
is	 working.	 	 For	 our	 part,	 we	 will	 reserve	
judgment	until	1)	the	Fed	has	fully	extricated	
itself	from	the	private	markets;	and	2)	we	see	
signs	 that	 the	 economic	 recovery	 becomes	
more	widespread.	 	We	 are	 unconvinced	 that	
a	 policy	 amounting	 to	 lining	 the	 pockets	 of	
our	most	fortunate	will	result	in	acceptable	job	
and	income	increases	for	the	masses.		Perhaps	
more	important,	we	think	it	is	outright	wrong	
for	the	Fed	to	be	opining	on	and	manipulating	
stock	prices.	

How Much More of 
Goldilocks?

Stocks	aren’t	cheap,	and	stock	prices	continue	
to	outpace	earnings	growth.		During	the	first	
half,	earnings	for	the	S&P	500	companies	grew	
about	3.5%	compared	to	the	6.1%	increase	in	
the	S&P	500.		This	is	a	trend	that	has	gone	on	
for	quite	some	time,	and	it	cannot	last	forever.		
The	S&P	500	Index	is	now	selling	for	about	
18	 times	 trailing	 year’s	 earnings.	 	 Earnings	
growth	 in	 2014	 is	 expected	 to	 be	 modestly	
better	 than	 last	 year	 but	 should	 ultimately	
settle	 in	 the	mid-single	digits	 range	over	 the	
longer	term.		

Higher	 P/E	 multiples	 usually	 accompany	
periods	 of	 low	 interest	 rates.	 	 In	 the	 late	
1990’s,	Goldman	Sachs’	partner	Abby	Joseph	

Cohen	argued	that	 low	inflation	(in	 the	2%	
range)	supported	P/E	multiples	of	20-22x.		It	
was	a	very	bullish,	euphoric	time	when	good	
news	was	embraced	as	gospel	and	bad	news	
was	dismissed	as	nonsense.		This	type	of	blind	
faith	 in	 stocks	 will	 completely	 evaporate	 in	
bear	markets.

As	 we	 have	 discussed	 many	 times	 over	
the	 past	 few	 years,	 today’s	 P/E	 ratios	
are	 understated	 due	 to	 the	 fact	 that	 the	
denominator,	 which	 is	 earnings,	 is	 being	
supporting	 by	 record	 high	 profit	 margins.		
Corporate	margins	are	running	high	relative	
to	history	as	companies	have	benefited	from	
both	unsustainable	sources	of	revenue	as	well	
as	unsustainably	low	levels	of	expenses.		On	
the	 revenue	 side,	 companies	 have	 enjoyed	
outsized	 revenues	 resulting	 from	 massive	
government	deficits	as	well	as	unsustainably	
low	consumer	savings	rates.		On	the	expense	
side,	 companies	 are	 enjoying	 lower	 tax	 and	
interest	payments	while	also	benefiting	from	
excess	idle	factory	capacity	and	labor	market	
slack.		If	some	or	all	of	these	margin-boosting	
factors	 prove	 to	 be	 temporary,	 investors	
should	make	adjustments.

The	 Cyclically	 Adjusted	 P/E	 Ratio	 (also	
known	 as	 the	 Shiller	 P/E	 for	 its	 originator,	
Robert	Shiller),	which	uses	average	inflation-
adjusted	earnings	 from	the	previous	10	years	
as	 the	 denominator,	 is	 now	 running	 at	 over	
26x	compared	to	a	long-term	average	of	about	
16.5x.		I	suppose	it’s	possible	that	margins	can	
stay	at	high	levels	relative	to	the	past,	but	50%	

higher	than	the	historical	average?			

For	now,	though,	the	party	continues,	and	we	
maintain	our	 cautious	posture.	 	As	defensive	
managers	 we	 are	 already	 hearing	 early	
criticism	 that	 we	 should	 be	 more	 aggressive	
or	 even	 speculative	 in	 our	 stock	 selection.		
This	 is	 a	 sign,	but	perhaps	not	 the	definitive	
one.	 Capitulation	 wrought	 by	 impatience,	
complacency	 and	 greed	 can	 be	 an	 alluring	
siren’s	song.		Our	best	advice	is	stay	the	course	
and,	at	all	cost,	be	disciplined.		

Economy

Columbia	 University	 Economics	 Professor	
and	Nobel	Prize	Winner	Joseph	Stiglitz	said	
on	CNBC,	“The	 reason	 the	 stock	market	 is	
high,	 in	 part,	 is	 that	 interest	 rates	 are	 low,	
wages	 are	 low	 and	 the	 emerging	 markets	
are	 still	 growing	 much	 faster	 than	 the	 U.S.	
economy,	 let	 alone	 Europe.”	 	 Much	 of	 his	
view	 mirrors	 our	 own	 and	 makes	 us	 feel	
better	 about	 our	 long-expressed	 cautions.	
But,	 it’s	 important	 to	 be	wary	 of	 liking	 the	
guy	with	whom	you	agree.		

The	genius	Stiglitz	goes	on	to	say	that	the	stock	
market	rise	is	not	a	healthy	sign.		Essentially	
he	says	it	is	the	result	of	artificially	low	interest	
rates	 and	not	 an	 increase	 in	 consumption	or	
demand.		He	says,	“In	the	United	States,	from	
2009	 to	2012,	95%	of	 the	gains	went	 to	 the	
upper	1%.		Ordinary	Americans	are	using	up	
their	savings.”		Faithful	readers	know	that	this	

Capitulation	wrought	by	impatience,	
complacency	and	greed	can	be	an	alluring	
siren’s	song.		Our	best	advice	is	stay	the	
course	and,	at	all	cost,	be	disciplined.		
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has	been	a	concern	of	ours	for	a	long	time.

June’s	 employment	 report	 was	 strong:	
non-farm	 payrolls	 increased	 by	 288,000	
with	 strong	 revisions	 for	 April	 and	 May.		
The	 Unemployment	 Rate	 fell	 to	 6.1%.		
“Remember,	 labor	 force	 participation	 is	 at	
very,	very	low	levels,	much	lower	than	before	
the	crisis.		Real	wage	increases	have	been	very	
weak,	well	below	what	 they	should	be	 if	we	
were	 having	 a	 robust	 recovery.	 	There	 are	 a	
lot	 of	 indicators	 that	 suggest	 this	 is	 a	weak	
recovery,”	Stiglitz	said.		

Close But No Cigar

The	 improved	 economic	 data	 are	 welcome.		
This	artificial	stimulus	from	both	the	monetary	
and	fiscal	sides	of	government	may	have	finally	
stimulated	job	growth	sufficient	to	germinate	
organic	 demand.	 	 While	 further	 and	 more	
significant	 jobs	 gains	 will	 tell	 the	 tale,	 a	
“snapback”	in	demand	is	the	missing	element	
to	a	healthy	recovery.			

Just	as	job	growth	appears	to	be	accelerating,	
we	 continue	 to	 worry	 about	 the	 quality	 of	
the	 jobs	 being	 added.	 Low-paying	 and/or	
part-time	 jobs	 should	 surely	 not	 be	 given	
the	 same	weight	as	higher-paying,	 full-time	
gigs.	 	And	where	 are	 the	wage	 and	 income	
increases	 that	 so	many	 had	 been	 predicting	
by	 now?	 	 	 “Anyone	 looking	 at	 the	 prospect	
of	 the	United	 States	 having	 a	 consumption	
boom	 in	 the	 context	 of	 so	much	 inequality	
should	‘think	twice,’”	according	to	Stiglitz	on	
CNBC.		Still,	though	we	are	not	there	yet,	we	
must	concede	that	some	signs	are	improving.		
In	 our	 view,	 policymakers	 must	 consider	
more	closely	the	ultimate	cost	of	such	modest	
improvements.

Another	area	of	agreement	with	Stiglitz	is	on	
the	Fed’s	timing	of	rate	increases.		He	says	it	

be	damning	with	faint	praise,	improvement	is	
improvement.

Lest	 we	 engender	 positive	 feeling	 about	
our	 government,	 the	 defeat	 of	 House	
Majority	 Leader	 Eric	 Cantor	 in	 Virginia’s	
Congressional	 primary	 has	 changed	 the	
conciliatory	complexion.		Analysis	of	Cantor’s	
loss	 concludes	 that	 the	 Leader’s	 recent	 shift	
toward	 a	 more	 moderate	 view	 cost	 him	
the	 support	 of	 his	 extreme-right	 base.	 	The	
message	 to	 fellow	Republicans	 (and	 perhaps	
Democrats	 alike)	 is	 to	 eschew	 compromise	
and	 hold	 dear	 to	 defining	 dogma	 no	matter	
what.		This	development	appears	to	represent	
a	 step	 backward	 for	 American	 politics.	 	 It	
seems	more	 likely	that	the	budget	discussion	
this	 fall	 and	 the	 debt	 limit	 of	 early	 2015	
will	 be	 contentious,	 and	we	may	 even	 revisit	
the	 prospect	 of	 showdowns	 and	 shutdowns.		
When	will	they	learn?

is	too	early	and	the	recovery	is	too	fragile	for	
increases	anytime	soon.		While	we	are	devout	
free-market	 capitalists	 and	 believe	 the	 Fed’s	
exit	 is	 long	 overdue,	we	 agree	 that	Yellen	&	
Company	will	 remain	 highly	 entrenched	 for	
some	time.			

Government

“Why?”	was	 the	 question	 from	 an	 audience	
member	at	a	recent	talk	I	gave	after	I	quipped	
that	“government	was	a	necessary	evil.”		Public	
opinion	of	government	has	rarely	been	as	low.		
Recent	polls	showed	confidence	in	Congress	
and	 in	 the	 President	 were	 bottom	 of	 the	
barrel.		This	struck	us	as	a	bit	odd	in	that	they	
have	been	getting	along	better	than	they	were	
a	year	ago.		They	seem	to	be	acting	in	a	more	
collaborative,	collegial	way.		While	that	may	
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Whole Foods Market  
(WFM - $38.63)

Whole	 Foods	 Market	 is	 the	 leading	
retailer	 of	 natural	 and	 organic	 foods	
and	 America’s	 first	 national	 “Certified	
Organic”	grocer.	 	The	company	 is	 also	 the	12th	 largest	 food	 retailer	
overall	in	the	US.		The	company	currently	operates	379	stores,	the	large	
majority	of	which	(94%)	are	in	41	US	states	and	DC.		The	company	
also	has	8	stores	 in	Canada	and	9	stores	 in	the	UK.		The	company’s	
mission	is	to	promote	the	vitality	and	well-being	of	all	individuals	by	
supplying	the	highest	quality,	most	wholesome	foods	available.	 	This	
has	proven	to	be	a	winning	strategy	for	investors	since	the	company	
went	public	in	1992.		We	added	WFM	to	client	portfolios	following	a	
sharp	drop	in	the	share	price,	which	was	triggered	by	concerns	about	
increased	competition	from	both	traditional	grocery	stores	as	well	as	
new	natural	and	organic	start-ups.		While	the	concerns	are	valid	to	a	
certain	extent,	we	believe	WFM,	as	industry	leader,	is	best	positioned	
to	benefit	from	strong	double-digit	industry	growth	rates	well	into	the	
future.		The	stock	trades	at	21.6x	the	consensus	estimate	for	calendar	
2015	EPS.						

United Natural Foods, Inc.  
(UNFI - $65.10)

UNFI	is	another	company	that	operates	in	
the	natural	&	organic	food	industry.		UNFI	
is	the	leading	distributor	of	natural,	organic	
and	specialty	(ethnic,	kosher,	gourmet)	foods	and	non-food	products	
in	 the	US	 and	Canada.	 	 Reflecting	 the	 outstanding	 growth	 in	 this	
industry,	the	company	has	posted	strong	mid-teens	growth	in	revenue	
and	earnings	over	the	past	ten	years.		As	a	distributor	to	the	natural	&	
organic	 retailers,	UNFI	offers	 some	 insulation	 from	 the	 competitive	

headwinds	 facing	 the	 retailers	 of	 these	 products.	 	 Importantly,	 the	
increased	 competition	 among	 the	 retailers	 offers	 testimony	 of	 the	
strong	demand	profile	 for	 the	 industry	 at	 large.	 	While	 the	 stock	 is	
rarely	cheap,	we	think	today’s	level	of	20.6x	the	consensus	estimate	for	
calendar	2015	EPS	provides	a	reasonably	attractive	entry	point	for	a	
company	with	a	long	runway	for	growth	in	a	very	attractive	industry.

Perrigo Company  
(PRGO - $145.76)

Perrigo	 is	 a	 diversified	 drug	 company	
headquartered	 in	 Dublin,	 Ireland	 that		
stands	 to	 benefit	 from	 the	 growing	 need	 for	 low	 cost	 healthcare	
products.		The	company	should	be	considered	a	hybrid	between	a	drug	
company	and	a	consumer	products	company.		The	company	produces	
store	 brand	 OTC	 products	 &	 drugs,	 specialized	 generic	 Rx	 drugs,	
and	 holds	 claims	 to	 escalating	 royalties	 from	 Biogen’s	 blockbuster	
multiple	 sclerosis	drug	Tysabri.	 	The	company	 is	unique	 in	 the	drug	
industry	 because	 it	 does	not	 face	 the	patent	 cliffs	 faced	by	branded	
pharmaceutical	 companies	 or	 the	 intense	 competition	 faced	 by	
generic	drug	manufacturers.		Perrigo’s	3-year	financial	guidance	calls	
for	 5%-10%	organic	 revenue	growth	 to	be	 leveraged	 into	10%-20%	
EPS	growth.		In	addition,	growth	may	be	supplemented	by	additional	
bolt-on	 acquisitions,	 especially	 now	 that	 it	 has	 an	 advantaged	 tax	
structure.	 	The	 company	 has	 traded	 down	 in	 recent	months	 due	 to	
investor	disappointment	with	quarterly	earnings.		Though	the	earnings	
misses	are	a	concern,	we	don’t	believe	at	this	point	that	they	suggest	a	
longer-term	secular	slowdown	in	the	company’s	end	markets,	and	we	
believe	that	the	sell-off	represents	a	buying	opportunity	for	long-term	
investors.	The	current	valuation	(18.2x	the	consensus	for	calendar	2015	
EPS)	appears	very	reasonable	given	the	expected	growth	rate,	the	less	
cyclical	nature	of	PRGO’s	earnings	stream,	a	strong	balance	sheet	and	
solid	free	cash	flow	generation.


