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      June 12, 2022 

 

Memo to clients and friends:       

Re: Q2 Investment Review 

 

"The good news is that H1 is now over, the bad news is that the outlook for H2 is not looking good," 

recently written by Jim Reid, global head of credit strategy at Deutsche Bank. 

All of us that are involved in the stock market and underlying economic analysis can sympathize with the 

above.  As shown below, the S&P 500 in particular took a major hit in the first half of the year as the 

high growth stocks that had led the market for the past couple of years reversed course and went into a 

major tailspin.  They were the largest contributors to the decline in the S&P. 

      

Benchmark Index Total Returns  

 

Quarter 
Ending Year to date 

  
 

 6/30/2022 6/30/2022 

  
 

   
Lipper Balanced Fund Index  

 -10.8% -15.3% 

  
 

   
S&P Dividend Aristocrats  

 -9.5% -12.2% 

S&P 500 Stock Index    
 -16.1% -20.0% 

Russell 1000 Value Index  
 -12.2% -12.9% 

  
 

   

3-month US Treas. Bill Index  
 0.07% 0.04% 

S&P 7-10-Year-US Treas. Bond Index  
 -6.5% -10.6% 

S&P U.S. Gov & Corporate 30 Year Bond Index  
 -13.7% -23.2% 

 

For instance, from high to low Amazon lost 40% of its value before a modest rebound.  Meta (formerly 

Facebook) did even worse having lost over 55% since its twelve-month high, and Netflix with substantive 

fundamental issues is down 75% from its high.  Those with major concentrations of high growth 

companies in their portfolios have not done well this year, though this follows a number of years with 

superior performance. 

As you all should know, we approach the market differently.  Rather than buying high growth 

excitement, our emphasis is on buying high quality companies with income yields above the general 

stock market when they appear to us to be depressed in price.  This is perhaps the reverse of 

excitement?  This more balanced approach may lag the market somewhat when high growth companies  
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are surging in price, but we generally make up for lost ground when the market is going down as it did in 

the first half of this year. 

In the first six months of 2022 the equity portions of our portfolios considered alone outperformed the 

S&P 500 by 4-5 percentage points.  It would not be surprising to see the market remain turbulent with a 

downward bias in the second half of this year.  If so, our holdings should continue to hold up well. 

A number of factors played a role in the past six months economic and financial market performance, 

but this was the culmination of problems going back now 18 months or longer.  We all have heard about 

the “supply chain” issues that arose during the Covid pandemic.  Goods for stores, particularly those 

from overseas, were held up by bottlenecks in shipping due to difficulty in staffing along the supply 

chain.  The result was shortages of a number of items in stores – shortages lead to higher prices and 

inflation that are not the best thing for consumer confidence.  The last of the three Covid stimulus 

programs enacted about a year ago added increased consumer demand to the existing shortages and 

put more pressure on prices.  Of course, the pandemic itself had a major impact as shopping patterns 

and the amounts spent declined while savings rose.  More recently, savings have been drawn back down 

so that source of spending power is now slowing.  Finally, by our measures, the Federal Reserve Bank 

has expanded the money supply at much too rapid a rate for an extended period of time (seven or eight 

years?)  This created a situation of too much money chasing a lesser supply of goods, a set up for 

inflation. 

The match that lit the fuse created by all of the above was probably the Biden administration’s 

restrictions on drilling for and transporting petroleum products 18 months ago.  Gas prices began to rise  
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almost immediately.  The Ukrainian war with Russia further exacerbated the rise in energy prices already 

underway. 

The result of all these factors has been a rapid rise in inflation that the Federal Reserve once thought 

was transitory.  We didn’t think so at the time and we still do not think that there is such a thing as 

transitory inflation. Once it enters the system it is very difficult to get out without at least some pain.   

At its heart, inflation is created by too much money relative to the demand for and amount of goods 

available for sale.  We know that the Federal Reserve Bank has a very difficult job as it has the dual 

mandate of high employment and low inflation.  These objectives are often in conflict, but if there is 

primary blame to be cast for today’s situation, it is mostly due to poor Federal Reserve policy over a long 

period of time.  As a result, we are probably in recession today while inflation is running at about 8.5%. 

The back of the envelope measure of a recession is two successive quarters of declining Gross Domestic 

Product.  However, it is very unusual to see low unemployment and large job gains during a recession, 

so the future outlook is even more murky than usual.  

The reduction of inflation is now the main emphasis of Federal Reserve policy.  With this we should 

expect to see tighter money and higher interest rates.  These in turn have a major impact on the stock 

market, and anticipation of higher rates amidst a slowing economy is largely why the market tumbled in 

the first half.   

The question this always raises is whether the market has gone low enough to fully discount the 

economic problems ahead?  No one can definitively answer this question, though lots are trying.  Our 

own belief is that it is going to be difficult for stocks to make much headway as long as interest rates are 

headed up.  Thus, we believe that the stock market in the second half of the year is likely to be turbulent 

(as these factors are debated and resolved one way or another) with a downward bias.  We would also 

not be surprised if we ended up for the year about where we are today, though we doubt it. 

For what it is worth, the average length of a Bear market since the end of WW II has been about 16 

months, and we are now about six months into this one.  Though, if there is a recession, the duration is 

more like 20 months.  The average decline has been 35% while this one at its trough was down about 

26%.  The good news is that once it is over, the average recovery from the bottom after one year has 

been about 43% though it has taken about two years for the market to get back to its previous peak.  

We are now in the twelfth bear market since the end of WW II.  While uncomfortable while they are 

happening, they do eventually end and we have always gone on to new highs.   

This is why our investment policy that we set for each account is strategic and long-term rather than 

reactive to current highs and lows.  In fact, we like short-term disruption as it often provides us with 

opportunities to find very mispriced securities relative to their long-term value and earnings power.  The 

next section on our top twenty holdings reviews Stanley Black & Decker that has now underperformed 

the S&P 500 by about 25 percentage points over the last year.  It now sells at a valuation (10 times 

earnings) about 40% under its long-term average with no change that we can see in its long-term  
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fundamental position.  Bear markets can provide unusual opportunity if we avoid the short-term 

negatives, and we think Stanley is an example of this.  Our experience with high quality stocks that have 

been cut in half has almost always been positive.  We have been buying. 

Top Twenty Holdings 

More generally, we have been active in accounts over the 2nd quarter, largely trimming and selling some 

of our better performers in order to buy stocks that are down.  The activity has only resulted in one 

change in the top twenty for the quarter.  Bank of New York fell off of our top twenty list based on 

relatively poor performance, and it was replaced by Stanley Black & Decker as mentioned above. 

 

AbbVie Inc. 
 

Illinois Tool Works Inc. 

Ameriprise Financial 
 

Leggett & Platt, Inc. 

Amgen Inc. 
 

Lowe's Companies, Inc. 

Archer Daniels Midland 
 

Merck & Company, Inc. 

Cardinal Health Inc. 
 

Microsoft Corporation 

Caterpillar, Inc. 
 

Polaris Industries Inc. 

Cisco Systems, Inc. 
 

Qualcomm Inc. 

Comcast Corporation 
 

SPDR Technology Sector ETF 

Enterprise Products Partners L.P. 
 

Stanley Black &Decker, Inc. 

Fastenal Company 
 

United Parcel Service, Inc. 

 

Stanley Black & Decker (Stanley) is a global provider of hand tools, power tools, outdoor products and 

accessories, and other goods.  It operates under well-known brands including Stanley, DeWalt, Black & 

Decker, Craftsman and Cub Cadet, among others, and it is one of our larger purchases in recent months 

as we continue to add shares to accounts.  It is number one or number two in almost all of its product 

lines.  

Stanley’s stock price has been cut in half from its May ’21 high of over $220 to its current price around 

$111 today.  Over the same period the S&P 500 is down around 7%, meaning that Stanley has greatly 

underperformed the market by a wide margin over the last 14 months.  The drastic fall in price put 

Stanley on our watch list and, as we dug deeper, we liked what we saw.   

Stanley is qualified as a dividend king. The company has not missed a dividend payment in 146 years 

(1876). Since then, the U.S. has seen 23 recessions, six depressions, interest rates and treasury yields 

ranging from zero to 20%, and annual inflation ranging from -2.5% to +20%.  Stanley has also increased  
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the dividend for each of the past 54 years, an incredible feat for any company, let alone one that tends 

to be somewhat cyclical.  It has hit some roadblocks in the recent year largely due to supply constraints 

that have eaten into profitability.  This is not unusual for manufacturers these days.   

But, despite the lowered expectations, Stanley has managed to turn in upside earnings surprises 

(delivering more than analysts expected) in each of the last four quarters.  And despite difficult times it 

has remained friendly to shareholders and has been able to reiterate its long-term earnings per share 

growth guidance of better than 10% annually.   

So far this year Stanley has initiated $2.3 billion in share repurchases, with a goal of returning $4 billion 

in capital to shareholders through repurchases expected to be completed in 2023, which is on top of the 

$.5 billion in dividends expected for 2022.  We are generally skeptical of share buybacks as companies 

tend to utilize them most when their earnings and stock prices are already up.  But in the case of Stanley 

the company is buying back stock at the best valuation we have seen since the pandemic.  This is a move 

we can support.  We began purchasing shares last quarter, and we continue adding to shares as we 

enter the third quarter.     

The Anatomy of a Trade 

In order to purchase shares in Stanley we generally need to find something to sell.  In this case AbbVie is 

an ideal candidate as its performance has been the opposite of Stanley.  The chart below shows that 

AbbVie is up over 40% over the last 14 months when Stanley was near its high, while Stanley was down 

over 47% over the same period, and the S&P 500 was down around 4%.  It is rare that we are able to 

find such a wide discrepancy in performance between two very high-quality companies.   

 

 

AbbVie has been one of our best performers over the long term, and there are many things we continue  



 

6 
 

 

to like about the company including its 4% dividend yield.  Its fundamentals are strong, and AbbVie has 

consistently raised the dividend since it spun off from Abbott Labs around a decade ago.  Earnings and 

cash flow growth over the last five years of around 20% is also stellar.  However, AbbVie relies on its 

blockbuster drug Humira for over a third of its revenues.  Humira is a popular rheumatoid arthritis drug 

and one of the best-selling drugs of all time.  The issue is that it is losing patent protection and a number 

of generic equivalents are already on the market in Europe where it lost protection last year.  Sales are 

already declining.  

In the U.S. Humira is set to lose exclusivity next year.  While the loss of patent exclusivity is well known 

among investors and a number of very positive steps have been taken to offset the loss, we do fear that 

the road ahead will be tougher for AbbVie.  At a minimum, risks to future earnings have risen and they 

are likely to decline next year before, hopefully, resuming growth. They have a number of new drugs 

growing in use, but offsetting a drug like Humira is very difficult and can take years.   

Because of its success AbbVie has grown to become one of the largest holdings in many portfolios.  And 

because of this it can be difficult to sell in most taxable accounts as the gains are significant.  In some 

cases, the current price can be four or five times the original cost (something we consider a fortunate 

problem).  So, we have to weigh the funds that will be paid to the tax man against the opportunity of 

what we are buying.   

At current levels and with very strong profitability continuing, we see no need to sell out of AbbVie 

entirely.  However, it is an ideal candidate to trim in order to add a new holding like Stanley Black and 

Decker.  Our hope is that Stanley will show similar returns in coming years and eventually we will be able 

to repeat the process when Stanley is much higher than it is today.     

We also are looking towards other stocks that have held up well in the midst of recent declines.  While 

the charts for Archer-Daniels-Midland and Kimberly-Clark are not quite as impressive as AbbVie, these 

are also generally good candidates for sale on the same basis.  Both are successful stocks but are likely 

to face some fundamental headwinds in the future.  

The Stanley/AbbVie swap is a good example of what we try to do on a continuing basis.  Purchase a high 

quality but depressed stock; hold until it becomes too large a position in portfolios, has moved from 

undervalued to overvalued or the fundamentals come into question; and look for another strong 

company whose stock price has come under significant pressure.  

Our long-term goal is to repeat this process by trimming or selling some of the “winners” in order to buy 

solid, blue-chip companies that are down more than their fundamentals suggest they should be.  In 

addition to Stanley, we are currently looking to buy companies like Target, T. Rowe Price, Comcast and 

the semiconductors in general.  These are all companies that have been through a rough patch near 

term.  But all are of high quality and, if we are correct, time and good management will eventually heal 

their current problems that allow us to establish positions at what look like bargain prices. 

Conclusion 

No one likes a down market, particularly if accompanied by a recession (not all are).  But we find that  
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this is when some of our best long-term purchases are made.  A bear market such as that we are now 

experiencing generally reorders the stock market winners and losers.  As we are long-term optimists on 

the future of our country and financial system, buying out of favor (some would say contrarian) high 

quality stocks seems very logical to us. 

Key to the process, of course, is a reliance on our ability to separate short-term problems expected to 

eventually end from long-term issues that first appear as short-term in nature.  Unlike many investors, 

we do our fundamental research at the beginning of the process rather than the end.  This has allowed 

us to construct a universe of stocks, any one of which we would be happy to own, but only at the right 

price.  Stanley Black and Decker is a good example of a stock that has been on our list for a long period 

of time as we waited for its price to offer strong value at the time of purchase.  Now that it is there, we 

have stepped up our buying. 

Short-term market preferences and favoritism mean that the stocks we watch over a full market cycle 

move up and down the performance list from high to low with some regularity.  Our job is to be there 

when opportunity presents itself.   

 

      Sincerely, 

 

      Loudon Investment Management LLC 

 

DML,ELS,JJS,LRO   

 

 

 

 

  


