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Macroeconomic Overview

The global economy will survive and revive, although it will take a while for the virus, 
and its aftermath, to run its course. Most countries have shut down economic activity to 
varying degrees in an effort to slow the growth in new cases. This “recession by decree” 
will take a substantial amount out of second quarter GDP in the U.S. and around the 
world. It will leave millions unemployed. It will trigger trillions in government spending.  
But these efforts to slow the spread of the virus will reduce casualties because hospitals 
will be less overwhelmed. And health care systems will have the chance to increase 
capacity and to stock up on needed supplies and equipment to deal with future cases. 
People will return to work, factories will restart, and restaurants will reopen. This began 
in Asia where the virus was first to strike. In the U.S., new cases continue to grow day by 
day, but we are now seeing the rate of growth slowing down. 

We’ve been through twelve recessions since World War II, and while all of them were, of 
course, temporary, some were deeper and longer than others. This one is really different 
because it was not triggered either by structural failings (as in the Great Financial Crisis) 
nor by a massive surge in the costs of production (as in the 1970s’ OPEC Oil Crisis).  The 
U.S. economy was running quite well, until it was simply turned off. In addition, OPEC 
fell apart and oil supply surged, causing crude prices to drop by over 50%. Cheap oil 
will help many consumers and firms, but will hurt the U.S. exploration and production 
sector. Once recovery begins, we are likely to see a more rapid pickup in activity than 
followed either of those two prior recession bear markets.  It would be simplistic, 
however, to think that turning the economy back on will return us instantly to the path 
we were on in February. 

We are now looking at a drop in U.S. GDP of somewhere between 15% and 30% at an 
annual rate this quarter, a very wide range that reflects the existing uncertainty. Until we 
know when the economy will reopen, we cannot quantify the extent of decline in U.S. 
output this quarter or this year. Even if the date of the lifting of stay-at-home restrictions 
remains unknowable, we can still recognize that we will eventually get back to work. The 
recovery’s path, however, depends on the unusual nature of this recession. 

This recession combines two elements of most past recessions: a major demand shock 
and a widespread supply shock. The immediate demand side is easy to understand: 
people are stuck in their homes. They’re not spending on much of anything except 
essentials and home entertainment. Many are also out of work, or fear they will be 
soon, and with that loss of income comes a sharp drop in spending. The longevity 
of the demand shock is more complex and will ultimately depend on the amount of 
those lost wages and the bite this takes out of household wealth in the longer term 
with some offset from the government’s support programs. On the supply side, we 
have a drop in production in both manufacturing and services. Many factories have 
shutdown. Restarting them will take weeks or months depending on the time it takes 
to recalibrate the equipment and rebuild the workforce. The ramp up in production will 
also depend on the perceived demand for the products churned out by those factories. 
But there will also be a period of catchup, so we can expect a surge in production in 
the months following the reopening of the economy.  Some services companies remain 
open – financials, internet service providers, telecoms, utilities and others. But parts 
of the services sector are completely closed down – movie theaters, concert halls, and 
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restaurants being the most obvious. Some are unlikely to survive, but those that do 
will likely benefit from robust demand as people crave social connection. With so much 
of manufacturing and services offline now, many models predict a sharp turn from 
negative GDP growth this quarter to positive in the second half of the year. 

Because we remain at the mercy of the virus, however, trying to time that turn may be 
premature. And while the shutdown will be temporary, the disruption to firm operations 
and the resulting layoffs will take time to unwind. New unemployment claims totaled 
ten million in just the last two weeks of March. Hopefully, many will be rehired once 
those funds are released. That would help lessen the reduction in household income 
and spending and shorten the recovery for the economy.

When we look at the longer lasting impact of the pandemic, therefore, we need to 
recognize that the aftershocks may in some areas be worse than the initial shock. 
First, the good news. The underlying technologies that enable both manufacturing 
and service firms to produce remain the same as they were in February. Moreover, the 
Federal Reserve has stepped in to provide liquidity, not only to firms facing the cash 
crunch, but also to preserve the functioning of credit markets. The Fed is keeping the 
wheels of financial markets greased to ensure we don’t see a financial crisis aftershock 
from the shutdown. This makes it likely that the supply-side shock will be removed once 
we are allowed to reopen the economy. This, of course, depends on the development of 
widespread testing measures that would allow workers to safely return to their jobs.

That just leaves the demand shock, and much of that is lifted once we are allowed back 
out of our homes. But many activities will remain curtailed for several months: we are 
seeing the cancellation of more events into the summer, such as the Tokyo Olympics. A 
problem may also arise if the mitigation of the virus, and the resulting layoffs and debt 
creation, cause longer lasting demand destruction. Governments around the world are 
trying to prevent this happening by subsidizing the costs of idled workers or through 
direct transfers to the unemployed.  But the effects are going to be uneven. The disparity 
of wealth effects across different segments of the population will likely help shape 
the rebound in demand across different sectors of the economy. Some industries and 
companies will see demand return to normal quickly, while for others it will take longer.  
An assessment of the asymmetric effects across sectors, however, can be used to guide 
investment strategy now.

We own stocks not for the profits those companies delivered in the past, nor even for 
how much they will generate this quarter or this year, but for the profits (and dividends) 
they can deliver next year, and the year after that, and many years in the future. We will 
be getting back to work in the coming months as the economy reopens, and sales and 
profits will return. 

INVESTMENT PHILOSOPHY + STRATEGY

Founded in 1998, ACM views the markets with a two tiered process, utilizing a top-down
view of the business cycle, coupled with a bottom-up, fundamental value based analysis.
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Small/Mid Cap 

Review
The Russell 2500 Index comprising small and mid-sized companies set an all-time 
record for a three month decline -29.72% for the first quarter 2020.  The ACM Small/Mid 
Cap portfolio outperformed the comparison index by over 800 basis points, posting a 
comparatively milder decline of -21.45%, net of fees. The ACM Small/Mid Cap portfolio 
outperformed in the majority of sectors but especially in Financials, Health Care, and 
Consumer Discretionary.

Understandably, given the virus-engendered lockdown, positions posting the weakest 
quarterly returns included travel-related companies.  Many companies in these 
industries in the Russell 2500 index including hotels, airlines, and cruise lines suffered 
extreme drops of over 60%.  Most of these kinds of names don’t meet the profitability 
criteria we seek in the Small/Mid Cap portfolio, but we were not completely immune to 
the excessive price adjustment inflicted upon the industry.  We have two names directly 
impacted by the government-mandated travel bans including Spirit Aerosystems and 
CAE.  Investors punished Spirit AeroSystems, a key provider of fuselages for Boeing and 
Airbus, not only due to the near-term travel outlook, but also because the company is 
thought to be leveraged to Boeing’s ongoing troubles.  We don’t dispute the industry’s 
troubled outlook in the short term, however, we argue that there are no meaningful 
alternatives for commercial aircraft globally besides Boeing and Airbus, old airline fleets 
need replacing, and Spirit is a crucial provider of structural systems to these planes.  
Spirit is financially sound, having cash comparable to debt levels.  CAE is also in the 
travel business.  CAE is the world’s dominant aviation simulator company with over 80% 
market share.  The company is leveraging this strong technology position to become 
a significant force in the more profitable, faster growing, and less capital-intensive 
aviation training market.  In both cases, we view the price declines as exorbitant, moving 
to a once-in-a-lifetime price level.  We used this opportunity to add to our position in 
these highly profitable, sound businesses at the end of March.  We believe WEX Inc. was 
also inexplicably hammered by the market’s turmoil given its strong industry position, 
leading technology, and long-term opportunity.  The company specializes in payment 
solutions for fleets as well as for the travel and healthcare industries.  Lower fuel 
prices and less travel lowers revenues from WEX’s fleet business short term, but WEX’s 
profitable and fast-growing health solutions division combined with extensive non-U.S. 
operations provides some buffer to the full force of the U.S. travel shutdown.  Longer-
term we believe the company is ideally positioned to help large vehicle fleet companies 
manage fuel, maintenance, and fraud costs. 

It was not all doom and gloom for the quarter.  Six Small/Mid Cap stocks delivered 
positive returns and four posted double-digit positive returns.  Virtu Financial gained 
+31.87%.  The trading technology company helps clients narrow the bid/ask spread 
which tends to widen in times market volatility.  As measured by the VIX, volatility 
was experienced to unprecedented degree in the first quarter.  We like the company’s 
technology and lead market maker position in 600 ETPs or exchange traded products.  
New holding Avantor Inc. advanced +24.78% from our purchase date.  Avantor primarily 
provides healthcare products and services to biopharma companies, and other entities 
in the fields of research, education, government, and advanced materials. We like the 
company’s high proportion of consumables in its product mix.  This generates steady, 
recurring revenue and helps solidify ongoing customer relationships.  Finally, Qiagen’s 
stock popped higher on news Thermo Fisher is acquiring the company for all cash.  The 
stock finished up +23.78% for the quarter.  
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New/Sold Holdings
In addition to Avantor, mentioned above, other new positions added during the quarter 
include Q2 Holdings, Inc. (QTWO), Evans Bancorp (EVBN), and Gentex Corporation 
(GNTX).   

Sells for the quarter include John Bean Technologies, Littelfuse, and CenterState Bank.  
CenterState is still an attractive Interstate 4 corridor Florida-based bank, but to control 
portfolio concentration risk we sold CenterState in favor of Evans Bancorp.   Long-term 
holding John Bean Technology was first purchased in October 2008 and delivered a 
1227.04% total return or 25.89% annualized.  Recently, however, decelerating asset 
utilization, flagging growth, and rich valuation suggested it was time for us to look 
for a better business going forward.  Littelfuse has also been a strong performer, first 
purchased in December 2011, achieving a 347.17% total return which works out to 
be +20.32% annualized.  Unfortunately, recent profit deterioration suggests there are 
fundamentals factors challenging the company’s business model other than the weak 
auto market last year.  

Outlook
As long-term investors we own companies that will generate earnings and cash flow for 
many years, and thus, a temporary downturn in earnings over the next quarter or two 
has very little impact on our estimate of the intrinsic value of the business.    

Growth

Growth Strategy Objectives
The coronavirus crisis has thrown a large number of companies into temporary disarray, 
as the need to close operations or shift to a work-at-home footing curtails business. This 
impacted the Growth Strategy in the first quarter as investors recognized that sales and 
profits would be materially lower in the second quarter and for the full year. When we 
look to longer term earnings power, we identified a handful of companies in Growth that 
would likely experience material downside longer term and we have sold those, while 
others should bounce back strongly once the economy is turned back on. 

Strategy Adjustments During Q1:
We have been looking for opportunities among the severe distortions in stock valuations 
and have found several. We have moved assets away from companies we think will 
take longer to recover and into positions we expect to benefit from the early stages of 
recovery (6-12 months), but also adhere to our long-term investing goals (3-5 years) for 
appreciation.  We built up some cash and then used that to position clients into rebound 
opportunities.  

Among the hardest hit sectors were Consumer Discretionary, Energy, Financials, and 
Materials.  We have reduced our exposure to most of these areas.

Other areas of economic activity continue to show strength, even where stocks have 
sold off.  Consumer Staples and Healthcare continue to operate and many of those 
stocks have held up well. Food retailers and suppliers are seeing even greater demand 
as households stock up and stay in. While some areas of healthcare have slowed (e.g., 
clinical trials), big pharma, hospital suppliers, and biotech continue to operate at full 
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capacity (and more so). Yet, some of these stocks have sold off—only because of the 
jump in risk regarding a broader recession, even as those companies are likely to see 
higher earnings rather than lower.

Home entertainment is all we’ve got for the next several weeks and that, combined with 
streaming for stay-at-home workers, is pushing the limits of internet service providers 
and their data centers. This points to a pickup in sales for suppliers to the expansion of 
data centers, but even these stocks have seen sharp declines. Again, that’s the “risk-off” 
trade at work. That’s creating some short term pain for investors, but also some very 
attractive long term buying opportunities. We also see the infrastructure investments 
for next-generation cellular technology (5G) continuing, particularly in China. While it’s 
possible telecom operators around the world will have to temporarily curtail capital 
investments, their cash flows are likely to be largely preserved as households and firms 
prioritize staying connected during the shutdown. We have added to our exposure to 
data centers and 5G and see that whole group among the first to recover from the selloff.

Some of the positions sold include:
•	 IMAX	–	the	widespread	closing	of	theaters,	coupled	with	the	cessation	of	movie	filming	

will extend the period of low revenues for IMAX even if viewers are willing to reenter 
theaters once social distancing orders lift. 

•	 Polaris,	Inc.	–	Polaris’s	ATV	business	is	suffering	a	double	whammy	from	deterioration	
in household expected income from the coronavirus crisis, as many fear job loss, and 
from OPEC’s cut in oil prices, since many of its customers work in oil-related sectors. 
Whether political efforts can change this remains highly uncertain and gives us no 
foundation for forecasting a better near-term future for Polaris.

•	 Carnival	Cruise	Lines	–	the	cruise	lines	are	down	over	80%,	and	while	we	do	NOT	
expect 80% of bookings, revenues, and profits to disappear permanently, we do think 
these stocks will take longer to recover than many others. 

•	 Cabot	Oil	and	Gas	had	deteriorated	as	gas	prices	fell	over	the	last	several	months	and	
the decline in demand as the coronavirus depressed economic activity made that 
worse. Expecting an extended period of lower economic activity, and hence low gas 
prices and shipments, we sold the position. 

•	 Stryker,	a	leader	in	robotic	systems	for	knee	and	hip	surgery,	is	almost	surely	going	to	
see a drop in demand as hospitals cancel elective surgeries. While Stryker has shown 
its ability to innovate to sustain solid sales growth and profit margins, this is a time 
when both will deteriorate. Hospitals will be overwhelmed with virus cases and until 
that reverses course, and elective surgeries can return, the outlook for Stryker will 
remain weak.

•	 LyondellBasell	(materials	company)	is	exposed	to	the	broader	level	of	economic	
activity, which will continue to fall for at least several weeks or months, and also 
adversely affected by OPEC’s decision to cut prices and increase oil supply. Because 
cheap natural gas gave LyondellBasell a cost advantage over international rivals, 
it was well positioned to both grow and pay an attractive dividend. But cheap 
oil undermines that advantage, and it will likely take longer for LyondellBasell to 
recover even after the virus runs its course, so we felt funds would be better invested 
elsewhere.
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We have moved into positions that, before the selloff, were too expensive relative 
to fundamentals, but now are attractive: 
•	 Home	Depot	(HD)	–	this	supplier	of	hardware	and	building	materials	for	both	

professionals and do-it-yourselfers tends to hold up better during bad times. When 
cash-constrained, homeowners will still complete home repairs, even as they curtail 
purchases of luxury items or vacations. We expect HD to be among the first to recover 
when the stay-at-home orders lift.

•	 Q2	Holdings	(QTWO)	–	Q2	Holdings	builds	customized	mobile	banking	platforms	for	
community and regional banks to enable them to retain and increase customers. 
These capabilities are essential if such banks are to offer a modern platform and avoid 
losing customers to the big money-center banks such as Bank of America. 

•	 Qorvo	(QRVO)	–	not	only	is	QRVO	a	key	supplier	of	radio	frequency	chips	for	
smartphones (notably, the iPhone), it is also a supplier of chips for cellular 
infrastructure and for military applications. Shares had fallen roughly 100 bps 
more than the S&P 500 in late March as investors digested both the interruption in 
smartphone production in China and the lower demand from the global shutdown 
in economic activity. Apple appears likely to delay its release of the next-generation 
iPhone and that too made shares more attractive. China has gotten back to work and 
is now focused on continuing to build its new 5G cellular infrastructure and we expect 
QRVO to benefit, even as iPhone sales are delayed. Investors will then begin to look to 
2021 iPhone builds to drive the next leg up for QRVO which has seen its dollar content 
in the iPhone rise.

•	 Walmart	de	Mexico	(WMMVY)	–	Walmart’s	Mexico	operation	is	the	dominant	retailer	in	
the region and offers delivery services for grocery and other staples. Competitors lack 
the capability for fresh grocery delivery and Wal-Mex has been able to capitalize on its 
presence in urban areas. 

We continue to hold the majority of earlier positions. Highlights by sector: 
•	 Communication	Services:	Our	exposure	covers	both	U.S.	search	engines	(GOOG)	

and Chinese (BIDU) and continue to see both well positioned even in an economic 
slowdown as more activity shifts to the Cloud. We also retain T-Mobile (TMUS) which 
has outperformed significantly as the combination with Sprint would become a strong 
third telecom provider in the U.S. with expanded services and a stronger 5G footprint. 

•	 Consumer	Discretionary:	Our	remaining	holdings	include	TJ	Maxx	(TJX),	EBAY	(EBAY),	
Lennar (LEN), and Borg Warner (BWA) (alongside our new position, Home Depot). All 
have held up relatively well, except BWA, which is suffering from negative trends in 
Autos, and more recently, LEN, as credit concerns hit the mortgage market. We like 
BWA for its ability to play an increasingly large role in making cars and trucks more 
energy efficient and less polluting. Spending on those innovations will continue to 
rise, although the decline in auto sales has been hurting revenues and profits. But 
because of its ability to gain share in total spend on auto manufacturing, BWA could 
be better positioned to recover once automakers return to design activities. Lennar, 
as a builder of entry-level and first-upgrade housing, had been enjoying strong 
demand as millennials enter the market and as retirees seek to downsize. The crisis is 
obviously throwing the housing market into disarray and we should expect the decline 
in sales to persist for some time. 

•	 Consumer	Staples:	Casey’s	General	Stores	(CASY),	Midwest-based	convenience	stores,	
gas stations, and take-out food has held up well. It remains likely to do reasonably 
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well during the crisis since it provides essential items and likely becomes a place for 
consumers to obtain gas, food, and other necessities. Also, cheaper oil helps CASY 
since gas prices tend to drop after oil prices and profits on gas widen in the interim.  
For now, though, consumers are staying home and that is hurting sales, but once 
the stay-at-home directive is lifted, we expect CASY to be among the first to recover. 
Darling Ingredients (DAR), a processor of protein waste (think: animal carcasses), 
benefits from rising meat consumption as incomes around the globe rise. With the 
lockdown in China, its shares have fallen, but now that China is reopening, that should 
help DAR. People still have to eat. It also provides, through a joint venture, biodiesel 
fuel and that is being hurt by the general slowdown in economic activity and lower 
price of oil. With the protein business as a strong foundation, it would be better 
positioned than many others to see recovery even in a lower-for-longer oil world.  
Constellation Brands (STZ), a large supplier of beer, wine, and via Canopy, cannabis.   
Beer and wine tend to hold up well when incomes are depressed, so this one ought to 
also recover more quickly (and sales should continue through the crisis since grocery 
and liquor stores remain open). Walmart de Mexico (WMMVY) is the most recent 
addition (see above).

•	 Energy	–	our	remaining	position	is	Conoco	Philips	(COP),	an	integrated	provider	with	
a strong balance sheet and best-positioned assets. It stands to gain share as the 
OPEC pressure lingers and could find attractive acquisition candidates to expand its 
holdings. It currently has the lowest breakeven costs of production in the U.S. so is 
least vulnerable to lower priced oil, and would gain the most when and if oil prices 
rebound. 

•	 Financials	–	Financials	have	also	been	hard	hit,	first	by	the	fall	in	interest	rates	and	
then by the expectations of lower demand from the crisis. And while bank balance 
sheets are very strong, the stocks are trading as if they may fall into financial 
distress. Financial markets are functioning well, despite the crisis, and the Federal 
Reserve has stepped into amplify liquidity in markets, including commercial paper, 
overnight lending, and municipal bonds.  We continue to favor Citigroup (C) and 
Bank United (BKU), based on strong capital positions and continued ability to serve 
customers. Mortgage insurance provider, MGIC Investment Corporation (MTG), has 
been instrumental in facilitating the entry-level (and higher) home buying market and 
longer-term growth there will depend on ongoing demand for new homes. Short-term, 
we know this will decline, but the longer-term outlook depends on how well protected 
consumers will be during the crisis, and thus far, the government is moving in the right 
direction. 

•	 Healthcare	–	we	have	been	focused	on	analytical	tool	companies,	testing	labs	medical	
device companies and hospital and physician office suppliers.  We prefer these rather 
than big pharma for growth potential, and they also are insulated from much of the 
political controversy surrounding drug pricing and medical insurance. Even before 
this crisis, the group stood to gain from demographic trends which are driving higher 
demand for medical treatments, research into those treatments, and the need for 
more supplies for hospitals and doctor offices. The coronavirus crisis is pushing even 
higher demand for drug discovery research, elevated testing for the virus, and a 
greater need for medical supplies.

•	 Industrials	–	we	are	holding	defense	companies,	Kratos	(KTOS),	L3	Harris	(LHX),	and	
Raytheon (RTN), and transportation companies, American Airlines (AAL) and XPO 
Logistics (XPO). The defense companies have been benefitting from rising global 
spending on munitions, surveillance and other equipment for the last couple of 
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years. AAL is obviously being hardest hit because of the unprecedented decline in 
international and domestic air travel. The industry is likely to receive support to bridge 
the gap between costs and sales during this period of global containment efforts. 
AAL and the others will most likely suffer a permanent reduction in business since 
firms are finding alternative ways to communicate with employees and customers 
without actually being physically present. But that shift appears far smaller than the 
stock price decline, so we see the drop as reflecting more the elevation of risk than a 
reasonable assessment of permanent damage to the business.  When containment is 
lifted, businesses will likely place meeting with partners and customers at the top of 
the list. XPO is a trucking logistics company and is being hurt by the general reduction 
in commerce, but the underlying business is simultaneously benefitting from the 
increase in online shopping and related need for delivery services. 

•	 Information	Technology	–	our	positions	are	focused	in	five	areas:	mobile	services/
devices, data center/5G expansion, cybersecurity, financial tech, and online 
commerce. We have selected companies which have strong competitive positions by 
virtue of the uniqueness of their offerings and their technical capabilities and so are 
able to maintain strong margins. Many of these companies have relatively low levels 
of fixed costs because they outsource manufacturing which helps them maintain 
relatively strong profits even during downturns. 

•	 Materials	–	we	retain	positions	in	Ball	(BLL)	and	Berry	(BERY).	BLL	provides	cans	for	
beer, soda, and other food and beverages. Not only is there a growing trend towards 
cans and away from glass, but BLL dominates in this space and has made advances 
in customization of shapes and styles. BERY is an innovative packaging company and 
has enabled better delivery of both staples and specialty medical products (to control 
and deliver appropriate dosages). 

We still have some dry powder. We are identifying potential additions that (1) have 
become undervalued using multiple valuation metrics, (2) are more likely to outperform 
in the next 6-12 months, and (3) adhere to our long-term investing goals (3-5 years) for 
appreciation. 

Core Dividend / U.S. Dividend

Review
The S&P 500 Index comprised of large cap, mainly U.S.-based companies posted the 
worst quarter return since the fourth quarter 2008, declining  19.60%.  The ACM U.S. 
Dividend portfolio performed comparably to the S&P 500, recording a decline of 19.83%, 
net of fees.  

True to the index sector performance, the three lagging positions in U.S. Dividend came 
from Energy and Financials.  Our risk exposure discipline preventing simultaneously 
holding multiple regional banks in the portfolio helped protect capital in an extremely 
weak quarter for regional banks.  The other weak Financial sector holding, Metlife (MET), 
is the largest life insurer in the U.S. by assets, but has taken steps to simplify, streamline 
its operations.  Notable moves in this regard include the spinoff of Brighthouse Financial 
in 2017, and a recent proposal to sell sizable European assets to Assicurazioni Generali 
SpA.  We applaud these moves.  Reducing the unwieldiness of its global operations plus 
regular share buybacks, running at the rate of 3% per year over the last five years, has 
significantly improved the company’s profitability measured by return on equity.  
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Transactions
In Financials, we added Broadridge Financial Solutions, Inc. (BR), restructured our 
regional bank exposure by selling US Bancorp (USB) and buying Truist Financial 
Corporation (TFC), and adjusted our money center bank position by trimming JP Morgan 
(JPM) and adding Bank of America (BAC).  

In Information Technology we trimmed KLA Corporation (KLAC) and Texas Instruments 
(TXN) and purchased Mastercard (MA).  Mastercard is not just a plastic credit card 
company, but has positioned itself to be a long-term beneficiary of the global move to 
digital payments.  The sharp price correction provides an opportunity to participate in 
MA’s likely impressive earnings stream at an attractive price.  

In the Health Care sector we added Merck (MRK), Thermo Fisher (TMO), and Abbott 
Laboratories (ABT), trimmed Johnson and Johnson (JNJ), and sold Becton Dickinson 
(BDX).  Although our Health Care companies, generally, have held up better than 
the market with their more defensive business models, we think the current market 
environment revealed better long-term growth/value combinations in our new 
investments.    

In Industrials, we added Honeywell International Inc. (HON), sold 3M Company (MMM); 
added Lockheed Martin Corporation (LMT), sold General Dynamics (GD); and added 
Masco Corporation (MAS).  Both MMM and HON are accomplished multi-industrial 
conglomerates.  While 3M’s collection of brands, patents, and businesses should still 
generate long-term value, we believe Honeywell is better positioned going forward.  We 
favor Lockheed over General Dynamics (GD) due to the more focused defense business 
which enjoys primary contractor status in a limited supplier industry.  MAS is a global 
leader in home improvement and building products with leading brands including 
Delta and Hansgrohe in faucets/water fixtures; and Behr and Kilz in paints/coatings.  
Impressively, the company sold its windows and cabinetry businesses for attractive 
prices at $1.75 billion combined.   Fortuitously, Masco received $850 million in cash for 
the sale of its Cabinetry Products division just before the market decline.  This should 
position MAS to make acquisitions at attractive prices

In the Consumer Staples sector, we added Estée Lauder Companies (EL), sold PepsiCo, 
Inc. (PEP), and trimmed our positions in Walmart and Costco at the end of the quarter.  
Both Walmart and Costco still have many of the characteristics we seek including 
scale, brand, market share, and leading technology to stay competitive in the new 
omnichannel world, there were other companies whose stock prices declined to such 
a severe degree relative to their long-term earnings power in the quarter we wanted to 
move some capital to these more compelling opportunities.  

Other transactions included the acquisition of The Walt Disney Company (DIS) and 
sales of Public Storage (PSA), Eastman Chemical (EMN), and International Flavors and 
Fragrances (IFF).  

Outlook
Long-term investors in U.S. Dividend will note the extra activity this quarter.  Partly 
due to opportunistic trades due to increased market volatility, but mainly due to an 
objective to upgrade the portfolio to companies we think offer better long-term growth 
prospects.  Importantly, none of the activity was necessary to upgrade portfolio quality, 
that is, to focus on better balance sheets with the government-imposed recession 
in an effort to control COVID-19.  A U.S. Dividend portfolio always feature companies 
with lower debt levels and other favorable higher-quality characteristics to deal with 
a more challenging economic climate.  Indeed, we show a strong report card with our 
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average Financial Health Grade as measured by Bloomberg at “A-“ with “B+” our lowest 
individual company grade.  Compare that to the S&P 500 average of “B” with multiple 
companies having grades of “C”, “D”, and “F”.  Ergo, we not only expect our companies 
to avoid participating in the government handout, but also, gain market share.  They 
can capitalize on the market’s weakness by purchasing assets at attractive prices while 
weaker competitors lack the financial capability.    Moreover, all of our investments pay 
a cash dividend which provides a “paid-while-you-wait” aspect to the portfolio while the 
economy works through the slowdown and moves to recovery.  The portfolio currently 
yields 2.7% compared to 2.4% for the S&P 500.  

Income with Growth

Objectives
The objectives of Income with Growth are to produce a high level of income with the 
capacity to grow that income at the rate of inflation over time.  Since fixed-income 
provides fixed coupons, Income with Growth relies predominantly on higher yielding 
equities, which implies that the portfolio produces equity, not fixed income, volatility.  
And since it requires all investments to produce income, it behaves very differently from 
the broader equity market.  

What have we done in the current market turmoil?
Initially, we sold off the companies that we regarded as most at risk from the virus and 
the plunge in oil prices, namely Occidental Petroleum (OXY) and Carnival Cruise Lines 
(CCL).  We proceeded to sell off our two amusement park holdings, Cedar Fair (FUN) 
and Six Flags Entertainment (SIX), a Latin-American airline, COPA (COPA), two pipelines 
companies that had a bit too much debt on its balance sheet for our comfort NuStar 
Energy L.P. (NS) and Targa Resources Corp. (TRGP), and a casino REIT, Gaming and 
Leisure Properties (GLPI) as we were trying to stay ahead of any possible reductions in 
dividends.  We also held Pattern Energy (PEGI), which was acquired for cash.  We allowed 
our cash positions to remain elevated initially and have only been deploying cash more 
recently.

On the fixed income side, we have had to re-evaluate the creditworthiness of all of our 
holdings multiple times to review their ability to survive.  The effects of the pandemic 
and the market reactions have altered the criteria by which we make such judgments 
and market conditions evolve rapidly.  The Fed’s policy initiatives have added hundreds 
of billions of dollars of liquidity into each of several different credit markets already and 
they continue to add more every day.  This has already had a material positive effect on 
these credit markets, although liquidity remains low.   

In choosing new investments for the redeployment of our cash, we tried to identify 
companies that we judged would not only survive, but could come back sooner or were 
less vulnerable to the turmoil in the economy and market.  One of our first purchases 
was Lincoln Financial (LNC), a life insurance company with a large book of business in 
annuities.  We substituted Magellan Midstream Partners, L.P. (MMP) for NuStar as we 
want to focus on best in class operators with sustainable dividend policies.  We still hold 
a bit more cash than normal and continue to look for safer investments and will deploy 
at the appropriate times.  In light of the Fed’s intervention into the mortgage market, we 
are likely to retain our mortgage sensitive holdings, and possibly add to the government 
guaranteed arena.
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One of our greatest concerns is that companies feel under duress, and therefore are 
aggressively trying to protect their cash reserves.  Many have drawn down entire credit 
lines, just in case they need the funds.  Others have reduced or cut dividends for the 
same reason.  We saw the same kind of behavior in 2008, when corporate treasurers 
husbanded cash in every way they could, including cutting capital investment, stock 
buybacks and dividends.  This is prudent, since many companies know they are likely 
to run losses while the economy is shut down and they want to make sure they can pay 
their bills until business operations resume.  

We are trying to react to changing market conditions as quickly as we can, or to 
anticipate those changes when possible.  Our team has conducted line item analysis 
of every company we own, looking at balance sheets income statements, dividend 
coverage, debt maturities etc.  Conditions are changing very rapidly and unexpectedly 
and our goal is to navigate through any changes made by companies to continue to 
provide a high level of cash flow to investors.    

Balanced

Objectives
The Balanced Strategy is designed to provide clients long-term portfolio appreciation 
along with a stream of income from both dividends and fixed income coupons. The 
current market dislocation is challenging short-term performance, but income streams 
remain mostly intact, and long-term performance goals also remain resilient, although 
investor confidence in even the long-term view has been shaken. By combining both 
equity and fixed income exposure (of the client’s choosing), Balanced should under most 
scenarios buffer the principal in the portfolio from the full extent of the equity market’s 
gyrations—by how much depends on the share of fixed income selected. 

Coronavirus Impact on Equities and Fixed Income
The Balanced Strategy was hit particularly hard by the sell-offs in both stock and bond 
markets because of its tilt towards higher yielding stocks, bonds, and preferreds, as 
compared to its benchmarks, the S&P 500 and the Barclay’s Aggregate Bond Index (AGG). 
The S&P 500’s average yield as of December 31, 2019 was 1.8%, while the equities in T3 
Balanced were yielding an average of 3.4%. The Barclay’s AGG was yielding 2.3% at the 
end of 2019 because it is comprised exclusively of U.S. Treasuries (45%) and  investment 
grade securities (55%), such as mortgage-backed securities and corporate bonds. By 
contrast, the fixed income securities in T3 Balanced were yielding approximately 3.7% 
on average as of the end of 2019. T4 and T5 Balanced are designed to deliver even higher 
yield through both higher-dividend equities and higher-coupon fixed securities and so 
hold more positions which sold off more sharply over second half of the first quarter. 

During late February and throughout March, not only did investors grapple with the 
uncertainty and broader economic consequences triggered by the spread of the 
Coronavirus, but they also found the need suddenly to raise cash as margin calls were 
triggered by declines in stock and bond prices.  The Federal Reserve has since stepped 
in to provide much-needed liquidity, and we are slowly seeing that credit crisis dissipate 
and fixed income securities recover from those sharp declines. Equities, too, have begun 
to recover as investors begin to look at longer term earnings power on which to base 
valuations, rather than near-term profits which are going to take a significant hit for 
most companies.  
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Strategy Adjustments During Q1:
Some sectors have been harder hit than others and will take longer to recover. 
Obviously, Travel & Leisure firms are suffering the most because of the shutdown: cruise 
lines, movie theaters, amusement parks. Balanced included some of these positions for 
their long-run appreciation potential and because they brought substantial yields. Many 
of those are likely to see demand slow to recover either because of ongoing restrictions 
or aversion among consumers. Others which should fare better during the shutdown 
because of take-out menus (McDonalds, Dunkin Donuts) still sold off substantially. But 
they are likely to bounce back quickly once people are allowed to venture out to their 
favorite haunts again. We saw most of our holdings in Consumer Discretionary suffer 
steep declines relative to intrinsic value, but decided to retain only those where we had 
reasonable visibility to forecast an early-phase recovery. 

Similarly, in Financials, banks and business development companies (BDCs) sold off 
sharply as investors feared a recession would bring crisis to that sector. And while 
that was a concern in the last recession, it is much less likely to be one here. Moreover, 
some of our higher yielding Financials holdings were hit particularly hard as a liquidity 
crisis developed and investors were pushed to raise cash. Banks are in much better 
shape (capital structure) and are seeing a rise in business because of the role they are 
playing in smoothing cash flows for firms and households. The BDCs we own are similar 
to banks but they focus on lending to middle-market entities; we have selected only 
those which own upper tier debt, but as the credit crisis emerged, fears escalated that 
even those borrowers would be stressed. Ultimately, because the majority of economic 
activity will return, and because of the business segments in which our selected BDCs 
operate, we expect to see the group rebound sharply. This has begun. The large money 
center banks should also see sharp recoveries as fears recede and economic activity 
returns. Helping them, also, is the key role they are playing in executing some of the 
federal government’s and Federal Reserve’s economic support activities. 

We have moved assets away from companies we think will take longer to recover 
and into positions we expect to benefit from the early stages of recovery (6-12 
months). We also used elevated levels of cash to move into positions available well 
below intrinsic value. Among those sold are:
•	 DOW	Inc.	and	LyondellBasell	–	these	materials	companies	are	exposed	to	the	broader	

level of economic activity, which will continue to fall for at least several weeks, and 
they are also adversely affected by OPEC’s decision to cut prices and increase oil 
supply. 

•	 ExxonMobil	(XOM)	–	this	massive	integrated	oil	company	is	suffering	both	from	the	
drop in economic activity and also from OPEC’s decision. We liked its diversified 
business model – from exploration and production to refining and chemical 
production. This had served to insulate it from gyrations in oil prices in the past. 
Moreover, the current environment means its high debt levels become a liability. 
Between lower demand from corona mitigation efforts and the OPEC decision, growth 
is no longer an option for XOM. 

•	 Carnival	Cruise	Lines	(CCL)	–We	liked	CCL	for	its	appeal	to	several	groups	(aging	
Boomers, China’s new middle class, millennials) and saw demographic trends shifting 
in its favor.  Unfortunately, it will take some time for cruisers to venture back onto a 
boat. And while we think the decline in shares builds in far too little future demand, 
for now, bookings will have to show some signs of recovering before the stocks start to 
appreciate materially and for the long term.
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•	 SIX	Flags	(SIX)–	amusement	parks	were	among	the	first	to	close	to	try	to	help	prevent	
the spread of the virus, but they also seemed likely to be among the first to reopen 
(given that they are outdoors). As new information pointed to a longer duration of the 
containment efforts, however, it appears that opening this summer may not occur. 

•	 Ford	(F)	–	the	auto	industry	will	also	suffer	declines	in	sales	as	demand	grinds	to	a	
halt and Ford’s high degree of leverage and limited exposure to the next wave of auto 
technology (electric) makes it a less likely candidate for a quick recovery.  

We have moved into positions that, before the selloff, were too expensive relative to 
fundamentals, but now are attractive: 

•	 Home	Depot	(HD)	–	this	supplier	of	hardware	and	building	materials	for	both	
professionals and do-it-yourselfers tends to hold up better during bad times. When 
cash-constrained, homeowners will still complete home repairs, even as they curtail 
purchases of luxury items or vacations.

•	 Disney	(DIS)	–	this	one,	too,	is	suffering	from	the	disruption	to	movie-making	and	
theme parks, but the strength of its balance sheet and its brand should enable 
investors to reinvest with confidence once the closures lift. 

•	 Merck	(MRK)	–	a	stalwart	pharma	with	an	attractive	dividend;	we	have	owned	this	in	
some tiers of Balanced for a while, but recently added it to T3. 

•	 Zebra	(ZBRA)	–	provides	handheld	barcode	readers	used	in	Amazon	warehouses,	
tracking equipment for hospitals, sports teams, and, soon, the US Postal Service. As 
Amazon’s business grows, so too does Zebra’s. We have owned this in Growth for a 
while and it became cheap enough to add to Balanced with the recent sell off. 

•	 We	consolidated	our	auto	exposure	into	General	Motors	(GM)	when	we	sold	Ford,	since	
GM has the benefit of greater China exposure and a leg up on development of electric 
vehicles.

We continue to hold the majority of earlier positions. Highlights by sector: 
•	 Healthcare	–	we	have	been	focused	on	analytical	tool	companies,	testing	labs	medical	

device companies and hospital and physician office suppliers.  We prefer these rather 
than big pharma for growth potential, and they also are insulated from much of the 
political controversy surrounding drug pricing and medical insurance. Even before 
this crisis, the group stood to gain from demographic trends which are driving higher 
demand for medical treatments, research into those treatments, and the need for 
more supplies for hospitals and doctor offices. The coronavirus crisis is pushing even 
higher demand for drug discovery research, elevated testing for the virus, and a 
greater need for medical supplies.

•	 Information	Technology	is	positioned	to	benefit	from	growing	investments	in	data	
centers, the new 5G cellular standard, and fintech. Companies within these subsectors 
have held up reasonably well (especially when you look at 2019 outperformance) and 
we expect them to be among the first to rebound once we get a better handle on the 
duration of this crisis.

•	 Communications	Services	has	held	up	well	as	Alphabet	(GOOG),	Verizon	(VZ),	AT&T	(T)	
and Vodafone (VOD) can be thought of as modern-day utilities – except they grow and 
make solid profits. Plus, the move to 5G expands potential activities for the telecoms. 

•	 Consumer	Discretionary	was	among	the	hardest	hit	as	stores	close	temporarily.	
Ultimately, though, establishments like McDonalds (MCD), Dunkin Donuts (DNKN) 
and TJ Maxx (TJX) benefit even when incomes are depressed, so we think they will 



2019 REVIEW AND 2020 OUTLOOK | Q4      P16

be among the first to recover. We continue to own Las Vegas Sands (LVS) because as 
China and Asia recover from the crisis first, its casinos in Macau and Singapore are 
likely to resume and investors will see profits begin to recover. We also continue to 
hold Williams Sonoma (WSM) and like its high online exposure combined with the 
recent pickup in housing purchases. 

•	 Consumer	Staples	has	outperformed	for	good	reason.	Demand	for	household	staples	
has supported General Mills (GIS). Constellation Brands (STX), a large supplier of beer, 
wine, and via Canopy, cannabis. Beer and wine tend to hold up well when incomes are 
depressed, so this one ought to also recover more quickly (and sales should continue 
through the crisis since grocery and liquor stores remain open).

•	 Energy	has	been	among	the	hardest	hit	as	OPEC	disintegrated.	As	noted	above,	we	
sold XOM, but retained Kinder Morgan (KMI), a pipeline and storage provider. Despite 
the low prices of oil, KMI’s storage and pipelines are well positioned – oil still has to get 
to refineries and it’s connected to the most resilient fracking fields.

•	 Financials	have	also	been	hard	hit,	first	by	the	fall	in	interest	rates	and	then	by	the	
expectations of lower demand from the crisis. But bank balance sheets are very strong 
yet the stocks are trading as if they may fall into financial distress. We own solid money 
center banks, including Bank of America (BAC), Citigroup (C), and JPMorgan Chase (JPM), 
as well as business development companies (BDCs) such as Ares Capital (ARCC) and 
Hercules Capital (HTGC), and REITs such as commercial real estate players, Blackstone 
(BXMT), Ladder Capital (LADR) and New Residential (NRZ), and WP Carey (WPC). 

Fixed Income

Objectives
The Fixed Income portfolio has two main goals: try to preserve capital and try to 
generate income at an attractive risk-adjusted total return.  While bond / preferred prices 
continuously move, in very volatile times, especially when fixed income market liquidity 
dries up, these moves (based on the last trade) can be substantial. Currently fixed 
income is relatively illiquid although liquidity varies significantly by bond and issuer. 
Even investment grade liquidity is much lower than what it was in early 2020.   

What happen in the fixed income market in 1Q’20?:
The first quarter of 2020 was a very tough quarter for fixed income across investment 
grade bonds, high yield bonds, and preferreds. While the average investment grade 
bond was down approximately 3.6%, this doesn’t tell the entire story as many bonds 
had very few trades. In times of poor liquidity and/or market fear, a few forced sellers 
can dramatically depress the price of a bond so that it does not reflect fundamentals. 

We often target securities we think are mispriced relative to the risk, but in the current 
time of poor liquidity these bond prices are more volatile and arguably not reflective of 
risk or fundamentals. A multi-billion investment grade portfolio will therefore likely be 
very heavily concentrated in the bonds of Mega Cap. companies that are currently more 
liquid. Those, however, will generally have lower yields than less well-known issuers, 
even at the same credit rating.

Overall, non-investment grade rated securities had a much tougher quarter with the 
average high yield bond down over 12.5%. What is worth noting is that the spread 
between Investment Grade and High Yield bonds hit the widest levels since 3Q’09. 
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Preferreds also had a very tough quarter. One benchmark, the iShares Preferred and 
Income Securities ETF (PFF), a large preferred ETF, was down roughly 14.6%. This index 
includes a substantial amount of investment grade preferreds so the performance does 
not represent the entire preferred market. Some of the bonds we are own are currently 
less liquid than Mega Cap. bonds and this has impacted trading levels as liquidity can 
overpower fundamentals in the short-term. Also, buyers are more in control in a less 
liquid market. Typically, Mega-Cap bonds offer more liquidity, but substantially less 
yield than non-Mega Cap bonds. The literal stopping of the economy has dramatically 
exaggerated the liquidity difference between Mega Cap. and other investment grade 
bonds.

Please see below to appreciate the massive widening in both Investment grade credit 
spreads (Blue) and high-yield credit spreads (Red). Also, note the massive divergence 
between the two benchmarks. The economic uncertainty combined with the turmoil in 
the energy markets has resulted in dramatically reduced interest in high yield securities. 
While our high yield bond exposure in fixed income was relatively low at roughly 10%, 
almost all high yield securities have been affected by this sell off regardless of industry 
or balance sheet strength. The lack of liquidity in High yield has been dramatically more 
impactful on bond and preferred prices. 

To put context into why we historically have been willing to own carefully selected high 
yield bonds, over the last 5, 10, and 15-year periods through 12/31/19, high yield bonds 
have returned approximately 1.5%-2.0% per annum more than investment grade bonds.  

— ICE BofA US Corporate Index Option-Adjusted Spread 
— ICE BofA US High Yield Index Option-Adjusted Spread

Shaded areas indicate U.S. recessions   Source: Ice Data Indices, LLC   fred.stlouisfed.org

25

20

15

10

5

0
2006 2008 2010 2012 2014 20182016 2020



2019 REVIEW AND 2020 OUTLOOK | Q4      P18

What happen in fixed income portfolios?
We quickly discuss what happened in the four main parts of the corporate bond / 
preferred market.

- Investment grade bonds – we own bonds across all industries including a range of 
financial companies, real estate, utilities, materials, industrials, consumer, technology, 
energy, and healthcare. Many of these companies are relatively large companies 
with sizable business that generate strong cash flow. For longer-dated bonds, we 
tend to go higher quality and own businesses that we think can generate strong cash 
flow throughout a business cycle. These bonds have been affected by credit spreads 
widening due to the rampant search for liquidity as well as economic concerns. It is 
important to remember that investment grade rated companies generally have access 
to the debt markets although at times of market volatility the interest rate will be a 
bit higher. Regarding energy names specifically, most of our energy exposure overall 
is to companies that refine, gather, and / or process oil and gas. These companies 
have hard assets that help provide downside protection. We have limited exposure to 
oil and gas producers that have direct commodity exposure. We think many ‘energy’ 
companies have been grouped as directly exposed to oil price and this is simply not 
the case. 

- High yield / non-rated bonds – we own a few high yield / non-rated bonds in fixed 
income accounts. Typically, we try to buy shorter-dated bonds and/or bonds of 
companies which own hard assets that we think are worth more than the amount 
of debt outstanding even in tough times. Companies with hard assets or low 
maintenance capex requirements have more options to cut spending and generate 
cash flow during times of market stress. It should be noted that liquidity has been 
extremely poor in high yield markets. No one wants to buy high yield bonds unless 
the price accepted by an urgent seller is quite low. High yield has been really pulled 
down by concerns in the energy market combined with macroeconomic concerns. We 
continuously review our credit analysis of high yield / non-rated issuers to ensure we 
are comfortable holding these bonds at current prices. Should things change, we act 
accordingly, but think many of these names have irrationally sold off to levels that 
don’t make sense.

- Investment Grade Preferreds - The investment grade portion of portfolios includes 
investment grade rated preferreds. For investment grade rated preferreds, we tend 
to focus on the three types of companies that we consider more resilient, namely: 
financial institutions, utilities, and real estate. This part of the fixed income world 
has become extremely disconnected with any logic, reason, or credit analysis. The 
vast majority of the companies whose preferreds we own, that paid a dividend on 
their stock in early 2008, continued to pay at least a $0.01 dividend through the 
crisis which means the preferreds continued to collect dividends. Even in difficult 
times, companies will often pay a $0.01 dividend to maintain status as a dividend 
paying stock which keeps dividend payments flowing to the preferred holders. In an 
unusual event, during this period one company’s stock went up while the preferred 
went noticeably down, this is not a normal scenario. Our Investment Grade Preferred 
selection has been generally strong and many have nicely outperformed the iShares 
Preferred and Income Securities ETF (PFF). 

- High yield / Non-rated investment Grade Preferreds – These names have been 
significantly hurt by the sell-off that began in February. The majority of the non-rated 
preferreds are cumulative which helps protect value (if not paid now, will be owed). 
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The other high yield, non-cumulative, preferreds are generally larger companies, rated 
BB or BB+, and the Issuing Companies/Parent have $40+bn market capitalizations. We 
own some of the mortgage REIT preferreds, and these have been extremely volatile 
given the market and concerns of the coronavirus on the mortgage market. A large 
portion of the mortgage market is government backed, called agency mortgages, 
and the Fed started a program in mid-March to both buy agency mortgage securities 
and ensure liquidity in the financing market of agency securities. We are closely 
monitoring each of our non-rated preferreds and the mortgage market in its entirety.

What have we done and where do we go from here?
Historically in fixed income, we been primarily focused on Investment grade bonds 
and preferreds for a large portion of the portfolio (often 75-80% for a pure fixed income 
strategy). The remaining part of a fixed portfolio consists of a few high-yield/non-
rated bonds and a few high yield / non-rated preferreds. Recently the lack of liquidity 
and general market concerns have created tremendous opportunities across many 
investment grade securities. 

Regarding activity in the quarter, we bought some very high quality, relatively short 
bonds at yields that two months ago seemed unthinkable. For example, we purchased 
a 2020 A-rated bond at above a 4% yield. Once again, someone insisted on selling and 
we were able to buy at attractive prices. In this market, liquidity providers are getting 
paid to do so. Furthermore, a few bonds have either matured or been called. We have 
evaluated selling some of our higher credit risk bonds, but we are also very cognizant in 
times of poor liquidity, that finding a buyer at a fair price is not always easy. Some of our 
bonds are trading at levels that we do not think are reflective of fundamental value and 
in these cases we are simply staying put either until the price adjusts or until maturity. If 
we think we are likely to get par back at maturity, or if we think even in a distressed case, 
we will receive more than the current bond price, it does not make sense to sell.

It is worth making a clear distinction between price risk and credit risk. Price risk is the 
risk of the bond price moving around quite a bit while credit risk is the risk the Company 
can’t actually pay you back. Credit risk is the major concern in challenging economic 
times. First, we decide if are we getting paid a sufficient yield to still own the bond / 
preferred. Also, if we think the bond will return par or is worth significantly more than 
its current trading price, it is prudent to not sell in the face of others panic or desperate 
search for liquidity. This liquidity consideration is a key factor this is unique to the 
fixed income market. A buyer and a seller must directly connect via a trader or trading 
platform to execute a trade. Some bonds may not have a single trade for a day or more 
while almost every equity trades daily.

This is where credit analysis comes into play. For example, some companies have 
very little debt and tremendous cash flow. Others perhaps have more debt, but own 
assets that we think cover the value of the debt. Another key consideration is the cash 
flow generation potential of a business. For example, a real estate company buys and 
owns buildings and then typically must only spend a small portion of their cash flow to 
maintain the business. The more excess cash flow potential of a business the better the 
debt story.

Going forward, we are focusing on upgrading the portfolio as yield on higher quality 
names has risen substantially. Additionally, we continuously evaluate if we should sell 
and move on to more attractive opportunities; however, given the lower liquidity the 
potential sale price must make sense. We think it is important that as investors we stay 
relatively calm and disciplined in times like these.
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Global Dividend

Global Growth

International ADR 

Review
Rising recession fears and uncertainty regarding the timing of the return to normal 
business activity punished global equity prices.  The MSCI All Country World Index 
(ACWI) sank  21.37% for the first quarter 2020 and the broader MSCI All Country World 
IMI Index which includes smaller-sized companies dropped  22.44%.  The ACM Global 
Dividend, ACM Global Growth and International ADR portfolios was in line with these 
indices, returning, after fees,  -20.35%, -20.79% and -21.47% respectively.  

There were few places to hide in the dismal quarter with all sectors and almost all 
countries represented in the ACWI declining double-digits for the three months.  Even 
though the virus has yet to significantly infect many developing countries, these markets 
represented most of the worst performing.  Capital flowed out of emerging markets 
as panicky investors liquidated positions to increase cash.  Brazil (-49.93%), South 
Africa (-42.19%), Indonesia (-39.09%), Russia (-36.85%), and Mexico (-36.80%) suffered 
the most.  Somewhat paradoxically, China, purportedly where the coronavirus began, 
recorded one of the best country returns, slipping  9.95%.  Denmark posted the best 
result at  8.73%.  Other leading country returns included Switzerland (-13.33%), Hong 
Kong (-16.67%), and Japan (-16.71%).  Japan, Switzerland, and Hong Kong typically 
benefit in risk-off environments due to the safe-haven aspect of their currencies.  
“Seeking shelter from the storm” also engendered tremendous demand for U.S. dollars, 
and the greenback strengthened significantly.  

Although defending better than the benchmark, the ACM Global portfolios did not 
escape the extensive selloff by the virus-rattled market.  Travel-related names, in 
particular, such as airlines and airport operators generally lost half their value from their 
peak over the three months as virus-engendered travel restrictions took hold globally.  
Although short-term, air traffic volumes will be under pressure, we look for a smart 
recovery due to pent-up demand when passengers are permitted to take to the skies 
again.  

It was not all agony and pain in the quarter.  Several investments registered double-digit 
gains for the three months.  For Global Dividend this included Virtu Financial (+31.87%), 
Top Glove (+28.14%), and RIB Software (+22.73%).  For Global Growth, the leading stocks 
included Virtu Financial, Avantor (+24.78%), and Qiagen (+23.08%).  Virtu’s trading 
technology helps clients narrow the bid/ask spread which tends to widen in times 
market volatility.  As measured by the VIX, volatility was experienced to unprecedented 
degree in the first quarter.  We like the company’s technology and lead market maker 
position in 600 ETPs or exchange traded products.  Top Glove, a Malaysian rubber glove 
manufacturer, advanced due to surging demand by medical personnel and others for 
disease protection. Global Growth’s new position Avantor Inc. (AVTR)  was discussed 
earlier Qiagen’s stock popped higher on news Thermo Fisher is acquiring the company 
for all cash.  The stock finished up +23.78% for the quarter.  RIB Software’s price gain 
was also from a takeover.  Schneider Electric announced the acquisition of RIB at a 
significant premium.
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International ADR New Holdings:
Nestle (NSRGY) is a good place to start in terms of covering buy activity.  We have 
followed Nestle for several years, envious of their financial resources and stable of 
brands, but we were looking for a better valuation entry point which was finally offered 
in March as the market turbulence pulled the stock price down to a more attractive level.  
Nestle’s sheer scale allows for significant cost advantages by spreading fixed costs over 
a greater product suite.  The company’s impressive financial strength allows for more 
aggressive R&D and new product creation, unsurpassed marketing spend and brand 
development.  

Accenture (ACN), a global IT consulting juggernaut, helps approximately three fourths 
of the world’s Fortune 500 companies with their mission-critical digital operations.  
The company’s close collaboration with clients and the importance clients place on 
digital transformation make switching to a new vendor almost unthinkable.  Online 
transactions and digital commerce will no doubt accelerate in this new virus-obsessed 
world and Accenture excels in helping clients develop these capabilities along with 
mobile, cloud, social, and analytical services.  The company has an impeccable balance 
sheet, impressive profitability measured by return on invested capital, and tremendous 
free cash flow and free cash flow growth which we believe will result in continued 
double-digit dividend growth augmented with regular share buybacks.  

Pernod Ricard (PDRDY), a global spirit maker second only to Diageo, sports an 
impressive portfolio of brands in a variety of categories.  Some of the notable names 
include scotch whiskey offerings Chivas Regal, Ballantines, and Glenlivet; popular 
rums, Havana Club and Malibu; vodka brand Absolut; as well as Martell cognac.  The 
company’s brand breadth provides a competitive edge since customers can simplify 
their supply chain, buying products in multiple categories and price points from one 
vendor.  

We added Tencent Holdings (TCEHY), a China-based Internet services provider.  Notable 
offerings include communication and social networking applications, Weixin/WeChat 
and QQ; mobile payment system, Tenpay; online/mobile games such as Honour of Kings 
and League of Legends.  The company’s platform offers all kinds of content including 
applications, news, videos, music, comics, and literature.  Most of these rank first in 
their category.  Like Apple and Facebook, Tencent has created a nonlinear business 
model where the company is not only paid by users or advertisers for the many games, 
services, and applications, but also from vendors who happily pay Tencent for the right 
to offer their miniprograms on Tencent’s platform.   

ANTA Sports Products Limited (ANPDY), known as the Nike of China, is the biggest 
sportswear company in country.  The Anta brand has carved out a lucrative niche in the 
quality-at-a-good-value segment.  Typically, priced 20% below Nike and Adidas, but at a 
premium to other China sportswear companies, Anta earns first tier operating margins 
and returns on invested capital in its industry.    

Wal-Mart de Mexico (WMMVY), sometimes referred to as Walmex, is a separately traded 
subsidiary of Walmart.  Discussed in the Balanced section, Walmex locates most stores 
and generates over 80% of revenues from Mexico with the remaining operations in 
Central America.  

International ADR Sales:
Sales for the quarter included TAV Havalimanlari, the Turkey airport operator; FEMSA, 
a Mexican convenience store company; and Ahold Delhaize, a Dutch-based retail store 
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operator.  We sold TAV in late January due to the Turkish government terminating 
the company’s Istanbul airport concession early.  Given political and central bank 
developments we also did not think it prudent to have investments in Turkey at this 
time.  Long-time holding FEMSA, is based in Mexico and we believe Walmex is better 
positioned for faster growth.  Ahold Delhaize executed well on their promise to extract 
synergies from its Delhaize acquisition, but we’re no longer convinced the company can 
fend off intensifying competition from Walmart, Amazon, and others.  

Global Dividend/Global Growth/International ADR Outlook:
As long-term investors we own companies that will generate earnings and cash flow 
for many years, and thus, a temporary downturn in earnings over the next quarter or 
two has very little impact on our estimate of the intrinsic value of the business.  Our 
investment philosophy is to invest long term in attractively-valued, conservatively-
structured, competitively-advantaged dynamic companies with growing free cash 
flow and honest, competent leadership.  In summary, we think of ourselves as 
business owners and like most business owners we want a financially strong business.  
Businesses with strong balance sheets and propitious cash flow generation survive 
periods of market turmoil and many times come out stronger as they gain market share 
at weaker competitors’ expense.  Being in a strong financial condition they can also 
purchase attractive assets at fire-sale prices.  Since our portfolios are predominately 
structured with these kinds of financially strong companies, we typically only transact 
to take advantage of opportunities, not to upgrade the overall financial strength of the 
portfolio.  You’ll note we carried extra cash early in the quarter, and although market 
bottoms are notoriously hard to predict, we have started to commit excess cash into 
quality companies highlighted in the above discussion.
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