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Despite increasing geopolitical tensions across the globe, the summer mainly brought tranquil weather 

for both vacationers as well as for stock investors.  In late August, the S&P 500 index reached 2,000 for the first 

time ever and traded near record levels for several weeks.  But as fall arrived, the stock market saw increased 

volatility and some downside pressure as investors began facing some new concerns. While the United States 

economy continues to see incremental improvement, the economies of both Europe and China have been 

showing signs of incremental deterioration.  Investor concerns have recently been manifest in the sharp decline 

in commodity prices and commodity-related stocks. 

Investment professionals are prone to say that stock selection is the key to investment success.  This was 

not necessarily true in years like 2013, when the rising tide of the market lifted all boats.  But as the economic 

recovery enters its sixth year, we believe that stock selection will once again become a critical component to 

future investment success. Even within our limited universe of stocks in our client portfolios, we counted seven 

stocks that moved more than 20% (gainers and decliners) during the third quarter.  That said, our stock selection 

is not based on short term momentum factors.  Rather, estimation of the long term value of equities we own 

continues to drive our investment process. For example, many energy-related stocks have suffered during the 

quarter on increasingly negative short term sentiment. Nevertheless, we see the sector as offering attractive 

value on both an absolute and relative basis.  

 We have posited on more than one occasion that while the stock market could be viewed as more than 

fairly valued after a five year rally, we still believe that equities should be the cornerstone of client portfolios.  

While we view the current market dynamics portending a secular lower return environment, we believe a 

prodigious allocation to equities will reward investors with respectable returns over the longer term. Sticking 

with attractively priced stocks in an uncertain market environment could prove challenging.  But we believe that 

patient investors will be happy they stayed the course. 

 

Getting off the Fast Track 

 

 In this space, we have reminded clients that one of the most dangerous mistakes equity investors make is 

becoming emotionally attached to a stock.  But even we admit that parting ways with Union Pacific (UNP 

$109.29) was not easy.  The performance of railroad stocks has been nothing short of spectacular over the past 

15 years.  On a split adjusted basis, Union Pacific has appreciated over 10 times since we first invested in the 

stock in 2000.  At the time, we saw the rail sector as benefitting from a combination of secular themes 

including: increasing global trade, improved industry pricing discipline, competitive positioning for the “green 

economy” (vis-à-vis trucking) and improved network speed and reliability.  

 We also remind clients that we are reluctant to sell stocks that have performed well just because of the 

magnitude of the gain.  If a company’s prospects improve in line with price appreciation, then there is little 

reason to sell.  Thus, for 14 years we have maintained a position in Union Pacific in a number of client 

accounts.  But the picture has begun to change in our view. 

 The secular themes that have propelled Union Pacific remain substantially intact.  But the stock price 

appreciation has finally surpassed what we consider fair value.  The stock now trades at about 19 times this 

year’s estimated earnings per share, representing a marked premium to a multiple of about 13 times only two 

years ago. It is also trading at a premium to the stock market overall and at a premium to some of its peers 

including CSX Corp. (CSX $32.07).   While perhaps shedding a tear for a long, memorable and rewarding trip, 

we will take the proceeds and mine the market for the next Union Pacific.  
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