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Investment Review and Outlook 

 

 Our concerns in July regarding the Chinese economy and the falling stock market proved prescient 

during the third quarter. Volatility in global equity markets reached the highest level in several years and broad 

stock market averages ended decidedly lower. As a result, the US stock market moved into correction territory 

for the first time in four years. The fallout from the stock market sell-off was felt broadly and spilled over into 

other markets, including commodities and high yield bonds.  

 Because of the deteriorating global macroeconomic outlook, the Federal Reserve chose to pass on two 

opportunities to commence a program of interest rate normalization. Stock market investors perceived this as 

Fed uncertainty regarding the durability of US economic recovery.  In our view, the US economy maintains 

sufficient underpinnings such that measured interest rate increases would not have a meaningful impact on 

growth. In fact, we believe that the ideal course of action for the Federal Reserve is to begin raising interest 

rates sooner rather than later. Should they raise rates while simultaneously telegraph that future rate increases 

will occur at a measured pace, we believe the stock market could recover quite rapidly. 

 Our client portfolio sustained losses in the quarter that in many cases exceeded the declines in the major 

equity market indices. We are disappointed by this underperformance, but we are not overly alarmed. While 

narrower stock market averages have been propped up by a handful of large capitalization stocks, broader 

market measures have performed even worse. Because we generally are diversified and invest in the broader 

market, we are not surprised by this underperformance. 

 With our longstanding value approach to stock selection, we tend to be overweight in sectors that are 

more exposed to the business cycle. This value bias has proven successful through market cycles but can lead to 

aberrations over shorter periods. Many of the stocks we own are trading at significant discounts to our 

estimation of fair value. Thus, we are committed to stay the course and look for improved performance over 

time. October returns have been solid so far. Only time will tell whether what we have seen the bottom. But we 

continue to maintain confidence in the stock market overall and in our investment strategy more specifically.  

 

Service with a Smile 

 

 Does it really pay to invest in a sector that is undeniably out of favor?  Historically, the answer is: 

absolutely yes.  Disciplined value investors are not shy about investing in unloved stocks that are trading well 

below intrinsic value. But many times the road to strong returns can be uncomfortably tortuous.   

 At the beginning of the year we were growing increasingly confident that the sell-off in energy stocks in 

late 2014 was overdone and that depressed valuations were a result of consensus expectations for a further 

decline in the price of oil.  In one sense our thesis proved correct. The price of oil has been volatile, but it has 

remained more or less range bound this year.  But oil exploration and oil service stocks have continued to trade 

lower through the year. 

 One of the poorest performing market sectors this year has been the oil service sector. While the lack of 

a clear bottom in oil prices has been a drag, the industry is suffering from the self-inflicted wounds of poor 

capital discipline during the up cycle. The rising supply of new-build rigs along with declining demand for rigs 

from oil exploration and production companies are creating a challenging operating environment.    

 While the imbalance between supply and demand will likely continue to pressure earnings for at least 

another year or two, we believe that share prices in the sector reflect a general thesis that a recovery is many 

years away. We disagree. Oil may not return to the $100 per barrel level anytime soon. But we do see an oil 

price recovery over time that will help the sector recover. This could mean solid returns for investors who have 

the patience and intestinal fortitude to withstand the current uncertainty. 
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