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Market Review 

Though we all are very much aware that big swings in prices are not unusual in the equity markets,… 

 

…the best week in seven years over the final five trading sessions of November was followed by one of 

the worst weeks (in the top 148 of all time) as December began, with the S&P 500 losing 4.55% on a 

total return basis (4.60% on a price basis) and the Russell 3000 skidding 4.60%. 



 

No doubt, investors were concerned about the uncertainty on the trade front with China, even as we are 

arguably better off today than where we were at the end of November. After all, President Trump 

tweeted on Dec. 6, “Statement from China: ‘The teams of both sides are now having smooth 

communications and good cooperation with each other. We are full of confidence that an agreement 

can be reached within the next 90 days,’” and he added on Dec. 7, “China talks are going very well!” 

To be sure, the arrest of Huawei CFO Meng Wanzhou adds another wrinkle to the negotiations, while 

the Trump Administration has not exactly presented a unified front in comments surrounding the 

ongoing talks. Still, an escalation of tariff hostilities on the U.S. side appears to be delayed by three 

months, meaning that we would not have been surprised if stocks had continued to rally last week. 

Of course, we understand that the financial press and numerous talking heads on business television 

have become concerned that a recession is somehow on the horizon (more on this in a bit), even as the 

latest set of economic statistics provided compelling evidence otherwise. In addition to the University of 

Michigan’s Consumer Sentiment figure for November at 97.5 coming in above expectations, and well 

above its 87.6 historical average, the Institute for Supply Management numbers on the health of the 

factory and service sectors remained very elevated. And, regarding its Manufacturing index, ISM stated, 

“The past relationship between the PMI and the overall economy indicates that the PMI for November 

(59.3) corresponds to a 4.9% increase in real gross domestic product (GDP) on an annualized basis.” 



 

True, the monthly jobs figures were not as strong as expected, but the labor market remains in good 

shape,… 



 

…and the fact that the economy does not seem to be overheating suggests that the Federal Reserve 

likely does not have to be as aggressive in raising interest rates,… 



 

…even as Fed Chair Jerome Powell said on Dec. 6, “Our economy is currently performing very well 

overall, with strong job creation and gradually rising wages. In fact, by many national-level measures, 

our labor market is very strong.” 

Of course, interest rates seem to have many folks spooked these days, given the hullabaloo about an 

inverted yield curve. Certainly, we respect that recessions have in the past been signaled by such an 

event, but the fact that the two-year Treasury was yielding more than the 5-year Treasury last week is 

an occurrence that has not been shown to have any predictive power. 

Further, given the unprecedented Quantitative Easing program by the Federal Reserve in which a 

massive amount of longer-term Treasuries were purchased, it is hard to draw concrete conclusions 

about the current yield curve. Yes, rates on the long end have contracted, but there is still room to go 

before a true inversion in the most germane rate spread (the 10-Year / 3-Month) would actually occur. 

And, perhaps more importantly, history shows that even that supposedly scary event would hardly be 

cause for folks to bail out of stocks,… 



 

…while recessions themselves, even if they could be predicted with certainty, have also proven to be a 

virtual non-event for those who maintain a long-term investment time horizon, though one would want 

to be a Value investor before and following periods of negative economic growth! 



 

Obviously, anything can happen in the stock markets and the equity futures were again pointing to a 

continuation of the selling when trading resumes this morning, but we continue to think that the 

outlook for earnings is favorable, even as profit projections have been reined in a bit. 



 

And the reduction in interest rates of late has added to the relative attractiveness of stocks from an 

earnings perspective and even in regard to the income they generate,… 



 

…especially when one considers that yields on fixed income are generally fixed, while dividend payments 

historically have moved higher over time,… 



 

…and our managed account portfolios of what we believe to be undervalued stocks are presently 

showing payment streams of 2.6% to 3.6%. 



 

All that said, we are braced for additional downside action, but we certainly think the selling is more 

than overdone and that those with cash on the sidelines looking to do a little shopping might want to 

take a look at a list of the biggest losers last week. 



 

And, for those struggling to keep the faith these days, we offer lengthy words of wisdom from legendary 

investor Warren Buffett. Believe it or not, these comments were not penned last week…they appeared 

in the 1987 Berkshire Hathaway Letter to Shareholders! 

Ben Graham, my friend and teacher, long ago described the mental attitude toward market fluctuations 

that I believe to be most conducive to investment success. He said that you should imagine market 

quotations as coming from a remarkably accommodating fellow named Mr. Market who is your partner 

in a private business. Without fail, Mr. Market appears daily and names a price at which he will either 

buy your interest or sell you his. 

Even though the business that the two of you own may have economic characteristics that are stable, 

Mr. Market's quotations will be anything but. For, sad to say, the poor fellow has incurable emotional 

problems. At times he feels euphoric and can see only the favorable factors affecting the business. When 

in that mood, he names a very high buy-sell price because he fears that you will snap up his interest and 

rob him of imminent gains. At other times he is depressed and can see nothing but trouble ahead for 

both the business and the world. On these occasions he will name a very low p/rice, since he is terrified 

that you will unload your interest on him. 

Mr. Market has another endearing characteristic: He doesn't mind being ignored. If his quotation is 

uninteresting to you today, he will be back with a new one tomorrow. Transactions are strictly at your 

option. Under these conditions, the more manic-depressive his behavior, the better for you. 



But, like Cinderella at the ball, you must heed one warning or everything will turn into pumpkins and 

mice: Mr. Market is there to serve you, not to guide you. It is his pocketbook, not his wisdom, that you 

will find useful. If he shows up some day in a particularly foolish mood, you are free to either ignore him 

or to take advantage of him, but it will be disastrous if you fall under his influence. Indeed, if you aren't 

certain that you understand and can value your business far better than Mr. Market, you don't belong in 

the game. As they say in poker, "If you've been in the game 30 minutes and you don't know who the 

patsy is, you're the patsy." 

Ben's Mr. Market allegory may seem out-of-date in today's investment world, in which most 

professionals and academicians talk of efficient markets, dynamic hedging and betas. Their interest in 

such matters is understandable, since techniques shrouded in mystery clearly have value to the purveyor 

of investment advice. After all, what witch doctor has ever achieved fame and fortune by simply advising 

"Take two aspirins"? 

The value of market esoterica to the consumer of investment advice is a different story. In my opinion, 

investment success will not be produced by arcane formulae, computer programs or signals flashed by 

the price behavior of stocks and markets. Rather an investor will succeed by coupling good business 

judgment with an ability to insulate his thoughts and behavior from the super-contagious emotions that 

swirl about the marketplace. In my own efforts to stay insulated, I have found it highly useful to keep 

Ben's Mr. Market concept firmly in mind. 

Following Ben's teachings, Charlie and I let our marketable equities tell us by their operating results - not 

by their daily, or even yearly, price quotations - whether our investments are successful. The market may 

ignore business success for a while, but eventually will confirm it. As Ben said: "In the short run, the 

market is a voting machine but in the long run it is a weighing machine." The speed at which a business's 

success is recognized, furthermore, is not that important as long as the company's intrinsic value is 

increasing at a satisfactory rate. In fact, delayed recognition can be an advantage: It may give us the 

chance to buy more of a good thing at a bargain price. 

Stock Updates  

Keeping in mind that all stocks are rated as “Buy” until such time as they are a “Sell,” a listing of all 

current recommendations is available for download via the following link: 

https://theprudentspeculator.com/dashboard/. Jason Clark and Chris Quigley offer updates on three of 

our stocks that had news last week that was of sufficient importance to trigger a review of their 

respective Target Prices… 

Germany's BASF SE (BASFY - $16.37) announced that it was slashing its forecast for 2018 profits. The 

company said that the decline was mainly due to business headwinds in its chemicals segment, while 

low water levels on the Rhine River and weaker-than-expected automotive demand, especially in China, 

were also issues. 

In its statement, BASF said it now expects earnings before interest and taxes before special items (EBIT) 

to decline by 15% to 20% from last year's 7.6 billion euros, compared to an earlier forecast of a 10% fall. 

BASF said its business with the automotive industry has continued to decline since the third quarter of 

2018 and demand from customers in China slowed significantly. Not surprisingly, the company blamed 

the trade conflict between the U.S. and China as a main factor in the slowdown. Additionally, low water 

https://theprudentspeculator.com/dashboard/


levels on the Rhine following a summer drought have disrupted river traffic and were expected to lead 

to an earnings hit of 200 million euros in the fourth quarter, higher than originally forecast. 

The newly announced profit warning comes just two weeks after CEO Martin Brudermuller, who took 

the helm in May, announced a cost-cutting drive to boost annual earnings by 2 billion euros by 2021 to 

counter slower profit growth, so we weren’t exactly counting on stellar growth as rationale for our 

recent recommendation of the stock. Still, there is no doubt that we have had a disappointing start to 

our investment in BASFY. Though the near-term headwinds continue to mount, we think that the 

challenges can be overcome via stronger execution, cost controls and the company’s acquisitions 

(including the seed and herbicide business from Bayer, global polyamide business from Solvay and 

waterproofing systems company Thermotek). In addition, we like BASF’s strong free cash flow yield, 

strong score in our proprietary scoring framework and net yield of 4.0%. Given the latest hurdles, 

however, we have trimmed our Target Price to $30. 

Shares of Kroger (KR – $29.17) fell with the equity markets last week, but the stock pared some of those 

losses after the grocer reported solid fiscal Q3 financial results. Sales for the period of $27.7 billion 

essentially matched consensus analyst expectations, while bottom-line results came in more than 10% 

above projections (adjusted EPS of $0.48 vs. estimates of $0.43). Identical store sales ex-fuel were up 

1.6% and the continued investment in online sales saw a 60% surge in digital business. 

CEO Rodney McMullen commented, “Kroger is transforming our business model. We're moving from a 

traditional grocer to a growth company with both a strong customer ecosystem that offers anything, 

anytime, anywhere, and asset-light, high-margin alternative partnerships and services. Restock Kroger is 

the blueprint for this transformation…We are strengthening the Kroger ecosystem by reducing costs and 

investing the savings in our associates, technology, and price to grow units, traffic and share. Leveraging 

our store, logistics and data assets in turn creates incremental new profit streams, which then further 

redefines the customer experience. In this way, our new growth model will be a virtuous cycle…We are 

doing all of this and remain committed to delivering on our 2020 Restock Kroger financial targets.” 

Those positives aside, we are keeping a close eye on Kroger’s debt levels as leverage metrics continue to 

be a bit elevated. Kroger’s net total debt to adjusted EBITDA ratio, on a 52-week basis, is 2.72. 

Management affirmed that its target range for this metric is 2.30 to 2.50. For the remainder of fiscal 

2018, Kroger expects its leverage ratio to remain slightly above the target range, primarily due to 

increased borrowings to fund the company’s merger with Home Chef and investments in Ocado. 

Management has stated on multiple occasions that it is committed to bringing the metric back into the 

target range or better. 

While there is little doubt that competitive headwinds will continue to blow briskly as Kroger battles the 

likes of Amazon/Whole Foods, Walmart, Target, Aldi and numerous other grocers, we like the strides 

and operational momentum the company has been making and its focus on online services and 

investments designed to engage its customers on inventory and store offerings. We also are encouraged 

that like Walmart, Kroger’s Click-and-Collect grocery services continue to score better in customer 

satisfaction surveys than grocery delivery (something that could help slow the Amazon threat, as 

Amazon itself only delivers, and its Whole Foods stores that can conduct Click-and-Collect do not have 

locations in a large number of Kroger’s markets). KR shares trade at a very reasonable 12.8 times NTM 

adjusted EPS projections, while the stocks yields 1.9%. Our Target Price on KR has been bumped up to 

$38. 



Semiconductor firm Marvell Technology Group (MRVL - $15.44) earned $0.33 per share in fiscal Q3 

2019 (vs. $0.32 est.). MRVL had sales of $851.0 million (vs. $844.0 million est.). Shares fell a little more 

than 4% last week, which was something of a victory, given the carnage in the chip sector. MRVL had 

strong performance in the Networking and Storage businesses and made the planned Cavium-related 

inventory reduction of approximately $20 million. The company said that the integration of Cavium is 

proceeding smoothly and “the combined portfolios will drive long-term growth in a broad number of 

areas including 5G, Ethernet networking, enterprise and data center storage, ARM servers, cloud 

security, AI and automotive.” 

CEO Matt Murphy explained, “While we need to navigate through some short-term market headwinds 

in the storage business, we continued to benefit from positive trends in our other businesses. Ethernet 

switch and PHY business has maintained a double-digit year-on-year growth rate over several quarters, 

and we expect this to continue into the fourth quarter. We expect growth in the Cavium business, and at 

the midpoint of our guidance, we are projecting this business to grow double-digit sequentially to 

approximately $240 million of revenue in the fourth quarter. We have now fully integrated Cavium, and 

going forward, we will not be delineating revenue between Marvell and Cavium. 5G trials have started, 

which we believe will turn into larger deployments that will drive significant revenue growth from 

existing design wins and from ongoing engagements with additional Tier-1 base station OEMs. And 

despite anticipating lower revenue in the fourth quarter, we still expect to increase gross margins to 

65%. We also project to continue increasing gross margins next year as we complete our planned $50 

million of COGS-related integration synergies.” 

Mr. Murphy continued, “Looking ahead to the fourth quarter and similar to what you have heard from 

many of our storage customers, we are also forecasting weak demand. There are several factors hurting 

this market, including PC, CPU shortages, trade tensions, moderating cloud CapEx and large inventory 

increases at our customers. Given these headwinds, we expect storage revenue in the fourth quarter to 

sequentially decline by about 10%. However, we remain bullish on the long-term prospects of our 

Storage business. During the third quarter, we won several storage controller designs that will continue 

to diversify our Storage business by adding significant future revenue streams outside the PC market. 

We are also making strong progress in our new initiatives, including automotive, AI inference and cloud 

security with a very robust design-win funnel at several key customers. In summary, our networking 

business delivered a solid third quarter. Looking ahead, we expect low single-digit sequential revenue 

growth for this business in the fourth quarter, primarily from an increase in demand from the service 

provider market for our embedded and baseband processors.” 

CFO Jean Hu added, “We expect our revenue to be in the range of $790 million to $830 million. Our 

expected GAAP gross margin will be approximately 46% and our non-GAAP gross margin will be 

approximately 65%. Our operating expenses have a certain amount of seasonality and tend to increase 

in the Q1 of our fiscal year, driven primarily by employee payroll taxes, matching contribution and our 

annual merit process. We anticipate that these factors will drive our operating expense in the Q1 of 

fiscal 2020 to just above $300 million. We anticipate operating expense to then reduce as we progress 

into the rest of fiscal 2020 and exit the year at a quarterly run rate of $280 million. We expect our non-

GAAP tax rate to be approximately 4% and the net interest expense to be $20 million. We expect GAAP 

loss per diluted share in the range of $0.05 to $0.01 and non-GAAP income per diluted share in the 

range of $0.30 to $0.34.” 



There’s no doubt in our minds that MRVL took a balance sheet hit to make the Cavium acquisition 

happen. However, we have been pleased with the speedy integration and think that the prolonged sell-

off in MRVL shares is unwarranted (MRVL has beaten analyst consensus estimates every quarter but one 

since the beginning of 2017). With the bookkeeping review behind them and the acquisition complete, 

we believe that the future is bright for the discounted MRVL. Analysts estimate that the forward EPS will 

grow from $0.37 in fiscal 2016 to $1.71 by 2021. Our Target Price is $25. 

 


