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“Patience is bitter, but its fruit is sweet.” – Aristotle

April 6, 2016

Dear Clients:
Kings Island amusement park says “riders (on Banshee) will scream
their way through 4,124 feet of track and seven stomach-churning
inversions at speeds up to 68 mph on the world’s longest steel
inverted roller coaster.” While Banshee riders get on and off at
about the same place, many exit feeling like their insides have been
rearranged.
Investors had plenty of reasons to have their confidence shaken in
the first quarter, as headlines blared U.S. stocks had their worst start
to the year in history. The possibility of an economic hard landing
in China and further devaluation of the yuan, oil free-falling 50%
and weak manufacturing data led to fears of a global recession.
As usual, this brought market pundits trying to make a name for
themselves by calling the next crash out of the woodwork. RBS, a
major global bank, advised its clients to “sell everything,” predicting
a “fairly cataclysmic year ahead.” This being a presidential election
year, candidates also one-upped each other portraying how bad
things are and, of course, how they are the only one able to fix the
situation.
Oil stabilized, though inventories remain elevated. Manufacturing
activity strengthened, probably aided by a slightly weaker dollar.
Employment continued to expand. In response to the global
turmoil, the Federal Reserve adopted a “dovish” stance regarding
future interest rate increases.
With the S&P 500 experiencing a harrowing plunge of 11%
between New Year’s Day and February 11 and subsequent
slingshot recovery of 13% to the end of March (finishing the quarter
essentially flat), investors endured their own Banshee ride.
We understand and share your frustration regarding our recent
underperformance. As we’ll explain, we believe there are valid
reasons to be optimistic the tide will reverse, hopefully sooner
rather than later. In addition, despite the strong rally from the
middle of February through the end of the first quarter, investor
sentiment remains very pessimistic. From a contrarian point of
view, this is great news.
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Periods ending March 31, 2016
(Total Returns-Annualized*)
3-months
One-year*
Two-years*
Three-years*
Five-years*
Ten-Years*

Russell 3000 Index
0.97%
-0.34%
5.82%
11.15%
11.01%
6.90%

S&P 500 Index
1.35%
1.78%
7.12%
11.82%
11.58%
7.01%

The Stock Market
Although the first quarter was excruciating for investors, it provided
excellent examples of some timeless investing lessons.
The stock market is inherently volatile. J.P. Morgan Asset
Management calculated the average intra-year drop (peak-totrough) in individual years from 1980-2015 was a whopping 14.2%
(Exhibit A). However, these drops seldom led to yearly losses, with
27 of the 36 years ending with positive returns. You may not have
realized it at the time, but if you’re invested in stocks, this is what
you signed-up for.
While the average annual return for U.S. stocks has been about
10% since 1926, actual yearly returns have almost never been
“average.” It’s somewhat of a conundrum; even though the
annual average is 10%, it’s not safe to assume 10% is a reasonable
expectation for any given year. According to Vanguard, from 19262014, the average annual stock return was 10.2%, but actual returns
fell in the range of 8%-12% in only 6 of 89 years (Exhibit B).
Time in the market is more important than timing the
market. You’d like to sell ahead of drops and buy ahead of rallies.
Successful market timing requires you to get both the sell and
subsequent buy correct. This is not only futile, but devastating to
long-term returns.
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Exhibit A

Exhibit B

Source: Vangaurd

According to Crandall, Pierce, if you invested $100 in the S&P 500
on the first day of 1991 and didn’t touch it, you would have had
$618.96 at the end of 2015. However, if you missed just the single
best trading day in each of those 25 years, you would have had just
$247.85 (Exhibit C).

Successful investors focus on process, not outcome. You can’t
tell if a short-term outcome was the result of a “good” or “bad”
process. However, a sound process should lead to a good longterm outcome.
Investing is a probabilistic endeavor. We are long-term owners
of businesses and expect to hold positions for five or more years.
Our process involves exploring the market’s nooks and crannies
to find underfollowed, unloved or misunderstood companies with
common characteristics we believe increase our odds of success,
over the long-haul:

Bad news can be your friend, if you let it. As Warren Buffett said
in the New York Times at the darkest point of the global financial
crisis, “bad news is an investor’s best friend. It lets you buy a slice of
America’s future at a marked-down price.”
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Low Valuation. We research stocks as if we were buying the entire
business. We estimate earnings the business should generate over
time. We like to buy stocks trading at a significant discount to our
evaluation of the intrinsic value of the business.

We can control the price we pay, but have absolutely no control
over when other investors will recognize the company’s improved
prospects and start to favor the stock.
Second, value investing requires patience and a thick skin to
withstand the inevitable periods of underperformance. Academic
studies have shown time and again “value” investing outperforms
“growth.” If this is the case, why isn’t everybody a value investor?
It’s human nature. The majority of investors simply aren’t wired to
have the discipline, patience and fortitude required.

High-quality business. Many times a stock is cheap for good
reasons. Just because you see a discarded cigar butt with a couple
puffs left on the sidewalk doesn’t mean you should pick it up.
Similarly, we like companies with solid growth prospects and a
sustainable competitive advantage.
Strong, shareholder-oriented management. We are big
believers in “eating our own cooking.” Similarly, we like it when the
management team owns a significant amount of its own stock and
allocates its resources to benefit shareholders.

This is all well and good, but why do we expect the performance
pendulum to swing back from growth to value? The reasons are A)
growth and value have typically run in cycles (lasting several years)
and B) growth has been very much “in style” since the current bull
market began (and become expensive).

Low financial risk. We avoid companies with excessive debt or
risk obsolescence.

As you can see in the graph from Strategas Research Partners
(Exhibit D), the outperformance of growth relative to value has
reached the point where, historically speaking, the pendulum has
started to swing back to value. Note the last time this occurred was
at the height of the bubble in technology/growth stocks in 19992000. Fundamentals and valuation do eventually matter. When
that happens, value investors will be rewarded for their patience.
In other words, we’re optimistic value investors will again have
their time in the sun.

We also stay away from what’s currently “hot” and sectors we
don’t understand. Despite our best efforts, we’ve made mistakes
(and will again). So, we diversify our holdings and limit the size of
individual positions.
Given our disappointing absolute and relative performance going
back to 2014, it’s reasonable to question whether A) our process is
still sound and B) there is good reason to expect performance to
turn.
We’ve been “value” investors since our business was founded 41
years ago. It seems like a long time ago, but this same process led
to our winning a prestigious Lipper award in both 2013 and 2014.

Interest Rates and the Bond Market
The bond market had a similarly rocky first quarter. The yield on
the 10-Year U.S. Treasury Bond started 2016 at 2.27%, declined
to 1.66% on fears of global economic weakness and closed the
quarter at 1.77%. Corporate bond yields were impacted not
only by wide swings in U.S. government yields, but also by a
similar panic that gripped stocks. Bonds in commodity-based
sectors such as energy and mining were particularly hard hit,

We understand you can’t spend awards, but want to highlight two
points.
First, returns from value investing are necessarily “lumpy.” By
definition, value investors are buying stocks that are out of favor.

Exhibit C
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Exhibit D

Source: Strategas Research Partners

as plummeting commodity prices threatened issuers’ ability
to service their sometimes massive debt. While some of these
bonds have recovered, we expect several will eventually end up
in default.

As a SEC-registered investment adviser, KM is subject to
periodic examination by the SEC, which can occur at any
time. In the aftermath of the Bernie Madoff scandal, the
SEC has determined that it’s a good idea for their examiners
to independently verify records provided by registrants
(like us). This being the case, it is possible during our next
examination that the examiners will contact clients to
confirm account balances, holdings or other information.
We do not know if this will become a standard part of
routine examinations, but wanted to alert clients ahead of
time.

We continue to use the bond side of the portfolio as a defensive
tool, to buffer the potential downside of equities and provide
some stable income.

Summary
As stated at the beginning of this letter, we certainly understand
our weak absolute and relative performance going back to 2014
has been very frustrating. We are heavily invested alongside
you, so our experience has been the same. We don’t know
when the performance pendulum will swing from growth to
value, but history shows it eventually will. We do know the
market won’t ring a bell when it’s about to happen, so we need
to “be there” when it does.

Related to the above, the SEC adopted an amendment
to Advisers Act Rule 206(4)-2 (“Custody Rule”). This rule
requires KM to 1) make “due inquiry” of Custodians to
confirm periodic statements have been sent directly
to clients and 2) on statements KM provides to clients,
“urge” clients to compare the statement from KM with
the statement from the Custodian. In addition, unless we
have written authorization from a client to instruct the
Custodian to make distributions of cash or securities
from the client’s account or transfer cash or securities
between a client’s accounts, the client should instruct
their Custodian directly. This rule creates some additional
burdens, but is for your own protection.

Ours is a most humbling business. We try to generate strong
performance every day and for all periods. Unfortunately,
that’s just not how the real investment world works. We have
to remind ourselves not to get too high when performance is
strong, nor too low when it’s weak. As KM approaches its 41st
birthday, we thank you for the trust and confidence you’ve
placed in us. We assure you we take the responsibility of
investing your precious assets very seriously.

Regards,

Regulatory Update
Kirr, Marbach & Company, LLC (KM) is registered with the U.S.
Securities and Exchange Commission (“SEC”), which requires
advisers to file Forms ADV-Part 1 and 2A (“Brochure”)/2B
(“Brochure Supplements”) electronically on the Investment
Adviser Registration Depository (www.iard.com). Form ADVPart 2A is a narrative disclosure of an adviser’s business, written
in “plain English.” The SEC mandated the headings, specific
topics to be covered and the order of presentation. We have
enclosed a copy of KM’s ADV-Part 2A “Brochure” for each client
account.

Kirr, Marbach & Company, LLC
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