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FOREWORD 
Martin Capital Management, a limited liability partnership, is an investment advisor registered with 

the U.S. Securities and Exchange Commission.  After years of preparation, its founder began formally 
dispensing his brand of investment counsel, which this and earlier missives have recorded, in the months 
before the memorable autumn of 1987.  (All firm publications, as well as the SEC filings, including form 
ADV Part II, are available upon request.)  Since then, Martin Capital has grown to serve 101 clients whose 
combined assets total approximately $616 million.  From its beginnings as a one-man, one-assistant 
operation, with less than $25 million in assets, Martin Capital is now headquarters for 11 people, including 
five investment professionals and six persons in supporting roles.  See end of report for thumbnail 
biographies. 

We at Martin Capital Management hope that in the course of conducting our business we might 
occasionally encounter other investors with whom we share common values and expectations.  If you know 
of someone for whom the fit appears mutually beneficial, please mention our name.  While our $5 million 
minimum family account size prevents us from helping some people whom we would very much like to 
serve, it is necessary to keep our roster of clients small.  Our abiding duty is to those who have entrusted their 
assets to our care, and we will forgo any growth opportunity that may detract from our ability to serve them 
as they have become accustomed.  Careful selection and controlled growth are really about doing a good job 
and having fun along the way.  We never expect to be among the biggest, but our intention to be among the 
best is not subject to compromise. 
 

Informational and educational materials that seek to highlight the primary tenets of 
Martin Capital Management’s investment philosophy and overall business model are 

available apart from this annual report.  We hope these concise writings will help you gain 
a deeper understanding of how we conduct the business of managing wealth.  Please feel 
free to call or write us if you would like to receive this informational packet.  Or visit our 

Website at www.mcmadvisors.com. 
 

Frank K. Martin, CFA, Managing Partner 
Dennis D. Blyly, CFA, Partner, Director of Research, Analyst, and Portfolio Manager 
Todd B. Martin, CFA, Partner, Director of Marketing, Analyst, and Portfolio Manager 

Andrew P. Wilson, CFA, Partner, Analyst and Portfolio Manager 
Aaron J. Kindig, CFA, Analyst 

Ann Frantz, CPA, Operations Manager 
Kristin Antalavits, Assistant Portfolio Manager and Trader 

Karen Sherer, Client Service and Operations Support 
June Bails, Executive Assistant 

Stephanie Malcom, Executive Assistant 
Michele Humbarger, Executive Assistant 

 

PRIVACY NOTICE 
When Martin Capital Management provides investment services to you, we may obtain nonpublic personal information about you from the 

following sources: 

• from you, orally or in documents, or other materials you provide to us; and 
• from others, in connection with the transactions or other matters we handle for you. 

We do not disclose nonpublic personal information about our clients or former clients to anyone outside our firm, except with the client’s 
consent, as required for the services our clients request, or as otherwise permitted or required by law. 

We restrict access to your non-public information to members of our firm — and to employees of our firm who have agreed to maintain 
the confidentiality of our clients’ information. 

We maintain physical, electronic, and procedural safeguards to protect your non-public personal information from inadvertent disclosure. 
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BUSINESS PRINCIPLES 
• Our practice of ethics is quite uncomplicated.  We simply conduct ourselves in our relationship with 

you as if the roles could be reversed at any time.  If you would like something more formal, we can 
send you the Code of Ethics of the Association for Investment Management and Research of which the 
members of your management team, as Chartered Financial Analysts, are full participants.  It is well 
thought out and inclusive. 

• We strive to be candid and forthright in our reporting to you.  You have placed your trust in us, and we 
know of no other way to be worthy of that trust.  Despite this policy of openness, we will publicly 
discuss our transactions in marketable securities only when we believe such disclosure will be to your 
advantage.  Good ideas are scarce, and the output of our research efforts is your exclusive property.   

• Our portfolio management style is “participatory.”  We consider it very important for you to be 
actively involved in the review of our recommended portfolio policy, in mapping out intermediate-
term strategies, and in major asset-allocation decisions.  Your involvement should not take a great deal 
of your time, however.  The better we get to know you, the more likely we are to appreciate your 
unique (and sometimes changing) goals, objectives, preferences, biases, and fears, both spoken and 
unspoken.  With your indulgence, we will continue our practice of encouraging frequent face-to-face 
get-togethers.  We also will persevere in communicating our thoughts to you in writing to make it 
easier for you to get to know us. 

• To the extent that security laws and regulations permit, my own portfolio and that of our firm are 
invested in the same securities as yours, varying only to the extent that our goals and objectives differ.  
In other words, “We eat our own cooking.”  It probably goes without saying that such a policy 
demonstrates the sincerity of our position  not necessarily the soundness of it. 

• We are a small organization and intend to remain so.  A compact organization makes it possible for us 
to spend our time managing our business rather than each other.  Because everyone has much to do, 
much gets done.  Our design appeals to those for whom form is secondary to substance.   
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INVESTMENT PRINCIPLES 
• Our implicit quantitative performance goal is to maximize long-term portfolio returns. 

• The universe of marketable securities from which we select most investments is generally limited to:  
(1) long-term, common-stock holdings; (2) medium-term, fixed-income securities; (3) long-term, 
fixed-income securities; and (4) short-term cash equivalents.  Beyond respecting the investment-policy 
guidelines established for you, we are not partial to any one of the above categories.  We simply search 
among them for securities that offer the highest after-tax, risk-adjusted returns as determined by 
“mathematical expectation.” 

• We strenuously avoid assuming risks that might result in “permanent” capital loss.  We will forgo an 
outstanding investment opportunity if the flip side of that coin is the risk of an irreversible capital loss.  
We do expect frequent shorter-term quotational losses as we rarely, if ever, are able to buy a common 
stock or any other security at its absolute lowest price.  So long as we feel our business analysis is 
sound, further weakness in the market price of a company simply gives us an additional opportunity to 
purchase shares at an even greater discount relative to its intrinsic value. 

• Consistent with our attitude toward catastrophic risk, we have little interest in the use of leverage.  We 
do not margin portfolios and usually avoid making investments in businesses that themselves labor 
under a heavy burden of debt. 

• When we purchase common stocks, we approach the transaction as if we are buying into a private 
business.  We insist on a purchase price that represents a “compelling discount” from intrinsic value.  
Once a purchase is made, we focus the bulk of our attention on tracking the business itself and 
ignoring short-term price fluctuations.  We are quite content to hold onto our investment in a good 
business so long as (1) the prospective return on equity capital is expected to be satisfactory, (2) the 
management continues to conduct itself with competence and honesty, and (3) the market does not 
become excessively enthusiastic about the future outlook for the business. 

• We believe that intrinsic value is in essence the central tendency in the price of an asset.  It is the 
investment concept at the core of our analytical methodology.  While intrinsic value is an elusive 
notion, “earnings power” has become the driving force in fixing a range for intrinsic value.  Earnings 
power allows for the existence of an intangible asset known as “economic goodwill” that can be 
aggregated with tangible assets to arrive at intrinsic business value.  Without such a fundamental 
benchmark, however vague, one is at risk of becoming awash in the occasional tides of euphoria and 
pessimism that flood the security markets. 

• We generally limit the number of companies we own in any individual portfolio to fewer than 20.  
Contrary to popular opinion, exceptional investment ideas are uncommon indeed.  We do not want to 
dilute the performance of outstanding investments with potentially mediocre ones purchased solely for 
the sake of additional, and often redundant, diversification.  Despite the intuitive appeal of the broad 
spreading of your risks, extensive computer-backed testing has demonstrated that 90-95% of all the 
benefits to be gained from diversification can be achieved with a well-selected portfolio of fewer than 
20 businesses. 
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A READER’S GUIDE 
The subtle intent of the relative pithiness of this year’s report is to match my thoughts with your 

forbearance for verbosity.  If 28 pages of text exceed your tolerance levels, my feelings won’t be hurt (much) 
if you turn directly to page 25 for “The Conclusion”! 

The Rogues’ Gallery, 2003 Vintage 
What a way — the Rogues’ Gallery — to keynote the 2003 MCM annual report!  New readers 

would think we had a choice, after all, to ignore the witches’ brew bubbling up around us.  In truth, we had 
no choice at all, given our record of speaking out against any and all abuses that in one way or another might 
impact our clients.  If we don’t govern ourselves, somebody less qualified will.  At least this year it’s not 
about accounting! 

Early 2003 provided a somewhat unexpected respite from the plethora of deplorable corporate 
disclosures in 2002, which included the WorldCom debacle, where megalomaniac Bernie Ebbers and his 
apparently dumbstruck board recklessly leveraged WorldCom into the largest bankruptcy in American 
history.  In the professional service sector, the once proud but ultimately ignominious bust of Arthur 
Andersen was beheaded by its own sword.  These are but two of the more conspicuous.  Momentarily taking 
center stage, the public relations and military buildup preceding the blitzkrieg in Iraq on March 19, 2003, 
commandeered the headlines during the first quarter.  Once Baghdad was in the, ah, bag, members of the 
media turned their ink guns and talking heads back to domestic tyrants and tycoons alike.  The relief was 
almost palpable:  Most of us had seen and heard enough of the overbearing Donald Rumsfeld to welcome a 
change, any change.  On the subject of Donalds, “Rummy” is not alone in besmirching the name of the 
famous Disney cartoon character while at the same time shamelessly copying his trademark:  the ever-
annoying quack.  On network TV another Donald is trumpeting his expertise as a business talent scout, ever 
the “quack” (no spin doctor can cover Trump’s posterior on this one) as he waddles shamelessly into the 
limelight and our consciousness in his latest display of outrageous insolence. 

Speaking of insolence, Wall Street was back in the limelight on April 28, when a historic $1.4 billion 
settlement was reached between the Securities and Exchange Commission and 10 Wall Street firms for their 
fiduciary misconduct during the “Bubble” days when business ethics were conveniently suspended and the 
lust for fool’s gold made a mockery of morals.  Of course, no firm or individual has admitted guilt, 
continuing a ritualistic dance of “repentance” that takes place between the SEC and the accused, where the 
“non guilty” parties are more than willing to cough up the cash to burnish their tarnished reputations — or at 
least sweep their misdeeds under the carpet in exchange for the judge turning a deaf ear.  For aspiring felons, 
we note offhandedly, “white collar” crimes stand head and shoulders above all others, without much 
bothersome dandruff.  On June 4 aspiring near-billionaire Martha Stewart, the “diva of domesticity,” was 
caught with her hand in the cookie jar reaching for a chump-change “chocolate tip.”  Reports have estimated 
she saved between $40,000 and $57,000 by selling prior to the Food and Drug Administration 
announcement.  Five days later Freddie Mac reported that it had underreported earnings and would thus have 
to restate the previous three years.  While underreporting clearly is better than the alternative, earnings 
squirreled away today will propitiously reappear when Freddie “Kruger-rand” Mac is money-hungry to shore 
up results in the future.  The rub:  The slippery slope of earnings management can easily morph into flat-out 
misrepresentation where the numbers and reality take divergent paths.  

On September 3 New York Attorney General Eliot Spitzer announced evidence of widespread illegal 
trading in the hedge fund and mutual fund industry that proved to be the first volley in a legal/political battle 
(noted at length later in the report) that continued to rage at year-end.  On September 10 former Enron 
treasurer Ben Glisan pleaded guilty to a single count of criminal conspiracy and was sentenced to five years 
in a federal minimum security prison.  Oh, how slowly turn the wheels of justice.  Former Enron chairman 
and CEO Ken is still laying low more than two years after the news broke, thus far untouched by the rubble 
that continues to cascade down around him.   
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Only weeks later, on September 17, Dick Grasso, chairman of that bastion of free enterprise, the 
New York Stock Exchange (the roots of which date back to a first meeting beneath a Wall Street  
buttonwood tree), resigned amid protests that his $140 million pay package was generous to a fault.  Not 
coincidentally, on September 16 the not-for-profit NYSE had reported “earnings” for the first half of 2003 of 
$27 million on revenues of $540 million.  Graciously, Grasso abstained from pressing for the $48 million 
still owed him.  Truth be known, Grasso was merely the fall guy, though with his golden parachute the 
landing will be pillow soft.  What, we might legitimately ask, was the NYSE’s 27-member board — which 
includes executives from listed companies, Wall Street brokerages, and specialist firms — thinking when the 
proposed looting came to a vote?  If this doesn’t reek of all manner of conflicts of interest, your olfactory 
sensors may have become desensitized by the repugnant odor endlessly emanating from bored (yes, the 
spelling is correct!) rooms across the country.  As you will read later, the widespread abdication of fiduciary 
duty by those who hold the highest seats of power in corporate America is, in this writer’s judgment, ground 
zero for much that is out of whack with this otherwise wonderful economic system of ours.  As to who put 
these board members in office in the first place, we’ll attend to that later.  With the exception of the Martha 
Stewart fiasco, it seems unlikely that any of the ships mentioned above would have run aground had a 
qualified and diligent board been on watch. 

On September 29 jury selection finally began for former Tyco CEO Dennis Kozlowski and sidekick, 
CFO Mark Swartz.  They have been charged with grand larceny, enterprise corruption, conspiracy, and 
falsifying business records.  Altogether they stand accused of pilfering a measly $600 million from Tyco 
shareholders.  Kozlowski, with his outlandish purchases of $6,000 shower curtains and a $2.1 million 
birthday bash for his wife (half of which was paid for by Tyco and its shareholders) may retain the 
distinction of being appointed the poster child for this generations of rogues.  At Kozlowski’s party in 
Sardinia, a “streaming” knockoff of Michelangelo’s David — a statue of limitations if ever there was one — 
is a metaphor for much of corporate America:  Too many CEOs go through investors’ money like water (or, 
in this case, vodka).  That may not be urinalysis, but it’s my analysis.  The long and the short of it? I hope 
there’s no statute of limitations for prosecuting people like Koz-louse-ski.  As with Martha Stewart, he was 
exposed for a “relatively” minor misdemeanor:  evading roughly $1 million in sales taxes on art he purchased 
for his New York City digs.  Psychologists doubtless have an explanation as to why, despite the 
consequences, those who are apparently pathologically predisposed to larcenous urgings seem indifferent as 
to whether their crimes are grand or petty.   

Like Robber Barons of Old 
As is readily apparent, the 2003 chapter in the “book” on capitalism reads like a litany of woes.  The 

chronology above is perhaps most appropriately described as a Who’s Who of Robber Barons, reminiscent of 
the stories of the venal vipers of old who are remembered by the same name:  the American industrial or 
financial magnates of the latter half of the 19th century who became wealthy by unethical means, in those 
days engaging in questionable stock market operations and exploiting labor.  Even though the base of their 
fortunes was the railroad industry, they were (for the most part) more manipulators of finance than builders 
of new track.  They also were, with few exceptions, ruthless and corrupt, as was the system in which they 
were embedded.  Although the term “robber barons” is barely a century old, their modus operandi is as 
endemic to the human condition as the lust for money and power.  Long before capitalism, a feudal lord who 
robbed travelers passing through his domain was known by the name “baron.”  In reality, the barons of 
yesteryear were not much different from the contemporary class of charlatans mentioned above, who 
themselves resemble a slightly different iteration of the characters depicted in the best seller Barbarians at 
the Gate:  The Fall of RJR Nabisco, originally published in 1992. 

The rambling nature of this preamble implicitly presages the common thread that runs through the 
2003 Martin Capital Management annual report:  The history of financial markets is predictably cyclical, 
somewhat like the tides, though unpredictably asymmetrical in their ebbing and flowing, with the 
superimposed wind-whipped waves blown in to confuse those viewing the happenings through their bifocals.  
In the figurative canyons of Wall Street, learning is not cumulative, in large measure because ignorance, 
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greed, fear, and folly indigenous to the human species regularly impede the process of acquiring wisdom.  
Today’s follies are little more than yesterday’s foolishness adorned in different finery. 

Not only do the gyrations lack symmetry, but there is often a related disconnect, occasionally for 
extended periods, between the prices of stocks — individually or in the aggregate — and the underlying 
profitability upon which they ultimately must find their justification.  Frequently, in the short- and 
intermediate-term, external factors rather than earnings are the primary driver of stock prices.  (In the long 
run, however, we believe profitability prevails as the preeminent determinant.)  Those who are unaware of 
this propensity toward temporary uncoupling, or choose to overlook it by allowing themselves to get caught 
up in “pop” investing, may do so at considerable peril.  Headlines lead to headaches for the unfamiliar.  The 
relentless onslaught of front-page news of the widespread betrayal of trust by the captains of industry and the 
attack on Iraq, extraneous noise in terms of their relevance to the earnings power of American industry, 
proved to be a disconcerting head fake to those investors whose knee-jerk reaction to the media’s shrillness 
trumped rational analysis in dictating investment strategy in early 2003.  Even if you are more fundamentally 
grounded, and your touchstone is price-to-value relationships, you will find little on the S&P 500 earnings 
per share chart on page 11 to give full credence to the 28.7% march uphill to 1,112 on December 31 in that 
bellwether index during calendar year 2003.  Even short-term earnings fluctuations may qualify as extrinsic 
noise.  Impressive as the rally may appear (and no doubt the cause of great celebration, as well as relief for 
maligned money managers), it’s well down the mountainside from the peak of 1,527 reached on March 24, 
2000.  We will attempt to bring some order to this seemingly random walk down Wall Street. 

The section Making Headway in the Post-‘Bubble’ Environment, given the possibilities for 
divergence between price and value postulated above, takes a mountaintop view of where we might be on the 
broad continuum between cheap and dear in the markets for equity securities, and delves into the relatively 
new science of behavioral economics for rational explanations of how these deviations occur.  Of course, it 
kicks off where we should begin, with a look at the long-term trend in corporate earnings and interest rates.  
The mathematics of present value holds that the future values of those two variables, if they could be known, 
are all that is really needed to come up with a rough idea of the intrinsic worth of, in this instance, the S&P 
500.  Somewhere in this section the reader may get an uneasy feeling that the financial earthquake that struck 
in early 2000 — and reduced about $8 trillion of market value to invisible rubble, analogous to, say, a 7 or 8 
on the Richter scale — will not simply disappear into the record books without aftershocks. 

The subsection titled Sensing the Winds of Change challenges the reader to think way outside the 
box about what may lie ahead for the omnipresent mutual fund — the presumed link between the 
inexperienced investor and the realization of the American dream — and its ill-conceived offspring, the 
defined-contribution pension plan. 

The leadoff Investment Performance discussion has been an annual report staple, in part because 
your fortunes and ours are inextricably linked.  We have moved from the convenience of making inferences 
about overall performance from a small sample of clients to enlarging the sample to the limit.  It now 
includes all clients.  More important than the raw numbers, in our judgment, is the generalized disclosure of 
the risks assumed to achieve them.  The rationale behind our performance-based fee arrangement, so well-
received by our clients over the years, will be presented. 

Conceding, all the while kicking and screaming, to the hue and cry for brevity over blather, forsaking 
a wealth of words for laconic prose, I have managed to squeeze this year’s message, under duress, mind you, 
into a somewhat smaller box.  If visualizing helps you understand my difficulty, imagine the groaning and 
grunting, tugging and pulling as the size-12 gal struggles to get into a pair of size-6 jeans.  After trying to go 
cold turkey to 20 pages, in the end I had to purchase Nicoderm patches as the contest between my addiction 
and my willpower took a step backward.  Ever repentant, I pledge less prattle in the 2004 report.  If 
necessary, acupuncture is next on my list of remedies.  As hinted last year, the few masochists among you 
may not be disappointed.  Manuscripts for the book-in-progress, Speculative Contagion, have been 
distributed to a number of authors of financial books, friends with a critical editor’s eye, and others who, 
neither writers nor editors, have nonetheless added great value in their own inimitable ways.  If a publisher 
can be found who is willing to take this project under wing, and I can survive the further editing that will 
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surely follow, along with the lost weekends necessary to bring the serpentine process to fruition, you just 
may find a 400-page book in your mailbox before next year’s annual report!  

Finally, many thanks to Aaron Kindig for his research help on this report and to Michele Humbarger, 
a most talented editorial assistant, and Dan Shenk, my old friend and fellow wordsmith from CopyProof, for 
attempting to turn a sow’s ear … 

INVESTMENT PERFORMANCE 
 

The stand-alone word “performance” is a misnomer for stewards of wealth such as ourselves where 
the majority of the people we serve have entrusted virtually all of their considerable financial resources to 
our care.  Our implicit mandate is clear:  Build long-term wealth and do so prudently.  The word performance 
is a little racy, connoting an image of a sprint (e.g., the often used “performance derby” phrase in the 
financial press) versus a marathon, whereas we hold to the conviction that productive investment is not — in 
fact should not be — arbitrarily calendar-bound and, moreover, should always be carefully assessed within 
the context of the risks incurred in achieving the results.   

To be sure, as the data above reveal, we have been able to first protect and then enhance wealth 
reasonably well in the trying and turbulent early years of the new millennium.  When contrasted with mutual 
fund equity managers, according to data gathered or prepared by Lipper, an affiliate of Reuters, we stack up 
favorably.  While Lipper offers more than 50 categories of equity fund groups, we chose the three Multi-Cap 
categories that we believe come closest to investing in the same type and size of companies we do.  The 
Multi-Cap categories are:  Core, Growth, and Value.  Over the five years ending December 31, 2003, their 
compounded returns were 2.5%, -1.3%, and 5.0%, respectively, compared with 16.8% at MCM.  We must 
point out, however, that the comparison is not apples to apples, since we are far less diversified than the 
funds.  Furthermore, our flexibility enables us to step outside the bounds of traditional “value investing,” 
which often limits the investment advisor to substandard companies, to say nothing of never feeling 

Period Ending      MCM         S&P
December 31, 2003   Equities *        500 *

Ten Years 15.6% 11.1%
Five Years 16.8% -0.6%
Three Years 12.4% -4.1%
One Year 33.9% 28.7%

*  Compounded annually, MCM data net of fees

      MCM S&P
Year Equities * 500

1994 -7.5% 1.3%
1995 19.1% 37.6%
1996 31.8% 23.0%
1997 45.1% 33.4%
1998 -7.4% 28.6%
1999 18.8% 21.0%
2000 29.3% -9.1%
2001 22.7% -11.9%
2002 -13.6% -22.1%
2003 33.9% 28.7%
*  Net of fees
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obligated to pay exorbitant prices for the popular growth companies.  Our results also compare favorably to 
the passive S&P 500 index, which can be reviewed in the tables above. 

The appearance of success often begets unwarranted and potentially destructive hubris.  Having been 
an active participant in the security markets since 1966, as well as a certified graduate of the School of Hard 
Knocks, I have confessed on several occasions in the past that we are not nearly as smart as the occasionally 
manic-depressive markets make us appear during up cycles nor, by inference, as dumb as we must look when 
they are punk.  Fortunately for us, if we should begin to feel a little smug or self-satisfied as we reflect on the 
progress made in 2003, we need look no farther back than to last year when most of our portfolios were less 
well-off at the end of the year than at the beginning!  Markets move of their own unpredictable and 
inexorable volition, never asking our permission first. 

To put our work in the appropriate framework, we don our farmer’s bibbed overalls to put in simple 
terms what we attempt to accomplish on your behalf:  It begins with the never-ending search for the best 
seeds, followed by attempting to judiciously sow them where and when the ground is rich and fertile, often 
after it has long laid fallow because of low prices and/or low spirits (usually one and the same).  Beyond 
carefully monitoring the seeds’ progress, everything else, including when they sprout and when price or a 
change in circumstances suggests it’s time for the crop to be reaped, we are mere bystanders.  So, you see, 
the part we play is early in the game, relatively invisible and without fanfare — quite different from the 
highly conspicuous yet capricious timing of the harvest for which we receive, if it’s a bumper crop, only 
partially earned accolades.  The market may eventually acknowledge what we initially believed to be a 
misunderstood and therefore probably mispriced asset.  If that occurs, we will have no control over the 
timing and therefore can take no credit.  Whether the sky is sunny or grey, like the farmer trudging behind 
the plow horse, we try to maintain an attitude of equanimity and plod ahead to continually develop those 
capacities that improve our probability for producing an above average harvest over the long term.  We will 
work diligently to continue to unearth good investment ideas in the future, but can offer no guarantees 
because (1) those ideas may not appear with any predictability, and (2) we may fail to see them when they 
do. 

As for the year ahead — and as discussed at length later in the report — a repeat of 2003 is as likely 
as The Farmer’s Almanac forecasting clear skies and 90-degree temperatures in northern Indiana for 
February. 

Harking back to the first paragraph in this section, it would be heresy for a steward of wealth to talk 
about investment performance without alluding to the risks assumed in generating the results.  We have long 
lived by the adage that if you manage the risks carefully, the returns will take care of themselves.  As noted 
in prior annual reports, the prices we paid for most of the companies we own (relative to their underlying 
earnings) were comparatively inexpensive — in relation to a market and, more importantly, to levels at 
which the individual companies traded in the past.  A significant portion of the margin of safety resided in 
what we believed to be the market’s undervaluation of the company’s shares.  The 2003 top four performing 
industry groups in the S&P 500, with their contribution to the 28.7% total return listed in parentheses after 
each, were information technology (6.7%), financials (5.7%), consumer discretionary (4.9%), and industrial 
(3.4%).  Together they represented more than 72% of the gain in the index for the year.  While it’s difficult 
to support the following conclusion with the detail necessary in summary form, suffice it to say we believe 
that the companies we owned throughout 2003 generally sold at lower price-earnings multiples (much lower 
in the case of information technology) than the companies that led the S&P 500.  Our companies also were 
generally better capitalized.  Forty years ago Benjamin Graham identified something that’s relevant to 
current tech valuations:  “Companies with mystery are worth more [i.e., sell at a higher price-earnings ratio 
in the marketplace] than those without mystery.”  Those companies that elude understanding simply do not 
make it through our filters. 

With several recent additions to our portfolios, a subtle shift in risk management is evident as it 
relates to those specific companies.  With businesses like Walgreen and Fifth Third Bank we have been 
willing to pay a higher price relative to earnings in exchange for what we believe is a higher degree of 
certainty about future earnings.  Thus the margin of safety is more dependent upon our judgment about the 
sustainability of the company’s competitive advantages and its ability to effectively apply those advantages 
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in the marketplace to sustain earnings growth.  To be sure, while we’re still quite sensitive to the price-
earnings ratio at the time of purchase, it isn’t the primary consideration in these instances.  To paraphrase 
Warren Buffett, the “Oracle of Omaha,” we would rather pay a fair price for a great business than a bargain 
price for an average or poor business.  This does not represent a sea change in our thinking, but it is still 
meaningful enough to bring to your attention.  Future results will prove or disprove the efficacy of the 
practice. 

Every strategy has its trade-offs:  On the positive side, time is the ally of the great company and the 
enemy of the bad.  Even if you pay a price that proves to be temporarily rich, the great companies often 
handsomely reward patience and persistence.  On the flip side of the coin, a full price paid for admission 
carries a double penalty when the projected future growth rate in the company’s earnings errs on the side of 
being excessively optimistic.  The injury of lower-than-expected earnings is usually compounded by the 
insult of a lower price/earnings ratio. 

There’s another trade-off associated with our relatively concentrated approach to portfolio 
management (versus spreading our bets all over the board, as is the more common practice).  Keep in mind 
that our implicit goal is long-term safety of principal and above average returns.  The trade-off, of course, is 
often above average portfolio price volatility.  Modern portfolio theorists associate higher volatility with 
greater risk, and apply beta as their quantitative measuring shtick — to individual securities and portfolios 
alike.  In regard to a single security, we obviously have observed heightened relative volatility in the shares 
of unproven companies.  Likewise, in the portfolio context, the day-in and day-out price volatility of an 
aggregation of 12 holdings is certain to be more pronounced than an array of 250, even if the average 
established quality of the 12 companies is greater than the 250.  The inverse relationship between the number 
of issues in a portfolio and its volatility, assuming comparable quality, is simply a derivative of the law of 
large numbers.  If you believe, as we do (and on the strength of compelling back-tested evidence), that the 
random “bad apple” risk against which broad diversification is designed to provide protection can be 90 to 
95% alleviated with the smaller number of dissimilar issues, then we notice another countervailing trade-off 
that is rarely factored into the investor’s calculus.  With the risk of an unpredictable outcome — say the 
unexpected bankruptcy of a company in your portfolio that you presumed solvent — minimized within 
prudent limits by a relatively non-diversified portfolio, then you stand a chance, at least in theory, of 
reducing your exposure to another peril:  market risk.  A broadly diversified portfolio will tend to mirror the 
“market,” replicating its performance up or down with minimal tracking error.  Specifically, the risk that a 
broadly diversified portfolio would lose half its value from peak to trough in the 2000-02 bear market’s 50% 
retrenchment was as close to a near certainty as you can get.  Here’s where the two approaches to 
diversification part company.  Beyond differences in short-term volatility, divergence in the dollar value of 
the two portfolios, accentuated by the passage of time, is highly likely.  Obviously, this divergence can be 
either negative or positive.  For a real-world example, turn to page four and notice the difference between 
MCM’s non-diversified portfolio performance and that of the broadly diversified S&P 500, particularly in 
2000 and 2001.  That outcome could not have occurred had we been broadly diversified, we state 
emphatically.  What about the probability that the difference would have been negative?  If we thought the 
probability to be 50%, a “random walk,” we wouldn’t go there.  We believe that by confining ourselves to 
way above average businesses and purchasing them at prices that imply a significant margin of safety, we 
expect more positive differences than negative ones.  It also implies that we count on doing better than “the 
market” over the long haul.  Those statements are consistent with our past record and, we trust, will not be 
invalidated by our future results. 

Improvements in Our Performance Reporting Methodology 
In preparing this report we made a significant change in our methodology for presenting annual 

equity performance results in order to broaden the base of portfolios included in the calculation and to make 
it possible for our calculations to be audited by independent third parties.  In the past the results have been 
determined by using the performance of several long-standing representative accounts as a shorthand proxy 
for all accounts.  We recalculated performance from 1994 through 2003, using data from the master list of all 
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our accounts.  The “tracking error” (the difference in results using the two methodologies) was insignificant, 
as indicated graphically on the chart below.  The returns were calculated on a time-weighted basis.  Needless 
to say, the results are portfolio-size-weighted; that is, the performance of larger portfolios has a greater effect 
on the consolidated results than smaller ones. 
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No methodology is without its shortcomings.  Though we believe our approach’s deficiencies to be 
trivial, in the spirit of full disclosure we’ll summarize them for you briefly.  First, we include common stocks 
that clients select on their own (sometimes after a trip to a barbershop).  They are grouped with the 
companies we have acquired, but these “personal preference” stocks represent less than 1% of the total value 
of all MCM equities.  Parenthetically, while we haven’t bothered to keep a detailed record, cursory analysis 
would suggest that the contribution of those client-picked securities to our overall performance over time has 
been negative.  While it’s like a tiny dent in the fender of a new car in terms of its effect on aggregate 
performance, what caused the dent often serves a useful purpose, which I will let you deduce.  Second, we 
haven’t found any practical way to include intra-month money flows in or out of asset classes.  There have 
been several occasions where large money inflows occurred during the month.  We believe such flows have 
had an immaterial effect on overall results.  Finally, there is what is known as a “survivor’s” bias, which 
distorts the S&P 500 as well.  When a client terminates a portfolio relationship with us, the entire history of 
the account is removed from our records.  But client turnover has been negligible, and the performance 
history of those disassociated portfolios is not believed to have been materially different from the majority of 
portfolios.  All in all, we believe that the data provided are a more than acceptable representation of our 
investment results. 

To enable us to make the next point, please refer again to the chart above.  It represents the same 10-
year, time-weighted data from the table above plotted on a monthly basis in chart format.  Graphically 
presented, the numbers tell a slightly more complete story:  You’ll notice that the trend is generally upward 
but far from linear, as evidenced by the 21-month trough between the peak reached in March 2002 and the 
new high achieved at 2003 year-end!  Time-weighted results (the reporting standard) assume no cash flow 
into or out of the account during the measurement period.  In practice, we make every effort to add to our 
positions when prices are low and sometimes sell entire holdings when their prices rise to the point where the 
expected return for the next five years is in the mid- to low-single digits.  Accordingly, your dollar-weighted 
returns — the actual dollar amount of increase in your wealth — is greater than the time-weighted data we 
are required to report would imply.  The time-weighted chart would suggest that you are back to where you 
were in the spring of 2002, whereas your much heavier pocketbook speaks convincingly otherwise.  
Congratulations!  Much to your pleasure (and ours), your performance-based fee invoices will reflect this 
important difference. 
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Performance Fees  
Unlike last year, there will be more than beans for supper this year.  Always inclined to truncate the 

highs and lows as aberrations, we are moving gingerly up to chopped sirloin.  The preceding tables and chart 
would suggest there’s some evidence that our investment philosophy has the capacity to bring about the 
desired results, but even 10 years is too short for drawing permanent conclusions.  It is eternal vigilance and 
disciplined execution that will, in the end, determine whether we are worthy of your trust.  We are not like 
the John Deere dealer who sells a riding lawn mower to a buyer whose gratification is instant and whose 
excitement gradually gives ground to the realization that someday the green John Deere will be a bucket of 
rust.  Rather, we promise deferred gratification — and we aren’t speaking in terms of months!  We plant 
today with the expectation that the rains will fall and that the sun will shine, yielding a bountiful harvest 
sometime in a very uncertain future.  And who knows what tomorrow will bring?  We are confident that our 
style, if skillfully executed, is durable over time.  

We have referred to our performance-based fee in most annual reports since it was introduced in 
1996.  Since there is a proportional relationship between the increase in your wealth and our income, there is 
no more appropriate section of the report to explain its unique features than this one.  First, you should know 
that apart from hedge funds, performance-based fees are a rarity.  Hedge funds, by the way, promise big 
returns and charge accordingly.  The standard fee arrangement is a 1% to 2% base fee plus 20% of the 
profits.  Our fees, as the table indicates, are a fraction of those charged by hedge funds, and yet our results 
compare favorably with the median hedge fund performance of approximately 11% over the last five years 
that some sources report.   

 
    MCM Performance Fee Schedule 

 
       The greater of: 

 
A. A quarterly maintenance fee assessed as a percentage of assets: 
 
Assets           Quarterly Fee Annualized 
 

First $5 million             1/8 of 1%      0.50% 
Next $5 million             1/10 of 1%     0.40% 
Next $10 million             1/16 of 1%     0.25% 
More than $20 million            1/40 of 1%     0.10% 
 

. . . . . . . . . . . . . . . . . . . . . . . . . . . . or . . . . . . . . . . . . . . . . . . . . . . . . . . . 
 
B. A quarterly performance-based fee, as described below: 
 

Up to $10 mil lion  10% 
$10 – 20 million     9% 
$20 – 30 million     8% 
$30 – 40 million     7% 
More than $40 million    6% 
 

There are several practical reasons for the paucity of performance-based fees, but it’s likely that by 
far the most important one takes us back to the farmer metaphor, phrased in biblical terms:  As you sow, so 
shall you reap.  With a performance-based fee, there is no place to hide if your actions fail to measure up to 
your words.  If you don’t create new wealth over time, you live with the ignominy of subsisting on the bare-
bones maintenance fee.  We know all too well.  After a 15-month performance-fee drought that began on 
April 1, 2002, we plowed our way back and barely eclipsed the old high-water mark for some clients on June 
30, 2003. 

The good news for all of us is that in the fourth-quarter portfolio values rose significantly.  The high-
water mark puts teeth in the performance-based fee arrangement.  Each time an account reaches a new high 
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in value (appropriately adjusted for additions or withdrawals), like rising waters on the Mississippi River 
during flood stage, every new high leaves a new water mark.  That’s where the analogy stops.  Eventually the 
floodwaters will subside, but our mandate is to push the high-water mark … well, higher and higher.  By our 
own choice, we live in a “what have you done for me lately?” world.  Since April 1 of last year the aggregate 
value of all our portfolios rose by approximately $110 million, more than half of which was necessary just to 
get us up to the previous high-water mark!  We can’t control the winds, but we can trim the sails.  You 
should know that our level of apprehension — accompanied by the shrinking list of companies that meet our 
threshold rates of expected return — has risen, as well it should, right along with prices. 

None of our competitors has thus far opted to be paid on the basis of how well they do for their 
clients.  We would encourage them to do so in the spirit of fair play, but we aren’t holding our collective 
breath!  You can be sure there will be times in the future when a fixed fee will look very good to us, but rest 
assured that we have no plans to change this policy, a linchpin in how we do business. 

Since taxes matter for most of our clients, investment policy statements for individuals make 
reference to optimizing after-tax returns.  As with the performance-based fee discussion above, the tax 
changes that became law in the spring of 2003 are perhaps best discussed here.  The maximum tax rate on 
personal income was reduced to 35%, on dividends there was an even more significant reduction to 15%, and 
long-term capital gains (on assets held for more than 12 months) were reduced from 20% to match the rate 
on dividends.  These changes have significant investment implications.  Even though dividend yields and 
short-term interest rates are in the vicinity of record lows, the changes in tax rates, ceteris paribus, greatly 
increases the after-tax benefits from owning equities.  We are less inclined to shy away from stocks with high 
dividend yields and are more induced than ever to minimize the incurrence of short-term capital gains.  
Mutual funds as discussed elsewhere — by the very nature of their high-turnover investment style and 
because a large portion of their shareholders’ money comes from 401(k) and other similar plans where no 
taxes are paid until money is withdrawn — are not as loath to realize short-term gains as we are. 

One of the consequences we anticipate from investing in what we believe will be a “new era” of 
reduced expectations is that we will continue to experience much higher rates of portfolio turnover as the 
necessary cost to achieve our portfolio performance objectives.  In effect, without having the winds at our 
back, like the experienced sailor we find ourselves having to tack frequently as we work upwind toward our 
destination.  This is certainly not our preference, but since the winds blow where they will, we must be 
satisfied with properly setting the sails for the conditions that exist.  Of course, we aspire to tack no more 
often than annually for any individual company so as to have our gains taxed at the favorable 15% rate.  
Needless to say, the commission costs we have borne from the beginning have escalated sharply in the last 
several years.  

In a rare Barron’s interview in October, Warren Buffett confirmed that he apparently feels the same 
pressure to be more active on the sell side, shelving his famous “buy and hold” philosophy in the low-return 
environment he envisions.  Berkshire has done very well with its Coca-Cola and Gillette stakes, accumulated 
in the late 1980s, but Buffett, referring to companies he has long dubbed as sacrosanct “Untouchables,” says 
he erred by not selling them at their late 1990s peaks.  Coke, at 45, and Gillette, at 30, are about 50% below 
their highs.  “Coke and Gillette weren’t the focal point of the bubble, but they achieved bubble prices,” 
Buffett observed.  At their highs, Coke and Gillette traded for about 50 times earnings.  At the Berkshire 
annual meeting in May, Buffett and Vice Chairman Charlie Munger said they were “increasingly 
comfortable” with Coke, Gillette, American Express, and other key equity holdings, but didn’t view the 
stocks as being “undervalued.”  Coke and Gillette now trade at 20 to 25 times projected 2003 profits. 

You must know by now that we thrive in an environment of uncertainty.  John Eldredge’s book Wild 
at Heart captures the essence of our propensity to engage in the battle of wits, to take carefully calculated 
risks, to discipline ourselves to stay rational and independent, to remain even-keeled regardless of the winds.  
Every single day presents new challenges, and that’s why we never tire of what we do.  We have no idea 
what the performance section will say next year as we once again gird ourselves for battle, our collective 
attitude confident yet cautious, tinged with both fear and excitement. 
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MAKING HEADWAY IN THE POST-’BUBBLE’ ENVIRONMENT 
This essay seeks to objectively reduce the surfeit of frequently conflicting market information 

bombarding us from all sides to something that is useful and practical.  Specifically, we hope to very roughly 
approximate where we are along the continuum from investment bliss (where value grows solidly and prices 
are low relative to value, both implying high expected returns and lower risks) to the other extreme, 
investment misery and agony, the woeful state of affairs in 2000-02. 

You may recall in the 1999 annual report that considerable attention was directed to Warren 
Buffett’s well-reasoned macroeconomic market analysis as published in Fortune, in part because he has 
historically redirected questions of that sort, declaring himself an agnostic on the market in general.  He felt 
strongly enough about his rather surprising message that he attached the article to the 2000 Berkshire 
Hathaway annual report published in March 2001.  His tone was uncompromising as he warned investors to 
downsize their expectations, arguing that earnings growth is not likely to exceed 3% (to which we add 2% 
for inflation) unless one uses heroic and historically unsupportable assumptions about interest rates, GDP 
growth, and expanding profit margins.  To that we add a 1% dividend yield and arrive at a nominal 6% total 
return from a broadly diversified portfolio of common stocks well into the future.  Buffett revisited the 
subject in July 2001, which we again summarized in our 2001 annual report, incrementally raising his 
hypothetical expected return to 7% because stock prices were lower and the economy had grown.  With the 
S&P 500 finishing 2003 some 28.7% ahead of the preceding year’s close, it’s no wonder that in the Barron’s 
October 27 article, a patient Buffett admitted he is sitting on an enormous cash hoard — more than $24 
billion — awaiting investment opportunities in the stock and bond markets.  In the wide-ranging interview 
Buffett said he’s “not finding anything” in the stock market and isn’t enamored with Treasury bonds or junk 
debt.  His market-related comments are consistent with those made in Berkshire’s annual report, which was 
released in March 2003, and at Berkshire’s annual meeting in early May.  In the annual report Buffett wrote 
that “despite three years of falling prices, which have significantly improved the attractiveness of common 
stocks, we still find very few that even mildly interest us.” 

While this writer’s unabashed respect for Warren Buffett is manifestly evident, it is not sycophantic 
(Did I hear someone in the back of the room murmur under his breath, “Yeah, right”?).  Since Berkshire’s 
annual report is published several months after Martin Capital’s, I critically review his chairman’s letter to 
make sure his thinking is straight!  The next 14 pages of this report take a look at the “where we are on the 
continuum” issue from a perspective somewhat different from Buffett’s.  When the Berkshire report is posted 
to its Website on March 6, 2004, we’ll find out if Buffett has gotten it right!☺ 

There is no more comfortable place to start than with the long-term relationship between price and 
value.  Parenthetically, we would have preferred to begin with a forecast of the future prospects for growth in 
the underlying value of American industry but found that daunting task well beyond our, or for that matter 
anyone else’s, capabilities. 

The first chart on the following page presents the S&P 500 earnings per share going back almost 50 
years.  It’s very important that you notice the legend is logarithmic, where the value assigned to each equally 
spaced point on the vertical axis is 10 times the numerical value of the one below it.  Compared with the 
arithmetical grid scale (1, 2, 3 ... and so on), which is most commonly used, the logarithmic scale is better for 
showing percentage changes over time, with a straight line representing a constant rate of change.  We 
calculated the trendline — or average compounded rate of earnings-per-share growth over the 47 years — to 
be approximately 6%.  Using this method of presentation, and viewing a half-century of progress from our 
bird’s-eye vantage point, one should get a sense of the relative linearity of the overall trend, at least until 
2001.  In retrospect, the carnage of 1973-74, for those who take the long view, doesn’t seem to be an event 
worth losing sleep over.  As an aside, from 1957 until 1985 dividends yielded 4% on average, which, when 
added to the growth rate in earnings, equaled the oft-referred-to 10% total return from common stocks from 
1926 through 1985. 

While one can make a science of trying to precisely explain the drop in earnings in 2001 and 2002, 
we’ll attempt a simple explanation.  Here we aren’t trying to make points, we’re trying to make a point.  
Beyond the obvious effects of the recession, it is our general view that in many instances earnings were 
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overstated for any number of years, 
depending on the company, leading up 
through 2000.  The last five years’ worth 
of MCM annual reports discussed in great 
detail the preoccupation of a number of 
companies with managing earnings.  
Many of the sins of the past were 
recognized with goodwill impairment and 
a host of other charges in 2001 and 2002.  
We have no idea how much of the dirty 
laundry has been aired, but we would 
hazard a guess that what is hanging on the 
line represents the majority of it.  The 
reader should be reminded that many 
companies toed the mark during the period 
of great temptation, thus ameliorating the 
repercussions of the most egregious 
offenders. 

So, using S&P data, and relying 
on an earnings forecast for 2004 of 
$46.50, which is estimated by fitting a 
linear trendline to the earnings per share 
chart, is probably a reasonable place to 
start analyzing to what extent the market 
is generally cheap or dear in terms of the 
relationship between price and 
“normalized” earnings.  The S&P index 
closed 2003 at 1,112, resulting in a price-
earnings ratio of 24 on 2004 estimated 
earnings.  You’ll notice from the price-
earnings ratio chart (bottom right) that 
numbers in the mid- to upper-teens 
prevailed between 1957 and 1973, when 
interest rates and inflation were relatively 
low and earnings growth slightly above 
average.  The period from 1975 through 
1990 was marked by higher than average 
interest rates and lower than average 
growth rates in earnings. 

Next examine the relationship 
between the S&P 500 index, the index’s 
annual earnings, and the index’s annual 
high/low price-earnings ratio on the charts 
provided.  As you can see, the spike in the 
price-earnings ratio around the turn of the 
century is partially explained by the 
doubling of the index (numerator) and the 
sharp drop in earnings, the denominator. 

Since today’s stock prices are an 
approximation of the discounted present 
value of future cash flows, there are three 

S&P 500 Earnings Per Share 
on Logarithmic Scale

1.00

10.00

100.00

19
57

19
62

19
67

19
72

19
77

19
82

19
87

19
92

19
97

20
02

Earnings Per Share



2003 Annual Report  Martin Capital Management, LLP 

Page 12  

20-Year Government Bond Yield Data

0%
2%
4%
6%
8%

10%
12%
14%
16%

19
26

19
31

19
36

19
41

19
46

19
51

19
56

19
61

19
66

19
71

19
76

19
81

19
86

19
91

19
96

20
01

unknowns that must be estimated:  cash flows many years hence, the estimated cost of money (the 
underlying Treasury bond interest yield) over that same time frame as one component of the discount rate, 
and the equity-risk premium added to the underlying cost of money to arrive at the total discount rate to be 
applied to reducing the future cash flows to present value.  By comparison, a Treasury bond (currently 
considered to be the highest-quality, fixed-income instrument available) is priced using the same 
methodology, though all variables are known.  Assuming a bond currently trades at par, only future 
fluctuations in market interest rates will cause its price to deviate from par.  

Returning to the pricing of common stocks, as for the first and very important variable, we are at a 
loss to forecast the growth rate in earnings (a rough but convenient proxy for cash flow) years into the future 
with any degree of confidence.  Precision is difficult to achieve even in the near term.  In a recent Barron’s 
poll of 12 Wall Street analysts, S&P 500 earnings growth forecasts for 2004 were as high as 16% and as low 
as 9%, in part because of differing earnings measurement metrics.  Beyond telling us that the sheep rarely 
wander far from the flock, we can say the above numbers don’t allow much to hang your hat on.  And yet the 
long-term forecast, where the potential for the most uncertainty exists, is usually based on the simple 
extrapolation of historical growth rates — and generally for good reason.  Sometimes, though, as was the 
case during the “Great Bubble,” the extrapolation of wildly optimistic, and ultimately fanciful, distant growth 
rates for many historically high growth rate companies led to extreme overvaluation.  When visions seen 
through rose-colored glasses collided with reality, the stocks plummeted.  

Looking back at the 47-year history of S&P 500 earnings, simple extrapolation was undoubtedly the 
most accurate forecasting methodology.  While we can think of a number of major evolving forces that could 
knock the extrapolation train off the tracks, we’re inclined to stay with the 6% growth rates for the time 
being.  Nonetheless, we offer a serious note of caution here.  In testimony before Congress during the second 
half of 2003, Alan Greenspan added a new wrinkle to his macroeconomic management formula that appears 
a lot like “Pascal’s Wager.”1  In justifying maintaining the discount rate at the 1% level, he admitted that he 
would rather err on the side of being too easy than too tight, because the consequences of the latter are much 
more dire than the former.  Thus, even though he assigns a relatively low probability to the deflationary 
scenario, its consequences are so grave as to cause him to “overweight” that possibility in his policy calculus.  
And so it is with us.  However remote the likelihood of an economic meltdown might be, we, as stewards of 
your wealth, must overweight it in our portfolio decision-making because of the extreme and unacceptable 
severity of the fallout should it by chance occur.  Over the years, we have always positioned ourselves so that 

if we err, it will generally be on the 
side of excessive conservatism, 
otherwise known as forgoing 
opportunities.  Generally, we have 
compensated by limiting ourselves to 
good businesses purchased at 
reasonable prices. 

Finally, we turn to the cost of 
money and the premium in return that 
one should expect from investment in 
common stocks vis-à-vis the more 
predictable U.S. Treasury security.  If 
you view the chart of U.S. government 
bond yields to the left, it’s hard to 
draw a conclusion about what is 
normal.  If you were to overlay a 

                                                
1 Blaise Pascal, the great 17th-century French mathematician, became a devout Christian in his later years.  As one of the original 
probability theorists, he rationally explained the pious life using mathematics rather than simple faith.  He argued that if heaven and 
hell exist as discreet outcomes in the afterlife and that the probability of each was arbitrarily assigned to be 50%, one must still 
choose the virtuous life.  His rationale rested on the difference in the severity of the outcomes:  He reasoned that an eternity of 
heavenly bliss was infinitely preferable to one of never-ending damnation.  That, in a nutshell, is Pascal’s Wager. 
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Consumer Price Index (CPI) chart you would see the logical connection between the rate at which the 
purchasing power of the currency is being debased through inflation and the rate of interest lenders demand 
for the rental of their money.  Once again, we are at a loss.  Intuitively, if we expect trendline economic 
growth and take into account anecdotal indicators like the price of gold and the exchange rate of the dollar, 
inflation should rise, perhaps significantly, over time, from current levels.  While there is no direct 
connection, interest rates should follow — or even lead — the rate of change in prices.  As for the equity-risk 
premium, we feel qualified to prognosticate with more conviction.  As we have so often written, investors are 
inclined to view the world through the rearview mirror.  The rocky recent past and the widespread distrust of 
those who used to report but now manage earnings tarnished the image of equities as the sure-bet road to 
riches.  The equity-risk premium, thought to be largely irrelevant a few years ago, should gain its lost 
credibility, if not actually overcompensate.  

Taking all of the above into account, we must conclude that common stocks, in general, as measured 
by the S&P 500, which tends to somewhat overstate the results because of the survivor’s bias mentioned 
earlier, are at the high end of the valuation continuum.  How or when they regress to an approximate mean 
of, say, 15 times earnings is unknowable.  So long as earnings stick reasonably close to their historical 
trendline growth rates, we believe that the best-case scenario is lumpy total returns from equities that average 
little more than the underlying earnings growth rate.  The likely price-earnings ratio compression may be 
offset by an ever-rising dividend yield. 

From the risk perspective, the most optimistic observation we can offer about the margin of safety is 
that it is razor-thin.  Likewise, the key impetus behind stock prices going forward must be earnings growth 
since the probability of a significant expansion in earnings multiples is slight at best.  In summary, even the 
best-case scenario is not particularly appealing.  No wonder we’re finding it difficult to identify companies 
that meet our threshold return requirement. 

How Did We Get Here in the First Place? 
Robert Shiller, Yale professor, seasoned market observer, and author of the prescient and timely 

book Irrational Exuberance, published in March 2000, the very month the bubble burst, offered a number of 
“structural” causes in explaining how exuberance eventually became irrational.  By dissecting those causal 
forces perhaps we can speculate as to whether their power remains potent or whether it is on the wane.   

He begins with the invasion of the Internet, delivering leading-edge technology (and presumably 
serving as confirming evidence of the “new era” in prosperity led by America’s worldwide technological 
dominance) right into our homes in the second half of the 1990s.  Visions of sugarplums, however 
unfounded, danced in just about everyone’s heads.  Merrill Lynch’s slogan, “We’re bullish on America,” 
symbolized the triumph of capitalism over other less effective economic ideologies, the fall of the former 
Soviet Union being the quintessential case study.  Shiller points out that materialism re-emerged and 
business success, measured most conveniently in dollars, gave rise to the proliferation and eventual abuse of 
stock options as the quickest road to pre-eminence.  Instead of being embarrassed by the polarities brought 
into bas-relief by their wealth, the newly ascended super-rich scrambled to the newsstands, like students to 
the bulletin board after final-ex am results are posted, to see if their name had shown up on the Forbes list of 
the 400 wealthiest families in America.  How much our values have changed from the wisdom of Ralph 
Waldo Emerson:  “Great men are they who see that spiritual is stronger than any material force, that thoughts 
rule the world.”  

Tax cuts and the latter expectation of further cuts on earned income, capital gains, dividends, and 
estates provided encouraging and tangible evidence of a pro-business attitude within the Republican-
dominated Congress.  The powerful Baby Boomer myth, which was more about public perceptions than 
demographic logic, gained increasing credence during the decade of the 1990s  (see MCM 2000 annual 
report, page 32).  Proliferating media coverage of the financial markets only fanned the flames of 
exuberance, transforming once bland business periodicals into televised tout sheets.  Who would have 
imagined broadcasted stock tips, 24 hours a day?  After reading the above, again turn to the S&P 500 
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earnings per share chart on page 11 to see how much, if any, of all this fanfare percolated through to affect 
higher rates of earnings growth over the last five years.   

Wall Street’s modus operandi adapted easily — and in fact far too effortlessly — to the times.  The 
independence of analysts was compromised with the crumbling of the “Chinese wall,” the imaginary barrier 
that in theory but rarely in practice separated researchers from investment bankers.  Power gradually shifted 
from the analysts to the chief financial officers of corporations, whose profitable investment banking 
business was doled out with obvious partiality (see 2002 annual report, page 13). 

The growth in popularity of the defined-contribution pension plan since 1981 — when the 401(k) 
plan came into existence — greatly increased the public’s awareness about stocks, even if indirectly through 
mutual funds.  The short- and long-term consequences of the transfer of decision-making authority to the 
employee, the emergence of the mutual fund family that offered a cornucopia of investment alternatives, and 
the relative decline in the traditional defined-benefit plan is examined beginning on page 18. 

Returning to Shiller, the decline in inflation in the 1990s to levels not thought possible in the early 
1980s bolstered investor confidence since steady prices are perceived by the public as a sign of economic 
stability and social health.  Declining nominal interest rates added to investors’ sense of economic well-
being, irrespective of whether the more relevant but harder to understand “real” (inflation-adjusted) rates 
were relatively high or low. 

Gambling has prospered in its many other forms over the last 20 years.  For example, in 1975 only 
13 states permitted lotteries; the number had increased to 37 by 1999.  Until 1990 casinos were legalized in 
Nevada and Atlantic City only.  By 1999 riverboat and dockside casinos numbered over 360, according to 
Shiller’s research.  Cable and the Internet have piped gambling right into our homes, and the waiting lines at 
local convenience stores to buy lottery tickets speak volumes about the mesmerizing hold “easy money” has 
on the popular imagination.  Shiller makes a strong case that gambling fosters an inflated estimate of one’s 
own potential for good luck that may well spill over to its more upscale form, speculation in securities.  

Trading volume nearly doubled between 1982 and 1999, with annual turnover exploding from 42% 
to 78%, as casino capitalism stormed the barricades of rationality.  The groundwork was laid on a memorable 
day in May 1975 when fixed commission rates were at long last forbidden by the SEC, as deregulation 
fought its way through heavy resistance to Wall Street.  Trading costs stair-stepped down only to collapse 
like toy soldiers as online trading took people out of the process.  Discount brokers and day trading 
proliferated (noted in several prior annual reports) as the speculative mania, like machine-gun fire, 
indiscriminately hit more and more targets, ranging from the vulnerable and vigilant to the vile and 
villainous.  Dramatic changes in the volume of trading are almost always positively correlated with major 
bull and bear markets. 

The Complementary Role of Behavioral Economics 
From the structural changes that were foundational to the Great Bubble, we must look further to 

behavioral economics to understand how those forces were amplified and exaggerated in the minds of 
investors.  In prior annual reports we have devoted discussion to individual and social psychology as a means 
of attempting to explain the seemingly irrational behavior of investors from time to time.  More than that, we 
have relied on it heavily in our decision-making.  The subject of behavioral economics has, in the academic 
world where change is a lagging indicator, gained ground grudgingly as its struggle to obtain acceptability is 
symbolized by the oil-and-water character of the words themselves, conveying as they do two different 
strains of ideology.  The science of psychology is as soft as economics is concrete.  By way of illustration, 
it’s the rare engineer whose library is filled with books on philosophy.  Nonetheless, this cross-thinking is 
gaining credence in leading academic institutions like Harvard and Yale, the latter where Robert Shiller 
preaches this gospel, in large measure because … it works! 

Shiller does a masterful job of blending the two sciences in explaining the energy that gave rise to 
irrational exuberance, not coincidentally the title of his 2000 book.  The subject is far too comprehensive to 
be covered other than superficially here, and we therefore strongly encourage you to purchase the book if 
you find your appetite sufficiently whetted to induce you to venture out onto the frontiers of economic 
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thought.  While the boundaries of the discipline are not well-defined, and perhaps never will be, for the sake 
of expediency I’ll boil them in the same pot, though I won’t necessarily toss the ingredients into the stew in 
the same order he did. 

Shiller refers to the herd instinct and naturally occurring Ponzi processes as “amplification 
mechanisms,” often causing the pendulum of investment sentiment to swing to extremes not remotely 
justified by rational analysis.  My affinity for these mechanisms can be traced to many pleasant and engaging 
conversations with my friend and former associate, Albert Meyer.2  Ponzi schemes, in one form or another, 
have been around and will be around forever because of (1) their simplicity and (2) the natural instinct 
(gullibility?) of groups of people all too willing to embrace the improbable.  Generally, they are launched 
with a promoter putting forth a plausible, although usually improbable, proposition that large gains can be 
had from investing in the venture being hyped.  In fact, there is rarely little if any investment merit behind a 
promoter’s assertions.  In reality, once the idea gains a toehold of credence, “feedback” mechanisms pour 
fuel on the fire of desire and the money flows in, motivated almost entirely by the prospect for riches, the 
“investors” having long forgotten whether or not the original investment thesis was efficacious.  Since there 
is no underlying asset truly capable of generating the earnings at the rate promised, new-money inflows are 
the primary means of making good on promises to earlier investors.  The scheme must come to an end and 
does so when exposed, often unexpectedly, but certainly no later than when the inflows slow to a point that 
they don’t cover the promised outflows.  The whole charade then inevitably collapses like a house of cards.3 

In its advanced stages, the market (especially Nasdaq) in Internet, technology, and Telcom stocks 
took on the characteristics of a classic Ponzi process.  The underlying earnings power of the companies that 
made up the industries was minuscule compared with the astronomical valuations placed on them in the mad 
scramble for paper gold.  As with all Ponzi schemes, the first sellers are almost always the most fortunate.  
As discussed in the 2002 annual report, the conspiracy (I don’t think that’s too harsh a word) to optimize the 
“rake” for insiders became perniciously more refined with each new IPO (initial public offering).  In any 
other venue such behavior would be considered criminal. 

The Zeitgeist, the spirit of the times, can and often does become irrational because of herd behavior, 
epidemics, and “information cascades,” as Shiller explains.  “Group think” frequently causes an individual to 
capitulate to crowd thinking simply because he or she finds it difficult to believe that such a large group of 
people could be wrong, particularly when an authoritative figure lends his or her stature to the proposition.  
Shiller argues that the behavior of such individuals may in fact be predominantly rational and intelligent, 
even when the views to which they subscribe conflict with their own matter-of-fact judgment.  The reason:  
the lasting lessons learned from past errors when going against the majority view.  The spread of epidemics 
and information cascades — where a faulty thesis proliferates by word-of-mouth like a forest fire leaping 
from tree to tree, without the validity of the original thesis again being contested — further explains the 
suppression of the constraints of rational and independent thought. 

Shiller also discusses the psychological factor of “anchoring,” a behavioral response that would not 
be possible if the markets were truly rational (and, by inference, efficient).  Anchoring is not so much the 
result of ignorance but is more attributable to how the human mind works.  For example, most of us are 
quantitatively anchored in the present; in making judgments about the level of a stock’s price, the anchor is 

                                                
2 Albert Meyer was a gifted accounting professor at Albion College in south-central Michigan when he earned national renown (at 
great personal risk) for exposing the New Era Philanthropy Ponzi scheme in 1995.  Albert, who was recruited as an analyst by our 
firm shortly thereafter, now runs his own independent research firm (Second Opinion Research), after spending four years with 
Dallas-based David Tice and Associates as a research analyst. 
3 Within days of the end of the year, news broke about one of the most outrageous Ponzi schemes ever originated — out of 
Sacramento, no less, perhaps a modern-day rendition of the 19th-century Gold Rush — according to an Associated Press story.  
Sunday church regular and picture-waving grandfather, 57-year-old Paul Lewis Jr. illicitly amassed $813 million in his southern 
California investment funds on the word of a few friends.  Many heard about Financial Advisory Consultants through fellow 
churchgoers.  Prospects marveled at Lewis’ reported 20% to 40% returns over 20 years in several of his funds, seemingly confirmed 
as periodically a few investors cashed in as much as $250,000.  Not surprisingly, the firm never provided clients with any details on 
how it invested their money, nor was the firm ever licensed or regulated as required! Former ZZZZ Best carpet cleaning company 
scam artist Berry Minkow, who spent seven years behind bars, spoke with authority about Lewis’ deceit: “It will go down as the 
longest-running Ponzi scheme in history, and the mutual fund that didn’t exist.”  Yes, this is a true story. 
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likely to be yesterday’s price.  In the qualitative dimension, anchoring takes the form of “storytelling and 
justification,” both of which defy quantification.  Liken it if you will to the growing fascination with 
gambling mentioned above:  The vocabulary makes the subtle shift to vague expressions like lucky day 
compared with far more precise terms like probability.  The emphasis gradually migrates from logical 
analysis to intuition.   

Hand in glove with the above is what we have described in the past as the overconfidence bias, the 
near universal human tendency toward excessive and unjustified confidence in one’s beliefs.  While the 
association is a bit tenuous, overconfidence has been deemed a force in promoting the high volume of trading 
that is indigenous to speculative markets.  A companion affinity is the hindsight bias that causes one to see 
the world as far more predictable than it actually is. 

By now you must feel a little overwhelmed by all this soft science-stuff and are no doubt wondering 
the point of it all.  Well, it comes full circle to the centrality of the efficient market thesis to mainstream 
investment thinking.  For if what is commonly believed in academia is in fact true, much of this report is 
poppycock, worthless nonsense.  “Might does not make right,” and we’re thusly inclined to resist the 
temptation to blindly take any thesis at face value, no matter how many Nobel laureates plaques are hanging 
on the office wall.  Does it not stand to reason that if indeed the markets are efficient, and all information 
publicly known is imputed in current market prices, then markets must be immune from excessive 
exhilaration, of which bubbles are the end product?  As a sidebar, it is presumed that one also can infer that 
people who have differing abilities cannot produce dissimilar investment results, since the superior 
understanding of some is already incorporated in share prices.  What about Warren Buffett?  The authorities 
have pronounced him an aberration.  Without belaboring the point, to my knowledge no modern portfolio 
theorists have yet to venture forth to argue that the overblown market boom/bust cycle that began in the late 
1990s in any way confirms the validity of the efficient market thesis.  All we hear is silence.  To this writer, 
the thesis is damned by faint praise … 

To practitioners such as your servants at Martin Capital, we admonish ourselves to never say 
“never.”  Despite the intimidating mathematics of modern portfolio theory, of which the efficient market 
thesis is an essential building block, real-life experience teaches us that free markets have always shown a 
disposition toward irrational behavior when the stars of exaggerated sentiment are in alignment.  Being 
aware that the market price pendulum can swing — in both directions — to extremes well beyond what our 
“anchored” thinking would deem possible, we must remain steadfastly independent and rational in our 
thinking.  No mean feat … certainly in 1999 … and perhaps no less so today. 

Back to the Future 
Thus armed with additional data, we return to the original question:  Where are we on the continuum 

between exuberance and despair?  Turning first to Robert Shiller’s structural factors, let’s highlight a few in 
the order they appeared in the earlier section titled “How Did We Get Here in the First Place?”   

The public has always been justifiably enamored with new technologies, as was the case with radio, 
television, and the personal computer in their respective heydays.  It’s hard to believe that on the 20th 
anniversary of the revolutionary technology that became the personal computer, the wunderkind is past its 
prime, relegated to the characterization of technologically passé.  Once yesterday’s remarkable innovations 
became commonplace they understandably lose their luster as the “new and unusual,” a fate that will surely 
befall the Internet.  We need only recall that the productivity enhancements that followed the introduction of 
the PC in the early to mid-1980s economically benefited the user far more than the producer.  Despite the 
impressive 2003 rallies in the stocks of a number of the leading Internet companies, the earnings power of 
the industry — compared with early projections and because of the industry’s competitive construct — 
remains suspect.  

Of course, we must make full allowance for the likelihood of some new technology piggybacking on 
existing scientific developments, which may go from obscurity to near universal acceptance in less than 10 
years, just as the Internet rode into town on the PC infrastructure horse.  Highly regarded futurist John 
Naisbitt opines in the well-documented, insightful, and cautionary book High Tech/High Touch that genetic 
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technologies will overwhelm all other technologies in the 21st century.  He reminds us that all of our 
technological innovations appeared on the scene long before a full attempt was made to understand their 
ethical and social consequences.  Like the Internet, the economics of genetic engineering are not as 
compelling as they first might seem.  Moreover, ethical dilemmas may, and perhaps should, impede the 
progress of otherwise unbridled scientific zeal.  In sum, in this writer’s judgment the Internet was a great 
catalyst only because it worked well in conjunction with other complementary factors, including earnings 
growth, managed or otherwise.  As we look forward five years into the nascent economic recovery’s clouded 
crystal ball, the list of key macro earnings drivers is indeed short enough that the forces that may cause 
another contraction not too far down the road should be of greater concern. 

Another structural factor that gave rise to the Bubble has not abated to any noticeable extent.  
Worship at the altar of materialism seems rather deeply embedded in our culture.  Spiritually uncomfortable 
allusions notwithstanding, the production and accumulation of stuff is, after all, the practical end objective of 
our capitalist system.  And it is unlikely that materialism will be dislodged except under the most 
economically discouraging of circumstances.  Should the tide turn, there is a higher order always beckoning 
us (the calling of most religious groups from time immemorial), as Emerson affirmed above. 

As for macro policy, it’s hard to imagine a fiscal/monetary policy mix more supportive of investment 
than is currently in place.  Barring the unexpected, fiscal policy should be a plus for at least another five 
years. 

Although Shiller’s earlier discussion of the vaunted demographic shift was comprehensive, as it 
should have been, we’ll summarize its current relevance in one sentence.  The Baby Boom stimulus (a 
fallacious one-sided equation, we would argue) is a little long in the tooth anyway, and in less than a decade 
it may be the Baby Bust (that began soon after the development of the birth-control pill in the mid-1960s) 
that will impregnate the collective consciousness of editorial writers.  

Turning to investment analysis — on the assumption that the cathartic process (a thorough cleansing 
of the pervasive speculative inclination) is not complete — we envision a long period of involuntary 
contrition that should linger until the speculative sap begins to flow freely again.  It might even be possible 
that respectability may once again become, shall we say, respectable, at least for a time.  As for the Chinese 
wall, count us among the diehard cynics.  It is built of beach sand and will always crumble when the waves 
of greed roll in. 

Regarding the continuation of economic utopia (a flat Consumer Price Index and a Fed funds rate of 
1%), we state emphatically that it will not persist and can present a host of reasons why, but we can’t offer a 
scintilla of evidence in support of precisely when or how the state of affairs might change.  We all know the 
antonyms for the word utopia.  To that we can add nothing more.  

With respect to Shiller’s comprehensive examination of the contribution from the media to the 
exuberance, as a bold prophecy in the 2002 annual report, the undersigned suggested that in due time CNBC 
will be a shadow of its current self.  It has been a child of the 20-year bull market that culminated in the 
bulimic disgorgement beginning in March 2000, and its ratings will move in lockstep with stock prices, 
which, we need not remind our readers, fluctuate!  The good news is that the fair-weather financial media, 
the existence of which is dependent on rising prices and whose emergence was celebrated with such fanfare 
during the bull market, will die a quiet death.  Nielsen ratings will see to that.  Don’t, however, sell the Dow 
Jones Company short!  

Another structural factor is likely to turn from a positive to a negative.  The huge spike in overall 
trading volume is both cause and effect of rising stock prices.  Parenthetically, it’s a common occurrence in 
the shares of individual companies, with above average trading volume most often associated with high and 
rising prices, when broad attention is drawn to the stock (at least partly due to the self-reinforcing mechanism 
of the rising price itself).  After stocks have cratered — at the very time when some offer the most inviting 
profile of risk and return — trading volume invariably becomes lethargic.  This common phenomenon has 
not escaped our attention.   

That aside notwithstanding, low commission rates and Internet-enabled day trading promote the 
erroneous perception of easy money.  Evidence abounds to the contrary.  Frenetic trading, made more risky 
by the fulcrum of financial leverage, is, for the vast majority of players, a devastating loser’s game.  As 
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volume slows and price volatility follows suit, the speculators at the margin will gradually drift away.  “The 
lottery” — the most surreptitious regressive tax in the nation toward which those with no grasp of probability 
theory or awareness of often tragic consequences of windfall wealth flock in search of the heavily promoted 
illusion of instant riches (governments are apparently exempt from truth-in-advertising laws) — and other 
forms of gambling may moderate, at least in terms of how we know them today.  To be sure, human nature’s 
mostly futile propensity to defy the odds will never, and should never, go away.  Some of the greatest 
innovations in history have come from the minds of such nonconformists.  Gambling at its current pace, 
though, is a social sickness, which may have reached epidemic proportions.  Eventually all epidemics 
subside, each for reasons unique to itself.  

Because of the relative importance of what follows as a potent swing variable, lengthy ensuing 
discourse is devoted to the interconnected maze of mutual funds, defined-contribution plans, and corporate 
governance, after which we’ll attempt to answer the question posed at the beginning of this section.  (Are 
you intrigued by the suspense?!) 

SENSING THE WINDS OF CHANGE 
The subsequent commentary is longer, more taxing, and more controversial than the relatively 

superficial survey of the structural factors immediately preceding, with the writer begging your indulgence in 
hopes that the end will justify the means.  To begin, certain elements of the capital markets and all their 
various and sundry subsets are woven together like the tapestry of a finely crafted Persian rug.  The attempt 
will be to unravel some of the mystery of this complex entity so that several potentially radical hypotheses 
can be presented that may be relevant to the central issue of this essay.  The tentative and untested 
explanation that accounts for the facts selectively presented below — my theory, if you will — does not 
necessarily reflect the opinions of my partners and associates. ☺ 

The Apogee of the Mutual Fund Boom 
Where the process of unraveling begins is itself subject to debate.  Exercising the writer’s 

prerogative, I’ll start with investment companies if for no other reason than their relative mass and resilience, 
like the cat with nine lives.  Mutual funds in one form or another have been fixtures on the investment 
landscape since the early 1800s, far longer than most of us would have imagined, anchored as we are in the 
present.  Despite mutual funds’ dramatic growth in popularity since the early 1980s, the public’s interest in 
them has historically waxed and waned concurrent with major bull and bear markets.  Investment trusts 
proliferated in the 1920s, only to fall into disgrace during the 1930s because of disastrous investment results 
and disingenuous promoters whose blatant acts of self-enrichment took precedence over their fiduciary 
obligation to shareholders (deeds more reprehensible, to be sure, than the malfeasance for which the industry 
is currently being castigated, as noted below). 

The Investment Company Act of 1940 helped to legitimize what became known as mutual funds 
and, along with the passage of time, to restore investor confidence.  Laws are rarely a leading indicator!  The 
Employment Retirement Income Security Act of 1974, ERISA, which gave birth to the Individual 
Retirement Account (IRA), paved the way for investing tax-deferred dollars in mutual funds, only to be 
delayed by another episode of mutual fund misconduct and the bear market of 1973-74.  The net exodus from 
mutual funds lingered well into the 1980s until awareness of the rising market spread to the backwaters of 
investor consciousness.  The impetus that mutual funds received from the declining relative importance of 
the defined-benefit pension plan as money flowed into the defined-contribution 401(k) pension plan in the 
early 1980s belatedly, but undeniably, took root in the great bull market that followed.  Although the vast 
majority of equity mutual funds failed to match the performance of passive indices (according to Lipper data, 
over the 30 years through December 2002, diversified U.S. stock funds returned an average of 9.5% per year 
compared with 10.7% for the S&P 500), aggressive advertising and more than a 10-fold increase in the Dow 
during the next 18 years helped polish the image, even if largely undeserved, of “experts” at the helm. 



Martin Capital Management, LLP  2003 Annual Report 

 Page 19 

To put the last 22 years in perspective, in 1980 a comparatively minuscule 4.6 million U.S. 
households owned mutual funds, a 5.7% penetration rate.  By 2002 these funds had become well-nigh 
ubiquitous, owned in one form or another by nearly 50% of all households, or 54.2 million families.  Nature, 
or in this case mutual fund sponsors, abhors a vacuum.  No surprise then, like the proliferation of pesky 
dandelions in the spring, 4,682 equity mutual funds (8,231 funds of all types) sprouted in the ensuing years, 
as tallied in the current Investment Company Institute (ICI) Fact Sheet, a 12-fold increase since 1982.  (ICI is 
the chief advocacy organization of the mutual fund industry.)  In 1982 equity mutual fund assets totaled 
$53.7 billion, a mere 2% of the $2.7 trillion at year-end 2002.  The peak was reached in 1999 when equity 
funds exceeded $4 trillion.  In the aggregate, funds of all stripes — equity, hybrid, bond, and taxable and tax-
exempt money market — grew from $297 billion in 1982 to $6.4 trillion by December 31, 2002.  No less 
telling with regard to the pervasiveness of the mutual fund phenomenon in actual interrelations or 
comparative importance is the following fact:  The number of mutual funds eclipses the total number of 
individual companies listed on the New York Stock Exchange.  Does not the phrase “absurd redundancy” 
come to mind?  When the middlemen outnumber the largest grouping of stocks they ostensibly manage, 
something, to understate the point, is askew. 

On the heels of a bear market that lasted from 2000 to 2002, mutual fund ownership declined only 
slightly.  In all, a July 2003 ICI survey found 53.3 million households, or 47.9%, owned mutual funds.  
That’s down slightly from 54.2 million households, or 49.6%, in July 2002.  The survey reported that the 
total number of individual investors owning mutual funds declined to 91.2 million in the 2003 survey from 
94.9 million in the 2002 survey.  At the same time, the survey found that a record number of households, 
36.4 million, owned mutual funds inside employer-sponsored retirement plans.  That figure represents 32.7% 
of all U.S. households.  

“The harsh financial environment and weak performance in equity markets starting in 2000 
contributed to the decline in overall household fund ownership,” says Matthew P. Fink, ICI president.  
“Despite difficult equity markets, ownership of mutual funds within employer-sponsored retirement plans 
increased to record numbers” (more on this development below).  On the surface, the turnover rate in stock 
funds indicates feverish activity, but the data are likely to mislead.  Annual redemptions and redemption 
exchanges, as a percentage of average net assets, reached 43.9% for the 12 months ending October 2002 and 
34.8% for the year ended September 2003.  Most of this is believed to be attributable to a small but frenetic 
subset of the mutual fund shareholder population who turned their funds seven times a year on average, as 
well as a steady departure from foreign funds since 1993.  The heavily promoted illusion of limitless riches 
begging to be mined within the lesser-developed countries was demythologized by the earlier Asian and 
other foreign bear markets.  In point of fact, the vast majority of shareholders rarely alter their portfolio 
allocations.  Institute research confirms that shareholder response to long-term declines in stock prices has 
been “measured and gradual.”  Gradual, yes, but measured … hardly the word to describe often simple 
reactive behavior that, by virtue of its momentum, alters course with the quickness of a battleship under full 
power. 

Fund Owner Demographics 
Who are these people who have embraced the mutual fund as the means of realizing the American 

dream?  Most mutual fund owning households have moderate incomes and, as you might expect, fund 
ownership increases with income.  As of July 2003, according to ICI statistics, 28% of households with 
income less than $50,000 owned mutual funds, compared with 70% with incomes of $50,000 or more. 

The vast majority (83%) of mutual fund households are headed by individuals age 25 to 64 years; 
with 52% of all mutual fund households from the Baby Boomer generation (those born between 1946 and 
1964), 23% from the “silent” generation (pre-1946, which includes the undersigned, who has been referred to 
by many names, none of which even resembled “silent”!), and 25% from the post-1965 Generation X’ers.  
Thirteen percent of households owning funds are headed by individuals age 65 or older; 4% are headed by 
individuals younger than age 25.  A broadly based, middle-class, younger- to middle-aged demographic if I 
ever saw one … 
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Fink recites the mutual fund sponsor’s mantra on the ICI Website:  “Mutual funds offer investors an 
unparalleled combination of benefits, including professional management, diversification, strict regulations 
and affordability.”  Adds Fink:  “Funds play a prominent role in helping Americans achieve their significant 
long-term financial goals, including financing education and retirement.” 

Disquieting Changes in the Distribution Channel 
Beneath the surface of the burgeoning, decade-long surge in mutual fund sales, subtle changes have 

been taking place that may well have wide-ranging, long-term ramifications.  Direct sales of new funds to 
individual investors declined from 23% in 1990 to 13% in 2002.  The traditional brokers’ share of the 
shrinking direct-sales channel has dropped from 50% to 25% over that same time span.  Indirect sales 
through company-sponsored plans have filled the gap.  All the while the power has been shifting to the 
bigger organizations that enjoy economies of scale and the competitive edge of a panoply of product 
offerings.  The top 25 mutual fund complexes have consistently controlled about 75% of the assets over the 
last five years.  The top 10 declined from 56% to 46%, owing to the fact that the larger fund complexes have 
a preponderance of equity offerings that fared poorly from 2000 to 2002 compared with the smaller fund 
families, which are more heavily weighted toward fixed-income products.  In this writer’s judgment the 
distribution mechanism, for the reasons mentioned above, has become more automatic and impersonal, 
rendering it ill-equipped to stem the tide of disillusionment should mutual funds continue to fail to meet 
investor expectations, which likely remain higher than what might be thought justified, buoyed by the 
lingering belief that whatever goes down must come back up — reinforced once again in 2003.  When an 
investor’s confidence flags, and when there is no human being whose name you know on the other end of the 
phone line to reassure, emotions sometimes overcome the rational decision-making process.  Additionally, as 
for direct sales, it has long been understood that mutual funds are not bought, they are sold.  Direct-sale 
distribution is the costliest alternative, and pricing pressures mentioned below play havoc with this 
important, albeit shrinking, channel. 

More ‘Barbarians at the Gate’ 
Not altogether unlike the 1920s or the 1960s, the mutual fund barbarians are once again storming the 

gate — in the historical context an ominous sign indeed.  (The apparent 40-year cycles are no doubt 
coincidental, unless four decades represents the time span required for a new generation of sheep, heedless of 
history’s tutorial, to huddle together in a stupor, ready to be shorn.)  Scandalous behavior, likely to be 
emblematic of the naughty ‘90s, metastasized to the mutual fund industry, which has been largely without 
blemish since the late-1920s, as the malfeasance witch-hunt continues.  Let us not overlook, simply because 
of the order of magnitude (or insult the memories of old-timers such as the writer), the “go go” 1960s when 
Bernie Cornfeld and the other mendacious mutual fund managers ran recklessly wild, and sullied, with 
understandable consequences, the industry’s good name. 

Parenthetically, Barron’s erudite editor, Alan Abelson, opined recently on the oxymoronic self-
righteous political response as big and small funds alike were “splattered by scandal, featuring fine, upright 
fiduciaries who scalped an eighth here and an eighth there from their own shareholders.  And politics was 
transformed from a cruddy business into a poisonous one.  Congress, whose resemblance to a deliberative 
body has always been accidental, more and more has come to resemble a sack of spitting cats.”  An 
investigation carried out ostensibly to uncover unethical or even illegal activities, but actually used to further 
political agendas, can become uncontrollably ugly — like some episodes of aggravated crowd behavior.  
Joining the chorus with moral indignation and a proposal for swift justice, the Investment Company Institute 
president in November “Fink-ed” on his minions, whom he legitimized with lavish praise only a few 
paragraphs above, as he doubtless feigned disgust, admonishing his wards with these whimsical words:  “... I 
am outraged by the shocking betrayal of trust exhibited by some in the mutual fund industry” and those who 
have violated criminal laws “... should be sent to prison.”  He went on to caw in testimony before the United 
States Senate Committee on Banking, Housing and Urban Affairs, “I am appalled by the circumstances that 
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caused you to convene this hearing.  Like you — and the constituents you serve [This fellow can patronize 
with the best of them, demonstrating also that he is at least loyal to a pet phrase, to wit:] — I am outraged by 
the shocking betrayal of trust exhibited by some in the mutual fund industry.”  Yes, Mr. Fink repeated 
himself, word for word. 

While on the surface the magnitude of the malfeasance seems to pale by comparison to Enronitis, the 
public reaction seems to run parallel.  Pushing the limits of fiduciary etiquette, so-called investment 
professionals in positions of power and trust have come to treat the individual investor as the hapless stooge.  
Any fermenting backlash — lest we forget, there is plenty of yeast in the pot — against the very institution of 
capitalism, as happened during the 1930s, could have grave and irreversible consequences.  As Franklin D. 
Roosevelt put it rather bluntly in the 1930s, “The money changers were cast down from their high place in 
the temple of our civilization.”  A more immediate concern is that fund shareholders, seemingly the last to 
get the word, could, in keeping with their typical delayed-reaction response, vote with their feet. 

The Witch-Hunt Disposition and Crowd Psychology 
Alan Abelson’s observations above speak to the legislative overreaction that sometimes escalates 

into a sordid cycle.  A lawyer friend took careful notes in early December during consecutive programs 
sponsored by the Subcommittee on Investment Companies and Investment Advisors at the fall meeting of the 
ABA (American Bar Association) Committee on Federal Regulation of Securities.  The first topic was the 
rule-making decisions rendered by the SEC the prior week.  The new rules (most of them like Sarbanes-
Oxley) offer, by the SEC’s own admission, a very mixed bag of trade-offs for investors — much like 
chemotherapy:  If it doesn’t kill you, it may be worth the suffering.  The extra-strength dose of regulatory 
medicine, with history as our guide, is generally the wrong remedy to restore the patient to good health.  The 
SEC contends that the rules must be inviolate in order to restore investor confidence that mutual funds are 
operating in a “fail safe” environment, justifying the heavy-handedness with the following inflammatory 
language:  “The pervasiveness of prohibited practices within the mutual fund industry emphasizes the need to 
adopt extraordinary measures.”   

The second topic — the proposed rules and even more onerous regulations still on the docket — look 
like the snarl of a rabid dog.  The third topic of discussion was the ongoing litany of enforcement cases.  The 
recent Morgan Stanley settlement was characterized by Mike Eisenberg, the SEC’s deputy general counsel, 
as the most important case, comparing the Canary Capital settlement with the New York attorney general’s 
office as a “wake up” call similar to the fraudulent behavior at, perish the thought, WorldCom.  Mr. 
Eisenberg, according to my friend’s notes, remarked that the SEC commissioners were “shocked, angered, 
and surprised” at the depth and breadth of venality in the mutual fund industry.  Posturing?  Perhaps … 

What’s Next? 
Certainly by now you are wondering about the purpose behind the preceding history lesson.  For 

most of the last 20 years the mutual fund industry has been the ever-burgeoning channel through which 
billions (and later several trillions) of dollars have found their way from the savings accounts and the money 
market funds of individual investors into the equity markets, many of them from the much ballyhooed Baby 
Boomers.  As entrenched as this phenomenon is, nothing in the business and financial annals would suggest 
that it cannot be slowed or even reversed.  In fact, in this writer’s opinion the burden of proof rests with the 
naysayers.  Affection with the stock market that rising prices propagate, as expressed by the weed-like 
growth of mutual funds, is often followed by disaffection when prices retrench.  

Not only are investors likely to exit, but close on their heels will be the funds themselves.  Recently 
the spotlight of regulatory revulsion has focused on the heretofore well-camouflaged and lucrative economics 
of the mutual fund industry.  Unbeknownst to most lay investors, fees average about 1.48% of assets on stock 
funds, according to Lipper.  While New York Attorney General Eliot Spitzer and the SEC are squabbling 
about whether fees should be reduced by edict or market forces, respectively, the near certainty of increased 
fee transparency in a possible low-return environment is likely to give rise to aggressive price competition as 
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fund management companies grapple with one another to hang onto the assets of disenchanted investors.  
Fund misconduct and performance results that have left disillusioned investors wondering what happened to 
the “experts” who are going to lead them to the Promised Land may be the big first step toward 
commoditizing the industry.  Under that scenario, deteriorating economics will drive the weaker players out 
of an industry teeming with overcapacity.  As for the pace, “Katie bar the door” if the ride we’re 
experiencing is not a new bull market.  Later you’ll read that one man’s bust is another’s bonanza.  
Disaffection with mutual funds may well provide MCM with the best risk-adjusted investment environment 
we’ve seen in years. 

The Great Abdication of Fiduciary Responsibility: 
The Defined-Contribution Plan 

Mutual funds, possibly unwittingly but nonetheless concurrently, have played an important role in 
another subtler, and therefore less publicized (but no less ignoble), activity.  The proliferation of funds 
coincided neatly with what this writer considers an abdication of corporate fiduciary responsibility by 
shifting investment retirement plan decision making from the knaves in the boardroom to the naïve on the 
factory floor; a.k.a. the “dumbing down” of the investment process.  To be sure, most boards simply went 
along with the crowd, as unacceptable an excuse as that given by the funds that chased the dot.con (a book 
worth reading, by the way) craze right into ethereal cyberspace.  If corporate boards of directors cannot be 
expected to lead rather than follow, who, pray tell, will be the keeper of the gate?  Is there a higher corporate 
authority of which we’re unaware?  Perhaps with malice aforethought, mutual fund promoters trumpeted the 
illusory virtues of the opportunity to control one’s own destiny when surely those who were of sound mind 
must have known it was doomed from the start.  Having been listening and watching for 35-plus years, the 
undersigned is convinced that the vast majority of participants in company-sponsored 401(k) plans are not, 
and likely will not be, prepared to make informed judgments about how their retirement assets should be 
allocated.  Furthermore, there doesn’t appear to be a practical and realistic solution to the problem. 

Before the 401(k) plan came along, the corporate pension plan, aided by Social Security since the 
1930s, was the primary means by which corporations did their patriarchal, post-retirement duty toward those 
employees who had served their companies long and well.  Defined-benefit plans, like Social Security or an 
extra blanket on a cold night, helped reduce the anxiety about how employees were going to maintain some 
semblance of their former standard of living after the Friday paychecks stopped.  The companies met their 
contractual obligation to dedicated workers by segregating and investing funds from operations.  In a not 
entirely ironic twist, poorer than expected investment performance obligated many companies to cough up 
more money to meet their contractual commitments.  The pension system was slow in reacting to the 
inflationary debasing of the purchasing power of the dollar in the 1960s and 1970s.  In all likelihood, the 
seed of the defined-contribution plan was planted and grew out of the stark realization that corporations 
would have to bear much more of the cost of maintaining viable defined-benefit plans than they had 
originally anticipated.  The two-fold culprit:  overestimating investment returns and underestimating the 
escalation in wage and benefit costs.  Defined-contribution plans, whereby the corporation’s responsibility is 
front-end loaded, assuaged the nervous Nellies and corporate executives of the fear of a large and unknown 
future pension fund liability, as well as the continual embarrassment of looking like wet-behind-the-ears 
participants themselves.  In all fairness, they also underestimated the mushrooming future costs of healthcare 
benefits that were promised to retirees.  Clearly it’s a catch-22 situation.  The industries with the greatest 
liability are, more often than not, the manufacturers of durable goods; their ability to pass on these costs to 
their customers through price increases is severely limited in the competitive marketplace.  Regardless, in a 
very literal sense, and with a focus on hocus-pocus, boards passed the buck and the liability appurtenant 
thereto.  Harry Truman, known for placing a plaque on his desk in the Oval Office that said, “The buck stops 
here,” must be revolving rapidly in his grave. 

From 1990 through 2002 corporate defined-contribution plan assets have grown four-fold from $637 
billion to $2.333 trillion, net of the boost of a steady stream of contributions and diluted by the stock market 
losses from 2000 through 2002, while corporate defined-benefit plans grew by little more than half during 
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the same 12 years:  from $924 billion to $1.642 trillion.  Moreover, that number is down over $500 billion 
from a high of $2.150 trillion in 1999, leaving many pension funds underfunded.  Recently General Motors 
borrowed $14 billion to shore up its underfunded plan and, with adroit accounting gimmickry, made the 
transaction appear accretive to both earnings and shareholders’ equity.4  A babe in the woods, myself, I 
stopped ranting about accounting gambits when I concluded that, once exposed by the spotlight of public 
opinion, they would soon disappear like a thief into the night.  Again a voice is heard, “Yeah, right …” 

Pension funds — and GM is far from alone — do not have stellar investment records.  That is a 
board problem and, given GM’s “expanded investment strategy,” as thumbnailed in the footnote, is likely to 
remain one.  If that’s the case, then at the end of the road it’s actually the board that’s the problem.  We 
address this dilemma below.  Investment-savvy boards or otherwise, the defined-benefit plan obligation 
ostensibly has corporate muscle and goodwill behind it.  The defined-contribution plan has neither.  One of 
the arguments in favor of the defined-contribution plan is its portability.  It doesn’t strike me as a Herculean 
undertaking to find a way to make the funded portion of defined-benefit plans transferable as well.  If the 
idea ever gets a toehold, competition will ensure that it spreads rapidly.  Of course, retirement benefits will 
differ from company to company, but that’s the kind of choice a prospective employee is reasonably well 
equipped to make.  How this affects the future growth of the 401(k) plan and the mutual funds through which 
much of the money is invested is anybody’s guess. 

Minus Two Plus Minus Two Equals …? 
The use of double negatives is considered bad form in the King’s English.  In the world of money, 

the math of double minuses is straightforward, and it sums to bad business.  What do we make of the likely 
slow but relentless reversal of fortunes that may lie in waiting for the mutual fund industry?  Already 
individual investors are beginning to exit, though the institutionalized momentum of company-sponsored 
plans continues, albeit at a slowing pace.  What if the popularity of mutual funds subsides even more, tracing 
a pattern from the past?  What if the number of households that own mutual funds keeps shrinking, retracing 
its steps from the current record 50% penetration rate (almost 55 million households) in the direction of the 
under 5% of 20 years ago?  Stranger things have happened ... 

Where the Buck Really Stops 
The defined-contribution/defined-benefit conundrum is no less perplexing as noted above — and 

goes begging for a workable solution.  In my opinion, Social(istic) Security as it exists today can and should 
be nothing more than an income supplement and a diminishing one that, despite its utility as a powerful 
political tool to extract votes from senior citizens.  Privatizing Social Security, a contradiction in terms as 
proposed, does not, nor did it ever, strike this writer as anything more than a harebrained scheme.  The Social 
Security transfer tax exacted from today’s worker, given the drag of an aging population, will make it 
increasingly difficult for him or her to afford to single-handedly bear the burden of funding the retirement of 
the multiple taxpayers who go to pasture before him.  Speaking of stretching, there are also practical limits as 
to how far the age for Social Security eligibility can be extended, the old folks busing tables at McDonald’s 
or serving samplers at Sam’s Club notwithstanding.  Governmental decrees postponing retirement coupled 
with a shrinking standard of living does not make for a happy electorate.  

                                                
4 General Motors pension fund, the nation’s largest corporate fund, became also the largest underfunded plan — to the tune of $17.8 
billion at the end of 2002 — largely because of stock market losses in recent years.  Robbing Peter to pay Paul, the company issued 
$14 billion in debt in June to prop up its plan that provides retirement benefits for 452,000 retired U.S. workers.  Lest it be 
overlooked, GM’s global pension plans remained $25.4 billion underfunded as of 2002.  In a case of bad news first, GM’s large and 
growing unfunded retiree medical plan totaled $51.4 billion as of year-end 2002. As a benchmark that might give you pause, GM’s 
highly leveraged shareholders equity totals a paltry $10.7 billion.  A maker of millions of rearview mirrors, the company’s decision 
makers looked squarely into one in fashioning their future investment policy. But let’s lend an ear to GM itself:  “GM also plans to 
expand its investment strategy to include increased allocation to asset classes such as emerging market debt, high-yield bonds and 
real estate, which should diversify its pension portfolio while reducing global equity allocation to less than 50%.  The Company 
believes these actions will reduce the volatility of annual asset returns and still achieve its targeted return of 9%.”  This is a true story. 
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The owners of American industry (you and I), for whom millions of Americans labor for a working 
lifetime, must insist that the boards we elect discharge their duties to this worthy and dependent population 
forthrightly, honestly, and with the intelligence and collective wisdom that is to be expected from such an 
august body.  We shareholders are ultimately where this buck stops.  Collectively, we have been grossly 
negligent.  Paraphrasing a quote about democratic governments, the corporate electorate gets the leadership it 
deserves.  Let there be no mistake about it, we have come to know many boards whose conduct is exemplary, 
whose stewardship is beyond reproach in virtually every regard.  Often these corporations are governed by 
small boards whose ownership stakes are large.  Their passion for the business, their integrity, their sense of 
personal accountability are not at all unlike the hallmark of many small privately owned businesses.  These 
are not the people at whom we are pointing the accusatory finger. 

As a close-to-home example, we (as most readers know) owned a substantial stake in Clayton 
Homes before it was recently acquired by Berkshire Hathaway for $12.50 per share.  There was loud and 
flamboyant debate, with lawsuits flying like paper in a hurricane, about whether the price was fair to the 
selling shareholders.  I was astounded by the absurdity of the demonstration.  Founder Jim Clayton, his now 
CEO son Kevin, and the board of directors — the first two of whom I know personally — were, in my 
judgment, not only eminently qualified to make an informed decision but they also had more financial 
incentive than any other shareholder to negotiate the highest selling price possible:  The board owned 39.7 
million of the 138.6 million shares outstanding, 95% of which were in the hands of Jim Clayton alone.  
While Ken Lay was looting Enron and Dennis Kozlowski was stealing the Tyco shareholders blind, a band 
of misguided malcontents were trying to take Clayton to task.  Folks, when the savvy founder’s masterpiece, 
reputation, and considerable net worth are on the line, second-guessing his judgment is not only an insult to 
him but an utterly unproductive use of everyone’s time as well.  Critics, with the full benefit of hindsight, 
have claimed parliamentary procedure improprieties as the Claytons scrambled to consummate the 
transaction with Berkshire.  There is little doubt in my mind that in the heat of the battle to defend their 
beliefs and with the outcome uncertain, natural instinctive reactions, resulting from a sudden urge or feelings 
not governed by reason, may well have occurred.  I have found myself in that situation more than once.  
Regardless, none of the faultfinders’ critiques I have read has put forth plausible ulterior motives that would 
explain why the Clayton board’s decision was for any other purposes than to meet its fiduciary obligation to 
shareholders.  We hold companies like Clayton in high esteem. 

The process to which we are referring is evolutionary.  Everything, it seems, has trade-offs                          
— including business growth.  When the founder’s stake is whittled down because the company needs 
additional equity capital to support its enlarging asset base, or the founder or heirs sell stock for a host of 
personal reasons, a subtle metamorphosis often takes place.  In time, those who govern the corporation move 
away from the wealth creator toward the so-called professional manager.  Sometimes that’s a good idea, 
particularly when the progenitor is better at originating ideas than managing people.  But often the successor, 
frequently well-educated but rarely from the school of hard knocks and betting with someone else’s chips, 
has aspirations and a propensity to assume risks that are different than if the money on the line were the 
product of his or her own business acumen.  This will certainly come as no revelation to the reader.   

Concurrently, the size and composition of the board of directors is often gradually transformed, 
generally a function of the company’s size, age, and absence of a dominant personality or owner — an 
unwieldy organizational construct for which a logical explanation is not immediately transparent to most 
observers.  The conspicuous political correctness and politely perfunctory deliberations are often little more 
than empty pretense at some Fortune 500 companies.  Fertile ground, it would appear, for corruption to take 
root.  A domineering CEO sometimes emerges when the system of checks and balances is structurally weak.  
In the Essays on Freedom and Power, Lord Acton wrote late in the 19th century that “Those in possession of 
absolute power can not only prophesy and make their prophecies come true, but they can also lie and make 
their lies come true.”  He is better known for his maxims on the abuse of power largely within the realm of 
politics, though it seems reasonable to apply them to concentrations of power in business as well:  “Power 
tends to corrupt and absolute power corrupts absolutely.”  Although the thought does not end there, that’s 
where the quotation is usually concluded, and perhaps for good reason …  What remains is provocative and 
leaves us feeling a bit uneasy:  “Great men are almost always bad men, even when they exercise influence 
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and not authority:  still more when you superadd the tendency or the certainty of corruption by authority.”  
The quote was included not because I propose it as an incontrovertible truth, but because it just might 
simulate some interesting dinner table conversation! 

Needless to say, the kind of company described immediately above where accountability is 
questionable is where the risks of mismanagement, and perhaps corporate misconduct, are the greatest.  
Where necessary, we shareholders must redefine how and for whom our boards work, which will initially 
entail purging the deadbeats and deadwood from the boardrooms.  I would be so bold as to conjecture that 
more than half the people who fill board seats at America’s public corporations add only one thing:  extra 
expense with no offsetting contribution.  Worse even than that, a few bad apples can have a deleterious effect 
on the whole bunch. 

If you find this subject interesting, I strongly suggest you download the 2002 Berkshire Hathaway 
(berkshirehathaway.com) annual report’s 20-page chairman’s letter and read pages 15-18.  Granted, 
Berkshire may be the gold standard, but by grasping the meaning of the company’s 2002 chairman’s letter 
you will have some idea of how far off course much of U.S. corporate culture has strayed.  Warren Buffett 
has served on many boards over the years and offers a disconcertingly frank assessment of how they function 
in real life.  Stealing some of Buffett’s thunder, other corporations could follow Berkshire’s lead and make 
the strongest statement possible about their attitude toward corporate integrity by simply doing away with 
directors’ and officers’ liability insurance.  Under that scenario, those left standing — surely small in number 
— would be standing tall.  It’ll never happen because there are at least 20 parasites with nefarious conflicts 
to every one Hank Reardon (the capitalist’s capitalist from Ayn Rand’s Atlas Shrugged).  If it did we could 
say sayonara to Sarbanes-Oxley and a truckload of other burdensome and ill-conceived laws, rules, and 
regulations … 

The Conclusion  
Despite the wandering nature of this dissertation, the hoped-for result is that the conclusion would 

have become self-evident by now.  The confluence of structural forces that gave rise to the great bull market 
did not appear overnight and their unwinding, unless we’re in a most unlikely “new era” where prices remain 
permanently elevated above value, will likely be prolonged as well.  The behavioral forces that amplified the 
advance are apt to cause the pendulum to swing farther than it might have under that scenario.  We have no 
rational choice but to conclude, therefore, that we are dangerously far from investment bliss on the 
aforementioned continuum. 

Lest you throw up your hands in dismay, please be comforted in the knowledge that through the 
interaction of supply and demand, the free markets are a self-correcting mechanism, constantly adjusting to 
new realities.  Just as mushrooming demand begat an ever-increasing supply that in its own time helped 
sound the death knell for the Bubble, shrinking demand will just as surely quell supply.  The next chapter in 
the ever-changing book on the history of capital markets may be the emergence of a recycled class of assets 
that will temporarily dethrone equities as the king of the hill (if you doubt this is possible, see preceding 
footnote outlining General Motors’ prospective investment strategy), and another middleman, perhaps the 
next iteration of the investment company, will make a buck wedging itself in between the investment idea 
and the individual investor.  Under that admittedly out-of-the-box sequence of events — and so far as 
capitalism survives the slings and arrows almost certainly to be hurled its way — the ownership of American 
business and industry will remain safely in the hands of individuals and institutions and the stock market may 
be healthier, albeit far less popular, than it is today.   

Common stocks, alive and well but no longer the talk of the town, may then sell at compellingly 
attractive prices relative to intrinsic worth rather than at the premium they have gradually but undeservedly 
come to enjoy.  Assuming we can get there without too much travail for our portfolios, such an environment 
is nirvana for investors like us.  The margin of safety is almost sure to be increasingly generous.  If corporate 
earnings make a respectable long-term showing, it could be the best of investment worlds.  We are in 
agreement with Sir John Templeton who used to say he liked pessimism because of the prices it produced. 
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Finally, a non-diversified approach to portfolio management, with its unavoidable (and, we might 
add, largely irrelevant) volatility, has the potential of working particularly well if the popular averages are 
either marking time or giving ground.  Make no mistake about it, the strategy is sound, but the 
implementation is the equivalent of driving between the potholes that pepper a poorly maintained northern 
Indiana road come late winter.  We shall do our best to make our way prudently down that treacherous road, 
knowing that, when least expected, springtime arrives. 

AN ABUNDANCE OF NATURAL RESOURCES 
Effective leadership is sometimes described as an inverted pyramid, and so we properly reverse the 

order this year by singing the praises of those at the top of the upside down structure.  The leader is at the 
bottom doing everything in his or her means to empower everyone else above.  When you have the kind of 
top-drawer support team that exists at MCM, it is natural to treat them as though they are royalty.  Recently, 
my partners came to me with a proposal that appeared much like coddling!  On the second Friday after 
Thanksgiving the dis-staffers on the MCM team were, much to their surprise, whisked off to Michigan 
Avenue in Chicago in a strrrrretch limo with plenty of cash for a day’s shopping.  What better way to say 
thanks to a team, so ably led by human dynamo Ann Frantz, that excels in treating every client as though he 
or she is our only one.  Kristin Antalavitz, our chief trader and assistant portfolio manager — and a first-time 
mother since we last wrote about her — is as bright as she is persistent and proficient.  Karen Sherer has the 
unflappable personality well-suited for her support role with new and existing clients.  June Bails’ ability to 
remain serene in the storm also suits her (and us) well as she supports Todd, Dennis, and Drew in every way 
possible so that they can remain focused on their highest value-added duties.  Stephanie Malcom is our gal 
Friday — our “Jacqueline” of all trades — and the first voice you are likely to hear when calling our offices.  
Finally, Michele Humbarger, recently married and a 2003 Purdue University honors graduate in financial 
planning, is quickly establishing herself as my indispensable assistant. 

Growth in a business can take many forms.  Revenues and assets are tangible measures, to be sure, as 
are profits and cash flow.  Those material outcomes do not happen in a professional services organization 
such as ours, however, without growth of another kind:  investments in the continuous development in our 
collective competence.  Some of this comes from adding many man/woman years of experience annually in a 
profession where knowledge is cumulative.  Each new company we study adds to our ever-growing 
intellectual library.  Those characteristics in common with other companies help us to create business 
models, a form of categorizing.  

As the biographies at the end of this report reveal, we place a high premium on formal education as 
well.  In May 2004 Drew Wilson will graduate from Northwestern University’s Kellogg Executive School of 
Management.  Although one of the youngest members of his class, Drew’s record would suggest he 
possesses wisdom beyond his years.  Kellogg is generally rated among the top five graduate management 
schools in America.  As you may recall, Dennis Blyly graduated from Kellogg with honors in 1998.  Todd 
Martin graduated from Notre Dame, also with honors, in 1997.  All MBAs held by partners and associates in 
the firm were earned while the person worked full-time and when they were in their 30s.  Arduous, yes, but 
also perhaps propitious timing, when the hunger and tolerance for the rigors of further formal education may 
be optimal …  We tip our collective hat to wives Chris, Caron, and now Shannon for their forbearance as 
they managed family and household while their husbands worked night and day to enhance their already 
considerable credentials.  Aaron Kindig, an analyst who joined us in December 2002, completed the three-
year CFA program in September 2003.  He joins the four other CFAs in the firm who have earned the same 
distinction.  Please don’t misread my intent.  This is not about to tooting our own horn; it’s about setting a 
high standard of excellence in everything we do.  Our clients deserve no less than our best. 

In recognition of measuring up to the highest standards of professional performance, as well as 
meeting all the academic and other prerequisites, Drew Wilson was admitted to the partnership on January 1, 
2004.  The sacrifices necessary to qualify for acquiring the rights and responsibilities of an ownership 
position in the firm are great indeed.  With Drew coming aboard, we’re adding muscle, not mass!  
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Accordingly, one of the many reasons we have opted to stay small is to maintain an environment 
where one’s sense of personal identity in the workplace remains intact in the age of specialization and 
depersonalization.  Success in humanizing the career experience — making the occupational setting less 
sterile and more flexible — seems inversely related to organizational size.  Unlike most investment advisory 
firms, every professional is expected to become well-rounded:  as an analyst, portfolio manager, client 
server, business developer, and so on.  Collateral duties are distributed like candy at Halloween!  Teamwork 
is our style, both structured and unstructured, making it possible for every employee to be well-acquainted 
with all aspects of our service and, in the process, to get to know most of our clients.  Responsibilities are 
rotated to enhance training and encourage new ideas (e.g., Drew will assume responsibility for marketing 
when he graduates in May, allowing Todd to shoulder other duties).  Everyone has a “roll” in the rotation!  
According to Dr. Steve Nahrwold, “The major thing employees want from their jobs is to feel that they and 
their contributions are valued, that they are not replaceable cogs in the wheel.”  A key litmus test he 
proposes:  “Are you proud to tell your kids what you do?”   

Last but not least, Charlie Kirk is still around!  We have him only part-part-time, but, as always, his 
superb and inquisitive mind and cut-to-the-chase interrogation style always make his frequently humorous 
time with us disproportionately valuable.  His only unresolved issue:  figuring out how to tell his wife, Ceil, 
what he does when he “goes to the office.” 

FINAL THOUGHTS 
Another eventful and unforgettable year has come and gone, not soon to be forgotten.  A tyrant 

brought to his knees, corporate scandals too numerous to count, and a stock market trying to reclaim its 
tarnished image as the best game in town are among those memories.  This annual exercise of the cerebral 
cortex is critical to framing current events in the context of an ever-evolving pattern that, with the benefit of 
hindsight, we call history.  Being forced each year to step back from the fray, to view the day-to-day 
happenings from a distance, is not only enjoyable but also instructive.  I recall the venerable aphorism:  
“Learn from the mistakes of others; you can’t live long enough to make them all yourself.”  On many fronts 
those words seem to fall on deaf years.  Such is the human condition.  

This year’s results were upbeat, but our disposition is hardly sunny.  We learned long ago that rose-
colored glasses can make a person see red!  We tread softly, as if on thin ice.  We seldom are infected by the 
inclination toward exuberance and, we hope, never by the irrational variety.  On those rare golden occasions, 
though, when stocks are dirt cheap, we confess to feeling a little giddy, grabbing for our shovels like the 
prospector who stumbles upon the mother lode.  While there is no compelling reason to feel especially 
lighthearted today, we are patient, and we believe our cautious stance will ultimately be rewarded. 

Amid the chaos of contemporary life there remain several redeeming constants, intangibles stronger 
than steel and if gripped securely make it nearly impossible to lose one’s way.  I speak of the wonderful 
friendships formed as the often unintended side effect of business relationships developed over time.  The 
aging process has the salutary effect of gradually refocusing one’s attentions on those transcendent aspects of 
the human experience, among which love and lasting friendships are of the highest order.  Consequently, 
each year seems more precious than the last.  My gratitude knows no bounds.  To those with whom I work, 
and for whom I work (a misnomer if there ever was one!), I once again offer my heartfelt thanks for making 
my journey through life that much more enjoyable and satisfying.  I’m having more fun than I deserve.  Like 
my father before me, I intend to wear out, not rust out! 

Lest I give the wrong impression, perfection is forever well beyond my grasp, as I am reminded 
almost daily.  In a public display of contrition, I feel compelled to fess up to a misdemeanor.  In a shameless 
attempt to induce readers to wend their weary way through the entire 2002 report, I offered a $5 reward to a 
select group of recipients should they identify the several typographical or other errors in the tome.  Jack 
Michaels, the remarkable CEO of one of our favorite companies, HON INDUSTRIES, dutifully responded, 
identifying all known goofs.  By some oversight (although many would attribute it to my parsimonious 
nature) I neglected to settle my debt.  I expect to make amends immediately for fear my name, forever 
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besmirched, will appear (with Jack’s help), on the corporate scandal sheets!  Seemingly impervious to 
disgrace, I offer a similar inducement this year.  More than two onomatopoetic buzzwords can be found in 
the report.  Bring a couple to my attention and I’ll gladly fork over $5.10 (adjusted for inflation) — I 
promise, Jack. 

As is readily apparent, I take some delight in writing the annual message to you on behalf of my 
partners, associates, and support staff.  Having never felt constrained to follow standard reporting protocols, I 
sometimes find myself in no man’s land.  Satirist Dorothy Parker may have had me in mind when she wrote, 
“Wit has truth in it; wisecracking is simply calisthenics with words.”  Let me know if you think I have 
stepped over the line! 

Finally, as I muse about the virtually infinite variety of unanticipated developments that may be 
recorded on these pages next year, I’m reminded that there is never any rest for the weary, that our 
responsibility to you is a continuous work in progress.  We accept that duty with fierce resolve and gratitude. 

 
 

Frank K. Martin, CFA 
Managing Partner 



Martin Capital Management, LLP  2003 Annual Report 

 Page 29 

The Martin Capital Management Team 
 

Frank K. Martin, CFA, Managing Partner 
Frank has 36 years of investment industry experience.  He founded McDonald Capital Management, 

Inc., in 1987, and the firm was reorganized as a partnership in 1991 and renamed Martin Capital 
Management.  He graduated from Northwestern University in 1964 with a major in investment management 
and earned an MBA, with honors, including membership in Beta Gamma Sigma, the honor society of 
collegiate schools of business, from Indiana University at South Bend in 1978.  From 1964 to 1966 Frank 
served as an officer in the U.S. Navy.  He is a Chartered Financial Analyst.  Frank has served on the board of 
directors of several manufacturing companies, as well as a variety of social service organizations.  He is 
currently a member of the boards of the Elkhart General Hospital Foundation; Fourth Freedom Forum, 
Goshen; Sauder Stewardship Foundation, Inc., Archbold, Ohio; and the Frank and Marilyn Martin Family 
Foundation.  He is founder and chairman of the board of DREAMSWORK, a mentoring and scholarship 
program for inner-city children.  Frank published a biography of his father, William F. Martin, in 2000 and 
currently has a 120,000-word manuscript in circulation that will be published as a book titled Speculative 
Contagion.  In 2004 he plans to continue work on a proposed book, In Temporary Trust. 

 

Dennis D. Blyly, CFA, Partner 
Dennis has 18 years of investment industry experience.  He was an associate with Martin Capital 

Management and its predecessor firm for six years before being admitted to the partnership in 1994.  Prior to 
joining Martin Capital, he was an investment officer for NBD Bancorp.  Dennis graduated with honors from 
Grinnell College in Iowa with a major in economics and is a Chartered Financial Analyst.  He earned an 
MBA, with honors, including membership in Beta Gamma Sigma, from Northwestern University’s Kellogg 
School of Management.  Dennis is currently a member of the boards of ADEC, Inc., Bristol; Hertzler 
Systems, Goshen; Pleasant Street Homes, LLC; and the Elkhart Chamber of Commerce. 

 

Todd B. Martin, CFA, Partner 
Todd has 15 years of investment industry experience.  He has been with Martin Capital as an 

associate since 1993 and was admitted to the partnership in 1997.  Prior to that time, he was an investment 
officer with First Chicago Corp.  His undergraduate degree is in economics from DePauw University, 
Greencastle, Indiana.  He earned the CFA designation in 1993 and graduated magna cum laude, with 
membership in Beta Gamma Sigma, from the MBA program at the University of Notre Dame in 1997, where 
he remains affiliated as a guest lecturer at the graduate business school.  Todd is currently a member of the 
boards of Child Abuse Prevention Services (chairman); the Elkhart County United Way; and St. Joseph 
Capital Bank (chairman of the Audit Committee), Mishawaka. 

 

Andrew P. Wilson, CFA, Partner 
Drew has eight years of investment industry experience.  He was admitted to the partnership on 

January 1, 2004.  Prior to joining Martin Capital in 1995, Drew was an employee benefits consultant with 
Watson Wyatt Worldwide, specializing in qualified retirement plans.  He graduated magna cum laude, with 
membership in Beta Gamma Sigma, from Loyola University, Chicago, where he majored in finance.  Drew 
earned his CFA in 1998.  He is a member of the Indiana University at South Bend School of Business and 
Economics Advisory Board and is a panelist in United Way’s allocation project.  He will complete the top-
ranked Executive MBA program at Northwestern University’s Kellogg School of Management in the spring. 

 

Aaron J. Kindig, CFA 
Aaron joined MCM in December 2002 as a financial analyst.  He earned a BA in accounting and 

business administration from Bluffton (Ohio) College in 1995.  His honors include the Financial Executives 
Institute Award and Pi Delta Honor Society.  He tutored accounting students for three years.  After 
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graduation he spent three years in the banking industry, followed by 4½ years in investment services.  Aaron 
earned the CFA designation in 2003 and is a member of the Goshen Loan Committee for LaCasa of Goshen. 

 

Charles R. Kirk 
While Charlie’s contribution is much more valuable than the hours would suggest, it is both part-

time and seasonal (don’t ask for him during bird-hunting season or when he is writing, most recently his 
family’s genealogical magnum opus!).  He has 28 years of experience in plastics manufacturing.  He was 
employed by Industrial Plastics Corp. for 18 years, the last 10 of which he served as president.  The next four 
years he worked for operating units of Trinova Corp., IPCs acquirer, as general manager of the IPC division 
and as group vice president.  From 1993 to 1995 he was president of Elkhart Plastics, Inc.  Charlie received a 
BA in 1963 and an MA in 1964, both from the University of Akron, and in 1968 his PhD from Temple 
University.  He serves on the advisory board of Sensant Corp., San Jose. 

  

Ann T. Frantz, CPA 
Ann began her career in public accounting with Crowe Chizek, Elkhart, in 1983.  Prior to becoming 

Martin Capital’s Operations Manager in August 1999, she was the benefits manager for Crown International, 
Inc., Elkhart.  Ann graduated in 1982 from Indiana University at South Bend with a BS in business and 
earned the CPA designation in 1986.  She is a member of the Indiana CPA Society. 

 

Kristin Antalavits 
Kristin was recruited by Martin Capital in January 2000 as a portfolio manager’s assistant and 

securities trader.  She majored in accounting at Simpson College, Indianola, Iowa, where she earned her BA 
in 1990.  Before joining the firm, she was employed by Northern Trust Bank, Chicago, as a senior 
representative in the investment managers liaison group. 

 

Karen M. Sherer 
Karen has more than 20 years of experience in the financial services industry.  Before joining Martin 

Capital in June 2001, she was employed by Compass Financial Advisors as a registered representative.  
Karen was also employed for 16 years with Bank One where she held various positions.  She worked in the 
trust department for 10 years; in 1996 she was promoted to trust administrator, then to trust officer in 1998.  
Karen earned her BS in organizational management from Goshen College in 1995. 

 

June Bails 
June joined MCM in August 2002 and has worked in the financial services industry the past eight 

years.  Most recently, she was employed as a case analyst by the Todd Organization, which specializes in 
executive benefits and non-qualified retirement plans.  She was a registered representative and office 
manager at Compass Financial Advisors for five years.  June is currently enrolled at Bethel College in 
Mishawaka pursuing an associate’s degree in professional writing. 

 

Stephanie Malcom 
Stephanie joined Martin Capital in November 2000 as an executive assistant.  She graduated from 

Elkhart Memorial High School and has attended various seminars on office management.  Stephanie came to 
the firm from Elkhart-based Energy Management Systems. 

 

Michele Humbarger 
Michele graduated in 2003 from Purdue University with a BS in financial planning.  Honors include 

the Joseph and Rebecca A. Kennedy Award for excellence in financial planning, plus memberships in three 
honor societies:  Kappa Omicron Nu, Golden Key, and Gamma Sigma Delta.  Before joining MCM in May 
2003, she interned with McMahan Capital Management, Indianapolis, and Salomon Smith Barney, Lafayette. 
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Martin Capital Management, LLP 
307 South Main Street 

Suite 302 
Elkhart, IN 46516 

 
Phone:  574.293.2077 
Fax:  574.293.2153 

E-mail:  mail@mcmadvisors.com 
Website:  www.mcmadvisors.com 

 
 
 
 
 
 
 
 
 
 
 
 

 

 


