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Thinking, Not Emoting  

Disciplined thinking in order to minimize coun-
terproductive emotions and biases requires cold 
calculus in evaluating the broad state of affairs.  
One’s initial focus should be on the facts alone. 
To be sure, the raw facts are analyzed in the rela-
tively narrow context of one’s own academic 
framework and experience.  Evaluations will 
surely differ from reality (assuming there is a 
reality apart from perception) because of the lim-
ited scope of one’s direct observations as well as 
biases that dwell primarily in the subconscious.  
Despite these impediments, individuals are likely 
to be more aware of—and thus ideally have more 
control over—their own motives and the incen-
tives that might sidetrack rationality.  With prac-
ticed discipline, they have a greater opportunity 
to intentionally operate more at the conscious 
level.  
 
In this process of deliberating, it is nearly impos-
sible to avoid others’ interpretations of the facts. 
Regardless of the media source, they are ubiqui-
tous.  It appears helpful to organize the opinions 
of others in mental folders according to the type 
and power of motives and incentives that might 
sway the interpreter’s opinion.  When the inter-
preters lean predominantly in one direction, 
every effort should be made to discern how 
groupthink may have influenced the reaching of 
a consensus.  (For example, the only thing we 
know about the Wall Street Journal’s regular 

survey of economists’ forecasts is that they are 
almost always (1) tightly clustered and (2) off the 
mark, sometimes badly [see “The Silliness of 
Sanctimonious Economic Forecasts” on 
www.mcmadvisors.com]).  Finally and critically, 
it is helpful if one’s worldview is formed as 
though, hypothetically, market price data are un-
available at the time. 
 
At that point an attempt is made to value the S&P 
500 in a very general way:  i.e., where it might 
fall on the continuum between once-in-a-
generation desperately cheap (e.g., Shiller PE at 
5–10 times)1 and “priced to perfection” (Shiller at 
20–25 times).  In order to do so it must be pre-
sumed that the crowd, which sets market prices, is 
not always right and that an informed individual, 
as a rational and independent onlooker, may have 
an advantage by the deliberate action of disassoci-
ating himself from the masses.  Mr. Market, of 
course, sets prices more rationally when he is am-
bivalent, neither manic nor depressive.  As he 
swings toward either emotional extreme—likely 
taking on the characteristics of a psychological 
crowd—market prices themselves become a self-
perpetuating motive force.  Factoring in the 
 
 
1 In recent writings, frequent reference has been made of 
late to the “Shiller PE” (2008 Annual Report, the sixth Fire-
side Chat posted to MCM’s website in August).  In those 
contexts its relevance as a benchmark is explained in detail.     



vagaries and vicissitudes of Mr. Market, the 
Shiller PE will be adjusted, based on how strong 
or weak crowd sentiment appears to be. 
 
From 1998 till early 2000 the Internet phenome-
non was fully up to speed, rumbling triumphantly 
down the information superhighway.  Because the 
remarkable innovation was truly one-of-a-kind 
(think of the new word “cyberspace” and the im-
ages it evokes, in contrast to a tangible product-
line extension as in transportation from railroads 
to automobiles), one’s imagination was easily 
unleashed.  Groupthink ran rampant as a result.  
What those who studied history knew was that 
every exciting innovation that led to a consumer 
product/service breakthrough in our history has 
failed to live up to the early estimates of its eco-
nomic potential, due largely to competition and 
the eventual commoditizing of ideas in free mar-
kets.  Additionally, framing those heady times in 
the context of history, the Internet frenzy oc-
curred 20 years into the greatest bull market of 
the 20th century, eclipsing the bull run of the ’20s 
by a wide margin.  The market had already risen 
an unprecedented eightfold, much greater than the 
earnings on which prices ultimately depend.  
From a long-term average Shiller PE of 16.3 
times—and sub-10 times in the early 1980s—the 
PE rose to over 40 times during much of 1999 
and early 2000.  Since at the time I couldn’t es-
cape the fact that I knew prices, I thought the 
Shiller PE to be beyond excessive (as was concur-
rently well documented). 
 
In 2005–07 another faulty premise gradually re-
vealed itself.  House prices would not rise unin-
terrupted at rates well in excess of inflation and 
the increase in rents.  They proved to be the weak 
link in the daisy chain of investment logic.  Had 
no one attempted to capitalize on that presupposi-
tion, it is likely the real estate market would’ve 
never reached bubble proportions.  It imploded 
when financial innovation enabled increasingly 
opaque financial leverage (which must include 
derivatives as a variant) to mushroom to unthink-
able, economically unsupportable extremes.  The 

tipping point was the breakdown of marketability 
in structured finance products related to subprime 
mortgages, as the “darker” side of reckless global 
leverage was exposed as the first domino.  Even if 
one did not understand “The Demon of Our Own 
Design,” as most did not (which likely included 
the rating agencies, assuming they were not 
“willfully negligent”), financial sector earnings as 
a percentage of total corporate profits were cer-
tainly a telltale sign of dysfunction and potential 
disequilibrium—of financial innovation, Hyman 
Minsky-style, gone amok.  Money, after all, is the 
ultimate commodity.  Regulators and lawmakers 
had turned a deaf ear to everyone except the fi-
nancial services industry and its demands for re-
peal of existing laws and regulations that threat-
ened to shackle its increasingly avaricious animal 
spirits. 
 
With the benefit of hindsight, it seems abundantly 
clear that the 2000–02 bear market was not actu-
ally a cathartic event, that it had not purged the 
ever-evolving, ever-mutating, 20-year trend to-
ward ever-more-reckless underpricing of risk.  
While the Shiller PE was cut in half during the 
technology-driven bear market that followed, it 
never fell below 21 times.  Without this clean-
sing, the psychological foundation—a deep-
seated and pervasive risk aversion—for a sus-
tained expansion was never laid.  The wealth-
effect economic fallout from the 2000–02 bear 
market was understandably moderate.  Although 
the S&P 500 declined approximately 50%, the 
greatest damage was contained in technology-
related sectors.  Absent behavior-changing conse-
quences, the technology bubble seamlessly metas-
tasized to the financial innovation bubble.  By 
2007 it wasn’t stock prices but rather leverage in 
all its variations that had reached such levels as to 
pose serious systemic risk, although most authori-
ties did not see it as such at the time.  The Shiller 
PE was in mid-’20s bubble territory—and all the 
more so if one factored in the risk of a debt over-
load-induced global slump.  Once again, my con-
trary opinions at the time are well documented. 
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 So here we are in the interregnum of early Octo-
ber 2009, between the time when the comatose 
patient was put on life support, unable to breathe 
or eat without assistance, and when we learn how 
vigorously he will function when he presumably 
becomes stable.  The doctors are reassuring the 
family, emphasizing hope over doubt, since deal-
ing with the harsh realities is much more difficult.  
Family members are wishing for the best, as they 
are wont to do.  That’s how people and govern-
ments cope in times such as these.  They suspend 
disbelief, effectively altering their perceptions be-
cause they can’t change the unpleasant reality in 
order to avoid the ongoing agony of cognitive dis-
sonance.  The low point of financial and economic 
confidence (and the highest degree of uncertainty) 
occurred in the fourth quarter of 2008 and the first 
quarter of 2009, which provoked a panicky, mas-
sive and unprecedented fiscal and monetary coun-
tercyclical response. 
 
The indisputable facts include a still growing ag-
gregate debt to GDP ratio, coupled in a vicious 
cycle of falling incomes for consumers, busi-
nesses, and governments.  The rubber band is be-
ing stretched and stretched.  Sustainable economic 
growth is not likely to appear until the malinvest-
ments in many sectors of the economy are written 
down to their economic worth and the excess debt 
used to finance them extinguished.  There is no 
indication that such a process will be instigated 
voluntarily.  Concurrently, it is possible that the 
cathartic risk-aversion cycle referred to above may 
actually be under way.  The variations of the thrift 
paradox among consumers and financial and non-
financial businesses, should they continue, will 
further stymie economic growth until balance 
sheet- and income-based confidence returns.  If, on 
the other hand, the pell-mell attempts to reflate 
reignite animal spirits, other bubbles surely await 
us ahead.  In either case, as I’ve written exten-
sively in the past, this episode—sooner or later—is 
not likely to end well.  To be sure, my conclusion 
may be colored by a belief in the proportionality of 
cause and effect.  In Charlie Munger’s interview 
less than six months ago in the Stanford Lawyer, 
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he offered a thin thread of hope for those grasp-
ing at straws, but only if the law of causality is 
miraculously suspended.  
 

The economy hasn’t contracted as much 
as during the Great Depression, but the 
malfeasance and silliness, the triggering 
events for today’s crisis, were much 
greater and more widespread.  In the 
’20s, a tiny class of people were financial 
promoters, and a tiny class of people 
were buying securities.  Today, it’s deep 
in the whole culture, and it is way more 
extreme.  If sin and folly get punished 
appropriately, we’re in for a bad time 
[italics added].  
 

Much of what we see, hear, and read in the me-
dia is from people and the institutions they rep-
resent who have a deep and abiding vested in-
terest in this coin landing heads up, whose fur-
tive hope hangs on the aforementioned thread 
that sin and folly will not get justly punished—
at least not until some distant tomorrow.  For 
those who are plunging ahead as if the next 
game is on, their ignorance of (financial) history 
is likely to be their undoing.  Increasingly, the 
above-mentioned interpreters are forming a pro-
visional psychological crowd. 
 
Accordingly, I believe the higher-probability 
bet is that the Shiller PE will see single digits 
before a new foundation—one not built on 
sand—can be relied upon by rational investors.  
Such an occurrence will not be greeted as op-
portunity but rather as cause for abject despair.  
When hopes are dashed the vanquished have 
little to cling to.  At 19 times, there’s way too 
much blue sky between today’s market and 
compelling values.  Higher prices only make the 
problem worse and increase the likelihood that 
the chickens are still coming home to roost for 
those who have been raiding the henhouse far 
too long.  I’m also reminded of the great line 
from Janis Ian’s classic “At Seventeen” (1975): 
“Their small-town eyes will gape at you in dull 
surprise when payment due exceeds accounts 
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received …”  As for Alexander’s Question2, not 
even the surprise of a vigorous out-of-the-blocks, 
intermediate-term recovery, for which e-mail pal 
Jim Grant (erudite proprietor of Grant’s Interest 
Rate Observer) made an intriguing case in an op-
ed essay (Wall Street Journal, Saturday, Septem-
ber 19), would compel me to rethink my position. 
A rising market is certainly not enough to move   
 
 
2 Asking what information would be needed to change your 
mind can help bring faulty reasoning to light, and it can also 
point out what facts you should be researching before com-
mitting yourself and others to a course of action.  
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me off the dime, notwithstanding the workings 
of George Soros’s theory of “reflexivity.”  As 
Grant, a repentant economic bear-turned-bull, 
also noted: “Not only does the rise and fall of 
the averages reflect economic reality … it also 
changes it. One year ago, the Wall Street liqui-
dation stopped world commerce in its tracks.  
Today’s bull markets are helping to revive it.”  
Respectful, if not leery, of the self-fulfilling 
forces at work, my “inverse emotionalism” is 
nonetheless fully engaged.  
 

—Frank K. Martin 

 

Portfolio Implications 
 
Our skepticism concerning the sustainability of the post-March 9 equity market rally has been 
manifest by a heavy concentration in short-term Treasuries.  In the last QCM three months ago 
we noted, “If the market remains untethered to earnings and marches higher throughout the 
year, we will certainly trail the index from this point on.”  As the performance data illustrates, 
that has been true, but by a markedly smaller amount than we would have expected due to 
strong performance within the equity portfolio.  Of course, the heavy cash balances and certain 
hedging strategies helped us largely avoid the landmines of 2008.   
 
Another interesting reversal of sorts took place in the equity portfolio between what we’ve re-
ferred to as core and non-core holdings (Lamar, Gannett, Fifth Third, and Brunswick).  During 
2008 when concerns about leverage and the sorry state of the economy grew, our non-core 
holdings were responsible for the majority of our equity market losses.  As some level of confi-
dence has been restored, we’ve witnessed a resurgence in our non-core holdings.  Remarkably, 
the 20% of our equity portfolio that was invested in non-core holdings was responsible for 
roughly 90% of the third quarter’s equity return! 
 
If the newfound confidence in the financial marketplace is fragile, it seems only logical that we 
would take profits in some of these non-core holdings.  Indeed, during the quarter we sold 
Brunswick, Fifth Third, and our highest-cost lots of Gannett—and hedged our Lamar holding.  
These were in part replaced with some outstanding businesses with no balance-sheet risk 
(Stryker and The Washington Post).  Even with the sales, the appreciation in the remaining non-
core holdings has kept that category at roughly 20% of our total equity portfolio.  
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McGraw-Hill 
 

While our overall results in equities have been quite satisfactory, not all of our holdings have 
met our expectations—such as McGraw Hill.  We were not blind to the political and regulatory 
scrutiny the ratings companies would endure for their role in the credit meltdown.  A pre-trial 
ruling in a New York federal court, however, has challenged the “free speech” legal defense 
that has effectively been used by the ratings agencies in the past.  That court decision has 
opened up the possibility of a wave of fraud-based suits and conjured up in the minds of inves-
tors the prospect of years of costly tobacco- or asbestos-like litigation.  This decision could be 
overturned, but scores of other investors and institutions nevertheless could soon be trying their 
luck in the legal lottery.  Thus the litigation threat could be a long-term anchor that weighs on 
the valuation of the company.  Even though McGraw-Hill owns some other outstanding busi-
nesses and the ratings business itself is improving, with increased risk and an extended time ho-
rizon we will be looking for opportunities to trim our position.  
 

 

 

New Holdings 
 
 
Stryker Corp. 
 

Stryker is a leader in two segments of the medical instrument marketplace:  orthopedic implants 
and hospital equipment (mostly beds and surgical equipment).  We have tended to shy away 
from medical technology due to the potential for rapid product obsolescence.  SYK’s segments, 
however, have demonstrated much more stability within the industry as market shares tend to 
change at a glacial pace.  The latest and greatest new knee implant will not garner 50% share of 
the market!  The deciding factors for us in moving forward with this investment were: 

• The innate stability of the market relative to other medical device segments 

• A rich history of growth and profitability 

• Nearly $3 billion in net cash 

• The cheapest valuation in decades 

 
Stocks typically aren’t “cheap” without reason, and one doesn’t have to be particularly obser-
vant to appreciate the uncertainty in the medical community in light of our country’s healthcare 
debate.  Government purchasing power, taxation, and other means of controlling healthcare 
costs are certainly on investors’ radar.  There are a few things, however, that we know for sure.  
First, investors hate uncertainty.  Second, eventually there will be more clarity about the future 
of healthcare.  Our bet is that when some of the fog clears, we will see a well-managed and dis-
ciplined company that participates in attractive, albeit slower-growing, markets.  We don’t need 
SYK to return to 20% growth in EPS to support the current valuation.  Half that rate will do.  
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The Washington Post 
 

The Washington Post as a corporate entity has been going through a gradual transformation for 
many years.  The pace of change over the last few years, however, has dramatically accelerated 
due to two key factors.  The first has been well-publicized problems in print media that have 
turned the Washington Post newspaper and Newsweek magazine from reliable moneymakers to 
entities fighting for survival.  The more positive dynamic at work has been the rapid growth and 
improved profitability of Kaplan, the company’s test preparation and education business.  The 
print media business is no longer profitable at the Post, and the management team is merely 
hoping to get these properties back to break even by the end of this year.  As things now stand, 
Kaplan represents the majority of income, followed closely by Cable One, the company’s cable 
television franchise.  Interestingly, the company is still defined by its traditional media busi-
nesses even though we assign little value to them. 
 
The management team at WPO is top-drawer, and we don’t mind a bit that the likes of Warren 
Buffett and Barry Diller are on the board.  While the stock has appreciated since we initiated 
our position, we still don’t think the market fully appreciates the change in business mix that 
has transpired at the company.  The only question about Kaplan is how fast it can grow—and 
the cable business should be a terrific cash generator to fund Kaplan’s growth.  It could well be 
that the Washington Post (the newspaper) is more important to the world at large (as a public 
service) than it is to shareholders. 

 
Looking for Ideas 
 

We are not opposed to unique and opportunistic investment opportunities, but we are drawn to-
ward great businesses with repeatability built into the business model.  Combine that with great 
management at a good price, and you’d be describing our nirvana.  We were fortunate to find 
two of these during the third quarter.  There will be more, but we will need a little help from the 
market.  Don’t despair if the stock market gives back some of its recent winnings.  We have a 
lot of dry powder. 
 

—Todd Martin, Dennis Blyly, and Drew Wilson  

 

 

Performance   
 

 3rd Quarter YTD

MCM Equities * 36.5% 38.3%

MCM Total Account * 12.6% 18.3%

S&P 500 15.6% 19.3%

Nasdaq 15.9% 35.6%

Dow Jones 15.8% 13.5%

* approximate, net of fees



Page 7 Martin Capital Management, LLP 

QUARTERLY CAPITAL MARKETS REVIEW                                                                                                                                            OCTOBER 2009 

 
The MCM Equities Composite shows the performance of equity investments and equity-based options included in 

the accounts we manage at Fidelity.  The equity percentage that each account holds at any given time may vary 

from 0% to 100% of the portfolio depending on each individual investment policy.  Consequently, the returns 

shown do not necessarily reflect the returns any individual client actually obtained and are certainly not an indica-

tion of how your account will perform in the future.  The MCM Total Account Composite shows the performance of 

all assets held in fully-discretionary fee-paying accounts that we manage at Fidelity, who have given us authority 

to invest 100% of the account in equities, and are managed per our model portfolio.  Due to timing related to the 

QCM and MCM’s desire to provide timely information to clients, a complete detailed calculation of returns is not 

done on a quarterly basis and both composites are therefore approximate.  Both composites are net of all manage-

ment fees and include the reinvestment of all income but do not reflect the effect of taxes.  

 
The S&P 500 Total Return Index is an unmanaged market capitalization-weighted index of 500 common stocks 

chosen for market size, liquidity, and industry group representation to represent U.S. equity performance.  S&P 

500 returns do not include consideration for fees or taxes. 

 

The NASDAQ Composite Index is a market capitalization-weighted index of over 3,000 domestic and international 

based common stocks listed on the NASDAQ Stock Market, and is used to represent broadly the performance of the 

U.S. and international stock markets.  The NASDAQ returns do not include consideration for cash dividends paid 

by securities. 

 

The Dow Jones Industrial Average is a price-weighted index of established U.S. companies selected at the discre-

tion of the editors of The Wall Street Journal from diverse industries, including financial services, technology, re-

tail, entertainment and consumer goods, and is used to represent broadly the performance of the U.S. stock market.  

The DJIA returns take into account stock splits and dividends paid by securities comprising the index. 

 

Due to client nuances including equity allocation constraints, start date and cash flow differentials, derivatives 

constraints, tax issues, etc. an individual’s account performance may differ materially from the composite.   Past 

performance is no guarantee of future results. 

 

Website Information 
www.mcmadvisors.com 

 
Fireside Chat #6 was added to our website in August, both in audio and transcript version. 
 
To log in to our site, please enter either your email address (if on file at MCM) or your Fidelity account number 
into the Username box and MCM into the Password box. You can change your password to whatever you would 
like once you’ve accessed the client site. Should you have any questions, or any suggestions as to how we can 
make the website more useful to you, please don’t hesitate to contact us. 
 
Please remember to contact Martin Capital Management if there are any changes to your address, in your financial 
or investment objectives, or if you wish to impose, add or modify any reasonable restrictions to our investment 
management services. A copy of our current written disclosure statement discussing our advisory services and fees 
remains available for your review upon request. 

 

 

 

 



 


