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The Imperious Immediacy of  Interest
“Chess, insanity, and politics have always been inextricably connected.” 

- Sarah Hurst (British Journalist)

“When you see a good move, sit on your hands and find a better one.”
- Weaver Adams (American Chess Master)

“Chess is a cure for headaches.”
- John Maynard Keynes

Chess is a wonderful teacher.  It sharpens the mind 
in countless ways.  To the novice in particular, it 
serves as an exquisitely, excruciatingly painful in-
structor in grasping the concept of  unintended 
consequences.  The urgent desire to quickly win (and 
thereby humiliate one’s opponent) lures the new 
player into using the Queen like a bludgeon, wreak-
ing havoc across the board by employing the piece 
imbued with the greatest powers of  movement and 
versatility.  Unfortunately, it’s generally a strategy that 
doesn’t end well.  There comes a shocking moment 
of  clarity when the Queen is taken down by an op-
ponent’s lesser piece, and all one can do is utter the 
cliché, “Wow … I didn’t see that coming.”

On a larger scale, sociologist and Nobel laureate 
Robert Merton observed in 1936 that the intense 
desire for the intended consequences of  one’s actions 
tends to blind the person to the unintended conse-
quences of  those same actions.  He called this the 
“Imperious Immediacy of  Interest.”  In less allit-
erative terminology, it might be termed the “self-
aggrandizing need to produce the desired results, 
ignoring everything else in the process.”

Federal Reserve Chairman Dr. Ben S. Bernanke and 
the Federal Open Market Committee have been 
employing the “Queen as bludgeon” (aptly, QE) 
strategy for four years now, annually unveiling new 
rounds of  quantitative easing.  The most recent pro-
gram is billed as an attempt to stimulate the mort-
gage market and construction spending, but let’s face 
it:  QE3, like its predecessors, is intended to boost 
the prices of  risk assets.  Surreptitiously, the Fed also 
may be trying to goad consumers into spending by 
invoking the fear of  inflation, or it may be chipping 
away at the value of  the dollar to gain an edge in the 
“currency wars” with the hope of  increasing U.S. 
exports, a strategy that might possibly work if  other 
countries weren’t doing the same thing.  The central 
bank maintains that its official intentions are stable 
prices and full employment—both noble goals.  But 
in the intense and pretentious desire for its inter-
vention to do the trick, it has ignored myriad unin-
tended consequences (among them, creating another 
bubble in asset prices).  

Thus far, the tens of  millions of  people who make 
day-to-day decisions in the real economy have shown 
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little appetite for cheap money, so consumption remains weak and unemployment stubbornly high, Septem-
ber’s justifiably suspect job numbers notwithstanding.  On the other hand, speculators in the financial econo-
my have gobbled up the Fed’s handouts to finance the purchase of  marketable risk assets.  This distinction is 
crucial.  The comparatively deliberative course of  investment spending in the real economy—building facto-
ries and warehouses, buying equipment, hiring employees—cannot be altered easily.  Speculating in equities 
or junk debt, however, can often be affected at low transaction costs and at relatively stable prices, as long as 
there is an ample supply of  liquidity on the other side of  the trade.

The Fed’s explicit promise and seemingly endless commitment to provide liquidity (note the open-ended 
architecture of  QE3) entice speculators to bet that buyers will remain plentiful, even if  the Fed is the last 
one standing.  But as the graph below reveals, depending on the Fed’s largesse may be a dangerous gambit.  
Each successive intervention has produced less and less market punch—and precious little economic stimu-
lus.  QE programs are not, and cannot, be immune to the law of  diminishing returns.  QE3’s inauspicious 
beginning is not surprising:  The S&P 500 Index has, in fact, declined since its unsurprising and uninspiring 
announcement.  Does anyone think a QE4 (or “QE4-ever,” as some have taken to calling it) can possibly do 
what QE3 can’t?

Diminishing Impact of  Fed Monetary Programs on the S&P 500 Index

 
In 2009, Anna Schwartz, co-author with Milton Friedman of  the monetarist manifesto, A Monetary History 
of  the United States, took public issue with Bernanke’s reliance on his personal (some might say obsessive) 
study of  the Great Depression.  Schwartz argued that history was more likely to be a hindrance to Bernanke 
than a help, effectively serving as intellectual blinders that would lead him to make the common mistake 
of  fighting the previous war, not the current one.  Schwartz said the United States and the world faced a 
crisis of  solvency, not liquidity.  Ostensibly, the Fed is now trying to promote “wealth effect” spending—
the loosening of  purse strings that can occur when monthly investment statements start looking better.  
Friedman and Schwartz surely would have argued against this ploy, countering with Friedman’s “permanent 
income hypothesis”:  When wealth is conferred in a way that a thinking investor has trouble conceiving it as 
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“earned” or “permanent,” he or she may be more inclined to treat it as suspect.

The unintended consequence of  a potentially wealth-destroying bubble in risk assets has a different ori-
gin this time around from those of  previous historical episodes.  This bubble isn’t the result of  the typical 
greed-based, speculative orgy that may fittingly describe the late 1990s before the dot-com crash, but it is 
rather a very atypical, “grasping-for-return” bubble.  Having no interest-bearing alternative in traditional 
savings vehicles, investors default into potentially self-destructive behaviors.  The current bubble is far more 
pernicious because the swath it cuts through the investor community affects the sophisticated and the naïve 
alike—almost anyone and everyone in search of  investment returns.  

Direct intervention by the central bank in the credit and capital markets has caused asset prices to rise above 
the level they likely would have reached otherwise.  Normally functioning markets, which we last saw mete 
out their sometimes harsh justice four years ago, communicate investors’ favor and disfavor through price 
fluctuations.  The markets are a giant handicapping system with millions of  players.  Unimpeded, they serve 
as a transmission mechanism, communicating absolute and relative values among speculators and investors 
alike.  Return-hungry investors are taking the Fed’s bait, believing that markets are the infallible arbiter of  
value and finding it difficult to imagine tomorrow being dramatically different from today.

The currently fragile U.S. economic recovery is eerily reminiscent of  what occurred in the fall of  2007.  At 
that time, the economy was weakening, earnings were rolling over, strains were more financial than fiscal, 
but acute nonetheless, and the Fed came in and saved the day with another inter-meeting rate cut in August 
that triggered a massive relief  rally accompanied by the mantras “Don’t fight the Fed” and “Don’t miss the 
equity train.”  The S&P jumped to a new high just two months later.  It was all good, it seemed, and the 
consensus was for a soft landing, a turnaround in profits growth, and new highs in equity valuation.  Central 
bankers erroneously believed, in the height of  arrogance, that they had somehow managed to defeat the 
business cycle, and they called their wizardry “The Great Moderation.”  Ben Bernanke was the head cheer-
leader.

The similarities between then and now, however, are offset by important differences.  The decimated hous-
ing sector is finally showing signs of  finding a clearing price, but a new bull market in real estate is still years 
away and won’t come until memories of  the recent carnage fade.  In addition, the wealth effect didn’t just 
seem to be in play during the housing bubble of  2003–07; it was real and tangible.  Mortgage-equity extrac-
tion gave homeowners instant liquidity for spending, which they did with abandon—because home prices 
will always go up, right?  Today 22% of  all mortgages are upside-down, and one in eight is in arrears or in 
foreclosure.  

Moreover, the outlooks for the economies of  Europe, Asia, and, of  course, the United States are shaky at 
best today compared with the outlooks of  2007, before the financial crisis.  U.S. domestic second-quarter 
GDP growth in 2012 crept along at 1.3%, with the third quarter, and likely the fourth quarter as well, look-
ing similarly tepid.  Operating profits are declining, yet the consensus estimate of  growth in operating earn-
ings/share for 2013 is 13.4%, up from 5.4% this year.  But margins are at cyclical highs (9.4%, rivaling the 
2006 record set just as the market was about to make its last gasp to a new high) and 30% above long-term 
norms.  The forecasts seem to stretch the limits of  Hollywood-style “suspension of  disbelief.”  It’s difficult 
to envision earnings-per-share growth without vigorous corporate pricing power.  One may recall that while 
operating profits in 2007 turned down coincident with the slumping economy late in the year, reported 
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earnings forecasts kept rising for another 15 months!  Earnings forecasts are generally lagging indicators, not 
predictors, although that reality is often lost in the euphoria of  the moment.

Emboldened by Bernanke, the Fed, along with the inevitable QE3 announcement of  August 31, bullish/
bearish sentiment tells an exuberantly optimistic tale.  During the June lows, a survey by Investor Intelligence 
indicated just 34% bulls.  By late September, the number had shot up to 54.2%.  Bearish sentiment, by 
contrast, is down to 24.5%, with the gap widening to 29.7 percentage points.  Historically, any spread above 
30 is in the “red zone,” which indicates danger.  The spread was 7.4 points in early June, and the popular 
volatility, or “fear,” indicator (VIX) was 26 versus 13 today.  Perhaps most telling:  An estimate by David 
Rosenberg, chief  economist with Gluskin, Sheff  & Associates, indicates that more than two-thirds of  the 
stock market rally since the summertime lows has been based on central bank policy announcements—not 
on fundamental changes in the real economy.

This Wealth Manager’s Nemesis:  The King of  QEs

National Weather Service forecasters know that one of  the greatest dangers in issuing a tornado warning is 
that the storm doesn’t come.  Why?  Because people are less likely to heed the sirens next time, and the re-
sults could be catastrophic.  Being early with a warning is a good thing, but being too early is a problem.  My 
early warnings were heeded in the 2007–09 time frame, and you allowed us at MCM to shelter your portfolio 
from the brunt of  the financial crisis.  Since then, however, my alerts have led only to frustration for many 
of  you.  The storm has simply not materialized.

QE programs have become my nemesis.  First, unable to find enough attractively priced companies in the 
synthetic environment described above, non-earning portfolio cash has diluted the stellar performance con-
tribution of  the companies we do own.  Second, I took the additional step of  purchasing portfolio hedges 
(insurance in the form of  plain-vanilla S&P 500 Index put options), as I had done in 2007 and 2008.  

The April 2010 purchase of  put options that expired in June 2011 was timely, but my insistence on keep-
ing in place the protection against perceived catastrophic risk resulted in all of  us watching the threefold 
gains and the original investment wither away in the quarters after the Fed unveiled QE2 in August 2010.  I 
again placed hedges as the market rallied in the fall and winter of  2011 off  its late-summer lows.  The rally 
has continued, the options are now trading well below cost, and they will serve their intended purpose of  
protecting your portfolio’s value only if  the markets give up significant ground before the options expire on 
December 22, 2013.  In the meantime, they aren’t free, adding insult to the injury of  being underinvested in 
a rising market.

Hedging is commonplace in professions other than money management.  Enlightened farmers, for example, 
over many generations have realized that weather is simply too unpredictable and crop cycles too short to 
depend on each year’s harvest.  This past summer’s drought served as the latest real-time, costly example.  
For most of  my investing life, I never felt the need to hedge common-stock portfolios.  Stock prices—un-
like agricultural commodities, gold, or bonds—have a natural longer term upward bias tied to the growth in 
corporate per-share profits and dividends.  Patience is usually rewarded.  Extreme overvaluation risk, present 
in the early 1970s and again in the late 1990s, has been relatively benign most of  the time.
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Success, it is said, often breeds excess.  After 20 years of  the greatest bull market in financial assets of  
modern times and the resulting evermore detached financial and economic euphoria dating back to the 
early 1980s, the ultimately self-destructive, risk-embracing pandemic reached a critical state.  A new term, 
“tail risk”—catastrophically adverse outcomes traceable to low-probability events—entered the financial 
lexicon when the dot-com bubble erupted like a long-dormant volcano at the dawn of  the new millennium.  
Unchecked and irrational financial leverage was one of  the highly visible manifestations of  this evolving 
psyche.  The combination of  “tail” and overvaluation risk produced two of  the most destructive bear mar-
kets in modern times—within six years of  each other.  

Because of  what might be known as “intervention preemption,” the long-building excesses have yet to be 
purged from the system.  That also means the behavior of  those players who have thus far escaped the 
fallout has yet to be tempered.  Given the household-sector pain and dislocation endured thus far, the slow-
motion train wreck we’re experiencing may end up rivaling the Great Depression in terms of  ultimate social 
and economic consequences.  The unprecedented issuance of  debt by the Treasury and the Fed has barely 
salved the financial wounds for many Americans—and our condition looks more and more each day like 
that which has plagued Japan since 1989.

Finally, utility of  cash is likely underrated when it’s thought of  only as a passive hedge.  According to Alice 
Schroeder, Warren Buffett’s biographer,1 Buffett views cash as much more than an asset class that is return-
ing next to nothing.  Rather, he sees it as a call option with no expiration date and no strike price, which can 
be used to purchase any asset class.  To be sure, the call option is not free.  The call premium on the cash 
option is essentially the opportunity cost—i.e., the investments forgone today in hopes of  higher returns 
tomorrow.  Right now, 10-year Treasuries are nominally yielding 1.75%.  In the event interest rates rise to 
3%, six years of  interest will instantly be offset by capital losses.  Longer term (7–10 years), broadly based 
total returns from equities are, in my judgment, likely to match the current return from cash:  zero.  The 
market prices of  these assets also are accompanied by far greater volatility.  Thus we agree with Buffett that 
the optionality of  cash is well priced, even at negative real returns, compared with its intrinsic value.

Admittedly, Buffett possesses one huge advantage we don’t:  an infinite expiration date on cash as an option.  
Buffett is fond of  saying that investing is like a game of  baseball with no called strikes.  Not only are there 
no umps in Buffett’s game, there are no fans in Buffett’s stands shouting for him to swing the bat.  Cash 
as an option for us does have an expiration date, and it varies from client to client.  It’s a function of  each 
investor’s capacity to wait patiently, taking a pass on the returns available today for what might be—but are 
certainly not guaranteed to be—much greater opportunities tomorrow.  The optionality of  cash has served 
us extraordinarily well over the last 12 years, and we are confident that it will continue to do so as we chart a 
course for the future.  Your patience and our resolve may be all that are needed.

- Frank Martin, CFA
frank@mcmadvisors.com 

1Ms. Schroeder spent more than 2,000 hours with Buffett while writing The Snowball: Warren Buffett In the Business of  
Life.
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Third-Quarter 2012 Portfolio Review
Despite a 5.8% return on equities during the third quarter, Martin Capital Management’s Total Account 
Composite underperformed the S&P 500 Index by a considerable margin, returning 1.1% versus the mar-
ket’s advance of  6.4%.  Year to date, the MCM composite is up 1.0% vs. the market’s total return of  16.4%.

Part of  the reason for our underperformance is our substantial use of  cash in clients’ portfolios.  Longtime 
followers of  MCM know that we highly prize the ability to hold cash when we find few suitable individual 
equity investments.  While cash tends to act as a drag in rising markets like the one we’ve seen thus far in 
2012, over time we’ve found it to be a huge boon to clients for three reasons that bear repeating:
  

Cash holdings serve as a natural downside hedge that greatly dilutes the negative impact of  a market 1. 
decline.
Holding cash essentially means we’re holding “dry powder” to deploy when and if  the market sells off  2. 
and prices become attractively cheap.
Because we aren’t required to be fully invested, we don’t feel compelled to “just buy something” to fill 3. 
up the portfolio.  Instead, we put money to work only when an individual business is favorably priced, 
and we think we can earn a double-digit return on it over time.  In other words, liquidity (cash) allows us 
to put only our best investment ideas into the portfolio—and discourages us from resorting to second-
best ideas simply to be fully invested.

While these arguments can be somewhat hard to swallow in today’s low-interest-rate environment, the true 
cash yield is far greater in the long run than the return on any fixed-income investment we could purchase 
on your behalf.  This is because we will eventually invest that cash in well-run American businesses when 
they’re selling for cheap prices in the stock market.  In that sense, Alice Schroeder’s earlier observation (see 
Frank’s commentary above) rings true:  Cash is effectively a call option without a strike price and without 
an expiration date.  We could invest it all now and earn a low-to-mediocre return—or wait and invest it at a 
more opportune time and reap a much greater, long-term return.

The second major reason for our underperformance is our continuing use of  long-term S&P 500 Index 
puts or, if  you prefer, insurance against a significant downturn that we view as likely in the larger U.S. stock 
market within the next 14 months.  As the market rallied this summer, largely on the expectation (and 
eventual reality) of  the Fed’s QE3 announcement, the market value of  our puts eroded rather dramatically.  
However, because these puts don’t expire until December of  2013—and in light of  the ongoing concerns 
expressed in Frank’s essay above—we continue to feel they will do their job over time.

The equities component of  the MCM portfolio has produced positive returns in both the third quarter 
and year to date, returning 5.8% for the quarter and 12.3% for the full year through the end of  September.  
That’s slightly off  the pace of  the larger market’s 6.4% quarterly return and 16.4% annual return, but it’s en-
tirely in keeping with our value-based stock-picking discipline.  If  we do our research well, each stock in the 
portfolio should offer some downside protection, and the entire stock portfolio should be able to outper-
form in bad markets.  The converse of  those results, however, is also true:  In euphoric markets we expect 
our equities to trail the S&P somewhat.  
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As long-term investors, we aren’t going to chase either hot stocks or hot sectors, particularly if  we find 
larger macroeconomic problems overshadowing them.  A good example in today’s environment is the finan-
cial sector.  Given our concerns about the long-term stability of  the financial system, you won’t find a single 
bank stock in your portfolios.  Yet the financial sector has been the hottest one in the market year to date, 
up nearly 25%.  We think that is simply not sustainable.

With respect to the individual companies we own on your behalf, the results of  the stock picking that began 
last year under the new research team assembled by Frank in late 2010 have been especially encouraging.  
Guided by a repeatable, value-based research discipline, the new team has made some picks that have radi-
cally outperformed the broader market since the analysts began working together.  According to our internal 
calculations:

Wal-Mart has risen 41% since our first purchase last summer vs. the market’s 14% rise in the comparable • 
period.
Gildan, the T-shirt maker, has outperformed by an even wider margin, 43% vs. 9% for the S&P.• 
Abbott Labs is up 25% since our late-January 2012 purchase vs. the market’s rise of  9%. • 
The biggest winner was picked by our healthcare analyst, Aaron Kindig:  Amgen is up 59% since we • 
bought in August 2011, more than three times the market’s rise of  14% since that time.  

As a composite, again according to our calculations, the “new-team stock picks” have beaten the market by 
600 basis points through the end of  the third quarter—exciting evidence that our process is working.  This 
process is built on at least three key principles:

Careful, company-specific research that emphasizes primary contact with companies and industry • 
sources rather than secondhand information.
Repeatability that comes from distilling all investment decisions down to three critical variables:  the • 
quality of  the business, the quality of  the management, and the price we’re asked to pay.
Patience and discipline that allow us to “wait for the fat pitch.”• 

It’s also important to understand that in our research, the investment team doesn’t ignore macroeconomic 
concerns.  To the contrary, every investment decision we make is infused with a healthy respect for the mac-
roeconomic environment at hand.  We are bottom-up stock pickers, but we always have a wary eye for the 
larger conditions in which our individual businesses operate.

Although the equity portfolio is generally doing well, like any operation we also have our share of  current 
problems.  Value investing basically involves buying into troubled but not catastrophic situations, which 
means that invariably there will be a few names in the portfolio that go south before they head north.  At 
the top of  that list today is Hewlett-Packard, which we own in the $21 range but now stands at $17/share.

HP is a venerable American franchise that has fallen on hard times, thanks mainly to a decade of  misman-
agement.  We believe that the company’s challenges are real and will take time to fix.  Having done consider-
able research and given the matter a great deal of  rational thought, however, we also believe that the market 
has overreacted to HP’s problems and is thus giving us an opportunity to buy into a great American business 
that is troubled but not fundamentally broken.  

Perhaps a review of  HP in terms of  our three main analytical prisms—business, management, and price—
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will shed light on our convictions.  While most analysts have focused on HP’s obvious problems—its PC 
business, its management turmoil, and most recently its consulting-services business—they’re forgetting 
what a valuable franchise HP’s printer business is.  It earns a 20–25% after-tax return on assets—better even 
than Coca-Cola—and it has roughly 50% of  the installed consumer base of  printers in the United States.  
Granted, printing may slowly decline as people read more on electronic tablets, find alternatives to print-
ing photo albums, and so on.  But that decline will likely not be precipitous; it will be more of  a slow bleed, 
similar, perhaps, to the decline of  the U.S. tobacco business, which has been dying a long, slow, and quite 
profitable death for decades.
 
Meanwhile, HP still has big opportunities to actually grow the printing business in emerging markets where 
tablets don’t exist yet—and won’t—for some time.  Growth is also likely in digital printing, a technology 
gaining traction due to shorter production runs in direct marketing and publishing.  Digital printing is a 
new opportunity for HP, and it currently has a 50% share in this growing part of  the printing market.  Our 
technology analyst, Clint Leman, recently visited a digital printing trade show in Chicago and came away im-
pressed with HP’s prospects.  Likewise, HP has a  No. 1 position in servers, which are very unpopular right 
now because cloud computing is expected to cause their extinction.  Here again, Clint has done research that 
shows fairly definitively that even in a 100% cloud-computing environment, businesses will still need servers 
on-site.  Finally, in HP services and software there are challenges as well, but Clint’s work suggests there will 
be a need for HP’s products and that HP will get its fair share in growing markets like cloud services.

That’s HP’s business:  It isn’t exactly a growth juggernaut, but it’s not a train wreck like Kodak or Research 
In Motion either.  As for the company’s management, HP’s new CEO Meg Whitman is currently hated—
mostly because she insists on telling the truth.  HP, she says, has underinvested in its business for a decade 
now.  HP has lost its way in terms of  developing innovative, cutting-edge new products.  HP’s road back will 
not be short, she says, but will take time, hard work, and money.  Wall Street is notoriously fixated on the 
short term and loathes hearing these things, but as long-term investors, we love to hear them.  In fact, the 
HP narrative reminds us of  IBM and Lou Gerstner, who took the helm of  a troubled, directionless, iconic 
company 20 years ago and steered it toward calmer seas.  The HP story has echoes of  Apple a decade ago, 
when Steve Jobs returned from exile with the message that fixing the business was like running a mara-
thon—and Wall Street hated the company’s stock.

So we think the HP business model is sound, and the management’s approach is realistic.  But the price the 
market is asking us to pay is, one might say, a printer of  a different color.  In strictly quantitative terms, the 
current Wall Street quotation for HP’s equity is telling us that the company’s earnings will decline 10% for 
10 years, from $4/share to $1/share, and then the company will literally be worth nothing.  Those of  you 
who are more numerate will know that such a net present-value forecast is bleak indeed, especially with no 
terminal value attached.  Put another way, our average price of  $19/share, down from $50/share less than 
two years ago, values the lucrative printing franchise at this year’s earnings.  Meanwhile, you get all the other 
HP businesses—computers, consulting, servers, and software—for free.

This is why we hold HP’s equity, and this is why we bought more rather than fled when the market further 
marked the stock down early in the fourth quarter.  Practitioners of  value investing from Warren Buffett on 
down have demonstrated that this kind of  rational, dispassionate calculation—quantifying when others are 
panicking—works over the long haul.  
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That said, could it be that HP is, as some say, a “value trap”?  Could it be that we are seeing merely the tip 
of  the iceberg when it comes to HP’s business problems, that HP is more of  a Kodak or Research In Mo-
tion than we think?  Of  course.  Our research suggests otherwise, but we wouldn’t be good analysts if  we 
didn’t always keep an open mind—namely, that we could be wrong.  And it’s important for both analysts and 
clients to remember that in a 10-stock portfolio, there are inevitably going to be a couple of  mistakes.  As 
much as we’d like to be correct on every pick, nobody (not even Buffett) gets them all right.  The new MCM 
team is off  to a respectable start of  getting 7 or 8 out of  10 right.  That average, over time, should lead to 
very satisfactory equity performance indeed. 

- Adam Seessel, Research Director
adam@mcmadvisors.com

 





 

  
  
  


Martin Capital Management, LLC is an investment advisor registered with the Securities and Exchange Commission.  
MCM’s primary investment objective is to achieve above-average long-term growth at below-average risk of  permanent capital 
loss.  The MCM Total Account Composite shows the performance of  assets held in fully-discretionary fee-paying accounts that 
have given MCM authority to invest 100% of  the account and are managed per our model portfolio.  Returns are calculated in 
U.S. dollars.  The composite is net of  all management fees and includes the reinvestment of  all income but does not reflect the 
effect of  taxes. The inception date for the composite is January 1, 2000.

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.

MCM claims compliance with the Global Investment Performance Standards (GIPS®).  A copy of  MCM’s most current 
GIPS audit report may be requested by contacting our office at (574) 293-2077 or by email at kristen@mcmadvisors.com. 
 
Past performance is no guarantee of  future results.
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Third-Quarter 2012 Portfolio Activity
August 2012:  Gentex Corporation

The Business
Gentex has a nearly 90% market share in the auto-dimming, rearview-mirror business.  Gentex mirrors 
gradually darken to the degree necessary to eliminate rearview glare from vehicle headlights.  The rearview 
mirror has proven to be an increasingly valuable piece of  “real estate” in the automobile, and over the years 
Gentex mirrors have incorporated several new bells and whistles:  a compass, a hands-free phone system, a 
parking-assistance system, and a rear-camera display.  These additions have allowed Gentex to add value to 
the automakers, which buy the mirrors and charge accordingly.

Competitive advantage and growth opportunities:  Gentex has steadily built a competitive advantage in the form of  
engineering breakthroughs and patent protection in the broad area of  mirrors and glass in the transporta-
tion industry.  With more than 500 patents both in the U.S. and abroad, the company is primed to control 
the rearview-mirror space in new cars for the foreseeable future.  Gentex continuously defends its industry 
position by investing heavily in research and development and, when necessary, vigorously defending its 
intellectual property rights.  Tangible evidence of  its ongoing R&D efforts can be seen in the company’s 300 
pending applications for new patents—of  which approximately half  are in the U.S., and half  are abroad.

As a result, Gentex holds a dominant share of  the auto-dimming, rearview-mirror market.  And there are 
plenty of  growth opportunities ahead:  Auto-dimming rearview mirrors are currently installed in just one of  
five vehicles, but the market is growing at two times the rate of  the overall auto market.  As a result, Gen-
tex estimates that the number of  vehicles with auto-dimming mirrors will double in the next 10 years.  In 
addition, due to its heavy emphasis on R&D, Gentex continues to add value both in the mirror space and 
beyond.  Not only is the company including compasses, hands-free phone systems, and the like with its mir-
rors, it is branching out beyond both the mirror and the automobile space.  For example, Gentex recently 
signed an agreement with Boeing to outfit its new Dreamliner jet with auto-dimming passenger windows.

Historically industry-leading growth and returns:  Gentex’s competitive position and history of  innovation have al-
lowed the company to enjoy industry-leading margins over the long term.  The past 25 years the company’s 
revenue has grown at a compounded annual rate of  more than 20% while consistently generating operating 
margins that have exceeded 25%.  The past 10 years, the company has earned an average return on equity 
of  14% while carrying no long-term debt and substantial cash balances.  Perhaps most impressive, Gentex 
managed to remain profitable during the depths of  the 2008–09 financial turmoil while many auto-industry 
players were forced to resort to bankruptcy or government bailouts.

The Management
Founder/chairman/CEO:  Fred Bauer, 69, founded Gentex in 1974 and currently owns approximately 3.3% of  
the company.  Under Bauer’s leadership, management has achieved returns on invested capital far exceeding 
the cost of  capital for many years, which we expect to continue for the foreseeable future.



Page 11Martin Capital Management, LLC

Quarterly Capital Markets review OCtOber 2012

Shareholder friendly:  The company generates an impressive amount of  free cash flow (11% of  sales on aver-
age the past five years), and it began paying a dividend in 2003.  It also has accumulated nearly $4/share in 
cash and investments, which provides quite a buffer in the event of  future market convulsions.  In addition 
to the dividend payouts, management has spent approximately $381 million since 2003 repurchasing shares 
(average cost per share is $14.63), and it has indicated a willingness to repurchase additional shares under the 
right circumstances.

Next-generation concerns:  While it is undoubtedly true that there would be no Gentex without founder Fred 
Bauer, it also is true that at some point Gentex will have to continue without him at the helm.  The board 
of  directors has been aware of  the succession issues facing the company, and for the past half-dozen years 
it has evaluated Bauer’s performance based in part on “succession planning.”  Fortunately, this is an area 
where bad news in fact could be good news.  The 2011 and 2012 proxies contain new language that suggests 
that the board has found Bauer’s work on succession planning to be less than ideal.  This indicates that the 
board may finally be ready to hold Bauer’s feet to the fire with regard to succession issues.

The Price
Because of  near-term market disruptions, we were able to purchase Gentex at a valuation that was more at-
tractive than it had been in quite some time:

• Price to current-year earnings = 12x (5-year avg. = 27)
• Price to book = 2x  (5-year avg. = 3.4)
• Dividend yield = 3.3% (5-year avg. = 2.5%)

In our opinion, the buying opportunity was largely due to market overreaction to a few pieces of  bad 
news—namely, a patent lawsuit and the decision by some car manufacturers to use a vehicle’s center console 
rather than the rearview mirror as the standard location for the rear-camera display screen. We thoroughly 
researched both developments and concluded that our thesis remains intact:  Gentex has a dominant and 
durable position in the auto-dimming, rearview-mirror market; this market has plenty of  growth ahead of  it; 
and Gentex continues to add R&D-driven value in both its core mirror market and beyond.  As a result, the 
price-to-value disconnect for Gentex is compelling.

- Zack Clark, JD, Research Analyst
zack@mcmadvisors.com 

September, 2012:  Lowe’s Companies, Inc.

During the third quarter, we sold roughly half  our position in Lowe’s for clients at an average price of  
$28.75.  Lowe’s represents an interesting example of  the intersection of  bottom-up stock picking and an 
overarching view of  the macro.  It also presents an interesting challenge in balancing our long-term views 
with our more short-term, trading-oriented views.

In the past, the focus at Lowe’s was on growing its store base to the tune of  100 new stores a year.  Big-box 
remodelers, however, are now at a point of  saturation and, as a result, management’s focus has switched to 
value, efficiency, and profitability.  Lowe’s now plans to build roughly 15 new stores a year instead of  100, 
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significantly freeing up a large amount of  cash flow.  In addition, management is reducing costs and provid-
ing customers with more value through lower prices and market-specific inventory.  This should resonate 
with customers today and provide a boost to the top and bottom line at Lowe’s.  Management has said that 
the majority of  cash flow will be returned to shareholders in the form of  dividends and buybacks.  Longer 
term, a recovery in housing will be a significant tailwind to profitability.

Generally speaking, then, Lowe’s has “gotten religion,” as did Amgen a year ago.  And as we know from 
Amgen and other examples, good things happen when growth companies figure out that they are more 
mature and need to slow down.  However, from a macro perspective, there are reasons to be cautious.  
Consumer wallets are still under pressure as an aftereffect of  the Great Recession, and stubborn unemploy-
ment remains a strong headwind given the reluctance of  businesses to invest.  These factors all affect Lowe’s 
customers.  As a result, the stock tends to perform in line with the mood of  current newspaper headlines.  
Given the fragile state of  the economy, it’s quite likely that the market will provide us with an opportunity to 
buy Lowe’s at cheaper prices in the future. 

So we continue to like long-term prospects at Lowe’s and feel that owning some of  its stock at today’s prices 
remains warranted.  Should the stock continue to rise to the point that it becomes egregiously overval-
ued, we won’t hesitate to sell the rest of  our position.  In the meantime, we’re situated to buy a meaningful 
amount should the stock fall in the short term.  We believe that this approach is prudent and that it will add 
value in the long run.

- Clint Leman, CFA, Research Analyst
clint@mcmadvisors.com   
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Website Information

www.mcmadvisors.com
 

For additional periodic updates on both investment research and portfolio activity, visit the client section • 
of  our website at www.mcmadvisors.com. 
To log in, 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. 
We recommend you change your password once you’ve accessed the client site. Passwords using combi-• 
nations of  upper-case and lower-case letters, as well as numbers, offer more security than simple names 
or numbers alone. Should you have any questions, or any suggestions as to how we can make the web-
site more useful to you, please don’t hesitate to contact us.
If  you would prefer to receive the MCM Quarterly Capital Markets Review in hardcopy format by regu-• 
lar mail, please call or email Kristen Smith-Myers (574-293-2077; kristen@mcmadvisors.com) and she 
will make the necessary arrangements.
We’d love to hear your comments on this, or any other, communication from Martin Capital Manage-• 
ment.  Please call or email Gary Sieber (574-970-2926; gary@mcmadvisors.com).
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 restric-
tions to our investment management services. A copy of  our current written disclosure statement dis-
cussing our advisory services and fees remains available for your review upon request.
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