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The Rational Allocation of  Capital in an 
Irrational World

Stephen Roach, former chairman of  Morgan Stan-
ley Asia and now a senior fellow at Yale University’s 
Jackson Institute, is known for not mincing words.  
Roach characterized late June’s game of  monetary 
charades as “pathetic.”  He chided, “It’s embar-
rassing to me to see how the markets lead the Fed 
around on a tight leash.  There was Bernanke say-
ing something that was long overdue and perfectly 
reasonable:  that interest rates that were set in the 
dumps of  an emergency are no longer appropriate.”  
Roach was particularly peeved by Federal Reserve 
officials who sought to placate the markets.

From my personal perspective, the sense of  panic 
within the Fed was palpable as relative hawks and 
men I admire, Richard Fisher and Jeremy Stein, took 
a bullet for the cause, obsequiously pleading the 
Fed’s case of, “Oh, please don’t correct.  We didn’t 
mean it.  We’ll say whatever you want to take the 
markets back to where they were.”

Roach ended his harshly critical rant by reiterating a 
theme familiar to readers:  the danger of  the Fed fo-
cusing on using asset markets to manage the econo-
my.  Putting Alan Greenspan and now Ben Bernanke 
in the same philosophical camp, he charged them 
with attempting “to sustain the economy through 
wealth effects from frothy markets, which is pretty 
much the same mindset that got us into that mess in 
the 2004-to-2007 period.  It’s the same playbook.”

But let’s be fair.  Looking at the neck-snapping vola-
tility in everything from real assets to bonds across 
the quality spectrum to TIPS to gold to ETFs and 
common stocks of  most stripes, it seems narrowly 
provincial to lay it all at the feet of  Mr. Bernanke.  
After all, the U.S. central bank didn’t set the markets 
in turmoil by reversing course and ending QE3.  In 
fact, it vowed not to back off  its stimulus program 
until warranted by stronger economic activity.  Pedal 
to the metal.

So what else is happening?  The recent surge in 
volatility across many asset classes around the globe 
seems inexplicable when viewed through such a tiny 
aperture.  Could it be the result of  something less 
transparent and more ominous?  Notably, China has 
been spoon-feeding the markets disturbing data, fo-
menting the perception of  its enormous yet opaque 
economy as a potential new entrant in the tail-risk 
derby, threatening to displace the still teetering 
European Union as the odds-on favorite (although 
Portugal, chafing under ECB-imposed austerity and 
rising interest rates, is spurring Europe to move up 
on the rail).

Shrouded in secrecy, could Beijing’s thus far remark-
ably successful experiment with market-led socialism 
(or government-led capitalism, if  you prefer) suffer 
an ignominious fate similar to Gorbachev’s Soviet 
Union in the mid-1980s or Japan, post-1989?  How 
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fragile is the world’s most populous and fastest-growing country’s shadow banking system?  Imagine the im-
pact of  a “Chinese Lehman” …  Such an outcome might be considered highly unlikely; but if  it does occur, 
it will hit like a bolt out of  the blue, and very few of  the world’s largest and most developed economies will 
be spared the collateral damage. 

If  one is looking for warning signs, those telegraphed by the Chinese Shanghai and smaller Shenzhen stock 
exchanges are of  note.  The Shanghai Composite (see accompanying chart) may surprise most readers.  On 
the surface, it doesn’t seem to square with the popular image of  China’s “perpetual economic growth” 
miracle.  Nor does its stagnancy seem to jibe with S&P 500’s Super Ball bounce since 2009.  The Chinese 
credit markets tell a similar story of  woe, as do the capital and currency markets of  China’s lesser developed 
trading partners.  If  we sniff  beyond our own noses, something smells a bit fetid.  Can the leading market 
indices of  the world’s two largest economies, the S&P 500 and the Shanghai Composite, continue to go their 
separate ways if  all is well in the global village?

Shanghai Composite

Given these growing concerns abroad and the financial complexity that connects them directly to U.S. 
markets, common sense suggests that investment managers should be paying close attention to tail risk—
especially if  Stephen Roach is correct that we’re still playing from the same book that guided markets from 
2004 to 2007.

The Rationale for Rationality

Let’s cut to the chase with a statement many financial industry insiders would consider apostasy:  The vast 
majority of  equity investment portfolio managers (especially those who manage equity mutual funds) are 
not rational allocators of  capital.  Recent history provides convincing evidence.  The small number of  equity 
managers who spared their investors the carnage of  2008–09 by steering them away from troubled waters 
beforehand and whose clients’ accounts were therefore reaching new highs two or three years ago were 
surely astute allocators of  capital.  The majority, however, defaulted into the other camp.
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Is anything different today?  Many portfolios—and nearly all mutual funds—are fully invested virtually all 
the time in their chosen asset class or, occasionally, classes.  Moving from stock to stock within that de-
fined universe falls conspicuously short of  all but the narrowest definition of  rational capital allocation.  
“The root of  my success,” explains Warren Buffett “is acting rationally about capital allocation over the 
long term.”  Buffett’s application of  rational asset allocation is radically broader than that of  most invest-
ment managers.  All asset classes are eligible, and he allocates capital among them based on expected fu-
ture returns compared to the opportunity cost (the expected compound annual growth rate of  return, or 
CAGR, on the next best available option).  Among Buffett’s most frequent asset classes are publicly traded 
equity and debt securities, along with others that are privately negotiated and nonmarketable; substantially or 
wholly owned businesses; and derivatives.

Martin Capital Management accounts have been and will always be managed in accordance with MCM’s 
stated goal of  long-term growth of  capital.  Implicit in that mandate is the fastidious management of  risk.  
That said, within the limitations imposed by our spheres of  competence, we still have what we view as an 
effective range of  capital allocation alternatives.  We’re free to commit as little or as much capital to a non-
diversified portfolio of  marketable equity or debt securities of  companies of  any size solely on the basis of  
what we determine to be a rational allocation.  That decision depends on our independent assessment of  
expected returns; opportunity costs; and valuation, tail, and other risks.  When we deem it prudent—gen-
erally infrequently and in the absence of  preferred primary opportunities—we also can and do strategically 
or tactically purchase call and/or put options on indices as a substitute for purchasing or selling individual 
securities in an effort to enhance potential gain or to ensure against significant loss without putting the 
entire portfolio at risk.  When engaged in these activities, we don’t attempt to imitate others, but rather, as 
Benjamin Graham’s famous “Mr. Market” allegory asserts, we attempt to capitalize on the manic/depressive 
nature of  crowds.

Our primary investment strategy is to achieve our objective by investing in companies that are underval-
ued—i.e., trading at prices well below their intrinsic worth per share.  We currently exist, however, in an en-
vironment with an acute scarcity of  companies trading at prices that we believe imply conspicuous absolute 
(not just relative) undervaluation. 

Graph I
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These historical graphs help clarify and illustrate our thinking.  Many additional sources of  information cor-
roborate the conclusions reached.1  The two parallel trend lines in Graph I are upward sloping at an average
annual compounded rate of  approximately 6%.  The trend channel was purposely drawn so that almost all 
fluctuations in the index, with two notable exceptions, 1929 and the post-1995 bubble, stayed within the 
lines.

Graph II

 

Graph II, somewhat busier in appearance, includes two additional data points.  The jagged white line rep-
resents the nominal annual reported earnings for the S&P index, while the dotted line is simply the 10-year 
moving average of  those data.  Not coincidentally, the growth in smoothed (that’s the purpose of  moving 
averages) earnings is nearly identical to the trend lines shown in Graph I.

Although the index value of  the S&P 500 has been considerably more volatile over the years than 
the smoothed earnings trend line itself, the average annual growth rate in the index is also roughly 
6%.  While most investors tend to lose sight of  this longer-term, rubber-band connectivity between price 
and value, particularly at market extremes, it is a value investor’s stock in trade. 

Of  additional interest, stock prices, using the S&P 500 index as a proxy, have some of  the characteristics of  
a pendulum.  In a very irregular and unpredictable manner, they fluctuate, sometimes for many years, levi-
tating above or languishing below the average price-earnings ratio of  16 before ultimately swinging in the 
opposite direction.2  Graphics like these help us to roughly gauge when the index is at extremes and when, 

1 To fully appreciate the first two charts, a brief  mathematical explanation may be helpful.  Notice the uneven spacing of  the 
numbers on the right and left sides of  the chart.  On the right, the spacing between 10 and 100 is identical to that between 100 
and 1000.  The scale is log (logarithmic) as compared with the more commonly used arithmetic scale where the space between 
numbers—say, 100, 200, and 300—is the same.  The log scale is appropriate when the data being examined cover many years.  For 
example, one gets a true sense of  the magnitude of  difference between the Crash of  1929–32 and the financial crisis of  2008–09.  
Equally important, in log scale, a straight line represents a constant rate of  percentage change. 

2 Average P/E can be found by simply dividing the index value by the 10-year moving average earnings at any point in time.  As 
long-term investors, we prefer the 10-year average because annual reported earnings are simply too volatile to be dependably ac-
curate.
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most of  the time, it is in between.  What we cannot know in advance is precisely when it will begin the 
inevitable migration from one extreme to the other, a process known as “mean reversion.”  The best we can 
glean from studying this graph is some sense about whether stocks are generally cheap or expensive but not 
when they’re about to change direction.

Although not depicted on the chart, the portion of  earnings distributed to shareholders as dividends have, 
historically and on average, added about 4 percentage points to the 6% price appreciation for an average 
annual total return to investors of  about 10%.  As noted above, because of  fluctuations in the index value, 
there have been long periods of  time where the returns from the index have differed significantly from the 
average.  As one may easily surmise, when the S&P average was in close proximity to the lower trend line 
(1932, 1942, 1974, and 1982), not only did future price appreciation exceed the 6% trend line rate, but begin-
ning dividend yields were typically much greater than 4%.  The most striking example of  this phenomenon 
was from 1982 through 1999.  The compounded average annual total return from the S&P 500 during that 
time was 21%, more than double the historic rate of  10%.

Conversely, in 1937, throughout much of  the ’60s, and from 1996 through 2007, the S&P traded near, at, 
or above the trend channel.  Again focusing on an outlier example, at the peak in 1999 the S&P dividend 
yielded a record low 1% compared with over 8% in 1932.3  Unless one believed at the turn of  the millen-
nium that S&P earnings were about to accelerate to a faster sustainable rate than the historic 6%, logic 
would have suggested that the index price would at some point mean-revert, perhaps following the motion 
of  the pendulum.  In my judgment, it appears that the momentum of  the pendulum was halted early in the 
last decade—and again late in the decade—by interventionist policies of  central planners.  Their conclusion 
seemed to be that allowing market forces to mete out harsh justice and likely crush the illogical appetite for 
unrewarded risk (even if  short-lived) may have been more than the economy or capital markets could have 
tolerated at the time.

Launch Pad or Precipice?

Investors, of  course, come in all stripes, and their collective rationality is frequently compromised by heuris-
tics and biases.  The range of  outcomes therefore greatly expands, and no single outcome is foreordained.  
For example, if  CPI inflation remains under control, the Fed is able to maintain its zero-bound interest-rate 
policy, and quantitative easing proceeds despite Bernanke’s ominous recent statement, one could make the 
argument that the market’s upward momentum driven by investors’ desperate search for return, particularly 
in the absence of  safe haven alternatives, could drive stock prices substantially above current levels.  As for 
how high, the only answer of  worth is captured in Benjamin Graham’s insight that the market is a voting 
booth in the short run and a weighing machine in the long run.  The physics of  the pendulum, however, 
suggests that the farther it moves in defiance of  gravity the more forceful the reversal sometime in the fu-
ture.  The gains of  today, in other words, may come at the cost of  greater losses tomorrow.

 

 3 It bears mentioning that in 1982 the dividend yield was more than 6%, more representative of  a generally underpriced market, 
while today the yield is approximately 2%.
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Could This Be Evidence of  an Approaching Tipping Point?

The genius of  Charlie Munger is that he is multidisciplinary in the way he problem-solves.  He regularly 
incorporates inputs from different fields of  work in reaching often better informed decisions.  The primary 
failure of  mainline economists leading up to the financial crisis was that their one-dimensional thinking 
focused on the country’s income statement to the exclusion of  its balance sheet.  Think about what Munger 
would conclude when re-examining Graph II after evaluating the additional insight gained from Graph III.  
If  one assumes there are finite limits to the amount of  debt the economy’s income (GDP) can support, the 
markets may in fact be on the precipice, not the launch pad.

Graph III

Graph IV
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An observation from the school of  behavioral economics helps buttress this conclusion.  Margin debt out-
standing, Graph IV is the amount of  money investors borrow from their brokers to buy stocks or bonds—
or borrow against their portfolios for other purposes (analogous to home-equity loans).  Changes in the 
amount of  margin debt outstanding also serve as a coincidental (as opposed to leading) indicator of  inves-
tors’ propensity for or aversion to risk.  This last chart is particularly intuitive.  Draw your own conclusions 
based on what you see.  To my eye, the resurgent use of  leverage looks disconcertingly familiar.

Turning Top-down Thought into Bottom-up Action

It could be many months—or perhaps even longer—before we’re able to rationally apply our principal strat-
egy of  becoming fully invested in companies that are selling well below what they’re worth.  Such general 
overvaluation does not preclude adding companies in the interim, however.  In rising markets the prices 
of  stocks are not as tightly correlated as in dramatically falling ones.  For example, one of  our most recent 
portfolio additions (a rock-solid company we have owned before), Gentex (GNTX), traded as high as $32 in 
early 2011 only to fall under $16 in July of  last year.  During what we felt was an emotional and unwarranted 
selloff, we acquired a 4% position at $16.10. At the recent peak the shares traded above $25 (having edged 
down to just under $24 at the time of  this writing).  Make no mistake, a portion of  our overall gain can be 
traced to what we believe was temporary undervaluation.  The rest, we fear, has come from a market that 
seems increasingly detached from its fundamental moorings.

After spending some time recently at the company and with the CEO, we think Gentex continues to posi-
tion itself  very well and stands a good chance of  being much more valuable in five or 10 years than it is 
today.  Yet if  the stock should reach a price from which the forward expected return is well below our near-
ing threshold, we will (albeit somewhat reluctantly) sell all or part of  our holdings.  Who knows?  A future 
opportunity set quite different from today’s might give us the chance to double the size of  our holding at 
half  the price.  It has happened before.

We also have finished preliminary research on another company that is currently out of  favor with investors 
whose thinking is much shorter term than ours.  Although not to the same extent as Gentex, this business 
has enough net cash on its balance sheet that it will likely be self-financed for a long time.  Adjusting for the 
cash it holds, the company is trading below 10 times admittedly less-than-stable earnings in the short run.  
We have just begun to purchase the stock.  If  we complete our position at our optimal price, which is about 
15% below where it is currently trading, your dividend yield will be 6%.  As further evidence of  the com-
pany’s unpopularity, the price we seek is 25% of  its 2008 peak.

Additionally, we’ve completed arduous preliminary due diligence on another company that must fall 25% to 
qualify for purchase.  Unlike the other business, this one will likely grow slower but will throw off  enough 
cash to continue funding a dramatic recapitalization—similar to what Henry Singleton did at Teledyne in 
the 1970s and early 1980s.  Lest this whole process sound mechanical, waiting patiently for our price is as 
agonizing as it is necessary.  When a value investor likes everything about a company except its price, the 
discipline to wait is challenging but vitally important.

Finally, we have completed painstakingly difficult research on a company that is selling at a price we find 
satisfactory.  In some sense it is analogous to Buffett’s recent modest foray back into newspapers.  The price 
at which the stock trades is at a significant discount to the company’s declining intrinsic value and therein 
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lies the margin of  safety.  In order for the investment to have the potential for making a meaningful con-
tribution to our client portfolios, however, we would have to buy more than 10% of  the company’s shares.  
Although we are engaged in conversations with all the major institutional owners save one, none has yet 
agreed to sell us enough stock.  Once again, it’s a waiting game.

As has been our practice of  late, commentaries and investment theses on the companies we own are avail-
able to clients in the password-protected section of  our website, www.mcmadvisors.com.  It should come as 
no surprise that none is currently selling at a bargain price, although in almost all cases the businesses them-
selves are performing as expected—and better than the economy in general.  Since we believe we are still in 
a secular bear market that started in the late 1990s when the Great Moderation bull market finally fell prey 
to its own excesses, we don’t have the luxury of  falling irrationally in love with any of  the companies we 
own.  The great advantage of  holding a portfolio of  marketable securities—an advantage that an owner of  
a private business simply doesn’t have and few in our profession seem to take advantage of—is the ease of  
selling them to someone else if  market prices rise to the point where the future expected return is no longer 
compelling.  In short, we view everything we own from an opportunity/cost perspective.

Apart from adding companies one by one, such as those above, we may occasionally attempt to take advan-
tage of  market volatility on both the upside and the downside by employing strategic transactions described 
earlier, ever mindful of  the irrefutable certainties that (1) market prices will fluctuate, sometimes to ex-
tremes, and that (2) when those extremes occur, nearly everyone forgets (1).  Any such efforts, however, will 
be only to such an extent that we don’t compromise the huge competitive advantages that high levels of  
liquidity provide.  The most obvious advantage is that short-term U.S. Treasury securities hold their value 
nominally and are not correlated with changes in stock prices—regardless of  direction.  Moreover, they are 
considered an acceptable hedge against inflation and a robust hedge against deflation.4  They provide no 
protection, though, against currency devaluation.  Finally, liquidity empowers us with a cost-effective option 
to seize any opportunity that appears in an always highly uncertain future.5  Until then, we have an aversion 
to putting the bulk of  your portfolio at risk in the present, largely irrational, market environment.

Frank Martin, CFA
July 2013
frank@mcmadvisors.com 

4 Martin Capital Management 2012 Annual Report, pp. 5–6.

5 “Why Would an Enterprising Investor Hold Cash Today?” http://www.martinfocusedvaluefund.com/commentaries/why-
would-an-enterprising-investor-hold-cash-today/#more-490 
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Labor Pains:  Is QE Working?
Among the more interesting graphics we’ve run across in the past three months, the following is a depiction 
of  labor market factors since the crash of  2008.  Perhaps confusing at first, it is actually quite simple and 
compelling in its presentation.  The black circular line represents “normal” values in each of  the indicated 
labor market factors before 2008.  The center point represents the worst that each of  these factors ever got 
in the depths of  the Great Recession.  The scrunched red curve indicates how far the same metrics had 
rebounded when the Fed announced its QE3 program in September 2012.  And finally, the nearly equally 
scrunched blue curve shows where things stand today—after nine months of  QE3 stimulus.  For anyone 
who thinks QE has jump-started the “real economy” with successive jolts of  QE, this may serve as a reality 
check.  The truth is, $3 trillion later, the Fed hasn’t moved the needle very much at all in the labor market 
where the rubber meets the road.  On the other hand, the collective unintended consequences of  QE—
perhaps the creation of  new bubbles in risk assets—have yet to be felt.
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Second-Quarter 2013 Portfolio Review
Martin Capital Management’s Total Account Composite returned 0.9% in the second quarter of  2013, trail-
ing the S&P 500 Index by 2.0%.  The equities in our portfolio once again outperformed the S&P, gaining 
3.9%, compared with the broader equities market advance of  2.9%.  Our significant cash holdings damp-
ened overall returns.  When seemingly everyone else is scrambling for return with little regard for risk, pru-
dence leaves us no choice but to take the opposite tack.

The market’s recent volatility has, however, provided us an opportunity to participate in the ongoing up-
swing without placing significant capital at risk.  On June 20, during the mini-panic market selloff  prompted 
by Ben Bernanke’s message that the Fed will someday taper its QE stimulus, we were able to buy a 1% posi-
tion in S&P 500 Index call options at prices 80% lower than they had been only one month earlier, on May 
22.  Going forward from today, if  the market were to spike upward in the next several months as it often 
does in the final throes of  an irrational buying spree, your portfolios will get a boost – but without risking 
core capital if  Mr. Market’s other bipolar face should happen to reappear.  Subsequent to quarter-end, just as 
this report is being sent to you on July 15, the S&P is up 4.7%, breaking into new high ground on Thursday, 
July 11 – in lockstep with Mr. Bernanke’s abrupt change of  tune once he witnessed the ferocity of  the global 
firestorm he had, no doubt unintentionally, created.  Not surprisingly, the ever-volatile index calls have 
jumped in value.  Meantime, all of  our individual equity holdings are at or above their quarter-end prices.  
Client portfolios on average still trail the index modestly – but are doing quite well on a risk-adjusted basis.  
And we still have the “optionality of  cash” to seize any opportunities whenever and however they might ap-
pear.

“Mr. Market” is, of  course, an allegorical character.  He symbolizes crowd sentiment, which is better ex-
ploited than mimicked.  When he slips into one of  his frenzied, panicky moods as he did five years ago, it 
should remind us that crowds are frequently irrational and dangerous.  Running with the crowd – as we saw 
last week in Pamplona at the annual running of  the bulls – is a game that most investors continue to play.  
They have become unwitting speculators who run a significant risk of  being gored or trampled in the chaos.  
Those Pamplonans who leave town and come back a week later do indeed miss the heart-pounding excite-
ment, but they also don’t get mauled.  That’s not boring; that’s sanity.
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The accompanying table shows the performance of  each of  our individual holdings during the second quar-
ter:

 *Purchased during 2nd quarter 2013. Price change is from time of  purchase, rather than from beginning of  Q2.

Because we are a concentrator, price changes must be evaluated in the context of  the size of  the investment 
in any particular security.  The final table addresses that issue.  As you can read, 90% of  the gains are attrib-
utable to three holdings and 75% of  the declines are attributable to just two.

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.

Past performance is no guarantee of  future results.



Martin Capital Management, LLCPage 12

Quarterly Capital Markets review July 013

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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