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The Fed and the Curse of  Unintended 
Consequences

Fed Chairman Ben Bernanke, not long ago a clois-
tered academic, has unwittingly found himself  
on the front lines as a five-star general in the war 
against deflation and depression. He has been valiant 
in effort, well-intended in strategy, but fighting the 
only war he knows, even if  only from textbooks– 
the one that ended more than 70 years ago. Analo-
gies abound. Armed with the lessons of  World War 
II, many were blinded to the differences in Vietnam. 
Bernanke, bereft of  a broad base of  practical, tem-
pering experience, to say nothing of  never before 
encountering the high emotions and low politics 
indigenous to such conflicts, is ill-prepared.  The un-
intended consequence may be that the cause is lost. 

Unlike any other postwar recession, or even the 
Great Depression, the current malaise is a “balance 
sheet recession.” As this iteration unfolded, house-
holds, whose spending represented 70% of  GDP, 
were in hock up to their eyeballs, borrowing against 
everything including their promises. Because of  
the salutary effect of  appreciating home and stock 
prices, consumers had suspended a time-honored 
tradition of  squirreling away a portion of  the dispos-
able income, actually borrowing to spend more than 
they earned.

Chagrined and repentant after a gradually escalat-
ing twenty-year spending binge, households are 
retrenching as a whole. Willfully or involuntarily, 
the effect is the same. Widespread frugality, unfor-
tunately, is anathema to the Fed chairman. In terms 
of  applying the tools at his disposal under today’s 
economic circumstances, he finds himself  pushing 
on a string.

To be sure, driving interest rates to zero and stuffing 
the central bank’s coffers with $2 trillion of  some-
one else’s dirty laundry has had its effects. Financial 
intermediaries at least outwardly appear solvent. 
Borrowing hasn’t been cheaper in eons, at least for 
the few who are willing and able. On the flipside, 
savers are footing the bill. As for moving the GDP 
needle, however, monetary stimulus has been no 
more effective than fiscal programs, now held hos-
tage by escalating public and private sector fears over 
burgeoning deficits and debt.  

Even attempts at asset reflation, with the battle cry 
of  depression era economist Irving Fisher ringing 
in Bernanke’s ears, has been a mixed bag. Fixing the 
price of  money at subnormal rates has had little suc-
cess in promoting the reflation of  home prices com-

“The curious task of  economics is to demonstrate to men how little they really 
know about what they imagine they can design.” 

– FA Hayek
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pared to the huge rally in the prices of  so-called risk 
assets, including common stocks and junk bonds. 
Why? In a word: leverage.

Here’s a summary of  the aggregates. As of  the end 
of  the second quarter, $17.1 trillion in market value 
of  America’s housing stock was financed with $10.2 
trillion in mortgage and home equity loans, accord-
ing to Federal Reserve data.  Over the last four and 
one half  years housing-related indebtedness actually 
rose slightly while the market value of  residential 
housing declined an unprecedented 25%, from $22.7 
trillion at year-end 2006. Accordingly, homeowner’s 
equity has withered from $12.8 trillion to $7.0 tril-
lion. Debt-service forced liquidation across the 
country acted as a catalyst in this volatile chemistry, 
accelerating the reaction by means of  a self-reinforc-
ing negative feedback loop. An effect of  the phe-
nomenon known as the “paradox of  aggregation,” 
home prices have been falling faster than mortgage 
balances outstanding. This force, until it’s run its 
course, is greater than the sum of  all governmental 
efforts to stop it.

By comparison, the household sector’s ownership 
of  risk assets through mutual funds is largely un-
leveraged. Far more volatile than house prices, the 
total value of  U.S. equities peaked at $18 trillion 
in October 2007, before shedding more than half  
their value, to $7.9 trillion, by early March 2009. At 
current prices they’ve recovered about 60% of  the 
ground lost.  According to Investment Company 
Institute data, almost 50% of  American house-
holds collectively own $5 trillion worth of  equities 
through mutual funds, with the majority invested 
for retirement through employer-sponsored plans. 
As rearview mirror investors, this relatively passive 
cohort has shown slow-motion disillusionment with 
common stocks, channeling most new money into 
bond funds, now totaling $2 trillion, in search of  
higher and more certain returns.

In an interest rate environment manipulated by the 
Fed to yield next to nothing for novice investors, 
stretching for greater return mandates the trade-off  

of  accepting lower quality. Mutual fund shareholders 
might take note of  a recent forecast by an admittedly 
impeachable source, Bank of  America Merrill Lynch. 
It predicted that 40% of  the $500 billion in U.S. junk 
bonds outstanding in late 2008 will likely default by 
2013 as government aid measures end and over 70% 
of  the corporate junk debt outstanding comes due.

Stock prices are set at the margin, not by the amor-
phous lot of  mutual fund investors but by hyper-
active “carry trade” firms, macro-oriented hedge 
funds, and the quant funds, among which there is 
considerable overlap. Most are agnostic regarding 
security valuation, as evidenced by the recent “flash 
crash.” As long as money is cheap and easy, these 
players are likely to stay at the table. On the other 
hand, given their collective run-and-gun mindset, the 
hot money crowd of  casino capitalists could just as 
easily head for the exits en masse if  Fed policy shifts. 
Anecdotally, in the meantime the market invari-
ably rallies whenever disappointing economic news 
prompts the subservient Fed to promise more grist 
for the avaricious speculator’s mill.

We are in a market of  the Fed’s making, where pric-
ing is set by leveraged short-term speculators who 
know the price of  everything and the value of  noth-
ing. If  the tide unexpectedly turns, serious value in-
vestors are not likely to wade back in until dividend 
yields approach 5%, perhaps adequate compensation 
for the risks then assumed. The catastrophic unin-
tended consequence of  the Fed’s free lunch mon-
etary policy will be a giant sucking sound as the net 
worth of  households goes down the drain, dashing 
any hopes that the nation will anytime soon grow its 
way back to prosperity. Well-intended Ben Bernanke, 
once a candidate for risk czar, may unintentionally 
be inflating the most dangerous bubble of  all as he 
valiantly but misguidedly fights the war of  1930 – all 
the while the naysayers hold their tongues.

– Frank Martin, CFA
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Portfolio Managers’ Wrap-Up
State of  Stalemate: A 50/50 World

There is as much uncertainty and disagreement about the U.S. economic outlook and investment horizon 
as we’ve seen in years.  The battles include: single dippers vs. double dippers, inflationists vs. deflationists, 
Keynesians vs. Monetarists vs. Austrians, risk seeking vs. risk eschewing, high frequency trading vs. fun-
damental buy and hold, and the list goes on.  Granted, there’s always been healthy debate about what the 
future holds but rarely has there been such strong, diametrically opposed positions.  This ideological tug of  
war is evident in the S&P 500 cumulative return graph below. While the debate rages, our portfolios remain 
conservatively positioned. 

























        


 



One consequence of  heightened uncertainty is a  continuation of  the flight to quality U.S. Treasury Securi-
ties. The yield curve has flattened appreciably as investors in search of  higher yields buy longer dated Trea-
suries, thereby reducing yields (see yield curve below).  We are cognizant of  dis/deflation forces at play in 
the short term, but we believe that inflation is the greater risk over the intermediate term.  Until rates reflect 
an appropriate expectation of  future inflation, we will avoid long-duration bonds.  Unfortunately, many in-
dividual investors are not doing the same.  We’re worried about the substantial inflow of  capital into medi-
um- to long-term bond funds.  Individual investors presume these are safe investments.  While they may be 
“safe” from a default perspective, owning a long bond is risky in a potentially inflationary environment.   By 
way of  example, a two percentage point increase in the yield of  a 10-year note results in a 15% capital loss, 
or six years worth of  coupon income!  Furthermore, if  risk-seeking behavior returns, money will flow out 
of  these bonds and exacerbate losses.
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Portfolio Review
Our equity portfolio underperformed this quarter as declines in GCI and EMMS diminished gains in BRO, 
LOW, PGR and WAG.  For the year, our equity portfolio is performing much better than the S&P 500.  To-
tal account performance (includes cash, fixed income, and options) was negative 3% as the LEAP puts gave 
back the significant gains registered at the end of  the second quarter.  The average total account is up 2% 
through the first three quarters of  the year.  At the end of  the quarter the average equity weight was 25%.

MCM Equities * 4.1% 6.3%

MCM Total Account * -3.1% 2.0%

S&P 500 11.3% 3.9%

* approximate, net of fees

3rd Quarter YTD

(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 de-
pending 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 indication 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 management 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 consider-
ation for fees or taxes.
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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.)

As evident by the lack of  confirmations in your mailbox, the third quarter was a no-trading quarter.   De-
spite a lull in portfolio activity, the investment team was very busy developing new ideas, including the 
“bond short,” about which we have previously written.  This trade will help us protect the purchasing power 
of  your portfolio should inflation return. 

Apropos of  an October newsletter, like a horror movie slasher who refuses to take a final breath, you’ll notice 
Emmis still haunts your account.  When we ended last quarter, Jeff  had partnered with a private equity 
firm, Alden & Co., and made an offer to take Emmis private.  As common shareholders, we were more 
than happy to close this chapter and we tendered our shares in favor of  the deal.  Unfortunately, a group of  
preferred shareholders weren’t as excited about EMMS’ final sign off  as a public company.  They formed 
a group to block the bid, presumably in search of  better terms.  Not wanting to stick around for the pro-
verbial trip to the darkened basement (Why, oh why are you going down there?!), we untendered our shares 
and began selling them in the open market, doing our best to not “step” on the market.  We sold ½ of  our 
position for slightly less than the tender price of  $2.40 a share, as excitement over the prospects of  a trans-
action pushed the stock to $2.35.  Alas, though the three parties (Smulyan, the holdout group, and Alden) 
had reached an agreement, Alden got cold feet and walked away from the deal.  Within a few short weeks, 
EMMS shares slid to $0.80.  We will continue to sell our shares opportunistically.

“I still don’t understand those LEAPS!”  Sound familiar?  This is frequently what we hear when meeting 
with a client to review his/her portfolio.  Just in case you are interested, the formula for valuing the put op-
tions is as follows:


Recognizing that this is more than what you’re asking for, we offer the following LEAPs synopsis: 

On April of  this year we bought LEAP (Long-term Equity AnticiPation Security) puts on the S&P 500 
with a strike price of  700 and an expiration date of  June 2011.   These puts can be sold at any time until 
the contract expires.  For this right, we paid approximately $10.  When we bought the puts, the S&P 500 
was trading at just under 1200.  So why would we purchase the right to sell the S&P 500 at 700 when it was 
trading at 1200, or 40% away from the strike price? The bet we were making in this contract is twofold:  1) 
the stock market would decline and/or 2) the market would become more volatile (bigger swings in daily 
prices).  Each of  these two factors has a markedly different influence on the price of  the put depending on 
how much time is left before expiration.  

To better understand this point, refer to the first graph below which depicts the general relationship be-
tween extrinsic and intrinsic factors in determining the value of  our put over time.  Extrinsic value is largely 
subjective, because it’s derived from what the market thinks the chances are that the option will reach the 
strike price before expiration.  Intrinsic value, on the other hand, is entirely objective.  For a put option, in-
trinsic value is positive only if  the market price is below the strike price.  Otherwise, it’s zero.  Intuitively, this 

Emmis: R.I.P.

LEAPS
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should make sense – if  there’s only one day left before expiration, intrinsic value of  the option (the strike 
price less the index price for a put option) is all that matters.  

Here’s a more concrete example:  if  the market were trading at 800 the day before expiration, the option 
value would be zero because the market would be above the strike price and no rational investor would buy 
from us the right to sell the market at 700 if  it were trading at 800 with only one day to go.  On the other 
hand, if  the market were trading at 600 with only one day remaining until expiration, our option would have 
intrinsic value of  100 because it would enable us to sell something priced at 600 for 700 (700-600=100).  All 
other things being equal, as the expiration date gets closer, the probability associated with the option reach-
ing its strike price grows smaller and smaller, which therefore reduces extrinsic influences on the price.  The 
graph below shows how the price of  an option shifts from being highly dependent on extrinsic value to be-
ing entirely dependent on intrinsic value at expiration.  Make sense?


Now, things start to get a bit more exciting when you begin to back up from the date of  expiration.  The 
further the option is from expiring, the more extrinsic factors weigh in the determination of  the value of  
the option.  Volatility is a key variable in this respect.  At the time we bought the option, the market was 
calm (stock prices were not jumping around).  Therefore, a put with a strike price that was 40% below the 
underlying index didn’t hold much appeal to investors, particularly given the relative calm at the time.  The 
result:  the option’s price was really cheap (see chart below).  A very short time later (roughly six weeks), 
the market started to fall (by 10%) and volatility began to increase significantly.  The put jumped in price to 
$40, nearly 4 times our original cost.  Since there was still a long time to go before expiration, these extrinsic 
factors  were dominant  in the pricing of  the put, causing a substantial jump despite the fact the index  had 
a long way to fall before the put had any intrinsic value.  Fast forward to today and we have but six months 
remaining.  As was communicated at the annual meeting, we will likely be exiting the program by the end 
of  the year because of  the increasingly important role intrinsic value will play from that time on.  With that 
reality in mind, we are in the sixth inning of  a nine inning game.  As this piece goes to press, the game is tied 
– the current price of  the option is right on top of  our cost.
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Looking forward from today, the two dashed lines represent the most likely range of  value as we near 
expiration.  Of  course, if  the market plunges (still a clear possibility in our view) the dashed lines will not 
adequately capture the realm of  possibilities.  

In general, many of  the companies we follow are priced fairly for an above-average recovery.  They are • 
not screamingly cheap or expensive.  However, they will struggle if  the recovery continues to under-
whelm or the economy returns to contraction.

We believe the political environment does produce at least a fleeting tailwind for the stock market.  In-• 
deed, given the paucity of  economic data pointing to a recovery, a material portion of  the September 
rebound is likely registering early returns on the November ballot.  Even if  the republicans don’t take 
back the House, the rightward shifting of  our national center of  gravity should alleviate some of  the 
legislative, regulatory, and fiscal pain inflicted on businesses and capital markets.

There are still some pockets of  opportunity in equities:  blue chips, insurance, healthcare, up-stream oil/• 
oil services.  These are where we are dedicating much of  our research efforts.

We believe long rates aren’t likely to decline much more.  Even more, we think there is a reasonable • 
likelihood that long rates will increase over the mid- to long-term. “Retail” approaches to capitalizing on 
this likelihood are very expensive (e.g. buying puts on long-term Treasury ETFs).  We are still working 
with investment banks on a custom tailored security that gives us a long-term exposure to rising interest 
rates, limits our downside, and can be executed with minimal fees.  Stay tuned.

– Todd Martin, CFA
– Drew Wilson, CFA

Prospective Perspective
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Website Information
www.mcmadvisors.com

 
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 what-
ever 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 advi-
sory services and fees remains available for your review upon request.
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