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Market Summary1

 

 

We hope you are enjoying a productive and healthy start to 2012.  In this quarterly letter you will 
find an update on our portfolio, general market observations and an investment process segment 
focusing on mispricings.  The conclusion of the letter outlines some notable organizational 
updates.  As is our standard practice, client reporting, including performance and positioning, will 
be mailed to you under separate cover. 
 
Global equity markets performed well in the first quarter of 2012 as the scale tipped in favor of 
fundamentals and valuation versus geopolitical uncertainty.  The S&P 500 increased 12.5% and 
the MSCI World Index added 11.7% as the vast majority of global equity indices rebounded.  As 
we close the first quarter, the S&P 500 and MSCI World Index have appreciated 30% and 23% 
respectively from October 2011 lows.   
 
Strong performance was driven by diminished concerns over Euro zone risks combined with 
more evidence of a strengthening economy.  We are cognizant that we’re not completely out of 
the woods with regard to Euro zone risk.  While long-term European Central Bank refinancing 
programs have helped some of the weaker European sovereigns refinance debt at reasonable 
rates, the success of austerity programs in Italy and Spain remains to be seen.  We continue to 

                                                 
1 The S&P 500 Index, the MSCI All Country World Daily Total Return Index, the MSCI Emerging Markets Index, 
MSCI Europe Asia Far East (EAFE), and the Barclays Aggregate Bond Index are representative broad-based indices 
and include the reinvestment of dividends.  These indices have been selected for informational purposes only.  East 
Coast’s investment strategy will not seek to replicate the performance of these or any other indices.   
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1408.47 1312.01 1041.45 1553.46 1685.22 $1,668.35  $103.02  03/31/2012 
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2010 15.06% 12.67% 19.04% 8.38% 7.00% 29.52% 15.15% 
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stress test our portfolio positions to determine if “certain uncertain”2

 

 outcomes could create 
permanent losses.   

In March 2009 equity markets hit their post credit-bubble lows.  Since then the S&P 500 has 
appreciated over 100% and the MSCI World Index over 80%.  A meaningful long bias toward 
equity investments throughout this recovery has served us well.   Our decision was driven by 
valuation and inflation mitigation.  Great businesses were available for purchase at bargain prices.  
We also concluded that the ownership of competitively entrenched businesses with pricing power 
was a logical store of wealth as global central banks have had little choice but to print money to 
exit this credit crisis.   
 
The search for asymmetric returns3

 

 has and always will be our mission.  Our strategy 
remains simple: attempt to allocate capital to those investments that share the most attractive 
compounding merit coupled with our ability to quantify their margin of safety.  The chance of 
gain means very little to us until we have attempted to rule out the probability of permanent loss.   

Since early 2009, equities have been a clear merit winner and as such we have attempted to 
maintain an allocation in managed accounts at the high-end of our client’s investment policy 
mandates.  While the broad market mispricings that existed three years ago have closed some of 
the valuation gaps, opportunities remain.  Not only are expected total returns favorable from 
current prices, but we also continue to conclude that owning a dominant business is the best way 
to mitigate many of the global macro risks. 
 
Over the last three years, the saying that “a bull market must climb a wall of worry” has proven 
true.  Times of fear and concern often correlate with attractive prices.  However, this knowledge 
does not make investing into perceived short-term uncertainty less emotionally challenging.  
During these times we lean heavily on an investment process based on business sense that 
challenges us to invest with intelligence over an appropriate time horizon.   
 
During this bull market, we have observed many bearish individuals investing in cash and bonds 
in an effort to weather a long, cold winter of discontent.  They are now waking from their 
metabolic depression with depleted reserves and bewilderment.  Not only was the winter not 
harsh, but they also slept through spring and early summer.  We expect that headlines abroad will 
continue to keep many of these investors peering out of their caves as global monetary policy 
impoverishes savings.  
 
The chart below helps to put the last five years in perspective.  The trajectory of the market since 
March of 2009 has been upwards and to the right; however, we have had to live through periods 
where worry outweighed fundamentals. We have used these periods of dislocation to add new 
holdings to the portfolio.  A better visual might be to equate the recovery to climbing a mountain, 
where there are a number of false summits that require a modest descent before the determined 
climber can continue her ascent toward the true summit.   
 

                                                 
2 The title of our 4Q 2011 letter “Embracing Certain Uncertainties” elaborates on risk vs. uncertainty. 
3 Asymmetric returns are those investments that offer a high probability of upside with a very low 
probability of downside.   

http://www.eastcoastasset.com/2012/01/12/fourth-quarter-2011/
jrk
This letter brought to you via MarketFolly.com

jrk


http://www.marketfolly.com
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Trying to understand the outcomes in Europe is like trying to play chess on three levels.  While 
we understand the end-game, which is the ECB printing money to exit their regional debt crisis, 
in the short-term we can conjure up a lot of scenarios that may stress the investor’s limited 
appetite for uncertainty.  We intend to use these potential short-term corrections as buying 
opportunities.  Any insight we have on likely short-term scenarios are nothing more than hunches 
and do not deserve action.  Short-term market timing to avoid volatility has proven to be a futile 
effort.  The opportunity cost would be too high if we were wrong, just as it has been for those 
hibernating bears.   
 
We view investing as simply paying a price for a stream of future cash flows.  We can earn very 
good returns if the price we pay equates to an attractive expected return on our investment.  When 
we review the attractiveness of markets, we are also determining what we would need to pay 
today for those collective streams of cash flows/earnings.  The chart below shows the historical 
P/E multiple of the S&P 500 from 1963 to present day.  In aggregate, the market is reasonably 
priced at below 14 times 2012 projected earnings; inverting the multiple means that we are 
getting a 7.5% earnings yield.  If we include an economic growth rate of 2 – 3% we arrive at 
expected equity returns in high single digits.  We can augment this return by selecting a portfolio 
of businesses, (which we currently own), that are uniquely mispriced.  I will talk more in depth 
about “mispricings” in the process section of this letter.   
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We have not been shy in sharing our disdain for mid- to long-term fixed-income securities.  
While there is little insight into the timing of when interest rates may rise (potentially sharply), 
bond investments remain a “clear and present danger”.  Printing money is the global central 
bank’s solution to diminish developed world debt.  There will be an inflection point where capital 
market participants will demand a higher return for loaning money. 
 
The chart below is a visual reminder of the current market situation and the biases that exist.   We 
are witnessing a situation in the bond market where investor acceptance for low interest rates 
does not make logical sense, however we understand the psychological reasoning.  As we saw 
with the housing bubble, everything can seem fine until it is not fine.   
 

 
 
Individual investors are not the only ones participating in this folly.  James Grant of Grant’s 
Interest Rate Observer noted in his April 6th, 2012 newsletter that “for the first time in 12 years 
(reports the 2012 Milliman Pension Funding Study - a canvass of corporate America’s 100 largest 
defined benefit plans), pension managers have earmarked more funds for fixed-income (41.4%) 
than equities (38.1%).  Just five years ago, stocks got twice the allocation of bonds (60.3% vs. 
29.3%).”   
 
The unprecedented low yielding environment for asset classes has many institutions and 
individuals reaching for yield while taking on uncompensated risk.  We are observing a flood of 
money embracing newly minted absolute-return strategies and alternative investments.  While 
there are a number of very good practitioners employed in this space, when investor appetite 
exceeds supply many marginal players are willing to sell what the marketplace perceives it needs.  
 
We also observe that thirty-one years of falling interest rates has been a tailwind for many 
products employing credit.  Strategies that have relied on bonds as a source of stability and 
opportunity will face headwinds for a prolonged period of time.  There are many examples in the 
marketplace of complex cocktails of bonds or derivatives of bonds that are renamed to something 
that sounds safe and prudent – the truth remains that the underlying returns for the majority of 
those credit investments are unattractive.    
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Apple – The Enviable Fruit 
 
Envy is a much more powerful force than greed.  Just as Eve envied the apple of knowledge, it 
seems everyone is envious over owning a slice of Apple, Inc.  Many individuals and institutions 
have been clamoring to claim they own Apple shares - some mutual fund companies, fearful of 
near-term underperformance, have gone so far as to change their fund charters so that they can 
own more than their maximum individual security limit.  Given the popularity of Apple we feel 
compelled to say a few words about how we view this company as an investment.    
 
Apple is truly a great business and at East Coast we fully embrace their products not only at the 
office but also at home with our families.  We look at their competitive advantage and view it as 
one of the most compelling in our investment universe.   
 
From a valuation standpoint it does not appear overvalued using standard measures.  Apple stock 
price (at the time of this letter – after posting impressive earnings overnight) is at $610 a share 
and the company is worth $570 billion making it the largest company in the world based on 
market capitalization.  The company has over $80 billion in near cash and equivalents and trades 
at a reasonable market valuation of 14 times 2012 earnings.  If we subtract the cash, the stock 
trades at a reasonable 12 times earnings.  
 
What is there not to like?  A great company at a reasonable price!  The question we ask of our 
prospective investments is - is it mispriced?  And given the heightened focus on Apple why 
would it be mispriced?  We are reminded of the quote by Mark Twain “whenever you find 
yourself on the side of the majority, it’s time to pause and reflect.”  So when we are asked if we 
think Apple is a good investment, we must simply pause, reflect and answer truthfully that we do 
not know.  The contrarian in us is skeptical.   
 
We believe Apple’s challenges going forward may come down to sheer size.  At the market 
anticipated compounding rates, Apple would be worth nearly $1.1 trillion in five years and $2.3 
trillion in ten years which is equivalent to France’s entire annual GDP.   The sheer size of Apple 
and the law of diminishing returns weakens our comfort level around margin of safety.  We don’t 
disagree with the quality of the business nor do we doubt that the valuation looks attractive.  
What we do struggle with is the ability to truly compound at an attractive rate based on size.   
Extraordinary innovation will be critical to their success and one of the most innovative things we 
will see this year is a dividend.    
 
As with any investments that many feel compelled to own, we wonder if over time investors will 
come to the realization that they were guilty of the original sin, envy, or perhaps they will be the 
proud shareholders of a company equivalent to the 7th largest country in the world.  In times like 
these we have the luxury to focus our time on opportunities where we feel we can gain a 
differentiated view and a higher conviction.   
 
 
 
 
 

jrk
Be sure to also read Market Folly's article on "The Apple Conundrum" by clicking here

jrk


http://www.marketfolly.com/2012/04/apple-conundrum.html
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A Focus on Mispricings 
 
Compounding should be the overarching mission of 
investing activities for capital with a multiyear time 
horizon.  Toward this mission, we look to allocate capital 
to the highest asymmetric expected return opportunities – 
those investments which share the highest internal rate of 
return4

 

 (IRR) and highest confidence around margin of 
safety. 

While this stated mission is simple, in practice it proves 
challenging, as the universe of prospective investment 
ideas is infinite and an investment team’s time is limited.  
The solution to this challenge can be found in 
understanding where to look for truly great opportunities 
and asking ourselves why these attractive returns are 
available. 
 
We start with the premise that every investment has an inherent IRR based on the price set by the 
marketplace.  With sufficient research we can arrive at a confidence level around an investment’s 
margin of safety (MoS) coupled with our ability to synergize critical data points5 (H4) that 
support the realization of our expected return.  In an ideal world we would compare the two key 
inputs of IRR and confidence level across the investment universe and allocate capital 
accordingly.  The merit of every investment idea could be explained by the following formula: 
compounding6

 

 merit is equal to the investment’s IRR multiplied by our confidence level 
measured by percent.  JoC= IRR * (MoS + H4).  

In reality the two key inputs of IRR and confidence are obscured and out of focus until the 
appropriate lenses are applied.  Further, it is the most attractive investments that will ultimately 
prove to be the most blurred upon initial inspection.  Given that both our time and the number of 
truly great investments are limited, we need a way to select those candidates that have the greatest 
likelihood of being mispriced so we can apply our lens to see the reality.  Mispricings occur when 
a stronger buying or selling force is applied to an investment than the corresponding supply.   
 
Mispricing discovery is intelligent investing.  We want to clarify that mispriced does not mean 
cheap – mispriced investments are not partial to any particular asset class nor are they partial to 
style boxes and growth rates.   
 
If mispricings are the journey’s end of our investment philosophy, then the investment process 
must serve as the guide to determine: (1) where to look, (2) why is the investment misunderstood, 
and (3) what lens must be applied to see the compounding and safety merit of the investment.   
 
 
 

                                                 
4 Internal Rate of Return (IRR) discussed in detail in “Unified Theory of Investing.” 
5 H4 – finding the critical data points was discussed in detail in “Finding Longitude – H4.” 
6 JOC = Joys of Compounding discussed in detail in “Joys of Compounding – Revisited.”   

http://www.eastcoastasset.com/2011/01/20/fourth-quarter-2010-update/
http://www.eastcoastasset.com/2011/07/11/second-quarter-2011-update/
http://www.eastcoastasset.com/2010/10/12/third-quarter-2010-update/
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Mispricings – Structural and Psychological 
 
We believe there are two general kinds of mispricings - structural and psychological.   
 
Structural mispricings exist when an event occurs that forces a large population of owners to sell 
without any change in the investment’s intrinsic value.  Examples of structurally induced selling 
would include: when an investment is deselected from an index, when a company is spun off 
from a larger parent company, or perhaps when a company’s credit rating is reduced.  These 
scenarios are just a few examples that produce a good flow of ideas into our workout category 
which we can then use to apply an appropriate lens.   
 
Psychological mispricings are driven from collective investor psychology which induces broad 
selling or a lack of buying in an investment, asset class or group of securities.  Psychological 
mispricings have produced some of our most compelling compounding opportunities.  The study 
of how human beings perceive the world is a helpful tool to understand the psychological biases 
that produce mispricings.   
 
More than half of our brain is used for processing sensory information with the majority of that 
processing being vision.  Evolutionary psychologists have said that animals from fiddler crabs to 
humans use eyesight for collision avoidance, suggesting that vision is for directing action not 
providing knowledge7

 

.   We want to focus and apply a lens in the direction where there is a gap 
between the directed action of the marketplace and that of knowledge (truth). 

Two universal visual impairments are myopia and hyperopia.  Individuals, who suffer from 
myopia, or myopes, have difficulty seeing distant objects; hyperopes have difficulty focusing on 
near objects.  These impairments can be used to describe the optical challenges that affect 
investors.    
 
Hyperopes rely too heavily on their vision of distant objects and ignore short-term risks and 
headwinds that may destroy a business’s competitive advantage.  Sometimes there are events that 
have little to do with the operation of an individual business but can be systemic to the industry.  
In 2007/2008 we were witness to many good institutions trading at reasonable valuations 
permanently impaired by the hubris of our self-fulfilling housing and credit bubble.  Hyperopia is 
also where you will find overvaluation when hopes and dreams bid up valuations beyond the 
near-term reality of their economics or a fleeting competitive advantage.   
 
Our greatest source of mispricings occurs when myopic investors have difficulty focusing on the 
distant compounding merit of a great business (compounder category8

 

) or the inflection point of a 
material change in an industry that is improving (transformation category).  These collective 
myopes can see the near-term business or the business in 20/20 hindsight with ease but they have 
not given a fair price to the long-term economics of the business and its competitive advantage.   
Ralph Waldo Emerson aptly stated, “You cannot see the mountain near.” 

A bifocal lens is a useful way to describe the remedy we prescribe for mispriced 
opportunities where the investor population is suffering from an impaired ability to see into 
the distance and/or an impaired ability to focus on near-term risks.   
                                                 
7  Kolb & Whishaw: Fundamentals of Human Neuropsychology (2003) 
8  Compounders were described in detail in “A Nuthatch Concept.” 

http://www.eastcoastasset.com/2011/04/07/first-quarter-2011-update/
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An example of the myopic mental model in practice is something we refer to as geographic 
myopia.  Investors and analysts tend to focus more on what is near.  The domestic business of a 
multinational company will receive an inordinate amount of scrutiny, which can obscure a 
thriving international business that has not been given proper credit in the overall valuation.  
Further mispricings can occur when a domestic business plateaus or is under competitive threat.   
 
Our long-term investment in Colgate-Palmolive was discovered this way.  Colgate analysts 
perennially give heightened scrutiny to the toothpaste competition in the US between Colgate and 
Proctor and Gamble’s Crest.  Market share for each tends to hover around 30%, and any modest 
change is of great interest to sell-side analysts.  The fact is that only 15% of Colgate’s revenues 
are derived from the US market.  Their dominant market share in many emerging markets is often 
ignored, which has given us opportunity to build our position when others’ visions are obscured. 
 
In the first quarter of 2012, we added a new core equity position where the mispricing 
originates from geographic myopia.  As is our standard practice with new positions, we have 
refrained from naming the investment in this quarterly letter but have included it in client 
reporting.  The investment shares many of the attributes that we learned from our Colgate 
experience.  This business has a strong US presence (65% of total revenue), and competes with 
two other formidable alternatives for delivering their services to the end customer.  While they 
earn attractive returns on their capital employed in the domestic business, their growth has slowed 
and competition for the customer is fierce but rational.      
 
What is not clear to the marketplace is that they have built a strong offering in Latin America 
(35% of total revenue), where the competition is years behind the ability to provide a similar 
solution and very little capital is being deployed to change that paradigm.  The company grew the 
revenue of its Latin America business by 42% in 2011 and we expect compounded revenue 
growth in the mid-twenties over the next three years in this region.  Management is generating 
more cash than needed to invest in the business and they have correctly decided to use excess 
cash to repurchase shares.  They recently took advantage of the folly of the bond market (3% 
long-term debt) and as such accelerated their very large share-repurchase initiative.  We hope the 
share price can stay low long enough so they can repurchase as many shares as possible at these 
prices, or better yet at lower prices. 
 
Predictive Coding – The Focal Point of Psychological Mispricings 
 
While age can bring experience to bear on investing, we find it can often be a detriment to the 
non-disciplined investor.    Referencing Emerson again “People can only see what they are 
prepared to see.”  From birth through adulthood, humans take inventory of the world through 
their experiences and use these experiences to direct action.  Cognitive scientists continue to 
embrace the belief that instead of gathering facts from the bottom-up for intelligent analysis, 
humans actually perceive the world from the top-down based on their drives and expectations. 
 
Andy Clark, a Professor of Logic and Metaphysics at the University of Edinburgh, has written 
extensively on this subject and has used the term “predictive coding” to explain how the brain 
exploits prediction and anticipation in making sense of incoming signals and using them to guide 
perception, thought, and action.  Clark explains: 
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The basic idea is simple. It is that to perceive the world is to successfully predict our own 
sensory states. The brain uses stored knowledge about the structure of the world and the 
probabilities of one state or event following another to generate a prediction of what the 
current state is likely to be, given the previous one and this body of knowledge. Mismatches 
between the prediction and the received signal generate error signals that nuance the 
prediction or (in more extreme cases) drive learning and plasticity. 

We may contrast this with older models in which perception is a 'bottom-up' process, in 
which incoming information is progressively built (via some kind of evidence accumulation 
process, starting with simple features and working up) into a high-level model of the world. 
According to the predictive coding alternative, the reverse is the case. For the most part, we 
determine the low-level features by applying a cascade of predictions that begin at the very 
top; with our most general expectations about the nature and state of the world providing 
constraints on our successively more detailed (fine grain) predictions. 

This inversion has profound implications.  Clark continues: 

The line between perception and cognition becomes blurred.  What we perceive (or 
think we perceive) is heavily determined by what we know, and what we know (or 
think we know) is constantly conditioned on what we perceive (or think we perceive). 
This turns out to offer a powerful window on various pathologies of thought and action, 
explaining the way hallucinations and false beliefs go hand-in-hand in schizophrenia, as well 
as other more familiar states such as  'confirmation bias' (our tendency to 'spot' confirming 
evidence more readily than disconfirming evidence). 9

An illustration of this top-down thinking is the “hollow face illusion”

 

10

We believe that most investors approach the marketplace with a great deal of predictive coding.  
An investor’s perception of equities may be framed by their recent experience after the credit 
bubble of 2008 and technology bubble of 2000 were exposed.  Investors’ predictive coding 
informs them that bonds and cash are safe.  For some individual stocks, the negative perception 
remains even after a business has emerged from bankruptcy with a clean bill of health.    

, which illustrates the 
power of top-down influences on perception.  As the mask spins, our expectation of a convex face 
trumps any visual clues that we are in fact seeing a concave mask.  There are many such 
examples of optical illusions and how powerful expectations can shape our beliefs and thus our 
actions.   

 
 
We find it is critical to have a process that allows us to strip away expectation.  It is 
necessary to recognize that visions of the investment world are not innately clear and can actually 
worsen with age.  Intelligent investing must be equipped to look for impairments and be equipped 
with the appropriate lenses to see the truth.   T. S. Eliot shared this sentiment in The Waste Land 
when he wrote “we shall not cease from exploration, and the end of all our exploring, will be to 
arrive where we started and know the place for the first time.”   

                                                 
9  “This Will Make You Smarter” Essay - Predictive Coding by Andy Clark edited by John Brockman. 
10   Hollow face illusion: http://www.youtube.com/watch?v=G_Qwp2GdB1M 
 

http://www.youtube.com/watch?v=G_Qwp2GdB1M
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Organizational Updates: 
 
Office Space – Boston and New York City:  In the first quarter we secured additional office space 
in Boston and New York City.  These offices are open by appointment and have proved to be 
very helpful for client and investment meetings.  We look forward to hosting you in our new 
office space either in Boston at the Prudential Tower, or on 34th Street in New York City across 
from the Macy’s building.   This summer I will resume teaching Security Analysis at Columbia 
Business School on Thursday nights.  During the 10-week semester beginning on May 22nd, I will 
be working from the New York office Thursdays and Fridays.  If you happen to be in the city, 
please plan a visit.   

Associate Research Analysts:  We welcomed Jason Cook and Luke Ferriter to our team this 
spring.  Both Jason and Luke are finishing their MBA degrees at Boston College.  Jason earned 
his B.A. from Harvard College and spent the majority of his pre-business school experience in 
investment banking.  Luke earned his B.A. from Colby College and joined us from GMO where 
he was employed in research for five years.  
  
We continue to manage your capital with the utmost prudence and look forward to meeting and 
talking with you soon.  We greatly value your support and trust.   
 
 
“Concentrate all your thoughts upon the work at hand. The sun's rays do not burn until brought 

to a focus.” 
Alexander Graham Bell – (1847-1922) 

 
 
 

“Vision is the art of seeing what is invisible to others.” 
Jonathan Swift – (1667-1745) 

 
                                                        

On behalf of the firm, 

                                                                         
Christopher M. Begg, CFA     
CEO, Chief Investment Officer, and Co-Founder  
 

jrk
Read through more investor letters at MarketFolly.com by clicking here


http://www.marketfolly.com/search/label/investor%20letters

