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- Patrick Henry, 1775

This letter is the first in a two-part series on the risks and rewards we see for today’s investors
using the illuminating qualities of Patrick Henry’s lamp. Part 1 looks at factors that may
confound many over the next several years while Part 2, which will be included in our second
quarter letter, deals with mitigating those risks and setting expectations for long-term returns.

Warning: This is not a sugar-coated analysis. It an assessment of how the fundamental
underpinnings of corporate valuations are vulnerable to adverse changes. Though it’s no fun to
explore these possibilities, we believe that it was the failure to frankly confront embedded
systemic risks that led to the current global morass.

WHERE WE ARE COMING FROM

Our investment operations have been shaped by the philosophies of several very important
figures contributions of several people: Benjamin Graham (maintaining a businesslike
perspective and balancing “safety of principal” with a “satisfactory return”); Warren Buffett (the
importance of business quality and honest management); as well as James O’Shaughnessy and
Joel Greenblatt (a disciplined process based on empirical data). We’ve incorporated all of these
influences in our Businesslike Investing Model, which systematically focuses on

, and

Yet, for all the evidence and logic favoring those investment principles, recent results of the
modern standard-bearers demonstrate that safety of principal cannot be fully achieved with an
exclusively business-oriented approach to portfolio management. This is because of

, the chance that securities will decline irrespective of their investment merit, which has
driven down the funds of world class investors by 40% to 60%. Our sense of fiduciary duty
compels us to use a variety of risk management techniques to guard against such drawdowns.
While this “safety policy” somewhat limits our upside, our research indicates that it balances
short-term protection with long-term growth so as to best meet the needs of our clients.

A GLOBAL POSITIONING SYSTEM FOR INVESTORS

While navigating through the financial fog, we see no use in glomming onto every data point in
order to determine if the bottom has been reached. On the other hand, we also disagree that
gauging one’s position is an exercise in futility. There is, in fact, a GPS locator of sorts: the Ben
Graham Price-to-Earnings (P/E) Ratio, which we use to measure the valuation of the stock
market by comparing the average ten-year trailing earnings of S&P 500 companies to their index
price tag.

In the Appendix, Figure 1 depicts the history of the market’s Graham P/E since 1881. There
have been four cycles where it rose above 20 and then fell beneath 10 times earnings. We are



now in the downward leg of the fifth cycle. In the five smaller charts that subdivide each
episode, a red dot marks when the Graham P/E was nearest to the same point as today. If history
is any guide, we’ve got a ways to go.

It’s no secret, however, that the global economy is already in the dumps; so what could further
compress the Graham P/E?

SYSTEMIC RISKS

There are a variety risks that could further put downward pressure on the market. We have
chosen to focus on three because of their relation to the Gordon Growth Model, a tool for
determining —in other words, what something is actually worth. The Gordon
Growth Model, which is suitable for mature and stable enterprises (such as the S&P 500 stock
market index), is made up of the following variables: 1) normalized earnings; 2) a required rate
of return; and 3) a projected and realistic long-term growth rate of earnings. Here is the formula:

Intrinsic Value = Earnings / (Required Return — Earnings Growth Rate)

The point is to show that the market price for a company’s stock is actually based on
fundamentals. While market movements don’t track changes of intrinsic value perfectly in the
short-term, the following analysis suggests investors may face a stiff headwind. Figure 5
computes the market’s intrinsic value if any or all of the following risks come about relative to a
“reverse engineered” breakout of the model’s inputs at the end of the first quarter. This analysis
corroborates the implications of our Graham P/E analysis.

Risk #1: A Higher Required Return Required returns actually have two parts: a risk-
free interest rate plus a “premium” to make up for the inherent uncertainty and unevenness of the
asset in question. The significance of interest rates has been described by Warren Buffett in the
following way: “In economics, interest rates act as gravity behaves in the physical world. At all
times, in all markets, in all parts of the world, the tiniest change in rates changes the value of
every financial asset.” This matters more than most people probably realize, as we will show.

We believe the risk-free rate will eventually escalate in response to inflation stemming from the
unprecedented influx of new currency (Figure 2) that has been printed to stimulate economic
activity. It has been said that inflation (a rise in the Consumer Price Index) inevitably follows an
increase in the money supply. To test the veracity of this assertion, we conducted a study dating
back to 1918 to see how a one-year change in the amount of money in circulation translates into
rising prices over the following three years (Figure 3). It turns out that the rate at which new
money is added to the system is indeed linked to subsequent increases in the cost of living.

As Figure 3 indicates, years in which new money was printed at a mid-teens rate were followed
by three years of 8% inflation (meaning that $10,000 of purchasing power would have declined

to $7,800 in just 36 months). In 2008, the amount of circulating money , which was
three times more than anything seen before. We would be surprised, in this case, if inflation
does not reach the double digits. A bond issued by the government will to offer a yield

greater than inflation in order to attract buyers. So, let us suppose that inflation rises to 10% and
that the risk-free rate barely keeps its head above water at 11%. If the market’s risk premium



remains unchanged, the 17% required return in the Gordon Growth Model would cause the
intrinsic value of the stock market to fall by 50% (Figure 5).

Risk #2: Lower than Expected Earnings Growth People seem to believe that “fixing
the banks” will have some magical effect on an economy that is driven mostly by consumer
spending. Even if the financial system gets a tune up, we at Graham Management do not see
how earnings can grow again until are healthy. Presently, consumers are suffering
under record levels of personal indebtedness, which can stunt the economy and, by extension,
earnings, in at least three major ways: 1) interest payments, 2) efforts to pay down principal and
3) increases in the personal savings rate. This means that money that could have been spent on
goods and services will instead be used to deleverage, prolonging the economic doldrums
irrespective of how healthy our financial institutions are.

Figure 4 shows how tightly corporate earnings are linked to changes in consumer debt levels.
Since 1947, there have been two significant periods of expanding consumer debt, which neatly
matched increases in real growth of earnings (removing the effects of inflation). What stands out
is that when debt was stagnant, so were earnings. Given the shift in the national attitude toward
personal debt, we think it is reasonable to expect that the long-term growth of corporate earnings
will be somewhat less than 2.4% that have been realized since 1947. Per Figure 5, a one-fifth
reduction in the growth rate from today, to 1.9%, implies a 5-10% reduction for intrinsic value.

Risk #3: Lower Normalized Earnings The new administration has already stated its
intention to raise taxes in an attempt to balance the budget. Roughly speaking, every 5%
increase in investment taxes has an equal and opposite effect on intrinsic value. Enough said.

FINAL COMMENTS

Are you ready to grab your guns and gold and head for the hills? We hope not! Our suggested
course of action, which led to our 11% edge over the market in Q1 (see our website, at
grahamclients.com, for details), will be addressed in Part 2. Until then, we wish you and yours
the very best.

Sincerely,

Chris Mendoza & lan Lucas



APPENDIX

Figure 1: Historical Record of the Graham P/E Ratio Since 1881
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Figure 2: The U.S. Monetary Base (in trillions of dollars)

Figure 3: Impact on the Consumer Price Index from changes in Circulating
Money since 1918
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Figure 4: The Relationship between Consumer Debt as a % of Gross Domestic
Product & After-Inflation Normalized S&P 500 Earnings Since 1947
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Figure 5: Impact of Risk Factors on the Market’s Intrinsic Value based on the

Gordon Growth Model

Gordon Growth Model None Double-Digit Stagnant Higher Taxes All Three
Components Interest Rate Earnings 9 Risk Factors
Intrinsic Value 798 393 747 758 361
Required Rate of Return 9% 17% 9% 9% 17%
Earnings Growth Rate 2.4% 2.4% 1.9% 2.4% 1.9%
Normalized Earnings $57 $57 $57 $54 S$54
Facts Assumptions

Risk Free Rate at end of Q1 2 7% Increase in Investment 5 0%
2009 Taxes
Index Value at end of Q1 798 Increase in Risk-Free Rate 7.3%
2009

Implications Equity Risk Premium 6.8%
Future Graham P/E 6.7 "Normalized" Earnings $57
Drop in Index From Q1 Level -55% Real Earnings Growth 2.4%




