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LETTER TO FELLOW INVESTORS

NOT SO INTELLIGENT INVESTORS: #GRAVITYRULES
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The protagonist of our letter last quarter was Roger Babson, the acclaimed entrepreneur, investor and
philanthropist, who was the first financial forecaster to call the 1929 stock market crash and subsequent economic
Depression. Babson reluctantly attended MIT and studied Engineering. His reluctance came from his belief that
University instruction “was given to what had already been accomplished, rather than to anticipating future
possibilities.” The one thing he did value from his time at MIT was his study of the British scientist and
mathematician, Sir Isaac Newton, and, in particular, his Third Law of Motion that states, “For every action there is
an equal and opposite reaction” and his discovery of the laws of gravity. In addition to Newton, Babson was
inspired by the book Brenner’s Prophecies of Future Ups and Downs In Prices, written in 1884 by Samuel Brenner
(described on the title page as “an Ohio Farmer”) that laid out a cyclical model for the variation in commodities
prices (that has been astonishingly accurate over the past century in identifying market peaks and troughs).
Babson was particularly struck by a quote from the book that he linked to the Newtonian constructs of action and
reaction and gravity, “Zhere is a time in the price of certain products and commodities, which if taken by men at
the advance lead on to fortune, but if taken on the decline leads to bankruptcy and ruin.” Babson concluded that
prices could deviate from their normal levels only for so long before the law of gravity would bring them back to
earth. Babson was so intrigued by Newton and his theories that he titled his own autobiography, Actions and
Reactions, and he incorporated Newton’s Third Law into all of his inventions and business endeavors. One such
invention was a proprietary economic assessment technique called the “Babsonchart,” which became famous when
he used it to predict the Great Crash in September of 1929. Later in life, Babson became somewhat obsessed with
gravity and even penned an essay titled Gravity - Our Enemy Number One, where he stated that his desire to find a
way to overcome gravity was catalyzed by the childhood drowning of his sister. He described the event, saying
“she was unable to fight gravity, which came up and seized her like a dragon and brought her to the bottom, where
she suffocated from lack of oxygen.” Babson was convinced that “o/d man Gravity” was directly responsible
millions of accidents and deaths each year, directly due to the people's inability to counteract gravity at a critical
moment. The breaking point came in 1947 when Babson’s grandson tragically drowned and he became completely
obsessed with “the weakest fundamental force.” While an average eccentric might be content to wallow in self-
pity, Babson was a man of action and he reacted in the only way he knew how, as an entrepreneur and a
businessman. He hated gravity so he decided to do something to attempt to get rid of it.

Babson established the Gravity Research Foundation in 1948, ostensibly to study gravity and to sponsor research
that might help people learn to combat the forces of gravity, specifically to discover a means of implementing what
Babson referred to as gravitational shielding (he envisioned a sort of suit someone could wear to counteract
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gravity, particularly when swimming). The Foundation also ran conferences, like the one highlighted in the picture
above, that would bring together thought leaders in the field of gravity and investments. A curious aside, the
Foundation’s headquarters was established in New Boston, New Hampshire, which Babson chose for a very
interesting reason, he believed that New Boston was far enough away from the major metropolitan cities that it
might survive a nuclear war if WW III were to commence (interesting that talk of WW III has arisen again
recently) and created a tourist destination as the Gravity Center of the World. As part of the Foundation
operations he also bought Invention Incorporated, which seconded three full-time investigators to the U.S. Patent
Office to sort through all incoming patent proposals with a mission ‘to constantly be on the watch for any
machine, alloy, chemical or formula which directly relates to the harnessing of gravity.” Babson believed that a
gravity harness, in the form of a metal alloy that would act as a partial insulator, could lead to the development of a
conductor (like a waterwheel) that would harness the natural waves of gravity and create a perpetual motion
machine. Babson believed that harness could solve the world’s dependence on non-renewable fuels and would be
“a great blessing to mankind” (again, an interesting parallel to today’s energy market discussions). The Foundation
sponsored an annual contest for scientific researchers to submit essays on topics related to gravity. Though the
contest awarded cash prizes of $500 to $4,000, a seemingly small sum, the contest has had a very material impact
on the field of study and the contest has been won by a number of people who later went on to win the Nobel Prize
in physics (for example, Stephen Hawking, who has won six times, George Smoot, Gerardus t' Hooft and Bryce
DeWitt). Steve Carlip, a UC Davis physicist whose essay won in 2007 was quoted on the impact of the contest,
saying ‘it encourages people working in the field to step back a little and give a broader overview of their research
and it is nearly universally known among people working in gravitational theory.” Unfortunately, the Foundation
ceased activity after Babson’s death in 1967, but the contest continues to this day and is run by George Rideout, Jr.,
the son of Babson’s business partner. Historians have written that the contest forever changed the field of
gravitational research and has reinvigorated the age-old quest to understand gravity. Roger Babson would be
disappointed to know that there still is no gravitational shielding device (although we will discuss later how
investors may beg to differ), but he would be pleased that the interest in gravity has been renewed and maintained
(well, at least in the scientific realm, if not in the investment world...more on this later).

Roger Babson would probably wholeheartedly agree with two statements from Investopedia. “Serious physicists
read about Sir Isaac Newton to learn his teachings about gravity and motion. Serious investors read Benjamin
Graham’s work to learn about finance and investments.” It turns out Babson was not the only person to have an
interest in Sir Isaac. In an updated and annotated version of Benjamin Graham's 1947 classic 7he Intelligent
Investor (called “The best book about investing ever written” by Warren Buffett), Jason Zweig of the Wall Street
Journal included an anecdote in the Foreword of the Revised Edition (issued in 2003) about Newton’s adventures
(or should we say misadventures) with investing in the South Sea Company. The South Sea Company was a
unique “business.” Founded in 1711, the company was promised a monopoly on trade with South Sea colonies
(South America) by the British government in exchange for assuming the government debt accumulated during
the War of Spanish Succession. The Company listed on the British stock exchange and began trading in 1718.
Investors were lured to invest by the idea that the Spanish colonies in the South Seas were willing to trade jewels
and gold for wool and fleece (like Rumpelstiltskin spinning straw into gold). In January 1720, when the company’s
shares stood at £128, the Directors discovered that the trade concessions were less valuable than hoped, they
circulated false claims of success in the colonies and spun yarns of South Sea riches, pumping the shares to £175 by
February. Using a modern lens (as the term was not invented until 1929), the South Sea Company represented a
giant Ponzi Scheme (similar to Bernie Madoft) in that the company proposed to pay dividends not from profits but
from sales of new shares for cash (sounds a little like Tesla here...). Our protagonist, Sir Isaac, enters the story here
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when he invested around £3,500 (about $800k today). In March, the company convinced the government to allow
it to assume more of the national debt in exchange for its shares (sounds a little like QE here...), ironically beating
a rival proposal from the Bank of England (they would get their chance to buy overvalued assets later). As investor
confidence mounted (and the mania began to grow) Newton sold out in late April at around £350, having doubled
his money to £7,000 (intelligent trade). If the story ended there, we wouldn't have a theme for our letter.

The South Sea Company was not the only speculative venture being offered at the time, as there was a flurry of
speculation in the British stock market. Richard Dale points out in his book 7he First Crash: Lessons from the
South Sea Bubble, “Life expectancy in 18th Century England was just 21 years old, owing to smallpox, typhus and
other killer diseases, and an endless variety of wars. Who needed a long-term investment plan when no one ever
reached retirement age? A career committed to the laborious acquisition of wealth over time was perhaps less
appealing than taking a chance on some get-rich-quick commercial venture.” Newly floated firms were springing
forth like tulips and 1720 actually became known as the “bubble year” when in June, Parliament (at the urging of
the South Sea Company) passed the Bubble Act requiring all shareholder-owned companies to receive a Royal
Charter. The South Sea Company received its Charter, a perceived vote of confidence from the government (as
opposed to an anti-competitive device acquired through lobbying), and the price began to rocket higher. As the
shares began soaring, they were pumped up by rumors spreading as investors had to rely on coffee-shop
“grapevines” and the press for share price information. The biggest problem was that the press was interviewing
the coffee-shop gossipers so the bubble became reflexive, feeding on itself as it grew (sounds familiar...). Newton
had cashed in his stake for a very nice profit, but he watched with anguish, as his friends who had stayed invested
were “getting rich,” so he dove back in at twice the price he had exited and this time invested his entire life savings
of £20,000 (about $4.5 million today) at £700 a share. In the words of Lord Overstone, “no warning on earth can
save people determined to grow suddenly rich.” As the dog days of summer approached, the shares went vertical
and the mania turned to a delusional, speculative frenzy as investors from all walks of life begged, borrowed and
stole to get money to invest in the South Sea Company. The share price quickly rose toward £900, which prompted
some investors to sell, but the company instructed their agents to buy the shares to support the price and the shares
surged to £1,050. The bubble finally burst in September (as all Bubbles are prone to do; interesting that it seems to
always happen in the fall) and by mid-October South Sea shares had quickly tumbled back to their January price.
One thing to keep in mind is that all of this activity was for a company that wasn’t profitable (no prospects for
profits either, again sounds like Tesla) and, worse still, its trading activities (only source of potential revenue) had
been suspended. The South Sea Company didn’t go bankrupt in the modern sense, but rather suffered a liquidity
crisis because it was spending so much money to support the share price (sounds really familiar...). Given the ties
to the government, it eventually had to be bailed out (again familiar) through a combination of debt forgiveness
and liquidity injections by the Bank of England (history rhymes).

Sir Isaac had finally had enough and he exited in October and November, losing nearly his entire life savings and
prompting him to famously quip 7 can calculate the movement of stars, but not the madness of men.” 1t is said
that for the rest of his days he forbade anyone to utter the words South Sea in his presence. We can learn a lot
about human nature observing the scientist responsible for the law of gravity being sucked into a speculative foray
that for a time seemed to defy gravity (in the end, Gravity Rules). Greed is an amazing phenomenon, clouding the
judgment of even one of the smartest people on the planet. The perilous journey of the inventor or calculus into
the South Sea Company is a reminder of how even the most intelligent people can be transformed into not so
intelligent investors when they allow the irrationality of the crowd to overwhelm their reason. Graham described
this phenomenon saying, “Even the intelligent investor is likely to need considerable willpower to keep from
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following the crowd. For indeed, the investor's chief problem, and even his worst enemy, is likely to be
himself. Individuals who cannot master their emotions are ill-suited to profit from the investment
process.” One of the most disconcerting parts of these stories is how the participants find ways to rationalize their
behavior. John Martin, a prominent banker in Newton’s day who also lost a lot of money in the South Sea
Company, was quoted as saying, “When the rest of the world are mad we must imitate them in some measure.”
Similarly, during the Global Financial Crisis it was Chuck Prince (former CEO of Citigroup) who said a month
before the collapse, “As long as the music’s playing, you've got to get up and dance, and were still dancing.” We
would argue that you don't. You can believe that gravity exists and choose not to chase the bubble and destroy
your wealth. Investors have been looking for the easy way to get rich for centuries and they have been chasing
bubbles since the travails of Sir Isaac in the 1720. The South Sea Company was one of the greatest investment
bubbles in history. In fact, it was the first time that the word “bubble” was used to describe a speculative run and
subsequent crash in an asset. Sir Isaac taught us that every action has an equal and opposite reaction and the
bigger the speculative excess, the worse the crash on the other side. Roger Babson spent decades unsuccessfully
trying to defeat the laws of gravity and legions of investors are trying once again to defy gravity in the equity
markets today, but they might be wiser to heed the quote on the Bubble Card (issued after the South Sea Bubble
debacle) above “The headlong Fools plunge into South Sea water, but the sly long-heads wade with caution after.
The first are drowning but the wise last. Venture no deeper than the knees or waist.” In other words, only fools
abandon caution and blindly invest in things simply because they are going up. Wise investors always buy with a
Margin of Safety. Graham described it this way, “7The function of the margin of safety is, in essence, that of
rendering unnecessary an accurate estimate of the future. That margin of safety is counted on to protect the
investor against loss or discomfiture in the event of some future decline in net income. The margin of safety
is always dependent on the price paid.” Remember, there is no investment good enough that you can’t mess up
by paying too high a price.

Jason Zweig included the story of Sir Isaac and the South Sea Bubble to draw a very real and tangible contrast
between not so intelligent investing and the definition of intelligent investing that Ben Graham espoused in the
book that Zweig felt so honored to re-introduce. Benjamin Grossbaum was born on May 9, 1894 (as an aside it is
kind of fun to share a birthday with the father of Value Investing, so perhaps I come by my Value bias honestly) in
London, England to Jewish parents. When he was just a year old his family immigrated to New York City, and
they changed their last name to Graham (to try and mitigate the impact of discrimination against Jewish
immigrants). Graham’s father died when he was very young and his family experienced significant poverty, which
motivated him to become a serious student so he could contribute to supporting the family. Graham excelled in
the classroom and attended Columbia University ahead of most of his peers, actually completing his graduation at
twenty. Remarkably, given his challenging family life, Graham was awarded the Salutatorian title, which at the
time was awarded to the second highest graduate of the entire class of college graduates in the United States. Like
Roger Babson, he was offered a position as an instructor in English, Mathematics, and Philosophy, but declined in
order to go to Wall Street where he joined Newburger, Henderson & Loeb as an assistant in the bond division
where he earned the princely sum of $12 a week. At the time, common stocks other than Railroads and Utilities
were considered speculations and there were very few positions dealing in equities, thus this period was virgin
territory for securities analysis.

Graham made his mark in 1915 with an analysis of an arbitrage opportunity in the liquidation of Guggenheim
Exploration Co. by going long the holding company and shorting the underlying copper producers (an early hedge
fund trade). Graham wrote a series of three papers titled Lessons For Investors in 1919 (rather bold for a 25-year
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old) espousing the benefits of buying sound common stocks at reasonable valuations. One of the more notable
lines in the papers was, “If a common stock is a good investment, it is also an attractive speculation,” a
comment that would come back to haunt him a decade later. Graham was made a partner of the firm in 1920 and
his rise in prominence on Wall Street during the Roaring Twenties Bull Market was nothing short of spectacular.
In 1923, Louis Harris lured Graham away from Newburger, Henderson & Loeb to open a partnership with
$250,000 (about $3.6 million today), Grahar Corporation, where Graham would be paid a salary of $10,000 (about
$145k today) and investors would earn the first 6% return and then the partnership would be entitled to 20% of the
profits above that (the first hedge fund). Grahar primarily made arbitrage trades and purchases of common stocks
that appeared to be undervalued. After two and a half years, Graham had produced strong returns and some
friends convinced him they could bring new accounts with a 50/50 profit split, so Graham proposed a new fee
structure to Mr. Harris, who politely declined and they dissolved Grahar. On January 1, 1926 the Benjamin
Graham Joint Account was opened with $450,000 (about $6.1 million today) of capital from friends and family.
Jerry Newman joined Graham later that year and would become a colleague and partner for the next thirty years
(until Graham retired in 1956). The partnership made 26% in the first year and then doubled the assets in 1927 to
finish at $1.5 million. During the final year of the Bull Market in 1928, the partnership was up 51% and Graham’s
take was an astonishing $600,000 (about $8.5 million today). The legendary Bernard Baruch summoned the young
Graham (now all of 34) to his office and offered him the opportunity to become a junior partner, telling him 7’m
now 57 and it’s time to slow up a bit and let a younger man like you share my burdens and my profits.” Tragically,
Ben Graham believed (like Sir Isaac in the South Sea Bubble) that gravity no longer applied to him and that there
was no reason for a “near-millionaire” (his words) to work for someone else, even the eminent Bernard Baruch.

Coming into 1929, the Benjamin Graham Joint Account was fully invested in many non-traditional equity
positions (read Aighly speculative) and a large number of arbitrage positions involving equity and convertible
bonds. The capital of the partnership had grown to $2.5 million (about $35.6 million today), but with short
securities proceeds and margin, the total capital was $4.5 million (almost two times leverage). As the market
continued to roar higher during the summer months of 1929, Graham and Newman lost their discipline to fully
hedge the arbitrage positions (they believed they were giving up too much profit from the losses on the shorts) and
the net position of the fund grew larger. When “Babson’s Break” came in early September, Graham was clearly in
the Irving Fisher camp believing that the markets had reached a permanently higher plateau, and they did not sell
positions even as they declined. The partnership ended the year down (20%), not much worse than the (15%) loss
of the DJIA. In early 1930 there was a small recovery in stock prices (the “Return to Normal” phase that occurs
during the first phase of the Crash following every Bubble in history) and confidence returned to Wall St. and
investors were convinced that despite the extreme valuations, it was a return to business as usual (despite growing
storm clouds in the economy). That January, Graham met a gentleman on a trip to Florida, John Dix, a 93 year-old
retired businessman, who told him “Mr. Graham, I want you to do something of the greatest importance. Get on
the train to New York tomorrow. Sell out your securities. Payoff your debts and return the capital to the partners in
the Joint Account. I wouldn't be able to sleep at night if I were in your position.” Graham thought the advice was
preposterous and headed back to New York completely dismissive of Mr. Dix’s wisdom. 1930 would turn out to be
the worst of Graham’s career as the Joint Account lost (50%) versus the DJIA (29%) decline as he scrambled to
reduce the margin debt. Given the high degree of leverage, it was actually impressive that the entire equity was not
wiped out. The next two years were down as well (although Graham managed to lose much less than the market),
but over the four-year period, the Benjamin Graham Joint Account lost (70%) compared to the DJIA decline of
(74%). The Laws of Investment Gravity proved true for Graham, and it turned out that for every action (bubble)
there is an equal and opposite reaction (crash).
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By the end of the year, Graham had adjusted the Joint Account to a less leveraged position and began searching for
lessons to be learned from the Crash. In June of 1932, Graham wrote three articles for Forbes magazine titled, “Is
American Business Worth More Dead Than Alive?” At the time, over 40% of NYSE listed stocks selling at less
than net working capital and many were selling below cash assets. Graham believed the stock market now placed
an inordinately low valuation on corporate America. Back in 1928 Graham had begun teaching at his alma mater,
Columbia Business School, and after learning his hard lesson about risk, he began to refine his ideas and theories
about Value Investing. Graham decided to write a book about his what he had learned during the Crash and
collaborating with colleague David Dodd produced Security Analysis in 1934. That tome (it is 735 pages) has
become the Bible for investment professionals, and made the iconic duo of Graham & Dodd synonymous with the
discipline of Value Investing. Living through the Crash had fundamentally changed Graham and the book
discussed the process necessary for a true investor to evaluate and form an assessment of a business simply from a
thorough analysis of the financial statements of the company (to remove oneself from the emotion of the markets).
Throughout his early financial writing and during his investment career Graham had been highly critical of the
“greatly altered and irregular financial reporting”produced by corporations, which he believed made it challenging
for investors to understand the true nature of the businesses’ financial dealings. One of Graham’s most
impassioned views was that companies should not keep all of their profits as retained earnings, but pay out regular
dividends to shareholders (focusing on dividend paying companies is one fundamental tenet of Value Investing).
Graham was also very vocal following the Crash in criticizing financial advisors who had urged clients to purchase
stocks at any price so long as there was a belief that stock prices would continue to appreciate (like the South Sea
Company). The book’s primary theme was that sound financial management was rooted in fundamental and
comprehensive analysis of companies’ actual financial condition (not promises of growth in the future). Most
importantly, the book described the disposition of an investor necessary to perform well over the long-term was
one focused on making purchases of securities in order to gain satisfactory returns, but to never have meaningful
risk of financial losses. Specifically, Graham wrote, “You must thoroughly analyze a company, and the
soundness of its underlying businesses, before you buy its stock. You must deliberately protect yourself
against serious losses. You must aspire to ‘adequate,” not extraordinary, performance.” Graham went on to
differentiate between Investing and Speculating when he said, “An investment operation is one which, upon
thorough analysis, promises safety of principal and an adequate return. Operations not meeting these
requirements are speculative. It is proper to remark, moreover, that very few people are consistently wise or
fortunate in their speculative operations.” Graham himself had no moralistic position on speculation, but
rather believed it to be hazardous to the average investor’s financial health, saying, “Outright speculation is
neither illegal, immoral, nor (for most people) fattening to the pocketbook.” Security Analysis was ultimately
about discipline and process, and legions of investors over the decades have credited their success to systematically
following the dogma of the Graham & Dodd philosophy. To take the essence of 735 pages into a single sentence,
Graham believed an investor should “Purchase securities at prices less than their intrinsic value as determined
by careful analysis, with particular emphasis on the purchase of securities at less than their liquidating
value.”

That same year, given that the losses in the Joint Account were so severe and the high water mark was so far away
(Graham and Newman had also not earned any fees for five years and lost most of their fortunes), several investors
agreed to restructure the fund with a more traditional fee structure where the duo could earn 20% of the profits
going forward. In a rather extraordinary fashion, over the next two years all previous losses were recovered. But in
1936, the IRS ruled that the Joint Account was not truly a partnership, but an operating company, so Ben and Jerry
(not the ice cream guys) had to convert the fund to the Graham-Newman Corporation. Graham spent the next
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few years honing his investment style to profit from buying undervalued stocks (rather than leveraged speculation)
with an emphasis on managing downside risk (by buying companies below their liquidation value). After the
experience of the Crash, Graham was determined to use investors’ collective fear and greed to his advantage and to
have the discipline to buy $1.00 for $0.50 when investors were fearful and securities were put on sale. The new
corporation performed well, compounding somewhere near 20% (records are a bit sparse for this period) and Ben
& Jerry moved the fee schedule to a more favorable level by 1946 where they received base salaries of $30,000 each
(about $400,000 today) plus 12.5% of the dividends paid and 10% of the profits (roughly equivalent to 20% to 25%
carried interest). The corporation had grown to $4.5 million in assets (about $60 million today), and things were
going well for the partners. Graham continued to teach at Columbia Business School, and had become a prolific
writer (like Roger Babson) contributing articles to newspapers, trade journals and began his second book.

Graham wrote 7he Intelligent Investor in 1949, which was considered equally as groundbreaking as Security
Analysis upon its release. The book was highly acclaimed, and today it is widely regarded as one of the best
investment books ever written. Graham’s creative genius inspired the construction of an allegory to personify the
Stock Markets. Mr. Market was a very obliging fellow who turns up at the shareholder’s door every day offering to
buy or sell their shares at a different price. Most often, the price offered by Mr. Market seems plausible, but
sometimes it seems rather ridiculous. The shareholder is free at all times to either agree to the offered price and
trade with Mr. Market or to ignore him completely. Mr. Market doesn’t mind either way and will always be back
the following day to quote another price. The point of the story is that an intelligent investor should never regard
the whims of Mr. Market as the determining factor in the value of the shares they own. An intelligent investor
should concentrate on the actual performance of the companies, by focusing on dividends received and the actual
financial results reported by the company rather than be concerned with Mr. Market’s irrational behavior in
quoting prices based on fear and greed. The most important point is that that an intelligent investor can say “No”
to Mr. Market at any time. Graham wanted people to understand that investment should be dealt with in a
professional and business-like manner, and by treating investment in such a manner makes investment activities
more intelligent.

Two years earlier a young Warren Buffett had enrolled at Columbia and came to study under Graham after reading
The Intelligent Investor. Buffett became one of Graham’s favorite students and the two developed a very close
relationship. When Buffett graduated in 1951, he moved back to Omaha and took a job selling securities. Over the
next few years he would send ideas to Graham (Buffett described it as pestering him) and eventually Graham
responded with a letter saying, “Next time you are in NYC, come see me.” In 1954, Buffet took that trip and
Graham offered him a job at Graham-Newman Corp. Buffett picked up and moved to White Plains, New York,
with his pregnant wife and daughter to work for his mentor. Two short years later (when Buffett was only 25)
Graham told Warren that he was going to retire, and that he wanted him to be his successor and junior partner of
the fund with the Jerry Newman’s son Mickey as the senior partner. By 1956, the fund had grown to $7 million
(about $65 million today). More importantly to Buffett at the time, it had become one of the most famous funds
on Wall Street, and he had the opportunity to step into the shoes of his hero (Buffett even named his first son
Howard Graham Buffett). Buffett described the decision as “traumatic”but he wanted to move back to Omaha.
He had turned the $9,800 (about $95,000 today) he had when he graduated into $127,000 (about $750,000 today),
and he had determined that he and his family could live off of the interest ($12,000) and he was going to “retire.”
Buffett famously quipped to his wife, “compound interest guarantees that I'm going to be rich.” He painfully told
Graham that he was going to leave Graham-Newman and the rest, as they say, is history (this sequence of events
has been referred to as the $50B decision). Buffett went on to become a practicing disciple of Ben Graham and has

MORGAN CREEK

CAPITAL MANAGEMENT

Q1 2017 Market Review & Outlook 9




FIRST QUARTER 2017

said often that, “No one ever lost money following Graham’s principles.” Like the old investing saw, “7f you take
care of the losses, the gains will take care of themselves.” Focusing on managing risk is the very essence of being an
intelligent investor.

Let’s take a look at some of the incredible accumulated wisdom contained in Ben Graham’s books and discuss how
by following his principles, we too can become Intelligent Investors. First and foremost, Graham believed that
when you purchase a security you are really buying a piece of a business (so you should think like an owner). “A
stock is not just a ticker symbol or an electronic blip; it is an ownership interest in an actual business, with
an underlying value that does not depend on its share price.” The key point here is that the value is something
inherently different than the current price. We have written in previous letters how George Soros always began
from the premise that the current price was wrong (whereas most begin from assumption that current price is
right), and that prices are actually continually moving from undervalued to overvalued and rarely spend much
time at fair value. Graham referred to securities transactions as “operations” saying, “An investment operation is
one that can be justified on both qualitative and quantitative grounds. The quantitative factors lend
themselves far better to thoroughgoing analysis than do the qualitative factors. The former are fewer in
number, more easily obtainable, and much better suited to the forming of definite and dependable
conclusions.” Graham wanted to emphasize focusing on the things we know, that which we can analyze because it
has been reported in the financial statements, and is far better than trying to synthesize the myriad opinions and
qualitative assessments that result from human emotions and interpretations. The focus then is to determine the
intrinsic value (fair value) of the company and then compare this with Mr. Market’s current offering price to
determine where the opportunities exist to buy (or sell). “In all of these instances he appears to be concerned
with the intrinsic value of the security and more particularly with the discovery of discrepancies between
the intrinsic value and the market price. We must recognize, however, that intrinsic value is an elusive
concept.” Graham makes the point that even when the analyst performs exhaustive diligence of the data there is
still the potential for error in calculations, omission of critical information or other variables that might make our
determination of intrinsic value less than optimal. He went further to say that one way to combat against this
potential for error is to remain focused on factual data, not future forecasts. “Analysis is concerned primarily
with values which are supported by the facts and not with those which depend largely upon expectations.
Analysis of the future should be penetrating rather than prophetic.” In the event that analysis of the future
must be entertained, that process should be even more diligent and rigorous and must steer clear of being
predictive or reliant on speculation.

Importantly, “Security analysis does not assume that a past average will be repeated, but only that it supplies
a rough index to what may be expected of the future. A trend, however, cannot be used as a rough index; it
represents a definite prediction of either better or poorer results, and it must be either right or wrong.
While a trend shown in the past is a fact, a future trend is only an assumption.” The human brain is
hardwired to look for patterns in data, and Graham is telling us that a good securities analyst must be able to resist
the urge to extrapolate current trends into the future or assume that patterns that have existed in the past will
necessarily repeat in the future. We have all been warned over time what happens when you assume (you make an
@#$ out of you and me). He reminds us that we must also resist the urge to think that some new environment will
exist in the future and that our analysis should hold up under normal conditions, not just ideal conditions.
“Security analysis, as a study, must necessarily concern itself as much as possible with principles and
methods which are valid at all times or, at least, under all ordinary conditions.” Graham rails against one of
the most common constructs of investment analysis, the idea that the current earnings are representative of future
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prospects, and considers the idea that one can have precision in arriving at intrinsic value based on some multiple
of current earnings to be absurd. “Zhe whole idea of basing the value upon current earnings seems inherently
absurd, since we know that the current earnings are constantly changing. And whether the multiplier
should be ten or fiffeen or thirty would seem at bottom a matter of purely arbitrary choice.” Alternatively, he
recommends using a normalized earnings concept (average of past earnings over a market cycle) to arrive at a
more appropriate valuation. “Security Value = Normalized Earnings x (8.5 plus twice the expected annual
growth rate)”. Having been victimized by speculative companies during the Crash, Graham refined his technique
for identifying potential companies for purchase with a list of criteria. “Seven Statistical Requirements: 1)
Adegquate size 2) A sufficiently strong financial condition 3) Continued dividends for at least the past 20
years 4) No earnings deficit in the past ten years (No loss) 5) Ten year growth of at least one third in per-
share earnings 6) Price of stock no more than 1.5 times net asset value 7) Price no more than 15 times
average earnings of the past three years.” While there are many who would say this unnecessarily restricts an
investor from participating in growth stocks, Graham would somewhat agree as he had many reasons why
investing in Value was preferable to Growth.

He begins by stating that, 7t has long been the prevalent view that the art of successful investment lies first in
the choice of those industries that are most likely to grow in the future and then in identifying the most
promising companies in these industries. Obvious prospects for physical growth in a business do not
translate into obvious profits for investors.” Clearly there are many stories of incredible fortunes being made by
buying into a new growth company early in its life and holding on while the story unfolds, creating untold riches
(MSFT, AAPL, AMZN, etc.). That said, “Perhaps many of the security analysts are handicapped by a flaw in
their basic approach to the problem of stock selection. They seek the industries with the best prospects of
growth, and the companies in these industries with the best management and other advantages. The
implication is that they will buy into such industries and such companies at any price, however high, and
they will avoid less promising industries and companies no matter how low the price of their shares. This
would be the only correct procedure if the earnings of the good companies were sure to grow at a rapid rate
indefinitely in the future, for then in theory their value would be infinite. And if the less promising
companies were headed for extinction, with no salvage, the analysts would be right to consider them
unattractive at any price.” While there is no question that buying into great growth companies early on can be
very profitable, the main point is that there is a point at which investors abandon discipline, believing that they can
pay any price for a company. History is replete with examples where this is clearly not true and has been disastrous
for financial well-being (Sir Isaac’s second foray into the South Sea Company comes to mind, as does CSCO in
2000). The problem for market participants is that “Zhe more a stock has gone up, the more it seems likely to
keep going up. That commonly held belief is, unfortunately, flatly contradicted by a fundamental law of
financial physics, the bigger they get the slower they will grow. A $1B company can double its sales fairly
easily, but where can a $50B company turn to find another $50 billion in business?” It seems that investing
and physics have many things in common and that Newton’s Laws are applicable in many areas of the markets.

Graham came to the conclusion over time that, “Zhere is really no way of valuing a high-growth company, in
which the analyst can make realistic assumptions of both the proper multiplier for the current earnings and
the expectable multiplier for the future earnings.” His value-orientation was rooted in the construct that the
more one deviated away from the facts and figures of the current business (the things we know) and focused more
on expectation and forecasts (thinks we think we know, but do not), the more unlikely we are to arrive at any sort
of useful valuation. “The more dependent the valuation becomes on anticipations of the future, and the less
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it is tied to a figure demonstrated by past performance, the more vulnerable it becomes to possible
miscalculation and serious error.” Humans are optimistic by nature and they are prone to make assumptions
that the future will be better than the past. Valuations of growth companies are, therefore, likely to always be
skewed away from the actual intrinsic value. The longer the time horizon of the extrapolation, the worse these
errors becomes and the more potential for meaningful loss for the investor if events do not turn out as anticipated.
Axiomatically, “7Tf the share price advances, it is because most investors expect earnings to grow.” That said,
extrapolating that growth well out into the future is dangerous, as it has been shown that “Extremely few
companies have been able to show a high rate of uninterrupted growth for long periods of time.” Capitalism
works, and when there are excess profits in a particular area, competition arises (barring regulatory barriers that
create or preserve monopolies) and lowers the expected growth rate of the incumbents. A telltale sign of
impending danger is when it becomes easy for companies to raise capital. “7he public would do well to
remember that whenever it becomes easy to raise capital for a particular industry, both the chances of
unfair deals are magnified and the danger of overdevelopment of the industry itself becomes very real.”
Excess development in an industry will reduce future profits, full stop. Think of the myriad examples over the
years like the massive overproduction in U.S. Shale in 2014 (resulting in collapse in oil prices and share prices) and
perhaps the potential for an unwinding in Tesla at some point given the public’s willingness to give Mr. Musk as
much capital as he wants despite not showing any capacity to convert it into profits for shareholders. Graham was
very exact on this point, saying, “People who habitually purchase common stocks at more than about 20 times
their average earnings are likely to lose considerable money in the long run.” While there is no question you
can make money in the short run trading in high valuation securities, Graham would differentiate that activity
(speculating) from investing as we will see below.

Another point that Graham makes about growth companies is that an undue amount of faith must be placed in the
management since there can be so little hard evidence to analyze. He states that “Objective tests of managerial
ability are few and far from scientific. In most cases the investor must rely upon a reputation which may or
may not be deserved.” 1t is very difficult over short periods of time to differentiate between skill and luck, and
oftentimes the reputation of a management can be the result of the latter where the former is preferred. The bigger
problem is that “7he investment world nevertheless has enough liars, cheaters, and thieves to keep Satan's
check-in clerks frantically busy for decades to come.” There are many promoters, storytellers and actual
fraudsters that would like to separate investors from their hard earned money, and it can be challenging to tell the
good guys from the bad guys because they all sound good (they don't have the ones that sound bad make
presentations). Only through very thorough analysis of data can you protect yourself from these bad actors. Alas,
there is one tiny problem (that Graham railed against his entire career). There are accounting tricks and gimmicks
that can obfuscate the true results, making a story seem much better than it actually is, but there are some warning
signs to look out for. “Among the things that should make your antennae twitch are technical terms like
‘capitalized,” “deferred,” and ‘restructuring” and plain-English words signaling that the company has
altered its accounting practices, like “began,” or “change.” In the end, deep analysis can protect investors from
many problems. Graham suggested to look beyond the Income Statement, saying “Astute observers of corporate
balance sheets are offen the first to see business deterioration”. If you believe in Graham’s fundamental
assertion that investing is all about buying a piece of a business, then buying and owning real assets is a great place
to start securing a margin of safety.

One of Graham’s most fundamental teachings is the difference between Investing and Speculating. The primary
challenge for Investors is to remember that security prices are not determined by analysis, but rather by emotion,
and, hence, cannot be the starting point for an Investor. “Security prices and yields are not determined by any
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exact mathematical calculation of the expected risk, but they depend rather upon the popularity of the
issue.” Securities are priced by Mr. Market, the collective opinion of all market participants and “Zhe recurrent
excesses of its advances and declines are due at bottom to the fact that, when values are determined chiefly
by the outlook, the resultant judgments are not subject to any mathematical controls and are almost
inevitably carried to extremes.” As the pendulum swings back and forth between undervaluation to

overvaluation the arc will be amplified by the emotion of the humans interacting in the markets and will be driven

by the overall levels of fear and greed. That emotional element creates a problem for an investor in that “Zhe
concept of safety can be really useful only if it is based on something more tangible than the psychology of
the purchaser.” The ability to ascertain the intrinsic value of a security therefore will be dependent on the

investor ignoring the current price and focusing solely on the financial information of the business. Hence, “The
individual investor should act consistently as an investor and not as a speculator. This means that he should
be able to justify every purchase he makes and each price he pays by impersonal, objective reasoning that
satisfies him that he is getting more than his money's worth for his purchase.” There is one issue here, which

is that Graham believed “The average person knows the price of everything, and the value of nothing.” He

was implying that the average market participant would not do the proper amount of work to determine the value

of the assets, but rather simply observe the current price and be prone to buying if the price was rising and selling if
the price was falling. “An investment is based on incisive, quantitative analysis, while speculation depends on
whim and guesswork. Operations for profit should be based not on optimism but on arithmetic.”

Graham said the better response to the movement of prices is indifference. “7The investor with a portfolio of
sound stocks should expect their prices to fluctuate and should neither be concerned by sizable declines nor
become excited by sizable advances. He should always remember that market quotations are there for his
convenience, either to be taken advantage of or to be ignored. They need pay attention to it, and act upon it,
only to the extent that it suits their book, and no more.” Ignoring Mr. Market, that person who shows up every
day incessantly imploring you to act, is very challenging (particularly in a 24/7 financial news and social media
world), but the ability to “dont just do something, sit there”is a fundamental key to long-term investing success.
“Thus the investor who permits themselves to be stampeded, or unduly worried, by unjustified market
declines in his holdings is perversely transforming his basic advantage into a basic disadvantage. That
investor would be better off if their stocks had no market quotation at all, for they would then be spared the
mental anguish caused by other persons’ mistakes of judgment.” A true investor never surrenders their power
to Mr. Market, but rather maintains control by having the willpower to simply ignore the current market price.
That willpower comes from doing the work to understand the intrinsic value of the security and having the
discipline to tune out the noise. Graham would say to “Invest only if you would be comfortable owning a stock
even if you had no way of knowing its daily share price.” Focusing on the value of an asset as opposed to the
price of an asset provides the owner with an amazing advantage over other market participants and keeps the
operation, as Graham would call it, business-like and unemotional. Removing emotion from the process facilitates
a longer time horizon and helps mitigate one of the challenges of participating in the securities market, that “In the
short run, the market is a voting machine but in the long run, it is a weighing machine.” Graham was
adamant in his view that “Zhe stock investor is neither right or wrong because others agreed or disagreed
with him; he is right because his facts and analysis are right.” Opinions are less valuable than facts, so
maintaining a focus on security analysis, rather than market sentiment, keeps you squarely in the investor camp
rather than the speculator camp.

Short-term price fluctuations have the potential to cause the most trouble for investors and Graham says very
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clearly that “7The most realistic distinction between the investor and the speculator is found in their attitude
toward stock-market movements. The speculator’s primary interest lies in anticipating and profiting from
market fluctuations. The investor’s primary interest lies in acquiring and holding suitable securities at
suitable prices.” Differentiating between trying to anticipate the action and reactions of others and maintaining a
discipline to acquire securities below their intrinsic value is what separates investors and speculators. In the end,
‘investing isn’t about beating others at their game. It’s about controlling yourself at your own game.” The
ability to remain dispassionate about the wild gyrations of the markets and immune to the constant nagging by the
proverbial salesman at your door allows an investor to disengage from playing against others and focus on
controlling their own emotions, thus allowing the efficient and effective execution of your investment plan. One of
the most important distinctions between investors and speculators is the time horizon in which they operate. That
said, Graham has an interesting perspective on this, saying, “It’s time for everyone to acknowledge that the
term ‘“long-term investor” is redundant. A long-term investor is the only kind of investor there is. Someone
who can’t hold on to stocks for more than a few months at a time is doomed to end up not as a victor but as
a victim.” Investing is basically time horizon arbitrage, and the equity markets are the transmission mechanism
that ruthlessly transfers wealth from the active to the patient. After his experience during the Crash, Graham came
to appreciate the significance of taking advantage of the power of time and quipped that investors should “Plant
trees that other men will sit under.” Present in each of these quotations is the takeaway that the longer the time
horizon, the better the returns. Buffett took this construct one further saying an investor should buy quality
companies and hold them indefinitely (and even better to lever them up with negative cost of capital from
insurance float, pure genius).

Graham talks about one of the perils of short time horizons is that it necessarily leads to higher levels of activity
(taken to the extreme with day trading), making a distinction between a “securities” analyst and a “market” analyst
and what that means with regard to levels of activity. “Zhe cardinal rule of the market analyst [trader] that
losses should be cut short and profits should be safeguarded (by selling when a decline commences) leads in
the direction of active trading. This means in turn that the cost of buying and selling becomes a heavily
adverse factor in aggregate results. Operations based on security analysis are ordinarily of the investment
type and do not involve active trading.” If one performs securities analysis in order to own parts of businesses
then one is an investor and if one performs market analysis to determine the direction of prices then one is a trader
(speculator). “Much as the investor would like to be able to buy at just the right time and to sell out when
prices are about to fall, experience shows that he is not likely to be brilliantly successful in such efforts and
that by injecting the trading element into his investment operations he will disrupt the income return on
his capital and inevitably shift his interest into speculative directions.” He goes on to say that there is a
fundamental problem in the business of securities (Wall Street) that unfortunately pushes people toward market
analysis and away from the security analysis. “We cannot help thinking too, that the average individual who
opens a brokerage account with the idea of making conservative common stock investments is likely to find
himself beset by untoward influences in the direction of speculation and speculative losses.” Wall Street
makes money on trading volume and the idea of occasionally buying securities and, worse yet, holding them for
long periods of time (perhaps indefinitely) does not align well with their primary means of deriving revenue.
“Nevertheless, since a stockbroker’s business is to earn commissions, he can hardly avoid being speculation-
minded.” Graham does not begrudge the brokers’ objectives, but rather points out that it is an unavoidable
outcome of the misalignment of the compensation system. The investor makes money by sharing in the profits of
the business over the long term, while the speculator makes money from capturing profits from active trading
around price movements. The speculator is a much more profitable client for the broker. He says it very clearly,
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“People who invest make money for themselves; people who speculate make money for their brokers.” This
line brings to mind the image of the cover of the infamous book, Where Are All the Customers’ Yachts?

Graham learned the hard way (as did Newton) that there are meaningful, perhaps even biological, differences
between Investors and Speculators. Seth Klarman (another Graham disciple and subject of our letter last fall, 7he
Value of Value) says that Value Investors are genetically predisposed to investing in that particular way, they are
born with it. He even goes so far as to say that any other approach to the markets feels like gambling. ‘7t is the
essential character of the speculator that he buys because he thinks stocks are going up not because they are
cheap, and conversely when he sells. Hence there is a fundamental cleavage of viewpoint between the
speculator and the securities analyst, which militates strongly against any enduring satisfactory association
between them.” Investors focus on value and Speculators focus on price. Given that the two constructs rarely
spend any appreciable time at the same level (think pendulum swinging) it is logical that there would be an
intellectual and psychological tension (or more like a magnetic polarization) between the two. “7he stock
speculator does suffer, in fact from a well-nigh incurable ailment: The cure he seeks, however is not
abstinence from speculation but profits. Despite all experience, he persuades himself that these can be made
and retained; he grasps greedily and uncritically at every plausible means to this end.” Graham is (perhaps) a
little extreme in equating speculative urges to a disease, or addiction, but he truly believed (again, having learned
the hard way) that buying securities simply because of their price was moving was hazardous to your health (both
financial and physical). After spending a great deal of time speaking to the negative aspects of Speculation,
Graham does offer an olive branch to those who would veer off the straight and narrow path of investing toward
the crooked road of speculating, saying that it is possible to have “intelligent speculation,” but immediately offers
three things that are clearly unintelligent (the theme of our letter). “Zhere is intelligent speculation as there is
intelligent investing. But there are many ways in which speculation may be unintelligent. Of these the
foremost are: (1) speculating when you think you are investing; (2) speculating seriously instead of as a
pastime when you lack proper knowledge and skill for it; and (3) risking more money in speculation than
you can afford to lose.” The second two points go to our Three Buckets Rule of Investing — everyone should have
three allocations for their capital, the Liquidity Bucket, the Get Rich Bucket, and the Stay Rich Bucket. Wealth
owners (individuals or institutions) should put 10% to 15% in the Liquidity Bucket to cover two years of their
spending requirements (doubling the average spending rate of 5% to 7%), 10% to 15% in the Get Rich Bucket
(Speculation), and the balance in the Stay Rich Bucket (Investment). We always say that the Get Rich Bucket it is
designed for things like hot stock tips and friends” business ventures, so ‘keep it small, because you are likely to
lose it all.” However, it is the first point of the three that is the theme of the letter since it is what always gets people
in trouble, conflating Speculating and Investing and worse, not knowing the difference. “The risk of paying too
high a price for good quality stocks (while a real one) is not the chief hazard confronting the average buyer
of securities. Observation over many years has taught us that the chief losses to investors come from the
purchase of low quality securities at times of favorable business conditions.” When market participants lose
discipline to focus on value and buy stocks at any price (particularly low quality ones), simply because the prices
are rising, is what makes those participants Not So Intelligent Investors (read Speculators).

When it comes to building a portfolio, Graham has a lot of wisdom. We begin with a truism that we refer to
around Morgan Creek as Rule #1 of Investing, “An Investor should never buy a stock because it has gone up or
sell one because it has gone down. They would not be far wrong if this motto read more simply: “Never buy
a stock immediately after a substantial rise or sell one immediately after a substantial drop.” The key word
here is substantial because it implies that the Speculators have temporarily taken control of the price, in other
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words Mr. Market becomes particularly irrational, and an Investor must resist the temptation to act based in the
same direction of the movement of price. In fact, an Investor should be motivated to act in opposition to the
direction of current price moves. If price is declining, the security is becoming more attractive as it moves toward
or below fair value (cheaper), and if the price is rising, the security is becoming less attractive as it moves toward or
above fair value (more expensive). Graham says the “Principle for the securities analyst: Nearly every issue
might conceivably be cheap in one price range and dear in another. Buy cheap and sell dear.” The critical
assumption here is that the Analyst has done the work and understands fair value in order to make these
determinations. Graham was a proponent of deep analysis and focus on a relatively small number of opportunities
(he would argue there are not that many truly great businesses an Investor would want to own), and actually taken
to the extreme offered that “7¢ is undoubtedly better to concentrate on one stock that you know is going to
prove highly profitable, rather than dilute your results to a mediocre figure, merely for diversifications
sake.” He backs away from the extreme of the single stock portfolio (although we know from history that all truly
great fortunes came from highly concentrated positions, individual stocks, businesses, real estate assets, etc.), and
provides a range of acceptable diversification. “Zhere should be adequate though not excessive diversification.
This might mean a minimum of ten different issues and a maximum of about thirty.” All things in
moderation (even moderation) should be the mantra, as concentration in a smaller portfolio of thoroughly
researched ideas executed at prices below fair value should produce the best returns over the long-term. To
summarize, ‘It always seemed, and still seems, ridiculously simple to say that if one can acquire a diversified
group of common stocks at a price less than the applicable net current assets alone (after deducting all prior
claims, and counting as zero the fixed and other assets) the results should be quite satisfactory. They were so
in our experience, for more than 30 years.” (We might be a stickler for details here and say the twenty-four year
period from 1933 to 1956 produced the satisfactory results, but whose place is it to nit-pick with an Investment
Legend?)

Another important point that Graham makes is that an Investor need not wait for a market crash in order to build
positions in a portfolio. ‘It is far from certain that the typical investor should regularly hold off buying until
low market levels appear, because this may involve a long wait, very likely the loss of income, and the
possible missing of investment opportunities.” The point here is that there are always company specific
opportunities to investigate and ultimately purchase regardless of how high or low the overall market level happens
to be at the current time. The old saw, it is a market of stocks rather than a stock market applies here, and the good
securities analyst can always uncover things to spend time on and allocate capital toward. Even in a raging Bull
Market (where many, if not most, securities would be overvalued, perhaps like today), Graham says “If an
Investor wants to be shrewd they can look for the ever-present bargain opportunities in individual
securities.” One of Ben’s favorite words is bargain, which implies a stock that is selling materially below its
intrinsic value, offering the purchaser a significant Margin of Safety (room to be wrong in the actual analysis).
Bargains arise due to the collective behavior of market participants that is the opposite of speculation (or rather the
fallout of such practices), where holders of a security lose faith when the price falls and sell, pushing the price
down. Graham says that at this moment “Issues appeared to be worth more than their price, being affected by
the opposite sort of market attitude, which we might call “underspeculation,” or by undue pessimism
because of shrinkage in earnings.” He goes further to say that there are limited buyers in these situations
because “People are constitutionally averse to buying into a troubled situation.” Human beings tend to
extrapolate current trends, and have a difficult time seeing how, or why, a situation (bad or good) will change. In
business and investing there is an automatic self-correcting mechanism that begins to work when the pendulum
swings too far to one side (gravity would be the force on the pendulum) and brings the extreme situation back
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toward equilibrium. In essence, “Abnormally good or abnormally bad conditions do not last forever.” In
business, capitalism eventually wins out, and “The absence of new competition, the withdrawal of old
competition from the field and other natural economic forces may tend eventually to improve the situation
and restore a normal rate of profit on the investment.” The most important point to remember here is that an
Investor makes the most money when things go from truly awful (abnormally bad) to simply bad.

Graham would argue (and Buffett has been quoted in agreement) that a disciplined approach to buying bargains
allows an Investor to participate in the stock market without the fear of losing money (big statement). Graham
posited the actual question (and provided an answer) “Can you really make money in stocks without taking a
serious risk? Yes indeed if you can find enough bargain issues to make a diversified group, and if you don’t
lose patience if they fail to advance soon after you buy them. Sometimes the patience needed may appear
quite considerable. But most of the bargain issues in our experience have not taken that long to show good
profits.” Graham touches here on one of the most fundamental character traits of true Intelligent Investors,
patience. Having the patience to allow the purchases to revert to their fair value is critical to the success of an
Investor. Further, there is another character trait, which is equally necessary for success, courage. “Traditionally
the Investor has been the man with patience and the courage of his convictions who would buy when the
harried or disheartened speculator was selling.” Courage is the ability to keep your head when everyone around
you is losing theirs and the willingness to act when the opportunity arises. Graham says that, “One must have the
means, the judgment, and the courage to take advantage of opportunities that knock on his door.” Having
the means implies that there is capacity in your portfolio to add new positions and for the best Value managers
over time that has meant having meaningful levels of cash on hand to be prepared to pounce when opportunities
present themselves. Legendary Investors like Buffett, Klarman, Robertson and Soros would always have large pools
of cash, but what really separated them from other investors is that they would raise cash as market prices rose,
while the speculators became increasingly invested as the market grew more and more expensive (chasing prices,
insuring they have the maximum exposure to the market at precisely the wrong time). When the inevitable crash
comes (the equal and opposite reaction to the action of the growing bubble), the Intelligent Investor has the means
(cash), the judgment to act, and the courage to buy the bargains as they appear. “In the world of securities,
courage becomes the supreme virtue after adequate knowledge and a tested judgment are at hand.” Once
the positions are taken, great Investors have the ability to trust their work as an analyst and hold those positions
regardless of market price fluctuations (even buying more should the price fall after initial entry).

One of Graham’s most important distinctions is made between securities and markets. As described above, he
believed that those who buy securities are Investors and those who try to time the market at Speculators. “Note
our basic distinction between purchasing stocks at objectively low levels and selling them at high levels
(which we term Investment) and the popular practice of buying only when the market is ‘expected’ to
advance and selling when it is ‘due’ to decline (which we call Speculation).” He goes further to make the
point that there is actually a predominance of the latter, which he says is a good thing for the securities business.
“It is fortunate for Wall Street as an institution that a small minority of people can trade successfully and
that many others think they can. The accepted view holds that stock trading is like anything else; i.e. with
intelligence and application, or with good professional guidance, profits can be realized. Our own opinion is
skeptical, perhaps jaundiced. We think that, regardless of preparation and method, success in trading is
either, accidental and impermanent, or else due to highly uncommon talent. Hence the vast majority of
stock traders are inevitably doomed to failure.” Graham says that most of success in Speculation is due to luck
and that there are a very select few that have the talent to consistently win the loser’s game. He makes another
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important point in noting that the business attracts individuals of above average intelligence (like Sir Isaac) but
that this intellectual capacity can oftentimes actually be a liability rather than an asset. 7t is no difficult trick to
bring a great deal of energy, study, and native ability into Wall Street and to end up with losses instead of
profits. These virtues, if channeled in the wrong directions, become indistinguishable from handicaps.”
Learned people (Graham actually wrote doctors were the worst offender) believe they can perform well in the
markets simply because of their intelligence, but the vast majority come to learn that it is Intelligent Investing
(from discipline, process and experience) that is more important than intelligence itself. Graham himself was an
example of this during the Crash in 1929 as the Salutatorian of the Class of 1919 nearly lost everything because he
believed he was smarter than the markets.

Graham also speaks to the folly of the production of “research” on Wall Street designed to predict how a particular

sector, industry or security will perform relative to the markets. “Aside from forecasting the movements of the
general market, much effort and ability are directed on Wall Street toward selecting stocks or industrial
groups that in matter of price will ‘do better’ than the rest over a fairly short period in the future.” He

argues that much (if not most) of this activity is a waste of time and should be categorically ignored by true

Investors. “Logical as this endeavor may seem, we do not believe it is suited to the needs or temperament of
the true investor, particularly since they would be competing with a large number of stock-market traders
and first-class financial analysts who are trying to do the same thing.” The challenge of competing against

other very talented analysts and investors is that there is a sort of math problem in that “As in all other activities

that emphasize price movements first and underlying values second, the work of many intelligent minds
constantly engaged in this field tends to be self-neutralizing and self-defeating over the years.” The focus on

price movements rather than fundamental value pits large numbers of highly talented individuals against one

another in an attempt to anticipate the anticipations of others and those activities become like sine waves of
various frequencies that effectively cancel each other out and produce little gain for the participants. Graham

doesn't mince words here saying, “It is absurd to think that the general public can ever make money out of
market forecasts.” The problem he says is that the average person would rather do what is easy rather than what

is hard and are always in search of a get rich quick angle (again harkening back to Newton’s time). “Market
analysis seems easier than security analysis, and its rewards may be realized much more quickly. For these
very reasons, it is likely to prove more disappointing in the long run. There are no dependable ways of
making money easily and quickly, either in Wall Street or anywhere else.” Imagine that, there are no get rich

quick schemes that actually work. To that end, when someone (like Charles Ponzi or Bernie Madoff) promises you

a way to invest and make money that seems easy (and too good to be true), don't walk, run away, because it

probably is too good to be true. The Intelligent Investor would rather do what is hard yet dependable.

Graham also speaks to the psychology of market forecasts and speculation saying that, “Zhe processes by which
the securities market arrives at its appraisals are frequently illogical and erroneous. These processes are not
automatic or mechanical but psychological, for they go on in the minds of people who buy and sell.” The
idea of investing in the realm of the collective emotion of market participants (where irrationality frequently
dwells) pales in comparison to the idea of investing in well-researched companies (where rationality and logic
frequently dwell). Graham says that investing is best when it is most business-like and that mechanical and
disciplined focus is a much more likely way to generate superior returns. “Zhe mistakes of the market are thus
the mistakes of groups or masses of individuals. Most of them can be traced to one or more of three basic
causes; Exaggeration, Oversimplification or Neglect.” We know that the madness of crowds is a pervasive
problem in the investment markets and that humans are prone to going to extremes based on 1) their belief in the
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exaggerated claims of the promoters of a business, 2) the use of overly simplistic heuristics to avoid having to do
real analytical work, and 3) the lack of effort on most market participants part to diligently follow through on ideas
and monitor investments on an ongoing basis (to catch changes as they occur in real time). Graham believed that
given these handicaps the likelihood that individuals could be successful in timing that market was quite low,
saying, “Catching the swings on a marginal basis is impracticable.” The best argument that he made for not
attempting the folly of being a market analyst was that there was little room for error and that “In market analysis
there are no margins of safety; you are either right or wrong, and if you are wrong, you lose money.”
Almost like betting on red or black, the odds of beating the house (making consistent return), where the house is
the collective irrationality of multitudes of emotional market participants are very low indeed.

Graham provided a great deal of insight on the characteristics that lead to successful outcomes for Intelligent
Investors over time, things like discipline, rationality and consistency. “Zhe disciplined, rational investor
neither follows popular choice nor plays market swings, rather he searches for stocks selling at a price
below their intrinsic value and waits for the market to recognize and correct its errors. It invariably does
and share price climbs. When the price has risen to the actual value of the company, it is time to take
profits, which then are reinvested in a new undervalued security.” Maintaining a focus on buying securities
below their fair value is half of the story, but having the discipline to sell the security when it recovers and
approaches fair value is the area where the average investor fails most often. So much of the investment industry is
focused on the buy side, trying to ascertain which securities to buy and when to buy them, that establishing,
honing and consistently executing an intelligent sell discipline become an afterthought for most investors. The key
to success (on both sides) according to Graham is the ability to remain focused on value rather than price. In fact,
an Intelligent Investor uses price extremes simply as an trigger to initiate or eliminate positions such that “Market
movements are important to an investor in a practical sense, because they alternately create low price levels
at which he would be wise to buy and high price levels at which he certainly should refrain from buying and
probably would be wise to sell.” Once again it is critical to understand (and have calculated) fair value of the
security in advance of the price move so that the proper trigger levels can be assigned to the security. Once the
price targets are known, the investment operation becomes very business-like, disciplined and free from emotion.
Graham stressed that “Zhe intelligent investor realizes that stocks become more risky (not less) as their prices
rise and less risky (not more) as their prices fall. The intelligent investor dreads a Bull Market, since it
makes stocks more costly to buy. And conversely (so long as you keep enough cash on hand to meet your
spending needs), you should welcome a Bear Market, since it puts stocks back on sale.” An investor likes to
buy assets at cheap prices and sell assets at dear prices whereas a speculator does precisely the opposite (and hence
routinely loses money). Graham believed that “7o achieve satisfactory investment results is easier than most
people realize; to achieve superior results is harder than it looks.” The key difference is that a solid process
can produce satisfactory returns, but it takes talent, skill, wisdom and extraordinary discipline to achieve truly
outstanding results, but like most things in life “A// things excellent are as difficult as they are rare.”

The challenge for Intelligent Investors is that the markets spend a greater percentage of the time in irrational states
and are constantly moving from extremes in one emotional state (fear) to the other (greed). Graham described this
as follows “Most of the time stocks are subject to irrational and excessive price fluctuations in both
directions as the consequence of the ingrained tendency of most people to speculate or gamble, to give way
to Hope, Fear and Greed.” Human nature trends toward these extremes and causes the markets to spend
inordinate amounts of time in the overvalued and undervalued states. “The market is a pendulum that forever
swings between unsustainable optimism (which makes stocks too expensive) and unjustified pessimism
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(which makes them too cheap). The intelligent investor is a realist who sells to optimists and buys from
pessimists.” Great investors simply remain dispassionate and focused on the intrinsic values of securities, happily
agreeing to sell to Mr. Market when he becomes ebullient and buy from him when he becomes despondent.
Speculators constantly fluctuate between the extremes of optimism and pessimism because they have no grounding
in value to enable them to remain objective; thus, they swing wildly from buyers to sellers at precisely the wrong
times. To be successful as in Investor, Graham says one needs two things, “There are two requirements for
success in Wall Street. One you have to think correctly and secondly you have to think independently.” An
Intelligent Investor does the work as a security analyst so that they can think clearly and correctly (based on the
facts and data), and they have the ability to separate from the herd and think differently from the crowd. Having a
variant perception is the key to making meaningful returns over time as when everyone is thinking the same there
is not much thinking going on and there is not much alpha to be gathered. Graham believed that “Wall Street
people learn nothing and forget everything,” so they were prone to make the same mistakes over and over again,
and that an investor with discipline, courage and cash could capitalize on these mistakes as they arise. ‘7t requires
strength of character in order to think and to act in opposite fashion from the crowd and also patience to
wait for opportunities that may be spaced years apart.” Particularly in the day and age of instant gratification,
this last point may be one of the toughest tenets the Intelligent Investor, having to wait for long periods of time for
the fat pitch to come. Jeremy Grantham says that a great investor really only needs one or two great ideas a year,
and Warren Buffett says one of the great things about investing is there are no called third strikes, so a hitter can
stand at the plate with the bat squarely resting on their shoulder until the meatball pitch comes right down
Broadway just begging to be hit out of the park.

One of the biggest threats to investors is the cyclical nature of markets that leads them to move to extremes in
valuation and, in some extreme cases, into bubbles. George Soros says that every bubble begins from a reasonable
state that moves to an extreme based on a misperception. Graham describes the phenomenon similarly (with a
little less delicacy) saying, “Very frequently, however, these appraisals [the value of a share] are based on mob
psychology, on faulty reasoning, and on the most superficial examination of inadequate information.” It is
said that people go mad in crowds and markets have forever fallen victim to the herd mentality that exists as price
begins to take precedence over value and speculation begins to crowd out investment. As the prices continue to
rise “The market [makes] up new standards as it [goes] along, by accepting the current price (however high)
as the sole measure of value. Any idea of safety based on this uncritical approach [is] clearly illusory and
replete with danger.” The construct of Margin of Safety quickly becomes “old fashioned” and fundamental
notions of value, discipline and process are relegated to the dust bin (temporarily) and prognostications of new
paradigms and choruses of “it's different this time” become the norm. Mathematically, the higher the price, the
greater the danger, but as speculative fever overtakes the majority of market participants, the self-reinforcing
behavior actually creates a belief (albeit completely wrong) that risk has been reduced because of some new, new
thing like technological advancements, central bank largesse or government intervention. “With every new wave
of optimism or pessimism, speculators are ready to abandon history and time-tested principles, but we
investors cling tenaciously and unquestioningly to our prejudices.” Having the courage of your convictions to
toe the line and stay the course (mixing metaphors, we realize) is critical in these times of speculative excess to
protect ourselves from the risk of ruin. Graham summarizes saying that “While enthusiasm may be necessary
for great accomplishments elsewhere, on Wall Street it almost invariably leads to disaster.” Disaster may
sound overzealous but history has shown time and again that the result of not following Graham’s rules does
indeed result in disaster for those who become Not So Intelligent Investors. The worst part of these late stages of a
bubble (where we believe we are today) is that as confidence rises (it always peaks at the end of expansionary
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cycles), speculators utilize ever-increasing amounts of margin debt to turn their easy money into big money.
Graham makes a note of a small problem in this pursuit. “7he outright owner can afford to buy too soon and to
sell too soon. In fact, he must expect to do both and to see the market decline farther after he buys and
advance father after he sells out. But the margin trader is necessarily concerned with immediate results; he
swims with the tide, hoping to gage the exact moment when the tide will turn and to reverse his stroke the
moment before. In this he rarely succeeds, so that his typical experience is temporary success ending in
complete disaster.” The worst possible outcome for a speculator is to get lucky early (have a good outcome after a
bad decision) as it emboldens them to go back for more. This is the phenomenon that sunk Sir Isaac in the South
Seas misadventure. His temporary success turned into complete disaster (from which he never truly recovered) as
he learned once again of the laws of gravity.

Graham summarized the key characteristic of Intelligent Investors very succinctly, emphasizing their focus on the

goals and objectives of their financial plan (spending needs, asset growth needs). He also clearly separates success

from beating some arbitrary market index return. In the end, the behavioral discipline to execute your plan with

an eye toward preserving capital (avoiding losses) first, and growing capital second, is a superior way to measure

success. “The best way to measure your investing success is not by whether you’re beating the market but by
whether you’ve put in place a financial plan and a behavioral discipline that are likely to get you where you
want to go. In the end, what matters isn’t crossing the finish line before anybody else but just making sure
that you do cross it.” 'The risk of permanent impairment of capital (risk of ruin) is the primary risk that

Intelligent Investors fear, not volatility of returns, or trailing some capital markets index over a random time

period. Graham would argue (and we would agree wholeheartedly) that risk management is more important than

return management, and that compounding capital over the long run should achieve superior returns by

controlling downside. “The investor who buys securities only when the market price looks cheap on the basis
of the company'’s statements and sells them when they look high on the same bias, probably will not make
spectacular profits. But on the other hand, he will probably avoid equally spectacular and more frequent
losses. He should have a better-than-average chance of obtaining satisfactory results. And this is the chief
objective of intelligent investing.” George Soros said that investing was supposed to be boring, and that if it was

exciting you were probably doing it wrong. Graham agrees with that sentiment and places consistent generation of
solid (if unspectacular) returns over time as the primary goal of intelligent investing. Graham believed (as did his

student, Warren Buffett) that “Investing is a unique kind of casino, one where you cannot lose in the end, so
long as you play only by the rules that put the odds squarely in your favor.” This is a very strong statement

indeed, but one that has been proven over the decades by disciples of the art of intelligent investing.

The importance of Graham’s work cannot be overstated in the environment we find ourselves in today as investors.
There are striking similarities in the political, social, economic and investment environment between today and
1929, and it is interesting how our study of “Babson’s Brilliance” last quarter led us to the brilliance of Benjamin
Graham this quarter. Babson was the first to warn us of the imminence of the bubble getting ready to burst in the
fall of that fateful year. We find it interesting that he utilized an indicator based on the Laws of Action and
Reaction pioneered by his hero Sir Isaac Newton. It is of the utmost importance that we realize that both Newton
and Graham learned difficult (and costly) lessons about the power of gravity to collapse a bubble that has formed
due to excessive speculation in the markets. We see evidence that a similar type of bubble is forming in the U.S.
equity markets today, and that market participants are ignoring the wisdom of the father of Value Investing.
Market participants today are speculating on price, instead of focusing on value, leads us to classify them as Not So
Intelligent Investors. Mark Twain said that “History doesn't repeat, but it rhymes,” and Graham had a similar
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quote, T am more and more impressed with the possibilities of history's repeating itself on many different
counts. You don't get very far in Wall Street with the simple, convenient conclusion that a given level of
prices is not too high.” Wall Street is incented to promote the idea that stocks can only go up and that investors
should buy them. The Central Banks around the world have been frantically trying to repeal the Law of Gravity
since the Global Financial crisis by pumping liquidity into the system in order to revive growth and profits. They
have failed miserably on both fronts. Global GDP growth has continued to decline (Demographics is Destiny) and
profits in the U.S. have been the same since 2012. Equity markets have continued to rise, simply because of the
belief held by Speculators that when interest rates are low one can pay a higher multiple for earnings. Nearly the
entire gain in the S&P 500 since 2012 has been due to the P/E rising from 15X to 26X. We expect that some time
very soon we will be reminded that while Sir Isaac may not have been such a great investor, he was a brilliant
physicist and mathematician, and his Laws are immutable. Roger Babson spent the later years of his life trying to
find a way to combat Newton’s Law of Gravity, but he never did find that elusive gravity-shielding device. We
don't believe that those buying stocks today at these crazy valuations (second worst next to 2000) have found the
solution either and we will all learn once again that #GravityRules.
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At the end of 2015 we created our #2000.2.0 thesis
(now renamed #2000Redux because the dots mess up
the hashtag in Twitter), which posited that the period
from 2016 to 2018 would resemble the period of 2000
to 2002 in the U.S. equity markets. In writing the
letter last quarter, we looked back and compared the
path of 2000 to the path of 2016 and found that for the
first ten months of the year there were some striking
similarities. We wrote about the specifics of the paths
as follows, “In 2000, the S&P 500 was down hard in
the first six weeks of the year, falling (9%) by mid-
February, while in 2016 the drop was (11%). In 2000,
the market rallied halfway back in March and was
mostly flat during the summer leaving the index down
(3%) coming into Election season, while in 2016 the
markets rallied all the way back by April, suffered a
setback during Brexit, but rallied back to up 2% on the
eve of the election.” The similarities ended there,
however, as in 2000 the markets sold off sharply after
the election to finish down (9%), but after the surprise
victory by Mr. Trump, the narrative quickly shifted
from Doomsday to Boomsday and the S&P 500
surged to finish the year up 12%. Given the dramatic
divergence, we went on to write, “A Jlegitimate
question to ask is does the positive market reaction
post-election negate the #2000.2.0 thesis? For now,
we will say “Not yet” as there are still signs that
economic growth Is slowing (Q4 GDP just
disappointed) and should there be a 2017 Recession
(like 2001) equities could catch down in a hurry.” In
2001, it became apparent that the economy was
slowing quickly as Q1 GDP came in down (1.3%), but
there was not much talk about recession because Q4
had been strong, up 2.3%, and the conventional
wisdom at the time was that you needed two negative
quarters in a row to have a recession. Curiously, that
view was disproved later in the year as Q2 GDP was
up 2.1% and Q3 was down (1.1%) and NBER finally
called the recession in November saying it started in
March (ironically, they later said it ended in
November). Q1 GDP in 2017 was very disappointing
at only 0.7% (subject to two more revisions), but it
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wasn't negative and we will have to see how the
balance of the year unfolds on the growth front. We
concluded this section last quarter by introducing a
new idea that perhaps the U.S. election surprise had
stimulated a new path for the markets, saying, “A/ of
that notwithstanding, there is an alternative scenario
that actually could be developing in real time that we
will discuss in the 10 Surprises section below, in that
perhaps Mr. Trump turns out to be the second
coming of Herbert Hoover and 2017 will look more
like 1929 than 2001 and #2000.2.0 gets replaced with
#WelcomeToHooverville,” and we provided color on
how that sequence of events might unfold. So let’s
dive in to the QI results and see if we look more like
2001, 1929 or perhaps another path altogether.

The U.S. equity market in Q1 was the mirror image of
Q4 as the ebullience surrounding the hope trade based
on the Trump trifecta (tax reform, deregulation &
fiscal spending) began to fade as investors saw that the
actual implementation of Mr. Trump’s proposals
might be more difficult than anticipated. We wrote
last time that during the final couple months of 2016
investors had decided to completely ignore economic
reality as ‘“concerns about declining global growth,
moribund trade volumes, falling margins in the U.S.,
the threat of rising rates, declining liquidity and
extremely lofty valuations gave way to enthusiasm for
a more pro-business agenda in Washington and the
delivery of the trifecta of tax reform, regulatory relief
and fiscal stimulus.” In the weeks following the
election, small cap stocks surged, value stocks crushed
growth stocks and anything even remotely related to
infrastructure soared on the expectation of a trillion
dollars of fiscal stimulus somehow immediately being
spent in 2017 (we will bet 2018 at the earliest, if it ever
happens), but that excitement began to fade as we
penned that letter. The S&P 500 rally stalled a bit in
the first few weeks of the New Year, but as soon as the
Republicans introduced a plan to repeal and replace
Obamacare, markets shifted back into rally mode in
February and stocks were up another 6% for the first
two months of the quarter. A funny thing happened
during the restart of the rally, breadth disappeared
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and investors began to focus intently on a handful of
large cap technology companies and were willing to
pay any price to get back into the #FANG stocks (FB,
AMZN, NFLX and GOOGL) which surged 22%, 18%,
16% and 5%, respectively, while the S&P 500 was flat
in March and finished up a more modest, but still very
strong, 6.1% for Q1 (for comparison in 1929 Q1 was
up 3% and in 2001 was down (10%)). What is so
funny about the Tech move is that these were the
exact same stocks investors had shunned in the weeks
following the election (on fears of rising rates hurting
valuations of growth stocks) taking them down (8%),
(5%), (1%) and (3%), respectively, while they pushed
the S&P 500 up 5% and the Russell 2000 up an
astonishing 14% (as we mentioned last time the thesis
here is that small-cap stocks will benefit
disproportionately from tax reform, assuming it
happens). The panic buying in the #FANG names was
so strong that these stocks rose nearly twice as much
in Q1 as they did in all of 2016 when they were “only”
up 10%, 10%, 8% and 2%, respectively. Another big
tech name ran hard as well in Q1, as AAPL jumped
24% during the quarter and while the media tried to
come up with all kinds of stories for how Apple could
surge so strongly (the same media left AAPL for dead
last year after what was described as a disappointing
iPhone 7 launch), but there was a very simple
explanation. AAPL is now the largest market cap
company in the world ($750B) and makes up 3.7% of
the S&P 500 Index, so record flows into passive
indices and ETFs have prompted huge flows into
AAPL. Looking quickly at the trailing twelve months,
the overall market has had a very strong bounce off
the February bottom, with the S&P 500 up 17.2%, the
DJIA up 19.9%, and the R2000 up 26.2% (amazingly
more than half of that in Q4). As we mentioned
above, Q1 was pretty close to the inverse of Q4 and
across all these indices they completely reversed that
order in 2017, rising 6.1%, 5.2%, and 2.5%,
respectively.

While the hope trade clearly was a factor in the strong
returns for the S&P 500 in QI, there was also some
evidence that corporate earnings were likely to rise
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during the quarter for the first time since September
2014 and equities tend to move higher when EPS are
rising. The tougher question to answer is whether
those higher earnings are already in the price, as
rather oddly, stocks rose despite falling EPS over the
past three years. Simply, the P/E multiple expanded (a
lot) and investors became willing to pay more for a
dollar of earnings over time. The P/E of the S&P 500
expanded from 17 to 25 over that period (up nearly
50%) which accounts for the majority of the rise in the
index. We asked last time, “Why would investors pay
more for companies that arent growing earnings?
The narrative is that interest rates are falling so
investors can pay a higher multiple for future
earnings. The problem is that interest rates were dead
flat over the five years leading up to Election Day. The
narrative really breaks down post-election, as rates
have backed up 30% (higher discount rate should
mean lower prices in absence of EPS growth) while P/
E ratios expanded yet again.” We couldn't find a
logical answer last quarter and we still struggle to see
where truly meaningful EPS growth is going to
materialize given the tepid economic growth during
Q1. To provide a sense of how bad the slowdown has
been, the Atlanta Fed GDPNow indicator began the
quarter with an estimate of Q1 GDP of 3.5% (crazy
talk) and over the past few months that estimate has
been revised downward all the way to 0.2% (logical
talk). For comparison, the NY Fed also does an
estimate, but they use more “soft” data like surveys
and they are predicting 2.7% (more crazy talk). The
first estimate for Q1 was 0.7% (will likely head lower
in 27 and 3¢ estimates), so once again hard data beats
soft data. The one ray of hope that everyone is clinging
to has been that the recovery in energy earnings will
drive S&P 500 EPS to a high single digit growth rate in
Q1 and perhaps stocks reflected that development in
their 6.1% move. Perhaps some additional tailwinds
came from the abrupt about face in interest rates as
the 10-year Treasury yield reversed its entire move
since the election, falling from 2.43% to begin the year
right back to 2.14% on April 1% (the precise level it
was on November 1).
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We want to take a minute here to go back to
something we pointed out last quarter about the
absolute lunacy going on in small cap stocks. We
wrote, “One last point here is that as scary as the surge
in the S&P 500 P/E ratio has been, it barely registers
on the crazy scale compared to what is happening in
small-cap land. The R2000 Index P/E was 108 one
year ago and now is listed as “nil” because there are so
many companies with negative earnings they have
decided not to calculate the ratio.” Let that sink in for
a minute. There a so many companies with negative
EPS in the R2000 Index that the WSJ can’t calculate
the P/E ratio. At the end of April, the WSJ’s trailing
P/E ratio for the R2000 was 104, but what most
resources show is the Forward P/E (using forward/
fantasy estimates and excluding negative numbers)
which makes small cap stocks appear to be almost a
bargain at 25X next year’s pro-forma earnings
(#EarningsBeforeBadStuff). Back in Q4 no one
seemed to care about valuations as investors
scrambled to buy the most out of favor sectors (and
individual stocks) to try and capitalize on the Trump
trifecta hope trade. We wrote that, “Investors don't
seem to care much as the R2000 has surged 18% in the
three months since the election. Clearly our caution
seems to have been unwarranted, particularly over the
past three months (in keeping with the theme of this
letter), but harkening back to our Shakespeare letter,
in matters of great importance (like protecting capital)
“better three hours too soon than a minute too late.”
Interestingly, the R2000 rally occurred over four short
weeks following the election and the index finished
Q1 almost precisely at the 2016 peak of 1388 reached
on December 9% (was 1386 on 3/31) and has been
dead money for the last four months. Another
interesting note is that flows into the R2000 ETF
(IWM) peaked at $8 billion in December and have
now turned the other way and most recently there was
a ($4 billion) outflow (a net $12 billion turnaround) as
investors are beginning to question how much of the
Trump trifecta actually gets done in 2017 (Twofecta,
Onefecta, Nofecta?).

If we examine the Style index returns in Q1 we see the
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reversal of the Value dominance over Growth all
across the capitalization spectrum in Q4. We
discussed in the Q2 letter that, %t is possible that there
is a meaningful shift underway in global equity
allocations to favor more value and cyclical names.
While this shift doesn't fit exactly with a slowing
global economy and stress in the financial sector, this
trend will be worth monitoring very closely in the
months and quarters ahead.” In Q4, that trend
continued as Value trumped Growth (pun intended)
after the election, but it appears that more logical
heads are prevailing again and the reflation trade has
suddenly fallen out of favor with Growth retaking the
lead. The RTop200G surged an amazing 9.6% versus
the RTop200V up only 3.1%, the RMidG was up 6.9%
versus the RMidV up 3.8% and the R2000G was up a
solid 5.4% versus the R2000V actually falling (0.1%).
The spread between Large Growth and Small Value
was about as large as we have seen in recent memory
at 10%. If we look at the trailing twelve months,
Value kept the upper hand over Growth as the
RTop200V surged 19% versus the RTop200G up
16.2%, the RMidV jumped 19.8% versus 14.1% for the
RMidG and the R2000V climbed 29.4% (that number
is right) while the R2000G was up 23%. As we
predicted might happen when we said “history is
written by the winners, so we will hear a lot about how
obvious the small Value trade was in many year-end
letters, but back in February when High Yield spreads
were blowing out and many of these companies were
teetering on the precipice of bankruptcy it was not
obvious that there would be a lot of great outcomes”
and there were plenty of letters touting how clear it
was to be overweight Small Value. The truth is that it
was far from clear for the first ten months of the year
and, most importantly, there was almost no time to
reposition a portfolio after the election as much of the
big moves in the small-cap trifecta sectors occurred
over a matter of hours and days.

Looking at the performance of industry sectors in the
S&P 500 during Q1 it was again a complete reversal
from the last quarter of 2016. We described the post-
election euphoria in the last letter saying “In Q4 it was
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the same sectors that were rallying and falling, but for
a completely different set of reasons (new Narrative)
as investors shifted (at an astonishingly rapid pace)
from fear of a Trump victory to enthusiasm for the
Trump victory as all things physical soared on the
prospects for Fiscal Stimulus (disregarding the reality
that it will likely be 2018 before any money is actually
spent...) and Financials launched into the
stratosphere on expectations that President Trump
and his Cabinet full of ex-Goldman guys will repeal
Dodd-Frankenstein and rig the system (even more
than it already is) in favor of the Banksters.” One
thing that was similar to Q4 was that a number of
sectors had a great year (returns that most would be
happy with over a year) in the first three months of
2017. Technology was up a very strong 12.6% on the
back of the #FANGS (as we discussed above), but also
on a number of semi-conductor companies that have
been completely en fuego, as NVDA rose another 7%
(on top of 225% in 2016), AVGO jumped 23%, MU
surged 28% along with AMD (the long suffering
whipping boy for INTC which has reinvented
themselves yet again). AMD was the leader of the
pack in 2016, up 300%, so with another 28% jump it is
now up 410% for the last fifteen months (very gaudy
returns indeed, but recall what we wrote last time
about what often happens after gaudy returns). Just
for some fun perspective, in the nine years leading up
to Q1 2016, AMD was down 90% while INTC was up
65%, but over the past year the alligator jaws have
closed hard and AMD is now down just 10% over the
decade while INTC has been frozen at up 65% for the
ten years. There are a number of people who are very
excited about the prospects for semi-conductors in the
coming years as the Internet of Things (IoT),
autonomous vehicles, home robotics and other forms
of technology become more integrated into society.
There is one futurist group that has calculated that
today there are four microprocessors active for every
person on the planet and they estimate that this
number could rise to 1000 over the next few decades.
Sounds a bit fantastical, but when we think about
what it means to have truly automated and connected
functionality, the demand for semi-conductors will
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indeed grow exponentially. It only takes a couple
handfuls of doublings of capacity to get to very large
numbers (4, 8, 16, 32, 64, 128, 256, 512, 1024...).

The other sector that had a great “year” in Q1 was
Consumer Discretionary, up 8.5%, which may sound
a little funny given all the negative headlines about
how bad retail has been and how AMZN is turning
the big box retail business into roadkill. We have
discussed the huge opportunity on the short side in
traditional retail for a number of quarters and have a
material short position in our discretionary portfolios
in the department stores and general retailers. Names
like JCP, TGT, M, DDS, KSS were pounded during the
quarter, falling (26%), (24%), (16%), (16%) and (20%),
respectively, while JWN managed to keep losses to
(2%) and GPS actually eked out a small gain at up 3%.
One would think with these kind of horrible numbers
that the Consumer sector would have been down, but
when you dive in a little deeper into the makeup of the
ETF you find that it has a lot of technology exposure
in names like CHTR, CMCSA and PCLN (which rose
15%, 9% and 20%, respectively) and some of the core
names like DIS, HD and MCD also has strong
quarters jumping 7%, 9% and 8%, respectively, but it
was the crazy weighting of AMZN at 14% of the index
that drove the great returns as Amazon soared 18%
during the quarter (remember that most of that was
making up for the (11%) drubbing in Q4, so over the
six months only up 5%). These results point to one of
the dangers of ETFs (and mutual funds) insofar as
many of them have holdings that are not fully
consistent with their names. For example, if an
investor had an inkling that they wanted to be short
(or long) the retail sector and didn't want to use single
name shorts, they would be challenged with the two
choices in the SPDR ETF family, XLY (Consumer
Discretionary) and XLP (Consumer Staples) as both
were up smartly in Q1 despite many of their
components being down big, but capitalization
weighting and lack of choices (only 10) make tactical
investing difficult as the instruments are too blunt to
truly express many tactical views. Speaking of
Consumer Staples, it was one of the three worst
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performing sectors in 2016 (along with Healthcare
and Utilities) as investors shunned anything with the
slightest hint of defensiveness in the last few weeks of
the year as the Pavlovian salivation for all things
Trumpian induced selling of stable sectors in favor of
buying all things material (Energy, Industrials,
Materials) and Financials. We wrote in the 2016
review in January that, ‘safety was punished for the
full year and Healthcare brought up the rear, down
(2.7%) and was the only sector with a negative return
(beautifully setting up a worst to first trade for
2017...),” and those words turned out to be a bit
prophetic. As we keep saying, Q1 was the anti-Q4 and
the Trump Pump suddenly turned into the Trump
Dump in March and quietly Healthcare, Utilities and
Staples became three of the top five performing
sectors for the quarter, rising 8.4%, 6.4% and 6.4%,
respectively. Healthcare didn't quite make it all the
way back to first in Q1, but there is still a lot of year
left and we think the valuations in Healthcare
continue to be very attractive (particularly in Biotech
and Specialty Pharma) so there is plenty of upside left
in this sector. Now because there were two solid
months before the Trump Dump began, even a few of
the laggards in Q1 put up solid returns as Materials
rose 5.9% and Industrials were up 4.6% (but both
were up 7% on March 1% and have faded more in
April). Another Trump Pump darling, Financials,
was up the most in the first two months, surging 7.5%,
but then collapsed along with the AHCA (and interest
rates) to finish only up 2.5% (the sector is now down a
couple percent through April). At the bottom of the
barrel we find Telecom, down (4%) on troubling
earnings declines, and Energy, down (6.7%), right in
line with oil price declines (U.S. production increases
have dampened the impact of OPEC production cuts)
and completing another perfect first to worst Ql
transition (very common for best sector in prior year
to come under selling pressure in Q1 as investors push
gains into the next tax year).

Thinking about the U.S. equity market as a whole, we
wrote last time that “in a world of flat overall earnings
growth and the prospect of higher interest rates, it
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does seem aggressive to only have one sector with a
negative return in 2016 and the vast majority of
sectors be up double digits. Again it comes back to P/
E multiples expanding and the 22% increase in the P/
E of the SPX over the past twelve months does justity
the moves, but the math says expanding multiples
simply pull return forward and future return
expectations fall (indicated by Wall Street estimates
for year end 2017 SPX targets being around 2350,
almost where we are now).” In Q1, the P/E of the S&P
500 again increased from 24X to 25X (3.6%) and
accounted for more than half of the rise in stocks, but
at least it appears that there was some underlying
earnings growth this time. The real problem will be
whether that EPS momentum can be maintained as
economic growth has come crashing down during the
quarter and companies are slashing earnings forecasts
at an alarming rate. More alarming is that the
slashing of revenue growth is even more dramatic as
accounting tricks can make EPS look better (like stock
option expensing and stock buybacks), but it is really
tough to fake revenues and without solid revenue
growth it is hard to see from where the big earnings
jumps are going to come. Perhaps that is why the
pundits’ forecasts for 2017 returns for 2017 were so
muted. There is still one consistent tailwind for
equities that also contributed to returns in Q1 which
we again discussed last time when we wrote, ‘perhaps
one of the most interesting things that impacted U.S.
equity markets in 2016 (that no one seemed to talk
about) was the continuation of bond purchases by the
Fed, despite the publically announced end of
Quantitative Easing (QE). The Fed claims that
reinvesting in the maturing securities in their
portfolio is somehow different than buying bonds in
the open market, but we don't see the difference. No
matter what you call it, the Fed removed around $220
billion of bonds from circulation during 2016 and that
liquidity continued to find its way into financial assets
(read stocks).” This thesis comes from the great work
of Larry Jeddeloh at TIS Group (one of our favorite
research providers; if you don't read Larry’s daily
note, you should) on how QE impacts the equity
markets. Larry developed a model that showed how,
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“every $100 billion of QE has translated into 40 S&P
500 points.” By Larry’s math, the Fed’s purchases (it
is not QE, definitely not QE) during the year
accounted for half of the S&P 500 returns in 2016 (220
times 40 equals 88 of 195 points). The Fed schedule of
bond reinvestments (don't call them QE purchases)
shows a total of $194 billion for 2017 so with about
$50 billion of transactions in Q1, there should have
been about 20 S&P points of equity tailwind during
the quarter. The Index rose 124 points during QI, so
if we attribute 20 points to QE (we still call it QE) and
75 points to multiple expansion, that leaves about 29
points that came from EPS growth (which seems
about right as earnings begin to roll in).

The other big event that should have impacted equity
returns in Q1 was the acceleration of the Fed’s
schedule for raising the Fed Funds rate. Despite an
abundance of evidence to the contrary (GDP growth
estimates collapsing, Citi Economic Surprise Index
falling oft a cliff) the hawks at the Fed have convinced
The Dove in Chief (Ms. Yellen) that there is a “risk of
an overheating” (actual phrase from Fed speech) in
the economy and they bumped rates 25 basis points
again on March 15" after raising them in December
for the first time in a year. We wrote last time that,
‘history would argue that an increase in the discount
rate (absent a large increase in profit growth) should
put pressure on equity multiples and put equities at
risk of a correction,” but the markets took the
December bump in stride and kept the party going
into the first couple months of the New Year. We
can’t seem to get the Shakespeare line “Beware the
Ides of March” out of our heads lately as the S&P 500
took on a little different tenor when it became clear
that the Fed was going to go ahead and raise rates
again at the March 15" meeting (indexes peaked on
March 1%). Perhaps the more sluggish trajectory
could also be attributed to some geopolitical concerns
(Syria & North Korea) or to the fact that GDP
estimates and EPS estimates are being slashed
seemingly daily, but for whatever reason there seems
to be some doubt creeping into the hope trade and
maybe everything is not as awesome as QEeen Janet
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would have us believe. We discussed this conundrum
a couple quarters ago saying, ‘the biggest challenge
for the Fed is that despite many claiming that they are
behind the curve and must raise rates, it is really
tough to see how a tightening bias makes sense in a
world where the world’s largest economy continues to
languish below stall speed (2% GDP growth). With
the Q4 GDP number coming in well below
expectations and the full year of 2016 GDP growth
clocking in at what can only be described as an
anemic 1.6% pace, the myriad arguments being
trumpeted by all sorts of members of the Trump
Administration that the U.S. economy is accelerating
is comical. The Growth Narrative has shifted into
overdrive and the Trumpkins are all saying that the
grand vision of Trumponomics will deliver yuge
growth, yuge profits and (according to a member of
the Trump team on CNBC) Dow 25,000 in 2017. We
will take the under on the GDP growth (2017 will
struggle to be above 1%) and while the DJIA did
indeed take out both the 20,000 and 21,000 levels
during Q1, we expect the ultimate trend to head back
down later in the year and we are more likely to get to
use those #Dow20000 hats again before we use any
#Dow25000 hats.

When it comes to reflecting on international equity
returns, we said last time that it is critical to, ‘think
beyond just the dimension of returns from the
underlying businesses and include the return from
currency translation over the course of the time we
own the security. For any global investor that means
having a view on the relative attractiveness of your
home currency versus the other currencies in which
you may invest your capital.” With every investment
decision you make there is also an embedded decision
on which currency you want to have (or not have)
exposure to throughout the duration of the
investment. The investor can choose how to manage
that risk/exposure through hedging (or not hedging).
This issue has become front of mind for many
investors in the recent past given the status of the
dollar as the world reserve currency and the impact of
global currency wars (race to the bottom) that were
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raging as many countries attempted to devalue their
currencies to win export business. We went so far last
time as to say, “Getting the dollar right might be the
most important investment decision we could make
during the year. The reason for the hyperbole on the
Greenback (beyond my normal hyperbolic style) was
that so many of the other market opportunities had
become so tightly correlated to the dollar and if you
got the dollar call right you could make better returns
in equities, bonds, commodities and (obviously)
currencies.” On top of the traditional impact of
currency on global investing, the surprise victory by
Mr. Trump in the election has unleashed a whole new
set of fears and concerns for dollar-based investors as
many of the policy proposals (like the border
adjustment tax and trade and energy policies) being
discussed by the new administration could have
profound implications for the dollar. Interestingly,
the rhetoric from the Trump camp has softened
dramatically since Q4 and they have backed down
from labeling China a currency manipulator
(resulting in a very stable USDRMB cross rate,
basically unchanged since a week after the election).
We have also heard multiple spokespeople say that the
administration favors a weaker, not stronger dollar
(presumably because it helps U.S. exporters; but wait,
isn’t that what we were so mad at China for doing?).
We discussed last time how there is some
misperception in just how strong the Greenback has
been in the past couple of years and wrote, “what has
been interesting about the dollar since the beginning
of 2015 is that after the 25% surge in 2H14, the DXY
peaked at 100 and was locked in a channel between 95
and 100 right up until Election Day last year.” 'The
channel continued to hold in Q1 as DXY gave back all
of the Trump Bump (it peaked at 103.25 on 12/20/16)
and fell from 102.21 at year-end to 100.56 on 3/31.
We have been one of the very few dollar bears in the
past year, as we have had one of our Ten Surprises
focused on USD in 2016 and 2017. Last year it was
King Dollar Dethroned and this year it was King
Dollar’s Last Stand and while DXY did recover from
the dramatic decline from 100 to 92.5 last May, given
the broad consensus that DXY would rally, having it
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be right where it started fifteen months later (and the
same since 3/9/15) feels like a win. The danger zone
for the Dollar is if DXY breaks below 99 (as it recently
did...), as there is not a lot of support below that level
and it feels like the downward trend could accelerate
fairly quickly.

As we discussed in the U.S. equity sector section
above, Q1 was the inverse of Q4 as the hope trade
subsided and the initial failure of the Obamacare
repeal plan created some doubt in investors’ collective
mind about how effective the new administration
would be. The dollar was no different as the DXY fell
(1.6%) after surging 7.1% in Q4. An important thing
to keep in mind about DXY is how the index is
dominated by the Japanese yen and the euro (even
more euro than yen) and that there are other more
diversified currency indices as well (e.g. trade
weighted) which have different return profiles. For
example, the trade weighted basket fell twice as much
as DXY, down (3%), on the strength of EM currencies
(which completely defied the consensus belief that EM
would get killed when the Fed raised rates). This
matters for tactical investors who might see a big
move in the dollar versus some other currency
(Brazilian real or Russian ruble) and try to use the
DXY as a hedge only to be disappointed because the
USDEUR cross didn't move in the same magnitude.
We discussed how hedges for specific markets
(particularly Japan) needed to be more focused in the
last letter when we wrote, ‘if you invested just in
Japanese equities over the past few years hedging may
have been critical since it began and ended the period
around the same level of 115, but the gyrations
between 100 and 120 have been brutal. I say ‘may
have’ because the second important point is that
holding period dictates demand for hedging. Take the
ten example, if you bought Japanese equities in June
of 2014 and held them to today you would have no
currency impact, but if you have traded them over
shorter periods of time in between the FX impact
could have been monstrous.” Those monstrous
gyrations were on full display in Q1 as the Trump
strong dollar wave that pushed the USDJPY from 101
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to 118 in the weeks following the election reversed on
a dime on 12/15 and during the first three months of
2017 the yen defied the prognosticators and rallied
from 116.9 to 111.4 (and continued upwards in April
to 109), up 5% for Q1. Kuroda-san has done his best
to jawbone down the yen in recent months, but the
safe haven trade has trumped the hope trade so far in
Japan. There will be much more to be written on the
yen story in coming quarter, but suffice it to say here
that Japan turns to Kuroda-san to weaken the yen the
same way Princess Leia turned to Obi-Wan Kenobi in
the original Star Wars movie saying, ‘save us Obi-
Wan, you are our only hope”. It seems the hope trade
runs rampant all over the world. The largest
component of DXY, the euro, was basically flat for the
period, down (0.3%). The DXY falling as global
markets began to fret about lack of progress in U.S.
politics and sabre rattling in the Middle East and on
the Korean peninsula is intriguing given the dollar has
historically been the safe haven currency, but perhaps
times are a changing. Other Asian currencies also
surged as the president gave up on labeling China a
currency manipulator and the RMB rose 1%, while the
Korean won made back almost everything it lost in Q4
(another Q1 reversal), rising 8.1% and the Taiwan
dollar jumped 6.7%. Mr. Trump’s favorite whipping
boy, Mexico, starting hitting back in the growing trade
war posturing and the peso shocked everyone (well
everyone except a new macro fund we know led by a
former Brevan Howard PM who previously ran a
large macro book and the Argentina Fund; he was
super long with options and cleaned up) and surged
10.7% (reversing more than half of the past year’s
losses). Turkey’s President Erdogan continued to win
support for his constitutional changes and solidify his
power, so the lira fell an additional (3.1%) on top of its
(14.8%) loss from Q4. Turkey is starting to look
pretty interesting, as prices have fallen to very cheap
levels. After being forced to devalue the pound by
(51%) in Q4, Egypt stabilized and a number of our
favorite managers have been picking through the
rubble there to search for bargains. Our King Dollar’s
Last Stand Surprise is looking pretty solid so far in
2017, as the Brazilian real was up 4.2%, the Russian
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ruble continued to pound the dollar, rising a very
strong 9.4% and even India got in on the fun as the
rupee jumped 4.9%. We said last time that,
‘currencies matter and in a world of political
uncertainty and volatility in which we seemingly have
plunged into, they will continue to matter even more
so being sure to have a sound hedging plan will be
critical to investment success,” and those words really
rang true in Q1.

Last fall we wrote about a trio of countries in the
EAFE Index that were largely ignored by investors
because they were relatively small, inextricably tied to
the commodity cycle and not well covered by research
houses and the media: Canada, Australia & New
Zealand (CAN for short). One of the common
characteristics of these markets is that they have
historically been inversely correlated to the dollar and
have been prone to episodic booms and busts
depending on the strength of the dollar relative to
their currencies. The correlation is so strong that the
CAN countries are often referred to as the
Commodity Countries and their currencies are
referred to as the Commodity Currencies. We wrote
about how that correlation to the dollar could hamper
returns saying, “Zhere was one risk that we wrote
about last time which was that if a counter-trend rally
in the dollar were to occur there could be a pause in
their bull runs and these markets could struggle.” Q1
results for the CAN trio were mixed as there could
have been significant volatility given the weakness in
oil and gas prices, but that was partially offset by the
surprising weakness of the dollar which helped the
commodity currencies during the period. The TSX in
Canada rose a respectable 2.5%, Australia benefitted
from some strong economic momentum that began in
Q4 and surged 11%, and New Zealand recovered
somewhat from the (10.9%) drubbing in Q4 and
clawed back 2%. Despite the mixed results in Q1, the
CAN-do markets were solid investments over the past
year rising 14.8%, 21.1% and 8% respectively. We
continue to think that despite their small size, these
markets are worth paying attention to, because as we
wrote last time, ‘7f'a new Commodity Super Cycle has
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begun (which we agree with (13D Research) that is
has) then these small markets will be big money
makers. Further, we believe the dollar has hit a
secular peak and will decline for many years to come
which should provide a tailwind for these countries
over the long-term.” Indeed, if our Surprise #7 (King
Dollar’s Last Stand) turns out to be right and the
unfolding structural changes in global currency
markets continue to put pressure on the USD, the
Commodity Country equity markets will punch well
above their weight in global equity indices in the alpha
generation category.

Last year, it seemed that just about every quarter an
event in Europe threatened the very existence of the
European Union, whether it was another crisis
(Greece), another referendum (Brexit) or another “do
or die” ballot initiative (Italy), there was no shortage
of excitement in the markets on the far side of the
pond. We wrote last quarter about the overarching
issues that were plaguing the Continent saying,
“Populism was on the rise, economies were
stagnating, leadership was disappearing (voluntarily
and involuntarily), the ECB was waffling (hinting
about tapering), the currency was struggling and
many observers and prognosticators were predicting
that the entire EU experiment was crumbling (not
really new idea, been talking about it since 2011). "'The
uncertainty, volatility and surprises were too much for
investors in 2016 as the European equity markets
basically marked time and finished flat, but there was
a feeling that if things didn't actually blow up there
could be an element of coiled spring action in the New
Year. True to form, the MSCI Europe Index jumped
7.4% in Qland the gains were widespread (there was
not a single Developed Market country with a
negative return in Q1). The best performing markets
in Europe were Spain, up a very robust 14.8%, Austria,
up a strong 9%, and Germany, up a solid 8.4% for the
quarter.  Even concerns about the impending
elections in France couldn't dampen investor
enthusiasm for European stocks as the French market
jumped 7.3% (it appears that Ms. Le Pen is not going
to win, so the worst case scenario for France is off the
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table, for now). While 1.4% of the return for U.S.
dollar investors was from euro strength (USD
weakness), a 6% surge in equity returns in a quarter is
a welcome arrival after all the turbulence over the past
year. Laggards were in very short supply in Q1, but
Norway managed only a 1.4% gain, Ireland was up
3.8% and the UK. gained 5% quarter. Over the
trailing twelve months, the leaders in Europe were
Austria (relief rally post-election), up 21.9%, Spain
(economic recovery), up 18.4% and Germany
(because it’s Germany), up 14.2%, which were all in
line with the best performers in Developed Markets
globally.  The less fortunate EU members were
Denmark (rate moves), down (9.8%), Belgium
(politics), down (0.4%) and Ireland (Brexit fallout), up
a scant 0.6%. Mr. Draghi has been noticeably absent
in the past couple of quarters and we posited last
quarter that perhaps he is keeping his head down
because, ‘there is a growing chorus of people making
the case that Europe is recovering rapidly and that
inflation is surging to the point that not only will
Draghi have to taper, but he may have to raise rates
soon”and even Super Mario would not be immune to
the bullets that would be fired by global investors if he
were to take away the ECB punchbowl just as the
party was starting to get good again.

We ended the Europe section last quarter by saying
that we see, “signs of life in parts of the region, and we
do think there are pockets of opportunity to make
money in Europe ... so it will be interesting to write
about the EU in the coming quarters.” Indeed there
was an opportunity in Q1 to capture a very strong
7.4% gain. That gain was a long time coming,
however, and we have discussed over the past year
that one of the primary differences between the U.S.
and Europe had been how QE had found its way into
stocks in the U.S., but not across the pond. We
summarized the dilemma last time saying, ‘the fact
remains that the Euro Stoxx 50 Index has not moved
up since the beginning of the ECB program (and is
actually down (13.7%) since the peak on April 2015
right after purchases began) and could not manage
any return again in 2016 despite large volumes of
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bonds being purchased by the ECB.” So despite
hundreds of billions of euros of QE, Super Mario was
unable to perform the levitation magic that QEeen
Janet had been able to produce in the States. We
believed that there should be a correlation between
QE and equities that was similar to the U.S. and we
had attempted to come up with our own version of
the TIS Group model to predict Euro Stoxx 50 moves,
but had been thwarted as the markets didn't want to
cooperate with the “for every 100B Euro of purchases
you get 20 Euro Stoxx 50 points” metric in 2016. The
ECB consistently bought $80B a month of bonds last
year and even extended the program from
government bonds to corporate bonds and it all
seemed for naught as the index didn't budge point to
point from the beginning to the end of the year (but
was quite volatile in between). We summarized our
frustration last quarter saying that the ECB “/had
increased their] Balance Sheet by $1.5T (yes, that is
Trillion) over last couple of years, stocks have gone
nowhere (but they have been volatile). Based on the
model and the expected ECB purchases, the Euro
Stoxx 50 Index should have risen around 200 points to
3500 from the starting point of 3,268 at the end of
2015.” It turns out we were only off by 91 days as the
Euro Stoxx 50 Index finished on March at 3,501. So
perhaps there is some lag in the system and the €180
billion of purchases in Q1 will produce returns in Q2
and we get those 36 Euro Stoxx points in the coming
months. We will keep our eye on the ECB for signs of
tapering, but for now there will continue to be some
tailwind of liquidity for European equity investors and
we will see if our model holds up better this year than
it did in 2016. We discussed an important point
about the whole issue of QE in the last letter saying,
“If the ECB can't buy prosperity for Europe and
generate excess returns for European equity owners,
what will it take to get European equities back on
track? As we said above, it is likely to take a good old-
fashioned economic recovery and better profits for
European businesses. The challenge is that these will
be lofty ambitions given the Killer Ds of poor
Demographics (10,000 people turn 65 every day in
Europe), too much Debt and the ongoing specter of
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Deflation.” There were some hints of a recovery in
GDP growth on the Continent in Q1 and even some
signs of rising inflation early in the year that triggered
some “animal spirits” and were likely responsible for
the strong gains in stocks during the quarter. That
said, as the transitory impact of the oil price recovery
last year began to fade and CPI numbers began to roll
over, the Deflation bogeyman reemerged and
volatility returned to the Euro Stoxx 50 Index in April,
but the Index did jump 1.7% for the month to finish at
3,560 (so we got those 36 points from the Q1 QE in
April alone). Actually, European stocks were falling
swiftly in the first part of the month (down almost
(3%) in first three weeks) and all of the gains came
after the apparent defeat of Ms. Le Pen in France on
4/23, which triggered a ferocious two day rally (short-
covering) on the prospect that the EU was saved, but
if the hard data continues to come in less positive
there is potential for the fundamentals to swamp the
sentiment and technical momentum that emerged in

Ql.

Japan piled on the trend of Q1 being the anti-Q4 as
after what we described last time as truly spectacular
moves in equities and FX, the first quarter was very
boring for equity investors and only a little more
exciting for currency traders. As we said in the dollar
section, the USDJPY was up 5% (reversing about 40%
of the Q4 decline) and the Nikkei up nearly flat, down
(1%) in local currency, but hedging the ten proved
costly in QI as USD investors made 3.7% had they not
hedged their yen exposure (probably the bulk of
investors fit in this camp). After the scorching returns
in Q4, when the Nikkei rose nearly 15%, we expected
a pause that refreshes. We discussed last time how the
BOJ’s summer meeting had triggered what looked like
an important inflection point saying, “Zmportantly,
the momentum that was initiated by the BOJ
Comprehensive Review last fall became reflexive and
began what appears to be a virtuous cycle again.” We
expect that virtuous cycle to continue, but we also
appreciate that much of the moves in Japanese
equities will be dependent on the BOJ’s successful
efforts to keep weakening the yen. We wrote last time
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that, “We are back in the Kuroda-san fan club, so
much so that Surprise #3 for this year is Kurve It Like
Kuroda and we are back in the Yen to 130, and the
Nikkei to 22,000, camp.” QI didn't help us much
toward those targets as the USDJPY slipped back to
111 and the Nikkei slipped back to 18,909, but a much
better April has pushed the Nikkei back to 19,197 (up
slightly from where is started the year at 19,114). As
we mentioned in the last letter, it should not go
unappreciated how powerful a move from the Trump
Election Day panic low this rise has been as the
Japanese index has surged 18.1% over the past six
months. To put that move in context, the S&P 500 is
up about 10% and even the hedged Japan ETF (DX])
is up 15%. The big mover has been Japanese
Financials, which are up 20% since the election. We
discussed last time how “the Megabanks finally began
to move in the last couple months of the year,” and
reiterated what we have said on multiple occasions —
that these banks were very attractive. The basket of
SMFG, MTU and MFG were up smartly in Q4, rising
12% on average, but again Q1 was the anti-Q4 and
SMEG fell (6%) while MTU and MFG managed to
gain 2% (and were roughly flat in April). There were a
few bright spots in Japan during the quarter. Sony
continued to shine and SNE surged 20% in QI on the
strength of product wins in camera sensors and some
hits in the entertainment business.  Softbank
continued on their global technology and telecom
shopping spree and SFTBY rose 7%. Trend Micro
(TMICY), the largest security software company in
Japan, soared 25%, as investors were frantic to buy
shares of companies that could help defend against
global cyber-warfare. Japan was in many ways like the
proverbial duck on the lake during Q1 as it appeared
calm and serene on the surface, but was furiously
churning underneath, as foreign investors c