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Market Statistics    

Stocks   Yields (%)      Commodities  

DJIA 10,856  Fed Funds 0-.25  US Tr. 3-Y 1.50  CRB Futures 467 

P/E ratio 16.92  Disc. Rate .75  US Tr. 5-Y 2.42  Gold ($/oz) 1097 

S&P 500 1,169  Libor 1-Mo .25  US Tr. 10-Y 3.68  Silver ($/oz) 16.88 

P/E ratio 22.63  US Tr. 1-Y .41  US Tr. 20-Y 4.43   Crude ($/bbl)* 
 (NYM Light Sweet Crude) 83.76 

Source: Barron’s (Mar. 29), Federal Reserve,  
* Spot prices (Mar. 31) 
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“Only when the tide goes out do you discover 
who’s been swimming naked.” - Warren Buffett 
 
    

O n February 28, Saratoga Research & Invest-
ment Management marked the tenth anni-

versary of its Equity Composite. Our clients’ net 
gain over that period was 106.69%, or 7.53% on 
a compound annualized basis, after fees.  
 
Funny thing is, if I had known from the outset that 
we’d earn 7.5% a year for the decade, I might 
have considered closing up shop in favor of law 
school. And if anyone had forecast that a 7.5% 
annual gain for the first decade of the 21st Cen-
tury would rank SaratogaRIM in the uppermost 
echelon of equity managers nationally, I’d have 
wondered what they were smoking. But that’s ex-
actly what happened. Looking back on the dec-
ade, I’m reminded of the ancient Chinese prov-
erb: “May you live in interesting times” – a phrase 
intended as a curse, not a blessing.    
 
Needless to say, our composite came into being 
in an environment very different than the one we 
encounter today. By the late 1990s, making 
money in the markets had seemed so easy for so 
long that the investor class as a whole was hyp-
notized. Everyone expected to clock 15% gains 
year in, year out, and although it was obvious to 
us from our valuation work that a very different 
type of market environment loomed on the hori-
zon, we stood firmly in the bearish minority. 
Throughout history, investing has always proven 
most treacherous just when it looked the easiest.   
 
Soon after our composite was born, the technol-
ogy bubble burst, ending an eighteen-year secu-
lar bull market that had begun way back when I 
was still studying economics and playing football 
at Santa Clara University. Since that inflection 
point, investors have endured a secular bear 
market featured by two recessions, two wicked 
cyclical bear markets (prolonged market sell-offs 
which took the markets down by more than 20% 
peak-to-trough) and the worst decade-long equity 
slump since the Great Depression. Much to the 
chagrin of anyone expecting 15% gains as their 

birthright, the market returned essentially zilch 
over the decade that ended February 28; the 
Dow Jones Industrial Average, for example, rose 
just 0.19% per year including all dividends, and 
the S&P 500 actually lost a bit. 
 
That history is so grim that Wall Street wants to 
block it from our collective memory. For that mat-
ter, they prefer that investors look no further back 
than March of 2009, when markets bottomed in 
the Crash of ’08 and began a furious rally. Their 
game plan: dazzle people with amazing short-
term returns to distract them from the wealth-
destroying decade they’ve stoically endured – 
suffering the professional investment community 
was largely responsible for in the first place. In 
short, they’re betting on collective amnesia, in-
duced by non-stop talk about how they’ve rebuilt 
portfolios while the market bounced from roughly 
6,500 on the Dow a year ago to above 11,000 
today. Just don’t ask how they’ve done since the 
Dow peaked at 14,297.96 in October ’07, or since 
the Dow first traded with an eleven handle in the 
late 1990s.  
 
We’re happily outside the selective-memory 
mainstream. For starters, we eschew the types of 
toxic stocks that led the fall in ’08 and are stan-
dard-bearers in today’s dash-to-trash rally. In ad-
dition, we didn’t have too much explaining to do 
after the crash a year ago because our composite 
outperformed all benchmarks by a vast margin – 
which means that we didn’t spend 2009 playing 
catch-up by taking on too much risk. But our 
brand of caution does have a price: we tend to 
underperform somewhat in rip-snorting bull mar-
kets because we avoid the over-leveraged, the 
trendy and the unsustainable. In a choice be-
tween safe and speculative, we choose the for-
mer every time.   
 
In the year that ended March 31st, our Equity 
Composite rose 35.5% net of fees. Over the 
same timeframe, the Dow Jones Industrial Aver-
age, the benchmark S&P 500, the Russell 1000 
Value, Russell 1000 Growth and the MSCI World 
Index all did better. They were up 42.68%, 
49.77%, 53.56%, 49.75% and 54.78%, respec-

Letter to Investors 
The Curse of “Interesting Times” 
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tively. Against this backdrop, our performance 
was consistent with what we would expect at this 
point in the economic and market cycles. *The 
SEC requires us to remind you that past perform-
ance is not a guarantee of future returns. (See 
Disclosures.) 
 
Clients who have been with us awhile understand 
that the long-term scorecard is the one that we 
care about most. The trouble with over-analyzing 
performance over brief time-spans is that it leads 
to short-term thinking, and thus feeds perform-
ance derbies in which money managers, who 
know that they are constantly being timed with a 
stopwatch, jockey to outperform one another on a 
monthly or quarterly basis. This can lead to 
speculative frenzies at times when managers, 
fearful of falling behind, pile into whatever is go-
ing up the most at the moment. Ultimately, the 
Greater Fools Theory kicks in.  
 
That theory, you will recall, refers to a market 
rally in which investors willingly overpay for 
stocks on the logic that, so long as prices keep 
going up, an even bigger dupe is sure to come 
along and take the shares off their hands at a 
premium. Embedded in this mindset is an expec-
tation shared by each participant that he or she 
will prove smarter than the herd when timing the 
market’s inevitable downturn. Sadly, such think-
ing has permeated much of the professional in-
vestment class over the last year, encouraging its 
members to plough other people’s money into iffy 
companies based on the pervasive notion that 
businesses hit hardest in the crash would inevita-
bly rally most in a recovery characterized by 
cheap credit and excess liquidity. 
 
To us, sharp downturns are an opportunity to buy 
shares in superior businesses at bargain prices 
even though they won’t likely rocket higher on 
speculative demand. Which is why the 50-yard 
dash isn’t a contest we’d ever join because we 
never (ever) trade to spruce up our short-term 
performance. 
 
In the following essay, we explore the aspect of 
our stock-selection process that limits our in-
vestable universe to companies with what Warren 
Buffett calls Fort Knox-like qualities. These, as 
we will explain, render them likely to survive even 
a deep depression. But before we delve in, we 
have a few brief comments on the U.S. economy. 

Recently, evidence pointing toward a U.S. recov-
ery has dominated the financial press. For in-
stance, last week The Economist published a 14-
page special report on America’s rebalanced 
economy with the cover line “Hope at Last.” To 
be sure, the landscape looks less bleak than it 
did a year ago, yet as the magazine rightly ob-
serves: “American consumption and borrowing 
can no longer be the engine of either America’s 
economy or the world’s.” The hopefulness it iden-
tifies is that people long known for excessive con-
sumption have finally begun saving more, digging 
out of debt and living within their means. In other 
words, the scenario bond giant PIMCO has fore-
cast for a year – a “new normal” of downsized 
expectations – is likely in its pre-dawn hours.  
 
That is good news, though we are concerned that 
the stock market has priced in another kind of 
hope. In recent days, the Dow surpassed the 
11,000 mark with companies of the most dubious 
quality leading the charge. Our own valuation 
work suggests that even at the opposite end of 
the quality spectrum, the year-long rally has left 
fewer great companies in bargain territory.  We 
suspect that one driver of market optimism is the 
flawed belief that the U.S. economy will simply 
pick up where it left off in mid-2007.  
 
As we’ve said before, we’re not of the opinion 
that a V-shaped recovery is upon us, nor are we 
sanguine about what renewed growth might 
bring. With government debt soaring and billions 
of bailout dollars currently parked in banks earn-
ing no interest, the risk of a prolonged inflationary 
surge of the sort last seen in the U.S. in the 
1970s will intensify once the national economic 
engine is again firing on all cylinders. That should 
keep things interesting for some time to come. 
 
 
 
Looking Forward,  
 
 
 
 
Kevin Tanner 
President & Chief Investment Officer 
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P rotecting capital during market down-cycles 
is the toughest test for any investment meth-

odology. There’s little point in earning double-digit 
returns for a string of years if there is a hidden 
risk of catastrophic loss embedded in the portfolio 
that delivers these returns. It is equally danger-
ous to flip-flop between investment styles in a 
never-ending effort to anticipate undulating mar-
kets and changing economic landscapes. One 
painful lesson from the Crash of ’08 is that blind-
ness to downside risk and the absence of specific 
strategies to limit it, renders investors vulnerable 
to wealth destruction of a magnitude they never 
imagined. By one tally, American households 
have, to date, lost a whopping 18% of their 
wealth since 2007, or roughly $12 trillion.  
 
As you know, we view protecting clients against 
the permanent loss of capital as the critical mis-
sion we undertake each time we open a new ac-
count. Lots of folks in our line of work make simi-
lar claims, but all too often their intentions – how-
ever pure – are betrayed by either weak process 
or a lack of discipline when markets turn nasty. 
Our goal in this essay is to explain why we’re dif-
ferent. Every single component of our investment 
process can be viewed as part of a complete sys-
tem of risk control. For the purposes of this es-
say, however, we want to focus on a specific 
block of screens we’ve designed as part of our 
stock-selection process that limits our investable 
universe to companies we deem likely to survive 
a long deep recession, or even depression.  
 
Some background: our quantitative screening 
process includes five separate blocks, each of 
them crafted to defend against various forms of 
risk. The process is cumulative, meaning that a 
company must typically clear all five sets of hur-
dles before we would even consider beginning 
our qualitative analysis. Only when we are satis-
fied that a business has both the quantitative 
AND qualitative attributes we are looking for does 

it make our focus list. From there, it's a matter of 
price relative to underlying intrinsic value.  
 
Starting from a universe of rougly 10,000 compa-
nies, nearly all that trade publicly in the U.S., the 
first block identifies businesses that are finan-
cially sound and don't use more than moderate 
leverage. Keep in mind: this stress test, which 
weeds out business models heavily reliant on 
debt or that have impaired balance sheets, is only 
one component of our overall process. But by de-
sign, we start by seeking to avoid companies 
deemed more likely to collapse in a storm.   
 
It’s amazing to us how many companies that fail 
to get past our first block of screens are com-
monly considered Blue Chips. One example: 
General Electric, which gets nixed due to its debt-
heavy business model. The reason we’re so strin-
gent about this is because a review of history’s 
great financial disasters tells us that, while fraud 
on the scale of Enron or Madoff grabs headlines, 
far more wealth is destroyed by excessive lever-
age – think Lehman Brothers, Long term Capital 
Management and Sharper Image. By avoiding 
excessively leveraged and financially unsound 
businesses, we lower risk in our portfolio dramati-
cally.  
 
How do we know? The chart at the top of the next 
page is Exhibit A. It measures performance of the 
companies with the characteristics our first block 
of screens is designed to identify against the en-
tire market from the peak of the last cyclical bull 
market in the United States (Oct. 9, 2007) to the 
low point reached last March 9th, 2009, a two 
year freefall in which the S&P 500, The Russell 
1000 Value, The Russell 1000 Growth and the 
MSCI World Index all lost more than 50% of their 
value. In this peak-to-trough analysis, financially 
sound businesses that used not more than mod-
erate levels of leverage fell by a far more moder-
ate 16%. 

The Junk Screen 

“The chief losses to investors come from the purchase of low-quality securities at 
times of favorable business conditions.” - Benjamin Graham 
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The notion that highly leveraged, low quality busi-
nesses (junk) should be avoided seems like com-
mon sense if the objective is growth that mini-
mizes the risk of permanent loss of capital. But 
believe it or not, many investment firms get so 
caught up in short term performance contests 
that they routinely expose clients to extreme risk 
– sometimes intentionally. One recent expression 
of this approach comes from Greg Peters, head 
of fixed income and economic research at Mor-
gan Stanley, who summed up his investment ad-
vice for 2010 by saying: “We like the junkiest of 
the junk for next year.”  
 
We borrowed that quote from a couple of smart 
guys we know in Texas, and use it because it 
captures the essence of Wall Street’s speculative 
soul. Our process is built to screen out junk – and 
we’d buy sniffer dogs and hire off-duty airport 
screeners if we thought either would help. Even 
when we anticipate a big junk rally (as we did last 
year – see our Research Note dated November 
24, 2008) we’re not tempted to dabble, because 
history is replete with tragedies rooted in such 
trading strategies.  
 
We invest solely in financially-sound businesses 
that do not use more than moderate levels of lev-
erage. In fact, most of our companies use little or 
none of it. This junk-free diet makes our portfolios 

far healthier than average, and not just in terms 
of volatility. We think that the graph above actu-
ally understates our portfolio’s historic safety rela-
tive to the market. 
 
The reason: we define risk differently than most 
of Wall Street, which relies too heavily on histori-
cally derived statistical measures like standard 
deviation and beta. Both concepts are important 
at the portfolio level, to be sure, but we prefer to 
view risk as the probability of permanent loss of 
capital at the company level. We can live with 
temporary drops our stocks might suffer in a 
crash, but what we don’t want are excessively 
leveraged companies that could fail in a credit 
crunch. That's the game-over scenario, and we 
want none of it.  
 
Furthermore, we don't think avoiding financially 
unsound or excessively leveraged businesses 
costs us too much on the upside. To illustrate, the 
Trough-to-Peak graph at the top of the next page 
depicts how financially-sound businesses with not 
more than moderate levels of leverage yielded 
respectable performance on the upside during 
the period measured.  

Exhibit A - Peak-to-Trough (October 9, 2007 - March 9, 2009) 

Source: Palantir Finance & Thomson Reuters Note: Backtesting results do not guarantee future performance 

“There are two times in a man’s life when 
he should not speculate – when can’t afford 
it and when he can.” - Mark Twain 
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Our junk-aversion does have a cost, however. By 
avoiding heavily-leveraged businesses, we ac-
cept that we will underperform from time to time. 
Our composite historically has done so during 
specific periods in the market cycle, particularly at 
the beginnings and ends of cyclical bull runs. But 
over the long term, and certainly in aggregate 
over the last market cycle, we believe that our 
aversion to junk has created massive alpha 
(outperformance) for our clients relative to any 
benchmark out there.  

The chart below shows that from the trough of the 
last cycle back in October 2002 through to the 
trough in March of 2009, financially sound com-
panies that used not more than moderate levels 
of leverage outperformed significantly during peri-
ods when the market declined, which more than 
offset their slight underperformance during the 
speculative rallies.  
 
While there is no guarantee that patterns ob-
served in the last market cycle will repeat with 

Exhibit B - Trough-to-Peak (October 9, 2002 - October 9, 2007) 

Source: Palantir Finance & Thomson Reuters Note: Backtesting results do not guarantee future performance 

Exhibit C - Trough-to-Trough (October 9, 2002 - March 9, 2009) 

Source: Palantir Finance & Thomson Reuters Note: Backtesting results do not guarantee future performance 
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exactitude in the future, history’s broad brush has 
a way of painting similar pictures. One concern of 
ours that has generated headlines of late is the 
still-fragile financial system. Banks continue to fail 
at an alarming rate, many still carry a death-brew 
of toxic assets on their books and much of it still 
hasn’t been properly marked down. We’ve also 
seen, thanks to some yeoman reporting in the 
Wall Street Journal, that our nation’s biggest 
banks have been up to their old tricks and hiding 
leverage by paying down debt right before the 
end of each quarter and then putting debt right 
back onto their books as the next quarter begins.  
 
That stinks of pre-Lehman shenanigans, and it’s 
not the only practice that doesn’t pass the sniff 
test. New civil claims against the bell-weather 
Wall Street bank Goldman Sachs allege that they 

created, then sold, billions in toxic assets in 2007 
that were actually designed (with the help of an 
outside consulting firm) to fail. It should come as 
no surprise that these products, after dutifully fal-
ling in value, were among the assets our govern-
ment purchased last year to help Goldman and 
its ilk from collapsing in the crisis. Right or wrong, 
if the government is serious about pursuing mal-
feasance embedded in the risk trade, the damage 
could spread beyond Goldman and put some fear 
back into our biggest U.S. financial institutions.  
 
Suffice it to say, we think the “junkiest of the junk" 
stocks have once again become un-tethered from 
reality and soared into bubble territory. And be-
cause we don’t own them, we sleep well at night. 

              ■ 

 
“As the table illustrates, perseverance at even relatively modest rates of return is of the 
utmost importance in compounding your net worth. A corollary to the importance of 
compounding is that it is very difficult to recover from even one large loss, which could 
literally destroy all at once the beneficial effects of many years of investment success. In 
other words, an investor is more likely to do well by achieving consistently good returns with 
limited downside risk than by achieving volatile and sometimes even spectacular gains but 
with considerable risk of principal. An investor who earns 16 percent annual returns over a 
decade, for example, will, perhaps surprisingly, end up with more money than an investor 
who earns 20 percent a year for nine years and then loses 15 percent the tenth year.”  
 
       - Seth A. Klarman (Margin of Safety) 

Rate 5 years 10 years 20 years 30 years 

6% $1,338 $1,791 $3,207 $5,743 
8% $1,469 $2,159 $4,661 $10,063 
10% $1,611 $2,594 $6,727 $17,449 
12% $1,762 $3,106 $9,646 $29,960 
16% $2,100 $4,411 $19,461 $85,850 
20% $2,488 $6,192 $38,338 $237,376 

Compound Value of $1,000 Invested at Different Rates of Return and for Varying Durations 



Saratoga Research & Investment Management, Inc.
PERFORMANCE HISTORY

NET OF FEES
SRIM Managed Equity Composite

From 03-31-09 to 03-31-10
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Time Period SRIM 
Equity 

Composite

Dow 
Jones

S&P 500 
Total 

Return
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Index
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World

SRIM 
Equity 

Composite

Dow 
Jones

S&P 500 
Total 

Return

Russell 
1000 
Value
Index

Russell
1000 

Growth 
Index

MSCI
World

03-31-09 100.00 100.00 100.00 100.00 100.00 100.00
03-31-09 to 04-30-09 6.75 7.35 9.57 10.72 9.60 12.98 106.75 107.35 109.57 110.72 109.60 112.98
04-30-09 to 05-31-09 3.52 4.07 5.59 6.18 4.96 9.06 110.50 111.72 115.70 117.57 115.03 123.22
05-31-09 to 06-30-09 -0.28 -0.63 0.20 -0.74 1.12 -0.45 110.19 111.01 115.93 116.70 116.32 122.66
06-30-09 to 07-31-09 3.93 8.58 7.56 8.19 7.10 8.47 114.52 120.54 124.70 126.25 124.58 133.05
07-31-09 to 08-31-09 1.86 3.54 3.61 5.23 2.07 4.13 116.65 124.80 129.20 132.85 127.17 138.54
08-31-09 to 09-30-09 3.95 2.27 3.73 3.86 4.25 3.99 121.26 127.64 134.02 137.99 132.58 144.06
09-30-09 to 10-31-09 0.02 0.00 -1.86 -3.06 -1.35 -1.78 121.29 127.65 131.53 133.76 130.78 141.50
10-31-09 to 11-30-09 6.38 6.51 6.00 5.64 6.14 4.09 129.02 135.96 139.42 141.30 138.81 147.28
11-30-09 to 12-31-09 0.80 0.80 1.93 1.77 3.09 1.80 130.06 137.05 142.11 143.80 143.10 149.93
12-31-09 to 01-31-10 -2.44 -3.46 -3.60 -2.81 -4.36 -4.13 126.89 132.31 137.00 139.76 136.86 143.73
01-31-10 to 02-28-10 2.73 2.56 3.10 3.16 3.44 1.41 130.35 135.70 141.25 144.17 141.56 145.76
02-28-10 to 03-31-10 3.95 5.15 6.03 6.51 5.78 6.19 135.50 142.68 149.77 153.56 149.75 154.78

Trailing 12 Months
03-31-09 to 03-31-10 35.50 42.68 49.77 53.56 49.75 54.78
Annualized 35.50 42.68 49.77 53.56 49.75 54.78

Last 3 Years
03-31-07 to 03-31-10 27.13 -12.12 -11.98 -20.42 -2.33 -15.36
Annualized 8.33 -4.22 -4.17 -7.33 -0.78 -5.41

Last 5 Years
03-31-05 to 03-31-10 57.54 3.36 9.97 5.35 18.31 15.32
Annualized 9.52 0.66 1.92 1.05 3.42 2.89

Last 7 Years
03-31-03 to 03-31-10 91.37 35.84 58.54 67.89 58.20 83.42
Annualized 9.72 4.47 6.80 7.68 6.77 9.05

Last 10 Years
03-31-00 to 03-31-10 96.62 -0.60 -6.35 35.68 -34.96 -0.28
Annualized 6.99 -0.06 -0.65 3.10 -4.21 -0.03

Inception to Date
02-29-00 to 03-31-10 114.85 7.19 2.81 52.23 -30.30 6.61
Annualized 7.88 0.69 0.28 4.25 -3.52 0.64

Past performance is not a guarantee of future results.

The above summary/prices/quotes/statistics contained herein
have been obtained from sources believed reliable but are not
necessarily complete and cannot be guaranteed.
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The opinions herein are those of Saratoga Re-
search & Investment Management  
(“SaratogaRIM”).  This report is not intended to 
convey investment advice or legal, tax, or finan-
cial advice.  If you wish to become a client of 
SaratogaRIM, you will be required to sign an In-
vestment Advisory Agreement that exclusively 
governs the relationship between you and Sara-
togaRIM. 

The contents of this report are only a portion of 
the original material and research and should not 
be relied upon in making investment decisions. 
Under no circumstance is this an offer to sell or a 
solicitation to buy securities.  All data, information 
and opinions are subject to change without no-
tice.

All contents and research in this report have 
been obtained from sources believed to be reli-
able, but accuracy and completeness cannot be 
guaranteed. Past performance is no guarantee of 
future results.  However, SaratogaRIM believes 
that the significance of long-term performance 
can sometimes be underappreciated. Sarato-
gaRIM agrees never to disclose any financial in-
formation with regard to any aspect of your port-
folios or private personal finances without your 
permission, unless required to do so under the 
law.

If you ever obtain "inside information" of any type, 
pertaining to any security whether you own it or 
not, keep it to yourself. We do not want to know.  

This report or others on our website may contain 
quotes, statistics or other financial information, 
which has been obtained from sources, and is 
believed reliable but is not necessarily complete 
and cannot be guaranteed.  Prices and other 
quotations were as of the date of this report (or 
as close as possible) and as such do not repre-
sent either an offer to purchase or sell; they are 
presented purely for informational purposes.  Our 
calculations are believed to be accurate but are 
not externally audited or guaranteed.  We do not 
assume any liability or responsibility for its accu-
racy or completeness.  

Any statements non-factual in nature constitute 
only current opinions, which are subject to 
change without written or verbal notice.  Officers 
of the SaratogaRIM or any organization, which 
they are affiliated with, may have positions in se-
curities or commodities referred to herein, and 
may, as agent or principal, buy and sell such se-
curities or commodities.  Opinions based on tech-
nical factors are primarily suited for the trader.  
Opinions and statements of a fundamental na-
ture, however, are geared for the long-term in-
vestor.  Therefore, there will often be instances 
when these opinions will be in conflict.  Sarato-
gaRIM is not a tax advisor and therefore as-
sumes no liability for any tax research.  Any infor-
mation that is furnished to you should be thor-
oughly examined by a professional tax adviser.   

Valuation work has been made using present val-
ues of estimated future net cash flows, which is 
in no way intended to guarantee present or future 
value or to imply certain future returns.  A severe 
correction could significantly impact market 
prices of securities mentioned herein.  Past per-
formance is not a guarantee of future perform-
ance.  In fact, no guarantee of any type can ever 
be made, implied, or intended with regard to fu-
ture performance by any professional money 
management organization.   

SaratogaRIM’s privacy policy and most recent 
form ADV are available on our website, 
SaratogaRIM.com.

If you have any questions or would like a written 
copy of our form ADV sent to you, please feel 
free to contact Kevin Tanner at our physical ad-
dress and contact details listed below: 

Kevin Tanner 
Saratoga Research & Investment Management 
14471 Big Basin Way, Suite E 
Saratoga, CA 95070      

E-mail: kevin@saratogarim.com 
Tel: (408) 741-2333        
Fax: (408) 741-1032 

Disclosures 



EST. 1995
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