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Market Statistics 

Stocks Yields (%) Commodities 

DJIA 16,576  Fed Funds 0-.25 US Tr. 3-Y 0.76 CRB Futures 508 

P/E ratio 15.01 Disc. Rate .75 US Tr. 5-Y 1.71 Gold ($/oz) 1202 

S&P 500 1848 Libor 1-Mo .17 US Tr. 10-Y 2.97 Silver ($/oz) 19.37 

P/E ratio 16.58 US Tr. 1-Y 0.12 US Tr. 30-Y 3.90  Crude ($/bbl)* 
(NYM Light Sweet Crude)

98.42 

Source: FactSet (Dec. 31), Federal Reserve,  
* Spot prices (Dec. 31)
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F rom beginning to end in 2013, the stock mar-
ket climbed higher and eventually surpassed 

the former altitude record set in October of 2007. 
Yet as of this writing the summit is still obscured 
in fog. The ascent occurred despite obstacles 
and challenges that included the fiscal cliff, a 
bank crisis in Cyprus, the Syrian civil war and a 
sluggish global economy. Even Washington’s po-
litical gridlock, one actual government shutdown 
and the threatened default by the United States 
on its sovereign debt posed no hindrance to the 
upward stampede of market bulls. One driver, of 
course, was the flood of liquidity being piped into 
the financial system by our own central bank, the 
Federal Reserve. As good a year as it was for 
large-cap stocks, the smaller and riskier ones did 
even better. 
 
The year that ended on December 31st was one 
of SaratogaRIM’s best ever in terms of absolute 
performance. Net of fees our Equity Composite 
was up 20.98%. Over the same period, the S&P 
500 (Total Return) was 32.39%, the Russell 1000 
Growth gained 33.48%, the Russell 1000 Value 
returned 32.53%, and the market capitalized 
MSCI World Index was up 26.68%. Our perfor-
mance 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 
performance is not a guarantee of future returns. 
(See Disclosures.) 
 
Casting a cloud over the 2013 rally party is an 
uncomfortable truth, which is that the vast majori-
ty of the last year’s market gains came not from 
improving fundamentals (actual earnings growth) 
but via multiple expansions. Despite mediocre 
earnings growth in the mid-single digit range 
(consistent with 6% average earnings growth 
over the past 25 years) the price to trailing earn-
ings (P/E) ratio on the S&P 500 increased from 
13.45 at the end of 2012 to 16.58 for the year ac-
cording to FactSet. Once again, actual perfor-
mance came in far below the seemingly perpetual 
10-12% growth rates analysts always seem to 
predict as each new year dawns. So, despite 
earnings growth far short of expectations, the 
same dollar of earnings which cost $13.45 at the 
end of 2012 now costs $16.58 – which is the 

same as saying that each dollar of earnings gen-
erated by the S&P 500 now costs 23.27% more 
than it did at the end of 2012. But there’s no infla-
tion, right?  
 
Amazingly (to us), this earnings price inflation 
was dramatically larger for small cap-stocks. The 
S&P 600 (Small Cap Index) which already traded 
at 16.63 times trailing earnings at the end of 2012 
finished 2013 with a trailing P/E of 21.62. Each 
dollar of earnings generated by small-caps costs 
30.01% more at the end of 2013 than it did at the 
beginning. Any way we slice it, the earnings 
growth for companies of any cap were dwarfed 
by their soaring share prices. Clearly, the stock 
rally reflects mainly multiple expansion and not 
earnings growth. Higher P/E multiples literally 
mean that every dollar of earnings is more expen-
sive and conversely that the earnings yield (E/P) 
is lower.   
 
From a long-term investor’s perspective, the cur-
rent valuation environment is more conducive to 
selling than it is to buying. Bargains are harder to 
come by; while today’s pickings aren’t yet quite 
as slim as they were back when the market 
peaked in 2007, a growing number of companies 
on our focus list are now priced either at or above 
our estimate of their intrinsic values, and others 
are approaching those levels rapidly. To justify 
the recent multiple expansion, the denominator of 
the P/E ratio - the E- must eventually catch up 
with the numerator P. This could happen in one 
of two ways. Either GNP growth could accelerate, 
increasing sales and gross profits, or profit mar-
gins themselves would have to rise. If neither 
happens, from current levels P will probably fall in 
a market correction – which, based on shaky eco-
nomic fundamentals, is how we believe today’s 
rally seems destined to end.  
 
Many of the data points are sobering. In the Unit-
ed States, Real Median Household Income has 
declined every year since the economy peaked in 
2007 for a cumulative fall of roughly a tenth (see 
Fig. A on page 3). Meanwhile, the U.S. economy 
has limped along at a two to three percent GDP 
growth rate. With consumption accounting for 
roughly 70% of our economic activity, we deem it 

Annual Letter to Investors 
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unlikely that any meaningful pickup in overall eco-
nomic growth can occur until average Americans 
start pocketing bigger paychecks. Muted con-
sumption coupled with dysfunction in Washington 
leads us to believe we won’t see a significant in-
crease in the pace of economic activity anytime 
soon. In fact, a recent surge in inventories could 
become a negative catalyst in coming quarters. 
 
Profits as a percentage of GDP already stand at 
extraordinarily high levels – roughly two standard 
deviations above their historical average. Given 
that profit margins in aggregate have historically 
tended to be mean reverting, we don’t see any 
probable scenario in which profit margins would 
improve significantly from today’s lofty levels. In 
fact, GMO’s Jeremy Grantham believes that in 
aggregate profit margins will decline over the next 
seven years toward their historic average. Should 
that occur, the headwind against earnings growth 
would be powerful. There are other signs that 
stocks (and virtually all other asset classes as 
well) are currently too pricey.  
 
For stocks, our preferred “expensiveness” metric 
is Nobel laureate Robert Shiller’s Cyclically Ad-
justed Price to Earnings ratio (CAPE), which nor-
malizes earnings volatility over the business cy-
cle. At the market level, we think this metric espe-
cially pertinent today because it may also mini-
mize earnings distortions stemming from ultra-
loose monetary policy. The CAPE ratio on the 
S&P 500 recently topped 25, which is more than 
50% above its historical average. That level has 
generally not been seen except around major 
market peaks.  
 
As in 2007, we again face a world in which most 
assets are expensive and risk mispriced as a re-
sult of years of ultra-loose monetary policy. Since 
2008 the Fed has imposed a zero interest rate 
policy (ZIRP) that sets the federal funds rate and 
short-term rates in general at essentially nothing. 
On top of that, in September 2012 the Fed initiat-
ed an experimental stimulus program known as 
QE3, purchasing $85 billion per month worth of 
treasuries and mortgage-backed securities. We 
believe these Fed policies have artificially re-
duced short and long-term interest rates, lowered 
cost of capital, enhanced accessibility to capital 
markets and distorted market prices of risk as-
sets. 

At his final meeting as Chairman, Ben Bernanke 
announced that the Fed would begin winding 
down (tapering) QE3 in January of 2014. The first 
step will be a reduction of $10 billion – down to a 
rate of $75 billion per month. Janet Yellen, his 
successor, will oversee the continuation of the 
tapering process. Given the seven actionable 
FOMC meetings scheduled for 2014, it seems 
likely that the Fed will pump an additional $460 to 
$600 billion into the financial markets in 2014. 
 
It’s worth pointing out who benefits from this. 
Aside from the owners of financial assets which 
have been bid up along the way, Fed policy ac-
tions since 2008 have been a boon for lower 
quality, highly-leveraged companies. Record low 
interest rates allow even the junkiest among them 
to borrow at rates historically reserved for govern-
ments and the most creditworthy blue chips. 
Credit spreads and multiple expansion viewed 
across different market segments support this 
view. As referenced above, the folks at GMO be-
lieve the S&P 500 is now priced to deliver slightly 
negative real returns over the next seven years. 
Yet in their view small-caps and lower quality 
companies – the junkiest segments of the market 
– are priced to deliver even bigger losses be-
cause they’ve rallied highest fueled by cheap 
money. GMO also sees high quality blue chips to 
be the most attractive (or perhaps just least ex-
pensive) segment of the U.S. equity market today 
and forecasts that in aggregate they are priced 
for modest positive returns. We aim to best even 
that.  
 
To better understand the pricing dichotomy, con-
sider how little our portfolio benefits from current 
Fed policy. We invest only in companies we be-
lieve to be financially sound; they use no more 
than moderate levels of leverage, have non-
capital intensive business models, generate high 
quality owner earnings and persistently attain 
above-average levels of profitability. To such 
companies – none of which needs taxpayer-
financed liquidity served up on a platter – QE and 
ZIRP represent a headwind rather than a tailwind 
and not just because they support companies 
competing against the ones we own. Historically, 
our companies generate healthy streams of free 
cash flow and usually hold significant amounts of 
cash on the balance sheet. Although some take 
on debt for the occasional share buyback or ac-
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quisition, they haven’t abused the opportunity. 
We wouldn’t own them if they did.  

The majority of businesses that we own use little 
or no leverage. In contrast, lower quality compa-
nies have been accumulating debt like there’s no 
tomorrow. Many companies wouldn’t survive 
without today’s low interest rates, and others lev-
erage themselves up to boost returns-on-equity. 
Kevin likes to say, “Leverage is a double-edged 
sword. It’s great when times are good. But it can 
kill you when times are bad.” At least for now, 
times are good on Wall Street. But nothing lasts 
forever. Janet Yellen, facing the Senate Banking 
Committee in November, assured us, “This pro-
gram (QE) can’t continue indefinitely.” And it 
won’t, evidenced by the recently announced re-
duction in asset purchases. We expect that the 
very same highly-leveraged businesses that have 
benefitted the most from QE will be the ones im-
pacted most severely by its withdrawal.   

We have no clue how long the taper process will 
take to play out. Although the Fed keeps moving 
the goal posts in regards to employment and in-

flation targets, we’ll remain focused on doing 
what we always have. We’ll continue to be pa-
tient. We’ll continue to avoid the types of heavily-
leveraged and capital intensive businesses most 
susceptible to the ravages of extreme deflation-
ary and inflationary economic environments. Fi-
nally, we’ll continue to focus on investing in 
healthy, reasonably-priced businesses that have 
sustainable competitive advantages. 

It takes discipline to watch others climb a risky 
market to new highs. But today, those who suc-
cumb to the euphoria and join in are assuming 
the very real risk that they’re overpaying and may 
soon see their portfolios tumble into an abyss.    

Respectfully,

Adam Sato 
Qualitative Analyst 

Fig. A: Real Median Household Income in U.S. 

Source: U.S. Department of Commerce: Census Bureau 

$50,000

$51,000

$52,000

$53,000

$54,000

$55,000

$56,000

$57,000

20
00

20
01

20
02

20
03

20
04

20
05

20
06

20
07

20
08

20
09

20
10

20
11

20
12



Saratoga Research & Investment Management   2013 Annual Report -  4 

  

I n 1996, author Jon Krakauer summited Mount 
Everest to chronicle a mountaineering industry 

vying to guide clients to the Roof of the World. In 
May of that year he reached the peak “at a terri-
ble cost,” he wrote in his bestselling memoir, Into 
Thin Air.  “Among my five teammates who 
reached the top, four … perished in a rogue 
storm that blew in without warning… By the time 
I’d descended to Base Camp nine climbers from 
four expeditions were dead, and three more lives 
would be lost before the month was out.” His ac-
count of the tragedy portrayed veteran Himalayan 
guide outfits that had grown complacent about 
risk, clients who were ill-prepared for survival in 
the low-oxygen “death zone” above 25,000 feet 
and the force that drew them together: Everest’s 
intoxicating lure.  
 
To us, the parallels between Krakauer’s narrative 
and today’s vertiginous stock market are striking. 
For investors and mountaineers alike, success – 
even survival – depends on recognizing that dan-
gers tend to multiply near high peaks, where thin 
atmospheres translate into muddled thinking and 
blurred judgment. In markets, as on mountains, 
the contagious impulse is to push ever higher and 
attain the summit even when safety dictates oth-
erwise. As one Everest guide told Krakauer: 
“With enough determination, any bloody idiot can 
get up this hill. The trick is to get back down 
alive.”  
 
Markets examined over short timeframes send 
misleading signals, particularly when indexes are 
soaring and stock market participants are in thrall 
with the climb. Such circumstances feed the in-
vestment herd’s inherent bias to join what value 
investor Seth Klarman calls “the quarterly perfor-
mance derby” by celebrating each uptick absent 
of relevant context. In our experience, returns 
measured over periods as short as one, three or 
even five years can be inadequate to support a 
truly informed judgment on one’s investment 
strategy and risk exposure. Thus, we tend to 
think in market cycles, measured either peak-to-
peak or trough-to-trough, as the yardstick we 
deem most appropriate for measuring the perfor-
mance of investment approaches like ours. We 

also understand that key secular variables – think 
deflation vs. inflation – can shift from one full mar-
ket cycle to the next, meaning that the truest un-
derstanding of performance and risk attributes 
requires study over multiple cycles. So we view 
our mission not as a dash up a dangerous preci-
pice, but rather to successfully guide a long jour-
ney over uncharted mountains.  
 
Fixation on short-term performance is misleading 
for several reasons. First, investment perfor-
mance by itself tells you nothing about the risks 
taken to generate that performance. Typical “risk-
on” stocks, for example, get adrenaline-like 
boosts when money is cheap and borrowing 
easy, but crash when liquidity evaporates and 
market sentiment pivots. Second, most 
timeframes used to measure a portfolio’s perfor-
mance – like a brokerage firm’s annual state-
ments sent to clients – are based on the lunar 
cycles and the Earth’s orbit of  the Sun, neither of 
which correlate to market or economic cycles. As 
a result, they say very little about how publicly-
traded companies navigate various economic 
conditions or the greed-fear pendulum of the 
stock market. To us, the intrinsic value and sus-
tainable competitive advantages of a business 
(enabling it to traverse tough terrain better than 
its peers) matter a whole lot more than how Mr. 
Market prices its shares at any given moment.  
 
Third, differing investment approaches can deliv-
er wildly varying results during various market 
climates. Approaches that attempt (in vain, we 
think) to consistently best a benchmark (a market 
index, say) on a quarterly or annual basis regard-
less of economic or market conditions feed the 
performance derby mentioned above. Aggressive 
strategies can deliver dizzying gains when the 
bulls are running but suffer heart-stopping drops 
when markets decline. During sustained advanc-
es, the only way to see these strategies for what 
they are is to look back far enough to observe 
how they performed during the other side of the 
cycle.   
 
Our approach is, we believe, inherently cautious. 
We usually forego some of the gains in big mar-

Into Thin Air - Evaluating Performance over Market Cycles 
By Kevin Tanner, George Wehrfritz and Mark McClenahan 
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ket rallies because the kinds of businesses we 
invest in are not typical “risk-on” stocks that tend 
to lead the charge to market peaks. Nor have 
they historically been the ones to disappear into 
ravines when the economy or market sours. Our 
foundational objectives are to minimize risks of 
permanent loss of capital, protect purchasing 
power and outperform the market over whole 
market cycles measured either peak-to-peak or 
trough-to-trough.  
 
What follows is a study of how our composite has 
performed since its inception back on February 
29, 2000.  That timeframe encompasses more 
than two market cycles and illustrates how we 
have significantly outperformed the market over 
that period.  
 
Old Lessons 

By chance, our composite came into existence 
just before a major market peak, and since then 
we have managed it through two complete mar-
ket cycles and two ongoing cycles. The first peak-
to-peak cycle ran from March 2000 to October 
2007, or about seven and a half years. The sec-
ond ran trough-to-trough following the dotcom 
bust in 2002 until March 2009 when the markets 
bottomed during the financial crisis, for a duration 
of about seven years. A third cycle to be meas-
ured peak-to-peak began in October 2007 and 
could be nearing its culmination in today’s ongo-
ing market rally; to date this cycle has run for 
more than six years. The newest began with the 
March of 2009 market trough. To define our 
terms, a market cycle must contain one cyclical 
bull market and one cyclical bear market – with 
cyclical bulls (up) and bears (down) defined as 
moves of 20% or more on a closing basis. 
 
In both of the completed market cycles, the cycli-
cal bulls lasted about five years from trough-to-
peak and were characterized by long advances 
fueled by the Federal Reserve’s loose monetary 
policy. Ultimately, both cycles peaked with valua-
tions tagged (often, in retrospect) with adjectives 
like “frothy,” “exuberant” or even “crazy.” Let’s call 
both peaks bubbles. What followed were vicious 
cyclical bear markets which both lasted roughly 
two years from peak-to-trough. These descents 
were steeper and more treacherous than the pre-
ceding rallies and caught many investors off 
guard. “A pin lies in wait for every bubble,” opined 

Warren Buffett in 2000. “And when the two even-
tually meet, a wave of investors learn some very 
old lessons.”  
 
It is human nature to want to win. We are all com-
petitive, survival of the fittest and all that.  When it 
comes to investing this is especially so – and the 
phenomenon is particularly dangerous for invest-
ment professionals not cognizant that one’s com-
petitive zeal can be blinding. Consequently, in-
vestors tend to exist in a perpetual state of perfor-
mance anxiety. Many are forever bombarding 
themselves with the same question: “Am I win-
ning or losing?” As they should. Yet unless the 
question is amended to specify a suitable 
timeframe and risk parameters for a performance 
measure to be significant, the risk is that they’ll 
act – either consciously or subconsciously – to 
alter performance by changing their behavior 
based on what happened last week, last month or 
last year. As on mountains, the risks compound 
at high altitudes.  
 
The scope of the timeframe determines the ab-
surdity of this exercise.  Many of today’s investors 
have been indoctrinated to look at performance 
from month to month, one brokerage statement to 
the next. That also gives them performance for 
the most recent quarter and year-to-date. Of 
course, periods of one, three, five, seven or ten 
years, as well as “since inception,” are also ac-
cessible with a few clicks of a mouse. Yet profes-
sional investors often hear (in their own heads, if 
not in phone calls with clients) some permutation 
of the question: “What have you done for me late-
ly?” Too often, those who prudently underperform 
in the run-ups to major peaks get the booby prize. 
Short-termism can drive investors to make tacti-
cal mistakes at precisely the wrong moment in 
the market cycle.     
 
One source of bias is known as the Representa-
tiveness Heuristic. Put simply, this is an analytical 
shortcut in which an investor assumes that the 
recent performance achieved by a stock or group 
of stocks will persist into the future. If these 
stocks have risen sharply for several years run-
ning, the natural (albeit mistaken) assumption is 
that they’re likely to maintain that trajectory. Mr. 
Market always assumes that tomorrow will look 
just like yesterday. Sometimes this kind of think-
ing can trigger a herd-like movement where in-
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vestors forget that markets don’t only move in 
one direction.  
 
At some point, investors with this bias become 
too risk tolerant and push stock prices so high 
that they are no longer adequately compensated 
for risk – exposing them to severe loss when Mr. 
Market comes to his senses. The heuristic also 
exists on the downside; at the later stages of 
deep slumps many investors intuit that stocks will 
keep falling and miss the chance to invest when 
they are attractively priced. Think of it like being 
on Noah’s Ark and assuming on the 40th day that 
the rain would keep falling forever. 
 
Examples of this bias and its costs abound. Any 
investor focused solely on track records shorter 
than five years would have loaded up on technol-
ogy and dotcom stocks in 1999 and been blown 
up when the market turned in 2000. Likewise, in-
vestors who gravitated to the top performing in-
vestment approaches ahead of the 2007 market 
peak would have had heavy exposure to Wall 
Street’s darlings of the moment, the heavily lever-
aged financials that fed the housing sector until it 
burst. In both cases, investors who avoided the 
Representativeness Heuristic saw their portfolios 
lag during the ‘melt ups’ but significantly outper-
form when the market eventually tanked. Today’s 
darlings are mostly small and highly levered com-
panies from the low quality end of the investment 
spectrum; they have led the market’s ascent in 
recent years. Yet even a review of their five-year 
track records says little about them because the 
timeframe is too short to reveal both sides of the 
risk pendulum.  
 
Going into 2014, the disastrous 4th quarter of 
2008 rolled off the five year performance histories 
of all money managers and was replaced by the 
universally rosy returns from the 4th quarter of 
2013. That boosts everybody’s trailing five-year 
numbers, but they no longer reflect a two sided 
evaluation period because the stock market has 
been going up for almost the entirety of that peri-
od. Given that the market has marched ever high-
er over the past five years, scrutiny of track rec-
ords spanning only that period no longer incorpo-
rate defensive characteristics in the analysis.  
 
Key Yardsticks 

We invest in companies with attributes we believe 

will render them survivors in future economic or 
market shocks nobody can imagine fully or pre-
dict with precision. Historically, such businesses 
rarely become stock market standouts in long cy-
clical bull markets, but also rarely add to the body 
count when markets crash. So long as that re-
mains true, a portfolio comprised of such compa-
nies would lag in manic rallies but fall much less 
forcefully during cyclical bears. In market par-
lance, their upside and downside capture ratios – 
meaning the percentage of market movement 
both up and down they experience on average – 
would be asymmetrical with lower up-side cap-
ture, but much less down-side capture. 
 
Historically, our portfolios have outperformed the 
S&P 500 over the long-term while enjoying re-
markably little volatility. These attributes manifest 
themselves in our Sharpe Ratio, a widely-used 
measure of risk-adjusted performance.  Since in-
ception, SaratogaRIM’s Sharpe Ratio is 0.74, 
which ranks us in the top one percent of all 1,268 
managers in our peer group within Morningstar’s 
database and number nine overall.  For some ad-
ditional perspective, according to a recent Nation-
al Bureau of Economic Research (NBER) study, 
Warren Buffett’s long-term Sharpe Ratio is 0.76, 
which bests every comparable mutual fund; the 
median Sharpe Ratio of the 196 equity mutual 
funds in business over Buffett’s tenure is only 
0.39. 
 
The impact of our asymmetry to the market can 
be tracked over time. Figure 1 compares our 
composite’s performance with that of the S&P 
500 from February 29th, 2000 to October 31st, 
2007, which are the closest month ends to actual 
peaks in the market and thus allow us to make an 
approximate peak-to-peak performance compari-
son. Note: because this graphic starts at a peak 
and immediately begins with a cyclical bear mar-
ket, our portfolio (designed as it was to outper-
form in bear markets) rapidly built a big lead as 
the market tumbled. Also note that our lead held 
throughout the peak-to-peak period. By the time 
the cycle ended the SaratogaRIM composite had 
slightly more than doubled (+100.19%) versus a 
gain of 28.68% for the S&P 500. 
 
Figure 2 illustrates the trough-to-trough compari-
son from September 30th, 2002 (the depths after 
the dotcom bust) through February 28th, 2009, 
the closest month ends to the actual troughs. 
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Fig. 2: Trough to Trough - SaratogaRIM vs. S&P 500 (9/30/02 -  2/28/09) 

Source: SaratogaRIM. Performance is gross of fees. Past performance does not guarantee future results. 

Fig. 3: Peak to Current - SaratogaRIM vs. S&P 500 (10/31/07 - 12/31/13) 

Source: SaratogaRIM. Performance is gross of fees. Past performance does not guarantee future results. 

Fig. 1: Peak to Peak - SaratogaRIM vs. S&P 500 (2/29/00 -  10/31/07) 

Source: SaratogaRIM. Performance is gross of fees. Past performance does not guarantee future results. 
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From the lows in 2002 all the way through the cy-
clical bull market that peaked in 2007 we lagged 
the market – as expected during bull phases – 
but fell far less than the market during the brutal 
cyclical bear market that accompanied the finan-
cial crisis. By the end of that complete market cy-
cle we were up 41.75% while the S&P 500 had 
given up virtually all of its gains made in the pre-
ceding bull market and finished up only 2.19%. 
All of these numbers include dividends. 
 
Figure 3 (see previous page) depicts the current 
cycle starting from the peak in October of 2007, 
falling to a trough in 2009 and now surging to-
ward another peak – the height and distance of 
which are obscured by clouds. As with the last 
peak-to-peak cycle (2000 to 2007) it too starts 
with us taking an early lead over the market dur-
ing the bear phase then holding it throughout the 
subsequent rally. Since the October 2007 peak 
our composite has outperformed by rising 
74.28% vs. 36.80% for the S&P 500. The SEC 
requires that we mention that past performance is 
no guarantee of future returns. The newest cycle, 
which started at the trough in March of 2009, is 
too nascent to be analyzed with precision, though 
thus far our performance attributes have been 
consistent with what we would have expected.   
 
Future Test 

Our investment process was built to stand the 
test of time. Successful implementation requires 
us to be prepared for the whole gamut of market 
and economic conditions we are statistically likely 
to experience in our lifetimes, such as infla-
tion.  Although disinflation with bouts of deflation 
have defined the economic environment over the 
last several decades we know that could change, 
regardless of what the Representativeness Heu-
ristic keeps whispering in our ear. Anyone alive in 
the 1970s knows what inflation can do in even 
moderate doses (Weimar Germany and Zimba-
bwe offer extreme examples). Yet the timeframes 
most people use to evaluate managers are all far 
too short to pass judgment on how he might per-
form during an inflationary environment.     
 
Consequently you have an entire generation of 
money managers, including ourselves, that have 
never managed money during an inflationary en-
vironment. This is important because many man-
agers’ playbooks won’t work when inflation actu-

ally does occur someday. We’ve always known 
that if we invested long enough, sooner or later 
we’d run into a sustained and pronounced bout of 
inflation, and we built our defenses accordingly. 
Not that we look forward to inflation, but we truly 
believe that our aversion to capital intensive busi-
nesses will someday be a significant performance 
driver in an inflationary context. Nowhere in our 
performance record will you see the benefits of 
this component of our investment process. We 
think someday you will.  
 
The point is, we believe that our investment ap-
proach has performance attributes that are pre-
dictable when viewed in the context of complete 
market cycles irrespective of whether the pre-
dominant economic current is deflationary or in-
flationary. We invest only in businesses we be-
lieve have durable competitive advantages that 
expose us to minimal risks of permanent loss of 
capital in extreme economic conditions. And we 
only do that when we believe such businesses 
are priced to yield returns that adequately com-
pensate us for risk. That, in short, is why we see 
our approach as inherently defensive. We expect 
to lag in up markets and outperform significantly 
in down markets. Cycle after cycle, our outperfor-
mance in bear markets has more than offset our 
underperformance in bull markets. Our view is 
that this same asymmetry should continue to 
manifest itself as outperformance over whole 
market cycles measured either peak-to-peak or 
trough-to-trough going forward.   
 
Risk averse investment approaches, like ours, 
require patience to execute. Accepting that you’re 
giving up some upside potential in exchange for 
defensive attributes can be psychologically chal-
lenging when the bulls are running. Nevertheless, 
as we conveyed in last quarter’s report, it is criti-
cal to the long-term mathematics of compounding 
to avoid big losses. Our approach isn’t for every-
one but we think we’re an excellent fit for cau-
tious long-term investors. Investors should focus 
on metrics that adequately convey risk adjusted 
performance attributes and evaluate their manag-
ers over time-horizons measured in market cy-
cles. Just as navigating dangerous mountaintops 
is inherently risky, so too is investing. Especially 
during times like these when the air is getting 
thin.  





1,260,548,699.00
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Gross Net S&P 500 Median Standard Equity S&P 500 Number of % Non- Fee End of Period Pct Of Firm End of Period
Year TWR TWR Total Return TWR Deviation Composite Total Return Portfolios Paying Accts Total Assets Assets Total Firm Assets

2000 (2/29) 32.49 31.45 -2.45 n/a n/a - - 48 0.0% 14,909,737.56 55.76 26,739,561.04
2001 -1.62 -2.56 -11.93 -1.65 3.58 - - 64 0.0% 30,514,640.98 82.74 36,880,627.71
2002 -9.37 -10.17 -22.06 -11.06 3.01 - - 89 0.0% 34,000,857.47 86.67 39,231,009.50
2003 18.24 17.18 28.68 16.69 2.44 - - 96 0.0% 42,848,809.47 81.77 52,403,457.10
2004 1.58 0.66 10.88 -0.29 2.96 - - 103 0.2% 47,681,947.54 82.16 58,032,372.36
2005 7.11 6.13 4.91 5.54 2.39 - - 105 0.2% 50,517,691.96 82.30 61,384,012.72
2006 16.94 15.87 15.80 14.48 2.82 - - 99 0.2% 56,390,733.75 76.99 73,239,570.68
2007 12.06 11.02 5.49 10.29 3.31 - - 99 0.2% 61,759,766.08 77.97 79,206,822.92
2008 -11.91 -12.74 -37.00 -12.32 4.20 - - 126 0.5% 63,833,081.54 78.86 80,940,276.85
2009 24.77 23.65 26.46 23.89 2.18 - - 259 0.4% 149,451,161.47 81.46 183,475,713.20
2010 14.27 13.43 15.06 13.89 0.76 - - 494 0.3% 308,594,397.72 72.87 423,498,666.41
2011 4.31 3.69 2.11 3.27 0.53 11.86 18.71 1,176 0.4% 675,644,949.35 89.07 758,587,627.80
2012 9.93 9.30 16.00 9.33 0.61 9.98 15.09 1,539 0.4% 952,297,851.47 91.19 1,044,258,285.00
2013 21.65 20.98 32.39 21.10 1.63 7.85 11.94 1,823 0.3% 1,260,548,699.31 89.81 1,403,561,317.89

3 Yr Ann Standard Dev
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Saratoga Research & Investment Management, founded in 1995, is a SEC Registered Investment Advisor spe-
cializing in constructing and managing equity portfolios comprised of high caliber businesses utilizing common 
sense investment principles for individual and institutional investors. Prior to March 7, 2007, Saratoga Research & 
Investment Management was known as Tanner & Associates Asset Management.   
 
The opinions herein are those of Saratoga Research & Investment Management  (“SaratogaRIM”).   
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. Our quarterly reports focus primarily on our Equity Strategy. 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 notice.  
 
Officers and employees of SaratogaRIM or any organization, which they are affiliated with, may have positions in 
securities or commodities referred to herein, and may, as agent or principal, buy and sell such securities or com-
modities. Opinions and statements of a fundamental nature, are geared for the long-term investor.  SaratogaRIM 
is not a tax/legal advisor and therefore assumes no liability for any tax/legal research. Any information that is fur-
nished to you should be thoroughly examined by a professional tax/legal adviser. 
 
SaratogaRIM claims compliance with the Global Investment Performance Standards (GIPS ®) and has presented 
this report in compliance with the GIPS standards. SaratogaRIM has been independently verified for the period of 
March 1, 2000 through December 31, 2012. The verification report is available upon request. Verification assess 
whether (1) the firm has complied with all the composites, construction requirements of the GIPS standards on a 
firm-wide basis and (2) the firm’s policies and procedures are designed to calculate and present performance in 
compliance with the GIPS standards. Verification does not ensure the accuracy of any specific composite presen-
tation.  
 
Valuations are computed and performances are reported in terms of market value in U.S. dollars based on trade 
dates as of month end, while accounting for dividends reinvested. Net-of-fees returns are calculated net of man-
agement fees and transaction cost and gross of custodian fees and external consultant or advisory fees. Gross-of
-fees returns are calculated gross of management, custodial and external consultant or advisory fees and net of 
transaction cost. Composite returns are calculated using asset weighted TWR, beginning market values, and ex-
ternal cash flows. Gross and Net TWR are based on geometric linking of the month Internal Rate of Return (IRR) 
based on the accounts present for the entire month. Individual portfolios are revalued monthly; portfolios also are 
revalued intra-month when large external cash flows occur in excess of 10% of the portfolio’s fair value. Sara-
togaRIM’s policies for valuing portfolios, calculating performance and preparing compliant presentations are avail-
able upon request. Dispersion is calculated as the asset-weighted standard deviation of annual net-of-fees portfo-
lio returns around the median portfolio return in the composite. Dispersion is based only on portfolios that were in 
the composite for the full annual period, and is only shown for the annual periods where the composite had more 
than 5 portfolios for the full year. Internal dispersion is only shown when the composite has more than five portfoli-
os for the full annual period. Three year external dispersion (standard deviation) is measured net-of-fees for our 
composites. Daily reconciliation is performed between the firm’s records and the custodian and broker records 
through Advent. Clients are advised to compare their statements with SaratogaRIM’s website on a regular basis. 
SaratogaRIM fee is normally 1%; may be negotiated, as warranted by special circumstances.  
 
The Dow Jones Industrial Average is a price-weighted average of 30 blue-chip stocks that are generally the lead-
ers in their industry. It has been a widely followed indicator of the stock market since 1928. S&P 500 Total Return 
is the total return version of the S&P 500® Index, which has been widely regarded as the best single gauge of the 
large cap U.S. equities market since 1957. The index includes 500 leading companies in leading industries of the 
U.S. economy, capturing 75% coverage of U.S. equities. (Note: A total return index assumes that all dividends 
and distributions are reinvested.) The Russell 1000 Growth Index measures the performance of the large-cap 
growth segment of the U.S. equity universe. It includes those Russell 1000 companies with higher price-to-book 
ratios and higher forecasted growth values. The Russell 1000 Growth Index is constructed to provide a compre-
hensive and unbiased barometer for the large-cap growth segment. The Index is completely reconstituted annual-
ly to ensure new and growing equities are included and that the represented companies continue to reflect growth 
characteristics. Russell 1000 Value Index Russell 1000 Value Index measures the performance of the large-cap 
value segment of the U.S. equity universe. It includes those Russell 1000 companies with lower price-to-book rati-

Disclosures 
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os and lower expected growth values. The Russell 1000 Value Index is constructed to provide a comprehensive 
and unbiased barometer for the large-cap value segment. The Index is completely reconstituted annually to en-
sure new and growing equities are included and that the represented companies continue to reflect value charac-
teristics. The MSCI World Index is a free float-adjusted market capitalization weighted index that is designed to 
measure the equity market performance of developed markets. As of May 27, 2010, the MSCI World Index con-
sisted of the various 24 developed market country indices in Europe, North America and Asia Pacific regions. 
 
Clients may access their portfolio information and reports including client-specific information through our website. 
We recommend that you compare your client Saratoga Research & Investment Management reports with the 
ones you receive from your custodian(s). The custodian of record is required under current law to provide sepa-
rate account statements. Market values reflected in the custodian’s statement and those cited in this report may 
differ due to the use of different reporting methods. To the extent that any discrepancies exist between the custo-
dy statement and this report, the custody statement will take precedence. Values may vary slightly because of 
situations such as rounding, accrued interest or the timing of information reporting. A fee statement will be posted 
on the website showing the amount of the Asset-Based fee, the value of clients’ assets on which the Asset-Based 
fee is based and the specific manner in which the Asset-Based fee was calculated. These statements will be post-
ed for one year, statements prior to that timeframe are available upon request. SaratogaRIM agrees never to dis-
close any financial information with regard to any aspect of your portfolios or private personal finances without 
your permission, unless required to do so under the law. If you do not have access to SaratogaRIM’s website 
please contact us at (408) 741-2330. 
 
If you wish to become a client of SaratogaRIM, you will be required to sign an Investment Advisory Agreement 
that exclusively governs the relationship between you and SaratogaRIM. SaratogaRIM’s privacy policy and most 
recent form ADV are available on SaratogaRIM.com. To receive a complete list and description of composites 
and or a presentation compliant to the GIPS Standards or a printed copy of our form ADV, please contact the 
CCO, Aileen Braga, at (408) 741-2339 or Aileen@SaratogaRIM.com.  
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