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Dear Friend,  
 
For the 3rd quarter, the ValueAligned® Portfolio (VAP) was up +6.5%, net of fees and expenses.  For the 
year the VAP model portfolio is up +12.1%.  The S&P Total Return Index ended up +6.4% and up +16.4% 
for the year.   
 
Because of the hurricane, I have not been able to get this letter out before the election.  Therefore, I 
would like to report the fourth quarter so far.  The VAP is down -3.4% for the quarter, but still up +8.3% for 
the year.  The S&P 500 index is down -3.7% for the quarter and it is up +12.0% for the year.   

Election Day 
All I can tell you is that slightly more than half of our country no longer honors value-added growth, what 
too many on my side call wealth creation.  For whatever reason, and I suspect there are many, our 
country has decided for a future of less economic freedom.  The federal government has become the 
principal driver of investment returns as opposed to free individuals and their enterprises engaging in 
billions of mutually beneficial exchanges that create more resources than they consume.  Now, the 
government will dole out existing resources by taking from some and giving to others, thereby creating 
nothing.  Consequently, American sovereign risk levels are high and rising.  The United States of America 
is now only the 18th freest economy in the world according to the Economic Freedom of the World Index.  
On the Index of Economic Freedom we are 12th.  We will probably drop further after this election. 
 
I think Jerry Bowyer in his November 8th column explains our dilemma as investors very well. 1  He tells 
how the great economist John Baptist Say taught that an investor, or an entrepreneur as he called it, is 
someone who shifts resources from a situation of low yield, or in our framework, low or negative 
economic profit, to a situation of high-yield.  What Say is best known for is his “Say’s Law”: money saved 
is not wasted, as our current leaders and the other “Keynesians” think.  Instead, saving plays an essential 
role in the economy.  John Maynard Keynes and his followers believe that thrift is bad for the economy 
because money not spent deters growth.  Say showed that when we save instead of spend, the savings 
are recirculated in the form of capital investment as opposed to consumption.  Capital investment 
precedes job creation and is the main engine of economic growth. 
 
Our fellow citizens chose leaders that have rejected this common sense economic model.  In their model, 
investors are harmful because they hoard cash.  Their answer is to tax away savings and to spend that 
money on government directed investments — which are always low yielding, resource destroying and 
politically motivated.   Additionally, they punish remaining savings through extremely low interest rates 
                                                      
1 http://finance.townhall.com/columnists/jerrybowyer/2012/11/08/an_investors_manifesto/page/full/ 
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intended to increase spending today without regard to the resulting future inflation.  That's what a majority 
of the country voted for so it is our job to make sure we shift resources from low yielding jurisdictions to 
higher-yielding jurisdictions.   
 
We are going to invest in companies, not countries.  We will own stocks of great companies that are not 
only in a position to take advantage of the highest yielding jurisdictions but also to make it through the 
maze of the bigger US federal government’s regulations and restrictions.   
 
Although many Americans have just chosen less economic freedom, much of the world is rapidly moving 
towards more freedom.  As Bowyer says, “former Soviet dominated states in Eastern Europe, some 
European states learning the painful lessons of the collapse of the welfare state, South American nations 
which are breaking away from left and right wing populism, parts of the long-suffering continent of Africa, 
Asian city states with low margins for error, swaths of the world are embracing as precious what we throw 
off as threadbare: economic liberty." 

Summary 
Since the end of the second quarter we reduced our exposure to the market by about 25 percentage 
points.  Investor sentiment never really moved to overly optimistic (which is bearish) and on a short-term 
basis market sentiment has gone to neutral even though the market was oversold by the end of last 
week.  We continue to use index puts for catastrophic insurance at a reasonable price while still 
benefitting from the unlimited upside of equity ownership if the market moves up.  
 
Monetary policy is loose enough already. The problems that ail the economy are fiscal and regulatory, not 
monetary.  Adding more excess reserves to the banking system is not going to boost economic growth.  
In fact, our tepid growth is due to regime uncertainty.   
 
Before the election, uncertainty about whether “we the people” would complete the push back against the 
progressive transformation was probably holding stock prices back in the short-term.  After the election, I 
am not surprised that markets have sold off because the political landscape was left basically unchanged.  
Since we have the status quo, investors are taking profits to avoid the potential of a repeat of the summer 
of 2011, when gridlock brought the country to the brink of default and led to a downgrade on our debt..   
 
On the flip-side, with the stock market pricing in relatively high odds of a poor outcome in the Fiscal Cliff 
talks, any signs of progress in those talks will spark stock rallies.  This is why the market rallied 100 points 
from its lows late Friday morning when leaders from both parties appeared to stress the importance of 
averting the Fiscal Cliff.  It was just talk, of course, but confidence will rebound if we see some action. 
 
I thought stocks would rally if either side had won.  In fact, stocks have always rallied with divided 
government, which in our analysis is defined as either party having less than 60 in the Senate, and 
inflation below 3% — like we had before the election and after. 
 
I think that stocks probably rally to new recovery highs in the next 6 to 12 months for the following 
reasons: 

 US economic data is getting better — housing, retail sales, jobless claims and income tax 
receipts are growing. 

 Earnings per share will keep beating estimates, albeit at reduced expectations. 
 China’s economic expectations are low and its money supply is growing fast. 
 History tells us that divided government produces stock market rallies. 
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 Easy monetary policy with 10-year rates at 1.8%, stocks selling at a 7.2% yield (13.9x) and 
widespread disdain for the stock market, predict mid-teens expected returns over the next 6 to 18 
months. 

 Economic data keeps beating expectations as shown in the graph below, every time that has 
happened over the last three and half years of recovery, the stock market has rallied.  There is 
widespread gloom about the so-called fiscal cliff, which is holding back business investment.  
Once a resolution is reached look for companies to start to put that unprecedented wall of cash 
which has built up since the Great Panic of 2008- 2009 to work. 

 
 

Quarter Review  
 
As we enter November, we’re now three quarters and 
some through a very eventful 2012.  
 
This year has been a tale of three quarters, with returns 
to the end of September of +16% in the U.S. and +13% 
globally (calculated in U.S. dollars.) The first quarter saw 
the strongest start for the U.S. stock market since 1998, 
driven by a reduction in fear about Europe and stronger 
economic data in the U.S.   
 
The second quarter gave some of those gains back, due to escalating concerns about the European 
currency union and slowing global growth, accompanied by discouraging data on employment.   We also 
saw a slowdown in China and India, putting downward pressure on the prices of oil, other commodities 
and stocks in general.                                                 

No Real Rhyme or Reason to the Performance in the Third Quarter 
If you invested one year ago in Consumer Discretion, Healthcare or Financial stocks, you have done 
pretty well over the last year.  The performance has been pretty similar, whether you had large or smaller-
cap stocks — size did not matter.  Of course, one year ago, the consumer was considered on her last 

2012 United States Europe 
Emerging 
Markets 

Global 
Returns 

Q1 +13% +11% +14% +12% 

Q2 -3% -7% -9% -5% 

Q3 +6%  +9% +8% +7% 

YTD +16% +12% +12% +13% 

Table 1 Source: MSCI; Returns include dividend; all returns in US dollars
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legs, healthcare companies were lost to Obamacare and financials were still reeling from their real estate 
problems.  That tells us that the stock market is forward-looking and we should look to it for guidance 
about future events.  Stock markets reflect tomorrow's headlines. 
 
The Consumer Staples sector has been hot and cold this year.  It has outperformed when investors fled 
to the relatively defensive sectors and underperformed when, like in the first quarter, small "risky" stocks 
were outperforming.  The charts below from Hays Advisory are graphical depictions of the relative 
strength of the performance of two stock sectors.  You can see (below) the wide disparity in performance 
between the equally-weighted (orange line) and the market-cap weighted (blue line) in the Technology 
sector.    The market-cap weighted line has been dominated by Apple’s (AAPL, $667.15, +65.4% for the 
three quarters) stock performance and over $600 billion market cap. But you'll notice that in the last few 
weeks the blue line has turned down with very poor earnings from IBM and weakness in Apple.  The 
orange Technology Sector line is horrendous and moving lower.    
  

 

Our Stocks of Great Companies  
We aim to own undervalued stocks of great companies, which have revenues coming from the highest 
growth sectors and regions.  Our goal is to have 80% of our long portfolio in ValueAligned® companies 
which, as I hope you know by now, are companies that use a strict capital allocation discipline, 
maximizing value-added growth per share.  These companies tend to have very high returns on capital, 
lots of excess cash flow and shrinking share counts, thereby increasing our ownership percentage.  Of 
course, the companies’ stock prices must be trading at big enough discounts to our estimate of their fair 
values too.   

Best Performers  
The ten stocks in Table 1 were our top ten performers for the quarter.  Together they contributed about 
+3.4%, about 52% of the quarterly gain.  

Worst Performers 
The ten stocks in Table 2 (below), including the two tied to PC sales, Intel (INTC, $22.66,               -
13.8%) and Microsoft (MSFT, $29.76, -1.4%), subtracted -1.1% from third quarter's positive performance. 
The quarter was so good that even the worst performers didn’t do badly. 
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Who doesn't know that tablets and smart phones are cannibalizing PCs? 
I am betting that almost all investors know that computing is moving toward smart phones and tablets, 
and that the secular decline in PC sales is reflected in the stock prices of our PC companies, like Intel and 
Microsoft.  Intel has a 4.2% dividend yield and is selling at only 11x twelve month forward estimates. 
Microsoft has a 3.3% yield at its recent price of $28 sells for just 9x twelve month forward estimates (just 
7x if you exclude the low yielding net cash of $6). 
   
Many investors seem to be throwing Microsoft and Intel along with Dell and Hewlett-Packard overboard 
without considering their extraordinarily high returns on capital which indicate that although the 
competitive advantages may be eroding, they are still intact, and at the current prices, excess stock price 
returns are expected over the next 1 to 3 years. 
 
Intel (INTC) and Microsoft reported earnings recently showing some notable deterioration in financial 
performance.  INTC, the world's largest chipmaker by revenue, reported third-quarter sales at the top of 
previous lowered guidance even while it beat earnings estimates.   However, sales were down -5% over 
the past year and EPS was -14% lower than in the same quarter of last year.   
 
Microsoft (MSFT), the world's largest software maker, saw revenues decline by -7.9% as its net income 
was down -22% from the year ago quarter.  NVDA has not reported its third-quarter yet but FBR Capital 
Markets downgraded the stock to a "market perform" recently. 
 
Yes, long-term PC sales growth will be muted on saturation in the pricey markets of Europe and the U.S.  
Also, shipments to the lower-priced markets of China, India and South America and the cannibalization of 
high-end PCs by iPads and other tablets are also slowing growth.  MSFT’s new tablet, Surface, may take 
sales away from more costly higher margin corporate PCs, which are refreshed less often.   To make 
that point, Dell's sales fell -14% and Hewlett Packard's fell -10% in the July quarter. 
 
The main culprit behind the weak performance of these IT bellwethers is a severe decline in PC 
demand.  While big company (enterprise) revenues for servers continued to perform well, PC demand 
plunged.  IT research firm IDC reported an -8.6% decline in PC shipments in the third quarter on a year-
over-year basis.  Another IT research company, Gartner, reported total PC shipments were down -8.3%.  
IHS iSuppli, a research firm, predicts that "global PC shipments for the year (will) decline for the first 
time since 2001.  The overall count will fall by about -1% to 349 million units.  
 
It seems that “The Death of the PC” is upon us.  But it will be a long drawn-out death.  As recently as the 
summer, estimates from firms like Gartner and IDC predicted global PC shipments will cross 500 million 
per annum in a few years, from roughly 350 million today.  Almost 90% of those PCs have MSFT 
windows on them.  
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This trend is likely to persist, spelling trouble in the future for many traditional PC market players.  The 
worldwide market needs to find a new equilibrium where the consumer PC buyer seeks only the 
most useful features; email, media streaming and social applications, all of which are included in 
a much larger bundle on a desktop or laptop computer.  Many consumers have been paying for 
features they never will use like complicated spreadsheet or presentation features.  These very 
powerful machines’ many capabilities exceed their need.  Enter the smart phone and the tablet. 

In Defense of MSFT 
The move to cloud computing and its web based software will eventually make the Windows PC 
operating system a commodity, which means just ordinary returns on capital employed.  Today, 
Microsoft's Windows division contributes 25% of revenue and 44% of operating profit.  It is the $12 billion 
of operating profit that is at risk through the transition from PCs to smart phones and tablets.  The reason 
that the Windows PC operating system franchise is so profitable is due to the high switching costs in a 
PC-based world.   
 
However, software applications are increasingly being delivered over the Internet via web browsers.  For 
instance, remember at tax time, Intuit (INTU) the maker of TurboTax still sells discs that consumers and 
businesses install directly on the PC.  Nowadays, Intuit offers TurboTax on the Internet.  It doesn't matter 
what operating system I have on my PC.  All that matters is that I have a good connection to the Internet 
and a web browser.  Also, the rapid rise of Google’s Android and Apple’s iOS operating systems for 
smartphones and tablets are making users more amenable to trying alternative operating systems.  This 
results in easier switching between platforms and lower future economic profits for Windows.  Therefore, 
MSFT will lose market share and pricing power for Windows over the next decade.    
 
But who doesn't know that already? 
 
A recent article speculated about what MSFT is trying to do with the just released Windows 8 operating 
system.  MSFT doesn’t need to worry about the PC market: Windows 8 will sell in a big way, regardless of 
the perception that its system is on the way out.  “Big” here means in comparison to any non-MSFT 
alternative.  MSFT is pushing this operating system on consumers hoping that over time they become 
amenable to it. 
 
The lure of Windows 8 is that it will work on tablets, phones and PCs.  MSFT thinks that connectivity 
among devices will be enough to ease their sticky desktop base of more than 1 billion customers into the 
world of smartphones and tablets – and this is all that matters to valuation. 
 
I have three points to summarize: 
 

1. The PC is not dead yet, but it is dying a slow death as PC shipment growth slows but probably 
does not decline for a couple of years. 

2. MSFT, knowing this like everyone else does, is trying to ease their PC base of more than 1 billion 
PCs to windows tablets and phones, where AAPL and GOOG have a tremendous head start.  At 
this point, what other strategies would be rational for Microsoft? 

3. The PC is still relevant in the meantime.  If not, the Windows 8 operating system launch would not 
matter so much.  And even if consumers reject the Windows 8 operating system on the desktop, 
the vast majority of consumers will revert to Windows 7, just like they did during the launch of the 
widely rejected Vista operating system. 
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In the 2012 shareholder letter, Microsoft CEO Steve Ballmer said the following:  
 

There's a remarkable amount of opportunity ahead for Microsoft in both the next year and 
the next decade… It truly is a new era at Microsoft — an era of incredible opportunity for 
us, for the 8 million developers building apps for our devices, for the more than 640,000 
partners worldwide and, most important, for the people and businesses using our products 
to reach their full potential.” 

MSFT Performance and Valuation 
Here’s a quick summary of our evaluation framework:  If a company earns a rate of return on the money 
that it spends that's greater than the cost of the money that it spends, it is creating value.  Its strategy is 
competitive because the rate of return that it gets on spending money is higher than a risk-adjusted return 
that would just be considered "normal". 
 
In the past 12 years, MSFT the stock has been flat — nothing, nada.  Reading the popular business press 
and listening to the talking heads on CNBC, you would think that the company’s performance has been 
terrible or at least flat during the same time.  In reality, MSFT’s corporate performance has continuously 
improved — with revenue and diluted EPS increasing at a compounded annual growth rate (CAGR) of 
12.3% and 13.3%, respectively, over the past twelve years.  
 

 
MSFT generated $31.6 billion in cash this past year.  It only spent $2.3 billion on capital expenditures 
leaving $29.3 billion of free cash flow (FCF).  MSFT generated $25 billion average FCF over the last three 
years.  Also, the company spent about $20 billion over the past 10 years on acquisitions, about $2 billion 
per year.  
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The company ended its latest fiscal year with $63 billion in cash, compared to $10 billion in long term debt 
– leaving it with a net cash position of $53 billion.  This represents about $6 per share using 8.4 billion 
shares. 
 

 
Backing out the net cash of $53 billion, we are paying $215 billion for the business (based on a market 
cap of $226 billion and a stock price of $26.88); on a per share basis, we are paying roughly $21 per 
share for earnings of about $2.80, 7.5x earnings or a 13% earnings yield. 13% when the 10 year- 
Treasury note is yielding 1.6% is a no-brainer in my opinion.  In fact, the stock market is pricing MSFT's 
shares as though cash flow growth will be flat to negative in the coming 5 to 10 years. 
 
If you use the five-year median 42.5% EBITDA margin and back into the implied sales growth in the 
current stock price of around $27 (November 16, 2012), we calculate that investors are expecting a 
draconian -12% annual decrease in sales for the next five years and beyond.  If we assume that MSFT 
will have flat sales over the next five years, then the stock is worth $46, +76% from the current share 
price. That's why we maintain our buy on MSFT and would buy it on weakness. 

Economic Freedom’s Advance Halted – Stocks Form Top  
Remember my post Great Panic thesis: The retreat of economic freedom and the beginning of policy 
uncertainty that began in 2007 with the election of the Democratic Congress bottomed in early 2009 and 
had been regaining momentum until September.  The stock market stalled just as the polls and InTrade 
(www.Intrade) presidential election market’s odds held above 60% for the re-election of President 
Obama.   
 
Then last week — WHAM!  Economic freedom hit a brick wall and has stopped dead in its tracks with Mitt 
Romney’s defeat and the Democrats’ success in keeping and expanding their majority in the Senate.     
 
To refresh your memory, when the Democratic Congress took over in 2007, investors around the world 
started to adapt to a new uncertain economic policy regime that would result in lower per capita national 
income.  It is not a coincidence that the recession began at the end of 2007.  And as it looked like 
President Obama would get elected and "transform" the United States into a more socially just (his vision) 
welfare state with much less economic freedom and less opportunities to produce economic surpluses, 
the housing market collapsed, then the financial markets crashed, anticipating the reduction of private 
income.  
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It wasn't until the beginning of March 2009 that President Obama broke his silence on the crashing 
markets.  “Profit and earning ratios are starting to get to the point where buying stocks is a potentially 
good deal,” Mr. Obama said, “if you’ve got a long-term perspective on it.”  Nice call, Mr. President. 
 
The new President of the United States seemed to understand that much of his agenda and actions to 
date were undermining confidence about future economic activity.  This probably was the first signal from 
the new policy-makers that they were open to more economically free policies going forward.  That turned 
out to be wrong, of course, but the American people took over from there.  Voila! The Tea Party was born.   
 
When I saw the odds of getting a Republican Congress in 2010 go over 50% on InTrade in the middle of 
2009, I became less and less defensive and more and more bullish on the stock market.  As you can see 
in the graph below, since that time when the odds of getting a Republican Congress went over 50% in 
mid-2009, with the stock market still near its lows, Republicans Chris Christie in New Jersey and Bob 
McDonnell in Virginia were elected governors, Scott Brown, a Republican, unexpectedly took Ted 
Kennedy's seat in Massachusetts, and then in November 2010, Republicans flooded into the majority in 
Congress and in the many statehouses throughout the country.  Finally, Gov. Scott Walker, another newly 
elected Republican governor, won his recall election showdown with the public-sector unions in 
Wisconsin just as the voters in California's San Diego and San Jose voted for austerity—less 
government.  The evidence, the most convincing of which had been the volatile rise in stock prices, 
suggests that economic freedom had been in a rising trend.  It now has slammed smack into a brick 
wall courtesy of the re-election of the president.  
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In the past, when policymakers stuck to the principles of economic freedom, economic performance was 
good.  When they ignored or compromised on the principles, like now, economic performance 
deteriorated, yes, just like now.   
 
The USA’s current direction violates each of the following policy rules: 1) Predictable policy framework, 2) 
Rule of law, 3) Strong incentives to work, 4) Reliance on markets for price signals, and 5) Clearly limited 
role for government. 
 
An example is ObamaCare. The law imposes huge costs on some companies and unions. The President 
has arbitrarily made some institutions exempt from having to pay those same costs. This is hardly the 
equal protection under the law that our Constitution has guarded for all these years.   
 
This continues to be a government for politically favored constituents.  If you cannot petition the 
government because the costs are so large or you happen to disagree you are out of luck.  This big and 
getting bigger government has scared trillions and trillions of private savings into gold, treasury securities 
and overseas investments.  We were hoping that when the arbitrary economic rules subside, those 
same trillions would rush back into rising income investments like stocks.  We were at an 
inflection point and the American people chose the status quo.  
  
I said last quarter that after the volatile and scary stock market of the spring, the stock market would 
resume its uptrend.  It did, about +15% since the beginning of June until the top on September 14th.  I 
believe that the short-term will be volatile.  The expected oversold rallies will not be able to carry the 
upside too far.  The bottom line is that we still have very bullish monetary conditions and very bullish 
stock valuation.   Even though the short-term is causing lots of indigestion, the longer-term has a lot going 
for it.  There are two things that the Federal Government can’t stop: the rebound in housing and cheap 
and abundant energy in North America. 
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