July 88, 2013
Dear Clients and Friends of Grisanti
G
Capittal Managem
ment:
The secon
nd quarter off 2013 was th
he most consequential sinnce the financcial crisis. It was also
excep
ptionally perillous, as invesstments labelled “safe”, likke governmeent bonds an
nd certain higgh
divideend stocks, sustained
s
sign
nificant lossees. Alternativvely, those innvestments seeen as “riskyy” since
2008,, like financiaal and auto sttocks, flourisshed. The prroximate cauuse of all this apocalyptic b
behavior
is thaat interest ratees are finally rising, and th
hey did so w
with a vengeannce in the second quarterr, spelling
bad news
n
to all segments of th
he fixed incom
me market. T
The yield onn the 10-year US Treasuryy bond
rose from
f
1.61% to
t 2.66%, an
n astounding 65% increase. Mortgagee rates fared eeven worse tthan
goverrnment bond
ds, and the Baarclay’s aggreegate bond inndex (a widely followed b
benchmark o
of
corpo
orate, mortgaage and government bond
ds) suffered iits worst losss in more thaan a decade. All this
occurrred on specuulation that the
t Federal Reserve
R
may bbegin to tapeer its aggressiive monetaryy
stimuulus, a rumor that the Fed
d did nothingg to dispel. W
We believe thhis “taper tan
ntrum” is thee first
salvo in what will be a multi-yeear evolution
n to a higher interest rate environmen
nt. Years from
m now,
we beelieve the seccond quarter of 2013 will be remembeered for the ddeath knell o
of the 31-yearr bull
markeet in bonds.
This turn
ning point iss of great co
onsequence not just for bond invesstors, but forr equity
invesstors as welll. We believve that the end
e of the boond bull maarket meanss the start off a
multii-year preferrence for eq
quities that we
w haven’t sseen since 11999. This leetter sets fortth our
short-term frustraations with th
he quarter, buut more impoortantly it sppells out the vvarious oppo
ortunities
this new
n paradigm
m presents go
oing forward..
It is one of
o Wall Streett’s recurring mysteries thaat no matter how many p
pundits are m
making
investtment forecaasts, higher in
nterest rates still
s come likke a thief in thhe night, taki
king everyonee by
surprrise. Rates risse without warning
w
and th
he effect is ddramatic. Thhe recent movve has tempo
orarily
stopp
ped the equityy market’s raally, with Junee being the ffirst down moonth of the yyear. But wee believe
that the
t interest rate fears th
hat caused the
t recent pullback havve actually ccreated a bu
uying
oppo
ortunity in equities. Wee have three reasons
r
for th
this optimism
m.
First, whiile the markeet is alarmed that the Fedeeral Reserve may slow itss stimulus, th
he entire
reason for the currtailment is th
hat we may not
n need it annymore. Thee U.S. economy is finally getting
over the
t shock off the massive financial crissis and is prooducing the bbest econom
mic growth in five
years.. That is ex
xceptionally good news for equitiess. The biggeest positive ch
hange is in housing,
wheree prices are finally
f
startingg to rise and inventory is dropping shharply, but un
nemploymen
nt,
manuufacturing and consumer spending aree improving aas well. The second reasson that equiities need
not feear the Fed iss that a slowiing of stimullus (which wee think may hhappen in th
he Fall) is nott the
same as the Federral Reserve hiking
h
short teerm rates, whhich we belieeve is significcantly furtherr off. It
is sim
mply slowing down the un
nprecedented
d amount of m
monetary acccommodatio
on, not puttin
ng on the
brakees. Finally, we
w can all arggue whether Chairman B ernanke’s doovish stance ttowards
accom
mmodation (e.g.,
(
creatingg QE1 and 2 and 3 in ordder to spur ecconomic grow
wth) was the right
appro
oach, but eveeryone agreess that dovish iss the right addjective. He has said timee and again tthat
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unem
mployment must
m come do
own, that masssive accomm
modation is nnecessary, an
nd that inflatiion is
underr control. Th
hat leads us to
t conclude that
t if there iis the slightesst signal that the slowing of
stimuulus is hurtingg the econom
my, the accom
mmodation w
will resume (Q
QE4?), as it has in the paast.
We believve the path fo
orward is onee of further eeconomic reccovery. The following ch
hart
show
ws that the current recoverry lags all oth
her post-war comebacks bby a wide maargin, at leastt by one
important statisticc: regaining th
he jobs lost since
s
the preevious recessiion. In manyy ways, this cchart is
like a Rorschach ink-blot
i
test: some see a broken
b
system
m, not healinng as well as it used to; otthers see

nside ahead because
b
enouugh time has passed for annother recesssion to start; but we see ((at long
down
last) the
t growth an
nd opportun
nity that comees with finanncial healing aafter a disrup
ption so seveere it
took five years to get back on track. We’ve already liveed through thhe five long yyears of sub--par
emplo
oyment and paid
p the pricce in slow earrnings growthh and a stockk market thatt has only jusst
return
ned to highs set in both 2000
2
and 20007. (In our laast letter we w
wrote about the 13-year ddry spell.)
Finallly, the recoveery seems to be gatheringg steam. Thee unemploym
ment report released on Juuly 5th,
as wee were writingg this letter, showed
s
conttinued strenggth. Your poortfolio is poiised to take
advan
ntage of conttinued recoveery.
Of coursee, if QE3 is th
he last dose of
o this uniquue (and ratherr frightening)) stimulus medicine,
that begs
b the quesstion of wherre we go from
m here, and w
what effect rrising rates w
will have on o
our
investtments. Histtorically, the end of intereest rate declinnes has beenn a good time tto be an equiity
investtor. In the laast four interrest rate cyclees (1988, 19994, 1999 and 2004), the F
Fed stopped llowering
rates and the equiity markets performed strrongly in the following sixx months. T
This is not rocket
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sciencce: As mentio
oned above, rates stop drropping becaause the econnomy is imprroving and th
hat’s a
favorrable environ
nment for ow
wning shares of
o a profit m
making enterpprise (as oppo
osed to owniing a
fixed income secuurity). What makes 2013 different is tthe magnitudde of the chan
nges. Interesst rates
were driven so slo
ow by artificial means (co
ount your QE
Es), that a revversion to maarket interestt rates
will reequire a largee increase (esspecially on a percentage basis). Furthher, it will takke time and ccause a
great deal of pain for fixed inccome investo
ors. There arre millions off investors w
waking up to tthe fact
that the
t bonds theey relied upo
on for both in
ncome and seecurity are loosing value faast and will p
probably
declin
ne a great deaal more as raates continue to rise. Thee trickle of fuunds switchin
ng from bondds to
stockks has become a stream, and,
a we thinkk, will soon bbe a wide riveer. ($30 billio
on moved ouut of
bond funds in thee last week.) For the first time in thirtteen years, inv
nvestors are ffavoring equiities by a
wide margin, and those trendss tend to last for multi-yeaar periods. W
With the resuurgence of ecconomic
growtth, value inveesting – buyiing companiees that have bbeen hurt byy the financiaal crisis – sho
ould be in
a partticularly advaantageous po
osition.

Porrtfolio Revieew
As you kn
now, we man
nage a concen
ntrated portfo
folio, and ourr results will differ from tthe
markeets from quaarter to quarter, often by a wide margiin. That diveergence is wh
hat has allow
wed us to
signifficantly outpeerform the market
m
since 2000
2
(Grisannti Capital upp 89.7% net o
of fees; S&P 500 up
40.4%
%). But in th
he second quaarter, we werre down abouut 3% with tthe market up
p about 3%1. The
primary reason for
f this frusttrating perfo
ormance waas the declin
ne of our reffining investments.
In an up market, that
t portion of the portfo
olio was dow
wn 12% for thhe quarter. W
While this iss
frustrrating, in lig
ght of our reesearch on the
t Americaan Oil Renaiissance, we continue to
o believe
stron
ngly in the in
nvestments.. Last year th
hey were terrrific perform
mers, and we b
believe they aare
sufferring a short term
t
slump brought
b
abouut by the narrrowing of the spread of tthe price of ddomestic
oil to European an
nd Arabian oil.
o (Since Feebruary the sspread has deeclined from $21 to $4.) We
believve this trend has run its course, and will
w start to reeverse as we hhead towards 2014. But this is
comp
plex analysis, and ratheer than set fo
orth the dettailed case h
here, we havve included a
separrate memo outlining
o
th
he case for th
he refining sstocks. We urge you to
o read it so tthat you
will feel,
f
as we do,
d that our energy
e
investment is noot only soun
nd, but offerrs great poteential,
especcially in ligh
ht of this qu
uarter’s setbaack.
Our investments remaain up for thee year, due too the non-eneergy compan
nies that makke up the
bulk of
o the portfo
olio. Our larggest single in
nvestment, Foord, was alsoo our best peerformer for the
quarter (up 18%) and is now up
u 51% sincee purchase last Septemberr. We thinkk even better days are
ahead
d for Ford, ass European losses
l
are maasking enorm
mous earningss power at th
he moment, jjust as
the US
U division acchieves recorrd gains. If Europe
E
simplly losses less m
money, Fordd should perfform
well. In addition, the financiall sector contiinues to leadd the market forward. Ouur large holdiings of
JP Morgan
M
and Morgan
M
Stan
nley are up 9%
9 and 8% rrespectively ffor the quarteer and aboutt 15% for
In sp
pite of this diveergence, we rem
main in positive territory for thhe year, and sincce the market lo
ow in October 2011, we
are up 53.7%, slightlyy ahead of the S&P
S
500 Index (up 51.8%). T
These figures reppresent the perrformance of th
he Grisanti
formance is inclluded with this letter.
Capitaal Management Large Cap Valuue composite. Your portfolioo’s specific perfo
1
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the yeear. We belieeve that the healing
h
of the financial m
markets will continue. In addition, thee recent
rise in
n long-term rates
r
is actually good for the banks, prrovided that short term rrates remain llow. The
steeper yield curvee (low short term rates, higher
h
long teerm) allows tthem to borrrow (via depo
osits) at
almosst nothing, an
nd lend at higgher rates (th
hink higher 330-year mortggages). For the first timee since
2007,, lending mon
ney can be a good busineess again.
For that reeason, in Jun
ne’s pullback,, we added C
Citigroup to our financial investments. Its
new CEO
C
(Michaael Corbat) is a banker in the John Reeed/Walter W
Wriston tradittion at Citi, and we
believve will focus the companyy on its core businesses, w
which includde an exceptio
onal internattional
presence. This is a departure from
f
the recent leaders liike Sandy Weeill or Vikram
m Pandit, wh
hose
backgground was not
n banking and
a who led the companyy in a myriadd of differentt directions. Like
Morggan Stanley, we
w purchased
d Citi below book
b
value, aand think it sshould trade at a small prremium
to bo
ook. Further,, book value ought to gro
ow over the nnext few yearrs, leading to
o an expectedd return
of ovver 50%.
In closingg, after the reccent interest rate scare annd the markeet’s decline in
n June, we haave found
attracctive investm
ments and are now fully in
nvested. Thatt is not a “m
market call”, aat least not in
n the
short term, but it is consistentt with our bellief that the U
US economyy is finally gettting strongeer and has
createed long term opportunitiees. With thiss backdrop, w
we believe thhe two most iimportant in
ngredients
for prrofitable equuity investing – earnings growth
g
and reeasonable vaaluations – arre present in our
portfo
folio compan
nies. We are excited
e
abouut the secondd half of this yyear, and aree confident w
we are
positiioned to takee advantage of
o the markett ahead.
Very truuly yours,

Christoppher C. Grisaanti
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