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Disclosures

Past performance is not indicative of future returns. This information should not be used as a general guide to investing or as a
source of any specific investment recommendations, and makes no implied or expressed recommendations concerning the manner in
wttuch an account should or would be handled, as appropriate investment strategies depend upon specific investment guidelines and
objectives.

Information presented herein is subject to change without notice and should not be considered as a solicitation to buy or sell any
security. This document contains general information that is not suitable for everyone. The information contained herein should not
be construed as personalized investment advice.

The views exlﬁ)ressed here are the current opinions of the author and not necessarily those of Broyhill Asset Management, LLC
("Broyhill”). The author’s opinions are subject to change without notice.

There is no guarantee that the views and opinjons expressed in this document will come to pass. Investing in the stock market
involves gains and losses and may not be suitable for all investors. No representations, expressed or implied, are made as to the
accuracy or completeness of such statements, estimates or projections, or with respect to any other materials herein.

Under no circumstances does the information contained within represent a recommendation to buy, hold or sell any security, and it
should not be assumed that the securities transactions or holdings discussed were or will prove to be profitable. There are risks
associated with purchasing and selling securities and options thereon, including the risk that you could lose money.

The S&P 5oo Index represents an unmanaged, broad-based basket of stocks. It is typically used as a proxy for overall market
performance. Index returns assume that dividends are reinvested and do not include the effect of management fees or expenses. You
cannot invest directly in an index. For additional information about other indices or strategies mentionéd here, you can contact us at
info@broyhillasset.com.

Additional information is available upon request. More information on Broyhill Asset Management LLC (“Broyhill”) is also available at
www.broyhillasset.com.

No part of this material may be copied, photocopied, or duplicated in any form, by any means, or redistributed without Broyhill’s prior
written consent.
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Key Takeaways

v' Artificially low rates have pushed prices artificially higher
v' Higher prices today = lower returns tomorrow

v’ Different results require different thinking



Risk and returns at equilibrium

This is a scatter plot of asset class returns and volatility. The regression line depicts the risk-return trade-off
under these equilibrium assumptions. In other words, the higher you move up the return scale, the further you
move to the right on the volatility scale. This is normal. Generally speaking, more “risk” equals more reward (at
least according to portfolio theory; value investors may take issue with this assumption).
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Risk and return in the tech bubble

This is the same scatter plot as of June 2000. It shows US equities were priced for negative returns. It also
shows that some assets were very cheap, despite the extreme valuation of other assets. REITS, for example,
had an expected return of nearly 10%. Emerging market equities and debt were cheap. Small-cap equities were
cheap. So, a well-diversified portfolio did just fine from 2000-2002 despite a 50% decline in large cap stocks.
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Risk and return in the financial crisis

Asset class forecasts in June 2007 indicated a serious problem. Nearly all equity markets had negative expected
returns. This chart shows a very different story from the one in 2000, which was a problem caused by the tech
sector. In 2007, a negatively sloped regression line meant investors were paying for the privilege of taking risk.
Cash and bonds were the only “safe” trade. At least investors could earn interest on safety at the time.

Expected Seven-Year Real Return (%)

4 —
U.S. Government Bonds
31 ©
[ ]
2 r o
®
1 -
0 ®
i ® Emerging
-1 7 Equities
-2 International Equities ®
3 L / ® Slope = -0.5
- - &}
U.S. Equities
_4 1 1 1 1 1
0 2 4 6 8 10 12

Expected Annualized Seven-Year Volatility (%)

Source: Inker, Ben. "Valuation Levels, Market Risks, and Asset Allocation." CFA Institute Conference Proceedings Quarterly (2009)



Risk and return . . . today

The most striking thing about this chart is how low the line is on the page. The dotted line shows what the line
normally looks like at equilibrium (our first slide). Today’s slope is somewhat flatter. But the real problem is
how low the line is on the page! It's 4% or 5% lower than normal! There are no “safe” trades that offer positive

returns.
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Real asset class return forecasts

As a result, real asset class returns from today’s prices are likely to be significantly lower than normal. US large
cap stocks look particularly expensive. We believe the overvaluation of large cap equities has been driven by
fund flows into “bond-proxies” and dividend stocks.
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A story about value spreads

Value spreads measure the difference in valuation between cheap and expensive stocks. When spreads are
wide, the opportunities for value investors should be greater (other things being equal). Today, value spreads
are about as wide as they have ever been. In the go’s extreme spreads were driven by extreme valuations
across the tech sector. Today, interest rates have played a major role in widening value spreads. Bond proxies
are the most expensive they've ever been. “Anti-bonds” the cheapest.
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This is “norma

The price investors have been willing to pay for a dollar of earnings has fluctuated over time. This is normal.
Sentiment shifts from fear to greed and back again as markets rise and fall. The market’s price-to-earnings
ratio follows suit. Over the last few decades, it has fallen toward single digit territory. It has also approached
and exceeded 20 on multiple occasions.
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This is not normal

In comparison to the chart on the previous page, the valuation of this “well known utility” has steadily marched
higher over the past three decades. In the 80's this company was trading at single-digit multiples, earning
double-digit returns on capital and throwing off a dividend yield approaching double-digits. Today, the
company trades near 20x earnings, generates roughly zero returns on its capital, and yields about as much as
risk-free bonds at equilibrium. How can we explain this?
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Lower rates = higher multiples

Zero percent interest rates have pushed the prices of all assets higher. A lower discount rate can be used to
justify almost any valuation today. At the same time, lower rates have “forced” investors to seek out yield
wherever available and independent of price. The “safest” assets are dangerously priced as a result.
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If the glove fits . . .

The relationship between interest rates and stock valuations is near perfect for the utility sector. The chart
below shows that as rates have declined (vertical axis), price-to-earnings ratios have exploded higher
(horizontal access). While we've only charted this relationship for the utility sector, suffice it to say that the
price of most “safe-assets” have been driven to extremes in a desperate search for yield.
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This is the challenge we face today

Prospective returns on all components of a conventional asset mix are now about as low as they have ever

been. A traditional balanced portfolio has returned 6% - 8% on average historically. Today, we are looking at
0% - 2% but everyone is still stuck in a 6% - 8% mindset. That is a dangerous mindset.
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A dangerous mindset

There is one little problem with this line of thinking. If low rates were positive for stock markets, you would
expect periods of low rates to be associated with smaller losses, across history. Unfortunately, just the reverse
is true. The worst stock market losses in history have come in low rate environments.
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