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SECOND QUARTER COMMENTARY

Los Angeles, July 15, 2010

Dear Fellow Investor:

late April oil spill in the Gulf of Mexico,
and the strange fiFlash Crasho of May 6th,
which reminded us that all the technical

fter 14 months of nearly uninterrupted
ascent, the second quarter delivered
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anegative return for stocks and a material
correction. The S&P 500 dropped 11.4%
in the quarter and, measured from its

expertise applied to ynancial markets
occasionally delivers truly inexplicable
results.

price on April 23 (the recent peak),
dropped 16% through July 2nd. For the second quarter, the Bristlecone
Large Cap Value portfolio slightly under-
performed the broad market, falling about
12.4%. Below you will ynd a summary
of our recent and long-term performance

net of fees.

The primary immediate causes for
investor concern were sovereign debt
crises (mainly in Europe) and the
resulting impact on global growth, the

Large Cap Value Composite Returns through June 30, 2010’

Annualized
Bristlecone 0.0% -0.2% -4.1% 14.7% -12.4%
S&P 500 -1.8% -1.6% -0.8% 14.4% -11.4%
Cumulative
Bristlecone -0.5% -2.3% -18.7% 14.7% -12.4%
S&P 500 -17.1% -14.8% -3.9% 14.4% -11.4%

1 PAST PERFORMANCE IS NO GUARANTEE OF FUTURE RESULTS. Performance quoted is that of the Large
Cap Value Non Wrap Composite net of fees and may include estimates for the most recent quarter. Investment
returns for the composite and the S&P 500 include the reinvestment of dividends and/or interest income. The
Large Cap Value Non Wrap Composite contains fully discretionary, non-wrap large cap value accounts. The
S&P 500 is a market value weighted index of 500 selected common stocks, most of which are listed on the
New York Stock Exchange. It is widely recognized as representative of the equity market in general. Inception
is April 1, 2000. The US dollar is the currency used to express performance. Bristlecone Value Partners, LLC
(iBristleconed) is a registered investment adviser founded on June 1, 2004. Prior to June 2004, the composite
represents performance generated by the portfolio management team at a prior yrm and includes wrap accounts.
Bristlecone claims compliance with the Global Investment Performance Standards (GIPSE). A list and descrip-
tion of all composites and/or a presentation that complies with the requirement of GIPS is available upon request
(clientservices@bristlecone-vp.com).

he economic backdrop to the 19827 1984 recovery that saw GDP grow
investment landscape is currently as inthe high-single digit range for nearly two
challenging as ever to discern. There years.
exists today a staggeringly wide range of

predicted economic outcomes, ranging
all the way from Paul Krugmanis June
warning that we are in the early stages of a
third depression to economists who expect
a rebound commensurate with the scope
of the recession, that is to say, of some
greater magnitude than most recoveries of
the past two decades and in line with the

We have regularly disclaimed, and do
SO now again with increased conviction,
any ability to forecast macro-economic
outcomes. To our mind, this simple
admission puts us already a leg up on the
forecasters, an advantage that has never
seemed so great as it does today. This
outlook pushes us to construct a portfoliol:|
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not wholly dependent on one or another outcome.
Sure, the portfolio prices will be buffeted about by
macro-economic storms; that is mostly unavoidable.
Rather, we are saying that we aim to construct a
portfolio of companies whose sales and earnings
can weather most outcomes.

To that end, our particular corner of the market,
U.S. large cap stocks, thanks to nearly pervasive
pessimism about our national and business
prospects, currently offers sufycient pickings
of companies offering proytability, ynancial
strength, moderate growth prospects, competent
managements, and attractive valuations.

Some holdings are more geared to the
economic cycle than others, and will likely suffer
disproportionately if we do enter another recession
(e.g., Cemex, Harley Davidson). But much of the
portfolio (think of Medtronic, Pyzer, Progressive,
and the Washington Post as examples among our
largest holdings) is steadily going about its business
generating cash pows, earnings and dividends while
building their competitive positions.

Take Medtronic as an example, a Minnesota medical
device manufacturer in which we increased our
holdings during the quarter. For Medtronicis yscal
year ended 10 years ago (April, 2000), the company
reported $1.1 billion in earnings on $5 billion in
sales. That year it paid $190 million, or $0.16 per
share in dividends. When it released its annual
yling in July 2000, nearly ten years ago to the day,
the company reported a market capitalization of $60
billion (1.2 billion shares trading at about $50 per
share). There was no material accumulation of debt
or cash to speak of.

That meant that Medtronic traded at twelve times
sales, 55x earnings, and offered a dividend yield of
about 0.3% (thatis three tenths of a percent). This
was unquestionably a rich valuation that priced in a
spectacular future for the company. A dispassionate
investor might have reasonably preferred as an
alternative the 10-year U.S. Treasury obligation
that offered a coupon of 6% and principal backed
by the full faith and credit of the United States, a
government riding high on a budget surplus and
a strong economy. You can recall the enormous
optimism (both for business and country) of the time
just from these brief glimpses.

Fast-forward ten years. The surprises from 1999is
vantage are almost too numerous and too profound
to enumerate, but briepy here are a relevant few:
U.S. government debt ballooned, unemployment
soared, the stock market lurched backward, and
interest rates on 10-year bonds fell by half, to 3%
recently.

A surprise that does not jump so immediately to
mind is that Medtronic actually lived up to, if not
surpassed, those very optimistic expectations about
its future. For its yscal year ended this past April,
sales grew to $15.8 billion, more than triple the level
ten years earlier. The same is true for earnings,
which amounted to $3.1 billion, also nearly triple
the decade prior level. That optimistic soul who
purchased Medtronic in 2000 could hardly have
expected the company to perform any better than
it, in fact, did.

For his reward, the investor received a small, but
growing, stream of dividends and, otherwise, a
rotten apple. Eight years of sideways movement
was followed by a plummet to $29 in the depths of
the recent bear market and a modest rebound to its
current level around $38. (For Bristleconeis part,
we yrst bought the stock at $29 in March 2009 and
increased our position in June at $37.)

When Medtronic released its latest annual report a
few weeks ago, it reported a market capitalization
of $39.5 billion. Astonishingly, the companyis
market cap shrunk by more than 30% over the ten-
year period we just described as so fundamentally
positive for the company. Not only is its share price
lower, but the company now has fewer shares
outstanding since it repurchased nearly 10% of
outstanding shares over the period (meaning that
its greater earnings are now divided among fewer
shares). To revisit some of the earlier valuation
metrics, Medtronic now trades for 2.5x sales, 13x
last yearis earnings and offers a dividend yield of
about 2.4% (a 70% - 80% valuation drop!).

There is no such thing as a typical stock in the
portfolio, and Medtronic is just one of three dozen
holdings. Some, to be sure, generated worse
fundamental performance over the last ten years
and a few delivered better. But it is mostly true that
the companies we own in the portfolio are in solid |:|
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ynancial health, have good competitive prospects,
and trade at valuations that repect something more
akin to pessimism than anything approaching a
more rational assessment of their intrinsic business
value.

Our portfolio activity level perked up again this
guarter, as we continued to re-seed the portfolio
with names offering more upside potential. It is not
part of our process to trade actively, but after only
turning over about 12% of the portfolio in all of 2009,
we turned over about 15% in the vve months from
February through June. In addition to Medtronic,
we also increased our position in BankAmerica via
a complete swap out of the common shares into the
A warrants. For the capital invested, we view the
A warrants as having a better risk/reward balance
than the common shares.

We also added two new positions to the portfolio
in the quarter. One is Apollo Group, the parent
company of the University of Phoenix, the largest
for-proyt, post-secondary education company.
This marks the third occasion wefive owned the
stock and hopefully weire not blinded now by our
previous successes in the stock. Apollo Group grew
spectacularly through the recession (the motivated,
but unemployed, pocked back to school) and is a
much larger and stronger company (including some
international diversiycation now) than when we yrst
owned it. The for-proyt education industry, however,
faces serious regulatory challenges today, mostly
due to the fact that nearly all of its revenues come
from federally guaranteed student loans.

With a market value of about $6.7 billion and about
$1 billion in cash on the balance sheet, Apollo
generated more than $800 million in free cash pow
in its 2009 yscal year (nearly a 14% free cash pow
yield on the companyis enterprise value). The
company is clearly priced for trouble, and could

DT

certainly see earnings decline as tougher admission
and loan repayment standards are implemented,
but we see our investment paying off even under
more difvcult conditions.

The second company new to the portfolio is
NRG Energy, a company that produces and sells
electricity, primarily in Texas. Electricity production
and prices suffered unprecedented pullbacks during
the recession and still have not really recovered.
The company has a diversiyed mix of coal, nuclear,
gas, and wind-powered plants that should prove
valuable when electricity prices do recover. We
believe NRG Energy is a well-managed company
whose management has been opportunistic in
acquiring attractive assets during what has been
a difycult 10 years of economic and regulatory
turbulence.

Make no mistake about it, though, a stagnant or
shrinking economy will be bad for most portfolio
companies. And while we ynd the current opportunity
set moderately compelling, especially in comparison
to investment alternatives, it is equally true that
the balance for risk and return is nowhere near as
favorable now as it was at the depths of the market
yfteen months ago, when nearly every company was
priced for depression. We will continually re-shape
the portfolio as opportunities present themselves to
seek an optimal balance of safety and reward.

Thank you again for your continued trust in
Bristleconeis services. Have an enjoyable

summer.
Joua \KQ/
—

Jean-Luc Nouzille
Portfolio Manager

Sincerely,

David Fleer
Portfolio Manager
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CAUTIONARY STATEMENT

One of Bristlecone Value Partnersi principles is to communicate frequently, openly and honestly. We believe that our clients beneyt
from understanding our investment ﬁhuosophy and process. Our views and opinions regarde the investment ﬂrospects of the portfolio
are fiforward looking statements,o which may or may not be accurate over the Iong. term. While we believe we have a reasonable basis
for our appraisals, and we have conydence in our opinions, actual results may differ materially from those we anticipate. Information

rovided in this report should not be considered as a recommendation to purchase or sell any particular security. You can identify forward
ooking statements by words like fibelieve,b fiexpect,i fianticipate,o or similar expressions when discussing prospects for particular portfolio
holdings. We cannot assure future results and achievements. You should not place undue reliance on forward looking statements, which
speak only as of the date of this report. We disclaim any obligation to update or alter any forward looking statements, whether as a result
of new information, future events, or otherwise. Our comments are intended to repect trading activity in a mature, unrestricted portfolio
and might not be representative of actual activity in all portfolios. Portfolio holdings are subject to change without notice. Current and

future performance may be lower or higher than the performance quoted in this report.
Copyright E 2010: Bristlecone Value Partners, LLCE: All rights reserved.




