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John and Whitney were kind enough to ask me to address this Congress in 2009 and 2010. I graciously begged off,
choosing instead to focus on investing our client’s capital at a time that afforded good opportunities. Now, sadly,
I've got all the time in the world. I figured penning my comments just might keep me out of trouble, and yet, I
found preparing my thoughts challenging. I realized that as to the future, I really have no idea. With regards to the
present, a lack of clarity — and the past just conjures disappointment. Although I never really know what is coming
down the road, we usually find gratification uncovering investments amidst the rubble of the abandoned —
something sorely lacking today. It does beg the question as to what you might hope to glean from my remarks. I've
been asked to discuss one or two investments at a point when the stock market has just about doubled in the past
two years. That feels a little bit like asking me to ski Vail in August. So first, I’d like to talk about how we ended up
on this mountain, and then how we’re picking our way down.

The fact that the U.S. finds itself in its current predicament really ticks me off. Cathartic moments and beneficial
change can occur after experiencing great pain. As a nation, we had a chance following the financial crisis, but blew
it. Worse still, the pain of ‘08 seems to have been forgotten in ‘11, leaving anxious complacency in its place. An
oxymoron though it may be, it won’t be the first time that people act one way, despite feeling another. Some
investors may prefer safety, but when faced with paltry cash yields, they quickly embrace riskier alternatives. The
Mexican government took advantage of this last fall, selling $1 billion of 100-year government bonds to yield 6.1%.

I don’t know many people who are real happy about their portfolios today, yet they seem to be taking it on faith that
what caused the not-so-distant market meltdown, will not be repeated because the government has taken the
necessary measures. I have less faith that people who couldn’t see a bubble forming and didn’t observe it when it
was here, can ameliorate the situation, and then prevent another bubble. And so I'm left with the belief that we
have a period of respite, a calm moment between two crises. I wish I could tell you the origin, timing, and
magnitude of the event that will cause the next economic dislocation and, with it, investment opportunity - but I
can’t. We always have a healthy respect for what we don’t know, so we continually hope for the best, while
preparing for the worst. Alexandre Dumas wrote, “All human wisdom is summed up in two words - wait and
hope.” At this time, we are doing both.

In trying to understand where we are with respect to the economy, we depend on government data, but it’s not easy
to have confidence in the numbers. The General Accounting Office, effectively the U.S. government’s auditor, has
this to say about the latest financial statements, ““...The federal government did not maintain adequate systems or
have sufficient, reliable evidence to support certain material information reported in the U.S.
government’s...financial statements.” And it goes on, “The undetlying material weaknesses in internal
control...which...have existed for years, contributed to our disclaimer of opinion...” So when the government says
there isn’t inflation, you really have to take it on faith — and be in petfect health, not need to eat, and walk to work.
They are clearly talking their book.
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“The federal government did not maintain adequate systems or have sufficient,
reliable evidence to support certain material information reported in the U.S.
government’s accrual-based consolidated financial statements. The underlying
materialweaknesses in internal control, which generally have existed for years,
contributed to our disclaimer of opinion on the U.S. government’s accrual-based
consolidated financial Statements for the fiscal years ended 2010 and 2008.”

Not only do we believe that inflation is higher than what’s reported, but we also have to take their word for it when
they tell us that the economy is doing well. More than 40% of the population now lives in a household receiving
some government benefits. And, there has been an increase of almost $850 billion in Transfer Payments in the last
three years, a 6% benefit to the economy over that time. In addition, the government now employs 22.3 million
people, a 1.5 million increase in the last decade; while 4.5 million jobs have been lost in goods-producing industries.

Anatomy of a Handout
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We have a spending problem. We live beyond our means. The U.S. government currently borrows more than 40%
of its outlays. It’s very easy to spend up to improve your lifestyle, but psychologically quite hard to spend less when
necessity dictates. Mandatory spending keeps increasing, at the expense of the discretionary. Balancing the budget
is impossible when just 16% is on the table, as was the case with President Obama’s budget proposal eatlier this year
that failed to address the remaining 84%, comprised of Entitlements, Defense, and Interest Expense. If any of us

had to cut spending in order to make ends meet, all expenses would be considered, even those we might have
viewed as untouchable in better times.



Spending Problem

US Federal Budget Surplus/(Deficit) as % of Outlays
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As an example of unchanging rigidity, let’s take a look at Social Security. It’s a program that has been held up on a
pedestal for far too long, and it’s gradually morphing from an Entitlement program to Welfare. The world changes
and we’ve got to change with it. When Social Security was created in 1935, an individual could begin to collect
benefits at age 65. At the time, the average life expectancy was just 62 years, so not everyone collected. We are
now expected to live until age 78, but get to retire at 67. It’s a great deal - work an extra two years and gain fourteen
years of subsidized living. It must be the new math that allows 17% of the population to collect benefits with just
three workers supporting every retiree compared to the 1940s, when just 1% received benefits that were being
funded by more than forty workers per retiree. I’'m not suggesting that we do away with Social Security, just that it
not provide more than originally intended. Our Social Security program serves as a glaring example of original
intentions gone awry. We could similarly look at other federal and state programs, including Medicare and Medicaid,
unemployment, and public pensions.

Social Security
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Unbridled spending has led to a debt problem, with total government debt now at about 100% of GDP. How can
Americans find themselves limited in their borrowing capacity by both circumstance and desire, but — as a nation,
we can keep borrowing? What we can’t do individually, we can do collectively? The constitutional phrase isn’t “We
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and the People.” We borrow obscene amounts of money and all we have to show for it is a successively diminishing
return on investment. We have watched our returns decline — as measured by the change in GDP versus the change
in debt — for each decade beginning with the 1950s, from 73% down to just 17%. No different than a corporation,
the government cannot destroy its balance sheet and yet still become more productive.

Diminishing Marginal Productivity of Debt in the US Economy
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The debt feels manageable, but that’s because its cost is artificially low. Not only do foreign parties continue to buy
our debt to keep the party going, but our government has also created artificial Treasury demand through its
Quantitative Easing, and by borrowing short. As a result, we now have 43% of the public portion of our national
debt maturing inside of two years.

43% of U.S. Debt Held by the Public Matures by March 31, 2013
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This leaves interest expense as a percent of outlays at just 6%, less than where we were forty years ago. The
problem has been “solved” in both the numerator and denominator. Rates are artificially low and the budget is
larger per capita, even when adjusted for inflation.



Composition of Federal Spending
(percent of total spending, in constant 2009 dollars)
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Budget Office, Preliminary Analysis of the President's Budget: March 2010. Calculated by the Peter G. Peterson Foundation.

We now have to continue to convince our lenders that the dollars we give them at maturity are as good as the ones
we’re borrowing today. I can’t figure out who would buy 30-year U.S. Treasury debt at 4.5%, let alone 10-year
bonds at 3.4%, but our future course will be determined, in part, by these parties, and particularly by the
international community that now owns 50% of our outstanding debt.

Foreign Holdings of U.S. Debt to the Public

Sources: www.treasurydirectgov, Office of Management & Budget, Peter G. Peterson Foundation.

The Congressional Budget Office’s (CBO) sanguine inflation and interest rate projections breed complacency
among both elected officials and the general public. The CBO’s non-partisan projections call for CPI to average just
2.0% between now and 2021, hitting a peak of 2.3%. The borrowing cost assumptions are similarly hopeful. The
budget office expects the 10-year Treasury bond to average 4.8%, topping out at 5.4%. Even with such dangerously
optimistic projections for interest rates (and most likely for total government debt), the CBO still projects that in the
next decade our nation’s interest expense will exceed what we currently spend on defense.

As a result, we expect interest rates will be higher in the future, possibly significantly higher. It is distressing to think
that a five percentage point increase in our debt would cause interest expense to increase as a percentage of the
budget from its current 6% to 21%, crowding out other necessary spending and forcing austerity measures that will
lower our quality of life through reduced safety, worsening education, insufficient infrastructure, and more — and
this is without taking into account the expected increases in our national debt.

The longer the government’s spending spigot remains open, the more likely the negative outcome. We seem to be
confusing medicine with narcotic. Things feel good until we try to wean ourselves. I fear the withdrawal. We know
government outlays as an engine of growth can’t be sustained. We know the traditional economic cycle is now in a
transiently altered state. If we don't allow interest rates to seeck a more normal level and prices to find to their
natural floors, we can’t comfortably know what our downside is. But maybe that's the point — keep things going
until it becomes someone else’s problem. How else does one explain the malpractice of treating the symptom but
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not the disease? Under the circumstances, we doubt the current recovery is self-sustaining, which leads us to the
conclusion that our economy is merely between crises, and that our children will pay for the sins of their fathers.

Who said, “The Bank can never ‘go broke’. If the Bank runs out of money, the Banker may issue as much as
needed by writing on ordinary paper?” If not, who said it? Who does it sound like? From the leading econometrics
firm of Parker Brothers, the little white-haired guy with the top hat....

The Bank can never ‘go broke’. If the Bank runs out of money,
the Banker may issue as much as needed by writing on ordinary paper.

SET IT UP!
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Coming under the heading, “Truth is Stranger than Fiction,” Monopoly recently released the updated edition. The
now round board game has some significant “improvements.”

N 5 57 )
Monopoly Changes its Rules

Some of the changes (I kid you not) are the elimination of paper money, and when you pass “Go” you will now
collect $2 million. What does this 13% rate of inflation in the amount received for passing “Go” portend? I guess
we should now change the rules to “The Bank can never ‘go broke’. If the Bank runs out of money, the Banker may
digitally create the necessary money.”



Monopoly Changes its Rules

1935 2011
Currency: paper money digital dollars
Amount collected
to pass "Go™: $200 $2 million

The Bank can never ‘go broke.’ If the Bank runs out of money, the Banker may

—issueas much-asneeded by writingonordinarypaper: digitally create the necessary money.

The inflation rate for the amount collected to pass “Go” equals 13%

Parker Brothers isn’t alone in seeing inflation, other signs, particularly commodities, are apparent.

CRB Commodities Index
Monthly, 1981-Present

Source: Bloomberg.

We see an inflation warning light blinking a cautionary yellow, but we also appreciate that its color won’t slowly
change to amber, and then to red. Whenever higher inflation hits, it will happen more quickly than expected. We
tind it hard to imagine that this unprecedented increase in our monetary base can ultimately unfold any differently.



Inflation Tinder

25
10

200+

5 a

D P D DD R DD PP DD
RS S IR I AR A A I I . K Pt

- Monetary Base (4 Year Growth) ——CPI Inflation (Right Scale)

‘Source: Federal Reserve, Bureau of Labor Statistics.

Our investments take this into consideration, but more for protection than opportunity. A refrain oft used at FPA
is that, “sometimes returns are generated not by what you own, but by what you don’t.”

With corporate margins near highs, we fear their compression. With rates bound to increase, we wonder what might
happen to P/E multiples. When shorting with inflation heading higher, we fear being nominally right, but real wrong.
And, we are anxious about the longer term prospects for the U.S. dollar. Cash has therefore built by default in our
portfolio; and yet, we also fear inflation eroding its value. One of our strategies is to shift our focus to larger, quality
businesses, with more exposure to foreign revenue sources and the ability to grow unit volume and increase prices.
This is not to say we find abundant investment opportunities.

But, if you listen to Wall Street, there’s always opportunity. But if that’s the case, why do most fail in their mission?
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In a chart that looks eerily similar to the prior slide, Wall Street estimates generally run to the sweetness and light.
Just once in these twenty-four years did earnings at the end of the year exceed what analysts had projected at the
beginning of the year.



Wall Street Optimism
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Therefore, when considering market valuation, we prefer to look at measures smoothed over time. Using 10-year
average earnings as the denominator, looking at the blue line, you can see that the stock market now trades at a 23x
earnings — 36% above average. This can be explained by lower than average interest rates, the red line, with the 10-
year U.S. Treasury Bond at just 3.5%, 33% below average.!
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But there are markets within markets. Small cap stocks are almost 20% more expensive than large cap — and thus
our increased exposure to the latter — a far cry from the late 1990s, when smaller companies traded at a 40%
discount to their larger brethren and our portfolios were heavily tilted to small-cap.

! Discount versus average since 1930.



Small Cap Almost 20% More Expensive Than Large Cap
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There are a number of reasons that might justify the premium valuation accorded to small-caps. Smaller companies
generally have fewer Wall Street analysts following them, making them less efficiently priced, particularly when bad
news hits and there is less liquidity for the sellers. Given that they have fewer divisions, they can frequently be easier
to understand. They are more likely to be acquired. And, many believe they grow faster. This last point, however,
is myth.

Reasons for Small Capitalization Stocks to Trade at a Premium
® Less efficiently priced FACT
e Easier to understand FACT
e More likely to be taken over FACT
e Grow faster MYTH

Using the Russell 1000 and Russell 2000 indices as proxies for large- and small-cap companies and comparing their
trailing 5-year earnings growth, you can see that it has been sixteen years since small companies last grew faster than
their big brothers. Part of the reason, we suspect, is that larger businesses have more sales coming from overseas
and thus have the benefit of faster growth in those markets. We don’t see this being different in the foreseeable
future, and we have therefore continued to increase our ownership of larger businesses. Admittedly, this causes us
to be short M&A — a negative should the private equity market return to life.
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Russell 1000 Trailing 5-Year Earnings Growth
(minus)
Russell 2000 Trailing 5-Year Earnings Growth

56
$5 -
54 -
$3

| H ] ||\
s ,I..|III|

T T II\ T T T T T THT T T
|

$2

.53_

54 |
FESSFFFSTFTSTSESSSSES
A L A A A L A A A A

We have positioned our portfolio mindful of the over-priced nature of small-cap stocks, the prospect of higher
inflation, and the potential for better growth overseas. Our largest sector exposure continues to be energy, where
earnings should not be unduly impacted in an inflationary environment. Our largest position is an insurance broker
whose revenues go up commensurate with the insured value of the buildings underwritten, but isn’t dependent on
inflation. And we have a host of special situations that we feel would benefit from inflation. We’ve purchased
subprime whole loans from the likes of Citigroup, Rescap, and GMAC at 45 cents on the dollar, funded a private
REIT that invests in farmland, and made a 3-year loan to fund the completion of an office building in the
Southeastern U.S. for a low teens IRR.

One company that falls into the category of big (though it lacks the international component we’ve sought), is CVS
Caremark. The pharmacy companies are well-positioned to benefit from a number of macro trends. We prefer
investments where the wind is at our backs and we believe that’s the case here.

CVS
CAREMARK

The population of older people is growing more quickly than the younger age groups, and this accelerated aging of
our population will drive pharmacy utilization.
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The Aging Population
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The 65+ cohort has almost 3x the number of prescriptions filled per year as the 19-64 cohort.

Aging Creates New Demands for Medication

Scripts/Person/Year by Age Group
v 31.2

20 3.6 Million turn
65 each year

65+

Population in Millions

Source: Kaiser Family Foundation

Walgreens

In addition to growth in the Medicare population, CVS is well positioned to benefit from an estimated 32 million
people expected to gain insurance coverage as a result of healthcare reform. Beginning in 2014, healthcare reform
will expand Medicaid eligibility and will provide subsidies to purchase insurance on newly created health insurance
exchanges. We look at the expansion of coverage in healthcare reform as a free option. If it hits, it could provide a
10% bump to the 636 million scripts CVS dispensed in its drugstores in 2010 and add 17% to CVS’ current
earnings. (CVS® 18% market share x 32 mm people x 1 Rx per person per month x 12 months x $9 incremental
after-tax profit per Rx = $0.45 per share.)

~ Expanded Coverage
Will Drive Utilization

« 32+ Million Projected To Gain Coverage By 2019
» Possibly More Than Half Through Medicaid

« Potential For Incremental 4% to 6% Volume Boost

Age Range  # Gaining Coverage Incremental Scripts/Year
(millions) (millions)

0to 18 7.0
18 to 34 123
34t044 5.2
441064 8.0




We don’t know what health care reform will ultimately look like, but we take some comfort in the knowledge that
prescription drugs represent just 10% of the total health spend and that increasing patient adherence to drug
regimens is among the most cost effective ways to lower medical costs.

Mix of $2.5 Trillion U.S. Healthcare Spend
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Source: CMIS, Office of the Actuary, Avondale Partners, LLC

The pharmacy companies, particularly the two largest national chains, are well-positioned to benefit from those
trends. With half of all Rx dispensed being unplanned, retail pharmacies are a necessity for just-in-time dispensing.
Retail pharmacies dispense 81% of all prescriptions — a share that’s been unchanged over four years. Among
pharmacy retailers, CVS and Walgreens are the best positioned, with each company operating more than 7,000
stores and ranking either #1 or #2 in 70% of the top 100 markets. CVS has a store within three miles of 75% of the
population, and fills 18% of U.S. retail prescriptions. We expect that CVS and Walgreens will continue to gain share
in a growing market, particularly from the smaller independents whose market share has been halved in the past
couple of decades to its current 20%. The third largest national chain is Rite-Aid, but that company isn’t much of a
threat because it’s highly leveraged, has a third lower sales per square foot, and fulfills less than half the number of
prescriptions dispensed by either CVS or Walgreens.

Pharmacy Companies: CVS Caremark & Walgreens

CVS Caremark and Walgreens are very good businesses

® Retail pharmacies are required for just-in-time dispensing
« Half of all Rx dispensed are unplanned

* 81% of Rx are dispensed from a retail pharmacy--unchanged over last 4 years’

e Both companies operate irreplaceable footprints of 7,100+ stores
o #1 or #2 position in more than 70% of the top 100 markets?
« Dominate key markets
* CVS: Boston, Philadelphia, Washington D.C., So. California

* WAG: Chicago, San Francisco, NYC

1. Bernstein Reszarch, IVIS Heatth
2. Chain Drug Review, using 2008 dats.

There has been some concern that mail order will erode walk-in business. We expect that may have some small
impact over time, but over the last four years, mail order’s share of the market has remained at a relatively constant
19%.
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Mail Pharmacy Market Share Has Been Stagnant Over the Past 4 Years

Total Pharmacy Market (Unit V olume in millions})

2003 2004 2005 2006 2007 2008 2009 2010
Retail Rx 2958 2990 3063 3.101 3277 3301 3376 3416
Mail Rx, adjusted 353 621 669 607 mn 784 784 793
Mail Penetration 15. 7% 17.2% 17.9% 17.9% 19.1% 19.2% 189% 18.8%
Excludesinstitutional pharmacy

Takces reported VIS Health mail volume and multiplies by 3 to get to 30-day equitalent whime

Source: Bernsten Research, IMS Health

The peak of Big Pharma’s productivity occurred in the mid-90s, and those drugs are now facing the end of their
patent lives. Note that the R&D spend is almost 6x what it was in 1990, but the number of approvals is lower. This
speaks to the fundamental challenges facing Big Pharma today.

R&D Pipeline Productivity Declining

® The drug industry has produced an average of 21 new drugs/year for over 50 years!

m Rate of new drugs is constant per company, but R&D expenses have risen dramatically
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Retail pharmacies should enjoy better margins from the coming generic wave that’s due to peak in 2012, since they
make more money selling generic drugs than branded.

Retail pharmacies, particularly CVS Caremark & Walgreens,
stand to benefitfrom the coming generic wave

Incentivized by higher gross profit dollars per Rx
todispense ageneric over abrand equivalent drug

§2,900
NetIndustry Gross Profit from New Generics

$2,400

$1,900

TotalValue (§ millions)

$1,400

$900

$400

2004 2005 2006 2007 2008 2009 2010E 2011E 2012E 2013 2014E 2015E

The margin expansion comes from both having more vendor options and since they self-distribute capturing the
distributor margin for themselves on every prescription. In this example, unit gross profit expands at CVS’
pharmacies, from $11.50 to $16.00, a 39% increase.
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Retail Pharmacy Supply Chain Economics
30-day Rx Supply Sold at Retail

BRANDED ‘GENERIC *
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320
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‘Source: UBS Securities, 1P Morgan, First pacific
* Non-exclusivity.

CVS has become a brand unto itself, and with that, private label opportunities will continue to proliferate. Private
label products offer CVS a better gross profit opportunity on every sale. At my local supermarket, I buy Thomas’
English Muffins because the private label version lacks the nooks and crannies. In general, I've found that
consumers are more willing to switch to a private label item if it is something they can’t taste. Medication certainly
falls into that category. I now buy the little blue pills that are CVS’ substitute for Aleve, as well as the CVS brand
multi-vitamin instead of Centrum, and I find their sunscreen works fine as well. The production issues and recall
problems at Johnson & Johnson are adding momentum to the trend. CVS expects its private label business will rise
to 20% of overall revenue in the next two to three years, up from 17% today. Private label sales hurt comparable
store sales because the average price can be 15% to 20% less than for the equivalent branded product, but gross
margin can be ten percentage points higher, leading to a gross profit dollar increase of about 10%. We believe the
increase in private label over the next two years could increase retail operating income by 3.5%.

This still leaves a ton of room for private label expansion. U.S. retailers like Kroger have 28% private brand
penetration, which pales next to UK-based Tesco’s 50%. This leaves CVS a lot of runway for years to come.

Global and US Private Brand Penetration
Private Brand Penetration by Country Private Brand Penetration (International
i 146% Aldi [ ] 94%
UK CCCC——————————139%
Germany ———134% TE0) 50%
Spain [ 29% Carrefour [——————""""7136%
France —————127% Ahodl SSSSN20%
Canada[————121%
Australia —————121% Private Brand Penetration by USA Retail
AVERAGE = 20% LG e— 1)
USA 19% Safeway 1 24%
New Zealand ——112% Costco ———123%
Italy 1 11% Walgreens | 20%
India 110% Wal-Mart ———118%
South Africa 8% Total All Outlets———718%
Brazil 6% CVSE———118%
Japan [14% Drug Channel ————7]17%
Mexico [ 3% Mass Channel ————116%
China [[13% Dollar Channel [————115%
Russia [7 3% Target —13%
Source: Planet Retail (2008) and Nielsen Homescan (2010) Rite Aid=—=12% :
Copyright 2010 Walgreen Co Sam's Club —311% Walgreens

We would be remiss not to talk about Caremark, CVS’ Pharmacy Benefits Manager, since it represents almost half
of CVS sales and a bit more than one-third of its profits. For those of you less familiar with the industry, a
Pharmacy Benefits Manager, or PBM, is a third-party administrator of prescription drug programs. Among other
services, PBMs aggregate the buying power of their many large customers to obtain lower prices from drug
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manufacturers and induce pharmacists to switch from brands to generics, thereby lowering costs in the supply chain.
Caremark fills or manages 20% of all U.S. scripts, serving a network of 64,000 pharmacies and covering 53 million

lives. They are the second-largest mail order pharmacy after Medco, but they lead the market in Specialty Pharmacy
and Genetics.

Having both a PBM and a retail business allowed Caremark to introduce its Maintenance Choice program,
differentiating it from the competition. With this uniquely integrated model, customers can get mail order pricing
and still pick up their prescriptions in a CVS store — something other PBMs and drugstores don’t offer. It’s a great
benefit for people who get caught short of necessary meds because they forgot to refill their 90-day prescription, or
because it got lost in the mail. Only 15% of Caremark’s members use Maintenance Choice today, leaving an
addressable opportunity of another 42%, which should lead to additional share gains, particularly at the expense of
independent pharmacies.?

CVS Caremark’s Maintenance Choice Program
is a Key Differentiatorin the PBM Marketplace

Members can get a 90-day fill via CVS drugstore or Caremark mail pharmacy for the same
low price — mail pricing bined with retail i This is something other PBMs
and drugstores do not offer.

Members Overwhelmingly Favor Retail Qver Mail
if Co-Pays Are Identical Across Channels

CommunityPhemeey  MeilOrder  Don't Know/ Refused

Source: Bernstel 2003 NACDS/Wirthlins

In addition to the opportunities, however, we see some challenges facing the PBM space, including the possibility of
lower future rebates, the introduction by Medicaid of legally mandated transparency of drug acquisition costs, and
challenges from traditional health insurers in specialty pharma. As a result, we’ve chosen to hedge out a piece of the
PBM exposure. The hedge allows us to still benefit if Caremark outperforms its rivals over the next few years (as we
believe it will) and gives us some protection should headwinds erode industry profitability.

CVS’ executives have proven themselves to be skilled operators as well as prudent capital allocators. Their attention
to the wise use of cash makes sense because they’re invested alongside us. In fact, CVS’ management has millions
of reasons to get it right. Tom Ryan, the retiring CEO, has about $300 million of CVS equity exposure, and three
other top executives have a combined exposure of more than $80 million.

2 . . . s -
The addressable market is 57% of total Caremark members because unions, government employees and other clients won’t accept “restrictive” plans.
Maintenance Choice isn’t restrictive, but it can come across as pushing CVS over independent community phatmacies.
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Management: Millions of Reasons to Get It Right

® Tom Ryan (retiring CEO): “$300 million of CVS equity exposure in the form of shares owned, restricted shares
and options.

# Larry Merlo [CEO): ~$60 million of CVS equity expasure in the form of shares owned, restricted shares and
options.

# Per Lofberg (President of Caremark): “$20 million of CVS equity exposure in the form of shares owned,
restricted shares and options.

® Dave Denton [CFO): ~$2 million of CVS equity exposure in the form of shares owned, restricted shares and
options.

Target total direct compensation mix

100%
80%

60% OTarget Long-Term
B Target Short-Term
DBase Salary

40% ¢
20% ¢

0%

Ryan Denton Merlo Lofberg Sgarro

‘Sources: 3/30/44 Fraxy, most recent individual Form 2.

By the end of this year, CVS will have returned almost $6 per share in capital to their shareholders, or approximately
18% of their average market capitalization, in the four years since 2007. If you were to add debt repayment to this,
the equity benefit would be 20%. CVS has publicly stated that it intends to spend $3-4 billion per year on share
repurchases. Add in the dividend, and you get 7.5-9.5% per year in cash used to enhance shareholder value. The
cumulative free cash flow over the next five years should exceed 50% of the current market capitalization, and the
majority of that will be returned to shareholders.

‘Capital To Shareholders

Focus On Returning Capital Will Continue

2008 Through 2010E
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We also think the current valuation ignores what could be significant working capital improvements. CVS grew
through acquisition, and it still isn’t where it needs to be. For example, each distribution center (DC) serves only
378 stores compared to the 473 stores that run through the typical Walgreens DC. In 2010, CVS operated with
seven inventory management systems, while Caremark had five different claims platforms. By 2013, their goal is to
be down to one platform each. The company has said it can reduce retail store inventories by $2 billion over the
next three years, representing about a $1.50 per CVS share, or 4.2%. That seems reasonable, since the company’s
retail business has almost 13% of its sales tied up in inventory net of payables, compared to Walgreens’ 6%. We are

not suggesting that CVS is likely to achieve Walgreens’ efficiency anytime soon, but it does lend some comfort to
the company’s guidance.
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Opportunity to Reduce Drugstore Rx Inventory

CVS estimate of $2 billion inventory savings by year-end 2013 seems reasonable

Potential
CvVs Walgreens Inventory Savings
Retail Sales §57.4B $69.9B
Retail Inventory, net of A/P $7.3B $4.2B $3.9B
Retail Inventory, net of A/P as a % of Sales 12.8% 6.0% 6.8%

Mots: Walgreens reports LIFQ inventory. Figures sbove include FIFD adjustment.

When we first purchased CVS in 2010, it was trading at about 11.5x 2011’s earnings. We felt the valuation
adequately compensated for our concerns regarding their PBM business — as well as for our admittedly less robust
understanding of its prospects. As CVS’ stock price began to tick up, the PBM comps, Medco and Express Scripts,
moved up even more, reducing the price of the CVS retail stub.

Using the PBM competition as a comp, we felt, at that time, that the Caremark value attributable to the total
enterprise was about 46%. On that basis, the CVS stub traded to just 9.4x free cash earnings. We therefore ended
up hedging a portion of the PBM exposure — to capture the lower valuation as well as to eliminate some of the risk
and accompanying discomfort of what we don’t know regarding the PBM business. At this point, we still have
some PBM exposure, albeit reduced. We believe that Caremark can outperform its peer group as it is now being

better managed by Per Lofberg, the former Medco head as its - -
President, and is poised to benefit vis-a-vis its competition. Inexpensive Valuation
Contributing to this will be better customer service, the
aforernc?r}tloned systems improvements, as well as the £PA Cost Asofaf25/11
competitive advantage of their Maintenance Choice
integrated model. CVS - long §31.83 $36.02
MHS -short $62.60 $57.99

) ESRX- short §57.42 $55.37
There has been some recent chatter about CVS potentially
selling or spinning off Caremark to increase shareholder
value. We believe there is a lot of opportunity to improve . 201E 2012 201E  2012¢
their PBM business and would prefer giving the new EV/EBITDA 6.6 6.1 7.3 6.7
management team a couple years to execute on their plans. P/E 115 10.1 13.0 11.4
However, if Caremark ultimately fails to perform to its
potential, its sale to a strategic buyer such as Medco or EV/EBITDA 0.4 5.0 5.3 75
Express Scripts could be in the best interest of shareholders. P/E 154 123 14.2 114
One would then have to analyze how the benefits that ; cerint

- Express Scripts
currently accrue to each can be maintained. I have not yet EV/EBITDA 1.1 06 10.7 03
seen evidence to support the argument that a spin-off would P/E 17.8 14.7 17.2 14.2
add much value, particularly since the combination of
a1 . .
Car.emark and CVS businesses created the. differentiated VS Valuation (net of hedge
Maintenance Choice program and preserving that program EV/EBITDA 5.2 a3 6.5 5.9
after the spinoff or sale might prove problematic. L 2 B il il
N::t:s:.Eim ings are F,E.-j icit:i on consensus :ftimzt:s asof 4725/ E':ll.

Slnce we declded tO talk 2']3()1lt CVS a mOnth ago, ltS StOCk Waluation based on CV5 investment net of MH3 & ESRX hedges for Caremark.

price has moved up, so I thought it important to reflect a more current valuation. Unhedged, the stock still seems
reasonably priced at 13.0x 2011 earnings and 11.4x 2012’s — hedging the PBM exposure creates the stub retail
business at about 12x 2011 and 11x 2012 earnings. I wouldn’t characterize CVS as any kind of homerun stock but it
should nevertheless prove to be a solid compounder over the next few years as the aforementioned macro tailwinds
begin to blow and are recognized by other investors.

And now for our gold play... Well, not really, but there is gold in its name. Goldlion.
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And now for a gold play...

Goldlion, a $400 million USD market cap company (but with the free float at just one-third that), is a Hong Kong-
based apparel company that largely sells into China, with a small amount of revenues derived from Singapore &
Malaysia (11%). They have a “mass affluent” brand that’s in the same league as Coach or Polo, but not Chanel or
Gucci. Goldlion sells most of its merchandise to the distributors who run the counters in department stores. They

529 HK
PRCfocused mass affluent apparel brand

Primarily wholesale model, with small
licensing business

also have a few directly-owned stores and a small licensing business.

The company was founded in 1968 and entered the Chinese market in the mid-1980s, gaining the distinction as the
first foreign apparel brand to directly operate in that country. In 1997, it was the #1 apparel name in China, as
measured by brand awareness. This once iconic, but still relevant brand maintains quality over all else. The CEO
never compromised, recognizing that “Cut-throat prices will only damage the brand’s image, and consumers will
have no confidence in buying your products when prices always fluctuate...””® Goldlion earned the respect of its

peers, and has been described as the “gold standard.”

Goldlion lost its way in the late 1990’s, but the company recognized it and brought in a new CEO at the turn of the
century. It remains an important player today, with 6% market share - one of the largest in China’s fragmented

apparel market.

The Goldlion Brand History

Top Chinese & Foreign Apparel Brands in China, by Awareness

Brands

Brand Awareness (%

Goldlion

34

Crocodile

37

Playboy

35

Nike

25

Giordano

14

Adidas

10

Christian Dior

Benetton

Chanel

Reebok

Levi's/LeviStrauss

6
5
4
3
2

Source: Gallup FRC Brand Awareness survey (1957)

----Tsang Hin-chi, CEO & Founder, Goldlion Holdings Ltd.

—--Paul Kua, former executive of Giordano. (China)

“Cut-throat prices will only damage the brand’s image, and consumers will have no
confidence in buying your products when prices always fluctuate...”

“Goldlion was the gold standard of the industry.”

s Hong Kong iMail, “Goldlion bets big on style, design revamp,” August 31, 1999.
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The Current Goldlion

“The general apparel market remains very niche and fragmented with the top 5
brands only accounting for 30% of the brand points. A majority of the most popular
brands are domestic names that operate in the massteige market.”

--- CLSA, China Brand Index, September 2009)

Calvin Klein, 5%

Youngor, 6%

Baleno, 6%\
Septwolves, 7%'

Others, 70%

In January, a consumer survey by Credit Suisse ranked Goldlion 6% among recently purchased branded fashion

goods.

17 January 2011
Asia Pacific/China

\ uity Researcl
CREDIT SUISSE ==

CSSurvey, January 2011 — 6 Ranked Brand by Recent Purchase

Brands of fashion goods purchased

About 30% of respondents purchased unbranded fashion goods.
Unbranded

Lacoste

Valentino

China Consumer Survey 2011 Fairytar

Gloria

Hongdou

Visudebg

Still a relevant brand

€ among PRC consumers

The rising 'Middle Kingdom'

youngor

Credit Suisse Pierre Cardin

Research Institute Shanshan

Qipai

Dunhill

ZARA

HaMm

Girdear

Other brands/DK

Thought leadership from

Credit Suisse Research
and the world's foremost
experts

Source: Credit Suisse China Consumer Survey 2011

A recent CLSA survey also reflected Goldlion’s brand strength, particularly in shoes, where the company is #2. The
brand is tied at #6 in handbags, where the company has a smaller presence.

CLSA Survey, January 2011 - #2 Shoes, #6 Handbag (tie)

CRR Consumer Panel: Which luxury brands did you buy in the past 12 months?
(top 10 by number of mentions)

Shoes Handbags
Belle 4 v 29
3 Gueci 10
Tod's 2 Chanel 4
Camel 2 LaCoste 2
Tangpu 1 Coach 2
Yid Huren 1 doreFerragamo 1
Gucci 1 Samsonite § 1
Pierre Cardin 1 1
Nike 1 Fendi ® 1
Laorentou 1 Dunhill § 1

Source: €1SA Asia-Pacific, China RealityResearch, lan. 15, 2011




Goldlion is a rapidly growing business, with high margins and a high return on capital. Revenues have increased at
an 18% compounded rate over the last 5 years, and income has grown even faster, at a more than 30% rate.
Operating margins are 25% and pre-tax return on net assets is almost 50%.

Historical Financials
(HKD millions- 7.7:1)
2005 2006 2007 2008 2009 2010 5YRCAGR

Apparel Revenue 569 729 958 1,147 1,142 1,293 18%
Apparel EBIT - Corp OH 71 124 206 242 224 324 36%
EBIT Margin 12.4% 17.0% 21.5% 21.1% 19.6% 25.0%

Apparel Assets 472 604 575 770 880 965

Apparel Liabilities 141 162 198 228 263 266

Net 330 442 377 542 618 699

Pretax RONA 32.1% 50.4% 52.7% 38.6% 49.2%

What Would You Pay For This Business?....Given tremendous growth in both revenues and earnings, high margins,
high returns on capital, as well as optionality from the transfer of the underperforming sportswear license to the
better-managed holder of the shoe licenses. There’s also the potential for a RMB revaluation upward (or downward)
and the monetization of non-earning real estate assets (investment properties in PRC and HK that we value at 80%
of book value, or 1.5 billion HKD (a 6 ¥4 % cap rate)), plus a 6.3% dividend yield, and seven consecutive years of
dividend increases. Consider these factors as well: the founder’s family remains the largest shareholder (62%), the
company has not “diworsified” in the past decade, and that Goldlion has maintained a public listing since 1992, has
a name-brand auditor (PWC), and a strong (and simple) balance sheet with cash of 0.93 billion HKD.

What Would You Pay For This Business Given...

* Tremendous growth in both revenues and earnings
* High margins
* High returns on capital

* Optionality from
* The granting of the poorer performing sportswear license to the much
better managed holder of the shoe licenses
* The potential for a RMB revaluation upward (or downward)

* Non-earningreal estate assets (legacy land holdings)
* 6.3% dividend yield and seven consecutive years of dividend increases
*Founder’s familyis the largest shareholder, with 62% ownership,
and they have not “diworsified” in the past decade
* Public since 1992
* Name-brand auditor (PWC)

= Strong (and simple) balance sheet
* Cash of 0.930 billion HKD
* Investment propertiesin PRC and HK.
80% of book value = 1.5 billion HKD (= 6.25% cap rate)

We would pay 8-12x trailing EBIT for Goldlion (whose peers are trading at more than 20x trailing EBIT),
amounting to an after-tax P/E of 11-16x, for a business where Capex has historically been less than depreciation.
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We Would Pay...

*8-12x trailing EBIT

EBIT Multiple Wvalue in HKD billions

8 2.6
10 3.2
12 3.9

*Versus peers trading at more than 20x trailing EBIT
*Equatingto an after-tax P/E of 11-16x

*For a business where Capx has historically been less than depreciation

Yet Goldlion trades at just 3.26 billion HKD (current market cap), which, if you were to use our apparel matrix
from the prior slide, would place fair value in the range of 5.0-6.3 billion HKD. You can then subtract the cash and
investment properties to derive an adjusted enterprise value (EV) of just 0.83 billion HKD. With the company
delivering last twelve months EBIT of 0.32 billion HKD, Goldlion seems pretty inexpensive — an effective trailing
EV multiple of just 2.6x. We therefore believe there’s potential upside of 50-100%, not counting the company’s
6.3% dividend yield.

But It Trades at Just...
Current market cap HKD 3.26bn
(as of 4/27/2011)
Less cash (HKD 0.93bn)
Less investment properties (80% book) (HKD 1.50bn)
Enterprise value HKD 0.83bn
LTM 2010 EBIT = HKD 0.32bn
Effective EV multiple= 2.6x LTM EBIT
Upside of 50%-100%, supported by 6.3% dividend yield

In closing, as Lewis Carroll once said, “If you don’t know where you are going, any road will get you there.” I wrote
in our FPA Contrarian Policy Statement that, “We are value investors because it makes sense to us, fits our risk-
averse personalities, and appeals to our sense of intellectual honesty. We believe that value investing is the best
means (that we are aware of) to preserve capital and to continue to provide adequate growth over the long term.” I
urge you to know yourselves as investors, and to be aware of your strengths and weaknesses. We all have both. Let
thoughtfulness and patience be your guide to achieving your long-term goals and don’t allow yourself to be swayed
by either the quick buck or short-term market movements.

Thank you.

Steven Romick
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