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FUND MANAGEMENT FOR YOUR INVESTMENT NEEDS

RATHBONE INCOME FUND

INVESTMENT PRINCIPLES & PROCESS




EXECUTIVE SUMMARY

An actively-managed, long-only unit trust

B Invests in large, mid, and small cap UK equities with a focus on
dividend-paying stocks, trading at a large discount to fair value.

B Flexibility to invest up to 20% in other listed securities, including
overseas equities.

B Securities weighted in the portfolio by total expected return rather
than by benchmark weighting.

A focus on investment process to determine
investment outcomes

B Risk management defined by capital protection.

B Contrarian approach, underpinned by a process that encourages
conviction to step beyond benchmarks and short-term trends.

B Long-term investment, not short-term speculation.

High conviction strategy

B Portfolio turnover is low as the investment team ‘buy and hold’
for compound income and capital returns.

B Concentrated portfolio of 30 to 50 companies.

Benchmark

B Well-known indices and peer group benchmarks are used as
measures of relative performance, but never as guides to
portfolio construction.

Experienced and stable portfolio management team

B Lead manager in place since January 2000.

Fund Manager: Rathbone Unit Trust Management Limited

B Wholly owned subsidiary of Rathbone Brothers Plc,
a FTSE 250 index company.

Investors frequently refer to risk, quality, and value, to justify their
investment decisions. Few care to document what they mean by these
terms and how their analysis affects their strategy. In the following pages
we explain our core principles, insights and methods. The concepts of
risk, quality and value are defined in a simple and straightforward way.
We then describe how our understanding of these terms informs a strict
investment process. Our aim, by taking time and effort to explain our
process, is that clients will have clearer expectations about what the
fund should achieve and the context of its returns. Better informed
clients make better partners; more prepared to sit through the ‘lean’
times and look forward to ‘fatter’ days.
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SUMMARY INVESTMENT PRINCIPLES

Stock selection is governed by 10 core investment principles:

1. Share prices will reflect underlying corporate performance over time.
Prices fluctuate more than underlying business values.
A long-term perspective is a competitive advantage.

For above-average results, investors must think and act differently to the rest of the market.

2
3
4
5. Risk is defined as a permanent loss of capital, and usually comes from overpaying, or misjudging company finances or fundamentals.
6. A conservative approach will include a margin of safety to minimise the risk of permanent losses, brought on by miscalculations and bad luck.
7. A clear, simple, and rational investment process is vital for investment success over long time periods.

8

By buying and holding investments that pass our strict investment criteria, investors should benefit from the compound growth in capital
and dividends.

9. All investors (fund managers in this case) will perform poorly from time to time.

10. Dividend investing is important for the achievement of superior long-term results.
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SUMMARY INVESTMENT PROCESS

The investment process is formed using our 10 core investment principles, and revolves around the three areas of risk management, quality and
value. Risk management comes first because our understanding of this concept directs our stock selection.

B Risk Management: A risk-based approach is aimed at minimising Ideas are generated through a number of sources including a
risk to maximise returns. Risk is defined as a permanent loss of proprietary screen of stocks. All investments undergo intensive due
capital and derives from three principal sources: deteriorating diligence which gives us the confidence to make significant investments
earnings power (business risk), too much debt (financial risk), in a select group of best ideas.

overpaying (price risk).

B Quality: Business and financial risks are minimised by investment
in a narrowly defined group of companies that exhibit:

- High profitability

— Durability

— Low leverage

— Simplicity

— Honest and competent management.

B Value: Good investments are made when quality companies are
purchased at attractive valuations, thereby minimising price risk.

Proprietary Quality &
QUALITY Value Stock Screen
Return on invested ¢.900 UK companies
capital (ROIC) cross referenced by
€.3000 global companies

VALUE
Earnings yield

Is it a good business?
High profitability
Durability

Management meetings Well financed
Simple
Run by honest and
competent management

Detailed independent industry
and company research

(" Replacement book value ) (" )
Free cash flow Is it cheap? Cash earnings
Long-term average ROIC A wide mardin c';‘.safet Capital intensity
EV/Sales + operating margins 9 y Accounting policies
\ Dividend yield y \ )
4 ) 4 )
Price rises f;erltlanqu(:/znt.he discount Balanced, high conviction Continual monitoring
Fundamentals chanae portfolio of 30-50 stocks of business, financial
Better opportunities engw]erge Low turnover and price risks

\. J
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INVESTMENT PRINCIPLES

Mainstream markets are large, well-followed, and liquid. Many heavily
incentivised, educated investors scrutinise the same information, and
their actions and diverse opinions quickly incorporate news into asset
prices. Mispricings are rare and rough efficiency is the norm. However,
discrepancies do happen in individual shares, sectors, and whole
markets. Investors are not the ‘rational actors’ described in finance
theory textbooks, who can calculate risk in terms of prospective return.
We are in fact driven by powerful psychological habits that induce
collective bouts of poor decision-making. Greed, fear, and envy
occasionally cause us to buy what is going up and sell what is going
down, the exact opposite of ‘buy low, sell high’. At the extremes, asset
‘bubbles’ form and ‘pop’ under the force of mass irrationality. The
existence and correction of market inefficiencies is one of the most
dependable elements in investment markets. For those able to exploit
them, they are the raw material for outperformance.

Investors must act differently from the rest of the market if they are

to outperform. They also need to be right. Greater speed, hard work,
and intelligence, are useful in making correct non-consensus decisions.
However, there are plenty of investors with these attributes who still fail
to add value. To run against consensus and get it right, you must have
superior insights from better information, analysis, or both. You need
an edge. This requires independence, scepticism, and patience. Above
all, it requires a disciplined and repeatable investment process carefully
designed to take advantage of market inefficiencies when they appear.

Risk management

Finance theory and much of the industry define risk as volatility (it
underpins popular measures such as alpha and beta). The problem
with this is that you will struggle to find investors who are worried
about the possibility of their investments going up and down (unless
they have very short-term objectives). What they really care about

is if their investments go down, and stay there. In other words, risk
should be defined in the intuitive sense as the threat of a permanent
loss of capital.

Explaining where risk comes from and how to control it is more
complicated. Share ownership represents a claim on a company’s
future cash-flows. Investors therefore cannot escape the fact that
their fortunes are tied to the outcome of events that haven’t occurred.
Markets fluctuate because risk (and future return) is deceptive.
Nothing is inevitable and even after the event the causes, timing and
impact of any outcome are difficult to assess. The possibility for
alternative outcomes reveals events and processes as the result of a
bewildering set of forces and coincidence. The future cannot be
predicted reliably.

Despite its elusive qualities, risk and losses are real. Some investments
are undoubtedly riskier than others and they can be identified ex ante.
There are three main sources of investment risk; loss of corporate
earnings power (business risk), overleverage (financial risk), overpaying
(price risk).

B Business risk: Capitalism ensures businesses rise and fall over time
as competition between companies redistributes profitability.
Many industries — typically those that sell commoditised products
generated from large capital bases — are more competitive than
others. This makes their future more uncertain and vulnerable to
irreversible losses in earnings power.

B Financial risk: Debt does not increase the value of a company. It
merely magnifies the gains and losses for equity owners. Highly
geared companies are more risky than lowly geared ones because
debt can reduce management flexibility and earnings growth. It
is especially dangerous when events take an unexpected turn for
the worse.

B Price risk: Buying company shares is no different to any
other transaction. The value you get is determined by the price
you pay. Pay a fancy price and you are unlikely to have a
satisfactory outcome.

There are other risks that investors encounter. These include falling
short of one’s goals, relative underperformance, and illiquidity. Though
relevant, they do not in themselves create permanent losses, these other
risks are taken care of if impairments are avoided. There are, however,
two more risks which complicate the problems presented by the three
(business, financial, price) listed above.

B Inflation risk: There is a common misconception that inflation is
good for equities because earnings should rise with price levels.
Equities are certainly better placed than many other asset classes
during inflationary periods, but inflation nevertheless ‘swindles’
investors by acting like a tax on corporate profitability. When
inflation is high, those companies that constantly have to replenish
their asset base face higher and higher cash costs just to stand still.
Inflation turns business risk toxic.

B Luck: Being in the right place at the right time matters more than
many investors care to admit. In the same way that germs do not
always cause diseases, the expression of risk in actual losses is
far rarer than its presence. Absence of a loss does not make a
risky asset safe. Operationally weak, leveraged and richly priced
companies will not necessarily lose value, at least not in the
short-term.

The most effective defence against permanent losses is the ownership
of the best companies available at the best prices. This combination is
effectively an insurance policy in two parts:

B Quality: It involves the purchase of companies with above-average
prospects to maintain and grow their earnings power. These are
companies that exhibit the lowest business and financial risks.
Their inherent strengths limit potential losses for their owners,
and open up the prospect of sharing in compound earnings and
dividend growth.

B Value: Good businesses become great investments when purchased
at attractive prices, thereby reducing price risk. By finding bargains
that are selling at a big discount to fair value, investors lock in a
margin of safety that protects their capital from the worst effects
of fluctuations in market prices, miscalculations, and bad luck.
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INVESTMENT PRINCIPLES (conTiNuED)

A LOSS AVOIDANCE STRATEGY IS AT ODDS WITH RECENT
CONVENTIONAL MARKET WISDOM. TODAY MANY PEOPLE BELIEVE
THAT RISK COMES, NOT FROM OWNING STOCKS, BUT FROM NOT
OWNING THEM... INVESTORS MUST BE AWARE THAT THE WORLD
CAN CHANGE UNEXPECTEDLY AND SOMETIMES DRAMATICALLY; THE
FUTURE MAY BE VERY DIFFERENT FROM THE PRESENT OR RECENT
PAST. INVESTORS MUST BE PREPARED FOR ANY EVENTUALITY.

Seth Klarman,
Margin of Safety, 1991

Quality

Many investors fail to distinguish between a good business and a bad one. Our thinking on the subject is clear. A company is considered high
quality because it has certain characteristics which reduce business and financial risks. To fulfil our definition, a company should fit the following
five criteria:

1.

High profitability: Earnings per share (EPS) is a flawed measure
of profitability not only because it doesn’t reflect the cash that

a business generates, it also takes no account of the amount of
capital required to generate returns for shareholders. A company
can grow earnings by increasing debt or investing in new capacity
at a high cost. Profitability is better identified by free-cash-flow
(FCF) and returns on invested capital (ROIC). A focus on FCF
and ROIC takes analysis beyond a company’s accounting profits
to focus on underlying cash-flow in relation to capital invested
in the business. A business that can earn well in excess of all the
costs of acquiring its assets (including the cost of finance) will
have investment opportunities that generate value-enhancing
growth for shareholders.

Durability: High profitability must be sustainable. To be so,

a business franchise must be protected from the inroads of
competitors. Stable franchises with earnings power preserved by
an ‘economic moat’ (or competitive advantage) can earn above-
average returns, raise prices without seeing demand fall, and resist
losing excess profitability to rivals or regulators. Barriers to entry
are usually formed by valuable assets (products, brands, location,

networks, and relationships) that create entrenched competitive
advantages (low costs, better pricing, greater loyalty, better service).
The combination of high cash-flow ROIC, durable competitive
advantages, and pricing power should also deliver inflation-
protected earnings. Business risk will be lower than average.

Well financed: Too many debts can handicap even the best
businesses. Cash-rich companies with few liabilities stand a
better chance of surviving in hard times and thriving in the
good times. They will have lower than average financial risk.

Simple: If a business is too complicated (operationally,
technologically, or financially), even the company’s management
may not understand all of the risks involved, let alone the
shareholders. Risk is reduced by insisting on transparency and
sticking to what we can know and understand.

Run by honest and competent management: Sustainable and
unlevered profits are no good if allowed to waste in the hands of
management. Cash controlled by company executives must be
allocated rationally (between investment, M&A, dividends and
buy-backs) and in the interests of all shareholders.

A TRULY GREAT BUSINESS MUST HAVE AN ENDURING ‘MOAT’
THAT PROTECTS EXCELLENT RETURNS ON INVESTED CAPITAL.
THE DYNAMICS OF CAPITALISM GUARANTEE THAT COMPETITORS
WILL REPEATEDLY ASSAULT ANY BUSINESS ‘CASTLE THAT IS
EARNING HIGH RETURNS... BUSINESS HISTORY IS FILLED WITH
‘ROMAN CANDLES, COMPANIES WHOSE MOATS PROVED
ILLUSORY AND WERE SOON CROSSED.

‘Warren Buffett,
Berkshire Hathaway Letter to Shareholders, 2007
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INVESTMENT PRINCIPLES (conTiNUED)

Value

The identification of quality businesses is one part of the investment process. The other part is concerned with finding value, since good businesses

do not always make good investments. The difference is determined by price. The paradox of risk is that the reward for its incremental increase

shrinks as more people take risk. High risk comes with happy buyers and high prices. When investors realise the future will not be as rosy as prices

imply, the trend reverses. Pessimism is only conquered when investors begin to see room for improvement.

Euphoria

Excitement

i Denial
Point of

maximum
financial risk

Optimism

Risk is lowest and prospective return is highest in the presence of

low prices. We strengthen our risk protection (and prospective returns)
by insisting on the highest quality companies at the best prices. Like
Berkshire Hathaway’s Charlie Munger, we prefer good companies at
fair prices rather than fair companies at good prices. The former are
best placed to survive the challenges of an uncertain future — they
have lower business and finance risk. We are not buyers at any price,
however. When priced for perfection, the best companies will present
as much aggregate risk as a company with weak fundamentals.

The rise and fall of the ‘Nifty Fifty’ stocks in the *60s and *70s is a
salutary lesson in the dangers of overpaying for good companies.

The opportunity to make significant returns from the best companies
surfaces when investors are preoccupied with short-term earnings
growth (EPS), rather than long-term earnings quality (ROIC). The
ability to compound higher than average ROIC year after year is
undervalued in the absence of an understanding of business economics
and a long investment horizon.

Desperation

Optimism

Point of
. maximum
Panic ) .
financial
opportunity Relief
Capitulation
Hope

Despondency

Depression

Source: Westcore Funds/Denver Investment Advisors LLC, 1998

More generally, cheap assets surface from what other investors don’t
want. Bargain creation begins with an element of truth (e.g. weak
recent earnings record) before investor sentiment takes prices beyond
what is rational. We limit our efforts to those areas where there is the
greatest scope for inefficiencies, often away from the mainstream,
where hard work and analytical skill have the greatest rewards. We
therefore look for stocks that can be classified as:

B Poorly understood, unfashionable, dull
B Weak fundamentals in the near term

®m Controversial.

Not every statistically cheap company is worthy of our time. The
important thing is to find qualities in a business’s economics that are
underappreciated by other investors. Perception has to be much worse
than reality and we must have an edge. That edge provides confidence
to buy from presumably informed owners of the asset. This confidence
also stems from a firmly held view of the company’s true worth, its
fair value, for which we aim to pay a big discount. Once purchased,
patience and fortitude is required to await other investors to return the
asset to a fairer price, at which point we sell.
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INVESTMENT PRINCIPLES (conTiNuED)

Our edge often comes from taking a longer perspective of business
prospects, looking beyond short-term headwinds to a time when
underlying characteristics are re-asserted. With time, stock prices
should eventually increase in conjunction with an improved outlook.
Our average holding period is four to five years, giving a portfolio
turnover of 20-25% per annum. This compares to an average holding
period for stocks traded on many major exchanges (for example, the
New York Stock Exchange is around six to nine months). Our refusal
to ‘churn and burn’ reflects our focus on long-term fundamentals and
ownership for compound growth rather than short-term noise and
price movements.

In demanding a wide discount to our assessment of fair value, we are
the owners of a margin of safety. This is both the basis of return and a
tool for risk management. It acts as protection from overgrown price
risk, since the purchase price should already discount a worse than
likely outcome for the business. Rather than build a portfolio with
faulty materials and optimistic expectations, we add assets able to
withstand unexpected shocks. The price paid should more than
adequately compensate us for the acceptance of business and financial
risks identified in our scenario analysis. Further declines in share prices
are possible, but their extent should be limited, temporary, and
represent opportunities to purchase more stock at an even better price.
A wide margin of safety is also crucial in providing protection from
unexpected financial and business risk when our analyses prove
inadequade or encounters worse than average luck.

ONE OF YOUR PARTNERS, NAMED MR MARKET, IS VERY OBLIGING
INDEED. EVERY DAY HE TELLS YOU WHAT HE THINKS YOUR
INTEREST IS WORTH AND FURTHERMORE OFFERS TO BUY OR SELL
YOU AN ADDITIONAL INTEREST ON THAT BASIS. SOMETIMES HIS
IDEA OF VALUE APPEARS PLAUSIBLE AND JUSTIFIED BY BUSINESS
DEVELOPMENTS AND PROSPECTS AS YOU KNOW THEM. OFTEN,

ON THE OTHER HAND, MR MARKET LETS HIS ENTHUSIASM OR HIS
FEARS RUN AWAY WITH HIM, AND THE VALUE HE PROPOSES SEEMS
TO YOU A LITTLE SHORT OF SILLY... YOU MAY BE HAPPY TO SELL OUT
TO HIM WHEN HE QUOTES TO YOU A RIDICULOUSLY HIGH PRICE,
AND EQUALLY HAPPY TO BUY FROM HIM WHEN HIS PRICE IS LOW.

Benjamin Graham,
The Intelligent Investor, 1949
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INVESTMENT PROCESS

Idea generation

The vast majority of research is conducted internally, and all decisions are based on the investment principles described above. Although the
process is more qualitative than quantitative, screens are used at a preliminary stage to help in the discovery of new opportunities. They are also
used extensively to monitor the relative attractions of existing investments. In particular, a proprietary Quality & Value Screen ranks all stocks
into quintiles. The top quintile contains shares with the highest returns on capital (highest quality), with the highest earnings yield (greatest value).
The same screen is run for the UK, Europe, and global markets. This global framework helps to compare assets within sectors and between them.

;1 d9-o-00 @ )+ Quality & Value Screen xlsx - Microsoft Excel Tahle Tools -
- Home Insert Page Layout Formulas Data Rewiew Wieww Datastream-&FO Design '_) -
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‘ | +| | +|
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= AFRICAN COPPER P Industrial Metals & Mining 28,820,030 0 -15.5% 626 -23.9% 725 1351 15 -158.5 105 -0.66
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tr M| Index . Summary | UK -~ UK FCF + et Debt UK Stocks Held ~EUROPE - EUROPE Stocks Held ~ EUROPE ex UK~ EUROPE ex UK Stocks Held .~ Global | Risk Rater Pan-Europe =y |
iy =] [

Many financials and all utilities are removed from the screen since
differences in their capital structures make their inclusion problematic
for comparison purposes. For these sectors, earnings yield, return

on equity, tangible book value, and various sector-specific measures
of solvency and profitability are used as initial screens for quality

and value.

In addition to proprietary screens, other filters are used to narrow our
universe of stocks. These include identifying companies with:

B Share prices at 52-week relative lows
B High dividend yields

B Low price-to-book values.

Newspaper stories and stockbroker research help us to pick up the
‘scent’. Opportunities can stare contrarian investors in the face because
negative headlines beget negative sentiment which is often reflected in
share prices. A handful of trusted stock broker contacts who know our
methods occasionally provide us with a lead. Meetings with company
management teams will also provide fresh insight into competitors and
companies in related industries.

Screening is the beginning of a much longer research effort during
which many subjective filters are applied. Once a stock idea is
identified, the investment process becomes intensive and includes
meeting company management and industry experts; hours and hours
reading corporate report and accounts, and the thorough review of
historic financial data. External research is used to cross reference
our own work, especially for larger companies. The investment
process makes a virtue of understanding a company’s long-term
operating and corporate history. Bloomberg and Collins Stewart’s
Quest platform are important sources for this kind of company data.
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INVESTMENT PROCESS (coNTINUED)

Quality Is it highly profitable? Are profits durable?

In the same way as a pilot will use a checklist to control and navigate a
plane, we have a series of checks aimed at steering analysis through an
investment’s potential risks and rewards. The questions we ask aim to
square an investment with our five criteria of business quality:

Barriers to entry:

The management of business risk, profits and their durability will
largely be determined by filtering a company through Michael Porter’s
framework for an understanding of its competitive advantages.

Rivalry determinants:

Economies of scale
Proprietary product differences
Brand identity

Switching costs

Capital requirements

Access to distribution
Absolute cost advantages

— Proprietary learning curve

— Access to necessary inputs
— Proprietary low-cost product design
Government policy

Expected retaliation

Bargaining

power of

suppliers
Suppliers

Determinants of supplier power:
Differentiation of inputs

Switching costs of suppliers and firms
in the industry

Presence of substitute inputs
Supplier concentration

Importance of volume to supplier
Cost relative to total purchases in

the industry

Impact of inputs on cost or differentiation

Threat of forward integration relative to

threat of backward integration by firms in

the industry

Source: Michael Porter, “Competitive Strategy”, 1980.

New entrants Industry growth

Fixed (or storage) costs/value added
Intermittent overcapacity
Product differences
Brand identity
Switching costs

Threat of Concentration and balance

new entrants Informational complexity
Corporate stakes
Exit banners

Indust!:{y Bargaining
competitors power
of buyers
Buyers
Intensity
of rivalry
Determinants of buyer power:
Bargaining leverage: Price sensitivity:
Buyer concentration Price/total purchases
versus firm Product differences
concentration Brand identity impact
Buyer volume on quality/performance
Buyer switching costs Buyer profits
Threat of relative to firm Decision makers’
substitutes switching costs incentives

Buyer information

Ability to backward

integrate

Substitute products

Pull-through
Substitutes

Determinants of substitution threat:
Relative price performance of substitutes
Switching costs
Buyer propensity to substitute
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INVESTMENT PROCESS (coNTINUED)

Is it comfortably financed?
Comfort in a company’s finances partly depends on the quality and
sustainability of a company’s cash-flow. It is also determined by:

B The size, nature and terms of bank and corporate debt.

B Other financial liabilities (pensions, legal cases, provisions, restruc-
turing etc.) and off-balance sheet financing (e.g. operating leases).

B The level of dividends and other discretionary payments.

B Classification of cash — i.e. whether it belongs to the company
or represents customer advances — and whether the company has
access to cheap and sustainable source of finance (e.g. customer
deposits, negative working capital).

Is it simple to understand?

An edge might be gained by researching a complex company more
thoroughly than other investors. For instance, a conglomerate with
many operational divisions may deter other investors and provide an
opportunity to find mispriced qualities. There are other situations
however where no amount of work is going to clarify an investment
proposition. We must understand the:

B Product or service

B Competitive and regulatory environment
B Accounting
|

Ownership structure.

Is it run by competent and trustworthy people?

We prefer to back a great business rather than great management. In

an ideal world, however, high quality people will extract the best from a
wonderful company. At a minimum, we want company executives to be
competent and trustworthy. They should have a strong understanding
of cash allocation and the relative merits of organic investment, M&A,
buybacks and dividends at different stages of the business cycle. This
ultimately requires them to share our understanding of business
economics and the drivers of shareholder value creation. Management
that takes this attitude tends to have an ownership mentality and align
their interests with shareholders by owning company shares themselves.

Value

No one company gives a perfect answer to all our questions. There is
always a trade-off between quality and value; between risks and returns.
It is our job to make sure discrepancies and doubts are adequately
compensated by the valuation of a company. Valuation work is based
on our assessment of earnings quality and business economics. If a
business is a good one, time is its friend and the stock price follows
underlying growth. Bad businesses deserve low valuations to reflect
mediocre earnings quality.

Valuation is focussed on cash-flow as a more reliable measure of
corporate profitability, and its primacy helps strip out the more
questionable assumptions embedded in accounting standards. Cash-
flow also spans the divide between the income statement and balance
sheet by considering all the cash costs of growth (capital expenditure
and working capital), and capital (interest and dividends). It is
therefore a better guide to capital intensity and earnings quality.

A number of measures are used to reach an estimate of fair value.
These include replacement book value, free-cash-flow yield, long-term
average return on invested capital (ROIC), enterprise value-to-sales
(EV/Sales) together with average operating margins, and dividend yield.
No metric is used to the exclusion of others; all contribute to an
understanding of fair value.

The method is more ‘art than science’, paying more attention to the
interpretation of the past than projections for the future. This reflects
our comfort in estimating normalised earnings and anticipating mean
reversion than our ability to make accurate predictions. As such, we
are sceptical about the use of complex valuation models — with their
exact assumptions about growth, profit margins, investment returns
and discount rates. The future is too complicated to be accurately
modelled with a spreadsheet, and we aim to pay little or nothing for
the hope of growth. Using this conservative approach, we should be
roughly right or pleasantly surprised, rather than precisely wrong and
sorely disappointed.

In most cases, we believe there is no such thing as bad assets, only bad
prices. Our investment universe is small because we insist on quality at
attractive prices, a requirement that is rarely met in markets that are
efficient most of the time. There are few businesses we will never buy.
These are companies where practically any price will not adequately
compensate us for the outsized risk of permanent losses. They can be
categorised as:

B Companies heavily exposed to technological obsolescence
(e.g. newspapers in the internet age).

B Companies so indebted they have no chance of supporting their
debt burden (although recapitalisation situations may make these
companies investible).

B Cash sinkholes: Early stage companies, start ups, most biotechs,
many ‘recovery’ situations.

B Companies with ‘fad’ products.
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INVESTMENT PROCESS (coNTINUED)

Dividends

Dividends are the tangible reward for long-term ownership, and a measure of quality and value. Higher quality businesses will have the earnings
power and excess capital to maintain unbroken records of growing annual distributions to shareholders. Dividend income has proved to be a
substantial part of investors” historic returns.

Contribution to total real return depends on your time horizon - US data since 1871
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Source: SG Equity Research

By purchasing good businesses at low prices, investors effectively own quality high-yield perpetual bonds with growing interest income and
capital. The reinvestment of retained earnings at above-average rates of return offers an element of asset protection from movements in interest
rates and inflation that is unavailable from lower quality, non-dividend paying businesses.

Selling

When a stock is purchased, it is our intention to own it for as long as
it continues to fit our investment criteria. We never count on making a
good sale. Instead we focus on making purchases so good that even a
poor sale gives reasonable results. Generally speaking, a stock is sold
for the following reasons:

1. The margin of safety becomes too small, either because the stock
price increases to eliminate the attractive discount (rising price risk)
or the fundamentals change (higher business or financing risk).

2.  When better opportunities are found elsewhere.
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Portfolio construction

The constituents of a portfolio will be a function of where we see the
greatest return for the smallest risk. When general prices are low, we
are likely to own a greater proportion of strong business franchises
with more cyclical earnings. The prices paid for these companies will
reflect investor’s disappointment at their recent trading rather than the
quality and growth of their longer-term futures. They will have a wide
margin of safety and high prospective returns.

When prices and risks are high, and bargains are few, we will be in
defensive mode. Our default option in this scenario is to buy high
quality companies at fair prices. During speculative phases investors
tend to focus on earnings growth rather than earnings quality. The
stability and returns on capital of these rare ‘compounders’ can be
undervalued. Portfolio returns will be low in absolute terms but
capital should be relatively protected. It is the ‘least bad’ option in a
low returns environment. The cost can be relative underperformance
until prices cheapen.

Risk is principally managed through the concentrated selection of the
best companies at the best prices. Diversification across stocks, sectors,
and company size adds a final layer of risk reduction. The number of
portfolio holdings is around 40, beyond which diversification only
dilutes returns for the client by introducing weaker ideas and higher
trading costs. Good ideas are rare, and when they are found, we have
the conviction to make them a significant proportion of fund assets.
Portfolio turnover is low because a long-term approach is a major

competitive advantage in identifying mispriced assets. It also ensures
transaction costs are minimised, and allows access to the compound
growth and dividends of superior businesses.

The fund retains a capacity to invest 20% of assets in investments
other than UK equities, including cash. It will remain roughly fully
invested at most times due to the fund’s reliance on company
dividends to grow income distributions. Cash levels will naturally
rise on the margin when assets are expensive (based on long-term
measures such as the cyclically adjusted price/earnings), and reduce
when prices are cheaper. We believe the headwind to returns of
owning cash in pricey markets will be compensated by the
opportunity to use the same cash to buy bargains when they emerge.
Non UK equities (principally those listed in mainland Europe) will be
purchased when they offer a superior risk-adjusted return compared
to UK stocks. Inclusion of non-UK stocks is restricted to sectors and
areas where we have existing expertise. It is an effective way to
consolidate a theme in the fund, and diversify stock-specific risks. On
very rare occasions we will find investment opportunities where the
senior securities in a company’s capital structure are more attractive
than the equity (convertibles, debt, perpetual etc). This will usually
occur at the extremes of the cycle in the presence of forced sellers. Our
approach to non-UK equities and senior securities is identical to

the strict process and principles employed for analysis of any

other opportunity.
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