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Introduction
The Heritage Fund is a conservatively managed long-only global equity fund. It owns businesses of rare quality when available at low prices.
Quality at a discount is our path to high, risk-adjusted returns. To meet this objective, the fund is defined by three characteristics.

Flexibility:
No benchmark
No geographic restrictions
No income requirement
Active cash management
The fund has the flexibility to invest where there are the greatest opportunities, regardless of sector classification, market capitalisation,
geographical listing, or benchmark inclusion. This avoids the limitations of narrowly defined mandates, which tend to compromise risk and
opportunity by restricting the investment universe. The fund’s global remit has an initial regional bias to the ‘home markets’ of the UK and
Europe, but retains the scope to go further afield. Whilst the fund’s objectives do not include an explicit income requirement, the approach places
a premium on companies that pay high and growing dividends. Cash is used strategically in a range of zero to 30% of fund assets. Cash is raised
when opportunities are scarce and deployed when assets are cheap. This improves risk management in expensive markets and provides firepower when prices are depressed.

Focus:
High quality companies at cheap prices
Low turnover, buy and hold for compound growth
Concentrated 30 stock portfolio
The fund focuses on risk management through the selection of the best companies at the best prices. We believe this is the most effective way to
avoid losses and deliver superior long-term returns. This conservative attitude to stock selection is concentrated in a portfolio of around thirty
investments diversified by sector and exposure to earnings risk. Beyond this, we believe diversification dilutes returns by introducing extra trading
costs and weaker investment ideas. Investments are held for as long as they fit our criteria, giving access to compound growth in capital and income.

Transparency:
Selectively marketed
Simple fee structure
Investing alongside the managers
Run by Rathbone Unit Trust management, a wholly
owned subsidiary of a FTSE 250 company
We want clients to fully understand and subscribe to our methodology. They will be better prepared to remain with the fund during inevitable
periods of underperformance, thereby limiting disruptive inflows and outflows. Clients will receive a consistently high quality of service. This will
consist of regular meetings with the fund’s managers, monthly investment letters, and quarterly reports. There will be no sign-up or redemption fees
and no hidden charges. We favour a simple ‘institutional’ rate of 75 basis points, plus an additional 15 basis point administration fee charged to the
fund. To further align interests with unitholders, the fund manager will ‘eat his own cooking’ by investing a significant proportion of his liquid net
assets into the fund. As a subsidiary of a listed business, investors can take confidence that the management company is structurally sound.

The most effective way to build a loyal investor base will be a superior performance track record across the investment cycle. The fund’s focus,
flexibility and transparency are designed to deliver on this objective.
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Summary investment principles
Stock selection is governed by 10 core investment principles:
I

A clear, rational and repeatable investment process is vital for investment success over long time periods.

I

Over time, share prices will reflect underlying corporate performance.

I

Stock market prices fluctuate more than underlying business values.

I

A long-term perspective is essential to take advantage of share price volatility.

I

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

I

Risk is defined as a permanent loss of capital, and usually comes from overpaying for assets, or misjudging company finances or fundamentals.

I

A conservative approach will include a margin of safety to minimise the risk of permanent losses, brought on by miscalculations and bad luck.

I

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

I

All investments will perform poorly from time to time.

I

Dividend investing is important for the achievement of superior long-term results.

Summary investment process
The investment process is formed from our 10 investment principles, and revolves around the three areas of risk management, quality and value.
Risk management comes first because our understanding of this guides our stock selection.
I

Risk Management: Risk is defined as a permanent loss of capital and derives from three principal sources: Deteriorating earnings power
(Business Risk), too much debt (Financial Risk), overpaying (Price Risk). We aim to minimise risk to maximise returns by owning quality
businesses at value prices.

I

Quality: Business and financial risk are minimised by investment in a narrowly defined group of companies that exhibit:
– High returns on capital
– Durability
– Balance sheet strength
– Transparency
– Honest and competent management

I

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

Ideas are generated through a number of sources including a proprietary screen of stocks. All investments undergo intensive due diligence which
gives us the confidence to make significant investments in a select group of best ideas.

Screen investible universe
Rank 5000 companies >$200m by ROIC and Earnings Yield

QUALITY COMPANIES
I
I
I
I
I

I

High returns on capital
Durable
Balance sheet strength
Understandable
Honest and competent management

A 30-stock portfolio
I Low turnover
I Cash flexes with opportunity

RISK
MANAGEMENT

VALUE PRICES
I
I

Naturally contrarian
Wide margin of safety

SELL WHEN:

PORTFOLIO
CONSTRUCTION

I

Prices rise
Fundamentals worsen
I Better opportunities emerge
I

Investment process
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Investment principles
Introduction
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. We hope that by taking time and effort to explain
our process, 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.

efficiency is the norm. But 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.

The fund’s investment process has been developed over more than
10 years and is the source of our competitive advantage. It draws
influence from academic research and the experience of some of the
industry’s best practitioners including Ben Graham, Warren Buffett,
and Seth Klarman. A variety of the strategy is used in the management
of the Rathbone Income Fund and a similar mandate for a Canadian
fund management company.

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.
But 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.

We operate in mainstream markets that 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

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
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(continued)

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. To reflect this basic truth, we
think 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).
I

I

I

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.
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.
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 less likely 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, and if
impairments are avoided these other risks are taken care of. There are,
however, two more risks which complicate the problems presented by
the three (business, financial, price) listed.
I

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 cheats
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.

I

Luck: Being in the right place at the right time matters more than
many investors care to admit. Good outcomes can emerge from
faulty processes when chance intervenes. 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:
1.

Quality: It involves the purchase of companies with aboveaverage 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.

2.

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.

Investment process
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(continued)

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.

2.

High returns on capital: Earnings per share (EPS) is a flawed
measure of profitability not only because it doesn’t reflect the cash
that a business generates, but also because it takes no account of the
amount of capital required to generate returns for shareholders. A
company can grow earnings whilst potentially harming their longterm durability by increasing debt or investing in new capacity at a
high cost. Profitability is better identified by free-cash-flow (FCF,
cash available after all non-discretionary payments) and returns on
invested capital (ROIC). A focus on FCF and ROIC takes analysis
beyond a company’s accounting profits to focus on underlying cashflow 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.

3.

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. They
will have lower-than-average financial risk.

4.

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

5.

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.

Durability: High returns 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 inflationprotected earnings. Business risk will be lower than average.

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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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 as more people take it, incremental rewards
diminish. 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,
and pessimism is only conquered when investors begin to see room for improvement. The cycle in stock-market sentiment is often matched by an
industry’s capital investment cycle. Enthusiasm and high prices sow the seed for disappointment when over-investment by individual companies
leads to capital destruction across the industry. As a rule of thumb, the most competitive industries have the most volatile investment cycles and
witness the greatest swings in investor sentiment. A simplified version looks like this.

POINT OF MAXIMUM
FINANCIAL RISK
EUPHORIA
Incumbents and new entrants
plough in fresh capital as
returns and valuations peak

ANXIETY
In the fight for market share,
profit margins begin to slip

EXCITEMENT

OPTIMISM

DENIAL
Strong sales
continue but profits
decline in an oversupplied market

FEAR
Cost cutting does not offset falling
profits. Selling pressure mounts

OPTIMISM

PANIC
Valuations fall to reflect
worsening fundamentals

New opportunities
attract early entrants

Return on capital

Valuation

High growth and
valuations attract
new entrants

HOPE
CAPITULATION
Bad news continues.
Valuations collapse

DEPRESSION

Returns
begin to
improve.
Valuations
recover

Capacity is withdrawn.
Earnings and profits hit a floor
Source: Rathbones, Westcore Funds/Denver Investment Advisors LLC

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 over 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 business and finance 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 longterm earnings quality (ROIC). The ability to compound higher-thanaverage ROIC year after year is undervalued in the absence of an
understanding of business economics and a long investment horizon.

POINT OF MAXIMUM
FINANCIAL OPPORTUNITY

Time

More generally, cheap assets surface from what other investors don’t
want. Bargain creation begins with an element of truth (e.g. weaker
earnings) 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 earn the greatest rewards. We therefore look
for stocks that can be classified as:
I

Poorly understood, unfashionable, dull

I

Weak fundamentals in the near term

I

Controversial.

Investment process
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(continued)

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.
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 of less than a year for stocks traded on many major exchanges
(for example, for the New York Stock Exchange it is around six to nine
months). Our refusal to ‘churn and burn’ reflects our focus on longterm 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 worsethan-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 inadequate 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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Idea generation
The vast majority of research is conducted internally, and all decisions are based on the investment principles described. 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.

Many financials and all utilities are removed from the screen since differences in their capital structures make their inclusion problematic for
comparison. 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.
A back test of the screen shows that the top quintile does not outperform every discrete year, but it does over the longer term. Importantly, it
outperforms when markets fall, preserving capital to be reinvested when markets cheapen. This echoes our contrarian strategy of winning by
not losing.
60
50
40
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Percentage change (%)
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10
2008

0
-10

2004

2005
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2007
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2010
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Quintile 1
Quintile 2

-20

Quintile 3
Quintile 4

-30
-40

Quintile 5

Source: Rathbones
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(continued)

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

Share prices at 52-week relative lows

I

High dividend yields

I

Low price-to-book values.
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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 and
understand 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 clearly
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.

Quality
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:
Why does it make high returns on capital? Are profits durable?
The management of business risk is determined by seeking companies
with competitive advantages that rivals struggle to replicate. We want
to know how a company came to acquire its assets and market position
because the ease at which these were established and maintained can
reveal their sustainability. We seek to understand the strategy of the
company and the wider industry to analyse the industry’s past capital
spending requirements. We want to know the stage in the capital cycle
and risk posed by new entrants with disruptive technologies. Lastly, we
look for companies that can grow to improve their competitive position
and earnings power and how this might be achieved.
Is it comfortably financed?
The room for comfort in a company’s finances partly depends on the
quality and sustainability of a company’s cash-flow. It is also
determined by:
I

The size, nature and terms of bank and corporate debt

I

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

I

The level of dividends and other discretionary payments

I

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

Is it understandable?
We prefer simple companies where we can understand the risks in
order to price them. Complexity breeds uncertainty and unexpected
consequences which we seek to minimise. An ‘edge’ might be gathered
by researching a complex company more thoroughly than other
investors. For instance, a conglomerate with many operational divisions
may deter other investors and provide opportunity to find mispriced
qualities. There are other situations where no amount of work is going
to clarify an investment proposition. We must understand the:
I

Product or service

I

Competitive and regulatory environment

I

Accounting

I

Ownership structure.

Is it run by competent and trustworthy people?
We like businesses that even an idiot could run and 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 take this attitude tend to have an ownership mentality and align
their interests with shareholders by owning company shares themselves.
As a check against malpractice, we also spend time to identify whether
management pay provides incentives for good corporate behaviour.

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
poor 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. Cashflow 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.

Investment process
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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
reversion to averages 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 a 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:
I

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

I

Companies so indebted they have little chance of supporting their
debt burden (although recapitalisation situations may make these
companies investible).

I

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

I

Companies with fad products.

Dividends
Although the fund has no income mandate, we have a natural
preference for a bird in the hand. We see dividends as 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
100%
90%

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 focus on making a purchase
so good that even a poor sale gives reasonable results.
Our sell discipline is a clear reflection of our buy discipline. Generally
speaking, a stock is sold for the following reasons:
1.

The margin of safety becomes too small for comfort, either
because the stock price increases to eliminate the attractive
discount (rising price risk) or the fundamentals change (higher
business or financing risk). In the simplest terms, the price at
which we own the stock no longer compensates us for the risk
of doing so.

2.

When better opportunities are found elsewhere. Ideas compete
for capital. Should a new one present superior opportunity than
an existing investment, the old will be sold to fund the new.

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 general prices 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 and hold more cash (see overleaf).
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 return environment, and the ‘cost’ of
relative underperformance is worth accepting 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 thirty, 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.

80%
70%
% Contribution

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 that is unavailable from
lower quality, non-dividend paying businesses.
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Source: SG Equity Research
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(continued)

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, perpetuals etc). This will usually occur at the extremes of the cycle in the presence of forced sellers. The mandate
permits us to invest in these situations; however, this capacity will be used infrequently and our approach is identical to the process and principles
employed for analysis of any other opportunity.

Cash
Full investment is always preferable because this implies there is enough value to completely deploy client’s cash. However, opportunities do not
emerge because we demand them, and sometimes value is scarce. It makes no sense to be fully invested when assets are expensive, and the cost to
returns of carrying cash today will be compensated by having capital to buy tomorrow’s bargains. The availability of cash makes us better equity
investors because it is a strategic asset and an instrument of risk control. Our methodology refers to the Cyclically Adjusted P/E (CAPE) ratio to
help scale the fund’s cash holding.

Long-Term Interest Rates

CAPE Ratio
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Long-Term Interest Rates

Price-Earnings Ratio (CAPE)
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This is a measure of long-term value. It smoothes the fluctuation of the business cycle by taking an inflation-adjusted average of earnings over
10 years. The ratio is a weak predictor of short-term returns; markets can go from expensive to very expensive to produce decent results.
However it is a useful measure on average, and over longer time-frames it has a high (negative) correlation with future returns.
CAPE Ratio

P/E range

1 year

Below 10x
10-15x
15-20x
Greater than 20x

13.4%
9.2%
2.3%
1.9%

Source: Robert J. Shiller, Irrational Exuberance, Princeton University Press, 2005

*Nominal price returns.

Average compound returns*
5 years
10 years
12.5%
6.0%
3.6%
4.0%

9.0%
6.9%
4.7%
2.4%
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The long-term average for CAPE is 16x (using US data available since
the 19th century) and cash is allocated in four bounds according to
this benchmark.
I

If the CAPE of the MSCI World Index lies between 10x and 16x,
it is between ‘cheap’ and ‘fair value’ and investors should expect
cash to run at between 3% and 10% of the fund.

I

Below 10x, the fund is fully invested (i.e. less than 3% cash)
because markets are definitively cheap.

I

Above 16x, markets are above ‘fair value’ and cash levels are
taken above 10%.

I

Above 20x, cash is in excess of 20% because stocks are
definitively expensive.

Within these ranges, the amount of cash held is determined by a
bottom-up view of the companies we admire and their quoted prices.
If they are cheap in absolute terms, we look to buy more and reduce
cash. If they are expensive, cash will be nearer the top of the band.
Cash management is therefore structured and defined by strict market
and stock valuation criteria.
Cash is held on short-term deposit. We shall not look to generate a
return with cash by operating in markets that we do not understand.
That increases other risk (credit, liquidity, interest rate etc), which
contradicts our aim to keep our ‘powder’ dry.

Conclusion
If you have got this far, we thank you for your patience and attention! We naturally enjoy thinking and writing about investing so you don’t have
to. On the other hand, investing is too risky and confusing to keep secrets from you. It is our duty to explain our methods at every opportunity if
we are to maintain your trust and confidence. We hope this document goes some way to describing the fundamentals of what we do and why we
do it. Our insistence on quality companies at value prices comes from a belief that the future is too uncertain to predict. The fund’s flexibility,
focus, and transparency are there to create a margin of safety aimed at protecting investors from the worst of stock market losses. If we succeed
in this primary aim, compound growth should take care of the rest.
We thank you for your interest and support. If you have any further questions, please contact us.

Rathbone Unit Trust Management Limited
1 Curzon Street, London W1J 5FB
Information line: 020 7399 0399
Telephone: 020 7399 0000 | Facsimile: 020 7399 0057
rutm@rathbones.com | www.rutm.com
Authorised and regulated by the Financial Conduct Authority
A member of the Investment Management Association
A member of the Rathbone Group. Registered No. 02376568

2681.04.13

