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Concentrated

and Confident

in Value

The Security Large Cap Value Fund aims at long-
term growth of capital, investing the majority of its assets
i large-cap companies with total market value of $10
billion and above. T he management thinks about investment
opportunities over a three- to five-year time horizon. They try
to make fewer but better decisions based on the concept of
owning businesses rather than stocks.

Q: What is the investment philoso-
phy of the fund?

A: There are three things we consider
very important. First, valuation is critical
to our investment decision. We look for
ideas with a margin of safety. Second, we
think about investment opportunities
over the long-term. We are very patient
and try to find companies that can im-
prove over a three- to five-year horizon.
We are trying to own a business rather
than a stock, so this leads to fairly low
turnover.

Third, we develop a concentrated
portfolio and are willing to take sizeable
positions if the opportunities warrant.
We are trying to make fewer but better
decisions.  For large-cap value, gener-
ally we own between 30 to 50 names.

Q: What is large cap from your
perspective?

A: We define large cap companies
as having market capitalizations greater
than $10 billion. The majority of our as-
sets are in large capitalization stocks but
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the weighted average market cap for the
portfolio has typically been below that of
our benchmark, the Russell 1000 Value
Index.

Q: What is the value that you're
seeking?

A: We look at value using enterprise
value divided by invested capital (EV/
IC) as the relevant metric. As of March
2006, the S&P 500 had a median EV/IC
ratio of 2.1 times. We look for compa-
nies trading below that market median.

Q: How would you describe your
investment strategy?

A: Fundamental analysis and valua-
tion analysis drive our efforts. We con-
sider ourselves bottom-up, fundamental
analysis driven investors. Through our
fundamental analysis we're trying to un-
derstand whether it’s a good business or
not. If it’s not a good business today,
we're trying to determine if there is po-
tential for improvement. We believe that
good businesses are able to sustain or

Security Large Cap Value A

FUND FACTS
Symbol SECIX
Website www.securitybenefit.com
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improve their pre-tax return on invested
capital (ROIC) ratio over time. Our
valuation analysis helps us understand
whether this fundamental assessment is
priced into the security today. We buy
those companies where the market price
does not reflect our expected value. We
do this one company at a time.

In assessing the business, we try to
understand if a company has a sustain-
I think

about it as a triangle with sustainable

able competitive advantage.

competitive advantage in the middle.
The three sides of the triangle are man-
agement, resources and opportunities.
For management, were trying to figure
out if we understand the strategy of the
management team. Do they have a his-
tory of creating shareholder value? Cul-
turally, are they people you would want
to work for? I firmly believe that the cul-
ture starts at the top and works its way
down.

For resources, we consider whether
they have the financial resources in place
to sustain the business and the human
resources to execute the strategy. Re-
garding the industry opportunities, we
consider how competitive the industry
is, how the industry is growing, and does
the company have any unique product
or services to offer.

In our valuation analysis, we use
the fairly typical valuation metrics, but
we've also created our own tool set. If
you imagine a graph, on the Y-axis you
put EV/IC and on the X axis you put
pre-tax ROIC. The X-axis shows how
good the company is because the better
the company or their competitive ad-
vantage, the higher returns they gener-
ate. We are able to plot all the companies
in the universe or industry. Historically
the market has shown a relationship be-
tween these two variables. We are able to
fit a curve through the plots. We draw
a line straight across the current market
median of 2.1 times and the universe be-
low that line is the one we're looking for
— undervalued companies.

This tool allows us to compare how
the market values a company today and

how they have valued it in the past by
comparing it to the overall market and
industry peers. New ideas typically
trade at EV/IC levels where the market
is not reflecting its current or future pre-

tax ROIC.

Q: Do you tend to prefer compa-
nies that are below the market valua-
tions?

A: Yes. However, not every cheap
stock is an attractive idea. The error in
value investing is that some companies
will never earn higher ROIC figures.
Some of the firms here will never be able
earn above their cost of capital. So we
are looking for companies that are trad-
ing at attractive levels but have the op-
portunity to be a better company over
the next 3-5 years.

Security Large-Cap Value A (SECIX)
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Q: Modifying the book value of
the mining, oil, or energy resource
companies is a little tricky. How do
you deal with that?

A: We can fit some of those compa-
nies into our valuation framework, but
for some industries it does not work.
For those where it does not, we use more
traditional metrics. We try to focus
on companies in our circle of compe-
tence and we try to expand it over time.
When we make a mistake, we always try
to evaluate what we could have done bet-
ter. For example, it’s amazing what some
of the raw materials or the commodity
companies have been able to do, and
we've underperformed in that group be-
cause we don’t know that group as well.
But we've made it up in other places.

Q: Do you put similar emphasis
on valuation metrics such as free cash
flow or is that less important than the
EVIC:

A: Free cash flow is one company
lever that can influence a company’s
ROIC. I can tell you what the free cash
flow yield is on every name that we own
or look at. At this point, we have not
built the tool set around it, but we cer-
tainly think about it.

Q: How would you describe your
research process?

A: We have four sector-based ana-
lysts. Our analysts focus on the consum-
er discretionary and staples, healthcare;
financials and utilities and energy and
materials. My experience was analyzing
technology at GE Asset Management. [
also help on the industrials.

Having sector specialists allows us to
think outside the traditional Wall Street
mindset. I'm thoroughly skeptical of
Wall Street, partly because where they’re
very short-term transaction driven, we’re
long-term value driven.

Q: Generation of ideas can come
from many places, including media
reports, screening process or keeping
up with trends. What's your way?

A: We use all three and a fourth one,
networking with companies we know
well. The networking part is about talk-
ing to various companies about them
and about other companies. Not every
management team is willing to do that,
but the smaller the company, the more
they might be willing to talk.

Q: Would the pharmaceutical in-
dustry have a better profile in your
view?

A: We still think about it from a valu-
ation standpoint. The large-cap pharma
names still have high ROIC levels. Aside
from Johnson & Johnson, which is a dif-
ferent story, we don’t have any exposure
to that group. Their EV/IC ratios have
come down as their ROIC levels are de-

celerating. They've had all these branded
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drugs with patent protection that earn
incredible returns, but they’ve been their
own worst enemy. They've grown too
large to repeat this growth and that is
combined with losing patent exclusivity.

Q: How do you approach the con-
struction of this concentrated portfo-
lio?

A: Our position sizes reflect our level
of conviction. When you're running 30
to 50 names, the weight per name is
somewhere between 2% and 5%. The
maximum position size is nothing great-
er than 10%. Anytime a sector is greater
than 10%, we generally try to limit our-
selves to 2 times that weight, and any
time a sector is less than 10%, we don’t
exceed 5 times that weight. From an
industry standpoint we limit ourselves to
no more than 25% in any industry. We
make sure that we stay within the risk
control parameters to manage a diversi-
fied portfolio.

Occasionally the markets give us
opportunities.  First Marblehead, the
private student loan lender, is a perfect
example. We were reviewing the com-
pany one day when news came about
a transitory problem. It had already
come down from $75 to the high $30s
at that point. It was like a gift in terms
of the hit that the stock took that day
for something that didn’t matter from a
long-term standpoint.

First Marblehead’s competitive ad-
vantage is the TERI database which
includes 18 years of underwriting data.
This database, in our opinion, provides
them the ability to underwrite student
loans better than anyone. This is an
example where we started with a fairly
small position, and as our confidence has
increased our position has grown. We
just don't believe the negative stories out
there.

Q: Do you benchmark against any
index?
A: We use the Russell 1000 Value

Index.

Q: What is your objective in terms
of turnover?

A: While we do not manage the fund
with a specific target turnover in mind,
we have over time ranged between 20%
to 60%. There are some periods where

“We concentrate on se-
curities where we believe
the market price does not
reflect a company’s abil-
ity to improve its pre-tax
return on invested capital.
Our analysts concentrate
on understanding the
competitive dynamics of
companies. Through this
analysis, we figure out
how a company can im-
prove over the long-term.
Portfolio construction re-
flects our confidence.”

MARK MITCHELL
Management Company, LLC in 2002 He
manages the firm’s Large Cap Value,
Large Cap Growth and Large Cap Blend

joined  Security

strategies. Previously, Mr. Mitchell was a
portfolio manager and analyst with GE Asset
Management from 1994-02. He earned a
Bachelor of Science degree in finance from
the University of Nebraska.  Mr. Mitchell
has earned the right to use the Chartered
Financial Analyst designation.

we need to trade little, in other periods
the market may reflect the opportunity
we see more quickly.

Q: How would you describe your
buy and sell discipline?

A: In terms of sell discipline, we have
three reasons. First we sell ‘if some-
thing dramatically changes’. Using First
Marblehead as an example, such change
could be if their advantage in underwrit-
ing student loans changes. That would
be a pretty easy sell decision for us. Sec-
ond, the more difficult one, is where
the market fully reflects our valuation
upside. And finally if we find a better
opportunity in another name.

Q: What kind of risk do you per-
ceive in terms of the portfolio, the sec-
tors, or the security investments? How
do you try to minimize that?

A: This is not something that we cre-
ate hard fast rules around, but we think
about it in this context: if we had owned
ideas in just one sector, for example, we
could have substantial risk if the world
changed dramatically. Therefore, we fo-
cus on selecting securities from a bottom-
up basis across all sectors. This tends to
diversify the portfolio. And we tend to
You
may have to look a little harder in certain

not limit where we can find value.

places but this can diversify your overall
portfolio risk.
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