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FundScreen

Q: What is your investment phi-
losophy?
A: We have a value investment ap-
proach that is based on proven invest-
ment principals. We also incorporate 
industry leading social responsibility 
analysis into our decision making. 
We use this approach to identify mis-
priced companies and to encourage 
good governance. By proven invest-
ment principals we mean that this is 
established industry and it’s intrigu-
ing that successful investment prin-
ciples haven’t changed a lot.

Essentially, we combine a financial 
and a non-financial perspective in 
making investments. We operate 
a responsible shareholder policy, 
which basically involves integrating 
governance, social, environmental 
and ethical issues into our invest-
ment process. The research we get 
from the broker community focuses 
purely on the financial aspects of 
the company, while we build detailed 
analysis on the governance, social, 
environmental, and ethical issues. 

I believe that this dual approach to 
investing is a long-term advantage. 
The non-financial analysis often high-
lights risks that can have a financial 

impact. Also, there is an increasing 
number of people and institutions in 
the U.K. that feel that there is a re-
sponsibility to know how companies 
they invest in deal with important 
social, environmental and ethical is-
sues. Another advantage is that our 
highly skilled responsible sharehold-
ing team is difficult to replicate.

Q: How that philosophy translates 
into an investment process?
A: On a day-to-day basis of building 
the portfolio, we have three key in-
vestment principles: focused, valua-
tion-driven, and low-turnover fund. 

We are focused investors in the 
sense that we’re rigorous in defin-
ing what we’re looking for and we 
select a relatively small number of 
investments. This focused approach, 
as opposed to a more diverse one, 
enables us to quickly narrow down 
companies that we are interested in. 
In that way we can spend more time 
in understanding these companies 
and, potentially, do more within the 
areas that we understand. 

When we find something that we like 
both from the valuation and from 
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“I believe that the 
most important risk 
control comes from 
appropriately pricing 
and understanding risk 
before you make an 
investment.” 
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the social, environmental, and ethi-
cal perspectives, we tend to invest 
a material proportion of our assets 
in that idea. Our largest holdings 
are 4% to 5% of the fund and some 
are not particularly large companies 
in the benchmark we’re measured 
against. The benchmark we measure 
ourselves against is the UK FTSE All 
Share index. 

The second principle is that we are 
valuation driven. We spend most of 
our time thinking from a bottom-up 
perspective. Of course, we do pay 
attention to top-down thematics go-
ing on around the world, such as 
understanding the sustainability of 
long-term trends in populations, the 
environment and regulations. Funda-
mentally, however, we seek to know 
companies well, to meet the man-
agement teams, to understand the 
cash flows and the future trends so 
that we can make the best possible 
investment decisions. 

The final principle is that we are a low 
turnover fund. With annual turnover 
rates in the industry running at about 
100% on average, I believe that it is 
fair to say that money is being man-
aged more and more on a short-term 
basis due to the rise of hedge funds. 
We stand very apart from that. Ide-
ally, we would like to own companies 
for a minimum of three years, prefer-
ably for more than five years. We aim 
to invest in businesses with stable 
business models, managements we 
trust, and businesses that we feel 
will have a competitive advantage for 
at least 5 or 10 years. 

Q: Would you explain your percep-
tion of value as there are differ-
ent definitions in the industry? 
A: We use primarily cash-based valu-
ation techniques and we tend to be 
naturally cautious towards business-

es that we can’t value with a simple 
cash flow technique. There are many 
stereotypes attached to value invest-
ing and we have our own definition. 
When we talk about value investing, 
we first think about mispriced oppor-
tunities, about valuation and poten-
tial for change. 

But we also seek to think differently 
from the market, which often means 
that we have a contrarian approach, 
but that’s not exclusively so because 
on occasions we can be more opti-
mistic than the market. We like to 
buy the businesses cheaply but we 
are a bit more pragmatic and we 
don’t restrict ourselves to just that.

We are pretty focused on downside 
protection; that’s almost always our 
first goal in the process. We try to 
make sure that we don’t lose money 
before we know how we are going to 
make it. That’s achieved particularly 
by inverting our arguments before we 
buy a company and figure out what 
would happen if we are wrong.  

We have quite a strong sell discipline 
- perhaps an area overlooked by a 
great part of the investment commu-
nity. We scrutinize why we are suc-
cessful, and we also scrutinize when 
we fail if we get it wrong. That kind 
of honesty in the process constantly 
challenges our investment assump-
tions to reassess whether it is ap-
propriate to hold our investments.  
Finally, when our view becomes the 
consensus view, we’d typically move 
on because then the valuation is nor-
mally close to our target. 

Q: How is your research process 
organized?
A: We have two teams of analysts 
– financial analysts and the respon-
sible shareholder team. The finan-

cial analysts are building models on 
companies and implementing the 
principles that we talked about, such 
as valuation, downside risk, sell dis-
cipline and other processes.

The responsible shareholder team 
looks at the governance, social, en-
vironmental, and ethical issues and 
briefs the financial analysts on these 
aspects. The analysts document 
both the social and the financial is-
sues, so when the money managers 
look at the company, the research is 
prepared to consider both elements 
of the investment case. 

Then, the ideas typically go forward 
to a meeting of three or four manag-
ers, our head of research, and the 
analysts who prepared the research. 
At that point discussion is held about 
the appropriateness of the invest-
ment, whether it meets our philoso-
phy, and whether it fits our cash-
based way of valuing companies. 
We’ll invert the arguments trying to 
figure out if we make an investment 
where we could be wrong. That meet-
ing is the cross-checking that makes 
sure that we have considered every-
thing we should consider. 

If a company gets through that as-
sessment, then it goes on our core 
list. The core list represents our best 
ideas that should be in our portfolios. 
Typically, it won’t contain more than 
ten names. Around that list there 
will be a selection of companies that 
may have not met all the criteria for 
valuation reasons, or companies that 
would be suitable to allow fund man-
dates to be implemented. 

Q: Can you give us an example of 
a stock that became a core hold-
ing through that research pro-
cess?
A: One of our core holdings, a com-
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pany called Scottish Power, is a 
generator, distributor and retailer of 
electricity in the U.K. It became of 
interest to us from the financial per-
spective a couple of years ago as it 
was a poorly managed business. It 
also owned quite a significant busi-
ness in the States, which it sold to 
an utility Warren Buffet owns. At the 
time of the sale we felt that the mar-
ket was underestimating the impor-
tance of the change going on, which 
was followed quite shortly by senior 
management changes. 

It had an attractive valuation rela-
tive to its peers, very strong dividend 
yield, which provided some downside 
protection, and a stable business 
model. We also believed that the 
U.K. electricity sector would consoli-
date more on a pan-European ba-
sis. Indeed, Scottish Power was ap-
proached by a German utility. There 
was a catalyst for change, a strong 
valuation case, downside protection, 
and perhaps one of the best social 
responsibility programs in this sector 
in the U.K. That’s particularly impor-
tant because Scottish Power has an 
extremely high environmental impact 
as a generator of power. 

So the financial analysis led us to be-
lieve that there was value; the non-
financial analysis showed that the 
company was managing its social, 
environmental and ethical impacts 
well. The stock compared well to oth-
er investment opportunities and so 
we added the stock to the portfolio 
and now it’s one of the top ten hold-
ings within the Trust.

Q: What kinds of risks do you 
monitor and how do you try to 
mitigate them?
A: Although we look at volatility and 
tracking errors as everyone else 
does, I believe that the most impor-
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tant risk control comes from appro-
priately pricing and understanding 
risks before you make an invest-
ment. Since we believe in focused 
investing and we don’t diversify for 
the sake of diversifying, our track-
ing error can be high. However, we 
don’t necessarily think that it reflects 
higher risk because we spend a lot of 
time pricing the risk before we make 
an investment. 

Ticker staff searches for mutual funds 
for their consistency in performance 
and durability of investment style. 

Our interview covers investment phi-
losophy and strategy, research pro-
cess, portfolio construction and risk 
control for funds. Through an inter-
view we uncover long-term strategies 
and processes that help to generate 
long-term returns.

You can read more on this and other 
funds at Ticker.com
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