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Value Through Earnings

Investing in growth stocks restricted to U.S.-located and traded businesses is quite a
challenging task today, when the US economy is clearly not the growth engine of the world.
Edgewood Growth Retail Fund manager Alan W. Breed and his team of portfolio managers
face this challenge and look to invest in high-quality, large-cap growth companies when they

are trading at very attractive valuation.

Q: What is your investment philosophy?
A: The basic philosophy of Edgewood Growth
Retail Fund is to invest in high-quality, large-
cap growth companies when they are trading
at very attractive valuation. We believe that
earnings growth will drive stock prices over
the long term.

Since we look at companies as though we are
buying the whole business, we seek those
that show consistent earnings performance, a
proven track record in the market and a strong
balance sheet with attractive fundamental
valuations. We also look for a competent
management that will ensure that this perfor-
mance will continue in the forthcoming five to
ten-year period.

Q: What is your investment strategy?

A: We restrict ourselves to owning U.S. locat-
ed and traded business and since we look at
industries on a global basis, many of the com-
panies in our universe are either U.S. compa-
nies that have a significant export business
or those that are doing a lot of business in
foreign markets.

We are bottom-up investors and we are always
fully invested in the market. Since we operate
in a tight box, at any one time we will prob-
ably have only 45 to 50 growth companies on
our radar screen that fit our business criteria
— such as companies with low debt, unit vol-
ume growth, strong cash flow, and earnings
growth.

Our strategy is to identify the best businesses
that we can as indicated by balance street
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strength, predictability of earnings and qual-
ity of management team and then create a
portfolio of those that show a 20% earnings
growth over the forthcoming five-year period.
We consider this approach to be a good risk-
adjusted process. Therefore, most of our com-
panies are in industries that are growing.

Our investment process is multi-tiered. We
evaluate potential candidates by first starting
with their current earnings and then grow them
out for the next five years. We put a multiple
on those future earnings to get what we think
the evaluation of the business might look like
for the next five years and to bring into account
the declining multiple that we foresee in all
large-cap companies over this period. We then
discount that back at a required rate of return.
Our rate of return includes the rate that you
get by investing in ten-year treasury and add
a risk premium to the earnings predictability.
These cash flows are again adjusted for risks.

Next, we rank the companies on a present val-
ue basis versus where they are today. Those
with the biggest discount to present value are
the most attractive and those that are closest
to fair value are the least attractive.

Q: How is your research process orga-
nized? Where do you get ideas?

A: Our research process is quite simple. Since
we look at any potential investment as though
we are buying the whole business, we spend a
lot of time studying the industry, the industry
participants, and the drivers of the revenue
and expenses so that we can come up with an
accurate industry growth rate for the future.
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W\NRUANEINEED) is President and Portfolio Man-

ager of Edgewood Management. He joined Edge-
wood Mangaement, in 1994, as a Partner and a
member of the investment committee from First
Boston Corporation, where he was a vice-presi-
dent in the institutional equity department and a
member of the firm’s Stock selection committee.

In addition to his years at First Boston, Breed
worked at Brown Brothers Harriman & Co. where
he completed their equity research training pro-
gram and joined the equity department.

Breed graduated cum laude and was on the
Dean’s list at Northwestern University’s Kellogg
School of Management with an MBA. He complet-
ed his undergraduate work at Emory University
where he graduated with a BA in economics.
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Next, we visit every company that we invest in
and spend time with customers, suppliers and
competitors to understand the business and
see how that business fits within its industry
so that we can come up with an accurate five-
year earnings forecast.

We look at the next five years too. So, zero to
five and then look at five to ten as well. This is
because when we try to evaluate particularly
a large-cap growth company, we are looking at
decelerating earnings growth over that period
of time, and, consequently, at a multiple that
will compress it. We try to discover how quick-
ly that multiple will compress so that when we
build our evaluation model, we have an idea of
whether this is just a three-year wonder or has
longer term sustainability.

We end up with 50 to 55 companies that make
our research list. There are screens that we
go through looking for companies that grow at
a certain rate in earnings in the trailing five
years, and have had a 20% price correction
that might attract us to consider them. These
companies will be ranked top-down. Once on
the list, the companies are assigned to one
of the six portfolio managers, according to
their area of expertise, who form our commit-
tee. That person draws up a five-year earnings

“Since we look at
companies as though

we are buying the whole
business, we seek those that
show consistent earnings
performance, a proven track
record in the market and a
strong balance sheet with
attractive fundamental
valuations.”

model and presents the idea to the whole com-
mittee. The committee then discusses and de-
cides unanimously as a team as to whether or
not the idea should be actively followed.

If approved, the idea goes on to the watch list
which is then monitored closely. We then do
all the due diligence that a private equity firm
would to get all relevant data. Then, assuming
that the stock is trading at a discount to its
present value, and then the team will select
the stock for the portfolio.

Q: What exactly are the characteristics
that attract you towards a company?

A: Besides looking at fundamentals like bal-
ance sheet strength we avoid industries that
are based on commodity pricing as we don’t
feel we can add a tremendous amount of val-
ue to forecasting the direction of copper or oil,
for example. We are looking for unit volume
growth in the industry and in the company that
we consider to invest. So, for instance, we are
not going to buy Exxon because oil is at $95
and ExxonMobil is making a lot of money. We
might look at alternative energy as a category
and do a lot of work to find the companies that
are going to benefit as a result of a move to
alternative power.

We will not buy airlines because we don’t like
businesses that are highly regulated by the
government or have heavy union exposure.
By definition those aren’t going to have very
good margins and we look for industry-leading
margins in industries that have above-average
margins. This also implies we look for a good
underlying value in the growth stocks that
we’re invested in.

Q: Can you give an example of how you
discovered the underlying value of a po-
tential investment?

A: Corning Inc, where we have a large posi-
tion. Now, LCD flat-screen technology is chang-
ing the world and our research revealed that,
though there are many companies in this are-
na, not all of them are correctly valued. We
found Corning, a flat-screen maker that makes
65 % of all the glass used in LCD televisions,
as an attractively valued investment.

Corning has two other businesses that are
important - fiber optic cable and related equip-
ment and ceramic filters used in diesel en-
gines for pollution control — but we believe that
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they are not accurately reflected in the stock
price. In fact, they own 50 % of Dow Corning
which is worth between $6 billion and $8 bil-
lion and if they were to ever spin that out or
sell that stake and buy back stock, it would
be a significant value-enhancing event for the
company.

Q: How do you go about constructing your
portfolio?

A: At any point of time, we have a strict cap
of just 22 companies in our portfolio. Mutual
fund rules dictate that to be a diversified fund,
we cannot go below 22 positions.

Therefore if you wanted to put say, IBM in
the portfolio, you would have to make a case
to sell something else and that too from the
same sector or group. This is because, while
creating it, we try to cut the portfolio on many
different dimensions. So one is across indus-
try where we won'’t allow more than 25% to be
in any one industry; the other is across valua-
tion where we don’t want our portfolio to have
huge multiples.

We divide the portfolio into three classes
namely, those that grow 10% to 15%, those
that grow 15% to 20% and those that grow
20% and up. We then try to have a balance
among the three groups.

Q: Why is this portfolio balancing impor-
tant?

A: Balancing is essential because sometimes
you'll enter certain markets, like in the late
90s where it seemed right to invest heavily in
high growth, high-multiple technology stocks
because they were going up. Then came 2000
and 2001 where it all went bust in a very short
time. We want to avoid such risks by ensuring
that we have a portfolio that performs differ-
ently. We constantly monitor and try to ensure
that we do not have all our eggs in one bas-
ket.

Our outlook is long term hence we are able to
exploit the short-term wiggles in the market,
especially if we believe that we'’re in a good
company with good management and a grow-
ing industry. Consequently, our portfolio turn-
over is closer to 30% or 35 % in a year.

Q: What is your buy-sell discipline? How
do you decide how long to let winners run
and vice versa with your losses?



A: The winners are tackled on an individual
and portfolio allocation basis. Take for ex-
ample Citigroup (we do not own and have not
owned it). Let’s say it started as a 4% position
but in two years it has gone up 200%, thereby
rising to a 12% position in the portfolio. We
will never allow it to reach such a large posi-
tion. We will cut down the position to 6%, the
moment it reached 8 %, for that's the most
we allow in any one given name. We will cut it
back every time it hit 8 %, meaning we would
have cut it back 2% at a time.

Also, if current price hits what we had evalu-
ated as its fair value, we would sell the entire
position. Again this decision is made after re-
assessing our target price to confirm its accu-
racy or discover any substantial improvement
in the company’s fortune.

Losses however, are tackled differently be-
cause we get very close to these companies
and you have a lot of intellectual capital in-
vested in the idea. However, since we have
concentrated positions, losses can really de-
tract from performance and so we are quick
to sell.

Let’s take the real-world example of Comcast
Corporation that we used to own. When Com-
cast went down 15% relative to its peer group,
to remove bias, we reassigned its coverage
from the original portfolio manager to another
of our partners. That person had 24 hours to
come up with an action plan and explain the
decline in stock. The original analyst stayed on
the committee as an information resource but
had no vote on the outcome.

The committee in such cases, discusses the
new person’s findings and decides whether we
should take advantage of the decline and one,
buy more, two, sell what we have, or third, just
hold on to what we have. In the Comcast case,
we felt we had underestimated its competi-
tion. They had also missed several milestones
in terms of generations of free cash flow and
so we elected to sell the stock.

Q: What is the benchmark against which
people measure your fund?

A: We are usually benchmarked against Rus-
sell 1,000 Growth index but we don’t really tie
ourselves to it. So, whether it's the S&P 500
or the Russell 1000 Growth we try over a pe-
riod, to beat every index.
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Q: What is your view on risk? How do you
manage risk?

A: We are risk averse. So we’re averse to mar-
ket and systemic risks. We are willing to face
corporate risk and others that we can analyze,
because we've done the research. We can’t
control what’s going on at CitiBank and wheth-
er or not they are going to have subprime prob-
lems. But we know that all of our companies
don’'t need the capital markets to hit their
growth target and over time that’s important.
Moreover, because we are sufficiently diversi-
fied across industry and evaluation class, we
are able to weather short term storms.

Stock related risks are the kind we think we
can control and manage. For example, we are
prepared to take the risk over the fate of Apple
Computer’s iPhone, because we think we can
analyze that. We can see and buy the product,
assess consumer demand, and monitor it on
a regular basis. Whereas, it is impossible to
gauge market reaction to say, subprime lend-
ing. We do not take risks that we do not un-
derstand or are not comfortable with or cannot
analyze.

Q: Can you give some examples to describe
how you gain the confidence to take risk of
a company’s one-product cycle in the forth-
coming 5 to 10-year period.

A: Again Apple is a great example. When the
first iPod came out, browsing the Internet and
visits to all music stores revealed that this was
going to be a really big phenomenon and we
thought the market was greatly underestimat-
ing the long-term growth outlook for iPods. Fur-
thermore, we felt that iPod, being such a good
integrated software package, would stimulate
growth of iMac. Thus, we had a proven winner
like Steve Jobs in the company, an excellent
product and an attractive valuation. This is the
kind of dream situation that gives great confi-
dence.

Research in Motion is an example where de-
spite the fact that stock price dropped after a
patent litigation, we still maintained confidence
in that stock. In fact, it has been our largest
position for the last two years. We were Black-
berry customers and we realized that they were
indispensible to our business. We realized that
we were cutting edge in terms of using it and
felt that there was a market that currently had a
million subscribers which could grow to over 50
million subscribers in ten years from now. il
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Edgewood Growth Retail Fund

Symbol EGFFX
Website www.edgewood.com
Address Edgewood Management LLC
350 Park Avenue, 18th Floor
New York, 10022-6057

Tel. No. 212-652-9100
Inception ~ 02/28/2006
PORTFOLIO
Total Net Assets* $0.8
Avg Mkt Cap ($ Weighted)* $49.3
Average Price/Earnings Ratio 32.16x
Average Price/Book Ratio 6.7x
Turnover Ratio 33%
INVESTMENT INFORMATION
New Investment Open
Min Initial Investment $3,000
Min Subsequent Investment $0.00
Min Initial IRA Investment $2,000
RISK (AGAINST S&P 500 - 3-YEARS)
Alpha N/A
Beta N/A
R-Squared N/A
Ann. Std Deviation N/A
Sharpe Ratio N/A
RETURNS VS. S&P 500 DAILY REINV INDEX

EGFFX Index
1 Year (Cum.) 21.13% 5.49%
3 Year (Ann.) N/A 8.62%
5 Year (Ann.) N/A 12.83%
FEES AND EXPENSES
Max Sales Charge - Front 0.00%
Max Sales Charge - Deferred 0.00%
Max Redemption Fee 0.00%
Total Expense Ratio 1.50%
PORTFOLIO MANAGER
Alan W. Breed 2006
*millions

Data through: 12/31,/2007

Source: Company Documents; Lipper

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




