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\ Fund Aim
The investment objective of the Fund is to achieve capital growth through investing in a
\ concentrated portfolio which will primarily consist of UK equities. The Fund will not be
restricted by reference to a benchmark, sector constraints or company size.
\‘ Portfolio Summary Risk Analysis Summary
Strategy AUM £338.7m Portfolio Volatility 16.65%
Strategy Capacity £1bn Benchmark Volatility 16.09%
Number of stocks 38 Tracking Error 5.47%
Largest Holding BP 5.71% Portfolio Beta 0.98
Active Money 60.13%

Performance as at 30 September 2009

Retail “A” Class Shares Fund? Index * Difference
1 Month 4.26% 4.72% -0.46%
3 Months 22.36% 22.38% -0.02%
12 Months 3.70% 10.80% -7.10%
Since Inceptions (%p.a.) -8.67% -4.69% -3.98%
Institutional “Z” Class Shares Fund? Index* Difference
1 Month 4.42% 4.72% -0.30%
3 Months 22.90% 22.38% 0.52%
12 Months 5.54% 10.80% -5.26%
Since Inception? (%p.a.) -7.08% -4.69% -2.39%
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*Index: FTSE All Share (Total Return)

tPerformance calculated on a mid to mid basis at close of business, net of annual management charge
2Performance calculated on a mid to mid basis at close of business, gross of annual management charge
3Inception date 22 March 2007




Quarterly Commentary

Quote for the Quarter

“The most powerful force in the universe is compound interest”
Albert Einstein

Key Observation

Few people can believe the speed of the equity market recovery, but, we have probably been
here before. Indeed if one actually looks at the historical numbers, and Merrill Lynch have
done just that, then the speed of this rally has been bang in line with the twenty recovery
phases that have been observed since the 1930’s. The key to this observation is the extent of
the fall — the bigger the fall over the last eighty years, the larger the recovery — and the fall
this time around was huge, so with the world no longer coming to an end, stock markets have
been prepared to return towards more normal medium-term valuations.

Chart 1: Percentage of prior peak recovered over time
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120%
100%
80%
60%
40%
20%

0% A

Tm 3m 6m 12m 24m
W Hist. Median W Since recenttrough

Source: Bofs Merrill Lynch Global Reseasch S Equity Sirategy, Bloomberg, Standaed & Poor's

Market background
3" Quarter :

Seven quarters of negative returns have been followed by two quarters of double-digit
positive returns for the FTSE All-Share Index. We wrote at the end of Q2 that the Index
returns were the best quarter since 2003 but in this latest quarter we saw the best return for
the FTSE 100 in the history of the Index. The FTSE All-Share returned 22.4% with monthly
returns close to 8%; the first two months of the quarter were strongest. September was
weaker but the Index still gained nearly 5%. UK equities was the best performing asset class
last quarter outperforming corporate bonds, global equities and, of course, government
bonds. Within UK equities, small caps outperformed again, up 30% over the quarter
(excluding Investment Trusts, it was up 35% over the period, although the Fledgling and AIM
indices were both behind the All-Share). The FTSE 100 was the worst performing size
grouping up “only” 22%. Financials provided the strongest contribution to the Index return
with the mega cap oils ensuring Oil & Gas was the worst sector.

How did we perform and why?

The portfolio returned 22.9% vs. 22.4% for the benchmark. Following a difficult period earlier
in the year it would have been preferable to report a stronger period of outperformance during
Q3. As it was, marginal outperformance was the order of the quarter but nonetheless a
strong absolute return.  On most occasions the tendency for portfolio managers to have an
action bias, particularly after a period of poor performance ie churning a portfolio should be
frowned upon as whilst we are engaged in ‘active’ management, the majority of the time we
are well advised to remember that inaction is also a decision. However, during the past 6
months it has been important that action was indeed undertaken particularly during the April
to June quarter in order that we could adequately participate in this rally. Whilst we have had


http://thinkexist.com/quotes/albert_einstein/

slightly higher than average turnover, process implementation continues to improve which to
me as the portfolio manager is as important as the performance outcome. Quoting from
Montier “The management of return is impossible, the management of risk is illusory, but
process is the one thing we can exert an influence over”.

Key performance contributors for the quarter:

Positive stock contributions were from Daily Mail as advertising trends began to stabilise,
Inchcape as the market looked forward to a rebound in auto sales globally, Lloyds Bank as
financials rallied, Persimmon as house prices began trending back up and Logica with a
recovery in IT Services underway. At a sector level our financials holdings provided the
strongest contribution to returns.

Negative stock contributions came from Reed Elsevier as it surprised the market with a
rights issue, Home Retail which was unfairly sold off after a strong statement due to gross
margin concerns, Cable & Wireless which was exited towards the end of the quarter and
Babcock a defensive struggling to keep pace with the rally. A small cash raising at the
beginning of September after the markets strong rise through July and August also negatively
impacted performance towards quarter end.

Does the portfolio reflect our philosophy and process?

The chart below shows that our strategy continues to have a significant skew towards high
scoring stocks. It should be noted that one of our high conviction names is Booker the cash
and carry wholesaler but due to it transitioning from AIM to the FTSE 250 it is temporarily
without a Moneypenny score and so appears in the skew as a null. Our category exposure
has stayed relatively constant over the last three months, with 58% in Quality, 20% in
Recovery, 15% in Growth and one new holding in the Asset backed (5%) category.
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What themes occupy us at the moment?

This quarter | have chosen to make observations on factor returns, the stock market cycle
and compounding returns.

Factor Returns

2009 has turned out be an extraordinarily bad year for quantitative processes that use
Momentum as a factor, and Q3 turned out to be no exception. Collins Stewart's Quest model
shows returns to their value, quality and momentum factors below; Price Momentum and
Earnings Momentum, in particular, again had a torrid time.



QUINTILES UK

1 month 3 months
VALUE 2% 4%
QUEST™ valuation 3% 1%
QUEST™ Mkt-To-Bk -4% 6%
EV/ Sales 2% 2%
Dividend Yield 3% -1%
P/E 4% 1%
QUALITY BEI %
CFROC Spread 1% -5%
Capital Growth 3% 3%
Equil Growth 4% 5%
Fixed Charge Cover 4% -8%
CFROC Change 3% -4%
MOMENTUM -3% -10%
9m Rel Trend -3% -14%
100/200 DS -2% -5%
12m Range -3% -12%
30/90 DS -2% 2%
EPS Momentum -2% -10%
triAngle'" 1% -8%

Source: Collins Stewart

Over the year to date the picture is even more extreme, with returns to a range of factors on a
global basis shown below. For someone that has historically tilted towards a low beta, high
quality, momentum portfolio with valuation support — this set of conditions could not have
been any worse for me. Momentum — well recognised by academics and practitioners as a
useful investment tool — has proved itself anything but useful in 2009. On numerous
measures, momentum strategies are suffering shockingly. According to calculations from the
SG Quant team, buying stocks with positive versus negative earnings revisions would have
lost 15% globally this year. But this is just a blip when compared to the returns from a 12-
month price momentum strategy. According to long term data, investors would have lost 70%
of their money during the last year, the worst returns since the 1930s.

Year 1o date investment style performance by region (sorted by global performance %)

Irreastmant Styles Giobal US Eurozone UK Japan
Low versus high price to book 18.2 13.2 255 198 208
Small versus large market capitalisation 74 8.3 05 188 7.5
High versus low Year 2 EPS growth 7.1 an.2 23 -T2 -15.1
High versus low historical EPS growth 45 4.5 03 42 10.3
Lowr varsug high P/E ratios 3% 3.5 128 51 -85
1-month price reversal strategy 21 0s o4 0T -21
High versus low dividend yield 0.1 -11.0 143 (1] 17.6
High versus low historical EPS stability -6E -1041 ] -91 78
High versus low long-term EPS growth -3.2 -84 -23 -458 -15.4
High versus low relative price momentum (3m mav) -11E -12.8 172 1.5 -7
High versus low EFS momentum 153 -14.4 124 -nEe -17.5
High versus low Year 1 EPS growth -15.3 -13.3 -11.8 -20.7 -23.2
Lowr versug high dispersion of analysts” forecasts -0 -19.4 Ly -N5 177
Low versus high Beta -241 -247 -25.3 -28.2 -171

ESource: 56 Cuanbtabvo Eguity Stratogy Resoarch

Do these extremities in factor returns and more volatile markets concern us for the future?
On the contrary, whilst within PVT, the Timing has hindered for most of 2009 (in contrast to
2008), it is usually the case that momentum begins working again at this stage of the cycle.
Our multi-factor, multi-category approach, combining quantitative screens with fundamental
research as well as our stock market cycle work leave us optimistic that the combination
should deliver consistently strong risk adjusted returns in future.



The Stockmarket Cycle

Profits

Speculation_

We continue to frame the current environment in the context of the stock market cycle.

Liquidity Safety
Growth
Recovery
Bear
»Time
STAGE 1 STAGE 2 STAGE 3 STAGE 4
2003/4 2004/6 2006/7 200172
199213 1991/2
2009/107 199478 1999/0 2007/8
ECONOMIC GROWTH Below Trend Trend Above Trend Decelerating
MONETARY POLICY? Loose Neutral Tightening Loosening
CAPITAL? Rationed Sustainable Mis-allocation Withdrawal
RISK APPETITE? Low Neutral High Falling
VALUE SPREADS High Reducing Low Increasing
STYLE? Value/Recovery Growth Momentum Value/Quality
BUY? Turnarounds Where is growth? Momentum Earnings sustainability

Source: River and Mercantile Asset Management LLP

At the moment we are moving through the recovery stage of the cycle. Economies are now
growing again, but with the negative output gap being so large there is little pressure to
tighten monetary policy. Risk appetite has returned, but value spreads are still above average
(see chart below); return on capital is depressed but starting to recover, with profits now
beating expectations. As a result earnings revisions have turned positive, a key driver for the
equity market and recovery type shares in particular. Our cycle work suggests that we are in
the middle of the recovery stage.

United Kingdom
Composite Valuation Dispersion
As of 9/30/2009
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At this point we should consider what would constitute a warning bell regarding where we are
in the cycle. The two key components of our analysis are the value dispersion chart above
(value dispersion still high), and the yield curve (still steep). So when value dispersion is
modest, and the yield curve is flattening (i.e. short term interest rates moving up to par with
long term government bond yields) then the recovery trade will likely be over.



Compounding

Finally a subject that is not directly related to the portfolio but is nonetheless an important
lesson that | had drummed in to me from an early age which | hope you agree is worth
sharing. The complexity of the pensions industry can sometimes leave people confused as
to how they will ever save for their retirement. Trying to solve the current pensions shortfalls
is a difficult and challenging task, and one that | shall leave for people far brighter than | to
solve. However, how do we avoid a pensions and savings crisis in future? The proposal |
would make is to teach young people about compounding.

The chorus of voices criticising our pensions industry and pension deficits continues to grow.
Whilst we can blame long term credit cycles, animal spirits, government intervention or a
bloated pensions industry for some of the problems, it seems to me that one reason there is a
crisis at all is that people on average simply forgot how to save enough of their income from
an early age and leave it compounding. It is perfectly understandable as saving is, at first
glance, a particularly boring concept for a young person. However if they understood the
rewards that compounding can bring they may be more inclined to save more.
Understanding compounding makes saving much more exciting.

In order to remind myself of the power of compounding, | revisited a well known written piece
of research by the late Richard Russell. It reads broadly as follows:

Investor B (age 19) pays £2,000 per year into his tax-free savings/pension for 7 years at an
average growth rate of 10% (I shall keep the maths easy and assume a 10% compound
return). After 7 years he makes no more contributions — he is finished. Investor A makes no
contributions until age 26 (this is the age when Investor B has finished contributing). Then A
continues faithfully to contribute £2,000 every year until she is 65 (at the same theoretical
10% rate) i.e. for 40 years.

The study reveals incredible results as investor B (the young chap contributing for 7 years)
retires at aged 65 with more money (£973,704) than Investor A (£944,641) (the slightly older
lady contributing for 40 years). If you consider their net earnings, i.e. reducing these final
totals by the original amounts invested, so for Investor B (£973,704 - £14,000 = £893,704)
and for Investor A (£944,641 - £80,000 = £930,641) it reveals that investor A has seen their
£80,000 investment grow 11 fold - a very good result. Investor B (saving since 19) has seen
his £14,000 investment increase a staggering 66 fold. Albert Einstein was right - with
compounding, saving can be really quite exciting. (Please let me know if you would like the
full spreadsheet behind this study). This brings us to the current market. In the short term,
who knows the market's direction but over the last 90 years or so whenever the 10 year
rolling return from the stock market has been negative, it has resulted in positive real returns
over the subsequent 10 years. The chart below brings us up to date following the recent rally
and still suggests that taking a medium term view should provide positive real returns for
investors.

Chart 3: S&P 500 10yr annual returns
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Portfolio Activity
Purchases

We bought a position in Dana Petroleum where despite caution over oil stocks more
generally we felt the combination of quality and valuation upside was attractive. A high
quality business with strong track record of growth. Dana produce from 34 wells in 8 different
countries giving good diversification relative to a number of other mid cap exploration and
production companies. Growth looks likely to continue with several oil & gas fields coming on
stream in this year and next year. They also have a humber of good development prospects
in the North Sea as well as an extensive exploration programme. Like with many of the
larger E&Ps it is the asset management skills of the management team which are crucial to
the on-going success of the business. The attraction of Dana is the base load of cashflow
generated by their existing diversified portfolio of production assets, the high discovery rate
(55% is the highest drilling success rate in the industry by number of drill holes) Numerous
discoveries have been made in 2008 and early 2009.

Logica is one of Europe's leading IT Services companies competing with the likes of Atos
Origin and Cap Gemini. The attraction at this stage is valuation where it looks cheap on a
range of metrics, new management have had time to make an impact, the book to order-book
has improved, IT outsourcing peers reporting improving results and the stock has to date
lagged an outperforming IT sector. Timing has recently improved.

Booker is on of the UK’s leading food wholesalers selling into small food retailers and the
major catering companies. A high quality management team are delivering on significant
strategic ambitions — upgrading existing stores, internet sales, direct delivery, loyalty
schemes, greater choice and expansion into India all of which are improving the growth and
margin profile of the group. This is a strong recovery investment which should seamlessly
then make the transition to growth.

We have continued to build-up our asset backed exposure so that it is how 5% of the
portfolio. The latest purchase is Intermediate Capital Group, a top decile scoring stock.
They have a very strong market position in the provision of mezzanine finance to the private
equity community, they have conservatively provisioned their credit book, and they have
raised fresh equity to strengthen the balance sheet and allow them to write new business at
the attractive margins that are now available. The shares were trading below book value
when we purchased them, an attractive valuation considering the fact that over the long term
they have generated a 20% Return on Equity.

Existing investments we have become more confident about (purchases)

The healthcare investment opportunity is worth commenting on. In the early nineties the
recovery phase of the stockmarket cycle was similar to today - the recession was led by real
estate, banks were in trouble, and cyclicals became very depressed so that when they
bounced back they did so with a vengeance. The result was that some quality sectors just
became sources of cash for the more exciting recovery stories, and the sector that de-rated
most due to the US Democrats desire for reform was healthcare - these stocks de-rated to
half their historic valuation metrics, providing a great buying opportunity. Fast forward to
2010, and here appears to be a similar opportunity appearing — the sector is led by the US
market, there healthcare companies are now trading 100% cheap relative to long-term
valuations as again investors focus elsewhere and worry about Obama’s reforms, their top-
line is mature but with cost efficiencies and mergers they can protect their prodigious
cashflow. When the recovery stage of the cycle is complete (in 2010) sectors like healthcare
could repeat their mid-nineties trick of becoming the quality leaders of the pack.

As a result the current phase of the cycle should provide a great opportunity to go materially
overweight the healthcare sector. The sector is now mature especially as major drugs come
off patent; however cost cutting and merger activity is allowing the prodigious cash
generation of pharmaceutical companies to be maintained. The free cash flow yields of
AstraZeneca and Glaxo are too high and we have recently added to our positions.

Despite recent strength we have increased our investment in Barclays. This is because their
profit fundamentals have been dramatically improving over the last few months — funding
costs have collapsed to low levels, pricing of products is very firm reflecting the lack of
competition and therefore lending margins are now very attractive, and perhaps most



importantly default rates on secured loans in the UK have actually started to fall. The UK
banks are on no-more than one times book value, valuations that reflect post Lehman
Armageddon rather than today’s improved situation.

Sales
In order to fund the new purchases we sold a couple of existing holdings.

Persimmon the house builder had performed well following some strong cash generation
and a write —back of the value in their land bank. However, the valuation had moved ahead
to 1.4x book value which looked up with events and so we chose to exit what is an early cycle
investment. We also chose to sell Schroders a recovery investment due to a rich valuation
and preferable exposures in London Stock Exchange and Close Brothers giving us exposure
to the stockmarket.

Outlook

Fundamental concerns are balanced by reasonably attractive equity valuations. With policy
makers understandably showing no signs of slowing their quantitative easing and fiscal
spending policies the market is moving rapidly from concerning itself with deflation less than
a year ago to concerns of debasement of the reserve currency (the Dollar) and future
inflation. We see this most clearly in steepened yield curves. Whilst this clearly helps the
banks repair margins it might also create one of two possible problem scenarios. The first is
that the yield curve continues to rise short term eventually choking off the debt markets (well
understood threat of either monetary tightening being applied prematurely and as a result |
think unlikely or the market simply pricing in a future inflation risk — becoming more likely).

However, the second and more dangerous scenario stems from the apparently consensus
view that the dollar will continue to slide (in doing so replacing the Yen in funding the carry
trade to buy risk assets elsewhere). This is based on the belief that the Fed’s aggressive
expansion of its balance sheet will increase supply of Dollars (the ‘printing presses’ rolling) in
turn reducing demand for Dollar assets and therefore driving the Dollar lower. Global
currency debasement (reflationary) may well be playing out as | write this but there has been
less focus of late on the fact that Western economies have yet to deleverage, with actions so
far only allowing debt to be more easily serviced. The large number of mortgage resets still
to occur over the next 18 months in the US, and the as yet unrevealed commercial real estate
debt write-offs, could yet create a greater and opposite effect. Dollar debt write-offs reduce
the supply of Dollars in the world and may yet drive the Dollar higher (reduce supply and
price rises) again setting off another round of risk aversion. While this deflationary scenario
is, by my own admission, less likely due to the determination of central banks and
governments (don't fight the Fed), the markets are in danger of ignoring this risk when a
relapse is in my mind a possibility.

Turning to the stock market, whilst Equity markets have rallied strongly from their March nadir
they are still well below recent peaks and remain reasonably valued. The chart below shows
the Graham and Dodd PE (trend earnings, stripping out the cyclical impact) for the European
market. A trend PE of 9.5, and earnings yield over 10% is very supportive. The UK market
looks cheaper still.

To complement an attractive valuation the profit cycle has turned positive, with earnings
upgrades ahead of expectations. And the valuation dispersion within the UK equity market
remains above average, suggesting continued upside returns for sensible PVT investments.
Setting aside any worries associated with the speed of the recent rally and the deleveraging
cycle, the outlook would seem broadly positive.
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Dan Hanbury
Portfolio Manager



Fund Facts

Launch date 22 March 2007

Fund manager: Dan Hanbury

IMA sector: UK All Companies
Benchmark: FTSE All-Share (Total Return)
Tracking error range: N/A

Product capacity: £1bn (pooled & segregated)
XD dates: 1 April & 1 October
Dividend/Accumulation payment date: 31 May and 30 Nov

Share class: A z
Launch price (shares): 100.00p 500.00p
Share classification: Retail Institutional
Type of shares: Income Accumulation

Fund charges:

Annual 1.75% 0.00%*
Initial (up to) 5.25% 5.25%
*AMC charged outside the Fund

Minimum investment

Initial £1,000 £5 million
Subsequent £500 £50,000
Sedol BING829 BINGCT4
ISIN GBO0OB1NG8296 GBOOB1INGCT49
Bloomberg RIVMERA LN RIVMERZ LN

Important Disclosure:

The information in this document has been prepared by River and Mercantile Asset Management LLP
(R&M) and is for private circulation and professional clients only. R&M is authorised and regulated by
the Financial Services Authority in the United Kingdom. The information contained in this document is
strictly confidential and may not be reproduced or further distributed.

The value of investments and any income generated may go down as well as up and is not
guaranteed. An investor may not get back the amount originally invested. Past performance is not
necessarily a guide to future performance. Changes in exchange rates may have an adverse effect
on the value, price or income of investments. Please refer to the River and Mercantile UK Equity
Unconstrained Fund principal prospectus for further details of the financial commitments and risks
involved in connection with an investment in this Fund. The information and opinions contained in this
document are subject to updating and verification and may be subject to amendment.

The information and opinions do not purport to be full or complete. No representation, warranty, or
undertaking, express or limited, is given as to the accuracy or completeness of the information or
opinions contained in this document by R&M, its partners or employees. No liability is accepted by
such persons for the accuracy or completeness of any such information or opinions. As such, no
reliance may be placed for any purpose on the information and opinions contained in this document.

River and Mercantile Asset Management LLP
30 Coleman Street

London

EC2R 5AL

Telephone: +44 (0)20 7601 6262

Facsimile: +44 (0)20 7600 2462

Email: enquiries@riverandmercantile.com
www.riverandmercantile.com





