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Long Term Investment Fund

Figure 1 and Table 1 show the evolution of our funds in the first quarter
of the year. Figures 2 to 6 show their long-term evolution.

Figure 1
LTIF Funds - quarter to date evolution
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Table 1: Net Asset Value - Net assets under management in EUR

(5 )
LTIF Classic [EUR] 132.02 -2.11% -62.81% 32.02% 358.89
LTIF Alpha [EUR] 112.58 8.00% -32.74% 12.58% 67.76
LTIF Global Energy Value [EUR] 60.76 8.81% -60.06% -39.24% 13.37
LTIF Stability Series [CHF]* 165.70 -0.90% -24.10% 7.06% 55.59
*Total Return (incl. Dividend) 3.23 1.00%

Global Mining Value Fund [EUR] 32.81 17.18% -69.68% -67.19% 19.92
MSCI World Index TR (GDDUWI) [EUR] 1'940.04 -7.64% -31.01%

The shares we own have done better than the indices, by an average of
about 2% per month, since the beginning of the year. Are we
experiencing a short-term “bounce” or can we expect this
“outperformance” to continue? Although we adhere to the belief that
no one can predict short-term market moves, a quick look at the past
may provide some indication.

The Fund’s Alpha and the Alpha Fund

We have always insisted that we invest in companies, not shares. We
are interested in our investments’ long-term profitability, not in the
short-term movement of the shares’ prices. For that reason, we don't
like to talk about “benchmarks” against which our funds can be com-
pared: our aim is to make money over the long term, period. However,
we know that, over the long term, company profitability and share price
performance are highly correlated, especially if the shares were bought
at a low price. Since comments on share price movements tend to deal
with short time periods (What did the fund do last quarter? Are we prof-
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iting from the current rebound?), we find them useless or, even worse,
distracting.

Of course, it is entirely reasonable that our investors, even if they agree
with our “fundamentalist” approach, might want to compare our funds’
“performance” (i.e., the share price evolution) with that of the markets.
After all, somebody interested in buying publicly traded companies can
purchase an index fund and profit from the overall growth in the econ-
omy, while paying very low fees. It is well known that a vast majority of
actively managed funds do worse, over time, than the markets.

In this sense, an analysis of how our funds perform against the markets
is instructive, for it gives an indication of our stock-picking prowess and
our ability to “buy low and sell high”, at least in relation to the overall
market. So, for a couple of pages, we're going to deviate from our tradi-
tional concern for our “fundamentals” (profits, book value per share,
expected intrinsic return...) to discuss our “performance”. Be assured
that we will return to the fundamentals in short order, knowing that
this is what matters in the end. However, a look at the share price evo-
lution may be a useful checkpoint on the way to that promised long-
term return.

Figure 7 shows the monthly difference in “performance” between our
Classic Fund and the MSCI World Index (both in Euros), since we started
the fund in January 2002. In other words, it shows how much our shares
went up or down per month vis-a-vis the market. As always, LTIF num-
bers are presented net of all fees.

Figure 7
Monthly “performance” difference between Classic Fund and MSCI World Index
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This figure merits a few comments.

First, the average monthly “outperformance” is 1.01%, with a standard
deviation of 5.58% (the latter being the amount that monthly “outper-
formance” typically deviates from the overall average). By itself, that's a
remarkable result: as we said before, very few funds do better than the
indices for long periods of time, especially after fees. The graph covers
more than seven years, with periods when markets went up, down, and
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sideways, and after all those months the average is still strongly posi-
tive.

Fairly remarkable as well is the relative regularity of the returns: it's evi-
dent by just looking at the chart that there was one very bad period
(four months at the end of last year), while the rest of the time the
“outperformance” has been fairly stable. In fact, if we calculate the
monthly average from the fund'’s inception until June 2008, the “out-
performance” jumps to 1.81%, but what's more remarkable, the stan-
dard deviation falls to 4.15%.

We, then, have a fund that has had a steady “outperformance” for six
and a half years, followed by a short period of massive “underperfor-
mance”. Of course, that period was not a random one: everyone is well
aware by now of what happened over last year's summer and fall. How
should that period affect the judgement passed on our investing ap-
proach? Were we just lucky during the first 26 quarters, which masked a
very risky portfolio that finally exploded?

Figure 8 offers some clues. It shows the “rolling 3-year annualized Alpha
of the Classic Fund”. What is that?

Figure 8
LTIF Classic rolling Alpha
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As most of our readers know, a fund'’s “Alpha” is the amount by which it
out- or underperforms the market. Its calculation is a bit more
complicated than the average monthly performance shown in figure 7,
but in essence it's the same thing. What figure 8 shows is, for each
month, the Classic Fund’s outperformance (its Alpha) per year, over the
previous three years. Note that the first data points only calculate the
Alpha over the previous months, because the fund was not yet three
years old.

Without doing many complex calculations, it's fairly evident that the
Classic Fund has typically had an annual Alpha of some 20%, which is
very large. This basically means that, for each year, the fund'’s shares
would go up (or down) by whatever the market went up (or down), plus
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20%. This can be seen in Table 2. Most remarkable, even at the end of
October 2008, after the sharpest market crash ever, an investor in our
fund had still done better, over the previous three years, than the
market. As of March 31st 2009, the annual outperformance of the fund
over the last three years has exceeded 8%. There are very few long-only
funds in the world that can show such “performance”.

Table 2: Annual performance of the LTIF Classic against the MSCI World Index

2002 -6.9% -31.7% 24.8%
2003 44.3% 11.3% 33.0%
2004 28.0% 6.9% 21.1%
2005 42.8% 26.8% 16.0%
2006 27.6% 7.9% 19.7%
2007 31.9% -1.2% 33.1%
2008 -67.4% -37.2% -30.2%

But that is the past. What can we expect now?

In our opinion, our “Alpha” stems from a very solid investment strategy,
proven over the years: invest in good companies, bought at low prices.
It has been shown again and again that over the medium term, shares
bought that way outperform the markets, as illustrated by Figure 9 and
Figure 10.

Figure 9
Low vs. High Book Equity to Market Equity Portfolios (Small Caps)
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Figure 10
Low vs. High Book Equity to Market Equity Portfolios (Big Caps)
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We believe that the recent period of “underperformance” is not
representative of the long-term results of our strategy, but rather the
result of a truly unique dislocation of the markets. It is very telling that,
once the extreme stress in financial markets has been somewhat
normalized (panic is still there, but not increasing), the fund’s long-term
“Alpha” is rising again, apparently moving toward its historical average.
Put in simpler terms: our shares have dropped so much more than the
markets, compared to their intrinsic value, that they might logically do
much better than the markets in the coming quarters.

All of this can be seen in the Alpha Fund, which simply captures the
Classic portfolio’s “outperformance”. It is up 8% in the first quarter of
the year, which would amount to an annualized 36%. We don't expect
this kind of performance, but this is an indication that the extreme
undervaluation of many of our shares is being corrected: we are not
only generating Alpha, but also a much higher one than in the past.

Does all this mean that our Classic Fund will do much better than the
indices this year, and therefore the Alpha will show a strong, positive
return, even if the markets drop? We don't know. This is certainly what
has happened in the first quarter, and we have reasons to expect the
trend to continue. But we don't “control” what share prices do. All we
can “control” is our analysis of the profits to be made by the companies
we buy. Let's, then, stop talking about shares and turn to discussing our
companies’ fundamentals.

Fundamental analysis
We have typically used our earnings per share (EPS) as a simple, clear

measure of our profitability. In our previous newsletter we published
the following chart:
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Figure 11
LTIF Classic earnings per share since inception
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As we have explained previously, when we report earnings per share
we “normalize” them. This is because companies’ profits are often fairly
volatile, with large variations from year to year. For instance, when va-
luing a copper-producing company, one has to take into account that
copper prices vary a lot from one year to the next. We did not expect
that copper prices would remain at $4/lb forever, which was their price
in mid-2008. Our estimations for 2009 profits used a lower price, be-
cause our analysis of copper industry economics led us to conclude that
those prices were not sustainable.

However, at the end of the year, after the crash, copper prices were too
low, in our opinion, to justify the necessary investment to maintain
copper production. As a result, we use a reasonable long-term price
(see our March 2008 newsletter for an explanation of how we derive it)
to value a mine over its lifetime. Similarly, we remove exceptional gains
or truly one-off losses, and credit or charge them to the equity account,
rather than to the running profits. Thus the PE of a copper company can
vary, within the year, from 3 to 30, whereas the value of the company is
fairly stable.

Another phenomenon that affects earnings per share and therefore PEs
is leverage: a company with a lot of debt will show good profits per
share, particularly if interest rates are low, but those profits will be
much less solid than if they are achieved without leverage. This has to
be taken into account, if we want to compare investments and provide
a summarized view of our portfolio that is not misleading.

Of course, the more one normalizes the profits, the more artificial the
final result becomes. Unfortunately, there is no simple answer. That's
why good investors don't rely on any one given metric. They use a great
variety of them, such as PE, EV/Ebitda, EV/Ebit, Price to Book, Internal
Rate of Return, Price to Net Asset Value, Price to Liquidation Value, etc.,
etc. Each measure has its strengths and weaknesses, and all must be
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taken into account, and some new ones must be created from time to
time.

What we try to do at SIA is to determine what our long-term rate of re-
turn will be if we buy a share and keep it forever. As we pointed out
above, there is no single, fail-safe methodology with which to deter-
mine that, and part of the analyst’s skill resides in shrewdly choosing
the right approach for the case at hand. We'll give some examples.

¢ Consider a mining company, with a couple of mines. Each mine has
a (relatively) known amount of reserves and an annual rhythm of
production, estimated costs and estimated investments. All we
need is a reasonable assumption of the long-term commodity
price, and it's easy to discount all the future cash flows and com-
pare them to the current share price. This is, conceptually, a simple
case, although it can be complicated in practice if the company has
many mines, in different stages of development, producing differ-
ent metals, etc.

e Or take a very stable utility (say, an electricity distributor), regulated
by the government, with good profit visibility. Again, it doesn't take
much (conceptually, because in practice the details can be mind-
boggling) to estimate the long-term profitability of owning the
share.

e A stable earner, in almost any industry, can be analyzed by dis-
counting the dividends it pays and adding a realistic growth rate.
That might be a good approach for a company such as Nestlé.

e Finally, for a company with deeply undervalued assets, we can just
take the current price of the shares, estimate the market value of
the underlying assets, and guess how long it will take for the com-
pany to realize that value, one way or another. For instance, we
own shares in a company that runs container shipping lines. The
business is now in bad shape, because of the sharp contraction in
world trade. The shares are trading at a price that values the ships
at less than 30% of what it would cost to build them. In a few years,
the market will be back to normal, and the shares should at least re-
flect the value of the ships, as long as the company has the financial
strength to wait.

However we do it, we determine what we believe buying a share at
current prices will earn annually over the long term. We call that, simp-
ly, the share’s Expected Return. From now on, instead of reporting the
fund’s PE, which is subject to the complex adjustments mentioned
above, we'll report the Expected Return: what we believe buying the
fund at its current price will return, annually, forever. Right now, our
Expected Return is 17.7% (which, in a simplistic, normalized way,
equals a PE of 5.6).

A good way to “value” the fund without adjustments is to look at its
book value. The book value of a company is, simply, the accounting
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value of all its assets, minus the money it owes. The key word is “ac-
counting”: a company can, for instance, have very old buildings that
show very little value in its balance sheet, yet could fetch a high price if
sold at current prices. Or it may own something as valuable as the Co-
ca-Cola brand, and not show it on its books, because the company
never bought the brand -- it was built over the years, by spending on
advertising. All accounting numbers have, therefore, a degree of artifi-
ciality. Thus, a very interesting company may have low book value (if
what makes it interesting is not recorded in its accounts) and an unat-
tractive one can have a high book value, if it has lots of assets that will
never really produce much.

In fact, what matters more than the level of the book value, which is af-
fected by the specific characteristics of each business, is its evolution.
This is why Warren Buffett presents these data in the first page of Berk-
shire Hathaway's letter to shareholders and in the company’s annual
reports. (By the way, we strongly encourage our investors to read those
letters, available at (http://www.berkshirehathaway.com/letters/letters.html).

A good company’s shares are almost always priced above book value,
for a good company is more than just a collection of assets: there is
management, client relationship, employee motivation... all are essen-
tial to long-term profits but are not reflected in the balance sheet.
That's why the evolution of book value is more interesting and useful
than its absolute level.

Figure 12 shows the LTIF Classic’s book value per share since inception,
and then its rate of growth compared with that of Berkshire Hatha-
way's (Warren Buffett's investment vehicle) and that of the S&P 500
and MSCI World indices.

As shown in Figure 12, our rate of growth has been phenomenal,
reversed only in the last quarter of last year, for the reasons already
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