User Guide

Defensive Value Report

Getting Started

If you already have an investment strategy you're
happy with, or if you're comfortable with the
principles of defensive value investing, the simplest
way to use the Defensive Value Report is to jump to
the Quick Find tables towards the back of each
issue.
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There you'll find a group of large FTSE 350
companies, arranged to bring those shares with the
best combination of value, income and growth to the
top.
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The simple colour coding system makes it easy to
spot at a glance which companies have a good P
(green), average (yellow) or poor (red) combination e —
of those key factors.
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Upgrading —
Although defensive value investing could be used _—
as part of a ‘buy and hold’ strategy, it is also suitable
to a more active form of value investing which
involves the process of upgrading. Upgrading as
part of a defensive value investing strategy would
involve three simple steps:

1. Buy shares of high quality companies wom
that are in the green zone s

2. Hold those shares as long as they stay
in the green zone e

3. Consider selling if the shares head into —
the yellow zone or even worse, the red e i e s
zone. Replace sold shares with new T
shares from the green zone.
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1 This document is for information only and does not constitute investment advice. Please see disclaimer and disclosures on the last page.
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Using the Defensive Value Report
There are many ways an investor could use make use of the information in each issue. Here are three hypothetical

examples:

Investor ‘A’ follows the model
portfolio

Investor ‘A’ likes to hold shares in
individual companies rather than just
tracking the FTSE 100 because it is
more interesting and has the potential
to outperform the market (you can’t
beat the market if you own the market
through an index).

Time however, is short, and so
investor ‘A’ intends to buy and sell in
order to match the model portfolio, at
least most of the time (and after
discussion with his financial advisor).

‘A’ is not keen on defence contractors,
and so if the model portfolio invests in
a company like BAE Systems, ‘A’ will
do some research and find another
suitable investment using the Quick
Find tables provided. Most of the time
however, he just follows the model
portfolio’s buy and sell alerts.

During the initial stages as ‘A’ moved
from his previous portfolio towards the
model portfolio, he sold his existing
holdings at the rate of one every other
month on the basis of their defensive
value investing score (found in the
Quick Find table sorted by company
name), as well as using his own
judgement and that of his advisor.

Investor ‘B’ uses the Quick Find
tables to build his own portfolio

Investor ‘B’ has more time than ‘A’
and likes the idea of picking his own
shares.

‘B’ primarily invests by reading the
tables and working his way down,
analysing each investment as he
goes.

If the model portfolio avoids an
investment because it doesn't add
diversity, or doesn’t seem suitable for
some other reason, ‘B’ may well invest
anyway if it fits into his own portfolio
which may differ considerably from the
model.

However, ‘B’ is still a defensive value
investor following the investment
strategy used for the model portfolio.
He looks for large, leading companies
that have long histories of profit and
dividend growth.

Investor ‘C’ uses the tables as
an additional source of
information in his own
investment process

Investor ‘C’ is still a value investor
who is focussed on large, high quality
companies, but he doesnt use the
same step by step investment process
used to run the model portfolio.

He is a confident investor with
experience and a strategy he has
developed over many years.

Having read a sample issue of the
Defensive Value Report, he realised
that the scoring system and the tables
highlighted the kind of companies
which he typically invested in already.
Using those tables he can now home
in on interesting opportunities much
more quickly than with the stock
screen he used before.
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The Model Portfolio

The Model Portfolio allows you to see
how the combination of a scoring
system, sorted tables and the process
of defensive value investing might be
used to build a portfolio of large,
prosperous companies bought at
attractive prices.

Investment Process

The model portfolio is run using a
simple and sensible investment
process:

Diversify — Hold 20 companies at all
times with no more than two holdings
in any one industry. International
companies are preferred for additional
geographic diversity.

Buy quality — Each new company
should be at or near the leading edge
in its field, should be currently
profitable, paying a dividend and
should not be classed as a ‘turnaround’
situation.

Avoid debt - Each holding should
have at most a relatively small amount
of debt. The only exception is for very
stable companies like utilities.

Pick shares from the green zone -
This is where high value, high income
and high growth shares are more likely
to be found.

Give each holding time to perform —
Shares will be held typically for
between 1 and 5 years. This time-
frame gives the company time to pay
dividends and grow its earnings which
allows the portfolio to gain from the
efforts of the company rather than just
the speculative moves of the stock
market.

Move from lower value to higher
value when possible — Over the
longer term, investor sentiment can
drastically change the valuation given
to any company. When this occurs,
shares that were previously priced at
an attractive level can become less
attractive, and the capital tied up in
those shares may be better allocated
to the shares of a different company.

This situation will become clear if a
company’s shares have the worst
score in the portfolio and perhaps
move into the yellow or red zones. If
this occurs, the shares will be sold, but
only if a new and suitably attractive
alternative can be found in the green
zone.

Only move to higher value where it
improves the value of the portfolio
as a whole -To be a candidate, new
shares need to have a score better
than the average of the existing
holdings. If this rule is not met then it
may not be worth buying the shares as
they would not be adding enough
potential value to the portfolio.

Upgrade slowly — This is not a day
trading strategy.  Defensive value
investing is about holding shares for
the medium and long term and being
rewarded by dividend payments and
growth in company earnings. It is not
about trying to predict or capture short
term moves in the share price.

The model portfolio will trade at most
once per month, alternating buy and
sell decisions each time. The
maximum number of new holdings in
any year will be six, or less than one
third of the whole portfolio.

Defensive Value Portfolio Current Holdings

AstraZeneca FTSE100 50
BAE Systems FTSE100 47
Balfour Beatty FTSE250 51
BHP Billiton FTSE100 54
BP FTSE100 49
Braemar Shipping Services SMALLCAP 35
Chemring Group FTSE250 29
Interserve FTSE250 69
JD Sport Fashion FTSE250 37
Mears Group SMALLCAP 41
MITIE FTSE250 55
Reckitt Benckiser FTSE100 5.1
Robert Wiseman Dairies SMALLCAP 39
Scottish & Southern Energy FTSE100 50
Tullett Prebon FTSE250 44
UK Mail Group SMALLCAP 50
Vodafone FTSE100 55
CASH 195

Current Holdings Summary

Each issue summarises the model portfolio’s
current holdings into a handy table. From this
table you can see at a glance all the key
information, such as the share name, the index,
the weighting within the portfolio, as well as the
share’s current defensive value investing score.

As with the Quick Find tables, the more green the
indicator, the better the score and the longer the
share is likely to stay in the portfolio. On the other
hand, any yellow or red shares may well be sold in
the months ahead.

Buy and Sell Alerts

Each issue covers in detailed step by step fashion
the analysis behind any buy and sell decisions that
affect the model portfolio. This is a good way to
learn about defensive value investing and to see
how the process can be applied to a wide variety of
businesses.
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Colour Coding System

The colouring system used in
the Quick Find tables is based
on the defensive value score of
the FTSE 100. Since the index
has a growth rate, an earnings
power yield and a dividend
yield it can be measured in
exactly the same way as

individual companies.

B - The darker the green
the lower the score. Lower is

better so green shares are
where to look for defensive

value.

— Yellow indicates the
score of the FTSE 100. A
slightly green yellow indicates a
slightly better score than the
index. Slightly red or orange

indicates a worse score.

B - Red indicates the

highest score and the worst
value. If you're looking for
defensive value then this is the

colour to avoid.

The Quick Find Tables - How Shares are Rated and Selected

The Defensive Value Report uses a unique scoring system to rank all of the
stocks listed in the UK. The goal of this system is to make it far easier to find
good companies that are available at attractive prices, as these top rated stocks
will tend to be found at the top of the Quick Find table.

The key factors in determining a good defensive value stock are growth, value
and income. Please read the special report on Defensive Value Investing for
more information (available at ukvalueinvestor.com).

Good companies

The system measures the ‘goodness’ of a company primarily by its long term
earnings growth rate. A company that has declining earnings will score badly,
while a company with fast growing earnings will score well. The first step in
building the defensive value investing score is to rank all UK listed companies by
their 10 year earnings growth rate. The fastest growing company scores a 1, the
second best a 2 and so on.

Attractive prices

The attractiveness of a share’s price is measured in two ways:
earnings power yield and dividend yield.

Long term

The long term earnings power is the proven earnings ability of the company, as
measured by the average earnings of the last 10 years. The yield is simply the
earnings power divided by the current share price. All the shares in the UK
universe are sorted by earnings power yield from high to low, with a 1 being given
to the company with the highest earnings power yield, a 2 to the second highest
and so on.

The dividend yield is simply the forward dividend yield which is the dividend
expected next year divided by the current share price. Again, the whole UK
universe is sorted by dividend yield from high to low and given a score of 1, 2 etc.

The best combination of growth, value and income

The three scores above are simply added together to create the defensive value
investing score (or DVI score). Shares with the best combination of growth,
earnings power yield and dividend yield will have the best score.

To create the Quick Find tables, the largest companies from this list (those in the
FTSE 350) are sorted by the DVI score and colour coded to make it easy to find
growing companies with high earnings power and dividend yields.

Further analysis is still required and you should seek a
professional financial advisor if you think you need one.

Please see the disclaimer on the last page.
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IMPORTANT DISCLAIMER: The author is not registered as an investment advisor or as an independent financial advisor and does not provide
individual advice. This document and the author are not regulated by the Financial Services Authority. No information provided in this document
should ever be construed as investment advice. It is prepared for information only. The specific needs, investment objectives and financial
situation of any particular reader have not been taken into consideration and the investments mentioned may not be suitable for any individual.
The information contained in this document is not intended to be an offer to buy or sell or a solicitation of an offer to buy or sell any securities.
Readers must not base any investment decision solely on the basis of this document; instead seek independent financial advice. The
information in this document and any expression of opinion by the author have been obtained from or are based on sources believed to be
reliable but the accuracy or completeness of any such sources or the author’s interpretation of them cannot be guaranteed although the author
believes the document to be clear, fair and not misleading. The author receives no compensation from and is not affiliated with any company
mentioned in this report other than possibly being a shareholder. The views reflected in this document may be wrong and may change without
notice. To the maximum extent possible at law, the author does not accept any liability whatsoever arising from the use of the material or
information contained herein.

INVESTMENT RISK: The value of shares can fall as well as rise. Dividend payments can fall as well as rise. Any information relating to past
performance of an investment or investment service is not necessarily a guide to future performance. There is an additional risk of making a
loss when you buy shares in certain smaller companies. There is a big difference between the buying price and the selling price of some shares
and if you have to sell quickly you may get back much less than you paid. Share prices may go down as well as up and you may not get back
the original amount invested. It may be difficult to sell or realize an investment. You should not buy shares with money you cannot afford to
lose.

DISCLOSURE: The author will typically own, as long term investments, shares in each of the companies that are holdings of the model portfolio.

CONFIDENTIALITY: This document is for Defensive Value Report subscribers only. Please retain it for your own exclusive use and treat it as
confidential.

Copyright © 2011 John Kingham
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