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Past performance does not predict future returns

Summary

The Liontrust Income Fund seeks to offer attractive fotal returns to its investors while delivering
dividend income above the FTSE All Share Index. October (-393bps) was a torrid month for the

fund and markets as government bond vields (the risk free rate against which stocks are measured)

rose fo 16 year highs and geopolitical issues in the Middle East exploded to the fore.

Most stocks that failed to tick boxes of ‘defensive’ or ‘cil-related” were
sold off. Performance yearfo-date (YTD| deteriorated on an absolute
basis, now tracking a total refurn of 0.59%, while remaining ahead
relative to our benchmark (+26bps). YTD the fund is in the top quartile
of IA UK Equity Income comparafor group.

The top contributor to performance in October was Var Energi
[+19bps),a Norwegian oil & gas business, after reporting robust
results as oil and gas prices rose. Reflecting a turbulent market,
other top confributions came from relatively acyclical businesses;
personal lines insurer Admiral (+13bps) and multi-utility provider
Telecom Plus (+12bps).

The biggest defractor from October's performance was Pets at
Home [-51bps) which continued to digest the UK CMA investigation
info the veterinary market. We profiled our holding in the company
in last month’s newsletter: https://www.liontrust.co.uk/insights/
monthly-comms/2023/10/lionfrust-income-fund-monthly-summary-
october2023. Having pulled back by c.25% beftween the start of
September and the end of October, we added o the position post-
period end. Despite being a relatively smaller position, a sizable
negative reaction to weak Q3 numbers saw Rentokil (-49bps| as
another material defractor in the month. Unlike our decision to cut
quickly in St James' Place, we see this update as a cyclical bump,
rather than thesis-breaking development, although we continue to
monitor and debate the position.

Undervalued or just cheap: how the “justified P/E ratio” helps

sort the wheat from the chaff

In this newsletter, as a change from our usual company profile, we decided to shine a light on our

investment process and specifically, how we use ‘justified multiples” as part of our valuation toolkit.

We tend not o be overly dogmatic on the virtues of one valuation
method over another. We find it more helpful o tackle an inherently
complex, organic problem with a broad toolkit. By the time we make
an investment it's likely we have used a number of approaches to
assess “fair value” — discounted cash flow (DCF), sum of the parts,
yield or multiplesbased, usually across o range of scenarios. Our
work involves applying scientific valuation methods to typically murky
realife situations. If's rarely straightforward and often involves “mental
models” — heuristics, rules of thumb or maps — to navigate this process.

Valuation multiples, such as price to eamnings (P/E), enterprise value
fo earnings before inferest, tax, depreciation and amortisation

(EV/EBITDA), and dividend yield, are some of the most commonly
applied menfal models in investing. They can cerfainly be useful
as they are quick to calculate and simplify the complexities of
valuation info a single, comparable number without relying on
extensive information and assumptions. However, this can be
a double-edged sword and we offen see mulfiples applied in
potentially oversimplified ways — low multiple stocks being classed
as “cheap” and high multiple stocks as “expensive”, for instance.
But by applying the principle that valuation is ultimately a function
of growth in cashflow, incremental returns and cost of capital, any
investor can develop a more consistent analytical framework and
better intuition when applying multiples.

The value of an investment and the income generated from it can fall as well as rise and is not guaranteed. You may get back less than you
originally invested. Please refer to the Key Risks for more information.



If you were to go fo a car showroom and see a new Ford for sale
for $20,000 dlongside a new Ferrari priced at $30,000, most of
us would intuitively conclude (through our mental models) that despite
costing 50% more, considerably better value exists in the Ferrari. Others
might go away and research the brands, compare the engines, design,
inferior and potential resale value before reaching the same answer.
Valuing stocks ultimately boils down to a similar process of appraisal.

let's apply this concept through the lens of the P/E multiple by
applying a deconstructed Gordon Growth Model (GGM). We
won't work through the underlying formula of the GGM here but
suffice to say it allows us to calculate a theoretically justified P/E
ratio where we have estimates of a company’s sustainable earnings
growth rafe, refurn on equity (RoE) and cost of equity (CoE). So is
Company A, trading on a P/E multiple of 10x, a more attractively
valued opportunity than Company B, which we could buy at 16x2
Firstly, let's consider growth rates — Company A is expected fo

grow ifs earnings by 2% per annum, whereas Company B grows
at 5%. Next, RoE — Company A generates a RoE of 10% from its
earnings, whereas Company B achieves 30%. For argument’s sake
we'll assume both companies’ CoE is ¢.9%, broadly equivalent to
the long-run average return of the global stock market.

Considered purely in ferms of this financial outturn, Company B
is clearly more attractive. In five years' time its eamings will have
grown from a sfarting index of £100 to £128 whereas Company
A will be indexed at £110. Moreover, because Company B is a
higher RoE business, it has required less incremental capital (stores,
inventory, machinery, factories, data centres, etc.] to enable that
growth. It has had to reinvest £92 whereas Company A has
absorbed o greater proportion (£104). As shown in the table
below, this enables Company B to generate more excess ('free”)
cashflow, which it could either return to shareholders or deploy on
other inferesting projects.

Company A Year -1 Year O Year 1 Year 2 Year 3 Year 4 Year 5 Incremental
Earnings @ 2% CACR i) 98 100 102 104 106 108 110 10
Invested Capital @ 10%

@80 1,000 1,020 1,040 1,001 1,082 1,104 104
ROIC {ii)
Free Cash Flow

n/a 80 82 84 85 87 89 9
(i minus YoY Aii)
Company B Year -1 Year O Year 1 Year 2 Year 3 Year 4 Year 5 Incremental
Eamings @ 5% CACR 5 100 105 110 116 122 128 28
Invested Capital @ 30%

317 333 350 368 386 405 425 Q2
ROIC
Free Cash Flow

n/a 83 88 3 Q7 102 107 24
(i minus YoY Aii)

Source: Liontrust calculations

So, we've established that Company B offers a more attractive FCF growth profile and (because FCF is the ultimate driver of
shareholder value creation) it should ordinarily command a higher multiple than Company A. But what sort of premium is
justified? The table opposite shows this across a range of sensitivities for both growth and RoE, assuming a constant CoE of
9%. Reading from this we can see that Company A (2% growth; 10% RoE) should trade at 11.4x, whereas Company B (5%

growth; 30% RoE) justifies a 20.8x multiple. So, Company A trading at 10x P/E looks about 12% undervalued, while company
B, although optically much more “expensive” on 16x P/E, actually appears better “value” (roughly 25% undervalued).




We remain confident that our
process, identifying dividend paying
companies with Competitive Powers,
gives us a framework fo capture

superior risk adjusted returns

Fair Value P/E Ratios

Earnings growth

8% 9% 10% 12% 14% 16% 18% 20% 22% 24% 26% 28% 30% 32%

2.0% | 11.4x I.Ix | 109x | 10.6x | 10.4x  10.2x = 10.0x = 10.0x = 99x 9.8x 9.8x 9.7x 9.7x 9.7x
-1.0% | 11.3x 11.1x 11.0x  10.8x  10.7x = 10.6x  10.6x = 10.5x = 10.5x = 10.4x | 10.4x | 10.4x | 10.3x | 10.3x

0.0% 11.1x 11.1x 11.1x 11.1x 11.1x 11.1x 11.1x 11.1x 11.1x 11.1x 11.1x 11.1x 11.1x 11.1x

< | 1.0% 109x | 11.0x 1M.3x  11.5x  11.6x - 11.7x 11.8x  119x 1M9x  120x  120x = 12.1x 12.1x 12.1x
é-, 20% | 10.7x | 11.1Ix 114x | 119x | 12.2x | 12.5x | 12.7x | 129x | 13.0x | 13.10x = 132x | 13.3x | 13.3x | 13.4x
g’ 3.0% | 104x | 11.1x 11.7x | 12.5x  13.Ix  13.5x  139x  14.2x  144x  14.6x  14.7x  149x  150x = 15.1x
‘E 4.0% | 10.0x = 11.0x | 120x  13.3x | 143x | 150x | 15.6x | 16.0x 164x  16./7x = 169x 17.1x 17.3x | 17.5x
5.0% Q.4x x| 125x | 14.6x | 160x | 172x | 18.1x | 188x = 193x  198x  20.2x = 20.5x = 20.8x = 21.1x

6.0% 8.3x 11.1x 13.3x | 16.7x | 190x | 20.8x | 22.2x | 23.3x = 24.2x 250x 25.6x 262x 267x = 27]1x

7.0% 6.3x 1M0x | 150x = 20.8x = 25.0x | 28.Ix | 30.6x 32.5x 34.1x  354x | 36.5x 375x  383x  39Ix

8.0% 0.0x 11.0x | 200x = 33.3x = 429x  50.0x | 55.6x | 60.0x 63.6x  066.7x | 692x  71.4x | 73.3x  75.0x

Source: Liontrust calculations

Bringing this back from the textbook to the real world, let's think
about Greggs, a company we admire and track closely, although
not currently one of our portfolio holdings. Its UK food-to-go
business has been [femporarily we believe) disrupted by the Covid
pandemic and so we find it more meaningful to look at either its
historic P/E multiple of 23.5x (FY19) or its prospective 20.6x
[FY23e, per Bloomberg). While this may sound like a rather fancy
multiple, consensus expects Greggs to deliver strong growth over
the next 5-10 years, with net new store openings of c.100 each
year adding c.4-5% per annum to its topline; plus, potential for
likefor-like sales growth of ¢.5-10% per annum, supported by
growth in home delivery, its nascent evening meal offering, and
customer frequency driven by its new loyalty app. lts model has
delivered RoE of ¢.30% in recent years. Greggs seems fo us more
a Ferrari of a business model than a Ford. Such elevated levels
of growth won't last forever, of course, and some form of mean
reversion in the multiple needs to be expected. But when the
combination of potential double-digit midterm growth and high
refurns are taken info account, today’s valuation arguably starts fo
look more reasonable.

Simple but effective tools like justified multiples are something we find
very helpful when considering both spot valuations but also scenarios
if, for example, growth rates were to accelerate or decelerate. More
broadly, we hope this article explains why we find screening for
"undervalued” rather than just “cheap” dividend paying sfocks to be
the most fruitful hunting ground for profitable investments. VWithout
wishing to sound frite, we are reminded of one of the great Charlie
Munger quotes: “The investment game always involves considering
both quality and price, and the trick is to get more quality than you
pay for in price. It's just that simple.” VWe couldn't put it better.

Fund performance yearfo-date has been satisfactory in a
challenging market. We are, though, focused on the more substantial
opportunity that exists to grow our invesfors’ wealth and dividend
income over the longterm (and indeed our own, as substantial
investors in the strategy). VWe remain confident that our process,
identifying dividend paying companies with Competitive Powers,
gives us a framework to capture superior risk adjusted returns. As
ever, we thank you for your inferest and continued support.

Dan Ekstein & Sam Bealing
Fund Managers, Global Fundamental Team



Discrete performance

To previous quarter 12 months ending (%) Sep-23 Sep-22 Sep-21 Sep-20 Sep-19
Liontrust Income C Acc GBP 14.1 2.9 20.7 -12.1 5.0
FTSE All-Share 13.8 -4.0 27.9 -16.6 2.7
IA UK Equity Income 13.6 -8.5 32.7 -17.2 0.2
Quartile 2 1 4 1 1

Source: FE Analyfics, as at 30.09.23. liontrust Income Fund, primary share class performance, C Accumulation GBP, tofal return (net of
fees, interest/income reinvested) versus FTSE All-Share and IA UK Equity Income comparator benchmarks. Quartiles and rankings, as at

30.09.23, generated on 09.10.23.

Key Risks and Disclaimer

Past performance does not predict future returns. You may get
back less than you originally invested. \We recommend this fund
is held long term (minimum period of 5 years). We recommend that
you hold this fund as part of a diversified portfolio of investments.

Overseas investments may carry a higher currency risk. They are
valued by reference to their local currency which may move up
or down when compared to the currency of the Fund. Bonds are
affected by changes in interest rates and their value and the income
they generate can rise or fall as a result. The creditworthiness of a
bond issuer may also affect that bond's value. Bonds that produce a
higher level of income usually also carry greater risk as such bond
issuers may have difficulty in paying their debts. The value of a
bond would be significantly affected if the issuer either refused to
pay or was unable to pay. This Fund may have a concentrated
portfolio, i.e. hold a limited number of investments. If one of these
investments falls in value this can have a greater impact on the Fund's
value than if it held a larger number of investments. The Fund may
encounter liquidity constraints from time to time. The spread befween
the price you buy and sell shares will reflect the less liquid nature
of the underlying holdings. Outside of normal conditions, the Fund
may hold higher levels of cash which may be deposited with several
credit counterparties (e.g. international banks). A credit risk arises
should one or more of these counterparties be unable to return the
deposited cash. Counterparty Risk: any derivative contract, including
FX hedging, may be af risk if the counterparty fails.

In reference to any component (where applicable] of a fund's
investment process that uses external ESG data, there may be
limitations to the availability, completeness or accuracy of ESG
information from third-party providers, or inconsistencies in the
consideration of ESG factors across different third-party data
providers, given the evolving nature of ESG.
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www.carbonbalancedpaper.com
CBP019531

Liontrust uses Carbon Balanced Paper fo reduce the carbon
impacts of all our printed communications. This reduces
Lionfrust’s carbon foofprint and has a positive impact on
carbon change. www.carbonbalancedpaper.com

The level of income is not guaranteed. The issue of units/shares in
Liontrust Funds may be subject to an initial charge, which will have
an impact on the realisable value of the investment, particularly in the
short term. Investments should always be considered as long term.

This document is issued by Liontrust Fund Partners LLP (2 Savoy
Court, london WC2R OEZ), authorised and regulated in the UK
by the Financial Conduct Authority (FRN 518165) to undertake
regulated investment business. It should not be construed as advice
for investment in any product or security mentioned, an offer to buy
or sell units/shares of Funds mentioned, or a solicitation fo purchase
securifies in any company or investment product. Examples of
stocks are provided for general information only to demonstrate our
investment philosophy. The investment being promoted is for units in
a fund, not directly in the underlying assefs. The document confains
information and analysis that is believed o be accurate at the
fime of publication, but is subject to change without notice. Whilst
care has been taken in compiling the content of this document, no
representation or warranty is given, whether express or implied, by
Liontrust as fo its accuracy or completeness, including for external
sources (which may have been used] which have not been verified.

This is a marketing communication. Before making an investment,
you should read the relevant Prospectus and the Key Investor
Information Document (KIID) and/or PRIIP/KID, which provide
full product details including investment charges and risks. These
documents can be obtained, free of charge, from www.lionfrust.
co.uk or direct from Liontrust. If you are not a professional investor
please consult a regulated financial adviser regarding the suitability
of such an investment for you and your personal circumstances. Al
use of company logos, images or frademarks in this document are
for reference purposes only. 2023.11
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