Minority
Report

Minority shareholders are typically outside observers of businesses, and our ownership of
companies via Castelnau has increased our appreciation of this point. The transparency from
owning an entire business brings you far closer to reality than a minority shareholder. Without
ownership control, disclosure is often very high level, via aggregate financial data that is in
effect a snapshot summary, an average of what is happening across the business in a given
period.

By accepting what happens on average, investors are therefore susceptible to missing what
might be happening on the margin - especially important for a heterogenous business.
Granular insight can therefore be vitally important, not to amass detail just for the sake of it,
but to determine what matters most, to understand marginal unit economics and identify
hidden operating leverage. To figure out what matters most we have to go deep.

Michael Dell once put it well: “averages obscures a lot, and aggregate financial statements
are pretty meaningless. Our approach is to take really big numbers and "de-average” them.
Unless you look inside and understand what's going on by business, by customers, by
geography, you don’t know anything". Of course, Michael Dell as CEO was inside the operation
and had all the information he needed to hand. Dell already had reality on his side.

The legendary Phil Fisher called the search for reality his 'scuttlebutt method’; some investors
loosely call it channel checks; we call it monitoring. It is a way of sense checking on-the-
ground reality versus what a company communicates is happening. Monitoring offers us the
ability to verify how the business actually works, how deep its moat actually is and whether it
is widening or narrowing. It also seeks to identify sources of hidden leverage.

The inevitable problem with most corporate disclosure is that it is a summary of average
activity. In reality of course, there is no average, just a messy amalgamation of often very
diverse activity. There is a great story of the US Airforce in 1950 employing a survey of 4,063
pilots’ body sizes to help design the perfectly sized cockpit. The researchers ultimately realised
they were effectively designing for a non-existent pilot of average size - in the end they just
made the seat adjustable! Analogously, out of c200m Ryanair passengers last year, we might
guess there are likely very few actual customers who paid precisely the group average €49.80
fare to take a one-way flight of 780 miles average sector length. Rather, as with many
companies with heterogenous pricing structures, there was more like a wide spectrum of
customers paying vastly varying fares from €9.99 loss-leaders right up to the €400 ultra
profitable last-minute booking. Pareto distributions, though common, are not always obvious.

In a recent interview, Geico CEO (and Buffett protégé) Todd Combs, made an insightful point
when discussing his efforts to improve Geico's returns. "Where people go wrong", he said “is
where they think they know their CAC (customer acquisition cost) and LTV (lifetime value)
but it’s from too high a level. When you slice the data, there are really big pockets where the
LTV is negative, and that is where the potential is to improve margins”. In Combs' specific
example, by digging deep into the business, he was able to identify underperforming cohorts,
which if improved or eliminated could have a material positive skew on the average. Charlie
Munger used to crudely call this ‘cutting out the cancer'. The opposite can also be true of
course where a small portion of customers or products contribute pools of disproportionately
high profits, and their loss would cause a sharp fall in the group average profit.
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This phenomenon - pools of hidden profits or losses - is one of those things that, as the saying
goes "when you see it once, you see it everywhere’. Two examples come to mind. Adidas
shareholders found out painfully late that the infamous Yeezy products, whilst only 5% of
group revenues, were actually more like one-third of group operating profit! This hidden
leverage became all-too apparent when the products were abruptly taken off the market for
reputational reasons. Back in its pre-iPhone heyday, Nokia's Mobile Computers segment
(phones with a selling price >€400) accounted for just 4% of volumes but 28% of group gross
profits in 2006, the year before the iPhone launch! Investors relying solely on both companies’
average performance would likely have missed the risk inherent in the business that was
about to unfold.

We return to Mr Combs for the final word. Combs wrote in his foreword to the latest (and
excellent) 7th edition of Security Analysis: "the difference between a Good analyst and a great
one lies in the ability to keep things simple and determine what matters most. People
misinterpret this to mean that’s investors should keep things at the surface level. In fact,
paradoxically, it takes a great deal of depth to stay simple.”

This document is issued by Phoenix Asset Management Partners Limited (PAMP), registered office 64-66 Glentham Road
London SW13 9JJ, Company number 03514660. Authorised and regulated in the UK by the Financial Conduct Authority.
This advertisement is directed only at persons in the UK who are (i) investment professionals as defined in Article 19 of
the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 or (ii) are persons of a kind described in
Article 49(2) of the Promotion Order or (iii) are persons to whom this presentation may otherwise lawfully be issued or
passed on.

Castelnau Group Limited (“CGL") is a Guernsey closed-ended company listed on the Specialist Fund Segment of the
London Stock Exchange. Shares traded on a stock market will fluctuate in accordance with supply and demand and
may not reflect the underlying net asset value of the shares. The value of investments and any income from them may
go down as well as up and investors may not get back the amount invested. There can be no assurance that CGL's
investment objective will be achieved, and investment results may vary substantially over time. Past performance is
not a reliable indicator of future performance. This advertisement is for information purposes only and does not
constitute an offer or invitation to purchase shares in CGL.

An investment in CGL involves a high degree of risk, including the risk that the entire amount invested may be lost.
Buying a concentrated portfolio of both listed and unlisted companies can result in above average volatility. Investors
should therefore be open to some risk and volatility. There can be a long lag between us making an investment and its
value being reflected, so CGL is intended for investors with a long-term investment horizon. Although investors can sell
shares on any day;, if your horizon is short-term then our approach may not be a suitable home for your money. CGL is
intended for professional clients and “sophisticated” or “High Net Worth” retail investors, those considered as
“advanced”, but is not suitable for retail investors with only basic knowledge of investments.

The information contained within this document has been obtained from sources believed to be reliable and accurate
at the time of issue. Prospective investors should not rely upon this document for tax, accounting or legal advice and
should consult their own advisors prior to making any investment. The Prospectus and other regulatory documents can
be found at can be found at: www.castelnaugroup.com
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