David Stevenson

»

Andrew Kelly

Cartesian heads confident
In future of stock markets

David Stevenson and Andrew Kelly of Cartesian Capital Partners are confident
in their ability to deliver strong returns whatever happens to global stock
markets because of their company’s innovative suite of products

The highly experienced pair, who
set up the high alpha boutique in
partnership with Resolution Asset
Management, believe that having a
long-only UK Opportunities Fund,
a hedge fund and a 130/30 portfolio
gives them a competitive advantage.

“We are in the fortunate position of
having three strong products in dif-
ferent areas that cover the entire spec-
trum,” says Stevenson. “This means
we can do interesting things within
the UK market even if the overall
investing environment is tough.”

And that’s certainly the most
likely scenario for the coming
months. The UK market may have
enjoyed a tremendous ride for
almost five years but the turbu-
lence in recent weeks is proof that
more testing times lay ahead.

“It will be much tougher going for-
ward but we are comfortable with
that because it’s a chance to differ-
entiate ourselves from the rest of the
pack,” agrees Stevenson. “It will sort
out the good fund managers from the
armchair investors.”

The ResolutionAsset Cartesian UK
Opportunities fund

The objective of the UK Opportuni-
ties fund, which was the first port-
folio launched by Cartesian Capital
Partners in December 2005, is to
achieve above average returns from
a concentrated portfolio of around 50
UK-listed names.

It is benchmarked against the
FTSE All Share index and can invest
in companies across the UK market,
regardless of either size or sector.
“It is a true all-cap fund which isn’t
dependent on indices or individual
situations,” adds Stevenson.
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The key to the success enjoyed
by the UK Opportunities fund is its
unconstrained approach to invest-
ment which allows the managers
to have the courage of their convic-
tions and construct a portfolio rep-
resenting only their very best ideas.

In this regard, the benefits of
being an investment boutique are
clear. While Stevenson and Kelly
concentrate all their efforts on
finding attractive stocks to buy,
Resolution looks after the time-con-
suming, day-to-day issues such as
marketing and compliance.

“As it’s very much an all-cap
product we'll look at any sector in
order to exploit stock market blind
spots,” explains Stevenson. “We're
looking for companies that we
think offer earnings growth and
earnings quality.”

Portfolio construction

As mentioned, the fund usually
has between 30 and 60 stocks —
currently, it is hovering around
the 45 mark — as this is currently
seen as the ideal number in terms
of the depth of research and cov-
erage required.

“We are virtually wholly
invested in the FTSE 350 at the
moment — and haven't been much
at all in the small-cap area,” says
Stevenson. “At present, about 55 to
60% 1is in large caps, with around
40% in mid caps.”

Stock attributes

To stand a chance of inclusion in
the fund a stock must demonstrate
the prospect of delivering growth
and a positive earnings surprise.
In addition, so-called bigger picture
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drivers, such as supply and demand
issues, must also be in its favour.

“We have a bias within the fund
towards companies that can carry
on growing on a multi-year basis and
aren’t dependent on the economic
cycle,” explains Stevenson. “We've
currently got a lot in our portfolio
and are constantly looking for more.”

This means financially inde-
pendent companies with strong
balance sheets are particularly
favoured. “It’s all about earnings
quality, visibility and sustainability,”
he adds. “When times are tough
these are the companies in which
you want to be invested because
they stand out from the crowd.”

Examples

In recent months the stocks that have
performed particularly well include
Serco, an outsourcing company
which is primarily focused on the
public sector. Outsourcing is a multi-
year trend, says Stevenson, and
Serco is well positioned to benefit.

“Even when times are good, most
companies want to outsource non-
core activities and focus on what
theyre good at,” he explains. “Serco
is a service business so it doesn’t
have to spend a lot of its cashflow
reinvesting in plant and machinery.”

The biggest cash drain for the
company is bidding for contracts,
but its experience keeps this to a
minimum, while it can also expect an
up tick in business over the coming
months as outsourcing grows in pop-
ularity when times are tough.

“We've also done well out of bus and
rail groups of late,” adds Stevenson.
“They are low cyclical businesses
because people carry on travelling
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almost regardless of the economic
backdrop. This means such busi-
nesses are natural cash generators.”

The qualities he particularly likes
— and which are present in stock
names such as Go-Ahead — are the
fact they are: good visible busi-
nesses, financially very robust, with
high barriers to entry and huge
pricing power.

Sell discipline

As far as the sell discipline is con-
cerned, all stocks are subject to
review. “Were always asking our-
selves whether a particular stock is
worthy of its place,” says Stevenson.
“It's important for us to have lots of
ideas competing to get in.”

Cartesian’s other products

The 130/30 product is a particularly
exciting innovation considering the
experience the Cartesian managers
have in the field. “We launched it
back in November (2007) on the back
of a highly credible record in both
long and short disciplines,” says
Stevenson. “Given the fact were also
running a full-blown hedge fund, our
short book is already in existence
and our long is replicated from the
UK Opportunities Fund.”

The Cartesian Investment philosophy
The stockpicking template that
identifies the good and bad quali-
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ties in companies is not only useful
for UK Opportunities. It can also be
used to good effect in the manage-
ment of both the hedge fund and
the 130/30 product.

“We have strong views that
companies don’t go from good to
bad overnight,” says Stevenson.
“From a long-only point of view
we want to screen out those poor
quality companies, but from long-
short we can make money from
poor companies.”

Looking to the future, Stevenson
believes the launch of the 130/30
fund makes complete sense. “We
are very excited about its prospects
as it finishes off the product suite,”
he says. “We now have long-only,
hedge and 130/30 in the middle.”

Having this capability means
that Cartesian will view the UK
market in a slightly different way
to many of its rivals. “It makes us
quite bullish on the UK as an invest-
ment opportunity as we have these
opportunities,” he agrees. “If you
were purely long only life’s going to
be quite tough for a bit yet.”

Outlook

With that in mind, how does Ste-

venson view the outlook for 2008?
“We are certainly nervous for at

least the first half of the year,” he

says. “Rate cuts globally will help but

there’s a lag benefit to them so hope-

fully the fundamentals will improve
towards the end of 2008.”

The second quarter of the year
may be difficult, he suggests, as
companies making negative com-
ments and analysts continuing
to downgrade stocks are likely to
make it a fairly “toxic environment”
for investors.

“However, if you've got strong fun-
damental tools as a fund manager
and know what companies you want
to own, as well as being able to make
money out of those that fall in value,
then this environment presents lots
of opportunities,” he adds. “As we
can offer long/short capability as
well as long-only it’s good for us.”

Goals/ambitions

The current environment is quite
fundamentally driven which is
good news for Cartesian because it
means there will be plenty of oppor-
tunities for the company to demon-
strate its expertise in generating
long and short alpha.

And Stevenson is confident of
finding enough stocks to popu-
late the portfolios, particularly UK
Opportunities. “We're trying to find
just 50 companies in that fund,” he
says. “There’s always that number
of stocks in the market place that
are worth owning whose business
plans and funding is not dependent
on that picture.
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