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Topic D - Designer Models Themes

Perhaps the most eyebrow-raising aspect of the Designer Models platform early on has
been our use of Themes rather than traditional Sector classifications. Details of our
Thematic taxonomy are supplied at the end of this presentation in the Appendix. The
purpose of this Topic is to explain further what we are aiming for and why we believe it
is beneficial to utilize this new approach.

Here-and-Now Practical Realities

At this point in time, whether we use themes or traditional sectors makes little
substantive difference since there are hardly any Designer Models models that use
such top-down considerations in the modeling process. The few that do are easily
identifiable from the names of the models.

However, we designed the platform not just for its earliest stages but hopefully for a
future when we may see more models that are designed around top-down business
exposure.

How Top-Down (Based on Business Exposure ) Strategies Work

Why might you want to invest in Tech companies? Is it because you like and admire
Apple? That would be a reason to own the company’s products, but it’s not a reason
to own its stock or to invest in a tech-heavy portfolio. As an investment platform,
Designer Models have to focus on investment issues, not product issues. The same
holds true for liking or disliking telecomm, precious metals, energy, consumer
staples, etc.

Let’s go back for a moment to Tech. Warren Buffett has long been well known as
being averse to this sector. But it’s not the business he disliked. Actually, he admires
the endeavor and has long enjoyed a strong personal friendship with Bill Gates. He
sees tech as a force for good and has recently become more open to investing in it.

What he avoided, however, were what he saw as key investment characteristics,
notably, his lack of confidence in his ability to make good choices given short and
shortening product cycles, continually changing competitive landscapes, and so
forth. What’s most important to him is consistency and predictability of earnings
growth, and as much as he had always revered tech, he felt the sector could not
deliver what he sought as an investor. Stripped to its bare essentials, Buffet never
really expressed a dislike to tech per se. What he disliked was a particular set of
return-risk characteristics.



Warren Buffett isn’t alone in this regard. Well, actually, he may have been an outlier
in his analysis of tech, but he is very much part of the crowd when it comes to liking
or disliking particular businesses, not because of the nature of the business but
because of its return-risk characteristics. Managers who were always more inclined
than Buffett to invest in tech didn't disagree with him about his characterization of
the business; for better or worse, their views toward the sector reflect their own
assessments of potential returns and their ability to anticipate shifts in product and
competition and hence manage risks.

Let’s move to Pharmaceuticals, the Mercks and Pfizers of the world. Traditionally
and during my early years in this business, it was an article of faith that these were
“defensive” companies, firms whose results tended to be stable year in and year out.
They weren’t expected to soar in good times, but these were stocks to chase when
bear markets were feared since their earnings would not likely crater. In other
words, they were seen to have been at the modest end of the reward-risk scale.
Biotech, a close first cousin, however, was always seen as different. They were seen
as R&D shops whose shares flourished or foundered based on their abilities to
innovate; the business cycle was seen as largely irrelevant.

Things are different today. For Big Pharma, the distant future (patent expiration) has
come and gone (Father Time is a killer!) . There are some who still think of this
group as defensive. But unlike the past, if one expresses that today, they’re likely to
wind up in a hot debate. We’re seeing now how bullish or bearish sentiment toward
the group depends on patent portfolios and pipelines. They may be big and more
profitable than many Biotech firms. But in one key respect, they’re similar. What
counts is their ability to innovate - just as in tech. And this is why we classify
Biotech, Pharma and Tech under the Innovative theme.

On the one hand, we could say the Innovative theme is simply high-reward-high-risk.
But that description is too broad. It includes reward-risk based on internal
innovation capabilities. It also includes reward-risk based on completely external
factors, such as the economy. And besides, Innovation is arguably higher on the
reward-risk scale than basic cyclicality, though both are in the upper half.

It’'s About Reward-Risk Profile

[ could go on but I suspect you get the point. As investors, we don’t really care about
the businesses. What we care about is the reward-risk profile. We may not always
openly say it (actually, in casual conversation, we rarely articulate it). But it's what
underlies our decisions. It’s not just investors in the public markets. It’s private
investors too. Do you watch ABC’s “Shark Tank?” If so, listen closely to the subtext of
what the Sharks say, especially when they explain why, despite businesses or
entrepreneurs they find appealing, they “go out.” What'’s the potential reward? What
are the risks? And as they negotiate percentages, watch how often they speak in
terms of needing more upside in order to compensate for the risks they see



themselves taking.

Notwithstanding what is discussed in casual conversation or heard in the media,
what we care about when we think of business exposure is reward and risk.

The Logic Behind Business Classification

Sector and Industry classification has always been a challenging area for financial
data vendors. Those who are or have been inside these organizations often see
considerable ambivalence about who these taxonomies are designed to serve.

Obviously, there are investors - like us.

But we're seen as a niche group with volatile demand patterns, and what’s worse,
we're shrinking, as consolidation limits the number of potential clients. So these
organizations often crave and have high hopes for what they refer to as “business
users,” and they devote considerable resources toward serving this market, which
they see as potentially large and lucrative. Sales people need to assess their
respective fields of operation, who is who. Internal financial mangers and HR
departments need to identify comparables, for purposes of benchmarking and
evaluation. Market researchers and strategists need this information to identify
competitive landscapes. Etc.

Actually, though, such efforts have not fared well. The problem is not because the
market for such information doesn'’t exist. The problem is that the information with
which they work comes from SEC filings which are grouped not on the basis of
business exposure but on the basis of the collection of operating units, sometimes
homogenous but often very varied, that fall under corporate umbrellas. [ don’t know
if or to what existent data vendors are still trying to sell to a business market. But
the fact that they did says much about why the traditional sector-industry
classifications exist and are widespread.

The reason [ went through is to illustrate the extent to which traditional sector-
industry classifications reflect considerations that have absolutely no relation to
what we need to do, assess potential reward and risk. The idea of proposing a risk-
reward oriented taxonomy such as the one we now offer for Designer Models would
have been unthinkable, given its lack of relevance to the supposedly larger and more
promising business market.

Still old habits die hard. We like traditional classifications for several reasons.
They’re familiar. They’re comfortable. And let’s face it, Designer Models subscribers
have lives beyond their Designer Models portfolios, so we hope and so we presume.
So on many occasions in the context of professional and personal life, the descriptive
sector-industry labels do speak, albeit not in a model selection context.

It is not the goal of the Designer Models platform to serve these broader needs.



There are other sources that do this. Our mission is to help you find models with
reward-risk characteristics that work for you. That’s why we introduced Themes, a
classification system based on our assessment of reward-risk characteristics of
businesses.

In sum:

Macro Economic: This is an important almost plain-vanilla or generic
reward-risk profile based on many factors that have, at their core, the ebbs
and flows of GDP and its components. It's what students think of when they
study return-risk in school in connection with the proverbial “widget”
manufacturers. It's what comes to mind when you mention market risk to
one who is not more than casually interested in this area. We might almost
say this is the default reward-risk profile.

Population Growth: GDP fluctuations are relevant here too, but they tend to
be much less pronounced, watered down by demographic factors. Consider,
for example, selling toothpaste. How far might shares drop in a recession?
Maybe a bit, as consumers flock to promotional specials. But ultimately,
demand for toothpaste is more tied to the number of mouths with teeth; i.e.
population. And as long as population grows, there is going to continue to be
an upward bias to demand, regardless of the vagaries of GDP. This is an
extremely important return-risk profile. The starting point here is the same
reward-risk profile as we see with Macro Economic. But in the case of both
reward and risk, we add in the phrase “but less so.” Risk aversion is an
important investment goal. The Quality style is Probably the best way to
implement it in bottom-up models. The Population Growth theme is the best
way to implement it in top-down models.

Financial: This is probably the easiest Theme for Designer Models users to
accept. It matches a traditional sector classification. And many designers are
already accustomed to making choices about its presence or absence in their
models. It’s a distinct subset of Macro Economic. The companies in this group
are tied to interest rate movements. That’s so in both returns and risks.
There’s another risk characteristic here that does not lend itself to being
quantified; reporting risk. These companies have different accounting
formats and can in many cases rely much more heavily on heuristic
assumptions. The distinct nature of this group is so well recognized that
many important academic studies exclude financial companies from their
studies.

Innovative and Special: These are very similar in that both offer “special
situation” angles. Both offer well-above-normal return prospects from
companies when things go well. But both offer noteworthy risks when things
don’t go so well. They are the mirror image of Population Growth. Here, too,
start with the “default” Macro Economic reward-risk profile, but instead of



saying “but less so,” now we say “but more so.” Hence this too is an important
part of the product line. Just as Designer Models must offer users
conservative choices, so, too, must we offer them more aggressive, or even
speculative choices. Innovative and Special both need to be separated from
Macro Economic because the make-or-break results for these companies will
most likely depend on factors other than GDP. A good argument can be made
that we should merge these into a single category. Nevertheless our
inclination is to separate them based on one important area of difference:

o Innovative: These are companies for which success or failure is likely
to be based largely on internal factors, i.e. the abilities of the
companies to create innovative products or services and
commercialize them.

o Special: For these companies, the big make or break factors are most
likely to come from external circumstances outside the control of the
companies. For that reason, we would place Special at the highest end
of the reward-spectrum. This may not be supported by empirical
studies of stock price volatility, beta, etc. But that’s not the point. For
investors who care about the future, rather than the past, there are
other, better, ways to think about risk, as will be addressed in our next
Topic.

It’s important to recognize that not every company will display the reward-risk
characteristics of the Theme to which it winds up being assigned. That's to be
expected. No taxonomy can cover everything. Variety is infinite. This, however, is
why theme-agnostic bottom-up strategies (value, quality, etc.) tend to predominate.
Those who want to get it right, so to speak, at the company level probably should not
be working with any sort of Sector, Industry or Theme taxonomy. Any Top-Down
effort, whether it be with traditional Sector-Industry labels or with our Themes,
would necessarily have to be willing to look beyond idiosyncratic company aspects
and focus on the broad generalizations, and on that basis, we believe our Themes
give top-down investors what they need to select and evaluate the reward-risk
characteristics of models, something that should, we believe, become more
apparent as our product line evolves.

Wrapping Up

The setup of the Designer Models platform is based upon a clear goal; to focus you
on that which will make a dollars-and-cents difference to you, assessment for
potential future reward and risk.

Don’t fuss too much about Themes right now. They’ll become much more important
when the product line is fleshed out with more Theme-oriented models. But in the
interim, until that comes to fruition, we encourage you to give Themes a chance, to
get into the habit of seeing them as top-down indicators of reward-risk



characteristics (different from and a potentials partner to the Style ranks). That will
enable you to more effectively evaluate and choose among Theme-centric portfolios
when they are offered.

Next

The next Topic will cover risk. It'll repeat some things we already covered (especially
in our discussion of Quality). But a unified presentation will give us a chance to
review this important topic, and to touch on some other Designer Models platform
features that have not yet been covered.

APPENDIX - THEMES AS DISCUSSED IN HELP SECTION

Many investors consider the business activities of the companies in which they
invest as part of their strategies. One way or another, an investor associates a
particular line of business with a set of return-risk characteristics. Many express this
in quantitative terms (e.g. expected return, standard deviation, beta, correlation).
Also, many investors envision this in qualitative - verbal -- terms (a hits-driven
business, a business dependent on intellectual property, a cyclical business, etc.)

Both approaches are valid and are broadly compatible. For example, a one who seeks
exposure to companies that produce everyday consumer necessities will often wind
up in the same stocks as one who seeks to emphasize low-beta.

In terms of making choices, both approaches face a common obstacle; business
classifications that do not address return-risk in quantitative or qualitative ways.
Instead, they are descriptive (the language of business people rather than that of the
investment community) and require investors to recognize on their own the
essential return-risk characteristics.

The Themes we have developed aim to satisfy this need. Each Theme is a collection
of sectors, sub-sectors, industries and/or sub-industries that are united by a
common set of qualitatively expressed return-risk characteristics.

For example Pfizer and Apple have different GICS-based Sector, Sub-Sector, Industry,
and Sub-Industry classifications. Yet Thematically, both are included under
“Innovation,” a group of companies in businesses that require continuing streams of
new intellectual property, new products and/or new services in order to flourish.



Our Thematic Taxonomy

Our “Themes” combine Standard & Poor’s GICS sectors and industries into 5 main
groups based on well-known characteristics inherent in each group of companies.

The “Themes” are:

Theme Description GIC Industries

Macro Economic Companies highly sensitive to | Materials
the overall economic outlook. Industrials
Consumer Discretionary

Transportation
Population Growth Companies whose performance | Consumer Staples
depends on the dynamics of Health Care Equipment &
demographics, i.e. the Services

businesses of these companies | Telecommunication Services
grows generally as population | Utilities

grows. Typically, such Insurance

companies are less sensitive to
the economic outlook.

Special Companies whose performance | Energy
depends on unique factors. For | Precious Metals
example, it includes “Energy Airlines
companies”, whose Aerospace & Defense

performance is mainly driven
by petrol prices.

Financial Companies whose core Real Estate
businesses are related to the Banks
financial and real estate Diversified Financials
markets. Those are group
together due to their

sensitivity to lending activity
and monetary policy.

Innovative Companies that develop and Biotechnology
commercialize innovative Pharmaceuticals & Life
products and services. Sciences
Performance depends on their | Technology Hardware
successes or failures in Technology Software &
developing their new and Services

unique technologies.




Themes Mapped to GICS Classifications:

Our “Themes” are based on GICS Classification, which is the main standard when it
comes to Sector & Industry classification for professionals. Each Portfolio123 Theme
is a collection of GICS codes that identify companies fulfilling our definition of the
Theme.

The following table specifies how the GICS codes that comprise each Theme.

Name GICS Code

Macro Economic

Materials 151010 151020 151030 151050
15104010 15104020 15104050

Industrials 201020201030 201040 201050
201060 201070 2020

Consumer Discretionary 25

Transportation 203010203030 203040 203050

Population Growth

Consumer Staples 30
Health Care Equipment & Services 3510
Telecommunication Services 50
Utilities 55
Insurance 4030
Special

Energy 10
Precious Metals 15104030 15104040 15104045
Airlines 203020
Aerospace & Defense 201010
Financial

Real Estate 4040

Banks 4010




Diversified Financials

4020

Innovative

Biotechnology 352010
Pharmaceuticals & Life Sciences 352020352030
Technology Hardware 4520 4530
Technology Software & Services 4510




