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Welcomel

Thisisour inaugural newsletter. We want to thank you for the support and enthusiasm
that all of you have shown for Patient Capital Management. Theinitial number of clients

and assets under management has been encour aging.

At the outset | would like to acknowledge some people who have had a significant impact
on my career and investment philosophy. First and foremost | would like to acknowledge
AnneRitchiefor providing mewith my first position in theindustry. | am forever indebted
to her for giving me a chance. Anne sadly passed on a few yearsago and | regret not having

thanked her moretimesthan | did.

Doug Greaves also deserves mention. Doug and | worked together at OMERS. It wasfrom
Doug that | learned the thorough process of analyzing companies and managing portfolios.
Doug hastrained many people who have gone on to exceptional careers. Dougisnow a

good friend who has provided wise council over the years.

The people that have the greatest impact on my career aretheinvestment team at Hamblin
Watsa | nvestment Council led by Tony Hamblin and Prem Watsa. | learned a great deal
about long-term value investing and the power of portfolio concentration during my time
at Hamblin Watsa. Moreimportantly, | saw first hand what a small group of people who
shared similar values could accomplish. | wasfortunateto have been ableto work with a
group of peoplethat respected, trusted and supported each other through both good and
difficult times. If Patient Capital Management can come close to creating the culture and

success that Hamblin Watsa has achieved then we will have been truly blessed!

Gary and | would also liketo thank our many friendsat Trimark for their encouragement

and support.
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Patient Capital M anagement was created to provide clients with a money management
option that offersuncompromising discipline and focus on identifying absolute long-term
values. In order to ensurethat we are entirely focused on meeting that objective we

guar antee that PCM will never become a marketing organization disguised as an
investment operation. Such businesses, regardless of their best intentions, invariably
distract the portfolio managersfrom what should betheir only concern; properly investing
your money. Wor se till, the investment process often gets compromised at just the wrong
moment as the pressure to maintain assets super sedes the investment philosophy. Serving
mor e than one master invariably leadsto compromises!

It isour belief that a money manager’sinterests and those of hisor her clients’ should be as
closely aligned as possible. We believe that the most direct way to achieve this objectiveis
to invest our personal money in exactly the same manner asyours. Virtually all of my
family’s capital and most of Gary’sassets are invested along with your money. We eat our

own cooking!

Our objectiveisto provide a compound annual return of 5% per year above the S& P 500
and TSE 300 over along period of time. We will always sacrifice short-term returnsin
order to meet our long-term goal. This meansthat in some yearsour returns may not meet
our objective. So beit! | will not speculate or risk your capital and oursto meet some
annual benchmark. Long term investing isa marathon not a sprint! Our focusisalso on
the preservation of capital. AsWarren Buffet has stated: “ Thefirst rule of investing is not

to lose money. The second and third rulesare not forgetting the first one.”

Our primary means of communication will be our quarterly newslettersto you. Our
objective through these newslettersisto talk about something that is current and relevant.
Hopefully you will find our commentary insightful and thought provoking. Wedon’t

intend on discussing our individual holdingsin our reports. In our view, our analysisand
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investment decisionsare proprietary to our clients. We are more than happy to talk about

our investments and rationale with you in private.

Patient Capital M anagement has onefoot in the new millennium and the other onein the
tradition of long term value investing. For those of you on the Internet we would prefer to
e-mail you our commentary and any other information. E-mail isfaster and more direct
than Canada Post. It also doesn’t cost anything; something today’s generation of I nternet
Stock investors seem to ignore. Most I nternet enter prises have little prospect of generating
significant revenue let alone profits. Stock prices eventually follow earnings per share. We
have no doubt that most I nternet shareswill one day resemble their company’s profits -

negligible to non-existent!

Our first topic of discussion centerson the whole notion of “ style diversification.” This
concept essentially encourages investor sto choose a basket of money manager swith
different investment styles. According to the proponents of thisview, style diver sification
allowsinvestorsto “smooth out” their investment returns. In other wordswhen the value
manager isunder performing the growth manager will be outperforming; and vice-versa.
Asareault, thereturnsareaveraged out. Thisnotion has gained increasing acceptance
and isnow recognized as conventional wisdom. Wealth management “ super markets’ are
being created around this strategy. Value manager s are merging with growth managers
and growth manager s are adding momentum manager s. New products are being
introduced daily. Proctor and Gamble, the world’s largest and per haps most sophisticated
consumer products company would be proud. Aswith most conventional wisdom in the

investment industry we wholeheartedly disagr ee!

Our disagreement is based on two important points. Our first concern stems from our
analysis of long-term historical returns, portfolio composition and investor behavior. The
second and per haps mor e important concern that style diversification raisesisthe

fundamental role of theinvestment councilor for the high net worth individual.
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The evidence we have studied suggeststhat thereislittleto differentiate between value and
growth investing over thelong-term. An analysis of the Barra Value and Barra Growth
Indexes providesinteresting insights. Thereturnsfrom January 1975 to May 2000 are very
close; the Barra Value Index returned 17.0% while the Barra Growth Index returned
16.2% . On a monthly basis value outperformed growth in 165 of the 305 monthsor 54% of
thetime; again very close. Since 1975 growth has had better returnsthan valuein fourteen
calendar yearswhilevalue has provided superior returnsin eleven of those years.
Analyzing the data for risk confirmsthelong-term similarity between the two styles. The
standard deviation of monthly returns (a measure of risk) arevirtually identical; 4.2% for

value and 4.7% for growth.

Given the evidence noted above we see no benefit in style diver sification. We believe that
style diver sification increases costsfor the high net worth individual without any real long-
term benefit in returnsor risk reduction. For example, an investor with three million
dollars splitsthisamount evenly with two money managers. Under this scenario he/she
does not get the economy of scale on the money management and custodial feesthat the full
three million dollar account with one manager would receive. I n addition, style
diversification also increases the probability that the combined returns of the two styles

will approximate the index.

We have analyzed the portfolios of several individualswho are following this strategy
either through mutual fundsor private money management. In virtually every casethe
agor egate portfolio characteristics of the combined portfolios matched their respective
indexes. The aggregate number of distinct securitiesowned in almost every case waswell in
excess of one hundred! Thislevel of diversification assures below index returns after fees!

Style diversification also temptstheinvestor into buying high and selling low. Given the

option, investors often jump from a poor performing manger and into a hot performing
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fund. Study after study provesthat thisis exactly the wrong approach. Fourth quartile
manager s have a very high probability of jumping into thefirst quartile the following year
and viceversafor first quartile managers. As Gary pointsout to our clientsit’stheclient’s
actionsthat determinetheir particular returns. Switching from a poor performing fund to
a strong performer issimply “locking in” the under performance. The probability is high
that theinvestor who switches once will change manager s again. Thisactivity only

compounds the problem and ensures less than optimal returns.

Perhaps the most serious consequence of style diversification istheimpact that such a
strategy hason the client/manager relationship. In our view, investorswho follow a style
diversification strategy essentially view the money manger as a commodity whose only
distinguishing featureis performance. We at PCM believe that this approach is short
sighted. We strongly feel that a money manager and high net worth client should work
hand in hand to ensurethat personal, financial and tax-planning goals ar e achieved. For
example, we have worked closely with our clientsto ensurethat cash is available to pay
taxeswhen due. In another case we encouraged a potential client to closely review their
goals and career aspirations before making an investment decision. Under a multi-manager
system communicating and coordinating what is best for the client isextremely difficult if

not impossible.

Our conclusion and recommendation is straightforward. We believe that one should choose
amoney manager that can demonstratean uncompromising commitment to their stated
investment philosophy. Once that decision has been made theinvestor should create atotal
financial plan with theinvestment councilor. The plan should be monitored, updated and
communicated to the manager as circumstances change. Theinvestor should then let the
money manager worry about the investments and not be concerned about performance. A
money manager who isgood at what he/she does and isuncompromising in their
investment philosophy will eventually provide satisfactory long-term performance at the

lowest cost and in accor dance with a thorough under standing of the client’s needs.




