NEW STAR INTERNATIONAL

MARKET OUTLOOK

PROFITING FROM PROFIT AND LOSS

Tim Steer has steadily built his reputation at New Star since he launched his
first fund back in November 2001. From launch until 31 July 2008, the New
Star UK Alpha Fund rose 89.48%, beating the 38.59% rise in the FTSE All-
Share Total Return Index*. The New Star UK Alpha Fund is AA-rated by

Standard & Poor’st.

The careful scrutiny of accounts has been central to
Tim’s approach, which developed out of his previous
incarnations as a chartered accountant and sell-side
analyst specialising mostly in medium-sized companies.
There is considerable crossover in skills between equity
research and managing money so switching to managing a
portfolio was straightforward.

From the beginning, Tim has stuck to his mantra that cash
is king within a company’s accounts. His first step in
identifying attractive companies is to check whether cash
flow is in line with operating profits. If not, it could signal
that some of the company’s profits have been engineered
or are one-off benefits rather than genuinely produced by
day-to-day business activities.

Less obvious movements in the accounts can also conceal
tricks to boost profits such as debtors rising as the
company brings forward invoices for a future accounting
period to mask a downturn in revenues. Worse still, a high
level of debtors may reflect greater difficulty in obtaining
the actual cash from customers as still-to-be paid invoices
build up. This might signal that the company’s operating
environment is not as strong as its revenues suggest.

Tim is critical of glossy annual reports. He says: “Unlike
most people, | tend to start at the back. The first few pages
of any annual report are usually little more than company
spin; the real interest lies in the notes to the accounts. |
have lost count of the number of companies that do not
seem to understand that ‘exceptional items’ are supposed
to be exceptional.”

A proprietary tool called MERGE has been developed by
Tim’s colleague, Stephen Yiu, to support this analysis of
accounts. This examines various groups of factors for a
company: M stands for multiples and includes metrics such
as price/earnings ratios; E is for essence and involves
measures of the returns being generated and the health of

*Lipper, mid to mid, net income reinvested.
TAt 31 July 2008.

the balance sheet; R is for revisions to earnings; G is the
growth rate of earnings, dividends and sales; and the final
E is for energy - how the share price has changed over the
past six months. This tool can be used to deepen
conviction about a stock decision or to generate ideas.

Given the relatively concentrated nature of the UK Alpha
Fund - typically around 50-60 holdings - it makes sense to
sweat the assets, so Tim adopts a thematic approach to
portfolio construction to bias the holdings towards areas he
believes will outperform. He aims to identify sectors that
are in a favourable operating environment and where
newsflow is expected to be positive. To this end, the fund
has been overweight in defence companies recently and
Tim sees no reason to change his view on this sector. “The
events in Georgia highlight the fact that the world is still
unstable,” he says. “Most governments do not want to take
risks in ensuring their country’s protection and this is
especially true in the context of terrorism, which has
increased the need for technology in surveillance and
security, meaning defence is no longer just about
traditional military hardware.”

Tim is particularly attracted to the project nature of
defence contracts, which provide a considerable degree of
visibility to earnings. The fund holds several defence
groups, including BAE Systems, Cobham, VT Group and
Ultra Electronics. The sector has attracted considerable
merger and acquisition activity and Detica, one of the
fund’s holdings, has recently received a takeover bid at a
significant premium from BAE Systems, which is looking to
deepen its expertise in security technology.

Another theme is the shift in global economic growth
towards emerging markets and away from the developed
world - a fact accentuated by the slowdown in the US and
Europe. To counter the deterioration in the UK economy,
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Important information

Past performance is not necessarily a guide to future performance.
The value of investments and any income from them may fall as
well as rise and investors may not get back the amount originally
invested. The value of investments may also increase or decrease
as a result of changes in exchange rates between currencies.
Investments made in the fund mentioned in this document involve
certain risks, as described in the relevant prospectus. Any opinions
expressed in this document may vary without prior notice and do
not constitute investment advice.

This document is for professional investors, other financial
institutions and professional advisers only and should not be
provided to or relied upon by private investors. This document
should not be distributed to any third parties and does not
constitute an offer or solicitation to anyone in any jurisdiction in
which such an offer is not authorised or to any person to whom it is
unlawful to make such offer or solicitation. Details of where the
fund mentioned in this document is authorised for distribution are
provided. Distribution of this document and the offering of shares
in certain jurisdictions may be restricted, and accordingly persons
into whose possession this document comes are required to inform
themselves about and to observe such restrictions. If this is the
case, the fund cannot be the subject of active marketing in your
jurisdiction.

The New Star UK Alpha Fund (the Fund) opened to retail
investment on 12 November 2001. An average OEIC sub-fund will
invest in 80 to 150 different companies. The Fund typically holds
more of a concentrated portfolio. While increasing potential reward,
the nature of the Fund can increase risk. As such, the Fund may be
more volatile and will be impacted more by fluctuations in the
value of the underlying stocks. Exposure to a single country or
geographical area may increase potential volatility.

The fund mentioned in this document should be viewed as an
investment suitable only for investors who can fully evaluate and
bear the risks involved. Full details of the fund can be found in the
prospectus or Offering Document, in the case of Hong Kong (where
applicable). Any investment decision must be made solely on the
basis of the information contained in the prospectus/Offering
Document, the simplified prospectus, the Instrument of
Incorporation/ Trust Deed and the most recent annual and interim
reports which are available upon request.

The shares referred to in this document have not been and will not
be registered under any United States securities laws, and, except
in a transaction that does not violate the United States securities
laws, may not be directly or indirectly offered or sold in the United
States of America, or any of its territories or possessions, or areas
subject to its jurisdiction or to or for the benefit of a United States
person.

The Fund is registered for sale in the UK, France, Italy and Spain. In
Singapore the Fund is recognized as a Restricted Collective
Investment Scheme by the Monetary Authority of Singapore (MAS).
New Star Investment Fund OEIC, the ACD or unit trust manager as
applicable, New Star Investment Funds Limited, and the
Investment Adviser, New Star Asset Management Limited, are
authorised and regulated in the UK by the Financial Services
Authority. New Star Investment Funds is not authorised to give
investment advice and only provides information on the New Star
Group’s products.

In the Netherlands: the fund mentioned in this document is not
registered for distribution in the Netherlands. As such, the units or
shares may only be offered to professional persons as referred to
in the Regulation ex article 14 of the Act on the Supervision of
Collective Investment Schemes as set out in the Ministerial Decree
of 9 October 1990, as amended from time to time.

This document has not been verified or approved by any relevant
supervisory authority in the jurisdictions where the funds are
registered.

For your protection, calls are recorded and may be monitored.
Issued by: New Star Investment Funds Limited.

Tim has been underweight in consumer-sensitive stocks, with the
fund tilted towards overseas earners. A good example is Balfour
Beatty, the infrastructure group, which is undertaking much work
in the Middle East, where high oil revenues are paying for big
construction projects. Balfour Beatty is involved in the
construction of Dubai’s Burj Mall shopping centre, the world’s
largest. At home, its projects tend to involve clients that are
reliable, notably the government or state-owned enterprises. It is,
for instance, working on the construction of the London Olympics
Aquatic Centre and repainting the Forth Rail Bridge.

Tim believes his approach will continue to deliver
outperformance for investors. “With companies having to turn to
investors to raise capital and weak equity markets playing havoc
with pension liabilities, the need to appraise a company’s
financial strength is as important as ever,” he says. “l hope to
protect investors by avoiding companies with weak balance
sheets and deteriorating earnings while providing strong returns
from those with attractive prospects.”

Past performance is not necessarily a guide to future performance. The

opinions expressed here represent the views of the fund manager at the time

of writing and should not be interpreted as investment advice.




