SOMERSTON
ASSET MANAGEMENT

Somerston Multi Asset Fund (the Fund)
Investment Letter No.22 — September 2022

The Somerston Multi Asset Fund (USO class) returned -4.6% in the third quarter. The MSCI World
Equity Index fell by -4.4% and a composite of UK, German and US Government bonds fell by -7.6% in

Q3.
During Q3, the fund had average net equity and bond allocations of 31% and 41% respectively. The

fund starts Q4 2022 with net exposures of 28% in equities, 30% in bonds and 11% in commodities.

Performance (%) USO Class

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Year
2017 0.9 2.7 -0.9 0.6 0.6 -0.5 0.6 -1.2 1.9 4.5
2018 4.8 -3.7 -1.0 -1.0 0.8 -0.2 0.9 0.3 0.0 -2.3 1.8 -0.4 -0.2
2019 1.1 -0.6 2.8 1.3 -1.8 5.6 0.7 0.6 -0.6 2.1 2.8 3.3 18.5
2020 -0.3 -5.9 -8.5 6.9 2.4 1.8 7.4 3.1 -2.2 -1.0 5.2 5.2 13.6
2021 -0.3 0.8 -0.1 2.3 2.5 -0.2 2.2 0.5 -5.1 5.2 -1.7 3.2 9.3

2022 -5.9 -1.1 2.6 -3.5 -1.4 -4.1 4.3 -3.8 -4.9 -16.8
Name % Fund Long Short  Net
Pepsico Inc 3.4% Core Equities 34.6% 34.6%
Nextera Energy Inc 3.2% Developed Market Equities (US) -6.8%  -6.8%
Walmart Inc 3.2% Developed Market Equities (EUROPE) -2.9% -2.9%
British American Tobacco Plc 3.1% Emerging Market Equities 2.4%  -2.4%
Alphabet Inc-Cl A 2.4% Real Estate Equities 3.5% 3.5%
Thermo Fisher Scientific Inc 2.3% Small Cap Equities -4.3%  -4.3%
Amazon.Com Inc 2.2% Defensive Equities 6.6% 6.6%
Intuit Inc 2.2% Equities 44.7% -16.3% 28.3%
Adobe Inc 1.9% o
Danaher Corp 1.8% US Govt Inflation Linked Bonds 5.2% 5.2%

— US Govt (+15yrs) Inflation Linked Bonds  5.7% 5.7%
Total for Top Ten 25.7%
US Government Ultra Long bond futs 6.8% 6.8%
US Government 10 yr. Bond 12.2% 12.2%
ISIN Ticker NAV Gold Derivatives 7.1% 7.1%

USO  JEOOBDRXFP25 SOMAUSO 123.6915 Gold Miners 6.8% 6.8%

US1 JEOOBDRXFQ32 SOMAUS1 117.6454 Copper Derivatives 6% -2.6%

GBO JEOOBDRXFM93 SOMAGBO 114.8802 Commodities 13.9% -2.6% 11.3%

GB1 JEOOBDRXFNO1 SOMAGB1 109.2431

EUO JEOOBDRXFR49 SOMAEUO 109.4413 Volatility and CTA 15.6% 15.6%

EU1  JEOOBDRXFS55 SOMAEU1 104.0691 Total All Assets 104.1% -19.0% 85.1%

Cash and Equivalents 14.9%
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Evolution of Asset Allocation for Somerston Multi Asset Fund
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Commentary

While we have outperformed a typical 70/30 Equity/Bond benchmark that is down 20.25% year to
date, we would have expected a far greater degree of outperformance given our asset allocation.
We have been largely underweight equities with a bias for defensives, we have held no credit risk
preferring high quality US government debt, we held reasonable a position in gold bullion and made

a decent allocation to strategies that benefit from volatility.

Certainly, being underweight equities has benefited the fund by 5.8% and exposure to long volatility
strategies also drove outperformance of 2.4%. Gold has fallen modestly detracting 1% this year but
the most acute and unexpected detractor has been the performance of government bonds which

has detracted 2.2% on a relative basis and 7% on an absolute basis.

Low correlation between asset classes is the main benefit of a multi asset portfolio. Yet this year,

Equities, Bonds, Precious Metals and Real Estate have performed in lockstep.

We have high conviction of the role for government bonds and we are drawn to their prospective
returns. Firstly, the divergence between bond yields and leading economic indicators is becoming

highly unsustainable. As an Example, chart 1 shows 30 year US government bonds are 0.76% higher
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than their own 10 month average (Black), yet the five month average of new orders relative to

inventories is tumbling (Blue).
Chart 1:
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Bonds hate inflation and love credit deterioration. Chart two covers data from 1972. It shows
variability of the equity/bond correlation versus credit spreads minus long term inflation. The
downward sloping line indicates that equity/bond correlations move negative when credit spreads
are high relative to inflation. The red plot shows where we are today - credit spreads equal long-
term inflation. Based on data since 1972, the equity/bond correlation should be -0.15, instead its
+0.42. Furthermore, we expect inflation to fall and credit to deteriorate widening the gap between

this relationship and equity/bond correlations even more.
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Finally, on a price only basis, US 10-year Government bonds are 25% from their two year high. The

second largest fall in history.

US 10 year Gov Bond Price Change from 2 year high
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A combination of divergent fundamentals, strange correlation characteristics in the macro context
and being deeply oversold, suggest that Government bonds are in for a better period, particularly

versus equities. Moreover, that should benefit defensive equities, REITS and gold.

Core Equity

Equity markets started the quarter strongly on the back of a resilient earnings season and easing
inflationary pressures. MSCl World Index rose 12% from July to mid-August but the summer rally
was short lived. In August US core PCE Inflation exceeded expectations rising +4.9% YoY and spooked
the market. Any hope that central banks would take a more dovish stance was then crushed at the
Jackson Hole Summit with the FED delivering a clearly hawkish guide. The Fed, Bank of England, ECB
and other central banks all raised rates during the quarter. Global equities plunged and following the

weakest September in 20 years the MSCI World Index ended the quarter down -4.4%.

After a fall of -21.9% YTD, stocks have now derated to more modest levels reflecting higher discount
rates. However, we are yet to see a meaningful deterioration in earnings expectations with forward
projections for the next twelve months having fallen just -2.3% from their peak in June. As a result,
equity valuations have moderated and the forward P/E of MSCI World is now 14.4x, over one

standard deviation below its five-year average.
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We expect the next phase of this equity bear market to be driven by a further deterioration in

economic conditions and increasingly negative earnings revisions.

Whilst the Q2 earnings season was surprisingly resilient for most businesses, forward guidance was
much more conservative and companies reporting towards the end of the period showed greater
signs of stress. Margins are increasingly under pressure as businesses struggle to pass on soaring
costs. Inventories are growing and becoming problematic and supply imbalances are unwinding.
Companies are freezing hiring plans or starting to lay off workers (notably in the technology sector).
Several companies have started to warn ahead of the Q3 reporting season which kicks off in

October.

In this environment we would expect high quality equities with resilient business models to
outperform as they have done historically. The core equity portfolio with its defensive and high-
quality tilt should perform relatively well. The table below highlights the historic outperformance of

quality factors when earnings are falling.

Best-Performing Factors When EPS Fall

Peak in  Trough in Nat Incoma Assat Recaiv. Interast
NTM EPS NTMEPS ROA Margin ROE Turnever  Free CFto EV Turnower Oper. Margin  EPS Growth Coverage
Jan-B6 May-8& 100056 7.9% 10.9% 4.7% 9.0% 0,43 5.7% 4.4% 10.5%
Sep-89 Apr-91 36.9% 29.9% 19.2% 11.7% 16.6% 12.9% 16.6% 14.6% .0
Sep-00 Now-01 0.5% 8% 3.6% 5.3% 36.4% -0.1% 1.3% -11.1% -1.9%
Oct-07 Nay-09 T.A4% A4.4% 6.8% 2. 7% 16.8% 3.2% -1.5% 2.1% 14.5%
Sep-14 Mar-16 4 8% 4.3% 6.6% 7.0% 19% B.2% 0.8% 4.0% -0.1%
Feb-20 hay-20 14.7% 15.0% 9.0% 7.9% -13% 7.5% 2.8% 11.7% 11.4%
AvE 12.4% 10.7% 9.3% 6.6% 13.2% 5.4% 5.3% 4.3% 10.6%
Hit Rate 100.0% 100.0% 100.08 100.0% B3.3% 83.3% 83.3% 83.3% B6. 73

L J

[ SE&P 500 Factor Performance High To Low (Ol vs O5), Sector Adjusted

Highest Hit Rate And Best Performance
When Earnings Are Falling

The quality and defensive characteristics of the core equity portfolio are shown below with the MSCI

World Quality Index shown for comparison (as at 31/08/2022).
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Quality Characteristics

Core Equity MSCI Quality

ROE 17.3% 14.1%
ROCE 12.4% 9.2%
EBITDA Margin 29.8% 21.9%
FCF Margin 20.6% 12.5%
Assets/Sales 2.0 7.4

YoY Earnings Correlation 77.5% 50.0%

Defensive Characteristics

Core Equity MSCI Quality

Exposure to Defensive Sectors 53.4% 26.6%
Interest as % EBITDA 4.8% 7.7%
Altman Z (>3 good) 6.9 4.8
Beta 0.95 1.00
Beta<1 58.1%

Beta< 0.8 33.2%

nick.wakefield@somerston.com

alan.lemaistre@somerston.com

01534 822392
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Disclaimer

Any information in this Document may not be suitable for all investors. Investors must make their own investment decisions using their
own independent advisors and reviewing relevant offering material (including the Final Offering Document). Any investment decisions
must be based upon an investor’s specific financial situation and investment objectives and should be based solely on the information in
the relevant offering material.

The Fund's manager, Somerston Asset Management Limited (the "Manager") believes the information contained in this Document to be
reliable but does not warrant its accuracy or completeness. The information contained herein is preliminary in nature and is not and does
not purport to be complete. Any estimates contained herein may be subject to change without notice. No guarantee or representation is
made that the investment program set out in this Document, including, without limitation, any investment objectives, diversification
strategies, or risk monitoring goals, will be successful, and investment results may vary substantially over time. Investment losses may
occur from time to time. Nothing herein is intended to imply that the Manager’s investment methodology may be considered

” u ” u

“conservative”, “safe”, “risk free” or “risk averse”.

No person, including (without limitation) any of the members, shareholders, directors, officers, partners, employees or advisers of the
Manager or its associates, accepts any liability whatsoever (whether direct, indirect, incidental, special, consequential, punitive or
otherwise) for any loss arising from any use of the information, opinions or other statements contained herein or otherwise arising in

connection therewith (including in the case of negligence, but excluding any liability for fraud) and, accordingly, liability is disclaimed by all
such persons to the maximum extent permitted by applicable law or regulation.

No Investment Advice

The information contained herein does not constitute advice and should not be relied upon for any purpose. No approvals have been
given by the Jersey Financial Services Commission in respect of the contents of this Document or the circulation of any offering document
in relation thereto.

The information contained herein is not intended to influence you in making any investment decisions and should not be considered as
advice or a recommendation to invest. This Document is for information only and provision of this Document does not in itself constitute

any kind of service provided by the Manager. Furthermore, this Document does not purport to describe all of the risks associated with
investment or the other matters described herein. Income from or the price or value of any financial instruments may rise or fall.

Somerston Asset Management Limited is regulated by the Jersey Financial Services Commission.
The Somerston Multi Asset Fund is regulated by the Jersey Financial Services Commission.
Warning

PAST PERFORMANCE IS NOT INDICATIVE OR A GUARANTEE OF FUTURE RESULTS. NO ASSURANCE CAN BE MADE THAT PROFITS WILL BE
ACHIEVED OR THAT SUBSTANTIAL LOSSES WILL NOT BE INCURRED.
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