Quarterly investor le er September 2022
Our guiding principles:
• Independence of thought to avoid the market herd

• Transparency & alignment of best interests with our fellow investors
• Adherence to our investment philosophy and process

• Focus on costs: management fees capped, low stock turnover

Inves ng through uncertainty: Part 4 - ‘It ain’t what you don’t know that gets you into trouble…’
Dear fellow shareholders,
‘Everybody line up in a straight line, tallest at one end, shortest at the other’, goes the call of the
The Normal Distribution 'Bell Curve'
teacher. A primary school maths class is learning about simple concepts like ranges, averages and
popula ons—the teacher asks what is the average height of a pupil in the class? Every child
understands this idea. It’s a simple one. As the years progress and the pupils develop, they learn that
this same line of classmates can be expressed in diﬀerent ways. It can be described as a ‘normal
distribu on’, a so-called Bell Jar with the height of lots of the children clustered around the average or
‘mean’. The tallest and shortest pupils represent the ‘extremes’ of this normal distribu on—the socalled tails. Yet, in a class of 10 year olds, there aren’t many 6 feet tall children nor many 3 feet tall.
So the tails represen ng height along the x axis are not very wide.
Source: Castlebay
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Life was simple back in those primary school days. It’s not so simple now. Whether we look at living in general or the investment world, it
feels like we exist in an increasingly complex world. Nothing seems so simple now.
At the beginning of the ﬁlm, a quote appears on screen as an innocent yet haun ng tune plays and a father carries his child on his shoulders
through a country meadow: ‘It ain’t what you don’t know that gets you into trouble. It’s what you know for sure that just ain’t so!’ As you
read Mark Twain’s insigh ul quote, you realise that neither the father nor the child are holding on to each other, as they walk slowly along;
and you get the message from this intro that the ﬁlm is about risk and how it is misunderstood. The ﬁlm is Adam McKay’s ‘The Big Short’
adapted from the book of the same name, penned by the master story-teller, Michael Lewis. It’s about the global ﬁnancial crisis of 2008.
It’s about how, like the character depicted in the ﬁlm at the bond ra ng agency, we can be blind or turn a blind eye when it suits us. It’s
about how the world is no longer so simple. The primary school’s normal distribu on just won’t describe many of the risks we experience
in everyday life!
Essen ally, the Big Short is about tail-end risk, the type of risk that has a low probability of happening but a massive impact when it does.
It’s the type of risk that is remembered in history books and not the type of risk over which so many investors seem to obsess on a daily
basis—how share prices rise and fall over a given me period. John Paulson who is men oned in the book, but not the ﬁlm, proﬁted the
most from shor ng the sub-prime mortgage market on the eve of the ﬁnancial crisis. He is said to have made a $4bn proﬁt. Contrast that
with Howie Hubler’s team at Morgan Stanley who lost $9bn during the same me. The irony for Hubler, was that his team was also be ng
against the housing market—yet they misunderstood the myriad of connected risks in the ﬁnancial system, which culminated in this
massive loss.
One of the most interes ng facts to arise in the years following, is the extent to which the investment winners in the crisis struggled in
performance terms a er their success. It is reminiscent of the Jesse Livermore story and the Wall Street crash of the late 1920s. He too
successfully shorted the market on the eve of the crash of 1929, making such a proﬁt he became one of the wealthiest men alive. However,
through a combina on of hubris and excess leverage he found himself penniless—he took his own life. Excess leverage can turn an
average risk into a tail-end risk. It changes the dynamic of investment and can force you into crystallising a loss that you would otherwise
have avoided.
So if we are to avoid the permanent impairment of capital, which to us is the ul mate ﬁnancial risk, we need to own businesses that can
survive not just the ‘normal’ shocks and crises, but also the ‘fat tails’, which no-one can consistently predict. Further, we need to ensure we
don’t put ourselves in a ‘leveraged’ posi on which will undermine our ability to stay invested over the long term. That is why we are ‘longonly’ investors focusing on owning resilient, good quality companies for the long term. Ice ages start not because of colder winters, but
because of colder summers—when the snow doesn’t get a chance to melt fully. Year a er year the amount of snow compounds
persistently reﬂec ng more of the sun’s rays, which further cools the earth. As investors we are looking to ensure that our investment
strategy allows us to remain exposed to this consistent compounding eﬀect. That is how real wealth is generated over the long term, even
when fat-tail events do their best to disrupt the best-laid plans of mice and men.
Quality table: In the current environment we would highlight some of the ﬁgures in our quality
table. The higher opera ng proﬁt margins of our companies reﬂect the pricing power they have
in rela on to the market, which at a me of inﬂa on is very important. As interest rates and the
cost of debt rise, our lower net debt to equity further puts our businesses at an advantage. The
free cash ﬂow yield is pre y important too, given the 10 year gilt yield is now 4% - having risen
1% over the last month. Our fund’s near 5% free cashﬂow yield s ll supports our real equi es
against these nominal debt assets of the UK government.

Quality Table

Castlebay
Fund

Market

Return on Equity

40%

18%

Opera ng proﬁt margin

20%

12%

Net debt to equity

64%

86%

Cash conversion

83%

84%

Free Cashﬂow yield

4.9%

4.9%

Source: Bloomberg as at 30/09/2022

The value of investments can fall as well as rise & you may not get back what you invest. Past performance cannot be relied upon as a guide to future returns.
Castlebay Investments LLP is regulated and authorised by the Financial Conduct Authority (624445)

In Focus
Over the years in our quarterly le er to investors we have encouraged our readers to set their gaze upon a longer term inves ng horizon,
trying to tune out the short term noise. However, given current circumstances it would be remiss not to comment on how the changing
economic and poli cal landscape is inﬂuencing the world of inves ng. In July 2020, four months a er the then Prime Minister, Boris
Johnson, took the country into its ﬁrst lock-down, the 10 year UK gilt yield was just 0.1%. Graph A below shows how drama cally things
have changed. Economic emergence from Covid, the Ukraine conﬂict and market concerns over the UK’s ﬁnancing of its recently
announced tax cuts, have seen this same yield rise above 4%! We talked in our last le er about how long dura on technology assets have
been sold oﬀ by the market as we have moved away from a me of ’free money’. As of wri ng, the cost of this money has risen forty-fold!
However, graph B helps us to place this recent rise in its proper context. The Big Short’s epoque deﬁning Global Financial Crisis casts a long
shadow that s ll darkens ﬁnancial markets today.
B: UK Government 10 year Gilt yield

A: UK Government 10 year Gilt yield
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The recent rise in yields and the cost of money when seen in this longer meframe show that yields are merely returning to more normal
levels. It’s the last fourteen years that has been the excep onal period—the ’fat-tail event’ of unexpectedly low interest rates following
the tsunami of money printed through quan ta ve easing. Perhaps now, once conﬁdence returns, greater corporate investment will be
made in the economy, as an cipated returns become high enough to reward management teams for the risks involved in inves ng. In
either case we believe our capital light businesses have a structural advantage when inves ng through this current period of higher
inﬂa on. One such company is Novo Nordisk.

The investment case for the Danish company Novo Nordisk is a simple one that centres on their dominant market share
in the Diabetes drug market and the growing poten al of their drug development pipeline for the Obesity market.
Historically, they have been excellent allocators of capital, which has been driven more through organic growth than
acquisi on. They have delivered a very strong retained return on equity proﬁle, reinves ng capital at high rates of return,
which further supports the investment case.
A pioneer in diabetes care, Novo Nordisk claims nearly a third of the $50bn diabetes treatment market and roughly half of the
insulin market. Does this market posi on confer a protectable moat for the business model? We would suggest that the
eﬃcacy of their drug treatments and eﬀec ve distribu on with their sales force, helps more in protec ng their business model
from compe on, along with the patents they have in force. The company has consistently grown its research and
development expenditure (R&D) in line with revenue growth - annualising a growth rate of 4.1% over the last ﬁve years and 6%
over the last ten. Novo is not res ng on its laurels though and con nues to invest in its business.
Innova on in the delivery of insulin (the Ozempic Pen and oral semaglu de) are other examples of how Novo Nordisk are
con nuing to broaden their suite of products and treatments. The rise in the global popula on, accompanied by an increase in
living standards and global obesity levels mean their treatments for obesity should see their addressable market grow. They
currently have a very strong market share of branded prescrip on sales in this area. Whilst compe on is rising from its peer,
Eli Lilly, there is room for this eﬀec ve duopoly to prosper. As with most pharmaceu cal companies one of the main risks
comes from a poten al mis-alloca on of capital—whereby a lot of money is invested in drug development but fails to reach
commercialisa on. Novo Nordisk, however, has a good track record of bringing treatments to market. Whilst we an cipate
this trend to con nue, we monitor incremental returns closely to ensure that this con nues to be the case. We maintain a 2%
weigh ng of the shares in our fund.
Thank you once again for your con nued support.
Yours sincerely,
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