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Introduction

Most investment firms determine the value of companies by Most investment firms determine
using mgdels that project earnings over three- tq fl\{e-year the value of companies by using
time horizons; investors who determine companies’ present . X
value by looking more than a few years ahead are rare. While models that project earnings

this typical approach may suffice in determining shorter-term over three- to ﬁve_year time
valuations, it may be less effective in assigning valuations for

companies with financial strength that are sustainable over horizons; investors who determine
longer periods and through various market cycles. At Fenimore companies’ present value by

Asset Management, our process and philosophy position us .
to identify such companies and potentially take advantage looking more than a few years

of short-sighted valuations to generate superior long-term ahead are rare.
performance.

The Blind Spot in Most Managers’ Valuation Methods

The majority of investment analysts use valuation models to determine the worth of companies and their shares. Common
models include the discounted cash flow model, the multiples model, and the economic value-added model. Each of these
models seeks to project earnings and other elements of a business’s financial performance over a relatively short period —
usually three years and five at the most. This short time horizon can prevent investors from identifying, and fully valuing,
companies that can sustain strong financial performance over many years.

Consider an example of how managers can overlook long-term value using a hypothetical “Company B.” Suppose it is late
2006 and investors are evaluating Company B, the shares of which trade at $200. Company B has earnings per share (EPS) of
$10, and therefore a price-to-earnings (P/E) ratio of 20x. Assume that the average investor uses a multiples model to value the
business.

Investors in the aggregate — the market, in other words —

reach a consensus that the company will likely grow EPS at 2006 3 YEAR 2009
15% a year over the next three years, resulting in EPS of about ESTIMATE >
$15in 2009. However, they also conclude that this type of EPS $10.00 IGSR%OK,'\EI'_?_:L_I $15.21

growth cannot be sustained indefinitely. A P/E ratio of 20x X . %
might be appropriate today, given growth expectations for the EXPECTED

next three years, but it might not be appropriate at the end of P/E RATIO 20X MULTIPLE > 17X
three years. To reflect this viewpoint, investors assign a lower = = =

P/E ratio, 17x, to 2009 earnings. With estimates for both EPS E
and the P/E ratio, we can calculate Company B’s expected PRICE STOCK PRICE >

stock price in 2009.
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With EPS of $15 and a P/E ratio of 17x, the expected stock price in 2009 works out to $259. In our example, the stock currently
trades at $200; thus we can also calculate the implied return.

2006 3 YEAR ESTIMATE > 2009

EPS $10.00 15% YEARLY GROWTH > $15.21
X X X
P/E RATIO 20X EXPECTED MULTIPLE > 17X

STOCK PRICE m EXPECTED STOCK PRICE ¢

9% YEARLY RETURN

Company B stock has an implied annual return of 9% (a respectable return in most environments). The matching rates of
return suggest that the efficient market hypothesis — that share prices reflect all available information and beating the broad
market is impossible — is playing out perfectly.

What if we consider what happens the following year? At the end of 2007, the business has grown EPS 15% over the past 12
months, increasing that metric to $11.50 from $10, as investors had forecast. With a year in the books, investors now need to
look one more year out, to 2010, to maintain their three-year model. After the requisite research, the consensus conclusion is
the same as it was the previous year: Company B will likely grow EPS at 15% over the next three years and should trade at a P/E
ratio of 17x at the end of that period. Once again, a current P/E ratio of 20x is appropriate given three-year growth expectations.

2007 3 YEAR ESTIMATE > 2010

EPS $11.50 15% YEARLY GROWTH > $17.49
X X X
P/E RATIO 20X EXPECTED MULTIPLE > 17X

STOCK PRICE w EXPECTED STOCK PRICE w

9% YEARLY RETURN

At first glance, the implied return remains unchanged at 9% and the market continues to appear efficient. But a closer look
raises questions. At the end of 2006, Company B traded at $200. A year later it trades at $230. That is a 15% return — well above
the original implied return, and predicated on the consensus that the company’s earnings will remain strong beyond the
original three-year window. This is where the efficient market hypothesis begins to seem shaky. What happens after another
year passes and investors forecast out to 2011?

2008 3 YEAR ESTIMATE > 2011

EPS $13.23 15% YEARLY GROWTH > $20.11
X X X
P/E RATIO 20X EXPECTED MULTIPLE > 17X

STOCK PRICE m EXPECTED STOCK PRICE m

9% YEARLY RETURN

The stock price has now risen from $230 to $265 — another 15% return. This underscores a pattern and a problem with how
the market, on average, values companies. Even in a world with perfect information, the market can still be inefficient if the
average investor’s model does not forecast far enough into the future.

Each year the market rolls forward its 15% EPS growth estimate, the intrinsic value of the stock goes up 15%. In other words,
the market struggles with assessing a company’s ability to continue generating strong numbers over long periods of time.

2006 2008 >
INTRINSIC VALUE $200 $265 >

15% 15% 15%
RETURN RETURN COMPOUND




Had an investor looked at Company B through just a three-year lens, they would have concluded that it was accurately priced
and that there was no opportunity to earn alpha. However, a longer-term view would have revealed that there was in fact
opportunity to earn alpha that the market had overlooked. Investors could benefit from earnings beyond the three-year
projection, at essentially no extra cost.

Why the Market Does Not Create Long-Term Forecasts

So why do investors, in the aggregate, rely chiefly on short-term forecasts to value stocks? Institutionalized educational
practices are a big factor: At universities around the country, finance students are typically trained to build three-year
valuation models. When they land jobs with investment firms, they find their senior colleagues following the same practice.
Further reinforcing this custom, corporations typically issue earnings guidance in three- to five-year windows.

Given the prevailing norms, to promote a longer-term outlook is not easy. An analyst attempting to persuade a portfolio
manager to invest in a company based on a 15-year EPS outlook would be met with heavy skepticism. To be fair, that is largely
understandable because much can change over the course of 15 years.

Within the investment establishment, to make a longer-term forecast is to go out on a limb. Consider a 15-year model using

Company B. All of the original inputs are the same as in the shorter-term models. The only difference is the length of the
forecast.

2006 15 YEAR ESTIMATE > 2021

EPS $10.00 15% YEARLY GROWTH > $81.37
X X X
P/E RATIO 20X EXPECTED MULTIPLE > 17X

STOCK PRICE w EXPECTED STOCK PRICE m

14% YEARLY RETURN

The implied return is 14%, just about equal to yearly EPS growth (it is slightly lower due to the lower P/E ratio of 17x).
Nevertheless, it is highly unlikely that stock analysts would be willing to publicly publish estimates that call for a company’s
EPS to grow eightfold across any timeframe, let alone 15 years. If sell-side analysts publicly published those estimates, their
research would likely lose credibility within the industry.

How Fenimore Seeks to Exploit Market Oversights

While it is more difficult to accurately project companies’ financial strength over longer time horizons, we believe that a more
robust research discipline can help shed light on their potential. In constructing longer-term models, Fenimore analysts and
portfolio managers apply a qualitative overlay onto our quantitative analysis. In other words, we carefully study non-financial
factors that, taken together, can provide insight into the sustainability of firms’ financial strength. Those factors include
companies’ scale, competitive moats, growth runways, and brand loyalty.

We also evaluate the quality of their leadership. Executives’
records of financial success, along with their reputation
for honesty and integrity, can be instructive. Face-to-face
help us form opinions about meetings help us gauge executives’ subjective qualities such
companies’ ability to sustain as knowledge, critical thinking ability, focus, and passion. Our

. qualitative research can help us form opinions about companies’
strong financial results. In general, ability to sustain strong financial results. In general, we build
we build 5- to 10-year forecasts 5- to 10-year forecasts for the businesses we analyze. Fenimore’s

e e S | reasoning: Three years often fails to capture the full value of
L e durable high performers, while making accurate projections

becomes increasingly difficult beyond the decade mark.

Our qualitative research can

Finally, we exercise a conservative buy discipline. We do not purchase stocks at price multiples that exceed the market
consensus. But if we feel strongly that a quality business can generate strong earnings beyond the market’s short-term
modeling window, we will seriously consider initiating or adding to a position.

Conclusion

The stock market uses all available information about companies to create valuations. But those valuations are almost
always predicated on three- to five-year outlooks. As a result, investors may misprice companies with the ability to sustain
strong earnings over longer time periods. Fenimore Asset Management seeks to take advantage of this market inefficiency
through active management by evaluating businesses based on longer time horizons. Seeking what amounts to overlooked
opportunity is one of the ways that we endeavor to deliver excess returns for our investors.
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This presentation was prepared by Fenimore Asset Management, Inc. (“Fenimore”). Neither this presentation nor any of its
contents may be distributed or used for any other purpose without the prior written consent of Fenimore.

In part, the purpose of this presentation is to provide investors with an update on financial market conditions. The description
of certain aspects of the market herein is a condensed summary only. This summary does not purport to be complete and no
obligation to update or otherwise revise such information is being assumed. These materials are provided for informational
purposes only and are not otherwise intended as an offer to sell, or the solicitation of an offer to purchase, any security or other
financial instrument. This summary is not advice, a recommendation or an offer to enter into any transaction with Fenimore or
any of their affiliated funds.

These materials contain the views and opinions of Fenimore. Additionally, the information herein is subject to change and is not
intended to be complete or to constitute all of the information necessary to evaluate adequately the consequences of investing
in any securities or other financial instruments or strategies described herein. These materials also include information obtained
from other sources believed to be reliable, but Fenimore does not warrant its completeness or accuracy. In no event shall
Fenimore be liable for any use by any party of, for any decision made or action taken by any party in reliance upon, or for any
inaccuracies or errors in, or omissions from, the information contained herein and such information may not be relied upon by
you in evaluating the merits of participating in any transaction.

We undertake no duty or obligation to publicly update or revise the information contained in this presentation. In addition,
information related to past performance, while helpful as an evaluative tool, is not necessarily indicative of future results, the
achievement of which cannot be assured. You should not view the past performance of Fenimore funds, or information about
the market, as indicative of future results.

All projections, forecasts and estimates of returns and other “forward-looking” information not purely historical in nature are
based on assumptions, which are unlikely to be consistent with, and may differ materially from, actual events or conditions.

Such forward-looking information only illustrates hypothetical results under certain assumptions and does not reflect actual
investment results and is not a guarantee of future results. Actual results will vary with each use and over time, and the variations
may be material. Nothing herein should be construed as an investment recommendation or as legal, tax, investment or
accounting advice.

Clients or prospective clients should consider the investment objectives, risks, and charges and expenses carefully before
investing. You may obtain a copy of the most recent mutual fund prospectus by calling 800-932-3271 and/or visiting www.
fenimoreasset.com. There is no guarantee that any of the estimates, targets or projections illustrated in this summary will be
achieved. Any references herein to any of Fenimore’s past or present investments, portfolio characteristics, or performance, have
been provided for illustrative purposes only. It should not be assumed that these investments were or will be profitable or that
any future investments will be profitable or will equal the performance of these investments. There can be no guarantee that the
investment objectives of Fenimore will be achieved. Any investment entails a risk of loss. An investor could lose all or substantially
all of his or her investment. Unless otherwise noted, information included herein is presented as of the date indicated on the cover
page and may change at any time without notice.

Fenimore Asset Management Inc. is an SEC registered investment adviser; however, such registration does not imply a certain
level of skill or training and no inference to the contrary should be made. All material facts relevant to the comparison of the
composite returns and index returns (e.g. volatility of the index is materially different from the composite) are described herein.
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