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Summer affords a host of diversions, especially after a harsh New England winter. Getting
away for a bit of time provides not only refreshment, it provides space to reflect. Today finds
me reflecting on our work as trustees at HT'C, not on our day-to-day activities, buying stock
A vs. stock B, making discretionary decisions, following the day's news and the like, but,

rather, on the broader issue of how we do what we do and why.

For over 150 years, clients have come to Hemenway & Barnes, our Boston parent, and now
to HTC, for advice on a broad range of issues. At HTC, the essential work is wealth
management, investing capital for a purpose, along with a wide spectrum of other financial

and advisory services. Today, let's focus on our investment philosophy and process.

At our core, we have a strong bias toward investing in equities, common stocks of
investment quality. We look for companies where we can invest with a reasonable degree of
confidence as fiduciaries. Companies with strong balance sheets that produce real earnings
and, for the most part, pay dividends and have done so for years. Dividends provide regular
cash flow for our clients and trust beneficiaries and those payments tend to grow as the
company's earnings grow. Yield on cost, current income as a function of what we paid for a
given stock, is a metric that we watch closely. Why? Because even in a benign inflationary
environment, purchasing power can easily erode over time if income stays static. Owning
shares of growing businesses that provide the goods and services that other businesses and
consumers want is the best way to preserve and enhance purchasing power. Companies like
Nestle, Johnson & Johnson and Emerson Electric are HTC stalwarts. So is transportation
leader Canadian National and tech names, like Apple, ADP, EMC and Google. Years back,
we began building positions in CVS, focusing on its presence in a changing market for
health care and pharmaceuticals. Today, CVS is the largest single holding in our client

portfolios.

In selecting equities, we do so with a focus on the future and a careful eye toward price and
diversification. We are not constrained by national borders. Seasoned portfolios will typically
own positions in health care, industrials, technology, energy and consumer products. Many
are household names of the type called out above, highly liquid and most pay dividends.
Others are less well known, for example, Perrigo, which produces store brand over-the-

counter drugs and prescription pharmaceuticals and Alnylam Pharmaceuticals, a leader in
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developing genetically targeted therapeutics, to name just two. We typically have had less capital
invested in utilities, telecommunications and financial services, the former two due to regulation and
lack of historic growth and the latter because of a lack of transparency and concerns about the

reliability of reporting.

Most portfolios hold investment grade bonds, both as a source of income and regularly available

capital. When equity markets are down, having bonds coming due and adequate cash reserves is not
only a comfort, it allows us to avoid inopportune sales to meet cash needs. We keep maturities fairly
short, both as a hedge against interest rate increases and in light of our bias toward equities, with the

attendant risk that investing necessarily entails.

In addition to stocks, bonds and adequate cash reserves, which cut across accounts of all sizes, HTC
portfolios often include other asset classes as the particular situation and risk tolerance warrants,
whether by way of private equity, real estate, hedge funds, venture capital and the like. Determining
the propriety and balance of such alternatives is an essential element of our work at HTC and such
investments, which are typically illiquid, have substantial minimums and may involve several layers

of fees, are not right for all.

In sum, we aim to preserve and enhance wealth, to see portfolios grow, both in terms of capital
appreciation and increasing levels of portfolio income. Whether in our daily work as investors and
trustees, in our weekly portfolio sessions and at our monthly investment meetings, our focus is on

the client and meeting his or her specific needs. It is a privilege to do the work we do and, as always,

A
Michael J. Puzo

Chairman, HTC Investment Committee

we invite any questions that you may have.

As we enter the second half of 2015, the financial news has centered on the fiscal troubles in Greece
and Puerto Rico and major swings in the Chinese stock market. Despite these fears, the U.S.
economy seems back on track at its slow 2% growth rate, coupled with modest improvements to
employment figures. While the current U.S. growth rate is uninspiring, we think it's enough for the
Federal Reserve to start raising interest rates by the end of the year. The bond market has already
started preparing itself for higher rates with the 10 year Treasury moving from 1.93% to 2.33% over
the quarter. U.S. stocks, as represented by the S&P 500, also took the news in stride, posting a flat
return for the quarter. As would be expected, high dividend sectors, such as REITs and utilities,
posted sizable losses during the period. We look forward to a normalization of interest rates to
provide our clients a real return from their fixed income portfolio, and to allow the Fed to reload

their weapons for the next crisis.
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Debt, debt and more debt

Both Puerto Rico and Greece face the same issues — high unemployment, a limited real economy and
unsustainably high levels of debt. Both governments are looking to restructure their debt obligations,
but have limited options. Puerto Rico is not protected under Chapter 9 bankruptcy, such as Detroit
had filed, and must now negotiate with the various bondholders — a messy process. In order to
receive a short term financing package and get banks to reopen, Greece finally capitulated to EU
demands and agreed to more austerity/reforms. While these funds will take Greece off the front
page, most believe the Greek can is being kicked down the road again and, at some point, there

either will be a substantial restructuring of the debt or Greece will be forced to leave the Euro.

China — boom, bust and ...

China, the second largest economy in the world, has a relatively small stock market, as companies
have historically funded operations through bank debt. As China attempts to move its economy
toward consumer spending and services, the government also sees a need for a more robust equity
market to push businesses to become less reliant on debt and more focused on return on equity.
China had been successfully enacting reforms and liberalizing its markets, which pushed its per
capita income up 9.4% over the last year and its equity market up over 150% in less than 1.5 years.
However, as soon as markets started to correct (down 30%), the government overreacted by enacting
policies (allowing stocks to halt trading, banning IPOs and short sales) as a way to prop up the stock
market. This intervention highlights that China is still an emerging market, where economic activity
is planned out in detail by the government. While we do not invest in China directly, many of our

core holdings have a significant percentage of their earnings driven by China. Given the size of the
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Sticking with high quality stocks

As addressed in detail in this quarter's letter, we continue to believe a basket of high quality
stocks offers the best opportunity to protect clients' purchasing power over the long term.
While all firms have a different definition of quality, we seek companies with high return on
equity and profit margins, stability of sales and earnings growth and solid balance sheets.
One such company is Google, a recent addition to many portfolios. We have always been
enamored with the company, but could not get comfortable with its valuation. After a string
of strong, but lower than expected earnings, we felt the stock was reasonably valued and
could continue to generate earnings growth in its search business and control some of its
operating costs. On July 16th, Google announced revenue growth of 11% for the quarter

(18% in constant currency)
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at more attractive prices.

One high quality stock that has not performed to our expectations of late is Canadian
National Railway. CNI operates in an industry with high barriers to entry and offers
tremendous cost advantages over trucking and other transportation. CNI is the highest
margin railroad due to its well-placed rail network that spans three coasts and has generated
double digit free cash flows over the past ten years. YT'D, the stock has been pressured by
reduced energy and agricultural shipments along with increased pension costs. We think

these are temporary concerns and we are adding to positions where CNI is underweight.
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