HARVARD BUSINESS SCHOOL

9-208-073

OCTOBER 19, 2007

BELEN VILLALONGA

The Pitcairn Family Heritage® Fund

On November 20, 2006, Eric M. Feder and David T. Larrabee sat in their neighboring offices at
Pitcairn Financial Group, in a quiet suburb of Philadelphia, preparing for their Monday-morning
meeting to discuss the evolution of the Family Heritage® Fund.! Originally started by Pitcairn in 1989
as a portfolio for its multi-family office clients, Family Heritage® was a collective fund that invested
primarily in companies controlled by their founding family or a related foundation.

As co-managers of the fund since 2001, Feder and Larrabee had had many such meetings in the
past. However, several recent events made the impending meeting special. Earlier that morning,
Touchstone Investments had announced the completion of its acquisition and rebranding of the
family of funds that Family Heritage was part of, a deal that would substantially broaden the
distribution of the fund. Feder and Larrabee welcomed this development, but to make the most of it
they had to find a way to reconcile Touchstone’s greater focus on short-term performance evaluation
with the Family Heritage Fund’s unique investment philosophy.

In addition, Pitcairn Financial Group had just undergone an internal reorganization that led to
both managers being promoted, Feder to Chief Investment Officer and Larrabee to Senior Equity
Portfolio Manager. As excited as the two were about the opportunities that lay ahead of them, they
had to balance their enhanced responsibilities with the team work and disciplined approach that had
so far characterized their co-management of the Family Heritage Fund.

History of the Pitcairn Funds

Pitcairn Trust

Pitcairn Trust, the family office of the Pitcairn family, had its earliest predecessor in a holding
company founded in 1923 by the Pitcairn brothers Raymond, Theodore, and Harold. Their father,
John Pitcairn, was a Scottish immigrant who had co-founded the Pittsburgh Plate Glass Company
(PPG) in 1883 and built it into the nation’s largest plate glass manufacturer. After his death in 1916,

1 Family Heritage® is a registered trademark of the Pitcairn Financial Group.
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his descendants continued to have a significant influence on the direction of PPG, which grew and
diversified successfully into glass products, coatings, resins, and industrial and specialty chemicals.
The holding company, which 60 years after its creation held 16% of PPG’s equity and pooled over
75% of the Pitcairn family’s wealth, helped perpetuate the family’s control of PPG for several
generations. Pitcairn’s descendants remained as controlling shareholders and board members until
1985, when they sold their remaining stake in PPG back to the company for $530 million, liquidating
the holding company.

Pitcairn Trust was created in 1987 to preserve the wealth and resources of the Pitcairn family, who
proceeded to re-allocate their now liquid assets to hundreds of broadly diversified portfolios. Their
exit from their own family business notwithstanding, the Pitcairn family remained strong believers in
the value-creating role of founding families as controlling owners of corporations. This belief led
Pitcairn Trust to launch, in October 31, 1989, the Pitcairn Family Heritage Strategy, a common trust
fund set to invest exclusively in family-controlled companies. Exhibit 1 lists some of the milestones in
the history of both the family office and the investment funds it offered.

In the same year, Pitcairn Trust opened its wealth management services to clients outside of the
Pitcairn family with minimum investible assets of $5 million, thereby becoming one of the first multi-
family offices in the country. The concept had been pioneered by the Bessemer Group, which in 1974
moved from being the single-family office of the founding Phipps family to the multi-family status.
Early followers included Glenmede Trust in 1979—formerly the single-family office of Sun Oil
founder Joseph Pew’s descendants, and Stillrock Management in 1987—formerly the single-family
office of William Rockefeller’s heirs. In Pitcairn Trust’s first two years of operation as a multi-family
office, approximately two dozen families joined, bringing along $140 million in new assets.

The Pitcairn Funds and Pitcairn Financial Group

In 2000, Pitcairn Trust decided to provide its clients with mutual funds as investment vehicles for
their personal and trust assets. The Pitcairn Family Heritage Fund (PTFMX), together with two fixed-
income funds that Pitcairn Trust also managed, were registered as mutual funds with an inception
date of August 4, 2000, and reorganized into a separate trust named Pitcairn Funds. The newly
created fund family also included six other open-end, no-load equity funds. Pitcairn Investment
Management, a new division of Pitcairn Trust, was created to serve as the funds’ investment advisor.

Over the four years that followed, Pitcairn Funds’ net assets grew to $930 million. Yet Pitcairn
Investment Management and the Pitcairn Funds’ Board of Trustees felt dissatisfied with this asset
growth and with the funds’ relatively high operating expense ratios. Realizing that the prospects for
future growth beyond Pitcairn’s high net worth client base and lower operating expenses would be
limited under the existing management structure of the Pitcairn Trust, they agreed that the funds
should be distributed to a wider base of investors through multiple channels.

To that end, on August 2, 2004, the Pitcairn Funds joined the Constellation fund family, with
Constellation Investment Management becoming the funds’ new investment advisor in charge of the
funds’ distribution, and Pitcairn Investment Management, as sub-advisor, continuing to manage the
funds on a day-to-day basis. The funds’ investment objectives, policies, restrictions, and fund
managers were maintained, but with a new fee structure, a much reduced minimum investment of
$2,500, and the name “Constellation” now preceding “Pitcairn” in every fund’s name. Constellation
thereby became a family of 25 funds with over $2 billion in assets.

In the same year, Pitcairn Trust, which had been expanding its offer of wealth management and
fiduciary services for its clients beyond investment management and into areas such as financial goal
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setting, trust and estate services, and tax planning, was renamed Pitcairn Financial Group to reflect
this wider spectrum of offerings. By then, the company had grown to over $2 billion in assets under
management through relationships with hundreds of individuals, families, and institutions.

The reorganizations at Pitcairn were not over, however. In November 2005, Touchstone
Investments announced plans to expand its own mutual fund family by acquiring and re-branding
the Constellation Funds with the Touchstone name.? The acquisition became effective one year later,
resulting in a combined family of 39 mutual funds with more than $8.1 billion in assets, of which $1.4
billion came from the former Pitcairn funds.

Under the terms of the deal, Touchstone effectively replaced Constellation as the funds” advisor
while retaining Pitcairn and the other Constellation funds’ subadvisors. All of the original Pitcairn
funds remained intact, save for a new fee structure and the funds’ rebranding. The Family Heritage
Fund, in particular, was renamed “Touchstone Family Heritage® Fund.”

Also in November 2006, Pitcairn Financial Group announced that it was repositioning itself solely
as a multi-family office and focusing on expanding its wealth management services throughout the
United States and globally. As part of the strategic shift, Pitcairn would be moving away from its
institutional line of business —corporate pension plans, municipalities, etc. —but it would continue to
support the distribution of its wholesale separate accounts and its mutual funds through Touchstone.

The Family Heritage Investment Philosophy

The Family Heritage Fund’s objective was to achieve long-term capital appreciation by investing
at least 80% of its assets in common stocks of U.S. companies where 10% or more of the outstanding
shares were owned or held by a founding family or foundation. This investment strategy dated back
to the fund’s inception in 1989, and was maintained throughout the various reorganizations the
Pitcairn funds went through.

The original idea for the fund arose out of the Pitcairn family’s belief, based on their own
experience with PPG, that family ownership and control could have a positive impact on corporate
performance. To test whether this was true in general, Pitcairn Trust researched a large sample of
firms with market capitalizations greater than $200 million and identified among them a group of 132
companies with a controlling interest by a founding family or a related foundation. The Family
Heritage Universe, as the 132-firm group was labeled, was found to have outperformed the broad
market by a significant margin over the 20-year period ending in 1989. With the Pitcairn family’s
theory now substantiated by statistical evidence, the Family Heritage Strategy was launched in 1989.

The fund’s co-managers, Feder and Larrabee, who had been at Pitcairn since 1994 and 1997,
respectively, were also strong believers in the unique concept of the “family effect” on a firm’s
performance and saw tremendous potential in the fund. As Feder explained,

We believe the ownership of founding families or foundations provide companies with a
unique set of benefits. Some of the common characteristics of family-controlled firms that we
have identified and which contribute to outperformance include: A strong corporate culture,
which ideally leads to less turnover and fosters a more productive workforce; lower debt
levels; a focus on shareholder return-on-investment; a lower payout in terms of dividends,
with higher reinvestment of cash flows back into the business for future growth; and a strong

2 Touchstone Investments was a member of Western & Southern Financial Group, a Fortune-500 financial services
conglomerate dating back to 1888, whose assets owned or under management exceeded $38 billion.
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long-term planning for capital appreciation. With less emphasis on managing earnings
quarter-to-quarter, we’ve generally found that the long-term interests of family-controlled
firms are better aligned with their shareholders’.

With respect to foundation-controlled versus family-controlled companies, Larrabee commented:

We can safely say foundation-controlled firms take a more hands-off approach and their
influence is less tangible than those firms with the founding family actively managing the firm.
They can, however, share similar important characteristics with family-controlled companies.
For example, Eli Lilly, a major large-cap pharmaceutical company, is an example in which the
Lilly family’s involvement occurs through a foundation, in this case, the Lilly Endowment.
Despite this structure, Lilly is managed in such a way that is consistent with the characteristics
of making reinvestments into research and development, and long-term focus.

Pitcairn’s Investment Management Process

Research and Stock Selection

Over time, additional research was conducted, and the Family Heritage Universe grew to over 600
firms that were identified as being family-controlled or foundation-controlled. The Universe was
maintained by Pitcairn as a proprietary database and continued to serve as a research platform
throughout the life of the fund. As with all other Pitcairn-managed investments, Pitcairn’s team of
research analysts applied a rigorous due diligence effort of quantitative and fundamental analysis to
the companies in the Universe, evaluating stocks on their relative valuation characteristics, earnings
momentum, and relative price strength. Then Feder and Larrabee, as portfolio managers, would
select approximately 50 to 60 stocks from the Universe to build a diversified portfolio with similar
risk characteristics to those of the broad equity market. Exhibit 2 shows the Family Heritage Fund’s
holdings as of September 30, 2006, along with some financial fundamentals for the companies in the
portfolio. Exhibit 3 shows the degree of family ownership and control of each company.

The fund’s managers did not make any sector or industry bets. Because family-controlled
companies exist in a broad cross section of industries, the managers were able to keep the fund'’s
industry exposures close to those of the benchmark, the Russell 3000 Index.? Exhibit 4 shows the
portfolio’s sector weightings as of September 30, 2006.

Larrabee explained their selection criteria:

We look to invest in companies that have a distinct competitive advantage versus their
peers. We specifically look for solid balance sheets and strong management teams with a long-
term focus and a history of returning value to shareholders.

The family’s active participation in management or in the board of directors, as CEO, Chairman,
or any other role, was not required for a company’s inclusion in the Family Heritage Universe.

3 From 1989 until 1994 the fund invested primarily in large capitalization stocks and benchmarked itself against the S&P 500
index. From 1994 to April 1996 the fund shifted its investment focus to mid-capitalization stocks with risk and capitalization
characteristics similar to the Russell Midcap Index. In April 1996, the fund changed its benchmark from the S&P 500 to the
Wilshire 5000 to reflect the growing diversification of the portfolio and the universe of family-controlled firms. In the fall of
2006, the fund’s benchmark was changed again, to the more universally accepted Russell 3000® Index.
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However, these kinds of factors, including succession plans, were given careful consideration at the
due diligence and stock selection stages, as well as in purchase and sale decisions. Feder noted,

We typically view family involvement in management as positive, but do not have any
rules regarding CEOs who are members of the founding family. While our research has shown
family control is a positive force, we evaluate each company on its own merits during our
quantitative analysis and fundamental research. This process allows us to determine if certain
characteristics are likely to have a positive or negative impact on performance.

Portfolio Management

While most of the fund’s investors continued to be clients of Pitcairn Financial Group with long
investment horizons, Feder and Larrabee considered important to monitor their holdings closely.
However, because their stake in any given company was not large enough to allow Pitcairn to
exercise control over corporate affairs, if the fund managers were to become dissatisfied with the
portfolio company’s performance, they would typically resolve it by reducing or liquidating their
position. This passive investment approach was inherent to the fund’s diversification strategy, and to
its very raison d’étre as a portfolio of family-controlled companies. “Since we are investing in these
firms largely because of their family control, we are comfortable with the way the companies are
being managed, and seeking influence is not something we are interested in,” Feder pointed out.

For the same reason, the Family Heritage Fund’s proxy voting policies differed from the
increasingly common practice among mutual funds of withholding their votes for certain directors.
Feder commented: “Since we invest in these companies because of family influence, we obviously
want to avoid diminishing that influence by voting against family members.”

Feder and Larrabee’s close monitoring of the portfolio also drove their sale decisions. The two
managers generally considered selling a security in the Family Heritage portfolio when it no longer
met the fund’s family influence criteria, when it reached a target price, when it failed to perform as
expected, or when other opportunities appeared more attractive. The fund also shared with other
Pitcairn funds a distinctive tax-efficient approach to portfolio management, which called for
minimizing turnover, incorporating tax considerations into every purchase and sale decision, and
harvesting losses to improve the clients’ tax position. The low turnover was particularly pronounced
in the case of the Family Heritage Fund given its long-term capital appreciation goal and the long
decision-making horizons of the family-controlled companies in which the fund invested. Exhibit 5
shows financial highlights for the fund from 2000 to 2006.

The Fund’s Performance

The Family Heritage investment philosophy was supported by the fund’s long-term returns.
Between its inception on October 31, 1989, until September 30, 2006, the fund delivered an annualized
total return of 9.47%. As Exhibit 6 shows, a $10,000 investment made on September 30, 1996 would
have been worth $24,071 ten years later, 5.3% more than what a similar investment on the Wilshire
5000 index would have yielded. Morningstar gave the fund a four-star rating for being in the top
quartile in five-year risk-adjusted return among all funds in the “large growth” category.*

4 Lipper Analytical Services and Touchstone placed the fund in the multi-cap, blend category.




208-073 The Pitcairn Family Heritage® Fund

However, superior performance was not always the norm in the short run. In the past two years,
for instance, the fund had underperformed its benchmark by a considerable margin. Feder and
Larrabee nonetheless remained confident in the Family Heritage strategy. As Feder explained,

Our performance was hampered in 2005 and 2006 by investors” preference for lower quality
securities. The fund has historically been positioned as a portfolio of higher-than-average
quality stocks. In addition, some prominent stocks in the Fund, including Wal-Mart, Microsoft
and Dell, all traditional growth stocks, have been out of favor in recent years. Our longer-term
performance remains competitive and we are confident that we are poised for a rebound.

Still, in the midst of all the organizational change at Pitcairn, the fund’s recent performance was a
reason for concern. As a new stage in the fund’s life was about to begin under Touchstone’s advisory
role, Feder and Larrabee needed to make sure that both Touchstone and its parent company, Western
& Southern Financial Group, would share with them and support the long-term outlook and patient
approach to investment that was essential to the Family Heritage strategy.
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Exhibit1 Milestones in the History of the Pitcairn Funds
The Family Office The Funds
1883 » John Pitcairn co-founds the
Pittsburgh Plate Glass
Company (PPG)
1888 » Western & Southern Financial Group founded in Cincinnati, OH
1923 » John Pitcairn’s sons,
Raymond, Theodore and
Harold Pitcairn, found
PPG’s holding company
1985 > The Pitcairn family sells its
remaining stake in PPG
1987 > Fourth-generation Pitcairn
family members found
Pitcairn Trust Co. as a
single-family office
1989 > Pitcairn Trust Co. becomes October 31: The Pitcairn Family Heritage Strategy is established
a multi-family office as a common trust fund to invest in family-controlled companies
1990 Brothers Bob and Mark Turner found Turner Investment
Partners in Berwyn, PA.
2000 > Pitcairn Trust Co. begins to March 24: Pitcairn Funds established as a Delaware business
offer its clients mutual funds trust
as investment vehicles for August 4: Pitcairn Family Heritage Fund, Pitcairn Diversified
their personal and trust Value Fund, Pitcairn Diversified Growth Fund, Pitcairn
assets International Equity Fund, and Pitcairn Taxable Bond Fund
» Pitcairn Investment begin operating as mutual funds
Management is established August 11: Pitcairn Select Value Fund, Pitcairn Select Growth
as a separate division of Fund, Pitcairn Small Cap Fund, and Pitcairn Tax-Exempt Bond
Pitcairn Trust Co. to serve Fund begin operating as mutual funds
as investment advisor to the August 25: Pitcairn Small Cap Fund begins operating as a
mutual funds mutual fund
2004 > April 26: The name “Pitcairn May 10: Constellation Investment Management is spun off from
Financial Group” is created Turner Investment Partners. Twelve Turner Funds are
for marketing purposes to reorganized as Constellation Funds with Constellation
reflect Pitcairn Trust Co.’s Investment Management as advisor and Turner Investment
wide spectrum of wealth Partners, Clover Capital Management, and Chartwell
management and fiduciary Investment Partners as sub-advisors
services. Pitcairn Trust Co. August 4: Pitcairn Funds are reorganized as Constellation
continues to exist within Funds, with Constellation Investment Management as advisor
Pitcairn Financial Group and Pitcairn Investment Management as sub-advisor
2006 > November: Pitcairn March 8: Touchstone Investments, a member of Western &

Financial Group repositions
itself solely as a multi-family
office, moving away from its
institutional line of business

Southern Financial Group, acquires Constellation Investment
Management.

November 20: All Constellation Funds are reorganized as
Touchstone Funds with Touchstone as advisor, but retaining
their original sub-advisors, including Pitcairn Investment
Management for the original Constellation funds.

Source: Compiled by casewriter from http:/ /www.pitcairn.com, http://www .fundinguniverse.com/company-histories /PPG-
Industries-Inc-Company-History.html, http://www .turnerinvestments.com, http://www.touchstoneinvesstments.com,
accessed January 2007
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The Pitcairn Family Heritage® Fund

208-073

Exhibit4 Sector Weightings in the Family Heritage Fund as of September 30, 2006

Technology 16.43%

Financials 22.04%

Health Care 13.52%

Cash Equivalents 0.12%
Transportation 0.95%
Telecommunications 2.30%

Utilities 3.53%

Industrials 3.56%
Consumer Cyclicals 8.76%

Commercial Services 3.77%
Basic Materials 3.88%
Energy 7.49%

Consumer Services 6.68%
Consumer Non-Cyclicals 6.97%

Source: Company Documents.
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The Pitcairn Family Heritage® Fund 208-073

Exhibit 5 Financial Highlights for the Family Heritage Fund from August 4, 2000 to Sept. 30, 2006

2000° 2001 2002 2003 2004° 2005 2006

Net asset value per share,

end of period $9.87 $7.82 $6.97 $8.55 $9.38 $9.96  $10.25

Total Return (excluding effect of

. -1.31% -20.77% -10.87% 22.67% 9.77% 6.72% 3.08%
applicable sales loads)

Net assets,

end of period (000) $98,420 $77,295 $66,126 $73,490 $78,103 $84,448 $80,381

Ratio of Net Expenses to

1.20% 1.20% 1.27% 1.23% 1.23% 1.29% 1.25%
Average Net Assets

Ratio of Total Expenses to

1.44% 1.37% 1.36% 1.38% 1.27% 1.44% 1.42%
Average Net Assets

Ratio of Net Investment Income

- 9 - 0, - o, O, o, o, o,
(Loss) to Average Net Assets 0.29% 0.19% 0.18% 0.06% 0.01% 0.50% 0.24%

Portfolio Turnover Rate 1% 37% 24% 12% 19% 25% 27%

* Since the fund’s inception as a mutual fund on August 4, 2000. All ratios have been annualized, but returns have not.

® For the eleven-month period ended September 30,2004. The fund changed its fiscal year end from October 31 to September 30.
All ratios have been annualized, but returns have not.

Source: Constellation Funds Group 2006 Annual Report.
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208-073 The Pitcairn Family Heritage® Fund

Exhibit 6 Growth of $10,000 Invested in the Family Heritage Fund from September 30, 1996 to
September 30, 2006, relative to the Wilshire 5000 Index

$26,000 T
$24,000 -
$22,000 |
$20,000 +
$18,000 |
$16,000 |
$14,000 | e
$12,000 +
$10,000 4
$8,000 : ‘ _ | | | | |
9/30/96  Sep97  Sep98  Sep99  Sep00  SepOl  Sep02  Sep03  Sep04  Secp05  Sep 06

$24,071
.-~ $22,870

Family Heritage® Fund

Wilshire 5000 Index

Source: Constellation Funds Group 2006 Annual Report.
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