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Investing in the Highest Order of Value
First Avenue is an intrinsic value equity manager investing exclusively in high quality companies. The
objective of our investment style is to grow our clients’ wealth through the consistent application of
our investment philosophy and process over long periods of time. We list below the simultaneous
conditions necessary for this outcome to materialise.
1.

We forgo opportunity to outperform the market during periods of over-valuation (momentum)
due to either trend exuberance or risk acquisition:

These are periods when: (i) the valuation of most securities on the market do not reflect sufficient
margins of safety, and (ii) the psychological and emotional make-up of investors who dominate market
activity is one of valuing one’s gains more than one’s losses. We refer to our results during these later
stages in the business and market cycle as our pain trade.
2. Our clients stay with us for extended periods of time:
By foregoing momentum related returns, investors in our funds appreciate our ability to: (i) avoid
significant capital losses when the stock market corrects from over-valuation (momentum), and (ii)
continue to grow from a higher base than a market-corrected level. Through this phenomenon, which
is referred to as compounding, we aim to double our clients’ investments with us every 3.9 years at
the high end and 5.5 years at the low end. This works out to an average compound annual return of
between 12.25% and 19% depending on where in the cycle a client invests with us. To further explain,
12.25% is our view of the cost of equity in South Africa, which is the bare minimum an equity investor
should earn and 19% is the average annual compound return on the All Share since 1960 (the furthest
back we could go to find clean data).

Investment Outcomes:
While you will fully expect our results to have been adversely impacted by the continued
outperformance of resource equities over domestics (S.A. Inc.), what pleases us immensely is the
improvement in the quality of our outcomes. First, the bad news. Commodity prices had their best
quarter in three years on account of (i) large iron ore supply outages at Vale’s operations in Brazil, (ii)
optimism that China’s US1tr stimulus to combat the slowdown in the domestic economy would work,
and (iii) a sudden and sharp change of heart by the US Federal Reserve Bank from continuing to tighten
monetary conditions. All three factors had the effect of extending the current economic cycle, a
reversal of the fear that gripped the market in December. At the same time, domestic, SA Inc,
companies were held hostage by fears of a credit downgrade to the country’s sovereign rating. A
sovereign downgrade would exacerbate an already slow economy by raising both the cost of doing
business and living. Load shedding by the state-owned utility, Eskom, intensified these fears.
Overweight banks and underweight resources, our portfolios felt the wrath of these macro-economic
effects over the quarter.
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Figure 1:

Investment Outcomes: Macro economic Factors Far Outweigh Fundamental Factors
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There is no point judging which of those macro-economic factors had the highest or lowest probability
of materialising. Macro-economic factors make for very poor predictors of investment outcome and
skill over time. While you deserve to learn how they affected our outcomes, our focus is on
fundamental factors which are vastly superior predictors of investment outcomes and skill. In the
following section, we outline how the second stage of our fundamental research process, Negative
Selection, helped us avoid shares that fell precipitously in market value during the quarter. We
evolved our investment process over the past 18 months from just looking for compounding
opportunities (Positive Selection) to looking for critical lapses in judgment by both management and
the board of directors (Negative Selection) as a risk mitigation strategy. Often, the market value lost
due to Corporate Criminality (e.g. EOH), Accounting Integrity (e.g. Steinhoff), Mergers and Acquisition
(e.g. Aspen), and/ or ESG (e.g. MTN). never returns. These internal breaches to the momentum in the
quality of a business are, in our opinion, the biggest risks to compounding. In other words, the greatest
risk investors in Quality face is investing in a good company whose management and or board go rogue
(than investing in a cyclical company thinking it is a Quality). Very soon an investor who learns how
to ride out the cycle rather than capitulate remains ever vigilant about the psychological
misjudgements that grip the minds of management he or she is backing. We want to share three
examples of how the vigilance we built into our process paid off in this quarter.
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Successes of Our Evolved Investment Process: Avoiding Breaches to Quality
EOH: Corporate Criminality, Forensic Accounting and Governance
EOH is a good example of how the enhancements to our process have produced stress free outcomes
and helped us not to repeat mistakes of the past. The company ticked all the boxes of our negative
selection framework in terms of having M&A concerns, accounting red flags, corporate criminality and
governance concerns. Had we had these pillars back in 2017, the stock would not have hurt us
following the release of multiple news reports by the likes of Amabhungane. However, our process
improvements enabled us to avoid the subsequent 84% fall in price since January 2018.
Figure 2:

EOH Share Price
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Our biggest concern in terms of accounting practices was the persistent increase in Days Sales
Outstanding by EOH over time from 51 days to 85 days. The metric measures the size of accounts
receivables in terms of the number of sales days. Management provided us with many excuses for
the ballooning receivables over the years; however, the metric persistently increased at the expense
of EOH’s cash flow. According to their annual results for the year ending July 2018, these receivables
represented as much as 25% of total assets of the group and the majority of these were outstanding
for 120 days of more. The key risk here is whether such amounts will ever translate into cash as it may
never be paid by customers. This created an initial ‘red flag’ for the company in terms of our company
risk rating. More specifically, it indicated that forecast cash flow in our DCF model for EOH is hard to
forecast accurately as it is unclear whether 1) the reported revenue is a product of aggressive
management assumptions, 2) delayed projects, or 3) clients unwillingness to settle the cost due to
dissatisfaction/other reasons.
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Thereafter, we observed a multitude of concerns in terms of corporate criminality and governance.
Firstly, the company acquired Forensic Data Analysts (FDA), a company created by Keith Keating
implicated in bribing SAPS officials for business contracts. FDA was further implicated in an article by
Amabhungane relating to a tender contract with SASSA. It was also mentioned by Eskom in relation
to misconduct by senior officials involved in procurement. Such examples are signs that EOH possibly
moved into the public sector without environment-relevant safeguards after successfully competing
in the private sector for many years. Further, the company’s due diligence processes appeared
insufficient to identify corruption within companies they acquired in later years.
The company’s growth over many years was acquisitive. Today, in total EOH has more than 200 mostly
acquired businesses in the group. These businesses were encouraged to remain small and continue
in an entrepreneurial fashion. They were also given stretched profit warranty targets under which the
seller would maximize the sale price (his or her gain). This aggression, fuelled by incentives, may have
resulted in malfeasance at the subsidiary level. It may also have resulted in orders being booked with
longer-than-normal payment terms as we discussed earlier. All of this created an environment ripe
for individuals to leverage corruption to make his sales targets. While this is yet to be proved, we
believe the decision by Microsoft to distance itself from EOH is a sign that such practices may both
exist and act as a source of concern for original technology suppliers. We will only know for certain at
the conclusion of EOH’s internal investigation into corruption.
From First Avenue’s perspective, governance, criminality and accounting risk make EOH extremely
uncertain. As a result, we do not have any exposure to the company.

Aspen: High Acquisition Debt Resulted in Forced Sale of a Crown Jewel
Aspen made a string of large, debt-funded acquisitions to build a portfolio of Anticoagulant and
Anesthetic products over 2016 and 2017. The idea was to move away from generic product into
complex and hard to replicate products. While this strategy seemed sound, it placed considerable
strain on the company’s balance sheet and in addition, caused a blow-out in both net working capital
and capex.
Debt laden companies have very little space to maneuver if the acquisition disappoints and hastens
the need to de-gear in a disorderly fashion. Dividend payments and or share buybacks because the
first casualties in a bid to preserve cash.
We initially bought Aspen because we deemed it to be cost advantaged (due to its efficient
manufacturing facilities, supply chain and distribution force) with a Narrow Moat accompanied by
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Medium Uncertainty. However, the M&A Framework helped us to identify moaty companies that
may behave injudiciously with capital. In this regard, we foresaw the risks in Aspen and reduced the
stock to benchmark at R188 per share in September 2018 in General Equity while removing it
completely from the Focused Strategy.
Our M&A Framework is based on a three-stage process intended to assess 1) Deal Logic; 2) Deal
Design and 3) Deal Implementation. If a company fails in one of these stages, we would downgrade
the stock to benchmark and a failure of two stages would result in the stock not being held or
reduced to a zero weight if we held it.
Aspen’s latest acquisition passed on Deal Logic as it improved the economies of scale given that the
company had an underutilised sales force (distribution) and supply chain. The products were
patented, complex, and would complement its anticoagulant portfolio in the hospital distribution
channel. From a Design perspective, there was no bidding war, lowering the risk of overpaying (with
debt). However, the deal failed on the third stage, Deal Implementation; integration given large size
of the acquisition, offshore locations, and new therapeutic area for Aspen. Management tried to
integrate it into the existing business. Therefore, this acquisition was a Medium Risk and was
reduced to benchmark.
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Figure 3:

M&A Framework: Aspen Acquisition of GSK and AstraZeneca Anaesthetics
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Source: First Avenue Proprietary M&A Framework

Positively, our thesis has played out as the debt taken on for the acquisition placed considerable
strain on the business as the cash flows from the operations failed to materialize. A hefty capex bill
to move manufacturing from Europe to SA placed further strain on the company’s finances. These
issues resulted in Aspen being forced to sell one of its crown jewels to pay down its debt in order to
meet loan agreement covenants. Consequently, the share price halved to R96/sh and we currently
have a small portfolio weight of 0.6% (benchmark).
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Our M&A Framework calls on us to continuously assess the impact of the acquisition on the
fundamentals and whether this impact is priced in. This is assessment is based on three scenarios as
follows;
1) if the acquisition is still negatively impacting the business fundamentals and share price, we
would not own the stock
2) if the negative effect of the acquisition is priced into the share but still poses a risk to the
business fundamentals, we would benchmark the stock as we have,
3) if we have a strong belief or evidence that the acquisition is no longer impacting the
business or share price, we would move to an overweight position
Figure 4:

M&A Framework: Continuous Value Assessment of Acquisition

Source: First Avenue Proprietary M&A Framework

Our initial risk assessment remains, and we maintain our benchmark view of the stock. There is no
evidence that the acquisition is no longer negatively impacting the share because there remains
uncertainty on the deal closure of the infant milk deal coupled with the ongoing net working capital
and capex issues. Investors have capitulated with a mass selling and the share is trading at optically
low levels that seem to price in the negative effect of the acquisition. Because we aren’t sure of the
binary outcome of selling the infant milk business as well as the probability of resolving other
operational problems, we saw it fit to benchmark the stock.
If, however, we foresaw a failure to sell the infant milk business and a continued deterioration in the
business, we would remove the company from the portfolio. We would need the completion of the
infant milk transaction and gain confidence in the normalization of NWC, stronger organic growth
from recent acquisitions, and the success of cost efficiency programmes, to move to an overweight
position.
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Great Fundamentals Persist Despite Bad Macros: South African Banks
In the quarter, domestic banks bore the brunt of pessimism that reached fever pitch. Investors were
betting that Moody’s, the international credit rating agency, would either downgrade South Africa’s
sovereign rating to junk status or downgrade the outlook of the current status from stable to negative.
As domestic banks oil the financial system of a country, they automatically get downgraded alongside
the sovereign due to heightened systemic risk. Inexplicable power cuts fuelled the probability of a
downgrade as they hampered economic activity and growth, key considerations for ratings agencies.
It wasn’t just the banks that were hit hard. Government bonds, retailers, the currency and all manner
of assets fully exposed to the local economy were also marked down by investors in the capital
markets. The shark feeding on local assets reached a frenzy when Turkey imposed constraints on the
trading of its currency trying to smoke out hedge funds shorting the Lira. Investors simply expressed
their dissatisfaction with emerging markets (EM) by taking it out on the ZAR trough currency swaps.
The South African rand is one of the most liquid and tradeable currencies in EM.
Figure 5:

Sector Attribution to March 31, 2019
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If there was ever an example of emotions ruling investors’ heads at the expense of highly appealing
valuations, this was it. Credit Default Swaps (CDS), a price gauge for the cost of insuring against a
possible default by the government, surged on the 10yr government bond to just below Turkey’s (and
Turkey has been doing some patently strange things). Spiking 10Yr CDS dragged down banking shares.
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Figure 6: JSE FTSE Banks Index vs. 10Yr Credit Default Spreads

Source: Statpro, First Avenue

The fundamentals of South African banks are outstanding when looked at in a global context. We do
really have some world class beauties here. The two names we wrote about in last quarter’s report,
First Rand and Capitec, lead the pack. In 2017, International banking advisory group, Lafferty Group,
rated 100 banks in 32 countries for long term stability and quality of service in corporate and retail
banking. It ranked South African banks the strongest. To boot, Lafferty Group said the credit
downgrade experienced by the banks due to the sovereign downgrade in 2017 had not affected them.
We are delighted to update you that the recent set of results by the banks has shown them to be in
even better shape! All this despite the worst trading conditions since the advent of independence. In
a patently slow economy, banks reined in advances growth and reaped the rewards of Credit Loss
Ratios at multi-decade lows. They also reined in costs to reflect a low growth environment to post
healthy cost to income ratios. Disciplined credit-underwriting coupled with well capitalized balance
sheets saw them earn very satisfying Returns on Risk Weighted Assets.
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Figure 7:

Excellent Banking Fundamentals: First Rand (left) and Capitec (right) Lead the Pack

Source: First Avenue, Company data

The greatest tragedy was watching investors confidently distance themselves from one of the highest
dividend-growth and yielding sectors in the market. The downgrade in either sovereign status or
outlook did not occur. In fact, it has become clear that Moody’s is not as concerned with the things
the investors had concerned themselves with. Macro is really a bad predictor of future returns and
investment skill. To illustrate, we ask a simple question: If you were asked to pick a country out of 195
countries (recognized by the UN) that would fall apart (a favorite term South Africans like to use to
describe their country) and bet R1m on it, which country would it be? No matter how much
information I gave you about all 195 countries in the world, you would be less inclined to pick one
especially if you had bet more money on your prediction. Yet this is what investors egged each other
on to do, thanks to a spiral of negative news flow about the country. They did this at the expense of
the strongest fundamentals in the banking sector, coupled with the most compelling valuations.
Figure 8:

SA Banks: 10Yr Dividend CAGR vs. Dividend Yields as at March 31, 2019

Source: Statpro, First Avenue
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Our conviction in South African banks remains unshaken and unstirred. We are 8.34% overweight the
sector in General Equity Strategy and 2.34% overweight in Focused Equity Strategy.

Great Fundamentals as a Result of Great Macros: Resource Equities
Many years ago, I made the monumental mistake of confusing cyclical tailwinds supporting the
fundamentals of BHP Billiton and Sasol with structural advantages. Those tailwinds were commodity
prices. Not surprisingly, when global growth gave way to an economic recession, those tailwinds
turned into bankruptcy inducing headwinds. In 2015, global diversified major Anglo American was
there- - knocking on the doors of bankruptcy - - but for the grace of God. Today, investors are fond of
extolling the virtues of better capital allocation, operating efficiencies, and asset productivity in mining
companies so much so that one may strongly wonder if these companies do not in fact possess
structural advantages.
We are under no such illusion. Despite all the fiddling and tinkering by management on debt, capex,
and costs, the bulk of fundamental and market returns posted by the mining sector since 2016 stem
from higher commodity prices.
Figure 9:

EBITDA (R Billion): 2018 vs. 2017: Anglo Platinum

Source: Anglo Platinum FY 2018 Results Presentation

While we’re on the topic of resource equities, non PGM miners have benefitted for far longer than
PGM miners from increases in prices of other commodities (iron ore, copper, coal, nickel, etc.). See
chart below (at least two of the Big 4 Diversified Miners listed in the UK are also listed on the JSE,
namely, Anglo American and BHP). Due to higher commodity prices, both have performed
spectacularly well on the local bourse!
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Figure 10:

Impact of Price Looms Large in Profitability of Big 4 UK Diversified Miners

Source: Citi Group Securities

How can we be so sure that commodity prices will lead the next extended downturn in sector returns
despite so called “self-help initiatives” by management? The answer in one word is, Game Theory.
Let’s take the curious case of Platinum Group Metal (PGM) miners. Their performance both on
balance sheet and the stock market has been truly astounding. We have heard that Anglo American
Platinum (AMS) is such a well-run company that it is in fact priced to defy the impact of a fall the very
metal that led it to stratospheric heights, palladium. Its competitive advantage? Cost efficiency.
Investors do not realize how industry participants can ruin a good thing. The participant, in this case,
is Norilsk Nickel (Norilsk). Despite palladium being only 40% of its production (60% being nickel),
Norilsk is the largest single producer of palladium in the world. Granted, it is the also the lowest cost
producer of the metal in the world because it produces palladium as a by-product of nickel. Of course,
South Africa produces more PGMs than any other country, but Norilsk can singlehandedly determine
both the shape of the cost curve of palladium and the amount that comes onto the market. South
African miners would have to collude to have a similar impact.
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Figure 11:

PGM Cost Curve Dec 2018: All Hail Norilsk Nickel!

Source: Company reports, Citi Research; *Excluding base metal credits for SA producers

While much is made of Anglo Platinum’s profitability, it pales in comparison to that of Norilsk.
Figure 12:

Dec 2018 EBITDA Margin by Mining Company
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Figure 13:

Dec 2018 Free Cash Flow by Company

At 40% of supply of global supply in palladium (11% in Nickel), Norilsk is by far the largest single
producer of palladium, the most profitable PGM miner by EBITDA Margin, and the most cash
generative (FCF Margin). Yet, Norilsk recently announced an increase in capital expenditure to
produce significantly more palladium. By 2025, it will produce over 90% of the current supply deficit.
Norilsk has also relayed its intention to fund this increase in capex by lowering its industry leading
dividend pay-out ratio of 60%. If Anglo Platinum was to compete with Norilsk for market share, it
would have to lower its dividend pay-out ratio from 40% to a number that is sure not to satisfy the
market…and very likely tip the palladium market into a supply surplus. Check mate!
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Figure 14:

Norilsk 2019-20E Metals Production Guidance vs. Long Term Targets (2025)
Even though Norilsk is 40% of the
palladium market, its planned
expansion is 90% of the current
supply deficit.

Source: Norilsk Company Data

Why would the market leader in production and profitability roil the industry’s restrained approach
to capital expenditure especially when none of its competitors has moved to usurp its market share?
We have always argued that the current lull in capital expenditure is irrational and illogical. Economic
development advances through industrialization and urbanization. Mining companies feed that
process. A shortage of commodities, both hard and soft, either arrests development or slows it down
through higher commodity prices. Norilsk is at a point where it sees enough of a gap between demand
(from world growth) and supply of palladium to justify starting an arms race (capital expenditure)
toward volume growth. It weighs too heavily on the company’s mind that its market share leadership
gives it unrivalled scale advantages. That’s game theory for you. One party has broken out of the
silent agreement for its own good at the expense of the collective good of the industry. Now all it
takes is one glance at the cost curve (above) of PGM miners to realize how much of a threat to the
profitability of South African PGM miners Norilsk’s move poses. It shifts the cost curve even further
out of reach by South African PGM miners. Thinking of it that way, squeezing out the long tail of higher
cost producers in South Africa is a completely rational strategy by Norilsk. The first reason Norilsk is
breaking from the pack, industrialization. Capital expenditure by raw materials companies (supply)
has diverged materially from industrial production (demand) on the downside and for an extended
period now. Note that it doesn’t stay that way forever. Industrial production is a leading indicator for
a surge in mining investment.
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Figure 15:

Industrial Production vs. Global Capex-to-Sales Ratio of Raw Material Companies

The second reason, urbanization. Capital expenditure is below population growth. And of course, we
note that there is a correlation between industrialization and urbanization.
Figure 16:

Capex-to-Sales Ratio vs. Population Growth

One more reason that mining companies cannot restrain from investing for (volume) growth any
longer is that so far inflationary forces from higher commodity prices have been offset by deflationary
forces caused by technological innovation. In other words, while raw material companies have stoked
inflationary pricing by withholding capital expenditure, heavy capex spend by tech companies in tools
that enable greater efficiencies across value chains has so far taken the heat off inflation. In the chart
below, we use capex from Facebook, Amazon, Netflix, Google, Tencent, and Apple (FANGTA) as a
proxy. You can easily imagine how exaggerated the graph would look if you add other behemoths
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such as Microsoft, Alibaba, Baidu, EBay, Salesforce, and so on. The human ingenuity needed to extract
step changes in productivity required to keep inflation at bay has its limits. It will give way to inflation
induced by low capex and high commodity prices. Suffice it to say, capital expenditure is well below
the rate at which mining companies are depreciating their assets.
Figure 17:

FANGTA CAPEX AS A SHARE OF GLOBAL CAPEX

The greatest risk for mining companies and commodity prices, in our opinion, is a surge in capital
expenditure into an ebb in global demand (industrial production) and or inflation spiking because of
diminishing marginal offsets from technological innovation. While the arbitrage between capital
expenditure and industrial production has led to outsized gains in commodity prices and share prices
of mining companies, we caution that by not investing in capex, South African PGM miners are simply
handing over both production growth and further gains in scale economies to the lowest cost
producer, Norilsk (not to mention growth in GDP to Russia).
Anglo Platinum’s strategy of not investing for growth in a high price environment contradicts Mark
Cutifani, CEO of Anglo American’s logic in 2015 when he cited low PGM prices to justify low capital
investment in Anglo Platinum core mines: “Absolutely Mogalakwena is a core asset. Also, there are a
couple of very good resource positions in the platinum business, Twickenham and Amandelbult. The
fact that we are not spending lots of money developing new projects seems to me fairly sensible in the
current price environment in platinum, so I wouldn’t read too much into that. We will articulate what
is in the portfolio in February. We are responding to a market where prices are low and putting more
volume on and committing capital doesn’t seem sensible in today’s market. So, I wouldn’t connect
the two too closely.”
Here’s the money question: Since we have been in a virulent palladium price environment for about
18 months, why hasn’t Anglo Platinum ratcheted up capital expenditure for volume growth (especially
if the market leader, Norilsk, is)? The answer may understandably be that the company did not know
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nor anticipate at the time that the palladium would rocket. It should follow that today, investors
should place no stock on management’s views on supply of and demand for the metal.
The risk to investors holding platinum shares is a familiar one, namely, a cyclical end to what looks like
a bullet proof case. Investors like to point out that because the palladium market is in supply deficit
(supply is less than demand), the risk of a deep drawdown in the palladium price is very low. This is
farcical. The palladium price has crashed twice before (between 63% and 69%) from a deficit position.
Second, the palladium market has been in deficit for the past 8 years. Why has it only rallied in the
past 2 years? If it is because demand is too high, what’s going to happen when demand slows down?
Karl Marx once said, “history repeats first as tragedy and then as a farce”. While all indications are
that supply will remain constrained as far as the eye can see (diesel vehicle production has plummeted,
giving way to gasoline /petrol vehicle production), nothing says overall vehicle demand will not ebb
below supply with the end of the global economic expansion. The sudden run up in the price of
palladium lays it highly vulnerable to the Law of Unexpected Consequences.
Figure 18:

Performance of Spot Palladium Prices Over Last Two Recessions

Source: NBER, Bloomberg, J.P. Morgan Commodities Research. Note: Monthly index, 100 = Price three months
prior to recession. R = start month of recession
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Figure 19:

Global Palladium Market Balance in Moz (2011 – 2019(E)

Source: Norilsk Annual Report 2018

The trouble is not only that palladium prices will crash despite the current bullish narrative, it is also
that they take a long time to recover. This is enough time for Norilsk’s additional production to wreak
havoc on high cost South African PGM miners. The practicality of commodity prices to mining
companies is why it is very difficult to sustainably extract alpha from them. As a result, we maintain
our portfolio positioning away from resource equities.
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Figure 20:

General Equity Strategy Top 10 Bets vs Capped SWIX: As At Mar 31, 2019

STANDARD BANK
ANHEUSER-BUSCH
FIRSTRAND LTD
AVI LTD
OLD MUTUAL LTD
SPAR GROUP LIMITED/THE
CLICKS GROUP LTD
RMB HOLDINGS LTD
DISCOVERY LTD
MONDI LTD
ANGLOGOLD ASHANTI LTD
NEDBANK GROUP LTD
ANGLO AMERICAN PLAT
WOOLWORTHS
REDEFINE PROPERTIES
GROWTHPOINT
REMGRO LTD
BHP GROUP PLC
ANGLO AMERICAN PLC
SASOL LTD
-6.00

-4.00

-2.00

0.00

2.00

4.00

6.00

Stock

Portfolio
%

NASPERS

11.31%

STANDARD BANK

8.85%

FIRSTRAND

7.32%

OLD MUTUAL

4.53%

ANHEUSER-BUSCH

3.87%

AVI LTD

3.84%

BID CORP LTD

3.49%

MTN GROUP LTD

3.38%

BRITISH AM TOBACCO

3.16%

RMB HOLDINGS

2.91%

Source: First Avenue, Bloomberg

Figure 21:

Focused Quality Strategy Top 10 Bets vs SWIX: As At Mar 31, 2018
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Global Equities: A Perspective on Network Effects
Long time readers will know that we prefer to invest in structurally advantaged businesses. Network
Effect, a phenomenon whereby a product or service gains additional value as more people use it, is
one of the strongest moats a business can possess. The reason is that the marginal (incremental) cost
of an additional user stays negligible for a long time before the company must add capacity to
accommodate more users. In the meantime, profits increase exponentially as an increasingly large
user base uses the service simultaneously. You really want to catch these businesses early and surf
them all the way to just before maturity to create enormous wealth.
What is extremely appealing about these businesses is that they succeed by exclusion. They succeed
by intermediating between participants – sellers and buyers, callers and receivers, broadcasters and
viewers – almost exclusively. Once they gain scale, it makes increasingly less sense for prospective
users to seek out a new, less populated network. That is why industries that lend themselves to
network effects (e.g. IT related) tend have very few companies dominate their profit pool while all
other participants teeter on the brink of bankruptcy. This phenomenon is often referred to as winnertake-all.
Yet, Network Effects have externalities that could stunt profitability even for the leading player in the
industry. The same model, product, and strategy can produce vastly different results when they apply
to different markets. For instance, levels of profitability in network businesses in China are not the
same (with a few exceptions) as in the United States and most western countries. While the Internet
sector in China is larger, and in most instances, more creative than in the US and Western Europe and
Japan, the latter three geographies are far more profitable (much higher rate of converting invention
into innovation). This is despite China having three (3) times more internet users than the US, a little
under twice (2) the number of internet users who use mobile payment service, and about one a half
times (1.5) more mobile traffic as a percentage of total web traffic. Given both higher user
penetration, creativity, and market size, one would expect Chinese network effect businesses to
create greater fundamental and market value than their western counterparts. Yet, that is far from a
given.
Baidu vs. Google (Alphabet)
Alphabet Portfolio weight - Global Family Business Equity Fund: 4.5%
The US and China are the two biggest markets for search engines respectively. Google and Baidu have
the largest and second largest search engines in the world. Each is a monopoly in its home country
Google 86% market share and Baidu 73.8%) share. Google’s monopoly extends to Europe (91% market
share). Both companies exhibit strong winner-take-all tendencies in their markets.
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Figure 22:

Fundamental Value and Shareholder Value Created: Baidu vs. Google

Source: First Avenue, Reuters

One of the reasons for this outcome is the quality of capital stewardship between Chinese and
Western managers. While both companies invest heavily in their core capabilities, Baidu went well
beyond its circle of competence to invest in group-buy deals and food delivery areas where it
competes with already established firms such as Meituan-Dianpin. Baidu’s encroachment into
Meituan Dianpin’s turf has also ruined the latter’s results.

Meituan-Dianpin vs. Yelp vs. TableLog (Kakaku.com)
Kakaku.com Portfolio Holding - Global Family Business Equity Fund:

1.88%

Many westerners do not know that Dianping.com of China, not Yelp.com (USA) originated the idea of
hosting consumer reviews of local venues (e.g. restaurants, hotels, car rentals, etc.). TableLog of
Japan, owned by Kakaku.com, is the youngest of the three. Dianping used to be a standalone business
until it merged with Meituan, a website for local food delivery services, consumer products, and retail
services. The combined group is one of the world’s largest online and on demand delivery platforms
offering consumer reviews of restaurants and group buying services like Groupon does. The merger
brings together two dominant powerhouses in their verticals into a single customer view referred to
as a “super app”. The group makes money through advertising revenues, transactional fees, and
subscription fees. Despite its dominance, the merged business does not generate yearly profit for its
shareholders. As mentioned earlier, it does not help that Baidu wants a piece of the pie.
On the other hand, Yelp and the relative newcomer, Table Log are profitable. The latter far more than
the former. On its own, Dianping used to be very profitable. Again, stewardship got in the way of its
profitability. Consider that Yelp went public in 2012 and turned in a profit two years later. Yelp did
try to start a Meituan-Groupon like business called Yelp Deals in 2011 but cut it out just four months
later (August) due to intense competition. Meituan-Dianping may yet succeed in knocking out Baidu
but one wonders if Dianping should have cozied its way into a swordfight by merging with Meituan.
Kakaku.com also started a restaurant booking and review service (Table Log) after successfully running
a price, product, and service comparison website. It even went into Internet Media and Finance which
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includes customer support services, advertising services, sales support and foreign exchange margin
trading and insurance services. Capital allocation at Kakaku.com, a “super app” business like Meituan
Dianping is vastly superior. Yelp’s results, despite its focus, reflect competition from Google and Trip
Advisor. Imagine how much poorer it would be had it not shuttered Yelp Deals and was competing
with Groupon on that front!
Figure 23:

Mei-Dian, Yelp, Table Log: Market Share, Fundamental & Shareholder Value Created

Source: First Avenue, Reuters

JD.com vs. Amaon.com vs. Zozo.jp
Amazon Portfolio weight – Sanlam Select:

2.1%

E-commerce sales as a percentage of global retail sales have reached 17% with greater penetration in
China and the US. JD.com is one of two dominant e-commerce operators in China, the other being
Alibaba run T-Mall. In the United States, Amazon is primarily slugging it out with the e-commerce
offering of Walmart, a traditional retailer. Growth prospects for ecommerce in both US and China are
higher than those for brick and mortar sales and are expected to remain elevated for long periods of
time. Both countries have a slew of mid-sized and smaller ecommerce players (Xiaohongshu and
Vipshop in China and Target and Wix.com in the US) applying both creative and competitive pressure
on incumbents. Zozo.jp is the Amazon of clothing in Japan. Both the penetration and growth rate of
ecommerce in Japan is far inferior to that of China. Also, the popularity of Zozo.jp in Japan materially
lags that of JD.com and Amazon in their respective markets. Zozo.jp has however focused on one
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vertical, namely, apparel. A focused strategy has helped Zozo.jp capitalize on its network effect to
produce consistently improved profit margin, return on capital, and asset turnover.
Figure 24: JD.com, Amazon.com, Zoo.jp: Market Share, Fundamental & Shareholder Value Created

Source: First Avenue, Reuters

The idea is not to be heuristic about Chinese businesses and capital allocation. There are obviously
fantastic businesses in China such as Tencent which wipe the floor with their Western counterparts
such as Activision. As well, Baozun compares very well with Shopify. The morale of this story is that
moats do not yield the same outcome in different geographies even if conditions for their success are
very similar. Further, while it is doubtful if Baidu, for instance, could be successful in North America
and Western Europe, it is very likely that Google would supplant Baidu in China if the government
allowed it to operate freely there.
Global Equity Carve Out vs. MSCI World: March 31, 2019
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Figure 25:

Figure 26:

Top Ten Holdings: Global Equity Carve Out: March 31, 2019

Figure 27:
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CLOROX COMPANY

9.62%

BERKSHIRE HATHAWAY

7.97%

KAO CORP

7.72%

AMAZON.COM INC

6.75%

ROCHE HOLDING

6.69%
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6.44%

LVMH
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M & T BANK CORP
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VISA INC-CLASS A SHARES
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5.56%

Global Family Business Equity Fund vs. MSCI World: March 31, 2019
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Figure 28:

Top Ten Holdings: Global Family Business Equity Fund: March 31, 2019
Stock

Portfolio %

ROCHE HOLDING

8.19%

BERKSHIRE HATHAWAY

7.80%

HEINEKEN HOLDING NV

4.85%
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ALPHABET INC-CL C
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4.32%
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3.81%
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Conclusion
It sounds strange to say our portfolio is doing incredibly well when our investment performance
materially lags that of the market. The latter is a function of a deliberate decision we made not to
make money from high amplitude cyclical companies represented in extractive sectors. In the
meantime, we have ensured that our South Africa Inc. focused portfolio does not come off worse for
wear from the macro-economic effects gripping the country. It has been a highly rewarding cognitive
experience to fortify our investment process in order to own bullet proofed companies. We can say
straight away that we will outperform materially if South Africa Inc. does well and or when global
growth falls. It is clear Central Banks in the world’s twin engines, United States and China, have
successfully extended both the economic and market cycle. But no human being has ever saved the
world from economic cycles. The herculean efforts of central bankers will come up short when
investors least expect it. Their failure will be our success. Simultaneously, South Africa simply has had
no capacity to stimulate its own economy. It in fact requires reforms. Commencing this process in
earnest after the elections will provide a shot in the arm to our portfolio and a potentially long tail
wind of outperformance. For now, the portfolio is benefiting from the country’s sovereign rating not
being downgraded by Moody’s and S&P Global not only retaining its stable outlook but expressing
confidence in the opportunity for reforms.
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