Global Investment Insights

VOLATILITY BRINGS

OPPORTUNITY

In the past quarter, we have seen a significant divergence
between the performance of the US stock market
compared to emerging markets and Europe. Donald
Trump’s hard stance on tariffs and his trade wars

have driven fear into emerging markets especially China.
Weakening manufacturing numbers in Europe, a
populist five Star movement - legal coalition in Italy and
Brexit negotiations have raised cause for concern in
Europe. Further, falling automotive sales have also
driven worries about a macroeconomic slowdown
globally.

This has created a stark divergence in the performance of
equity markets as the US market has continued to rise,
driven by the concentration of the market in large
capitalisation technology stocks like Apple
(NASDQ:AAPL) and Amazon (NASDAQ:AMZN), where
incessant inflows are pushing up valuations.

In emerging markets and Europe however, we are seeing
outflows driving markets lower and with them valuations.
Despite this, there has not been much of a change in the
fundamentals and earnings in these regions and
respective industry sectors.

While our skew to Asia and Europe has not kept up with
the global index this quarter, we are comfortable with the
fundamentals and confident in the earnings trajectory of
the companies we have invested in. In the short term,
stock prices simply reflect sentiment as the stock market
is a voting machine, rather than a true reflection of
fundamental value for the asset you are buying.
Valuations in each geography are moving in different
directions and we are excited about the opportunities
that we are presented with today. I couldn’t have said this
at the start of this year.

GLOBAL INDICES DIVERGING

FTSE All-World x US (AW02.USD-FTX) 10/10/2016 - 10/10/2018, 10/10/2016 = 100

Source: FactSet

As can be seen in the charts below, while the Nasdaq has
continued its steady appreciation over the past six
months, pushing Apple up to a PE of 19x, well above
historical averages, China, autos and European banks
have traded down together, down around 25%, as panic
sets in around global trade. As I write this, the US market
has just this week had a large one-day correction, so we
will see whether things normalise from here.

MACRO FEARS CAUSING SELL OFFS IN CERTAIN
SECTORS

Source: FactSet
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As contrarian value investors, this is the type of market
that we get excited about as it throws up intriguing long-
term opportunities for the brave. While the International
Monetary Fund downgraded their global growth
forecasts for 2019 from 3.9% to 3.7%, this is actually a
marginal decrease in projected growth. You would think
that China and emerging markets are entering a
recession by the way the stock prices have reacted in the
past three months, but the IMF only downgraded their
forecasts for Chinese gross domestic product (GDP)
growth in 2019 by 20 basis points to 6.2%. While the trade
tariffs are expected to impact Chinese GDP growth by
1.5%, domestic policy stimulus is expected to offset a
large part of this impact. If you think about the tariff
impact, Chinese exports represent 18% of GDP and
China’s exports to the US represent 19% of this figure. So
while the impact is not trivial, it is manageable. China’s
exports in September actually accelerated from 9.8% yoy
growth in August to 14.5% growth in September. The
Yuan has depreciated by 11% since March against the US
dollar. This is not insignificant and enables Chinese
exporters to offset some of the impact of the trade tariffs.
President Xi Jinping and the Chinese government are
using the currency as part of this trade war. It is no
surprise that Steven Mnuchin, the US treasury secretary,
has recently stated “We are going to absolutely want to
make sure that as part of any trade understanding we
come to that currency has to be part of that.”*

Interestingly, US GDP growth is expected to decelerate
from 2.9% this year to 2.5% in 2019. Tariffs actually causes
inflation and with US unemployment at 3.8%, the only
option that the Federal Reserve has is to increase interest
rates and remove liquidity from the system. At the
moment we have been increasing our positions in Asia as
we haven’t seen these sorts of valuations for quality
companies in quite some time. We are still holding a
decent amount of cash in the portfolio due to rising rates
inthe US.

TRADE WARS - WHY ARE THEY OCCURRING?

I was recently at the Alibaba investor day in Hangzhou
and Jack Ma gave a speech about why he was stepping
down as Chairman. He said that the US has a history of
going after an emerging superpower and did the same
thing when Japan became the second largest economy in
the world in the late 1970s. China surpassed the size of
Japan’s economy in 2010 and will rival the US over the
next few decades. Jack Ma believes that this trade
conflict may continue for the next twenty years.

Xi Jinping wants to “make China great again”. He has
stated that by 2025 he wants China to dominate its
domestic markets in 10 major new technologies
including driver-less cars, artificial intelligence and
quantum computing. In 2035, he wants China to be the
dominant force in technology and innovation
everywhere.

Source: financial times 10th October 2018
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Donald Trump is accusing China of stealing their
intellectual property and this is part of the basis behind
the trade war. The US don’t want to cede to China the
dominant position in the world and China wants to keep
growing and make China greater. These two ambitions
might not be mutually exclusive and if so the Chinese
and US can come to an agreement. However, I don’t think
Donald Trump wants to come to an agreement until the
mid-term elections as he is using this strong stance to
get votes and fuel the xenophobic vote that got him
elected.

HOW ARE WE POSITIONED FOR THE CURRENT
MARKETS?

As fundamentally driven investors, we look to take
advantage of market fear to buy into quality, growing
businesses at value prices. We increased our cash
position to 15% and in the past few days have been
deploying some of this cash as the US has finally started
falling with the rest of the world.

Over the past year we have been reducing our exposure
to US domiciled earnings and increasing our exposure to
more attractively priced, quality stocks around the world.
While the recent sell off in global markets outside of the
US is causing some transitional indigestion, we are really
excited about the opportunities that we are buying today.
Having travelled through China for a week and the US
for another week, visiting four cities in each country, [ am
more excited about the opportunities for growth in the
companies that we own. More importantly the valuation
opportunities that we are seeing today outside of the US
feels like the opportunities we saw during the global
financial crisis in 2009 and the more recent fears around
Brexit in 2016.

PORTFOLIO REGIONS
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WHERE IS THE VALUE IN TECHNOLOGY?

We have taken the view that the US and China both have
leading technology businesses and have been happy
owners of Alphabet (NASDAQ:GOOG) (google) and
eBay (NASDAQ:EBAY) since inception of the global
share fund in 2011. We also bought into Alibaba at the
IPO in 2014 (having sold out soon after on valuation
grounds but recently have bought back in) and have also
recently bought back into Baidu.

We have been increasing our exposure to Asia as
valuations have been falling. The region has globally
leading businesses with strong balance sheets. This is
what the US and Donald Trump are afraid of. The reality
is that the strongest and most innovative survive in
global capitalism. China is actually more advanced than
the US in terms of e-commerce with 18% of retail sales
being online versus only 14% in the US. Alibaba is a
leader in ecommerce and is one step ahead of the US
leader, Amazon, in payments.

When we look at Amazon and Alibaba we see a lot of
similarities in terms of their businesses and new
ventures. Amazon represents 5% of all retail spend in the
US and 49% of all online retail spend with about 350m
active customers. Its sales are growing at around 30%
this year but are expected to slow down a bit to 20% next
year. Their earnings growth is much quicker than this as
operating leverage will double their EBIT margin from
2.3% t0 4.7% this year. While they started off with books,
they continue to expand their product categories. While
consumer electronics and technology are their leading
product categories, they are expanding into areas like
fresh food with the whole foods acquisition and are
growing in personal care and beauty. Some of Amazon’s
greatest feats have been to build businesses from scratch
which is a testament to Jim Bezos.

Amazon web services provides cloud services to large
corporates like Verizon and Fox as well as thousands of
SMEs. They are investing in artificial intelligence (AI)
and are building out Amazon echo and Alexa’s
capabilities. Aside from having featured heavily on the
most recent series of 'The Block' as an integral part of the
contestants' luxury apartments. Alexa as a personal
assistant has been evolving to move calendar meetings
via voice as well as answer questions. Alexa has also been
launched into the hospitality industry allowing guests to
use it as a concierge as well as for in room services.
While Amazon is developing some wonderful assets and
earnings streams, its valuation has reached 1 trillion and
trades on a price to earnings ratio (PE) of 100x. As value
investors, we can’t stomach paying such a valuation.

On the other hand, Alibaba has fallen to a valuation that
we see as extremely attractive, trading on a PE of 20x one
year forward, with investments in areas like cloud and
video streaming that are loss making today but will
create significant value going forward. Jack Ma has
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taken Jim Bezos’ playbook and rolled it out into China.
Alibaba has 58% of total retail ecommerce in China. Its
revenue is growing at 60% and its monthly active user
base across Tmall and Taobao is at 634 million. It is more
of a market place and has two leading platforms - Taobao
which is its consumer to consumer platform and Tmall,
its business to consumer platform. It is spreading its
tentacles similarly to Amazon. Alicloud dominates
China’s cloud services and it has 50% share in
Infrastructure as a service. It has also been acquiring
bricks and mortar retailers and investing in expanding
its fresh food offering with its Ele.me online food delivery
business and Hema, their supermarket offering. They
have also been investing in Al with Tmall Genie, their
voice assistant.

Alipay is one of their undervalued assets. It has 870
million annual active users. While I was traveling
through China with my colleague Thomas, it became
evident that credit cards weren’t used anymore in China.
Consumers are using Alipay and We-chat pay for
payments online and offline and to transfer money
between friends rather than using credit or debit cards.
Alibaba is looking to roll out technology to convenience
stores around China, whereby you scan your Alipay
wallet as you enter the store and then you pick up the
items that you want and walk straight out without having
to go to a cashier. It automatically debits your account as
you walk out. While the rest of the world is using a mix of
Paypal, credit cards, Stripe, Square and Venmo for online
payments, Alipay and Wechat pay are dominating the
entire ecosystem in China. Alipay is looking to expand
outside of China as Alibaba is. We think the valuation
and earnings growth potential makes it a much more
attractive investment than Amazon. We also own an
indirect stake in Alibaba through our investment in
Softbank, which effectively gives us exposure to Alibaba
at a 30% discount.

I don’t have time to go through our thesis on Baidu here,
but let me just say that it feels like when we invested in
Google seven years ago, when you had a leading search
engine growing at double digits, building out other
businesses that weren’t being valued by the market. At
that stage Youtube wasn't really earning much and they
were still building out their other bets. Baidu controls
Igiyi which has over 400m monthly active viewers and is
expected to breakeven next year. It is also investing
heavily in artificial intelligence and their driverless car
platform, Apollo. These businesses are a 15% drag on
earnings but we think will become very valuable. Once
you give these businesses a value and strip out their
stake in Ctrip, the Baidu search engine is trading below a
PE of 15x today.

RECENT ADDITIONS TO THE FUND

Most of our recent additions have been in Asia and
Europe as this is where we are finding the greatest
mispricing in quality businesses. We like to buy quality
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businesses when there is fear around part of the business
or a certain geography and today we are being presented
with a plethora of these opportunities. Some of them
have performed better than others in the relative short
period of time that we have owned them, but we are
excited about each of their long-term prospects for
different reasons.

BAYER (ETR:BAYN)

We bought into Bayer with the view that the merger of
Bayer and Monsanto brings together two leaders in the
agriculture sector, near the trough of the soft
commodities cycle. The combination of the two
companies will see significant cost synergies but also
brings together the global leaders in seeds and digital
agriculture. Unfortunately, over the past few months,
Bayer has seen its market capitalisation fall by $22 billion
following a Californian jury awarding a school
groundsman USD$250 million in punitive damages and
USD$39 million in compensatory damages on the basis
that glyphosate, a core ingredient in Round Up, caused
cancer and that Monsanto failed to warn him of that.

The Environmental Protection Agency (EPA) in the US
classifies glyphosate as a Group E chemical, where there
is strong evidence that it does not cause cancer in
humans. The product is approved by the US regulator
and Bayer is in the process of appealing the court’s
decision. We think that the market has significantly over-
reacted to the initial local court decision and is mis-
pricing the value of Bayer’s large asset base. Their world
class seeds and digital agriculture business are not being
properly recognised by the market. They are the leader in
seeds with around 80% market share in US corn and 90%
of US soybeans are grown with seeds containing
Monsanto’s patented seed traits (whether sold by
Monsanto itself or by licensees). The time taken to
develop a new biotech seed is around 13.1 years, from
discovering new genetic traits, field testing and meeting
intense regulatory requirements and costs about $1
billion. This creates tremendous barriers to entry. They
are also leaders in digital farming, using data inputs to
help farmers make decisions on application, and other
actionable intelligence. They have the largest number of
farm acres under coverage with their Climate Corp
platform.

We believe there is value with Bayer at current prices,
where you are essentially paying a below market multiple
for a world class business in Crop Sciences. Glyphosate
represents less than 5% of Monsanto’s agriculture sales
and around 3% of Bayer/Monsanto Group profit. Trading
at 10.2x FY 2019 P/E, we believe the market is not
ascribing a fair value for the quality of the seeds and
digital segment. The market seems to have forgotten that
Monsanto consistently traded at twice the current
multiple that Bayer is trading at today.
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EURONET WORLDWIDE (NASDAQ:EEFT)

Euronet is also a position that we recently initiated.
Fortunately, this company had an unexpected positive
announcement soon after we invested. Euronet
Worldwide (Euronet) is a global electronic processing
company. The company has three divisions, Electronic
Funds Transfer (EFT), Money Transfer and Epay.
Services include comprehensive ATM, POS and card
outsourcing services, card issuing and merchant
acquiring services, software solutions, money transfer
services and electronic distribution of prepaid mobile
credit and other prepaid products. The company is
exposed to several positive secular trends including
greater travel globally, the increased usage of ATMs
within emerging markets and the need for money
transfer globally. They have a strong track record of
successful acquisitions and an incentivised management
team led by CEO Michael Brown. They operate within
very fragmented industries and we would expect them to
continue to consolidate the market going forward, which
should help drive earnings growth over and above their
strong organic growth potential.

As one of the largest independent ATM operators
globally, Euronet is set to benefit from the recent
announcement by Visa Inc (V-US) to allow dynamic
currency conversion (DCC) on ATM transactions
globally from April 2019. Currently Visa only allows DCC
on POS transactions globally and on intra-regional ATM
transactions in Europe. This change will allow acquirers
and ATM operators to offer DCC to all international
ATM transactions on Visa-branded cards around the
world. DCC is a high margin business within their EFT
Processing business and this change will open up their
total addressable market. Euronet is trading on 17x FY19
forecasts with 20% EPS CAGR for next 3 years versus
competitor electronic payments companies at 20-25x PE.

CONCLUSION: VOLATILITY BRINGS
OPPORTUNITY

As I write this, the US market has had a short, sharp 5%
correction and the volatility index has spiked up. Our
portfolio is much lower beta than the index and we are
carrying a decent amount of cash to take advantage of
opportunities. As you can see we are already seeing some
very exciting opportunities. While the S&P 500 is up 3.5%
calendar year to date and is trading close to all time
highs, European markets are down circa 10%, the Hang
Seng is down 15% and the China Shenzen A Share market
is down 32%. While the US still represents 55% of the
MSCI World Index, it actually only represents 23% of
global GDP and this share is shrinking over time if the
forecasts provided by the IMF below are correct. We are
looking at investing in tomorrow’s leaders at attractive
prices and think the environment today will provide us
with a good entry point over the course of the next year.
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GDP (Nominal (billions of $)
Rank Country/Economy Growth (%)

2018 % Share diff 2023

1 United States 20,412.87  23.2 - 24,537 1 2.27
2 China 14,092.51 161 6320 21,574 2 6.86
3 Japan 5,167.05 590 8925 5962 3 171
4 Germany 421164 481 955 5272 4 2.51
5  UnitedKingdom 293629  3.36 1275 3,477 7 1.79
6 France 292510 334 112 3,586 6 1.85
7 India 284823 325 769 4,663 H 6.74
8 ltaly 218197 249 666 2,554 9 1.47
9 Brazl 213892 244 431 2,717 8 0.98
10 Canada 1,79851  2.06 340 2,434 10 3.00
11 Russia 171990 197 786 1,974 12 155
12 Korea 169325 194 267 2,155 11 3.09
13 Spain 150644 172 187 1,875 14 3.05
14  Australia 150026 171 618 1,958 13 2.27

Source: IMF, World economic outlook report October 2018

Yours sincerely,

GARRY LAURENCE

Portfolio Manager - Global Equities
Perpetual Investments
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