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Year Annual % Change in | Annual % Change | Relative Results
Business Owner(1) |in the DAX(2) (1-2)
2008 (3 months) -13.40% -17.50% 4.10%
2009 31.10% 23.80% 7.30%
2010 27.00% 16.10% 10.90%
2011 6.50% -14.70% 21.20%
2012 18.40% 29.10% -10.70%
2013 31.90% 25.50% 6.40%
2014 24.90% 2.70% 22.20%
2015 46.70% 9.60% 37.10%
2016 -1.10% 6.90% -8.00%
2017 28.50% 12.50% 16.00%
2018 1.60% -18.30% 19.90%
Compounded Annual Gain 2008 — 2018 18.50% 6.00% 12.60%
Overall Gain Sep 2008 — 2018 471.60% 81.10% 390.50%

restor,
"Business Owner was €567.14 as of 28 December 2018. The NAV increased 1.6% since the start of the year and 471.6% since inc

cer 2008. The DAX was down 18.3% and up 81.1% respectively. The percentage changes differ from the changes in NAV due to
nts from the fund related to taxes.

Read Too Much into an Up-Year in a Down-Market

nnual return in a year when markets are negative across the board is the stuff that marketing dreams are made of. What salespe
>»f hawking a fund that appears to combine equity-like returns with cash-like risk?

sk is not, however, what the Business Owner fund has to offer. As a long-only, concentrated equity portfolio, the fund can, has ar
sharp and unexpected declines in market value.
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1 be read into a year’s performance, but to the extent it can, | would point to the last 4 months of the year when the NAV fell 16%
uring a time when the global economy hummed along, our companies developed well, and there were no obvious macroeconc
usual noise. The mood music will not always be chillaxed when Mr Market turns fearful.

jned Investors to Self-Select

ointing out the fund’s potential volatility is not to unsettle anyone. It is to ensure that expectations are properly set. Correctly, inv
oves those funds that promise steady, upward returns when, inevitably, they have a drawdown. By setting expectations appropr
n a loyal investor base. If it means losing investors who are put off by the prospect of volatility, it is a price worth paying.

; are a Feature, Not a Bug

, drawdowns are no reason to be unsettled. To the contrary, if share prices never fell, there would be less opportunity to buy cor
»st of Business Owner’s net purchases in 2018 happened in December. This is, of course, no guarantee that they were good dec
iance in the coming years will be better than if the same purchases had been made and the market decline had not happened.
creation in return for some short-term discomfort at a price decline is a trade every business owner should be happy to make.

on Business Owner

3y to track the development of the Business Owner fund is through the development of our companies. | will report on how they
half-year letter, however a continuation of the positive development of recent years looks likely.

~ontinues to Get Hammered

2at of negative news around Facebook continued in the second half of 2018. There is not much | have to add to what | wrote inr
Given the general pessimism around the stock, you would think the business is in a tailspin. In fact, it is likely to have grown in &>
3, which would make it the strongest performer out of all our companies. Newspapers will no doubt continue to exhort people to
:oming year, but where on earth would they get their news then?

mpanies

d any new companies to the portfolio in the second half of the year (in the first half, | added PSG Group, as described in my half-
d track several new companies closely but, ultimately, preferred to increase our stakes in existing investments, especially those
iclines in the fourth quarter.

otion Business Models

1gly frequent theme in my discussions with companies is the shift to subscription business models. This is most obvious at softw
— think of the shift from a licence fee to use Microsoft Office to the annual subscription fee for Office 365. Increasingly, | see it €
imple, last Autumn, | met with Karel Cornelissen, CEO of Energy Partners, an unlisted PSG business that provides energy solutiol
ympanies. Whereas in the past, Energy Partners received a one-time fee for an installation, increasingly customers prefer it to ow
asset and charge them based on delivery of the underlying service, e.g. cubic metre of steam or kWh of electricity.

rive the Shift to Recurring Revenue Models

of the shift to subscription-based services is a win-win for the customer and the company. The win from a company’s perspectiv
multi-year commitment to buy its products is preferable to starting each year with an empty order book. Though less obvious, tt
1s for the customer too. For starters, she can budget more reliably. Most importantly, she is more likely to receive a product that i
ate as the company is incentivised to do everything to minimize churn (cancellations). Incidentally, this is the logic of Ryman selli
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rights for its independent living units, not the units themselves. Ryman is more capable and better incentivised to maintain its vill
5, who have a shorter time horizon and deteriorating mental and physical faculties.

:arnings Paint a Distorted Picture of Earnings Power

an of the shift to subscription-based services as | love to see alignment between companies and customers. However, the shift p
1allenge. During the migration to a subscription business or in a growing subscription business, operating earnings paint a distot
company’s earnings power. Revenue only comes in over years or even decades, but a substantial portion of the cost to generat
up front. Normally, operating losses are a bad sign, but in subscription businesses, they can be a good one if, for example, the ¢
irketing costs to acquire new customers at attractive returns.

_Marketing Expense that Distorts Operating Earnings

it of customer acquisition cost, | believe this dynamic — revenues being pushed out, marketing cost being brought forward — is"
. I have discussed it in the past in the context of Trupanion. When you start to look for it though, you find it throughout a compan

in New and Existing_Services Fosters Customer Loyalty

1t investment in product development can also burden earnings near-term but lead to greater revenue further out if the result is
cross-sell (leading to higher revenue per customer) and greater customer satisfaction (leading to lower customer churn).

Can Constitute a Withdrawal Against Future Earnings

» an area where companies can trade short-term earnings against long-term value creation. If price hikes lead to a higher customr
to churn, the perverse situation could develop where a company’s earnings skyrocket whilst its intrinsic value craters. In hindsigt
1at played out at Gillette and Novo Nordisk in their relentless pursuit of price increases for razorblades and insulin, respectively.

, companies can build up huge reserves of customer goodwill over time by pricing their product below what they could. Ryman i
this. It caps the management fee of an independent living unit at 20% of the occupancy advance. Some competitors charge 309
lue of the average Auckland property approaching NZ$ 1 million, a 10% discount constitutes savings of NZ$ 100K AND Ryman pr
r care experience. When there’s a bust in the New Zealand property market, it won’t be Ryman left sitting on unsold units.

iLin the Coffin of Low-Multiple Investing

for management to time when it realises both revenues and costs makes me even more sceptical — to the extent that was poss
ow-multiple” brand of value investing. You can have great companies with negative operating earnings and deteriorating compe
'en growing earnings, as the examples of Novo and Gillette demonstrate. An investment approach that forsakes the hard work o
inding of why a company’s revenue and cost structure are the way they are is doomed to fail. In fact, the situation where a comp
1eap” based on unsustainably high operating earnings could be a new incarnation of the “value trap”.

valuing a subscription business by capitalising current or near-term earnings does not work, what approach to valuation should

e?

yok value is no alternative — investments in product can only be capitalised in the balance sheet to a limited extent, and investme
rketing cannot at all. Effectively, none of the good stuff makes it onto the balance sheet.

ssible Approaches to Valuing Companies
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J)ssible approaches to valuation whereby one is vastly superior. The first — inferior — approach is to capitalise (or add back) the p
n marketing, product development, or for that matter administration and any other cost line of the P&L that is of an investment n:¢
5 a lot of judgement. Welcome to investing. Capitalising these investments results in adjusted earnings comparable to the report
a company that is forsaking the same investments.

ages of this approach are 1) the “investing” company is no longer penalised vs the “non-investing” company when the two comp
2 compared, and 2) the calculation is easy-to-do, transparent, and familiar to investors who like to compare companies’ multiples

jtal flaw though — not all investments are created equal. Some companies destroy value through their investment choices, many
their cost of capital, a minority make good returns, and an even smaller minority make spectacular returns. It does not make sen
equally in each of these four cases.

2al Alternative

ne to the second and, in my view, only viable approach to valuation — the Discounted Cash Flow (“DCF”) Model. DCF overcomes
s discussed above by allowing for an investment phase of low or negative cash flows followed by a harvesting phase of positiv
‘einvestment opportunities have been exhausted. Discounting these cash flows back to the present yields an intrinsic value that
ertain which company has the lowest opportunity cost. It works equally well for companies with poor, average, good, and extrao
1t opportunities. Incidentally, there is no law of nature that the extraordinary business will be the cheapest. The only scenario wh
ry business will always be the cheapest is a world where everyone is myopically focussed on paying a low multiple of current ye
id hence misses the long-term effects of compounding. This state of affairs would presumably not persist.

k-out?

1ever been any dispute amongst investors about the theoretical underpinnings of DCF models — everyone agrees that the intring
is the sum of the cash it generates between now and eternity, discounted at an appropriate rate. Value investors’ beef is with the
ition. DCF models are associated with labyrinthine spreadsheets made up of multiple, interacting variables leading to an output t

1, most likely, wrong. Put more succinctly: junk in, junk out.

Handful of Key Metrics

have to be this way. There are, of course, hundreds of figures that can be tracked at a business and by combining them into ratic
1ds more. The job of the investor is to cut through the noise and figure out which metrics really drive the business.

ience, this is what the best company managers do. They distil their business into a handful of key figures — sometimes just one ¢
our. Warren Buffett apparently tracks the weight of candy sold at See’s or new policies activated at Geico on a weekly basis. Clc
-ife tracks “P/WC” (EBIT divided by working capital), Credit Acceptance tracks economic value added, and Shake Shack tracks tt
nd the payback on new Shacks.

and forecasting the key figures driving a business does not get you all the way to valuing it, but it takes you most of the way. If y¢
ure approximately right, the residual uncertainty is taken care of by building in an adequate margin of safety in the initial purchas

el Should Fit on a Beermat
>s, a fellow value investor, once told me that every company should be valued through the DCF method, but you should be able

in your head. If you need to build a spreadsheet, then the investment is probably not compelling enough. He is right. It is better t
ely right than precisely wrong.

ting a Company’s Economics and its Purpose
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etters, | have often discussed our companies’ economics and their purpose. | have never explicitly connected the two though. Tt
+if a direct line is not drawn between purpose and superior investment performance, purpose is unlikely to take up the prominer
ant process that | believe it should. A fund, after all, is not a charity. The nature of the subscription business potentially provides ¢
to connect the two.

d Great Economics are Two Sides of the Same Coin

Ibscription businesses achieve great long-run economics by maximising the number of customers, the loyalty of customers and t
r customer. This means pricing their services compellingly, tailoring them to customer needs (including the needs she does not \
acquiring new customers at attractive returns. These are the exact same priorities of a purpose-driven company — serving the wi
stomer base with the best possible service at the most compelling price. Purpose and great long-term economics can be two sic

es First — Purpose or Profits?

-driven business model can act as a guidepost to great long-term economics and a deep understanding of a company’s long-te
erest leads to a purpose-driven business model, then in theory either route could be taken to end up at the same place. In practi
spect that the best businesses figure out their purpose first and the financial returns are simply the result.

:alks about optimising long-term cash flow, but frankly, | do not see him meticulously modelling the financial implications of, for e
jelivery. Clearly, his lodestar is customer centricity. The talk about long-run cash flows is an attempt to translate his thinking into
markets comprehend. Similarly, | asked Gordy, Ryman’s CEO, how the company arrived at a 20% management fee. He responde¢
he right thing to do. It was clear he does not run financial simulations to see what would happen if it increased to 25%.

n Benefits Shared

, I am not arguing all successful companies have a sense of purpose, nor all purpose-driven companies are successful. My point
1 purpose complement each other. In fact, they feed off each other. Value Investor Nick Sleep coined the concept “scale econor
Jescribe the virtuous circle of greater scale feeding into lower prices leading to greater scale. Perhaps “subscription benefits she

xample, product improvement feeds into increased loyalty, driving further investment in product expansion and improvement.

npanies Managed with an Eye to the Long-Term?

» question is whether our companies are investing to fulfil their purpose or whether current earnings are juiced to provide a shor
e.

e our companies are investing for the long-term — be it in price, customer acquisition, product development, or organisational

. Randy frequently talks about pricing Shake Shack’s burgers at “what it should as opposed to what it could”. Grenke invests ext
t its distribution network and product offering. Google and Facebook invest extensively in R&D, and in the case of Facebook, it h
‘ed tens of thousands of employees to make its community safer. Trupanion pours every cent of operating earnings back into cu
These investments bode well for long-term value creation and imply that current operating earnings understate long-run earning

1panies Direct Investors to the Right Metrics
| our companies invest, one important difference is how they communicate their investments to investors. Whilst some are explic
:ment dynamics of their business and what drives long-term value creation, others focus investors’ attention on operating earnin

tance is more important than appearance, but the former may have greater freedom to make large investments in the business 1
‘ent earnings. Trupanion, for example, has been explicit about its return on new customer acquisition. Presumably, its board and
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ould be delighted to see higher pet growth even if it meant higher losses resulting from marketing spend. | wonder whether all ¢
have a similar licence.

ince of Building_an Aligned Investor Base

ompetitors often complain that they are at an unfair disadvantage as Amazon is under no obligation to earn money from a new t
Iy years. What they miss is that Amazon’s investor base was not the consequence of luck, but a conscious decision to allow inve
vho are aligned with its time horizon. Every company can make a similar choice. Yes, it will involve some short-term pain in the s
1ed investors get off the bus and new, more aligned ones have yet to be found. But if the result is a shareholder structure that al

» maximise its long-run financial interest, the pain will be worth it.

/estor Meeting in Engelberg

rd to welcoming you to my Investor and Emerging Manager Meeting in Engelberg on 19-20 January 2019. If you who cannot mal
I There will be a live stream on my YouTube channel here.

rely
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